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THE ART OF THE RELATIVELY  

PAINLESS GIFT 

I. CLIENTS WANT A PAINLESS PLAN 

A. Almost everyone would rather leave a financial legacy to loved ones or 

charity, rather than to Uncle Sam. 

THE “DREAM” ESTATE TAX RETURN 

             □  I choose to pay estate taxes 

             □  I choose not to pay estate taxes 

B. Because estate taxes don’t come due until after the property owner’s death, 

they are actually borne by others. 

1. The availability of an unlimited marital deduction makes it easy to 

postpone estate taxes until both husband and wife have died.  

2. So the children are usually the ultimate financial beneficiaries of 

planning strategies that saves estate taxes.   

C. The children also tend to benefit even more directly because tax minimization 

generally requires that the client make lifetime gifts.  (As used here, “gifts” 

include any arrangement intended to enrich someone—whether or not the 

donor’s estate is diminished immediately.  So gifts can include carefully 

constructed loans, sales, zeroed-out GRATs, or uncompensated services.) 

THE REAL CHOICE 

  □  I choose to make gifts 

  □  I choose not to make gifts 

1. Notice the mismatch: the financial benefits of gifts (including the 

eventual saving of estate taxes after the donor has died) are enjoyed by 
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the donees, yet donors are the ones who must sacrifice (e.g., less 

financial security, loss of control over the gifted property, less control 

over the donees, reduced cash flow). 

2. There can be psychic rewards for donors of tax-motivated gifts, and 

that’s why such gifts sometimes get made despite this mismatch.   

3. It’s difficult to put a dollar value on the psychic rewards of tax-

motivated gifts, but that really isn’t necessary.  As a practical matter, 

everything boils down to this question:   

Does the client want to minimize the future financial 

burdens of others (i.e., save transfer-taxes) enough to 

endure some level of personal sacrifice today? 

4. If the answer is “yes,” the next step is to explain why the rest of the 

conversation will focus on gift giving.  If this isn't explained properly, 

some clients will probably wonder which of their kids hired you. 

II. WHY GIFTS SAVE TAXES 

A. There are many reasons why lifetime gratuitous transfers of wealth (i.e., gifts) 

can save transfer taxes.  

1. Annual exclusions.  I.R.C. § 2503 (2009) provides for a $13,000 

annual gift tax exclusion on qualifying transfers. 

a. The exclusion is for present interests in property, and is 

available on a per-donor, per-donee basis.  Because of gift-

splitting under I.R.C. § 2513 (2009), spouses can together give 

$26,000 per donee, whether or not they each own an interest in 

the gifted asset. 

b. This seemingly small crack in the system can facilitate a gusher 

of tax-free transfers over time. 

EXAMPLE:  Mr. and Mrs. Client expect to incur estate taxes 

eventually.  Motivated by a desire to minimize these taxes, they 

annually give $26,000 to each of their two children, two 

children-in-law, and four grandchildren.  Even if we ignore 

post-gift income and appreciation, the Clients’ gifting program 

can be expected to save lots of taxes. 
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If gifts continue 
 

 10 years 

 20 years 

Total gifts 

 

 $2,080,000 

 $4,160,000 

Tax savings 

@45% 

 $936,000 

 $1,872,000 

Discounted 

@4% 

 $632,736 

 $853,632     

Of course the projected savings grow considerably if we 

assume that the property generates an inflation-adjusted total 

return of, say, 3% (e.g., a pre-inflation total return of 7%, 

minus an assumed 4% rate of inflation).  More on that, below. 

c. Ten or twenty years might seem like a long time, but If Mr. and 

Mrs. Client are each 60 years old, they have life expectancies 

of about 20 and 23 years, respectively, according to widely 

used mortality tables. 

(1) If they are 70 years old, they still can reasonably expect 

to live another 13 to 16 years. 

(2) A person’s life expectancy does not shrink to less than 

ten years until reaching 75 to 78 years of age. 

d. A donor can make additional tax-free gifts by paying directly 

the tuition and medical costs of others.  I.R.C. § 2503(e) 

(2009).  See also I.R.S. Priv. Ltr. Rul. 200602002 (date) and 

I.R.S. Tech. Adv. Mem. 199941013 (date). 

EXAMPLE:  The clients also pay tuition of $10,000 per year 

for each of their four grandchildren. 

If payments continue 

 

 10 years 

 15 years 

Total tuition in  

2009 dollars 

$400,000 

$600,000 

Tax savings 

@45% 

$180,000 

$270,000 

Tax savings in  

2009 dollars 

$180,000 

$270,000  

2. Post-gift appreciation.  Another major reason why lifetime gifts can 

save transfer taxes is the point in time we value the property. 
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a. In computing estate taxes, post-1976 taxable gifts must be 

added to the donor's taxable estate.  Assuming no gift taxes 

because of available unified credit, the estate tax will end up 

being exactly the same amount it would have been if the 

post-1976 taxable-gifts were a part of the taxable estate. 

b. Because a gifted asset is valued at the time of the gift rather 

than at the date of the donor's death, post-gift appreciation 

effectively passes free of any transfer tax.  It’s not subject to 

gift taxation because it doesn’t exist at the time of the gift, and 

it’s not subject to estate taxation because it never was in the 

donor’s estate. 

EXAMPLE:  In addition to their annual exclusion gifts, Mr. and Mrs. 

Client each make a one-time taxable gift of $1 million to their 

children.  If we assume that the gifted property appreciates at an 

annual rate of 4%, substantial estate-tax savings can be reasonably 

expected.  The sooner Mr. and Mrs. Client use their unified credits, the 

more valuable those credits are to them. 

If the Clients live 

 

 10 years 

 20 years 

 30 years 

Post-Gift 

Appreciation 

 $960,488 

  $2,382,244 

  $4,486,790 

Tax Savings 

@45% 

$432,220 

$1,072,010 

$2,019,056 

Discounted @4% 

 

$292,180 

$488,836 

$621,868 

c. The numbers more than double if we assume annual 

appreciation of 8% rather than 4%. 

If the Clients live 

 

 10 years 

 20 years 

 30 years 

Post-Gift 

Appreciation 

$2,317,850 

$7,321,912 

$18,125,304 

Tax Savings 

@45% 

$1,043,033 

$3,294,860 

$8,156,387 

Discounted @4% 

 

$705,090 

$1,502,456 

$2,512,167 
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3. Post-gift income.  A third major reason lifetime gifts usually save 

transfer taxes is that post-gift income generated by the gifted asset 

escapes wealth taxation (i.e., it’s not subject to gift taxation because it 

doesn’t exist at the time of the gift, and it isn’t subject to estate 

taxation because it never was part of the donor’s estate). 

EXAMPLE:  Mr. and Mrs. Client’s one-time $1 million gifts also 

produce annual income at a 3% rate (i.e., in addition to appreciating 

4% each year). 

If the Clients live 

 

10 years 

20 years 

30 years 

Post-Gift 

Income @3% 

$687,832 

$1,612,220 

$2,854,521 

Tax Savings  

@45% 

$309,524 

$725,499 

$1,284,534 

Discounted 

@4% 

$209,238 

$330,828 

$395,637 

4. Tax-free “transfers” of taxes.  A gift to the trustee of a properly 

structured irrevocable trust can save additional estate taxes if the trust 

is defective for income tax purposes (i.e., a grantor trust). 

a. By making the donor the owner of trust property for income-

tax purposes (but not for purposes of the estate tax), income 

taxes that otherwise would have to be paid directly or indirectly 

by the donee will instead be paid by the donor.  This has the 

effect of a tax-free gift equal to income taxes paid by the 

donor.   

(1) IRS acknowledged in Rev. Rul. 2008-22 that a 

substitution power under Section 675(4)(C) can be used 

in most cases to achieve grantor trust status without 

making the trust defective for estate tax purposes. 

(2) In that ruling, the grantor retained the power, 

exercisable at any time and in a non-fiduciary capacity, 

to acquire any property held by the trustee by 

substituting other property of an equivalent value.  

Applicable state law required the trustee to ensure that 

the trust not lose value in any such exchange, and to act 

impartially with respect to the beneficiaries.   
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(3) See also, I.R.S. Priv. Ltr. Ruls. 200846001, 200919027, 

200920032, 200730002 and 9116009; Chief Counsel 

Advice 200923024; Rev. Rul. 2007-13, 2007-1 C.B. 

684; and Rev. Rul. 2008-22, 2008-1 C.B. 796. 

(4) See generally Roth, The Intentional Use of Tax-

Defective Trusts, 26 U. MIAMI INST. EST. PLAN. Ch. 4 

(1992). 

b. If it seemed overly optimistic to assume a total return of 7% to 

11% in the last several examples, keep in mind that trustees of 

defective trusts are able to invest and re-invest before-tax 

dollars. 

5. Discounts.  By making gifts of non-controlling interests in a closely-

held entity, a donor may be able to qualify for minority, non-

marketability, and other discounts that reduce overall transfer taxes.   

SIMPLE EXAMPLE:  Mom and Dad own 100% of Family Business.  

They transfer it to an entity and then give a 10% non-controlling 

interest to Child.  At Dad's death his 45% non-controlling interest goes 

to a Bypass Trust.  At Mom's death her 45% non-controlling interest, 

as well as the 45% interest currently held in trust, go to Child.  Child 

ends up with 100% of Family Business, but each transfer was of a non-

controlling, nonmarketable interest.  

a. The size of the combined discount depends on many factors, 

but done properly, 25% is a conservative estimate. 

b. As discussed, below, the IRS has been successful in denying a 

discount for gift-tax purposes and/or applying Section 2036 at 

the death of the donor family member when the strategy was 

poorly conceived and/or implemented. 

6. Payments for the use of gifted property.  The grantor of a grantor trust 

can borrow money and lease property from that trust without adverse 

income tax consequence.  Rev. Rul. 85-13, 1985-1 C.B. 184; see also 

Rev. Rul. 2007-13, 2007-1 C.B. 684. 

a. The subsequent payment of reasonable interest and rent will 

reduce the grantor's wealth, but not be subject to transfer 

taxation. 

b. The grantor might prefer an unsecured loan, or short-term 

lease, so that relatively high interest or rent payments will be 
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reasonable under the circumstances.  Although the payments 

are not “gifts,” they serve to reduce estate taxes nonetheless. 

7. Make hay while the sun is shining.  Another reason for lifetime gifts is 

that opportunities we take for granted today could be gone tomorrow.  

Why save the unified credit for later if there is no compensating 

benefit for doing so?  Saving the unified credit is like putting cash 

under a mattress. 

8. Practical aspect.  Relatively few gift tax returns are audited (though the 

odds increase under certain circumstances, such as when discounts are 

claimed).  Valuations at the low end of the reasonable range will 

prevail if the return is never audited. 

a. This is much more complicated than it initially appears.  For 

starters, we cannot allow a false value to be reported (i.e., it is 

never acceptable to play the so-called “audit lottery”). 

b. If the client is willing to pay the cost of competent legal, 

accounting, and appraisal services, the chances of a problem on 

audit are lower than an inexperienced planner might imagine, 

even if discounts are involved.  For example, when a taxpayer 

has access to heavy artillery (e.g., an appraiser with 

outstanding credentials, who does an in-depth report based on 

data that are reliable, current, and relevant), the IRS needs 

similar heavy artillery.  As a practical matter, the IRS may be 

relatively reluctant to commit a large amount of its limited 

resources in such circumstances. 

c. The presence of a value-adjustment clause (discussed below) 

may also influence the IRS’s decision. 

9. Sculpt the estate.  By making gifts, a person may position her estate to 

meet the percentage tests of Section 303 (redemption of stock not 

treated as dividend), Section 2032A (special use valuation of farm or 

business property), and/or Section 6166 (deferral and installment 

payment of estate taxes). 

10. Avoid state taxes.  Some states impose an estate or inheritance tax but 

no gift tax.  Even in those states that have a gift tax, lifetime giving 

will generally result in additional state transfer-tax savings. 

11. Calculation favors gifts.  The estate tax is based on a figure that 

includes the tax itself (i.e., it is tax inclusive).  The gift tax, however, is 

based only on the value of the gift (i.e., it is tax exclusive).  
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a. Assume a client with an “extra” $1.5 million who wants to get 

as much of it as possible to a loved one, either now or at death.  

Further assume a constant transfer-tax bracket of 50%.  A 

lifetime gift will result in an after-tax transfer of $1 million ($1 

million gift times 50% tax rate equals $500,000 gift tax), but 

the testamentary route will leave the donee with only $750,000 

($1.5 million in estate times 50% tax rate equals $750,000 

estate tax). 

b. IRC Section 2035(c) takes back this benefit where the donor 

dies within three years of making the gift. 

12. Possibility of black holes.  Some planners believe in the possibility a 

gift that effectively reduces the donor’s estate is not necessarily a gift 

for gift tax purposes.  This “too good to be true” possible crack is a 

consequence of legal uncertainty over the meaning of the word gift: 

“Perhaps to assuage the feelings and to aid the understanding of 

affected taxpayers, Congress might use different symbols to describe 

the taxable conduct in the several statutes, calling it a ‘gift’ in the gift 

tax law, a ‘gaft’ in the income tax law, and a ‘geft’ in the estate tax 

law.”  Commissioner v. Beck’s Estate, 129 F.2d 243, 246 (2nd Cir. 

1942); see also I.R.S. Tech. Adv. Mem.  199933001. 

EXAMPLE:  Mr. Shelfer's executor makes a QTIP election and claims 

a marital deduction even though “stub income” will stay in the trust at 

the time of Mrs. Shelfer's death.  Years later, Mrs. Shelfer's executor 

does not include trust assets in her gross estate.   

a. In Shelfer, the taxpayer established a QTIP for the surviving 

spouse, and a marital deduction was claimed.  But at the death 

of the surviving spouse her executor took the position that the 

QTIP had failed to qualify for the marital deduction because a 

marital deduction had been improperly claimed at the death of 

the first spouse to die.  In a reviewed decision, the Tax Court 

upheld the executor’s position: “[A]n erroneous election by the 

[first spouse’s] executor certainly cannot override the terms of 

the statute and make a trust that otherwise would not qualify as 

QTIP into a QTIP trust."  Estate of Shelfer, 103 T.C. 10 (1994).  

The 11
th

 Circuit reversed the Tax Court on other grounds at 86 

F.3d 1045 (11th Cir. 1996), avoiding the question of whether 

the respective estates of two spouses are necessarily subject to 

a duty of consistency.   

b. In Letts, the executor of the first spouse’s estate forgot to make 

the QTIP election, but claimed a marital deduction anyway.  



9 

The executors of the surviving spouse later excluded the QTIP 

assets from that spouse’s gross estate since a valid election had 

never been made.  The Court found an identity of interests and 

treated the two estates as one taxpayer, and then applied the 

duty of consistency doctrine.  2000-1 USTC 60,374 (11th Cir. 

2000).  See also, Estate of Cavenaugh, 51 F.3d 597 (5th Cir. 

1995) and Talman v. U.S., 37 Fed. Cl. 741 (1997). 

c. “Eliminating any return requirement in the case of a married 

decedent whose estate claims that no tax is due might 

imaginably exacerbate the whipsaw possibility, because the 

first element of the duty of consistency doctrine (i.e., a 

taxpayer making a representation) might be somewhat more 

difficult for the government to establish.”  Schmalbeck & 

Soled, “Many Unhappy Returns: Estate Tax Returns of 

Married Decedents,” 21 VA. TAX REV. 361, 378 (2002). 

B. Estate planners already know why gifts save estate taxes.  But, I wonder how 

much effort is routinely put into translating that technical information into 

words, concepts, and images that the client can understand. 

    TAX-FREE TRANSFERS 

     1.  $13,000 annual gifts (and tuitions) 

     2.  Post-gift appreciation 

     3.  Post-gift income 

     4.  Income taxes on IDIT income 

     5.  Interest or rent paid to IDIT 

     6.  Discounts                      

     7.  Gift taxes paid more than three  

          years prior to death  

     8.  Etc.                        (tax-free transfers) 

 

GIFTS ARE GOOD 
(for people who want to save estate taxes) 

 

 

 

 

 

 

 

 

 

The Kids & 

Grandkids, Etc. 

    TAXABLE 

 TRANSFERS 

    

 

   

    

 

(Uncle Sam lets the 

exemption amount go 

by, and then takes 45 

cents as each additional 

dollar goes by.) 
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III. SACRIFICES NORMALLY REQUIRED BY GIFTS 

A. The gifts we're talking about (i.e., tax-motivated gifts of, say, $1,000,000 on 

one occasion and $13,000 per donee, per year) require some degree of 

sacrifice. 

1. That's why in a world without taxes, clients would not make such gifts 

on cue from their estate planners. 

2. Instead, most would help deserving family members as best they could 

on an ad hoc basis, and they would part with the rest of their wealth at 

death. 

B. It is important to focus on the specific sacrifices that might be involved, 

especially if that client has not yet done so. 

1. Financial insecurity.  Many clients hesitate to make substantial gifts 

because they don't want ever to be financially dependent on others.  

How much retained wealth will be enough?  People never know for 

sure what their future needs will be or how their investments will 

perform.  Inflation might take off; the stock market might collapse; I 

might be swindled. 

2. Insufficient cash flow.  Many clients don't mind so much having less 

wealth, but want to maintain their current level of cash flow, even if 

they really don’t need their current level in order to maintain their 

lifestyle. 

3. Loss of control over assets and activities.  Some client’s believe 

fervently in The Golden Rule – “the one with the gold rules.”  

Retention of control over a particular asset and/or activity may be 

vital. 

4. Loss of control over the kids.  Have you ever heard about the power of 

the purse strings?  Some clients want to maintain as much power as 

possible to influence their children. 

5. Stunted character development.  A client might worry that substantial 

gifts would lessen the donees’ incentive to make something of 

themselves. 

6. Possibility of a divorce.  Many clients worry that a donee might 

someday get divorced, and that some of the gifted property would end 
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up in the hands of former in-laws, or that the court will award a larger 

share of marital assets to the donee’s ex-spouse because of the donee’s 

affluence.  

7. Complexity.  The eyes of some clients glaze over when estate planners 

explain sophisticated gifting strategies.  Even if they understand a 

particular strategy, clients may hate that it would complicate their 

lives. 

8. Inflexibility.  Many gift-making strategies reduce one's ability to 

adjust to changed circumstances.  For example, one child may grow 

wealthy because of good luck while another becomes poor due to bad 

luck.  A parent who has not yet made gifts has total flexibility to 

consider these changed circumstances in deciding how to divide her 

estate. 

9. Uncertain tax savings.  Not every gift-making strategy is a sure thing.  

Uncertainty of outcome is itself a negative factor. 

10. Costs.  Gifts may involve significant expenses, such as accounting, 

legal, and appraisal fees.  The donor might even have to pay a gift tax. 

11. Increased income taxes.  A gift that saves estate taxes can eventually 

result in higher income taxes because of a lost stepped-up basis.  This 

financially affects donees rather than donors, but it can be a reason not 

to make gifts. 

IV. SACRIFICE-MINIMIZATION PLANNING IDEAS 

A. Once a particular client has identified all the potential sacrifices that are of 

significant concern, the planner can begin to tailor a gift-making strategy that 

will be the most comfortable fit for that client.  The realistic goal is sacrifice 

reduction, not elimination, and the devil is always in the details (i.e., workable 

ideas won’t work if they are not implemented properly).  The following are 

“building blocks” that we will use to construct comprehensive strategies for 

hypothetical clients.  Later we will discuss in detail how to clear all the 

relevant legal hurdles (e.g., Section 2036 when making gifts of interests in a 

family entity). 

1. For clients who want to retain control over assets and activities:  A 

person who controls an entity controls the assets and activities of that 

entity. 

a. A client can put whatever it is that he or she wants to control 

into a partnership, corporation, or limited liability company.  
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Gifts and/or sales of interests then can be made without 

necessarily losing control. 

b. Of course, the client now owes fiduciary duties to others, and 

so one could hardly say the degree of control has not changed.  

But most clients don't worry too much about being sued by a 

donee.  Besides the natural tendency not to sue parents who 

have been generous, donees often have more to lose than gain 

from a lawsuit (because of wealth still subject to the parents' 

control). 

2. For clients who want to keep “power of the purse strings” (i.e., control 

over donees).  I personally believe parents should let their children live 

their own lives, and not “bribe” them to live in certain places or work 

at specific jobs, such as the family business.  Some clients feel 

differently. 

a. By keeping control of an entity, a donor can determine who 

works for the entity and control distributions without 

necessarily having the gifted interest included in his gross 

estate under Section 2036 or any other estate-tax provision.  

See U.S. v. Byrum, 408 U.S. 125 (1972) and Carter G. Bishop, 

Symposium on Tax & Business Planning for Family Limited 

Partnerships: The Ebb and Flow of the Federal Tax Role of 

Fiduciary Duties in Family Limited Partnerships from Byrum 

to Bongard, 35 CAP. U.L. REV. 61 (2006).   

b. With restrictions on transferability, a non-controlling interest 

can feel to the donee like a mere “piece of paper” (i.e., as 

though the donor has just as much ability to control the donee’s 

life as was the case before the gift was made). 

c. A gift to a discretionary trust (perhaps with a “friendly but 

independent” trustee) may be attractive. 

(1) Independent trustees can be given a great deal of 

flexibility and many trustees are naturally inclined to 

follow reasonable suggestions made by the donor. 

(2) All the tax benefits of gifts can be garnered even if the 

only way the donees could ever compel a distribution 

would be by exercising Crummey powers.  Most clients 

worry little, if at all, about donees actually doing that. 

(a) Good kids would not dream of using such a 
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power once they know that the power was 

included simply to save more taxes:  “If mom 

and dad wanted me to have the property now, 

they would have given it to me, rather than put 

it into this trust.” 

(b) Bad kids are equally predictable, though for a 

different reason:  “If I take the property out of 

the trust now, mom and dad might stop making 

gifts and maybe even they would disinherit me 

completely.  Life is so unfair.” 

(c) I believe there's nothing wrong with telling 

power holders that you prefer that they not use 

the power.  What's important is that they have 

the power, not that they feel free to exercise it 

without risk of consequences.  Compare I.R.S. 

Tech. Adv. Mem.  9628004 with Cristofani v. 

Comm’r, 97 T.C. 74 (1991) acq. in result, 92-1 

C.B. at 1, AOD 1996-010; Kohlsaat, T.C. 

Memo 1997-212; and Holland, 73 T.C. Memo 

3236 (1997). 

(3) “Friendly” doesn't mean that a person is a mere agent, 

or even a pushover . . . just as “independent” doesn't 

require that the trustee refuse to consider suggestions.  

See Alexander A. Bove, Jr., The Letter of Wishes: Can 

We Influence Discretion in Discretionary Trusts? 

ACTEC J., Summer 2009. 

(a) In Hart, T.C. Memo 1983-364, Judge Raum put 

the burden regarding the issue of independence 

on the IRS, refusing to assume that a 

knowledgeable fiduciary would agree to breach 

his fiduciary duty. 

“[T]he testimony elicited . . . in this case 

is insufficient to establish that [the 

trustee] was a mere conduit for petitioner 

and that it would automatically comply 

with any request of petitioner . . . .  

Certainly [the trustee] was not going to 

turn a deaf ear to suggestions from 

petitioner . . ., and indeed we think [the 

petitioner's lawyer] would not have 
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recommended [the trustee] if he thought 

otherwise . . . . a mere willingness to 

listen to and consider ideas and 

proposals is not commensurate with an 

abdication by [the trustee] of its duty to 

exercise its independent judgment.  We 

think that the government's probe into 

[the petitioner's lawyer's] past interaction 

with [the trustee] failed to show in this 

instance that independent judgment 

would not be exercised, notwithstanding 

our view that [the trustee] would be 

disposed to give favorable consideration 

to requests made by [the petitioner's 

lawyer] and petitioner to the extent that 

they were within the range of 

permissible discretion accorded to a 

trustee under applicable local law . . . . 

despite [the trustee's] favorable 

disposition toward requests from 

petitioner, it had the power to reject any 

and all requests as it saw fit . . . .” 

(b) The 9th Circuit in May, 723 F.2d 1434 (9th Cir. 

1984), accepted the settlor’s neighbor as a 

“sufficiently independent” trustee even though 

he had put practically no time or effort into the 

supervision of the trust.  See also W.B. Lasher 

Co., T.C. Memo 1986-249. 

(c) In Wolfe, T.C. Memo 1984-446, the taxpayer 

was a dentist who transferred the land under his 

office building to a trust for his children, and 

then, according to pre-agreement, leased the 

land back for a period in excess of the trust's 

term.  The trustees were the attorney who had 

recommended the strategy and the settlor's wife.  

In response to the IRS argument that the trustees 

weren’t independent, the court simply said, 

“Although the trustees were Wolfe’s wife and 

lawyer, such fact does not cause them to lack 

independence.  The trustees were aware of their 

fiduciary duties.” 
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(d) Brooke v. U.S., 468 F.2d 1155 (9th Cir. 1972), 

was one of many gift/leaseback cases in which 

the court stressed the importance of an 

“independent trustee” from whom to leaseback 

the gifted property.  This case is a bit quirky 

since the donor transferred the gifted property to 

himself in his capacity as a court-appointed 

guardian for his children.  Despite having the 

same person on both sides of the leaseback 

transaction, the court said, “The taxpayer . . . 

retained few, if any, controls over the . . . 

property.”  The court added that, “many 

decisions pivot on the issue of the independence 

of the trustee. . . .  The necessary independence 

of the trustee is achieved in a guardianship.”  

The key was that the donor was subject to 

fiduciary duties when acting as guardian for the 

donees: “If the taxpayer should at some future 

date breach his fiduciary duty toward his 

children, the government might well renew its 

challenge.” 

(e) Because of the step transaction doctrine, a series 

of possible steps (e.g., gift/lease, gift/loan, 

gift/purchase) should not be prearranged.  

Because it is generally to the donor’s advantage 

to pay relatively high rent, interest, or purchase 

price, there is every reason to believe that step 

two will eventually follow step one, if the donor 

wants that to happen. 

(4) It would be a breach of fiduciary duty for a trustee 

blindly to follow someone else’s instructions when 

making discretionary decisions.  Even so, a beneficiary 

who requests a distribution from a friendly but 

independent trustee is likely to be asked, “Have you 

discussed this yet with your folks?”   

(5) Why wouldn't a donor want to keep the power to hire 

and fire independent trustees if there is no downside to 

doing so? 

(a) The IRS argued for years that a retained power 

to hire and fire trustees should cause all trustee 
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powers to be attributed to the grantor for tax 

purposes, even if the grantor could not appoint 

himself.  Rev. Rul. 79-353, 1979-2 CB 325 

(b) But the courts saw it differently.  Estate of Wall, 

101 TC 300 (1993); see also U.S. v. Byrum, 408 

U.S. 125 (1972), Boykin, TC Memo 1987-134, 

Stern v. Comm'r, 84-2 USTC & 9949 (9th Cir. 

1984), and Headrick, 93 TC 171 (1989). 

(c) Reluctantly, the IRS eventually relented, but 

still might distinguish “related and subordinated 

trustees” from “independent trustees.”  I.R.S. 

Priv. Ltr. Rul. 199909016; I.R.S. Tech. Adv. 

Mem.  199930002; I.R.S. Priv. Ltr. Ruls., 

9607008, 9735023 and 9832039; Rev. Rul. 95-

58, 1995-2 C.B. 191, revoking Rev. Ruls. 79-

353 and 81-51. 

(d) “Although Sec. 2036(b) was enacted … 

partially [to] reverse the holding [in Byrum], the 

rationale of Byrum is, nevertheless, still valid 

law in the context of the present issue.  [The 

IRS] recognizes that Byrum continues to be 

controlling on all issues decided by the Supreme 

Court and not specifically overruled by Sec. 

2036(b).”  Daniels, T.C. Memo 1994-591.  See 

also Rev. Rul. 81-15, 1981-1 C.B. 457; I.R.S. 

Priv. Ltr. Ruls. 9026021 and 9131006. 

(e) The strategy only works if properly 

implemented.  See, e.g., Angle v. Comm’r, T.C. 

Memo 2009-227, where the taxpayer transferred 

funds before the trust existed.  According to the 

court, “without a transfer into a trust, the tax 

analysis become quite different.” 

3. For the client who worries about being dependent on others.  The sad 

truth is that wealth does not protect us from elder abuse or 

abandonment.  Consider, for example, Brook Astor and any number of 

other wealthy people who eventually grew dependent on others.   

a. A client might want to ask herself, “If I someday am dependent 

upon someone else because of my physical or mental 

condition, how do I want that person to feel about me?” 
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b. Generosity does not guarantee the love of others, but it might 

increase the odds. 

c. From this perspective, lifetime generosity might be viewed as a 

form of risk management. 

4. For the client who wants to retain access to cash.  The client might be 

able to give away a business after having signed a long-term contract 

(with the equivalent of “tenure”) to run it.  

a. Section 2036(c) created a big downside risk to paying 

substantial compensation to a donor partner/shareholder.  But 

that provision was repealed in 1990.  

(1) Sections 704(e)(2) and 1366(e) are income tax 

provisions which arguably would have either a neutral 

or positive impact on estate and gift taxes. 

(2) Many clients don't really need to receive substantial 

compensation from a controlled entity and realize that 

such payments may be counterproductive in that they 

build up (or prevent further depletion of) the taxable 

estate.  But some clients like being able to set their own 

salary from time to time, if it can be retained without 

adverse tax consequences.   

b. It can be comforting to know that loans from a controlled entity 

and/or other principals of that entity are generally possible.  

Interest is not always deductible for income tax purposes, but it 

is on an estate tax return. 

c. Donors who don't want to borrow might be interested in selling 

additional non-controlling interests to the donees (e.g., sales of 

discounted interests to an IDIT). 

d. If the grantor wants to borrow money or sell more interests, but 

also wants the transaction to be ignored for income tax 

purposes, a defective trust may be just the ticket.  “A 

transaction cannot be recognized as a sale for federal income 

tax purposes if the same person is treated as owning the 

purported consideration both before and after the transaction.”  

[Rev. Rul. 85-13, 1985-1 C.B. 184; ; see also Rev. Rul. 2007-

13, 2007-1 C.B. 684 and I.R.S. Priv. Ltr. Ruls. 200022035, 

9504021 and 9519029] 
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e. In most states, a settlor’s creditors can reach any trust assets 

that could properly be distributed to the settlor.  This causes 

section 2036 to apply.  But a growing number of states have 

enacted laws that potentially restrict the settlor’s creditors from 

reaching trust assets even when the settlor is a permissible 

distributee.  Accordingly, a settlor of a trust in one of those 

jurisdictions arguably can be a permissible distributee without 

adverse tax consequences.  An actual distribution would be 

counterproductive -- remember, we’re trying to reduce the 

settlor’s estate, not increase it.  But many settlors sleep more 

soundly knowing that their trustee has the power to help them 

out if for any reason that might someday be appropriate. 

f. It might make sense in other states to provide for the possibility 

of a change in local law, or in the situs of the trust.  So, for 

example, consider denying the trustee the power to make 

distributions to the settlor only if such a power would, under 

applicable law, cause trust assets to be reachable by the 

settlor’s creditors.  If at some time in the future the settlor can 

be a permissible distributee without thereby subjecting trust 

assets to the claims of the settlor’s creditors, then the trustee’s 

powers could expand automatically under the terms of a well-

drafted trust instrument. 

g. Trust protectors can also be used to build in considerable 

flexibility. 

5. For clients likely to get “Sticker Shock.”  Tax-minimization planning 

can require the expenditure of substantial sums.  The proper way to 

address this issue is to calculate an “expected return on investment.”  

No kidding. 

a. Any discussion of gift-making ended before now if the client is 

not willing to make some level of sacrifice now in order to 

minimize taxes later.  A client who has gotten this far into a 

conversation about gift giving will readily grasp that the cost of 

making gifts is like an investment that pays off nine months 

after the investor's death.  If such an investment would not 

adversely affect the client's lifestyle, and the expected return is 

high enough, what might otherwise look like a high cost, 

becomes an attractive investment opportunity. 

(1) Whether done by a computer, or penciled out on the 

back of an envelope, projections should be seen as a 

terribly imprecise, but potentially helpful way to 
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measure the potency of any particular tax-minimization 

strategy. 

(2) When discussing tax-minimization strategies with a 

wealthy client, it is common that reasonable 

assumptions will result in a projected “return on 

investment” that greatly exceeds the cost of the 

strategies, even after the projected savings have been 

adjusted for inflation.  Not many investment 

opportunities offer similarly attractive prospects. 

b. Sometimes all or part of these costs will be income-tax 

deductible.  They always are estate-tax deductible in that they 

reduce the size of the estate.  Clients love hearing that Uncle 

Sam will be paying a portion of their costs. 

6. For clients who want to keep it simple.  Some tax-minimization 

strategies are quite complicated.  The estate planner who personally 

understands them is only halfway home.  Equally important is an 

ability to translate that understanding into words and concepts the 

client can understand. 

a. This takes preparation and practice.  Whenever possible, draw 

a picture and make a written list of the key points to remember.  

If the client understands it at least generally and is confident 

that his or her lawyer and accountant understand it thoroughly, 

it will not seem so complicated. 

b. Top-notch advisers can keep things running smoothly, but at a 

cost.  Clients who are likely to cut corners in an effort to keep 

costs down probably are not good candidates for sophisticated 

strategies.  Sooner or later things are likely to get tangled for 

such clients. 

c. As noted above and illustrated below, the discounted value of 

projected tax savings often dwarfs the estimated cost of 

implementation and maintenance, even when the cost of top-

notch advisers is taken into account. 

7. For clients who worry about spoiling the kids.  If the children are 

discretionary distributees of a trust that owns an interest in a family 

business, will it necessarily affect them financially in the short run?  If 

a client still is worried about spoiling the kids (i.e., reducing their work 

ethic or stunting their character development), the client can prohibit 

any distributions to the children until they have reached a more mature 
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stage of life (e.g., the later of age 65 and the death of the last parent to 

die).   

a. The simple point of this extreme example is that the kids' 

situation need not be a whole lot different than it would have 

been if no lifetime gift had been made. 

b. Gifts of present interests do not necessarily mean that the 

donees will ever actually receive anything from the trust (e.g., 

Cristofani powers), and gifts of future interests can save lots of 

estate taxes despite not qualifying for the annual exclusion. 

c. A settlor can be trustee of a trust in which the trustee is 

required to accumulate income until the settlor/trustee has died.  

This is generally less attractive than is a discretionary trust with 

a friendly but independent trustee, but it might appeal to a 

client who wants to keep all assets in his or her name for as 

long as he or she is alive. 

For clients worried about financial security.  A gift should not be made 

if it will cause the donor to fret and/or lose sleep.  You take your 

clients “as is” and some clients, despite what their financial net worth 

might be, simply are not ready to make gifts.  They may be acting 

irrationally, but that really doesn't matter. 

d. Some clients feel better about making gifts after being assured 

that the donees do not intend to consume that wealth until after 

the donor has died, if then.  Meanwhile, the donees are at 

liberty to help the donor if something major and unexpected 

leaves him or her in financial trouble.   

e. Why would the donees do that?  Keep in mind estate-tax 

minimization benefits them.  Also, what hasn't yet been given 

away may dwarf what has been given. 

f. If the gift is made in trust, and the settlor has a power to 

replace independent trustees, who have the power to sprinkle 

income and corpus to one or more of the kids, who each have 

the right to use distributions for absolutely anything, including 

loans or gifts to Mom and Dad . . . well, let’s just say that such 

possibilities comfort some donors, despite the absence of any 

form of prearrangement. 

g. Don’t forget, the affluent settlor of a defective trust can borrow 

money from the trust without adverse tax consequences.  Most 
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clients won't actually borrow, but some will sleep better simply 

knowing that it’s possible. 

8. For clients who worry about creditors.  So-called asset protection often 

is a byproduct of tax-motivated gifts. 

a. In some states, the principal remedy of a creditor of a partner is 

a charging order, which provide rights comparable to those 

held by a mere assignee.  Plus, the governing agreement can be 

drafted to prohibit the pledging of interests, and to trigger a 

sale at FMV in the event of an involuntary transfer. 

b. Even property that doesn’t lend itself to asset protection 

planning generally can be protected from creditors of the donee 

if the gift is made in trust rather than outright.  Local law 

generally permits use of discretionary and spendthrift trusts to 

protect assets from most if not all of a donee-beneficiary’s 

creditors. 

9. For clients who worry about the IRS.  Some clients have little 

tolerance for uncertainty.  Better not get too fancy in planning their 

estates.  Stick to conservative versions of tried and proven strategies.  

But consider calculating the “downside” of doing so. 

a. That is, if a client's situation lends itself to a less-than-

conservative strategy (or variation), crunch the numbers to see 

how much more might be saved by another approach. 

b. Sometimes the dollar difference will be substantial.  At that 

point, the planner should approximate the possible “downside” 

of the less-than-conservative strategy. 

c. Sometimes the worst that can happen is not all that bad.  

Remember, the payment of gift taxes more than 3 years before 

the donor’s death can itself be an excellent investment. 

d. A formula that works simultaneously with (rather than after) a 

gift, might protect against an unexpected gift tax:   

“I give to X a fractional share of the property 

described in Schedule A.  The numerator of the 

fraction is $1,000,000 and the denominator is 

the value of such property as is finally 

determined for federal transfer tax purposes.  

All the rest goes to the XYZ charity.” 
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e. According to this strategy, if the IRS successfully argues for a 

higher valuation of the underlying property, the client arguably 

incurs no taxes.  In fact, the client qualifies for an income tax 

deduction!   

(1) See Estate of Christiansen, 130 T.C. 1 (2008): A 

disclaimer was intended to pass to a charity any 

increase in the federal estate tax valuation; the 

disclaimer itself was only partially effective, but with 

no dissents this decision rejected the IRS’s claim that 

value-adjustment clauses violate public policy by 

discouraging the litigation of valuation issues: “We do 

recognize that the incentive to the IRS to audit returns 

affected by such disclaimer language will marginally 

decrease if we allow the increased deduction for 

property passing to the Foundation.  Lurking behind the 

Commissioner’s argument is the intimation that this 

will increase the probability that people . . . will lowball 

the value of an estate to cheat charities.  There’s no 

doubt that this is possible.  But . . .  executors and 

administrators of estates are fiduciaries, and owe a duty 

to settle and distribute an estate according to the terms 

of the will . . . [and] the state attorney general has 

authority to enforce these fiduciary duties . . . . We 

therefore hold that allowing an increase in the 

charitable deduction to reflect the increase in the value 

of the estate’s property going to the Foundation violates 

no public policy and should be allowed. . . .  The famed 

case of Hawaii's Bishop Estate shows how effectively 

the IRS can use the threat of the loss of exempt status to 

curb breaches of fiduciary duty.”  Id. at 34.  See also 

McCord v. Comm’r, 120 T.C. 358 (2003), rev’d on 

other grounds, 461 F.3d 614 (5th Cir. 2006). 

(2) See, e.g., Michael E. Morden, “Reallocating” Wealth 

After Christiansen: A Fresh Look at Formula Clauses, 

ACTEC Journal, Summer 2009; McCaffrey, Tax 

Tuning the Estate Plan by Formula, 33 U. MIAMI INST. 

EST. PLAN. (1999); Vinu Satchit, “McCord: define-

value gifts at the crossroads,” Tax Adviser, Feb. 1, 

2007; Dan Holbrook, “Value Definition Clauses, Part 4: 

Tax Court in ‘Chistiansen’ Unanimously Rejects IRS 

Public Policy Arguments,” J. OF THE TENN. BAR ASSN. 

(2008), at tba.org/journal_new/index.php/component/content/article/266; 
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Cynthia A. Duncan, John R. Jones and James D. Spratt, 

Jr., McCord to Holman—Five Years of Value 

Judgments, ACTEC Journal, Spring 2009.  Speaking of 

Christiansen: “This case is not likely to stop the 

government’s challenge . . . , although it likely will 

empower planners who have been on the sidelines 

regarding this form of planning prophylaxis.”  Jeffrey 

N. Pennell, Recent Wealth Transfer Developments, 

2009 Hawaii Tax Institute, p. 6. 

f. A variation is to transfer hard-to-value assets to a trust with a 

formula that divides it into two shares, one of which either (i) 

goes to the donor’s spouse and qualifies for a marital deduction 

or (ii) is not treated as a completed transfer for gift-tax 

purposes because it goes to a subtrust in which the donor has 

retained a limited power of appointment.  See Reg. 25.2522-

2(c). 

g. The IRS contends that formula clauses fail to prevent 

imposition of gift tax on transfer of partnership interests.  See, 

e.g., FSA 200122011. 

10. For clients worried about loss of stepped-up basis.  This is especially 

hard to quantify because the current unlimited stepped-up basis may 

not be around by the time your client dies. 

a. If the property is not depreciable and the donee intends to hold 

it indefinitely, perhaps even for the rest of his life, the possible 

loss of a stepped-up basis at the donor’s death might not be a 

significant factor in the donor’s decision. 

b. Perhaps clients can have their cake and eat it too.  Highly 

appreciated property held in an IDIT might be bought back by 

the donor prior to death.  Such reacquired assets would initially 

retain their original basis, but at the donor’s death they would 

qualify for a stepped-up basis.  See Rev. Rul. 85-13, 1985-1 

C.B. 184; see also Rev. Rul. 2007-13, 2007-1 C.B. 684, and 

Chief Counsel Advice 200923024 (“The conversion of a 

nongrantor trust to a grantor trust is not a transfer for income 

tax purposes of the property held by the nongrantor trusts to the 

owner of the grantor trust that requires recognition of gain to 

the owner.”).  See also I.R.S. Priv. Ltr. Ruls. 200846001, 

200919027, 200920032, 200730002 and 9116009 and Rev. 

Rul. 2008-22, 2008-1 C.B. 796. 
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V. EXAMPLES OF HIGH-GAIN, LOW-PAIN STRATEGIES 

A. THE "NO-BRAINER WITH A TWIST."  Nonmarital (also known as B, 

Bypass, Credit-shelter) Trusts are used by many clients because they can save 

lots of taxes with little or no sacrifice.  A client who would give everything to 

his surviving spouse at death if that weren’t disadvantageous for tax purposes, 

can instead provide the functional equivalent of outright ownership (using a 

nonmarital trust), without causing estate-tax inclusion at her death. 

1. The combination of rights and powers can feel like outright ownership.  

Consider the possibilities: 

a. Any or all income and corpus "as needed" (i.e., power to 

distribute in accordance with ascertainable standards). 

b. The power to manage trust assets and decide what distributions 

are needed. 

c. The power completely to disinherit anyone dumb enough to 

complain about the job she is doing as trustee (i.e., a "be nice 

to Mommy" special power of appointment). 

d. The idea is not to encourage or even tolerate breaches of trust.  

In fact, the surviving spouse has no incentive to abuse her 

power as trustee of such a trust.  Why would she want to take 

assets out of a tax-sheltered, creditor-protected trust that she 

controls?  Rather than make distributions to herself, it might 

make more sense to make loans.  

2. Why wait until a spouse dies?  Consider funding both nonmarital trusts 

now.  They're likely to be grantor trusts, but that usually makes the 

idea even more attractive. 

3. This may not appeal to someone whose marriage is unstable, but the 

permissible distributees of the trust could be described rather than 

named (e.g., "to my spouse and descendants").  Boilerplate language 

could define spouse to exclude anyone who later becomes an ex-

spouse. 

4. If each spouse were to establish a nonmarital trust for the other, the 

IRS might be expected to raise the crossed-trust theory.  But if the 

trusts' terms differ, and especially if the timing and other particulars 

vary, planning opportunities exist.  See, e.g., Marty-Nelson, Taxing 

Reciprocal Trust:  Charting a Doctrine's Fall from Grace, 75 N.C. L. 

REV. 1781 (1997); Timothy P. O’Sullivan & Stewart T. Weaver, Using 
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Two Trusts With Reciprocal Spousal General Powers of Appointment, 

30 EST. PLAN. 283 (June, 2003); Bridget J. Crawford, One Flesh, Two 

Taxpayers: A New Approach to Marriage and Wealth Transfer 

Taxation, 6 FLA. TAX REV. 757 (2004); see also Sather, T.C. Memo 

1999-309 and Estate of Schuler, T.C. Memo 2000-309. 

5. GST-exempt trusts are conceptually similar to nonmarital trusts. 

a. They, too, can save more taxes if they are funded sooner rather 

than later. 

b. Any parent who worries that "too much too soon" will 

adversely affect a child, can choose a trustee who has similar 

concerns and even give the trustee, or someone else, a power to 

appoint trust property to other permissible distributees, 

including a charity. 

c. Generation skipping is a term of art.  You don’t really have to 

skip anyone.  Think bypass.  A GST-exempt trust can be just 

like a typical nonmarital trust except that the primary 

beneficiary is a non-skip person (e.g., child of the settlor) 

rather than the settlor’s spouse. 

B. CRUMMEY POWERS GALORE.  Just about every estate planner regularly 

uses Crummey powers (i.e., annual non-cumulative powers of withdrawal that 

lapse after a relatively short period) to convert future interests into present 

interests and thereby qualify for the annual gift tax exclusion.  Ho hum.  

Crummey v. Comm'r., 397 F.2d 82 (9th Cir. 1968). 

1. While no guarantees can be given, it is highly unlikely that a typical 

Crummey power will actually be used to withdraw property from the 

trust.  Nice donees don't cross donors because it simply would not be 

right.  Not-so-nice donees don't cross donors when they have much 

more to lose than gain. 

2. The IRS says such powers will create donees for purposes the Section 

2503(b) annual exclusion only if the holder of the power is a current 

beneficiary (i.e., more than a mere permissible distributee) or a vested 

remainderman (i.e., certain to get something eventually).  I.R.S. Tech. 

Adv. Mem.  9628004. 

a. But Cristofani, 97 T.C. 74 (1991), acq. in result, AOD 1996-

010, holds otherwise.  And the strategy worked just fine in 

Kohlsaat, T.C. Memo 1997-212.  Despite some uncertainty, 

more than a few clients will want to give Crummey powers to 
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as many people as possible.  See Bradley E.S. Fogel, The 

Emperor Does Not Need Clothes – The Expanding Use of 

"Naked" Crummey Withdrawal Powers to Obtain Federal Gift 

Tax Annual Exclusions, 73 TUL. L. REV. 555, (1998), and 

Bradley E.S. Fogel, Back to the Future Interest: The Origin 

and Questionable Legal Basis of the Use of Crummey 

Withdrawal Powers to Obtain the Federal Gift Tax Annual 

Exclusion, 6 FLA. TAX REV. 187 (2003); but see also Gregory 

M. McCoskey, Why Relying on Cristofani to Draft Trust 

Withdrawal Powers is a “Crummey” Idea, 71 FLA. BAR J. 67 

(July/Aug. 1997); Patrick T. Neil, “Bare”ly Legal: The 

Evolution of Naked Crummey Powers and a Call for Reform, 

30 FLA. ST. U.L. REV. 923 (2003). 

(1) This can be tricky.  We're talking about giving a 

withdrawal power to people with respect to whom the 

donor has some level of donative intent but to whom 

trust property may never be distributed.  

(2) With such a holder, it can be harder to predict the use or 

nonuse of a Crummey power, yet many clients feel 

comfortable broadening out the class at least somewhat 

(e.g., to grandchildren and perhaps children-in-law). 

(3) Notice is required by the IRS, but the court in Crummey 

seemed to think otherwise:  "It is likely that some, if not 

all, of the beneficiaries did not even know that they had 

any right to demand funds from the trust.  They 

probably did not know when contributions were made 

to the trust or in what amounts.  Even had they known, 

the substantial contributions were made toward the end 

of the year so that the time to make a demand was 

severely limited."  Crummey v. Comm'r, 397 F.2d 82 

(9th Cir. 1968); see also Holland, 73 T.C. Memo 3236 

(1997). 

(4) "Crummey powers galore" is not for the faint of heart, 

but the downside risk may be more than just tolerable.  

Keep in mind that the payment of a gift tax more than 

three years before the donor’s death can be a terrific 

investment. 

b. The lapse of a Crummey power can create additional 

complications but that generally does not make its use 

unattractive; in some cases these complications add value to 
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the strategy.  Once the trust corpus gets up to $520,000, the 

$26,000 lapse is within the 5 & 5 exception ($520,000 times 

5% equals $26,000).  §§ 2041(e) and 2514. 

(1) Arguably, Section 678 is irrelevant if the trust is 

intentionally income tax-defective with respect to the 

grantor.  § 678(b). 

(2) Once the grantor has died, it may be desirable for 

Section 678 to apply, and Crummey powers may 

facilitate that.  See, e.g., I.R.S. Priv. Ltr. Ruls. 

200022035 and 199942037. 

c. A Crummey clause can be drafted in such a way as to let the 

donor decide who will have a power of withdrawal with respect 

to each separate gift each year.  If someone were to surprise the 

donor one year by using a Crummey power, that person could 

be left off the list in all future years. 

d. Keep in mind that the gifted interest must qualify as a present 

interest in property.  This can be an issue, for example, when 

gifts are in the form of partnership interests that are overly 

restricted by the partnership agreement.  See generally Hackl v. 

Commissioner, 118 T.C. No. 14 and Price, T.C. Memo 2010-2 

(Jan. 4, 2010).  In Price the court noted that it was “undisputed 

that under the partnership agreement the donees have no 

unilateral right to withdraw their capital accounts [and] the 

agreement expressly prohibits partners from selling, assigning, 

or transferring their partnership interests to third parties.” 

C. THE CARETAKER GIFT.  Assume your client makes outright, tax-oriented 

gifts to his children, no strings attached, but requests that they think of 

themselves as “caretakers” for the time being.  They don't have to honor his 

request ... just like he doesn't have to give them the rest of his estate. 

1. The better approach, especially if the donor is worried that the 

property will be subject to the donees' creditors (including, perhaps, a 

future ex-spouse) is to put the property in a discretionary trust. 

2. A friendly but independent trustee can be given power to make 

unsecured loans to the donor, buy assets from him, or lease property to 

him.  Worried about income tax problems or complications?  Make it 

an IDIT and all those problems may disappear completely.  Rev. Rul. 

85-13, 1985-1 C.B. 184; see also Rev. Rul. 2007-13, 2007-1 C.B. 684. 
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3. The step transaction doctrine is less of a concern as the time between 

steps increases.  Keep in mind that few, if any, clients will actually 

borrow from the trust, but virtually all will be comforted by the 

"security blanket" of knowing that option exists. 

4. It generally makes sense to give a friendly trustee as much power and 

discretion as possible.  Be careful, however, to document the trustee's 

independence.  A "statement of trustee" should be executed by every 

non-corporate trustee. 

"STATEMENT OF TRUSTEE" 

     I am aware of the nature of a fiduciary duty which trustees owe to trust 

beneficiaries.  For example, trustees of discretionary trusts must exercise 

their own judgment when making distributions to the beneficiaries; they 

cannot delegate that duty to others.  I declare that I am willing and able to 

serve as Trustee of the Randall and Susan Roth Children’s Trust.  I 

understand each provision of the trust agreement, and I understand the 

many specific fiduciary duties that I owe to the beneficiaries of this trust 

including, for example, loyalty, impartiality, prudence, communication, 

and obedience to the terms of the trust.  I have not agreed, expressly or by 

implication, to be subject to the control of anyone.  I understand that to 

do so would be a breach of my fiduciary duty and thereby subject me to 

personal liability.   

a. A trustee-to-be who doesn't understand such a statement, or 

who thinks it is not accurate, is not ready to be a trustee.  We 

want and need an independent trustee. 

b. Besides perhaps helping to educate the trustee-to-be, the 

statement probably puts the burden of proof on the IRS to 

establish a lack of independence.  If the trustee does his job 

properly, and especially if the trustee is monitored regularly by 

competent trust counsel, the IRS should have no choice but to 

accept the trustee as independent. 

c. Absent a stinker of a fact pattern, corporate trustees tend to be 

readily accepted as independent by the IRS.  The simple reason 

is that corporate trustees understand the need to be independent 

in situation like this in order to avoid liability.  Without our 

help, nonprofessional trustees may or may not already 

understand that fully. 
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d. The IRS no longer argues that a grantor can never retain the 

power to hire and fire independent trustees.  Rev. Rul. 95-58, 

1995-2 C.B. 191 revoking Rev. Rul. 79-353; I.R.S. Priv. Ltr. 

Rul. 9832039. 

D. THE PIECE-OF-PAPER DISCOUNT.  If I give $1,000,000 to my four kids in 

equal shares, I've made four gifts of $250,000 and my estate has come down 

by $1,000,000.  But if I put $1,000,000 into a new S corporation (or a 

carefully structured partnership or limited liability company) and then give all 

(or virtually all) of the equity interests to my kids in equal shares, the result is 

quite different.  This magic is made possible by a definition of value that 

focuses on hypothetical rather than actual parties. 

“Fair Market Value (FMV) is the price at which the property 

would change hands between a willing buyer and a willing 

seller, neither being under any compulsion to buy or to sell and 

both having reasonable knowledge of relevant facts.”  

Reg. Sec. 20.2031-1(b). 

1. How to turn wine into water and (eventually) back into wine. 

a. PRINCIPLE #1 -- The sum of the parts does not have to equal 

the whole.  Chenoweth Estate, 88 T.C. 1577 (1987); DiSanto, 

T.C. Memo 1999-421.   

(1) The subject matter of separate gifts should be valued 

separately.  Rev. Rul. 93-12, 1993-1 C.B. 202. 

(2) "[M]inority . . . discounts enable taxpayers to structure 

transfers so as to reduce the aggregate value of property 

brought within the transfer tax base."  Treasury Report 

on Tax Simplification and Reform, General 

Explanations, p. 363 (12/3/84). 

(3) "[P]roperty transferred by gift is not valued . . . by 

reference to the amount by which it decreases the value 

of the donor's estate."  Treasury Report, supra. 

b. PRINCIPLE #2 -- An asset's value is no higher than what a 

hypothetical buyer would pay for it, and that can be far less 

than its value to the current owner, in part because the current 

owner might not have the unilateral power to put the transferee 

into his own shoes (e.g., a general partner generally can assign 

his interest in the partnership to a person of his choosing, but 
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cannot unilaterally make that person a partner, much less a 

general or managing partner). 

(1) A general partner of a family limited partnership 

generally has the ability to withdraw from the 

partnership, control all of its management and 

distribution decisions, be able to determine his own 

reasonable compensation, and have access to the books.  

A mere assignee of that same interest isn’t assured of 

much, other than the right to a prorata portion of 

eventual distributions and perhaps a K-1 at the end of 

the year. 

(2) It is important to determine exactly what a transferee 

would get.  See, e.g., Estate of Nowell, T.C. Memo 

1999-15; McLendon, 96-1 USTC & 60,220 (5th Cir. 

1996); Ahmanson Foundation v. U.S., 674 F.2d 761, 

768 (9th Cir. 1981)  ("[V]aluation . . . must take into 

account any changes in value brought about by the fact 

of the distribution itself."); Adams v. U.S., 2000-2 

USTC 60,379 (5th Cir. 2000) (District Court erred in 

holding as a legal certainty that an assignee had the 

same liquidation rights as a new partner in a Texas 

FLP); Cf.  Kerr, 113 TC #30 (1999) (gifts of limited 

partnership interests valued as limited partnership 

interests rather than as mere assignee interests). 

c. PRINCIPLE #3 -- The hypothetical buyer is an outsider who 

doesn't already own an interest in the entity, and doesn’t have 

reason to expect the other owners to treat him like family. 

(1) “A willing buyer and a willing seller are hypothetical 

persons, rather than specific individuals or entities, and 

their characteristics are not necessarily the same as 

those of the donor and the donee of the property in 

question.  Estate of Bright v. United States, 658 F.2d 

999, 1006 (5th Cir. 1981); Estate of Newhouse v. 

Commissioner, 94 T.C. 193, 218 (1990).”  Astleford v. 

Comm’r, T.C. Memo 2008-128. 

(2) “We must assume these hypothetical parties exist even 

though the reality of the situation may be that the stock 

will most probably be sold to a particular party or type 

of person.”  Estate of Andrews, 79 T.C. 938, 956 

(1982). 
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(3) “The standard is an objective test using hypothetical 

buyers and sellers in the marketplace, and is not a 

personalized one which envisions a particular buyer and 

seller.”  LeFrak, 66 T.C. Memo 1297, 1299 (1993). 

(4) “We are precluded from considering evidence . . .  

regarding who actually received the assets.”  Estate of 

Bonner v. U.S., 84 F.3d 196, 198 (5th Cir. 1996). 

(5) “In particular, we may not assume that the purchaser is 

a member of decedent's family.”  Hall Estate, 92 T.C. 

312 (1989). 

(6) A non-controlling interest is valued as such, even if it is 

given to another interest holder who will have control 

of the entity because of the gift.  For many this is 

counterintuitive.  See Estate of Bright, 80-2 USTC & 

13,359 (5th Cir. 1980). 

(7) Ironically, the actual identity of the other interest 

holders might result in a bigger discount since the 

hypothetical buyer would not like the thought of being 

the only non-family member of a "family" organization.  

See Davis, 110 T.C. #35 (1998). 

(8) The hypothetical buyer might not get too excited about 

a non-controlling interest in a cash-rich entity if he 

expected the controlling interest holder(s) not to 

distribute that cash.  In Kelley, the decedent had held a 

95% limited partnership interest in a holding FLP that 

owned $800,000 in cash and $400,000 in CDs, and he 

also had a one-third interest in an LLC whose sole asset 

was a 1% general partnership interest in the FLP.  The 

estate’s expert opined that decedent’s interest in the 

holding company should be discounted by a combined 

total of 53.5%.  The IRS’s expert said only 25.2%.  The 

court settled on 32% (12% for lack of control and 23% 

for nonmarketability).  Other cases involving a 

substantial percentage of cash and/or marketable 

securities include McCord, 120 TC 358, rev’d and 

rem’d 461 F.3d 614 (5th Cir. 2006) (67% marketable 

securities), Lappo, T.C. Memo 2003-258 (42% 

marketable securities), Peracchio, T.C. Memo 2003-280 

(44% cash; 56% marketable securities), and Jelke, T.C. 

Memo 2005-131, rev’d re built-in gain at 507 F.3d 
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1317 (8th Cir. 2007) (6% cash; 94% marketable 

securities).  Combined discounts in these cases were in 

or around the 25% to 30% range. 

(9) Keller v. U.S., 2009-2 USTC 60,579, 2009 U.S. Dist. 

LEXIS 73789, 104 AFTR2d 6015 (S.D. Tex. Aug. 20, 

2009): The taxpayer won a complete victory in a $40 

million refund case.  Interestingly, the opinion 

published two and half years after a four-day trial.  The 

FLP was recognized despite not being funded until after 

the decedent’s death (i.e., before dying, the decedent 

had expressed a clear intent to fund the FLP with 

specifically identified assets; and under Texas law that 

caused the assets to become partnership assets.  

According to the court, the FLP was genuine because of 

legitimate business purposes such as protecting the 

family assets from divorce proceedings and facilitating 

the efficient administration of family assets, and also 

because the decedent had retained significant assets 

outside the FLP.  Because the decedent’s interest was 

valued as a mere assignee interest, the combined 

discount was 47.5% even with respect to cash and 

bonds in the partnership!  The IRS expert’s opinion was 

rejected partly because his methodology violated 

several fundamental principles of the hypothetical 

buyer-seller definition of FMV.  

d. PRINCIPLE #4 – Tiered discounts are a possibility. 

(1) The taxpayer got two levels of discount in Astleford v. 

Comm'r, T.C. Memo 2008-128: “[T]his Court, as well 

as [IRS], has applied two layers of lack of control and 

lack of marketability discounts where a taxpayer held a 

minority interest in an entity that in turn held a minority 

interest in another entity.  See Estate of Piper v. 

Commissioner, 72 T.C. 1062, 1085 (1979); Janda v. 

Commissioner, T.C. Memo. 2001-24; Gow v. 

Commissioner, T.C. Memo. 2000-93, affd. 19 Fed. 

Appx. 90 (4th Cir. 2001); Gallun v. Commissioner, 

T.C. Memo. 1974-284.  However, we also have rejected 

multiple discounts to tiered entities where the lower 

level interest constituted a significant portion of the 

parent entity's assets, see Martin, T.C. Memo. 1985-424 

(minority interests in subsidiaries comprised 75 percent 
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of parent entity's assets), or where the lower level 

interest was the parent entity's "principal operating 

subsidiary", see Estate of O'Connell v. Commissioner, 

T.C. Memo 1978-191, aff’d on this point, rev’d on 

other issues 640 F.2d 249 (9th Cir. 1981).” 

(2) In this case, the court applied a 30% combined discount 

in valuing the “subsidiary” general partnership interest, 

and a 34% combined discount (16.17% for lack of 

control and 21.23% for lack of marketability) at the 

“parent” FLP level. 

(3) “The executor of [an estate] required a valuation of a 

minority interest in a family limited partnership for an 

estate tax filing.  The partnership held a diverse set of 

assets, including minority interests in private real 

estate-holding companies as well as securities and real 

estate….  Applying discounts to both the real estate 

holding companies' interests and the partnership interest 

resulted in an effective discount in excess of 40 percent 

for the partnership.  Within a few months, the IRS 

submitted a closing letter accepting the estate tax filing 

with no change.”  The FMV Solution, IRS Accepts 

Partnership Valuation with Multiple Tiers of Discounts, 

at http://www.fmv.com/fmv_solution/email_20091116.html. 

(4) See generally James G. Rabe, Multi-Level Discounts for 

Tiered Entities—Insights from Historical Case Law, 

ACTEC Journal, Fall 2009. 

e. PRINCIPLE #5 – The donor may be able to retain control over 

the entity. 

(1) See U.S. v. Byrum, 408 U.S. 125 (1972), where the 

U.S. Supreme Court allowed the settlor of an 

irrevocable trust to retain the right to vote stock 

transferred to the trust.  Section 2036 was changed to 

include an anti-Byrum rule, but it’s reach and impact 

are somewhat limited. 

(2) “This Article . . . chronicles the statutory development 

of section 2036 and the fiduciary duty impact theory to 

demonstrate that the theory arose to deal with specific 

instances of control over property transferred to family 

members, rather than transfers to a family entity 
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controlled by the transferor.  For this reason, the theory 

was not initially utilized to attack transfers to controlled 

entities.  The theory's recent deployment arose because 

of the failure of other theories, not because of its logical 

force.  As a result, Bongard and its likely progeny are 

aberrations; they are not a proper basis for extending 

the theory to contravene a valid and existing Supreme 

Court Byrum opinion.  As in 1976 when it enacted 

section 2036(b) to negate Byrum in the context of 

transfers of voting stock while retaining the vote, 

Congress, and not the Courts, must remedy the alleged 

estate tax abuse in the form of family limited 

partnerships.”  Carter G. Bishop, Symposium on Tax & 

Business Planning for Family Limited Partnerships: 

The Ebb and Flow of the Federal Tax Role of Fiduciary 

Duties in Family Limited Partnerships from Byrum to 

Bongard, 35 CAP. U.L. REV. 61 (2006).   

2. IRS attacks on FLPs.  Beginning in 1997, the IRS issued a series of 

PLRs that amounted to a full frontal assault on FLPs and similar 

arrangements used in discount planning.  See, e.g., I.R.S. Priv. Ltr. 

Rul. 9736004, 9735043, 9735003, 9725018, 9725002, and 9723009.  

The IRS has been especially aggressive when the assets are primarily 

marketable securities, the entity is formed on the client’s deathbed, 

personal-use assets are contributed to the entity without provision for 

the payment of rent, or the conception or implementation of the 

strategy is otherwise flawed (e.g., flawed documentation, improper 

timing, skipped formalities, use of the entity as a personal 

pocketbook).  In this area it is difficult to generalize, except to observe 

that the strategy can work if done right, but not if done improperly.  

The many cases provide a roadmap of sorts, but no one case tells the 

whole story. 

a. Even though a power of attorney was used to give some of the 

decedent's 51% stock interest to the decedent's wife just two 

days before the decedent's death, the court granted a 30% 

nonmarketability discount as well as a 20% minority discount 

in  Estate of Frank, TC Memo 1995-132.  IRS likes to point to 

Estate of Murphy, TC Memo 1990-472, as a victory in a 

comparable setting.  But the facts in Murphy were extreme.  

On the facts, it probably was correctly decided.  See also, 

Griffin v. U.S., 42 F. Supp. 2d 700 (D.C. Western Texas 1998); 

I.R.S. Priv. Ltr. Rul. 9842003.  The simple point is that the 

facts matter! 
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b. IRS has unsuccessfully argued that Section 2703 applies to 

FLPs in discount-planning situations.  See, e.g., Church v. U.S., 

2000-1 USTC 60,369 (W.D. Tx. 2000), affirmed (5th Cir. July 

18, 2001).  This is a scary argument, not because it is 

particularly strong (it isn’t), but because the downside is great 

– if 2703 applies, there is no discount.  More recently, the IRS 

has enjoyed limited success in applying Section 2703 in this 

context.  More on that later. 

c. IRS also has been less than effective in trying to apply section 

2704 indiscriminately.  Very importantly, it has now been held 

that reg. 25.2704-2(b) applies only to limitations on liquidation 

of the partnership, and does not apply to limitations on 

withdrawal from the partnership.  Estate of Kerr, 113 TC #30 

(1999); see also, Adams v. U.S., 2000-2 USTC 60,379 (5th 

Cir. 2000); and Harper Estate, TC Memo 2000-202.  There are 

proposals to change the law in this area, and a retroactive 

effective date is possible. 

d. IRS sometimes argues that there is a gift upon formation of an 

FLP (i.e., that the value of the new partnership interest is less 

than the value of the contributed property).  The idea is that a 

gift has been made if the interest is worth less than the assets 

that were contributed to the entity.  On that theory, every 

contributing partner of a FLP makes a gift at the partnership’s 

formation.  The IRS has cited Wemyss, 324 U.S. 303 (1945).  

But a taxable gift requires a donor, a donee, and a transfer that 

has the quality of a gift.  See Hogle, 165 F.2d 352 (10th Cir. 

1947).  See also Dickman, 465 U.S. 330, 334 (1984) (a 

property right must be “donatively passed to or conferred upon 

another”).  See also Strangi, 115 TC #35 (2000): “[T]he 

instinctive reaction that there was a gift at the inception of the 

partnership does not lead to a determination of gift tax 

liability.”  This argument also was rejected in Jones, 116 T.C. 

121 (2001) and Church, 2000-1 USTC 60,369 (W.D. Tex. 

2000):  “A taxable gift . . . requires a donee.” 

e. The IRS sometimes argues that an FLP lacked a business 

purpose, especially when partnership assets consist primarily of 

marketable securities.  Sometimes the IRS refers to FLPs as 

“partnership wrappers,” as if they simply cover up reality.  In 

FSA 200018020, for example, the service cited Murphy, 

Cidulka, and Griffin, and stressed the need to tax the 

“substance” of each situation.  But this ignores both that 
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substance is determined by legal relationships and the reality of 

tens of thousands of investment clubs in which non-related 

individuals did for non-tax purposes exactly what the IRS says 

has no purpose other than to save taxes (i.e., form a partnership 

that holds primarily marketable securities).  FLPs can be an 

efficient asset management device (e.g., facilitates 

diversification) that simplify annual giving, keep assets in the 

family, protect against future creditors (including ex-spouses), 

and facilitate probate avoidance, to name just a few common, 

non-tax-avoidance purposes.   

f. The Federal tax effect of a particular transaction may be 

governed by the substance of the transaction rather than by its 

form.  “The substance over form doctrine has been applied to 

Federal gift and estate taxes.”  See Heyen v. United States, 945 

F.2d 359, 363 (10th Cir. 1991); Estate of Murphy v. 

Commissioner, T.C. Memo. 1990-472.  In particular, we have 

applied the substance over form doctrine in valuation cases to 

treat transfers  of alleged assignee interests as, in substance, 

transfers of partnership interests.  See Kerr v. Commissioner, 

113 T.C. 449, 464-68 (1999), aff’d on another issue 292 F.3d 

490 (5th Cir. 2002).  Astleford vs. Comm’r, 95 TCM 1497, 

1502 (2008). The problem is that substance is often a product 

of form.  Sometimes the alleged difference between the two 

borders on the metaphysical.  In Frank Lyon Co. v. United 

States, 435 U.S. 561, 573 (1978), the Supreme Court explained 

this substance over form doctrine as follows:  “‘In applying this 

doctrine of substance over form, the Court has looked to the 

objective economic realities of a transaction rather than to the 

particular form the parties employed.  The Court has never 

regarded ‘the simple expedient of drawing up papers,’ 

Commissioner v. Tower, 327 U.S. 280, 291, 66 S. Ct. 532, 90 

L. Ed. 670, 1946-1 C.B. 11 (1946), as controlling for tax 

purposes when the objective economic realities are to the 

contrary.  In the field of taxation, administrators of the laws, 

and the courts, are concerned with substance and realities, and 

formal written documents are not rigidly binding.”  Helvering 

v. Lazarus & Co., 308 U.S. 252, 255 (1939).   

g. The IRS has had a great deal of success in attacking poorly 

structured and poorly implemented FLPs.   

(1) See Hulford, 96 T.C. Memo 422 (2008) (an almost 

unbelievably bad fact pattern; the opinion reads like a 
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complaint in a malpractice case against the taxpayer’s 

attorney); Jorgensen, 97 T.C. Memo 1328 (2009) 

(another bad fact pattern where the FLP was used to 

pay personal expenses, funds were comingled, letters 

backdated, and a lawyer’s statement that “the reason for 

doing this is so that hopefully your limited partnership 

interest . . . will qualify for the 35% discount”); See 

also, e.g., Senda, 433 F.3d 1044 (8th Cir. 2006); 

Thompson, 84 T.C. M. 374 (2002), aff’d, 382 F.3d 367 

(3d Cir. 2004); Korby, 471 F.3d (8th Cir. 2006); 

Strangi, 85 TCM 1331 (2003), aff’d 417 F.3d 468 (5th 

Cir. 2005); Strangi, 115 T.C. 478 (2000), aff’d in part 

and rev’d in part, 293 F.3d 279 (5th Cir. 2002); Harper, 

83 T.C. Memo 1641 (2002); Reichardt, 114 T.C. 144 

(2000); Erickson, 93 TCM 1175 (2007); Rector, 94 

T.C. Memo 567 (2007); Rosen, 91 T.C. Memo 1220 

(2006); Stone, 86 T.C. Memo 551 (2003); Bigelow, 89 

T.C. Memo 954 (2005), aff’d, 503 F.3d 955 (9th Cir. 

2007); Estate of Malkin, T.C. Memo 2009-212 (Sept. 

16, 2009). 

(2) More troubling is Estate of Bongard, 124 T.C. 95 

(2005), a 13-4 IRS victory in which the court applied 

Section 2036 to a properly implemented FLP, as if the 

assets in question had not been owned by the FLP.  See 

e.g., David Pratt, Trent S. Kiziah & John F. Polorny, 

Family Limited Partnerships: Are They Still Alive and 

Kicking? 81 Fla. Bar J. 28 (2007); Brant J. Hellwig, On 

Discounted Partnership Interests and Adequate 

Consideration, 28 Va. Tax Rev. 531 (2009). 

(3) IRS refusal to embrace discount planning, even when a 

strategy is properly conceived and implemented, can be 

a major practical problem, especially when dealing with 

a client who is unlikely to spend the time and money 

necessary to litigate the issues.  The IRS reportedly 

routinely offers to close valuation audits at a reduced 

discount: “[T]axpayers report settlements with 

valuation discounts in the range of 25% of net asset 

value.”  Jeffrey Pennell, “Recent Wealth Transfer Tax 

Developments,” ALI-ABA Course of Study on 

Sophisticated Estate Planning Techniques, Sept. 10, 

2009, p. 21. 
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(4) That could be very tempting to a client who wants 

badly to avoid big fees fighting for a bigger discount, 

especially if the fact pattern is less than ideal. 

h. Malkin v. Commissioner, TC Memo 2009-212, is one of many 

examples of cases where bad facts making bad law:  SCINs 

(self-cancelling installment note sales) were used 

simultaneously with the decedent's funding of the FLP (in 

Hurford there had been an immediate use of a private annuity).  

After funding the FLPs and making the SCIN sales, the FLPs 

pledged all of its assets as security for the decedent’s personal 

loans.  Unsurprisingly, the FLP failed to satisfy the bona fide 

sale exception to 2036(a) and the SCINs were treated as shams.  

A second FLP was funded with publicly traded stock and LLC 

interests.  No SCIN this time, presumably because the decedent 

had just been diagnosed as terminally ill.  The gifts of LLC 

interests were treated by the court as indirect gifts, and sales to 

the children’s trusts were found to be shams.  The court: “We 

are unable to identify a legitimate and significant nontax reason 

for the transfers. . . .   We find that decedent’s transfers . . . to 

the FLPs achieved nothing more than testamentary objectives 

and tax benefits, and thus those transfers do not qualify for the 

bona fide sale exception in section 2036(a).”   

i. Heckerman v. U.S., 2009-2 USTC 60,578, 104 AFTR2d 5551, 

2009 U.S. Dist. LEXIS 65746 (July 27, 2009):  Taxpayers 

transferred property and cash to LLCs and gave non-

controlling interests to their children’s trusts.  IRS successfully 

argued that these were indirect gifts of the property and cash.  

It was a huge problem that the gifts of LLC interests were 

made “effective on January 11, 2002,” and there was 

uncertainty about whether the gifts were made that same day or 

the next day.  The court quoted the taxpayer:  “While I do not 

have a specific recollection of the exact date that my wife and I 

executed the documents, I ordinarily handled personal affairs 

during the weekends. . . .  I am reasonably certain that my wife 

and I waited until the weekend (January 12 and 13, 2002), or 

the following weekend (January 19 and 20, 2002) to execute 

the documents.”  The court summarized the law regarding 

indirect gifts:  “The Treasury Regulations illustrate that a 

shareholder of a corporation may be deemed to have made an 

indirect gift to the other shareholders of the corporation by 

transferring property to the corporation. See Treas. Reg. (26 

C.F.R.) § 25.2511-1(h)(1) (explaining that where B transfers 
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property to a corporation, the transfer is generally deemed to 

represent gifts by B to the other shareholders of the corporation 

to the extent of their proportionate interests in the corporation). 

“Similarly, if a partner transfers property to a partnership for 

less than adequate consideration, the transfer generally will be 

treated as an indirect gift by the transferor to the other 

partners.” Gross v. Comm’r, T.C. Memo 2008-221, 96 T.C.M. 

(CCH) 187 (2008) (citing Shepherd v. Comm’r, 115 T.C. 376, 

389 (2000), aff'd by 283 F.3d 1258 (11th Cir. 2002)). The 

following cases, delineating the contours of this principle, 

provide helpful background for resolution of the instant 

dispute.”  The court then discussed Shephard, Jones, and 

Senda.  Here, it boiled down to timing:  “As summarized in the 

background section above, it is undisputed that Plaintiffs 

transferred the cash to Investments LLC on January 11, 2002.  

The Court must determine whether Plaintiffs, as the taxpayers 

with the burden to prove entitlement to a refund, can 

demonstrate that they gifted the LLC units to the children 

subsequent to January 11, 2002.  For a similar case, see Linton 

v. U.S., 638 F. Supp. 2d 1277 (W.D. Wash. July 1, 2009). 

j. A few years back, some practitioners got the impression that 

gifts of limited partnership interests might not qualify for the 

annual gift tax exclusion.  See Hackl v. Commissioner, 118 

T.C. No. 14 and I.R.S. Priv. Ltr. Rul. 9751003.  A more recent 

case reminds us that the issue has not gone away completely.  

See Price, T.C. Memo 2010-2 (Jan. 4, 2010) (according to the 

court, it was “undisputed that under the partnership agreement 

the donees ha[d] no unilateral right to withdraw their capital 

accounts [and] the agreement expressly prohibit[ted] partners 

from selling, assigning, or transferring their partnership 

interests to third parties”).  The fiduciary duties owed by 

general partners to limited partners can be helpful in this 

regard.  I.R.S. Tech. Adv. Mem.  199944003.  As will be 

discussed below, many practitioners attempt to circumvent this 

issue by broadening the Crummey power. 

k. Some commentators have suggested that FLPs need to satisfy 

the requirement of section 704(e), but that is an income tax 

provision.  Ironically, an inadvertent “violation” of that 

provision could produce good estate planning results.  See, e.g., 

Raby, “Business Purpose and Economic Substance in FLPs,” 

Tax Notes, Vol. 90, No. 1, p. 85 (Jan. 2001) 
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3. Here is a selection of cases won by the taxpayers. 

a. Estate of Shurtz, T.C. Memo 2010-21 (Feb. 3, 2010).  The 

Decedent in this 2010 case created or was a partner in two FLP 

entities that were formed to consolidate undivided interests in 

timberlands owned by family members.  The family was partly 

motivated by a desire to protect their assets from unknown 

future creditors.  As restricted by transfer provisions of the 

partnership agreement, a judgment creditor could only get 

partnership distributions, and not the underlying timberland.  

The agreement further required (i) consent from the general 

partner to accept a substituted limited partner and (ii) interests 

transferred as a result of death, divorce, or legal judgment out 

of the family had to be offered back to the partnership for 

repurchase.  The IRS unsuccessfully contended that the 

decedent had retained control, use, and benefit of the 

transferred assets under 2036(a) and /or 2035(a).  The court 

ruled that preservation of the family business and management 

efficiency were legitimate concerns of the Estate, and that the 

creation of the partnership and contributions of assets were for 

legitimate and significant non-tax reasons.  So the bona fide 

sale exception was met.  The court also believed that the full 

and adequate consideration component was met because (i) 

contributors received partnership interests equal to the interests 

contributed, (ii) capital accounts were properly created and 

maintained for each partner, (iii) distributions were debited 

properly for amounts received by each partner, and (iv) there 

were legitimate and significant non-tax reasons for the 

Partnership.   

b. Estate of Black, 133 T.C. No. 15 (Dec. 14, 2009).  Mr. Black, 

along with his son and trusts for his two grandsons, contributed 

stock in his former employer to a family limited partnership in 

exchange for general and limited partnership interests 

proportionate to the fair market value of the contributed stock.  

Black’s advisers had explained the estate-tax advantages of 

family living partnerships (as well as grantor retained annuity 

trusts), but this transaction was initiated both to save estate 

taxes and to accomplish specific non-tax goals, such as passing 

along to the son and grandsons Black’s buy-and-hold 

philosophy, allowing the stock in this particular corporation to 

be voted as a block, protecting the stock in the event of the 

son’s divorce, and protecting it when the grandsons were 

eventually entitled to distributions from their trusts.  The IRS 
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argued for inclusion in the gross estate under either sec. 

2035(a) or 2036(a)(1) or (2), but the court held that the 

decedent’s transfer of stock to the partnership constituted “a 

bona fide sale for an adequate and full consideration in money 

or money’s worth” within the meaning of sec. 2036(a), and so 

neither 2035 nor 2036 were applicable.  As it had done several 

years earlier in Schutt, the court observed and illustrated that 

“a family limited partnership that does not conduct an active 

trade or business may nonetheless be formed for a legitimate 

and significant nontax reason.”  It was perhaps relevant that 

Black was a self-made man whose worries appeared to be 

justified and real:  “Mr. Black’s fear that his grandsons might 

dispose of some or all of the stock that they would receive 

upon termination of their trusts arose out of his concern (1) 

that, as of 1993, although both Samuel and Christopher were 

over 20 years old, neither held a job or was even looking for 

one, (2) that, in Mr. Black’s view, both grandsons were too 

close to their mother, whom Mr. Black considered to be lazy, 

and (3) that they were both inexperienced financially and, 

therefore, might fall prey to people anxious to have them invest 

their money.”  Furthermore, although Black’s son had been 

married for nearly thirty years at the time of the estate 

planning, his marriage had ended by the time of his father’s 

death. 

c. Petter, TC Memo 2009-280 (Dec. 7, 2009): The taxpayer (who 

died after the trial but before the opinion was issued) had 

transferred $22 million in UPS stock to an LLC, and then 

gifted (10%) and sold (90%) her interests in the LLC to two 

GST-exempt IDITs, using value-adjustment provisions that 

would divert any increase in value in the LLC interests to 

donor-advised funds.  She claimed a 53.2% discount on her gift 

tax return but settled on that issue with the IRS prior to the 

trial, agreeing to accept “only” a 35% discount.  She had also 

used a 5% CRUT for cash flow toward the end of her life, an 

irrevocable life insurance trust to provide liquidity for estate 

taxes, and a special-needs trust for one of her children.  The 

court upheld the value-adjustment clause after a thoughtful 

review of the cases in that area, beginning with Procter and 

ending with Christiansen: “The Commissioner [in 

Christiansen] invoked the standard Procter arguments to try to 

defeat the additional charitable deduction claimed by the estate; 

viz., that the adjustment clause was a condition subsequent and 

that it was void as contrary to public policy.  . . . [We] not only 
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held the clause not to be void as against public policy, but 

concluded instead that public policy weighed in favor of giving 

gifts to charities.  We also thought the Commissioner’s fears 

that charities would be abused by low-ball estate appraisals 

were exaggerated. . . . The Christiansen formula was 

sufficiently different from the Procter formula that we held it 

did not raise the same policy problems.  A shorthand for this 

distinction is that savings clauses are void, but formula clauses 

are fine.  But figuring out what kind of clause is involved in 

this case depends on understanding just what it was that [the 

taxpayer] was giving away.  She claims that she gave stock to 

her children equal in value to her unified credit and gave all the 

rest to charity.  The Commissioner claims that she actually 

gave a particular number of shares to her children and should 

be taxed on the basis of their now-agreed value. . . .  Applying 

the Supreme Court’s admonition to the second and third policy 

concerns in Procter, we find a similar lack of “severe and 

immediate” threat to public policy.  …  [B]ecause of the 

potential sources of enforcement, we have little doubt that a 

judgment adjusting the value of each unit will actually trigger a 

reallocation of the number of units between the trusts and the 

foundation under the formula clause.  So we are not issuing a 

merely declaratory judgment. . . .  In summary, the taxpayer’s 

transfers, when evaluated at the time she made them, amounted 

to gifts of an aggregate and set number of units, to be divided 

at a later date based on appraised values.  The formulas used to 

effect these transfers were not void as contrary to public policy, 

as there was no ‘severe and immediate’ frustration of public 

policy as a result, and indeed no overarching public policy 

against these types of arrangements in the first place.” 

d. Murphy v. U.S., 2009-2 USTC 60,583, 2009 U.S. Dist. LEXIS 

94923 (W.D., Ark., Oct. 2, 2009):  Patriarch died owning 

interests in the family limited partnership and in the family 

LLC (which was the sole general partner of the family 

partnership).  The IRS argued 2036.  “In this case, the MFLP 

was created for various purposes, among them to pool the 

family's Legacy Assets into one entity to be centrally managed 

in a manner that was consistent with Mr. Murphy’s long-term 

business/investment philosophy. . . .  Mr. Murphy also retained 

approximately $ 130 million outside the partnership.  Thus, he 

was not dependant on distributions from the partnership in 

order to maintain his lifestyle.  He also did not treat the 

partnership's assets as his own and did not commingle his 
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assets with those of the partnership.  Id.  During the formation 

of the MFLP, Mr. Murphy’s two children, Madison and 

Martha, took an active role, with Martha being represented by 

her own attorney.  Thus, Mr. Murphy was not effectively 

standing on both sides of the transaction.  The transfer to the 

FLP satisfied the requirements of the bona fide sale exception 

to 2036(a) ….  The IRS argues that the creation of the MFLP 

was not for a legitimate non-tax purpose because Mr. Murphy 

knew of the tax advantages associated with the partnership’s 

creation. However, tax advantages do not prevent a sale from 

being ‘bona fide’ if the transaction is otherwise real, actual and 

genuine.  It also argues that the creation of an entity that 

primarily owned Murphy Oil, Deltic and BancorpSouth stock 

is not a legitimate non-tax purpose because the stock was to be 

held long term and was not being actively managed.  However, 

courts have held that entities that have a buy and hold 

investment strategy offer just as much justification as entities 

based upon a philosophy that focuses on active trading.  The 

Court also does not agree that the MFLP’s assets … were not 

actively managed.  The evidence is clear that Madison took an 

active role in the management of [the corporations], by serving 

on each company’s Board of Directors.  This active 

involvement enabled him to ensure the growth and continued 

success of the MFLP’s assets.  Thus, the Court finds that Mr. 

Murphy's transfer of assets to the MFLP was a bona fide sale.  

In determining if a bona fide sale was for adequate and full 

consideration, the proper focus is 1) whether the interest in the 

partnership received is proportionate to the value of the assets 

contributed to the entity, 2) whether the value of each partner’s 

contribution is credited to the partner’s capital account, and 3) 

whether on termination or dissolution of the partnership, each 

partner is entitled to distributions from the partnership in 

amounts equal to their respective capital accounts. The IRS 

argues that the Court should not apply the Kimbell test in 

making its determination whether a bona fide sale is for 

adequate and full consideration. The Court is not persuaded by 

its argument.  In this case, Mr. Murphy received partnership 

interests proportionate to the value of the assets he contributed. 

The value of the assets contributed by each partner was 

credited to his, her or its respective capital account.  And, on 

dissolution of the partnership, each partner is entitled to 

distributions in an amount equal to his, her, or its capital 

account.  Thus, under the criteria set forth in Kimbell, Mr. 

Murphy's transfer of assets to the MFLP was for adequate and 
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full consideration.  Mr. Murphy’s transfer of assets to the 

MFLP and the LLC was a bona fide sale for adequate and full 

consideration in money or money’s worth.  Thus, the transfer 

falls within the bona fide sale exception to section 2036. 

Accordingly, the fair market value of these assets is not 

includable in Mr. Murphy's gross estate under section 2036.”  

(citations omitted)  The court allowed a lack of control 

discount of 12.5% and a nonmarketability discount of 32.5% 

for the limited partnership interest; a 20% combined minority 

and nonmarketability discount for a 2.3% sole general 

partnership interest and an 11.1% minority and 32.5% 

nonmarketability discount for the 49% LLC member interest 

(not counting the second-tier discount). 

e. Pierre v. Comm’r, 133 T.C. No. 2 (Aug. 24, 2009):  “For 

purpose of application of the Federal gift tax, the transfers are 

to be valued as transfers of interests in LLC, and LLC is not 

disregarded under the “check-the-box” regulations to treat the 

transfers as transfers of a proportionate share of assets owned 

by LLC.”  “The following issues were argued by the parties but 

will be addressed in a separate opinion: (1) Whether the step 

transaction doctrine applies to collapse the separate transfers to 

the trusts and (2) the appropriate valuation discount, if any.”  

“Respondent argues that, because Pierre LLC is a single-

member LLC that is treated as a disregarded entity under the 

check-the-box regulations, petitioner’s transfers of interests in 

Pierre LLC should be ‘treated’ as transfers of cash and 

marketable securities, i.e., proportionate shares of Pierre LLC’s 

assets, rather than as transfers of interests in Pierre LLC, for 

purposes of valuing the transfers to determine Federal gift tax 

liability.  Accordingly, respondent contends that petitioner 

made gifts equal to the total value of the assets of Pierre LLC 

less the value of the promissory notes she received from the 

trusts.”  “Respondent argues that the four transfers in issue 

should be collapsed into one transfer pursuant to the step 

transaction doctrine.  As noted above, this issue will be 

addressed in a separate opinion.”  From Judge Kroupa’s dissent 

(signed by six other judges):  “The majority opinion allows an 

octogenarian taxpayer to give away $ 4.25 million in cash and 

marketable securities at a substantial discount in gift taxes 

because she put them in a limited liability company (LLC), 

despite a regulation telling us that “for federal tax purposes,” 

that LLC should be “disregarded.” The majority is either 

ignoring the plain language of the regulation or silently 
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invalidating it. I must respectfully dissent. . . .  The check-the-

box regulations expressly tell us to treat the owner of a single-

member LLC as the owner of its assets. Sec. 301.7701-

3(g)(1)(iii) and (iv), Proced. & Admin. Regs. In addition, the 

owner of a disregarded entity that elects to have the entity 

treated as a corporation is deemed to have contributed all of the 

assets and liabilities of the entity to a corporation in exchange 

for stock.  Sec. 301.7701-3(g)(1)(iv), Proced. & Admin. Regs. 

Similarly, a single-member corporation that elects to be 

disregarded is treated as distributing all of its assets and 

liabilities to its single owner. Sec. 301.7701-3(g)(1)(iii), 

Proced. & Admin. Regs. The check-the-box regulations 

consistently treat single owners who choose noncorporate 

status for their LLCs as holding the property of these 

disregarded entities.” 

f. Keller v. U.S., 2009-2 USTC 60,579, 2009 U.S. Dist. LEXIS 

73789, 104 AFTR2d 6015 (S.D. Tex. Aug. 20, 2009): taxpayer 

wins complete victory in $40 million refund case (opinion 

published two and half years after a four-day trial).  The FLP 

was recognized despite being funded until after the decedent’s 

death (before dying, he had expressed a clear intent to fund the 

FLP with specifically identified assets; under Texas law, that 

caused the assets to become partnership assets).  According to 

the court, the FLP was genuine because of legitimate business 

purposes such as protecting the family assets from divorce 

proceedings and facilitating the efficient administration of 

family assets, and because the decedent had retained significant 

assets outside the FLP.  Because the decedent’s interest was 

valued as a mere assignee interest, the combined discount was 

47.5% with respect to cash and bonds in the partnership!  The 

IRS expert’s opinion was rejected partly because he violated 

several tenets of the hypothetical buyer-seller definition of 

FMV.  The estate was also allowed to deduct interest on a 9-

year loan it took out in order to pay estate taxes and other debts 

(a so-called Graegin loan). 

g. Estate of Miller, 97 T.C. Memo 1602 (2009): FLPs respected 

for discount purposes; IRS did not hire an expert, fought solely 

on the law; court accepts taxpayer expert’s 35% discount; 

nontax purpose was “to continue her deceased husband’s 

investment philosophy” of charting stocks.  Pennell: “[I]f 

Miller survives on appeal it should be child’s play to overcome 
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governmental challenge in any but end-of-life scramble-

planning cases.” 

h. Mirowski, T.C. Memo 2008-74:  The taxpayer had a legitimate 

and significant nontax purpose for forming an LLC and making 

gifts of non-controlling interests, and he maintained sufficient 

assets outside the FLP: “On the record before us, we find that 

Ms. Mirowski’s significant and legitimate non-tax purpose in 

forming and funding [the family LLC] of ensuring joint 

management of the family’s assets by her daughters and 

eventually her grandchildren, standing alone, is sufficient to 

satisfy the requirement that, in order to qualify for the 

exception in sec. 2036(a) for a bona fide sale for an adequate 

consideration in money or money’s worth, there must be a 

legitimate and significant nontax reason for creating the entity 

in question.”  

i. Holman, 130 T.C.  170 (2008), aff’d at 105 AFTR 2d 2010-721 

(8
th

 Cir. April 7, 2010): Taxpayers formed FLP in 1999, funded 

it exclusively with Dell stock, and made gifts of non-

controlling interests in 1999, 2000, and 2001.  IRS argued that 

the 1999 gifts were indirect gifts of the underlying assets 

because of either Reg. 25.2511-1(h)(1) or the step transaction 

doctrine.  Both arguments relied heavily on the fact that only 

six days separated the funding of the FLP and the making of 

the first round of gifts.   

(1) The Holman facts were far from ideal.  From the Tax 

Court opinion: “Upon formation of the partnership, 

Tom had no immediate plan other than that it would 

hold the Dell shares it had received.  At no time from 

formation through 2001 did the partnership have a 

business plan.  The partnership has no employees and 

no telephone listing in any directory.  At formation and 

on each of the dates for valuing the transfers here in 

question, the partnership’s assets consisted solely of 

shares of stock of Dell.  From the formation of the 

partnership through 2001, the partnership prepared no 

annual statements.  At the time Tom decided to create 

the partnership, he had plans to make the gifts of LP 

units that were made in 1999, 2000, and 2001.  The 

partnership had no income to report, and it filed no 

Federal income tax return for 1999, 2000, or 2001.” 
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(2) To avoid the indirect gift or step transaction attack, 

timing can make a big difference.  Consider this from 

the Holman Tax Court opinion:  “‘This case is 

distinguishable from Senda because petitioners did not 

contribute the Dell shares to the partnership on the 

same day they made the 1999 gift; indeed, almost 1 

week passed between petitioners’ formation and 

funding of the partnership and the 1999 gift.  

Nevertheless, the Court of Appeals in Senda did not say 

that, under the step transaction doctrine, no indirect gift 

to a partner can occur unless, on the day property is 

transferred to the partnership, the partner is (or 

becomes) a member of the partnership.  As 

respondent’s failure to argue indirect gifts on account of 

the 2000 and 2001 gifts suggests, however, the passage 

of time may be indicative of a change in circumstances 

that gives independent significance to a partner’s 

transfer of property to a partnership and the subsequent 

gift of an interest in that partnership to another.  Here 

the value of an LP unit changed over time.  Respondent 

has proposed as a finding of fact, and we have found, 

that, at the time Tom decided to create the partnership, 

he had plans to make the 1999, 2000, and 2001 gifts. 

Petitioners bore the risk that the value of an LP unit 

could change between the time they formed and funded 

the partnership and the times they chose to transfer LP 

units.” 

(3) The discounts were big but not huge:  The Tax Court 

determined minority discounts of 11.32% (1999), 

14.34% (2000), and 4.63% (2001), and a 

nonmarketability discount of 12.5% for each year, so 

the total discounts (lack of control and lack of 

marketability) for the four separate gifts ranged from 

16.6% to 25.0%. 

(4) The Tax Court discussed step transactions at length 

despite not finding one here.  “The step transaction 

doctrine embodies substance over form principles; it 

treats a series of formally separate steps as a single 

transaction if the steps are in substance integrated, 

interdependent, and focused toward a particular result. . 

. .  Where an interrelated series of steps are taken 

pursuant to a plan to achieve an intended result, the tax 
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consequences are to be determined not by viewing each 

step in isolation, but by considering all of them as an 

integrated whole. . . .  There is no universally accepted 

test as to when and how the step transaction doctrine 

should be applied to a given set of facts; however, 

courts have applied three alternative tests in deciding 

whether to invoke the step transaction doctrine in a 

particular situation: the ‘binding commitment,’ the 

‘interdependence,’ and the ‘end result’ tests.”  

(5) The 8
th

 Circuit majority determined that the partnership 

failed to satisfy the “bona fide business arrangement” 

requirement of 2703(b)(1) because “there was, and is, 

no ‘business,’ active or otherwise.”  Furthermore, 

restrictions on partnerships holding “only an 

insignificant fraction of stock in a highly liquid and 

easily valued company with no stated intention to retain 

that stock or invest according to any particular strategy” 

provided no bona fide business purpose. 

(6) The dissenting judge wrote that 2703 contains no 

definition for the term “bona fide business 

arrangement” so he looked to legislative intent that 

supports maintaining family control of assets is a 

legitimate business purpose.  He further determined that 

“same portion of legislative history cited by the Tax 

Court in Amlie” accepts preventing unauthorized 

transfers as a legitimate business purpose.  Protection of 

assets from creditors and from future ex-spouses, as 

well as the determination of who may be permitted to 

become a partner, also provide legitimate nontax 

purposes.  He added that 2703(b)(2) is inapplicable 

because that provision states that restrictions cannot be 

used to transfer assets for less than full and adequate 

consideration to family members of a decedent.  

Because there was no decedent in Holman, 2703(b)(2) 

should be inapplicable.  Finally, the dissent disagreed 

with the majority’s application of willing buyer/willing 

seller test to determine a nonmarketability discount.  

The Tax Court’s reasoning for capping discounts 

involved hypothetical buyers who already own FLP 

interests, which arguably violates the hypothetical 

portion of the hypothetical willing buyer/willing seller 

test. 
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j. Importantly, in Holman the IRS initially argued violation of 

2704(b), but abandoned that position.  It continued to argue, 

and the court applied, 2703 in ignoring provisions that were 

designed to prevent FLP interests from passing to a non-family 

member.  This was not a bona fide business arrangement, 

according to the court. 

k. Tiered discounts are worth serious consideration: See e.g., 

Astleford v. Comm’r, 95 T.C. Memo 1497, 1502 (2008); see 

also Janda v. Comm’r, 81 T.C. Memo 1100 (2001); Gow v. 

Comm’r, 79 T.C. Memo 1680, 1690-91 (2000), aff’d, 19 Fed. 

Appx. 90 (4th Cir. 2001). 

l. Discounts for built-in gain:  Estate of Litchfield, TC Memo 

2009-21 (17.4% and 23.6% discounts for built-in gain in two 

closely held corporations, one a C corporation, the other an S 

corporation subject to the section 1374 corporate-level tax on 

capital gains within 10 years of conversion from C to S status; 

the court also allowed non-marketability discounts of 25% and 

20%, and minority discounts of 14.8% and 11.9%).  Other 

cases re built-in gain: Estate of Piper v. Commissioner, 72 T.C. 

1062, 1087 (1979) and Estate of Cruikshank v. Commissioner, 

9 T.C. 162, 165 (1947); Estate of Jelke v. Commissioner, 507 

F.3d 1317 (11th Cir. 2007); Estate of Dunn v. Commissioner, 

301 F.3d 339, 354 (5th Cir. 2002), revg. T.C. Memo 2000-12, 

Estate of Jameson v. Commissioner, 267 F.3d 366, 371-372 

(5th Cir. 2001), vacating and remanding T.C. Memo 1999-43, 

Eisenberg v. Commissioner, 155 F.3d 50, 57-58 (2d Cir. 1998), 

vacating and remanding T.C. Memo 1997-483, Estate of Davis 

v. Commissioner, 110 T.C. 530 (1998), Estate of Dailey v. 

Commissioner, T.C. Memo 2001-263, and Estate of Borgatello 

v. Commissioner, T.C. Memo 2000-264.  See also, Scott 

Andrew Bowman, Build-In Gain Discounts for Transfer Tax 

Valuation: A Resolution for the Big Debate, 24 Akron Tax J. 

117 (2009). 

m. Knight was an extreme fact pattern that the IRS expected to 

win.  The bulk of partnership assets were government 

securities; the rest was property (two houses and a ranch) that 

was used for personal purposes before and after being 

transferred to the partnership.  The taxpayer continued to 

operate the ranch just as he did before the transfer and didn’t 

bother to pay rent until after the Tax Court petition had been 

filed (and even that was pursuant to an oral lease).  No records 
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were kept.  The lawyer’s file contained a list of 19 non-tax 

reasons for formation of this particular partnership, but the 

taxpayers admitted that 14 of them were inapplicable.  The IRS 

argued that this FLP should be disregarded for gift tax 

valuation purposes, but the 10-judge majority opinion rejected 

this argument squarely:  “Petitioners . . . rights and legal 

relationships and those of their children changed significantly 

when petitioners formed the partnership, transferred assets to it, 

and transferred interests in the partnership to their children’s 

trusts . . . state law determines the nature of property rights . . . 

.  Petitioners have burdened the partnership with restrictions 

that apparently are valid and enforceable under Texas law.  The 

amount of tax for federal estate and gift tax purposes is based 

on the fair market value of the property transferred. . . .  We do 

not disregard the partnership because we have no reason to 

conclude. . . that a hypothetical buyer or seller would disregard 

it.”  Knight, 115 TC #36 (2000). 

(1) The Court noted but did not make a big deal of the fact 

that the gifts were supposed to have been “formula 

gifts” (i.e., as many interests as would amount to a gift 

of $600,000), but the taxpayers had disregarded their 

own document in this regard.   

(2) The Court did, however, note and react accordingly to 

the terrible job done by the taxpayer’s appraiser.  Only 

a 15% discount was allowed.   

(3) Judge Foley pointed out in a concurring opinion that the 

multifarious IRS attacks (economic substance, 2703, 

2704, 2036, gift on formation, etc.) have unnecessarily 

clouded the landscape.  If done right, discount planning 

clearly works.   

n. This FLP was established shortly before the decedent’s death 

by the decedent’s son-in-law using a durable power of attorney.  

$10 million of mostly cash and marketable securities were 

transferred to the partnership in exchange for a 99% limited 

interest.  The decedent also had a 47% interest in the 1% 

corporate general partner.  When the decedent died, his 

interests in the partnership were discounted 33% on the 706.  

The IRS argued that the FLP should be disregarded because it 

lacked business purpose and economic substance, section 2703 

applied, and in the alternative that a large gift was made upon 
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formation of the FLP.  Strangi, 115 T.C. #35 (2000). 

(1) The majority noted that the FLP had been properly 

formed under local law, that “the i’s were dotted and 

the t’s crossed.”  “Taxpayers are generally free to 

structure transactions as they please, even if motivated 

by tax-avoidance considerations.”  Since potential 

buyers would not disregard the entity, neither should 

the court, according to the majority.   

(2) The IRS fared no better on the 2703 argument:  

“Unfortunately for respondent’s position, neither the 

language of the statute nor the language of the 

regulation supports [the IRS] interpretation.”  Chapter 

14 was enacted as “a targeted substitute for the 

complexity, breadth, and vagueness of prior section 

2036(c),” and not to pull previously transferred 

property into the transferor’s estate.   

(3) The majority observed that the transfer to the FLP was 

probably not done for the non-tax reasons argued by the 

estate:  “[W]e do not believe that decedent would give 

up over $3 million in value to achieve those business 

purposes.”  But that didn’t matter.   

(4) The court allowed a 31% discount but did so 

grudgingly:  “We believe that the respondent’s expert’s 

discounts may still be overgenerous to petitioner, but 

that result is the one that we must reach under the 

evidence and the applicable statutes.” 

(5) This case took a number of twists and turns before it 

was finally resolved: See Strangi v. Commissioner, 115 

T.C. 478 (2002), aff’d in part, rev’d in part Gulig v. 

Commissioner, 293 F.3d 279 (5th Cir. 2002), rehearing 

denied Gulig v. Commissioner, 48 Fed. Appx. 108 

(2002), on remand at, judgment entered Strangi v. 

Commissioner, T.C. Memo 2003-145, aff’d Strangi v. 

Commissioner, 417 F.3d 468 (5th Cir. 2005), review or 

rehearing granted 429 F.3d 1154 (5th Cir. 2005). 

o. The decedent in this case contributed property worth 

$1,467,748 to a FLP in exchange for limited partnership 

interests worth only $617,591.  That’s a 58% discount.  Despite 

less-than-ideal facts, the Court rejected each of the IRS’s 
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arguments.  “[T]here was no gift on formation of a pro rata 

partnership . . . [and] the term ‘property’ in section 2703 refers 

to partnership interest, not to the underlying property the 

decedent had contributed to the partnership.”  Church v. U.S., 

2000-1 USTC 60,369 (W.D. Tex. 2000), aff’d (5th Cir. July 

18, 2001); See also, Church v. United States: Another Blow to 

the IRS 2 J. OF PRACT. EST. PLAN. 9-10, April-May 2000. 

(1) The facts in this case were at least superficially similar 

to those in I.R.S. Priv. Ltr. Ruls. 9719006, 9723009, 

and 9725002, and others involving deathbed formation 

of family limited partnerships.   

(2) The partnership was formed two days before the 

decedent’s death.  She was terminally ill with cancer 

but died from heart failure.   

(3) A partnership agreement and certificate had been 

signed by the time of her death, but the certificate had 

not yet been filed.  The corporate general partner didn’t 

come into existence until months later, and the 

partnership wasn’t formally funded until the decedent 

had been dead for nearly a year.  

p. According to an IRS official at a tax conference several days 

after the Knight and Strangi trial court decisions were 

announced, the IRS was totally shocked by these decisions.  

The person in charge of the national anti-FLP program had 

commented to this official just a week earlier, Aif we lose these 

cases, we might as well just leave the key in the door.”   

4. “Discount” is a shorthand way of referring to, and simplifying, 

complex phenomena. 

a. The valuation of underlying property always is important, and 

sometimes is quite difficult.  But that is just the beginning of 

the valuation journey.   

b. When talking in the abstract about so-called discount planning, 

it generally makes sense not to concern ourselves with the 

valuation of the underlying property.  We focus on the 

consequences of fragmenting ownership.   

c. When the word discount is used in a discussion of discount 

planning, the assumption generally is that we already have 
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determined the value of all underlying property (including 

particularly difficult-to-value property, such as active 

businesses), and that we easily can calculate the liquidation 

value of each interest in the entity that owns the underlying 

property (simply by determining that interest’s pro rata share of 

the total underlying value).  The general idea then is to 

determine how much less than this liquidation value a stranger 

would pay to the current owner of the interest in question (i.e., 

how big a discount would be required to make a sale).   

d. This is a simplistic way of thinking about the valuation of non-

controlling, non-marketable interests in a closely-held entity, 

and it presupposes that the starting-point number does not 

already reflect lack of control, nonmarketability, or any of the 

other justifications for taking “discounts.”  

e. Estate planners who understand valuation principles as well as 

do professional appraiser can speak a different, more complex 

language with them, and reap the rewards of clearer 

communication.  Most estate planners lack this ability.  Even 

so, the expert’s precise understanding has to be translated into 

words, concepts and images that clients can understand.  After 

all, it is because of clients that these issues are relevant.  Our 

job is to help clients make informed decisions.  The simplistic 

concept of valuation discounts helps us to do that.  

f. Many courts apply a combined discount without indicating 

how much is for lack of control, lack of marketability, built-in 

gain, blockage, restrictions on transferability, etc.   

5. Lack of control (minority) discounts.  A sampling of cases in which 

the court specifically applied a relatively hefty minority discount 

might include Rakow, 77 T.C. Memo 2066 (1999) (31%); Berg, 61 

T.C. Memo 2949 (20%); Lenheim, 60 T.C. Memo 356 (20%); 

Newhouse, 94 TC #14 (35%); Campbell, 62 T.C. Memo 1514 (33%); 

Moore, 62 TCM 1128 (35%); Ward, 87 T.C. 78 (33%).   

6. Lack of marketability discounts.  The nonmarketability discount often 

is the single biggest discount.  As a “rule of thumb,” I generally think 

of 30% as the nonmarketability discount in a typical FLP context.    

a. A nonmarketability discount should apply against the value of 

both majority and minority interests.  For example, in Bennett, 

65 TCM 1816, the owner of a 100% interest was allowed a 

15% lack of marketability discount, and in Dougherty, 59 T.C. 
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Memo 772, a 100% interest was discounted 25%.  

b. Tax Court agreed with IRS’ expert on a nonmarketability 

discount of “only” 40% in  Estate of Lauder, T.C. Memo 1994-

524, and 30% in Mandelbaum v. Comm’r., 96-1 USTC (3rd 

Cir. 1996).  This last case is a must-read for anyone wanting to 

understand the nature of a nonmarketability discount and how 

the planner might structure an entity to achieve the maximum 

nonmarketability discount possible. 

c. Recent nonmarketability cases include Maggos, T.C. Memo 

2000-129 (57% controlling block of stock discounted 25% for 

nonmarketability, offsetting 25% control premium); Estate of 

Marmaduke, 78 T.C. Memo 590 (1999) (30% nonmarketability 

discount in valuing a decedent’s interest in a family-controlled 

corporation despite fact that a 20% discount had been used in 

valuing stock in the company ESOP); Borgatello, T.C. Memo 

2000-264 (83% interest in real estate holding company 

discounted 33% for nonmarketability); Klauss, T.C. Memo 

2000-191 (experts for both IRS and taxpayer agree on 30% 

nonmarketability discount); Godley, T.C. Memo 2000-242 

(20% nonmarketability discount in odorous fact pattern); 

Smith, 78 T.C. Memo 745 (1999) (35% nonmarketability 

discount); Simplot, 112 T.C. #13 (1999), rev’d at 2001-1 

USTC 60,405 (9th Cir. 2001) (nonmarketability discounts of 

35% for voting stock and 40% for nonvoting stock initially, 

much bigger discounts as result of reversal); Gross, T.C. Memo 

1999-254 (25%); Hendrickson, T.C. Memo 1999-278 (30%); 

Desmond, T.C. Memo 1999-76 (30%); Brookshire, T.C. Memo 

1998-365 (40%). 

7. Minority and nonmarketability discounts of 15% and 30%, 

respectively, produce a combined discount of about 40% (85% times 

70% is 59.5%). 

a. Depending upon the specifics of the situation at hand (e.g., 

type and design of the entity, degree of protection provided by 

local law to holders of non-controlling interests), this 40% 

“starting point” might be too high, or too low. 

b. Combined discount of 83% was upheld in an ESOP case, based 

on appraisals of Arthur Young and Price Waterhouse.  Howard 

v. Shay, 100 F.3d 1484 (9th Cir. 1996). A handful of litigated 

estate and gift tax cases have resulted in equally high combined 

discounts.  McLendon, 96-1 USTC & 60,220 (5th Cir. 1996); 
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Newhouse, 94 TC #14.  Other common discounts.  It is well 

established that a discount should be taken built-in gains.  

Welch v. Commr., 2000-1 USTC 60,372 (6th Cir. 2000); 

Davis, 110 T.C. #35 (1998); Eisenberg 155 F.3d 50 (2nd Cir. 

1998), Acq., AOD 1999-001, IRB 1999-4; Jameson, T.C. 

Memo 1999-43), blockage (Foote, TC Memo 1999-37; Auker, 

T.C. Memo 1998-185; Calder, 85 T.C. 713 (1985); Folks, T.C. 

Memo 1982-42), and security law restrictions (McClatchy, 147 

F3d 1089 (9th Cir. 1998); Bolles, 69 TC 342 (1977); Hirsch, 51 

TC 121 (1968); Husted, 47 TC 664 (1967)).  Discounts because 

of SEC Rule 144 restrictions have ranged from 20% to 60% 

(with a recent study showing an average of 21%.  

8. Uncommon discounts.  Do you really think you can hold down the 

salaries of the controlling parties?  In response to IRS assertions that 

members of the Ernest & Julio Gallo clan were overpaid as employees 

of their family-controlled corporation, the court noted,  “. . . the 

hypothetical purchaser of [the stock] would have little hope to alter the 

compensation or other expense policies of Gallo.  Earnings reflecting 

actual expenditures of funds, not expenditures that Gallo might incur if 

it were a public company, are most relevant for valuing Gallo.”  Estate 

of Gallo, T.C. Memo 1985-363.  In a recent case, the court described 

the combined discount of 42% as including a “related-party employee 

discount.”  Renier, 80 T.C. Memo 401 (2000).  If an appraiser says 

hypothetical buyers like cash flow, maybe we should put into a 

governing instrument that cash not be distributed for X years.  And if 

hypothetical buyers like partnerships with readily marketable 

securities (as opposed to less liquid assets), perhaps the partnership 

agreement should emphasize the general partner's continuing ability to 

sell all existing assets and to invest the proceeds in non-readily 

marketable securities, an active business, or any other form of 

property.  Of course, this sort of planning can raise other issues and 

should not be done by non-experts.  See, e.g., I.R.S. Tech. Adv. Mem.  

9751003 and I.R.S. Tech. Adv. Mem.  199944003; Estate of Kaufman, 

77 TCM 1779 (1999) rev’d by 2001-1 USTC 60,395 (9th Cir 2001). 

9. Discounts on discounted value.  Sometimes, it makes sense to give 

away interests in holding entities.  Generally, the combined discount 

will be at least a little bigger than would be the discount if there were 

only one entity.  Also, undivided interests in real estate generally 

warrant discounts in the range of 15 to 20%, sometimes significantly 

higher.  See, e.g., Kerr, 79 TCM 1518 (2000) (25%); Busch 79 T.C. 

Memo 1276 (2000) (10%); Brocato, T.C. Memo 1999-424 (20%); 

Williams, 75 T.C. Memo 1758 (1998) (44% discount); Furman, 75 
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T.C. Memo 2206 (1998) (40% discount; Barge, 73 T.C. Memo 2615 

(1997) (26%); Le Frak, T.C. Memo 1993-526 (30%); Cervin v. 

Commr., 2000-1 USTC 60,367 (5th Cir. 2000) (20%); Stevens, T.C. 

Memo 2000-53 (25%); See also I.R.S. Tech. Adv. Mem.  199943003 

(discount limited to the cost of partition).  For a case where the 

taxpayer failed to prove that interests were tenancies in common rather 

than joint tenancies, see Goldberg, T.C. Memo 2010-26 (February 17, 

2010). 

10. Substantial discounts.  Discounts in litigated cases often are 

substantial. 

a. When the shoe is on the other foot (i.e., a low value will result 

in a high tax) that the IRS has been known to argue for 

combined discounts of 70%.  Robertson, T.C. Dkt. #26090-95, 

26091-95 and 12782-96 (parents had paid pro rata, non-

discounted value for their daughter’s interest in the FLP.  

Among the considerations the IRS cited in arguing for a 70% 

discount were “management risk, asset risk that arise due to 

concentration of asset in one class or geographical region, 

limited cash distributions to partners, limited liquid assets for 

making distributions to partners, . . . and concentration of 

management control.”   

b. The quality of the appraiser’s credentials and work product can 

make a tremendous difference, much more so than novices 

would suspect.  Hinz, 79 T.C. Memo 1289 (2000); Kauffman, 

77 T.C. Memo 1779 (1999), rev’d at 2001-1 USTC 60,395 (9th 

Cir. 2001) (court greatly displeased with the work of the 

taxpayer’s expert which it described as “unsupported by the 

record . . . biased . . . [and] short of the standard which we 

require”). 

(1) “The valuation of property is a question of fact, and all 

relevant facts and circumstances are to be considered.  

Polack v. Comm’r, 366 F.3d 608, 613 (8th Cir. 2004), 

affg. T.C. Memo. 2002-145.  In deciding valuation 

issues, courts often receive into evidence and consider 

the opinions of expert witnesses.  Helvering v. Natl. 

Grocery Co., 304 U.S. 282, 295, 58 S. Ct. 932, 82 L. 

Ed. 1346, 1938-1 C.B. 279 (1938).  We may largely 

accept the opinion of one expert over the opinion of 

another expert, see Buffalo Tool & Die Mfg. Co., Inc. 

v. Commissioner, 74 T.C. 441, 452 (1980), and we may 
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be selective in determining which portion of an expert’s 

opinion to accept, Parker v. Commissioner, 86 T.C. 

547, 562 (1986).”  Astleford v. Comm’r, T.C. Memo 

2008-128.   

(2) A good appraiser can be extremely helpful in the pre-

planning stages, not as a member of the planning team, 

but as an expert who can explain what factors call for a 

relatively high, or low, discount.  It generally is not a 

good idea to have the appraisal done by anyone who 

regularly advocates the client’s interests (e.g., the 

client’s CPA).  This is just common sense.  We want 

and need someone who will be perceived as an 

independent expert by others.  Perception can be as 

important as reality when credibility is involved, as it is 

with appraisal work. 

(3) Credentials and reputation make a difference, as does 

experience.  Be sure to know what you are getting. 

(4) The cost of appraisals, even exceptionally good 

appraisals, has come down significantly in recent years. 

(5) As a rule, it just makes sense for the lawyer, rather than 

the client, to hire the appraiser.  Similarly, it generally 

is best to discuss the situation generally before deciding 

whether and what to request in writing.  

(6) Along these lines, be very clear about the engagement 

itself.  How detailed of a report do you want?  How 

important to you is it that a particular individual do the 

bulk of the work?  Stress and document that you want 

an independent expert, not an advocate.  That said, 

address the issue of availability and cost in the event of 

a controversy with IRS.  Also, when future gifts of 

interests in the same entity are likely, be sure to 

negotiate a significantly lower fee for “updating” the 

initial appraisal.  This can save a great deal of money. 

(7) As a practical matter, if the taxpayer has an excellent 

appraiser and detailed appraisal on his side, the IRS will 

be forced to match that firepower.  

(8) Appraisers with the best credentials and most 

experience tend to come up with the highest discounts, 
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in my experience. 

(9) Parting thoughts about the appraisal:  Bad facts plus 

good appraisal equals bad outcome.  Good facts plus 

bad appraisal also equals bad outcome.  To win, you 

need good facts and a good appraisal.  That’s just the 

way it is. 

11. PRINCIPLE #6 – Don’t take anything for granted, especially when a 

strategy seems to work illogically well (as does discount planning).  

Expect the IRS to do everything possible to discourage or foreclose 

this type of planning.  And remember that Congress could change this 

at any time.  

a. For starters, what do you do when the examining agent takes an 

unreasonable position?  The right answer, of course, is to 

“press forward.”  But that assumes a willing client.  If an 

examining agent “smells blood” (i.e., perceives a client who is 

extraordinarily anxious for the dispute to be over), the fact that 

you could win in the Tax Court will be small consolation. 

b. Increasingly, examining agents are negotiating for lower 

discounts.  Consider, for example, this typical description of a 

typical audit of a typical discount-planning strategy: “The 

decedent was terminally ill at the time he came to me for estate 

planning.  His principal asset was a considerable amount of 

undeveloped real estate.  The decedent conveyed his real estate 

to a limited partnership, receiving back a 99% limited 

partnership interest.  His brother (the decedent had no spouse 

or issue) contributed his own funds to purchase . . . the 1% 

general partnership interest.  The decedent died approximately 

six weeks after the partnership was formed.  Based upon 

appraisal, we claimed a 50% [combined] discount in the value 

of the decedent’s limited partnership interest.  The examiner’s 

initial position was a ‘take it or leave it offer’-- he would allow 

a 20% discount, or the Service would ‘go to the mat,’ claiming 

a taxable gift upon formation of the partnership.  After 

considerable haggling, the estate was settled (at the examiner’s 

level) with the allowance of a 37.5% discount.” 

c. The IRS also likes to up the stakes by asserting an 

undervaluation penalty.  See, e.g., Gow, 79 T.C. Memo 1680 

(2000) (court allowed minority and marketability discounts of 

15% and 30%, respectively, but imposed an undervaluation 

penalty on the basis of how the underlying property was 
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valued).  An extreme example of increased stakes occurred in 

Newhouse, 94 T.C. #14.  The IRS asserted civil fraud penalties 

of hundreds of millions of dollars because of values on the 

estate tax return that allegedly were unreasonably low (i.e., the 

taxpayer took too big of a discount).  Ultimately, the court 

determined that the value was actually a bit less than as 

reported! 

d. See, e.g., Elaine Hightower Gagliardi, Economic Substance in 

the Context of Federal Estate and Gift Tax: the Internal 

Revenue Service Has It Wrong, 64 MONT. L. REV. 389, (2003) 

("because tax minimization necessarily underlies each estate 

planning transfer, criteria other than intent to avoid or 

minimize tax are necessary to define economic substance in the 

estate planning context”). 

12. PRINCIPLE #7 -- Anything can be botched.  The discount-planning 

road is relatively clear, but that doesn’t mean planners can fall asleep 

at the wheel.  See, e.g., Estate of Schauerhamer, T.C. Memo 1997-242 

and Estate of Reichardt, 114 TC #9 (2000). 

a. Shepard got 25% discounts, but could have gotten more.  The 

lesson he learned the hard way is that you form the FLP, and 

then you make gifts.  The partnership interests warrant a 

discount. 

b. A careless planner might allow the table to be turned.  DiSanto, 

T.C. Memo 1999-421 (marital deduction had to reflect 

minority discount since surviving spouse disclaimed some of 

the controlling interest devised to her).  To understand just how 

illogically bad things could get if care is not exercised, imagine 

the 100% owner of a corporation who leaves equal interests to 

his wife and favorite charity.  Logically, the sum of the marital 

and charitable deductions will equal the value of the stock (i.e., 

the sum of the parts will equal the whole).  But in this case, it 

does not.  

13. The following suggestions are worth serious consideration: 

a. Make sure the clients understand how the strategy works and 

are both able and willing to do it right. 

b. Document the nontax reasons for forming the entity. 
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c. Keep enough assets outside the entity to provide for expected 

needs. 

d. Keep personal-use assets out, or provide for arms-length rent. 

e. Make no gifts of partnership interests until the partnership has 

been formed, is operating smoothly, and the donor has had 

additional time to reflect on the matter. 

f. Consider separate counsel for each group of interest holders. 

g. Consider tiered entities when appropriate. 

h. Make sure the governing instrument (e.g. partnership 

agreement) reflects the intended arrangement, and that it is 

followed precisely. 

i. Make sure all state requirements (e.g., certificates of limited 

partnership; tax licenses; registration statements; employer ID 

number; books and records; partnership accountant and 

perhaps its own lawyer) are met in a timely and complete 

manner. 

j. Don’t scrimp on the appraisals. 

k. Communicate with your appraiser before the facts have been 

carved in stone. 

l. Review the appraiser’s draft report closely for factual errors. 

m. Take everything in the right order, and document everything 

carefully. 

n. Because a chain is as strong as it weakest link, make sure that 

other members of the estate planning team understand the 

strategy and their respective roles. 

o. Make only pro rata distributions. 

p. Never use partnership funds to pay personal obligations. 

q. If possible, have the client give or sell all of his interests at 

least three years prior to death. 

r. Consider using a valuation-adjustment mechanism to reduce or 

eliminate the risk of an unwanted taxable gift. 
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s. Let donees know exactly what are their rights and 

responsibilities (i.e., put everything face-up, on top of the 

table). 

t. Consider the worst that could happen, including that values 

could drop precipitously, or that donees could exercise their 

ownership rights in ways not contemplated. 

u. Consider bringing in litigation counsel very early in the 

process. 

E. THE INTENTIONALLY INCOME TAX-DEFECTIVE TRUST.  No matter 

what specific asset is given and whether or not the trustee is “friendly,” it may 

make great sense to use an intentionally defective irrevocable trust (IDIT).   

EXAMPLE:  Assume a one-time $1 million gift plus:  (1) a grantor and a 

beneficiary who both are in a 40% state and federal combined income-tax 

bracket, (2) an income tax-defective trust that is not estate tax-defective (i.e., 

an IDIT), (3) annual trust income of 6%, all of which is accumulated and 

reinvested each year, and (4) a state and federal combined estate-tax bracket 

of 50%.  Given these parameters, a one-time gift of $1 million will generate 

“additional” estate tax savings of $12,000 if the grantor dies after one year. 

1. This amount is calculated by taking 50% of $24,000, the amount of 

income taxes paid by the donor on trust income (40% x 6% x $1 

million).  Using this same approach, the savings grow to more than 

$441,427 if the donor lives 20 more years.  That works out to 

$201,291 in 2009 dollars (assuming 4% annual inflation).  These 

savings are over and above the tax savings that result from annual 

exclusions, shift of post-gift income and appreciation, minority and 

other discounts, etc.   

2. Since these savings technically are not enjoyed immediately, it makes 

sense to discount them into present values to get a sense for whether 

they are big enough to warrant the complexity, uncertainty, and cost of 

this approach.  Some people argue that the same 6% that was assumed 

in generating the future savings should be used to calculate present 

values.  I prefer a rate equal to an estimated rate of inflation, the theory 

being that the only adjustment that should be made for this specific 

purpose is one for the reduced buying power of future dollars.  That 

seems appropriate here since there really is no opportunity cost when 

the grantor and the trust are considered together. 
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Assumed Time 

Span 

Estate Tax 

Savings@ 50% 

Present 

Value@ 4% 

 10 years $158,169 $106,923 

 20 years $441,427 $201,291 

 30 years $948,776 $292,223 

 40 years $1,857,142 $386,286 

 50 years $3,484,027 $491,248 

3. There are numerous ways to make an irrevocable trust income-tax 

defective without thereby rendering it estate-tax defective.  See e.g., 

Stephen R. Akers, Carlyn S. McCaffrey & Diana S.C. Zeydel, 

Planning with Grantor Trusts—Structuring a Grantor Trust to 

Maximize the Benefits and Minimize the Risks, 2007 ACTEC Fall 

Meeting; Samuel A. Donaldson and M. Read Moore, The Expanded 

Role of (Defective) Grantor Trusts, ALI-ABA Advanced Estate 

Planning Techniques, Course SM066, February 2007; Stephen R. 

Akers, Carlyn S. McCaffrey & Diana S.C. Zeydel, Planning with 

Grantor Trusts—Structuring a Grantor Trust to Maximize the Benefits 

and Minimize the Risks, 2007 ACTEC Fall Meeting. 

a. Non-adverse, non-independent party as trustee can make 

distributions based on standards that are not “reasonably 

definite.”  § 674. 

b. Grantor or non-adverse party has power to enable the grantor to 

borrow trust assets without adequate security (unless the 

instrument grants such a lending power in general).  § 675(2). 

c. Grantor has actually borrowed trust funds and not repaid them 

prior to the end of the year.  Section 675(3).  Under the 

reasoning of Mau v. U.S., 355 F. Supp 909 (D. Haw. 1973) and 

Rev. Rul. 86-82, the trust arguably would be defective for the 

entire year if the grantor borrowed all the corpus for a single 
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day at any point of the year.  

d. Grantor or anyone else acting in a non-fiduciary capacity can 

reacquire trust property by substituting property of equivalent 

value without the approval or consent of any person acting in a 

fiduciary capacity.  § 675(4)(C). 

e. Trustee has power to distribute trust income to the grantor’s 

spouse.  § 677(a)(2). 

f. Non-adverse trustee has power to add beneficiaries.  § 674(c).   

g. In many situations, it will be important that the trust be 

defective as to principal as well as income.  So, for example, if 

the trust is made defective by giving a non-adverse trustee 

power to add beneficiaries, it should include power to add 

beneficiaries who can receive distributions of both income and 

principal.  See Reg. 1.671-3(b)(3).  This is one reason why 

many practitioners like to use § 675(4)(C) powers, although not 

necessarily exclusively.  See Reg. 1.671-3(b)(3)(last sentence) 

and 1.675-1(b)(4)(iii).   

(1) Interestingly, in Rev. Proc. 2007-45 the IRS uses a 

675(4)(C) power in its sample grantor charitable lead 

annuity trust.   

(2) I personally like to use 675(4)(C) in conjunction with at 

least one other provision to make the trust defective. 

(3) According to the IRS:  “A grantor's retained power, 

exercisable in a non-fiduciary capacity, to acquire 

property held in trust by substituting property of 

equivalent value will not, by itself, cause the value of 

the trust corpus to be includible in the grantor's gross 

estate under §2036 or 2038, provided the trustee has a 

fiduciary obligation (under local law or the trust 

instrument) to ensure the grantor’s compliance with the 

terms of this power by satisfying itself that the 

properties acquired and substituted by the grantor are in 

fact of equivalent value, and further provided that the 

substitution power cannot be exercised in a manner than 

can shift benefits among the trust beneficiaries. . . .  A 

substitution power cannot be exercised in a manner that 

can shift benefits if: (a) the trustee has both the power 

(under local law or the trust instrument) to reinvest the 
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trust corpus and a duty of impartiality with respect to 

the trust beneficiaries; or (b) the nature of the trust’s 

investments or the level of income produced by any or 

all of the trusts’ investments does not impact the 

respective interests of the beneficiaries, such as when 

the trust is administered as a unitrust (under local law or 

the trust instrument) or when distributions from the 

trust are limited to discretionary distributions of 

principal and income.”  Rev. Rul. 2008-22, 2008-16 

I.R.B. 796. 

(4) On this issue, see also Jordahl v. Comm’r, 65 T.C. 92 

(1975) acq., 1977-1 C.B. 1. 

h. Other powers, such as power to pay premiums on a policy 

insuring the grantor’s life, include some uncertainty.  For 

example, although § 677(a)(3) seemingly makes such a trust 

defective for income tax purposes whether or not any such 

premiums are actually paid, cases decided under an earlier 

version of this rule held that the grantor was taxable only on 

the amount of trust income that could properly be paid for 

premiums on existing polities (i.e., the excess of trust income 

over the amount of such premiums were not taxable to the 

grantor).  See, e.g., Rand, 40 B.T.A. 233 (1939), acq., 1939-2 

C.B. 30, aff'd, 116 F.2d 929 (8th Cir. 1941); Iversen, 3 T.C. 

756 (1944); Weil, 3 T.C. 579 (1944), acq., 1944 C.B. 29; and 

Moore, 39 B.T.A. 808 (1939), acq., 1939-2 C.B. 25. Cf. Treas. 

Reg. §1.671-3(b).  The IRS changed its position.  See, e.g., 

I.R.S. Priv. Ltr. Ruls. 8852003, 8126047, 8118051, 8112087, 

8103074, 8014078, and 8007080.  But the IRS announced in 

1981 that it would no longer rule of the issue.  Rev. Proc. 81-

37. 

i. Some practitioners are wary of using § 677(a)(1) because it 

only works as long as there is a spouse to whom distributions 

could be made, and because the IRS might argue that such 

distributions could be used to discharge the grantor’s support 

obligation causing inclusion in the grantor’s gross estate under 

§ 2036.  Some practitioners “solve” the problem by specifically 

prohibiting any such application of trust funds.  

j. If § 675(2) is relied upon, it may be desirable to require that 

any such unsecured loan be at an interest rate that compensated 

the trust for any significant risk. 
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4. At one time the IRS refused to issue rulings unless the trust instrument 

required the trustee to reimburse the grantor for income taxes paid on 

trust income.  I.R.S. Priv. Ltr. Ruls. 9504021 and 9444033. 

a. This position was sharply criticized by numerous 

commentators.  “These conclusions are clearly contrary to the 

Code and are not supported by either regulation or case law.  A 

grantor who pays income taxes he or she is required to pay 

under the grantor trust rules is simply discharging a personal 

obligation imposed by the federal income tax law.  This 

obligation was never an obligation of the trust.  Consequently, 

it cannot be treated as a direct or indirect transfer to the trust.”  

62 NYU INST. ON FED. TAX. Ch. 27 (2004);  See also Plaine & 

Siegler, TAX NOTES, March 27, 1995, p. 1998; ABA Section of 

Real Property, Probate & Trust Law, BNA Tax MANAGEMENT 

REPORT, June 12, 1995, p. 837; Huffaker, Kessel & Sindon, 

JTAX, April 1995, p. 202; Kasner, TAX NOTES, February 20, 

1995, p. 1171.   

b. In Revenue Ruling 2004-64, the IRS discussed the gift tax 

consequences when the grantor of an IDIT pays the income tax 

attributable to trust income.  The Ruling also addressed the 

estate tax consequences when the provisions of the trust 

instrument require or grant the trustee discretion to reimburse 

the grantor from the trust for the income tax paid by the 

grantor.  The IRS held: (1) The grantor’s payment of the 

income tax liability does not constitute a gift for federal gift tax 

purposes; (2) If the trust instrument requires a grantor trust to 

reimburse the grantor for the amount of the income tax payable 

by the grantor, the trust assets are includable in the grantor’s 

estate as a prohibited retained interest under section 2036; and 

(3) The trustee’s discretion granted under the trust instrument 

to reimburse the grantor for the amount of the income tax 

payable by the grantor attributable to the trust's income is not 

by itself a prohibitive power under section 2036 (but could be 

if applicable state law subjects the trust assets to the grantor's 

creditors).  Accordingly, the trust document should not require 

reimbursement to the grantor, and state law should be carefully 

reviewed before granting the trustee the discretion to reimburse 

the grantor for the income tax liability attributable to the trust 

income.  

F. THE INTENTIONALLY INCOME TAX-DEFECTIVE GST-EXEMPT 

TRUST.  If a time span of up to fifty years in the preceding section seems 
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unrealistic, bear in mind that this planning might extend beyond just one life. 

1. Assume, for example, a trust that will be excluded not only from the 

settlor’s gross estate, but also from the gross estate of the settlor's 

descendents.  Assume further that the settlor’s GST exemption is used 

so that the trust has an inclusion ratio of 0.  Finally, assume that after 

the settlor has died the settlor's child will be the deemed owner of trust 

property for income tax purposes.  Such a strategy easily could last 50 

or more years.  Perhaps even “forever,” in a state that has abolished 

the Rule Against Perpetuities. 

2. QSSTs are allowed to hold stock in an S corporation. 

3. It also might be possible to make § 678 apply by giving the beneficiary 

a power to withdraw all income, limited by an ascertainable standard. 

a. §§ 2041 and 2514 a power that is limited by an ascertainable 

standard (e.g., health, education, maintenance and support) is 

not a general (i.e., taxable) power of appointment.  § 678 

contains no such exception. 

b. That code section does specify that certain contingencies are to 

be ignored, such as the requirement of giving notice, but it is 

silent on the effect of other types of contingencies, such as the 

need to satisfy an ascertainable standard. 

(1) Compare what § 678(a)(1) says (“A person other than 

the grantor shall be treated as the owner of any portion 

of a trust with respect to which...such person has a 

power exercisable solely by himself to vest the corpus 

or the income therefrom in himself . . . .”) with United 

States v. De Bonchamps, 278 F. 2d 127, 130 (9th Cir. 

1960) where the beneficiary was not taxed on trust 

income because his right to consume principal and 

income was limited by an ascertainable standard.  See 

also Funk, 185 F.2d 127 (3rd Cir. 1950); Koffman v. 

United States, 300 F.2d 176 (6th Cir. 1962); Security-

First National Bank v. United States, 181 F. Supp. 911 

(S.D. Cal. 1960); Smither v. United States, 108 F. Supp. 

772 (S.D. Tex. 1952); and Eva V. Townsend, 5 T.C. 

1380 (1945).   

(2) Some commentators think the above-cited cases are 

wrong.  “[I]t would appear that a beneficiary serving as 

sole trustee who has power to pay trust assets to himself 
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is going to be deemed the owner of those assets under 

section 678, even if the power is limited by an 

ascertainable standard, unless (presumably) the 

standard is not met because the individual has no power 

to distribute the property to himself if the standard is 

not met.”  Choate, “When Can a Beneficiary be Named 

as Trustee,” The Southern California Tax & Estate 

Planning Forum, Workshop #5, page 8 (10/26-28/00).  

See also Amy Hess,  

(3) Choate offers this example: “Mary is the sole trustee of 

a trust created by her late father.  The trust provides that 

she can withdraw income to pay for her support in the 

standard of living to which she was accustomed at the 

time of here father’s death, and income not so 

withdrawn is added to principal, which she does not 

have the right to withdraw.  Her support costs $60,000 

per year.  The trust’s income is $20,000 per year.  Even 

though she does not withdraw the trust income, it would 

appear that she is taxable on it under section 678.”  Id. 

(4) See also, I.R.S. Priv. Ltr. Rul. 8211057 where the IRS 

ruled that a trustee-beneficiary who could invade 

principal in her “sole discretion to provide for [her] 

support, welfare, and maintenance” had a 678(a) power. 

4. Another argument involves use of a 5 & 5 power payable first out of 

income.  At a minimum, this can work over time.  See, e.g., I.R.S. 

Priv. Ltr. Ruls. 200022035 where the beneficiary was treated as the 

owner for income tax purposes with respect to a portion of the trust 

with respect to which she held a “five or five” power of withdrawal. 

a. The basic idea is that the beneficiary will have unfettered 

access to 100% of trust income in any particular year 

(assuming that the actual rate of return on investment of trust 

assets does not exceed 5%), but not ever have a power to 

withdraw an amount that exceeds 5% of trust corpus.  

b. This is trickier than it might initially sound and is not for 

novices.  For example, some commentators question the IRS’s 

interpretation of section 678 as it relates to lapsed powers of 

withdrawal.  See, e.g., Covey, “CPE Estate Planning Update,” 

(Nov/Dec 2000) (I.R.S. Priv. Ltr. Rul. 200022035 may not be 

correct “since section 678 mentions releases but not lapses”). 
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5. See generally, Jonathan G. Blattmachr, Mitchell M. Gans and Alvina 

H. Lo, A Beneficiary as Trust Owner: Decoding Section 678, ACTEC 

J., Fall 2009. 

6. Perhaps a corporation or some other perpetual entity, rather than a 

mere mortal, can serve as settlor of the income tax-defective trust. 

G. SALES TO INTENTIONALLY DEFECTIVE IRREVOCABLE TRUSTS 

(IDITs). 

1. It can be attractive to sell assets to an IDIT, perhaps on the installment 

basis, or for a self-canceling installment note (SCIN).  See generally, 

Samuel A. Donaldson and M. Read Moore, The Expanded Role of 

(Defective) Grantor Trusts, ALI-ABA Advanced Estate Planning 

Techniques, Course SM066, February 2007; Margorie J. Stephens, 

Advanced Transfer Techniques, ALI-ABA Course of Study SP001 

(July 2008); Dennis I. Belcher, GRATs and Other Lifetime Gifting 

Techniques, ALI-ABA Sophisticated Estate Planning Techniques, 

SL023 (September 2005); Mulligan, “Sale to a Defective Grantor 

Trust: An Alternative to a GRAT,” 23 EST. PLAN. 1 (January 1996).  

a. A sale to a defective trust may or may not be more attractive 

than a GRAT in any given situation.  Here are ways in which a 

sale to an IDIT can be the better approach: 

(1) The AFTR (.69% in December 2009 for a 3-year note) 

may be significantly lower than the Section 7520 rate 

(3.2% in December 2009).  This generally makes it 

possible to shift a larger amount of future total return.  

Rev. Rul. 2009-38. 

(2) There is more flexibility when structuring the debt 

instrument (e.g., there is no requirement of fixed 

payments on fixed dates, and payments need not 

include a “principal” component). 

(3) With an IDIT, the GST exemption can be allocated at 

the front end of the transaction, as opposed to GRATs 

where the allocation cannot be made until the end of the 

GRAT term. 

(4) GRATs work only if the grantor outlives the term of the 

GRAT. 

b. GRATs can work better when, for example, there is concern 
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about a possible inadvertent gift. 

(1) A zeroed-out GRAT does not involve a taxable gift 

even if the contributed asset turns out to have been 

undervalued.  This is because the remainder interest can 

depend on the finally determined value of the 

contributed asset.  This can be a godsend when the 

contributed asset is particularly difficult to value (e.g., 

an interest in a closely held entity). 

(2) But it may be possible to achieve a similar result with 

IDITs using a value-adjustment formula. 

c. The note’s FMV would arguably be includable in the seller’s 

gross estate in the case of a sale to a defective trust (even 

though the face amount is generally treated as the FMV at the 

time of the sale for gift tax purposes).  Frazee, 98 TC. 554 

(1992); I.R.S. Priv. Ltr. Rul. 9535026.  With GRATs, § 2036 

will typically result in inclusion of the entire trust estate. 

d. The IRS might argue that gain on the note must be recognized 

at some point in time, perhaps when the trust ceases to be a 

grantor trust.  This generally would not be a threat with 

GRATs.  “The topic involved in I.R.S. Tech. Adv. Mem. 

200010010 (and the identical I.R.S. Tech. Adv. Mem. 

200010011 and 200011005) potentially has a much broader 

significance than the particular context in which it arose. 

Basically the issue is the proper income tax treatment when 

defective grantor trust status terminates, or when capital gain 

property transferred to a defective grantor trust is distributed 

out of the trust. Unlike the situation in the Memorandum, this 

probably is of greater interest to planners whose clients have 

experimented with sales to intentionally defective grantor 

trusts, and it also may apply when either a GRAT or a QPRT 

terminates. The conclusion reached in these Memoranda 

probably indicates just one of several approaches the 

government might pursue in those cases.”  Recent Wealth 

Transfer Tax Developments, 53-12 USC Law School Inst. on 

Major Tax Planning 1213 (2001). 

e. A note can be more back-end loaded than can a GRAT.   

f. GRATs are grounded in a statute (Section 2702) whereas sales 

to defective trust are not.  
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g. Reg. Sec. 25.2702-3(d) requires that the trust instrument must 

prohibit the trustee from issuing a note, other debt instrument, 

option, or other similar financial arrangement in satisfaction of 

the annuity obligation.  The IRS is concerned about any 

arrangement that has the “effect of delaying payment.”   

h. Regarding the valuation of annuity interests upon the grantor’s 

death (i.e., GRATs, GRITs, GRUTs, CRUTs, QPRTs, and 

PRTs), the IRS uses 2036 rather than 2039.  Reg. 20.2036-

1(c)(2) and 20.2039-1(e)(1).  The amount includible in the 

gross estate is the annual annuity divided by the § 7520 rate at 

the decedent’s death, or on the alternative valuation date, if 

elected (basically, the amount of principal needed to produce 

the required annuity). 

2. Perhaps unexpected gifts can be avoided by using a value-adjustment 

formula.  See, e.g., Estate of Christiansen, 130 T.C. 1 (2008); McCord 

v. Comm’r, 120 T.C. 358 (2003), rev’d on other grounds, 461 F.3d 

614 (5th Cir. 2006); McCaffrey, “Tax Tuning the Estate Plan by 

Formula,” 33 U. Miami Inst. Est. Plan. (1999); Trapp, “Thinking 

About Valuation Adjustment Clauses,” 1999 ACTEC Annual Meeting 

Materials, Hot Topics, p. HTII-9-JMT.  Christiansen is very 

encouraging: “This case is not likely to stop the government’s 

challenge . . . , although it likely will empower planners who have 

been on the sidelines regarding this form of planning prophylaxis.”  

Jeffrey N. Pennell, Recent Wealth Transfer Developments, 2009 

Hawaii Tax Institute, p. 6. 

3. IRS ruled that a formula clause failed to prevent imposition of a gift 

tax on the transfer of partnership interests where the number of units 

going to the donor’s children and to a named charity depended upon 

final values and a formula that was intended to remove the IRS’ 

incentive to question value.  By the time of the audit, the charity had 

been bought out.  FSA 200122011.   

4. There also is considerable case law on adjustment clauses in the 

context of a sale.  This works like price-adjustment clauses were 

intended to work.  See e.g., Comm’r. v. Procter, 142 F.2d 824 (4th Cir. 

1944); Harwood, 82 T.C. 239 (1984); Ward, 87 TC 78 (1986); Rev. 

Rul. 86-41, 1986-1 CB 300; McKlendon, T.C. Memo 1993-459.  

Compare King v. U.S., 545 F.2d 700 (10th Cir. 1976). 

H. THE WELL-TIMED BUYBACK.  Just maybe we can have our cake 

(stepped-up basis) and eat it too (enjoy the estate tax savings made possible by 

gifts).  Because the settlor of a completely income tax-defective trust (IDIT) is 
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treated as owner of trust property for all income tax purposes, a sale of 

property from the trust to the settlor is not really a sale for income tax 

purposes.  Rev. Rul. 85-13, 1985-1 C.B. 184; see also Rev. Rul. 2007-13, 

2007-1 C.B. 684, and Chief Counsel Advice 200923024.  Accordingly, the 

settlor cannot take a cost basis in such a situation, at least not according to the 

IRS, and that’s fine with me. 

1. The IRS says the settlor who buys the low-basis asset from the 

completely income tax-defective trust must take the trust's low basis.  

But the trust now has the proceeds of the sale, perhaps in the form of 

cash.  Assuming simplistically that the trust then terminates, the donee 

receives property (i.e., cash) with what might loosely be described as a 

stepped-up basis.  Assuming the settlor hangs onto the low-basis asset 

until death, it can receive a stepped-up basis at the settlor’s death. 

2. If cash is not available, consider using third-party financing. 

3. IRS seemingly does not like the idea of a buyback from a defective 

trust.  For example, QPRTs created after May 16, 1996 must 

specifically prohibit the buyback of a personal residence.  Reg. Sec. 

25.2702-5(b)(1), (c)(9). 

4. In a series of PLRs, the trustee of GRAT consisting of low-basis stock 

in a family corporation made annuity payments using borrowed 

money.  (The trustee of the GRAT was the grantor’s brother and the 

indirect source of the borrowed funds.)  According to IRS, the 

GRAT’s grantor will have to recognize gain upon the termination of 

the GRAT, equal to the excess of trust debt over the trust’s basis in the 

stock, since the stock was used as collateral to borrow money that he 

will never have to repay (i.e., the obligations pass to the 

remaindermen, along with the stock).  The grantor of a GRAT is 

deemed for income tax purposes to have sold property to the 

remaindermen for an amount equal to the debt balance as of the 

termination of the GRAT.  The facts of these rulings are a bit unusual, 

but some practitioners worry about the same principles being applied 

when a defective trust ceases to be defective (e.g., at the grantor’s 

death).  I.R.S. Priv. Ltr. Ruls. 200010010, 200010011, 200011005.  

See also I.R.S. Priv. Ltr. Ruls. 200846001, 200919027, 200920032, 

200730002 and 9116009, Rev. Rul. 2008-22, 2008-1 C.B. 796, and 

Chief Counsel Advice 200923024. 

I. GRANTOR-RETAINED ANNUITY TRUSTS (GRATs).  Donors who have 

used up their exemption and don't want to incur gift taxes might like a formula 

annuity (i.e., the annuity is a percentage of the property's FMV, as finally 

determined for tax purposes).  
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1. The IRS fought the concept of a zeroed-out GRAT for many years.   

Everything changed with the Walton case. 

a. The Tax Court, in a unanimous reviewed opinion, invalidated 

example 5 of regulation 25.2702-3(e).  As a result, the retained 

interest in a GRAT can be valued as an annuity for a specified 

term of years, rather than as an annuity for the shorter of a term 

certain or the period ending on the grantor’s death (i.e., the 

court treated what was retained as a single, non-contingent 

annuity interest payable for a specific term of years to an 

undifferentiated unit consisting of the grantor and the grantor’s 

estate).  The taxpayer had put about $200 million of Wal-Mart 

stock into two GRATs, each of which provided for a first year 

payment of 49.37% and a second-year payment of 59.22%.  

The IRS wanted the gift to be pegged at $3.8 million.  But the 

court found it to be worth only $6,195.  Walton, 115 T.C. 589 

(2000). 

(1) This was a bit surprising in light of a decision earlier in 

the year regarding a similar issue.  The tax court held 

that spousal interests in GRATs are not fixed and 

ascertainable at inception and therefore are contingent.  

Also, these retained interests could extend beyond the 

shorter of a term of years and the period ending with 

the grantor’s death.  Accordingly, the retained interests 

had to be valued as single-life annuities.  According to 

the court, Congress enacted a statute that would deter 

abuse by making unfavorable assumptions regarding 

certain retained rights:  “This congressional purpose is 

advanced by a rule which ensures that only value that is 

fixed and ascertainable at the creation of the trust, and 

therefore is not contingent, may reduce the value of the 

gift of the remainder.”  Cook, 115 T.C. #2 (2000). 

(2) The IRS subsequently acquiesced in the Walton 

decision, and new regulations permit taxpayers to treat 

unitrusts as retained interest annuity payments that 

continue to be paid to their estates if they die during the 

term of the trust.  Prior to the promulgation of that 

regulation, however, the IRS opined that GRAT 

arrangements in which "the value of the remainder 

interest (and thus, the amount of the gift) is zero or of 

nominal value [are] contrary to the principles of § 

2702."  I.R.S. Tech. Adv. Mem.  2002-45-053 (Nov. 8, 
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2002).  So maybe the IRS is not yet finally convinced 

that zeroed-out GRATs necessarily work. 

(3) Practitioners and commentators seem now simply to 

assume that zeroed-out GRATs are possible.  See, e.g., 

Dunn, “Coming to the Wal-Mart Near You:  Tax-free 

GRATs,” 140 Trusts & Estates 10-14, 63 (April 2001). 

2. GRATs can be drafted so that if the IRS successfully questions the 

property’s FMV as reported, the annuity automatically adjusts, to 

avoid an unwanted gift (i.e., what starts out as “zeroed-out” stays 

“zeroed-out,” regardless of any change in the value of the contributed 

asset). 

3. Some estate planners reportedly use a valuation-adjustment formula in 

the funding of a self-adjusting GRAT. 

4. When it comes to GRATs, more is better than less (regarding the 

number of GRATs used by a particular client), and short is better than 

long regarding the terms of the GRATs.  And the ideal corpus is 

volatile from a valuation standpoint.  Circumstances vary.  Others have 

funded GRATs with an untested race horse and a business that might 

or might not be about to go public. 

5. Consider this impractical but helpful example: GRAT #1 goes long in 

the Argentina Aggressive Investments Fund, and GRAT #2 goes short 

in the same fund.  We would never do this in the real world, but 

thinking about it helps us understand how volatility can work to our 

advantage when using zeroed-out GRATs. 

6. A more realistic example is a dozen two-year GRATs, each of which 

invests in a single segment of a relatively conservative market (e.g., 

manufacturing, oil, chemicals, etc, in the S&P 500).  

J. QUALIFIED PERSONAL RESIDENCE TRUSTS (QPRTs).  These so-called 

house GRITs enable donors to transfer an interest in a personal residence to a 

donee at a discounted value (i.e., the house’s value minus the value of a 

retained use interest). 

1. Regulations require a trust provision prohibiting “buybacks,” but not 

“leasebacks.” 

2. I.R.S. Priv. Ltr. Ruls. in this area tend to be comforting.  For example, 

in one relatively recent ruling a married couple severed a tenancy by 

entirety (TE) just prior to forming two QPRTs.  The reason was to 
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qualify for undivided-interest discounts.  At the end of the 20-year 

terms, the house will stay in trust but the couple will have no interests 

in the trusts.  A leaseback at that time should be okay, as long as fair 

market rent is paid.  See I.R.S. Priv. Ltr. Ruls. 9829044 and 

200825004.  

3. Retention of a formal option to leaseback property should not cause 

QPRTs to fail to satisfy requirements of Reg. 25.2702-5(c).  See I.R.S. 

Priv. Ltr. Ruls. 199931028 and 200039031. 

K. OLD-TIME GRITS.  Sec. 2702 only applies when the donee is a member of 

the donor’s “family.”  

1. So clients who do not have children of their own might be good 

candidates for an old-time GRIT.   

2. The basic idea here is to retain the right to income, but with the 

expectation of actually receiving less income than was assumed when 

calculating the size of the gift. 

3. This can work, but not if pushed too far (i.e., the “pig theory”).  See 

O’Reilly, 95 TC 646 (1990), reversed at 973 F.2d 1403 (8th Cir. 

1992), remand decision at T.C. Memo 1994-61 (valuation tables could 

not be used in the case of a closely held corporation with a history of 

minimal dividends). 

4. But the result should be different if the GRIT beneficiary has a power 

to make the trust assets productive consistent with income-yield 

standards under applicable state law.  See, e.g., Saltzman, T.C. Memo 

1994-641.  

5. Unlike GRATs, GRITs can include a commutation power because 

GRITs are not subject to the special valuation rules of  

§ 2702.  This can be quite helpful in case the settlor’s health gets bad 

during the term of the GRIT. 

L. CHARITABLE REMAINDER TRUSTS (CRTs).  The classic fact pattern for 

these involves a charitably inclined client who has a greatly appreciated, low-

yielding asset, and a desire to convert that, tax-free, into a well-diversified, 

higher-yielding investment portfolio.  Clients who don’t want the gift to 

charity to diminish the value of what will pass to their children or other loved 

ones, sometimes set up an irrevocable life insurance trust (ILIT) at the same 

time.  This is referred to as a “wealth replacement” plan.  Life insurance 

salespeople love it. 
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1. Of course, if the client dies prematurely, the life insurance component 

works out real well. 

2. The CRT and ILITs should be evaluated separately.  It confuses the 

issues to consider them as a single package. 

3. The classic situation where the package makes sense is where the 

donor is putting the bulk of his or her estate into the CRT, and is 

expecting to build up an estate for the kids out of “excess” 

distributions from the CRT.  In such cases, a premature death 

otherwise would result in no estate for the donor’s children or other 

loved ones. 

4. In any event, clients should know that they can keep the power to 

change the identity of the ultimate charitable taker.  The charity that 

introduced the client to the concept of a CRT might forget to mention 

that this option exists. 

5. Also in any event, the planner must keep in mind that these are not 

simple arrangements.  Novices need to approach them with extreme 

caution.  See, e.g., Newhall Unitrust, 104 T.C. 241, aff’d, 105 F.3d 482 

(1995) (partnership income was UBTI, which caused the trust to be 

taxed on all its income; charitable trusts are exempt from tax “unless 

such trust, for such year, has unrelated business taxable income”). 

M. MATCHMAKING SERVICES.  Remember the “mismatch” noted at the 

beginning of this outline?  Consider steps to reduce it. 

1. Consider asking the kids (or whomever ultimately will benefit 

financially from tax-minimization planning) to pay the out-of-pocket 

costs.  It makes no sense on paper, but might make the difference on a 

psychological level. 

2. Once the psychological barrier has been scaled, the “payment” could 

be structured as a loan rather than gift. 

3. Or perhaps the fees (plus interest, of course) could be payable by the 

client’s estate.   

4. The primary point of raising these semi-serious possibilities is to 

emphasize the need to identify and then minimize the client’s sacrifice.  

Whenever I hear an estate planner say that few of his wealthy clients 

are willing to make substantial gifts, I assume that the conversations 

focused more on tax-minimization than on sacrifice-minimization. 
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VI. TALKING TO CLIENTS ABOUT SACRIFICE-

MINIMIZATION 

A. Determine the client's level of motivation to minimize estate taxes. 

1. Try to quantify the eventual cost of doing nothing. 

2. Keep it simple, at least initially. 

a. “Would you be willing to make some level of sacrifice if it 

would save a substantial amount of estate taxes?” 

b. “Bear in mind, you're the one who will have to make the 

sacrifices but it's the kids who will benefit.” 

B. Carefully explain why you will be talking about gifts. 

1. Draw a picture and label the “cracks.” 

2. Jot down key concepts (e.g., “Gifts save estate taxes.”). 

3. Make clear (as you’re doing this) that your goal is to help them make 

informed decisions -- not to talk them into making gifts. 

C. Emphasize that gifts require sacrifice. 

1. Less control. 

2. Less cash flow. 

3. Etc. 

D. Show how creative planning can reduce these sacrifices without necessarily 

reducing the projected tax savings. 

1. Control an entity and you control its assets and activities. 

2. Retain the ability to borrow cash and you retain liquidity. 

3. Etc. 

E. It all comes down to balancing the projected tax savings against the sacrifices 

inherent in making the proposed gifts. 

F. You cannot say too often that the perfect estate plan is whatever the client 

wants to do after hearing his options. 
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G. Remember always that in the eyes of clients, estate-tax minimizers are 

working for others.  Sacrifice minimizers work for them. 

 

ASSET PROTECTION PLANNING 

VII. OVERVIEW OF ASSET PROTECTION PLANNING 

A. Some people think of APP as a “no-brainer.”  Others think of it as little more 

than the hiding of assets from existing creditors. 

1. They picture secret offshore trusts and morally challenged settlors. 

2. And they think of the adviser’s participation as unethical and 

foolhardy, and maybe even criminal. 

B. Neither of these extreme views is totally correct.  APP can be legal, ethical, 

and moral.  But there are limits beyond which no one should go … but some 

do.   

1. Like most things in life, APP can be abused.  See, e.g., Harrison v. 

Lambert, 2004 Cal. App. Unpub. LEXIS 4983 (Cal. App. Ct. 2004) 

(man accused of 29 counts of drugging, kidnapping, and raping nine 

women transferred his assets to offshore trusts on same day one of the 

victims won a court award against him); Barmes v. IRS, 93 AFTR2d 

1788 (DC Indiana 2004) (business owners transferred assets to 

offshore trust and then stopped paying federal employment taxes); 

Nastro v. D’Onofrio, 263 F. Supp. 2d 446 (Conn. 2003) (assets 

transferred to offshore trust two weeks after $2 million judgment 

entered against the transferor for misappropriating corporate funds). 

2. A common definition of APP—planning to protect a client’s assets 

from potential creditor claims—is at least superficially similar to the 

definition of a fraudulent transfer in some states—any transaction by 

means of which the owner of property has sought to place such 

property beyond the reach of creditors.  See Henry Lischer, 

Professional Responsibility Issues Associated with Asset Protection 

Trusts, 39 REAL PROP. PROB. & TR. J. 561 (Fall, 2004) (it’s hard to call 

something asset protection, and then claim that it was not done to 

defraud, hinder or delay creditors). 

3. Aiding an effort to delay, hinder, or defraud a client’s existing or 
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foreseeable creditors can result in professional discipline.  See, e.g., 

Kleinfeld and Orofino, Nailing the Lawyer for His Debtor-Client’s 

Sins, Trusts & Estates, p. 36 (Nov. 2005); In re Whitbeck, 727 

N.Y.S.2d 414 (Sup. Ct. 2001) (attorney suspended for four years for 

participating as general counsel in transfer of property to debtor-

corporation’s parent in anticipation of creditor claims); Florida Bar v. 

Klein, 774 So. 2d 685 (Fla. 2000) (attorney disbarred for multiple 

violations that included transferring assets from one organization to 

another in an attempt to protect them from the debtor-corporation’s 

creditors); Cincinnati Bar Ass’n v. Wallace, 700 N.E.2d 1238 (1998) 

(attorney reprimanded publicly because of her role potentially 

fraudulent transfer and misleading discovery responses even though 

the creditor received full payment); Florida v. Cohen, 534 So.2d 392 

(Fla. 1988) (attorney suspended 91 days for his role in dishonest 

attempt to make his client appear judgment-proof); In re Kenyon and 

Lusk, 491 S.E.2d 252 (So. Car. 1997) (lawyer suspended indefinitely 

for his role in a fraudulent attempt to protect property from creditors); 

In re Hockett, 734 P.2d 877 (Or. 1987) (attorney suspended for 63 

days in part for helping clients protect assets from ex-husbands’ 

creditors using “connived” divorce settlements to transfer assets to ex-

wives); See also, Pepper, “Counseling at the Limits of the Law,” 104 

YALE L.J. 1545 (1995); Connecticut Informal Opinion 91-23 (“a 

lawyer may not counsel or assist a client . . . using means that have no 

substantial purpose other than to . . . delay or burden third parties”); 

California Ethics Opinion 92-0005 (asset protection is unethical when 

it involves a fraudulent conveyance). 

4. There also is a possibility of civil liability: ten states have recognized 

theories of recovery whereby disappointed creditors can collect from 

the debtor’s advisers, such as “conspiracy to fraudulently convey 

property.”  Twelve states have declined to do so, and the rest do not 

have clear precedents.  See e.g., Harrison v. Lambert, 2004 Cal. App. 

Unpub. LEXIS 4983 (Cal. App. Ct. 2004) (creditor seeking damages 

from debtor’s adviser for intentional interference with prospective 

economic advantage and for unfair business practice); Freeman v. First 

Union National Bank, 865 So.2d 1272 (Fla. 2004) (although Florida’s 

fraudulent transfers law does not create a cause of action for damages 

against an aider or abettor to a fraudulent transaction, the court left 

open the possibility of liability or direct causes of action against 

attorneys who assist in improper APP); 1994 Land Fund II v. Ramur, 

2001 WL 92696 (Tex. Ct. App. 2001) (civil conspiracy theory 

recognized as arising from fraudulent transfer); Stephens v. Johns, 757 

So.2d 416 (Ala. 2000) (civil conspiracy theory recognized as arising 

from fraudulent transfer); Monastra v. Konica, 51 Cal. Rptr.2d 528 
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(Ct. App. 1996) (civil conspiracy theory recognized as arising from 

fraudulent transfer); Summers v. Hagen, 852 P.2d 1165 (Alaska 1993) 

(civil conspiracy theory recognized as arising from fraudulent 

transfer); Joel v. Weber, 602 N.Y.S.2d 383 (App. Div. 1st Dept. 1993) 

(attorneys could be liable to creditors for assisting in APP upon 

showing of fraud, collusion, malice, or bad faith); McElhanon v. Hing, 

728 P.2d 256 (Arizona 1986) (lien under state fraudulent conveyance 

statute not needed in order for creditor to make claim against debtor’s 

attorney for conspiracy to commit a fraudulent conveyance); Dalton v. 

Meister, 239 N.W.2d 9 (Wisconsin 1976) (attorney and others liable if 

conspiracy to commit fraudulent conveyances is proven); see also, 

Roberts, “Right of Creditor to Recover Damages for Conspiracy to 

Defraud Him of Claim,” 11 A.L.R.4th 345, et seq. (2007). 

5. There also is potential for a malpractice claim when APP does not 

protect assets, as planned—and keep in mind that liability insurance 

coverage may be affected if the insured committed an intentional tort 

or crime.  See Wolfram, “Fiduciary Breach as Legal Malpractice,” 34 

HOFSTRA L. REV. 689 (2006); 2 Windt, Insurance Claims and 

Disputes, Sec. 11:16 (4th ed. 2004); Kleinfeld and Orofino, Nailing the 

Lawyer for His Debtor-Client’s Sins, TRUSTS & ESTATES, p. 36 (Nov. 

2005). 

6. Arguing that common APP techniques offend public policy, one 

commentator has called for new laws that impose criminal penalties on 

advisers in egregious situations.  Gingiss, Putting a Stop to Asset 

Protection Trusts, 51 BAYLOR L. REV. 987 (Fall 1999); see also, 

Eason, Policy, Logic, and Persuasion in the Evolving Realm of Trust 

Asset Protection, 27 CARDOZO L. REV. 2621 (2006). 

7. Any such criminal laws would simply add to the ones already on the 

books.  See, e.g., RICO 18 USC 1962, criminal mail and wire fraud 18 

U.S.C. §§ 1341 and 1343, transfers with intent to evade tax collection 

IRC § 7206(4), actions that impede the administration of tax laws [IRC 

7212(a)], criminal money laundering 18 USC 1956 and 1957, and 

bankruptcy crimes 18 USC 152 and 157.  Not too long ago, APP in the 

form of Medicaid planning could be “honest,” yet criminal.  See, e.g., 

Harrison, Granny’s in the Clink and Her Lawyer’s There Too, Prob. 

and Prop., May/June 1997, at 7. 

8. The Bankruptcy Abuse Prevention and Consumer Protection Act of 

2005 (BAPA) added many new rules, including a 10-year look-back 

test aimed at aggressive APP, such as self-settled trusts and “similar 

devices.”  See generally, Osborne & Owen, Asset Protection: Trust 
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Planning, ALI-ABA Course of Study (SM077), PLANNING 

TECHNIQUES FOR LARGE ESTATES, Vol. 1, Apr. 2007; Shaftel, 

Domestic Asset Protection Trusts: Issues and Answers, ALI-ABA 

Course of Study (SM066), Advanced Estate Planning Techniques, 

Feb., 2007; Nenno & Sullivan, Delaware Asset Protection Trusts 

Should Survive Bankruptcy, EST. PLAN., pp. 31-32 (Jan. 2006); Kess & 

Shenkman, Bankruptcy and Estate Planning under the New Regime, 

FIN. AND EST. PLAN. REV. (July 2005); Sullivan, Asset Protection 

Plans & Bankruptcy, ALI-ABA Video Law Review on Asset 

Protection Planning (June 16, 2005); Hobson, The Bankruptcy Abuse 

Creation Act: Curing Unintended Consequences of Bankruptcy 

Reform, 40 GA. L. REV. 1245 (Summer 2006); Hirsch, Fear Not the 

Asset Protection Trust, 27 CARDOZO LAW REV. 2695 (2006) (APP 

“could prove evanescent in a bankruptcy proceeding”). 

B. One should not overreact to all the potential problems.  Approached 

responsibly and done right, APP is an ethically and legally sound component 

of comprehensive estate planning.  In fact, estate planners risk much by not 

discussing APP in appropriate circumstances.   

“Perhaps, once upon a time a well-designed estate plan did not need to 

involve deliberate consideration of the asset protection implications to the 

client.  That time has long passed.”
1
 

“A lawyer’s ethical obligation to advocate his client’s position competently 

includes a duty to advise the client of asset protection options.”
2
 

1. Estate planners should think long and hard about the implications of 

the quote, above, and this one:  “Attorneys cannot assume that they 

will escape ethical problems simply by choosing not to participate in 

asset-protection planning because the Model Rules and Model Code 

require attorneys to represent their client zealously. . . .  In each case, 

attorneys should assess the likelihood that they will be sued, held 

liable, or both if they assist—or decline to assist. . . .  Attorneys might 

face exposure if they do not advise the client to [engage in APP] and 

creditors later reach the client’s assets.”  Nenno, Planning With 

Domestic Asset-Protection Trusts: Part I, 40 REAL PROP. PROB. & TR. 

J. 263, at 284 (Summer 2005). 

2. See also, Mata, Piercing of Spendthrift Trusts, Family Limited 

Partnerships, and Other Threats to Estate Planning Structures, ABA 

                                                 
1
 Rubin & Goldberg, “Consider the Implications,” Trusts & Estates, 44-48 at p. 48 (Nov. 2005) 

2
 David J. Bernardo, “Ethical, Civil & Criminal Risks of Asset Protection Transactions,” 2009 Hawaii Tax 

Institute, Appendix D to Asset Protection Trust Planning. 
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RPTE e-Report, July 1, 2008 (failure to advise a wealthy or at risk 

client of asset-protection possibilities may constitute malpractice if the 

client’s asset’s are needlessly exposed to a subsequent judgment or 

other legal claim); Rothschild & Rubin, Asset-Protection Planning: 

Ethical? Legal? Obligatory?, TRUSTS & ESTATES at 42 (Sept. 2003) (it 

is only a matter of time before clients make claims against estate 

planners who did not raise the subject of APP as part of the planning 

process—when it arguably would have worked); Mata, ALI-ABA 

Asset Protection Planning Update—2005, p. 250 (“failure to so advise 

a wealthy or at risk client may constitute malpractice if the client’s 

assets are needlessly exposed to a subsequent judgment or other legal 

claim”); Rubin & Goldberg, Consider the Implications,TRUSTS & 

ESTATES (Nov. 2005) (“All estate planning must take into account 

clients’ exposure to creditors—present and potential”); See generally, 

Nenno, Planning with Domestic Asset-Protection Trusts, Part II 40 

REAL PROP. PROB. & TR. J. 477 (Fall 2005) and Planning and 

Defending Domestic Asset-Protection Trusts, ALI-ABA Course of 

Study (SM077), Vol. 1 (Apr. 2007); Osborne & Schurig, What ACTEC 

Fellows Should Know About Asset Protection Planning, 25 ACTEC 

Notes 367, (Spr. 2000); Hunter, An Impassioned Argument for 

Offshore Advocacy as an Ethical Duty, 3 J. ASSET PROTECT. No. 2, p. 

48 (Nov/Dec 1997); Oshins, Asset Protection Other Than Self-Settled 

Trusts: Beneficiary Controlled Trusts, FLPs, LLCs, Retirement Plans 

and Other Creditor Protection Strategies, 39 HECKERLING INSTITUTE 

ON ESTATE PLANNING, Ch. 3 (2005); Spero, Search and Rescue 

Missions,  A.B.A. J. 70 (October 1999); Braunstein and Burger, 

Protecting the Wealth, A.B.A. J.l 58 (November 1999); Taylor, 

Domestic Asset Protection Trusts: The ‘Estate Planning Tool of the 

Decade’ or a Charlatan? 13 BYU J. PUB. L. 163 (1998); Osborne & 

Owen, Asset Protection: Trust Planning, ALI-ABA Course of Study 

(SM077), Planning Techniques for Large Estates, Vol. 1, April 2007. 

3. Because trustees have a fundamental duty to use reasonable care to 

protect a trust from unnecessary loss, they “might have an obligation 

to explore moving [the situs of certain trusts] to more protective 

jurisdictions.”  Nenno, The Trust from HELL: Can it be Moved to a 

Celestial Jurisdiction? PROB. & PROP. 60, 64 (May/June 2008). 

“More than any other time in history, mankind faces a crossroads.  

One path leads to despair and utter hopelessness. The other, to total 

extinction.  Let us pray we have the wisdom to choose correctly.”
3
 

                                                 
3
 Woody Allen, http://www.woodyallenmovies.com/woodyallenquotes.htm 

http://www.lexis.com/research/buttonTFLink?_m=52c71780e7149a7bf9b82d4f94e84527&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bSM093%20ALI-ABA%20902%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=3&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b13%20BYU%20J.%20Pub.%20L.%20163%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=2&_startdoc=1&wchp=dGLzVzz-zSkAk&_md5=ff765deac395cc713b29a0930f58f002
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C. Some estate planners act as though APP is a “damned if you do, damned if 

you don’t” proposition.  This is way off the mark.  The question isn’t, “should 

I do APP?”  The question is, “when should I do it, and how?”  (Some of the 

answers you learned in kindergarten.  For example, if it involves deceit, don’t 

do it.) 

D. APP is not new.  The U.S. Supreme Court made this point not long ago:  “The 

Court suspects that there is nothing new about debtors' trying to avoid paying 

their debts, or seeking to favor some creditors over others—or even about 

their seeking to achieve these ends through ‘sophisticated strategies.’”  Grupo 

Mexicano de Desarrolo S.V. v. Alliance Bond Fund, 119 S.Ct. 1961 (1997). 

E. In some ways, the line between acceptable and unacceptable APP is clear:  

“With respect to a potential future creditor, almost anything absent outright 

fraud is available as a planning tool.  With respect to a current creditor, 

however, or for the creditor whose claim is pending, threatened, or expected, 

both a ‘pure heart’ (lack of actual fraudulent intent to hinder, delay or defraud 

creditor) and solvency . . . are necessary to defeat a later claim which might 

either unwind the transaction or lead to a claim being non-dischargeable in 

bankruptcy.”  Neiwirth and Lund, U.S. Bankruptcy Principles Meet Trust 

Planning, SO. CALIF. TAX & EST. PLG. FORUM (2001). 

1. “If your sole purpose is asset-protection planning but you do it at a 

time when the coast is clear, you’re on very firm footing because 

you’ve got a right to do that.”  Sullivan, ABA Panel Discussion on 

Asset Protection Planning, Fall CLE Meeting in Boston (Oct. 1, 2004).  

See also, Hirsch, Fear Not the Asset Protection Trust, 27 Cardozo L. 

Rev. 2695 (2006) (“Individuals are today free to insulate their present 

assets against the threat of future involuntary claims”); Sullivan, 

Future Creditors and Fraudulent Transfers, 22 DEL. J. CORP. L. 955 

(1997) (“Transferors who intentionally create reserves to protect their 

legitimate creditors, and who restrict their asset protection planning to 

their surplus assets, are intentionally protecting their creditors.  This 

negates any fraudulent intent.”); Danforth, Rethinking the Law of 

Creditors’ Rights in Trusts, 53 HASTINGS L.J. 287, at 330 (2002) 

(“Most courts are unwilling to void transfers whose purpose and effect 

is to shelter assets from creditors that were unknown at the time of the 

transfer.  Furthermore, the more remote in time the claim of a future 

creditor, the less likely a court will be to find that an earlier transfer 

was fraudulent with respect to that creditor.”); See generally, Osborne 

& Terrill, “Fundamentals of Asset Protection Planning,” 31 ACTEC J. 

325-337 (2006); Nenno, Planning and Defending Domestic Asset-

Protection Trusts, ALI-ABA Course of Study (SM077), Vol. 1 (April 

2007)] 
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2. When it comes to APP, however, there is no such thing as a “sure 

thing.”  For example, the Ninth Circuit recently ruled that a couple’s 

APP must fail even if it was done solely for protection against 

potential future creditors!  [United States v. Townley, No. 04-35767, 

2006 WL 1345248, 2006 U.S. App. LEXIS 12372, 97 AFTR2d 2484 

(9th Cir. May 17, 2006); See Rothschild & Rubin, Ninth Circuit 

Treads on an Established Right, Trusts & Est., at p. 50 (November 

2006) (“The Townleys acted egregiously, so it’s understandable the 

court might be overzealous.”). 

3. While the facts in Townley are extreme, the court’s ruling is broad.  

Importantly, however, the panel in Townley determined that its 

decision was “not appropriate for publication,” and “may not be cited 

to or by the courts of this circuit except as provided.” 

4. Townley brings home the important point that some judges are going 

to view APP skeptically at best, perhaps harshly.  The Wyoming 

Supreme Court in one APP case described the debtor’s actions as 

“reprehensible.”  I happen to agree with the court.  In that case, the 

debtor used APP to avoid alimony, child support, and a fair division of 

marital property upon divorce.  Another lesson from kindergarten: 

“don’t be greedy and don’t be mean.”  Breitenstine v. Breitenstine, 62 

P.2d 587, 593 (Wyo. 2003). 

5. Think of APP as something you do for honorable people whose goal, 

rather than to hurt someone or to deny them fair treatment is to achieve 

greater peace of mind.  Ironically, the best time for APP is when 

there’s no clear need for it.   

VIII. RISK MANAGEMENT 

A. Risks of one kind or another are inevitable, but they usually can be minimized or 

shifted.  Getting out of bed in the morning can be risky to one’s health.  

1. A person can reduce the risk of being hurt in a plane crash by not flying; a 

car crash by not riding in a car; a drive-by shooting by not venturing into 

high-crime areas.   

2. Also, safety devices such as parachutes, seatbelts, and bulletproof vests are 

available to reduce risks further. 

3. Health and life insurance products can be used to shift financial risks 

associated with injuries or premature death. 

B. Marriage can be financially risky.  Prenuptial agreements are one way to reduce 
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the inherent danger.  

C. Investment risks generally can be reduced through diversification and creative use 

of derivatives. 

D. People who worry about lawsuits can reduce that risk by being competent, 

careful, and nice.   

1. They also can buy various forms of liability insurance.  

2. Intelligent risk management requires cost-benefit analysis.  How bad is the 

disease?  How certain is the cure?  How expensive is the treatment? 

E. Like other forms of risk management, APP should be done as a precaution against 

future uncertainty, not in desperate response to an immediate crisis.  Fire 

insurance should be bought, if at all, well before the building starts burning.   

F. As noted above, estate planners cannot simply ignore APP:  “Advisers must be 

aware of the asset protection implications of any recommendations they give 

clients—particularly in estate planning—including advice on wills, jointly owned 

assets, testamentary marital trusts, trusts subject to an estate tax inclusion period 

(like GRATs), and personal residence trusts.”  Rubin & Goldberg, Consider the 

Implications, TRUSTS & EST., 44-48 at 48 (Nov. 2005). 

G. APP concepts and strategies need not necessarily be complicated or untested, but 

even straightforward and time-honored strategies can be botched.  [Oshins, “Asset 

Protection Other Than Self-Settled Trusts: Beneficiary Controlled Trusts, FLPs, 

LLCs, Retirement Plans and Other Creditor Protection Strategies,” 39 Heckerling 

Inst. on Est. Plan., Ch. 3 (2005). 

1. The incorporation of a business is widely viewed as an acceptable form of 

APP.  Even so, it may or may not work in any given situation. 

a. Like most other forms of APP, the incorporation of a business does not 

protect all assets from all creditors, and it is not foolproof—e.g., it will not 

protect the incorporator’s personal assets from existing or future personal 

creditors, or even from corporate creditors in all cases. 

i. Sometimes the planning or implementation is flawed (e.g., “thin 

incorporation”). 

ii. Or the follow-up is deficient (e.g., formalities not observed). 

b. Corporations are not the only entities that provide asset protection.  

Limited liability companies (LLCs), family limited partnerships (FLPs), 



85 

and similar creatures of statutory law are also available. 

2. Creditors may not have the legal ability to step into the debtor’s shoes.  

What they can actually get sometimes is relatively unattractive to them.  This 

simple concept is at the core of some APP strategies. 

a. If the creditor of a general partner manages to get that debtor’s interest in 

the partnership in satisfaction of a debt, the creditor will not automatically 

become a partner, much less gain control of the partnership.  All such a 

creditor could get in most jurisdictions is a charging order against the 

partner's interest in the partnership (e.g., an assignment of the debtor's 

right to receive distributions, but not the power to force such 

distributions).  See, e.g., Arkansas City v. Anderson, 752 P.2d 673 (Kan. 

1988) In re Stocks, 110 B.R. 65 (Bankr. N.D. Fla. 1989) (creditor treated 

as mere assignee)] 

i. A few commentators contend that the creditor could be taxed on his or 

her share of partnership income each year, even if not distributed.  See 

generally, Peter Spero, Asset Protection: Legal Planning - Strategies 

and Forms, P9.02 (Warren, Gorham & Lament 2001); and Rev. Rul. 

77-137, 1977-1 C.B. 178 (“An assignee acquiring substantially all of 

the dominion and control over the interest of a limited partner is 

treated as a substituted limited partner for Federal income tax 

purposes.”); Repp, Asset protection (for the Rich and Not) in Iowa, 56 

DRAKE L. REV. 105 (2007) (“[The] creditor is likely to be taxed on the 

income”); Ribstein, Reverse Limited Liability and the Design of 

Business Associations, 30 DEL. J. CORP. L. 199 (2005) (“[T]he 

assignee's right provides a dubious benefit because the assignee 

holding this right (but not a mere charging creditor) may be taxed on a 

share of partnership income even if she does not receive 

distributions.”); and Evans & Hyland, The LLC Envelope, FLA. BAR J. 

Dec. 2003, at 50.  Although unlikely, the possibility could give pause 

to some creditors. 

ii. A Bankruptcy Court judge allowed a Chapter 7 trustee to “step into the 

shoes” of a bankrupt member of a limited liability company (LLC) 

unburdened by “mere assignee” status mandated by the operating 

agreement and state law.  In re Ehmann, 319 B. R. 200 (D. Ariz. 

2005); See Wells & Guso, Asset Protection proofing Your Limited 

Liability Partnership or LLC for the Bankruptcy of a Partner or 

Member, 81 FLA. BAR J. 34 (Jan. 2007).   

iii. This case soon was settled relatively quickly, and the opinion vacated:  

According to the court, the LLC’s general manager was “a tax lawyer 

who frequently advises clients in the use of limited liability companies 



86 

for estate planning purposes.”  The court approved the settlement 

despite viewing it as a “buy and bury” strategy:  “Nonetheless, in 

weighing the equities, the Court must be mindful of the interests of 

unsecured creditors in this case who are understandably much more 

interested in getting their debts paid than in the law of executory 

contracts as applied to family planning LLCs.  Their interests weigh 

heavily in favor of the settlement and vacating the Opinion.  There is 

little equity on the other side because a bankruptcy court opinion has 

essentially no precedential value beyond law of the case and the 

inherent logic of its analysis.  And, regardless of what the Court does . 

. . ‘History cannot be rewritten.’”  In re Ehmann, 337 B.R. 228 (2006). 

iv. Ehmann was transparent APP.  Because APP frequently involves an 

inquiry into a person’s motives, it is important that all non-APP 

purposes be documented clearly and completely whenever assets are 

transferred to an entity.  There are many reasons, other than asset 

protection, why a client might want to form and fund a family entity.  

See generally, Eastland, Family Limited Partnerships: Current Status 

and New Opportunities, ALI-ABA Sem. on Planning Techniques for 

Large Estates, Vol. 2 (SM077) (2007). 

3. A simple gift to a spouse, outright or in trust, can be an effective way to 

protect assets as long as it is done when the donor is solvent and is not under 

imminent threat of some kind.  If the donee has agreed to later transfer the 

property according to the donor’s wishes, however, the initial transfer may 

well be fraudulent.  See Cabral v. Soares, 69 Cal. Rptr.3d 242 (Calif. Ct. App. 

2007). 

4. State exemption laws protect some assets even when owned outright by 

debtors.  For a state-by-state listing of laws relating to asset protection, 

including exemptions, see http://www.assetprotectionbook.com; See also, 

Hynes, Non-Procrustean Bankruptcy, 2004 U. OF ILL. L. REV. 301; and 

Engledow, Cleaning Up the Pigsty:  Approaching a Consensus on Exemption 

Laws, 74 AM. BANKR. L.J. 275 (Summer 2000). 

a. Exemptions vary dramatically from state to state.  For example, a Kansas 

City resident might give thought to which side of Kansas-Missouri state 

line on which to live:  Kansas’ homestead exemption is unlimited [Kansas 

State Constitution, Article 15, Section 9; See also, K.S.A. Sec. 59-401 and 

In re Marriage of Johnson, 19 Kan. App. 2d 487 (1994) (homestead 

protects even from child-support judgments)], whereas Missouri’s 

homestead exemption is limited to $15,000.  R.S.Mo. Sec. 513-475(1) 

(2007). 

b. ABC’s 20/20 did a show on unlimited homestead exemptions:  “Corporate 
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raider Paul Bilzerian committed securities fraud and went to jail, owing 

people millions, but creditors have gotten nowhere near his $5,000,000 

estate, with its own indoor basketball court and movie theater.”  “The 

homestead exemption works even if you MOVE to the state AFTER 

you’ve already gotten into trouble.  No wonder The New Yorker quoted 

O.J. Simpson as saying he likes Florida because ‘they got funny laws . . . I 

don't have to turn over anything to the Goldmans.’”  John Stossel Letter, 

May 24, 2002; See also, Hogan, Ken Lay’s Nest Egg, 

www.motherjones.com/news/feature/2002/02/enron_insure.html; see also, 

SEC v. Bilzerian, 29 F.3d 689 (D.D.C. 1994) aff’d, 2003 U.S. App. 

LEXIS 19630 (D.C. Cir. 2003).  

c. O.J. isn’t the first debtor to be attracted to sunny Florida and its unlimited 

homestead exemption:  Former major league baseball commissioner 

Bowie Kuhn reportedly established a Florida domicile and acquired a 

million dollar residence in that state just weeks before his attorneys filed 

for bankruptcy.  Resnick, The Deadbeat State, Forbes at 62 (7/8/91); see 

also, Harkinson, Gimme Shelter: How to hold on to your hard-earned 

millions, http://www.motherjones.com/news/feature/2006/11/shelter.html 

(2006). 

i. BAPA takes aim at such maneuvers.  To use state exemptions, debtors 

must now establish a domicile at least 730 days pre-petition.  11 

U.S.C. § 522(b)(3)(A).  The homestead exemption is limited to 

$125,000 unless the debtor “acquired” that “amount of interest” more 

than 1215 days pre-petition.  11 U.S.C. § 522(p)(1). 

ii. There are pro-debtor exceptions (e.g., no cap on family farmers’ 

principal residence).  11 U.S.C. § 522(p)(2)(A). 

iii. There also are pro-creditor exceptions: a $125,000 cap when the 

debtor was convicted of a felony and the circumstances of the case 

indicate the bankruptcy filing was abusive, or the debtor owes a debt 

arising from securities fraud, fiduciary fraud, civil RICO, or bad 

misconduct that causes death or serious physical injury in the previous 

5 years 11 U.S.C. § 522(q)(1); the bankruptcy trustee may use 

fraudulent-transfer theories to prevent fraudulent conversions into 

homestead equity (anti-Havoco rule)  11 U.S.C. § 522(p)(1) and 

522(o)]; and there is a 10-year look-back rule when the homestead 

resulted from “actual” fraud (intent to hinder, delay, or defraud). [11 

U.S.C. § 522(o)] 

d. Shifting from non-exempt to exempt assets in anticipation of bankruptcy 

has a long history.  The case law is mixed.  See e.g., Havoco of America, 

Ltd. v. Elmer C. Hill, 197 F.3d 1135 (11th Cir. 1999); In re Magpusao, 
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265 B.R. 492 (Bankr. M.D. Fla. 2001) In re Coplan, 156 Bankr. M.D. Fla. 

1993); In re Levine, 166 B.R. 967 (Bankr. M.D. Fla. 1994); In re 

Davidson, 178 B.R. 544 (Bankr. S.D. Fla. 1995); In re Mackey, 158 B.R. 

509 (Bankr. M.D. Fla. 1993); In re Johnson, 80 B.R. 953 (Bankr. D. Minn. 

1987), Norwest Bank v. Treten, 848 F.2d 871 (8th Cir. 1988) and 

Armstrong v. Henningford, 931 F.2d 1233 (8th Cir. 1991); see also, 

Ponoroff and Knippenberg, Debtors Who Convert Their Assets on the Eve 

of Bankruptcy: Villains or Victims of the Fresh Start? 70 N.Y.U. L. REV. 

235 (1995). 

i. For many years, a House Report provided some comfort to debtors 

wondering about the legitimacy pre-bankruptcy shifts of their wealth 

from non-exempt to exempt property:  “As under current law, the 

debtor will be permitted to convert nonexempt property into exempt 

property before filing a bankruptcy petition.  The practice is not 

fraudulent as to creditors, and permits the debtor to make full use of 

the exemptions to which he is entitled under the law.”  H. R. Rep. No. 

95-595, at 361 (1977); See also, Sen. Rep. No. 95-989, at 76 (1978). 

ii. A physician sold non-exempt property (a Jaguar automobile) and used 

the proceeds to buy exempt property (a cash-value life insurance 

policy) shortly after being involved in a car accident.  Noting that this 

person had a history of asset-protection planning and that he had done 

this before liability for the accident had been judicially determined, the 

bankruptcy judge held that the conversion could not be avoided as a 

fraudulent transfer.  In re Kimmel, 131 B.R. 223 (Bankr. S.D. Fla. 

1991). 

iii. A debtor’s conversion of $700,000 on nonexempt property into 

exempt life insurance contracts immediately before filing a bankruptcy 

petition was considered extrinsic evidence of fraud.  A different 

approach would “constitute a perversion of the purposes of the 

Bankruptcy Code.”  Norwest Bank Nebraska, N.A. v. Tveten, 848 

F.2d 871, 872-73, 876-77 (8th Cir. 1988). 

iv. As if to underscore the law’s subtlety in this area, however, the same 

court added, “Absent extrinsic evidence of fraud, mere conversion of 

non-exempt property to exempt property is not fraudulent as to 

creditors even if the motivation behind the conversion is to place those 

assets beyond the reach of creditors.”  Id., p. 874] 

v. Examples abound.  “Debtor . . . may very well be ‘thumbing his nose’ 

at his creditors by spending $10,000 on a Christmas vacation, $6,090 

for dog obedience school, and $22,000 for a [antique] rifle.  However, 

such a callous attitude toward his creditors does not, in and of itself, 
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constitute extrinsic evidence of fraud.”  In re Eichelberger, No. L-89-

00013W (Bankr. N.D. Iowa 1989), at http://www.ianb.uscourts.gov. 

e. Most states provide an exemption for assets held in IRAs and qualified 

retirement plans.  For many years courts were split on whether 

522(d)(10)(E) of the Bankruptcy Code (before BAPA) was applicable to 

IRAs.  In April 2005 the U.S. Supreme Court decided the issue in favor of 

the debtor as long as the debtor’s right to receive payment is from a 

pension, annuity, or “similar plan or contract,” and “on account of” injury, 

disability, death, age, or length of service.  The exemption is limited to 

what is reasonably necessary for the debtor’s support or for the support of 

a dependent.  Rousey v. Jacoway, 95 AFTR2d 2005-752 (S. Ct. 2005) 

(these particular IRAs were funded by rollovers from qualified plans). 

f. The new bankruptcy act (BAPA) also made significant changes to this 

area of APP.   

g. There are pure federal exemptions and state exemptions plus certain 

federal add-ons that protect plans qualified under IRC §§401, 403, 408, 

408A, 414, 457, or 501(a). § (d)(12) and (b)(3)(C). 

h. Regular and Roth IRAs now are clearly exempt (good news for debtors), 

but only up to $1 million unless a higher amount is appropriate “in the 

interests of justice.”  The $1-million minimum cap does not affect rollover 

IRAs, SEPs, and SIMPLEs.  11 U.S.C. § 522(n). 

i. Self-employed people without common-law employees are now protected.  

§ 541(c)(1). 

j. For debtors who use the “pure” federal exemption scheme, Rousey v. 

Jacoway still applies to exempt those IRA funds that are not already 

exempt and for which the debtor can prove reasonable necessity. 

k. IRAs are now specifically exempt, but the exemption for those that aren’t 

rollover IRAs, and Roth IRAs, is limited to an aggregate value of $1 

million § 522(n).  Rollover IRAs probably should be kept separate from 

contributory IRAs to ensure that the limitation does not apply. 

l. The exemption is specifically for “retirement funds,” and so it might not 

apply to inherited IRAs.  Courts have consistently held that inherited IRAs 

are not excluded from the bankruptcy estate of a beneficiary (unless 

payable to a spendthrift trust).  See, e.g., In re Jarboe, 2007 WL 987314 

(Bkrtcy S.D. Tex. 2007); In re Taylor, 2006 WL 1275400 (Bkrtcy C.D. Ill. 

2006); In re Kirchen, 344 B.R. 908 (E.D. Wisc. 2006)] 
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m. Life-insurance products are protected from the claims of creditors in some 

states, although the actual wording sometimes leaves doubt about a 

statute’s application while the insured is still alive.  This can be especially 

important with respect to life insurance products that look a lot like 

investments (e.g., single-premium variable life).  For example, while 

Kansas law exempts life insurance policies K.S.A. Sec. 40-414, Missouri’s 

law exempts life insurance policy proceeds.  R.S.Mo. 377-330 (2004). 

n. Exemptions for annuities also vary considerably from state to state, as 

does the definition of an annuity.  See e.g., LeCroy v. McCollam, 612 

So.2d 572 (Fla. 1993) (annuity exempt even though paid in lieu of lump 

sum); In re Mart, 88 B.R. 436 (Bankr. S.D. Fla. 1988) (private annuity 

seemingly found to be within the exemption); R.S. Mo. 513.430 (disability 

proceeds exempt). 

o. Hawaii’s law on insurance and annuities is relatively generous: 

“All proceeds payable because of the death of the insured and 

the aggregate net cash value of any or all life and endowment 

policies and annuity contracts payable to a spouse of the 

insured, or to a child, parent or other person dependent upon 

the insured, whether the power to change the beneficiary is 

reserved to the insured or not, and whether the insured or the 

insured's estate is a contingent beneficiary or not, shall be 

exempt from execution, attachment, garnishment, or other 

process, for the debts or liabilities of the insured incurred 

subsequent to May 19, 1939, except as to premiums paid in 

fraud of creditors within the period limited by law for the 

recovery of such payments.”  H.R.S. §431:10-232  Exemption 

of proceeds; life, endowment and annuity. 

i. State exemption laws are sometimes construed liberally. A debtor took 

advantage of a Virginia exemption of “one horse” by acquiring Boogie 

Woogie Man, a $640,000 thoroughbred.  The judge cited a previous 

case in which a mink coat was found to be “necessary wearing 

apparel.”  In re Freedlander, 93 B.R. 446 (Bankr. E.D. Va. 1988).   

ii. “The Good Book is protected from creditors in some states. . . .  An 

asset-protection attorney … says he knows of an Illinois debtor who . . 

. purchased a Gutenberg Bible worth some $10 mil.”  Harkinson, 

“How to hold on to your hard-earned millions,” Mother Jones, Oct. 10, 

2006. 

iii. A Florida doctor was sued by a patient for negligently performing a 

gall bladder surgery.  The jury found for the plaintiff and awarded $4 



91 

million in damages.  The doctor filed for bankruptcy, listing assets of 

$3.75 million, primarily in the form of a single-payment annuity.  In 

response to a certified question, the Florida Supreme Court held 

unanimously that the proceeds of an annuity contract were exempt 

where there was a surrender penalty, as there was in this case.  In re 

Goldenberg, 253 F.3d 1271 (11th Cir. 2001) and Goldenberg v. 

Sawczak, 791 So.2d 1078 (Fla. 2001); see also, Windsor-Thomas 

Group, Inc. v. Parker and American General Life Insurance Co., 782 

So. 2d 478 (Fla. 2nd D. CA, 2001).  

iv. A Virginia court decided that an exemption for “wedding and 

engagement rings” included valuable rings that had belonged to 

ancestors.  In re McNeal, 1998 Bankr. Lexis 1751 (E.D. Va. 1998). 

5. Federal law may protect money in a qualified retirement plan.  [See 

Patterson v. Shumate, 504 U.S. 753 (1992) (upholding the anti-alienation 

clause in ERISA plans); and Guidry v. Sheet Metal Workers Nat’l Pension 

Fund, 493 U.S. 365 (1990) (court declined to impose constructive trust on 

pension of former union official who had embezzled funds); See also, Eason, 

Retirement Security Through Asset Protection:  The Evolution of Wealth, 

Privilege, and Policy,” 61 WASH & LEE L. REV. 159 (2004).   

a. Anti-alienation provisions may not preclude enforcement of federal tax 

levies or collection of a judgment resulting from an unpaid assessment of 

federal taxes.  IRC Reg. 1.401(a)-13(b)(1) and (2); Deming v. IRS, 1994 

Bankr. LEXIS 1129 (Bankr. E.D. Pa. 1994); McFadyen, 216 B.R. 1006 

(Bankr. M.D. Fla. 1998) (Federal tax lien enforced despite Florida 

homestead exemption). 

b. It is not clear whether plans must be tax-qualified to be protected by 

federal law (aside from BAPA).  Compare, In re Hall, 151 Bankr. 412 

(Bankr. 412 (Bankr. W.D. Mich. 1993) (plan must be subject to 206(d)(1) 

of ERISA and also be tax-qualified), and In re Hanes, 162 Bankr. E.D. Va. 

1994) (plan need not be tax-qualified as long as it is subject to ERISA 

anti-alienation provision); See also, Chapman, A Matter of Trust, or Why 

‘ERISA-Qualified’ is ‘Nonsense Upon Stilts’: The Tax and Bankruptcy 

Treatment of Section 457 Deferred Compensation Plans as Exemplar, 40 

WILLAMETTE L. REV. 1 (2004)] 

6. Twenty-one states extend substantial protection to property owned by 

married couples as tenants by the entirety.  See generally, Phipps, Tenancy by 

the Entireties, 25 TEMPLE L.W. 24 (1951); In re Planas, 1998 U.S. Dist. 

LEXIS 20524 (S.D. Fla. 1998); Fred Franke, Asset Protection and Tenancy by 

the Entirety, ACTEC Journal, Spr. 2009. 
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a. The creditor of only one spouse supposedly cannot destroy tenancy by the 

entirety.  See, e.g., In re Garner, 952 F.2d 232, 235 (8th Cir. 1991). 

b. In some states, this tenancy can exist in more than just real estate.  See, 

e.g., Missouri v. Morganstein, 588 S.W.2d 472 (Mo. 1989) (“whether a 

tenancy by the entirety follows every exchange of the joint proceeds 

depends primarily on the intent of the parties”).   

c. A transfer from one spouse to both spouses as tenants by the entirety can 

be a fraudulent transfer.  See, e.g., In re Oliver, 44 B.R. 989 (Mass. 1984). 

d. A debtor’s interest in tenancy by the entirety property is not protected 

from federal tax liens.  Writing for a 6-3 majority, Justice O’Connor noted 

that the statutory language authorizing the tax lien is broad and reveals on 

its face that Congress meant to reach every interest in property owned by 

the taxpayer.  She itemized the taxpayer’s rights in the tenancy by the 

entirety property and concluded that it added up to an interest in property.  

Any other result would have meant that the property would belong to no 

one for purposes of Sec. 6321, and that struck the majority as absurd.  U.S. 

v. Craft, 122 S. Ct. 1414 (2002); See also, Avoidance of Transfers of 

Entities Property—No Harm No Foul? 25-7 ABIJ 12 (Sept. 2006). 

H. Because asset-protection issues are inherent in not only the titling of property but 

also the use of trusts, partnerships, limited liability companies, corporations, 

retirement plans, annuities, life insurance, etc., every estate planner constantly 

uses APP “tools.”  The questions that really need to be asked are, which tools 

should be considered, when should they be raised, and where is “the line” that 

never should be crossed? 

I. Pre-bankruptcy and pre-divorce planning reportedly is common.  See e.g., 

Moratzka, Fresh Start, Head Start or Running Start: Bankruptcy Exemption 

Planning, 22-3 ABIJ 10 (2003); Spero, Prebankruptcy Planning, 5 J. ASSET PROT. 

#2, p. 73 (Nov/Dec 1999); Fraudulent Conveyance Law, ABA 9th Annual Spring 

CLE Meeting (May 1998).   

1. “It is almost alarming what the courts do permit in relation to federal 

fraudulent transfer law applied in a bankruptcy context.”  [Osborne & 

Schurig, What ACTEC Fellows Should Know About Asset Protection 

Planning, 25 ACTEC Notes 368 (Spring 2000). 

2.  “[Attorneys] are often approached by one member of a married couple who 

discloses that he or she is contemplating a divorce.  What measures, the 

unhappy client asks, are available to protect his or her assets if the marriage 

does not survive?  The lawyer can suggest numerous measures, from outright 

gifts to irrevocable trusts, many of which look innocent enough but which are 
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designed to produce the desired result with respect to the property settlement.”  

Brown and Cushing, The Impaired Matrimonial Client: Asset Protection or 

Fraudulent Conveyance, 16 J. AM. ACAD. MATRIMONIAL LAW. 347 (2000). 

J. APP has caught the eye of the plaintiff’s bar:  “The system by which money 

judgments are enforced is beginning to fail. . . .  Tort and statutory liability are at 

the risk of death.”  Lo Pucki, The Death of Liability, 106 YALE L.J. 1 (1996); See 

also, A Rising Tide of Torts, 71 N.Y. ST. B.J., Apr. 1999, at 40, 47; Bacon & 

Terrill, Domestic Asset Protection Trusts Work – Should They? ACTEC Annual 

Meeting handout (March 2000); Sterk, Trust Law in the 21
st
 Century: Trust 

Protectors, Agency Costs, and Fiduciary Duty, 27 CARDOZO L. REV. 2761 (2006). 

K. The new bankruptcy law—BAPA—has a 10-year look back provision that might 

give planners reason to pause:  transfers to self-settled trusts and similar devices 

will be treated as fraudulent transfers for bankruptcy purposes if made within 10 

years of filing the petition and made with fraudulent intent to hinder, delay, or 

defraud creditors (i.e., what typically was a 4-year rule is now a 10-year rule).  

Importantly, however, it only applies to actual fraud, and then only in the context 

of a bankruptcy action.  See generally, Nenno & Sullivan, Delaware Asset 

Protection Trusts Should Survive Bankruptcy, EST. PLAN. pp. 31-32 (Jan. 2006); 

Hobson, The Bankruptcy Abuse Creation Act: Curing Unintended Consequences 

of Bankruptcy Reform?  40 GA. L. REV. 1245 (2006). 

IX.  APP AS PART OF ESTATE PLANNING 

A. Clients who might be good candidates for APP should be informed of their APP 

options, whether or not the estate planner “does” asset protection:  “Lawyers 

probably have a duty to engage in asset protection planning for their clients, but if 

they do not, then to protect themselves from potential malpractice liability, they 

should clearly communicate to their clients that their representation does not 

involve any advice regarding asset protection.”  Osborne & Schurig, What 

ACTEC Fellows Should Know About Asset Protection, 25 ACTEC Notes 367 

(Spring 2000). 

1. The availability of affordable liability insurance may not “solve” the 

problem: some clients worry that insurance coverage can attract fortune 

hunters.  They don’t want to be viewed by plaintiffs’ lawyers as a “deep 

pocket.”  See, Rothchild, Asset Protection Trusts, Trusts in Prime 

Jurisdictions, Kluwer Law International (2000) (including a substantial 

number of “real estate developers, corporate directors, doctors, and lawyers”); 

Engel, Asset Protection Planning, Integrated Estate Planning, and the 

Current State of the Art, SO. CALIF. TAX & EST. PLG. FORUM (1999) (“Many 

people are of the view that a large insurance policy serves as a magnet for 

litigation.”). 
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2. Evolving notions of justice have clouded what was once believed to be a 

clear question of morality (i.e., paying one’s debts). 

a. “Doctrines of tort law have changed significantly over the past century….  

No longer is individual ‘blameworthiness’ the acid test of liability; the 

principle of equitable loss-spreading has joined fault as a factor in 

distributing the costs of official misconduct.”  Owen v. City of 

Independence, 445 U.S. 622, 657 (1980). 

b. “As long as I am allowed to redistribute wealth from out-of-state 

companies to injured in-state plaintiffs, I shall continue to do so.  Not only 

is my sleep enhanced when I give someone else’s money away, but so is 

my job security, because the in-state plaintiffs, their families, and their 

friends will reelect me.”  Justice Richard Neely, West Virginia Supreme 

Court, The Product Liability Mess, FREE PRESS, p. 4 (1988). 

B. Prenuptial agreements can be a wonderful asset protection device.  The reality is 

that many clients consider the potential damage to the relationship too high a 

price to pay, so they never broach the subject. 

1. Some clients like the idea of a family trust that benefits a “spouse,” as 

defined in the governing document.  See e.g., Riechers v. Riechers, 679 

N.Y.S.2d 233 (N.Y. Sup. Ct. 1998) (husband put $4 million in Cook Island 

trust two years before divorce proceedings but two years after marital strife 

began; wife was trust beneficiary by description, not name; husband claimed 

the trust was motivated by concern about medical malpractice lawsuits; ex-

wife reportedly has been unable to obtain satisfaction from the foreign 

trustee). 

2. The mention of “his and her” trusts raises the issue of reciprocal or crossed 

trusts.  Arguably, however, that doctrine does not completely foreclose the 

planning possibilities.  See, e.g., Hader, Planning to Avoid the Reciprocal 

Trust Doctrine, 26 EST. PLAN. 358 (Oct. 1999). 

3. Lifetime QTIPs offer interesting possibilities in stable marriages:  “Suppose 

that a husband creates a . . . QTIP trust for the benefit of his wife, giving her a 

limited power of appointment over the remainder at her death, with the 

property to pass to their children if the power of appointment is not exercised.  

Assume a bank is appointed trustee, and given the power to invade the trust 

for the wife’s benefit unlimited by any standard.  In effect, the entire trust 

property is still available to the marital unit.  However, the trust principal 

should not be subject to the claims of either the wife’s or the husband’s 

creditors . . . .”  Blattmachr, Rivlin and Morgan, Selected Aspects of 

Creditors’ Rights in the Context of Estate Planning, THE CHASE REV. at 8 

(April 1992). 



95 

C. Some lawyers reportedly will not assist in the gratuitous transfer of substantial 

wealth if it is to be outright rather than in trust.  Blattmachr, Fundamental Rules, 

Pitfalls & Planning Opportunities of Grantor Trusts, SO. CALIF. TAX & EST. 

PLAN. FORUM (Oct 2000); Blattmachr & Gans, Quadpartite Wills: Decoupling 

and the Next Generation of Instruments, EST. PLAN. (April 2005); Oshins, 

Dynasty Trusts: Opportunities For Multi-Generational Planning, EST. PLAN. 

REV. (July 18, 2006) (“most of my clients are more concerned with creditors and 

divorcing spouses than they are with estate taxes”). 

1. It is easy to get toothpaste out of a tube; ever try putting it back in?  

Blattmachr has used this metaphor to explain his reluctance to be a party to 

any outright transfers of substantial wealth.  Dynasty Trusts and the Rule 

Against Perpetuities, 116 HARVARD L. REV. 2588 (June 2003); Nenno, 

Perpetual Dynasty Trusts: Tax Planning and Jurisdiction Selection, ALI-

ABA Course of Study (SM077), Vol. 1 (April, 2007).  

2. It just makes sense to optimize flexibility.  Beneficiaries perhaps can be 

given a combination of rights and powers that amount to the functional 

equivalent of ownership.  “Many people have the incorrect belief that a 

dynasty trust is an inflexible document that locks the donor’s family in to an 

irrevocable set of provisions that keep the assets away from the beneficiaries 

and does not allow any flexibility.”  Oshins, Dynasty Trusts: Opportunities 

For Multi-Generational Planning,” Est. Plan. Rev. (July 18, 2006); King, The 

Modern Dynasty Trust: Flexibility is More Important than Ever,” 136 TRUSTS 

& ESTATES, 32 (1998). 

3. Trust funds generally can be used to purchase assets for the use of the 

beneficiary, to pay living expenses, or to make loans.   

D. In many cases, APP segregates wealth into separate “pockets” so that not all 

assets are subject to the claims of all creditors.  For example, the general partner 

of a FLP that owns both a ranch and marketable securities should consider 

dropping the ranch into a “subsidiary” entity.  This might enhance the discount-

planning features of the arrangement while accomplishing additional APP.  Tax 

planning can be the “good” motivation for APP-analysis purposes, and vice versa. 

E. Protecting assets from a client’s existing and foreseeable creditors may or may not 

be doable.  Extreme caution is advised. 

1. There are times when it works:  Wife transferred the family home to 

husband just prior to borrowing money to start a business.  Within two years 

the business failed.  The wife’s creditor had the benefit of a statutory 

presumption that transfers without fair consideration to a family member were 

presumptively fraudulent.  Even so, the court determined that the presumption 

was negated in this case by disclosure, the existence of a reasonable business 
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plan, and the fact that the debtor was not rendered insolvent because of the 

transfer.  In dicta, the court noted that “solvent persons who are not about to 

engage in business may freely gift their assets to whomever they please, and 

those transfers do not become avoidable if the transferor later drives her car 

into a crowd of people.  And the same is true even if the transferor had debts 

at the time of the transfer, so long as she reserved assets to meet existing and 

foreseeable obligations.”  In re Bergman, 293 B.R. 580 (N.Y. 2003).  

2. “Does the transferor/settlor have anything to lose?  Many debtors facing a 

creditor problem see no downside to transferring assets to a trusted friend, 

relative, or maybe even an offshore asset protection trust.  The debtor may 

make the transfer hoping that it will withstand an attack as a fraudulent 

conveyance.”  Jahde and Franzmann, What Are Creditors’ Rights Against 

Asset Protection Trusts? 26 EST. PLAN. 410 (Nov 1999). 

3. The answer to the above question may be “Yes, there is a lot more to lose!”  

See, e.g., Kleinfeld and Orofino, Nailing the Lawyer for His Debtor-Client’s 

Sins, TRUSTS & ESTATES, p. 36 (Nov. 2005). 

a. While fraudulent transfer laws tend to be remedial in nature, most states 

provide for other civil actions as well, and some states have criminal 

statutes that can apply.  See, e.g., Davis, Asset Protection’s Bad Boy, 

TRUSTS & ESTATES, p. 50 (July, 2004) (update on Stephen Lawrence, 

known as Inmate #49061-004 at that time); Morganroth v. Norris, 331 

F.3d 406 (Fla. 2003) (case remanded on the question of whether the 

defendant attorneys knowingly and intentionally participated in client’s 

efforts to hinder and delay creditors; if so, it would satisfy a claim for 

creditor fraud); U.S. v. Mathewson, 93-1 USTC 50,152 (D.C. Fla. 1993) 

(debtor placed under “house arrest” to prevent him from moving 

additional assets and himself offshore); Walker, Tell Where the $87M 

Went—Or Go Directly to Jail, MIAMI HERALD, March 18, 2004, at 1C 

(debtor faced with contempt and possible jail despite insisting that he does 

not have offshore assets). 

b. There may also be other criminal implications.  See, I.B.7 of this outline.     

c. It is always possible that the assets will be gone forever: a “trusted friend” 

might not behave as anticipated.  [See, e.g., In re Marriage of Barnett, 802 

N.E.2d 279 (Ill. Ct. App.), 2004) (Ex-husband unsuccessfully argued that 

transfer of valuable property to ex-wife while they were still married had 

been done solely to protect his assets from potential claims in two 

malpractice actions—i.e., not with an intent to actually make her the 

owner). 

d. The debtor might lose the ability to obtain a discharge in bankruptcy if a 
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fraudulent transfer occurs.  In re Portnoy, 201 B.R. 685 (S.D. N.Y. 1996). 

4. As noted above, the debtor’s adviser might be inviting disciplinary, civil, or 

even criminal proceedings. 

a. “[E]state planners who are considering any form of asset protection for a 

client (whether offshore or onshore and whether in trust, partnership or 

other form) must confront the issue whether their assistance will subject 

them to ethical, civil or criminal exposure.”  Adams, Kurlander and Holt, 

Creditor Protection:  Offshore-Onshore Options, Est. Pl. Teleconf. Series, 

p. 2 (2001); see also, Rothschild & Rubin, Asset-Protection Planning: 

Ethical? Legal? Obligatory? TRUSTS & ESTATES p. 42 (Sept. 2003); 

Kleinfeld and Orofino, Nailing the Lawyer for His Debtor-Client’s Sins, 

TRUSTS & ESTATES, p. 36 (Nov. 2005). 

b. Non-lawyers may face charges of unauthorized practice of law.  Harrison 

v. Lambert, 2004 Cal. App. Unpub. LEXIS 4983. 

F. Extreme caution is advised when the subject of asset protection is first raised by 

the client, especially if there appears to be a sense of urgency.  As a rule in such 

cases, the planner should do an in-depth analysis of the client’s specific concerns 

and net worth.     

1. Expect the client’s creditors to view your involvement critically if the APP 

“works,” and the client to do so if the planning does not “work.”  In other 

words, you are virtually sure to make someone very unhappy.  See e.g., 

Steffen v. Gray, et al, 283 F. Supp.2d 1272 (DC Fla. 2004) (legal malpractice 

action arising out of odyssey involving Paul Bilzerian and the SEC). 

2. Many planners will not assist clients who want to put “too much” of their 

wealth beyond the reach of existing and foreseeable creditors, even if they 

remain solvent.  “A ‘rule of thumb’ has developed concerning the portion of a 

client’s assets which should be transferred to a Domestic Asset Protection 

Trust.  This ‘rule’ limits such assets to no more than one-third (conservative) 

to one-half (aggressive) of the client’s net worth.”  Shaftel, Domestic Asset 

Protection Trusts:  Key Issues and Answers, 30 ACTEC Journal, 20 (Summer 

2004); See also, Nenno, Planning with Domestic Asset-Protection Trusts: 

Part I, 40 REAL PROP. PROB. & TR. J. 263, at 285 (“attorneys’ potential 

exposure should be minimal if they always follow a screening procedure—

including the preparation of a solvency analysis—to ensure that they are not 

participating in a fraudulent transfer”); Osborne & Schurig, What ACTEC 

Fellows Should Know About Asset Protection Planning, 25 ACTEC Notes 

370 (Spring 2000); Osborne & Owen, Asset Protection: Trust Planning, ALI-

ABA Course of Study (SM077), Planning Techniques for Large Estates, Vol. 

1 (Apr. 2007); Shaftel, Domestic Asset Protection Trusts: Issues and Answers, 
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ALI-ABA Course of Study (SM066), Adv. Estate Plan. Tech. (February, 

2007). 

3. “[A] well-documented good-faith effort to prevent wrongdoing and genuine 

attempt to avoid harm to the settlor’s existing and potential creditors provide 

the bases for shielding the fiduciary [and adviser] from a successful 

prosecution …”  [Advantages and Problems of Foreign Trusts,” PLI 

International Tax & Estate Plan., Ch. 7 (2000) 

4. Some lawyers require clients to provide financial statements, an affidavit of 

solvency, and an accountant’s opinion letter that the contemplated action will 

not leave the client insolvent.  Shaftel, Domestic Asset Protection Trusts:  Key 

Issues and Answers, 30 ACTEC J., 20 (Summer 2004). 

5. For an excellent example of a solvency letter, see the appendix to Nenno, 

Planning with Domestic Asset-Protection Trusts: Part I, 40 REAL PROP. PROB. 

& TR. J. 263, at 354 (Summer 2005). 

6. There are times when the lawyer should, “just say no!”  Osborne, New Age 

Estate Planning: Offshore Trusts, U. MIAMI, 27 INST. ON EST. PLAN. 1701.4 

(1993). 

7. Last-minute attempts to protect the bulk of a person’s estate from current or 

soon-to-be creditors give APP a bad name.  Here is a sampling of the 

notorious cases: 

a. A man named Jones was arrested and charged with 29 counts of drugging, 

kidnapping, and raping nine women.  One of the victims, Harrison, filed a 

civil suit against Jones and won a $5 million judgment.  In anticipation of 

the judgment, Jones put personal assets into the hands of ‘emergency 

trustees,’ located in British Virgin Islands, the Cook Islands, and Belize.  

On the day the judgment was entered, Jones set up a second asset 

protection trust in the Cook Islands and filed for bankruptcy.  Harrison v. 

Lambert, 2004 Cal. App. Unpub. LEXIS 4983 (Cal. Ct. App.. 2004). 

b. Small business owners transferred assets to an asset protection trust then 

stopped paying federal employment taxes.  IRS hit them with assessment 

in excess of $1 mil.  Court in this case held that the trust was a mere 

nominee.  Barmes v. IRS, 93 AFTR2d 1788 (DC Indiana, 2004). 

c. Two weeks after a $2 million California judgment was entered, the debtor 

(who had misappropriated funds) transferred the stock of several 

Connecticut companies to an asset protection trust in Jersey, Channel 

Islands.  The creditor filed an action in Connecticut.  The debtor won 

several battles, but may lose the war:  “Finally, ‘equity and good 



99 

conscience’ demand that this action go forward.  [The debtor] has 

transferred these certificates . . . in an apparent effort to specifically thwart 

[the creditor’s] efforts to collect a judgment.  Courts have a responsibility 

to remedy wrongful conduct, and have, recently, cast a discerning eye at 

the substantiality of off-shore spendthrift trusts in order to find the 

proverbial ‘chink in the armor.’”  Nastro v. D’Onofrio, 263 F. Supp.2d 

446 (Conn. 2003). 

d. Contempt findings were upheld against a Nevada couple, the Andersons, 

for “refusing” to retrieve assets held in a Cook Islands asset-protection 

trust.  They had started out as co-trustees of their own trust as well as trust 

protectors.  The foreign co-trustee ignored their instructions (given under 

duress) to repatriate the assets.  Inability to comply with an order is 

normally a defense to civil contempt, but according to the court, “the 

Andersons' inability to comply . . . is the intended result of their own 

conduct.”  The court clearly did not like the idea of asset protection 

planning, at least not when done to protect the $20 million plunder from a 

telemarketing Ponzi scheme that defrauded thousands of investors.  FTC 

v. Affordable Media LLC, 179 F.3d 1228 (9th Cir. 1999), 11 Fed. App. 

934 (9th Cir. 2001), cert. denied 122 S. Ct. 620 (2001); See generally, 

Rothschild and Rubin, Asset Protection After Anderson, ESTATE PLAN., 

Vol. 26, No. 10, pp. 466-474 (Dec. 1999)] 

e. The debtor’s motions for summary judgment and discharge in bankruptcy 

were denied where he had established a self-settled spendthrift trust in 

Jersey, Channel Islands “at a time when he knew his personal guarantee ... 

was about to be called.”  Virtually all of his assets had been put in the 

trust, yet he failed to disclose to the bankruptcy court his retained interest 

in the trust.  The court refused to discharge the bankrupt of his debts.  In re 

Portnoy, 201 B.R. 685 (Bankr. S.D. N.Y. 1996). 

f. The Bankruptcy Court did not believe the debtor’s claim to have created 

self-settled spendthrift trusts in Bermuda and Jersey, Channel Islands as 

part of a long-term estate planning strategy.  It was actually his wife who 

had set up the trusts, with assets given to her a few days earlier by the 

debtor.  All this was done with fraudulent intent and only slightly more 

than one year prior to the filing of an involuntary bankruptcy petition 

against the debtor.  The court held that these self-settled trusts were 

contrary to Connecticut public policy and therefore the assets had to be 

included in the bankruptcy estate.  In re Brooks, 217 B.R. 98 (Bankr. D. 

Conn. 1998). 

g. In 1991, “a one-time hotshot trader” put $7 million into a self-settled 

spendthrift trust in the Jersey Channel Islands about two months before an 
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arbitrator determined that he owed $20 million to Bear, Stern & Company 

due to losses suffered on October 19, 1987 when the stock market fell 

more than 500 points.  Shortly after the initial transfer in 1991, the debtor 

changed the situs of the trust to the Republic of Mauritius, and amended 

the terms of the trust by inserting a duress provision that stripped him of 

any powers and interests in the trust if he became bankrupt.  After the 

arbitrator rendered the 1991 decision, the debtor filed a voluntary petition 

for bankruptcy discharge, claiming that he no longer owned, and could not 

control, the millions that he had just recently put in trust.  The Bankruptcy 

Court held him in contempt for not producing the assets, and imposed a 

$10,000 per day fine until he purged his contempt.  Finding his attempts at 

compliance to be “entirely unacceptable,” the court then ordered him 

incarcerated until he complied fully with the earlier order.  The debtor’s 

attempts to comply, according to the District Court, were “half-hearted, 

last minute ... plainly insufficient and ... did not demonstrate that 

compliance [was] impossible.”  In re Lawrence, 251 B.R. 630 (Bankr. 

S.D. Florida 2000), see also In re Lawrence, 279 F.3d 1294 (11th Cir. 

2002). 

i. “On December 12, 2006, Stephen Jay Lawrence was released from 

confinement for civil contempt after serving more than six years due to 

his refusal (according to the court) or inability (according to 

Lawrence) to repatriate $ 7 million from his Jersey (later Mauritius) 

trust for inclusion in his bankruptcy estate.  The court determined that 

the contempt order had morphed from coercive to punitive in nature, in 

violation of Lawrence's due process rights.  Apparently, concluding 

that Lawrence valued his money more than his liberty, the court 

granted him both.”  Osborne & Owen, Asset Protection: Trust 

Planning, ALI-ABA Course of Study (SM077), Planning Techniques 

for Large Estates, Vol. 1 (April 2007).  

ii. See also, Johnson, For Best Asset Protection, Don’t Transfer Funds 

after a Lawsuit is Filed, Business First (May 18, 2007); Oliner v. 

Kontrabecki, 305 B.R. 510 (Cal. 2004) (impossibility defense is 

invalid where the debtor intentionally put himself in that position in 

“obvious attempt” to protect assets from expected creditor). 

h. Debtors seemingly engaged in the fraudulent transfer of property to a 

preexisting Cook Island trust that served no lawful purpose (according to 

the court) other than to protect that property from creditors of the 

creditors.  These transfers were made within days of a predictable 

arbitration award in favor of the creditor, leaving the debtors insolvent.  

Maryland court asserted jurisdiction over the trust because it owned 

Maryland real estate (the debtor’s home) and had a business address in the 
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state.  The debtors had personally guaranteed a $16 million corporate line 

of credit.  The wife/debtor was trust protector and her father was a co-

trustee of the trust.  There was some question about whether they had been 

effectively removed, but the court held that the debtors had “substantial 

control over the trust,” even if the removals were effective.  The court had 

“the clear impression that if the [debtors] ask the trustee for moneys, such 

will be provided.”  The creditor also got a Mareva Injunction in the Cook 

Islands, freezing the assets of the trust and requiring the transfer of assets 

in a Swiss bank to a Cook Island bank.  Bank of America, N.A. vs. Weese, 

277 B.R. 241 (Maryland, 2002). 

i. Assets obtained through fraud were reached despite having been put into 

offshore trusts.  Under longstanding principles of English common law, 

spendthrift protection is not available to illegally obtained assets.  Grupo 

Torras, S.A. v. Chemical Bank & Trust (Bahamas), Sup. Ct. of the 

Bahamas (1995). 

j. The president of Bre-X Minerals in Indonesia made $15 million from 

stock sales before a gold mine discovery was found to be a fraud.  The 

Canadian trustee in bankruptcy, however, obtained a court order from the 

supreme court of the Bahamas freezing assets and enjoining the debtor 

from transferring assets.  WALL ST. J. at A18 (May 5, 1998). 

k. A recent case that involved both offshore and domestic asset protection 

trusts as reportedly been settled.  See e.g., Thomas H. Kenney, Asset 

Protection Trust Planning, 2009 HAW. TAX INST., p. 3.  The following 

quote is from a preliminary decision directing the defendant to render an 

accounting and repatriate assets:  “In brief, the FTC alleges that 

Defendants . . . operated as a common enterprise to deceive consumers 

into paying for high-cost debt management plans. . . .  After extensive 

discovery, the FTC [requested that the defendants] be permanently 

enjoined and ordered to make restitution of some $172 million to injured 

consumers.  That motion is currently pending.  Meanwhile, the FTC 

alleges that since 2002, when Defendants became aware of the 

investigation that led to this lawsuit, [one of the defendants] in particular 

has . . . attempted to establish domestic and offshore trusts. . . to put his 

assets out of reach of the FTC and other creditors.  [That defendant], 

however, appears to retain substantial control over three primary trusts: 

The [P] 2002 Family Irrevocable Trust (located in Delaware with 

estimated assets of over $ 8.8 million), The P Family Trust (established 

under the laws of the Caribbean island of Nevis with estimated assets of $ 

9 million), and The P II Family Trust (established under the laws of the 

Cook Islands with estimated assets of $ 1.3 million). . . .  When questioned 

about the dissipation of assets at his March 24, 2005 deposition, [the 
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defendant] invoked his Fifth Amendment right against self-incrimination. . 

. .  [T]he FTC cites a letter dated January 30, 2003 written by the attorney 

who created the trusts [explaining that]:  The most effective method of 

protecting the underlying assets . . . is to hold [them] in an appropriate 

foreign jurisdiction and for each trust to have relatively few (if any) US 

contacts.  Therefore, should [the defendant’s] financial situation change or 

should he become (or potentially become) subject to litigation, [the 

lawyer] informed him that it is important . . . to reevaluate the status of 

this structure and consider potential modifications that will help ensure the 

optimal protection of the underlying wealth.”  FTC. v. AmeriDebt, 373 F. 

Supp.2d 558, 561 (2005); see also FTC. v. AmeriDebt, 343 F. Supp.2d 

451 (D. Md. 2004). 

8. Note that the above cases appear to involve debtors who (1) tried to evade 

existing or foreseeable creditors, (2) were dishonest, (3) took action “late in 

the game,” and/or (4) implemented their plan poorly.  

a. Timing and solvency can be critically important.  Consider the doctor who 

created a Cook Island trust in 1992 to protect assets in the event of future 

malpractice judgments.  He and the members of his immediate family 

(including his “spouse”) were beneficiaries, but his wife automatically 

ceased to be a beneficiary in 1996 when she ceased to be his spouse.  A 

New York court said the wife was entitled to half of the husband’s assets, 

but declined to order the trustee to deliver property to her:  “Assuming, 

arguendo, that this court had jurisdiction over the corpus of the Riechers 

Family Trust, which it does not, a cause of action would not lie to set aside 

the trust since the trust was established for the legitimate purpose of 

protecting family assets for the benefit of the Riechers family members.”  

Riechers v. Riechers, 679 N.Y.S.2d 233 (N.Y. Sup. Ct. 1998). 

b. A wife transferred property to her husband just before opening a 

restaurant.  When she later filed for bankruptcy, the court noted that 

“solvent persons who are not about to engage in business may freely gift 

their assets to whomever they please, and those transfers do not become 

avoidable if the transferor later drives her car into a crowd of people.  And 

the same is true even if the transferor had debts at the time of the transfer, 

so long as she reserved assets to meet existing and foreseeable 

obligations.”  In re Bergman, 293 B.R. 580 (N.Y. 2003).  See generally, 

Shepard, Beyond Moody: A Re-Examination of Unreasonably Small 

Capital, 57 HASTINGS L.J. 891 (2006). 

9. It probably should be acknowledged that debtors even in egregious situations 

sometimes achieve a form of success.  The creditors in Brooks reportedly 

settled for about fifty cents on the dollar; the creditor in Portnoy reportedly 
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took about twenty cents; and the Andersons reportedly settled for six cents on 

the dollar.  Dukeminier, et al, Wills, Trusts, and Estates, 7th ed., p. 566, 

ASPEN PUBL. (2005); Engel, Does Asset Protection Planning Really Work? J. 

OF ASSET PROT., Vol. 4, No. 1 (Sept/Oct 1998)]  Under no circumstances 

should this acknowledgement be viewed as an endorsement of strategies that 

lack a legal foundation.  For a lawyer to assist in such “planning” would be 

wrong legally, ethically, and morally. 

10. Some judges have expressed skepticism of aggressive APP.  See e.g., In re 

Santaella, 298 B.R. 793 (Fla. 2002) (debtor hid assets in offshore trusts; court 

noted that “a court’s duty to exercise its common sense”). 

11. The Lawrence case is causing some rethinking about “aggressive” APP:  

“Some specialists say that [the Lawrence case] spells doom for all offshore 

asset protection trusts.  If the only way to truly protect your assets is by 

creating a trust that includes a clause telling the trustee to disregard court 

orders, but such a clause also means you’re at risk of going to jail for 

contempt, few people are likely to want these trusts in the first place.  After 

all, the type of risk-adverse people who want to shield assets in an offshore 

trust usually aren’t willing to go to jail.  But others say Lawrence’s conduct is 

particularly egregious, and courts would likely give other debtors more 

leeway with an impossibility defense.”  Davis, Asset Protection’s Bad Boy, 

TRUSTS & ESTATES, p. 51 (July, 2004). 

G. Fraudulent transfer laws often are a creditor’s most effective weapons.   

1. The word fraudulent, as used here, can be misleading.  A fraudulent 

conveyance or transfer is generally defined as any transaction by means of 

which the owner of property has sought to place such property beyond the 

reach of creditors.  Am. Jur.2d Fraudulent Conveyances Sec. 1  Literal fraud 

(i.e., deliberate deception for unlawful gain) may not be required.   

a. Actual fraud focuses solely on the transferor’s intent at the time of the 

transfer.  Was there an attempt to “hinder, delay, or defraud?” 

b. Constructive fraud generally focuses on the transfer’s economic impact.  

For example, if an individual makes a transfer for less than “reasonably 

equivalent value” (REV) and is thereby left “insolvent,” the transfer may 

well be “fraudulent.”  

i. REV is not statutorily defined.  It generally is determined from the 

creditors’ perspective, on a case-by-case basis.  Huge discounts may 

be permissible absent indications of fraud, mistake, or collusion (i.e., 

REV is not necessarily synonymous with fair market value—FMV). 
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ii. Insolvency can be difficult to determine.  One must take into 

consideration present assets and present liabilities, but also reasonably 

foreseeable future assets and reasonably foreseeable future liabilities.  

There can be difficult questions of fact, including value. 

2. Six states have a version of the Uniform Fraudulent Conveyance Act; forty-

two have a version of the Uniform Fraudulent Transfer Act; and the rest have 

statutory or common law derived from the 16th century Statute of Elizabeth.  

These laws provide equitable remedies; punitive damages generally are not 

available.  Costs of the action generally must be borne by the creditor.  See 

Osborne, Asset Protection: Domestic and International Law and Tactics, 

2:01-2:06 (1999)] 

3. The Statute of Elizabeth provides that transfers made with the intent to 

hinder, delay, or defraud creditors of the transferor are voidable.  It requires 

that the debtor’s actual intent be proven, but such proof can be derived from 

“badges of fraud.”  There is no limitations period under the Statute of 

Elizabeth.  This is the biggest difference between it and the UFCA/UFTA, 

both of which generally provide for a limitations period of four years, or one 

year from discovery, whichever is greater. 

4. “Transfer” generally refers to any means of ridding oneself of property.  So, 

for example, the incurrence of debt can be a basis for a fraudulent transfer 

avoidance action.  The existence of consideration does not necessarily ensure 

that a transaction will not be a fraudulent transfer. 

5. It is important to distinguish between present creditors and future creditors, 

as determined at the time of the alleged fraudulent transfer or conveyance.  

This distinction is important because a present creditor need not establish that 

the debtor subjectively intended the transfer to be fraudulent.  Instead, the 

creditor must only objectively demonstrate that the debtor engaged in a 

constructive fraud by transferring assets without receiving a reasonably 

equivalent value in exchange, and that the debtor was insolvent at the time of 

the transfer or became insolvent as a result of the transfer.  

a. Present creditors include anyone with a “claim” against the debtor at the 

time of the transfer.  A claim is “a right to payment, whether or not the 

right is reduced to judgment, liquidated, unliquidated, fixed, contingent, 

matured, unmatured, disputed, undisputed, legal, equitable, secured, or 

unsecured.”  UFTA Sec. 1. 

b. To be voidable by future creditors, the transfer generally must have been 

made with actual intent to hinder, delay, or defraud creditors, but, as 

mentioned above, this typically is determined by reference to “badges of 

fraud.” 
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c. A transfer to an “insider,” such as a relative, is a badge of fraud. 

d. So, too, is one in which the transferor retains possession or control of the 

transferred property. 

e. Concealment is a badge, as is a transfer made after the transferor has been 

sued or threatened with a suit. 

f. Others include transferring all assets, absconding (i.e., leaving the state or 

country permanently), removal of assets from the jurisdiction, 

concealment, insolvency, close proximity in time to incurrence of debt, 

and use of straw persons. 

g. “The well-advised settlor … would leave significant non-exempt assets 

remaining in his name post-transfer, will not conceal the existence of the 

[trust] structure or its assets, and will pay or resolve all his debts, claims, 

and causes of action outstanding at the time of the conveyance.”  Jahde 

and Franzmann, What Are Creditors’ Rights Against Asset Protection 

Trusts? 26 EST. PLAN. 410 (Nov. 1999). 

h. A debtor might be well advised to explicitly provide in the governing 

instrument that assets will continue to be available to satisfy valid claims 

of existing creditors.   

6. While on its face such laws appear to protect even future creditors who are 

remote in time and circumstances, the reality generally is that they seldom do.  

Osborne, Asset Protection: Domestic and International Law and Tactics, 

Secs. 2:01-2:06 (1999), at § 20:02. 

a. There are, however, a handful of cases where future creditors have 

successfully attacked APP.  See, e.g., Bandas v. Emperor, 467 N.Y.S.2d 

749 (N.Y. Sup. 1983) (grandson used power of attorney to transfer his 

grandmother’s property to himself shortly after her stroke and before 

applying for medical assistance); see also, Alperin, Conveyance as 

Fraudulent Where Made in Contemplation of Possible Liability for Future 

Tort, 38 ALR 3d 597 (1994). 

b. Much depends on the circumstances.  “If the debtor has a particular 

creditor or series of creditors in mind and is trying to remove his assets 

from their reach, this would be grounds to deny the discharge.  If the 

debtor is merely looking to his future well being, the discharge will be 

granted.”  In re Oberst, 91 B.R. 97, at 101 (Cal. 1988). 

c. It helps to have acted openly.  See, e.g., In re Bergman, 293 B.R. 580 

(N.Y. 2003) (creditor knew that debtor transferred real estate to her 
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husband just prior to borrowing money from the creditor).  

H. Because most states have a statute of limitations, APP may be unassailable after 

some period, typically four years.  Much can depend on the facts of a case. 

1. APP worked just fine, despite being done just 13 months prior to a 

bankruptcy, where it had been suggested by an estate planning attorney at a 

time when the debtor was solvent.  It was also relevant that only 10% of the 

debtor’s assets had been transferred.  Mart, 88 B.R. 436 (Bankr. S.D. Fra. 

1988) (conversion of non-exempt property into an exempt annuity). 

2. Another court set aside transfers made during litigation over tax deficiencies, 

despite the transferor’s claims to have been motivated primarily by a desire to 

plan his estate.  U.S. v. Bryant, 15 F.3d 756, 758 (8th Cir. 1994) (not 

believable that transfer of substantially all real and personal property to 

children under these circumstances would emanate from normal estate 

planning process) 

3. For a spouse to qualify as a creditor, divorce must be imminent.  Yacobian v. 

Yacobian, 508 N.E.2d 1389 (Mass. App. Ct. 1987).   

4. Transfer to an irrevocable trust was held to be fraudulent where it was done 

one-month after filing for divorce, without telling the spouse about it, and the 

husband had a potential interest under the terms of the trust.  Aronson v. 

Aronson, 516 N.E.2d 184 (Mass. App. Ct. 1987).  

I. If the transfer is not fraudulent, trust assets might not be available to creditors 

even if the transferor retained an interest in, or a power to revoke, the trust.  This 

varies considerably from state to state.  In re Baum, 22 F.3d 1014 (10th Cir. 1994) 

(six years before bankruptcy, settlor put his home into an irrevocable trust for his 

children but retained a right to live there); Van Stewart v. Townsend, 28 P.2d 999 

(Wash. 1934) (settlor of children’s trust retained power to direct trust investments 

and a power to revoke the trust); Schofield v. Cleveland Trust Co., 21 N.E.2d 119 

(Ohio 1939) (“The mere fact that there is a benefit for the settlor is not conclusive 

of fraudulent intent, even when the trust for the settlor is secret .... [A] power of 

revocation . . . does not necessarily render the trust fraudulent, and creditors of the 

settlor cannot compel its exercise for their benefit.”) 

1. However, most states have enacted laws that make available to creditors the 

assets of a revocable trust.  See, e.g., K.S.A. 58a-505; R.S.Mo. 456-5.505; 

Cal. Prob. Code Sec. 18200; N.Y.E.P.L.T. Sec. 10-10.6. 

2. A trustee in bankruptcy generally can exercise powers that the bankrupt 

could exercise for his or her own benefit, including a power of revocation and 

general power of appointment.  § 541.  
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3. “A restraint on the voluntary and involuntary alienation of a beneficial 

interest retained by the settlor of a trust is invalid.”  [REST. (THIRD) OF TRUSTS 

§ 58(2). 

4. “Where a person creates for his own benefit a trust for support or a 

discretionary trust, his transferee or creditors can reach the maximum amount 

which the trustee under the terms of the trust could pay to him or apply for his 

benefit.”  REST. (SECOND) OF TRUSTS § 156(2); see also, REST. (THIRD) OF 

TRUSTS § 60 comt. F. 

J. In most states, it is relatively easy to protect assets from virtually all of a third-

party donee’s creditors by making gifts in trust where distributions are 

discretionary and there is a spendthrift provision.  For an overview of the law in 

this area, see Osborne & Terrill, Fundamentals of Asset Protection Planning, 31 

ACTEC J. 325-337 (2006); Newman, The Rights of Creditors of Beneficiaries 

Under the Uniform Trust Code: An Examination of the Compromise, 69 TENN. L. 

REV. 771 (2002); Harris and Klooster, Beneficiary-Controlled Trusts Can Lose 

Asset Protection, TRUSTS & ESTATES, pp 37-43 (Dec. 2006). 

1. It may be possible to provide a combination of rights and powers that 

amount to functional ownership.  For example, a beneficiary generally can be 

given a right to income and corpus as needed (i.e., subject to an ascertainable 

standard), or in the discretion of another person.  There are other possibilities: 

a. The power to manage trust property or veto certain actions; 

b. The power to appoint trust property to others (i.e., special power of 

appointment); 

c. The opportunity to use trust property under certain conditions (e.g., live in 

a residence, enjoy works of art, borrow money); 

d. The power to fire a trustee and/or hire a replacement (independent) trustee.  

See generally, Oshins, Asset Protection Other Than Self-Settled Trusts: 

Beneficiary Controlled Trusts, FLPs, LLCs, Retirement Plans and Other 

Creditor Protection Strategies, 39 HECKERLING INST. ON ESTATE PLAN., 

Ch. 3 (2005). 

2. “The beneficiary-controlled trust proliferated dramatically in recent years—

and no wonder.  In it, the current beneficiary is named as the sole trustee; has 

the power, in his sole discretion, to make distributions of income and/or 

principal to himself under the health, education, support and maintenance 

standard, and has a limited power to appoint trust assets to anyone other than 

the beneficiary.”  Harris and Klooster, Beneficiary-Controlled Trusts Can 

Lose Asset Protection, TRUSTS & ESTATES, pp 37-43 (Dec. 2006). 



108 

a. Care is in order:  According to Harris and Klooster, the law in this area 

might be changing:  “The Restatement now calls for an examination of the 

level of the beneficiary’s control over trust assets. . . .  Given the different 

policies and considerations involved in creditors’ rights situations, the tax 

statutes, regulations, and cases are of limited relevance and certainly 

cannot be viewed here as controlling.” 

b. They offer suggestions for making beneficiary-controlled trusts work in a 

changed climate:  “All flexibility is not lost, as the beneficiary can be 

given a limited power to appoint trust assets to anyone other than the 

beneficiary; to act as a co-trustee; to name the additional co-trustee of his 

trust; and to act as the sole investment adviser of his separate trust.  In 

addition, the beneficiary could be given the power to remove and replace 

the appointed co-trustee, as long as the replacement trustee is not a related 

or subordinate party not the beneficiary.” 

3. Federal bankruptcy law generally recognizes the validity and efficacy of 

third-party spendthrift and discretionary trusts.  See, e.g., § 541. 

4. Most states have limited exceptions that apply to spendthrift trusts, such as 

for child support and the provision of necessities.  See generally, Vitollo, 

Uniform Trust Code Section 503: Applying Hamilton Orders to Spendthrift 

Interests, 43 REAL PROP. PROB. & TR. J. 169 (Spr. 2008). 

a. Restatement (Second) of Trusts identified four nonexclusive exceptions. 

i. Child support or alimony; 

ii. Necessary goods or services supplied to the beneficiary; 

iii. Services rendered that preserve or benefit the interest of the 

beneficiary in the trust; 

iv. Amounts owed to the federal or state government. 

b. Restatement (Third) of Trusts identifies two nonexclusive exceptions, and 

adds a caveat. 

i. Support of a child, spouse, or former spouse. 

ii. Services or supplies provided for necessities or for protection of the 

beneficiary’s interest in the trust. 

iii. Comment (a) adds, “It is implicit in the rule of this Section, as a 

statement of the common law, that governmental claimants, and other 
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claimants as well, may reach the interest of a beneficiary of a 

spendthrift trust to the extent provided by federal law or an applicable 

state statute.” 

c. Section 503 of the Uniform Trust Code provides that a spendthrift 

provision is unenforceable against: (1) a child, spouse, or former spouse 

with a judgment or court order for support or maintenance, (2) a judgment 

creditor who provided services for the protection of the beneficiary’s 

interest in the trust, and (3) a government claim.  It further provides that “a 

claimant against which a spendthrift provision cannot be enforced may 

obtain from a court an order attaching present or future distributions to or 

for the benefit of the beneficiary” (a so-called Hamilton order), which 

restricts the creditor to amounts that are presently payable to the 

beneficiary.  A number of the 21 states that have enacted the UTC have 

modified Section 503 in one way or another.  See Vitollo, Uniform Trust 

Code Section 503: Applying Hamilton Orders to Spendthrift Interests, 43 

REAL PROP. PROB. & TR. J. 169 (Spr. 2008). 

d. The New Hampshire Supreme Court upheld a spendthrift provision even 

though the beneficiary had been found criminally and civilly liable for 

sexual assault.  His grandmother had set up the trust and provided that 

until he was 50 year old (he currently was 35), he could request income 

but the trustee could make distributions of income or corpus only for 

maintenance, support, or education.  Scheffel v. Krueger, 782 A.2d 410 

(N.H. 2001). 

e. Delaware has refused to permit a creditor of a trust beneficiary to reach an 

interest in a spendthrift trust even though that beneficiary committed a 

willful tort against the creditor.  Gibson v. Speegle, C.A. No. 134 (Del. 

Ch. 1984). 

f. Mississippi held that a spendthrift trust is not protected from creditor 

claims arising from the beneficiary’s gross negligence or intentional torts.  

(The case involved a beneficiary of two spendthrift trusts who was 

involved in a car accident while intoxicated, leaving the plaintiff 

paralyzed.)  But this case was overruled by statute a year later.  Sligh v. 

First National Bank of Holmes County, 704 S.2d 1020 (1997); Miss. Code 

Ann. 91-9-507 (2004); See also, Duvall v. McGee, 375 Md 476, 826 A.2d 

416 (Md. 2003). 

5. The presence of a typical Crummey-power clause could have an adverse 

effect for APP purposes.   

a. “The lapse or affirmative refusal likely causes the trust to be self-settled to 

that extent.  To avoid this result, in most states a disclaimer . . . would 
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have to be filed. . . .”  Spero, Using Life Insurance and Annuities for Asset 

Protection, 28 EST. PLAN. 12 (Jan. 2001); See also Hartsfield v. Lescher, 

721 F. Supp. 1052 (E.D. Ark. 1989), and In re Morris, 151 B.R. 900 (C.D. 

Ill. 1993); Regarding effectiveness of disclaimers, see, e.g., In re Estate of 

Kirk, 591 N.W.2d 630, 633 (Iowa 1999). 

b. At least one state has tried to eliminate this potential problem by statute:  

“A beneficiary of the trust may not be considered a settlor merely because 

of a lapse . . . if the value . . . does not exceed . . . the greater of the 

amount specified in (1) § 2041(b)(2) or 2514(e) . . . or (2) § 2503(b) of the 

Internal Revenue Code.”  Tex. Prop. Code Ann. 112.035(e). 

6. “Most federal courts will not immunize trust assets from a federal tax lien 

just because the trust instrument contains a spendthrift provision,” but such 

courts will provide such protection in the case of “purely discretionary 

distribution powers to the trustee.”  Repp, Asset protection (for the Rich and 

Not) in Iowa, 56 DRAKE L. REV. 105 (2007), citing In re Orr, 180 F.3d at 663, 

and First Northwest Trust Co., 622 F.2d at 390; see also I.R.S. Chief Counsel 

Advisory Memo 200036045 (May 16, 2000). 

K. For many years, no state allowed self-settled spendthrift trusts, and discretionary 

trusts could not be used to protect assets from the creditors of a settlor who was a 

beneficiary (i.e., the settlor’s creditors could reach assets put into any such trust to 

the extent that they could be distributed to the settlor without breaching a 

fiduciary duty to another beneficiary).   

1. “Although courts and legislatures have had some sympathy for property 

owners seeking to protect their imprudent or profligate children, the notion 

that property owners ought to be able to protect themselves against their own 

profligacy, at the expense of their creditors, has been much harder to 

swallow.”  Sterk, Asset Protection Trusts: Trust Law’s Race to the Bottom? 85 

CORNELL L. REV. 1035, 1044 (2000). 

2. It is counterintuitive to many that a person would be able to protect his or 

her wealth from creditors without necessarily giving up all beneficial interests 

in that wealth.  “A person may not use a trust as a device [to avoid creditors] 

and enjoy substantially all of the advantages of ownership [while] at the same 

time [placing the assets] beyond the legitimate reach of . . . creditors.”  Leach 

v. Anderson, 535 P.2d 1241 (Utah 1975). 

X.  SELF-SETTLED ASSET PROTECTION TRUSTS (APTS)   

a. These got their domestic start in Alaska in 1997, but Delaware followed suit 

within a matter of months.  Since then they have been statutorily embraced in 

Nevada, Rhode Island, Utah, Missouri, South Dakota, Tennessee, Wyoming, 



111 

Utah, and New Hampshire.  Oklahoma is usually included on such lists, but its 

approach is somewhat unusual, as discussed below.  Colorado is also included 

on some lists, but inappropriately so in this author’s opinion.)  Each of these 

states now has statutes that arguably enable residents and nonresidents alike to 

settle APTs in their respective jurisdictions.  Alaska Trust Act, Alaska Stat. § 

34.40.110 (2004); Qualified Dispositions in Trust Act, Del. Code Ann. Tit. 12, 

§ 3570 (2004); Spendthrift Trust Act, Nevada Rev. Stat. § 166.040 1(b) 

(2004); R.I. Gen. Laws § 18-9.2—2(9) (2004); Utah Code Ann. § 25-6-14 

(2004); Missouri Rev. Stat. Ch. 456, Sec. 456.5-504.1 and 456.5-505.3 

(2006); Nev. Rev. Stat. Ann. 166.040.1(b), .2(b) (2006); Tenn. Code § 35-15-

505 and § 66-1-202 (2007); Wy. Stat. § 4-1-505 and §§ 4-10-510 through 4-

10-523 (2007); Oklahoma Family Wealth Preservation Trust Act, O.S.A., 

Title 31, Sec. 10, 13, 16; R.I. Gen. Laws 18-9.2-3 (2006); See also, Shaftel, 

“Domestic Asset Protection Trusts:  Key Issues and Answers,” 30 ACTEC 

Journal, 20 (Summer 2004); Shaftel & Bundy, Domestic Asset Protection 

Trusts Created by Nonresident Settlors, EST. PLAN. (April 2005); Nenno, 

Planning with Domestic Asset-Protection Trusts: Part I,” 40 REAL PROP. 

PROB. & TR. J. 263 (2005); Nenno, Planning with Domestic Asset-Protection 

Trusts: Part II, 40 Real Prop. Prob. & Tr. J. 477 (2005); Nenno, Planning 

and Defending Domestic Asset-Protection Trusts, ALI-ABA Course of Study 

(SM077), Vol. 1 (April 2007); Sirknen, Domestic Asset Protection Trusts: 

What’s the Big Deal? 8 TRANSACTIONS 133 (Fall 2006); Hirsch, Fear Not the 

Asset Protection Trust, 27 CARDOZO LAW REV. 2685 (2006); David G. 

Shaftel, Comparison of the Twelve Domestic Asset Protection Statutes 

Updated Through November, 2008, ACTEC J., Spring 2009; Christopher 

Paul, Innovation or a Race to the Bottom? Trust “Modernization” in New 

Hampshire, 7 PIERCE L.R. 353 (2009). 

b. A trust consisting of personal property will usually be construed in accordance 

with the rules of construction of the jurisdiction designated in the trust 

instrument.  This is generally true for trust administration as well.  REST. 

(SECOND) CONFLICT OF LAWS §§ 224, 268 and 271.  

i. But a local court might refuse to recognize such a designation if the 

named jurisdiction does not have a substantial relation to the trust, or if 

the application of the named jurisdiction’s laws violates a strong 

public policy of the local jurisdiction.  REST. (SECOND) CONFLICT OF 

LAWS § 270. 

ii. In determining which jurisdiction has the most significant relationship 

with the trust, the court generally will consider the justified 

expectation of creditors, basic policies underlying debtor-creditor law, 

and the ease in the determination and application of the law to be 

applied.  REST. (SECOND) CONFLICT OF LAWS § 6. 
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iii. Sooner or later, there will be creditors who question APTs when the 

settlor is not a resident of the situs state.  Take nothing for granted.  

The outcome might depend on the equities of each case and perhaps on 

each judge’s attitude toward asset protection.   

iv. “[W]hile the means used to conceal assets may be as varied as the 

creative mind of the devious debtor who chooses to take advantage of 

the asset protection laws of a foreign jurisdiction, it remains the 

constant duty of this Court to pierce the implausible and recognize that 

which is true.”  In re Santaella, 298 B.R. 793 (Fla. 2002). 

c. Under Oklahoma’s Family Wealth Preservation Trust Act, permissible 

beneficiaries include the settlor’s spouse and issue (not the settlor) and 

501(c)(3) charities.  While the settlor cannot be a beneficiary, he can retain the 

power to revoke the trust.  Importantly, the settlor’s creditors cannot force the 

settlor to exercise the power!   

i. To qualify, the trust must have an Oklahoma trust company or bank as 

trustee (no individual trustees);  

ii. The trust estate must consist of assets in Oklahoma-based banks, 

Oklahoma real estate, and/or securities issued by Oklahoma-based 

companies; 

iii. The maximum initial corpus is limited to $1 million. 

d. South Dakota joined the ranks in 2005.  The settlor may be a permissible 

distributee, but the trust must be irrevocable and contain spendthrift language.  

Also, the trustee must be a resident or a bank or trust company that maintains 

or arranges for custody of trust property in the state, and is responsible for 

various other administrative chores.  A non-resident adviser or protector is 

permitted.  The settlor may be an “adviser.”  Domestic relations claims (i.e., 

alimony and child support) can be enforced, as can certain tort-based claims.  

Simmons, Asset Protection Trusts Arrive in South Dakota, 

http://www.gundersonpalmer.com/scripts/handleNewsletter.asp?nArticleID=4

0; South Dakota Act to Authorize Qualified Dispositions (effective July 1, 

2005). 

e. Details vary from state to state and tend to change as each state tries to stay 

ahead of its competition.  See generally, Wells, Domestic Asset Protection 

Trusts: A Viable Estate and Wealth Preservation Alternative, 77 FLA. BAR J. 

44 (2003); Eason, Retirement Security Through Asset Protection: The 

Evolution of Wealth, Privilege, and Policy, 61 WASH. & LEE L. REV. 159 

(2004)]  A few examples: 
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i. “In Alaska and Nevada, a transfer into an asset protection trust can 

only be challenged for actual fraud, not constructive fraud.  In Nevada 

as well, the statute of limitations for challenging the transfer halves the 

usual period specified under the Uniform Fraudulent Transfer Act.  In 

Delaware and South Dakota, creditors face a more stringent burden of 

proof.”  Hirsch, “Fear Not the Asset Protection Trust,” 27 CARDOZO 

LAW REV. 2685, 2687 (2006).  Hirsch adds, “States are vying for trust 

business.  The state legislature of Delaware has been quite candid 

(even brazen) about its intentions—which are ‘to maintain Delaware’s 

role as the most favored domestic jurisdiction for the establishment of 

trusts.’”  Id. at 2690. 

ii. In Delaware, the settlor can retain the (i) right to trust income, (ii) right 

to up to 5% of trust principal, (iii) right to other distributions of 

principal in the trustee’s discretion or pursuant to a standard as 

determined by the trustee or adviser, (iv) veto power over trust 

distributions, (v) limited testamentary power of appointment, (vi) 

power to direct or veto investment decisions, and (vii) power to change 

trustees, advisers, and protectors.  Also, the trust instrument can 

provide for the payment of taxes and other obligations at death, and for 

the reimbursement of income taxes to the settlor if the trust is a grantor 

trust. 

iii. Wyoming permits settlors to establish self-trusteed "qualified 

spendthrift trusts" that purport to protect trust assets from the settlor’s 

creditors.  Among other requirements, the settlor must provide an 

affidavit stating that the transfer of assets to the trust will not render 

the settlor insolvent, the settlor does not intend to defraud any creditors 

by making the transfer, no proceedings are pending against the settlor 

other than those identified in the affidavit, the settlor is not in default 

of any child support obligation by more than thirty days, the settlor 

does not contemplate filing for bankruptcy, and the property 

transferred to the qualified spendthrift trust is not derived from any 

unlawful activity.  

iv. Wyoming also requires that the settlor maintain liability insurance of 

at least $1 million and no less than the value of property transferred to 

qualified spendthrift trusts. 

1. Settlors may retain (i) the power to veto distributions from the 

trust; (ii) a general or limited power of appointment; (iii) the 

right to be a beneficiary of a charitable remainder trust; (iv) the 

right to receive a private unitrust amount of not more than five 

percent; (v) the right to remove and appoint trustees, trust 
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protectors, and trust advisers; (vi) the right to be a beneficiary 

of a qualified personal residence trust; (vii) the right to act as 

investment adviser to the trust; and, of course, (viii) the right to 

be a beneficiary of income and principal distributions and to 

receive those distributions. The settlor’s ability to retain a 

general power of appointment is unique. 

2. Creditors may assert claims based on the Wyoming Fraudulent 

Transfers Act, but not against the trustee, trust protector, trust 

adviser, or other fiduciary of the trust or any attorney or other 

person involved in the drafting, execution, funding, or 

administration of the trust. 

3. If any court declines to apply Wyoming law, the trustee is 

immediately removed and the only step that the removed 

trustee can take is to transfer the assets to the new trustee.  Wy. 

Stat. § 4-1-505 and §§ 4-10-510 through 4-10-523. 

v. The Tennessee Investment Services Act permits the creation of 

domestic asset protection trusts that are similar to those now allowed 

in Wyoming, and makes it possible to extend the rule against 

perpetuities period to 360 years.  (Wyoming previously extended its 

RAP period to 1,000 years.)   

1. Unlike the settlor of a Wyoming qualified spendthrift trust, 

however, the settlor of a Tennessee investment services trust is 

not required to maintain liability insurance.  

2. Like the other domestic asset protection trust states (other than 

Wyoming), Tennessee restricts a settlor's power of 

appointment to a limited one exercisable only at death. 

3. An interesting twist: Tennessee now protects those involved in 

drafting, executing, funding, and administering limited 

partnerships and LLCs, the interests in which are subsequently 

transferred to the Tennessee Investment Services Trust.  Tenn. 

Code § 35-15-505 and § 66-1-202. 

f. As noted above, a trust agreement can dictate governing law only if the 

designated state has a substantial relation to the trust, and then only if that law 

does not violate a strong public policy of the state that has the most significant 

relationship regarding the issue in controversy.  REST. (SECOND) CONFLICTS 

OF LAW SEC. 270; See also, In re Livingston, 186 B.R. 841, 863 (D. N.J. 

1995); Securities and Exchange Commission v. The Infinity Group, 27 F. 

Supp.2d 564-65 (E.D. Pa. 1998); In re Kaiser Steel Corp., 87 B.R. 154, 160 
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(Bankr. D. Colo. 1988); In re Morse Tools Inc., 108 B.R. 384, 385-86 (Bankr. 

D. Mass. 1989); See generally, Conflict of Laws—Which State Rules Govern?, 

18-9 ABIJ 18 (1999). 

g. It may be possible to move the trust situs to a state that has relatively pro-

debtor laws.  Boilerplate language stating that the law of a particular 

jurisdiction is to apply can get in the way.  See generally, Nenno, The Trust 

from HELL: Can it be Moved to a Celestial Jurisdiction? PROB. & PROP., pp. 

60-64 (May/June 2008) (“reasons why beneficiaries explore moving a trust 

are … to obtain more effective creditor-protection”). 

h. Trust design depends on what the settlor is trying to accomplish.  For 

example, some settlors want the funding of the trust to be a completed gift for 

gift tax purposes, while many others do not.   

i. Arguably, the value of property held in a domestic APT will not be 

includible in the settlor’s gross estate simply because the trustee had 

discretion to make distributions to the settlor, or for his benefit, as long 

as applicable law does not make those trust assets available to the 

settlor’s creditors.  Accordingly, such a trust might be used by 

someone wanting to freeze value for transfer-tax purposes while 

continuing to qualify for trust distributions (i.e., retain a security 

blanket).  See generally, Getty, “Federal Estate and Gift Tax Issues 

With Domestic Asset Protection Trusts, TRUSTS & ESTATES, p. 45 

(June 2001) and p. 54 (Sept. 2001). 

ii. A common means of avoiding a completed gift is to retain a limited 

power of appointment.  Reg. Sec. 25.2511-2(b) (a gift is complete if 

the donor “has so parted with dominion and control as to leave in him 

no power to change its disposition, whether for his own benefit or for 

the benefit of another.”). 

iii. Those who want to make a “completed” transfer (i.e., one that 

qualifies as a gift for gift-tax purposes, and will not be includible in the 

donor’s gross estate at death) may find it difficult to convince the IRS 

that sections 2036 and 2038 do not apply.  See generally, Shaftel, 

Domestic Asset Protection Trusts Created by Nonresident Settlors,” 

Domestic Asset Protection Trusts, Vol. 32, No. 4, p. 27 (April 2005). 

1. Courts and the IRS have taken the position that if the settlor's 

creditors could get to the assets of a self-settled discretionary 

trust, such trust is “defective” for transfer tax purposes.  

Paolozzi, 23 T.C. 182 (1954), acq.; Outwin, 76 T.C. 153 

(1981); German, 55 AFTR2d 85-1577 (Ct. Cl. 1985); Uhl, 241 

F.2d 867 (7th Cir. 1957); Wells, T.C. Memo 1981-574; Rev. 
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Rul. 76-103 1976-1 C.B. 293; Rev. Rul. 77-378, 1977-2 CB 

347. 

2. Depending on the particulars of any given situation, the IRS 

might be expected to argue that “an understanding” existed 

between the settlor and trustee, and that such understanding 

amounted to 2036 or 2038 retention.  See, e.g., Estate of 

Paxton, 86 T.C. 785 (1986) (2036 applied because the settlor's 

creditors could have reached trust assets under Washington law 

and because the assets had been placed in trust subject to “an 

understanding, express or implied, that he would receive the 

trust income or corpus or both when requested.”). 

3. The IRS has ruled, however, that a trustee’s discretion to 

reimburse the settlor for income taxes paid on grantor-trust 

income does not by itself cause inclusion of the trust assets in 

the settlor’s gross estate.  Rev. Rul. 2004-64 

a. The IRS ruled in Ltr. Rul 9837007 that gifts to an 

Alaska APT were complete when made to a self-settled 

trust.  See generally John K. Eason, Developing the 

Asset Protection Dynamic: A Legacy of Federal 

Concern, 31 HOFSTRA L. REV. 23 (2002). 

b. Grantor trust status is not a given.  A Delaware APT 

was of the nongrantor variety because adverse parties 

were involved.  See Ltr. Ruls. 200148028, 200247013, 

and 200502014. 

c. The outcomes in these rulings were positive (i.e., the 

settlor in Alaska intentionally designed his trust to 

facilitate transfer-tax minimization, while the settlors in 

Delaware wanted a tax-neutral trust that would protect 

assets from the settlor’s creditors). 

4. Even if the law were crystal clear, there would still be the 

various questions of fact:  For example, did the trustee agree to 

follow the settlor’s instructions?  Some courts have been 

relatively quick to find similar “understandings” in the context 

of family limited partnerships.  See, e.g., Korby vs. 

Commissioner, Nos. 06-1201, 06-1203 (8th Cir. Dec. 8, 2006; 

McDonald & Kanyuk, Defending Discounts, TRUSTS & 

ESTATES p. 20 (Nov. 2006). 

i. Domestic APP trusts haven’t had to withstand a full-frontal, policy-based 
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assault. 

i. A major concern is that a creditor will obtain a judgment from another 

state and ask the local court to honor it (the “full faith and credit 

issue”).   

ii. There may also be a “contract clause question” under the U.S. 

Constitution (“no state shall pass any law impairing the obligation of 

contracts”). 

iii. There also are jurisdictional and conflict of law issues regarding the 

trustee and trust property, and the “due process” clause. 

iv. See, e.g., Hirsch, Fear Not the Asset Protection Trust, 27 CARDOZO 

LAW REV. 2685 (2006); Shaftel, Domestic Asset Protection Trusts:  

Key Issues and Answers, 30 ACTEC J., 20 (Summer 2004); 

Passananti, Domestic Asset Protection Trusts: The Risks and 

Roadblocks Which May Hinder Their Effectiveness, 32 ACTEC J. 260 

(2006). 

j. Domestic APTs evolved from the offshore variety.  Some lawyers still prefer 

the offshore variety.  See, e.g., King, The Modern Dynasty Trust: Flexibility is 

More Important than Ever, 136 TRUSTS & ESTATES, 32, 34 (1998); Engle, A 

False Sense of Security? SHORE TO SHORE at 86-87 (Oct. 1997), Giordani and 

Osborne, Will the Alaska Trust Work? 2 J. ASSET PROT. (Sept/Oct 1997); 

Ausness, The Offshore Asset Protection Trust: A Prudent Financial Planning 

Device or the Last Refuge of a Scoundrel? 45 DUQ. L. REV. 147 (2007). 

i. Differences typically include a shorter tail period, a refusal to enforce 

the judgment of a U.S. state or federal court (i.e., no comity), high 

burdens of proof, an obligation to hire local counsel and to pay 

attorney fees under the English rule, and a prohibition of contingent 

fee arrangements. 

ii. “Despite negative publicity, ‘offshore’ is still a good way to go for 

asset protection and life insurance.”  Duke, Offshore, Legitimately, 

TRUSTS & ESTATES, p. 42 (Nov. 2006). 

iii. But there are many potential problems with offshore trusts, and 

relatively few clients achieve the required degree of comfort.  See, e.g., 

Ausness, The Offshore Asset Protection Trust: A Prudent Financial 

Planning Device or the Last Refuge of a Scoundrel? 45 DUQ. L. REV. 

147 (2007) (“American Courts have treated them with undisguised 

hostility”). 
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k. Estimates of the wealth held in Offshore Asset Protection Trusts (OAPTs) 

vary wildly.  It is widely believed to be well into the billions.  Sitkoff & 

Schanzenbach, Jurisdictional Competition for Trust Funds: An Empirical 

Analysis of Perpetuities and Taxes, 115 YALE L.J. 356, 359 (2005).  Several 

years ago, the U.S. Treasury puts the number at “tens of billions.”  Lischer, 

Professional Responsibility Issues Associated with Asset Protection Trusts, 39 

REAL PROP. PROB. & TR. J. 561 (Fall 2004), note #31; See also, Bove, 

Drafting Offshore Trusts, TRUSTS & ESTATES p. 44 (July 2004); Lee, Piercing 

Offshore Asset Protection Trusts in the Cayman Islands: The Creditors’ View, 

11 TRANSNAT’L LAW. 463 (2000); Asset Protection:  Still a Viable Planning 

Tool, ESTATE PLAN. REV., pp. 64-65 (April 18, 2002); Hamilton, REPO “Act 

Targets Inversions: Are Offshore Hedge Funds Next? TAX NOTES, p. 287 

(April 15, 2002); Adams, Kurlander and Holt, Creditor Protection:  Offshore-

Onshore Options, ESTATE PLAN. TELECONFERENCE SERIES, p. 2 (Feb 2001); 

Marty-Nelson, Offshore Asset Protection Trusts: Having Your Cake and 

Eating It too, 47 RUTGERS L. REV. 11, 14 (1994); Lowell, Dealing With Client 

Interest in Offshore Trust Structures, DUKE UNIV. ESTATE PLANNING CONF. 

(Oct. 2001). 

i. Settlors of OAPTs are subject to the fraudulent transfer laws of their 

own jurisdictions, but repatriation of assets can be quite difficult even 

when the creditor is certain to succeed eventually.  See generally, 

Advantages and Problems of Foreign Trusts, 7 PLI Intern’l Tax & Est 

Plan. Ch. 7 (2000). 

ii. A typical OAPT may involve the transfer of all or most of the interests 

in a closely held entity (e.g., family limited partnership) to one foreign 

trustee and maybe one or two U.S. trustees.  The settlor is usually a 

permissible distributee and may even be the only current beneficiary.  

Often, the OAPT has an additional party—a trust protector—who 

holds the power to veto distributions and trust investments, and also to 

hire and fire trustees.  It is not uncommon for the settlor to serve as 

protector, or at least to retain the power to hire and fire trustees.  It also 

is not uncommon that a “duress clause” will provide for certain 

changes if and when things start to heat up (e.g., trust becomes 

irrevocable; settlor gives up power to hire and fire trustees; jurisdiction 

of trust is moved; settlor ceases to be permissible distributee).  See, 

e.g., Sterk, Asset Protection Trusts: Trust Law’s Race to the Bottom, 

85 CORNELL L. REV. 1035 (2000). 

iii. Promoters sometimes claim that OAPTs can be used to eliminate all 

U.S. taxes.  This is nonsense.  Toscher & Stein, FBAR Enforcement—

An Update, J. OF TAX PRAC. & PROC., at p. 57 (April/May 2006); 

Duke, Offshore, Legitimately, TRUSTS & ESTATES, p. 42 (Nov. 2006). 
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iv. Offshore jurisdictions that seem to be particularly active in the 

marketing of OAPTs include Anguilla, Antigua, Bahamas, Barbados, 

Belize, Bermuda, Cayman Islands, Channel Islands (Jersey and 

Guernsey), Cook Islands, Cyprus, Gibraltar, Isle of Man, 

Liechtenstein, Marshall Islands, Mauritius, Nevis, Niue, and Turks & 

Caicos. 

1. The general rule in these jurisdictions is that transfers become 

“unassailable” after the passage of a period specified in a 

statute (typically two years; sometimes one). 

2. The statute of limitations may start to run when the trust is 

funded.  See generally, Henzy, Offshore and ‘Other’ Shore 

Asset Protection Trusts, 32 VAND. J. TRANSNAT’L L. 739, 741 

(1999). 

3. Some offshore jurisdictions impose on the creditor the duty to 

prove beyond a reasonable doubt that the trust was established 

for fraudulent purposes. 

4. Even if a creditor is able to prove in a domestic court that the 

debtor made a fraudulent transfer, he may have to relitigate the 

claim in the offshore jurisdiction.  See, e.g., Cook Islands 

International Trust Act (1984) (amended). 

5. Discovery rules often are pro-debtor by normal standards.  See 

Engel, Foreign Situs Trusts: An Overview of Various Uses and 

Applications, 61 N.Y.U. INST. ON FED. TAX, § 22.02(4)(c)(vi). 

v. There are other things a client would want to consider before funding 

an offshore trust: 

1. Stable economic, political, and social environment. 

2. Non-burdensome local tax structure. 

3. Minimal language or customs barriers. 

4. Availability of reputable professional services. 

5. Modern telecommunications facilities.  See generally, 

Rothschild, Establishing and Drafting Offshore Asset 

Protection Trusts, 23 EST. PLAN. 65 (1996) and Engel, Using 

Foreign Situs Trusts for Asset Protection Planning, 20 EST. 

PLAN. 212 (1993)] 
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vi.  “Before your clients run to these jurisdictions, consider the extensive 

filing requirements involved in establishing offshore trusts—and the 

stiff penalties for failing to do all the paperwork properly.”  Duke, 

Offshore Trusts, TR. & EST., p. 49 (Nov. 2005). 

vii. While foreign trusts are not for the timid and are sometimes used by 

bad people for bad reasons, they are not inherently abusive and they 

have their advocates.  

1. Compared to domestic trusts, they may provide a much greater 

“daunting effect.”  Engel, Asset Protection Planning, 

Integrated Estate Planning, and the Current State of the Art,” 

SO. CALIF. TAX & EST. PLG. FORUM (1999). 

2. There are no “full faith and credit” or “contract clause” issues. 

viii. A settlor wanting maximum protection will select a trustee who is not 

connected with the U.S. in any way.  The simple reason is that some 

level of contact might subject the trustee, and therefore the trust, to the 

jurisdiction of a U.S. court.  U.S. v. Bank of Nova Scotia, 740 F.2d 

817 (11th Cir. 1984) (faced with daily fines of $25,000 pending receipt 

of information from the Bahamian branch, the Miami branch chose to 

cooperate with the creditors); See also, Securities Exchange 

Commission v. Levine, 1986 U.S. Dist. Lexis 24576 (S.D.N.Y. 1986); 

Hercules Inc. v. Leu Trust Banking Ltd., 611 A.2d 476 (Del. 1992); 

Litton Industries, Inc. v. Levine, 767 Fed Supp. 1220 (S.D.N.Y. 1991).  

ix. “As a practical matter, even poorly conceived and ineptly implemented 

offshore trusts have proven highly successful at asset protection.  

Penetrating an offshore trust and seizing assets held therein is a 

daunting prospect and an expensive, time-consuming, almost 

insurmountable task.  Some creditors will simply walk away if 

informed that the debtor's assets are in an offshore trust or, in the 

alternative, will promptly settle their claims for a reasonable figure.”  

Osborne & Owen, “Asset Protection: Trust Planning, ALI-ABA 

Course of Study (SM077), Planning Techniques for Large Estates, 

Vol. 1 (April 2007).  

x. According to Forbes magazine, “offshore judges are beginning to balk 

at protecting deadbeats and crooks, too.”  An asset-protection lawyer 

reportedly is buying up claims against people who have offshore 

trusts.  Evidently, he doesn’t think that OAPTs are impenetrable.  

McMenamin, Your Trust Has a Hole, FORBES (June 15, 1998). 

l. “The question most frequently asked of lawyers who specialize in asset 
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protection trusts is ‘What jurisdiction do you prefer?’  There is no single 

answer to this question. . . . [T]he legal scene constantly shifts.  Only by a 

careful and ongoing analysis of the client's objectives, the domestic legal 

environment, and the foreign options can a lawyer assure a client of the best in 

asset protection.”  Osborne & Owen, Asset Protection: Trust Planning, ALI-

ABA Course of Study (SM077), PLANNING TECHNIQUES FOR LARGE ESTATES, 

Vol. 1 (April 2007).   

XI. RISK MANAGEMENT FOR ADVISERS 

m. When APP is suggested by the estate planner as added value to routine estate 

planning, and is not expected to affect a person’s current or foreseeable 

creditors, extra precautions might not be necessary. 

n. But when the client or would-be client specifically asks about APP, or 

circumstances indicate a possible-to-probable problem with a specific creditor 

or category of potential creditor, extra caution is in order. 

i. Assist only people who appear to be honest and trustworthy. 

ii. Don’t just assume that the person in front of you is honest and 

trustworthy. 

1. Consider doing a background check. 

2. At a minimum, grill the person about not just nature and 

magnitude of his wealth but also the source of that wealth, 

information about nature and size of claims by his current and 

foreseeable creditors, particulars of his business activities and 

livelihood, the exact reasons for seeking APP, and the person 

who provided the referral. 

3. Insist upon a solvency affidavit (e.g., the nature and value of 

property that will continue to be available to creditors; a list of 

known and foreseeable claims; the absence of any current or 

reasonably foreseeable lawsuit, administrative action, or 

government investigation; the fact and extent of his solvency 

after the contemplated APP steps have been taken; his ability 

and intent to pay all existing and foreseeable claims, including 

taxes; no unlawful activities). 

4. Also, document that the person understands the basics of 

fraudulent transfer law, including the consequences of a 

fraudulent transfer, that each member of the planning team will 

be relying on the client to make full and continuing disclosure 
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to them of all relevant information, and that each member will 

withdraw if it turns out that the person has not been truthful. 

iii. Make clear the limitations of APP. 

iv. Document everything. 

v. If you smell a rat, “just say no.” 

o. Review of Major Concepts of APP: 

i. Properly defined, APP is an essential element of estate planning.   

ii. The goal should be peace of mind—do APP when you don’t need it! 

iii. All else being equal, exempt property is to be treasured.  

iv. Trusts and powers of appointment generally make it possible to protect 

property from the claims of a donee’s creditors, perhaps even if the 

donee is given the functional equivalent of ownership over property. 

v. In many offshore jurisdictions and at least ten states a settlor’s 

creditors cannot reach property simply because it might be distributed 

to the settlor. 

vi. A debtor’s interest in a closely held entity perhaps can be designed to 

“lose” much of its value in the hands of a creditor. 

vii. APP strategies revolve around changed legal relationships.  Clients 

who do not respect such changes should not be surprised if creditors 

and courts do not either. 

viii. Advisers must take reasonable steps to detect, and avoid involvement 

in, any form of fraud. 

ix. APP should be carefully documented and not hidden.  Anything that 

depends on secrecy to work, probably doesn’t. 

x. APP sometimes works even better in practice than it does in theory, 

but that alone does not justify any particular strategy—and there may 

be a bigger downside to APP than is readily apparent.  

xi. When engaged in APP, there is no such thing as a sure thing. 
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TROUBLED TIMES FOR FIDUCIARIES 

AND THEIR REPRESENTATIVES 

XII. THE FIDUCIARY PRINCIPLE 

The law used to protect beneficiaries by limiting the fiduciary’s unsupervised 

exercise of power.  Now fiduciaries generally have the power to act unilaterally, but there are 

serious consequences if they fail to satisfy a long list of fiduciary duties.
4
  Easterbrook and 

Fischel colorfully describe the difference between the old and new approaches, and the 

thinking behind the change:  

“The fiduciary principle is an alternative to direct monitoring.  It replaces 

prior supervision with deterrence, much as the criminal law uses penalties for 

bank robbery rather than pat-down searches of everyone entering banks.  

Acting as a standard-form penalty clause in every agency contract, the elastic 

contours of the fiduciary principle reflect the difficulty that contracting parties 

have in anticipating when and how their interests may diverge.”
5
 

A. Identifying Fiduciaries 

Fiduciary relationships can be obvious: guardian and ward, agent and principal, 

members of a partnership, lawyer and client, personal representative and estate beneficiary, 

and trustee and trust beneficiary.  Professionals such as accountants, financial planners, 

insurance agents, appraisers, and brokers may or may not have a fiduciary relationship with 

the people they serve, depending on the circumstances.  Non-fiduciaries might be held to a 

fiduciary standard if they act as though they are fiduciaries. 

For example, a 2006 Ohio case involved a broker who decided one day that the stock 

market was about to drop precipitously.
6
  Fearing that his retiree customers would be 

financially devastated if action were not taken on their behalf, he immediately, unilaterally, 

and frantically changed their investment portfolios by replacing growth-oriented equities 

with fixed-income debt instruments.  This involved 2,600 trades over a two-day period.  He 

appeared not to be motivated by self-interest.  For example, he did not charge a commission 

on any of these transactions.  Unfortunately, the stock market went up and so rather than save 

his customers from losses, his action caused them to miss out on a significant increase in 

stock prices.  The plaintiffs had an open-and-shut case for breach of contract, but they needed 

to establish that the broker was a fiduciary in order to qualify for punitive damages.  Doing 

so would have been easy if the plaintiffs had authorized the broker to buy and sell securities 

without their advanced approval (i.e., so-called discretionary accounts).  This broker did not 

                                                 
4
 See generally John H. Langbein, Rise of the Management Trust, TR. & EST., Oct. 2004. 

5
 Frank H. Easterbrook & Daniel R. Fischel, Corporate Control Transactions, 91 YALE L.J. 698, 702 (1982). 

6
 Burns v. Prudential, 167 Ohio App. 3d 809, 828 (2006). 
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have such authority, but, according to the court, a broker who exceeds his authority under a 

contractual arrangement may thereby assume the duties of a fiduciary:   

“If a non-discretionary broker assumes control of his client’s accounts and 

performs transactions . . . without the client’s approval, the broker must take 

on the duties of a discretionary broker . . . .”
7
  

Treating this broker as a fiduciary made it possible for the court to impose punitive 

damages.  The jury awarded $12 million in compensatory damages and $250 million in 

punitive damages.  The latter number was later reduced to $6 million.
8
 

B. High Standards 

Because the beneficiaries of a trust estate cannot always replace a trustee the way 

shareholders of a corporation can change directors, and because beneficiaries generally 

cannot sell their interests in a trust estate the way shareholders can sell their stock, trust law 

tends to set the bar for fiduciaries higher, and scrutinize their behavior more closely, than 

does corporate law.
9
  The best judgment rule gives corporate fiduciaries the benefit of doubt 

by presuming their conduct to be motivated by a bona fide regard for the interests of the 

corporation.
10

   

“To avoid hindsight bias in suits for breach of fiduciary duty, state common 

law provides corporate managers [but not trustees] with protection under the 

business judgment rule.  It raises a rebuttable presumption managers made 

their decisions in good faith, acted with due care, had no interest in the subject 

matter of the decision, were informed to the extent they reasonably believed 

appropriate under the circumstances, and rationally believed the decision to 

have been in the best interest of the corporation.  It is up to the party 

challenging the fiduciary’s conduct to rebut any one or all of these business 

judgment rule presumptions.”
11

   

The bar for trustees is significantly higher.  The most famous formulation of the 

fiduciary standard comes from a 1928 opinion written by then-judge Benjamin Cardozo:   

“Many forms of conduct permissible in a workaday world for those acting at 

arm’s length are forbidden to those bound by fiduciary ties.  A trustee is held 

to something stricter than the morals of the market place.  Not honesty alone, 

but the punctilio of an honor the most sensitive, is then the standard of 

                                                 
7
 Id. at 829. 

8
 Id. at 819-20. 

9
 Robert H. Sitkoff, Trust Law, Corporate Law, and Capital Market Efficiency, 28 J. CORP. L. 565 (2003), 

quoted in Dukeminier, Sitkoff & Lindgren, Wills, Trusts, and Estates, (8th ed. Aspen Publ’g 2009). 
10

 See, e.g., Gimbel v. Signal Cos., 316 A.2d 599 (Del. Ch. 1974). 
11

 D. Bruce Johnsen, The SEC’s 2006 Soft Dollar Guidance: Law and Economics, 30 CARDOZO L. REV. 1545, 

1594 (2009). 
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behavior.  As to this there has developed a tradition that is unbending and 

inveterate.  Uncompromising rigidity has been the attitude of courts of equity 

when petitioned to undermine the rule of undivided loyalty by the 

‘disintegrating erosion’ of particular exceptions.  Only thus has the level of 

conduct for fiduciaries been kept at a level higher than that trodden by the 

crowd.”
12

   

C. Lawyers are Fiduciaries 

Except for client trust accounts, lawyers do not usually hold title to other people’s 

property the way trustees do, but lawyers always owe fiduciary duties to their clients.  The 

Restatement of the Law Governing Lawyers explains the rationale:   

“A lawyer is a fiduciary, that is, a person to whom another person’s affairs are 

entrusted in circumstances that often make it difficult or undesirable for that 

other person to supervise closely the performance of the fiduciary. . . .  A 

lawyer’s work is sometimes complex and technical, often is performed in the 

client’s absence, and often cannot properly be evaluated simply by observing 

the results.  Special safeguards are therefore necessary.”
13

   

As fiduciaries, lawyers must stay focused on client goals:  “the lawyer may hope to 

further the lawyer’s professional reputation and income through a representation, but may do 

so only as a by-product of promoting the client’s success.”
14

   

The lawyer’s fiduciary duties to a client include undivided loyalty and “perfect” 

candor:  “The relationship between attorney and client has been described as one of uberrima 

fides, which means, ‘most abundant good faith.’”
15

  Among other things, this requires 

“absolute and perfect candor, openness and honesty, and the absence of any concealment or 

deception.”
16

 

XIII. WHEN FIDUCIARIES HIRE LAWYERS 

When a fiduciary such as a trustee or personal representative retains a lawyer’s 

services, it is important to identify the client at the outset of the engagement.  In most 

jurisdictions and circumstances, the fiduciary is the client.
17

  In a few jurisdictions, however, 

the client is the trust or probate estate, rather than the fiduciary.
18

 

                                                 
12

 Meinhard v. Salmon, 164 N.E. 545, 546 (N.Y. 1928). 
13

 RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS, § 16, cmt. b. 
14

 Id.   
15

 Perez v. Kirk & Carrigan, 822 S.W.2d 261, 265 (Tex. Ct. App. 1991). 
16

 Id. 
17

 See, e.g., John R. Price, Duties of Estate Planners to Non Clients: Identifying, Anticipating and Avoiding the 

Problems, 37 S. TEX. L. REV. 1063, 1081 (1996) (noting “a majority of the cases and ethics opinions all 

consider the fiduciary to be the lawyer’s client – not the fiduciary estate or its beneficiaries”); Robert v. Fearey, 
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A related issue is whether a trust or probate estate is or can be a juridical person.  For 

example, in a 2009 Virginia case an injured person lost his chance to seek damages for his 

injuries because he initially sued the deceased tortfeasor’s estate rather than the personal 

representative of that estate.
19

  The statute of limitations had expired before the plaintiff 

corrected the pleadings.  According to the court, “the personal representative is a living 

individual while the ‘estate’ is a collection of property.”
20

 

When there is more than one trustee of a trust or personal representative of an estate, 

there can be a related question of whether the lawyer is representing all of the fiduciaries 

individually (joint representation) or collectively (so-called entity or organizational 

representation).  This was a major issue in the Bishop Estate controversy (see ¶ 1404).
21

 

A. Duty to Beneficiaries 

In some jurisdictions and circumstances, a fiduciary’s lawyer can owe fiduciary 

duties to beneficiaries as well as to the fiduciary: "Sometimes a client's duties to other 

persons, for example as a trustee . . ., may impose on the lawyer similar consequential 

duties.”
22

  In some circumstances, such a derivative duty may actually “overshadow” the 

lawyer’s duty to the fiduciary client: 

“An attorney [who] undertakes to represent the guardian of an incompetent, 

assumes a relationship not only with the guardian but with the ward. . . .  In 

fact, we conceive that the ward’s interests overshadow those of the 

guardian.”
23

 

                                                                                                                                                       
986 P.2d 690, 694 & n.3 (Or. Ct. App. 1999) (“when an attorney undertakes to represent a fiduciary, he or she 

represents only the fiduciary”); In re Estate of Gory, 570 So.2d 1381, 1383 (Fla. Dist. Ct. App. 1990) (“the 

personal representative is the client rather than the estate or beneficiaries”); Wagner v. Lamme, 386 N.W.2d 

448, 450 (Neb. 1986) (“no position known as ‘attorney of an estate’”); Wells Fargo Bank, N.A. v. Superior 

Court, 990 P.2d 591, 595 (Cal. 2000) (“the suggestion that the trustee ‘is not the real client’ of the attorney 

retained by the trustee directly contracts California law”).   
18

 See, e.g., Steinway v. Bolden, 460 N.W.2d 306 (Mich. Ct. App. 1990) (“although the personal representative 

retains the attorney, the attorney’s client is the estate, rather than the personal representative”); Jeffrey N. 

Pennell, Representation Involving Entities: Who Is the Client, 62 FORDHAM L. REV. 1319, 1334, 1355 (1994); 

Adam F. Streisand, Will My Real Client Please Stand Up, ACTEC Annual Meeting CLE Outline (March 2009). 
19

 Estate of James v. Peyton, 674 S.E.2d 864 (Va. 2009). 
20

 See also Thompson v. Vinson & Elkins, 859 S.W.2d 617, 623 (Tex. Ct. App. 1993) (an estate or trust cannot 

be represented, as it is “not a legal entity that can sue or be sued”); Zeigler v. Nickel, 75 Cal. Rptr. 2d 312, 314 

(Ct. App. 1998) (a trust “is not an entity separate from its trustees”). 
21

 See James R. McCall, Endangering Individual Autonomy in Choice of Lawyers and Trustees—Misconceived 

Conflicts of Interest claims in the Kamehameha Schools Bishop Estate Litigation, 21 Haw. L. Rev. 487 (1999), 

and Randall W. Roth, Understanding the Attorney-Client and Trustee-Beneficiary Relationships in the 

Kamehameha Schools Bishop Estate Litigation: A Reply to Professor McCall, 21 Haw. L. Rev. 511 (1999). 
22

 RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS (2000), § 16, cmt. c. 
23

 Fickett v. Superior Court of Pima County, 558 P.2d 988, 990 (Ariz. Ct. App. 1976).  See also, In re Estate of 

Johnson, 119 P.3d 425, 433 (Alaska 2005) (“the fiduciary duties of the attorney run not only to the personal 

representative but also to the heirs”); Ruden v. Jenk, 543 N.W.2d 605, 610 (Iowa 1996) (“the estate attorney is 
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The Director of Loss Prevention at a company that insures lawyers has written that 

lawsuits against fiduciaries and lawyers who represent fiduciaries are increasingly common, 

and that lawyers who represent fiduciaries may have a duty to prevent harm to beneficiaries:  

“Most such claims involve an allegation that the trustee/executor breached 

his or her fiduciary obligation to the beneficiaries by failing to manage the 

assets in a reasonable manner.  The law firm is alleged to have aided this 

breach of fiduciary obligation. . . .  Remember, although the fiduciary is your 

client, developing law would hold that a lawyer representing the fiduciary 

has an obligation to prevent the fiduciary from causing known harm to 

beneficiaries as a result of a breach of fiduciary obligation.”
24

 

B. Other Possible Clients 

There also is a possibility that someone the lawyer perceives as a non-client will form 

a reasonable belief that she, too, is the lawyer’s client.  Whether and to what extent a lawyer-

client relationship exists in such circumstances is a question of fact.
25

   

“The essence of the lawyer-client relationship is whether the lawyer’s advice 

or assistance is sought and received on legal matters.  The relationship need 

not be formalized in a written contract, but rather may be implied from the 

parties' conduct.  Whether a fee is paid is not dispositive.  The existence of the 

relationship turns largely on the client’s subjective belief that it exists.”
26

   

“A client-lawyer relationship arises when the person reasonably relies on the 

lawyer to provide services, and the lawyer, who reasonably should know of 

this reliance, does not inform the person that the lawyer will not do so.”
27

 

Trusts have long been considered relationships rather than entities, but some lawyers 

argue that this is not necessarily so anymore.
28

  A lawyer employed or retained by an 

organization represents the organization acting through its duly authorized constituents.
29

  In 

                                                                                                                                                       
hired by an executor or administrator, [but] his obligations, like those of the fiduciary, extend to the estate and 

all other distributees”); In re Estate of Larson, 694 P.2d 1051, 1054 (Wash. 1985) (“the fiduciary duties of the 

attorney run not only to the personal representative but also to the heirs”). 
24

 Aaron Hoffman, A Survey of Potential Pitfalls for Estate Planners, manuscript on file with the author.  See 

RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS (2000), § 51(4), cmt. h, for an example of the 

“developing law” in this area. 
25

 See, e.g., Stender v. Vincent, 92 Haw. 355, 363 (2000). 
26

 Chan v. Lee, 2004 Haw. LEXIS 291; see also, Saylor v. Nichols, 1988 Ohio App. LEXIS 1090; Richard 

H.W. Maloy, Proximate Cause: The Final Defense in Legal Malpractice Cases, 36 U. MEM. L. REV. 655 

(2006). 
27

 RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS (2000), §14.  Comment f to that section adds that, 

“the lawyer must clarify whom the lawyer intends to represent.” 
28

 Steinway v. Bolden, supra, note 12; see also N. Pennell, Representation Involving Entities: Who Is the Client, 

62 FORDHAM L. REV. 1319, 1334, 1355 (1994) and supra, note 17. 
29

 See MODEL RULES OF PROF’L CONDUCT, R. 1.13(c). 
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some situations, the lawyer must give a Miranda-like warning to any such constituents so 

they understand that the organization’s lawyer has no duty to protect their personal interests:  

“In dealing with an organization’s directors, officers, employees, members, 

shareholders or other constituents, a lawyer shall explain the identity of the 

client when the lawyer knows or reasonably should know that the 

organization’s interests are adverse to those of the constituents with whom the 

lawyer is dealing.”
30

   

In 2009 the chief investment officer of the failed Stanford Financial Group filed a $20 

million malpractice and breach of fiduciary duty lawsuit against a lawyer who allegedly 

caused her wrongfully to be accused of a crime.  Specifically, the plaintiff alleged that the 

lawyer did not adequately represent her personal interests in a meeting with lawyers from the 

Securities Exchange Commission.  The lawyer reportedly repeated several times during 

questioning that he was representing the chief investment officer “only to the extent that he 

was representing the company of which she was an officer,” but the plaintiff’s lawyer has 

said that the plaintiff did not understand what that meant.
31

   

Engagement and non-engagement letters can be used to clarify who is or is not a 

client and the degree to which non-client beneficiaries can safely rely on the trustee’s lawyer 

to watch out for the beneficiaries’ interests.  This can be especially important when the 

fiduciary’s lawyer has previously represented, or is currently representing one or more of the 

beneficiaries individually:
32

  

“Sometimes a lawyer represents both a fiduciary and the fiduciary’s 

beneficiary and thus may be liable to the beneficiary as a client . . . and may 

incur obligations concerning conflict of interests . . . .  A lawyer who 

represents only the fiduciary may avoid such liability by making clear to the 

beneficiary that the lawyer represents the fiduciary rather than the 

beneficiary.”
33

   

C. Privity 

                                                 
30

 MODEL RULES OF PROF’L CONDUCT, R. 1.13(f).  See also Samuel P. King and Randall W. Roth, Erosion of 

Trust, 93 A.B.A. Journal 48 (2007). 
31

 See Clifford Krauss, Chief Investment Officer at Stanford Group Indicted, N.Y. TIMES, May 12, 2009; Martha 

Neil, Stanford Exec Sues Proskauer Partner, Says He Put Her in SEC Frying Pan, 

http://www.ABAJournal.com (Mar. 27, 2009); Zach Lowe, Stanford Exec Sues Proskauer Partner, Firm, THE 

AMLAW DAILY, Mar. 30, 2009 
32

 See Ingrid A. Minott, The Attorney-Client Relationship: Exploring the Unintended Consequences of 

Inadvertent Formation, 86 U. DET. MERCY L. REV. 269 (2009). 
33

 RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS (2000), § 51, cmt. h. 
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Most jurisdictions have relaxed or eliminated the common-law requirement of privity, 

thereby enabling certain non-clients to sue a lawyer for malpractice.
34

  This has contributed 

to a huge increase in malpractice lawsuits against estate planners: 

“After the testator has passed away and is unable to testify in support of the 

lawyer, an heir or beneficiary will claim that the lawyer was negligent in 

failing to maximize tax savings.  Absent documentary evidence that the 

testator understood precisely what he or she was doing, the lawyer will be 

faced with accusations that ‘Dad hated to pay taxes and would absolutely have 

told the lawyer to do everything possible to minimize the estate tax.’”
35

   

In a 2009 California case the client’s lawyer declined to draft a new trust agreement 

requested by his client, saying it would result in a lawsuit.
36

  Instead, the lawyer advised the 

client to undergo psychiatric evaluation to determine if he had the capacity to change the 

existing estate plan.  The client died about 6 weeks later without having changed his estate 

plan or undergoing psychiatric evaluation.  The surviving spouse (who had married the client 

less than a year earlier) sued the lawyer for breach of fiduciary duty, professional negligence, 

and intentional infliction of emotional distress.  The trial court sustained the lawyer’s 

demurrer.  The appellate court applied the “balancing of various factors” test from Biakanja
37

 

and Lucas,
38

 including the extent to which the transaction was intended to affect the plaintiff, 

the foreseeability of harm to her, the degree of certainty that the plaintiff suffered injury, the 

closeness of the connection between the defendant’s conduct and the injury suffered, the 

moral blame attached to the defendant’s conduct, and the policy of preventing future harm.  

This balancing resulted in an affirmation of the lower court decision. 

“[W]hen the claim—as here—is that a will or trust, although properly 

executed and free of other legal defects, did not accurately express the 

testator’s intent, no duty or liability to the nonclient potential beneficiary has 

been recognized.  That is, where there is a question about whether the third-

party beneficiary was, in fact, the decedent’s intended beneficiary—where 

intent is placed in issue—the lawyer will not be held accountable to the 

potential beneficiary.”
39

 

                                                 
34

 See, e.g., Blair v. Ing, 95 Haw. 247 (2001), where children of the deceased clients had standing (as intended 

beneficiaries of the engagement) to sue the lawyer who assisted the parents.  But the children lacked standing to 

sue a CPA who only assisted the personal representative in the administration of the client’s estate by preparing 

tax returns.  The children were merely incidental beneficiaries of that engagement.  For discussion of cases 

from other jurisdictions, see id. at 254; see also 1 R. Mallen and J. Smith, Legal Malpractice Sec. 7.12 (2008 

edition), and Robert Kehr, Lawyer Error: Malpractice, Fiduciary Breach, Or Disciplinable Offense? 29 W. ST. 

U. L. REV. 235 (2002).   
35

 Aaron Hoffman, A Survey of Potential Pitfalls for Estate Planners, manuscript on file with the author. 
36

 See also, Myung Chang v. Lederman, 172 Cal.App.4th 67 (Cal.App. 2 Dist. 2009). 
37

 Biakanja v. Irving, 49 Cal.2d 647 (1958). 
38

 Lucas v. Hamm, 56 Cal.2d 583 (1961). 
39

 Id. 
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D. Trust Counsel or Personal Counsel 

Even when it is clear that the fiduciary is the client there is an additional question of 

whether the lawyer represents the fiduciary in the latter’s representative or personal capacity.  

As used herein, the term Trust Counsel refers to lawyers retained to help the fiduciary 

comply with the law (i.e., assist the trustee in the trustee’s representative capacity in the 

administration of the trust), and Personal Counsel refers to lawyers retained solely to watch 

out for the fiduciary’s personal interests.   

The duty of undivided loyalty prevents trustees from using Trust Counsel in ways that 

put the trustees’ personal interests ahead of those of trust beneficiaries:   

“A lawyer representing a client in the client’s capacity as a fiduciary (as 

opposed to the client’s personal capacity) may in some circumstances be 

liable to a beneficiary for a failure to use care to protect the beneficiary. . . .  

The duty arises from the fact that a fiduciary has obligations to the beneficiary 

that go beyond fair dealing at arm’s length.  A lawyer is usually so situated as 

to have special opportunity to observe whether the fiduciary is complying 

with those obligations.  Because fiduciaries are generally obliged to pursue the 

interests of their beneficiaries, the duty does not subject the lawyer to 

conflicting or inconsistent duties.”
40

 

Personal Counsel is free to advocate zealously on behalf of the fiduciary’s personal 

interests without regard to the interests of the beneficiaries, and attorney-client privilege can 

be used by the trustee against the beneficiaries.  By comparison, Trust Counsel may have 

specific duties of care to non-client beneficiaries of the trust,
41

 and attorney-client privilege 

may or may not apply to his communications with the fiduciary client.
42

 

The situation is complicated considerably when one lawyer or firm tries to function as 

both Trust Counsel and Personal Counsel.  This can create a nonconsentable conflict of 

interests.
43

   

Trustees commonly hire Personal Counsel in reaction to, or anticipation of, a dispute 

with trust beneficiaries.  In the absence of an explicit agreement to the contrary, a lawyer 

initially paid with trust funds is generally presumed to be representing the trustee in the 

trustee’s fiduciary capacity, as Trust Counsel, and a lawyer initially paid from the trustee’s 

own funds is presumed to be representing that trustee in that trustee’s individual capacity, as 

Personal Counsel.
44

  Normally in such situations, the cost of Personal Counsel ultimately is 

borne by the losing party.  So, for example, a trustee who initially uses personal funds to pay 

                                                 
40

 RESTATEMENT (THIRD), THE LAW GOVERNING LAWYERS (2000), § 51(4), cmt. h. 
41

 Supra, note 9. 
42

 Infra, ¶ 1401.6. 
43

 MODEL RULES OF PROFESSIONAL CONDUCT, RULE 1.7, cmt. 17. 
44

 Supra, note 18. 
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Personal Counsel usually is entitled to reimbursement from the trust estate upon prevailing, 

and a trustee who initially uses trust funds to pay for Personal Counsel must reimburse the 

trust estate upon failing to prevail.
45

   

E. Conflict of Interests 

A fiduciary and a fiduciary’s lawyer have a duty to identify any material conflict of 

interests, and to deal with it appropriately.  In most circumstances, conflicts can be waived by 

the affected parties.  When there is doubt about the existence of a conflict, the safer route 

generally is to explain the situation to the affected parties and seek their informed consents: 

“[I]nformed consent requires that each affected client be aware of the relevant 

circumstances and of the material and reasonably foreseeable ways that the 

conflict could have adverse effects on the interests of the client.”
46

   

The communication may need to include “the implications of the common 

representation, including possible effects on loyalty, confidentiality and the attorney-client 

privilege and the advantages and risks involved.”
47

 

F. Attorney-Client Privilege 

Attorney-client privilege potentially applies to confidential communications between 

attorneys and their clients, but the privilege “must be strictly limited to the purpose for which 

it exists.”
48

  Because trustees have a fiduciary duty not to use Trust Counsel for personal 

purposes and not to withhold information reasonably needed by beneficiaries to hold the 

trustees accountable, such trustees might not need the assurance of confidentiality to 

communicate freely with Trust Counsel (as opposed to Personal Counsel).
49

    

“A trustee is privileged to refrain from disclosing to beneficiaries or co-

trustees opinions obtained from, and other communications with, counsel 

retained for the trustee’s personal protection in the course, or in anticipation, 

of litigations (e.g., for surcharge or removal).”  This situation is to be 

distinguished from legal consultations and advice obtained in the trustee’s 

fiduciary capacity concerning decisions or actions to be taken in the course of 

administering the trust.  Communications of this latter type are subject to the 

general principal entitling a beneficiary to information that is reasonably 

necessary to the prevention or redress of a breach of trust or otherwise to the 

enforcement of the beneficiary’s rights under the trust.  When the roles and 

objectives of legal consultation are unclear, the question of who has paid for 

                                                 
45

 See e.g., RESTATEMENT (SECOND) OF TRUSTS (2007) § 173; RESTATEMENT (THIRD) OF TRUSTS (2007) § 84; 

United States v. Mett, 178 F.3d 1058 (9th Cir. 1999). 
46
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 DiCenzo v. Izawa, 68 Haw. 528, 535 (1986). 
49

 See generally RESTATEMENT (THIRD) OF TRUSTS (2007) § 78. 
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the legal services, or who ultimately will be required to pay those expenses, 

although potentially relevant, involves other and complicated considerations 

(see § 88) so that this matter is not determinative in resolving issues of 

privilege.”
50

   

Although a few courts have allowed trustees to assert attorney-client privilege against 

beneficiaries even when the trustee’s communication was with Trust Counsel,
51

 the majority 

view is that trustees may not assert the privilege unless the communication in question was 

with Personal Counsel (as opposed to Trust Counsel):   

“In a proceeding in which a trustee of an express trust or similar fiduciary is 

charged with breach of fiduciary duties by a beneficiary, a communication 

otherwise [privileged] is nonetheless not privileged if the communication (a) 

is relevant to the claimed breach, and (b) was between the trustee and a lawyer 

. . . who was retained to advise the trustee concerning the administration of the 

trust.”
52 

  

“Trustee is privileged to refrain from disclosing to beneficiaries or co-trustees 

opinions obtained from, and other communications with, counsel retained for 

the trustee’s personal protection in the course, or in anticipation, of litigation 

(e.g., for surcharge or removal).  This situation is to be distinguished from 

legal consultations and advice obtained in the trustee’s fiduciary capacity 

concerning decisions or actions to be taken in the course of administering the 

trust.  Communications of this latter type are subject to the general principle 

entitling a beneficiary to information that is reasonably necessary to the 

prevention or redress of a breach of trust or otherwise to the enforcement of 

the beneficiary’s rights under the trust.”
53

   

                                                 
50

 RESTATEMENT (THIRD) OF TRUSTS (2007) § 82, cmt. f. 
51
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A successor trustee may be able to waive attorney-client privilege with respect to 

communications between Trust Counsel and a former trustee.
54

  The following excerpt from 

a 2009 California case
55

 refers an earlier California Supreme Court decision, Moeller:
56

 

“In [Moeller], the files of the attorney for the trustee were deemed part of the 

property of the trust and were transferable to the successor trustee.  The court 

opined that separate litigation counsel hired to protect the trustee might be 

covered by the attorney-client privilege if such an attorney were paid 

separately by the trustee.  Moeller has not been applied outside of the trust 

context.  However, the similarities between trust and decedent estate 

administration are sufficient to anticipate that a court may apply the same 

ruling in an estate action.  In that event, it may be difficult to protect the files 

of an attorney who has represented his client in the dual roles of personal 

representative and beneficiary.  If separate counsel represent the client with 

dual capacities, keeping the beneficiary matters separate from the client’s 

fiduciary interests will be substantially easier.”
57

   

If a former trustee’s lawyer neglected to explain initially that the attorney-client 

privilege could be waived later by a replacement trustee, the now-former trustee might feel 

betrayed and seek some form of recovery from the lawyer.
58

  If a trustee wants to know that 

the privilege will be there if needed because of a dispute with the beneficiaries, that trustee 

should use personal funds to pay the lawyer, document that the lawyer is representing the 

trustee in the trustee’s personal capacity, and not involve that lawyer in trust administration.  

In short, the trustee should retain Personal Counsel rather than Trust Counsel.  If one or more 

of the above-mentioned factors is missing, there may be some degree of doubt. 

G. Whistleblowing 

Should a lawyer report the serious misconduct of a fiduciary client?  Although the 

thought of whistleblowing is anathema to most lawyers, there has been movement in that 

direction in recent years.  Whistleblowing is discretionary in circumstances addressed in 
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Section 307 of the Sarbanes-Oxley Act and in Rule 1.13 of the Model Rules of Professional 

Responsibility (Model Rules).
59

     

The Securities Exchange Commission (SEC) proposed a more stringent rule that 

would sometimes require a “noisy withdrawal,” which would have been tantamount to 

mandatory disclosure.
60

  That proposed rule is currently on hold.  Model Rule 1.6 seems at 

first never to require disclosure, but when combined with Rule 4.1 disclosure is sometimes 

mandatory.
61

 

In a handful of jurisdictions and circumstances, a fiduciary’s lawyer may be required 

to blow the whistle on a wayward client.  Hawaii’s Probate Rule 42(b) provides as follows: 

“An attorney for an estate, guardianship, or trust does not have an attorney-

client relationship with the beneficiaries of the estate or trust or the ward of 

the guardianship, but shall owe a duty to notify such beneficiaries or ward of 

activities of the fiduciary actually known by the attorney to be illegal that 

threaten the security of the assets under administration or the interests of the 

beneficiaries.”
62

   

Although this rule does not define the word illegal, dictionary definitions include 

“unlawful,” “prohibited by law,” “in a manner contrary to law,” and “not according to, or not 

authorized by, law.”  Accordingly, illegal behavior in this context would arguably include 

any significant breach of fiduciary duty.  Hawaii Probate Rule 42(c) also targets fiduciary 

“nonfeasance” for mandatory whistleblowing: 

“An attorney for an estate, guardianship, or trust is an officer of the court . . . .  

The attorney, after prior notice to the fiduciary, shall have an obligation to 

bring to the attention of the court the nonfeasance of the fiduciary.”
63

   

XIV. TROUBLED TIMES FOR FIDUCIARIES AND THEIR 

LAWYERS 

Many trust beneficiaries watched in horror as market values declined precipitously in 

late 2008 and early 2009, and may be feeling exceptionally vulnerable.
64

  Some are litigious 
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by nature; some are desperate; and some genuinely believe that their sudden decline in 

wealth is someone else’s fault.
65

   

The stock market recouped some of the lost value by the end of 2009, but even 

increases in value can heighten the odds of fiduciary litigation.  For example, real estate 

values on the island of Kauai have been exceptionally volatile over the years.  When values 

spiked upward, I observed beneficiaries suing fiduciaries who had sold real estate early in 

that cycle, regardless of the reason.  When values collapsed, some beneficiaries sued 

fiduciaries for not having diversified the estate’s investments (i.e., not selling at least some of 

the trust’s real estate) before the drop in value.  The particulars varied, but the common 

denominator was volatility.   

Fiduciaries and their lawyers often have deep pockets (relatively high net worth or 

insurance coverage).  That and high standards of care can make them tempting targets:  

“In the view of the beneficiaries, one is presumed guilty until found judgment 

proof.  The search for deep pockets often leads a beneficiary or heir to the 

doorstep of counsel for the fiduciary or the decedent.”
66

   

A. Lawsuit Avoidance 

Fiduciaries and their lawyers can theoretically avoid liability by doing a good job.  

But simply doing a good job may not be enough to avoid a lawsuit, and getting sued can be a 

nightmare even if the defendant did nothing wrong. 

(1) The financial costs of defending the action can be substantial, and there often 

is a considerable strain on the individual defendants. 

(2) Even a frivolous lawsuit can damage reputations.  Media increasingly watch 

for and report on filed lawsuits, and they usually base much of the initial 

report on statements in the complaint.  Numerous examples of this 

phenomenon are provided in this chapter.   

(3) Once a matter gets into the courtroom, anything can happen.  Simply being in 

the right is no guarantee of ultimate success in a lawsuit.  Ask any litigator. 
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(4) Experts sometimes say the darnedest things, especially when they assume that 

every factual allegation in the complaint is accurate.   

(5) Some judges exert significant pressure to settle rather than go to trial.  That 

tends to benefit unreasonable people to the detriment of reasonable people. 

(6) Many lawsuits eventually boil down to questions of fact.  Having the facts on 

your side is small consolation if you have the burden of proving them and 

cannot do so.  

B. The Curse of Knowledge 

People who have a clear mental picture of something relatively complicated may have 

a tendency to overestimate the clarity of someone else’s mental picture of that same concept.  

Elizabeth Newton conducted a study in which participants were divided into two groups: 

tappers and listeners.
67

  Each tapper’s job was to tap the rhythm of a song for an individual 

listener whose job was to identify that song.  After tapping a song, the tapper was asked 

whether she thought the listener would correctly identify that song.  On average, the tappers 

thought the listeners recognized the song about 50% of the time.  But the listeners correctly 

identified the song less than 3% of the time.  Because the tappers already knew the song 

being tapped, they grossly overestimated a listener’s ability to recognize each song.  This has 

been called “the curse of knowledge.”
68

  Some commentators believe that the same 

phenomenon may apply to litigation lawyers:   

“By the time a case reaches a jury, the trial team is waist-deep in depositions, 

evidence, and briefs. . . .  The case is engrained in their minds and, 

consequently, they can overestimate the ease with which jurors will 

understand their case.  Attorneys have the benefit and the limitation of 

knowing too much about the case and the law, often resulting in too many 

layers of assumptions and presumptions about the messages sent to jurors.”
69

   

C. Contemporaneous Documentation 

Another human proclivity that can increase the risk of lawsuits is the natural tendency 

to assume that honest people will be believed when they tell the truth.  This reflects the curse 

of knowledge (i.e., an honest person knows what she’s saying is true, so surely others also 

know that).  It also stems from an honest person’s assumption that others are relatively 

                                                 
67

 See Chip Heath& Dan Heath, Made to Stick: Why Some Ideas Survive and Others Die, 1, 19 (Random House 

2007). 
68

 Id. 
69

 Thomas M. O’Toole, Bruce A. Boyd, and Theodore O. Prosise, The Anatomy of a Medical Malpractice 

Verdict, 70 MONT. L. REV. 57, 61 (2009). 



137 

honest.
70

  Truth is at the core of justice as viewed in the abstract, but in actual controversies 

courts of law focus instead on evidence.
71

 

Facts that are unequivocal and undisputed today could be quite difficult to establish in 

the future.  Even if a defendant remembers every important detail, she might not be believed 

when she tells the truth.  Keep in mind that the defendant’s testimony will naturally be 

viewed as self-serving since she has an obvious personal stake in the matter at that time.  

There may also be contradictory testimony from someone else, perhaps because the other 

person perceived the events differently in the first instance, or maybe because time and self-

interest have had a corrosive effect on the other person’s recollection of events.  From the 

plaintiff’s perspective, the lack of a written record can make the defendant look like a “sitting 

duck:”  “a common cause of claims against estate planners is the failure to make a record of 

the client’s instructions.”
72

  Yet some fiduciaries and some of their lawyers simply assume 

that being good people and doing good work is protection enough:  “our egocentric 

perspective blinds us.”
73

  When working to further the interests of others, it is 

counterintuitive and somewhat disheartening to think of them as potential adversaries, but 

that is reality.  Anyone who has ever defended against a lawsuit filed by a beneficiary against 

a fiduciary or by a client against a lawyer will confirm this truism:  contemporaneous 

documentation can make subsequent testimony a lot more believable.
74

   

Pronoia is a baseless belief that the world was designed to benefit you (i.e., unknown 

others are conspiring to make you happy).  Its opposite is paranoia.  When it comes to 

avoiding fiduciary liability, pronoia can be very dangerous, and a little paranoia can be 

helpful. 

D. Hindsight Bias 

Hindsight bias is the natural tendency to view a known outcome as having been more 

foreseeable than it was prior to its occurrence.
75

  Hindsight bias is a well-documented 

psychological phenomenon.  Studies show it to be powerful, pervasive, and insidious. 
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 “[W]arning people to ignore or not be influenced by the outcomes, or 

instructing them to put themselves in the position of the a priori decision 

maker, has little or no impact. . . .  What these studies are telling us is that the 

hindsight bias is incredibly robust . . .  [W]e know of no foolproof ways to 

prevent this bias. . . .  Until we know more, awareness and caution are our best 

defenses.”
76

 

“[W]e might be tempted to say journalists are especially susceptible to the 

hindsight fallacy.  But a truer statement is that [they] thrive on it . . . forever 

treating every bad outcome as proof of incompetence if not malfeasance, and 

every good outcome as the result of far-seeing excellence. . . .  Take a typical 

media indictment of Bank of America’s Mr. Lewis, flayed because he 

‘overpaid for an asset [Merrill] he could have had for much less had he just 

waited a few extra days.’  Good grief.”
77

 

1.  Some Courts “Get it” 

The law requires informed decisions, not correct ones, and the law eschews hindsight.  

The court in Stark
78

 said it well when beneficiaries sued a bank trustee for not selling three 

specific stocks before they tumbled in value: 

“A trustee’s performance is not judged by success or failure . . . and while 

negligence may result in liability, a mere error in judgment will not.  Neither 

prophecy nor prescience is expected of trustees and their performance must be 

judged not by hindsight but by facts which existed at the time of the 

occurrence. . . .  It is not inherently negligent for a trustee to retain stock in a 

period of declining market values, nor is there any magic percentage of 

decline which, when reached, mandates sale.  Indeed, the market’s 

fluctuations have expressly been rejected as a trustworthy indicia of a 

holding's value – especially in times of general economic decline.  Similarly, 

the fact that a stock may not be desirable for long term investment does not 

mean that a trustee is under a duty to sell it at the first possible opportunity.  

Stripped to its bare essentials, the plaintiffs’ argument is that the Trustee was 

negligent and imprudent in retaining these securities because of their sharp 

drop in market price and allegedly insufficient analysis.  Case law is clear, 

however, that the former charge is irrelevant if the latter charge is unfounded. 

. . .  The Trustee’s retention decisions [in this case] were the result of careful 
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and informed deliberation; the fact that in retrospect they may have been 

wrong or unwise is no ground for surcharge.”
79

 

As simply stated in a 2009 Delaware case, “The conduct of a trustee in administering 

the trust is not to be determined a violation of any fiduciary duty based on hindsight 

knowledge of subsequently developed facts and circumstances.”
80

 

2.  Some Courts Don’t “Get it”     

Despite the law, hindsight bias is apparent in some cases.  Chamberlain
81

 provides an 

almost humorous example of the ease with which hindsight allowed a jurist to foresee the 

October 1929 stock market crash:  

“It was common knowledge, not only amongst bankers and trust companies, 

but the general public as well, that the stock market condition [in August 

1929] was an unhealthy one, that values were very much inflated, and that a 

crash was almost sure to occur.”  

More recently, the Alabama Supreme Court viewed an unfortunate investment 

decision as imprudent behavior:  “[The trustee] sold these stocks at or near their lowest price 

levels . . . at the time the country was just beginning to recover from the worst recession 

since the 1930's.”
82

  Looking back, even this author can see when stock prices were “at or 

near their lowest price levels,” and when an economy was “just beginning to recover.”  

Looking forward, the view is not so clear.  Unfortunately, fiduciaries and their lawyers 

regularly must make difficult decisions without the aid of hindsight bias.  The smart ones will 

not assume that others will later ignore the outcome of such decisions when passing 

judgment through a rearview mirror: 

“When second-guessed by a hindsightful observer, misfortune appears to have 

been incompetence, folly, or worse.”
83

  “The effect of the hindsight bias is to 

make [evaluators] uncharitable second-guessers of [others’] decisions.”
84

   

XV. TIMELY ISSUES AND NOTEWORTHY DEVELOPMENTS 

                                                 
79

 Id. (it helped that the trustee in this situation could show that it had stayed informed and reviewed the trust’s 

portfolio regularly). 
80

 Merrill Lynch Trust Company v. Campbell, C.A. 1803-VCN, V.C. Noble (Del. Ch. Sept. 2, 2009; Memo 

Op.). 
81

 In re Chamberlain’s Estate, 156 A. 42, 43 (N.J. Prerog. 1931). 
82

 First Alabama Bank v. Martin, 425 So.2d 415 (Ala. 1982), as modified on rehearing Jan. 14, 1983, cert. 

denied, 461 U.S. 938 (1983) (although the court may have been influenced by its knowledge of when the 

market turned around, the trustee in this case was particularly vulnerable because it did not follow its own 

guidelines). 
83

 B. Fischhof, Hindsight does not equal foresight: The effect of outcome knowledge on judgment under 

uncertainty, J. OF EXPERIMENTAL PSYCHOL.: HUM. PERCEPTION AND PERFORMANCE, 1: 298 (1975). 
84

 B. Goitein, The Danger of Disappearing Postdecision Surprise, ADMIN. SCI. Q., 29, 3:410-13 (1984). 



140 

Bad experiences sometimes prove to be instructive:  “Good judgment comes from 

experience, and a lot of that comes from bad judgment.”
85

  Hopefully the rest of this chapter 

will help fiduciaries and their lawyers learn good lessons and develop good judgment thanks 

in part to the bad experiences of others. 

A. Ponzi Schemes 

There was a significant increase in the number of reported Ponzi schemes during 

2008 and 2009.  An Federal Bureau Investigation (FBI) website provides a long list, along 

with interesting details.
86

  Some of the alleged schemers are now household names.  For 

example, Bernie Madoff supposedly was “one of the most trusted names on Wall Street.”
87

  

His victims include many charitable organizations, at least one Ivy League school, and a 

large number of well-known individuals and corporations.  Investors reportedly were 

attracted by Madoff’s apparent ability to “deliver steady profits through markets both bull 

and bear,” and his “unblemished record of value, fair-dealing and high ethical standards.”
88

  

Twin City businessman Tom Petters was arrested and jailed in October of 2008 for his role in 

an alleged $3.5 billion Ponzi scheme.  He had been the Chief Executive Officer (CEO) of the 

company that owned Sun Country Airlines and Polaroid.
89

  R. Allen Stanford stands accused 

of “defrauding 30,000 investors of $7 billion, filing false reports to regulators and investors, 

diverting more than $1.6 billion into undisclosed personal loans to [himself], and conspiring 

to obstruct an investigation by the SEC.”
90

 

The following expert testimony makes it sound as though no competent fiduciary 

would ever be defrauded by Madoff or people like him:   

“The biggest responsibility for the failure to discover Madoff's fraud falls on 

those . . . fiduciaries who, directly or indirectly, invested with Madoff without 
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apparently doing any normal due diligence and not thereafter exercising any 

oversight of their investments.”
91

   

But if that is true, one has to wonder how Madoff managed to steal upwards of $50 

billion over thirty years, in some instances from relatively sophisticated investors.  If the 

fraud would have been apparent to those doing “normal due diligence,” how could it have 

gone on for so long?   

People who were defrauded by Madoff or his ilk might sue not only the person 

behind the alleged Ponzi scheme but also any lawyer who provided legal services to one or 

more of the alleged perpetrators.  There is also the possibility that fiduciaries who have been 

sued for failure to discover a Ponzi scheme will sue their own lawyers for not doing a better 

job of helping them understand and fulfill their fiduciary responsibilities.  Consider, for 

example, the allegations in a 2009 case involving an alleged Ponzi scheme:
92

 

“[O]ne or more Davis Wright Tremaine [DWT] attorneys attended board 

meetings . . ., helped design and implement the overall business plan . . . 

communicated directly with investors . . . and provided direct oversight. . . .  

In short, DWT played a critical role in creating, sustaining and propping up 

the [client].”
93

   

DWT’s defense counsel contended that the firm “provided excellent, appropriate and 

ethical lawyering,” and that the client, a chain of retirement facilities, had failed because of 

the economy.
94

  Several months after the suit was filed, DWT paid $30 million to settle it, 

and released the following statement:   

“As the . . . litigation proceeded, the facts of the case were unfolding in a 

positive way, which enabled us to settle the case quickly and to our 

satisfaction.  Although our position was strong, it made more sense to resolve 

this now, given the inherent cost, disruption and uncertainty of complex 

litigation.  We stand by the legal representation and advice we provided our 

client and are happy now to move on.”
95

   

In another 2009 action, the plaintiffs’ counsel made numerous allegations, including 

that Holland & Knight (H&K) should have “recommended and insisted on . . . checks, 

balances and safeguards,” multi-levels of representation caused “irreconcilable conflicts of 
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interest,” the conflicts of interest were “unwaivable,” any purported waiver would be a 

nullity because there was “no independent source” from which a waiver could have been 

obtained, and “H&K failed to discover [a] fraudulent investment program, when even a 

cursory examination and review of his activity would have revealed his illegal activities.”
 96

  

Again, these are just allegations from the complaint.
97

   

H&K’s counsel responded that the plaintiffs had gone after deep-pocketed defendants 

because the alleged perpetrator of the fraud is not able to repay the victims: “The fact that a 

firm such as [H&K] is a defendant ‘suggests that no one is immune’. . . .  It’s a sign of the 

times.  People are looking to go after professionals.”
98

 

In a 2008 case, late investors in a Ponzi scheme sought to recover money from early 

investors who received distributions from funds contributed by the late investors.  To 

recover, they needed to prove a breach of a special trust, fiduciary relationship, or actual 

fraud, among other things.  The trial court and the appellate court denied relief because the 

defendants had not been aware of the fraud and were not unjustly enriched by it.
99

  In another 

recent case, however, the court ruled as a matter of law that certain redemption payments 

based on fictitious profits would have to be refunded to the bankruptcy estate, regardless of 

good faith.
 100  

The redeeming investor could not utilize the good faith affirmative defense 

unless it could establish that it conducted a diligent investigation of each potential problem or 

red flag. 

B. Missed Opportunities & Problems 

What planning opportunities must be considered in any given situation?  Fiduciaries 

and their lawyers might answer this question differently than would an erudite expert witness 

blessed with 20/20 hindsight.  Consider a 2007 Minnesota case where the husband’s estate 

had been distributed to two marital trusts (one that was exempt from generation skipping 

transfer (GST) taxation and one that was not exempt) and credit-shelter trust.
101

  U.S. Bank 

served as sole trustee of all three trusts, co-trustee with the surviving spouse of her revocable 

living trust until she died, and the personal representative of both probate estates.  The lawyer 

for the husband and wife, and for their estates after they died, was listed in Best Lawyers in 

America and Minnesota Super Lawyers.  After the husband and wife died, their children sued 

both the bank and the lawyer for not doing enough to help save estate taxes.  Specifically, 

they claimed that a competent lawyer would have recommended use of a family limited 
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partnership or similar entity, and a competent fiduciary would have transferred trust assets to 

such an entity, to qualify for valuation discounts.  Despite an absence of non-tax reasons to 

form such an entity, and evidence that saving taxes had not been the parent’s primary 

objective, the lawsuit consumed vast resources.  After 34 trial days and testimony from 12 

expert witnesses, the court issued a 176-page opinion in favor of U.S. Bank.  By then the 

lawyer had settled for an undisclosed amount.   

In a 2007 Florida case a law firm successfully argued that it was not required under 

the circumstances in that case to recommend use of a family limited partnership.
102

  In a 2008 

Kansas case the personal representative of the decedent’s estate sued the decedent’s lawyer 

and a trust company that had served as agent for the decedent’s self-trusteed revocable living 

trust, alleging failure to advise the decedent on the use of a family limited partnership.
103

  

One of the plaintiff’s experts opined as follows: 

“[If the decedent’s lawyer] intended to limit the scope of [the lawyer’s] estate 

planning services, [the lawyer] had the duty to explain to [her client] the 

consequences of the limitation and . . . to recommend that [the client] obtain 

other estate planning counsel.”
104

   

The trial court granted summary judgment for the lawyer and the bank, and the 

appellate court partly agreed, noting that “an issue of fact exists as to whether [the bank] was 

relieved of [its] fiduciary responsibility regarding estate and tax planning advice,”
105

 and 

remanding the case to the trial court to determine whether any damages alleged from the 

breach of fiduciary duty claim accrued before the decedent’s death. 

Banks and other corporate fiduciaries don’t normally have a duty to recommend 

sophisticated tax-saving strategies, but statements made directly to a specific customer or 

more generally in marketing materials can expand the scope of their legal responsibility.  

Similarly, a lawyer’s duty to raise such options depends on the circumstances.  For example, 

a lawyer can limit the scope of an engagement as long as the client makes an informed 

decision to accept the limitation.
106

  Without a specific limitation, there could be a duty to 

discuss tax-saving options with a wealthy client.  This author has first-hand knowledge of 

several such controversies:   

(1)  The adult children of a deceased client sued their mother’s estate planning lawyer 

for not discussing gift-giving with their mother.  The lawyer claimed to have 

raised the topic and that the client rejected it.   
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(2) Adult children sued their deceased parents’ lawyer for not recommending that the 

parents utilize a credit-shelter trust at the death of the first one to die.  The lawyer 

claimed he had raised the topic and that the clients rejected it.   

(3) A deceased client’s descendants sued the decedent’s estate planning lawyer for 

not recommending that a GST-exempt trust be funded at the time of the client’s 

death.  The lawyer claimed he had raised the topic and that the client rejected it.   

Although it is not clear that any of these defendants committed malpractice, all three 

of these cases settled for undisclosed amounts.  Another common element was that the 

lawyers had relatively little documentation to support their subsequent testimony about 

having talked to now-deceased clients about the planning option in question.   

Such cases leave observers wondering what tax-saving strategies must be discussed 

with clients wealthy enough to trigger estate taxes eventually.  For example, it is not difficult 

to imagine an expert witness opining that the estate planning lawyer of a wealthy client has a 

duty to discuss the inter vivos funding of a credit-shelter, GST-exempt trust (which is simply 

a combination of the strategies involved in the lawsuits noted above).  Such an expert might 

further opine that the discussion with the client had to include discount planning (i.e., the 

possibility of funding the trust with non-controlling interests in a family entity), as was 

argued in Galloway.
107

   

The point is not that there is a duty to raise any or all of these possibilities.  Any such 

determination would require careful consideration of facts and circumstances.  The simple 

point here is that it is very difficult in the abstract to say which strategies must be discussed 

with any particular wealthy client.  A related point is that expert witnesses, judges, and juries 

will view the actions and inactions of others in hindsight (which is likely to bias their 

thinking to some degree, according to the studies described above).  And, of course, there is 

the obvious point that any such conversations about tax planning options ought to be 

documented.  Without corroborating evidence, self-serving testimony at the time of the 

lawsuit may not convince the fact finder. 

A possible duty to raise tax-saving strategies is just the beginning.  Perhaps other 

opportunities must be raised.  For example, a growing number of commentators seem to be 

saying or implying that estate planners have a duty to advise wealthy clients on asset-

protection options:  “A lawyer’s ethical obligation to advocate his client’s position 

competently includes a duty to advise the client of asset protection options.”
108

  And because 
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trustees have a fundamental duty to use reasonable care to protect a trust from unnecessary 

loss, some lawyers contend that there could be “an obligation to explore moving [the situs of 

certain trusts] to more protective jurisdictions.”
109

   

The safe though perhaps impractical path would be to raise everything that any expert 

might someday say should have been raised.  In any event, advisers should consider 

documenting any discussion of a potentially attractive strategy, together with a brief 

summary of the client’s reason(s) for rejecting them, and perhaps even the adviser’s reason(s) 

for not discussing other strategies that some expert might someday say should have been 

discussed.  But keep in mind that discussing a strategy is not necessarily the same thing as 

explaining it well enough for the client to make an informed decision.  There are practical 

problems with trying to document not only that the matter was raised and rejected, but that 

the rejection was fully informed.  No easy answers here, other than to proceed with caution:  

“Forewarned is forearmed.”
110

 

There may also be exposure for missed problems (as opposed to missed 

opportunities):   

“A lawyer may . . . face liability when he or she fails to advise a client about a 

reasonably apparent matter that could affect the client, the client's rights, or 

the client's obligations, even if the client never employed the lawyer to advise 

about or to perform services in relation to the matter.  Lawyers must advise 

clients concerning collateral matters, or alert the client to the need to seek 

other legal counsel regarding a matter the lawyer declines or lacks the 

expertise to handle.”
111

   

This author has rendered opinions in lawsuits where plaintiffs alleged that their 

lawyers failed to satisfy a duty to alert the clients to legal issues that were not literally within 

the scope of the engagement as stated in the engagement letter.  In each of these cases, this 

author concluded that it was not reasonable under the circumstances of those particular 

engagements to expect the lawyers unilaterally to expand the scope of the agreed-upon 

engagement.  Nonetheless, all of these cases settled confidentially for undisclosed amounts.   
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Is it possible that a trustee could be required to seek a judicial modification of a 

problematic trust agreement?  A trustee successfully sought such a change in a 2007 

Washington case.
112

  The trust had been established by the trustee’s parents to benefit the 

trustee/beneficiary, but eventually the trust corpus would have to be distributed in equal 

shares to the settlors’ grandchildren (the trustee’s children).  This presented a problem (from 

the family’s point of view) because one of the remainder beneficiaries was legally 

incompetent and was currently receiving extensive Medicaid benefits.  The trustee sought to 

modify the terms of the trust so that share would eventually pass to a special needs trust 

rather than outright to the legally incompetent remainder beneficiary.  The lower court ruled 

against the petition, but the appeals court granted it:   

“There is no question that changed circumstances have intervened to frustrate 

the settlors’ intent. . . .  Not only is [the special needs child] unable to manage 

the funds . . . but there is a likelihood that the funds will be lost to the State for 

her medical care.  It is clear that the settlors would have wanted a different 

result. . . .  Special needs trusts were created in order to allow disabled persons 

to continue receiving governmental assistance for their medical care, while 

allowing extra funds for assistance the government did not provide.  Given 

this legal backdrop, the trial court should not have considered any loss to the 

State in determining whether an equitable deviation is allowed.  The law 

invites, rather than discourages, the creation of special needs trusts in just this 

sort of situation. . . .  Trusts established or funded by the disabled person are 

subject to 42 U.S.C. Sec. 1396p(d)(4)(A), which entitles the State to receive 

all remaining trust amounts upon trust termination for medical assistance paid 

on behalf of the disabled beneficiary.  However, the State is not entitled to 

receive payback upon termination of a third party special needs trust for 

medical assistance provided for the disabled beneficiary.  Here, the trust was 

established and funded by [the grandparents] . . . .  It is a third party special 

needs trust.  The trust is not subject to State assistance payback and is not 

required to have a payback provision.”   

That was a terrific outcome for the family.  But one wonders:  do comparably situated 

trustees have a duty to seek a modification in similar circumstances?  The answer could be 

“yes,” according to the Restatement (Third) of Trusts, if the trustee is actually aware that a 

purpose of the settlor would otherwise be jeopardized.
113

  This may be a relatively common 

situation. 

C. Expanded Exposure 

A fiduciary’s statements, marketing claims, and actions can increase its scope of 

responsibility.  For example, in one case a corporate trustee held itself out as a trusted adviser 

on important financial matters and recommended formation of a holding company to 
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facilitate the making of discounted gifts.
114

  The discount strategy failed to work as intended 

primarily because of problems in implementing the strategy.  The lower court granted 

summary judgment to the trustee, Union Trust, and to the lawyer who did the legal work.  

The Maine Supreme Court affirmed with respect to the lawyer because the claims against 

him were time barred under the statute of limitations, but reversed with respect to the claims 

against Union Trust: 

“[A] fact finder could find that Union Trust led [the client] to believe that it 

would assure that the necessary accounting, tax and legal responsibilities 

would be complied with.  . . .   Union Trust increased its role . . . by 

recommending [the tax-saving strategy] . . . and assumed an even greater role 

. . . with . . . the transfer of the shares of corporate stock to Union Trust for its 

management.  . . .  Because of the degree of management responsibility it had 

assumed, it was Union Trust’s fiduciary responsibility to assure that the 

necessary corporate formalities were followed to qualify . . . for most 

favorable tax treatment.  . . .  Union Trust, in holding itself out to the plaintiffs 

and to the public as competent to accept fiduciary responsibility and manage 

significant assets necessarily holds itself out as capable of 

insuring compliance with the requisite accounting, tax and legal requirements 

incident to its responsibilities.”
115

  (emphasis added) 

A corporate trustee in Maryland was liable, along with its customer’s lawyer, for 

failing to advise the customer that her exercise of a power of appointment might be 

ineffective (as it turned out to be).
116

  The corporate trustee, Mercantile-Safe Deposit & Trust 

Company (Mercantile), argued that it had not been paid to provide the advice in question and 

that it would have been the unauthorized practice of law to provide that advice in any event.  

The Court was unmoved:   

“Banks . . . with trust or fiduciary departments customarily provide estate 

planning services without making a contemporary charge . . . .  By virtue of 

Mercantile’s undertaking to provide estate planning advice to [its customer] in 

consideration of being named the fiduciary under her will and testamentary 

trusts, an implied contractual relationship existed between them that was 

broader than the formal contract governing their agency relationship.”
117

   

Examples of statements in promotional materials that could serve to expand a 

fiduciary’s responsibilities include the following: At X Bank we integrate tax considerations 

seamlessly into your overall plan, combining sophisticated, specialized tax experience with 

the personal, customized advice; at Y Bank we assist you in structuring various estate 

planning trusts and other strategies to help you reduce income and estate taxes; and at Z Bank 
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we monitor your financial situation to anticipate tax consequences and make 

recommendations to minimize taxes whenever appropriate.   

D. Income & Principal Accounting 

Principal and income (i.e., trust accounting) questions can be difficult.
118

  In the “old 

days,” the trustee of a trust with an income beneficiary needed to achieve income 

productivity through investment decisions.  Such a trustee is now generally free to invest for 

optimal total return (i.e., to make a reasonable effort to achieve the highest total return that is 

suitable to the trust’s purposes and the circumstances of the trust and its beneficiaries, 

especially risk tolerance) without thereby violating the duty of impartiality.  Forty-five states 

and the District of Columbia have adopted all or portions of the 1997 Uniform Principal and 

Income Act with its adjustment power, and 28 states now have some form of unitrust-

conversion statute, usually as an alternative accompanying the adjustment power.  Depending 

on the circumstances, it may also be possible for the trustee to make a common-law equitable 

adjustment to satisfy the duty of impartiality.
119

   

Although large losses in stocks during 2008 and early 2009 caused some people to 

question the wisdom of total-return investing, a day will come when constrained investing 

(i.e., investing for a target level of income productivity) will predictably produce substandard 

total returns.
120

  At that time, some beneficiaries may argue that by investing the “old way,” 

the trustee virtually guaranteed a substandard total return.  Their argument:  With the power 

to invest for optimal total return comes the duty to do so, unless there is a specific, 

documented reason for not doing so.
121

 

Although having a unitrust-conversion or income-adjustment power paves the way to 

total-return investing, it leaves unresolved the question of capital-gain tax allocation.  With 

unitrusts, the allocation must be made the same way each year.  The income beneficiary will 

probably want such gains taxed to the trust, and the remainder beneficiaries will want those 

gains included in distributable net income (DNI) and taxed to the income beneficiary.  

Alternatively, the income beneficiary may want the trustee to invest in tax-exempt, rather 

than taxable, bonds (so distributions from the trust will not carry out taxable income with 

them).  What is the trustee to do?  Here is some helpful advice: 
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“If a trustee is using a unitrust regime, the discretion to allocate gains must be 

exercised consistently. . . .  It’s almost counterintuitive to think that the 

application of a strict mathematical formula to determine a payout could still 

leave a trustee fraught with conflict.  Ah, but that’s just what happens. . . .  

Whoever is saddled with the capital gains tax burden will be saddled with it 

for the duration of the trust.  With respect to both the investment strategy and 

the allocation of capital gains, it will be very important for the trustee to have 

all beneficiaries on the same page. . . .  A trustee should at least be able to 

demonstrate that he was cognizant of these issues and made a determination 

that he considered fair and impartial under the circumstances. . . .  Trustees 

have far more options if they’re operating in a power-to-adjust regime. . . .  

They’re able to examine the character of the distributions flowing to the 

income beneficiary, see on whom the burden of the capital gains taxes lies and 

adjust the payout to the income beneficiary accordingly.”
122

 

The trust estate in a 2006 New York case consisted primarily of high-yielding real 

estate.
123

  Because of a unitrust election, the annual payout to the income beneficiary dropped 

from $190,000 to $70,000.  The trustees were the income beneficiary’s stepchildren and trust 

remaindermen, and chose to make the conversion retroactive (which meant their stepmother 

had to reimburse the trust estate $120,000 for excessive distributions over the prior three 

years).  The Appellate Division and the Court of Appeals held that the trustees were not 

prohibited from making the unitrust election despite benefiting personally, and allowed the 

retroactive change.  Unlike an income-adjustment power, the unitrust-conversion statute was 

not limited to disinterested trustees.  The unitrust-conversion statute in New York was later 

changed to limit retroactivity.   

In a 2008 Nevada case the trustees were also beneficiaries and so a bank was 

appointed special trustee to adjust income pursuant to the state’s version of Uniform 

Principle and Income Act, Sec. 104.
124

  The District Court denied a petition to make a 

retroactive adjustment for the preceding year, but the Supreme Court reversed, holding that 

the corrective nature of the adjustment power suggested, at a minimum, that the special 

trustee could make an adjustment for the year immediately preceding its appointment.  In 

some states, any exercise of an adjustment power must be made within a set number of 

days.
125

  Unless a statutory exception applies, a trustee may be liable for not adjusting 

income or converting to a unitrust when necessary to achieve an impartial outcome.
126

 

A 2007 California case involved a no-contest clause.
127

  Despite a trust provision that 

principal-and-income matters were to be governed by statutes existing “from time to time,” 
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an income beneficiary’s petition to determine whether the trustee should exercise a statutory 

income-adjustment power would violate a no-contest clause in the governing instrument, 

according to the Probate Court and Court of Appeals.  

In a 2006 New York case the remainder beneficiaries tried unsuccessfully to prevent 

an adjustment to income that would benefit their stepmother, the income beneficiary.
128

  The 

court applied the abuse-of-discretion standard, as required by the applicable statute.
129

 

A 2009 Delaware case involved an elderly woman who had been advised to place 

most of her life savings in a charitable remainder unitrust with a 10% annual payout to her 

for life and then to her children for their lives, with the remainder going to five charities.
130

  

There was pressure from the settlor to increase the size of the trust principal so her annual 

distributions would be higher.  In an effort to address the settlor’s needs for larger 

distributions, the trust company altered the portfolio significantly until it was almost 

exclusively in equities.  Unfortunately for the trustee, the market declined shortly thereafter, 

resulting in a loss of about 58% of the trust estate’s value.  The settlor took steps to remove 

the trustee and refused to release it from liability, so the trustee sought judicial approval for 

its actions.  The settlor counterclaimed, alleging violation of the prudent investor standard 

and other breaches of fiduciary duty.  The court ruled that the trustee had waived its statute of 

limitations defense to the charge of imprudent investing when it sought approval for conduct 

occurring before the two open years.  The Delaware judge was unimpressed with the thin 

record of why the trustee did what it did, and described the decision to invest almost wholly 

in equities as “disturbing,” yet ruled that the trustee had not breached its fiduciary duties.  

Interestingly, the court seemed to agree with the plaintiff that it would have been a breach if 

her requests were the sole reason for the shift in asset allocation:   

“Had [the trustee] abdicated its duties and acted solely upon [the settlor’s] 

request, [the trustee’s] failure to exercise any judgment concerning the shift in 

investment strategy would have been an abuse of its discretion.”
131

   

Fortunately for the trustee, the court balanced evidence that the beneficiary’s request 

had been considered with evidence that a senior trust officer, an investment officer, and a 

trust committee had all reviewed and approved of the change in investment policy.  The court 

allowed the trustee’s legal fees to be paid out of the trust estate, only because the governing 

instrument conditioned the release of assets to a successor trustee on an informal release or a 
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judicial approval of the outgoing trustee’s accounts.  Otherwise, the trustee’s legal fees 

would not have been recoverable, because the accounting action was motivated primarily by 

a desire to protect the trustee rather than to benefit the trust or for the proper administration 

of the trust, according to the court.
132

  The Delaware court seemed to think that the trustee’s 

duty of impartiality necessitated extraordinary steps to achieve an above-average total return:   

“Delaware law is clear that the interests of all beneficiaries must be 

considered in investment and management decisions.  [The trustee] faced 

something of a fiduciary ‘Morton’s Fork’ when charged with the Trust’s 

management: either take large risks in an attempt to satisfy its duties to all 

beneficiaries and fulfill the terms of the Trust Agreement, or concede from the 

very beginning that the Trust would fail; choosing instead to manage its assets 

by seeking goals other than those found in the Trust Agreement.”
133

   

E. Declining Values 

The law holds fiduciaries to a high standard of care, but does not mandate good 

results (i.e., that the value of an investment declines dramatically does not mean that the 

fiduciary necessarily breached a duty).  But any such fiduciary better be ready to demonstrate 

an appropriate level of awareness and conscious decisionmaking.   

In a 2009 Hawaii controversy an heir to the $2 billion Campbell Estate sued Central 

Pacific Bank (CPB) for being “asleep at the switch.”
134

  CPB managed an investment account 

when stocks like AIG, Citibank, and Bank of America began to tumble.  For example, CPB 

paid $69.26 per share for AIG stock in March of 2008 and sold it for $2.17 per share in six 

months later.  That stock eventually bottomed out at about 35 cents per share in March of 

2009.  According to the complaint, CPB “neglected to take any action to end the 

hemorrhaging.”  The underlying logic of the lawsuit might seem to be that prudent investors 

must sell declining stocks at some point, rather than watch them go lower and lower.  

Actually, the focus is likely to be on CPB’s documented thought process when it bought the 

stocks and while they were declining.  According to the complaint, “It appeared that [CPB] 

was buying and selling stocks with no apparent strategy.”
135

   

In a 2009 Pennsylvania controversy the state attorney general has asked for a $168.1 

million surcharge on a special trustee of the McCune Foundation.
136

  The founder’s family 

had fought to get a family member appointed as special trustee with authority over the 

Foundation’s 4.8 million shares of National City stock.  National City was a trustee of the 
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Foundation.  Between 2004 and 2008, National City stock dropped in value from nearly $40 

to less than $5 per share.  In his role as parens patriae, the state attorney general moved to 

hold the special trustee personally accountable for the loss.  The special trustee’s lawyer told 

a reporter, “You put 20/20 hindsight into the hands of law enforcement officials, and that’s a 

very powerful, if not dangerous, tool.”
137

   

A 2006 New Hampshire case highlights the importance of making timely 

decisions.
138

  Monsignor Norman Bolduc had devised a $6.5 million stock portfolio to his 

parents, and chosen a fellow priest to serve as personal representative.  The tech-stock bubble 

burst shortly after Bolduc’s death, and six months later the probate estate was worth only 

$500,000.  Bolduc’s parents argued that the personal representative did not act in a timely 

fashion to liquidate the estate.  According to their lawyer, this was a “perfect storm” of 

unfortunate events that obligated the personal representative to act quickly:  “This estate was 

on fire.  This wasn’t just smoke, there were flames.  Not just margins, there were margin 

calls.”  The trial judge faulted the personal representative for ignoring urgent margin calls 

from brokerage firms and not supervising the law firm he had hired to assist him on estate 

matters.  It surcharged the personal representative $1.256 million.  The personal 

representative then sued the law firm that had assisted him when he was serving as personal 

representative, funding the litigation with money his parishioners raised specifically for that 

purpose.  These facts were extreme, but they highlight that a duty to act in a timely manner 

can take on added dimensions when markets are unusually volatile: 

“Before the bottom started falling out of the real estate market, a probate 

lawyer who was dilatory in dealing with an estate could point to the fact that 

the property had increased in value while he fiddled.  Not anymore.”
139

  

F. Retention and Exculpatory Language 

A governing instrument sometimes instructs or authorizes a trustee to retain an asset 

that the trustee might otherwise be required to sell - typically because of an 

overconcentration problem.  In some cases, there also is exculpatory language.  It can be 

quite challenging to determine how such language modifies the trustee’s normal duties and/or 

liability under the prudent investor rule.  Some of the following cases are not easily 

reconciled with others.   

In a 2005 Kansas case a revocable trust instrument required the bank trustee to 

consult the settlor before buying or selling any stock, and then to follow the settlor’s 

instructions.
140

  Because there was a high concentration in one particular stock (Enron), the 

trustee had the settlor sign a letter directing its retention and relieving the trustee of any 
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responsibility to analyze or monitor that stock.  After Enron collapsed, the settlor sued the 

trustee for failure to comply with the prudent investor rule.  The Court rejected the claim, but 

noted that the trustee should have explained the consequences of the retention agreement and 

alerted the settlor when the stock price declined significantly.  At least one author thinks the 

plaintiff should have prevailed: “The Kansas Supreme Court missed an opportunity seized by 

other jurisdictions to protect the rights of trust beneficiaries.”
141

 

In a 2007 Virginia case the income beneficiary of a trust sought the trustees’ removal 

and an $800,000 surcharge, arguing that the trustees had produced too little income.
142

  The 

lower court granted the trustees’ motion for summary judgment, but the appeals court 

reversed.  Because these trustees allegedly failed to inform the income beneficiary of offers 

the trustees had received from third parties interested in buying non-income-producing trust 

properties, the trustees may have breached their duty to communicate information needed to 

protect the income beneficiary’s interests. 

In a 2007 Ohio case a charitable remainder unitrust funded with Proctor & Gamble 

(P&G) stock contained a clause permitting the trustee to “retain, without liability for loss or 

depreciation resulting from such retention, original property, real or personal, received from 

Grantor or from any other source although it may represent a disproportionate part of the 

trust.”
143

  The trustee gradually reduced the concentration of P&G stock, but not fast enough 

to avoid the consequences of a sharp drop in its value—by the end of the first year the trust 

estate lost half its value.  The bank’s argument that the above language relieved it of a duty to 

diversify and exculpated it from liability fell on deaf ears.  The trial court awarded damages 

in excess of $1 million.  The Court of Appeals affirmed, stressing that a mere authorization to 

hold a high concentration of stock does not eliminate the duty to diversify.   

In a 2005 Ohio case the trust agreement authorized the bank to “retain any securities . 

. . including shares of a corporate trustee.”
144

  During a 20-month winding-down period the 

bank trustee retained a large concentration of its own stock despite the primary beneficiary’s 

request that the bank take steps to diversify.  The stock’s value rose initially but then dropped 

substantially in value.  The appeals court drew a sharp distinction between authorization to 

retain (present here) and elimination of the standard duty to diversity (not present here).  

Authorizing a trustee to hold a particular block of stock is not the same as directing it to do 

so.  A jury had decided in favor of the bank but the Court of Appeals overturned the jury’s 

verdict and remanded the case for a new trial. 

In a 2008 the Michigan Court of Appeals reversed and remanded a lower court 

decision because the trustee was exempt from the prudent investor rule under the unique 

language of the governing instrument, which authorized the trustee “to invest and reinvest … 
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in income-producing assets in accordance with its judgment, not being limited by any present 

or future investment laws.”
145

  The instrument also contained a very specific clause 

authorizing retention of the stock in question unless it ever became “unproductive of 

income,” and there was exculpatory language as well.  The bank was reimbursed for costs 

incurred in defending itself in this action. 

In 2008 the Eighth Circuit U. S. Court of Appeals upheld a summary judgment in 

favor of a corporate trustee that did not liquidate a heavy concentration of stock within two 

weeks of the settlor’s death.
146

  The facts heavily favored the trustee.  For example, the 

settlor had directed the trustee to retain the stock notwithstanding any consequent risk and 

lack of diversification; the settlor had repeatedly expressed his firm belief that the stock was 

the best investment for the trust; and within the two week period, the trustee had looked 

closely at the issue of diversification and discussed it with the settlor’s attorney and 

accountant, and scheduled a meeting with the trust beneficiaries. 

In a 2006 Indiana case a bank had been appointed conservator for a descendant of the 

founder of Eli Lilly & Company (Lilly).
147

  To minimize taxes on the ward’s $1 billion 

estate, the bank requested and got permission from the Probate Court to establish two 

charitable remainder annuity trusts with retention and exculpatory language:  “[A]ny 

investment made or retained by the trustee in good faith shall be proper despite any resulting 

risk or lack of diversification or marketability and although not of a kind considered by law 

suitable for trust investments.”  Most of the Lilly stock was sold during the trusts’ first year, 

but not before the stock price declined.  The Probate Court granted summary judgment for 

the bank, and the Court of Appeals affirmed, primarily because the exculpatory clause was 

found to be valid and binding.  The court noted that the plaintiff’s lawyers had expressed no 

objections to the retention/exculpation language when the trusts were being created. 

In a 2008 New York case the trust instrument granted the trustee absolute discretion 

in managing trust estate, which included a high concentration of closely held stock with an 

unusual capital structure (class A shareholders controlled the decision to liquidate, but 

virtually all liquidation proceeds would go to class B shareholders).
148

  Beneficiaries alleged 

failure to diversify, but the court found that the corporate trustee had “made a reasonable 

determination that it was in the best interests of the beneficiaries not to diversify.”  The 

record indicated that the trustee had made a concerted effort to understand its options and to 

make informed decisions that would be in the best interests of the trust beneficiaries. 
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In a 2008 Michigan case general retention language plus exceptionally good 

communications created a safe harbor for a bank that consciously decided not to diversify a 

large concentration of stock.
149

   

In a 2005 Ohio case a trust established by the son of the founder of the J.M. Smucker 

Company contained the following clause: “The Trustees are expressly empowered to retain . 

. . without liability . . . any and all securities issued by The J.M. Smucker Company, however 

and whenever acquired, irrespective of the proportion of the trust properly invested 

therein.”
150

  The trustees had diversified slowly over several decades and the trust estate had 

increased over the life of the trust.  Even so, the beneficiaries eventually sued for failure to 

diversify and for conflict of interests (the individual trustee was a director of the company).  

Citing the retention language in the trust instrument, the Probate Court ruled in favor of the 

bank and awarded attorney fees incurred in defending the action.  The Court of Appeals 

affirmed.
151

 

In a 2006 New York case the bank trustee had been sued for not diversifying a trust 

estate that consisted almost entirely of Kodak stock.
152

  The testator had expressed in his will 

a “desire and hope that [the Kodak] stock will be . . . distributed to the ultimate beneficiaries 

under this will, and neither my executors nor my said trustee shall dispose of such stock for 

the purpose of diversification of investment and neither they nor it shall be held liable for any 

diminution in the value of such stock.”  Also, “The forgoing shall not prevent my said 

executors or my trustee from disposing of all or part of the stock of Kodak in case there shall 

be some compelling reason other than diversification of investment for doing so.”  Between 

1958 and 2002 there was little investment review process and documentation regarding an 

investment strategy (e.g., reasons for not diversifying), and the trustee rarely communicated 

with beneficiaries.  The Surrogate Court considered the retention clause “clearly precatory,” 

stressed that the prudent investor rule requires trustees to diversify assets unless it is in the 

interests of the beneficiaries not to diversity, and added, “. . . a retention clause does not 

exculpate [a trustee] from poor judgment and laziness, but instead . . . a retention clause 

almost requires a greater level of diligence and work . . . .”  Finding an “on-going self-

perpetuating atmosphere of neglect,” and a “complete lack of documentation” that was “itself 

a breach of trust,” the Surrogate imposed a $21 million surcharge.  The appellate court 

reversed because the trial court erred in ruling that the stock should have been sold as of an 

unpleaded date for unpleaded reasons, and because the Surrogate’s finding was based on 

hindsight (e.g., as of the key date, Kodak had out-performed the Standard & Poor’s 500 

index and had recently been praised in a stock report). 

An exculpatory clause can relieve a trustee of liability for breach of trust, but not for a 

breach of trust committed in bad faith or with indifference to the fiduciary duties of the 
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trustee, the terms or purposes of the trust, or the interests of the beneficiaries.
153

  There is an 

initial presumption of overreaching:  “The scrivener/fiduciary has the burden of establishing 

that the client realized the implications of the clause.”
154

  The court in a 2008 New York case 

indicated that a lawyer’s attempt to include language holding herself unaccountable “strongly 

suggests a violation of professional ethics.”
155

 

“Although [most] courts routinely announce that exculpatory clauses are 

enforceable, in reality courts tend to shield the trustee from liability only in [a 

few] situations: . . . (2) the trustee is a non-professional or uncompensated; (3) 

the [provision relates to a] . . . direction that the trustee retain specific, 

relatively risky investments . . . .”
156

   

G. Diversification 

Diversification is usually required, but there are times when the trustee need not 

diversify, and other times when diversifying can be ill-advised or even actionable.  Clearly, 

the decision to sell or retain a specific stock cannot be made in a vacuum.  The purposes of 

the trust and circumstances of the beneficiaries are among the relevant factors.   

In a 2005 Pennsylvania case the corporate trustee held a large block of its own stock 

in a revocable trust that divided into marital and nonmarital trusts for the surviving spouse.
157

  

The trustee’s policy was to perform a portfolio review within sixty days of a trust’s funding, 

yet in this case it took nearly seven months.  The portfolio manager eventually made the 

decision to diversify partly because his reading of the governing document led him to believe 

that the settlor’s investment goal was to “take advantage of estate tax planning, not 

necessarily to provide income.”  He evidently did this without first inquiring about the health 

or financial circumstances of the surviving spouse, who was quite ill and survived less than 

two years.  The bank’s investment plan lengthened the investment time horizon, which the 

trial court ruled grossly negligent under these circumstances:  “Diversification cannot 

become a goal in and of itself.”
158

  The bank did not have a duty to seek the beneficiary’s 

approval, but it did have a duty to investigate the life tenant’s health and financial 

circumstances:  
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“Simply put, there were no reasonable prospects that the Trust could continue 

in existence long enough to experience capital growth from the chosen 

diversification strategy and it was gross negligence to sell safe and high 

performing assets in the implausible hope that a long-term capital gain could 

be realized.”
159

   

The corporate trustee made it relatively easy for the court to hold it liable.  Marketing 

brochures had touted “continual supervision . . . by capable specialists.”
160

 

In a 2002 New York case, despite a clear understanding that the bank trustee would 

avoid selling any of the trust’s highly appreciated stock, the trustee eventually did so in order 

to diversify.
161

  The lower court granted summary judgment to the trustee, but the Court of 

Appeals reversed because there was a legitimate question as to whether the investment 

officer had properly communicated with the administrative officer “to ensure his 

understanding of the investment objectives.”
162

   

In a 2008 Pennsylvania case the corporate trustee and one of the three individual 

trustees unsuccessfully urged the other two trustees to diversify the trust estate.
163

  During the 

stalemate the stock declined in value.  The individual trustee who wanted to diversify sued 

the corporate trustee along with the individual trustees who had refused to diversify.  The 

lower court determined that local law did not require diversification, but the trustees did not 

have “unfettered discretion” to maintain the stock concentration with impunity.  That court 

imposed more than $1 million in surcharges and fees on the two trustees who were found to 

have placed their own self-interest above the needs of the beneficiaries.  The corporate 

trustee escaped liability and received reimbursement for its fees and costs in defending itself 

in the surcharge action, because it had vigorously tried to convince the others to diversify.  

On appeal the case was affirmed in part, reversed in part, and remanded without a published 

opinion.
164

   

In a 2001 New York case, several months after a charitable lead trust was funded 

entirely with IBM stock, a corporate trustee’s investment committee considered diversifying 

the trust estate, but decided to hold off selling stock until the price recovered from a recent 

decline.
165

  Rather than bounce back, however, the price continued downward and was worth 

only about half its original value by the time the trustee rendered an accounting to the 

beneficiaries.  The Surrogate Court found that the trustee had been negligent for not 

diversifying relatively soon after taking the position.  The Appellate Division agreed and 

noted that the trustee had “failed to follow its own internal protocol . . . [and] failed to 
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conduct more than routine reviews of the IBM stock . . . [with] no particular consideration to 

the unique needs of this particular trust.”
166

 

An old Hawaii case demonstrates the common-law foundation to the prudent investor 

rule.
167

  The settlor told the trustee on several occasions that he wanted to retain his stock in 

Hawaiian Pineapple Company (HPC) even though it comprised more than 80% of the trust 

estate.  The governing instrument authorized the trustee to retain that stock, and the settlor’s 

permission was needed to sell it.  HPC eventually suspended its dividend, however, and the 

trustee sold some of it to diversify.  The settlor sued because the sale had been made without 

the settlor’s permission, and because the trustee had not taken steps to diversify sooner.  The 

lower court found the trustee guilty of breach of trust for selling stock without the settlor’s 

permission and for not requesting permission to sell years earlier before the stock declined in 

value, and the Supreme Court affirmed.   

“[D]efendent as trustee was not only bound to the duty of exercising the 

prudence of a reasonably prudent businessman but was also bound to use the 

higher degree of skill that it possessed as an expert professional fiduciary. . . .  

The standard is absolute and is not obviated or lessened because a particular 

breach was honest and well-intentioned.”
168

   

The court described a “specific investment duty to diversify trust investments unless 

absolved from doing so by express direction in the trust instrument, such as a mandate to 

retain specified assets.”
169

  The trustee argued unsuccessfully that the authorization to retain 

the stock, especially when combined with the settlor’s oral requests to do so, absolved it of 

its responsibility to advise the settlor to diversify.  That the trustee had at all times acted in 

good faith made no difference. 

The governing instrument in a New York case stated the testator’s desire that a named 

stock be retained by the personal representative and trustee, “unless compelling reasons arise 

for the disposal thereof.”
170

  Within two months of the testator’s death, the trustee sold about 

half of that stock to diversify the trust estate (which it considered a compelling reason).  

Then, when the stock went up in value, the widow sued.  The Surrogate ordered the trustee to 

repurchase the stock at its own expense, and to pay the widow’s attorney fees and costs.  The 

Appellate Division affirmed:  Diversification was not a “compelling” reason to sell, at least 

not in light of the widow’s objections.   

This should be compared with another New York case where a corporate trustee sold 

a concentration of its own stock to diversify the trust estate despite a clause that authorized 
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its retention.
171

  The court rejected the beneficiary’s claim that the clause superseded the 

prudent investor rule:  “Neither the trust language permitting retention of the stock nor the 

preference of the trust beneficiaries would have insulated [the trustee] from a claim that it 

breached its fiduciary duty had it failed to achieve appropriate diversification.”
172

 

H. Communication 

The duty of communication requires a fiduciary to provide all the information that 

beneficiaries need to protect their interests in the trust.
173

  The outcomes of many cases 

described elsewhere in this chapter were arguably affected by good or bad communications 

between the fiduciary and the beneficiaries.  In addition to the fiduciary’s duty of 

communication (which, of course, has its limits), a culture of openness can promote trust, 

confidence, and goodwill.
174

  

In 2009, years after receiving final distributions from a trust, and signing releases, the 

beneficiaries of a New York trust sued the trustee and the law firm that had represented the 

trustee.
175

  At the heart of this action was an allegation that the trustee had improperly 

retained a large block of Corning Glass Works stock that declined in value, and that the 

trustee had a duty to inform the beneficiaries of its duty to diversify and to explain more 

clearly the legal effect of signed releases.  The governing instrument gave the trustee 

“absolute discretion” to retain “any stocks, bonds or other securities . . ., including securities 

of Corning Glass Works.”  It added that the trustee “shall not be or be held responsible for 

any loss . . . that may occur in the value [of any such securities].”  The plaintiffs also alleged 

that the law firm fraudulently concealed that it simultaneously represented the bank on other 

matters.  The Surrogate dismissed the actions because they were filed too late.  The Appellate 

Division affirmed, noting that the complaint failed to make a “factually supported allegation” 

of misrepresentation.
176

 

In another 2009 controversy the settlor of a self-trusteed revocable trust had given 

Fisher Investments discretionary control over the trust’s portfolio at a time when the asset 
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allocation was cash 27%, fixed income 32%, and equities 41%.
177

  Fisher Investments 

allegedly changed that to 100% equities.  The shift coincided with the dramatic loss in stock 

values in mid to late 2008.  The settlor/trustee had acquiesced in the reallocation, but later 

claimed not to have understood the degree to which the change would increase the risk of 

substantial losses.  From the complaint:   

“Fisher Investments had a duty to manage the . . . account in a manner directly 

comporting with the needs and objectives of [the settlor/trustee] . . . to keep 

informed regarding the changes in the market . . . and act responsively to 

protect [the settlor/trustee’s] interests; to keep [her] informed as to each 

completed transaction; and to explain forthrightly the practical impact and 

potential risks of the course of dealing in which Fisher Investments was 

engaged.”
178

 

In a high-profile Delaware case a bank trust company “failed to bring their 

professional expertise to bear” when assisting lay trustees who had neglected to tell 

beneficiaries about the exact nature of their interests in the trust.
179

  A “black-sheep” 

beneficiary only found out about his interest in the trust by accident.  The instrument gave 

trustees “extraordinarily broad authority,” their decisions were “not subject to review by any 

court,” and they were relieved of “all personal liability except for gross negligence or willful 

wrongdoing.”  Nonetheless, the “pattern of deception and neglect” cost the bank one-fifth of 

the fees that it had earned over a ten-year period.  Forbes magazine called it a “public 

flogging.”
180

 

In a 2007 Michigan case the trustee sent a check to someone he described as a 

contingent beneficiary, but the trustee declined to provide information about the trust.
181

  The 

Court of Appeals found that the beneficiary was entitled to a copy of the instrument and an 

accounting, and it instructed the Probate Court to remove the trustee for failing to provide 

information to which the beneficiary was entitled. 

In another 2007 Michigan case a lawyer referred his client to a financial planner at 

American Express Financial Advisors, who recommended a charitable remainder unitrust 

(CRUT) and irrevocable life insurance trust (ILIT).
182

  The idea was to use the CRUT to 

remove value from the client’s estate without reducing her son’s expectancy by replacing the 

removed value with a tax-free transfer from the ILIT.  But there was a problem qualifying the 

elderly client for a life insurance policy and that part of the plan never got done.  The client’s 
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son claimed “that, in hindsight, [the lawyer] owed him a duty to warn [the client] not to 

transfer the stock into the trust without first obtaining effective ‘replacement’ insurance.”  

The son sued the lawyer for malpractice after his mother died.  The court held that the theory 

of malpractice would have only created a cause of action in the client and continued, 

“Plaintiff fails to demonstrate how [the lawyer] breached any duty to him as personal 

representative of her estate, trustee of the CRUT, or individually as a potential beneficiary of 

[the client's] residuary estate as it existed at the time of her death.”  There is no indication of 

any action against the financial services company, presumably because of a mandatory 

arbitration clause.   

A 2007 Florida case could cause some sleepless nights for estate planners who do not 

always follow up to determine whether clients actually fund their revocable living trusts.
183

  

After the client in this matter died, his sons in their capacity of co-personal representatives 

sued the estate planning law firm for:  

(1) not making sure that the client funded his revocable living trust,  

(2) failing to recommend that the client use a family limited partnership to obtain 

valuation discounts,  

(3)  advising the client on the establishment of a 5-year qualified personal 

residence trust (QPRT) that the client did not outlive,  

(4)  recommending that the client select one of two named corporate fiduciaries to 

serve with the sons as co-personal representative and co-successor trustee 

without explaining that both companies were also clients of the law firm, and  

(5) failing to tell the client what the selected corporate fiduciary would charge for 

its services.   

The sons also sued the corporate fiduciary, but that action was settled prior to trial.  

The trial court granted summary judgment for the law firm on the charge that it had failed to 

advise on the use of a family limited partnership because that claim was “too speculative . . . 

there was insufficient proof of damages or source of funding,” but submitted to the jury the 

questions of whether the law firm had implicitly agreed, and therefore had assumed a duty, to 

fund the client’s revocable trust.  The jury awarded to the client’s estate $1.2 million in 

damages for unnecessary probate costs and taxes, and ordered the law firm to repay all the 

fees it collected from the client; the trial judge reduced the damage award to slightly more 

than $1 million; and the appeals court affirmed the judgment and rulings.  The firm had given 

the client a written memorandum explaining that the trust would serve to avoid probate only 

if funded during the client’s lifetime, and explained that the firm would not assist the client in 

actually funding the trust unless asked to do so.  The firm acknowledged that it never asked 

the client whether he had funded the trust. 
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In a 2006 Ohio case the individual trustee delegated investment decisionmaking to an 

account executive at Merrill Lynch who invested heavily in high-tech stocks.
184

  At the time 

of final distributions, the trust estate has shrunk by 90%.  The beneficiary sued for improper 

delegation, but the court found that the trustee had complied with the prudent investor rule by 

meeting with Merrill Lynch, reviewing performance reports and account statements.  

According to the court, the trustee did not “fall asleep at the wheel.”  The court also noted 

that losses in high-tech stocks at that time were not unique to this trust, and that a common 

strategy among such stockholders was to stay the course in hope that the stock prices would 

bounce back.  It probably helped the trustee that the beneficiary had communicated regularly 

with the account executive at Merrill Lynch when the investment decisions were being made.  

Supposedly, “the reputation of the investment firm alone was sufficient to constitute a 

reasonable selection.”
185

 

I. Conflict of Interests 

An undetected or poorly handled conflict of interests can make a good situation bad, 

or a bad situation worse.  Most conflicts are consentable, but unless a comprehensive 

explanation of all relevant considerations is articulated and documented, someone may later 

claim not to have made an informed consent: 

“A trustee is not liable to a beneficiary for breach of trust if the beneficiary 

consented to the conduct constituting the breach, released the trustee from 

liability for the breach, or ratified the transaction constituting the breach, 

unless . . . at the time of the consent, release, or ratification, the beneficiary 

did not know of the beneficiary’s rights or of the material facts relating to the 

breach.”
186

   

The presence of a conflict of interests might be used against the fiduciary, even if the 

alleged conflict is unrelated to the complainant’s damages:  “[C]onflicts of interest and 

alleged client misconduct are at the root of most problematic claims against lawyers. . . .  

Frequently, an allegation of conflict of interests is added to spice up the case, and to provide 

an alleged motive.”
187

   

In a New York case the trust estate consisted of IBM stock.
188

  The beneficiaries 

agreed in writing with a decision not to diversify, but later changed their minds.  The court 

put the burden on the trustee to show that the beneficiaries “had the intent to form a contract 

and so formed it with actual and full knowledge of all legal rights.”  Because the trustee did 

not warn the beneficiaries “of the effects that their execution of the [waiver] would have on 

their legal rights or how their direction to hold the entirety of the trust’s corpus in IBM stock 
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would fall far short of what would have been required of a prudent corporate trustee,” they 

were not bound by their waiver.  The court surcharged the trustee more than $6 million. 

In this 2007 Texas case a law firm was in the middle of implementing a sophisticated 

estate plan involving a family limited partnership, private foundation, and grantor retained 

annuity trusts when the husband died unexpectedly.
189

  To avoid $32 million in estate taxes at 

the widow’s subsequent death, she disclaimed the husband’s $65.5 million share of the 

marital estate.  The disclaimed property vested immediately in various charitable 

organizations, including a private foundation managed by the regional president of the bank 

that was serving as the husband’s personal representative.  Throughout this period, the law 

firm represented the widow, the bank, and the foundation.  The firm sought the widow’s 

waiver to its conflict in a writing that clearly alerted the client to the conflict of interests:  

“There is a clear conflict of interest in our joint representation . . . .  By 

retaining [this firm] and simultaneously acknowledging our potentially 

conflicting representation . . . you . . . represent that you do not consider our 

joint representation of you nor our concurrent representation of the [other 

parties] to be inappropriate, and you consent thereto.”
190

   

Six years later, the widow’s son sued the law firm and the bank on behalf of his 

mother, who by then had been diagnosed with Alzheimer’s disease.  He alleged that his 

mother’s disclaimer had not been fully informed.  The jury returned a verdict of $65.5 

million which the judge ordered the law firm and bank to pay into an “equitable trust,” to 

make the widow whole.  The jury’s verdict was overturned completely on appeal.  Perhaps 

the lawsuit would have been avoided if the law firm had discussed the engagement letter, 

conflict of interests, and waiver directly with the widow and her children.  Instead, it 

reportedly sent those documents to the bank, saying that it would “rely on [it] to forward the 

letters to [the widow] and to discuss the joint representation with her.”
191

  According to the 

court, the bank never had that discussion with her.  The only explanation she received 

concerning the joint representation/conflicts issue came from the engagement letter.
192

 

Hockey star Sergei Fedorov won a $60 million default judgment against his longtime 

agent in August 2009.  Two months later he sued his former lawyers for malpractice and 

breach of fiduciary duty, claiming that the law firm simultaneously represented him and his 

agent, and “did not disclose to Mr. Fedorov that in 2008 it was representing [the agent] in 

litigation against a man who had asserted that [the agent] was operating a huge Ponzi 

scheme.”
193
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In 2009 the heiress to a founder of mall owner General Growth Properties, Inc. was 

seeking unspecified monetary damages, disgorgement of fees, and removal of the trustee for 

having “entered into certain loan transactions and purchased General Growth shares that 

dropped in value as the company moved toward . . . bankruptcy.”
194

  She alleges that a 

lawyer had a conflict of interests in being legal counsel of the general trust and counsel to 

and a shareholder of General Growth.  Lawyers for the general trust countered, “The lawsuit 

is a "study in sensationalism" that is “peppered with gratuitous allegations.”   

J. Amateur Trustees.  

In this a Virginia case a decedent left $3.2 million in trust for her widower as income 

beneficiary and her two children as remainder beneficiaries.
195

  As trustee, the widower 

comingled the trust estate with his own funds, engaged in day trading, and soon lost $2 

million.  Shoddy records made it impossible to determine what trust funds were properly 

excluded from his gross estate.  The result appears to have been unnecessarily high taxes on 

his estate. 

An author of diet books, Robert Atkins, died in 2003 with an estate of about $400 

million, the bulk of which was directed to a marital trust.
196

  The rest went to a charitable 

foundation established by Atkins to do diet research.  He designated his widow, Veronica, 

and two others to serve as trustees of the marital trust.  Soon after Dr. Atkins’ death, 

Veronica was befriended by a self-described entrepreneur, an accountant, and a lawyer, who 

ended up replacing Veronica’s two co-trustees.  Each of the new co-trustees received $1.2 

million in annual fees, but because this was three times the statutory limit, Veronica paid two 

of these trustees out of her own pocket.  She also entered into long-term employment 

contracts with them, and she named them beneficiaries of a $15 million life insurance policy 

on her life.  Veronica then met and married a fellow who encouraged her to fire these 

trustees, which she did.  They then sued for breach of contract and $8.7 million in damages, 

alleging that Veronica’s new husband “has a reputation for hunting rich and single ladies, 

preferably widows,” and that he “intentionally exerted undue influence over [a woman] 

unprepared for an opportunist skilled in the art of seduction.”  He then accused these three 

now-former trustees of “preying upon [a] grieving widow.”  Meanwhile, Veronica has 

petitioned the court, seeking a $100 million distribution from the marital trust.  The dispute 

with the former trustees presumably was settled.
197

 

In a 2007 New York case a testamentary trust for the benefit of the testator’s 

granddaughter authorized the testator’s divorced son (the beneficiary’s father) as trustee to 

use trust income and principal for her support, education, maintenance, and general welfare 

until she reached 30 when the trust was to terminate and all assets be distributed to her.
198
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The trustee used trust funds to pay for the beneficiary’s education and medical expense 

despite being personally obligated under the terms of a divorce settlement to pay those 

expenses himself.  Although he used trust funds “precisely in the manner authorized by the 

testator,” the court was concerned that the trustee had not sought court approval to use the 

funds in this way.  In some jurisdictions, court approval is required when there is a conflict of 

interests.  The matter is on remand to the surrogate court for a hearing to determine whether 

the expenditures from the trust for the beneficiary’s secondary school tuition and certain 

medical expenses were authorized in good faith and in furtherance of the beneficiary's 

interests. 

K. Crimes  

The battle over Brooke Astor’s estate morphed from a likely undue influence civil 

controversy into criminal convictions for Astor’s 85 year-old son and his 67 year-old lawyer 

behind bars: 

“[T]he head of the Manhattan district attorneys office's elder abuse unit said 

that Marshall, who is Astor's son, and lawyer Francis X. Morrissey had 

‘exploited’ Astor's degraded mental capacity to ‘steal’ $60 million that she 

had intended to go to charities.  JP Morgan Chase had been a court-appointed 

guardian for Mrs. Astor before she died at age 105.  It challenged a 2003 

transfer of Mrs. Astor’s home in Maine and $5 million to Marshall, claiming 

that the items should not be treated as gifts for either gift or income tax 

purposes.  In 2007, JP Morgan Chase and a retired state appeals court judge 

were named temporary administrators of Mrs. Astor’s estate.”
199

   

The jury convicted Marshall of 14 counts, including the following: 

(1) Schemed to steal money and property by capitalizing on his mother’s 

diminished capacity;  

(2) Used more than $600,000 of his mother’s money to maintain the Maine retreat 

that she had given him;  

(3) Took a $500,000 drawing of dancing dogs from the wall of his mother’s 

apartment, and a painting worth $500,000 from the Blue room of her home;  

(4) Conspired to amend his mother’s will to leave much of her estate to him rather 

than to charity;  

(5) Gave himself salary increases without his mother’s consent, raising his pay for 

managing her estate to over $1 million;  
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(6) Conspired to add a codicil to the will that would have meant greater executor 

fees for himself and his lawyer.
 200

   

            The jury also convicted Morrissey.  His crimes included scheming to defraud, 

conspiracy and forgery. 

L. Settlor Intent   

“In 1961, when the A&P grocery heirs Charles and Marie Robertson gave 

Princeton a $35 million gift endowment, they directed that the money should 

be used to educate graduate students for careers in government.  But in a 

lawsuit filed in 2002, Robertson descendants claimed that Princeton was 

misusing the gift, which peaked at more than $900 million in June, spending it 

on training students for a broader range of careers. . . .  Under the settlement, 

Princeton will pay $40 million in legal fees, and, starting in 2012, another $50 

million, plus interest, to a new foundation that will support education for 

government service . . . .  Even without going to trial, each side had spent 

more than $40 million on the case. . . .  Both sides claimed victory. . . .  

William Robertson, the donors’ son and lead plaintiff in the suit, said in a 

statement that the settlement was ‘a message to nonprofit organizations of all 

kinds and throughout our country that donors expect them to abide by the 

terms of the designated gifts or suffer the consequences.’  Both sides may 

declare themselves vindicated, Mr. Robertson said in an interview, but in the 

end, ‘they are the ones writing the checks’”
201

   

LESSONS LEARNED FROM THE BISHOP 

ESTATE SCANDAL 

XVI. BACKGROUND.   

The so-called Bishop Estate controversy included allegations of numerous 
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fiduciary breaches and other issues addressed above.
202

  The Bishop Estate 

story began in 1884 when Princess Bernice Pauahi Bishop, the last 

acknowledged descendant of the Hawaiian monarch Kamehameha, placed the 

bulk of her estate in charitable trust to establish and maintain two schools, “one 

for boys and one for girls . . . called the Kamehameha Schools.”  The trust 

corpus—known as Bishop Estate—has been described by The New York 

Times as “a feudal empire so vast that it could never be assembled in the 

modern world,”
203

 and by The Wall Street Journal as “the nation’s wealthiest 

charity.”
204

  In 1997, four elders revered in the native Hawaiian community, 

together with a law professor from the University of Hawaii, alleged massive 

trust abuse by the state’s most powerful people—among them judges, business 

executives, and legislators.  Then, as described in a book review:  

“Subpoenas fly, surveillance photos are snapped, phones are bugged, tires are 

slashed, judges cry in court, suicide factors in.  The Internal Revenue Service 

(IRS) swoops in like a huge predatory bird and threatens to revoke the trust's 

tax-exempt status, which would cripple the schools.”
205

   

“As a mere story, even if it were fiction, the book would be fascinating 

reading.  Beginning with a sensitive portrait of the cultural and political 

setting for the Princess' life and the formation of her values and vision, the 

book combines the lure of the Islands with the intrigue of a whodunit to draw 

the reader inescapably into the drama.  Like readers of any good novel, we 

join the plot vicariously, we picture the action, we pick heroes and cheer, and 

we identify villains and hiss.  We turn page after page.  But the book is not a 

mere story.  It proves the axioms about fiction that truth is stranger still and 

that there are some things even the most creative novelist could not make up.  

The book's subtitle is Greed, Mismanagement & Political Manipulation at 

America's Largest Charitable Trust--seemingly audacious to one who picks up 

the book for the first time, but if anything, seen as understated by the reader 

who plunges into the narrative.  The events exposed in the book are real.  

They not only could happen, they somehow did happen, which is bound to get 

the attention and sharpen the focus of any reader, especially a professional 

whose practice has anything to do with tax-exempt organizations and 

charitable giving.”
206
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The following issues are from the Bishop Estate controversy from the late 1990s, 

which faded from public view in 1999 with the forced resignations of all five trustees and 

various other collateral consequences: 

XVII. LIST OF LEGAL AND ETHICAL ISSUES 

ATTORNEY-CLIENT PRIVILEGE.  Few courts outside of California and Texas allow 

trustees to use the attorney-client privilege to withhold important information about trust 

administration (as opposed to communications between the trustees and their Personal 

Counsel) from the beneficiaries of private trusts, or from the attorney general with respect to 

charitable trusts.  Yet the probate court ruled that the Bishop Estate trustees could use the 

privilege to withhold documents from Hawaii’s attorney general. 

ATTORNEY GENERAL’S “CONFLICT OF INTERESTS.”  Bishop Estate trustees argued 

in court that the attorney general’s responsibility to protect charities (as parens patriae) 

conflicted with her tax-collecting duties (as in-house counsel for the state Department of 

Taxation).  The trustees’ lawyers asked the judge to disqualify the attorney general because 

of this “conflict.”  They also charged that the attorney general acted improperly by 

simultaneously heading up the civil and criminal investigations of the trustees.  These matters 

were never finally resolved; they ceased to be relevant when the parties entered into a global 

settlement agreement. 

CO-INVESTMENT.  Bishop Estate trustees created a conflict of interests when they invested 

personal funds in private business deals in which they had also invested trust funds.  One 

reason for the restriction on co-investing is that trustees will be tempted to consider their own 

interests when making subsequent decisions about the investment (i.e., that they will throw 

good money after bad for the impermissible purpose of salvaging their own private 

investment).  Bishop Estate trustees apparently did exactly that.  

COMMUNITY INTERESTS.  Trustees of charitable trusts traditionally have been expected 

to pursue each trust’s specific charitable mission, even to the detriment of other community 

interests.  That may be changing.  In 2002 the trustees of the Hershey trust voted to sell the 

Hershey Foods Corporation for $12.5 billion so they could diversify trust investments and 

increase dramatically the money available to pursue that trust’s educational mission.  The 

Pennsylvania attorney general and probate court refused to agree, however, in large part 

because of opposition from community leaders who feared that the new owner would move 

company headquarters and operations out of the state.  Also in 2002 the new Bishop Estate 

trustees yielded to public pressure and withdrew from a long-standing legal battle over the 

trust’s right to divert mountain stream water for land-development purposes.  Although this 

decision arguably hurt the trustees’ ability to educate as many children as possible, Hawaii’s 

attorney general and a court-appointed master supported the decision.  

COMPENSATION FROM OUTSIDE SOURCE.  Trustees may violate the duty of loyalty 

by accepting compensation from a source other than the trust estate for acts done in 
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connection with the administration of the trust.  Yet Bishop Estate’s lead trustee for asset 

management reportedly placed himself on the boards of trust-controlled companies and 

collected large director fees in addition to about $1 million in trustee fees.  A more 

appropriate arrangement might have been to reduce the trustee fees so that the total 

compensation (i.e., fees received from the trust estate plus fees from trust-controlled 

corporations) would not exceed the value of that trustee’s services on behalf of the trust.  

CONFIDENTIALITY.  Fiduciaries are sometimes subject to a duty of confidentiality.  One 

Bishop Estate trustee was accused of violating such a duty when he told friends, and 

eventually reporters, about what went on at trustee meetings.  

CONFLICT OF INTERESTS.  Trustees must avoid conflicts of interest and take appropriate 

action when a conflict cannot be avoided completely.
207

  A Hawaii statute sometimes 

requires more:  “If the duty of the trustee and the trustee's individual interest . . . conflict in 

the exercise of a trust power, the power may be exercised only by court authorization . . . 

upon petition of the trustee.”  Despite this requirement, Bishop Estate trustees often devised 

their own ways of dealing with conflicts, sometimes with astonishing results.  On one 

occasion, a trustee “recused” himself as a Bishop Estate trustee just long enough to negotiate 

for the purchase of Bishop Estate land on behalf of the buyer. 

COOPERATION.  Co-trustees are generally required to work together in the best interests of 

the trust, yet Bishop Estate trustees sometimes refused to share important trust information 

with each other, and their working relationships became strained to a point approaching 

physical violence on several occasions. 

CRITICIZING JUDGES.  Lawyers are allowed to criticize judges, but there are limits.  

Hawaii’s Supreme Court justices complained publicly that the authors of the Broken Trust 

essay had “expressly and impliedly impugned the integrity, honesty, ethics, intelligence, 

qualifications, competence, and professionalism not only of the five members of the Hawaii 

Supreme Court as individuals, but also of the court as an institution.”
208

  Although these 

same justices were the ultimate authority on matters of lawyer discipline in Hawaii, they 

never took formal action against the lawyers who signed the Broken Trust essay. 

CY PRES.  A trust’s charitable mission can be changed legally only by showing that 

unforeseen circumstances have made the original mission illegal, impossible, impracticable, 

or wasteful.  The standard is less stringent when the change would affect only an 

administrative provision (i.e., one that is a means to an end as opposed to the end itself).  

Bishop Estate trustees and Hawaii’s probate court sometimes have acted as if this rule does 

not exist.  For example, in addition to maintaining the Kamehameha Schools, the trust 

functions like a land conservancy, providing culturally and environmentally sensitive 

stewardship for nearly 360,000 acres of non-income-producing land (including 63 miles of 

ocean frontage and a hundred miles of mountain streams).  This is a laudatory endeavor, but 
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Mrs. Bishop’s will says nothing about preserving or protecting the environment or Hawaiian 

culture.  

DELEGATION.  Delegation to an outside expert is generally allowed and in some 

circumstances can be required, but trustees are not generally allowed to divvy up among 

themselves different aspects of major fiduciary functions.  Each trustee must remain 

responsible for, and exercise supervision and review of, all trust activities.
209

  Despite this 

rule, the Bishop Estate trustees utilized a “lead-trustee” system in which individual trustees 

functioned like chief executives for different aspects of the trust’s activities, making 

important decisions without first consulting with the others. 

DILIGENCE.  Trustees have a duty to stay informed and to participate in trustee decision 

making.  Yet, one Bishop Estate trustee stopped attending trustee meetings because he 

considered the chaotic sessions to be a waste of time.  He also felt that he could not influence 

the outcome of any issue because the other trustees regularly ignored or ridiculed what he 

said.  

DISCOVERY ABUSE.  When engaged in litigation, it is unethical for a lawyer to make 

frivolous requests for documents or fail to make reasonable efforts to comply with proper 

requests from an opposing counsel.  Yet studies show that lawyers frequently (in as much as 

one out of every two lawsuits) seek many more documents than they reasonably need 

(presumably to burden the opposing counsel) and go to great lengths to avoid turning over 

embarrassing or damning documents that the opposing party has requested.  Hawaii’s 

attorney general complained that some of the trustees’ lawyers often failed to provide key 

documents, but at other times would provide an “avalanche” of seemingly unimportant 

documents.  She asked the court to sanction those lawyers for abusive discovery tactics, but 

the judge chose not to do so. 

DISCRIMINATION.  Mrs. Bishop’s will does not limit school admission to native 

Hawaiians, but it does authorize the trustees to set the admissions policy and to use a portion 

of each year’s income for “support and education of orphans, and others in indigent 

circumstances, giving the preference to Hawaiians of pure or part aboriginal blood.”  With 

minor exceptions, Bishop Estate trustees have always reserved admission to Kamehameha 

Schools for children who have Hawaiian blood.  Some critics argue that applicants with a 

relatively high quantum of Hawaiian blood should gain admission over those with lower 

levels, regardless of academic ability.  Others maintain that any child, regardless of race, who 

has been informally adopted by a Hawaiian (a cultural practice known as hanai), should be 

eligible to attend Kamehameha Schools.  And then there are those who argue that 

“Hawaiianness” should be based on culture and interests, not blood quantum or informal 

membership in a Hawaiian family.  A non-Hawaiian applicant, rejected by Kamehameha 

Schools in 2002, challenged the Hawaiians-only admissions policy in federal court, arguing 

that it violates a civil-rights statute; the plaintiff initially won (2-1) at the 9th Circuit, then 

lost (8-7) in a rare en banc rehearing; before the matter could be taken up by the U.S. 
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Supreme Court, the trustees reached a confidential settlement with the plaintiff; the amount 

paid—$7 million—became known only because of a subsequent controversy over legal fees.  

The IRS district office had decided in 1999 to revoke Bishop’s Estate tax-exempt status 

because of its Hawaiians-only admissions policy, but the national office reversed that 

decision.  Since then, to reduce the risk of a 14th Amendment challenge, the trustees have 

rejected all direct forms of government aid avoided managerial involvement in public 

(charter) schools.  

DIVERSIFICATION.  Mrs. Bishop’s will authorizes the sale of inception property as 

necessary for the establishment or maintenance of the Kamehameha Schools or “for the best 

interest of my estate,” yet the Bishop Estate trustees retained most of the original estate, 

which is mostly unimproved land.  During the controversy years the Bishop trustees added 

tens of thousands of acres of additional unimproved land to the estate.  

DUE DILIGENCE.  Trustees are not allowed to make uninformed investment decisions.  

They must perform appropriate due diligence before investing trust funds.
210

  Bishop Estate 

trustees sometimes skipped that step or appeared not to take it seriously.   

DUTY TO PROTECT.  Each co-trustee has a duty to use reasonable care to prevent any co-

trustee from committing a breach of trust and, if a breach of trust occurs, to obtain redress.
211

  

One trustee tried for years to get the probate court or attorney general to take action against 

the other Bishop Estate trustees for serious breaches of trust.  He also considered filing a 

lawsuit, but lawyers told him it would cost at least $2 million and have to come out of his 

own pocket, and that he would probably lose, because of a perceived connection between his 

co-trustees and the state judiciary.  Despite this trustee’s good-faith efforts to get others to do 

their job of policing the trust, he was later faulted for not filing suit against the other trustees. 

FIDUCIARY DUTIES.  When individuals agree to serve as trustees—which they cannot be 

forced to do—they automatically become subject to strict fiduciary duties, regardless of their 

understanding of those duties.  Even so, four of the five Bishop Estate trustees declined to 

attend sessions on what was expected of them under trust law.  

FLAWED ACCOUNTABILITY.  According to the IRS and several court-appointed masters, 

Bishop Estate trustees treated Mrs. Bishop’s estate like their personal investment club and set 

what some experts have called a “world record for breaches of trust,” yet the Hawaii probate 

court allowed all five trustees to resign without ordering them to pay any surcharges, 

damages, or reimbursement to the trust—they were not even required to admit they had done 

anything wrong.  

HIRING PRACTICES.  Fiduciary duties limit a trustee’s freedom to provide patronage.  

Hiring such friends and relatives is not an automatic violation of fiduciary duties, but trustees 

should proceed cautiously and openly, with a goal of inspiring trust and confidence.  
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According to the IRS and the state attorney general, however, Bishop Estate trustees 

regularly retained and paid large amounts to such people, with no apparent concern about 

having to account for such decisions. 

IDENTIFYING THE CLIENT.  Some of the many lawyers being paid with Bishop Estate 

funds claimed to be representing the five individual trustees in the trustees’ fiduciary or 

representative capacity; others said they were representing “the trust,” as if a trust were a 

separate entity; and some identified the majority faction of the board of trustees as their 

client.  Eventually, two courts in Hawaii rejected the so-called entity theory and determined 

that these lawyers at all times had five separate clients, the trustees.  This resulted in 

nonconsentable conflicts of interest when trustees started suing each other. 

IMPARTIALITY.  Trustees are required to know whether the circumstances of any 

particular trust require them primarily to stabilize current returns, maintain the trust estate’s 

real value, or something else.  They arguably cannot put the interests of future generations of 

beneficiaries ahead of the current generation.  While Kamehameha Schools was admitting 

only one out of every twelve applicants, Bishop Estate trustees were investing primarily for 

growth and secretly accumulating more than $350 million of income.  

INCORPORATION.  Some observers have suggested that Mrs. Bishop’s trust be converted 

into a not-for-profit corporation, as was done many years ago with what is now the Bishop 

Museum corporation.  Instead of five highly paid trustees who tend to micromanage, there 

might be a larger number of unpaid directors who would limit themselves to setting policy 

and providing oversight to a well-paid chief executive and highly qualified staff.  Because 

unpaid directors of not-for-profit corporations have far less legal exposure than do trustees of 

a trust (by statute in most states), millions of dollars could perhaps be saved on liability-

insurance premiums.  Perhaps the organization’s charitable mission could evolve more easily 

with changing times.  For example, a not-for-profit board of directors might legitimately 

decide to promote Hawaiian culture, conserve non-income-producing land, grant 

scholarships to Hawaiian students at schools other than Kamehameha, and expand the 

organization’s outreach programs, all without first establishing that the charitable purpose in 

the will (the maintenance of two schools) is illegal, impossible, impracticable, or wasteful.  

Then again, such a board might change the charitable mission in ways that would be totally 

inconsistent with Princess Pauahi’s values and vision – so-called “mission creep” is a major 

issue at many corporate charities.  Perhaps that is why some donors require that their 

charities distribute everything within a fixed period following their deaths.
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INTERIM REMOVAL.  Despite reports submitted by court-appointed masters and court-

appointed fact-finder that listed numerous serious, ongoing breaches of trust, the probate 

judge declined to take definitive action until the IRS issued an ultimatum.  When the judge 

finally did schedule an interim-removal hearing, a trustee who had attempted suicide 

requested and received a postponement so he could recuperate fully before having to protect 

his individual interests in court.  Meanwhile, he continued to collect nearly $100,000 each 
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month in trustee fees.  To some observers, the probate judge appeared to be more concerned 

about that trustee’s due-process rights than the interests of the trust.  

INTERMEDIATE SANCTIONS.  Bishop Estate trustees spent nearly $1 million lobbying 

against the enactment of an intermediate-sanctions law that empowers the IRS to impose 

large fines on trustees for taking “excess benefits,” such as excessive fees.  Because 

enactment posed a threat only to the trustees (and provided benefits to the trust), the trustees’ 

lobbying arguably would have been a serious breach of trust even if they had used their own 

money.  They used trust funds. 

INVESTMENT OPPORTUNITIES.  After the other Bishop Estate trustees rejected a 

recommendation that they acquire control of Maui Land & Pineapple Company on behalf of 

the trust, one trustee pursued the opportunity for his personal account.  Another trustee 

described this as a disloyal act even though the first trustee fully reimbursed the trust for the 

time its staff had spent while investigating the opportunity on behalf of the trust.  The second 

trustee’s attorney expressed uncertainty about the propriety of the first trustee’s actions: 

“Whether or not [that trustee] engaged in a breach of his fiduciary responsibilities . . . is 

inconclusive at this time.” 

IRS ROLE.  Historically, the IRS has played a limited role in regulating charities once it has 

issued a determination letter, deferring to local officials.  But the slow-moving Bishop Estate 

controversy reached a sudden climax when the IRS refused to communicate with the sitting 

trustees and threatened to revoke the trust’s tax exemption retroactively if a list of non-

negotiable demands were not met.  The immediate cost would have been close to $1 billion.  

That forced the probate court to remove the trustees and reform the trust.   

JUDICIAL ACCOUNTABILITY.  Judges must adhere to a set code of ethics, and they are 

supposed to be held accountable when they fail to do so.  In Hawaii, a Judicial Conduct 

Commission is responsible for reviewing alleged misconduct by judges, and a Judicial 

Selection Commission has the power to deny a judge another term on the bench.  Neither of 

these bodies (nor any other potentially appropriate group) looked into allegations of judicial 

misconduct related to Bishop Estate.   

LACK OF TRANSPARENCY.  On paper, the Hawaii Supreme Court supports a policy of 

openness:  “Secrecy of judicial action can only breed ignorance and distrust of courts and 

suspicion concerning the competence and impartiality of judges.  Thus, the openness which 

serves as a safeguard against attempts to employ our courts as instruments of persecution also 

serves to enhance public trust and confidence in the integrity of the judicial process.  Such 

trust and confidence is a vital ingredient in the administration of justice under our system of 

jurisprudence.”  Despite this stated policy of openness, judges in the Bishop Estate 

controversy sealed key records.  The replacement trustees also claimed to have a policy of 

openness, yet they refused to make key documents available to the public.  Even the new 

attorney general refused to share any document that was not already in the public realm.  
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LAWYER WHISTLEBLOWING.  Depending on the circumstances, trust counsel may be 

prohibited from disclosing a trustee’s serious misconduct (as was the rule in most states for 

many years), required to disclose any such misconduct (as is the law today in a few states, 

including Hawaii), or permitted to disclose it (as is the national trend).  Despite a “world 

record for breaches of trust,” there is no public evidence of any lawyer ever attempting to 

report misconduct by a Bishop Estate trustee. 

MANDATORY AND PRECATORY LANGUAGE.  Mrs. Bishop used mandatory and 

precatory language in different sections of her will.  For example, she directed that her 

trustees expend annual income on the schools, publish accountings in a Honolulu newspaper, 

and hire only Protestants to teach at Kamehameha Schools.  By comparison, she only 

expressed a desire that the trustees provide education in the common English branches, and 

that instruction in the higher branches always is subsidiary.  Bishop Estate trustees frequently 

refer to Mrs. Bishop’s will as “sacred,” yet they regularly have deviated from not just the 

precatory provisions, but mandatory ones as well. 

OVERSIGHT.  Effective oversight is never certain.  Each individual Bishop Estate trustee 

had a duty to monitor the actions of the other four and to take appropriate action when 

serious breaches of trust became evident.  The Hawaii attorney general also had oversight 

responsibility, as did the probate court and the master it appointed each year to review the 

trustees’ accounts.  Furthermore, trust counsel was supposed to report trustee nonfeasance to 

the probate court, and Supreme Court justices arguably had on-going responsibility to 

monitor trustee conduct and to take action in the face of serious misconduct.  Despite all this, 

obvious breaches of trust went unchecked for years.  

PARENS PATRIAE.  Beneficiaries of non-charitable trusts have legal standing to sue the 

trustees of their trusts.  That enables such beneficiaries to hold trustees accountable.  But 

charitable trusts technically lack beneficiaries other than the public-at-large.  Rather than 

allow members of the public to sue trustees of charitable trusts, trust law bestows upon the 

attorney general of each state the power and the responsibility to represent the beneficiaries 

of every charitable trust.  This concept is called parens patriae.  Prior to publication of the 

“Broken Trust” essay, however, a series of attorneys general in Hawaii took no action against 

Bishop Estate trustees despite obvious breaches of trust. 

PERSONAL CONFLICT OF INTERESTS.  Shortly after the controversy reached a climax 

in mid-1999, the governor appointed as attorney general an individual whose wife had been 

an in-house lawyer for the trustees during the years of abuse and was a named defendant on a 

billion-dollar lawsuit against the trustees.  Explaining that he had gotten an opinion letter 

from the Office of Disciplinary Counsel (but declining to provide copies), the new attorney 

general refused to recuse himself from Bishop Estate matters. 

PERSONAL OR TRUST COUNSEL?  According to the RESTATEMENT (THIRD) OF TRUSTS, 

trustees can properly hire legal counsel for “personal protection in the course, or in 

anticipation, of litigation (e.g., for surcharge or removal).”  Such lawyers are generally 

referred to as Personal Counsel, and should be distinguished from Trust Counsel who assist 
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trustees in carrying out their fiduciary duties.  Trustees are not required to disclose opinions 

obtained from Personal Counsel, but communications between trustees and Trust Counsel are 

subject to the general principle entitling a beneficiary to information that is reasonably 

necessary to the prevention or redress of a breach of trust or otherwise to the enforcement of 

rights under the trust.  A court-appointed master criticized the Bishop Estate trustees and 

their trust-paid lawyers for not being clearer about each lawyer’s intended role.  The master 

recommended that the court order some of the trustees’ lawyers pay back millions in legal 

fees because those lawyers had been retained as Trust Counsel but had functioned more like 

Personal Counsel. 

POLITICAL INVOLVEMENT.  Tax-exempt organizations are not supposed to involve 

themselves in political campaigns, yet Bishop Estate trustees systematically raised money for 

numerous political campaigns, conducted valuable polling in their behalf, secretly took care 

of unpaid bills of certain politicians whose coffers were empty, and paid questionable 

consulting fees, retainers, and salaries to key government officials. 

PRIVILEGED MATTERS.  Bishop Estate trustees took the position that anything said or 

done in the presence of the trust’s chief counsel and any documents placed in his care were 

protected by attorney-client privilege.  The privilege is potentially available with respect to 

communications, but only when the purpose of the communication is to obtain legal 

assistance, and not when others were present when the communication took place.
213

   

PROSECUTORIAL OR JUDICIAL MISCONDUCT?  During the Bishop Estate 

controversy, grand juries indicted, and twice re-indicted, two of the trustees.  Each time, the 

trial judge threw out the indictments on procedural grounds, and each time the attorney 

general appealed that judge’s decision.  Eventually five substitute Supreme Court justices not 

only upheld the trial judge’s decisions, but also accused the attorney general’s office of 

prosecutorial misconduct and prohibited any further attempt to re-indict the trustees.  

According to the substitute justices, “The State’s interest in prosecuting these crimes is, at 

this point, clearly outweighed by the lack of fundamental fairness that would ensure were we 

to allow these prosecutions to continue.”
214

 

PROGRAM ASSETS.  Trustees are generally required to know the current value of the trust 

estate, using good-faith estimates as necessary.  There is an exception for program assets that 

the trustees use to carry out the trust’s charitable mission.  Bishop Estate trustees do not 

report the current value of nearly 360,000 acres of non-income-producing land held in trust 

(including 63 miles of ocean frontage and a hundred miles of mountain streams).  They have 

taken the position that these are program assets being held “for educational purposes.” 

PRUDENT INVESTING.  Prudent investing generally requires an overall plan, due diligence 

prior to individual investment decisions, and regular monitoring of existing investments.  

Bishop Estate trustees reportedly made ad hoc investment decisions based on personal 
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relationships, and without proper due diligence.  For example, when Robert Rubin left 

Goldman Sachs to join the Clinton administration, he reportedly sold his partnership interest 

back to Goldman Sachs for a $50 million promissory note, and then asked Bishop Estate to 

guarantee that he would collect the entire amount.  His apparent goal was to eliminate a 

conflict of interests that presumably would otherwise exist as long as his personal finances 

were intertwined with those of Goldman Sachs.  The trustees agreed to guarantee the note, 

despite not having the expertise needed to ascertain the trust’s exposure and to determine an 

appropriate price.  They also invested tens of millions of dollars in complicated oil and gas 

exploration deals that individual trustees could not explain when they eventually sued the 

promoter for defrauding them of nearly $100 million.  

PUBLIC CHARITY.  When Mrs. Bishop wrote her will, Hawaii was an independent nation 

with its own tax laws.  Now, of course, the trust is subject to the Internal Revenue Code 

(IRC).  Because Bishop Estate has a single benefactress, some people assume it is a private 

operating foundation.  Bishop Estate, however, is a public charity because its charitable 

purpose is to operate a “school” (which is defined in the tax code as “an educational 

organization that normally maintains a regular faculty and curriculum and normally has a 

regularly enrolled body of pupils or students in attendance at the place where its educational 

activities are regularly carried on”).  It is unclear to what extent the trustees can pursue other 

charitable purposes (e.g., outreach programs and land-conservancy activities) before the trust 

ceases to be classified as a school and therefore becomes a private operating foundation for 

tax purposes.  If it were a private foundation, tax law would require that the trustees expend a 

minimum of 5% of trust value each year.  Even in the years following the removal of five 

trustees the amount spent in pursuit of Princess Pauahi’s charitable mission has never come 

close to 5% of trust value. 

PUBLIC POLICY.  Trustees should not be able to enter into private contracts that limit the 

ability of their successors to hold them accountable for harm done to the trust, yet Bishop 

Estate trustees managed to accomplish that.  The successor trustees chose not to seek 

accountability because of “insured vs. insured” provisions in $75 million of liability 

insurance coverage the former trustees had purchased with trust funds.  The new trustees’ 

lawyers—including some who had represented the former trustees—reportedly advised 

against seeking accountability or even cooperating with the attorney general’s office in its 

effort to hold the former trustees accountable, saying that it would jeopardize the insurance 

coverage.  The new trustees, concerned about the personal strain and financial cost of 

pursuing the former trustees and the former trustees’ lawyers, chose not to seek a declaratory 

judgment on the public-policy issue.  

RACIAL PREJUDICE.  Lawyers are ethically prohibited from attempting to appeal to racial 

prejudice when such actions would be prejudicial to the administration of justice.  Yet a 

native Hawaiian attorney for the replacement Bishop Estate trustees seemed to be arguing in 

the courtroom that non-native Hawaiians could not be trusted to act in the best interest of a 

trust that had special meaning for native Hawaiians.  Deputy attorneys general—who were 
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non-native Hawaiians—perceived this as “playing the race card.”  Whether or not this was an 

impermissible appeal to racial prejudice was never resolved.  

RECORDKEEPING.  Trustees of charitable trusts have a duty to keep reasonably good 

records and to provide to the attorney general information necessary to protect the public 

interest.
215

  By contrast, Bishop Estate trustees appeared on several occasions to be 

concealing or destroying relevant evidence.  For example, a trustee instructed a staff member 

under questionable circumstances to make sure that selected computer files could be deleted 

permanently.  Shortly after telling the attorney general about the trustee’s demand, the staff 

member in question received an anonymous threat that law enforcement authorities treated 

seriously.  On another occasion, a trustee neglected to provide documents that had been 

requested in a properly served subpoena (having to do with a politician’s use of a Bishop 

Estate credit card in strip bars and casinos).  When a third party provided the attorney general 

with a copy of these documents, the trustee admitted that he had the originals, describing his 

failure to produce them as a “mistake.” 

RECUSAL.  The Code of Judicial Conduct directs judges to disqualify themselves when 

their impartiality might reasonably be questioned.  Yet a probate judge whose husband was a 

partner in the law firm that represented the trustees recused herself only when a lawyer 

requested it in open court.  Similarly, the five Supreme Court justices, who had selected the 

Bishop Estate trustees while acting “unofficially,” declined to recuse themselves until the 

attorney general threatened to go public with the details of an embarrassing ex parte 

conversation that she had with them about a legal issue that was before the court.
216

 

REGULAR ACCOUNTING.  Although trustees have a duty to keep beneficiaries informed 

about the trust and Mrs. Bishop specifically instructed her trustees to publish an accounting 

in a Honolulu newspaper each year, Bishop Estate trustees were notorious for providing 

inadequate information.  For example, they routinely used wholly owned corporations to 

conduct business, but they did not provide consolidated financial statements or crucial details 

about the corporations.  They also reported trust land at values that were nearly 40 years old. 

RELIANCE ON OTHERS.  Trustees should not seek legal advice from lawyers who have a 

conflict of interests, nor should they put such a person in control of the flow of information 

within the organization.  Yet when interim trustees replaced the ousted Bishop Estate 

trustees, they chose as their chief executive the person who had served for the past decade as 

the former trustees’ top in-house lawyer, and they sought legal advice from outside counsel 

who had advised the former trustees.  

RELIGION.  In her will, Mrs. Bishop directed that trustees of her trust and teachers at 

Kamehameha Schools always be members of the Protestant religion.  In the 1960s, a court 
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determined that the requirement that teachers always be Protestant did not violate anti-

discrimination labor laws because the school was a private, religious school.  In 1994, 

however, the 9th Circuit ruled that the Protestants-only hiring mandate violated the law 

because the school had evolved into a secular institution.  State Supreme Court justices 

claimed for years to be following the letter of the will (appointing, among others, a lifelong 

Catholic who evidently “converted” to Protestantism on the eve of his selection, and a 

practicing Mormon who claimed to have received Protestant baptism as an infant).  

Eventually, however, the justices stopped considering religion entirely.  Currently the probate 

judge selects trustees.  Presumably she ignores each candidate’s religion since judges cannot 

ethically consider religion when making such decisions.  In short, Mrs. Bishop’s instructions 

regarding religion are no longer honored.  

SECRECY.  Bishop Estate employees had no choice but to sign confidentiality agreements.  

When a senior executive appeared poised to provide evidence of trustee misconduct to the 

authorities, the trustees fired him and got a court order that effectively muzzled him.  He 

found himself unable to give the documents even to the authorities. 

SEX WITH A CLIENT.  The Model Rules of Professional Conduct provide that “a lawyer 

shall not have sexual relations with a client unless a consensual sexual relationship existed 

between them when the client-lawyer relationship commenced.”  Yet a lawyer for one of 

Bishop Estate’s wholly owned businesses had a sexual relationship with one of the trustees.  

The lawyer committed suicide several hours after a security guard happened upon her and the 

trustee while they were engaged in a sex act in a public restroom of the Prince Hotel. 

SILENCING CRITICS.  Judge Samuel King had achieved senior status but was still 

presiding over federal trials when he co-authored the Broken Trust essay.  Lawyers working 

for the Bishop Estate trustees spent several days researching and drafting a memo entitled 

“Limits on freedom of federal judge regarding public statements on social issues and 

conclusions of law”—an action that a court-appointed master described as “chilling” and as a 

“wholly inappropriate” use of charitable trust funds.  The master recommended that the judge 

order the trustees or their lawyers to reimburse the trust estate for such legal costs. 

SIMULTANEOUS INVESTIGATIONS.  The attorney general simultaneously directed civil 

and criminal investigations of the Bishop Estate trustees.  She instructed members of the 

criminal team not to communicate about the case with members of the civil team, and vice 

versa.  The criminal team secured a series of grand jury indictments, which the civil team 

offered as evidence in the civil action.  Eventually a judge threw out all the indictments on 

procedural grounds and a panel of substitute Supreme Court justices ruled that there had been 

prosecutorial misconduct.  (All of the regular justices had recused themselves.)  One indicted 

trustee and members of his family sued the attorney general and selected deputies for alleged 

civil-rights violations and malicious prosecution.  The action was dismissed in state court 

because of a “global” settlement that had abruptly ended the attorney general’s civil and 

criminal investigations. 
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SPLIT-PERSONALITY TRUST.  Because Bishop Estate trustees engage extensively in 

business activities (directly or through profit-seeking “subsidiaries”) while simultaneously 

operating a public charity, many people view the trust as two separate organizations with two 

separate cultures:  a business, Bishop Estate, and a charity, Kamehameha Schools.  A 

succession of trade names suggests an evolution of self-identity (i.e., what for many years 

was officially known as Bishop Estate eventually became Bishop Estate/Kamehameha 

Schools, then Kamehameha Schools/Bishop Estate, and finally Kamehameha Schools).  

Some observers call this window dressing, and contend that the trustees should become a true 

charity with only passive-investment assets in its endowment. 

STANDING.  There is a trend toward granting legal standing to groups that have a special 

interest in a particular charitable trust when the state attorney general chooses not to take 

action despite indications of serious abuse.  When it became clear that the system of 

oversight in Hawaii had broken down and that no one with legal standing was taking steps to 

hold the Bishop Estate trustees accountable, a group of Kamehameha Schools alumni, 

parents, students, and teachers asked for standing.  Hawaii’s attorney general joined with the 

Bishop Estate trustees in successfully opposing those efforts.  

TAX-EXEMPT STATUS.  Change came quickly to Bishop Estate after the IRS threatened to 

revoke the trust’s tax-exempt status.  The sitting trustees had apparently violated every 

condition of IRC section 501(c)(3) status:  private inurement (excessive compensation and 

inappropriate side benefits), private benefit (sweetheart deals for friends and relatives), 

commerciality (overemphasis on the business side of trust activities), failure to pursue the 

charitable mission (less than 1% of estimated value expended on Kamehameha Schools each 

year), involvement in political campaigns (illegal financial assistance to, and direct 

involvement in, the campaigns of favored candidates), and self-serving lobbying activities 

(more than a million dollars of trust funds secretly spent lobbying against federal and state 

legislation that would limit how much the trustees could pay themselves in compensation). 

TRIAL PUBLICITY.  Legal ethics sometimes limit what a lawyer can say to the media about 

matters that are being litigated.  With this in mind, lawyers for the Bishop Estate trustees 

complained to the probate judge that media outlets were regularly quoting Professor Roth 

(one of the authors of the Broken Trust essay) on how the judge should rule on specific 

issues, saying that could influence justice.  Because the ethical rule applied only to lawyers 

who were participating directly in the litigation, however, the probate judge took no action. 

TRUSTEE SELECTION.  Mrs. Bishop directed that Supreme Court justices select all her 

future trustees.  At the time, Hawaii was an independent nation.  More than a century later, 

state justices were still selecting trustees, supposedly in their non-official capacity as 

ordinary citizens (because the Supreme Court had only appellate jurisdiction over probate 

matters).  By the 1990s, critics concluded that the justices were selecting trustees on the basis 

of political payback, with no apparent concern for the trust’s intended beneficiaries.  A few 

months after publication of the Broken Trust essay, the justices announced that they would 

stop selecting trustees, citing a “climate of public cynicism.”  Currently the probate judge 
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chooses all Bishop Estate trustees.  Hawaii’s last monarch, Queen Liliuokalani, empowered 

her trustees to select their own successors.  While one can easily envision problems with self-

perpetuating boards, that approach has worked well for the Queen Liliuokalani Trust.  As for 

the Bishop Estate, critics now question whether a single probate judge can reasonably be 

expected to withstand the intense political pressures that appear to have influenced the 

actions of five Supreme Court justices.  

UNDIVIDED LOYALTY.  Trustees must act at all times solely in the beneficiaries’ best 

interests, and in so doing they must meet an unusually high standard of care and conduct.  

The Bishop Estate trustees arguably breached their duty of undivided loyalty when they 

refused to step aside in the face of an IRS demand to do so in order to save the trust’s tax-

exempt status.  The trustees called the IRS’s demand “extortion.”  It is easy to see how such a 

threat could be used maliciously, but whether it was fair to the trustees did not matter.  The 

threat to the trust was real, and so the trustees arguably were duty-bound to step down.  

UNITRUST.  According to Mrs. Bishop’s will, as interpreted by the Hawaii Supreme Court, 

the trustees were supposed to expend all trust income annually on Kamehameha Schools.  

This arguably meant that they had a duty to invest assets in such a way as to generate a 

reasonable amount of annual income.  Yet for years the trustees invested primarily for 

growth rather than income, and secretly accumulated over $350 million of income.  Now, at 

the IRS’s insistence, the trustees expend approximately 4% of the trust’s endowment value 

each year (which does not include the estate’s non-income-producing land). 

UNPRODUCTIVE ASSETS.  Trustees have a duty to make the trust estate productive.  

Bishop Estate trustees, however, own nearly 360,000 acres of non-income-producing land 

(including 63 miles of ocean frontage and a hundred miles of ocean streams), worth many 

billions of dollars.  They do not list these parcels of land as investments; instead, they call 

them “program assets” that are being held indefinitely “for educational purposes.”  Bernice 

Pauahi Bishop expressed a desire that the trustees not sell her land “unless in their opinion a 

sale may be necessary for the establishment or maintenance of said schools, or for the best 

interests of my estate.”  Critics contend that the trustees should sell the land so they can 

educate more Hawaiian children, and that the trustees have a duty to do so.  

WAIVER OF ATTORNEY-CLIENT PRIVILEGE.  The Hawaii Supreme Court threw out 

criminal indictments against the former Bishop Estate trustees after ruling that grand-jury 

testimony violated the attorney-client privilege.  The new trustees had waived the privilege 

for this limited purpose, but the justices said the question of who could waive the privilege 

(i.e., the former or current trustees) was an unresolved question in Hawaii that was best left 

for another day.  Cases in other jurisdictions are mixed.  For purposes of resolving the Bishop 

Estate matter, the justices’ ruling assumed, without so stating, that only the former trustees 

could waive the privilege.  

WASTE.  A court-appointed master concluded that the Bishop Estate trustees had wasted 

trust funds on lawyers who represented the trustees’ personal interests rather than those of the 

trust.  The master recommended that the successor trustees seek disgorgement of millions of 
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dollars in fees already paid.  Instead, the successor trustees sought a “second opinion” from a 

law firm that reportedly advised the new trustees not to attempt to recover any of the fees in 

question, and expressed an opinion that it would be legally appropriate to rehire lawyers who 

had served the former trustees for many years.  Critics contended that the $1 million cost of 

the “second opinion” was itself a waste of trust resources.  

WILL CONSTRUCTION.  Mrs. Bishop’s will gives her trustees discretion “to devote a 

portion of each year’s income to the support and education of orphans, and others in indigent 

circumstances.”  It is tempting to view this as a second charitable mission, one that is 

separate and apart from the primary mission of running Kamehameha Schools.  So viewed, it 

would support any number and variety of outreach programs.  But Hawaii’s Territorial 

Supreme Court ruled in 1910 that “support and education,” as used in Mrs. Bishop’s will, 

must be provided at the Kamehameha Schools:  

“The construction contended for by the [attorney general] that the support and 

education contemplated was to be furnished elsewhere than at the schools and 

that support can be furnished independently of education would require undue 

straining of the language used. . . .  In our opinion the clause under 

consideration refers to support and education at the Kamehameha Schools 

only and not to support independently of education.”
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Despite this Supreme Court decision, however, the trustees expend millions of dollars each 

year on numerous outreach programs, such as $4 million assisting the homeless on the island 

of Oahu’s leeward coast.  
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