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MARITAL PROPERTY AND ESTATE
PLANNING | SSUES:
CHARACTERIZATION AND
ATTACKING TRUSTS, FAMILY
LIMITED PARTNERSHIPS (FLPS),
ETC.

I. SCOPE OF ARTICLE

This paper isan attempt to familiarizethefamily law
practitioner with the concepts of trusts and family limited
partnerships and how to deal with the issues they present
ondivorce. Thereis agenera discussion regarding the
characterization of property under the Texas community
property system. It includes an analysis of the community
property system, a review of the Texas constitutional
provisions, a discussion of the importance of
characterization and the methodologies used in
determining the characterization of property. The
concepts of characterization discussed in this paper are
themselves the subject of lengthy articles. Therefore, this
articleshould be viewed as a starting point with respect to
more detailed research. This article is not a “how to”
guide or “how to draft” atrust or partnership agreement.
Other than brief references to tax implications, thereisno
in depth discussion of theInternal Revenue Code (“1RC”)
or its effect on marital estates. Finally, there is a brief
discussion regarding offshore trusts.

[I. INTRODUCTION

Estate planners and financia consultants have
historically been advising their clients to utilize living
trusts, testamentary trustsand family limited partnerships
(FLPS) as an effective means of planning for the future.
The primary motivefor the creation of trustsand FLPSis
toallow the partiesto take advantage of income and estate
tax savings and to insulate the donor(s) property from
liability fromthird party creditors. However, dealing with
trusts and FLPS at the time of divorce presents an
extremely difficult situation. Even though their creation
and existence are susceptible to attack on divorce, a
successful chalenge may result in such negative tax
implications to the client that other aternatives must be
explored. An ethical issueis also raised in the drafting of
such instruments. Whenever a document will alter the
respective rights of either spouse, each spouse should
havehisor her own independent counsel to advisethemon
the potential adverse effects. Failure to do so may result
in alleged breach of fiduciary duty by the attorney, and
possibly by the spouse initiating the formation of such a
trust or partnership.

[11. THE COMMUNITY PROPERTY SYSTEM
A. InGeneral.

Texas utilizes the community property system to
determine the property rights of a husband and wife.
Marital property is separate, community or mixed. All
property of whatever kind acquired by the husband and
wife, or either of them, during the marriage is community
property of the two spouses, except for property meeting
the definition of separate property.

Thecharacter of property isdetermined by operation
of law according to the time and circumstances of
acquisition. Property acquired before marriage by any
method, or during marriage by gift, devise, or descent, is
separate property. Recovery for persona injuries is
separateproperty, subject to narrow exceptions. Property
purchased with separate funds is separate property.
Property correctly specified as separate property in an
enforceable premarital agreement and community
property partitioned in the manner provided by statute
congtitutes separate property. All other property, whether
acquired by the husband or the wife or by their joint
efforts, is community property.

Finally, separate property that is converted to
community property pursuant to the Texas Family Code
(“TFC")* will also be community property subject to
division by the Court.

1. Community Property.

Texas law does not define community property any
more specificaly than al property acquired by either the
husband or wife during marriage, except that property
whichistheseparate property of either the husband or the
wife. The Supreme Court has held that no other definition
isnecessary. Leev. Lee, 247 SW. 828 (Tex. 1923). The
principlefoundation of the community property systemis
that whatever is acquired by the efforts of either the
husband or wife shall be their common property. Thisis
true, even though one spouse contributed nothing to the
acquisitions, and the acquisitions of properties were
whally attributabl eto theother spouse'sindustry. Graham
v. Franco, 488 SW.2d 390 (Tex. 1972).

2. Texas Constitution.

No specific definition of community property is
contained in Article XVI, 8 15 of the Texas Constitution.
Rather, the Texas Constitution merely states the
following:

! Texas Family Code Ann. (Vernon 1998) (as amended)
[hereinafter “TFC"].
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. . . laws shall be passed more clearly defining
the rights of the spouse in relation to separate
and community property . . .

3. Texas Family Code.
TFC §3.002 definescommunity property asfollows:

Community property consists of the property,
other than separateproperty, acquired by either
spouse during marriage.

Id.

Quite simply, all marital property, not specifically
within the scope of the statutory and constitutional
definition of separateproperty, isby implication excluded,
and thereforeis community property regardless of how it
was acquired. Hilley v. Hilley, 342 SW.2d 565 (Tex.
1961); Arnold v. Leonard, 273 SW. 799 (Tex. 1925).
Property acquired by the joint efforts of the spouses, was
regarded as acquired by “onerous title” and belonged to
the community. Graham, 488 S.W.2d at 393. Theruleis
the same regardless of whether the new acquisition isthe
result of the husband or wife' s individua labor, skill, or
profession. Norris v. Vaughan, 260 SW.2d 676 (Tex.
1953).

B. Separate property
1. Texas Constitution.
Art. XVI1, § 15 defines separate property as:

All property, both real and personal, a spouse
owned or clamed before marriage, and that
acquired afterwards by gift, devise, or descent,
shall be the separate property of that spouse.

The 1980 amendment to 8 15 revised that part of the
condtitutional provision (added in 1948) to allow an
agreement to partition community property to include
partition of property existing or to be acquired, and to
include income from separate property:

Art. XVI, 8§ 15 now includes the following:

. . . provided that persons about to marry and
spouses, without the intention to defraud pre-
existing creditors, may by written instrument
fromtime to time partition between themsalves
all or part of their property, then existing or to
be acquired, or exchange between themselves
the community interest of one spouseor future
spouse in any property for the community

interest of the other spouse or future spouse in
othercommunity property then existing or to be
acquired, whereupon the portion or interest set
aside to each spouse shall be and congtitute a
part of the separate property and estate of such
spouseor futurespouse; spouses alsomay from
time to time, by written instrument, agree
between themselves that the income or property
from al or part of the separate property then
owned, or which thereafter might be acquired
by only one of them, shall be the separate
property of that spouse; if one spouse makes a
gift of property to the other, that gift is
presumed to include al theincome or property
which might arise from that gift of property;
spouses may agree in writing that al or part of
their community property becomesthe property
of the surviving spouse on the death of a
spouse; and spouses may agree in writing that
all or part of the separate property owned by
gther or both of them shal be the spouses
community property.

1d. (emphasis added.)

Marital property agreements can significantly alter
Texasmarital property law. In 1999, thefinal phrasewas
added to Article XV1, 8§ 15 of the Constitution to permit
spouses to agree that their separate property would
become community property. The enabling legidation is
contained within 88 4.201-.206 of TFC.

2. Texas Family Code.
TFC 83.001 defines the separate property of a
Spouse:

A spouse's separate property consists of:

a. the property owned or clamed by the
spouse before marriage;

b. theproperty acquired by the spouseduring
the marriage by gift, devise, or descent;
and

c. therecoveryfor personal injuriessustained
by the spouse during marriage, except any
recovery for loss of earning capacity
during marriage.

Although Texas courts have held that the legidlature
iswithout power to enlarge or to diminish the scope of the
constitutional definition of separate property, thelanguage
of the statute providing for recovery for personal injuries
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to the body of a spouse, including disfigurement and
physical pain and suffering, as being separate property is
within the scope of the constitutional provision and
thereforevalid. Graham, 488 S.W.2d at 395; Schwirmyv.
Bluebonnet Express. Inc., 489 SW.2d 279 (Tex. 1973).

TFC 84.102 provides that:

At any time, the spouses may partition or
exchange between themselves any part of their
community property, then existing or to be
acquired, as the spouses may desire. Property
or aproperty interest transferred to a spouse by
apartition or exchange agreement becomesthat
Spouse's separate property. (emphasis added)

TFC 84.103 provides that:

At any time, the spouses may agree that the
income or property arising from the separate
property that is then owned by one of them, or
that may thereafter be acquired, shal be the
separate property of the owner. (emphasis
added)

3. Separate Property Summary.
In summary, separate property consists of:

a.  Property owned or claimed by a spouse before
marriage;

b. Property acquired during marriage by gift;

c. Property acquired during marriage by deviseor
descent;

d. Future community property that persons about
tomarry have agreed in writing, in apremarital
agreement, will be separate property;

e Current or future community property that
spouses have agreed in writing in a partition or
exchange agreement will be separate property;

f.  Income or property derived from a spouse's
exising or future separate property that
spouses have agreed will be separate property
pursuant to a partition or exchange agreement;

g. All income or property arising from a gift of
property from one spouse to the other spouse;

h.  Pursuant to a survivorship agreement, any part
of the community property that the spouses
have agreed in writing shall become the

property of the surviving spouse on the death of
the other spouse; and

i. Property received as recovery for personal
injuries sustained by a spouse during marriage,
except any recovery for loss of earning
capacity.

4. Community Property Summary.

a.  All income and property acquired by ether
spouse during marriage, other than separate
property; and

b. Current separate property of either or both
spouses that the spouses have agreed in writing
to convert to community property.

5. TheImportance of Characterization.

The community property concept is treated in detail
in Chapter 3 of the TFC. Characterization of property is
necessary for the proper determination of the rights of
each spouse upon divorce. §7.001 of the TFC provides
for divison of property in a suit for dissolution of
marriage by divorce or annulment, and states that:

In a decree of divorce or annulment, the court

shall order adivision of the estate of the parties

in amanner that the court deemsjust and right,

having due regard for the rights of each party

and any children of the marriage.

Id.

The starting point in a contested property case is
establishing the nature of the property to be divided as
separateor community. Munsv. Muns, 567 S.W.2d 563
(Tex. Civ. App. - Dallas 1978, no writ); Cooper v.
Cooper, 513 S\W.2d 229 (Tex. Civ. App. -Houston [1%
Dist.] 1974, no writ). The tria court, pursuant to the
mandate of §7.001 to divide the estate of the parties
having due regard for the rights of each party, must
determinethe character of the marital property, inlight of
thedefinition provided by the constitution and the statutes.

Whilethetrial court hasbroad latitudeinthedivision
of the community estate, it does not have the discretion to
award separatereal or personal property of one spouseto
the other spouse. Eggemeyer v. Eggemeyer, 554 S.W.2d
137 (Tex. 1977) (real property); Cameron v. Cameron,
641 SW.2d 216 (Tex. 1982)(persona property).
Additionally, the trial court has no authority to divest an
interest in separate property, even though the interest is
small, and to requirethe spouses to maintain atenancy-in-
common. See Whorrall v. Whorrall, 691 SW.2d 32 (Tex.
Civ. App. - Austin 1985, writ dism'd) (husband owned a
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separate 9/10 of 1% interest in house as his separate
property).

Ability to characterize marital property as separate
or as community is essentia if the lawyer isto properly
discharge his or her professional responsibility to the
client. See Cearley v. Cearley, 544 SW.2d 661 (Tex.
1976); Busby v. Busby, 457 SW.2d 551 (Tex. 1970).

IV. ESTABLISHING THE CHARACTER OF

PROPERTY

Thebasic rules of characterization are: (1) property
acquired before marriage or brought into marriage is
separate property; (2) property acquired during the
marriage is presumed to be community property, but this
presumption may be overcome by showing (a) acquisition
by gift or inheritance, (b) mutation of separate property
demonstrated by tracing, or (c) the existence and validity
of a premarital agreement or partition or exchange
agreement.

A. Doctrineof Inception-of-Title.

The character of property as separate or community
is determined at the time and under the circumstances of
itsacquisition. Bradley v. Bradley, 540 SW.2d 504 (Tex.
Civ. App. - Fort Worth 1976, no writ). Hilley, 342
S.W.2d 565.

Property is characterized as separate or community
at the time of "inception of thetitle". Saldana v. Saldana,
791 SW.2d 316 (Tex. App. - Corpus Christi 1990, no
writ). Under the inception of title doctrine, the character
of property, whether separate or community, is fixed at
the time of acquisition. Henry S. Miller Co. v. Evans,
452 S\W.2d 426 (Tex. 1970); Colden v. Alexander, 171
SW.2d 328 (Tex. 1943); Villarreal v. Villarreal, 618
SWw.2d 99 (Tex. Civ. App. - Corpus Christi 1981, no
writ).

The terms “owned and clamed” as used in the
Constitution and the TFC meanthat if theright to acquire
the property accrued before the marriage, the property is
separate, eventhough thelegal titleor evidenceof thetitle
is not obtained until after marriage. Inception of title
occurs when a party first has a right of clam to the
property by virtue of which titleis finally vested. Jensen
v. Jensen, 665 SW.2d 107 (Tex. 1984); Welder v.
Lambert, 44 SW. 281 (Tex. 1898). The existenceor non-
existence of the marriage at the time of incipiency of the
right by which title eventually vests determines whether
property is community or separate. Jensen, 665 S.W.2d
107. Theword“acquired” as used inthe Constitution and
TFC refers to the inception of the right, rather than the
completion or ripening thereof. Where a contract to
purchase was entered into before marriage, although the

title is not finally obtained until after marriage, the
property becomes the separate property of the purchaser-
spouse. The watershed case of Welder v. Lambert
establishes the rule that title and ownership refer back to
the time of making the contract. 44 SW. at 287.

1. Property Acquired Before Marriage.

Once character as separate property has attached, it
is immateria that part of the unpaid purchase price is
thereafter paid from community funds, sincethe status of
property as being either separate or community is
determined at the time of acquisition and such status is
fixed by the facts of the acquisition. Villarreal, 618
Sw.2d 99; Hilley, 342 SW.2d 565; Lindsay V.
Clayman, 254 SW.2d 777 (Tex. 1952); Grost v. Grost,
561 SW.2d 223 (Tex. Civ. App. - Tyler 1977, writ
dism'd). In such a case, the community estate is entitled
only to a clam from the separate estate. Colden v.
Alexander, 171 SW.2d 328 (Tex. 1943); Bishop v.
Williams, 223 SW. 512 (Tex. Civ. App. - Austin 1920,
writ ref'd).

2. Property Acquired During Marriage.

Property with respect to which inception of title
occursduring marriage is community property unlessitis
acquired in one of the following manners, in which event
it is the separate property of the acquiring spouse:

e by gift;

. by devise or descent;

* by apartition or exchange agreement or premarital
agreement specifying that the asset is separate;

e asincome or property from separate property made
separate by a partition or exchange agreement
entered into by the spouses;

e by survivorship;

* inexchange for other separate property; or

*  as recovery for persona injuries sustained by the
spouseduring marriage, except any recovery for loss
of earning capacity during marriage.

A problem sometimes arises as to just what step in
the purchase of property marks the acquisition of
ownership, or inception of title. 1sthe ownership of land
acquired, for example, when an earnest money contract is
signed or does it occur at closing?

It iswell established that aclaimto real property can
arise before the legd title or evidence of title has been
attained. The Supreme Court in Welder, 44 S\W.2d 281,
established the rule that title and ownership refer back to
the time of making the contract. In Welder, a contract
right giving the husband the right to acquire land was




Martial Property and Estate Planning Issues: Characterization and

Attacking Trusts, Family Limited Partnerships (FL Ps), Etc.

Chapter 41

obtained before marriage, but the conditions of the
contract were not met until after marriage, at which time
title vested. The court held that the property was the
husband's separate property because his clam to the
property was acquired before marriage. 1d.

InWierzchula, 623 S.W.2d 730, the husbhand entered
into an earnest money contract to purchaseahomebefore
marriage. He applied asasingleman for ahomeloanand
was issued a certificate of loan commitment as a single
man. Thereafter, the partiesweremarried and the husband
received a deed conveying the property to him after
marriage. The court held the house to be the separate
property of the husband:

Inour case, the appellee acquired aclaimto the
property at the time the purchase money
contract was entered into. The earnest money
date being prior to the marriage of the parties,
the appellee's right of clam to the property
preceded the marriage, and the character of the
property as separate property was established
and the community property presumption was
rebutted. (emphasis added)

1d. at 732-733.

When even a parol contract for purchase of land is
made before marriage, and titleto the land is received by
the spouse after marriage, the parol contract constitutes
such an equitableright to purchaseprior to marriage asto
establish the character as separate. Evansv. Ingram, 288
S.W. 494 (Tex. Civ. App. -Waco 1926, no writ).

However, in Duke v. Duke, 605 S.W.2d 408 (Tex.
Civ. App. - El Paso 1980, writ dism'd), the earnest money
contract for purchase of realty had been entered into by
the husband prior to marriage, was signed only by the
husband, and the husband paid $500 earnest money listed
as part of the consideration. The earnest money contract
provided that the property would be conveyed to both the
husband and the wife and the property was conveyed to
both the husband and the wife as grantees by warranty
deed after marriage. 1d. at 410. The court held:

Title to the property was by the deed and, being in
both of their names and acquired during marriage,
prima facie establishes that the property is
community property. Titleisfrom the deed, and the
contract of saleismerged init .... Itisaruleof
general application that in the absence of fraud,
accident or mistake, al prior agreementsenteredinto
between the parties are considered merged in the
deed.

1d. at 410.

In Carter v. Carter, 736 SW.2d 775 (Tex. App. -
Houston [14th Dist.] 1987, no writ) husband signed an
earnest money contract for a house on October 29, 1974,
prior tothe December 7, 1974, marriage. The closing took
place on January 15, 1975, and both husband and wife
signed the note and deed of trust. The wife claimed that
therewasinsufficient " clear and convincing evidence' that
husband had acquired the right to title in the property
prior to marriage, basing her argument onthefact that the
earnest money contract was not offered into evidenceand
on the lack of evidence to indicate when the contract was
accepted by the seller. 1d. at 779. The court held:

Ownership of real property is governed by the
rule that the character of title to property as
separate or community depends upon the
existence or nonexistence of the marriage at the
time of the incipience of the right in virtue of
which the title is finally extended and that the
title, when extended, relates back to that time.
Appelleeacquired aright to titleto the property
when he entered into the earnest money
contract. Asthe date of execution of the earnest
money contract was prior to the marriage,
appellee's right to title preceded the marriage
and the separate character of the property was
thereby established The date of
acceptance by the sdler is not relevant.
(emphasis added)

1d. at 779.

In Carter the wife also contended that the earnest
money contract merged into the deed; therefore, the right
to acquire the property ripened after marriage. The wife
cited Duke, 605 S.W.2d 408, to support her proposition.
The court stated:

However, though the earnest money contract in
Duke had been entered into prior to marriage, it
provided that the property would be conveyed
to “James H. Duke and wife, Barbara J. Duke

.7 In this case there is no evidence that
both spouses were named in the earnest money
contract. Therefore, Duke is not applicable . .

”

Id. 736 SW.2d at 780.
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B. Presumption of community property.
1. InGenerd.

An evaluation of the legal rights of divorcing parties
begins with the community property presumption. TFC
§3.003(a), provides:

Property possessed by either spouse during or
on dissolution of marriage is presumed to be
community property.

1d. TFC §3.003(b) states that:

The degree of proof necessary to establish that
property is separate property is clear and
convincing evidence.

1d.

The statute creates a rebuttabl e presumption that all
property possessed by husband and wife upon divorceis
community property and imposes the burden upon one
asserting otherwise to prove the contrary by clear and
convincing evidence. Tarver v. Tarver, 394 SW.2d 780
(Tex. 1965); Schreiner v. Schreiner, 502 S.W.2d 840
(Tex. Civ. App. - San Antonio 1973, writ dism'd). The
statutory presumption of §3.003(a) makes no distinction
between property acquired before marriage and that
acquired after the marriage; it refers to property
"possessed"” by either spouse.

Since property possessed by either husband or wife
during or on dissolution of marriage is presumed to be
community property, it makes no difference whether the
conveyance is in form to the husband, to the wife, or to
both. McGeev. McGee, 537 SW.2d 94 (Tex. Civ. App. -
Amarillo 1976, no writ); Hilley, 342 S\W.2d 565.

2. Rebuttal of Presumption.

The statutory presumption that property possessed
by ether spouse upon dissolution of the marriage is
community is a rebuttable presumption and is overcome
by evidencethat a specific item of property isthe separate
property of one spouse or the other. Jackson v. Jackson,
524 S\W.2d 308 (Tex. Civ. App. - Austin 1975, no writ).
Becausethe presumption is rebuttable, the general ruleis
that to discharge the burden imposed by the statute, a
spouse, or one claiming through a spouse, must trace and
clearly identify property claimed as separate property.
McKinley v. McKinley, 496 SW.2d 540 (Tex. 1973).
The Supreme Court has clearly held that the statute
creates only a rebuttable presumption. In Tarver, Chief
Justice Calvert wrote:

The plain wording of the statute creates a
rebuttable presumption that al property
possessed by a hushand and wife when their
marriage is dissolved is their community
property and imposes the burden upon one
asserting otherwise to prove the contrary by
satisfactory evidence.

1d. at 783.

C. What congtitutes separ ate property.
1. Property Owned or Claimed Before Marriage.

Any property owned or claimed by a spouse before
marriage remains the separate property of that spouse
after marriage. Tex. Const. Art. XVI, 815; TFC §3.001.
See Tarver, 394 SW.2d 780, (evidence showed husband
received conveyanceof specificland beforemarriage, land
was his separate property); Norris, 260 S.W.2d 676,
(husband's interest in partnership acquired before
marriageis separate property, although salary and profits
from partnership during marriage were community
property).

2. Property Acquired by Gift
a InGenerd.

Property acquired by a spouse by gift, whether
before or during the marriage, is separate property. Tex.
Const. Art. XV1, 815; TFC 83.001.

If one spouse makes a gift of property to the other,
thegift ispresumedtoincludeall theincomeand property
which may arise from that property. Tex. Const. Art.
XVI, 815; TFC 8§3.005.

A "gift" isavoluntary transfer of property to another
made gratuitously and without consideration. Hilley, 342
S.W.2d 565; Bradley, 540 S.W.2d 504. There are three
elements necessary to establish the existence of agift: (1)
intent to make a gift; (2) delivery of the property, and (3)
acceptance of the property. Harrington v. Bailey, 351
SW.2d 946 (Tex. Civ. App. - Waco 1961, no writ);
Sumaruk v. Todd, 560 SW.2d 141 (Tex. Civ. App. -
Tyler 1977, no writ); Pankhurst v. Weitinger & Tucker,
850 SW.2d 726 (Tex. App. - Corpus Christi 1993, writ
denied). Generally, one who is claiming the gift has the
burden of proof. Grimdey v. Grimdey, 632 SW.2d 174
(Tex. App. - Corpus Christi 1982, no writ).

Harmon v. Schmitz, 39 SW.2d 587 (Tex. Comm'n
App. - 1931, holding approved) is one of the early
discussions of an effective gift. The court said:

Tocongtituteavaid gift inter vivosthepurpose
of the donor to make the gift must be clearly
and satisfactorily established and the gift must
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be complete by actua, constructive, or
symbolic delivery without power of revocation.

Id. Seealso Akinv. Akin, 649 SW.2d 700 (Tex. App. -
Fort Worth 1983, writ ref'd n.r.e.); Kennedy v. Beadey,
606 S.W.2d 1 (Tex. Civ. App. - Houston [ 1% Dist.] 1980,
writ ref'd n.r.e).

The promise to give property in the future is
generdly not a gift, being unenforceable without
consideration. Woodworth v. Cortez, 660 S.W.2d 561,
564 (Tex. App. - San Antonio 1983, writ ref'd n.r.e.).
Our courts have held that the crucial point of inquiry is
the intent of the asserted donor. The controlling factor in
establishing a gift is the donative intent of the grantor at
the time of the conveyance. Ellebracht v. Ellebracht, 735
S.W.2d 659 (Tex. App. - Austin 1987, no writ). If afair
inference exists that a gift was intended, then there
remains the question of did the donor intend for it to be
effective at that time or in the future? An effective means
of determining if an immediate gift were intended is to
inquire if the possession were delivered to the donee.
Hester v. Hester, 205 SW.2d 115 (Tex. Civ. App. - Fort
Worth 1947, no writ).

Délivery of the property should be such that all
dominion and control over the property is released by the
owner. See Harmon v. Schmitz, 39 SW.2d 587 (Tex.
Comm'’'nApp. 1931, Judgment adopted). Actual delivery
is not always necessary; rather, wherethe circumstances
make actual deivery impractical, delivery may be
symbolic or constructive. Bridges v. Mosebrook, 662
SW.2d 116 (Tex. App. - Fort Worth 1983, writ ref'd
n.r.e.); Mortenson v. Trammell, 604 S.W.2d 269 (Tex.
Civ. App. -Corpus Christi 1980, writ ref'd n.r.e.).

b. Property Acquired by Devise or Descent.

Whether by devise or decent, legd title vests in
beneficiaries upon the death of the decedent. Texas
Probate Code 837. Johnson v. McLanglin, 840 SW.2d.
668 (Tex. App. - Austin 1992, no writ). Any interest
devised to a spouse, whether afeeor alesser interest will
belong to that spouse as separate property. Sullivan v.
Skinner, 66 SW. 680 (Tex. Civ. App. 1902, writ ref'd).
In Sullivan, the wifewas willed property "for the term of
her natural life, with full power to receivefor her soleand
separate use, and no other, the rents and profits of the
same, and on her death the same to belong to any child or
children of thewife." The rents and profits were held to
be her separate property. Id.

An expectancy has been held to be a present existing
right. Barre v. Daggett, 153 SW. 120 (Tex. 1913);
Martin v. Martin, 222 SW. 291 (Tex. Civ. App. -
Texarkana 1920, writ ref'd). Property received in

consideration of the assignment and release of the heir's
expectancy is in the nature of property acquired by
descent and is therefore the separate property of the
spouse recelving it. In Barre, 153 SW. 120, the court
stated:

The status of the expectancy, as a separate or
community right and interest, would be
determined, we think, by the character of the
right in which it had its origin. Without
guestion the expectancy here, if and when it
shall fall into possession, would follow, under
the laws of descent and distribution, from the
fact that Mrs. Barrewasin therelation of child.
So, in measuring thelegal rights of Mrs. Barre,
the expectancy, or contingent interest, in
controversy, shouldbe, itisnot doubted, treated
and regarded as a separate, and not community,
right and interest of Mrs. Barre, and controlled
asto ownership and sale, by thelaws governing

in such respects.

Id.
c. Recovery for Persona Injuries.

The recovery for personal injuries sustained by a
spouse during marriage, except for recovery for loss of
earning capacity during marriage, isthe separateproperty
of the injured spouse. TFC §3.001(3).

d. Attempted Gifts to the Community.

An attempted gift to the community estate by a
spouse has been held to be entirely ineffective. Tittle v.
Tittle, 220 SW.2d 637 (Tex. 1949), (deed from husband
to wife and husband reciting purpose of converting
separate property into community property ineffective).
InHiggins, 458 S.W.2d 498, the court held as a matter of
law that there was not, nor could there be, a gift to the
community. The court quoted an earlier opinion: "There
isno warrant in law or logic for the proposition that the
separate property of either spouse may be the subject of
agift to the community estate .. .." Id.

Under this analysis, if a third person attempts to
make a gift to the community estate, each spouse will
acquire an undivided one-half interest as separate
property, and not as a community property. Kame v.
Kame, 721 SW.2d 450 (Tex. App. - Tyler 1986, no
writ); McLemorev. MclL.emore, 641 S.\W.2d 395 (Tex.
App. -Tyler 1982, no writ).
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D. Presumption of separate property.
1.  When Presumption Arises.

Generdly property possessed by either husband or
wifeduring, or on, dissolution of marriageis presumed to
be community property, and it makes no difference
whether the conveyance is in form to the husband, to the
wife, or to both. However, a presumption of separate
property arises when (1) one spouse is grantor and the
other spouseis grantee; (2) one spousefurnishes separate
property consideration and titleis taken in the name of the
other spouse; or (3) theinstrument of conveyancecontains
a"separate property recital” or a“significant recital.”

2.  Separate Property Recital Defined.

A recitd in the instrument of conveyance is
consdered to be a "separate property recita" if it states
that the consideration is paid from the separatefunds of a
Spouse.

3. Sgnificant Recital Defined.

A recitd in the instrument of conveyance is
considered to contain a "significant recital” if it states
that the property is conveyed to a spouse as his or her

separate property.

4. Conveyance Containing No Separate Property

Recital.

a.  Third Party Grantor - Normal Community Property

Presumption.

When the deed is from a third party as grantor to
either spouse, or to both of the spouses, as grantee, and
the conveyance does not contain a separate property
recital, the normal community property presumption can
be rebutted by parol evidence that the consideration was
paid from the separate funds of one of the spouses.
Cooper, 513 S.W.2d 200; seealso Binfordv. Snyder, 189
SW.2d 471 (Tex. 1945) (trespass to try title suit where
deed from grantor to grantee recited $100 consideration,
grantee was alowed to show by parol evidence no money
was paid and purpose was to reinvest grantee with title
held by grantor as Trustee.)

b. Wifeas Grantee.

Van v. Webb, 215 SW.2d 151 (Tex. 1948);
Patterson v. Metzing, 424 S\W.2d 255 (Tex. Civ. App. -
Corpus Christi 1967, no writ); Skinner v. Vaughan, 150
S.W.2d 260 (Tex. Civ. App. - El Paso 1941, writ dism'd
jdgmt. cor.).

C. Husband as Grantee.

Alexander v. Alexander, 373 S.W.2d 800 (Tex. Civ.
App. - Corpus Christi 1963, no writ); Bridges, 662
S.w.2d 116.

d. Both Spouses Named as Grantees.

Whereit is shown that the conveyancewas a gift and
both husband and wife are named as grantees, the gift of
the property vests in each spouse an undivided one-half
interest as separate property. White, 179 S.\W.2d 503;
Von Hutchinsv. Pope, 351 SW.2d 642 (Tex. Civ. App.
-Houston 1961, writ ref'd n.r.e.); Connor v. Boyd, 176
Sw.2d 212 (Tex. Civ. App. - Waco 1943, writ dism'd
w.o.m.).

5. Spouse as Grantor - Presumption of Gift.

When the conveyanceisfrom the husband to thewife
as grantee, and contains no separate property recital, the
normal community property presumption is replaced by
the presumption that the husband is making a gift to the
wife, in the absence of parol evidence to rebut the
presumption of gift. Dalton v. Pruett, 483 S.W.2d 926
(Tex. Civ. App. -Texarkana 1972, no writ); Babb v.
McGee, 507 S.W.2d 821 (Tex. Civ. App. - Dallas 1974,
writ ref'd n.r.e.); Carriere v. Bodungen, 500 S.W.2d 692
(Tex. Civ. App. -Corpus Christi 1973, no writ).

See Powdll v. Jackson, 320 S.W.2d 20 (Tex. Civ.
App. - Amarillo 1958, writ ref'd n.r.e.), presumption of
gift arises when one spouse conveys separate property to
the other spouse. See also Purser, 604 SW.2d 411;
Whorrall, 691 SW.2d 32.

6. Spouse Furnishes Separate Property Consideration

— Presumption of Gift.

Where one spouse uses separate property
consideration to pay for property, acquired during the
marriage and takes title to the property in the name of the
other spouse or both spouses jointly, the presumption is
that a gift is intended. Cockerham, 527 SW.2d 162;
Peterson v. Peterson, 595 S.W.2d 889( Tex. Civ. App. -
Augtin, writ dism'd); Hampshire, 485 SW.2d 314;
Carriere, 500 S.W.2d 692; Van Zandt v. Van Zandt, 451
S.W.2d 322 (Tex. Civ. App. -Houston [1* Dist.] 1970,
writ dism'd).

In Peterson, the court held that, when a husband uses
his separate property to pay for land acquired during the
marriage and takestitleto the land in the name of husband
and wife, it is presumed he intended the interest placed in
the wife to be a gift; however, the presumption is
rebuttable and parol evidence is admissible to show that
agift was not intended. Peterson, supra.
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7. ConveyanceContaining Separate Property Recital or

Significant Recital.

The presumption in favor of the community as to
land acquired in the name of either spouse during the
marriage is replaced by a presumption in favor of the
separate estate of a spouse where the deed of acquisition
recites either that the land is conveyed to the spouseas his
or her separate property, or that the consideration isfrom
his or her separate estate, or includes both types of
recitation. Henry S. Miller Co., 452 S.\W.2d 99. Seealso
Mageev. Young, 198 S.W.2d 883 (Tex. 1946); Littlev.
Linder, 651 SW.2d 895 (Tex. App. - Tyler 1983, writ
ref'd nr.e). Under these circumstances the party
contesting the separate character must produce evidence
rebutting the separate property presumption. Trawick v.
Trawick, 671 S.W.2d 105 (Tex. App. - El Paso 1984, no
writ).

Where the deed recites that the consideration paid,
and to be paid shall be out of the separate property or
funds or estate of a spouse, it is immaterial that a
promissory noteis executed for a portion of the purchase
price. The property is separate in character. Smith v.
Buss, 144 SW.2d 529 (Tex. 1940).

8.  When Separate Property Presumption is Rebuttable.

Generally a presumption created by the form of
conveyanceis rebuttable. 1n some cases, the intentions of
the parties are controlling, and intentions may be judged
by the facts surrounding the case.

In Carter, 736 S.W.2d 775, the husband signed an
earnest money contract and paid the earnest money prior
to marriage. The closing took place after marriage, and
the deed was madeto both spouses. Husband testified that
he did not intend to make a gift of a one-half interest in
the house to wife and that he did not request that both
names be placed onthe deed. Rather, he merely accepted
and signed the papers prepared by the savings and loan
company, and he had recently moved to Texas from
Michigan and was unfamiliar with Texas community
property laws. The court held there was no evidence of a
gift and any such presumption was rebutted by the
evidence. 1d.

In Peterson, 595 S.W.2d 889, the husband purchased
a house with separate property funds 28 days after
marriage. On the day he was notified the sale was ready
to close, he phoned wife to advise her of the closing.
Husband testified that it was at that point that he learned
that his wife would not move into the house with him
unless her name appeared on the deed, and testified that:

... |l wasreal shocked. | didn't know what to
do. | had just been married. | redly didn't want

to stir up any trouble at that early [stage] of a
marriage ... sol cdled ... andasked ...
if we could get her name added to the deed right

away . ...

Id.

The wifée's name was subsequently added to the deed
and the sale was consummated. Husband testified that he
did not intend to make a gift to wife of any interest in the
house, but that he added her name to make her happy and
to assure her that "she had a place to live the rest of her
life," and "then at her desath, it would be passed on to my
children." The court found that the presumption of gift
created by the taking of title in the name of husband and
wife was rebutted by evidence establishing no intent to
make a gift. 1d.

9.  When Presumption is Irrebuttable.

When offered by a party to thetransaction, or by one
inprivity with a party, parol evidenceis not admissibleto
rebut a separate property recital in the absence of
allegations entitling the party to equitable relief. Messer
v. Johnson, 422 S.W.2d 908 (Tex. 1968); Lindsay, 254
SW.2d 777; Hodge v. Ellis, 277 SW.2d 900 (Tex.
1955); Kahn, 58 S.W. 825.

InLoebv. Wilhite, 224 SW.2d 343 (Tex. Civ. App.
- Dadlas 1949, writ ref'd n.r.e.), the husband caused a
deed to be made to his wife conveying certain property to
her for consideration recited to have been paid out of her
separate funds and her assumption of an outstanding
indebtedness. The deed conveyed the property to thewife
as her separate property. It was sought to show that the
property was paid for by community funds, and that a
resulting trust arosein favor of plaintiff, a daughter by a
former marriage, to an undivided one half interest.
Evidence was introduced, over the objection of the
surviving widow (who had since married Loeb) asto a
prior agreement between husband and wifethat sheshould
take the property in her own name and as her separate
estate for the protection of the community. In reversing
and rendering the case in favor of the wife, the court of
appeal s held such evidenceinadmissible in the absence of
any allegations of fraud, accident or mistake. (emphasis
added) 1d.

In Letcher v. Letcher, 421 SW.2d 162 (Tex. Civ.
App. - San Antonio 1967, writ dism'd), the husband
conveyed community property to wife by deed which
noted $10.00 and other valuable consideration paid by
wife"out of her own property and estate”, and "to her sole
and separate use and benefit" al of the husband's
undivided right, title, and interest in the property. Upon
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divorce, hushand attempted to introduce evidence that he
madein the conveyancein an effort to protect the property
from judgment creditors. The court held:

Asamatter of law, the [husband] is precluded
from showing any agreement, understanding, or
interest contrary to the unequivocal languagein
the deed.

Id.

In Lindsay v. Clayman, supra, husband joined with
wife in an installment sale contract for certain lots "for
and in consideration of the sum of $950 to be paid by
Mrs. Frances M. Lindsay out of her separate funds. . .
as her separate property and for her own separate useand
estate’. Id. The contract further provided that upon
payment of the purchase price "to promptly execute and
ddiver tothesaid Frances M. Lindsay agenera warranty
deed conveying such property to her as separate property
... ." Subsequently, the seller executed and delivered
the deed which recited payment out of wife's separate
funds and conveyed to wife"as her separate property and
for her own separate use and estate.” Husband was not a
party to the deed. The court held:

[w]here the evidence shows the third party
seeking to introduce evidence to vary the
recitalsinthedeedsisin privity with the parties
tothedeed, the paroleevidencerulea so applies
to him. [Husband] was a party to the contract
and in privity with the parties to the deed
conveying the lots to his wife. Since the deed
states the nature of the estate conferred upon
the wife and the consideration being
contractual, paroleevidenceisnot admissibleto
contradict or vary the deed in the absence of
allegation of fraud, accident or mistake.

1d.

InLittlev. Linder, 651 S.W.2d 895 (Tex.Civ.App.-
Tyler 1983, writ ref'd n.r.e.), the wife was the named
granteeinthe deed, the deed recited the consideration paid
out of her money, her husband participated in the
transaction in withdrawing the funds for the payment and
"saw to their being mailed." The court concluded that the
property was wife's separate property. The court also
noted that, after receipt of the deed to wifeas her separate
property, "the husband with full knowledgeof its contents
acquiesced in conveyance to his wife without seeking a
correction (if he deemed sameto beincorrect) and that he
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joinedwiththewifein variousinstruments(deeds, minera
|eases, and easements) rel ating to the property, al without
asserting a community interest in the property.” 1d.

Finaly, a spouse is deemed to be a party to the
transaction even if he is merely present when the deed
recitalsaredrafted. Longv. Knox, 291 S.\W.2d 292 (Tex.
1956).

V. TRUSTS
A. Generally

Trusts are a traditional and popular tool in estate
plans. Trusts are being used more and more by families
as a way to protect assets and to lessen the estate tax
their heirswill face. Trustsare also popular becausethey
alow heirsto receive income from the trust assets while
allowing a (presumably) more responsible person to
manage the principal or corpus of the trust.

As indicated, the transfer of assets to a trust can
significantly reduce the donor’s taxable estate, which
ultimately reduces the amount of estatetax that would be
due on the death of the donor. Furthermore, placing
assetsinto a trust can protect these assets from the trust
beneficiary’s creditors. Finaly, atrust may also allow
the donor to maintain direct or indirect control of the trust
assets, while still accomplishing the above objectives.

Thefamily law practitioner will generally encounter
trusts in one of two scenarios. First, in the Situation
where a spouse is the beneficiary of atrust created by a
third party. Second, where a spouse or spouses have
created a trust, contributing community and/or separate
assats, for the benefit of themselves and their children.

Under each scenario, the issues faced by the family
law practitioner and the methodologies available to solve
the issues presented can be and are often, quite distinct
and different.

B. Whatisatrust?

Pursuant to the Texas Trust Code (“*TTC") §
111.003, atrust is an express trust and does not include
a resulting trust, a constructive trust, a business trust or
a security instrument such as a deed of trust, mortgages,
or security interest as defined by the Business and
Commerce Code. (emphasis added)

1. TheExpress Trust.

An express trust comes into existence by the
execution of an intention to create it by one having legal
and equitable dominion over the property made subject to
the trust. Mills v. Gray, 147 Tex. 33, 210 S.W.2d 985,
987-88 (1948).

It has been said that when it is not qualified by the

word "charitable", "resulting” or "congtructive", atrust is
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a fiduciary relationship with respect to property,
subjecting the person by whom thetitle to the property is
held to equitable duties to deal with the property for the
benefit of another person, arising as a result of a
manifestation of the intention to create the relationship.
Restatement Trust (Second) 82.

2. TheResulting Trust.

A resulting trust arises by operation of law whentitle
is conveyed to one party while consideration is provided
by another. Cohrs v. Scott, 338 S.\W.2d 127, 130 (Tex.
1960). A resulting trust can arise only when title passes,
not at alater time. 1d. at 130. Thisrule, however, does not
apply between spouses. Between spouses, theinception of
title doctrine controls so that a resulting trust can arise
only at the inception of title, even if title passes at alater
time. A resulting trust also arises when a conveyance is
made to atrustee pursuant to an expresstrust, whichfails
for any reason. Nolana Development Ass‘nv. Corsi, 682
S.W.2d 246, 250 (Tex. 1984). Ordinarily, the proponent
of a resulting trust has the burden of overcoming the
presumption of ownership arising from title by “clear,
satisfactory and convincing” proof of thefactsgivingrise
to the resulting trust, Stone v. Parker, 446 S\W.2d 734,
736 (Tex. Civ. App.--Houston [14th Dist.] 1969, writ
ref’d n.r.e.). However, when marital property isin issue,
the presumption of community prevails over the
presumption of ownership arising fromtitle, so proof that
property is possessed by a spouse during marriage is
sufficient to establish, prima facie, a resulting trust in
favor of the community even where title is held in the
name of one spouse aone. See TFC § 3.003.

3. The Constructive Trust.

A *constructive trust” is not really a trust; it is an
equitable remedy. The court imposes a “constructive
trust” when an equitable title or interest ought to be, asa
matter of equity, recognized in someone other than the
taker or holder of legal title. The Supreme Court
described the doctrine as follows:

A constructive trust does not, like an express
trust, arise because of a manifestation of
intention to create it. It is imposed by law
because the person holding thetitle to property
would profit by a wrong or would be unjustly
enriched if he were permitted to keep the

property.

Omohundro v. Matthews, 341 SW.2d 401, 405 (Tex.
1960). Accord, Millsv. Gray, 147 Tex. 33, 210 Sw.2d
985, (1948).
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C. Howtocreate an expresstrust.

According to 8112.00 of the TTC, atrust may be
created by: (i) a property owner's declaration that the
owner holds the property as trustee for another person;
(i) a property owner'sinter vivos transfer of the property
to another person as trustee for the transferor or a third
person; (iii) a property owner's testamentary transfer to
another person as trustee for a third person; (iv) an
appointment under a power of appointment to another
person as trustee for the donee of the power or for athird
person; or (v) a promise to another person whose rights
under the promise are to be held in trust for a third

person.

1. Intent to Create
It must be clear from the instrument that the settlor
manifested anintentionto createthetrust. TTC §112.002.

2. Consideration Not Necessary.

No consideration is necessary to create a vaid
expresstrust. However, a promise to createatrust in the
future is valid only if it meets the requirements of an
enforceable contract. TTC §112.003.

3. Necessity of Written Instrument.

It is mandatory that the terms of the expresstrust in
real or personal property be in writing and be signed by
the settlor, or his authorized agent. TTC §112.004. A
trust consisting of personal property isonly enforceableif:
1) the trust property is transferred to a trustee who is
neither the settlor or beneficiary, if the transferor
expresses s multaneoudy with, or prior to thetransfer the
intention to createatrust; 2) thereisawritten declaration
by the owner that the owner holds the property for
another, or for the owner and another person as
beneficiary. TTC §112.004.

4. Trust Property Must Be in Existence.

A trust cannot be created unless there is trust
property. TTC §112.005. One dollar has been held as
sufficient to create a valid trust. In Re the Estate of
Canales, 837 S.W.2d 662 (Tex. App. -San Antonio 1992,
no writ).

5. Settlor’s Capacity.

The capacity to create a trust is determined in the
same manner as that of any other person to transfer, will
or appoint free of trust. TTC §112.007. This would also
encompass the authority of the settlor to transfer or will
community property.
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6. Capacity of Trustee.

Thetrusteemust havethelegal capacity to take, hold
and transfer the trust property. If a corporate trustee, it
must have powersto act under statelaw. Additionaly, the
settlor of a trust may be the trustee of the trust. TTC
§112.008.

7. Acceptance by Trustee.

The signature of the person named as trustee on the
writing evidencing the trust or on a separate written
acceptanceisconclusive evidencethat the person accepted
thetrust. A person named astrustee who exercises power
or performs duties under the trust is presumed to have
accepted the trust. However, a person named as trustee
who does not accept the trust incurs no liability with
respect to the trust. TTC § 112.0009.

8. Trust Purposes.
A trust may be created for any purpose that is not

illegal. Additionaly, the terms of the trust may not
requirethetrustee to commit acriminal or tortuous act or
an act that is contrary to public policy. TTC § 112.031.

9. Merger of Legal and Beneficial Title=NO TRUST.

When both the legal and beneficid title to property
istransferred to the same person, no trust is created and
the transferee holds the property as his own. If the
equitableandlegal title mergeinthegrantor, hethen holds
the property free of trust. TTC §112.034.

10. Revocation. Modification and Amendment.

Unless made irrevocable by the expressed terms of
the trust or amendment, a grantor retains the right to
modify the terms of atrust. However, the duties may not
be enlarged without the consent of thetrustee. If the trust
was created by written instrument, the revocation,
modification, or amendment must al'so beinwriting. TTC
§112.051.

11. Judicial Modification or Termination.

A trustee or beneficiary may petition a court to
modify the terms of the trust, enlarge or restrict the
trustee’s power, or request that the trust be terminated.
However, the court’s authority to modify or terminate a
trust is limited. A request to terminate or modify a trust
can only be granted if: 1) the purposes of the trust have
been fulfilled; 2) the purposes of the trust have become
illegal or impossible to fulfill, or 3) because of
circumstances not known to or anticipated by the settlor,
compliance with the terms of the trust would defeat or
substantially impair the purposes of the trust. TTC
§112.054.
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Query: What authority doesthedivorce court haveto
modify theterms of thetrust allegedly improperly created
without consent of one of the spouses? What about trust
property that is under the sole management and control of
one of the spouses?

D. Categoriesof trusts.

Trusts can be broken down into two categories: (1)
testamentary trusts, which aretrustscreated by awill, and
(2) inter vivos, or living trusts, which are created by a
person or persons who are still aive. Inter vivos trusts
are further divided into two categories. revocable and
irrevocable. A revocabletrust isonethat can be amended
or terminated by the settlor. On the other hand, an
irrevocable trust is one that cannot be amended or
terminated by the settlor for some period of time. Again,
in Texas, all trusts are revocable unless the trust
document expressly states otherwise.

E. Typesof trusts.

Below isabrief discussion of the five common trusts
the family law practitioner may encounter: (1) the Life
Insurance Trust; (2) the Inter Vivos or Living Trust, (3)
the Q-Tip Trugt, (4) the Qualified Residentia Property
Trust; and (5) the §2503(C) Trust.

1. Lifelnsurance Trust.

Irrevocable life insurance trusts have been
extensively used to remove death benefitsfrom aninsured
decedent’s estate for estate tax purposes, alowing death
benefits to be paid to beneficiaries free of income and
estatetax. Anirrevocabletrust that ownsalifeinsurance
policy insuring thelifeof adecedent successfully removes
the proceeds of the policy from his or her estateif: 1) the
trust has anindependent trustee; 2) the premiums arepaid
by the trust; 3) the decedent has none of the incidents of
ownership of the policy; and 4) if the proceeds are
payable to the trust.

In Texas, estate planners should advise a client who
issetting up alifeinsurancetrust that the giftsto thetrust
are to be made from the separate property cash of the
insured. This can frequently be accomplished by the
Husband and Wife executing annua partition and
exchange agreements, which have the effect of
partitioning cash, which would in turn create separate
property cash for the insured to make the required gift.
On the other hand, if community cash were used to make
the gift, a portion of thelifeinsurance proceeds would be
included in the estate of the insured spouse under 82036
of the Internal Revenue Code.
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2. Inter Vivosor Living Trust.

Thelnter Vivosor Living Trust isatypeof trust that
says how you want property you put into the trust to be
managed and distributed. This type of trust can be
revocable or irrevocable. If thetrust is revocable, it can
be changed or revoked.

The living trust can be a means of avoiding probate
and keeping the family wealth a private matter. It can
also be an effective means of avoiding an ancillary
probate when out-of-state realty is involved, evenif it is
funded only with the out-of -staterealty. Furthermore, the
Inter Vivosor Living Trust may aso be an effective tool
in planning for the incapacity of a spouse. However, the
useof athistypeof trust for someor all of thesepurposes
may affect either or both spouses’ marital property rights
in the assets used to fund the trust during their lifetime.

3. QO-Tip Trust.
The Q-Tip Trust is an exception to the terminable

interest rule because on a certain event the property will
pass to someone other than the surviving spouse. The Q-
Tip Trust is nothing more than an interest in property
which passes from the decedent and in which the
surviving spouse has a “qualifying income interest” for
lifeand for which aqualifying electionismade. See, IRC
§205.6(b)7B.

An example of the language used for a Q-Tip Trust
would be as follows:

“The trustee shall pay all the income to my
spousein at least annual installments. On the
death of my wife, assets of thistrust shall pass
to my children.”

4. Qualified Residential Property Trusts.

A persona residence, such as a principal residence
or a vacation home, may be transferred to a Qualified
Personal Residence Trust. (*QPRT”). If thisisdone, the
property can continue to be used by the transferor during
hisor her lifeor for aterm of years such as ten or twenty
years. At the end of theterm the trust terminates, and the
residence or vacation home passes to the remaindermen of
the trust at atransfer tax cost based on its current value
reduced by the value of the taxpayer’ sright to occupy the
residence or vacation home for the term of the trust, i.e.
the value of the remainder, not the full fair market value
of theresidence. Thelonger theterm of aQPRT, theless
the current value of the gifted remainder interest. All the
income and expenses of the residence or vacation home
flow throughtothetaxpayer’ spersonal incometax return.
If the grantor is the trustee, no trust income tax return
need be filed. If the grantor survives the term of the

13

QRPT, there is no interest passing to his or her children
at the end of the term; they were previously given the
residence subject to aterm of yearsthat has now expired.
At the end of the life estate or term of years, the children
have the entire residence together with al increases and
appreciation from the date the property was originally
placed in trust. If the trustor dies during the term, the
residence goes to the trustor’s estate or revocable inter-
vivostrust, and theresidenceisincludedin thetaxpayer's
gross estate for estate tax purposes. |.R.C. § 2036.

Query: If the trust is funded with a residence that
congists of community property, what happens in the
event of a divorce? The initial reaction might be to
alocate the residence held in trust to one spouse in
exchange for that spouse's interest in another asset.
However, the sale of theresidenceby thetrust, directly or
indirectly, to the grantor or grantor's spouse is
specifically prohibited as is the sale to another grantor
trust of the grantor or grantor’s spouse. Treas. Reg. §
25.2702-5(c)(9).

Query: Would the exchange of a residence held in
trust to one spouse in exchange for that spouse’ s interest
in another asset congtitute a sale since the division of
property at the time of divorce constitutes a non-taxable
transaction?

5. 8§2503(C) Trust.
A 2503(c) Trust receives assetsthat areto vestinthe

beneficiary at the age of 21. The Trustee may distribute
income and/or principal to the beneficiary prior to the
time the beneficiary reaches the age of 21. Giftsto this
type of trust qualify for the annual gift tax exclusion
(presently $11,000 per donor). The trust instrument may
provide the beneficiary with withdrawal right(s) when the
beneficiary attains the age of 21. However, in the event
that right is waived, the trust continues. Although the
trust assets are considered to be the separate estate of the
beneficiary, income earned on the trust assets (such as
dividends, interest, and rents) during marriage are
community property, evenif they areretained in thetrust
after the 21% birthday. Thefamily law practitioner should
investigate relevant dates and birthdates in a situation
involving a trust of this type in order to determine if
tracing is necessary to prove up the portion of trust assets
claimed as separate property.

F. Characterization and division of trusts and trust
assets on divor ce.
1. Characterization of Trust Interest.
A lot has been written about the characterization of
trusts for purposes of property division upon divorce.
However, there are still some unanswered questions.
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Nevertheless, when addressing the characterization of a
trust interest, it is important to understand that a trust
beneficiary does not actually hold lega title to trust
property. Instead, the beneficiary owns an equitable
interest in the trust property. If a married beneficiary’s
interest in trust property is acquired before marriage or
during marriage by gift, devise, or descent the interest
may very well be treated as separate property.

In Hardin v. Hardin, the court characterized a
husband’s interest in a trust as a separate property gift.
681 S.W.2d 241, 242 (Tex. App.—San Antonio, 1984, no
writ). The husband' s beneficial interest in the trust was
created by a former employer, after Mr. Hardin had
retired, in appreciation for hisservice. 1d. The court held
that this interest was acquired by gift and was properly
characterized as his separate property, “(s)ince the
employer was under no obligation to establish thetrust or
to make any payments to the husband at the time of his
retirement. 1d. at 242-243. See also Inthe Matter of the
Marriageof Burns, 573 SW.2d 555, 557 (Tex.Civ.App. -
Texarkana 1978, writ dism’d) where it was undisputed
that atestamentary trust interest created by the husband’ s
parents was his separate property.

2. Characterization of Trust Income.

The question which usually arises upon divorce, as
it relates to the spouse/beneficiary of atrust, isthat of the
characterization of trust income. This includes both
distributed income as wel as accumulated and/or
undistributed income. As with al marital property
characterizationissues, the practitioner must start withthe
statutory presumptions. In other words, “community
property” isall property acquired by either spouse during
marriage other than separate property. TFC §3.002.
Separate property ontheother handisthat property which
was owned beforemarriage or property that wasacquired
during marriage by gift, descent, or devise. Tex. Const.
Art. XVI, 815. Finaly, income from separate property is
community property. Maben v. Maben, 574 S.W.2d229,
232 (Tex. Civ. App. - Fort Worth 1978, no writ).

For assetsto becommunity property, they haveto be
marital property of the spouses. Ostensibly, assetsowned
by atrust, and not by a spouse, are not marital property.
But Texas law has recognized that trust assets, athough
not owned by a spouse (other than "beneficially,” as the
trust beneficiary) may be considered and treated as
marital property, for purposes of division of the marital
estate upon divorce of the beneficiary/spouse. Of
particular importance, accumulated trust income may be
considered, under the proper circumstances, to be
community property. However, an important issue that
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must be considered is the amount of control the
beneficiary/spouse has over the trust assets.

Generally, the characterization of the trust income,
at the time of divorce, becomes important if one spouse
(1) is the beneficiary of a trust holding undistributed
income; (2) has saved distributed income in a separate
property account; or (3) has purchased property with
distributed trust income.

a. Characterization of Undistributed Income.

Texas cases addressing the character of trust income
have generally emphasized two issues. first, the
beneficiary’s “ constructive acquisition” of or failure to
acquire a property interest in the trust income or corpus,
and second, themethod by whichthe property interest was
acquired (i.e. gift, inheritance, etc.).

b. Trustscreated by third parties.

In trusts created by persons other than the parties to
the marriage, undistributed income generated during
marriage has been characterized as the separate property
of the beneficiary. Thisistruein both discretionary pay
trusts and mandatory pay trusts. Cleaver v. Cleaver, 935
S.W.2d 491 (Tex. App.-Tyler [12" Dist.] 1996, nowrit);
In the Matter of the Marriage of Burns, 573 S.W.2d 555
(Tex.Civ.App.-Texarkana 1978, writ dism'd); Currie v.
Currie, 518 S.W.2d 386 (Tex.Civ. App.-San Antonio [4"
Dist.] 1975 writ dism'’ d); Buckler v. Buckler, 424 SW.2d
514 (Tex.Civ.App.-Fort Worth [2™ Dist.] 1967, writ
dism’d).

Additionaly, trust incomethat amarried beneficiary
does not recelve, and to which he has no claim other than
an expectancy interest in the corpus, has been held to
constitute separate property. Cleaver v. George Staton
Co., Inc., 908 S.W.2d 468, 470 (Tex. App--Tyler 1995,
writ denied), Ridgell v. Ridgell, 960 SW.2d 144
(Tex.App. -Corpus Christi 1997, no writ). Currie v.
Currie, 518 SW.2d 386 (Tex.Civ.App. -San Antonio
1974, writ dism'd), holds that undistributed trust income
is not community property in a case where trust income
was added to the corpus and all distributions were made
according to the trustee's "uncontrolled discretion.” 1d.

In Re Marriage of Long, 542 Sw.2d 712
(Tex.Civ.App.-Texarkana 1976, no writ), dealt with a
trust, which provided that the income of the trust was to
be ether distributed or accumulated at the discretion of
thetrusteeuntil the beneficiary (husband) reached twenty-
five, at which timefifty percent of thetrust corpus wasto
be distributed to him. When husband reached thirty, the
balance of thetrust was to bedistributed to him. Husband
and his wife separated before husband reached twenty-
five, but the divorce proceeding was not commenced until
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a later time. When husband reached twenty-five, he
"decided to leave his haf interest in the trust though he
was entitled to withdraw approximately $85,000." The
court held that the income accumulated by the trustee
prior to the time husband reached twenty-five was
husband's separate property and the income accumulated
in the portion of the trust not distributed until husband
reached thirty was his separate property. Only theincome
earned on that portion of the trust corpus that husband
was entitled to receive upon reaching twenty-five, but
chose not to, constituted community property and,
therefore, was subject to distribution in the divorce
proceeding. 1d. The court stated:

Unlike the situation in Currie, supra, the
beneficiary in the case before us was entitled to
apresent possessory interest in one-haf of the
trust corpus and the income from that one-half.
In the Mercantile Bank, supra case
undistributed income was in the hands of the
trustees but the beneficiary had a present
possessory interest in the funds. In the
Mercantile Bank case we concluded that the
income on the trust corpus should have been
labeled community property.

See also Ridgel, supra, which held that income
received by amarried beneficiary ontrust corpustowhich
the beneficiary is entitted or becomes entitled is
community property.

Burns, Currie and Buckler involved “discretionary
pay” trusts. The courts reasoning emphasized the
beneficiary’ sinability to compel adistribution of income.
The courts noted that the undistributed income was the
property of the trust estate, rather than property of the
beneficiary. In other words, the court recognized the
beneficiary’s lack of “constructive acquisition” of any
property right in the undistributed trust income.

Wilmington Trust Co. v. United States, 573 F.2d,
1055 (1985), on the other hand, involved a “mandatory
pay” trust. The court analyzed Texas law, and in doing
S0, it emphasized that the beneficiary had no interest in
the trust corpus. As a result, income generated by the
trust corpus was not income generated by the separate
property of the beneficiary. It also recognized that the
beneficiary’ sright to receiveincome from the trust was a
gift, and thereforethe separateproperty of thebeneficiary.
The Court stated:

It is concluded that, under thelaw of Texas, as
devel oped and expounded by the Texas courts,
the income derived during the marriage of [the

15

spouses| from the seven truststhat areinvolved
in the present case condtituted the separate
property of [the wife], and was not community
property of [the spouses]. [The wife] never
“acquired’--and she will never acquire--the
corpus of any of these trusts. The corpus of
each trust is to be held and controlled by the
trustee or trustees during [the wife’s] lifetime,
and, upon [the wife’s] death, the corpus will
pass to her issue. Accordingly, the corpus of
each trust was not [the wife’s] separate
property, and the trust income was not from
[the wife’s] separate property.

What [the wife] “ acquired”--and what she used
to purchase the stocks and establish the bank
accountsthat areinvolved in thelitigation--was
the income from the trust property. As the
income resulted from the gifts made to trustees
for [the wife’s] benefit, the income necessarily
congtituted her separate property under § 15 of
article XV1 of the Texas Constitution.

Although the rationale of no “constructive
acquisition” of a property right with respect to
undistributed trust incomeis cons stent with the principles
stated in anumber of cases when addressing undistributed
trust income in a“discretionary pay” trust, it appearsto
beof norelevancewhen addressing the characterization of
undistributed incomein a* mandatory pay” trust. Thisis
because, unlike a discretionary pay trust, the beneficiary
of a mandatory pay trust does have the right to compel
distribution of income. Therefore, the right to receive
incomeisaproperty right of the beneficiary, which means
the recognition of the manner in which the property was
acquired, discussed inWilmington Trust Company, supra,
is essential.

It seems clear that the common thread in the cases
citedisthemethod of acquisition, i.e. gift or devise. Since
property acquired by gift or deviseis separate property,
undistributed trust income derived from a corpusreceived
by gift or devise is separate property, as well.

c. Self Settled or Grantor Trusts.

Although undistributed income generated by trusts
created by third parties has been characterized as separate
on the basis that the income becomes the property of the
beneficiary by virtue of atestamentary or inter-vivos gift,
the same cannot be said of income generated by “ grantor
trusts’. Nevertheless, in the cases of In the Matter of the
Marriage of Burns, supra, and Lemke v. Lemke, 929
SW. 2d 622 (Tex.Civ.App. - Fort Worth 1996, writ




Martial Property and Estate Planning Issues: Characterization and
Attacking Trusts, Family Limited Partnerships (FL Ps), Etc.

Chapter 41

denied) both Courts held that the income generated by a
“grantor trust” isthe separate property of the beneficiary.
Both cases reached the conclusion that undistributed trust
income was not community because the income had not
been distributed to the beneficiary, and thebeneficiary had
no present or past right to compe distribution. Therefore,
theincome was considered to be the property of the trust
estate, not the property of the beneficiary. Asaresult, the
community had no interest in the undistributed income.

In Re Marriage of Burns, supra, involved thewife's
clam that undistributed trust income held for the
husband's benefit was community property. The husband
was the beneficiary of six trusts, three of which had been
established by his parents and grandparents. The husband
had established the other three trusts. Five of the trusts
came into existence prior to the marriage. The husband
established the sixthtrust after the marriage with separate
property. The three trusts established by husband's
ancestors were spendthrift trusts. Five of the six trusts
were discretionary pay trusts in which "the trustee or
trustees could either withhold or distribute the income
and/or corpusat their solediscretion.” 1d. The remaining
trust required that its income be accumulated until May
28, 1982, when theentirecorpus and accumul ated income
was to be distributed to husband.

The Burns court held that the undistributed trust
income in each of the trusts was neither separate nor
community property. The court relied on (then) § 5.01(b)
of the Tex.Fam.Code, which providesthat " (c)community
property consists of the property, other than separate
property, acquired by either spouseduring marriage”. 1d.
The court concluded that husband had not "acquired" the
trust income during marriage as required by the statute
inasmuch as it had not been distributed and he did not
"have a present or past right to requireits distribution so
as to compel a finding that there was a constructive
acquisition”. 1d. (emphasis added)

In Lemke v. Lemke, supra, Mr. Lemke as settlor,
prior to marriage, created an irrevocable spendthrift trust
with proceeds he had received from a personal injury
settlement. He was the sole beneficiary and athird party
was named as trustee. Upon divorce wife argued that the
undistributed income of the trust was community. Id. at
663. In rgecting her claim the court, citing Burns, held
that there being no evidence that the trust was created in
fraud of wife or evidence that husband had neither
actually or constructively, acquired the undistributed
income, the community estate had no interest. |d. at 664.
The court followed the rationale in Burns by stating that
the undistributed income remained a part of the trust and
was not community. Id. It should be noted that the court
emphasized the presence of the spendthrift provision, but
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never really explains the importance of such term as it
relates to their decision.

A more recent case which discussed this issue is
Lipseyv. Lipsey, 983 S.W.2d 345 (Tex.App.—Fort Worth
1998, n. pet.h.). In Lipsey v. Lipsey, the husband, prior
to hismarriage, had rolled over hisretirement planinto a
401(k) plan. Under the terms of the plan, the husband
could not demand distributions until he was 70 years of
age. Thetrial court found the plan to be separate, but the
increasein the plan valueto be community. The husband
appealed the characterization of that increasein value as
community property, as well as the undistributed trust
income. The Court of Appeals reversed, stating that,
absent fraud, a spouse may create a trust from separate
property as long as the income remains undistributed
during marriage. Furthermore, because the
beneficiary/spouse did not have the right to compel
distribution, the income was not acquired during
marriage, was not community property and remained
property of the trust. Id at 351.

Query: Would there be a different result if husband
had begun receiving distributions?

However, in Mercantile National Bank v. Wilson,
279 SW.2d 650 (Tex.Civ.App. - Dallas 1955, writ ref'd
n.r.e.), the wife created a trust prior to her marriage,
naming her father as trustee and her mother as successor
trustee. The trust was irrevocable and the trust
instrument gave the trustee  discretion either to
accumulate the trust income or to expend it for the wife's
use and benefit. The trust continued throughout the
marriage and existed at the time of the husband's death.
The court was cadled upon to determine whether
undistributed income held in the trust at the time of the
husband's death was community property. The court in
Wilson held that it was:

The first and preliminary material question, in
our opinion, iswhether or not the undistributed
profits or income from the trust in the hands of
the trustee is community property. We must
answer that the income on the trust corpus was
community property from the date of the
marriage of appellee [wife] to George O.
Wilson [husband], now deceased, until thetime
of the death of George O. Wilson.

297 SW.2d at 653-654

Burns, Lemke and Lipsey appear to be in conflict
with the ruling in Mercantile National Bank at Dallas v.
Wilson, supra. Given the difference in treatment of
income from “discretionary pay” and “mandatory pay”
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trusts, it would be expected that the conflict arises there,
since Burns, Lemke, and Lipsey involve “discretionary
pay” trusts which held undistributed income.
Unfortunately, the Mercantile National Bank at Dallas
opinion does not clearly describe the trust in question as
“mandatory pay” or “discretionary pay”, athough it
appears that the court construed the trust in Mercantile
National Bank at Dallasto bea* discretionary pay” trust.

One might argue that the statement in Mercantile
National Bank at Dallas that “...the income on the trust
corpus was community property from the date of the
marriage...” is dicta because the characterization of the
income was not dispositive of theissue on appeal. |If that
statement is dicta, then Burns, Lemke and Lipsey are
controlling.

Regardless, the consequence of Burns, Lemke and
Lipsey is that a person about to marry may thwart the
community property laws of Texas by placing separate
property in a “discretionary pay” trust for his or her
benefit and thereby maintain the separate character of
income generated by the trust (formerly the separate
property of the settlor) because the income generated by
the trust corpus and held by the trust is not community
property of the beneficiary. In such a situation, the non-
beneficiary spouse's only claim may be one for fraud
against the community, if the non-beneficiary spouse can
show the action was motivated solely to defraud the
community.

Burns, Lemke and Lipsey leave open the question of
the characterization of the income if it is actually
distributed to the beneficiary during marriage. Clearly,
theincomeis not the result of a gift or inheritance. What,
then, is the characterization of income paid to the
beneficiary of the trust? It seems that the income paid to
the beneficiary from a “grantor trust” would not fall
within the definition of separate property and istherefore
community property. Arnold, supra. Otherwise, aspouse
could "launder" income from his separate property
through a self-settled trust and thereby change the
character of that income from community property to
something dse.

In summary, based upon the holdings in Burns,
Lemke and Lipsey, it appears that if the income
distribution is discretionary as opposed to mandatory, the
undistributed income will likely remain separate.

\' Where the beneficiary of a trust became entitled,
during the marriage, to receipt of one-haf (1/2) of the
trust corpus and chose to leave the vested interest in the
control of the trustee, income generated by the one-half
(1/2) vested portion of the trust corpus was held to be
community property. In the Matter of the Marriage of
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Long, supra. The court held that the beneficiary’ s vested
one-hdf (1/2) interest in the trust corpus was separate
property, but the income generated thereon was
community, even though held by the trust.

Similarly, “income on income” retained by the
trustee beyond the date when the income generated by
trust corpus should have been distributed to the income
beneficiary, has been held to be community property.
Cleaver, supra.

3. Characterization of Distributed Income.

Asin characterization cases involving undistributed
income, clams by the community estate to income
distributions made during the marriage have been based
upon the theory that the distribution is income on the
beneficiary’s separate property and is community
property.

a.  Trusts Created by Third Parties.

Incomedistributed, and the property purchased with
that income, has consistently been characterized as the
separate property of thebeneficiary. Thisistruefor both
discretionary pay trustsand mandatory pay trusts. Taylor
v. Taylor, 680 SW.2d 645 (Tex. App.—Beaumont [9"
Dist.] 1984, writ ref'd n.r.e.); Hardin v. Hardin, suprg;
Wilmington Trust Company, supra.

Although not stated in the Taylor opinion, the
rationale for this characterization was clearly that the
income was a gift. Hardin, supra.

b. Grantor Trusts.

As noted earlier, the characterization of income
actually distributed from a grantor trust has not been
directly addressed. Burns, Lemke, Lipsey and Mercantile
National Bank of Dallas address only undistributed
income. Again, it would seen that income of a grantor
trust, when distributed would be community property
sinceit does not fall within the constitutional definition of
Separate property.

4. Income on Wrongfully Retained Income or Corpus.
As previoudy noted, this income has been

consistently characterized as community property. Inthe

Matter of the Marriage of Long, supra; Cleaver, supra.

5. Characterization of AssetsDistributed From Trust to

a Spouse.

a  Grantor/Sdlf Settled Trusts.

In Mercantile National Bank at Ddlas v. Wilson,
supra, the court held that the undistributed income of a
trust created by wife for her own benefit, prior to
marriage, is community property. See In re Marriage of
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Burns, supra, (income on separate property corpus of
trust created by spouse for his own benefit was
community property to the extent it was received by
husband). InRidgell v. Ridgell, supra, the appellatecourt
stated that the income a spouse receives from atrust is
community property. Thecourt a'sosaid that if the spouse
does not receive income from the trust and has no more
than an expectancy interest in the corpus, the income
remains separate property. 1d. at 148. In Ridgell some of
the trusts were funded by gift or devise and one was
funded by the spouse prior to marriage. The court also
recognized that separate property corpus distributed out
of the self-settled trust was received by the spouse as
separate property. Id. at 150.

b. Trust Funded by Gift or Devise.

There are anumber of cases which say that income
from a trust which was created in a separate property
manner (i.e, by will or by gift) is received by the
spouse/beneficiary as separate property. These cases do
not address the question of whether a trust created by a
spousefor his own benefit, using separate property, gives
rise to separate or community income.

Notwithstanding the opinions referred to above
relating to undistributed income, there is case authority
which supports the proposition that income from a third
party settlor trust remains separate. The leading case
which supports this theory is McClelland v. McClelland,
37 SW. 350 (Tex. Civ. App. 1896, writ ref'd). Husband’s
father created atestamentary trust for himwhich required
mandatory distributions of income, as wdl as,
discretionary income pay outs. The court determined that
theintent of the settlor wasto make a gift to his son of not
only the corpus, but al income flowing therefrom. It
should be noted that the settlor specifically stated in the
trust that it was to be* enjoyed by him (his son) [sic] only
in futuro...” Id. at 354. Hence, the wife’s claim that the
income was community was denied. A similar reasoning
was used in the case of In the Matter of the Marriage of
Thurmond, 888 SW.2d 269, 272-275 (Tex. App.-
Amarillo 1994, no writ). Without expressing itsrationale
the court held that thetrust distributions, both income and
corpus, were entirely the separate property of the
beneficiary. 1d. at 275. In Taylor v. Taylor, supra, the
husband contested the trial court’s finding that assets
purchased during the marriage with income distributions
from a trust created by wife’s father were her separate
property. The appellate court affirmed the tria court’s
finding that the distributions were separate, and not
community, the primary reason being that the trust asset
which generated the earnings was a retail store. The
settlor specificaly stated in the trust that “in order to
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continue the growth and expansion of the business,
management is authorized to createthe necessary reserves
and make proper additionsto capital from earnings before
distribution of earnings’. 1d. at 649 [emphasis added].
The court found that because of the nature of the settlor’s
intent, the profits and earnings became a part of the
corpus, and the distribution of the corpus was not
consdered to be community income. See Sullivan v.
Skinner, 66 SW. 680 (Tex.Civ.App. 1902, writ ref'd)
(wherewifereceived alifeestatein land under her father's
will, which provided that she was to receive the income
for her sole and separate use, the rentals from the land
were wife's separate property).

6. Commingling Inside Trudt.

In McFaddin V. Commissoner, 148 E2d 570 (5th
Cir. 1945), atax case, atrust was created by the mother
and father of the McFaddin children. The parents
conveyed two large cattleranchesintotrust, subject to the
debts secured by the properties and further subject to an
annual payment to the mother of $30,000 per year,
payable from income or, if insufficient, from the corpus.

The Tax Court ruled that children who are
beneficiaries of a trust, which is created by gift of their
parents, hold that interest as separate property. The Tax
Court further found that therights of the beneficiaries did
not attach to the gross income, but rather to the
distributable net income, of the trust, and that the gross
income of the trust used by the trustees to purchase
additional property could not becommunity income of the
beneficiaries. The Tax Court further held that thefact that
the property was conveyed into trust subject to debtsand
liens did not convert what was otherwise a gift into a
transfer for onerous consideration. And oil royalties and
bonuses distributed by the trustee remaned the
beneficiaries’ separate property.

The Fifth Circuit agreed that the res of thetrust was
a gift, and thus separate property. 1d. at 572. Therefore,
the ail royalties, bonuses and profits from the sale of the
land “came to” the McFaddin children as separate
property, taxable as separate income.

Nonetheless, the court held that property acquired by
the trust during the beneficiaries marriages was
community because separate and community funds had
been commingled within the trust. The court stated:

The theory of the Tax Court that none of the
commingled property with which the after
acquired property was purchased was
community property because, under the terms
of the trust instrument, gross income was
treated as corpus, therights of the beneficiaries
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did not attach to gross income but only to the
distributable net income, and the gross income
used by the trustees was, therefore, not
community property, will not at al do. The
taxpayers were the beneficial owners of the
trust properties, and every part and parcel of
them, including income from them, belonged
beneficially to them, either as separate or as
community property, in the same way that it
would have belonged to them had the property
been deeded to the taxpayers and operated by
themsdlves. The greater part of the normal
income from the property during the years
preceding the tax years in question was
community income. Whenit wascommingledin
acommon bank account with other funds of the
trust so that the constituents had lost their
identity, the whole fund became community;
and when it was used by the trustees to
purchaseadditional properties, thoseproperties,
taking the character of the funds which bought
them, were community property. [footnotes
omitted]

1d. at 573.

The Fifth Circuit Court of Appeals also rejected the
Commissioner of Internal Revenue's argument that
because the trusts were spendthrift trusts, they were in
effect conveyances of income to the separate use of the
beneficiaries. Id. at 574.

In sum, it would appear that the McFaddin case
stands for proposition that income received by atrust is
community or separate by the same rules as would apply
had theincomebeen received outside of trust. Andif those
funds are commingled, then the separate corpus of the
trust can be lost to the community, upon subsequent
distributions to the beneficiaries.

This rule was applied to the gross income of the
trust, not just to the distributable net income. Since the
grossincomewas commingledin trust bank accountswith
separate property receipts, the whole fund became
community property, and the subsequently-acquired
property was community in nature, and the oil income
therefrom was similarly community.

7. Trusts Created During Marriage.

When confronted with the characterization issue of
corpus and income of atrust created during marriageitis
advisablefor the practitioner to understand the holding in
Land v. Marshall, 426 SW.2d 841 (Tex. 1968). The
character of the corpus will be determined by the
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inception of title doctrine. As a generd rule, if separate
property of aspouseis used to createthetrust, the corpus
will remain separate, and the income will be community.
If community property isused, theresulting character will
be dependant of whether the other spousehas consented to
the creation of the trust.

a.  The “lllusory” Trust - One Spouse Has Not

Consented.

A spouse cannot create a trust with community
property without the consent or joinder of the other
spouse. Land v. Marshall at 846. In Marshall, husband
created a trust funding it with stock which was clearly
community property. Heal so retained the right to manage
and the power of revocation. The party’sdaughter wasthe
beneficiary and trustee. After husband died, wife sued to
set aside the purported trust on the basis that she never
consented or agreed to the establishment of same and her
interest in the stock could not be transferred without her
joinder. Thetrustee argued, unsuccessfully, that husband
possessed the power to create the trust because of his
“manageria” powersover thecommunity. 1d. Theattempt
by husband to create the trust without consent of his
spouse resulted in an ‘illusory trust”, or no valid trust at
al. He retained the same power and control over the
property as he had beforethe creation of the trust. Where
one of the spouses undertakes to devise community
property belonging to both, the survivor hasan electionto
take under the will or to take the community share. Land
v. Marshall at 844.

b. Where Both Spouses Consent.

When there has been consent by both spouses to
createatrust, it will bedifficult to defeat the trust, absent
afinding of fraud. See, Knox v. Long, 291 S.W.2d 292,
296 (Tex. 1956). (Absent fraud pleadings and proof, if a
spouse participates in transaction with other spouse,
consent will be inferred as a matter of law). Depending
upon the terms of the trust, specifically whether it is
revocable or irrevocable, thetrial court may not have the
ability to divide the assets within the trust. If thetrust is
aninter vivosrevocabletrust and one of the spousesisthe
trustee, the trial court should have the absolute authority
to divide the trust assets. The court should also have the
ability to order the spouse trustee to do whatever may be
necessary to effectuate a transfer of any of the assets to
the other spouse. However, prior to embarking on a
division of any trust assetsthe practitioner should consult
a estate planner or a qualified tax expert to determine
whether there will be any adverse tax ramifications to
either spouse if the trust is dissolved and the remaining
income and corpus are distributed.
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c. Sourceof Trust Corpus.

The property initially used to create the trust may
well lose its identity by the time of death of one of the
parties or at the time of divorce. As an example, if the
husband fundsanirrevocabletrust with separate property
in an effort to protect his assets from creditors, and the
wife is a beneficiary of the trust, it may be determined
upon divorce that he intended to make a gift of those
assets and income therefrom (via the trust) to the
beneficiary. On the other hand, if the husband/settlor
transfers separate property into a revocable trust, and is
able to trace the assets and mutations upon divorce, the
remaining “traceable” corpus would be separate, but the
undistributed income would most likely be deemed
community due to the settlor’s retention of the power of
revocation. See, In the Matter of the Marriage of Long,

supra.

VI. FAMILY LIMITED PARTNERSHIPS

Another common estateplanning tool which hasbeen
utilized by many estate planners is the Family Limited
Partnership (FLP). However, the general opinion of
family law attorneys is, although the formation of this
type of entity may save taxes and insulate the limited
partners from some liahility, they are extremely difficult
to dea with upon divorce. The specifics of all of the
advantages of a FLP is beyond the scope of this paper.
However, if structured properly, a FLP insulates the
partners from potentia liahility, reduces income taxes,
and provides an avenue to distribute wedth while
reducing federal estate taxes. All of these benefits may
exist with the added bonus of retaining the right to
maintain control of the assets.

A. Partnershipsin general.

The Texas Uniform Partnership Act ("TUPA")
(“Uniform Act”) became effective January 1, 1962, and
was codified in Art. 6132b, Tex. Rev. Civ. Stat. Ann.
(Vernon 1970). In 1993, the Texas Revised Partnership
Act, Tex. Rev. Civ. Stat. Ann., Art. 6132b, (Vernon
Supp. 1998) ("TRPA") (“Revised Act”) came into effect
and governed all new partnerships created after January
1, 1994, whilethe Uniform Act continued to governthose
partnerships created prior to 1994 (unless otherwise
agreed by the partnership). The Uniform Act expired on
January 1, 1999, and now, al partnerships, regardless of
when formed, are governed by the Revised Act.

1. Partnership Defined.

A partnership is an association of two or more
people carrying on a businessfor profit. Onceformed, a
partnership is alegal entity distinct from its partners.
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2. Credtion.
It is preferable to set out the agreements of the
partnersin writing. The following factors

suggest the existence of a partnership:

* Right to receive a share of the profits;

*  Expression of theintent to be businesspartners,

* Right to participate in the control of the
business;

»  Sharing or agreeing to share in business |osses
and liabilities; and

e Contributing cash or other property to the
business.

See TRPA 82.03.

3. Partner Rights.
A partner has the following rights in a partnership.

a.  Personal Property.
A partnership interest is personal property. See
TRPA 85.02 and TRLPA 87.01.

b. Interest in Partnership v. Interest in Partnership
Assets.
Under the Revised Act, a partner has an ownership
interest in the partnership entity itself, not the
partnership's specific assets. See TRPA 882.04 & 5.01.

4. Limited Partnerships.

In 1987, the Texas Revised Limited Partnership Act,
Tex.Rev.Civ.Stat.Ann. art 6132a-1 (Vernon Supp. 1998)
("TRLPA") was enacted. Since September 1, 1992,
TRLPA has been applicable to all domestic and foreign
limited partnerships doing business in Texas. See
TRLPA § 13.02(b).

5. General Versus Limited Partnerships.

A limited partnership is a partnership having one or
more genera partners and one or more limited partners.
General partners in limited partnerships (like their
counterparts in genera partnerships) have the right to
participatein the management and control of the business
and, as aresult, they have unlimited liability with regard
to partnership debtsand obligations. Limited partners, on
the other hand, have limited management and control
rights. Inreturn, limited partnershave limited liability for
partnership obligations.

6. Statutory Reguirements.
“To form a limited partnership, the partners must
enter into a partnership agreement and one or more
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partners, including al of the genera partners, must
execute a certificate of limited partnership." TRLPA
§2.01(a). "A limited partnership isformed at the time of
the filing of the initial certificate." TRLPA 8§2.01(b).
Thus, if the partners"enter into a partnership agreement”
but never file a certificate, the resulting partnership is a
genera partnership and not a limited partnership.

7. Applicability of the Uniform Act and the Revised

Act.

TRLPA is slent on many fundamental partnership
issues, focusing primarily on theissues specific to limited
partnerships. Under TRLPA 8§13.03, "the applicable
statute governing partnerships that are not limited
partnerships..." apply in any case not provided for by
TRLPA. Thus, the Revised Act governs numerous
aspects of limited partnerships. A substantia portion of
all marital property issuesinlimited partnershipsare now
governed by the Revised Act, not TRLPA.

Under theRevised Act, asprevioudly stated, thelegal
concept of a partnership is that of an entity rather than
that of a status or aggregate theory. (8 2.01) Under the
Uniform Act, it provided the extent of community
property rights of apartner's spousein § 28-A asfollows:

a. A partner's rights in specific partnership
property are not community property;

b. A partner'sinterest in the partnership may
be community property; and

c. A partner's right to participate in the
management is not community property.

The Revised Act provides essentially the same
concepts.  Under the Uniform Act, the partners were
treated as "tenants in partnership”. The Revised Act
specifically states that the partners are not co-owners of
the partnership property. Section 2.04 of the Revised Act
states, "Partnership property is not property of the
partners. Neither the partner nor a partner's spousehasan
interest in partnership property.” Id. 8§ 5.01 of the
Revised Act provides as follows: "A partner is not a co-
owner of partnership property and does not have an
interest that can be transferred, either voluntarily or
involuntarily, in partnership property.” 1d. Thecomments
to § 5.01 of the Revised Act statethat "a corollary of this
section is that a partner's spouse has no community
property right in partnership property, the same as in the
Uniform Act 828A(l)."

§7.01 of TRLPA specifically states: "A partner has
no interest in specific limited partnership assets.”

Additionally, 85.02(a) of theRevised Act, states, "A
partner's partnership interest is personal property for al
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purposes. A partner's partnership interest may be
community property under applicable law." The
comments to this section clarify that a partner's right to
management of the partnership is not community
property.

Therefore, with 1993's adoption of the Revised Act,
the entity theory clearly becamethe application rule. The
Revised Act has clearer wording asto partner interestsin
partnerships, eliminating the "tenants in partnership”
wording, and specifically states that "[a] partnership isan
entity distinct from its partners,” Revised Act §2.01, and
that "partnership property isnot property of the partners,”
Revised Act §2.04.

In summary, the Revised Act clearly treats interests
in partnership property and interests in the partnership
differently. Neither a partner nor his spouse has any
interest in the property of the partnership. However, the
interest in the partnership can be community or separate.
The interest in the partnership is related to specific
property of the partnership entity inroughly the sameway
stock inacorporation isrelated to specific property of the
corporate entity. Under the entity theory, partnership
property is owned by the partnership entity, not the
individual partners. Partnership property is, therefore,
neither separate nor community in character. See
Marshall v. Marshall, 735 SW.2d 587, 594 (Tex. App. -
Dallas 1987, writ ref'd. n.r.e.) which held that the
partnership property cannot be characterized as either
separate or community.  However, “a partner’s
partnership interest is personal property for al purposes.
A partner’s partnership interest may be community
property under applicable law.” 85.02(a). However, a
court does not havetheright to award specific partnership
property to one of the spouses. Roach v. Roach, 672
S.W.2d 524 (Tex. App. - Amarillo 1984, no writ).

8. Creating and Funding the Partnership.

As a result of the entity theory, the creation and
funding of a partnership is a very significant act. By
contributing assets to the partnership, the new partners
give up ownership of these assets in exchange for
ownership of atotally new and distinct asset: partnership
interests. They no more "own" the assets of the
partnership than a shareholder in General Motors " owns®
a Buick assembly plant in Michigan.

a.  During Marriage.

A partner's management rights, if any, are not
community property. See TRPA 8§4.01(d). The partner
spouse has theright to participatein the management and
control over the partnership according to the terms of the
partnership agreement. The non-partner spouse does not



Martial Property and Estate Planning Issues: Characterization and
Attacking Trusts, Family Limited Partnerships (FL Ps), Etc.

Chapter 41

have a comparable right even though the partnership
interest may be community property.

b. Death or Divorce.

Upon the death or divorce, the non-partner spouse
will be deemed a transferee of any interest partitioned or
acquired by the non-partner spouse. See TRPA 85.04.
Assuch, hisor her soleright isto receive distributions if
and when made. See TRPA 85.03(b).

Neither the Uniform Act nor the Revised Act
attempts to define the extent to which the partner's
"interest in the partnership” is community or separate
property. Under appropriate circumstances it can be
community property. These matters are left to
determination: (1) by reference to the basic entity nature
of partnerships under the Revised Act and (2) to the
characterization and tracing concepts under Texas law.

(1) Partnership Interest.

The only partnership property right the partner has
which is subject to a community or separate property
characterization is his interest in the partnership, that is,
hisright to receive his share of the partnership profitsand
surplus. Harris v. Harris, 765 SW.2d 798 (Tex. App. -
Houston [14th Dist] 1989, writ denied); Marshall v.
Marshall, 735 S.\W.2d 587 (Tex. App.- Dallas 1987, writ
ref'd n.r.e.).

Where the "interest in the partnership” is acquired
before marriage, the interest is separate property. The
same is true where the interest is acquired by gift or by
inheritance. Thisis simply the application of the doctrine
of inception of title. Harris v. Harris, 765 SW.2d 798
(Tex.App—Houston [14™ Dist] 1989, writ denied).

In Harris, the same husband and wife were twice
married and twice divorced. Husband was awarded the
partnership interest in his law partnership in the first
divorce. However, during the second marriage of the
parties, the partners changed and a second partnership
agreement was executed. Subsequently, husband sold his
interest in the partnership under a buy-out agreement
entered into among the partners of husband's law
partnership. The court held:

The second agreement, which was executed
duringtheir marriage, altered and controlled the
terms of appellee's withdrawal from the firm.
However, appellee's partner statusin Andrews
and Kurth was established when that
association of attorneys, then known as
Andrews, Kurth, Campbell and Jones, first
executed their partnership agreement in 1972.
He remained a partner at al relevant times
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thereafter. The partnership itsef was never
dissolved. Appellee's partnership interest upon
hiswithdrawal fromthefirmwas, therefore, the
same partnership interest that he possessed in
1972 and which was adjudged his separate
property in aprior divorce.

Therewas no evidence presented to show that a
"new" or "additional” interest had been acquired
during theparties marriage. Furthermore, while
it may be possible in some cases to show that
an increase in the value of a separate property
asset was based on some community property
factor, such was not shown by any evidencein
this case. No such reimbursement theory was
developed at trial.

Apparently, appellant believesthat if thesystem
of valuation of appellee's partnership interest
changed during the marriage, by virtue of the
amendments to the original partnership
agreement, any increase in the sum dueto him
at buy-out would presumptively be community
property. We do not agree with this reasoning.

Whilethe value of appellee's separate property
interest may have fluctuated from timeto time,
there was no evidence that any "additional”
interest was acquired during the parties
marriage. As in the case of stock splits and
increases, ana ogous to this situation involving
"units' of a partnership, mutations and
increases in separate property remain separate
property.

Harris, 765 S.W.2d at 803.

During the second marriage, the husband in Harris
executed a new "Reserve Capital Agreement”, an
agreement providing for thedistribution of proceeds from
a 30% contingent fee agreement with thematernal heirs of
Howard Hughes (entered into between marriages). The
court held:

Whether the contingent fee contract was the
property of a separate partnership among the
partners adleged to have been created
specifically for the management of the Hughes
case or not, the parties to the contract-werethe
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Hughes heirs and the Andrews and Kurth
partnership. Thereis no evidence in the record
that the fee contract was owned by the several
partnersindividually. Under the entity theory of
partnership, the undivided interest owned by
individual partners in specific partnership
property is not community property. Only the
partner's interest in the partnership may be
characterized as community property.
Therefore, as partnership property, the fee
contract isnot subject to classification as either
community or separate in nature.

1d. at 803-804.

The court in Harris then considered the question of
any increase in the amounts dueto husband as a result of
hiswork on the Hughes case:

In keeping with the principles applicable to
stock splits, an increase in the value, of a
separate property interest resulting from
fortuitous circumstances and unrelated to any
expenditureof community effort will not entitle
the community estate to reimbursement. Note,
Community Property Rights and the Business
Partnership, 57 TEX.L.REV. 1018,1035-1036.
However, a significant line of decisions holds
that the community isentitled to reimbursement
for time, toil and talent spent by one spouse for
the benefit and enhancement of his or her
Separate property interests. Jensen v. Jensen,
665 S.W.2d 107, 109 (Tex. 1984); Vallone v.
Valone, 644 SW.2d 455 (Tex. 1982). While
thelaw contemplates that a spouse may expend
a reasonable amount of talent or labor in the
management and preservation of his separate
property without impressing a community
character upon it, a showing that appelle€'s
energy was spent in such a way that increased
his future right to share in the separate fee
without adequate compensation to the
community, may have entitled the community to
reimbursement for that expenditure of
community time. Valloneat 459. The burden of
pleading and proof at trial is on the party
assarting a right to reimbursement. Id. In the
instant case, the only evidence introduced
relevant to this reimbursement issue was
appellee's testimony that his income from the
Hughes fee was unrelated to the amount or
extent of hiswork on the case.
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1d. at 805.

(2) Profits Distributed.

Didtributions of the partner's share of profits and
surplus(income) received during marriage arecommunity
property even if the partner'sinterest in the partnership is
separate property. Harris, 765 SW.2d 798; Marshall,
supra. Such income simply fallsinto the classic category
of "rents, revenues, and income" from separate property.

Marshall, supra, dedls with the characterization of
distributions from a separate property partnership.
Marshall is of particular significance because the
distributions were related to income received by the
partnership from oil and gas interests, which otherwise
would have been clearly the separate property of the
husband. The wife claimed that $542,000 distributed to
the husband during marriage was salary and profits, and
therefore community property because they were
"acquired" during the marriage. The husband claimed the
distributionswereonly partly salary, but mostly consisted
of return of capital from his separateproperty investment.
1d. The court carefully reviewed the effect of the Uniform
Act, and stated:

With the passage of the Uniform Partnership
Act in 1961, Texas discarded the aggregate
theory and adopted the entity theory of
partnership. Under the UPA, partnership
property is owned by the partnership itself and
not by theindividual partners. Inthe absence of
fraud, such property is neither community nor
separate property of the individual partners. A
partner's partnership interest, the right to
receive his share of the profits and surpluses
from the business, is the only property right a
partner has that is subject to a community or
separate property characterization. Further, if
the partner receives his share of profits during
marriage, thoseprofitsarecommunity property,
regardless of whether the partner's interest in
the partnership is separate or community in
nature.

[A] withdrawal from a partnership capital
account is not a return of capital in the sense
that it may be characterized as a mutation of a
partner's separate property contribution to the
partnership and thereby remain separate. Such
characterization is contrary to the UPA and
implies that the partner retains an ownership
interest in his capital contribution. He does not;
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the partnership entity becomes the owner, and
the partner's contributions become property
which cannot be characterized as either
Separate or community property of the
individual partners. Tex. Rev. Civ. Stat. Ann.,
art. 6121b, secs. 8, 25 & 28-A(l) (Vernon
1970); Thus, there can be no mutation of a
partner's separate contribution; that rule is
inapplicablein determining the characterization
of a partnership distribution from a partner's
capital account.

In this case, al monies disbursed by the
partnership were made from current income.
The partnership agreement provides that "any
and al distributions . of any kind or
character over and above the salary here
provided . . . shall be charged against any
such distributee's share of the profits of the
business." Under thesefacts, wehold that all of
the partnership distributions that Woody
recelved were ether salary under the
partnership agreement or distributionsof profits
of the partnership.

1d. at 593-505.

However, under the TRLPA, § 1.02(1), “Capital
Account” is defined to mean " unlessotherwiseprovidedin
awritten partnership agreement, the amount of apartner's
original contribution to a limited partnership, which
consists of cash and the agreed value of any other
contribution to the partnership, increased by the amount
of additional contributions made by that partner and
alocations to that partner of partnership profits and
decreased by the amount of distributions to that partner
and allocations to that partner of partnership losses.”

Additionaly, under TRLPA, §102(13), Return of
Capital has been defined to mean, unless otherwise
provided in a written partnership agreement, any
distribution to a partner to the extent that the partner’s
capital account immediately after the distribution is less
than the amount of that partner’'s contribution to the
partnership as reduced by prior distributions that were a
return of capital.”

(3) Undistributed Profit.

When profits have been earned by the partnership
but retained for the reasonable needs of the business,
present or reasonably anticipated, the profits remain a
part of the*“partnership property” (whether intheform of
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cashinthebank, increased inventory, or otherwise). Jones
v. Jones, 699 S.W.2d 583 (Tex. App. - Texarkana 1985,
no writ); McKnight v. McKnight, 543 SW.2d 863 (Tex.
1976).

Where profits are not distributed and are
accumulated by the partnership beyond the reasonable
needs of the business and in fraud of the non-partner
spouse or community or is transferred to the partnership
infraud of the non-partner spouse, it is suggested that the
non-partner spouse may have the same rights and
remediesasif the partnership wereacorporation, trust, or
third person.

In Marriage of Hidley, 575 SW.2d 432 (Tex. Civ.
App. - Amaillo 1978, no writ), deds with the
characterization of "grossincomereceipts’. InHigley, the
wifeclaimed reimbursement for her "community share” of
the gross income receipts in a partnership (in which
husband owned an interest as separate property before
marriage), during the periods of marriage, which were
used to pay partnership indebtedness of $219,005.21. The
court of appeals held that gross income receipts do not
automatically become community property. 1d. Thecourt
went on to say that the wife failed to show the
indebtedness was paid by the partnership from any (net)
profits or surplus accumulated by the partnership during
marriage. Id.

(4) Community Reimbursement.

Some questions may arise in situations where the
partner-spouse devotes 100% of histime, toil, and talent
to the partnership business, but receives only modest
distributions and the bulk of the profits are accumulated
in the partnership entity. In such cases the same rules of
reimbursement should arguably apply as with the
corporateentity, and the community estate'sright toclaim
reimbursement for the time, toil and efforts expended to
enhance the separate estate, other than that reasonably
necessary to manage and preserve the separate estate for
which the community did not receive adequate
compensation. See Harris, 765 SW.2d at 805; see
generally Jensenv. Jensen, 665 S.W.2d 107 (Tex. 1984).

(5) Alter Ego.

The dter ego rules for piercing the corporate vell
should apply to the partnership entity in the same manner
as they apply to the corporate entity with respect to the
shareholder spouse's conduct. See generally, Bell v. Bell,
513 SW.2d 20 (Tex. 1974); Spruill v. Spruill, 624
S\W.2d 694 (Tex. App. - El Paso 1981, writ dism'd).
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B. Family limited partnerships.

A FLPissimply alimited partnership formed among
family members. In the last decade, families have used
FLPs with increasing frequency to provide additional
asset protection and as an estate planning vehicle. The
business of the FL P may be nothing more than managing
the real and personal property of members of the older
generation or of the entire family. Often, an older
generation member will create a FLP with his or her
assets, such as an ongoing business, stock, real property,
etc. The younger generations may contribute additional
property to the FLP or they may obtain their interestsin
the FLP by gift. Members of the older generation are
usualy the general partners, so they can retain control,
and members of the younger generation are typically
limited partners (although a younger generation member
sometimes serves as a general partner in order to provide
asset management for the older generation). The limited
partners cannot compel adistribution but areentitled to a
share of any partnership distribution if and when made.
In addition, FLP agreements will frequently contain
significant restrictions on the transfer or assignment of a
partnership interest in order to keep the business "in the
family." The combined effect of these redtrictions is to
significantly influence the value of partnership interests
both during a partner's life and at death and protect the
partnership from apartner's creditors by making the asset
less desirable.

1. FLP Marital Property Considerationsin General.
a.  Partnership Interests.

As previoudy indicated, a partnership interest is
characterized as separate or community property under
the same general rules of any other interest acquired
during the marriage. Thus, it is necessary to determine
whether the partnership interest is acquired before
marriage, after marriage, as a result of a gift, devise, or
decent, or whether it can be traced to separate property.
See In re Marriage of Higley, 575 SW.2d 432
(Tex.Civ.App.--Amarillo 1978, no writ) (partnership
interest acquired by husband prior to marriage was
separate property). Partnership interest acquired during
marriage or which does not fit within the statutory
definition of separate property is presumed to be
community property. SeeYorkv. York, 678 SW.2d 110
(Tex.App.--El Paso 1984, writ ref'd n.r.e.) (partnership
interest acquired during marriageiscommunity property).
If separatefunds areused to fund the partnership, then the
interest in the partnership remains separate. If the funds
used are community the resulting interest is community.
Harris v. Harris, 765 SW.2d 798, 802 (Tex. App. -
Houston [14th Dist.] 1989, writ denied).
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b. Marital Property v. Partnership Property.

Again, property transferred to and acquired by a
partnership becomes an asset of the partnership rather
than of any individual partner. Once specific property is
transferred into the partnership, that property isno longer
capable of being either community or separate inasmuch
as it becomes partnership property and is no longer
property owned by the spouse or the spouses. See
Marshall, supra. Further, property acquired with
partnership fundsis presumed to be partnership property
unless a contrary intent exists. See TRPA §2.05(c).

2. Formation of the Family Limited Partnership.
a  Reasonsto Create a FLP.

At the time most spouses contempl ate the formation
of aFLP, adivorceis not even aremote possibility. The
suggestion to consider creating a FL P usually comesfrom
the party’s CPA or estate planner. If the family lawyer is
approached by aclient to assist informing a FL P, the best
adviceisto refer the client to someonewho is qualified in
thearea of estate planning and taxation. The client should
also be advised that each spouse should have their own
independent counsel prior to its formation.

A FLP should have good reasons to exid,
particularly if it is to withstand a challenge by the IRS.
Some commentatorsassert that all of thesereasons should
be specifically set forth in the partnership agreement,
while others believe the reasons should be excluded.
Nevertheless, the following constitutes a partial list of
reasons for the creation of a FLP:

*  Resolve disputes that arise among family members,
thereby helping to preserve harmony and avoid the
expense and problems of litigation.

e Maintain control of family assets.

*  Promote efficient and economic management of the
assets and properties under one entity.

*  Consolidate fractiona interestsin family assets.

*  Increase family wedlth.

e Make annua gifts without fractionalizing the
underlying family assets.

*  Redtrict the right of non-family members to acquire
interests in the family assets.

*  Protect family assetsfrom claims of futurecreditors.

*  Prevent thetransfer of afamily member'sinterestsas
aresult of afailed marriage.

*  Provideflexibility in business planning not available
through trusts, corporations, or other business
entities.

* Facilitate the administration and reduce the cost
associated with the disability or probate of the estate
of family members.
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*  Promote the family's knowledge of communication
about family assets.

b. What GoesIn May Not Always Come Out.

Because of the nature of partnerships, and the
property owned by the partnership, the property used by
the spouses to fund the partnership may be very different
when the partners divorce. As previoudy stated, the
specific property is converted into a partnership interest.
So the spouse who funds with stock, does not get the
interest in the stock back, only an undivided interest inthe
partnership. Evenif theassetsarethe separateproperty of
one of the spouses, after yearsof partnership activity, the
ability to trace out the percentage of that separateinterest
may be impossible.

c. ToPartition or Not to Partition.

It is not unusual for estate plannersto adviseclients
toenter intoa partition or exchange agreement prior tothe
creation of a FLP. Again, while this may make the
funding interests easier to deal with, each spouse should
have independent counsel to advise them of the possible
adverse effects of relinquishing their respective
community property rights. TFC §4.102.

d. Affectsof Formation.

Below isaflow chart which portraysacommon FLP
setup. This is provided for ILLUSTRATIVE
PURPOSES ONLY, as there are an enumerable ways
FLPs can be structured.

jTTTTTTTTT Ty
PROPERTY | Manytimesthe |
| Spouses |
| execute apartition |
JONESFLP i agreement i
e e J

H& W -49%9% EACH

No Personal Liability

No Control/Management

No Assignment of Int.

Can't Dissolve w/o
Consent of all Partners

GENERAL PARTNER - 1% INT.

Total Control

Personal Liability

No Remova w/o 70% Int.
Consent

THE SPOUSES THEN

H Transfers% Interest to
Children

W Transfers % Interest to
Children

10% to Child 1 10% to Child 2

10% to Child 1 10% to Child 2

Excluded from Parent's Estate

Passes Tax Free

Generates Income
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Once the FLP has been formed, what has been
accomplished for income and estate tax purposes:

*  Income earned on the gifted partnership interestsis
removed from the spouse’s estate;

*  The appreciation of rental properties, if any, is
removed from spouse’s estate for estate tax
purposes;

»  Thevalue of the partnership to the children pass to
them gift tax free. Gift tax will be based not on the
valueof the property transferred, but on the value of
the “gift” of the partnership interest. With the
children getting a minority interest, in all likelihood
the value will be heavily discounted because of lack
of marketability of the interest transferred.

e The control of the assets are maintained by the
person(s) capable of managing the assets;

* |If acreditor weretogo after any of the partners, they
don’t get the assets, they only get an minority interest
in the partnership that they can do little or nothing
with to satisfy their debt;

*  Creditorswho seizetheinterest have no right to vote
on partnership affairs;

e A creditor would only be entitled to the pro rata
distribution, if and when made;

*  Maximizes the possibility that a judgment creditor
would be willing to sdll the assignee interest at a
substantial discount;

e If judgment was result of a tort, the judgment
creditor can’t touch the other spouse’s interest,
because the separate property of one spouse is not
liable for the torts of the other spouse;

*  Probably would makeno differenceif thepartnership
assets were a stock portfolio or real estate

3. Problems With Limited Partnerships on Divorce.
The mere structure of the FLP is inherent with
practical problems on divorce. If a FLP is setup like the
example above, the non-controlling spouse may not reap
much from a monetary standpoint, absent a finding of
fraud. Who wantsto buy into a partnership where there
is no control and no guaranty of return on theinvestment?

a Vauation.

The value of the limited partner’s interest is
susceptible to valuation in the same manner as that of the
IRS. Therewill bemgjor discounts because of the lack of
marketability and restrictions on transferability.

The IRS has routinely upheld discountsfor minority
interests and lack-of-marketability at fairly substantial
rates. Limited partnership interests will often be
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discounted at 30-40%, leaving it worth much less than a
general interest.

Factors that will weigh heavily into the evaluator's
determination are the restrictions placed on the limited
partners interests(i.e. possiblenon-transferability, lack of
management and control, inability to withdraw during the
term of years, etc.). Goodwill may well prove to be a
relevant as well.

In Crowell v. Crowell, 2000 Tenn. App. Lexis 370
(decided May 30, 2000), the Tennessee trial court
considered, in determining an award of dimony, thevalue
of thewife'sinherited separateproperty interest. Thewife
had inherited a 48.5% limited partnership interest in an
FLP which held over $1,000,000 in assets, including a
farm. She argued that her limited interest was of very
little value to her because it was not liquid. She did
admit, however, that the partnership property could
produce income, but that she did not intend to draw
income from it, as it would be against the wishes of her
mother, brother and hersalf. Thetrial court, factored the
wife'sinterest "heavily" against her, despite her valuation
arguments and the appellate court upheld its decision.

b. Inability to Force Distributions.

Depending upon how the management powers are
allocated, the non-controlling spouse is faced with the
reality that the ability to force distributions other than
stated in the FLP will not be possible. In Cleaver v.
Cleaver, supra, wife was one of the beneficiaries under
her father’s testamentary trust. Part of the trust corpus
was a 8.33% undivided interest in a partnership which
was managed by the wife’s uncle Joe, who aso owned a
75% interest. The trust provided that Joe had the total
discretion on how toinvest the earningsin the partnership
business. He could distribute the earning to the trust, or
reinvest in the business. Joe choseto reinvest the earnings
in the business, as opposed to distributing them to the
beneficiaries. Citing Hellbronv. Stubblefield, 203 S.W.2d
986, 989 (Tex. Civ. App. - El Paso 1947, writ ref d.
n.r.e.) thecourt held that partnership management hadthe
right to withhold earnings and determine the amount of
earnings to be distributed, if any. Once the earnings were
reinvested in the partnership, they became part of the
“entity”. Since the earnings were never actually
distributed to thetrust, but instead reinvested directly into
the partnership, there was no valid claim by husband to
“community” income from the trust.

c. Destroying Family Harmony.

In addition to the lack of value and inability to
manage the partnership, the non-controlling spouse is
faced withthedifficult decision of whether tojointhe FL P
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as a party to the divorce. In atrue business setting thisis
somewhat of a no brainer decison. However, if the
spouse’s children are also limited partners in the FLP
there exists the distinct possibility that, if successful in
defeating the FL P, the children will obviously be affected
financially. As a result, the only thing the family law
attorney can do is properly advise the client of the
financial risksinvolved and the client must be the onewho
assesses the emotional risk at stake.

d. Setting Aside the Partition Agreement.

If there was a partition or exchange agreement
executed prior to the formation of the FLP, the
complaining spouse must set aside that marital agreement
first, before attacking the FLP, in order to get to the
characterization issue of the partnership interest. The
statutory requirements and burden of proof mandated by
the statute could make this approach an extremely
difficult and risky endeavor. TFC 84.105. See also,
Marsh v. Marsh, 949 SW.2d 734, 738 (Tex. App. -
Houston [14th Dist. 1997, no writ). If the attack fails, the
contesting spouse could be liable for costs and attorney
fees for breach of the marital contract. See, Tex. Civ.
Prac. & Rem. Code Ann. 838.001. Even if the
complaining spouse is successful in setting aside the
marital agreement, the issue of fraud as it relates to the
formation of the FLP is still left to be decided.

e Tax Effects of Getting What You Ask For.

Theadage, “becareful what you ask for becauseyou
may get it”, is especidly true when contemplating
invaidating a FLP. A detailed explanation of every tax
trap is beyond the scope of this paper. However, if
successful, the adverse tax impact may greatly outweigh
the benefitsto begained by setting asidethe FL P. Counsdl
should consult with atax expert beforeembarking onthis
path so the client can be fully advised as to the possible
tax implications if successful.

VII.LATTACKING TRUSTS AND FLPs ON

DIVORCE.

If thereexist noreasonablepossibility of anamicable
resolution, an all out attack on the Trust or FLP may be
the only alternative. If so, listed below are some generd
suggestions in formulating a strategy to be used when
attacking the Trust or FLP.

A. READ and understand the oper ative documents.

It iscrucial to obtain, read, and understand theterms
of thetrust or FLP in question. Retain an expert and have
him/her analyze each and every term of the instrument.
This can be extremely important in determining, not only
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thevalidity of thetrust or FLP, but also whether therehas
been compliance with its terms. One should look closely
at the stated business purpose of the FLP. Many FLPs
state that the general purposeisto make a profit, provide
a means of increasing family wedlth, etc. If some of the
purposes have not been followed it may provide some
incentive to resolve the matter on morefavorableterms to
the non-controlling spouse. Even if the chances of
invalidating the entire FLP are dim, there may be a way
to force the proponent to the settlement table if there has
not been strict complianceor glaringinconsistenciesinthe
manner in which the FL P was administered. Although the
trust or partnership agreement can determine the
standards of the duty of care and obligation of good faith
of apartner, such obligation cannot beeiminated. TRPA
84.03(c-d).

B. Examinethebooksand records.

Inthe caseof trusts, abeneficiary dways retains the
right to an accounting once every 12 months. TTC
§113.151. A partner, whether genera or limited, cannot
be unreasonably restricted from access to the books and
records of the partnership. TRPA 84.03(b). Even if the
other spouse is the sole beneficiary of a third party
grantor trust, the books and records of thetrust should be
discoverablefor the purpose of determining the character
of the income generated from the trust.

C. Fraud and alter ego claims.

An dement of fraud will always be present at the
time of divorcemainly becauseone of the spouses aways
feds that they have been cheated or somehow treated
unfairly by the other spouse during the marriage. While
the practitioner may be inclined to immediately plead
some form of fraud when confronted with one of these
situations, he or she needs to have a clear understanding
of what the limits are as applied to trusts and FLPs. As
discussed below, dter ego has aso been advanced as a
theory if the controlling spouseuses thetrust or FLP asa
mere conduit to do what he or she desires without regard
to the necessary formalities imposed by law. However,
there are no reported cases which apply the ater ego
theory to either trusts or FLPs.

1.  Fraud.

For purposes of this article the comments will be
confined to what family lawyers know as “fraud on the
community” or “fraud on the spouse doctring”. See,
Jackson v. Smith, 703 SW.2d 791, 795 (Tex. App. -
Dallas 1985, no writ). Jackson defines constructive fraud
as the breach of alegal or equitable duty which violates a
fiduciary relationship which exists between spouses. 1d.
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The opinion reiterates that the presumption of
congtructive fraud arises where one of the spouses
disposes of the other spouse’s one haf interest in
community property without the other’s knowledge or
consent. Id. Take, for example, the man who, shortly
prior to marriage, conveys all of his income-producing
property into trust, and then, either as trustee or through
control over thetrustee, uses undistributed trust incometo
acquire assets such as the car which he drives, the house
in which he lives, etc. --items which would have been
community property had theincome been received by him
free of trust. This activity might not constitute a
congtructively fraudulent conveyance of community
property; however, would it constitute use of an express
trust in a congructively fraudulent manner? If the
principles which apply to use of a corporation to
perpetrate a fraud can be adapted to express trusts,
perhaps equity will allow the court in a divorce to
disregard the trust “fiction.” Although fraud in this
context may be easy to detect, thereal question iswhether
it stands as a separate cause of action in adivorce suit.

a.  Fraudin Divorce - A Separate Cause of Action?
Whether the alleged fraud relatesto atrust or aFLP,
Texas law indicates that fraud, as aindependent cause of
action, cannot be maintained in a divorce suit. In the
Matter of the Marriage of Moore, 890 S.\W.2d 812 (Tex.
App. - Amarillo 1994, no writ) husband was the manager
of the community assets. On divorce, wife sought
reimbursement and aleged a separate cause of action
claiming husband breached his fiduciary duty to the
community. Id. at 825. She sought both actual and
exemplary damages. Theappellatecourt held that thetwo
claims were basically the same. Id. at 827. In reversing
the award of damages to Mrs. Moore the court held that
no independent cause of action existed for fraud on the
community. Id. at 829. As opposed to aseparateaward of
damages, the M oore court sees the equalizing recovery as
arecoupment to the community for the fraudulent acts of
the other spouse. Four years following the Moore case,
the Texas Supreme Court confirmed that position in
Schlueter v. Schlueter, 975 SW.2d 584 (Tex. 1998).
Mrs. Schlueter sued both husband and hisfather inathird
party action alleging fraud, breach of fiduciary duty, and
conspiracy. Husband had attempted to transfer
community funds to his father. Had he been successful,
those funds would not have been available for the trial
court to divide upon divorce. The trial court found for
wife and awarded actual and exemplary damages. The
court of appeals affirmed the trial court’s judgment.
Schiueter v. Schlueter, 929 SW.2d 94, 100 (Tex. App. -
Austin 1996), rev’d, 975 S.W.2d 584 (Tex. 1998). Ina 6-
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3 decision, the supreme court held that a separate and
independent tort cause of action for actual fraud and
exemplary damages against one spouse does not exist in
the context of a deprivation of community funds by the
intentiona fraudulent acts of the other spouse directed
againgt the assets of the community. 1d. at 585. The
holding in Schlueter was followed by the El Paso Court of
Appealsin Sprick v. Sprick, 25 S.W.3d 7, 16 (Tex. App.
- El Paso 1999, pet. denied). Citing Schiueter, the court
held that where the economic tort depletes the community
estate so as to leave insufficient property availableto the
wronged spouse, the court may impose a monetary
judgment in order to achieve an equitable division . 975
S.W.2d at 588. Becausethe amount of any such judgment
isdirectly referable to a specific value of lost community
property, it will never exceed the total value of the
community. (emphasis added)

Query: What if thereareinsufficient assetsto satisfy
the judgment? What happens to the monetary judgment
if the guilty spouse discharges the equalizing judgment in
bankruptcy?

b. Spouse Versus Partner.

Based on the rationale stated in Moore, Schlueter,
and Sprick it is clear that if the tort is between spouses
thereis really little or no relief for the offended spouse.
Does this preclude the spouse who is also a partner from
bringing an independent fraud action against the other
spouse in his’her partnership capacity, or against the
partnership? Probably not. The wronged spouse may
bring an independent suit. However, the recovery may be
limited to the partner’s interest in the partnership. If
successful, what exactly has the defrauded spouse won?
The control of the entity may not be affected and the
spouse will not be able to get to specific partnership
property. The plaintiff may till not be able to force
dissolution.

2. Alter Ego.
Alter ego (also referred to as piercing the corporate

vell) has been recognized for many years when an
individual had used the corporate entity for his’/her on
personal benefit, thereby perpetrating a fraud on others.
Castleberry v. Branscum, 721 SW.2d 270 (Tex. 1986).
Its application has been confined to closdy held
corporations. Zisblatt v. Zisplatt, 693 SW.2d 944 (Tex.
App. - Fort Worth 1985, writ dism’d.); Parker v. Parker,
897 SW.2d 918 (Tex. App. - Fort Worth 1995, writ
denied). There are no reported cases where an ater ego
clam has been made against a trust or FLP. Closely
following the decision in Castleberry v. Branscumwas an
amendment to the Business Corporation Act which
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codified, and in effect, narrowed the use of the alter ego
theory. It requires an obligee of corporate debt to prove
that the person caused the corporation to be used for the
purpose of perpetrating and did perpetrate an actual,
rather than merely constructive, fraud on the obligee for
the direct persona benefit of the shareholder, owner or
subscriber. Comment, Tex. Bus. Corp. Act, Art. 2.21
(West Supp. 2001). Even though this cause of action
historically has been restricted to corporations, it may
well be applicable to other types of entities.

3. Partiesto Suit To Contest Trust or FLP.

Generally speaking, if the trust is revocable and
husband and wife, or one of them is the settlor, and they
are dso the sole beneficiaries, there should be no need to
jointhe controlling spouseastrustee. However, if thetrust
isirrevocable it may be necessary to join the trustee and
the other beneficiariesinthesuit. Starcrest Trust v. Berry,
926 S.W.2d 343, 355 (Tex. App. - Austin 1996, no writ).
There should be a careful examination of the trust
document to determine whether the trust requires joinder.
Additionaly, if you are going to attack or attempt to set
asde a FLP, a great deal of thought should be given on
whether the FLP and/or its genera partner and limited
partners should be, or are, necessary parties to the
litigation.

VII1.SPECIFIC CHALLENGESTO TRUSTSAND
FLPS.
Listed below are some specific areas to be
investigated when dealing with trusts and FLPs on
divorce.

A. Trusts
1. Defectsin Formation.

If one of the spouses isthe settlor of the trust before
marriage, the contesting spouse should make surethat the
required elements of the creation of the trust have been
met. This can include the basic requirements such as
proper signature, expressintent, and theactual funding of
the trust. Remember, an express trust can come into
existence only by the execution of anintention to createit
by the one having legal and equitable dominion over the
property made subject toit. Millsv. Gray, 147 Tex. 33,
210 SW.2d 985, 987 (1948). Title to the property must
immediately pass to the trustee, and beneficia or
equitable title to the beneficiaries, Cutrer v. Cutrer, 334
S.W.2d 599, 605 (Tex. Civ. App. - San Antonio 1960),
aff’d. 163 Tex. 166, 345 SW.2d 513 (1961).
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2. Chalenging Intent to Create the Trust.

Before there can be a trust, the settlor must intend
the creation of the trust. See TTC 8112.002. (“A trust is
created only if the settlor manifests an intention to create
atrust”); Gonzalez v. Gonzalez, 457 S.\W.2d 440 (Tex.
Civ. App.--Corpus Christi 1970, writ ref’d n.r.e.); Tolle
v. Sawtelle, 246 SW.2d 916, 918 (Tex. Civ. App.--
Eastland 1952, writ ref’ d).

Some trust arrangements, such asfunds deposited in
abank account withasignaturecardreading “intrust,” or
securities held “as trustee” for another, are so informal
that a clear intention to create a trust is not readily
ascertainable from the documentation.

Thus, intent of the settlor to create the trust is the
first thing to check when considering an assault on an
express trust.

a.  Extrinsc Evidence of Intent.

Generdly, theparol evidencerulenormally prohibits
the useof extrinsic evidenceto add to or vary the terms of
a written document, absent alegations of ambiguity,
fraud, duress or mistake. Guardian Trust Co. V.
Bavereisen, 132 Tex. 396, 121 S.W.2d 579, 583 (1938).
However, the court may consider parol evidence as to the
circumstances surrounding the creation of the document,
for the purpose of applying the document to the subject
with which it deals, and for the purpose of ascertaining
the real intention of the parties. 1d. at 583. See McClung,
A Primer on the Admissibility of Extrinsc Evidence of
Contract Meaning, 49 Tex. Bar. J. 703 (1986).

On the other hand, some courts have taken a more
restricted approach to parol evidence. In the case of Otto
V. Klement, 656 SW.2d 678 (Tex. App.--Amarillo 1983,
writ ref’d n.r.e), the court refused to consider parol
evidence on intent where the proof was offered to vary a
survivorship provison contained on a bank signature
card. In [sabell v. Williams, 705 SW.2d 252 (Tex. App.
--Texarkana 1986, writ ref’d n.r.e.), parol evidence was
admitted only becauseaconflict between printed language
and writing on an account signature card created an
ambiguity.

b. Intent to Create a Trust.

There is specific authority that parol evidence may
be considered in determining whether a person intended to
create atrust in a particular circumstance. As stated by
the Texas Commission of Appeals in connection with
funds deposited in an account “in trust” for another:

Theultimatecontrolling fact tobedeterminedis
the intention of the donor. Such a transaction
does or does not createa trust according as the
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donor intended. Since in this case no one but
Mrs. Baldwin knew or could have known what
were her red intentions in these transactions,
that fact must be arrived at by a consideration
of her relevant actsand declarations, prior to, at
the time of, and subsequent to the various
transactions. As stated in the application for
writ of error:

“The intention referred to is to be ascertained,
not by the application of barren concepts to a
single fact, but ‘by rational deductions’ based
upon all the facts.”

Fleck v. Baldwin, 141 Tex. 340, 172 S\W.2d 975, 978-79
(1943).

3. Failurein Mechanics of Creation.

TheTTC hascertainrequirementsfor expresstrusts
that must be observed. When these conditions are not met,
an express trust cannot be recognized in a court
proceeding.

a. Must bein Writing.

The TTC provides that an express trust containing
real or persona property is unenforceable unless it is
created by a written instrument, signed by the settlor,
containing the terms of the trust. TTC § 112.004. The
meredesignation of aparty as “trustee” on aninstrument
does not aone create a trust. Nolana Development Ass’n
v. Corsi, 682 S\W.2d 246, 249 (Tex. 1985).

b. Exception for Personalty.
There are two exceptions to this rule, for trusts
which involve only personalty.

(1) Personalty Transferred to Another With Intent

Expressed.

Wherethetrust includes only personalty, thetrust is
enforceable if the personalty is transferred to a trustee
who is not a beneficiary or settlor, and the settlor
expresses theintention to createatrust, either beforeor at
the time of the transfer. TTC 8 112.004. In such a
situation, written evidence of the trust is not required.

(2) Personalty Retained by Settlor With Writing

Reflecting Trust.

A trust of personalty is also enforceable where an
owner of personaty states in writing that certain
personalty is held by that person astrustee for another, as
beneficiary, or for himsalf and another, as beneficiaries.
TTC 8§112.004. This exception would apply to funds
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which the party has deposited in a financia institution,
where the account reflects the party as “trustee” for
another. See Jameson v. Bain, 693 SW.2d 676 (Tex.
App. --San Antonio 1985, no writ). This exception would
also apply to stocks, bonds, CD’s, etc. carried inthename
of the party “as trustee” for another. See Citizens Nat.
Bank of Breckenridge v. Allen, 575 S.\W.2d 654, 658
(Tex. Civ. App. --Eastland 1979, writ ref’d n.r.e.).

c. No Exception for Realty.

No exception to the requirement of a writing exists
for realty. Thus, whereone person holdstitletoreal estate
as “trustee,” and no written trust agreement exists, the
relationship isnot an expresstrust. It may, however, bea
resulting trust. The TTC, however, specifically states
that it does not apply to resulting or constructive trusts.
TTC § 111.003.

d. A Transfer is Necessary.

There must be a present transfer of legal title of
property from the settlor to the trustee for the trust to be
valid. Cutrer v. Cutrer, 334 S.\W.2d 599, 605 (Tex. Civ.
App.--San Antonio 1960), aff’d, 162 Tex. 166, 345
S.W.2d 513 (1961). However, the settlor may “transfer”
legal title to the property to himsdf astrustee aslong as
his words or acts clearly reflect his intent to relinquish
individual ownership in favor of holding the property
merely as trustee for the beneficiary. Wedterfield v.
Huckaby, 474 S.W.2d 189 (Tex. 1972). Accord, TTC §
112.004(2). The settlor may retain rightsin the property,
or may be theinitial trustee, and may retain the right to
revoke the trust, without violating this rule. Westerfield,
supra at 193.

4. Non-Consenting Spouse's Property Used to Fund

Trust.

Asprevioudy indicated, theillusory trust doctrineis
a species of congtructive fraud. Thisdoctrineislimited to
those situations in which a non-consenting spouse’s
property isused to fund thetrust. Westerfield v. Huckaby,
474 SW.2d 189 (Tex. 1971). It should be noted that the
entire trust in Land v. Marshall was invalidated by the
court, while in Westerfield, only that portion of the trust
attributable to wife’s property was void.

5. Participation by Spouse Will Defeat Claim.

Absent a finding of fraud, a clam asserted by a
spouse who has consented to the formation of the trust or
to the funding of the trust with his or her separate, or
community interest property, will fail. See, Marsh v.
Marsh, supra, at 742. The length of time between the
funding and the attack will be an important factor for the
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court to consider in addressing this type of claim. If the
complaining spouseknew of the questioned transfers, has
enjoyed the benefits from the transaction, and a
substantial amount of time has passed, the court may be
less likely to sustain the attack. Where both spouses
participate in transferring property to another to avoid
creditors, that property will not be included in the
community estate. Jones v. Jones, 804 S.W.2d 623 (Tex.
App.-Texarkana 1991, no writ). The Joneses (H & W)
transferred property to husband’s son from a prior
marriage in anticipation of a potential judgment being
rendered against them. Id. at 624, The fraud perpetrated
in Jones was not directed toward the community, but
toward third party creditors. Id. at 625. The trial court
ordered the son to reconvey the property to the parties.
Reversing thetrial court, the appellate court held wherea
person conveys land in fraud of his creditors, though the
land isonly to be held in trust, neither he nor hisheirscan
enforce the trust against the grantee. Id.

6. Failureto Distribute Pursuant to Terms of Trust.

An indirect attack on the validity of a trust will
include those of failure of the trustee to comply with the
terms of the trust to distribute the income and/or corpus.
This will occur when the beneficiary/spouse, though
entitled to a distribution, has not received the property
according to the terms of the trust. If the trustee is
someone other than the spouse, they should be joined as
party in the divorce. This would apply to both express
trusts and questionable transfers where the imposition of
congtructive trust may be appropriate. Failureto join the
proper person or entity may result in collateral estoppel if
the harmed spouse attempts to bring a separate action
after the conclusion of the divorce.

7. Dry Trust
The Texas Supreme Court has said that “[w]hen a

trustee has no duties to perform, the purposes of the trust
having been accomplished, it becomes a simple, passive
or dry trust, asit istermed in the law, and the cestui que
trust is entitled to have the full legd title and control of
the property, because no other person has an interest in
the property.” Lanius v. Fletcher, 100 Tex. 550, 101
S.W.2d 1076, 1078 (1907). Under these circumstances,
the beneficiary is entitled to possession of the contents of
thetrust. Hall v. Rawls, 188 S.W.2d 807, 815 (Tex. Civ.
App. --Beaumont 1945, writ ref d). Similarly, if the
trustee is not given affirmative powers and duties in the
trust instrument, thetrust is passive or dry, and legal title
is vested in the beneficiaries, not the trustee. Nolana
Development Assnv. Corsi, 682 SW.2d 246, 249 (Tex.
1984). Consider, however, the effect of § 112.004 of the
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TTC, which recognizes the enforceability of a trust of
personalty in certain situations, even though the terms of
the trust are not specified.

The doctrine of “dry trust” was explored in the case
of Zahnv. National Bank of Commerce, 328 S.W.2d 783
(Tex. Civ. App.--Dallas 1959, writ ref’d n. r. e). The
settlor’ s will provided that land was to be held for two
years after her death and if at that time, oil or minerals
were not found, the land was to be sold and the oil and
mineral rights reserved and placed in trust for the benefit
of five cousins. The trustee asked for aconstruction of the
will to determineif thistrust wasvalid. The Court of Civil
Appealsdetermined that it was permissiblefor thetrust to
remaindry” or unfunded for thetwo-year period. If the oil
or mineral rights were found within that period, the
beneficiaries would receive title in fee smple. If not, the
trust would be funded (with the oil and mineral rights as
theres) for administration on behalf of the beneficiaries.

8. Ilusory Trust
An express trust can be chalenged on the ground

that it is an “illusory trust.” The leading Texas case on
illusory trusts is Land v. Marshall, supra. In Land v.
Marshall, the husband had created an inter vivos trust
using amost all of the community property. He retained,
however, the power to revoke the trust, the right to
consume the principal, to control the trustee, and other
beneficia interestsduring hislifetime. Upon hisdesth, the
trust passed titlein the community property to the parties’
daughter. In a challenge brought by the wife after the
husband’s desath, the entiretrust was held by the Supreme
Court to beinvalid. The test announced by the Supreme
Court for an “illusory trust” was:

Did the decedent, by his conveyance in his
lifetime, retain such a large interest in the
property that, at least as to his wife, his inter
vivostrust was illusory? |d. at 848.

If so, then the trust was “illusory,” and failed as to
the wife’s one-haf community property interest. This
happened in Land v. Marshall. However, in Land v.
Marshall, the court also nullified the trust as to the
husband’s one-half of the property, because the removal
of thewife’s one-half interest in the property was seen as
defeating the husband’s testamentary intent. Id. at 849.

Therefore, thelllusory Trust doctrinewas adoptedin
Land v. Marshall, because the husband sought to make a
testamentary disposition of hiswife’s community interest
in property through the use of an inter vivos trust. Texas
law prohibited the husband from bequeathing his wife’s
community interest in the property. The Texas Supreme




Martial Property and Estate Planning Issues: Characterization and
Attacking Trusts, Family Limited Partnerships (FL Ps), Etc.

Chapter 41

Court concluded that, wherethe conveyanceintotrust was
illusory, the trust failed as to the wife’s one-half
community interest.

A similar concept was described in Hunter v. Clark,
687 SW.2d 811, 814 (Tex. App.--San Antonio 1985, no
writ), inthat a spouse could not defesat the other spouse’s
survivor’s homestead right by conveying the homestead
during lifetime.

a.  Only When Non-Consenting Spouse’s Property is

Used to Fund a Trust.

Theillusory trust doctrine “is limited to instances in
which a non-consenting spouse's property is used to fund
atrust.” Westerfield v. Huckaby, 474 S\W.2d 189 (Tex.
1971). Consequently, the remedy is available only to the
extent that the complaining spouse’s separate property, or
share of the community property, is used without her
consent. As explained in Westerfield, thetrust in Land v.
Marshall was an illusory trust only as to the wife’s
interest in the property. Westerfield, 474 SW.2d at 191.
However, the entiretrust failed, even as to the husband’s
interest in the property, because the loss of half of the
trust corpus was deemed to defeat the husband’s plan of
distribution. 1d. at 849.

b. ExcessiveControl Not SoleBasisof “Illusory Trust”

Attack.

In Westerfield, the administratrix of a decedent
sought to set aside inter vivos trusts created by the
decedent, on the grounds that the decedent had retained
too much control and the trusts were “illusory.” The
administratrix’s attack was rejected by a majority of the
Supreme Court which felt that the decedent could create
valid trusts even though she reserved in herself broad
beneficia rights, as well asthe right to revoke the trusts
and the right to control or manage thetrustees. 1d. at 192.
[There was no problem of community property in
Westerfield, because the decedent was a single woman
(femme sole).]

C. Spouse’s Participation Forecl oses Attack.

Anillusory trust attack cannot beraised by a spouse
who participated in the original conveyance into trust.
United States v. Gordon, 406 E2d 332, 343 (5th Cir.
1969).

9. Alter Ego.
Family lawyers know that the independence or

separateness of a corporation or other business entity can
be attacked under the “ater ego” doctrine. The doctrine
might be available to contest whether certain property is
actually “heldintrust.” The Court of Civil Appeals, inin
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re Marriage of Burns, 573 S.W.2d 555, 557 (Tex. Civ.
App. --Texarkana 1978, writ dism’d), acknowledged this
potential attack, when it pointedly observed that the wife
in that case had not challenged the husband’s trust as
being the ater ego of the husband.

The necessary legal standards to establish atrust as
an ater ego can be adapted from cases where a spouse
has sought to pierce the corporate veil. See Spruill v.
Spruill, 624 SW.2d 694 (Tex. Civ. App. --El Paso 1981,
writ dism’d); Duke v. Duke, 605 S.W.2d 408 (Tex. Civ.
App.--El Paso 1980, writ dism’d); Humphrey v.
Humphrey, 593 S.W.2d 824 (Tex. Civ. App. --Houston
[14th Dist.] 1980, writ dism’'d); Goetz v. Goetz, 567
SWw.2d 892 (Tex. Civ. App.--Dallas 1978, no writ).
Martin v. Martin, 628 SW.2d 534 (Tex. App.--Fort
Worth 1982, no writ). See generally Tex. Prop. Code
Ann. 8112.008(c) (Vernon 1995) (settlor and beneficiary
may be trustee, except where merger would occur). It
should be noted that a trust may be operated as an alter
ego of the settlor, or of the beneficiary, or of the trustee.

The Texas Supreme Court examined the contours of
the ater ego theory as to corporations, in great detail, in
Castleberry v. Branscum, 721 SW.2d 270 (Tex. 1986).
There the Court discussed seven recognized grounds for
disregarding the corporate fiction: (i) ater ego; (ii)
because “the corporate form has been used as part of a
basically unfair device to achieve an inequitable result;
(iii) fraudulent conveyance; (iv) the trust fund doctrine;
(v) breach of fiduciary duties; (vi) the denuding theory;
and (vii) inadequate capitalization. 1d. at 271-73. Asto
the alter ego theory the Court said:

Alter ego applies when there is such unity
between corporation and individual that the
separateness of the corporation has ceased and
holding only the corporation liablewould result
in injustice. First Nat. Bank in Canyon v.
Gamble, 132 SW.2d 100, 103 (Tex. 1939). It
is shown from the total dedlings of the
corporation and the individual, including the
degreetowhichcorporateformalities have been
followed and corporateand individual property
have been kept separately, the amount of
financia interest, ownership and control the
individual maintains over the corporation, and
whether the corporation has been used for
personal purposes. [Citations omitted.] Alter
ego’s rationale is. “if the shareholders
themselves disregard the separation of the
corporateenterprise, thelaw will alsodisregard
it so far as necessary to protect individua and
corporate creditors.”
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1d. at 272.

The policy reasons which support disregarding the
corporatefiction may well also apply to situations where
atrust relationship to property is conducted in a manner
that makes the trustee an alter ego of the settlor, the
beneficiary, or the person who is acting as trustee. If the
facts warrant it, plead the cause of action.

10. Colorable Trust vs. Alter Ego.

While some might wonder at the usefulness of
drawing distinctions between two trust doctrines, neither
of which has as yet become established law in this state,
one can draw certain distinctions between a “colorable”
trust and atrust relationship which is conducted so asto
make the trustee the “ater ego” of the settlor, the
beneficiary or the trustee. To prove that a trust is
colorable, the proponent must show an agreement between
the settlor and the trustee such that the settlor retains
ownership of the rest of the trust, notwithstanding the
apparently completed conveyance to the trustee. To
establish that atrust is being operated as an alter ego, the
proponent would presumably have to show that the
settlor, or trustee, or beneficiary, asthe casemay be, dedlt
with the trust property as if it was not subject to the
fiduciary obligations deriving from the trust instrument.
Thus, even if the attempt to prove an agreement between
the trustee and the seftlor is unsuccessful, and the
colorable trust attack fails, success may be available on
alter ego grounds, because of the way the trust property
is handled.

11. Rescission, Cancellation and Reformationfor Fraud,

Duress, Mistake, Etc.

Conveyancesinto trust, like every other transaction,
are subject to rescission, cancellation or reformation on
the grounds of fraud, accident, mistake, undue influence,
duress, failure of consideration, etc. See 72 Tex. Jur. 3d
Trusts § 154 (1990).

a. Fraud in the Inducement as Basis for Rescission.

In order to rescind a conveyance for fraud in the
inducement, it must be shown that: (1) a fase
representation was made by the defendant; (2) thevictim
detrimentally relied upon thefal serepresentation; and (3)
injury resulted to the victim. Citizens Standard Life Ins
Co. v. Muncy, 518 SW.2d 391, 194 (Tex. Civ. App.--
Amarillo 1974, no writ). The misrepresentation must
relate to a material fact. Runfied v. Runfield, 324
S.W.2d 304, 406 (Tex. Civ. App.--Amarillo 1959, writ
ref’d n.r.e.). The speaker need not know the falsity of the
representation. Citizens Standard Lifelns. Co. v. Muncy,

518 S.W.2d 391, 195 (Tex. Civ. App.--Amarillo 1974, no
writ). The failure to disclose a material fact will not
support rescission, unless the wrongdoer had a duty to
disclose arisng from the nature of the relationship
between the wrongdoer and the victim. Anderson v.
Anderson, 620 S. W 2d 815, 819 (Tex. Civ. App.--Tyler
1981, no writ). A promiseregarding future behavior will
not support rescission unless the wrongdoer had no intent
to carry out the promise at the time it was made. Bassett
v. Bassett, 590 SW.2d 531, 533 (Tex. Civ. App.--
Houston [1st Dist.] 1979, writ dism’d). Wherethevictim
has knowledge of the falsity, rescission will not lie. Shaw
Equipment Co. v. Hoople Jordan Const. Co., 428 SW.2d
835, 839 (Tex. Civ. App.--Dallas 1968, no writ).

In the context of atrust, it can be imagined that the
settlor, or someone claiming through him, might assert
fraud in the inducement as a ground to rescind the
conveyance into trust. Consider, this example: Assume
that the wife is induced by her husband to join in a
conveyance of their community property into trust, with
the income from the trust to be paid in equal portions to
husband and wife, for their lives, and then to the survivor,
for life, and with the remainder to go to the spouses’
children. Shortly after the conveyance, the husband files
for divorce, and moves in with his girlfriend. The wife’s
lawyer wants to rescind the conveyanceinto trust. Given
the fiduciary relationship which arguably exists between
spouses, and the husband’s failure to disclose the
existenceof agirlfriend or hisintent to seek adivorce, the
evidence should support rescission of the conveyanceinto
trust, for fraud in the inducement. Proof of actual fraud
eliminates the need to show a fiduciary relationship.
Meadows v. Bierschwale, 516 SW.2d 125 (Tex. 1974).

(1) Accident.

The Texas Supreme Court has discussed what
constitutes an accident sufficient to rescind or cancd a
transaction. InHenry S. Miller Co. v. Evans, 452 SW.2d
426, 432 (Tex. 1970), the court described such an
accident as:;

..anunforeseen and unexpected event, occurring
externally to the party affected by it, and of
which his own agency is not the proximate
cause, whereby, contrary to his own intention
and wish, he loses some legal right or becomes
subject to some legd liability and another
acquires a corresponding lega right, which it
would beaviolation of good consciencefor the
latter person, under the circumstances, toretain
... . If the party’s own agent is the proximate
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cause of the event, it is mistake rather than an
accident.

(2) Mistake.

Equity recognizes “mistake” as a ground for
reformation, rescission or cancellation of atransaction. It
should be noted that if rescission or cancdllation is not
available, the settlor could alternatively reform the trust
agreement tomakeit revocable, and thenlater exercisehis
power to revoke the trust.

(3) Mistake as Basis for Reformation.

Reformation is an equitable proceeding in which a
document which is erroneoudy written is caused to
conform to the true agreement between the parties.
Continental Qil Co. v. Doornbos, 402 S.W.2d 879, 883
(Tex. 1966). Ordinarily, themistakein the document must
be mutual, and not unilateral, in order to support
reformation. Towarrant reformation, the proponent must
prove the true agreement of the parties, and that the
written memorandum deviates from the true agreement as
aresult of mutual mistake. Brownv. Havard, 593 SW.2d
939, 942 (Tex. 1980). However, unilateral mistake by one
party will support reformationwhereit isaccompanied by
fraud or inequitable conduct by the other party. AceDrug
Marts, Inc. v. Sterling, 502 S.W.2d 935, 939 (Tex. Civ.
App.--Corpus Christi 1974, writ ref’d n.r.e). For
example, wherethe other party knows of the mistake but
fails to mention it, inequitable conduct exists to support
reformation based upon unilateral mistake. Cambridge
Companies, Inc. v. Williams, 602 S.W.2d 306, 308 (Tex.
Civ. App. --Texarkana 1980), aff’d, 615 SW.2d 172
(Tex. 1981).

(4) Mistake as Basis for Rescission and Cancellation.
To rescind or cancel an agreement for mistake, the
mistake generally must be mutual. Hanover Ins. Co. v.
Hoch, 469 SW.2d 717, 722 (Tex. Civ. App.--Corpus
Christi 1971, writ ref’d n.r.e.). Themistake must relateto
a material and essential issue, not an incidental one.
Simpson v. Simpson, 387 SW.2d 717, 719 (Tex. Civ.
App.--Eastland 1965, no writ). The mistake cannot have
resulted from the negligence of the party seeking to negate
thetransaction. Plains Cotton Cooperative Assn. v. Wolf,
553 S\W.2d 800, 803 (Tex. Civ. App. --Amarillo 1977,
writ ref d n. r. e)). Generdly, an error in predicting the
futurewill not support rescission or cancellation. City of
Austin v. Cotten, 509 SW.2d 554, 557 (Tex. 1974). A
mistake as to a party’s existing legal rights can support
rescission. Plains Cotton Cooperative Assn. v. Woalf, 553
S.W.2d 800, 803 (Tex. Civ. App.--Amarillo 1977, writ
ref’dn.r.e.). Unilateral mistake, whichis not known to or
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induced by the other party, will not support rescission or
cancellation of an agreement. Johnson v. Snell, 504
SW.2d 397, 399 (Tex. 1973). However, unilatera
mistake can support rescission where the mistake is of
such a magnitude that to enforce the contract would be
unconscionable; the mistakeinvolves amaterial featureof
the agreement; the mistake was made despite the exercise
of ordinary care; and the parties can be returned to the
status quo after rescission. James T Taylor, Etc. v.
Arlington Ind. School Dist., 335 SW.2d 371, 373 (Tex.
1960).

(5) Cancdllation of Trust Agreements.

AmericanLaw Reports, Second Edition, containsan
annotation on the subject of when an irrevocable inter
vivos trust can be cancelled on the ground of mistake or
misunderstanding. Annot., 59 A.L.R.2d 1229 (1958).

One federal judge concluded that under Texas law,
a settlor may reform a trust agreement to insert a power
of revocation wherethat power was omitted fromthetrust
agreement by mistake. See DuPont v. SouthernNat. Bank
of Houston, Texas, 575 F. Supp. 849, 859 (S.D. Tex.
1983), aff’d in part, rev’d part on other grounds, 771
E2d 874 (5th Cir. 1985). The court aso dedt with
rescission of atrust on the grounds of mistake as to tax
consequences, and suggested that Texas law would
requirethe following showing beforerescinding the trust:
(2) that thetrust was created solely for tax considerations;
(2) that these tax considerations had been definitely
changed or frustrated by an actual assessment of tax
liahbility or by a change in law that would lead an expert
to conclude that atransfer tax liability would morelikely
than not accrue on the transaction; (3) that the changed
tax circumstance amounts to a material mistake; (4) that
the settlor proves that but for the mistake he would not
have entered into the transaction; and (5) that when
plaintiff knew or should have known of the mistake he
acted immediately to remedy the situation. 1d. at 861.

(6) Undue Influence.

Undue influence can support rescisson or
cancellation of atransaction. It isaform of lega fraud.
Boundsv. Bounds, 382 S.\W.2d 947, 951 (Tex. Civ. App.
- Amarillo 1964, writ ref’d n. r. e)). In the area of will
contests, whereundueinfluencearises, thetermis defined
as such an influence as would subvert or overpower the
mind at the time of the transfer in question, and without
which influence the transfer would not have been made.
Bohn v. Bohn, 455 S.W.2d 401, 409 (Tex. Civ. App.--
Houston [1st Dist.] 1970, writ dism’d). See In Re Estate
of Willenbrock, 603 S.W.2d 348, 350 (Tex. Civ. App.--
Eastland 1980, writ ref’dn.r.e.). The same definition was
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applied to a suit to rescind a real estate conveyance, in
Edwards v. Edwards, 291 SW.2d 783, 786 (Tex. Civ.
App.-Eastland 1956, no writ), wherein a daughter sought
torescind a conveyance of real estate by her mother to her
half-brother. Wherethe conveyanceis madein the context
of a confidential or fiduciary relationship, and the
fiduciary thereby profits, a different burden of proof may
apply. Mason v. Mason, 366 S.W.2d 552 (Tex. 1963), is
an example of a testamentary trust that was invalidated
when the will creating it was held invaid for undue
influence.

(7) Duress.

Duress may beused as a basisto cancel instruments.
Duress exists when: (1) there is a threat to do some act
which the party threatening has no legal right to do; (2)
thereis someillegal exaction or fraud or deception; and
(3) the restraint is imminent and such as to destroy free
agency without present means of protection. Housing
Authority of City of Dallasv. Hubbell, 325 S.W.2d 8380
(Tex. Civ. App.--Dallas 1959, writ ref’d, n.r.e.). Haley
v. Fenner & Beane, 246 SW. 412, 412 (Tex. Civ. App.--
Dallas 1923, no writ).

12. Uniform Fraudulent Transfer Act.

Chapter 24 of the Texas Business and Commerce
Code sets out the Uniform Fraudulent Transfer Act
("UFTA"). By using this Act, a spouse can perhaps undo
aconveyance into trust.

The provisions of Chapter 24 apply to “transfers,”
including every mode of or parting with an interest in an
asset. UFTA. A spouseisa* creditor” who caninvokethe
provisions of the statute. UFTA § 24.002(4).

a.  Transfers Made with Intent to Defraud.

§ 24.005(a)(1) of UFTA voids transfers made with
the intent to hinder, delay or defraud creditors.
Transferred property cannot be recovered from a “bfp”
who gave areasonably equivalent value for the transfer.
UFTA §24.009(a). Casesinvolving spouses under earlier
law include: Lott v. Kaiser, 61 Tex. 665 (1884) (for
transfer made during divorce in which wife sought
alimony); Goodwin v. Goodwin, 451 SW.2d 532 (Tex.
Civ. App.--Amarillo), rev’d on other grounds, 456
S.W.2d 885 (Tex. 1970) (regarding transfer by husband
occurring between date of rendition and date of signing of
decree of divorce awarding wife judgment against
husband); Spencev. Spence, 455 S.W.2d 365 (Tex. Civ.
App.--Houston [14th Dist.] 1970, writ ref’d n.r.e)
(regarding transfer by husband between the date the
decree of divorcewas signed and the dateit becamefinal,
wherewifereceived an unsecured money judgment against
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husband); Rilling v. Schultze, 95 Tex. 352, 67 SW.2d
401 (1902) (regarding transfer by ex-husband after entry
of divorce decree ordering himto pay child support to ex-
wife.

b. Debtor’s Transfer Not for Value.

§24.005 of the UFTA dtates that atransfer made by
a debtor without receiving a reasonably equivalent value
is void with respect to an existing creditor if: (1) the
debtor was about to engage in a transaction for which
higher assets were unreasonably small; (2) the debtor
believed that he/shewouldincur debtsbeyond thedebtor’s
ability to pay as they come due. UFTA § 24.005(a)(2).
Intent by the debtor to defraud a creditor or interested
personisnot anissue under thisprovision. SeeFirst State
Bank of Mobeetie v. Goodner, 168 SW.2d 941, 944
(Tex. Civ. App.-- Amarillo 1943, nowrit). The burden of
proving insolvency is on the creditor. Wester v.
Strickland, 87 SW.2d 765, 767 (Tex. Civ. App.--
Amarillo 1935), aff’d 112 SW.2d 1047 (Tex. 1938).

13. Conveyances During Divorce.

§6.707 TFC provides that atransfer of community
property, or the incurring of debt, that subjects the other
spouse or the community property to liability by a spouse
while a divorce is pending is void as againgt the other
spouse, if done with the intent to injure the rights of the
other spouse. The statute further provides, however, that
the transfer or debt is not void as to the transferee or
lender who had no notice of the intent to injure. The
complaining spouse has the burden to prove such notice.
However, the mere pendency of the divorce is not
constructive notice to third parties of fraudulent intent.
First Southern Properties, Inc. v. Gregory, 538 SW.2d
454, 458 (Tex. Civ. App.--Houston [1st Dist.] 1976, no
writ).

14. Fraud-on-the-Spouse Doctrine.
a.  Actua Fraud.

No Texas cases werefound wherea conveyanceinto
trust was attacked as constituting actual fraud upon a
spouse. However, the issue was examined in Martin v.
Martin, 282 Ky. 411, 138 S.W.2d 509 (1940). In that
case, the issue was whether a man who was about to
marry could transfer his property to athird party with the
intent to deprive his intended spouse of a distributive
share of his estate, upon his death. The high court of
Kentucky made the following statement of the law:

[A] man may not make a voluntary transfer of
either hisreal or persona estate with the intent
to prevent his wife, or intended wife, from
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sharing in such property at his death and that
thewife, on thehusband’ s death, may assert her
marital rights in such property in the hands of
the donee. [Emphasis added.]

Id. at 515. The Texas Pattern Jury Charges PJC 206-2A
(2002) gives the following instruction regarding actual
fraud of a spouse’s interest in community property:

A spouse commits fraud if that spouse
transfers community property or expends
community funds for the primary purpose of
depriving the other spouse of the use and
enjoyment of the assets involved in the
transaction. Such fraud involves dishonesty of
purpose or intent to deceive. [ltalicized
language is subject to substitution of different
language, depending on facts of case]

b. Constructive Fraud.

Authorities agree that, even without proof of actual
intent to defraud the spouse, the court will rescind a
transaction whereby one spouse unfairly gives away the
other spouse’s one-half interest in community property.
The doctrine of constructive fraud is one method that can
be used to undo one spouse’s conveyance of the other
spouse’s share of community property into a trust. See
Stephens County Museum, Inc. v. Swenson, 517 SW.2d
257 (Tex. 1975) (a non-marital case remanded to trial
court for determination of constructive fraud issue
regarding transfer into trust).

The Texas Pattern Jury Charges PJC 206-4A (2002)
gives the following instruction regarding constructive
fraud asto a spouse’s interest in community property:

A spouse may make moder ate gifts, transfers,
or expenditures of community property for just
causes to a third party. However, a gift,
transfer, or expenditureof community property
that is capricious, excessive, or arbitrary is
unfair to the other spouse. Factors to be
considered in determining the fairness of a
gift, transfer, or expenditure are—

1. the relationship between the spouse
making the gift, transfer, or expenditure
and the recipient;

2. whether there were any special
circumstances tending to justify the gift,
transfer, or expenditure; and

3. whether the community funds used for the
gift, transfer, or expenditure were
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reasonable in proportion to the
community estate remaining. [Italicized
language is subject to substitution of
different language, depending on facts of
case]
(1) InConveyances During Lifetime.
The following cases, among others, have addressed
theissue of constructive fraud-on-a-spousein inter vivos
conveyances to third parties: Carnes v. Meador, 533
SWw.2d 365 (Tex. Civ. App.--Dallas 1976, writ ref’d
n.r.e.) (widow sued to negategifts of community property
from deceased husband to his children from prior
marriage); Horlock v. Horlock, 533 SW.2d 52 (Tex. Civ.
App.--Houston [14th Dist.] 1975, writ dism'd) (wife
sought to recover from husband in divorce proceeding for
gifts of community property he madeto his children from
aprior marriage); Loganv. Barge, 568 S.W.2d 863 (Tex.
Civ. App.--Beaumont 1978, writref’d n.r.e.) (widow sued
stepchildren to recover one-half of gifts of community
property made to them by her deceased husband).

(2) In Conveyances Effective Upon Desth.

The following cases have addressed the issue of
congtructive fraud-on-a-spouse in conveyances taking
effect upon death: Givens v. Girard Life Ins. Co. of
America, 480 SW.2d 421 (Tex. Civ. App.--Dallas 1972,
writ ref'd nr.e) (widow sued deceased husband’s
girlfriend to recover proceeds from community property
life insurance policy on life of deceased husband);
Murphy v. Metropalitan Life Ins. Co., 498 SW.2d 278
(Tex. Civ. App.--Houston [14th Dist.] 1973, writ ref’d
n.r.e.) (decedent’s mother sued insurance company and
decedent’s wife for proceeds of community property life
insurance policy on decedent’s life).

15. Merger of Title.
The doctrine of merger isexpressy set outinTTC §

112.034. The TTC provides:

[1]f asettlor transfers both thelegdl titleand all
equitable interests in property to the same
person or retains both the legal title and all
equitableinterestsin property in himsalf asboth
the sole trustee and the sole beneficiary, atrust
is not creasted and the transferee holds the
property ashisown. . . . Except as provided by
subsection (c) of this section, atrust terminates
if the legd title to the trust property and all
equitableinterests in the trust become united in
one person.
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Therefore, a trust ceases to exist when there is a
merger of the legal and equitable title in the trustee or
beneficiary. Whenever legal title and equitable title to
trust property are joined in the same person, the two
interests merge, and the property no longer in trust.
Cisnerios v. San Migud, 640 SW.2d 327, 330 (Tex.
App. - San Antonio 1982, writ ref’ d. n.r.e)). Asaresullt,
even if the trust was valid when created, but by its terms
has terminated (merger of title), and though not yet
distributed, there would be no trust. Hence, the property
would rest in fee with the beneficiary. Depending on the
character of the property, both corpus and income, an
aggrieved spouse may be able to assert a claim. See, In
the Matter of the Marriage of Long, supra. Discretionary
versus mandatory disbursements from the trust will also
impact the success of the merger argument. When faced
with the question of merger of title, the practitioner must
be able to demonstrate that real control of thetrust liesin
the spouse seeking to uphold the trust.

Merger can also occur at the outset of thetrust, asa
result of adesign defect in the trust instrument, or it can
result from a subsequent act of the beneficiary. For
example, whenthe beneficiary of an expresstrust conveys
equitable title to the trustee, so that lega title and
equitable title are merged in the trustee, the trust is
terminated and the trustee has an unrestricted right to the
property. Becknal v. Atwood, 518 S.W.2d 593 (Tex. Civ.
App.- Amarillo 1975, no writ). In Beckna, where the
father conveyed real property to his wife as trustee for
their children, and the children later conveyed their
remander interest back to their mother, for her use and
enjoyment during her lifetime, and then to the trustor-
father, for his useduring hislifetime, legal and equitable
title merged and the property in question exited the trust.
However, other trust property not involved in the re-
conveyance continued to remain in trust.

Notethat the merger provision of the TTC speaks of
merger of legal and equitable title in one person. Also,
note the TTC’s use of the words “soletrustee” and “sole
beneficiary.” Thereisagenera view that, wherethereare
multiple trustees and multiple beneficiaries, a unification
of legal and equitabletitlein thetrustees and beneficiaries
collectively does not constitute a merger. See Annot., 7
A.L.R.4th 621 (1981). However, this argument did not
avoid afinding of merger intheBecknal case, wherethere
were two trustees.

In sum, whenever the legal and equitable titles to
property held in trust are combined, the possibility of
merger arises.
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16. Internal Revenue Code Standards.

The IRC addresses issues analogousto the “illusory
trust,” “colorable trust,” and alter ego doctrines in
connection with taxation of trust incomeand theinclusion
of trust property inthe estate of adecedent. Whilethereis
a well-recognized distinction between the validity of a
transaction under stateproperty law and thevalidity of the

transactionfor tax purposes, the parallel sareinescapable.

a  Income Tax Considerations.

The IRC recognizes a trust as a separate taxable
entity only when there is a genuine relinquishment of the
settlor’ s control over hiswesdlth. If the settlor retains too
much control over thetrust, theincome of thetrust will be
taxed tothesettlor. ThelRC al so taxes trust incometo the
settlor if the incomeis used to make payments which the
settlor is obligated to make, such as child support. 1.R.C.
674(b)(1), 677(b); Regs. 8 1.674; 1.677. While
recognition of atrust as a taxable entity under the IRC is
different from recognition of atrust under state property
law, in most instances the IRC standards rel ateto thetrue
“separateness’ of the trust from the settlor. Also, the
failuretomeet IRC requirementsmakesthetrust’sincome
taxable to its grantor, creating a liability for the
community estate, and perhaps bolstering the claim that
if income is taxable to the community, then the
conveyanceintotrust should bedeclared to beineffective.

Query: If the trust is nonetheless valid under state
property law, would a right of reimbursement arise for
community property used to pay taxes on the income of
the trust? For a discussion of the specific questions
addressed by the IRC, see 33 Am. Jur.2d Federa
Taxation 8§ 3000-3038 (1996).

b. Estate Tax Considerations.

The IRC dso contains provisons which cause
property conveyed into a trust to be included in the
decedent’s estate, for estate tax purposes. The rules are
similar to those discussed above in connection with
incometaxation. See 34A Am. Jur.2d Federal Taxation §
143,179 (1996).

c. Apparent Authority by the Beneficiary.

In most cases, the beneficiary of the conventional
estate planning trust will not bethenominal grantor of the
trust. Rather, the nominal grantor will be an ancestor of
the beneficiary (or, perhaps, the beneficiary’s deceased
spouse). However, the analysis should not end there. For
marital property purposes, theimportant issueis not who
is the nominal grantor of the trust, but rather who is the
actual grantor of the trust; that is, who is the person
responsible for the transfer of wedth to the trust. In
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contemporary estate planning trusts, there are a number
of ways in which the beneficiary can (and, in certain
planning dSituations, is expected to) actuadly or
congtructively transfer wealthto atrust nominally created
by another person. Set forth below are some suggestions,
given the particular stuation, that may cause the
beneficiary of a trust to become or be deemed to be the
grantor of the trust. If any of these situations occur, it
may put the beneficiary's spouse in a position to claim a
community property interest in both accumulated and
distributed trust income.

d. Lapse of Crummey powers.

A “Crummey” power is one of several conventional,
widely used withdrawal rights granted to trust
beneficiaries in estate planning. These provisions are
included in trusts for lawful tax planning purposes and
they have been part of conventiona estate planning and
trust drafting for decades.

The gift tax laws include an annual exclusion,
allowing taxpayers to avoid gift tax on what would
otherwisebea“taxablegift.” IRC § 2503. To qualify for
the annual exclusion, the gift must provide the recipient
with a * present interest” in the gifted property. In other
words, the recipient must have the ability to possess and
enjoy the gift. When a gift is madeto atrust, the transfer
usually does not create a present interest, sincethe assets
go to thetrust and not to the beneficiary. Estate planners
devised atechniqueto addressthat problem: Givethetrust
beneficiary a limited right (e.g., one lasting for thirty
days) to withdraw the assets placed in the trust, up to the
annual exclusion amount. If such a withdrawal power is
included inthe trust instrument, atransfer of assetsto the
trust would create a “present interest” because the
beneficiary would havetheright (although limited) to take
the trust assets as a result of the transfer. The gift to the
trust would therefore qualify for the annual gift tax
exclusion.

The IRS initially did not approve of this strategy.
However, the courts gavethewithdrawal right itsintended
tax effect, and over theyearsthe |RSfinally conceded the
tax issue. The first case to test the tax effect of such a
withdrawal right was Crummey v. Commissioner, 397
F.2d 82 (1968), and that case gave this type of
withdrawal right its name. Clauses granting Crummey
withdrawal rights are now routinely included in trusts
whenever the grantor wants to insure that his gift to the
trust will qualify for the annual gift tax exclusion.

A Crummey clausecreates awithdrawal right that is
real, but that is also ethereal. In practice, the beneficiary
almost never exercises his withdrawal right, and this, of
course, iswhy the IRS fought against its tax recognition
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for so many years (and still does wherever the Crummey
clause is carelesdy drafted or administered). If the
beneficiary did take the trust assets, he would defeat the
grantor’s plan to have the assets administered in trust
rather than taken by the beneficiary (after al, the grantor
did not transfer those assets to the beneficiary, but to the
trust). The beneficiary who disappointed the grantor and
actually withdrew the assets could expect that the grantor
would not make further gifts to the trust, which would
work againgt the interests of the beneficiary. The
beneficiary might al so contemplatethat the grantor might
revise his will, insofar as it provided for the beneficiary
who had taken the trust assets against his wishes.

As a result, most Crummey withdrawal rights
“lapse”—that is, they expire without being
exercised—and the trust assets that were subject to
withdrawal by the beneficiary remaininthetrust. Onecan
argue, for marital property purposes, that the lapse of a
withdrawal right constitutes a constructivetransfer by the
beneficiary to the trust of the assets that were available
for withdrawal. Thiswould render thetrust self-settled by
the beneficiary (i.e., the beneficiary becomes the grantor)
to the extent of the property subject to the lapsed
withdrawal right, giving rise to possible claims by the
marital property estate.

As Crummey powers are conventionally used in
estate tax planning, this result could have considerable
impact; the Crummey powers may extend to a substantial
part of the wealth that is transferred into the trust by the
beneficiary’sancestor. A very common exampleof thisin
estate planning occurs with irrevocable life insurance
trusts (“ILITS’), which have been widely used tax
vehicles for decades. The ancestor, the nominal grantor,
might create an ILIT that is designed to hold millions of
dollarsof lifeinsurance on hislife. Hewill transfer to the
ILIT each year only assets adequate to pay insurance
premiums, which may be avery small amount in relation
to the death benefit of the life insurance policy owned by
thelLIT. Itisnot unusual for the entireannual transfer to
be subject to withdrawa by one or more trust
beneficiaries, through Crummey powers. It is possible,
therefore, when the ancestor/grantor dies, and the ILIT
owns millionsof dollarsof insurance proceeds, that oneor
moretrust beneficiaries will have grantor status as to the
entire trust.

The critical question is whether, for Texas marita
property law purposes, thetrust beneficiary who allows a
Crummey power to lapse is considered to become the
grantor of the trust, to the extent of the property subject
to the lapsed withdrawal right. There does not appear to
be a clear answer to this under Texas law; that is, there
are no Texas cases which address the issue.
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Federal tax law treatment of a Crummey power can
be helpful in assessing how Texas, for marital property
law purposes, would treat alapseof such apower; that is,
would the State dignify it as converting the Crummey
beneficiary into the trust grantor? There are a number of
situations when federal tax law, which is designed to
accomplish objectives that are obvioudy distinct from
state law, diverge from how state law operates,
specifically in the area of trusts.

In generd, the lapse of a right to withdraw property
fromatrust istreated as atransfer of that property to the
trust by the beneficiary for estate and gift tax purposes.
I.R.C. 88 204!(a)(2), 2514(b). This tax result is changed,
statutorily, to the extent the value of the property subject
to the withdrawal right does not exceed, in any calendar
year, the greater of $5,000 or 5% of the value of the trust
property. 1.R.C. §204l(b)(2), 2514(b), (€) (seediscussion
of “fiveand five” powers below). However, the“fiveand
five’ ruleis only a statutory exception to the general rule
that the lapse of a withdrawal right is equivalent to a
transfer of the subject assets by the beneficiary, to the
trust, for estate and gift tax purposes.

Similarly, a trust beneficiary who alows a
withdrawal right to lapseis generally treated as a grantor
of thetrust for federal incometax purposes. |.R.C. 8§ 678.
Under the income tax laws, there are some statutory
exceptions to when the Crummey beneficiary will be
treated as the grantor (which are different than the
statutory exceptions under the estate and gift tax laws).
I.R.C. 678 (b) and (c). However, the genera ruleremains
that aCrummey beneficiary istreated asthegrantor of the
trust for federal income tax purposes.

A second area of investigation, in an effort to
understand how Texaswould treat a Crummey power for
marital property law purposes, is whether the lapse of a
Crummey right is considered to be atransfer of property
by the beneficiary for creditors’ rights purposes. It is not
impossiblethat Texas law would treat a Crummey power
oneway for creditors’ rights purposes and differently for
marital property law purposes, just as certain assets are
exempt under Texaslawfor creditors’ rights purposes but
subject to division in divorce proceedings as a matter of
marital property law. But it may be instructive, still, to
see whether such powers are treated as making the
Crummey beneficiary a grantor of the trust under Texas
creditors’ rights law.

In 1997, the Texas legidature expressly addressed
this issue. A “spendthrift clause” in a trust, which
restrains involuntary aienation of the beneficiary’s
interest by creditors, normaly does not prevent a
beneficiary’s creditors from reaching the beneficiary’s
interest inatrust wherethe beneficiary isa so the grantor.
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TTC §112.035(d). However, the TTC provides that, for
this purpose, abeneficiary will not be considered to bethe
grantor of a trust merely because he has allowed a
withdrawal right to lapse, so long as the amount that
could have been withdrawn in any calendar year does not
exceed thegreater of (i) the“five and five” amount, or (ii)
the annual gift tax exclusion under 1.R.C. § 2503(b)
(currently $11,000). TTC § 112.035(€). It isimportant to
notethat the effective date of this provision is September
1, 1997, the date 8112.035(e) was added to the TTC.

It isnot clear whether thisprovision of the TTCis(i)
an exception to a more genera rule that a lapse of a
withdrawal right is equivalent to a transfer by the
beneficiary for creditors’ rights purposes, asit isfor tax
purposes, or (ii) illustrative of a more genera rule that a
lapse of awithdrawal right is not equivalent to a transfer
by the beneficiary for creditors’ rights purposes. Thefact
that the legidature chose to add § 112.035(e) in 1997
suggests a belief, absent thisprovision, that alapsewould
be treated as a transfer by the beneficiary, and that
interpretation (i) is therefore correct. The legidative
history of 8§112.035(e) indicates that the Texas
Legidature was unsure of the current state of Texas law
on this issue, rather than that the Legidature was
codifying its understanding of existing Texas law.

However, substantial authority exists for the
proposition that creditors of the holder of a withdrawal
right cannot reach the assets subject to that withdrawal
right (except if it is actually exercised by the beneficiary).
This suggests that interpretation (i) is correct. See
University National Bank v. Rhoadarmer, 827 P.2d 561
(Cola. App. 1991); Irwin Union Bank and Trust
Company v. Long, 312 N.E.2d 908 (MD. App. 1974);
Smith v. Smith, 253 N.W.2d 143 (Minn. 1977); In re
Pearson, 212 B.R. 128 (Bankr. E.D. Va 1997); G.
Bogert, The Law of Trusts and Trustees § 233 (rev. 2d
ed. 1992); A. Scott, The Law of Trusts § 147.3 (4th ed.
1987); Restatement (Second) of Property 8 13.2 and cmt.
a(1986). Cf. First Bank & Trust v. Goss, 533 S.W.2d 93
(Tex. Civ. App. - Houston [1st Dist. 1976, no writ);
Arnold v. Southern Pine Lumber Company, 123 SW.
1162, 1166-1167 (Tex. Civ. App. 1909).

On the other hand, Professor Featherston has
expressed the contrary view. ThomasM. Featherston, Jr.,
Marital Property Characterization of Interests in Trusts,
Including Distributed and Undistributed Income, State
Bar of Texas Advanced Estate Planning and Probate
Course (June 2, 1999), at G-6,7 and 12,13. Texaslaw, he
writes, does not follow the older rule of law. Hisviewis
that a beneficiary’s power of appointment over trust
assets (of which a Crummey power is but one example)
will subject such assetsto his creditors. It would seem to
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follow, then, that the lapse of such aright will not defeat
the rights of the beneficiary’s creditors; the Crummey
beneficiary will betreated asthe grantor of thetrust under
Texas law, for creditors’ rights purposes, except as
limited by §112.035(e) (which is effective only from the
date of its enactment).

Of course, the IRC and TTC provisions discussed
aboveapply only to tax and creditors’ rightsissues. There
isno similar statutory provision that expressy appliesin
the marital property context and that governs whether, or
towhat extent, alapseof awithdrawal right will makethe
beneficiary a grantor of the trust for purposes of
determining the marital property character of trust
income. The IRC provisons invite the beneficiary’s
spouse to argue by analogy that the lapse of a Crummey
withdrawal right congtitutes a transfer to the trust for
marital property purposes, just as it does in general for
estate, gift and incometax purposes, but withno*fiveand
five” exception such as that which applies in the estate
and gift tax context. The TTC provisions may allow the
beneficiary’s spouse to make the same argument by
analogy, depending upon whether 8§ 112.035(e) is
ultimately held to be an exception to the general ruleor a
special case of the generd rule.

If these arguments are successful, then the trust
beneficiary who alows a Crummey withdrawal right to
lapse may inadvertently become a grantor of the trust.
Argumentsfor characterizing trust income as community
property based on the existence of a self-settled trust
would then be applicable.

e Lapseof “Five and Five’ Powers.

Frequently, a trust will grant its beneficiary a “five
and five” power, i.e. the power to withdraw annually the
greater of $5,000 or 5% of the valueof thetrust property.
Thefiveand five power issimilar to the Crummey power,
in that it alows the beneficiary to withdraw part of the
trust property and vest it in himself. However, thefiveand
five power is also different from the conventiona
Crummey power in a number of respects. Whereas the
Crummey power is designed merely to allow a gift to a
trust to qualify for the annual gift tax exclusion, the five
and five power is intended to give the beneficiary the
flexibility to draw down trust assets by making
discretionary withdrawals in excess of whatever
distributions the trustee is alowed or required to make
under the trust instrument. Also, the Crummey power
frequently expiresif it is not exercised within arelatively
short period (for example, thirty days); the five and five
power normally will recur automatically, each year. The
difference is a result of the very different functions the
two powers serve.
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As noted above, federal estate and gift tax law
specifically provides a “safe harbor” for five and five
powers. A beneficiary who allows a five and five power
to lapse will not be treated as having transferred any
property back to thetrust for estate and gift tax purposes.
I.R.C. § 204I(b)(2), 2514(b), (€). As noted above, the
TTC aso provides asimilar safe harbor for five and five
powers in the creditors’ rights context: the lapse of such
a power will not render the beneficiary a grantor of the
trust for purposes of determining the validity of a
spendthrift clauseinsofar asit appliesto thebeneficiary’s
interest in the trust. TTC § 112.035(¢). (Again, this
legidative protection is effective only as of the effective
date of §112.035(e).) Still, the question remains whether
a beneficiary who allows a five and five power to lapse
will be treated as the grantor of a trust for marital
property purposes.

The issues here are primarily the same as those
discussed above with regard to Crummey powers. A
beneficiary who allows afive and five power to lapse may
inadvertently become a grantor of the trust for marital
property purposes, even if heis not a grantor for tax or
creditors’ rights purposes. The beneficiary’s status as a
grantor deems the trust self-settled, which may give the
accumul ated trust income community property character.

f. “HEMS’ Powers.

Federal estateand gift tax law provides another “ safe
harbor” for trust beneficiaries. A beneficiary may be
allowed, by theterms of thetrust, to withdraw trust assets
in an amount necessary to provide for the beneficiary’s
hedlth, education, maintenance and support. This is
sometimes referred to as a “HEMS’ power or an
“ascertainable standard.” Often, aHEM S power isfound
when the beneficiary is also the trustee of the trust, and
has the power to make distributions to himself for his
hedlth, education, maintenance, and support. If the
beneficiary does not take trust assets in the full amount
that he could under the HEMS power, then the IRC
provides that the lapse of the power will not cause the
beneficiary to be treated, for tax purposes, as having
transferred the subject assets to the trust. Instead, the
power is ignored for gift and estate tax purposes.
I.R.C. 88 204l (b)()(a), 2514(c)(l).

But, just aswith Crummey and five and five powers,
the failure of a beneficiary to withdraw trust assets to
which the beneficiary is entitled under a HEMS power
could be deemed a constructive transfer of those assetsto
the trust by the beneficiary. This is particularly the case
where the trust agreement does not require that the
beneficiary’s other resources be taken into account in
determining what the beneficiary needs from the trust for
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his health, education, maintenance, and support. If the
beneficiary has other resources sufficient to meet his
needs and the trust agreement does not require that those
other resources be counted, then this is equivalent to
giving the beneficiary a simple right to withdraw trust
assets equal to the amount of his needs, even though his
needs are being met from other assets. The failure to
exercisethat right could becharacterized asaconstructive
transfer of wedlth to the trust and could make the
beneficiary an inadvertent grantor of the trust.

g. Disclamers.

Federa and state law provide a vehicle through
which the intended recipient of a gift or inheritance may
“disclaim” the property he is entitled to receive. A
disclamer is smply a refusal to accept the gift or
inheritance, with the result that the property passes to
someone dse. If theintended recipient is the spouse of the
donor or decedent, the aternate taker may be atrust of
which the intended recipient is the beneficiary.

A common estate planning technique is for one
spouse to devise property to the other, while at the same
time providing that if the surviving spouse disclaims the
property it will pass into a trust for the benefit of the
surviving spouse. This dlows the surviving spouse to
evaluate, at the deceased spouse's death, whether the
creation of a trust will produce estate tax benefits that
would be lost if the surviving spouse took the property
freeof trust. A disclaimant hasup to ninemonths after the
transfer is made to decide whether to accept or disclaim
the subject assets.

Federal estate and gift tax law also provides a*“ safe
harbor” for disclaimers. Section 2518 of the|RC provides
that, if a person makes a quadified disclamer, the
disclaimant will not be treated as having transferred the
disclaimed property for federal transfer tax purposes. The
same is true under Texas law for creditors’ rights
purposes. The disclamant is treated as never having
received the disclaimed property, and that property is
therefore not subject to the claims of his creditors. Tex.
Prob. Code Ann. 8 37A; TTC § 112.010(d).

The consequences of a disclamer for marital
property purposes are, however, unclear. Suppose a
surviving spouse disclaims a devise of property, with the
result that the property passes into a trust for the benefit
of the surviving spouse. Is the surviving spouse the
grantor of thetrust for marital property purposes, so that
asecond spouse may rai sea community property claimto
trust income? The issues here may well be the same as
those discussed above regarding withdrawal rights, and
the use of adisclaimer to fund atrust for the disclaimant
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may make the disclaimant an inadvertent grantor of the
trust for marital property purposes.

h. Commercia Transactions Between the Beneficiary
and the Trust.

In some situations, the beneficiary will deem it
advantageous, for estate tax purposes, to attempt to
increase the value of the assets of thetrust. Therationale
is that the trust may be exempt from estate taxes and/or
generation-skipping transfer taxes; increasing thevalue of
trust assets, rather than allowing wealth to be created so
that it is owned by the beneficiary individualy, free of
trust, will alow that wealth to be sheltered from such
taxes. In those cases, the beneficiary may engage in a
variety of business transactions with the trust which are
designed to enhance the value of trust assets. Some of
those transactions may aggressively favor the trust. In
engaging in this strategy, the beneficiary may be
counseled to follow rules that have proven effective, for
federal transfer tax law planning purposes, in not causing
the beneficiary to be treated as the grantor of the trust.
But those rules, developed for narrow federal tax law
purposes, need not be consistent with how Texas law
would analyze whether the beneficiary is a grantor of the
trust for state marital property law purposes. (And in
some cases, beneficiaries have been known to engage in
aggress vetransactions that are not sanctioned by tax law;
with the expectation that the taxing authorities will not
discover the activity.)

For example, thebeneficiary may makebargain sales
of assets to the trust, transferring valuable assets to the
trust for less than full and adequate consideration.
Sometimes these transfers are made in such a way that
they are invisble to the taxing authorities, and the
beneficiary, as seller, may use aggressively low prices on
the assets being sold to the trust. Nonetheless, for state
law purposes, the beneficiary would seem clearly to be a
grantor of thetrust to the extent of the bargain dement in
any such sae.

The beneficiary may also loan funds to the trust on
less than commercialy reasonable terms. Commercially
reasonable terms would take into account the net asset
valueof thetrust, collateral, prevailing interest rates, and
the level of risk posed by the trust’s activities with the
borrowed funds. If the beneficiary loaned funds to the
trust on terms that a commercial lender would not have
accepted, this would congtitute the transfer of avaluable
asset (i.e., credit) tothetrust. Thevalueof this asset may
be measured by the difference between the interest rate
charged by the beneficiary on hisloansto the trust and the
rate that would have been charged by a commercial
lender.
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The beneficiary may also guarantee loans made by
othersto the trust and pledge his property to support his
guarantees. Thereisreal economic valueto the useof one
person’s credit and assets to guarantee another person’s
obligations, and in acommercia context a substantial fee
would be charged for providing this benefit and assuming
the risks to the guarantor that went with it. If the
beneficiary did not charge the trust for this service, the
value of his guarantees may be measured by the amount
athird party would have charged thetrust to guaranteeits
loans.

Each of these transactions results in the transfer of
vaue to the trust by the beneficiary, without
consideration. Arguably, each type of transaction makes
the beneficiary a constructive grantor of the trust, and
should trigger the marital property consequences that
attach to self-settled trusts.

i.  Waiver of trustee fees.

Frequently, the beneficiary of a trust will also be
appointed asthetrustee of that trust. The beneficiary may
be entitled to compensation for serving as trustee, either
under the terms of the trust instrument or under the TTC
§ 114.061. If the beneficiary declines to take
compensation for serving as trustee, the beneficiary may
betreated as having constructively transferred the amount
of the forgone compensation to the trust. The beneficiary
may therefore be treated as the grantor of thetrust to that
extent. A trustee may voluntarily waive trustee fees, but
an effective waiver may requireformalities, prior to such
fees being earned, that are often not followed.

Whether trustee fees arewaived or taken, there may
be an issue as to the adequacy of such fees, given the
actual services rendered by the trustee/beneficiary to the
trust. If the trustee is managing a portfolio of financia
assets, that may call for one level of compensation; if the
trustee is engaging in active, entrepreneuria activity on
behalf of thetrust, that may justify another level of trustee
compensation.

Additionaly, if a spouse does not pay himsef a
trustee feefor services provided, his deemed contribution
of this amount back to the trust is a contribution of
community property (absent any marital property
agreement by which the spouses agree that earnings are
separateproperty). Hence, thenon-beneficiary spousecan
have a community property interest not only intheincome
earned by the trust principal, but in the trust principa
itself.

j-  Foregone distributions.
Asdiscussed above, abeneficiary of atrust whichis
sheltered from estate or generation-skipping transfer tax
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may aggressively look to grow the assets of the trust.
While there is no trust law authority to do so, the
beneficiary may, knowingly, simply not receive the full
amount of distributions from such a trust to which heis
entitled. (This may befacilitated by the beneficiary being
the trustee of the trust.)

It would seem apparent that a beneficiary who does
thisisin effect the grantor of thetrust to that extent. What
is less apparent is when such situations have arisen. For
example, consider abeneficiary whoisentitled to all trust
income. There are many circumstances, depending upon
thenatureof thetrust’sinvestmentsand management, that
are not clear under principles of fiduciary accounting.
Questions arise whether certain receipts should be
allocated to income or principa. Even more thorny
guestions may arise as to whether expenditures should
properly be paid by incomeor principal. Often such close
decisons are not examined for years during a trust
administration. In a divorce context, this may require
substantial trust accounting analysis to diagnose and
remedy errorsin distributions.

Such fiduciary accounting issues can arise even
where there is no attempt at gamesmanship by the
beneficiary; it’s smply an area of trust law with many
guestions and subtleties.

k. Examining the Nature of Control and Enjoyment of

Retained Trust Assets.

It has been discussed abovethat, wherea beneficiary
isalso the grantor of atrust, it may be considerably more
likely that trust assets will be considered to be marital
property, and trust income community property, as
compared to the beneficiary not also being the grantor.
Texas law does not seem to have grappled with this issue
sufficiently to have developed clear, cogent lines of
distinction. But it appearsthat thelevel of control over the
trust retained by the grantor/beneficiary, and the level of
beneficial enjoyment availableto the grantor/ beneficiary
in his status as beneficiary may be important variables.
The more retained control over and enjoyment of trust
assets, themorelikely that trust assets will be considered
marital property, where the beneficiary spouse was also
the trust’s grantor.

Sometimes the level of control and enjoyment
retained over trust assetsby abeneficiary isnot altogether
apparent. The following discussion concerns certain of
these situations which are not uncommon in conventional
trusts used in estate planning.
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[.  Ability to “Withdraw” Trust Assets if Spendthrift

Provision is Ineffective.

Most conventional estate planning trusts include a
“spendthrift” provision. This prevents the trust
beneficiary’s creditors from attaching the beneficiary’s
interest in the trust. Texas law enforces spendthrift
clauses. TTC § 112.035 (a).

There is an important exception, however, to the
enforceability of spendthrift clauses under Texas law. If
the beneficiary is also the grantor of the trust, the
spendthrift clause is ineffective, and the beneficiary’s
interest in the trust is available to his creditors, as with
any asset of the beneficiary that is not exempt from
creditors. TTC 8 112.035 (d). Under Texaslaw, whichis
typical of the rulein most states, a person may not create
a trust for himsdlf, retain rights in the trust as a
beneficiary, and prevent his creditorsfrom gaining access
to the retained beneficial interest.

Where a beneficiary is aso the grantor of the trust,
the beneficiary’s creditors may demand that the trust pay
for the beneficiary’s obligations. The creditors may
demand that the trustee distribute to them the maximum
amount that the trustee could have distributed to the
beneficiary. Thetrusteeisforced to exercisehisdiscretion
so as to maximize the distribution. Bank of Dallas v.
Republic National Bank, 540 SW. 2d 499, 501-502
(Tex. Civ. App. Waco, 1976, writ ref’d n.r.e.).

Let’s assume that a spouse/beneficiary is aso the
grantor of the trust. The more obvious result is that the
beneficiary’s creditors can attach all of his beneficial
interest in the trust. The less obvious result is that this
vastly enhancesthebeneficiary’seffectivelevd of control
over and enjoyment of trust assets, as compared with his
nomina rights in the trust. As an example, consider a
trust with assets of $3 million, asto whichthe beneficiary
may be considered the grantor. The trust document
provides that someoneother thanthe beneficiary servesas
trustee. The beneficiary’sright isto receive distributions
for “health, education, maintenance and support” in his
accustomed manner of living, and the trustee need not
consider whether thebeneficiary has other assetsadequate
for theseneeds. The beneficiary hasarobust lifestyle, and
that distributional standard could justify distributions of
$250,000 per year for these needs of the beneficiary.

The beneficiary could, theoretically and perhaps
practically (depending upon various circumstances) gain
immediate access, in effect, to the full $3 million of trust
assets. The beneficiary could borrow $3 million from a
third party, which could be a family member or family
business, or an outsde commercia lender. Or the
beneficiary could buy $3 million of assets on credit. In
either case, the beneficiary could direct hiscreditorstothe

trust for repayment. The creditors could attach the
beneficiary’sright to receive a stream of annual payments
for health, education, maintenance and support, and they
could forcethetrustee to distribute that amount each year
(i.e., themaximumamount thetrustee could havejustified
distributing under the terms of the trust document):
$250,000 per year, for as many years as are required to
pay the debt, principal and interest.

As a result, in effect the beneficiary may have the
power to convert al of the trust’s assets to his own
possession and enjoyment. Such a power may justify the
determination that all trust income should be considered
community property, whether distributed to the
beneficiary or accumulated inthetrust. Thefact that trust
assets are available to the beneficiary’s creditors greatly
augments his control and enjoyment of the trust assets.

As discussed above, in 1997, the Texas legislature
added 8 112.035(e) to the TTC [“Subsection (€)”]. This
provision creates an important statutory exception to the
rule that a spendthrift clause is not effective where the
beneficiary is also the grantor of thetrust. Subsection (€)
provides that the lapse of atypical Crummy power or a
typica ‘five and five’ power will not cause the
beneficiary who held such a power to be considered the
grantor of the trust, thereby destroying the spendthrift
protection that would otherwise be available to the
beneficiary. In other words, the spendthrift protection will
be available to a beneficiary who is the grantor solely
through the lapse of atypical Crummey power or afive
and five power.

Subsection (€) cures the problem discussed in the
preceding paragraphs. a beneficiary’s creditors have
access to his beneficial trust interest; therefore the
beneficiary has by implication great power over and
enjoyment of thetrust assets, beyond hisnominal rightsas
beneficiary as articulated in the trust document.
Subsection (e) limits the implied, expanded power over
trust property that resultsin a self-settled trust if the trust
is deemed self-settled only because of the beneficiary’s
limited withdrawal rights. But Subsection (e) itself has
limits:

1. Itonly appliesto lapses &fter its effective date,
September 1, 1997, and such trusts and trust
powers have been in widespread use for
decades preceding that date.

2. ltonly appliesto typical Crummey powersand
five and five powers. All of the other ways in
which a beneficiary may become the grantor of
atrust are not affected by Subsection (e). For
example, if a beneficiary becomes the grantor
of the trust by contributing trustee fees, or by
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lending money to the trust at commercially
unreasonably low interest, the beneficiary’s
creditorscan access hisbeneficial interestinthe
trust.

3. It only dlows the Crummey or five and five
beneficiary to avoid being a grantor of the trust
for creditors’ rights purposes. It does not speak
to marital property law and the rights of the
beneficiary’s spouse. For those important
purposes, the beneficiary is not precluded by
Subsection (e) from being considered the
grantor, as a function of the lapse of these
powers.)

m. Theapparently ascertainabledistributional standard.

A beneficiary may have the right, as trustee, to
distribute to himself under a HEMS standard. Initidly,
this may be considered a narrow, limited power,
ascertainableinits scope. If theneedisthere, therewill be
a distribution to the beneficiary. One might argue about
the marital property character of the actual distribution,
but that argument should not extend to the assets that
remainintrust. If they werenot distributed, it may first be
thought, it’s because the beneficiary, as trustee, had no
right to do so under the HEM S power; if he had no right
to do so, how can the trust assets be consdered marital
property?

Often, however, a HEMS power is drafted to be
ascertainable in part, and not ascertainable in part. The
trust document may providethat thetrustee hasdiscretion
todeterminewhether to takeinto account thebeneficiary’s
other assets, apart fromthetrust, in measuring the need to
make a distribution for HEMS. Thisis avery important,
if somewhat subtle provision. It tells the beneficiary, as
trustee, that each year he can chooseto take wealth out of
the trust or not to, in hisunfettered discretion. There’s an
outside limit to how much wealth can be taken: it can’t
exceed the amount required to provide for the
beneficiary’s HEMS needs (again, often in accordance
with the beneficiary’s accustomed standard of living).
Let’s assume that the trustee could distribute up to
$250,000 per year for such needs. (This could include
housing, clothing, automobile, reasonable recreation,
food, medical, certain insurance, etc.) Thebeneficiary, as
trustee, has total discretion, each year, to determine
whether to distribute to himself $1 or $250,000, or any
amount in between. And that has nothing to do with the
beneficiary’s actual needs, given other assetsavailableto
him. The beneficiary’s needs only set the outside limit to
distributions.
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n. Isthe trust administered according to its terms, or
are the rules of trust administration disregarded?

It may be that the grantor/beneficiary’s retained
rightsin thetrust arelimitless; or at |least that they arenot
limited by the terms of the trust document. The way the
trust isadministered in fact may show that the beneficiary
regards the trust as a sham, an ater ego for the
beneficiary.

As discussed above, Texas law recognizes the alter
ego concept for marital property purposes in a divorce.
Thefact that assets are owned by an entity does not mean
that they are not marital property. If the entity is the alter
ego of one spouse, the assets will be considered marital
property of that spouse under Texas law. Inthe caseof a
trust which is the alter ego of one spouse, the other
spouse, even though not a beneficiary of the trust, would
still have enforceable marital property rights in the trust
assets.

A corporation may be an alter ego of a spouse, with
the result that corporate assets are marital property. For
many years, Texas courts have recognized the“ alter ego”
doctrine as a method of piercing the corporate veil and
subjecting sharehol dersto personal liability for corporate
obligations. However, Texas courts also employ the alter
egodoctrineasamethod of “reversepiercing” indomestic
relations cases. That is, the alter ego doctrine is a
recognized method of tresting corporate assets as
shareholder assets that are subject to division on divorce.
Dillingham v. Dillingham, 434 SW.2d 459 (Tex. Civ.
App. — Fort Worth 1968, writ dism’d); Uranga v.
Uranga, 527 S.W.2d 761 (Tex. Civ. App. — San Antonio
1975, writ dism’d); and Zisblatt v. Zisblatt, 693 SW.2d
944 (Tex. App.— Fort Worth 1985, writ dism’d).

Similarly, “trust assets’ can be marital property.
Texas marital property rules apply only to property that
is owned by the spouses. Where, however, a spouse has
sufficient “ownership” of trust assets, the assets will be
treated as marital property, even if lega title to such
assets isin the trust, not the spouse.  In re Marriage of
Long, supra. Whereatrust has been used as an ater ego
for marital property law purposes, a divorce court will
likely also apply the ater ego analysis to the trust, with
the result that trust assets are marital property, as in
Long.

The actual operation of the trust by the trustee and
beneficiary (whether or not the same person) may indicate
that the trust was the beneficiary’s ater ego. To the
beneficiary, the distinction between trust assets and
personal assets may be blurred; he may not have behaved
as if the two were different. This occurs with some
frequency among family trusts where there is no
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professional trustee serving, as is often the case. The
following conduct may be indicative of alter ego status:

1. Moving assets into and outside of the trust to
meet the convenience of the beneficiary or the
trust, through distributions to the beneficiary,
contributions to the trust, loans, bargain sales,
etc.

2. Digtributions to the beneficiary which are
clearly not justified under the terms of the trust
agreement, especidly if the beneficiary is also
the trustee.

3. Provisonsinthetrust document that relievethe
beneficiary, astrustee, of the need to account to
any beneficiary other than himself.

17. Joinder of Beneficiaries.

As a genera rule, both the trustees and the
beneficiaries should be made parties to suits involving
trust property. Starcrest Trust v. Berry, 926 SW.2d 343,
355 (Tex. App.--Austin 1996, no writ). However,
beneficiaries need not bejoinedin the action if the dispute
does not involve a conflict between the trustee and
beneficiaries, or between the beneficiaries themsalves. Id.
at 355. Also, the beneficiaries need not be joined if the
trust instrument placesthe power tolitigateexclusively on
the trustee. Hedley Feedlot, Inc. v. Wesatherly Trust, 855
SWw.2d 826, 833 (Tex. App. --Amarillo 1993, writ
denied). Theterms of thetrust instrument and the purpose
of this suit must be examined to determine whether a suit
may be prosecuted with the trustee without joining the
beneficiaries. Id. at 833.

B. FELPs

A spousemay havethe sameor similar complaintsto
the validity of a FLP as they would to a trust. The
following are examples of the some of the more basic
approaches which may be tried.

1. Examinethe Purposes for Forming and Maintaining
the FLP.

A thorough examination of the purposes behind the
formation of, and the maintaining of, the FLP should be
veryinstructivewhen attempting toformulateyour client's
attack on the FLP. The following are some
recommendations:

(1) Do the obvious - be sure that the partnership
documents comply with statel aw requirements.
(2) If the partnership agreement sets forth the
reasons for the formation of the FLP, have
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thosereasons and/or purposes been followed or
carried out?

(3) Does the FLP attempt to limit the fiduciary
liability of the general partner? This may be
especidly important if the parent who
contributes most of the property to the
partnership is a general partner.

(4) DoestheFLP giveany extraordinary powersto
the genera partner? Some commentators
believe these should be avoided.

(5) Hasthegenera partner made any reportsto the
other partners? Some believe the genera
partner should over-report to theother partners.

(6) Have periodic distributions been made to all
partners?

(7) Havetherebeenany adjustmentsof percentages
of ownership as a result of disproportionate
distributions to partners and disproportionate
additional contributions of capital?

(8) Has the general partner ever consulted with
family partners?

(9) Has there been a contribution of personal-use
property (a home, a time-share in Florida, a
yacht) to the partnership?

(10) Has dl property identified as partnership
property actually been transferred to the
partnership?

(11) Avoid the contribution of voting stock in a
family owned and controlled corporation if the
person who makes the contribution is the
genera partner.

(12) Were gifts of partnership units to the next
generation beneficiaries made prior to the time
the partnership was recorded and fully funded?

(13) Were gifts of partnership units supported by a
good business appraisal?

(14) 1f other family memberscontributed property to
the partnership, was a market appraisal of all
assets performed in order to precisely allocate
initial percentages of ownership?

(15) Does the FLP provide for compensation to a
genera partner?

(16) Somecommentatorsbelievethat caution should
be observed when funding or contributing
mortgaged property to the FLP, particularly if
the mortgage has a"due on sale' clause.

(17) Has the FLP been funded with marketable
securities? If so, there are special rules which

may apply.
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2. Defects in Formation and Operation.

As with trusts, the spouse attacking a FLP should
first be sure that the formalities necessary to create the
FL P havebeenfollowed. This scrutiny should al so extend
to the proper maintaining of books and records, TRLPA
81.07. Whilesingular deficitsin attempted formation and
operation may not be sufficient to invalidate a FLP, if
enough inconsstencies exist, it may make room for
fruitful negotiations.

3. Failure to Didtribute in Accordance With FLP

Terms.

Failure of the general partner to distributeincomein
accordancewiththeterms of thetrust can possibly leadto
favorable results for the betrayed spouse. This could
include the remova of the genera partner, forced
dissolution (if authorized by the partnership agreement),
an independent suit against the general partner for
damages, or al of the above. All of these complaints
should be addressed in the divorce proceeding when the
FLPisanintegral part of themarital estate. Therefore, as
with atrust, the partnership should bejoined as a party to
avoid a later estoppel defense.

4. Uniform Fraudulent Transfer Act.

As with trusts, a defrauded spouse may find the
UFTA beneficial when attempting to attach a FLP.
Although limited in application, it could apply in divorce
actions given the right set of facts.

a.  Transfers Which Can Be Set Aside.

Under the UFTA, the transfer or creation of a debt
must be shown to have been done with the actual intent to
defraud a creditor or without receiving reasonable
consideration in exchange, and if: (1) the debtor was
engaged or was about to engage in a business or a
transaction which would |eave the remaining assets of the
debtor unreasonably small in relation to the business or
transaction; or (2) the debtor intended, knew, or should
have known that he would not be able to pay the debt
when due. UFTA 824.005. A spouse can surely be
considered a creditor of the community estate, at least to
that spouse’s share of the community.

b. Must Be aPresent Creditor.

Thetransfer isconsidered fraudulent if the creditor’s
clam arose before the transfer was made, or the
obligation was incurred if the debtor made the transfer
without value and the debtor was insolvent, or, the
transfer was to an insgder and the insider knew of the
insolvency. UFTA 824.006. Assuming insider would

47

include closerelatives of the transferring spouse, this part
of the act may be applicable in adivorce action.

C. RemediesUnder UFTA.

The aggrieved creditor can request the court to: void
the transfer; attach the property transferred; grant
injunctive relief against further disposition; appoint a
receiver to take possession of the property; or, other
appropriate relief UFTA §24.008. The question still
remains of whether the damages, if any, come from the
community estate. Asdiscussaed above, Moore, Schlueter,
and Sprick indicatethat the award cannot exceed thetotal
value of the community estate.

d. Bona Fide Purchasers Excluded.

If thetransfer was madeto a bona fide purchaser for
value, the transaction is not voidable. UFTA §24.009.
5. Clams for Economic Contribution and

Reimbursement.

a.  Economic Contribution.

Provided that therequirementsnecessary to establish
an economic contribution claim are present, there would
be no reason why the contributing estate could not make
aclaim against the benefitted estate becauseit isatrust or
FLP. TFC §3.401-3.402. A common examplethat family
lawyers frequently encounter involves separate property
trust funds being used to reduce the secured debt of the
party’s community property homestead. Once one has
grasped the concepts and rules related to an economic
contribution claim, the type of entity of the benefitted, or
contributing estate, as the case may be, should make no
difference. However, if the benefitted estate was a
spendthrift trust, it may be doubtful whether the court
couldimposeaforecloseablelienonthetrust, or any of its
assets. In the case of a FLP as the benefitted estate, the
contributing estatewould only beableto enforceany such
judgment against the partnership interest. As discussed
above, hasthe contributing estate really gained anything?

b. Reimbursement.

The same rationale would be applied to
reilmbursements claims of a contributing estate. Payment
by the community estate of income tax liability on a
separate property entity such asatrust or FLP would be
agood exampleof suchaclaim. A moredifficult question
to be resolved would be that of a spousewho isalimited
partner inaseparate property FL P. Assuming that spouse
devotes a significant amount of time to increasing the
value of his partnership interest, would the community
estate have aclam? TFC 83.408. If that spousewas only
alimited partner, with no management or right of control,
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is the contributing estate precluded from asserting a
reimbursement claim, because the “business entity” 1S
NOT under the control and direction of that spouse? A
strong argument could be made that no reimbursement
should be allowed because of the lack of control. As
cases arereported interpreting economic contribution and
reimbursement statutes, the picture may be easier to see
whether these types of claims will truly be applicable to
trust and FLPs.

IX. CHECKLIST FOR FORMULATING A

CONTEST OF TRUSTS AND FLPS.

In addition to what has previoudy been discussed
above, thefollowing represent somepreliminary questions
which should be answered in evaluating any of the claims
discussed in this article.

*  Wereboth parties represented by the samelawyer, or
did each have independent counsel ?

* Was a partition or exchange agreement executed
prior to the formation of the trust or FLP?

*  What wasthetiming of theformation of the entity as
it relates to the first sign of marital problems?

*  How long hasthe FLP or trust has been in existence?

*  What reasonswereinitialy given, and by whom, as
to why this entity should be formed?

 Have both spouses benefitted from the entities
created, or just one of the spouses?

*  How werethediscounted values of the property used
to fund the FLP determined? [25% discounts are
very common. Some estate planners may be much
more aggressive]

*  How savvy iseach spousein business mattersand/or
trust and FLPs?

e How active was each in the preparation of
documents, financias, etc. prior to the formation?

*  Wereadll required tax returns, reports, etc. properly
and timely filed?

*  Has the entity been operated and administered in
accordance with agreement?

e Can one of the spouses force a revocation or
dissolution of the entity?

*  Does the agreement provide for any type of court
intervention regarding modification, amendment, or
dissolution?

* HastheIRS questioned any information supplied to
them, or threatened any action  against the
entities, or its principals?

*  Does one spouse have superior control of the entity,
to the exclusion of the other spouse?
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*  Doesthespousein control havetheexclusiveright to
set compensation, or discretion as to when and how
much the distributions will be?

*  What, if any, would bethe adversetax ramifications
if an attack was successful, and  the trust or FLP
was set asde?

«  What impact, financidly or otherwise, would a
successful challenge have on the party’s  dhildren
as beneficiaries?

X. OFFSHORE TRUSTS

Two of the more complicated types of trustsis the
Offshore and Asset Protection Trusts. The family law
practitioner usually has to know through their client or a
third party that such a trust exists, as obtaining
information on the trust through normal discovery means
isamost impossible. Since offshore trusts are set up by
account numbers, if you do not have the account number
and password, you cannot obtain any information on the
trust. Jurisdictions that party’s often set up offshore
trustsin, such asthe Cook Idandsor the Cayman Islands,
do not recognize United States judgments. Therefore, it
is extraordinarily expensive to pursue an offshore trust.
In order to attack the trust, a party would have to hire
local counsd inthe particular jurisdiction, and thereisan
extremely high burden, set out below, to attack an
offshoretrust. The following information about offshore
and asset protection trusts sets out some of the hurdles the
family law practitioner hasto clear, aswell as some of the
obstacles that need to be overcome in deding with
offshore trusts.

A. Definition of asset protection trusts.

An Asset Protection Trust is an offshore trust
structure used to protect an individua’s assets from
claims of potential future creditors. Basically, an APT is
a trust that designates the law of a debtor-friendly
jurisdiction (rather than alaw of the settlor’ sdomicile) as
controlling the trust’s governance and effect in order to
benefit from that jurisdiction’s abolition of the so-called
self-settled spendthrift trust rule. Gideon Rothschild,
Danid S. Rubin, Asset Protection After Anderson: Much
Ado About Nothing?, 26 Est.Plan. 466,467.

Jurisdictions that have repealed the self-established
spendthrift trust rule (such as the Cook Idlands) alow a
trust established for the settlor's own benefit to be
protected from future (but not current) creditors. Gideon
Rothschild, Establishing and Drafting Offshore Asset
Protection Trusts, 23 ETPL 65 (Feb 1996). Shielding
assets from future creditors is often a major concern for
individuals who are at high risk for various types of
liability. APTs that allow conscientious professionals
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future protection against egregious malpractice claims
also have the effect of leaving “involuntary” creditors
with no recourse of clear remedy at law and facilitate the
intentional avoidanceof “current” debt owed by judgment
debtors. Randall J. Gingiss, Putting A Siop To ‘ Asset
Protection’ Trusts, 51 Baylor L. Rev. 987, 988 (Gingiss).
Placing assets in trust in a jurisdiction which will not
recognize a United States judgment is a time-honored
strategy to avoid the claim of creditors. Gingiss at 995.

B. Recognition and enforcement of

judgments.

Assets held by a foreign trustee in a “tax haven”
jurisdiction are virtually impossibleto seize. In order for
a creditor to enforce aforeign judgment and claim assets
in an offshore APT, a recognition (the first step in an
attempt to enforce a foreign judgment) and enforcement
action must be brought in the local courts of the foreign
jurisdiction wherethe creditor’ s lawyer is not licensed to
practice law, not afforded the opportunity to come before
the local court pro hac vice, and is rarely (only when
extremely lucky, starsare perfectly aligned and the moon
is as close as it has been in 400 years) dlowed to sit at
counsel’stable. The creditor isfurther disadvantaged by
differences in language, customs and public policy, as
well as, conflicting and unfamiliar laws. Finding
competent local counsdl is often aformidable challengeto
the creditor, as is paying the staggering lega fees
seemingly imposed to thwart success of thecase. Quickly
becoming cost prohibitive, claims are usually dropped.
Moreover, bank secrecy codes serve to shield trusts from
discovery attempts, frustrating effort to obtain financial
records that would otherwise divulge what assets were
being held from whom, where and in what amounts.

foreign

C. Barrierstorecovery.

Although basic comity principlesarewel | established
and generally agreed upon, application becomesfrustrated
when limitations are imposed by conflicting laws and
public policies. Somejurisdictions maintain areciprocity
requirement, while others whose 1989 trust statute was
co-authorized by Barry S. Engel, an asset protection
lawyer in Englewood, Colorado (see” 1sland Castaways,”
October 1998 ABA Journal, page 54), for example, does
not recognize court judgments from the rest of theworld.
See William C. Smith, Offshore Trust Busting: A
Contempt Ruling May Mean Trouble in Debtors
Paradise, 85-NOV A.B.A. J. 32 (Smith). Thus, aU.S.
judgment creditor seeking assets from a Cook Island trust
must relitigate the claim in the capital city of Rarotonga,
located some 2,800 miles south of Honolulu. Id.; See
aso, Federa Trade Commission v. Affordable Media,
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179 F. 3d 1228 (Anderson) [ The FTC wasforced to bring
suit against the Anderson Trust beforethe Cook Idlands
courts and have to date been unsuccessful).

Finding local counsd is only the first of many
barriersfacing creditorsin the Cook Islands. Smithat 32.
To sat aside a fraudulent conveyance, the claim must be
brought within one year of the transfer, and fraudulent
intent must be established beyond areasonabledoubt. 1d.
Further, a transfer is presumptively non-fraudulent if it
did not leave insolvent the settlor who created it. 1d.
Even if a creditor manages to prove a fraudulent
conveyance, the recovery is limited to the amount of the
tainted transfers rather than the entire trust fund. 1d.

Legidation in the Cayman Idands [Special Trusts
(Alternative Regime) Law (1997) (Cayman Islands)]
shows a bold attempt to accommodate settlors by setting
up a category of “specia trusts,” diminating the
requirement that trust from rights of thebeneficiaries, and
provides for “enforcers’ who may be named in the trust
instrument and are responsible for al enforcement of al
enforceable rights of the beneficiaries. Gingiss at 1004.

D. Fraudulent conveyance law.

The most powerful weapon a creditor has to attack
an APT is the ability to clam that “the settlor's
conveyance or transfer into the trust was fraudulent.”
Jahd, 26 Est.Plan. At 411. A fraudulent conveyance or
transfer may generally be defined as a transaction by
means of which the owner of real or personal property has
sought to place such property beyond the reach of existing
creditor demands. 1d., citing 37 Am. Jur. 2d Fraudulent
Conveyances 821.

E. Requistesfor apresent creditor .

If the party contesting the transfer has the status of
a present creditor, he must generaly first establish that
the transfer of assets into the trust was made without the
transferor receiving a reasonably equivalent value in
exchange. Since transfers into an APT are generaly
made voluntary and without consideration, this normally
does not present a problem for a present creditor. Jahde
at 411,412. The determination of whether adequate
consideration was received is a question of fact. 1d. At
412. In addition to showing that the transfer was made
for less than reasonably equivalent value, a present
creditor must prove that the Debtor was insolvent at the
time of thetransfer or that the debtor becameinsolvent as
aresult of the transfer. Id. The distinction between a
present and a future creditor iscrucial. If acreditor does
not have the status of a present creditor, a more
chalenging subjective standard must be met before the
conveyance into the trust will be set aside. The creditor,



Martial Property and Estate Planning Issues: Characterization and
Attacking Trusts, Family Limited Partnerships (FL Ps), Etc.

Chapter 41

whether present or future, can meet the standard by
showing that the debtor made the transfer with the actual
intent to hinder, dely or defraud any creditors of the
debtor. UFTA §4.

F. Creditor’'s
conveyance.
Beneficiaries of APTS are commonly family

members, clearly insiders under the UFTA and, as with

gifts, rarely does the debtor receive adequate
consideration for thetransfer. Id. At 413. However, other
factorsmay besignificantly harder to prove depending on
certain variables such as the settlor's post-transfer
actions, the settlor's UFTA solvency status, existence of
the creditor’s cause of action and the creditor’ stiming in
bringing the cause of action. Id. If the evidence shows
the debtor’s concealment, insolvency, and claims of
creditors to exist on the date of the transfer of assets or
that the trust was established in anticipation of liability,
insolvency or fraud, then the creditor should be able to

convince the Court the transfer was fraudulent. Id.

Courts have found requisite fraudulent intent in literally

thousands of cases in which the creditor’s claim or cause

of action existed on the date of transfer (Zahra Spiritual

Trust v. United States, 910 F. 2d 240 (5™ Cir., 1990); In

re: Janz, 432 NwW2d 13 (Nev., 1988), but very few

relating to claims of creditors whose claim or cause of
action arose after thetransfer, i.e., afuturecreditor. But
cf. Alperin, Conveyance as Fraudulent Where Made in

Contemplation of Possible Liability for Future Tort, 38

ALR 3d597; Seealso Mandolini Co. V. Chicago Produce

Suppliers, 540 NE 2d 505 (I11. App. 1% Dist., 1989).
The remedy afforded a creditor who is able to

establish that the debtor’s transfer into the APT was

fraudulent is the ability to void the transfer to the extent

necessary to satisfy the creditor’s clam. Jahde at 413.

However, acreditor hasaproblemif thecreditor isunable

to obtain jurisdiction over the APR as transfereg, or its

assets, or if the creditor’ s claim of fraudulent conveyance
istime-barred under the governing law of another country
and that county’s law is determined to be the governing

law. Id.

burden to prove fraudulent

G. Statuteof limitations.

Inall common law jurisdictions, a suit to set asidea
fraudulent conveyance must be ingtituted within the
applicable statute of limitations, depending on which
jurisdiction’s law will apply. In this regard, the situs of
an APT iscritical, theimpending question being, “whose
law applies?’ If thelaw of the debtor’ sresidence applies,
the statute of limitation is generally four years from the
date of the transfer or one year from the date of the
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creditor’ s notice of the transfer. Id at 414. If the law of
the offshorejurisdiction applies, limitations will be much
shorter.  Additionaly, many countries with asset
protection legidation have statutes that bar claims of
creditors whose claims did not exist on the date of the
statute. 1d.

Foreign jurisdictions that are “debtor-friendly”
generaly have significantly shorter limitations periodsin
which creditors are permitted to challenge transfers as
being fraudulent. For example, with respect to either
present or future creditors, the UFTA has an alternative
limitations period of thegrantor of (1) four yearsfromthe
date of the transfer, or (2) one year from the date the
creditor discovered thetransfer or should have discovered
thetransfer. Id. In contrast, the Cook Idands limitations
period is immediate as to future creditors and generally
two years as to present creditors, and the Cook Islands
statute does not include a known or should have known
definition. 1d.

H. Burden of proof.

Differences between the laws of the various asset
protection jurisdictions and the laws of a given state are
numerous and dramatic. For example, the Cook Idands
state requires that a fraudulent transfer be proven by a
creditor beyond areasonabledoubt, amuchhigher burden
of proof for the creditor to meet than the preponderance of
the evidence or even a clear and convincing standard
typically found in the United States. Id.

Where a trust consists of personal property, it is
usually construed by the jurisdiction designated as the
“governing law” in the trust instrument and according to
that jurisdiction’s rules of construction. Therefore, in
situations whenit is not possibleto determine the intent of
the settlor by reference to the trust instrument, a role of
law of thejurisdiction specifiedinthetrust instrument will
be applied to fill in the gap. Restatement (Second) of
Conflict of Laws 8224. Similarly, matters regarding
administration of the trust, such as the authority of the
trustee to make certain investments and to take specific
action with respect to the trust assets, will also be based
on the law of the jurisdiction specified in the trust
instrument. 1d. 88268 and 271.

As one can seg, it can be difficult to locate an
offshore trust and even if oneis located, there are many
barriers to easily recovering assets in an offshore trust.
Thefamily law practitioner may want to ask that the court
order the other party to do a specific act (i.e., transfer
funds to a joint account in the United States) and if the
person fails to do so, the lawyer can initiate contempt
proceedings, rather than jump into the murky waters of
attacking an offshore trust.
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