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FORWARD

We prepared this booklet for professionals of all kinds to dispense

important information in a non-technical, objective fashion about a

wide range of issues dealing with personal liability, asset protection

and related estate planning issues.  There are a number of publica-

tions on these subjects for lawyers but relatively few for non-lawyers

and fewer still that were not associated with the direct sale of a prod-

uct or service.  We hope you find the information useful.

Kirkpatrick & Lockhart LLP is a law firm with more than 650 attor-

neys in ten offices throughout the United States.  This booklet repre-

sents the efforts and contributions of numerous attorneys from our

Boston office, particularly John Hutchins, Stanley Ragalevsky,

Stephen Moore, Joel Almquist, George Cushing, John Edwards,

Donald Board, Brian Forbes, Victoria Genys, Karen McKenna, Ronan

O’Brien, Brian Sheppard, Michael Stuart, Robin Walker and Patricia

Wong.  Further information on the subjects discussed in this booklet

may be obtained by writing any of the above-named attorneys at

Kirkpatrick & Lockhart LLP, 75 State Street, Boston, MA 02109 or

by calling them at 617/261-3100.

August 2002
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PREFACE

Just about everyone is concerned about the exposure of family assets

to creditors’ claims.  The threat of being sued personally for mal-

practice, a negligent act or a business transaction gone sour has be-

come a serious occupational hazard for corporate officers and direc-

tors and professionals of all types.  Professional liability insurance

against such claims now offers less protection and peace of mind

than before as its cost has soared and the adequacy of such coverage

has diminished in the face of escalating plaintiff verdicts.  This has

led many professionals to ask (i) what can happen if their liability

insurance is inadequate, (ii) how do others lawfully minimize the

possibility of loss of home, retirement savings and children’s educa-

tion funds to creditors of their business or profession and (iii) what

types of personal or estate planning strategies are available to the

average professional.  We have prepared this booklet to suggest pos-

sible answers to these questions.  In reading the booklet, there are

several points that we want to you to keep in mind.

1. This is not a “do it yourself” handbook.  Its purpose is purely

informational – to help you understand certain legal concepts but

not to give you legal advice.  We particularly want you to be able

to distinguish those asset planning and protection techniques that

are generally effective from those which are or may be ineffective

(that is, fraudulent conveyances and so called “nominee” trusts).

We recommend that you consult with your personal legal counsel

before attempting to implement any of the ideas discussed in this

booklet.  Each person’s circumstances are different.  Whether a

particular asset protection device or asset planning strategy will

be effective depends upon the facts of the situation in which it is

used and the subjective motivations of the people involved.  You

should not plan the ownership of important family assets without

competent legal help.



2. Heads of household often view their net worth as a family rather

than an individual asset.  The fact that the breadwinner may have

contributed all of the money necessary to purchase the family house

and other assets does not mean that the other family members

have no right to them.  There is nothing inherently wrong with

lawfully ordering your affairs so as to minimize potential estate

and gift tax liability and the adverse consequences that your fam-

ily may suffer as the result of your undergoing a business rever-

sal.

3. How your family’s wealth is owned is something that you should

plan before something bad happens.  Generally speaking, it will

be too late if you wait to plan ownership of important assets until

after someone asserts a substantial claim against you.  Advance

planning is much more likely to withstand a challenge than a last-

minute transfer of assets.

4. Most devices and techniques used to insulate assets against credi-

tor claims involve a number of tradeoffs.  As a general rule, your

creditors can attach whatever property you have to the extent of

your rights in the property.  If you own it, your creditors can take

your interest in it.  On the other hand, to place an asset effectively

beyond the reach of your creditors, you must also place it beyond

your control.  If you transfer assets to another person, you run the

risk of ending up like King Lear, who gave away his kingdom and

lost the ability to compel its return.

5. Some asset protection devices involve expenditure of significant

time and expense.  For example, the transfer of assets can have

serious estate, gift and income tax consequences requiring legal

or accounting advice.  Establishing one’s practice as a profes-

sional corporation can require that you incur additional duties and

liabilities, such as corporate excise tax, filing fees and additional

paperwork.  You should understand these costs and duties before

undertaking such measures.
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6. This booklet will focus on asset planning and protection strate-

gies for Massachusetts residents.  Given the limited scope of this

work, we do not have the space to discuss estate planning or busi-

ness planning issues generally.  Our discussion will be limited to

Massachusetts and federal law.  Debtor-creditor laws vary signifi-

cantly from state to state.  If you have property in another state,

do not assume that its laws are substantially similar to those of

Massachusetts.

7. The possibility of an individual losing major assets like the fam-

ily home and retirement assets to creditors should be remote.  The

legal protections afforded such assets are substantial.  We hope

that the explanation of these protections contained in this booklet

will be informative and allay some of your apprehensions on this

subject.
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I   INTRODUCTION

Most of us do not like to think that creditors can reach our personal

or family assets to satisfy judgments for business or professional debts.

This booklet will discuss that unpleasant possibility and describe a

number of techniques that can be utilized to protect family assets,

including tenancies by the entirety, homestead declarations and trusts.

We will also review some basic estate planning concepts since asset

protection planning and estate planning often go hand in hand.

To help explain more clearly some of the legal concepts applicable

to both asset protection planning and estate planning, we thought it

useful to focus our discussion around a hypothetical fact pattern -

that of Daniel Shults.  The concepts we will be discussing are appli-

cable to any middle or upper-income person.  Business executives,

professionals (physicians, psychologists, accountants, lawyers, en-

gineers and architects), and financial managers and advisors rou-

tinely make decisions for which they personally can be sued.  Fur-

thermore, such people can also be targets of tort suits unrelated to

their business or occupation (that is, personal injury claims) for which

their homeowners’ and automobile policies provide inadequate li-

ability coverage.

Daniel Shults has assets and personal goals not dissimilar to those of

any middle or upper-income person.  Like most of us, his most press-

ing concerns are insulating the family residence from potential creditor

claims, assuring the education of his children, protecting his retire-

ment funds, and generally passing along as much of his personal

wealth to his family as he lawfully can.



ASSUMED FACTSASSUMED FACTSASSUMED FACTSASSUMED FACTSASSUMED FACTS

Daniel Shults, age 46, is an accountant with a general practice.  He

practices under an informal “partnership” arrangement with two other

accountants, ages 32 and 60, respectively, in the suburbs of Boston.

Daniel and his wife, Elaine, have a combined annual net income of

approximately $300,000-$350,000.  Neither Daniel nor his “part-

nership” has elected to incorporate the accounting practice as a pro-

fessional corporation.  His partners have no formal pension or profit

sharing plan since they are unable to agree upon an appropriate form

of plan for a number of reasons (that is, the older partner who will be

retiring soon wants a defined benefit pension plan, the youngest part-

ner has substantial education debts to repay and is therefore not overly

concerned with establishing any plan at the present time and all of

the partners are concerned about the additional expense such a plan

would entail for employee contributions).  Daniel was able to secure

a favorable long-term lease for the office space utilized by the “part-

nership.”  However, in order to complete the deal, Daniel and his

“partners” had to personally guarantee the lease with the building

owner.

Daniel lives in a suburban community in a single-family house that

he and Elaine purchased in 1992.  The house is held jointly by Daniel

and Elaine as tenants by the entirety and currently has a market value

of approximately $600,000, subject to a $300,000 first mortgage from

the local savings bank.  They have three children, ages 9, 12 and 14.

Although Daniel is concerned about providing for his children’s col-

lege education, he has not yet made any specific provision for educa-

tion costs.  Thus, while he has saved some money, Daniel has not

established a trust fund or other account specifically earmarked for

the education of his children.  Elaine works outside the home but her

income is significantly less than Daniel’s.
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Daniel owns $1,500,000 of insurance on his life:  $1,000,000 term

insurance and $500,000 in whole-life insurance, having a cash value

of approximately $50,000.  Elaine is the beneficiary of all life insur-

ance policies.

The Shults’ other major assets are $500,000 in liquid assets (that is,

stocks, bonds and bank accounts), which are held jointly by Daniel

and Elaine, and a vacation home in New Hampshire acquired in 1996

in Elaine’s name, with a present value of $400,000 and a mortgage

of $200,000.

Daniel has never been sued for malpractice or breach of contract.

He is particularly concerned about both the cost and the limits of his

professional liability insurance coverage.  His standard policy has a

coverage limit of $1,000,000 per claim with a $3,000,000 aggregate

limit.  Daniel has heard stories of jury verdicts for far greater amounts

and he fears that his personal assets could be exposed to satisfy the

claims of creditors in that situation.  He is particularly concerned

about protecting the family’s home and the funds that he and Elaine

are saving for their children’s education.  Friends have advised Daniel

to do things like put everything he owns into Elaine’s name, transfer

his house into a trust and incorporate himself as a professional cor-

poration.  Daniel is not sure what benefits, if any, employing these

techniques would have in his particular situation or whether there

are other techniques available to him that could better help him meet

his asset protection and family objectives.

In order to appreciate some of Daniel’s specific concerns based on

this set of facts, it is important first to understand the litigation pro-

cess that might threaten his assets.  We therefore think it worthwhile

to start by giving you an overview of how a claim for damages is

proven and enforced against a defendant.



II   THE LITIGATION PROCESS

Most professionals and executives have only a general idea as to

what actually happens when someone is sued.  For those with lim-

ited knowledge of the litigation process, a quick review of the basics

will be helpful in assessing the need for asset planning.

The process from the filing of the initial complaint to the collection

of any judgment is generally long and arduous.  Let’s discuss the

process in the context of a state court malpractice suit brought against

Daniel Shults.  Assume that Daniel is named as a defendant in a

malpractice suit brought by a former client who claims that Daniel

provided faulty tax advice in connection with a corporate reorgani-

zation.

From the outset of the civil action, the plaintiff’s lawyer may use a

variety of techniques to try to obtain security in Daniel’s assets be-

fore the trial has even begun.  The plaintiff may try, with approval

from the court, to “attach” or otherwise create a lien upon the real

estate or personal property within Daniel’s control.  The plaintiff’s

lawyer may also seek a “trustee process” to try to obtain a lien over

Daniel’s tangible and intangible assets, his “goods, effects, and cred-

its,” that are held by a third party.  The trustee process is primarily

used to attach monies held in banks or other financial institutions.

The plaintiff’s lawyer may even seek a “freeze” injunction in an ef-

fort to prevent Daniel from encumbering, transferring or disposing

of his assets during the pendency of the case.

The plaintiff’s attorneys can employ these pre-trial security tools both

to create security in a defendant’s property should judgment eventu-

ally enter for the plaintiff, and to put pressure on a defendant to settle.

As will be discussed in greater length throughout this booklet, how-

ever, several types of property are exempt from attachment and trustee

process.  Moreover, before the plaintiff will be able to establish these

types of liens, the plaintiff will need to meet certain legal standards
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in order to gain court approval.  In most cases, defendants such as

Daniel will be notified that the plaintiff is seeking a trustee process

or is attempting to attach his property and will have an opportunity

to contest the plaintiff’s efforts.  Occasionally (although rarely), a

plaintiff may be permitted to attach a defendant’s property or be

granted trustee process without advance notice to the defendant if

the plaintiff can demonstrate that the defendant is likely to transfer,

convey, or conceal the property if notified in advance of the attach-

ment.

Once a complaint is filed and any attachment efforts are resolved,

the suit will then proceed into a “pretrial” or “discovery” phase.

During the discovery phase, each party to the litigation attempts to

learn as much as he can about the other party’s case.  This process

involves document requests, interrogatories (written questions), re-

quests for admissions (written questions requiring positive affirma-

tion or denial), and the taking of “depositions,” which involves di-

rect questioning, under oath, of persons having knowledge about the

facts forming the basis of the lawsuit (whether or not they are parties

to the lawsuit).  A stenographic transcript is generally made at most

depositions.  Any party to the litigation is generally free to have coun-

sel present to ask questions of the person being deposed.  Deposi-

tions are generally taken of each party and his key witnesses.  In a

suit against Daniel, the plaintiff’s lawyer would normally take the

depositions of Daniel, any “non-friendly” third-party witnesses (for

example, the IRS) and possibly any expert witnesses retained by

Daniel.  Daniel’s lawyer will reciprocate with depositions of the plain-

tiff and each of the plaintiff’s witnesses.

During the discovery process, each party will also prepare his own

case and marshal his own witnesses.  It often takes as much as three

years for a malpractice or tort suit to proceed through the discovery

phase and reach the trial stage.  Some cases can take much longer to

get to trial; others, particularly those with no disputed factual issues,

can be resolved much more quickly, and sometimes without a trial.



Assuming the entire case is not dismissed before trial, it will either

be settled or proceed to trial before a judge or a jury.

The discovery process is designed to insure that all parties have had

an opportunity to ascertain all of the relevant facts in the case prior to

trial.  Ideally, the process facilitates final disposition or settlement.

At its worst, the discovery process can be used to intimidate a party

into settlement by imposing prohibitive pretrial costs.

After a trial, the judge or the jury will render a decision.  The court

decree or order incorporating this decision is called a “judgment.”  A

judgment against a defendant may also include a monetary damage

award for which the defendant is responsible.  Pre-judgment inter-

est, which in most cases is calculated from the date of the filing of

the original civil action, will also be added to the total judgment

amount.  The losing party has thirty days to file an appeal with an

appellate court from the entry of judgment against him if he believes

that the judge or the jury in the trial court committed a serious error.

The filing of the appeal stays the enforcement of the judgment, but

does not stay the accumulation of interest on the judgment if it is

upheld.  The appeal process in state court can take a year to a year

and a half.  Many cases are settled during the appeal process because

(a) the plaintiff, if he has won, wants his money sooner rather than

later and is not willing to risk a reversal of his favorable verdict in the

trial court on appeal, and (b) the defendant, if he has lost, is con-

cerned that he may not be able to obtain a reversal of the adverse

judgment.  If an insurance company is defending a case in which

there has been a judgment in excess of the insurance coverage, it

may attempt to settle the case immediately for the policy amount,

thereby removing the possibility of personal liability on the part of

the defendant.  Many plaintiffs’ attorneys do not pursue claims in

excess of insurance coverage for reasons we shall describe shortly.

After all appeals are exhausted and barring settlement, a final judg-

ment is entered in the trial court.  In our hypothetical case, it has
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taken between four and five years to get to this point.  The successful

plaintiff can then obtain what is called an “execution” on the judg-

ment from the court.  The execution is an order by the court to the

sheriff to enforce the judgment by seizing and selling, if necessary,

assets of the defendant sufficient to pay the judgment.  At this point,

the plaintiff becomes what is known as a “judgment creditor.”

If a defendant/debtor refuses to pay a judgment after service of an

execution by the sheriff, the judgment creditor can use the execution

to “levy and sell” the defendant’s real or personal property.  This is

typically done through a “sheriff’s sale.”  As we will explain in greater

detail, there are several legal obstacles that can prevent the judgment

creditor from satisfying his judgment against a defendant.  Often a

defendant’s property may be exempt from seizure under federal or

state law.  For example, a personal residence owned under a “new”

tenancy by the entirety or as a homestead (up to $300,000) may be

exempt from execution under state law.  Federal law generally makes

a defendant’s interest in a qualified retirement plan exempt from sei-

zure.  Moreover, a judgment creditor can levy against a defendant’s

property only to the extent of the defendant’s actual interest in the

property.  If the defendant owns a bank account with another person

not a party to the lawsuit, the judgment creditor can take only the

defendant’s interest in the bank account.  So what happens when the

co-owner of the bank account says “80% of the money is mine!”?

Another lawsuit!   The judgment creditor may also find that the de-

fendant has transferred significant assets.  It may be difficult to trace

these assets.  Compelling their return will require additional legal

proceedings that may not be successful.  Finally, the defendant can

declare bankruptcy and seek to extinguish the plaintiff’s judgment.

If a defendant refuses or fails to pay a judgment, the judgment credi-

tor can conduct post-trial discovery (interrogatories, document re-

quests, requests for admissions, and depositions) in order to locate

the defendant/debtor’s assets.  Moreover, through a procedure called

“supplementary process” the judgment creditor can bring the defen-



dant/debtor before the court to question the defendant with regard to

the defendant’s assets, income, transfers of property, and the like.

The court can order the defendant to deliver property to the judg-

ment creditor, execute papers for the conveyance of property, or make

periodic payments in satisfaction of the judgment.  Attendance at

supplementary process proceedings is enforceable by arrest.  Failure

to obey any supplementary process order of a court constitutes a

contempt of court punishable by imprisonment or other penalty.

In most cases, a judgment creditor has twenty years to collect on a

judgment.  A defendant can be brought into court for additional

supplementary process proceedings as long as the judgment remains

unsatisfied.

By now you might have gathered that it is often more difficult to

collect a judgment against a defendant than it is to obtain the judg-

ment in the first place.  Collection of the judgment involves separate

legal proceedings.  The complexities of collecting the judgment of-

ten lead plaintiff’s attorneys to conclude that it is better to settle for

the amount of the liability insurance coverage available than it is to

pursue a judgment for an amount significantly in excess of the insur-

ance coverage.
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III   FRAUDULENT CONVEYANCES

People concerned about protecting assets from creditors’ claims some-

times decide they should “put everything in the name of someone else.”

But that is not necessarily prudent.  Transferring assets to a spouse or

another person does not always work.  The law is not so naive as to

allow a person to avoid payment of debts by making “gifts” of assets

to family members or friends.  A person heavily in debt who suddenly

becomes overwhelmed with the desire to give assets away seldom suc-

ceeds in placing those assets beyond the reach of his creditors.  That

does not mean, however, that a person cannot in many cases transfer

assets to his spouse, a trust for family members or third persons and

thereby successfully protect those assets from future claims.  The de-

termination of whether a transfer of assets is “fraudulent” or lawful is

a question of fact that courts decide in each case after considering a

number of factors (that is, subjective intent of the person transferring

assets, his solvency before and after the transfer, the value of assets

which the person will continue to retain after the transfer, the value

received, if any, for the transfer, and whether the transfer is real or one

of form only).  Drawing this line is not always easy.

Over the centuries debtors have devised many ingenious ways to try to

put their assets beyond the reach of creditors.  To remedy this situation

“fraudulent conveyance” laws were developed to specify a number of

circumstances in which transfers of assets (or the incurring of liabili-

ties) can be “voided” or set aside for the benefit of the creditors of the

transferor.  The fraudulent conveyance laws provide a civil remedy

allowing creditors to recover assets transferred by a debtor; they are

not criminal statutes.  Making a transfer that is later held to be a fraudu-

lent conveyance simply means that the transfer is ineffective as to the

transferor’s creditors.  Most states, including Massachusetts, have

adopted the Uniform Fraudulent Transfer Act, which establishes two

basic rules for determining whether a particular transfer of assets con-

stitutes a fraudulent transfer: the “actual intent” rule and the “con-

structive intent” rule.



Under the “actual intent” rule, if you transfer an asset (or incur a

liability) with actual intent to hinder, delay or defraud a present or

future creditor, the transfer can be set aside as a fraudulent convey-

ance.  This “actual intent” rule applies irrespective of your financial

solvency.  Under a subset of the “actual intent” rule, a transfer can

also be set aside if you do not receive reasonably equivalent value

for the assets transferred and you knew you were about to incur debts

beyond your ability to pay when the debts come due.

Under the “constructive intent” rule, if you transfer assets (or incur

liabilities) without receiving reasonably equivalent value at a time

when you are insolvent (or will be rendered insolvent by the trans-

fer), or, if you are engaged in a business, at a time when your remain-

ing assets are an unreasonably small capital for the business, the trans-

fer can be set aside as a fraudulent conveyance.  Actual intent to

defraud creditors need not be proven.

At this point we ought to take a moment to explain the meaning of

insolvency for purposes of the constructive intent rule.  The Uniform

Fraudulent Transfer Act says you are “insolvent” if the sum of your

debts is greater than all of your assets at a fair valuation, and that you

are presumed to be insolvent if you are generally not paying your

debts as they become due.  To some extent your right to or expecta-

tions of future income can be counted as an asset to meet liabilities

that have not yet matured.  An important point to keep in mind is that

you cannot give assets to relatives or other third parties for less than

fair market value at a time when your remaining assets (including

liability insurance) will be insufficient to pay your liabilities as they

become due.

But do the fraudulent conveyance laws mean that any gift or similar

transfer of assets is a fraudulent conveyance?  No.  A legitimate gift

to a family member should not be voidable, particularly if there are

other valid reasons for the transfer such as estate or tax planning.

But, if an individual deeply in debt transfers substantial assets to a
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family member without receiving fair value, the conveyance, if chal-

lenged, may be set aside as a fraudulent conveyance.  The law em-

bodies the reality that people generally will not transfer substantially

all of their assets for less than full value without a reason.  If you

have no existing or anticipated creditors, you should be able to trans-

fer everything you own to a third party as a gift or for little or no

value without it being considered a fraudulent conveyance.  The bur-

den of proof to establish a fraudulent conveyance rests with the credi-

tor.

The concept of fraudulent conveyance is simple enough.  Applica-

tion of the concept to specific cases is often puzzling to non-lawyers.

A few examples may clarify things.

Situation 1.  Assume that Daniel Shults transfers substantially all of

his assets to family members without receiving fair value.  There are

no suits existing or threatened against him at the time he makes the

transfer.  He is aware that prior to the transfer of the assets he com-

mitted a serious act of malpractice that could result in a claim against

him in excess of his assets and insurance coverage.  At the same

time, Daniel is aware that for the last several months the youngest

partner in his informal “partnership” has failed to contribute his share

of the rent.  By now the landlord is owed several thousand dollars in

back rent and Daniel is concerned about a suit against him based on

his personal guaranty.  Although no malpractice or guaranty claim

was asserted against Daniel at the time he transferred his assets, a

court could find the transfer to be a fraudulent conveyance because

(a) Daniel did not receive fair value for the transfer and (b) the trans-

fer arguably left Daniel insolvent if you conclude that the act of mal-

practice resulted in a probable liability for a material amount of dam-

ages.  Of course, whether Daniel’s knowledge of unasserted but pos-

sibly valid claims against him is sufficient to convert them into debts

would be vigorously contested.  Daniel’s lawyer would undoubtedly

contend that unasserted but valid claims are merely possible liabili-

ties and not debts.  On the other hand, Daniel’s practicing his profes-



sion without adequate insurance or assets might lead to the conclu-

sion that the transfer was a fraudulent transfer, as malpractice claims

may reasonably be expected as part of the conduct of an accounting

practice.  Also, Daniel’s knowledge of the potential claims for mal-

practice or breach of contract (that is, the lease guaranty) might bring

his transfer under the “actual intent” standard.

Situation 2.  Assume the same facts as Situation 1 except that, upon

advice of counsel, Daniel was making transfers in six annual install-

ments with the first transfer having been made one year before the

act of malpractice and before the practice began to fall behind on

rent.  Except for the first installment, there ought to be no significant

legal distinction between the two situations.  Nevertheless, from a

factual standpoint, Daniel is in a much stronger position to withstand

an assertion of fraudulent conveyance.  His transfers of assets are

part of an estate planning program and not designed to frustrate credi-

tors.  Furthermore, in a fact situation like this, it is much more diffi-

cult to show that any specific transfer made Daniel insolvent.

Situation 3.  Assume that Daniel transferred substantial assets to fam-

ily members without receiving fair value.  At the time of the transfer,

he was a defendant in a malpractice suit with anticipated monetary

damages of no more than $50,000.  Because Daniel has $1,000,000

in professional liability insurance, the transfer of assets under these

circumstances should not be fraudulent because he presumably has

enough insurance coverage to pay any liability award.  On the other

hand, an argument may be made that the transfer of assets was in-

tended to put them beyond the reach of the plaintiff in this particular

action and, therefore, was intentional.  Transfers intentionally de-

signed to put assets beyond the reach of specific creditors can be

fraudulent as to those creditors without a showing that the debtor

was rendered insolvent by the transfer.

Situation 4.  Assume that Daniel has transferred substantially all of

his assets to various trusts for the benefit of his family without re-
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ceiving fair value.  At the time of the transfers there were no claims

asserted against him.  Daniel was not aware of any potential unasserted

claims, with the exception of a generalized complaint from a client

about the quality of advice the client received in connection with a

corporate reorganization.  The client has not yet claimed that the

advice resulted in an injury to him, nor has the IRS challenged the

tax advice Daniel provided to the client.  Daniel honestly believes

that the client is a “chiseler” who suffered no injury and that the

complaint was designed to get him to reduce his fee.  This situation

should not be deemed a fraudulent conveyance.  A court should not

treat an unasserted claim for what appears to be an unfounded com-

plaint as a debt.  This is unlike Situation 1 in which the claim was

unasserted but Daniel knew that he had committed a serious act of

malpractice.

Situation 5.  Assume that Daniel has conveyed substantial assets to a

series of “family” trusts shortly after being sued for malpractice.

Assume further that no creditor will be able to prove that these con-

veyances are fraudulent under the “intent” rule described above.

Daniel subsequently settles the malpractice suit with a “structured

settlement” requiring him to pay $50,000 per year — $20,000 from

his own funds and the remainder from his insurer.  Although he has

transferred his assets without receiving fair value, Daniel probably

will not have engaged in a fraudulent conveyance for purposes of the

constructive intent rule if he is able to pay his share of the annual

settlement payments and his other debts out of his annual income

and is not otherwise insolvent.

Situation 6.  Assume that Daniel is sued by his landlord on his per-

sonal guaranty for the past-due rents.  Rather than conveying his

assets to family members without receiving fair value, Daniel records

a sham second mortgage for $300,000 against his home in favor of a

friend.  The friend gives Daniel no money for the mortgage and no

promissory note is signed.  Daniel intends the $300,000 sham mort-

gage to wipe out the equity that has built up in his home, thereby



insulating Daniel’s home from creditors’ claims.  This type of scheme

is a fraudulent conveyance under the actual intent rule.  The Uniform

Fraudulent Transfer Act invalidates fraudulently incurred debts as

well as transfers of assets.

Situation 7.  Assume that Daniel, with genuine intent to make a gift,

has transferred substantial assets to family members without receiv-

ing fair value.  The day following the transfer, Daniel commits a

serious act of malpractice for which he is promptly sued.  Although

he obviously did not intend to commit malpractice or defraud a spe-

cific creditor, there is a question whether Daniel could have reason-

ably anticipated the act giving rise to the malpractice.  A plaintiff’s

lawyer could argue that the transfer of Daniel’s assets to family mem-

bers prior to the filing of the claim was fraudulent because Daniel

should have reasonably anticipated that claims of this nature could

arise against him in the ordinary course of his practice.  The Uniform

Fraudulent Transfer Act provides that a person commits a fraudulent

conveyance if he transfers assets without receiving reasonably equiva-

lent value and leaves himself with an unreasonably small capital for

the nature of the business in which he is engaged.  Maintaining ad-

equate professional liability insurance might provide a defense in

this situation depending on the amount and terms of coverage.

Understanding the concepts underlying the fraudulent conveyance

laws is critical to a lawful transfer of assets.  The basic idea underly-

ing fraudulent conveyance laws is that a transfer of assets with intent

to hinder, delay or defraud your creditors, or without receipt of fair

value at a time when assets are insufficient to meet your likely li-

abilities, is a fraudulent transfer which can be voided.  The facts of

any situation are crucial to the determination of disputes regarding

fraudulent transfers.



Kirkpatrick & Lockhart LLP

There are several steps that may be taken to increase the likelihood

that a transfer of assets will not be deemed a fraudulent conveyance.

First, asset transfers should be undertaken as part of a general pro-

gram of asset, estate and tax planning.  This helps negate an infer-

ence of an intent on the part of the transferor to defraud creditors.

You should have reasons for making a transfer apart from merely

sheltering assets.  Making transfers to family members as birthday

gifts or as part of an annual gifting program, for example, indicates

reasons other than a mere sheltering of assets.  Transfers to trusts

designed to provide for the education of children is a legitimate pur-

pose.  Seek advice from professional counselors.  The written advice

of your attorney or financial planner to transfer assets in order to

save estate or income taxes (or for other estate planning purposes)

should help counter any inference of fraudulent intent on your part.

Finally, making transfers as soon as practicable will increase the

chance that any attack on their validity will be time-barred; the statu-

tory period for challenging most transactions (other than those made

with actual intent to defraud) is six (6) years.  On the other hand,

transferring your assets immediately after a claim has been asserted

against you substantially increases the probability of it being treated

as a fraudulent conveyance.

One more caveat:  do not participate with any debtor or person against

whom a claim has been filed in any scheme that you think might be

a fraudulent conveyance.  Those persons who willingly aid and abet

a debtor in concealing assets from creditors can be personally liable

under certain circumstances for helping a debtor conceal assets.



IV   PROTECTING THE FAMILY HOME

For most of us, our home is the most important asset we own.  We

fear its loss more than any other possession.  Its value to us is mea-

sured not only in economic but also emotional terms.  Massachu-

setts, like most other states, has laws that recognize the importance

of the home to the well-being of the family and seek to insulate it

against most creditor claims.  The most notable of these laws relate

to the tenancy by the entirety and the homestead declaration.  This

Chapter will review various methods for protecting the family home

against creditor claims, including the tenancy by the entirety and

homestead declaration.  Our discussion here will be limited to the

family home.  Ownership of other types of real estate will be dis-

cussed in Chapter VII.

1. TENANCY BY THE ENTIRETY
Most married couples in Massachusetts who own their home do so

as “tenants by the entirety.”  A tenancy by the entirety is a special

form of joint ownership of property, which can exist only between

a husband and wife during marriage.  It has two basic characteris-

tics.  First, each spouse has the right of survivorship to the prop-

erty.  When one spouse dies, the other automatically acquires legal

title to the whole property without the need for probate and free of

claims of the deceased spouse’s creditors.  Second, property owned

under a tenancy by the entirety is not subject to voluntary partition.

That means one spouse cannot terminate the survivorship rights of

the other to his or her share of the property.  This is not the case for

other types of joint ownership where each joint owner can volun-

tarily terminate the survivorship rights of the other.  As we shall

explain later, the inability to partition property held as tenants by

the entirety and to cut off the survivorship rights of the other

spouse dramatically reduces the value of such property to credi-

tors.
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The rights of creditors to reach the interest of a spouse in tenancy by

the entirety property depend upon when the tenancy was created.

Tenancies created before February 11, 1980 (“common law tenan-

cies”) are governed by old Massachusetts common law rules.  Those

created on or after February 11, 1980 (“new tenancies”) are gov-

erned by a Massachusetts statute.  As we shall see, a person con-

cerned about exposing personal assets to creditor claims is generally

better off with a new tenancy.  But a little more explanation is in

order.

1. The “New” Tenancy by the Entirety.  Tenancies by the entirety

created on or after February 11, 1980 are subject to two new legisla-

tive rules modifying certain aspects of the common law tenancy by

the entirety.  The first rule is that, under a new tenancy, both the

husband and wife have equal rights to the rents and profits of the

property and to the control, management and possession of the prop-

erty.  The second rule prohibits creditors of one spouse from seizing

the family house if (a) it is owned under a tenancy by the entirety and

(b) the other spouse lives in the house as his or her principal resi-

dence.  In other words, the family home of a husband held under a

new tenancy by the entirety is exempt from seizure by his creditors

as long as his wife lives there.  The obverse is also true — a wife’s

creditors cannot seize her interest in the family home as long as her

husband lives there.

The “new” tenancy by the entirety thus offers significant protection

and peace of mind to any person concerned about personal liability

for business or professional errors.  But like any legal rule, the new

tenancy is subject to two exceptions.  First, a creditor can seize a

family home held under a new tenancy if its debt is jointly owed by

both spouses.  Debts for mortgage loans made to both spouses gen-

erally fall under this exception.  Any liability arising from ownership

of a jointly owned automobile, for example, may also fall under this

exception.  Second, a new tenancy does not exempt from seizure

claims of creditors for “necessaries” furnished to the family.  Neces-



saries are basically living expenses.  Obligations incurred by one

spouse in connection with his business are obviously not “neces-

saries.”

2. The “Common Law” Tenancy by the Entirety.  A married couple

owning their home under a “common law” (pre-February 11, 1980)

tenancy by the entirety is subject to the common law rule that during

the marriage the husband has the exclusive right to possession and

control of the property.   All rents, profits and benefits from the prop-

erty belong to the husband.  This rule is grounded on the archaic

notion that a husband and wife constitute one person in the eyes of

the law — the husband.  The old tenancy treats the wife as an incom-

petent whose legal identity is suspended during the marriage.  Her

only interest in an old tenancy is an expectancy — the possibility

that her husband will die first, leaving her the property under her

right of survivorship.  This expectancy could not be sold or encum-

bered by the wife — or attached by her creditors.  On the other hand,

the husband’s right to exclusive possession and control of tenancy

by the entirety property under the common law rule was a saleable

interest that could be attached by his creditors.1

All in all, a common law tenancy by the entirety offers relatively

little protection to a husband concerned about losing the family home

to his creditors.  On the other hand, a common law tenancy does

protect a wife against her creditors.  In that respect, it may some-

times be advantageous for a couple currently owning a home under a

common law tenancy to retain it if the wife runs a significant expo-

sure to suit and the husband does not.  But generally, a new tenancy

by the entirety is almost always preferable to a common law ten-

ancy — at least where the family home is involved and particularly

in the event the husband files bankruptcy.2

3. Relative Advantages and Disadvantages.  As indicated above,

the “new” tenancy by the entirety is generally more favorable than

the “common law” tenancy for a professional concerned about li-
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ability.  The one major exception is that if the wife is more likely to

be the subject of liability suits than the husband, a common law ten-

ancy (if available) may be worth retaining.  Remember that you have

no choice over the matter if you took title to your home on or after

February 11, 1980.  You are limited to a new tenancy.  But if you and

your spouse took title as tenants by the entirety before that date and

have not changed title, you can retain your existing common law

tenancy by the entirety or create a new one.3

Keep in mind that a tenancy by the entirety is not a panacea for all

attempts by creditors to take your interest in your home.  Although

creditors cannot seize the property, they can attach it, which can ef-

fectively prevent the sale or refinancing of the property.  Also, pro-

tection against creditors under a new tenancy lasts only as long as

the marriage.  Divorce and death terminate a tenancy by the entirety.

If the spouse with no liability problem predeceases the other spouse,

the wrong spouse can end up owning the home — at which time it

will be exposed to seizure by the survivor’s creditors.  On the other

hand, if the debtor dies first, the survivor gets the home free and

clear of all liens and claims by the debtor’s creditors.

4. Conclusion.  The new tenancy by the entirety gives married couples

greater protection against loss of their most important asset — their

home — with no significant downside risk.  Any couple in the posi-

tion of Daniel and Elaine Shults should seriously consider holding

title to their family home in a new tenancy by the entirety.  They are

certainly better off holding title in a new tenancy than a joint tenancy

or tenancy in common because of the possibility that Daniel will be

sued at some point during his career.  The recent revisions to the

Homestead Act combined with the protections offered by tenancy by

the entirety offer most married couples powerful tools to protect their

family home at minimal cost.

Three final comments:  (1) Except for the mortgage loan(s) on your

home, never let your spouse agree to be liable for your obligations.



In particular, do not let your spouse co-sign or guaranty a loan for

your business or professional obligations.  If you do, you run the risk

of exposing your jointly owned assets (including your home) to those

creditors.  (2)  Avoid owning a car jointly with your spouse.  Any

liability arising from joint ownership of the car might be considered

a joint liability.  (3) The protection offered by tenancies by the en-

tirety and the homestead declaration is not absolute in bankruptcy

proceedings.  See Chapter VIII.

2. JOINT TENANCY
During the 1970’s (and prior to the enactment of the new tenancy by

the entirety law), many married couples rejected the old tenancy by

the entirety as discriminating against women and selected the joint

tenancy as the preferred method for owning the family home.  But

the new tenancy by the entirety no longer discriminates against the

wife and offers more protection to a married couple than a joint ten-

ancy.  A creditor can attach a debtor’s interest in a joint tenancy,

terminate the right of survivorship and sell or partition the debtor’s

interest in the property.  Joint tenancies may be advisable where the

co-owners of the property are couples who are not married and want

to provide survivorship rights in the event of the death of one joint

tenant.

3. TENANCY IN COMMON
In a tenancy in common, each tenant owns an undivided interest in

property without a right of survivorship.  Upon the death of a tenant

in common, his interest in the property passes to his heirs or devisees

(the people named in his will to inherit the interest) and not to the

other tenant in common co-owners of the property.  A person’s inter-

est in property subject to a tenancy in common can be attached and

sold by his creditors.  Married couples seldom own the family home

as tenants in common unless there is a compelling estate planning

purpose.
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4. OWNERSHIP BY ONE SPOUSE
Transferring your home to your spouse’s name can be effective pro-

vided the transfer does not constitute a fraudulent conveyance.  If

you want to put the family home in your spouse’s name, the best

time to do it is at the time the house is purchased.  A transfer subse-

quent to acquisition often looks like a fraudulent conveyance unless

there is a clear reason for the transfer other than the sheltering of

assets (for example, demonstrable estate planning considerations).

There can be other potential risks.  For example, a husband who

transfers his interest in the family home to his wife implicitly intends

to retain some beneficial or possessory interest in the property.  After

all, he usually continues to live in the house.  A creditor could claim

that the transfer was a sham and the husband retained a beneficial

interest in the home.  If proven true, the beneficial interest would be

subject to attachment and seizure.

There are three other potential disadvantages of conveying your in-

terest in the family home to your spouse.  First, your spouse has

complete control over the property and can mortgage or sell it with-

out your consent.  Second, if you divorce, your spouse may have a

stronger claim that the house belongs exclusively to him or her (al-

though courts in Massachusetts are supposed to disregard title to prop-

erty in determining property division).  Finally, life being a road of

unpredictable turns, it is entirely possible for the “safe” spouse to

incur liabilities, perhaps as the result of an accident.  If this hap-

pened, all the assets transferred could be exposed to the victim of the

accident (who could be a creditor of the “safe” spouse).

5. TRUSTS
There are two types of trusts commonly used to own real estate in

Massachusetts.  The first is the so-called “nominee” trust in which

the true owner of the property uses a nominee “trustee” to take title

to the property under a declaration of trust recorded in the registry of

deeds.  The true owner is the beneficiary (or beneficiaries) of the

trust who is (are) given the power in the trust to revoke the trust,



remove the trustee and otherwise give binding directions to the trustee.

The identity of the beneficiaries of the trust is not usually recorded in

any public registry.  Nominee trusts are typically revocable and in

practical effect are merely agency arrangements where the identity

of the principal is not publicly disclosed.  They are commonly used

in estate planning to facilitate transfer of real estate over time be-

cause the relative percentages of beneficial interest can be easily as-

signed with no need for a deed.

Nominee trusts do not protect against creditors.  A nominee trust

may, however, serve the purpose of concealing the identity of the

true owner of property.  For example, if Daniel Shults desired to

conceal his ownership of an apartment building at 123 Main Street,

he could have a friend serve as trustee of “123 Main Street Trust”

because only the name of the trustee would appear as the record

owner of the property.  This might prevent his creditors from attach-

ing the building prior to any supplementary process proceedings (al-

though it will not prevent them from finding out about it in the dis-

covery process) and will conceal his ownership interest from the pub-

lic.  A nominee trust for a family home generally does not accom-

plish these purposes because the beneficiaries of such a trust are al-

most certainly the people living in the home.

As an alternative to a nominee trust, it is possible for Daniel Shults to

establish an irrevocable trust for the benefit of his wife and children.

Use of this type of trust to own the family home raises a number of

tax and “control” issues which vary significantly from case to case

and normally require professional legal and/or accounting advice.

See Chapter V.

There is one seldom-discussed downside to putting the family home

into any kind of trust — loss of both homestead and tenancy by the

entirety protection.  The Massachusetts Land Court, for example,

does not recognize the validity of homestead declarations on regis-

tered land homes held in trusts.
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Finally, any transfer of your home to any trust is itself susceptible to

attack as a fraudulent conveyance.  Anyone setting up a trust should

remember to document the purpose of the transfer and his or her

solvency at the time the transfer is made.

6. THE HOMESTEAD LAW
Like many states, Massachusetts has a strong “homestead” law for

protecting the family home against most creditor claims.  The pur-

pose of the homestead law is quite simple.  By filing a homestead

declaration, a homeowner can exempt that part of the equity in the

home up to the statutory limit from seizure to satisfy creditors’ claims.

Until recently, homesteads have not been popular in Massachusetts

for a number of technical reasons.  Most of these problems, however,

have been solved and the exemption itself has been gradually in-

creased by the Legislature from $4,000 in 1971 to the current ex-

emption of $300,000 — suggesting that a fresh look at the home-

stead law is in order for persons who run a high risk of being sued.4

The Massachusetts homestead law allows a homeowner (whether or

not he or she has a family) to declare an “estate of homestead” for

$300,000 in the home provided the person declaring the homestead

estate occupies it as a principal residence.  The homestead estate,

once declared, is generally exempt from attachment or seizure by the

homeowner’s unsecured creditors.  Except in cases where a married

homeowner is elderly or disabled, only one spouse can make a home-

stead declaration.  If the husband makes the declaration, his wife

cannot make one, although she may be a co-owner of the home.

Cross-declarations by each spouse for the benefit of the other pro-

vide no additional protection and will result in the second declara-

tion being declared invalid.  The homestead estate can be acquired

by a declaration of homestead made in a deed or by a statement filed

with the registry of deeds.  Once created, the homestead estate con-

tinues until the person who declared the homestead and his or her

spouse have died and their youngest child has reached eighteen, or

until the home is sold.



Although a homestead declaration is simple to make, it has only re-

cently become popular because the amount of the exemption had

previously been small.  It is now $300,000 — seventy-five times

more than the $4,000 exemption available in 1971.  In addition, it

was not clear whether the current $300,000 homestead exemption

applied to the first $300,000 value in the property subject to the home-

stead or the first $300,000 in equity in the property.  It is now clear

that it protects the first $300,000 in equity.   For example, assume

that Daniel and Elaine Shults’ home is worth $800,000 with a mort-

gage of only $100,000.  If Daniel files a declaration of homestead, it

will at least protect the first $300,000 of the equity owned by both

spouses in the home against creditors’ claims.  At this time, however,

it is not clear as a matter of Massachusetts law whether the home-

stead exemption protects the first $300,000 of Daniel’s allocated share

of the equity in the home.  The importance of this issue tends to be

less if title to the property is held in a tenancy by the entirety.

There are some technical concerns with a homestead declaration that

warrant consideration.

(a) A homestead declaration can, in rare circumstances, create

title issues for the owners of a property subject to homestead.  For

example, if Daniel died after declaring a homestead, Elaine might

not be able to sell or refinance the home without having a guard-

ian appointed by the Probate Court to approve the sale or refi-

nancing as being in the best interest of any children who are still

minors.

(b) Daniel may from time to time need to subordinate his dec-

laration of homestead to subsequent creditors (for example, a bank

making him a “home equity” second mortgage loan) before they

will agree to deal with him.
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(c) The protection given to homesteads by the Bankruptcy Court

can be unpredictable.  In addition, the Bankruptcy Court does not

recognize the Massachusetts homestead exemption when deter-

mining the value of a bankruptcy debtor’s interest in real property

if the debtor elects the federal exemptions as opposed to the state

exemptions.  See Chapter VIII.

Despite any perceived drawbacks, it is generally worthwhile to de-

clare a homestead because of the $300,000 protection it gives against

creditors’ claims to a person like Daniel if Elaine unexpectedly dies

before him.  Remember that the spouse with the significant liabilities

can end up owning the family home should the other spouse die first.

A homestead declaration will at least give $300,000 protection to the

surviving spouse in this situation.  A homestead declaration merits

serious consideration for any person with a high risk of being sued.

7. THE ELDERLY HOMESTEAD LAW
There is a separate homestead exemption — the so called “elderly

homestead” — is now available to both disabled persons and per-

sons over age 62.  This law protects the interest (up to $300,000) of

a person who is (i) 62 or older or (ii) physically or mentally disabled

(that is, unable to engage in “substantial gainful employment”) in

real estate used as his or her principal residence against seizure by

creditors.  The purpose and operation of the elderly homestead is

essentially the same as the homestead described in the preceding

section, except that more than one family member can file for this

protection - that is, if both husband and wife qualify for the protec-

tion, they can each file a declaration under this law, effectively dou-

bling the protection from $300,000 to $600,0005.  Further, it may be

possible for one spouse to declare a regular homestead and for the

other spouse, if eligible, to declare the elderly homestead — thus

resulting in $600,000 of protection.  Once the first member of the

household turns sixty-two, that person should file for an elderly home-

stead.



V   PROTECTING FAMILY GOALS
THROUGH TRUST AND ESTATE PLANNING

Trust and estate planning has been used for decades by wealthy indi-

viduals to reduce Federal gift, estate and income taxes.  But what

about someone of relatively modest means like Daniel Shults whose

primary concern is that his assets remain available to support his

family and to fund the education of his children despite any setbacks

he may face professionally?   Having an estate plan that incorporates

one or more trusts may help Daniel meet these goals.  In addition,

Daniel may find that there are other benefits (that is, reduction of

death taxes, deferral of income taxes, central management of assets)

that can be realized from having an estate plan or establishing cer-

tain kinds of trusts.  This chapter will briefly discuss how Daniel

may use trust and estate planning to protect his assets and to meet

other tax and family goals.

What is a Trust?  A trust is a fiduciary relationship in which property

is transferred to a Trustee on the promise that it will be held for the

benefit of another, often called the beneficiary.  The person who cre-

ates the trust is called the “Donor” or “Settlor.”  The Trustee (who

can be an individual, a bank, the Donor or any combination thereof)

holds legal title to the property and manages and invests it during the

term of the trust.  The Trustee is bound by law to pay or apply the net

income and/or principal of the trust property to or for one or more

beneficiaries in accordance with the terms of the trust document.

When the Donor creates the trust, he can designate whether the trust

will last for a specific term of years, for a period based on his life or

the lives of others, or for a period based on the ages of the beneficia-

ries.  The Donor can also designate whether the trust is revocable

(that is, whether it can be changed or terminated by the Donor) or

irrevocable.

When the trust terminates, the remaining trust property must be dis-

tributed to the beneficiaries according to terms that the Donor estab-
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lishes in the trust document.  A properly drafted trust can establish a

flexible relationship between the Donor and the Trustee, and between

the Trustee and the beneficiaries, to accomplish a variety of objec-

tives.

In order to help you better understand the concepts behind the trusts

described below, we will start with a basic primer on tax and estate

planning strategies that might be employed by Daniel and his family

to reduce the impact that taxes will have on the amount of property

that Daniel can pass to Elaine and their children.

Federal Gift and Estate Taxes.  Currently, an individual can exempt

up to $1,000,000 from Federal gift and estate taxes6.  This exemption

applies only to transfers of assets that would otherwise be subject to

the gift or estate tax.  For example, the exemption could be applied to

a transfer of assets to a child (or to a trust for a child’s benefit).  It is

not applied to transfers between spouses due to the availability of the

unlimited marital deduction, discussed below.   With proper plan-

ning, a married couple can fully utilize each of their $1,000,000 life-

time exemptions to transfer up to $2,000,000 to their children (or

others) free of Federal gift and estate tax.  This objective is easier to

achieve if each spouse owns at least $1,000,000 of assets in his or

her own name.

Because the exemption will not be applied to transfers that are other-

wise exempt from gift or estate tax such as transfers between spouses,

it may not be a good idea for couples with more than $1,000,000 in

assets (i) to have one spouse own substantially all of the couple’s

assets in his or her own name, (ii) to own all of their assets jointly, or

(iii) to have each spouse leave everything to the surviving spouse

outright on his or her death.  To the extent that such “everything to

the other” estate planning results in the first spouse to die not fully

utilizing the estate tax exemption available to him or her, taxes on

the estate of the second spouse will be greater than they need to be.

This adverse tax result can be avoided with careful planning.



In the scenario set out at the beginning of this booklet, if Elaine were

to predecease Daniel, her estate would consist of $600,000 in assets,

consisting of her equity in the New Hampshire property ($200,000),

which she owns in her name alone, her 1/2 interest in the equity in

the family home ($150,000) and her 1/2 interest in the stocks, bonds

and bank accounts ($250,000), which she owns jointly with Daniel.

Assume that Elaine leaves the New Hampshire property in trust for

the benefit of the children.  Although the joint property passes to

Daniel on Elaine’s death by operation of law, it will not be subject to

Federal estate tax in Elaine’s estate due to application of the unlim-

ited marital deduction discussed below.  This leaves Elaine’s estate

with only $200,000 of assets to which her exemption can be applied

and $800,000 of Elaine’s exemption would go unused7.

Upon Daniel’s subsequent death, his estate will consist of $2,300,000

in assets — the face value of his life insurance ($1,500,000) plus the

entire value ($800,000) of the jointly held property (the family home

and the stocks, bonds and bank accounts) that passed to him by op-

eration of law on Elaine’s death.  Daniel’s estate would have a sepa-

rate exemption to protect the first $1,000,000 in value from Federal

estate tax; thus Daniel would have a taxable estate of $1,300,000

($2,300,000 minus $1,000,000) and a Federal estate tax liability of

approximately $469,800.  If the New Hampshire property were left

outright to Daniel upon Elaine’s death rather than in trust for the

children, Elaine’s entire $1,000,000 exemption would be wasted and

Daniel’s taxable estate would be increased by $200,000, which would

in turn increase the Federal estate tax due on Daniel’s death by ap-

proximately $86,000.

In contrast, let’s assume that Daniel, as part of his estate plan, trans-

ferred his 1/2 interest in both the family home and the stocks, bonds

and bank accounts outright to Elaine prior to her death.  In this case,

upon her death Elaine’s gross estate would be worth $1,000,000

($300,000 equity in the family home, $200,000 equity in the New

Hampshire property and $500,000 in stocks, bonds and bank ac-
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counts).  Further assume that upon Elaine’s death, all of her property

passes to a trust for the benefit of Daniel and the children, rather than

outright to Daniel.

Again, no estate tax would be due upon Elaine’s death — her

$1,000,000 exemption would protect all of her assets from the Fed-

eral estate tax.  However, upon Daniel’s subsequent death, his gross

estate would consist of just the face value of his life insurance or

$1,500,000 and his taxable estate would thus be only $500,000

($1,500,000 minus his $1,000,000 credit) as compared to $1,300,000

in the first example.  The Federal estate tax on $500,000 would be

approximately $155,800.  That is a tax savings for Daniel’s family of

about $314,000.

The transfer of the home and cash to Elaine would allow her estate to

fully utilize her $1,000,000 exemption.  In addition, provided that

the transfer is not a fraudulent conveyance (discussed in detail in

Chapter III), all of the property transferred to Elaine would be pro-

tected from Daniel’s creditors.

Annual Exclusion.  Another basic estate planning strategy involves

making outright gifts to children, grandchildren, or others.  Currently,

an individual can give up to $11,000 per year gift-tax-free to as many

people as he or she wants.  This annual exclusion is in addition to the

$1,000,000 exemption from the Federal gift and estate tax discussed

earlier.  Thus, Daniel and Elaine can give up to $22,000 per year to

each of their children without any gift tax consequences.

Annual gifts not only offer a mechanism to pass income-producing

property and other valuable assets on to your children (or others)

gift-tax-free but also provide a means of reducing the value of your

estate and thus reducing the Federal estate tax payable at the time of

your death.  For example, if Daniel and Elaine have sufficient assets

to do so, they could give a total of $330,000 to their children over a

five-year period without paying any gift tax and without using up



any of their $1,000,000 exemptions8.  Assuming that Daniel and Elaine

restructure ownership of their assets as discussed above to utilize, to

the extent possible, each of their exemptions from the Federal estate

tax, they could reduce (or even eliminate) the Federal estate tax due

on the death of the survivor of them.  Again, any property transferred

to Daniel and Elaine’s children in this fashion would be protected

from the claims of Daniel’s (or Elaine’s) creditors provided that the

gifts are not considered to be fraudulent transfers as to their creditors

(see Chapter III for a discussion of fraudulent conveyances).

Marital and Charitable Deductions.  The marital deduction exempts

transfers between spouses from Federal gift and estate tax.  As long

as the recipient spouse is a U.S. citizen, the marital deduction is un-

limited (that is, there is no limit to the amount of property that may

be transferred to your spouse gift or estate-tax-free) and may apply

to certain transfers in trust as well as to outright gifts.

A transfer to charity may entitle the Donor to an income, gift or

estate tax deduction, the amount of which may depend on many fac-

tors, including the Donor’s income and the form that the transfer

takes (for example, whether it is outright or in trust).  The applica-

tion of the charitable deduction to transfers in trust is discussed in

more detail below.

Generation-Skipping Transfer Tax Exemption.  The generation-skip-

ping transfer tax (“GST” tax) is a tax on transfers to beneficiaries

(called “skip” persons) who are two or more generations below the

generation of the Donor (for example, grandchildren or more remote

descendants).  Generation-skipping transfers are taxed at the maxi-

mum estate tax rate (50% during 2002).  The GST tax is in addition

to any Federal gift or estate tax otherwise imposed on the transfer.

Currently, each individual is given a $1,100,000 lifetime exemption

from the GST tax which may be applied to outright gifts to skip

persons or to gifts in trust which may eventually be distributed to
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skip persons9.  If the exemption is applied to exempt a transfer in

trust, any growth in the value of the trust property will also be ex-

empt from the GST tax, allowing the Donor to leverage the exemp-

tion.  The application of the GST tax to transfers in trust will depend

on the specific terms of the trust.

Due to the complexity of the GST tax, a detailed discussion of the

tax as it may apply to each of the trusts discussed in this chapter is

not feasible here.   If you are considering a transfer to a trust that may

ultimately distribute assets to your grandchildren, you should dis-

cuss the GST tax implications of the transfer with a knowledgeable

estate planning attorney before creating the trust.

While we do not have the space in this booklet to discuss every as-

pect of asset and estate planning with trusts, we discuss below how

certain kinds of trusts may be used to protect Daniel’s assets against

the claims of his creditors and help Daniel achieve certain tax and

other advantages.  You should keep in mind, however, that not all

trusts afford such protection.  In some cases a trust arrangement will

be ignored, for example, where the Donor retains too much control

over the trust assets.  In addition, a transfer to a trust can be set aside

to the extent that it was made to defeat creditors’ claims, a so-called

“fraudulent conveyance.”   Chapter III of this booklet discusses fraudu-

lent conveyances in more detail and explores those circumstances in

which a creditor may be able to set aside a transfer of property.

However, the non-asset protection advantages of trusts can help to

negate allegations that a transfer to a trust is a fraudulent convey-

ance.

1. FOREIGN ASSET PROTECTION TRUSTS
Certain foreign countries claim to offer exceptional protection against

creditor claims for assets held in trusts which are set up in their juris-

dictions.  They even extend this protection to self-settled trusts, that

is, trusts of which the Donor is also a primary or contingent benefi-

ciary.  For example, laws in the Cook Islands protect assets held in an



irrevocable trust, even if the Donor is also a beneficiary, unless a

claim is brought against the trust within two years of the date of the

underlying cause of action (for example, two years from the date the

existence of the claim was discovered).  Cook Islands law also im-

poses very short time periods during which creditors can claim that

the transfer of assets to a trust constituted a fraudulent conveyance

(one year from the date of conveyance).

In addition to shorter time limitations for the commencement of

claims, the laws of many foreign jurisdictions also impose a strict

standard of proof on the creditor.  For example, the Cook Islands

require that a creditor prove beyond a reasonable doubt that a trust

was established with intent to defraud the particular creditor bring-

ing the action.  This is a much higher standard of proof than the

preponderance of the evidence or clear and convincing evidence stan-

dard generally applied in U.S. jurisdictions.  Foreign jurisdictions

may also require the creditor to post a bond or hire local counsel,

which may be expensive deterrents to the pursuit of a claim or may

encourage settlement with the debtor for an amount that is substan-

tially smaller than the claim.

Some advisors suggest that the assets in a foreign asset protection

trust can remain within the United States, so long as they are held in

the name of the foreign asset protection trust.  Be aware, however,

that U.S. courts may disregard the Donor’s selection of the govern-

ing law of a foreign jurisdiction for the trust if the jurisdiction desig-

nated does not have a substantial relation to the trust.  This will be

most likely to occur where the trust assets are held in the United

States and the Donor, the beneficiaries and one or more of the trust-

ees are U.S. citizens.

The major disadvantages of using a foreign asset protection trust

are:

■ While some U.S. courts have recognized the legitimacy of for-

eign asset protection trusts, there is a growing body of case law
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that treats the creation and funding of a foreign asset protection

trust as a fraudulent transfer of assets by the Donor (for example,

where the Donor transferred assets to the trust in contemplation

of filing for bankruptcy or in light of an impending judgment).

■ If the assets are located within the United States, there is some

likelihood that they will be subject to claims of the Donor’s credi-

tors despite the ownership by the foreign asset protection trust.

On the other hand, if the assets are located overseas, the Donor

may have difficulty recovering them if the trustee fails to admin-

ister the trust properly or if the state of the government or economy

of the foreign country changes.

■ A Donor who is ordered by a U.S. court to turn over the trans-

ferred assets but is unable to do so because of lack of control over

the trust may face fines or even incarceration for contempt.

■ Donors who seek to make claims against a Trustee for mis-

managing trust assets may run into the same difficulties that they

hoped to impose on their creditors — suing someone in a distant

foreign jurisdiction under laws favoring the defendant.

■ Foreign asset protection trusts are generally expensive to es-

tablish (for example, it can cost $15,000 or more to establish a

$1,000,000 account) and maintain (yearly trust administration fees

can be as much as 1% of the trust principal for as long as the trust

remains in existence).

■ There may be tax or other complications associated with ad-

ministration of foreign asset protection trusts.

■ Many foreign asset protection jurisdictions like the Cook Is-

lands are also known as money laundering or tax evasion havens.

Consequently, Donors who establish trusts in such jurisdictions,

particularly where there has been no previous legitimate contact



or tie to the jurisdiction, may be risking their good reputations by

inviting scrutiny of their motives.

Someone like Daniel, with a modest estate, would be better served

by taking advantage of some of the simpler and less costly creditor

protection measures described in this booklet, including maintain-

ing adequate insurance coverage.  For a person with substantial as-

sets and potential exposure to creditors, however, a foreign asset pro-

tection trust may be worth considering.

2. DOMESTIC ASSET PROTECTION TRUSTS
Under the common law, a Donor was not permitted to avoid his credi-

tors by placing assets in a spendthrift trust (a trust that prohibits at-

tachment or assignment for the benefit of creditors) for his own ben-

efit, even if the trust was irrevocable and managed by an indepen-

dent Trustee.  This rule was designed to prevent individuals from

rendering themselves judgment-proof while retaining the benefit of

their assets.

Currently, there are at least four states (Alaska, Delaware, Nevada

and Rhode Island) that have reversed the common law rule against

self-settled spendthrift trusts.  These states have enacted laws similar

to the laws of the Cook Islands and other foreign asset protection

jurisdictions that permit a Donor to create a self-settled spendthrift

trust of which the Donor is a beneficiary.  Domestic asset protection

statutes generally permit the Donor to be a discretionary (but not

mandatory) income and principal beneficiary, and, in most cases,

bar actions to enforce claims by the Donor’s creditors that are not

brought within four years after the initial transfer to the trust (or, if

later, within one year after the creditor could reasonably have dis-

covered the transfer).

While a domestic asset protection trust may seem like a good alter-

native to the foreign asset protection trust, the domestic asset protec-

tion statutes are so new that it is unclear whether creditor challenges
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to transfers to such trusts will be defeated.  Furthermore, the ex-

tended discovery period for creditors’ claims may make a domestic

asset protection trust a less attractive option than its foreign counter-

part.  Finally, since domestic asset protection statutes were intended

to bring business to the enacting states and to increase their tax base,

they generally require that at least one Trustee be a resident of that

state.

For people of relatively modest means such as Daniel who wish to

obtain the advantages of a self-settled spendthrift trust, a domestic

asset protection trust may be a viable alternative.  Remember, how-

ever, that while such a trust arrangement may pass legal muster, the

transfer of assets to the trust may still be set aside as a fraudulent

conveyance.  Anyone considering creating a trust of this nature should

consult an attorney knowledgeable in the area.

3. IRREVOCABLE LIFE INSURANCE TRUST
Daniel maintains $1,500,000 in insurance on his life — $1,000,000

in term insurance and $500,000 in whole-life insurance.  The term

insurance policy has no value during Daniel’s lifetime.  The whole-

life policy has a $50,000 cash surrender value which will grow over

time.

Daniel wants to make sure that the cash value of the whole-life policy

is beyond the reach of his creditors.  He also wants to make sure that,

after his death, the insurance proceeds from both policies will be

paid solely for the benefit of Elaine and their children (for example,

to help with the children’s educational expenses).  Finally, Daniel

would like to avoid, to the extent possible, incurring Federal estate

tax on his death (and possibly again on Elaine’s death if she survives

him) on the life insurance proceeds.

To accomplish these goals, Daniel could transfer his life insurance

policies to an irrevocable life insurance trust (sometimes called an

“ILIT”) with Elaine or some individual (other than Daniel himself)



as Trustee and with his children as the beneficiaries.  The Trustee

would be designated as the owner and beneficiary of both policies.

To reduce the cash value of the whole-life policy to zero, Daniel

could borrow $50,000 against the value of the policy before transfer-

ring it to the ILIT.  Since both policies will have a zero value at the

time they are transferred to the trust, the transfer will not have any

gift tax consequences for Daniel.

During Daniel’s lifetime, the Trustee’s primary responsibility would

be to pay the premiums on the life insurance policies, including the

interest on any loan against the policy’s cash surrender value.  Each

year, Daniel should transfer enough money to the trust to pay the

annual premiums.  If the trust is carefully drafted to take advantage

of the annual exclusion (discussed above), these transfers would not

be subject to the Federal gift tax and would not reduce Daniel’s

$1,000,000 exemption against the tax.  The post-transfer growth in

the cash value of the whole-life policy should be beyond the reach of

Daniel’s creditors so long as the Trustee owns the policy.

Upon Daniel’s death, the insurance proceeds would be paid to the

trust.  A bank or other professional Trustee may (but need not) be

named as co-Trustee to help manage and invest the proceeds.  The

trust can be structured to pay the net income and principal to Elaine

and the children after Daniel’s death, with education being a priority

item.  As long as the proceeds continue to be held in trust, they should

be protected from any creditors of Elaine or the children.

Upon Elaine’s subsequent death, the balance of the trust property

would either be distributed outright to the children or retained in

trust for their benefit.  At the time Daniel creates the trust, he can

determine when (after Elaine’s death) the trust should be terminated

and the balance of the property in the trust distributed among his

children.  For example, if he is concerned about whether the children

will be able to manage money at a young age, he can provide that the

principal will be distributed to the children over a period of years
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(for example, 1/3 at age 25, 1/3 at age 30 and the balance at age 35)

instead of all at once.

If Daniel lives for at least three years after he transfers the insurance

policies to the trust, then upon his death the insurance proceeds will

not be included in his estate for Federal estate tax purposes10.  Fur-

thermore, if the trust is properly drafted, the insurance proceeds may

also escape taxation on Elaine’s subsequent death.  That can result in

significant tax savings for Daniel’s family and will increase the amount

of property that ultimately passes to the children free of estate tax.

4. LIFETIME QTIP TRUST
It might be possible for Daniel to protect his assets from his creditors

by transferring them outright to Elaine.  However, there could be

disadvantages to this strategy were Elaine to become subject to claims

from her own creditors.  In addition, if Elaine were the owner of all

of the couple’s assets and were to divorce Daniel or survive Daniel

as his widow, she could later remarry and disinherit his children.  To

prevent this outcome, Daniel might want to transfer his assets to Elaine

but retain the right to determine where the assets would go on Elaine’s

death, that is, to give Elaine a “life estate” in the transferred assets.

However there is a problem with this strategy as well.  Life estates or

other terminable interests (interests that terminate or fail on the lapse

of time or the occurrence or non-occurrence of an event or contin-

gency) are generally disqualified for purposes of the unlimited mari-

tal deduction discussed above.  Thus, if Daniel were to leave prop-

erty to Elaine “for her life” with the remainder going to their chil-

dren, this transfer would not qualify for the marital deduction, and

an estate or gift tax would be incurred.

There is an exception to the general rule disallowing the marital de-

duction for terminable interests where the spouse has a “qualifying

terminable interest for life” in the transferred property.  A transfer

will qualify for the marital deduction under the so-called Qualified

Terminable Interest Property (or “QTIP”) exception if the benefi-



ciary spouse is entitled to all of the income from the property pay-

able at least annually and no person (including the beneficiary spouse)

has a power to specify anyone other than the beneficiary spouse as

the person who receives the trust property when it terminates.  A

QTIP trust is a trust that is structured specifically to take advantage

of this exception to the terminable interest rule and can be created

either during the Donor’s lifetime or upon his or her death.  Property

transferred to a QTIP trust is excluded from the Donor’s estate, but

will be included in the beneficiary spouse’s estate upon his or her

death.

Since the Donor retains no interest in the QTIP trust that could be

attached by his or her creditors and since the property transferred to

the trust is irrevocably beyond the Donor’s control, a QTIP trust is an

effective asset protection device.  In addition, because the QTIP ex-

ception does not require that the beneficiary spouse be given ulti-

mate power to dispose of the transferred assets, the Donor can specify,

at the time the QTIP trust is prepared, how and to whom the QTIP

trust will be distributed upon the beneficiary spouse’s death (for ex-

ample, to the Donor’s children).  This may be of particular impor-

tance in a second marriage situation or where the beneficiary spouse

is subject to claims of his or her own creditors.  Finally, since prop-

erty in a QTIP trust is included in the beneficiary spouse’s estate

upon his or her death, creating a QTIP trust for the less-propertied

spouse can help ensure that his or her $1,000,000 exemption from

the Federal estate tax is not wasted.

Daniel could utilize a QTIP trust by transferring some of his assets to

the trust for Elaine’s benefit, requiring that income from the trust be

distributed to Elaine at least annually during her lifetime and then

directing that the remaining trust property be distributed to their chil-

dren on Elaine’s death.  Although Elaine would have only a lifetime

interest in income from the trust, the trust would qualify for the un-

limited marital deduction, and thus transfers to the trust by Daniel

would not be subject to the gift tax.  So long as the trust is in exist-
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ence, the assets held in the trust would be beyond the reach of both

Daniel’s and Elaine’s creditors.  If she wishes, Elaine could use the

annual QTIP income distribution to fund custodial accounts or trusts

for the children.

5. SHORT-TERM REVERSIONARY TRUST
One of Daniel’s primary concerns is the education of his children.

He anticipates that the proceeds from his life insurance will be avail-

able to pay for his children’s education if he should die before they

complete college.  However, he wants to ensure that the funds he has

saved to send his children to college will remain available for that

purpose during his lifetime and will not be subject to attachment or

seizure by his creditors.

Daniel has a modest amount of income-producing property (stocks,

bonds, savings, etc.), the income from which he wants to use to build

an educational fund for his children.  He is willing to set these assets

aside for that purpose, but he wants to regain control of the assets at

a later time so that they may be used to meet other long-range goals

that he and Elaine may have (most importantly, their retirement).

To accomplish these goals, Daniel could consider a short-term rever-

sionary trust for the benefit of one or more of his children.  A short-

term reversionary trust is an irrevocable trust that lasts for a term of

years determined by the Donor and which reverts back to the Donor

at the end of the term.  During the term of the trust, all net income

will be paid to the beneficiary or beneficiaries for whom the trust

was established (in Daniel’s case, his children)11.  If Daniel sets up a

short-term reversionary trust for each of his children (each to last for

a term of years that varies with the age of the child for whose benefit

it was established), when the child begins college, the money he or

she has received from his or her trust can be used to pay tuition and

other educational expenses.  At the end of the term, the trust property

will revert to Daniel.  The amount Daniel can transfer to the trust

gift-tax-free will depend on the term of the trust and the rate of re-



turn set by the IRS for the month of the transfer.  The shorter the

term, the greater the amount of property Daniel can use to fund the

trust without gift tax consequences.

If Daniel creates a short-term reversionary trust, the trust assets should

be beyond the reach of Daniel’s creditors during the term of the trust.

However, when the trust terminates, the remaining property will be

returned to Daniel and will again be within the reach of his creditors.

Also, since Daniel has an interest in the trust (the right to receive the

trust property when the trust terminates), this interest could be at-

tached by Daniel’s creditors even before the trust terminates.  While

this is not necessarily the best result if Daniel is sued shortly before

or after the trust terminates, creating a short-term reversionary trust

will allow Daniel to accomplish his goals of setting aside the income

from the transferred assets for the education of his children and en-

suring that the income will remain available for that purpose (that is,

the income paid to his children will be beyond the reach of Daniel’s

creditors).  In addition, Daniel will have retained the right to receive

the principal at a later date when he and Elaine might need it for

retirement or other long-range plans.

While a short-term reversionary trust can be an effective mechanism

for protecting assets from the claims of the Donor’s creditors, its

value from an estate planning perspective is minimal due to the pos-

sibility of certain adverse income tax consequences to the Donor.  A

short-term reversionary trust is thus less likely to be created as part

of a Donor’s overall estate plan than some of the other trusts dis-

cussed in this chapter.

6. SPOUSAL REMAINDER TRUST
A spousal remainder trust, like a short-term reversionary trust, is an

irrevocable trust that pays income to a beneficiary or beneficiaries

for a specified term of years.  However, unlike a short-term rever-

sionary trust, a spousal remainder trust does not revert to the Donor

on termination.  Instead, it passes to the Donor’s spouse.  So long as
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the spouse has a vested remainder interest (qualifying the spousal

remainder for the unlimited marital deduction discussed above) and

so long as the value of the income interest does not exceed the avail-

able annual exclusions, there are no adverse gift tax consequences to

establishing such a trust.

With a spousal remainder trust, Daniel can accomplish his goal of

setting aside and protecting income for his children’s education but

without the risk associated with a short-term reversionary trust that

his remainder interest in the trust can be reached by his creditors.

Since the trust property will pass to Elaine instead of to Daniel, it is

more likely to be protected from his creditors both during the term of

the trust and after the trust’s termination.  However, Daniel should

consider this type of trust only if he has a stable relationship with

Elaine since the transfer, once made, is irrevocable, and Elaine will

receive the remainder on the trust’s termination regardless of whether

or not she is then married to Daniel.

Again, as with the short-term reversionary trust discussed above,

despite its asset protection qualities, the potential for adverse income

tax consequences to the Donor make the spousal remainder trust a

less attractive alternative from an estate planning perspective than

some of the other trusts discussed in this chapter.

7. NON-REVERSIONARY TRUST
If Daniel has sufficient assets (for example, securities or income-

producing real estate) so that he feels he can permanently give away

some portion of them to a trust for his children’s benefit without

jeopardizing his own financial security, he may want to consider cre-

ating an irrevocable, non-reversionary trust.  The trust can be drafted

to allow Daniel to fund the trust with annual exclusion gifts (as ex-

plained above) with no gift tax consequences.  Contributions to the

trust need not be limited to cash but can include securities, undivided

interests in real estate or any other asset that Daniel or Elaine would

like to give away.



The Trustee (who should be someone other than Daniel or Elaine)

can be given the discretion to distribute the net income and principal

to the children for their education or for other reasons.  Before estab-

lishing the trust, Daniel should decide when he would like the trust

property to be distributed to his children.  For example, he could

choose to create a separate trust for each child that will terminate on

the child’s 21st birthday, at which time the child could elect either to

receive the assets outright or to leave them in the trust, where they

will continue to be administered for his or her benefit.  Daniel could

also choose to hold the assets in one trust for the benefit of all of his

children until his youngest child reaches a certain age (such as 23 or

25), at which time the remaining trust assets would be divided into

equal shares, one for each child and either continued in trust or paid

outright to the child.  This arrangement is designed to give all of the

children access to the entire trust property for a sufficient period of

time to allow each of them to pay for his or her college education

while not penalizing a younger child by forcing him or her to pay for

his or her education out of his or her separate share.

The income tax consequences of a non-reversionary trust of this type

will depend on whether the trust income is retained in the trust or

paid out to the beneficiaries.  Regardless of what happens to the trust

income, however, it is likely that it will be taxed at a rate that is no

greater, and probably lower, than Daniel’s marginal income tax rate.

Because the transfer to the trust is irrevocable and Daniel will retain

no interest in the trust property, none of the trust property should be

includible in Daniel’s estate for Federal estate tax purposes.  The

trust should also be protected from the claims of Daniel’s creditors

(provided that the transfer was not fraudulent) for similar reasons.

Daniel should keep in mind that the income and estate tax benefits

and creditor protection features of this type of trust can be secured

only at the cost of placing the trust property beyond his control for-

ever.  Before committing a large portion of his assets to an irrevo-
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cable, non-reversionary trust, Daniel should be confident that his re-

maining assets will be sufficient to meet his and Elaine’s present and

future needs.  He should also be confident that, upon termination of

the trust, his children will be mature enough to manage the property

they receive prudently.

8. CHARITABLE TRUSTS
Donors who are charitably inclined may want to consider certain

types of “split-interest” trusts, naming a charity as a beneficiary, to

take advantage of the charitable deductions available for such gifts.

Charitable remainder trusts are irrevocable trusts that provide an an-

nuity to one or more beneficiaries (who can include the Donor) for a

certain number of years or for a period of time measured by someone’s

life.  Upon termination of the trust, the remaining trust property passes

to charity.

If a charitable trust is created and funded during the Donor’s life-

time, the Donor generally can claim an income tax deduction for the

actuarial value of the charitable transfer to the trust.  A charitable

deduction should also be available to offset any gift taxes that may

be incurred as a result of the transfer.  If the trust is created by the

Donor’s will rather than during his or her lifetime, a charitable estate

tax deduction (but not an income tax deduction) is available to the

Donor’s estate.  The amount of the deduction depends upon the value

of any non-charitable interest in the trust (such as an annuity payable

to a child for a number of years), and is calculated based on the

amount and duration of such non-charitable interest assuming a rate

of return determined monthly by the IRS.

If Daniel creates a charitable trust, the property transferred to the

trust would be protected from the claims of Daniel’s creditors.  If

Daniel is one of the beneficiaries, however, creditors could reach the

amounts paid (or due to be paid) to him from the trust.



9. LIMITED PARTNERSHIPS AND
LIMITED LIABILITY COMPANIES

Formation of a limited partnership (“LP”) or limited liability com-

pany (“LLC”) to hold and manage some or all of the Donor’s assets

can help protect those assets from the Donor’s creditors.  Such enti-

ties can also provide the Donor with a way to pass interests in the

underlying assets on to children or others at a discounted value for

gift tax purposes, as well as reduce the value of such assets for estate

tax purposes.  While we do not have space here for an in-depth dis-

cussion of the structure and management of LPs and LLCs gener-

ally, what follows is a summary of the gift and estate tax advantages

of such entities, as well as their asset protection features.  Some of

the other advantages of these entities are discussed in Chapter X.

Because holders of interests in an LP or LLC are limited as to their

rights to distribution or withdrawal of income or capital from the

entity, and because interests in a closely-held LP or LLC are not

freely marketable, the value of such interests is often deeply dis-

counted for gift and estate tax purposes.  In addition, if the interest

transferred is a minority interest, a further discount can be obtained

for lack of voting control.  Donors who transfer their assets to an LP

or LLC and then transfer interests in the entity to their children can

often receive discounts for gift tax purposes of up to 30% of the

value of the underlying assets.  Interests that are retained by the Do-

nor and that are included in the Donor’s estate upon his or her death

will receive similar discounts for estate tax purposes.  By taking ad-

vantage of these discounts and making transfers that are valued at

less than the annual exclusion amount, Donors can transfer substan-

tial wealth to their children at little or no gift tax cost.  Upon termina-

tion of the LP or LLC, these interests can be cashed in or liquidated

for a percentage of the underlying assets or the equivalent in cash.

Although creditors can seize or attach a limited partner’s or member’s

interest in an LP or LLC, the underlying assets of the LP or LLC are

protected from creditors of the limited partner or member provided
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that the limited partner or member cannot force a distribution or liq-

uidation of his or her interest.  Creditors who receive LP or LLC

interests in satisfaction of a partner’s or member’s debt generally

take such interests as assignees and have even fewer rights than a

partner or member.  Most LP or LLC agreements are drafted to in-

corporate this type of protection for partners and members, both for

asset protection reasons and because such limitations increase the

discounts applicable to transfers of these limited interests.

In addition to their gift and estate tax advantages, LPs and LLCs

have other benefits such as providing centralized management of

assets, permitting the Donor to retain control over assets even while

giving away interests in those assets, and simplifying gift giving pro-

grams by allowing the Donor to make gifts of shares in the entity

rather than of specific assets.

LPs and LLCs are formed under state law which sets out the rights,

duties and liabilities of the partners and members and which can

vary substantially from state to state.  State law can also have an

effect on how a partner’s or member’s interest is valued for gift or

estate tax purposes.  For this reason many Donors establish such

entities under a state law that suits their particular circumstances and

needs.  Drafting LP or LLC agreements to comply with state law

while maximizing the entity’s asset protection features as well as its

estate and gift tax advantages can be tricky.  If you are considering

creating such an entity, you should consult an attorney experienced

in this area.

10. MEDICAID PLANNING
The Medicaid program is designed to pay the medical expenses (in-

cluding nursing home expenses) for indigent persons.  In order to

qualify for benefits under the Medicaid program, an individual must

essentially be penniless and his or her spouse can have only limited

assets.  Many people try to make themselves eligible for Medicaid

benefits by giving away all of their assets before entering a nursing



home.  However, under current Medicaid law, an applicant can be

disqualified from receiving benefits for some period of time (typi-

cally calculated on the basis of the value of the transferred assets and

the average daily cost of nursing home care in the applicant’s state)

after making a transfer of assets, even if the applicant has no money

remaining with which to pay for his or her own care.  There is also a

look-back period (thirty-six months for outright transfers and sixty

months for certain transfers in trust) during which transfers must be

reported by the applicant and will be considered available to the ap-

plicant when determining the applicant’s eligibility for Medicaid.

Medicaid planning is too complex to address adequately in this book-

let.  Medicaid laws and regulations change regularly, and therefore

any guidance that we might try to offer would likely be outdated

shortly after publication.  However, it is worth noting that certain

types of trusts can effectively protect a Medicaid applicant’s assets

from claims by Medicaid (and other creditors) and can be combined

with other estate planning techniques with the potential for substan-

tial savings for the applicant’s family.  If you or someone in your

family is facing the prospect of spending a lifetime of savings on

nursing home or other long-term care arrangement, you should con-

sult an attorney knowledgeable in this area.

11. TRANSFERS THAT DO NOT PROTECT ASSETS
If properly utilized, the trusts and techniques described above can

provide Daniel with protection from creditors, while achieving other

family goals.  Many techniques that might offer Daniel protection

from creditors, however, have the disadvantage of removing the trans-

ferred assets from Daniel’s control for some period of time or for-

ever.  If creditor protection is not Daniel’s primary concern, there

are other techniques that Daniel could use to ensure his family goals

are met.

(a) Revocable Trusts.  If Daniel would like to retain greater con-

trol over the transferred assets and if creditor protection is not his



Kirkpatrick & Lockhart LLP

primary focus, he may want to consider one or more revocable

trusts.  If Daniel creates and funds a revocable trust, he retains

effective control over the trust’s assets.  If Daniel then becomes

legally incompetent, his Trustee can continue to administer the

trust assets for Daniel’s benefit and for the benefit of Elaine and

the children without the appointment of a legal guardian or con-

servator.   In addition, all property held in the revocable trust at

the time of Daniel’s death would be excluded from Daniel’s pro-

bate estate, simplifying the probate administration process and

increasing the amount ultimately received by Daniel’s heirs.  Re-

vocable trusts, however, provide no income or estate tax benefits

and because the Donor retains control over the trust assets, revo-

cable trusts do not offer any creditor protection.

(b) College Savings Vehicles.  Since the education of his chil-

dren is of primary concern to Daniel, he may want to consider

taking advantage of one of the many college savings programs

authorized under Section 529 of the Internal Revenue Code and

offered on a state-by-state basis.  These programs come in two

forms: prepaid tuition plans and college savings plans.  Each state

is responsible for establishing its own plans subject to the condi-

tions imposed by Section 529.  The types and features of so-called

Section 529 plans differ from state to state.

Prepaid tuition plans allow individuals to purchase tuition credits

at today’s prices which can then be redeemed in the future to cover

the beneficiary’s qualified higher education expenses.  Prepaid

tuition plans are generally limited to beneficiaries who are resi-

dents of the state from which the credits are purchased, and the

credits can generally only be used for tuition and fees at public

universities located within that state.  While these limitations may

make such plans unattractive to many families, prepaid tuition

plans do offer a guaranteed return because present tuition prices

are “locked in” to protect against future tuition increases.



College savings plans allow a Donor to contribute cash to a spe-

cial investment account that is earmarked for paying the college

education expenses of a particular beneficiary (including the Do-

nor) who can be changed from time to time, subject to certain

limitations.  Amounts contributed to a college savings plan ac-

count are excluded from the Donor’s estate, although the college

savings  plan account is considered an asset of the Donor in deter-

mining the beneficiary’s eligibility for financial aid.  Income ac-

cumulates in a college savings plan account income-tax-free and

will not be taxed to the Donor or to the beneficiary at the time of

withdrawal, provided that the withdrawal is used to pay qualified

educational expenses.  Non-qualified withdrawals (including with-

drawals by the Donor that terminate the account) are taxed to the

Donor at the Donor’s income tax rate and may be subject to a

10% penalty.

The Donor can “front-load” a college savings plan account by

contributing up to five times the annual exclusion amount ($55,000,

or if the Donor is married and the spouse joins in the gift, $110,000)

in one year gift-tax-free.  However if a Donor uses his or her

annual exclusion to front-load a college savings plan account, no

other tax-free gifts can be made to the beneficiary of that account

during the next five years.

College savings plans are sponsored by the state and may be ad-

ministered by the State Treasurer, or, more commonly, by repu-

table professional investment managers.  Most state college sav-

ings plans offer a variety of investment options so that the ac-

count can be invested according to your child’s particular circum-

stances.  In addition, Section 529 permits the Donor to move the

funds from one state’s plan to another state’s plan or to change

investment options within a single state’s plan every twelve months

(with no capital gains tax consequences), giving the Donor sig-

nificant control over investment of the transferred assets.
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While college saving plans offer many gift, estate and income tax

benefits, assets transferred to college savings plans are not pro-

tected from claims of creditors since the Donor can terminate the

account at any time (subject to a penalty) and reclaim the assets.

(c) Reciprocal Trusts.  A reciprocal trust is an arrangement where

one person creates and funds a trust for the benefit of another

person and that person creates and funds a similar trust with a

comparable amount of property for the first person.  It can be

argued in such a case that the assets transferred to each trust are

beyond the reach of each Donor’s creditors since neither Donor

retains control over the property he or she transferred (although

he or she does have control over the comparable amount of prop-

erty transferred by the other Donor).  The courts, however, have

seen through this scheme and have treated each Donor as creating

a trust for his or her own benefit.  Thus, creditors will probably

not be denied access to trust property held in this type of trust

arrangement.

Conclusion.  In this chapter, we have briefly reviewed basic estate

planning concepts, described several types of trusts that are often em-

ployed for estate planning and asset protection purposes and have dis-

cussed, in very general terms, how these trusts may be used to meet

family goals.  It is important to remember that trusts are based on

complex legal documents and are subject to complicated fiduciary, tax

and other laws.  In order to determine whether you should consider

creating one or more trusts, we recommend that you consult a knowl-

edgeable advisor.  After a review of your financial circumstances and

family goals, you and your advisor can create a plan that best suits

your needs.  A comprehensive plan that combines estate planning con-

cepts with asset protection objectives can both protect your property

from creditors and reduce your overall tax burden.



VI   PROTECTING TAX-QUALIFIED
RETIREMENT PLAN ASSETS

The family home is generally, for non-financial reasons, the most

important asset we own.  But for an executive or a self-employed

person like Daniel Shults, his retirement account may be his most

valuable asset.  A retirement account can accumulate well in excess

of $1,000,000 over the course of a person’s working life.  It is indeed

unfortunate that Daniel has been in practice for more than fifteen

years without establishing a retirement plan.  First, if he had contrib-

uted the monies he presently has invested in stocks, bonds and bank

accounts over the years to a tax-qualified retirement plan, he would

have significantly more savings (for reasons explained in the next

paragraph).  Second, retirement funds in most cases are exempt from

creditor claims under federal law.  Investment assets held outside of

a retirement plan are not so protected.  This chapter will summarize

the basic tax advantages of a qualified retirement plan and then dis-

cuss whether tax-qualified retirement plan assets can be seized by

creditors.

Executives and professionals often participate in tax-qualified retire-

ment plans such as pension plans, 401(k) plans, profit sharing plans,

Keogh plans, individual retirement accounts and, for those who are

employed by non-profit hospitals or teaching institutions, tax shel-

tered annuity plans.  These plans typically allow a professional or his

or her employer to contribute a percentage of earnings to a retire-

ment trust from which payments will be made to the professional (or

designated beneficiaries) when he or she dies, becomes permanently

disabled, retires or leaves the employment of his or her employer to

practice elsewhere.  The contributions to the retirement trust are tax

deductible.  Income from these contributions accumulates on a tax-

deferred basis (that is, no taxes are paid until the funds are with-

drawn from the plan — often many years later).  As a result of the

tax deduction and the tax-deferred accumulation of the earnings, the

retirement fund can be an extremely attractive vehicle in which to
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accumulate wealth for retirement purposes.  If a professional in a

35% tax bracket invests $5,000 a year at an average annual return of

10% on a non-tax-qualified basis, he or she will have a fund of ap-

proximately $206,745 in twenty years.  A professional who invests

the same amount in a tax-qualified retirement program each year at

the same rate of return will have a retirement fund of $315,012 at the

end of 20 years.  Withdrawals from a tax-qualified retirement plan

are taxed when the funds are paid to the participant or his or her

beneficiaries.  At retirement, a professional may be in a lower tax

bracket.

Under federal law, all qualified retirement plan trusts (except for IRAs)

must contain a “spendthrift” clause providing that the benefits pay-

able to each participant cannot be assigned, attached, alienated or

seized by judgment creditors (including malpractice creditors) of that

participant.  This law was intended to protect participants in quali-

fied retirement plans from having their future financial security jeop-

ardized to pay current obligations.

There are some exceptions to the broad federal rule prohibiting as-

signment or attachment of qualified retirement plan assets.  They are:

(a) Qualified Domestic Relations Orders.  In 1984, Congress

amended ERISA to allow a retirement trust to make payments to

a spouse, former spouse or child of a plan participant to meet

alimony or support orders of a court.  Court orders which are

carefully drawn so as to meet the QDRO requirements are effec-

tive for the purpose of transferring all or a portion of the

participant’s interest in the trust to or for the benefit of his or her

spouse, former spouse or child.

(b) Owner(s)-Only Keogh Plans.  Keogh retirement plans in

which the only participant is a sole proprietor of a business (and

his or her spouse) or in which the only participants are the part-

ners in a partnership (and their spouses) are not protected by the



law prohibiting assignment or attachment.  All Keogh plans with

at least one common law (that is, a non-owner) employee are in-

cluded in the protections provided by ERISA.  Massachusetts law

provides some help, however, by exempting from attachment or

seizure by creditors funds held in owner-only Keogh plans with

the following exceptions: (i) any amount necessary to satisfy a

court order concerning divorce, separate maintenance, or child

support; (ii) if the owner of the funds in the Keogh plan has been

convicted of a crime, any court order requiring such owner to

satisfy a monetary penalty or to make restitution to the victim of

such crime; or (iii) funds deposited in the Keogh plan in excess of

7% of the owner’s total income within 5 years of the declaration

of bankruptcy by or the entry of judgment against the owner of

the funds.  The 7% figure has to be coordinated with funds depos-

ited in the same five-year period in IRAs by such owner (see the

discussion of IRAs in paragraph (d) below).  Note, however, that

rollovers from another tax-qualified retirement plan are not con-

sidered “deposits” for this purpose and, therefore, these types of

rollovers are protected.

(c) Abusive Retirement Plans.  In some cases creditors have suc-

cessfully attached or seized assets in retirement plans by proving

that the funds in the plan were not accumulated for retirement,

but were being used to secure significant tax advantages without

postponing the present use of the funds by the professional.  Some

of the pertinent factors present in those cases were that the plan

participant (i) owned the business which established the plan,

(ii) had extremely large balances in the retirement trust, (iii) was

the sole trustee of the retirement trust, (iv) took frequent distribu-

tions or loans from the retirement trust prior to retirement and, (v)

for all practical purposes, had complete control over the timing of

the distributions from the retirement trust.  In those circumstances

some courts have found that the funds were not being held for

retirement purposes and thus allowed the judgment creditor to

attach or seize the assets.
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(d) Individual Retirement Accounts.  Federal law does not pro-

vide any protection against attachment or seizure by creditors of

assets held in individual retirement accounts.  Massachusetts, how-

ever, has a statute which provides that the assets of a Massachu-

setts resident held in an individual retirement account are exempt

from attachment or seizure by creditors, with the following ex-

ceptions:  (i) any amount necessary to satisfy a court order con-

cerning divorce, separate maintenance or child support; (ii) if the

owner of the IRA has been convicted of a crime, any court order

requiring the owner to satisfy a monetary penalty or to make res-

titution to the victim of the crime; or (iii) funds deposited in an

IRA in excess of 7% of the owner’s total income within 5 years of

declaration of bankruptcy by or entry of judgment against the

owner of the IRA (again, as is the case with owner-only Keogh

plans, for purposes of this exception a rollover is not treated as a

deposit). Therefore, with these three exceptions, Massachusetts

residents who hold IRAs are protected from having the assets in

an IRA attached or seized by judgment creditors.

(e) Exception for Claims by the USA.  Claims by the United

States Government (or an agency thereof) asserted against a plan

participant are not subject to the state law protection against the

seizure or attachment of IRA assets or assets held in an owner-

only Keogh plan.  This is because state law cannot override fed-

eral law (except where the federal law so provides).  The most

common situation in which the federal law trumps a state exemp-

tion is when the IRS files a notice of levy with the trustee or cus-

todian holding a taxpayer’s IRA or owner-only Keogh plan.  In

addition, the IRS can levy on assets held in a tax-qualified retire-

ment plan, but usually only as a last resort in order to collect fed-

eral taxes.



To minimize the risk of exposing plan assets to the claims of credi-

tors, a professional should consider the following recommenda-

tions:  (i) have someone other than the professional or the

professional’s spouse be the trustee of the retirement trust; (ii) do

not make pre-retirement use of the funds in the retirement trust,

such as frequent distributions from a profit sharing plan or exten-

sive loans; (iii) invest the assets of the trust in accordance with the

“prudent man” rule; (iv) design a retirement plan that covers other

employees, as opposed to plans which are designed to cover only

the professionals; and (v) be prepared to demonstrate that the

amounts held in the retirement trust are in some reasonable fash-

ion related to the anticipated retirement needs of the professional

and family at his or her normal retirement age based upon his or

her customary life style.  In other words, the retirement plan should

be established and administered like a large corporation’s retire-

ment plan in which the professional happens to be one of a num-

ber of participants, rather than being treated as a personal asset of

the professional which is frequently utilized from time to time

prior to retirement.

With respect to protections of tax-qualified retirement plans and

IRAs in the event of a personal bankruptcy, see Section VIII.
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VII   PROTECTING OTHER ASSETS

Most professionals and executives have significant assets other than

the family home and retirement plans.  In this chapter we will review

the extent to which such assets are subject to creditor claims.

1. LIFE INSURANCE
Under current Massachusetts law, creditors cannot attach the pro-

ceeds of a life insurance policy on the debtor’s life. But, if the pro-

ceeds are payable to the debtor’s estate, they will become subject to

claims against the estate, including those of lifetime creditors.  Thus,

Daniel Shults, who maintains $1,500,000 in life insurance, need not

worry that his creditors will be able to seize the proceeds of these

policies upon his death, so long as they are payable to a designated

beneficiary other than his estate.  As discussed in Chapter V, it might

be advisable for tax reasons for Daniel to establish an irrevocable

trust to own his life insurance policies.

Any insurance proceeds Daniel receives as the beneficiary of an in-

surance policy on someone else’s life are subject to attachment or

seizure by Daniel’s creditors.  If Daniel is ever sued at a time when

he is the named beneficiary of an insurance policy, the owner of the

policy might be well advised to change the beneficiary to Elaine or

to a trust for the benefit of Daniel, Elaine and/or their children.  For

tax reasons as well as creditor protection concerns, Elaine may want

to consider putting any life insurance policies on her life into a trust

for Daniel’s benefit rather than outright to Daniel.

2. AUTOMOBILES
Unless an automobile is being carried as an asset of a business entity,

the person who is the primary driver of an automobile should be its

owner.  You do not want to create a situation where more than one

person can be held legally responsible for an accident.  For example,

if Elaine negligently injures a pedestrian while driving a car owned

by Daniel, the victim can sue not only Elaine, but also Daniel on the



theory that she is his agent.  To the extent that Daniel and Elaine are

determined to be jointly liable for an accident, their jointly held as-

sets (including tenancy by the entirety property) will be available to

satisfy such a claim.  If Daniel’s children acquire cars as they reach

driving age, the cars should be owned by and registered to the chil-

dren.

Make sure that you carry adequate automobile insurance and an ap-

propriate “umbrella” liability policy to cover liability claims.

3. BANK ACCOUNTS AND STOCKS
Bank accounts, stocks and securities can be owned in any number of

ways — individually, jointly, as tenants in common or in various

types of revocable and irrevocable trust arrangements.  Estate and

gift tax considerations are important in structuring ownership of such

assets.  Where significant amounts are involved, joint ownership of

assets by spouses (including as tenants by the entirety) may not be

advisable due to estate tax considerations.  In addition, joint owner-

ship of such assets provides no protection from the creditors of ei-

ther spouse.

4. BEQUESTS
Bequests and inheritances can generally be seized by creditors of the

recipient of the bequest or inheritance at the time it is paid to him.

As discussed in Chapter V, wills and trusts often have “spendthrift”

provisions which prevent attachment of a beneficiary’s interest or

assignment for the benefit of a beneficiary’s creditors, but such pro-

visions do not prevent creditors from attaching or seizing a

beneficiary’s interest in a trust or estate once it has been paid over to

the beneficiary.
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If Daniel Shults has a significant possibility of inheriting a large sum

of money, he may want to suggest that his benefactor change his or

her will to leave Daniel’s bequest to a spendthrift trust for Daniel’s

benefit or for the benefit of Daniel and his family.  To maximize

protection from Daniel’s creditors, distribution to Daniel from the

trust should be at the discretion of the Trustee only — Daniel should

have no right to demand distributions of the income or principal.

That way Daniel will have no right or interest in the inheritance that

could be attached or seized by his creditors.

5. REAL ESTATE OTHER THAN THE FAMILY HOME
The protection provided by holding a principal residence as tenants

by the entirety is not available to other real estate owned by a mar-

ried couple.  The Shultses should consider putting their other real

estate in trust or having Elaine hold the property in her own name.

How best to structure ownership of real estate often depends upon

timing and tax considerations, so no simple answer can be given.

Keep in mind, however, that as a general rule, it is better to establish

the optimum ownership structure at the time you first acquire title to

the property, rather than making a transfer later.



VIII   BANKRUPTCY

Let’s assume for the moment that a multi-million dollar judgment is

entered against Daniel.  His professional liability insurance will cover

only part of the judgment.  The plaintiff has indicated its intention to

seek satisfaction of the judgment from Daniel’s personal assets.  As-

suming Daniel has unsuccessfully exhausted all his appeals, there

are three courses of action left to him.  First, Daniel can try to nego-

tiate a payment plan with the creditor.  Second, he can refuse to co-

operate with the plaintiff and force the plaintiff to start supplemental

process proceedings in state court to enforce the judgment.  Because

the plaintiff has twenty years to enforce the judgment, this can drag

on interminably and result in unforeseen consequences.  See

Chapter II.  Third, Daniel can declare bankruptcy (or be declared a

bankrupt), wipe out his debts and make a “fresh start.”  This chapter

will summarize the more important advantages and disadvantages of

bankruptcy.

Any professional person with severe creditor problems should try to

avoid bankruptcy, unless it is the only feasible alternative, for several

reasons.

First, the stigma of being a bankrupt, while not as severe now as a

generation ago, still damages a professional’s reputation.  A profes-

sional is expected to be responsible and trustworthy — a bankrupt is

not.

Second, a bankrupt loses control of his property.  A trustee in bank-

ruptcy, subject to some oversight by the Bankruptcy Court, acquires

the rights to a bankrupt’s non-exempt assets and has the power to

deal with them much more summarily and expeditiously than a credi-

tor in a state court supplemental process proceeding.  Because a trustee

in bankruptcy has access to a bankrupt’s records, he or she can more

aggressively identify and seek to set aside fraudulent conveyances.
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Third, an insolvent person with only one major creditor often finds it

just as easy, and less expensive than bankruptcy, to make an accom-

modation with that creditor without the need for bankruptcy since

the creditor has no interest in seeing substantial fees and expenses of

a trustee in bankruptcy charged against the bankrupt’s assets.

Finally, bankruptcy can be expensive in terms of both legal fees and

the amount of time and mental stress involved.  While some of these

problems can be mitigated by filing under special chapters of the

Bankruptcy Code dealing with reorganization (sometimes referred

to as Chapter 11) or debt adjustment plans for individuals (some-

times referred to as Chapter 13), they cannot be avoided entirely.  In

a Chapter 11 reorganization the debtor normally retains title to and

substantial control over his property but the proceedings tend to be

more complicated than a Chapter 13 plan in terms of time, expense

and uncertainty.

The circumstances in which a professional should seriously consider

bankruptcy are relatively rare (that is, where the professional has a

large earning capacity but few accumulated assets, or if there are ma-

jor  ongoing contractual liabilities such as personal liability for certain

lease obligations).  If bankruptcy is your only logical alternative, re-

member never to declare bankruptcy simultaneously with your spouse

(to prevent loss of important rights available to the spouse of a bank-

rupt) or without the benefit of experienced bankruptcy counsel.

1.  OVERVIEW OF THE BANKRUPTCY PROCESS
When a person files for protection under the federal Bankruptcy Code,

two things happen automatically.  First, title to all of his assets and

rights to non-exempt property are vested in a trustee in bankruptcy.

Second, all lawsuits and other actions by creditors of the bankrupt

are automatically enjoined until the Bankruptcy Court rules other-

wise.  Without permission of the Bankruptcy Court, a creditor can-

not sue, enforce a judgment, seize or retain possession of assets, fore-

close a mortgage, set-off a bank account, or take any other action

against a bankrupt or his property.



It is the responsibility of the trustee in bankruptcy to find, collect,

and sell or otherwise liquidate the bankrupt’s “estate” (that is, prop-

erty that is not exempt from the bankruptcy), investigate the finan-

cial affairs of the bankrupt, determine the identity of his creditors

and the amounts and validity of their claims, and distribute the pro-

ceeds of the assets on a pro rata basis to the bankrupt’s creditors.

When this process is completed, the bankrupt is given a “discharge”

of his debts.  The effect of the discharge is to eliminate any further

liability of the bankrupt for debts that arose prior to the commence-

ment of the bankruptcy case (with certain exceptions).  Malpractice

and other non-intentional tort liabilities can be discharged in a bank-

ruptcy.  This aspect of a bankruptcy permits the debtor to make a

fresh start free of the burden of his prior debts.

This has by necessity been a very abbreviated summary of the bank-

ruptcy process.  The federal Bankruptcy Code is a comprehensive

body of rules and regulations.  You can easily find numerous publi-

cations explaining it in greater detail.  The remainder of our discus-

sion will focus on property that is exempt from creditors in a bank-

ruptcy proceeding.  In particular, we will review what happens to the

family home and retirement funds in a bankruptcy.

2.  THE FAMILY HOME IN BANKRUPTCY

We saw in Chapter IV that Massachusetts law prevents a creditor

from seizing the interest of a debtor in his home if (i) it is held with

his spouse under a “new” tenancy by the entirety and (ii) the spouse

occupies the home as her principal residence. The federal Bankruptcy

Code specifically exempts a debtor’s tenancy by the entirety interest

from the debtor’s bankruptcy estate to the extent allowed by state

law.

The Bankruptcy Code also authorizes a bankrupt to exempt certain

types of assets from the reach of the trustee in bankruptcy.  Exemp-

tions available to a debtor under state law (such as a homestead dec-
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laration and a tenancy by the entirety) are one class of exemption

available under federal bankruptcy law.  These state law exemptions

are usually used to protect a bankrupt’s interest in the family home in

a bankruptcy.  But some further explanation is in order.

The Bankruptcy Code allows a bankrupt the option of choosing be-

tween two different sets of exemptions, one set being those estab-

lished by state law, the other by the Bankruptcy Code.  It’s an all or

nothing proposition.  You either elect to take the federal law exemp-

tions in full or the state law exemptions in full.  The federal law

exemptions, for example, allow a bankrupt to exempt up to $17,425

in equity in a personal residence.  On the other hand, Massachusetts

law exempts the interest of a debtor in a “new” tenancy by the en-

tirety from seizure by creditors.  Federal bankruptcy law allows a

bankrupt to use this and other exemptions (including homestead)

(Chapter IV) available under state law against a trustee in bankruptcy.

In the case of a family home owned by a bankrupt under a “new”

tenancy by the entirety, Massachusetts state law and its current

$300,000 homestead exemption is obviously preferable to the fed-

eral exemption12.

Nevertheless, there is no assurance that these exemptions will be ac-

corded the full degree of intended protection to a debtor or non-

debtor spouse in a bankruptcy proceeding.  A bankruptcy court can

and sometimes does treat a tenancy by the entirety or a homestead

exemption in such a way as to provide far less protection to a debtor

against a trustee in bankruptcy or secured creditor than is generally

assumed.  Further, in certain rare circumstances, the Bankruptcy Code

allows a bankruptcy court to authorize a trustee in bankruptcy to

force a sale of the family home held in a tenancy by the entirety over

the objection of a non-debtor spouse.  In such cases, the bankruptcy

court must determine that the benefits to creditors of the bankrupt

spouse from a sale of the tenancy by the entirety property outweigh

the detriment to the non-debtor spouse from having her interest in

the home sold against her will.  Fortunately, this rarely happens.



3.  PROTECTION OF RETIREMENT
ASSETS IN BANKRUPTCY

If a professional needs to consider personal bankruptcy, an impor-

tant issue will be how the assets maintained in his or her tax-qualified

retirement plans or IRAs will be treated.

Assets held in retirement plans governed by ERISA (Chapter VI) for

the benefit of a professional do not become part of the professional’s

bankruptcy estate.  In other words, these assets may be retained for

the benefit of the professional and may not be taken to satisfy the

debts that caused the bankruptcy filing.  This protection applies re-

gardless of the amount held in the plan for the benefit of the profes-

sional.  To qualify for this exemption, the plan must have been main-

tained in accordance with the federal pension laws and contain a

“spendthrift clause,” which provides that creditors of the beneficia-

ries of the retirement plans have no right to the assets.  It is impor-

tant, therefore, to ascertain that your retirement plan is properly main-

tained and administered to assure this protection.  These protections

extend to all types of tax-qualified retirement plans, including de-

fined benefit plans, money purchase pension plans, profit sharing

plans, 401(k) plans and some tax-sheltered annuity plans.

This protection from creditors does not extend to assets held in (i) a

Keogh Plan where the only participants are a sole proprietor of a

business and his or her spouse or the partners in a partnership (and

their spouses); (ii) stock options granted prior to filing bankruptcy

but which become exercisable only post-petition; or (iii) an IRA (in-

cluding IRAs maintained in connection with a Simplified Employee

Pension Plan).  These funds may be protected to a certain extent as a

result of a Massachusetts statute that may keep such funds out of a

bankrupt’s estate.  With respect to Keogh Plans, it would be prudent

to have one or more non-owner employees participating in the plan

in order to assure that the protection from creditors’ claims in bank-

ruptcy is available.
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If a court were to hold that assets in owner-only Keogh plans and

individual retirement accounts are part of a bankrupt’s estate, those

assets may be “exempt” under certain sections of the bankruptcy law

and thus protected.  As discussed in Section 2 above, a bankrupt

must choose between his or her state law exemptions and his or her

federal law exemptions.  If the bankrupt chooses the state law ex-

emptions, the assets in such plans will be protected (with the excep-

tion of claims made by a former spouse or child for alimony or child

support and certain other claims, and assets contributed to such plans

in excess of 7% of the owner’s total income within 5 years of the date

of the bankruptcy).  If, however, the bankrupt chooses the federal

law exemptions, there may be no exemption for such assets.

Which set of exemptions is chosen in any particular case will depend

upon the mix of the bankrupt’s assets.  For example, if the federal

law exemption allows a bankrupt to retain more in the aggregate

than his or her state law exemptions, he or she will choose the federal

law exemptions, even though this might mean sacrificing certain IRA

and/or Keogh Plan assets.  Therefore, part of the planning to be done

before filing a bankruptcy is to prepare an analysis comparing the

assets that may be exempted under the federal exemptions and those

that may be exempted under state law.



IX   DEALING WITH YOUR LIABILITY INSURER

One way to protect your assets against creditor claims is to make sure

that you get every bit of protection possible from your professional

liability insurance policy.  Professional liability insurance can be pur-

chased by individuals in various types of professions, such as doctors

and accountants.  The professional liability insurance policy is a con-

tractual undertaking with your insurance company in which the insur-

ance company agrees to indemnify you up to certain amounts against

various types of professional liability.  Like any contract, it can be the

subject of varying interpretations and disputes.  Unlike commercial

contracts, however, insurance policies are almost always drafted solely

by the insurer, construed according to special rules and may be im-

pacted by statutory requirements. The extent of the insurance cover-

age will depend on the type of professional and the specific terms of

the policy taken out.  Provisions with respect to matters such as exclu-

sions, limits, conditions, deductibles and notice can vary significantly

from one insurer to another.

Because insurance policies are a distinct type of contract, understand-

ing the issues that may arise with regard to your professional liability

insurance will enable you to better protect your assets by vigorously

asserting your rights under the policy.  In this chapter we will summa-

rize three basic areas in which differences may arise between a profes-

sional liability insurer and its policyholders; namely notice require-

ments, a reservation of rights by the insurer and an example of a bad

faith claim against an insurer.

Once you have obtained professional liability insurance coverage, you

should then be cognizant of the notice requirements set forth in your

policy in the event you have to file a claim.  The notice requirements of

your policy are important because insurers sometimes attempt to deny

coverage based on a policyholder’s alleged failure to give proper no-

tice.  While the notice requirements differ depending on the terms of

the policy, most mandate that the insured give notice to the insurer as

soon as practicable after the policyholder learns that a claim has been
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made against him or her.  While it is important to make every effort to

meet the notice requirement contained in the policy, failure to notify

the insurer within the policy period may not be fatal to the existence of

coverage in most jurisdictions as courts often do not strictly enforce

the requirement of notice if the insurer was not prejudiced.  Neverthe-

less, under so-called “claims made” policies — a type of liability in-

surance policy frequently sold to professionals — some courts have

strictly enforced notice requirements and declined to consider whether

the insurer suffered prejudice as a result of late notice.  Based on this

case law, policyholders are advised to pay close attention to the re-

quirement of notice contained in the insurance policy.

After a notice of a claim is provided to the insurer, the next issue that

must be addressed is how the underlying claim will be defended.  Most

insurance policies impose two obligations upon the insurer — the duty

to defend and the duty to indemnify.  The duty to defend is an obliga-

tion to provide a defense against any claim made by a plaintiff that

could conceivably come within the policy coverage.  Assuming that

the insurer agrees to defend, it must do so without reservation or under

a reservation of its rights.  If the insurer defends without reservation,

then the insurer is obligated to both defend the claim and fund any

resulting settlement or judgment up to the policy limits.  If the insurer

defends under a reservation of rights, it has committed to defend the

claim conditionally and with the ability to investigate the claim fur-

ther.  Depending on the results of that investigation, the insurer then

decides whether to either accept or deny coverage for any resulting

settlement or judgment.  This often happens when the insurance com-

pany believes (but cannot, at the time a claim is initially asserted, prove)

it will not be obligated to pay a claim because of an exclusion in the

policy or because the claimant may be seeking damages that are not

covered by the policy.

When an insurance company notifies a policyholder that it intends to

defend the case under a reservation of rights, a conflict of interest ex-

ists between the insurer and the policyholder.  In many jurisdictions,

this conflict of interest allows the policyholder to select his or her own



counsel and direct the defense of the case.  The insurer must then pay

these defense costs.  The prudent policyholder should immediately

confirm in writing the insurer’s agreement to cover these defense costs,

detail the procedure for payment of defense counsel, and retain coun-

sel without ties to the insurance company for advice on how to cooper-

ate while protecting the right ultimately to be covered.  Even when an

insurer does not assume defense through a reservation of rights, the

policyholder is always free to hire his or her own lawyer to monitor the

case, though in such cases the cost may fall on the policyholder.  In

either case, because the obligations of each party to an insurance policy

may lead to conflicts regarding representation, any policyholder in-

tending to protect his or her assets through insurance should aggres-

sively protect the right to choose counsel.

Another area of concern between the parties to an insurance contract

results when the settlement of litigation gives rise to a bad faith claim

against an insurer.  While situations that may give rise to a claim for

bad faith may occur throughout the relationship of the parties, the de-

cision of whether to settle litigation and for what amount may seri-

ously affect the assets of the policyholder.  Insurers may attempt to

control the right to settle claims against policyholders to prevent the

policyholder from agreeing to claim settlements for more than the in-

surer thinks appropriate.  After all, in many cases the insurance com-

pany will have no incentive to litigate a case that could be settled for an

amount less than the “deductible” coverage limitation.  On the other

hand, a policyholder may rightly be concerned about the effect a settle-

ment of a frivolous claim might have on his or her professional reputa-

tion.  If the insurance company has persuaded the underlying plaintiff

to accept a settlement amount but the policyholder objects on the

grounds that the claim is frivolous, the insurance company may allow

the policyholder to defend rather than settle.  In such cases, the insur-

ance company may attempt to condition that agreement upon the

policyholder’s commitment that the insurance company will have no

liability if the plaintiff recovers a verdict in excess of the deductible

limit and that the insurance company will not be responsible for de-

fense costs accruing from that date.  As a practical matter, cases do not
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settle unless both the insurer and the policyholder agree to the settle-

ment, but obviously pressure to settle can be brought upon one party

or another.

But what happens when the policyholder and his counsel want the

insurer to accept what they believe to be a reasonable settlement offer

from the plaintiff and the insurer declines?  For example, let’s assume

that Daniel Shults has been sued for malpractice.  Daniel has a

$1,000,000 malpractice policy.  The plaintiff is willing to settle the

claim for $800,000 but the insurance company will not settle for any

more than $500,000.  No settlement can be reached, so the insurance

company tries the case at a defense cost of $100,000 and the plaintiff

recovers an award of $2,000,000.  By this time Daniel has realized that

the insurance company’s failure to settle could, depending on whether

the cost of defense is included within the policy limits for his particu-

lar policy, cost him between $1,000,000 and $1,100,000, which is the

range of his exposure in excess of his malpractice insurance policy

limits.  When this situation occurs, the policyholder generally desires

to establish a claim against the insurance company that its bad faith

refusal to settle was a breach of the insurance contract, thus rendering

the insurance company liable for the entire award.  In such cases, a

prudent policyholder should seek advice from counsel without ties to

the insurance company as soon as possible, so that the policyholder’s

ability to assert a bad faith claim against the insurer is not jeopardized

at the expense of the family assets.

Disputes between insurer and policyholder may develop throughout

the relationship of the parties to an insurance policy.  No policyholder

wants to see an insurance company do a less than first-rate job in de-

fending a major claim against him or her because the consequences to

the policyholder (that is, a judgment in excess of insurance policy lim-

its) can be financially devastating.  There is nothing wrong with a pro-

fessional who demands the full benefit of his or her insurance policy if

sued.  The policyholder has the right to participate in, and exercise

control over, his or her defense.  After all, it is the professional’s family

assets that may be at stake.



X   REDUCING LIABILITY EXPOSURE
THROUGH USE OF A PROFESSIONAL
CORPORATION, LIMITED LIABILITY

PARTNERSHIP OR
LIMITED LIABILITY COMPANY

Many professionals believe that incorporating their practice or uti-

lizing another type of limited liability entity will reduce exposure to

professional malpractice liability.  No form of legal entity will shield

a professional from responsibility for his own actions as a profes-

sional.  Professionals in a group practice can, however, use a profes-

sional corporation or other form of entity to limit their liability for

the negligence of other members of the group, as well as to shield

themselves from the more general business liabilities that might arise

in connection with their practice.  Such liability protections make

the use of a professional corporation (“PC”), limited liability part-

nership (“LLP”) or limited liability company (“LLC”) advisable in

most circumstances.

In Massachusetts, an individual professional can organize his or her

practice as a sole proprietorship or a PC.  A group of professionals

can organize as a general partnership, a PC, an LLP or an LLC.  A

sole proprietor is the sole owner of the practice and practices without

corporate formalities and without statutory protection from any of

the liabilities that may arise from the practice.  In a general partner-

ship, a group of individuals agrees to practice together and share the

expenses and profits of the business.  The governance of the group is

usually conducted according to a partnership agreement.  Each part-

ner in a general partnership is individually fully exposed to all li-

abilities arising from the partnership’s practice, including not only

the contractual liabilities of the partnership but also liability for the

negligence of his or her colleagues (including employees).  The busi-

ness and professional liability of sole proprietors and general part-

ners is not limited to the business assets of the practice, but can reach

their personal assets such as their houses and individual investments.
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Sole proprietorships and general partnerships were for many years the

only entities available to professionals practicing in Massachusetts.

Professionals were not allowed to form business corporations to con-

duct their practices.  In 1963, Massachusetts enacted a statute allowing

the formation of PCs. More recently, Massachusetts enacted statutes

allowing the formation of limited liability companies and limited li-

ability partnerships, both of which can be utilized by professionals to

render professional services.  Since 1995, limited liability partnerships

have become very popular among group practices as an existing part-

nership can change its form to a limited liability partnership simply by

filing a certificate with the Secretary of State.

A professional conducting his practice in a PC, an LLP or an LLC

remains personally liable for his own professional conduct, but is

not personally liable for tort claims arising from the professional

activities of his colleagues, unless he participated in the alleged neg-

ligence or failed with respect to a supervisory responsibility.  Note,

however, that the liability shield provided by an LLP or an LLC re-

mains in effect only if the entity maintains the level of professional

liability insurance required by the board regulating the conduct of

the professional services provided by the entity.  The professional is

also not personally liable for the business debts of the entity (unless

he or she personally guarantees such debts or accepts distributions

from the entity at a time when it is insolvent).  The assets of the

entity, however, are exposed to all liabilities, whether professional or

more general in nature, arising from the practice.

Daniel Shults’ situation raises a number of concerns.  Not only have

Daniel and his “partners” not addressed the form in which their prac-

tice should be carried on, but the present arrangement could well

result in liability to Daniel for the malpractice of either of his “part-

ners.”  Daniel may think that he is involved simply in an expense-

sharing situation with the other accountants.  For liability purposes,

however, he may well be treated as a partner.  A professional who

practices with a group on an informal basis may contend that he was



only sharing expenses with his fellow professionals and, therefore,

was not involved in a partnership. He may, however, be found to be

personally liable for the malpractice of one of the other profession-

als within the group because the public could have viewed their prac-

tice arrangement as a partnership by estoppel, even though the pro-

fessionals practicing in the group did not believe they had formed a

partnership.

Given the significant protection that a professional in a group prac-

tice enjoys by establishing a PC, an LLC or an LLP, consideration

should be given to organizing any group practice into one of these

three forms.  In choosing among these entities for the format in which

to conduct a practice, professionals will likely be influenced by the

different tax treatments accorded each entity and the different tax

advantages and fringe benefits which may be available through them.

PCs are corporations, and they are treated as such for income tax

purposes.  Unless Subchapter S treatment is elected, a PC’s earnings

will be subject to two levels of income taxation:  a corporate-level

tax on profits and a shareholder-level tax on dividends.  The disad-

vantage of this “double taxation” system can be balanced by the fol-

lowing tax-driven fringe benefits that are available to professionals

who are “employees” of a PC:

(a) Group Term Life Insurance.  $50,000 of group term life in-

surance protection can be provided to employees (including in

the case of a PC, the professionals) on a tax-deductible basis.

(b) Medical Reimbursement Plan.  Under a medical reimburse-

ment plan, employees may be able to deduct all medical expenses

(including the cost of medical insurance premiums) without con-

sideration of the 7.5% of adjusted gross income limitation appli-

cable to individuals.  Such medical reimbursement plans must,

however, meet certain nondiscrimination requirements and thus

may not be appropriate in all situations.
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(c) Disability Income.  A PC can establish a tax-favored disabil-

ity income insurance plan that can cover its professionals.  In the

event that a professional suffers a disability, the insurance pro-

ceeds may be excluded from the taxable income of the profes-

sional.  With proper planning the PC can deduct the premiums

paid for such insurance. This is accomplished by having each in-

dividual professional pay the annual disability income insurance

premium when due and then, if the professional has not become

disabled during the insurance year, having the PC reimburse the

professional at the end of the insurance year for the cost of such

insurance.  If reimbursement is made, the PC can take a deduc-

tion.  If the professional does become disabled during the year,

the entity would not make the reimbursement and the professional

would take the position with the Internal Revenue Service that he

or she personally paid for the disability income insurance and

thus any proceeds (upon disability) may not be taxable income to

the professional.

(d) Deferred Compensation Arrangements.  A PC can enter into

a non-qualified deferred compensation arrangement with the pro-

fessional in which the corporation agrees to defer the payment of

certain compensation otherwise payable to the professional until

a later time (such as death, disability, retirement or the time when

the professional otherwise leaves the group).  In such an event the

professional will defer the receipt of income until the money is

actually paid (but as an offset the corporation will not be able to

take a deduction until it makes the payment).  Some of these ar-

rangements are partially protected by the use of a so-called Rabbi

Trust where the funds are put in trust for the benefit of the profes-

sional by the entity, but remain subject to the claims of the credi-

tors of the corporation in order to postpone the taxation of income

to the professional.  Such arrangements are reasonably straight-

forward but must be structured appropriately so as not to subject

the funds contributed to the trust to premature personal taxation.



Professionals who use an LLC or LLP generally elect to have them

treated as partnerships for income tax purposes.  There is no tax im-

posed at the partnership level, and each member of the LLC or LLP

pays income taxes based upon his or her allocable share of the prof-

its and deductions generated by the practice.

Other considerations in choosing a form of entity include:

(i) Social Security Taxes and Income Tax Withholding.  A pro-

fessional who moves from an unincorporated practice to a PC

will experience a change in the way he or she pays income and

Social Security taxes.  Rather than paying quarterly estimated in-

come and self-employment taxes, income taxes and social secu-

rity taxes will be withheld from the compensation paid by the

corporation.  This will accelerate the payment of the taxes some-

what, but should not result in a higher tax burden.  With respect to

social security taxes, one-half of the taxes will be paid by the

corporation and one-half will be withheld from compensation

payments.  Self-employment taxes (the equivalent of social secu-

rity taxes) are paid entirely by the individual.

(ii) Corporate Excise Tax and Filing Fees.  A PC must pay a

minimum Massachusetts corporate excise tax of $456 per year

regardless of whether it has Massachusetts taxable income, plus

an additional $85 to the Secretary of State as the filing fee for the

required annual report.  LLCs and LLPs do not pay an excise tax

but are each subject to a $500 annual report filing fee.
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(iii) Overhead Costs.  Although sometimes viewed as a disadvan-

tage in the short run, it is an advantage to the professionals prac-

ticing in a PC, an LLC or an LLP to prepare written agreements

with the entity and with each professional practicing in the entity

concerning the interrelationships among the entity and its profes-

sionals.  Those agreements ought to cover the compensation to

which each professional is entitled, the method by which the en-

tity will be governed, the amount and method by which each pro-

fessional will contribute to the equity capital of the practice, and

the method by which the interest of the professional in the entity

will be purchased by the entity or the other professionals in the

event that the professional should decide to leave for any reason,

including disability, retirement or death.  To practice in a PC, LLC

or LLP (or for that matter any kind of expense-sharing situation)

without a written agreement governing the basic business rela-

tionships among the professionals is risky at best and could lead

to major disagreements when the group practice disbands or a

professional leaves the group practice.

Daniel and his “partners” will most likely benefit from organizing

their practice into a PC, an LLC or an LLP.  As with any professional

practice, there always are unique facts and circumstances which must

be analyzed to determine how a particular form of organization im-

pacts each professional.  Aside from the tax incentives of organizing

into one of these forms, the primary advantage for Daniel and his

“partners” is the protection of each accountant from responsibility

for any acts of malpractice committed by the other accountants.  The

uncertainty and liability risks of the current arrangement would be

eliminated.  Issues relating to organizing any legal entity, however,

must be reviewed with each accountant’s legal adviser to determine

what is best for the accountants practicing in the group.



XI   CONCLUSION

We have discussed a number of important issues in this booklet about

the extent to which family assets can be used to satisfy creditor claims.

We hope we have made it clear that protection of your assets is an

important, but not necessarily simple, matter.  Not all of the ques-

tions have answers.  Minor factual variations can produce major dif-

ferences in liability exposure and planning opportunities.  A profes-

sional concerned about the exposure of personal or family assets to

creditors’ claims should engage in some comprehensive planning of

his or her affairs.  That planning should include (i) a detailed agree-

ment defining the professional’s relationship with his or her peers/

employer and specifying the professional’s rights in the event of ter-

mination of the relationship by death, retirement or other event; (ii) a

retirement plan; (iii) an estate plan; and (iv) a personal asset protec-

tion plan which considers how family assets ought to be owned.  All

of these activities should be coordinated to assure that income and

estate tax ramifications are adequately considered and competing

goals and risks are properly balanced.

Endnotes

1 Under a common law tenancy, when one spouse has a judgment creditor, the

following situations result.  If the creditor is seeking to enforce an obligation of the

wife, the creditor can do almost nothing.  The wife’s right of survivorship under a

common law tenancy cannot be taken by her creditor; the creditor’s only remedy is

to wait until the husband dies and then attempt to take the property.  If the wife dies

first, her creditor is out of luck.  On the other hand, a creditor of the husband can

reach his interest in a common law tenancy by the entirety.  The real issue, however,

is what the creditor can do with that interest.  Since neither the husband nor his

creditors can eliminate the wife’s right of survivorship, the creditor cannot convey

marketable title to the property unless the wife predeceases the husband.  If the

husband predeceases the wife, the wife immediately takes the property under her
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right of survivorship, free of all claims of her husband’s creditor.  But there are two

things a hard-nosed creditor can do to the husband in this situation.  First, he or she

can record an execution against the husband in the registry of deeds to create an

encumbrance on the property so the husband cannot sell the property without mak-

ing an accommodation with the creditor.  Second, he or she could buy the husband’s

interest in common law tenancy property at a sheriff ’s sale, evict the husband and

wife from the property and lease it to third parties until the husband dies since the

creditor can succeed to the husband’s exclusive right to use of the property.

(Page 18)

2 Just as a creditor can sell the husband’s interest in common law tenancy by the

entirety property at a sheriff ’s sale, evict the husband and wife from the property

and lease it to third parties until the husband dies, so can a trustee in bankruptcy.

(Page 18)

3 The Massachusetts Supreme Judicial Court has indicated that the new tenancy

by the entirety law does not apply retroactively to tenancies created before Febru-

ary 11, 1980.  Thus, if you bought your home prior to February 11, 1980 and want to

change your tenancy from a “common law” tenancy by the entirety to a “new”

tenancy by the entirety, you must record a Notice of Tenancy by the Entirety Election

at the appropriate Registry of Deeds.  (Page 19)

4 Congress is currently considering legislation to amend the Federal Bankruptcy

Code to cap at $125,000, in certain situations, the generous homestead exemptions

allowed by certain states.  Florida, for example, has an unlimited homestead law

that in effect encourages a wealthy debtor to buy a multi-million dollar home in that

state and file bankruptcy within a few months of moving to Florida.  The entire value

of the home would thus be excluded from the bankruptcy proceeding as exempt prop-

erty (see Chapter VIII).  As a result of such abuses Congress is considering capping

the homestead of any bankrupt debtor at $125,000 if the bankrupt party has not

lived in his home state for at least 40 months prior to the filing of the bankruptcy

petition, or is shown to have committed fraud or other criminal acts, or has been

charged with a crime.  Such a Federal bankruptcy law cap on homesteads would not

affect anyone who has resided in his or her home state for at least 40 months prior to

filing and has not committed fraud or other criminal acts.  Whether the proposed

amendment will be enacted is unclear.  (Page 23)



5 It is unlikely in those situations in which both spouses have declared an elderly

homestead that the regular homestead protection would remain available for either

spouse in addition to the $600,000 of protection that is already available.  (Page 25)

6 The amount an individual can exempt from estate tax is currently scheduled to

increase in uneven increments over the next several years until it reaches $3,500,000

in 2009.  The estate tax is then scheduled to be eliminated for 2010 and to return in

its present form (with a $1,000,000 exemption) in 2011.  The amount an individual

can exempt from gift tax is scheduled to remain at $1,000,000.  (Page 27)

7 The examples in this section assume 2002 estate tax rates and the 2002 exemp-

tion amount of $1,000,000 apply.  The top marginal estate tax rate for decedents

dying in 2002 is 50%.  This rate is scheduled to decrease by 1% per year over the

next five years until it reaches 45% in 2007.  As discussed earlier, the exemption

increases to $3,500,000 by 2009.  (Page 28)

8 If the child is a minor, as all of Daniel and Elaine’s children are, the annual gift

can be made to a custodial account or to a trust for the child’s benefit.  (Page 30)

9 The GST tax exemption is currently scheduled to increase with the Federal estate

tax exemption over the next several years until it reaches $3,500,000 in 2009.  The

GST tax is then scheduled to be eliminated for 2010 and to return in its present form

(with a $1,100,000 exemption) in 2011.  (Page 31)

10 The insurance proceeds will also normally be received free of income tax.

(Page 37)

11 If the beneficiary is a minor, distributions can be made to a Uniform Transfers to

Minors Act (UTMA) account for the beneficiary’s benefit.  (Page 39)

12 If Congress enacts pending proposals to amend the Federal Bankruptcy Code to

cap homestead exemptions at $125,000 as to debtors who have not lived in their

home state for the 40 months prior to filing bankruptcy, the homestead exemption

for affected debtors who file for bankruptcy in Massachusetts would be limited to

$125,000.  (Page 61)
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