UNITED STATES BANKRUPTCY COURT
DISTRICT OF MINNESOTA

Inre BKY 01-40629
Jeffrey Charles Mack, Chapter 7 Case
Debtor.
Dwight R. J. Lindquist, Trustee for the ADV 01-4183
Chapter 7 Bankruptcy Estate of
Jeffrey Charles Mack,
Hantiff,
FINDINGS OF FACT,
VS. CONCLUSIONS OF LAW AND
ORDER FOR JUDGMENT

Jeffrey Charles Mack, individudly,

Jeffrey C. Mack and Dave F. Senger, as
Trustees of the Jeffrey C. Mack Charitable
Remainder Unitrust dated January 17, 1997,
Cyndi-Lee Mack, Kara Mack, EricaMack,
and The Minnegpolis Foundation,

Defendants.

At Minneapolis, Minnesota, this 2nd day of November, 2001.

The above-entitled matter came on for trid before the undersigned on August 13, 2001.
Appearances were asfollows. Patrick Hennessy for the Plaintiff ("Trustee"); Cass Well for
Defendant Jeffrey Charles Mack, individudly ("Debtor"); Ted Cheessbrough for The
Minnegpolis Foundation; and Ralph Mitchell for the remaining Defendants. The court has heard

the evidence and makes the following:



FINDINGS OF FACTS

A. THE PARTIES

Trustee is the Chapter 7 Trustee in the bankruptcy case of Jeffrey Charles Mack, Debtor.
Debtor is sttlor of the Jeffrey C. Mack Charitable Remainder Unitrust dated January 17, 1997
(the“CRUT”). Debtor and Dave F. Senger, his business lawyer, are the Trustees. Defendant
Cyndi-Lee Mack is the spouse of Debtor, and Defendants Kara Mack and Erica Mack are the
adult children of the Debtor. The Defendant, The Minnegpolis Foundation, is a Minnesota non-
profit corporation.

All defendants are and were at dl sgnificant times resdents of the State of Minnesota.
B. THE ISSUES

Debtor is named as the income beneficiary of the CRUT for hislife. This case requires
me to determine whether Debtor's income interest in the CRUT, which he sdlf-settled on January
17, 1997, as well as hisrights as an income beneficiary to remove and replace trustees and to
amend the trust to protect its tax benefit status, are property of the bankruptcy estate. The
Trustee has, by agreement of the parties, withdrawn dl other claimsin thiscase. Specificaly,
the Trustee does not seek an order finding the trugt itsdlf void and awarding the Trustee the
assets of thetrust. Further, the Trustee does not seek avoidance and preservation of the future
income interests of the Debtor's spouse and two adult children. Moreover, the Trustee does not
seek a determination that Debtor's power, as settlor of the trust, to revoke the income interests of
the spouse and children, exercisable only in his last will and testament, is property of the
bankruptcy estate. Thus, the only issues before me are 1) who getstheincome thetrust is

required by law, and by itsterms, to distribute annudly to the Debtor over Debtor's life and 2)



whether the Trustee can step into the Debtor's shoes as income beneficiary and control who
manages the trust assats.

The answer to these questions requires an analysis of the CRUT itsdlf, aswell asthe law
of CRUTS, both state and federal.

C. THE CHARITABLE REMAINDER TRUST ("CRUT")

Simpligticaly spesking, aCRUT isalegd device pursuant to which ataxpayer can
transfer assetsto atrugt (in this case ahigh vaue/low basis asset), take an immediate charitable
tax deduction on his persona income taxes, insure himsdf a guaranteed stream of income
generated by the trust assets (on which he must pay income taxes), defer the taxes on the
transactions by and accumulationsin the trust, control the manner in which trust assets are
invested, and control who gets the remainder interest in the trust assets when the taxpayer and
named future income beneficiaries die. The only hitch isthat a some point down the line, when
the settlor and dl individuals whom he has named to follow him as income beneficiaries leave
this earth, what's left in the trust must go to a qudified charitable organization. To make sure
that this happens, in order to qudify for favorable tax trestment, a CRUT must beirrevocable
and issubject to rigid rules of operation. 1t goes without saying that a CRUT isatax planning
tool for therich. CRUTs are legitimate and, indeed, sound in the sense that a charity gets
something. They are also extremdly attractive to wealthy people, like Debtor used to be, who
want to defer or avoid taxes dtogether while maintaining control of what hgppens to their
money.

Debtor was the settlor of the CRUT and also wasthe initid Trustee. Debtor funded the
CRUT by contributing 100,000 shares of common stock of Olympic Financid, Ltd.
(“Olympic”). No other property has been contributed to the CRUT by Debtor or any other
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person. The Olympic stock was sold by the CRUT in January and February, 1997 for
$1,655,188.60. Debtor’stax basisin the contributed Olympic stock was $10,000.00.

Debtor created the CRUT as part of afinancia planning package recommended to him
by professonas. At thetime, virtudly dl of his net worth wastied up in Olympic sock. He
had formed, successfully managed and then sold the company. He needed to diversfy. The
creation of the CRUT dlowed him to 1) escape capitd gains taxes on the CRUT's sdle of
Olympic stock; 2) take an immediate charitable tax deduction on his 1997 income taxes, 3)
diversfy his portfolio; 4) guarantee a teady stream of income for himsalf and his spouse and
children for ther life; and 5) in what must be viewed as an afterthought, give a gift to charity
which would not vest for decades*

The parties agree that the Debtor had significant tax reasons for creation of the CRUT.
They further agree that, at the time, the cregtion of the CRUT was alegitimate tax deferral
device, even though currently the CRUT would not qudify for favorable tax trestment because it
provides 0 little to charity. Debtor saved severa hundreds of thousands of dollarsin capital
gains taxes he would otherwise have paid had he sold Olympic stock in hisown name. Hedso
took a charitable deduction in 1997 of $27,209, which is the value of the charitable remainder

interest calculated according to Interna Revenue Service guiddines. The value of the remainder

! Debtor was not in the habit of charitable giving. In 1998, the year following crestion of
the trugt, his taxable income was $1,220,624, including wages of $664,710, $155,343 in capitd
gains and $345,111 in other income. That year the Macks contributed a whopping $411 to
charity.



interest awarded to charity was less than 2 percent of the value of the assets contributed to the
trust.?

Debtor was not insolvent, asthat termisdefined in 11 U.S.C. § 101(32),2 before or
immediately after the transfer of the Olympic stock to the CRUT, even if the Debtor’ sinterest in
the CRUT was not included as an asset on his balance sheet.  Indeed, at the time, his net worth
was in the many millions of dollars.

The Trust Declaration states that it was intended to comply with section 4 of Revenue
Procedure 90-30, 1990-1 C.B. 534, and section 664(d)(2) of the Internal Revenue Code. |.R.C. 8§
664(d)(2). The Debtor retained the right to receive dl digtributions of a“Unitrust Amount,” as
defined by the Trust Declaration, during hislifetime. The Unitrust Amount, further defined in
paragraph 2.2 of the Trust Declaration, is, with certain adjustments, equd to 7 percent of the net
far market value of the CRUT assets each year, based on avauation on the first business day of

the taxable year of the CRUT. In accordance with the terms of the CRUT, after Debtor’ s degth,

2 Actualy, the true vaue of the charitable remainder interest was even smdler, $21,263,
the difference being attributable to differing, but legitimate, ways of making the charitable
deduction caculation.

$ 11 U.S.C. 8101(32) provides, in part:

"insolvent” means-

(A) with reference to an entity other than a partnership and a
municipdity, financid condition such that the sum of such entity’s
debtsis greater than al of such entity's property, a afar
vaudtion, exclusve of--

(i) property transferred, concedled, or removed with intent to
hinder, delay, or defraud such entity's creditors; and

(ii) property that may be exempted from property of the estate
under section 522 of thistitle;

11 U.S.C. § 101(32).



the Unitrust Amount is to be distributed to Cyndi-Lee Mack, if she survived the Debtor, for her
lifetime, and then to KaraMack and EricaMack for their lifetimes. Upon the expiration of dl of
the income interests, the remainder interest in the CRUT isto be distributed to a charitable
organization, presently designated to be The Minnegpolis Foundeation. Distribution of the
Unitrust Amount, in the amounts and at the times provided for by the Trust Declaration
(quarterly), are mandatory.

Debtor, in his capacity as stlor of the trust also retained theright, in hislast will and
testament, to revoke the interests of Cyndi-Lee Mack, Kara Mack, and/or EricaMack in the
CRUT. Headso retained theright, as the income recipient of the CRUT, to remove or appoint
any trugtee of the CRUT with or without cause. Findly, the Trust Declaration alowed Debtor to
amend, dter or revoke the designation of The Minnegpolis Foundation as the charitable
organization which would receive the charitable remainder.

The CRUT provided that the Trustee would have dl powers designated in the instrument
itself aswell asthe powers set forth in Minnesota Statute section 501B.81. The Trustee retained
the power to invest and reinvest trust assets, subject to compliance with section 664 of the
Internal Revenue Code and the Treasury Regulations promulgated thereunder. The Trust
Declaration specifically provided thet it was irrevocable, except that the Trustee retained the
right to amend the Trust Declaration so asto bring it into compliance with section 664 and to
revoke the charitable remainder beneficiary designation as referenced above.

The Trust Declaration aso provided that it was to be interpreted in accordance with
Minnesota law, except that federd law would contral if the two were in conflict. Findly, and

importantly for our purposes, Article 18 of the CRUT provided:



Theinterest of abeneficiary in thistrust shdl not be subject to the claims of any

creditor, any spouse for aimony or support, or others, or to lega process, and

may not be voluntarily or involuntarily encumbered or aienated, other than by

assignment by al recipients (both current and contingent) of the interests defined

in Article 2 to the Qudified Organizations designated in or in accordance with

Article 3.

Shortly after the sale of the Olympic stock, Debtor decided to get into a new business.
As Trustee he arranged to have the CRUT invest over $700,000 in his new company, Emerald
Firg Financid, a Delaware limited liability company engaged in a high tech internet-based
business. Asarranged by himself and hisfinancia planner, Debtor, not the CRUT, held the
controlling voting interest in Emerald First Financid. The CRUT dso invested, a Debtor's
direction, in amortgage on red estate owned by friends. Pursuant to advice from afinancid
planner, the CRUT aso invested in certain publicly traded equities. Emerdd First Financia
faled and, accordingly, the CRUT has performed poorly. The trust assets were vaued a
$1,655,188.60 as of December 31, 1997; $2,171,429 as of December 31, 1998; $2,093,038 as of
December 31, 1999; and $1,129,505 as of December 31, 2000. The CRUT distributed the
following Unitrust Amounts to Debtor: 1997, $117,130; 1998, $124,029; 1999, $147,564; and
2000, $146,513.

The Trugt and the Debtor utilized the accounting firm of Lurie, Beskof, Lapidus &
Company LLP and Douglas R. Wagman, CPA to compute the Unitrust Amount each year. For
calendar years 1999, 2000 and 2001 the CRUT held units of Class A and Class B membership in

Emerad Firgt Financid, which units did not have an objectively and readily ascertainaole fair

market vdue. On March 16, 1999, Mr. Wagman computed the 1999 Unitrust Amount at



$152,000.00,* utilizing a$714,500.00 vaue for the Emerald Firgt Financid units as of December
31, 1998, provided by Mr. Senger, which value amounted to about 35% of the CRUT's portfalio.
On March 23, 2000 Mr. Wagman computed the 2000 Unitrust Amount at $146,512.66, utilizing
avalue, as of December 31, 1999, of $714,500 for the Emerald First Financia units owned by
the CRUT. By March 14, 2001, Mr. Wagman computed the Unitrust Amount for 2001 to be
$79,065.35, based on a CRUT asset value as of December 31, 2000, of $1,129,505.00. In
cdculating the value of the Unitrust Amount for 2001 Mr. Wagman placed no vaue on the
Emerad Firg Financid Units. The CRUT'sinvesment in Emerald First Financiad was
worthless. In less than three years, the CRUT logt dl of the money it had invested in Emerad
First Financid and its asset value had declined from around $1.7 million in 1997 to about $1.1
million in 2001.
C. POSTPETITION PAYMENTS

Debtor filed his bankruptcy case on February 16, 2001. By this time Debtor was
insolvent. The Debtor's fortunes had crashed dong with those of Emerad Firgt Financia. On
March 22, 2001, the Trustee, through his counsel, made demand upon Debtor and Debtor’s
counsel for turnover of any payments from the CRUT digtributed to Debtor after the date of
filing this bankruptcy case or for escrow of the same pending resolution of ownership.

On March 30, 2001, and June 30, 2001, the CRUT distributed payments of the Unitrust

Amount to Debtor, each payment in the amount of $19,744.29. Debtor has retained such funds

* There were minor adjustments in each year as a consequence of which dightly different
amounts were actualy distributed to the Debtor.



and has refused to turn over such funds, or any part thereof, to the Trustee, asserting such
payments are not property of the bankruptcy estate®

Accordingly, the Trustee commenced this action seeking a determination of the
bankruptcy estate'sright in the CRUT.
D. CONCLUSION

In conclusion, the CRUT was whally sdf-settled by Debtor and funded exclusively with
assets from the Debtor's Olympic stock. No other property has been contributed to the trust.
Debtor retained alifetime interest in the CRUT to receive the Unitrust Amount and the
digtributions of the Unitrust Amount are nondiscretionary. The CRUT, by its terms, was formed
to qualify asa CRUT within the provisons of section 664 of the Internal Revenue Code and the
related regulations. The CRUT isaMinnesota trust and Article 12 of the CRUT provides that
Minnesota law shdl govern its vdidity and interpretation. The CRUT further provides that the
requirements of section 664 and the regulations promulgated thereunder shdl dso apply in
congtruing the trust and that where state and federa law conflict, federd law contrals.

CONCLUSIONS OF LAW

A. JURISDICTION

This court has jurisdiction over this adversary proceeding under 28 U.S.C. § 1334(b) and
28 U.S.C. 8 157(9). Thisadversary proceeding isacore proceeding pursuant to 28 U.S.C. §
157(b)(A), (E), (H) and (O). Venueis proper under 28 U.S.C. § 1409(a).

All defendants were served and appeared in this matter. This court has persona

jurisdiction over dl partiesin this adversary proceeding. Pursuant to Minnesota Statute section

5 1t is not clear whether the CRUT distributed an additiona $19,744.29 to Debtor on
September 30, 2001, while this case was under advisement.
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501B.41, subd. 2, the Minnesota Attorney genera is bound by the determinations of this court in
this adversary proceeding, having been duly served with the Summons and Complaint and
having not participated further.
B. PROPERTY OF THE BANKRUPTCY ESTATE

Section 541(a) of the Bankruptcy Code provides, in relevant part, that property of the
edateincludes“dl legd or equitable interests of the debtor in property as of the commencement
of thecase....” 11 U.S.C. §541(a). The sweep of this section is quite broad. All property
interests of the Debtor, with narrow exceptions defined in section 541, are included as property

of the bankruptcy estate. See United States v. Whiting Poals, Inc., 462 U.S. 198, 205-206

(1983); Buckley v. Bd. of Trustees (In re Swanson), 873 F.2d 1121, 1122 (8" Cir. 1989);

|lannacone v. Trugtees of Pillsbury Co. Stock Purchase & Inv. Plan (In re Hanson), 84 B.R. 598,

600 (Bankr. D. Minn. 1987). Debtor’sincome interest in the CRUT is clearly a property interest
encompassed by the broad scope of section 541(a).

The breadth of section 541(a) is further expanded by section 541(c)(1), which invalidates
many contractua restrictions on transfer of the Debtor’ s interest as well as redtrictions provided
by other applicable law. Section 541(c)(1)(A) provides:

except as provided in paragraph (2) of this subsection, an interest of the debtor in

property becomes property of the estate under subsection (a)(1), ()(2), or (a)(5)

of this section notwithstanding any provison in an agreement, transfer

instrument, or applicable nonbankruptcy law —

(A)  That regtricts or conditions transfer of such interest by the debtor. . . .

11 U.S.C. 8541(c)(1)(A).
Section 541(c)(2) provides a narrow exception to the rule of section 541(c)(1), and is applicable

only to beneficid interestsin atrust. Section 541(c)(2) provides.
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A redtriction on the transfer of a beneficid interest of the debtor in atrust that is

enforceable under applicable nonbankruptcy law is enforceable in a case under

thistitle.

11 U.S.C. 8541(c)(2).

As previoudy noted, Article 18 of the CRUT provides aredtriction on transfer of
Debtor's income interests. In order to exclude the Debtor’ sincome interest from property of the
edtate, however, this “ spendthrift” provision must be enforceable under “ gpplicable non-
bankruptcy law.” “Applicable non-bankruptcy law” includes both state and federa law.

Patterson v. Shumate, 504 U.S. 753, 762 (1992).

There are only three scenarios under which the redtrictionsin Article 18 could remove
Debtor'sinterest in the CRUT from the bankruptcy estate: 1) if Minnesota state common law
would enforce this provison; 2) if the Internal Revenue Code or regulations promulgated
thereunder mandate the indienability of Debtor's life income interest, or 3) if a Minnesota statute
S0 mandates.

Asthe Trustee correctly points out, no other interest in the CRUT isindienable. The
rights of Cyndi-Lee, Karaand EricaMack are adlienable, as are therights of The Minnegpolis
Foundation. They can al be written out of the CRUT. Thus, if Sate or federd lav mandates
thet the settlor's interest in the CRUT isindienable, the Debtor, as settlor and initial income
beneficiary, isin avery unique and favored postion. Moreover, asthe Trustee also correctly
points out, he is not attempting to reach or in any way affect the rights of income beneficiaries,
other than the Debtor-Settlor, or the rights of the charitable remainder. Nothing | decide here
will in any way impact on the rights of the charitable remainder. The only issue is whether
Congress or the State of Minnesota, in passing CRUT-governing statutes, intended not only to
encourage charitable giving by alowing tax avoidance or deferrd, but also to create anew
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protection from creditors for those wedlthy enough to give away the remainder interestsin
assts. In other words, do we have anew bankruptcy planning tool for the wedlthy? In passing
section 664 of the Internal Revenue Code and Minnesota Statute sections 501B.31 and .32, did
Congress and/or the Minnesota Legidature intend to create, not only away for taxpayers to defer
or avoid federal and state taxes, but also away for settlors of these trusts to avoid paying their
creditors. The question gppears to be one of first impression and the answer to the question is
no.
C. MINNESOTA COMMON LAW

It is clearly established that section 541(c)(2) of the Bankruptcy Code was intended to
preserve the status of a spendthrift trust which would be recognized by state law. Patterson v.

Shumate, 504 U.S. at 758; lannacone v. Trustees of Pillsbury Co., 84 B.R. at 601. In Minnesota,

the vaidity of spendthrift trust provisonsis governed by common law, there being no Minnesota
gatute which expresdy deds with spendthrift provisons. |d. However, as| have previous held,
Minnesota common law renders void and unenforcegble an anti-alienaion provison in a self-
settled trust. In re Smmonds, No. 98-48019 (Bankr. D. Minn. April 28, 1999), aff'd Smmonds

v. Larison (In re Smmonds), 240 B.R. 897 (B.A.P. 8th Cir. 1998).

Minnesota courts have clearly recognized a settlor’ sright, in cregting atrust as a gift,
without receipt of condderation, to suspend the beneficiary’ s ability to assign or dienate the
beneficiary’ s equitable interest in the trust. The semind case in Minnesotalis Firgt National

Bank of Canby v. Olufson, 181 Minn. 289, 232 N.W. 337 (1930). In Olufsonthe bank had

challenged the spendthrift protection of the debtor’ s interest in atrust created by the debtor’s
father. The bank asserted such spendithrift provisions conflicted with common law redtrictions
on the sugpension of the power to transfer or dienate property. The court determined that, with

12



regard to an equitable interest in property, as opposed to legd title, it was willing to diverge from
the English common law forbidding restraints on dienation. The court was willing to recognize

such aregraint in furtherance of an overriding principd, that the power of atestator to direct the
dispogition of his gift, and to prescribe the purposes and object of its benefit, would predominate

over the claim of a creditor of a beneficiary, not the testator. Olufson, 181 Minn. at 239, 232

N.W. at 339. However, even while recognizing this restraint on aienation, founded on the pre-
eminence of the benefactor'swill over the rights of the beneficiary’ s creditors, the court
recognized that a materidly different question was presented when the benefactor and the
beneficiary were one and the same person. “Neither do we for amoment question the rule that
one may not by his own act preserve to himsdlf the enjoyment of property in such manner thet it
shall not be subject to the claims of creditors, or placed beyond his own power of dienation.”
1d.

The Minnesota Supreme Court’ s enforcement of spendthrift provisonsin trusts since
Olufson, dthough clear and expansive, has dways involved protection of the interest of a
beneficiary who is not the settlor of the trust. See, Morrison v. Dayle, 582 N.W. 2d 237, 240

(Minn. 1998); Van Dykev. Firg Nat'l Bank (In re Moulton's Egtate), 233 Minn. 286, 296, 46

N.W. 2d 667, 672-673 (1951); Erickson v. Erickson, 197 Minn. 71, 78-79, 266 N.W. 161, 162-

163 (1936). In each of these cases, the court has recognized the preeminence of the testator’s
will in making a gift over therights of the beneficiary’ s creditorsin reaching the object of such
gift. However, the very statement of this principa in each of these cases recognizes that a
materidly different question is presented when the settlor and beneficiary are the same person:

The vdidity of a spendthrift trust is upheld on the theory that the owner of

property, in the free exercise of hiswill in disposing of it, may secure such

benefits to the objects of his bounty as he seesfit and may, if he so desires, limit
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its benefits to persons of his choice, who part with nothing in return, to the
excluson of creditors and others.

Morrison, 582 N.W.2d at 240 (citing In re Moulton's Edate, 233 Minn. at 290-91, 46 N.W.2d at
670). See also, Erickson, 197 Minn. at 75, 266 N.W. at 162.

While Minnesotas highest court has not spoken directly on the subject, federd courts
have consgtently concluded that Minnesota courts would not recognize a spendthrift trust where

the trust was sdif settled. Drewes v. Schonteich, 31 F.3d 674, 677 (8th Cir. 1989); Humphrey v.

Buckley (In re Swanson), 873 F.2d 1121, 1123-24 (8" Cir. 1989); Smmonds, 240 B.R. at 898.

Therule that a settlor cannot protect hisinterest in atrust through use of a spendthrift
provison was dso clear in the common law:

(1) Where a person creates for his own benefit atrust with a provison restraining

the voluntary or involuntary transfer of hisinterest, his transferee or creditors can

reach hisinterest. (2) Where a person creates for his own benefit atrust for

support or adiscretionary trust, his transferee or creditors can reach the maximum

amount which the trustee under the terms of the trust could pay to him or gpply

for his benefit.
The RESTATEMENT (SECOND) OF TRUSTS 8 156; seealso 1 ScotT, TRusTs {1 156. The principal
that a settlor cannot protect his property by transfer to atrugt, retaining an interest in the trust is,

thus, well settled.®

® Thisruleiswiddly recognized in other jurisdictions. See In re Spenlinhauer, 182 B.R.
361 (Bankr. D. Me. 1995), aff'd 195 B.R. 543 (D. Me. 1996), aff'd 101 F.3d 106 (1* Cir. 1996)
(holding that entire value of settlor/beneficiary’ s one-third interest in trust income and principa,
and not just the income digtributions that settlor/beneficiary was presently entitled to receive,
were included in property of the estate); Markmueller v. Case (In re Markmuedller), 51 F. 3d 775,
776 (8th Cir. 1995) (applying Missouri law, interest in sdf settled trust included in bankruptcy
estate); Aylwardv. Landry (Inre Landry), 226 B.R. 507, 510 (Bankr. D. Mass. 1998)
(spendthrift trust is ineffective againg creditors if the settlor creates atrust for the settlor’s own
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D. FEDERAL LAW
1. Applicable Nonbankruptcy Law

The Defendants argue, however, that since Patterson, it makes no difference whether an

anti-alienation provison is vaid and enforceable under sate law if federd law furnishes such a

prohibition on dienation. In Patterson, the Supreme Court did hold that "gpplicable

nonbankruptcy law" referenced in section 541(c)(2) of the Bankruptcy Codeis not limited to

date law and can include federd law. Pattersonv. Shumate, 504 U.S. at 758. Applicable

nonbankruptcy law means any gpplicable law, sate or federa, aside from the Bankruptcy Code,
that would prevent ordinary creditors of the debtor from reaching the asset. In re Mudler, 256

B.R. 445 (Bankr. D. Ma. 2000).

benefit); Kaplan v. Primerit Bank (In re Kaplan), 97 B.R. 572 (B.A.P. 9" Cir. 1989)(a person
cannot secrete and insulate his property from his creditors by temporarily placing that property
in what he styles a spendithrift trust while the income and corpus of the trust remain payable to
him); In re Hartman, 115 B.R. 171 (Bankr. W.D. Ark. 1990)(aperson may not establish atrust
under which he is to receive income as a beneficiary, while a the same time attempting to

protect the trust assets from his creditors by the smple inclusion of a spendthrift clause); Dery

v. U.S. (InreBridge), 90 B.R. 839 (Bankr. E.D. Mich. 1988), on reh’g 106 B.R. 474 (Bankr.
E.D. Mich. 1989)(in bankruptcy action, discretionary spendthrift trust created for benefit of
debtors was invaid where, among other things, debtors were both settlors and beneficiaries of
trust); Williamsv. Threst (In re Threet), 118 B.R. 805 (Bank. N. D. Okla. 1990)(under the law
of spendthrift trusts, including the satutory law of Oklahoma, a saf-settled trust cannot be
gpendthrift); Murphey v. C.I.T. Corp., 33 A.2d 16, 18 (Pa. 1943) (spendthrift provison in trust
created by hushband and wife for their benefit was invalid); Farmers State Bank v. Janish, 410
N.W.2d 188 (S.D. 1987) (debtor who was both a beneficiary and a settlor of the trust rendered
spendthrift provison invdid); Brown v. Westvaco Corp. (_In re Cassada), 86 B.R. 541 (Bankr.
E.D. Tenn. 1988)(the rationae for the rule prohibiting a person from putting his own property in
a gpendthrift trust with himsdf as beneficiary isthat a person cannot put his property beyond the
reach of his creditors and il have the use of it for his persona benefit); Citizens Nat'| Bank v.
Taylor (In re Goff), 812 F.2d 931, 933 (5" Cir. 1987)(if asettlor creates atrust for hisown
benefit, a spendthrift clause restraining dienation or assgnment is void); Bank of Dalasv.
Republic Nat'| Bank of Dalas, 540 SW.2d 499, 502 (Tex. Civ. App. 1976) (creditors were
alowed to reach the debtor’ s interest in spendthrift trust in which he was one of two settlors and
one of three beneficiaries).
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Patterson concerned an ERISA’ qudified employer pension plan that did not qudify asa
gpendthrift trust under state law. Nonetheless, the Court held that the debtor's beneficia interest
therein was not property of the estate. The Court looked first at section 1053 of ERISA. That
section providesin pertinent part: "[€]ach pension plan shdl provide that benefits provided
under the plan may not be assigned or dienated.” 29 U.S.C. 81053(a)(1).

The Court next looked &t the coordinate section of the Internal Revenue Code, entitled
Qudified pension, profit sharing, and stock bonus plans, which stated the generd rule that
"[@] trust shdl not condtitute a qudified trust under this section unless the plan of which such
trust is a part provides that the benefits provided under the plan may not be assigned or
dienated.” 1.R.C. 8401(a)(13).

Finaly, the Court reviewed the applicable Treasury Regulation that providesin pertinent
part that "benefits provided under the [ERISA] plan may not be assigned or dienated.” Tress.
Reg. § 1.401(a)-13(b)(1). The Supreme Court found these sections to be "applicable
nonbankruptcy law" for purposes of Bankruptcy Code section 541(c)(2). The question | must
answer is whether section 664 of the Internad Revenue Code and the regul ations thereunder,
smilarly provide gpplicable nonbankruptcy law which prohibits dienation of a Debtor's
noncharitable income interest in the CRUT.

In ERISA Congress enacted an entirely new body of law and coupled it with provisions
in the Internad Revenue Code granting qualifying retirement accounts favorable tax trestment.

Thereis no affirmative law counterpart to ERISA dedling with CRUTS. Here, dl gpplicable

" Employer Retirement Income Security Act of 1974, 29 U.S.C. §81001 et. s=q.
16



federa law is contained in the Interna Revenue Code and Treasury Regulaions® Moreover, the
andyds of federd law on thisissue is digtinctively different than the andlysis of date law. Itis
date law, not federd law, which dictates the substantive property rights of the grantor and
beneficiaries of atrust and the rights of their respective creditors. See Smmonds, 240 B.R. at
898. Asdiscussed earlier, Minnesota law not only does not authorize, but prohibits the settlor of
asdf-sattled trust from suspending the dienation of his retained interest in the trust. Smmonds,
240 B.R. & 899. In contrast, the Internal Revenue Code dictates the taxation of the trust and its
beneficiaries, not substantive property rights. Failure to comply with requirements of the
Internal Revenue Code will ater the taxation of the trugt, but would not override state law
regarding subgtantive rightsin thetrust. Thus, in examining the Internal Revenue Code it is not
enough that it does not explicitly prohibit an anti-dienation clause. Reather for the Defendants to
be successful, they must show that section 664 and the regulations affirmatively require an anti-
dienation regtriction on the Debtor'sinterest in the CRUT.

2. Internal Revenue Code Section 664

Congress passed section 664 to curb abuses that had developed in the use of split interest

trusts with charitable remainders. Estate of Reddert v. U.S., 925 F. Supp. 261, 266 (D. N.J.

1996). If qudified, the grantor receives certain tax benefits, including an income tax charitable
deduction for the present vaue of the charitable remainder interest created. Additiondly, the

qudified trust isincome tax exempt, except for certain businessincome.’

8 "Affirmaive law" may not be required. (See Inre Mudler, 256 B.R. 445, 456 (Bankr.
D. Md. 2000) (a debtor'sinterest in anon-ERISA plan can nonetheless be excluded from
property of the estate based solely on the IRC). But, its absence bears on Congressiona intent.

° The Debtor, taking advantage of these tax rules, received a charitable contribution
deduction in 1997 when the CRUT was crested. Additiondly, capital gain on the sale of the
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Section 664(a) provides, in generd, that notwithstanding other provisions of the Internd
Revenue Code, taxation of a charitable remainder unitrust is governed by section 664 and
regulations promulgated thereunder. Subdivision (b) specifies how didributionsto a
"beneficiary” shdl betaxed. "Beneficiary” is defined to include an her, legatee, or devisee.
I.R.C. §643(c). Subdivision (c) relievesa CRUT from payment of taxes, except with respect to
limited businessincome. Subdivisions (€) and (f) specify how the charitable contribution to a
CRUT isto bevaued. Most importantly, subdivison (d) sets limits on the amounts that must or
may be distributed to income beneficiaries, to whom such distributions can be made, the outsde
limit on the trust's duration, and a minimum vaue thet the charitable remainder interest must
have to qualify for favorable treatment:

|.R.C. 8§ 664(d)(2) provides asfollows:

2 CHARITABLE REMAINDER UNITRUST. — For purposes of this
section, a charitable remainder unitrust isatrust —

(A)  from which afixed percentage (which is not less than 5% nor more
than 50%) of the net fair market value of its assets, vaued annualy, isto be paid,
not |ess often than annualy, to one or more persons (at least one of which is not
an organization described in 8 170(c) and, in the case of individuals, to an
individua who isliving a the time of the cregtion of the trust) for aterm of years
(not in excess of 20 years) or for the life or lives of such individud or individuds.

(B)  from which no amount other than the payments described in

subparagraph (A) . . . may be paid to or for the use of any person other than an
organization described in section 170(c).

(C)  following the termination of the payments described in
subparagraph (A), the remainder interest in the trust is to be transferred to, or for
the use of, an organization described in section 170(c) or isto be retained by the
trust for suchause. . .

Olympic stock contributed to the CRUT of approximately $1,645,000 was not recognized by the
CRUT in 1997.

18



(D)  with respect to each contribution of property to the trugt, the vaue

(determined under section 7520) of such remainder interest in such property isat

least 10 percent of the net fair market vaue of such property as of the date such

property is contributed to the trust.

This section sets forth the basic requirements of aquaified charitable remainder unitrugt.
Subsection (A) of section 664(d)(2) defines the unitrust amount which can be paid to
noncharitable beneficiaries as no more than 50% nor less than 5% of the net fair market vaue of
that asset, vaued annualy. Subsection (B) provides that no amount other than the unitrust
amount or aqualified gift to a charity may be paid by the trust. Subsection (C) provides
requirements for the disposition of a charitable remainder interest.*°

Congpicuoudy absent from Internal Revenue Code section 664 is any mandate that the
noncharitable beneficiary's interest in a charitable remainder unitrust be undienable.

Presumably, if Congress had wished to impose such arequirement, it knew how to draft such
language™ In fact, the language of section 664 suggests that Congress had no such intention.
Congress used the word "beneficiary™ to refer to the recipient of distributions from a CRUT.
I.R.C. §664(b). Thisterm isbroadly defined in section 643(c) to "include’ (a nonlimiting word)
certain types of transferees. The term has aso been interpreted by the United States Supreme

Court to include an assignee of the origina taxpayer. SeeBlarv. U.S,, 300 U.S. 5, 12 (1937).*2

10 Subsection (D), added subsequent to the cregtion of this CRUT and not applicable in
this case, requires that the charitable remainder interest have avaue of at least 10% of the net
far market value of the property contributed. The Debtor's CRUT would not meet the
requirements of Subd. (D) as the charitable remainder interest had a vaue of less than 2% of the
assets.

11 See eq., ERISA, 29 U.S.C. § 1053(d)(1).

12 |n Blair, the Supreme Court found the term"beneficiary” to be “merely descriptive of
the one entitled to the beneficid interest.” Provisons that the beneficiary was responsble for
payment of taxes on income digtributionsto it could not be taken to “preclude valid assgnments
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Defendants, however, emphasi ze the language of section 664(d)(2)(A) which requires
digtribution of afixed percentage of the vaue of Trust assets annudly to one or more
"individuds' who must be living a the time of the creetion of the trust. From thislanguage,
coupled with that in section 664(d)(2)(B) which prohibits distributions other than to recipients of
the Unitrust Amounts and to the charitable remainder, they argue that Congress clearly indicated
that the Unitrust Amount must be paid only to Debtor. Asthe Trustee correctly points out,
however, thisis far too literal areading of the Statutory language. The purpose of requiring a
specific designation of beneficiaries, and that they be living persons, is clear, a least when the
Unitrust Amount is payable for the lives of the beneficiaries. Unlessthere is arequirement that
the beneficiaries be specificaly identified, it would be impossible to vaue the charitable
remainder interest. See Treas. Reg. §1.664.4(1997) (vauation of the remainder interest). Such
language gives no hint that it was intended to do more than facilitate vauation of the charitable
remainder interest.

3. Treasury Regulations

Thisisborne out in the regulations. In trying to resolve any ambiguity in the Satutes,
courts have consstently deferred to the Treasury Department's interpretive regulations so long as

they "implement the congressond mandate in some reasonable manner.” United States v.

Cartwright, 411 U.S. 546, 550 (1973)(quoting United States v. Correll, 389 U.S. 299, 307

(1967)). Of particular importance in this case are portions of Treasury Regulation 1.664-1 which

of the beneficid interest or to affect the duty of the trustee to distribute income to the owner of
the beneficid interest, whether he was such initidly or became such by vaid assgnment.”
Blair, 300 U.S. at 12.
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deds generdly with charitable remainder trusts and Treasury Regulation 1.664-3 which provides
rules relaing specificaly to charitable remainder unitrusts.

Treasury Regulation 1.664-1 sets forth general information on charitable remainder
trugts. It providesthat “[g]enerdly, a charitable remainder trust is atrust which provides for a
Specified digtribution, at least annudly, to one or more beneficiaries, at least one of which isnot
acharity, for life or for aterm of years, with an irrevocable remainder interest to be held for the
benefit of, or paid over to, charity.” Treas. Reg. 81.664-1(8)(1)(i)(1997). Theregulation also
contains definitions gpplicable to Treasury Regulation 1.664-1 as well as Treasury Regulation
1.664-3. Included are adefinition of "unitrust amount” (“The term ‘unitrust amount’ means the
amount described in Paragraph (@) (1) of Treasury Regulation 1.664-3 which is payable, at least
annudly, to the beneficiary of a charitable remainder unitrugt”) and "recipient” (“the term
recipient’ means the beneficiary who receives the possession or beneficia enjoyment of the.. . .
unitrust amount”). Treas. Reg. 8 1.661-1(a)(1)(iii)(c) and (d) respectively. Internd Revenue
Code section 664-1(8)(2) providesthat atrust must be either a charitable remainder annuity trust
or acharitable remainder unitrust and thet atrugt is a charitable remainder trust only if it isether
a charitable remainder annuity trust in every respect or a charitable remainder unitrust in every
respect. Treasury Regulation 1.664-1(a)(4) states that, in order for atrust to be a charitable
remander trust it must meet the definition of and function exclusvely as a charitable remainder
trust from inception. It aso makes clear that one does not become the "owner” of atrust merely
because one is both the grantor and a recipient of distributions.

More specific to charitable remainder unitrusts and the issue of whether the
incomeinterest of Debtor isindienable is Treasury Regulation 1.664-3. Treasury Regulation
1.664-3(a)(1) describes a charitable remainder unitrust as a
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trust which complies with the applicable provisions of section 1.664-1 and meets
al of the following requirements-(a) Generd Rule. The governing insrument
provides that the trust will pay not less often than annually afixed percentage of
the net fair market value of the trust assets determined annually to a person or
persons described in paragraph (a)(3) of this section for each taxable year of the
period specified in (8)(5) of this section.

Tress. Reg. § 1-664-3(a)(1).

Treasury Regulation 1.664-3(a)(3), in turn, addresses who may receive distribution of the

Unitrust Amount:

Treas.

(3) Permissible recipients

) Generd rule. The amount described in subparagraph (1) of this
paragraph is payable to or for the use of a named person or persons, at least one of
which is not an organization described in Section 170(c). If the amount described
in subparagraph (1) of this paragraphisto be paid to an individud or individuas,
al such individuads must be living at the time of cregtion of thetrust. A named
person or person may include members of anamed class except in the case of a
class which incdludes any individud, al such individuds mugt be dive and
ascertainable at the time of the creation of the trust unless the period for which the
unitrust amount is to be paid to such class conssts solely of aterm of years. For
example, in the case of atestamentary trug, the testators will may provide thet the
required amount shall be paid to his children living & his degth.

(i) Power to ater amount paid to recipients. A trust is not acharitable
remainder unitrust if any person has the power to ater the amount to be paid to
any named person other than an organization described in section 170(c) if such
power would cause any person to be treated as the owner of the trust, or any
portion thereof, if Subpart E, part |, subchapter J, Chapter 1, Subtitle A of the
Code were applicable to such trugt ... For example, the governing instrument may
not grant the trustee the power to alocate the fixed percentage among members of
a class unless such power fdls within one of the exceptions to section 674(a).

Reg. § 1.664-3(3)(3).

Treasury Regulation 1.664-3(a)(4) dedls with payments other than the payments made to

recipients of the Unitrust Amount:

Other payments. No amount other than the amount described in subparagraph (1)
of this paragraph may be paid to or for the use of any person other than an
organization described in section 170(c). An amount is not paid to or for the use
of any person other than an organization described in section 170(c) if the amount
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istransferred for full and adequate consideration. The trust may not be subject to

apower to invade, dter, amend or revoke for the beneficia use of a person other

than an organization described in section 170(c).

Treas. Reg. § 1.664-3(a)(4).

And Treasury Regulation 1.664-5 dedls with how long the Trust has to vest the remainder
interest in a charitable organization. Subparagraph (5) provides:

Period of payment of unitrust amount ---

) Generd rules. The period for which an amount described in
subparagraph (1) of this paragraph is payable begins with the first year of the

charitable remainder trust and continues ether for the life or lives of a named

individua or individuds or for aterm of years not to exceed 20 years. Only an

individua or an organization described in section 170(c) may receive an amount

for thelife of anindividud . . ..

Treas. Reg. § 1.664-5.

Treasury Regulation 1.664-3(a)(3) by itstitle and its terms focuses on who may be a
recipient of payments from the trust and is therefore most pertinent to the question before me,
Once again, there is no explicit anti-alienation prohibition mentioned. If this Regulation
prohibits dienation of the noncharitable interest, it only does so implicitly, and | find no such
implication.

To the contrary, Treasury Regulation 1.664-3(a)(3) provides that the Unitrust Amount
may be payable "to or for the use of" a named person or persons. A person, as defined by the
Internal Revenue Code, includes, among others, an individud, atrug, or an edtate. |.R.C.
§7701(8)(1). Theterm “edtate” isnot limited and would include a bankruptcy estate aswell asa
tesamentary edate. If the trust providesfor the payment to an individud, that individua must
be living a the time of the creation of thetrugt. In permitting distribution of the Unitrust
Amount to a person, this section contemplates that someone other than aliving individua may

recaive adigribution. If digributions are initidly made to a person and not an individud living
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at the time of the creetion of the trugt, Interna Revenue Code section 664 alows for payment of
benefits for aterm of years.

Again, asin the gatute, this regulation focuses on regtrictions which alow vauation of
the charitable remainder interest. However, from the requirement that specific beneficiaries be
designated, it cannot be reasonably implied that such beneficiaries are forbidden from assgning
their interests. So long as someones life (in this case that of the Debtor) servesto facilitate
vauation of the remainder interest, it is of no consequence to the satutory scheme or its
purposes that some other person, including the Debtor's bankruptcy estate, receives the benefits.

Defendants, however, argue that dthough there is no explicit anti-adienation language,
taken as awhole, the regulations implicitly prohibit such dienation. Thisisincorrect. The
Treasury Regulation congtruing Interna Revenue Code section 674 recognizes the rights of a
beneficiary to assign or subgtitute its interest. Section 674 of the Interna Revenue Code
providesthat a grantor of atrust would be treated as an owner if the grantor has the power to
dispose of abeneficid interest. 1.R.C. 8674. The companion regulation clarifies this power.
Theregulation sates, in part:

This limitation does not gpply to a power held by a beneficiary to subgtitute other

beneficiaries to succeed to hisinterest in the trust (so that he would be an adverse

party asto the exercise or nonexercise of that power). For example, the limitation

_do&s not gpply to a power in abeneficiary of a nonspendthrift trust to assign his

Interest.

Treas. Reg. §1.674(d)-2(b).
If the CRUT does not qudify as a spendthrift trust, the regulation specificaly providesfor the

dienation of the beneficiariesinterest.
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Defendants argue that Congress assumed CRUTs would be sef settled,”®* and they rely
principaly on certain language in Treasury Regulation 1.664-3(8)(3), (4) and (5). Asnoted,
however, Treasury Regulation 1.664-3(a)(3)(i) actudly refutes Defendants position because it
dlows digtributions "to or for the use of" arecipient and designations by class. Insofar asit
refersto living individuds, there is no mandate that such living individuas be the sole recipients
of benefits. Nor does the mandate, in Treasury Regulation 1.664-3(a)(3)(ii), to the effect that a
trust losesits beneficial tax statusif any person has the power to dter the amount to be paid to
any named person if such power would cause any person to be treated as the owner of the trugt,
support Defendants argument. The Trustee, on behdf of the estate, will receive the same
Unitrust Amount the Debtor would have recelved and, in doing o, the Trusteg, like the Debtor
before him, will not be treeted as the owner of thetrust. See|.R.C. § 678.*

Treasury Regulation 1-664-3(a)(4) is aso not of help to Defendants. It addresses "other
payments' and merdy emphasi zes that the charitable trust remainder must be protected from
invasion and reduction, other than payments to personsin return for value. It expands upon the

datutory dictate that payments of the unitrust amount and payments of the charitable remainder

13 “IN]either the grantor nor his spouse shdl be treated as the owner of the trust ... merely
because the grantor or his spouse is named as arecipient.” Treas. Reg. § 1.664-1(8)(4).

1 |.R.C. 8 678 provides that a person other than grantor would be trested as substantial
owner, if:
(1) such person has a power exercisable soldly by himsdlf to vest the corpus or the
income therefrom in himsdf, or (2) such person has previoudy partidly released
or otherwise modified such a power and after the release or modification retains
such control aswould, within the principles of sections 671 to 677, inclusive,
subject agrantor of atrust to trestment as the owner thereof.

The Debtor's bankruptcy estate will not obtain the power to vest the corpus or incomein itsdlf,
nor has the estate previoudy released or modified such power.
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are the only types of payments that can be made. In essence, new beneficiaries may not be
added if the effect would be to invade or dter the remainder. Substituting a bankruptcy trustee
for Debtor, a noncharitable income beneficiary, does not invade or dter the charitable remainder.

Finally, defendants point to Treasury Regulation 1.664-3(a)(5) asthe "most direct
redriction” on atransfer of debtor's beneficid interest in the trust. Thisregulation is entitled
"Period of payment of unitrust amount.” It does not purport to ded with who may be a recipient,
as does Treasury Regulation 1.664-3. The first sentence of Treasury Regulation 1.664-3(a)(5)(i)
merely reiterates the Satutory dictate that atrust may extend either for thelife or lives of a
named individua or individuas or for aterm of fixed years, not to exceed 20. The second
sentence then goes on to state that "[o]nly an individua or an organization described in section
170(c) may receive an amount for the life of an individud." Treas. Reg. 8 1.664-3(a)(5)(i).
According to the Defendants, " The bankruptcy estate is neither an individua nor a section 170(c)
organization. Thelegd redtriction on atransfer of Mack's beneficid interest could not be
clearer.” Defendants take sentence two out of context. It is merely meant to clarify how long
payments may be made (for the life of an individudy), not to limit the person who can receive a
unitrust digtribution. So long as someonés life is the defining life for purposes of determining
the trust duration (in this case Debtor's life), who actualy makes use of the didtribution is of no
consequence.

4. Revenue Procedures

In conclusion, neither federa statute nor Treasury Regulations mandate that Debtor's
noncharitable income interest be protected from his creditors. Applicable revenue procedures

support this conclusion.
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Because of the significant role tax consequences play in the creetion of charitable
remainder unitrusts, requests for private letter rulings regarding the qudification of proposed
trusts are common. 1n 1989 and again in 1990, the IRS issued revenue procedures, Revenue
Procedure 89-20, 1989-1 C.B. 841 and Revenue Procedure 90-30, 1990-1 C.B. 534. Each of
these revenue procedures set out sample trust instruments which, if enforceable under loca law,
meet the requirements of a quaified charitable remainder unitrust. Absent from any of the
sample trust indruments is any anti-aienation provison for the benefits to be paid by the trust to
noncharitable beneficiaries.

5. Excise Taxes

Defendants also argue that if the bankruptcy estate takes control of the Debtor's interest
in the Trust and receives payment of the Unitrust Amount, the CRUT will be treeted as a privete
foundation and that certain excise taxeswill beimposed. Once again, | disagree.

Defendants argument fails because CRUTSs are subject to certain statutes that govern
private foundations, including Interna Revenue Code section 4941 (prohibition againg sdlf
dealing) and section 4945 (prohibition againgt taxable expenditures). 1.R.C. 884947(3)(2),
4947(b)(3). In Minnesota, section 501B.32, subd. 1, provides for automatic incorporation of the
private foundation prohibitions into the governing agreement of any “split interest trust” as
defined in section 4947(a)(2) of the Internd Revenue Code, to the extent such provisions apply.
MINN. STAT. § 501B.32 (1).

Defendants argue that the bankruptcy Trustee isa“disqualified person” and that payment
of any amount to the bankruptcy estate, including the Unitrust Amount, would be an act of sdf
dedling. Pursuant to Interna Revenue Code section 4941(a)(1) atax isimposed on any act of
sdf dealing between a private foundation and a disqudified person as defined in Internd
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Revenue Code section 4946. That section does provide that a private foundation manager isa
disqudified person. However, it further provides that the Debtor is himsdf a*disqudified
person” asthe Debtor isa*substantia contributor” to the trust. 1.R.C. 8§ 4946(a)(1)(A).
However, Treasury Regulation 53.4947-1(c)(2)(i) of the excise tax regulations provides that,
under Internal Revenue Code section 4947(a)(2)(A), the salf dedling provision of section 4941
and certain other private foundation rules do not gpply to amounts payable under the terms of a
split interest trust to income beneficiaries. Treas. Reg. 8 53.4947-(c)(2)(i). In other words,
payment of the Unitrust Amount to a person entitled to receive the same, is not an act of sdlf
dedling, even if the person is an otherwise “disquaified person” as defined in Internd Revenue
section 4946.

Section 1398 further clarifies that no tax, including an excise tax, will be payable by
reason of the transfer of the Debtor’ s beneficia interest in the CRUT to the bankruptcy edtate.
Internal Revenue Code section 1398(f)(1) provides:.

atransfer (other than by sale or exchange) of an asset from the debtor to the estate

shdl not be treated as a digposition for purposes of any provison of thistitle

assigning tax consequences to a dispogition, and the estate shal be treated asthe

debtor would be treated with respect to such asset.
|.R.C. 8 1398(f)(1).

This section is extremely broad. It overrides any other provison of the Internal Revenue
Code. Thetransfer from Debtor to the bankruptcy estate is not a disposition for purposes of any
provison of the Internd Revenue Code, including the excise tax provisons of Interna Revenue
Code sections 4941-4947. The bankruptcy estate also succeeds to the tax attributes of the Debtor

under Internal Revenue Code section 1398(g). Courts have broadly construed this later

provision to find that the bankruptcy trustee succeeds to the taxable “ character of the asset
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itsdf.” For example, in In re Godwin, 230 B.R. 341 (S.D. Ohio Bankr. 1999), the court held that
the bankruptcy estate qualified for the section 121 exclusion from recognition of capital gain on
the sale of a principa residence, because the estate succeeded to the “ character of the asset.”

230 B.R. a 345. The bankruptcy estate’ sreceipt of the Unitrust Amount is clearly, under

Internal Revenue Code section 1398, to be taxed the same as such amount would have been
taxed in the hands of the Debtor.

Accordingly, the CRUT is not subject to excise taxes merely because a bankruptcy
trustee replaces Debtor as the income beneficiary of the trust.

E MINNESOTA STATUTES 88 501B.31 AND 501B.32

Defendants urge that Minnesota Statute sections 501B.31 and 501B.32 provide the
gatutory prohibition on dienability, if Minnesota common law and federd gtatutes do not.

Again, we need to begin with the basics.

Fird, there is no Minnesota act specidly gpplicable to CRUTS, just asthereis no such
separate federa lawv. CRUTSs are referenced, instead, in section 510B.32 of Minnesota Statutes.
Second, the Legidature has not explicitly stated that the interest of the income beneficiary ina
charitable trust isindienable. It has done so on other occasions and clearly knows how to
legidate such protections. See, e.g., State Retirement System, MINN. STAT. 8 352.15(1)(2000)
(providing that retirement benefits are nonassignable); State Troopers, Retirement, MINN. STAT.
§ 352B.071(2000) (same); Public Employees Retirement Association, MINN. STAT.

§ 353.15(2000) (same).

Minnesota Statute section 501B.31 does evince a Legidative intent to treat charitable
trusts generoudy. This statute provides that charitable trusts are not to fail smply because their
language is undear, that no charitable trust may limit the free dienation of title to any of the
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trust estate by the trustee, and that the Attorney General of the State of Minnesotaiis an
interested party in litigation involving the congtruction and enforcement of charitable trugts.
None of these provisions has anything to do with the question of whether the interest of an
income beneficiary isdienable. The Trustee did, however, notify the Attorney Generd of the
pendency of this action in accordance with the provisions of the Satute.

Minnesota Statute section 501B.32 deals more specifically with "[p]rivate foundations,
charitable trusts and split interest trusts™ The trust involved in this proceeding isa " split interest
trust” asthat term is defined in section 4947(8)(2) of the Internal Revenue Code. Minnesota
Statute section 501B.32 is a savings statute which reads into any Minnesota charitable trust
provisons of the Internal Revenue Code which dedl with adminigiration of charitable remainder
trusts. These are asfollows:

(A)  Thetrustee shdl digtribute for each taxable year of the trust
amounts at least sufficient to avoid liability for the tax imposed by section
4942(a) of the Internal Revenue Code of 1986.

(B)  Thetrustee shdl not engagein an act of "sdf deding” as defined
in section 4941(d) of the Internal Revenue Code of 1986 which would give riseto
ligbility for the tax imposed by section 4941(a) of the Code.

(C)  Thetrustee shdl not keep "excess business holdings' as defined in
section 4943 of the Code that would give riseto liability for the tax imposed by
section 4943 of the Code.

(D)  Thetrustee may not make investments that would jeopardize the
carrying out of any of the exempt purposes of the trust, within the meaning of
section 4944 of the Code 0 asto give riseto ligbility for the tax imposed by
section 4944(a) of the Code.

(E)  Thetrustee shdl not make a"taxable expenditure” as defined in
section 4945(d) of the Code that would give rise to liability for the tax imposed
by section 4945(a) of the Code.

MINN. STAaT. §501B.32
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These provisons of Minnesota law are taken directly from the safe harbor provisions of Revenue
Procedure 90-30, 1990-1 C.B. 534. The CRUT contains these and al other requirements
necessary to qudify it as a charitable remainder unitrust under federd law and as a charitable
trust under Minnesota law.

Defendants argue that the tax under Internal Revenue Code section 4941 isimposed for
sdf dedling which is defined in Internd Revenue Code section 4941(d) asincluding a“'sde or
exchange, or leasing, or property between a private foundation (charitable remainder trust) and a
disgudified person.” A charitable person, they argue, includes a"foundation manager” and the
trugtor. 1.R.C. §4946. A foundation manager includes an individua having powers smilar to
those of officers, directors, or trustee of the foundation (charitable remainder trust). 1.R.C. §
4946. The Defendants argue that to the extent the bankruptcy trustee assumes control of
Debtor's unitrust interest, he would be a foundation manager and the trustee of the Trust would
be prohibited by Minnesota Statute section 501B.32(b) from distributing any portion of the
Mack Trust's assetsto him. As previoudy discussed, however, while the trustee, and indeed the
Debtor, are not disinterested parties, the activities complained of are exempt from the gpplication
of section 4946 of the Internd Revenue Code. This argument fails for the same reason that the
argument failed under federd law.

Next, Defendants argue that the tax under Internal Revenue Code section 4945(d) is
imposed for a"taxable expenditure’ which includes a payment "for any purpose other than one
gpecified in section 170(c)(2)(B)." 1.R.C. 8 4945(d). Section 170(c)(2)(B) lists the following
purposes. religious, charitable, scientific, literary or educationd purposes or to foster nationd or
internationa amateur sports competition or for the prevention of cruelty to children or animas.
By definition a“'taxable expenditure means any amount paid or incurred by a private
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foundation.” I.R.C. 84945(d). The CRUT isnot a“private foundation” as contemplated by the
Setute.

Additiondly, Defendants argue that the bankruptcy trustee has the status of a creditor and
the trustees of the Mack Trust are prohibited by Minnesota Statute section 501(B).32 Subd. 1(e)
from digtributing any portion of the trust assets to Mack's creditors as being “taxable
expenditures.” Asaso previoudy discussed, the bankruptcy estate is a person as defined under
the Internd Revenue Code, and as such is a proper beneficiary of the CRUT. A distribution to
the beneficiary is not a taxable expenditure as defined by section 4945(d) of the Internd
Revenue Code and therefore not prohibited by Minnesota Statute section 501B.32 Subd. 1(€).

Defendants a so make an assumption not supported by the record. Although the Trustee
of the bankruptcy estate believes the Debtor's power to appoint the Trustee of the CRUT is
property of the estate, that does not mean, and it isin fact unlikely, that the bankruptcy Trustee
will seek to act as Trugtee of the CRUT. The bankruptcy Trustee will not exercise any of the
powers granted by Minnesota Statute 501B.32 and thus will not engage in any of the conduct
complained of by Defendants.
F. POWERS

Under Article 13.3 of the CRUT, "The current Recipient (of the trust) may &t any time,
with or without cause, remove any Trustee (other than an Independent Specid Trustee) upon
written notice to the Trustee." Article 2.2 providesthat in each taxable year of the Trugt, the
Trustee shdl pay to the Recipients certain unitrust amounts and defines the "current recipient” as
the recipient currently entitled to recelve the unitrust amount. Debtor isa Trustee of the Trugt.

Article 11 deals with limited powers of amendment to the trust. It providesin relevant
part that "[the provisons of this Trust Declaration are irrevocable and shall not be subject to
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amendment, dteration, or revocation by anyone, except asfollows. (A) the Trustee shal have
the power and duty, acting aone and without the approva of any court, Trustor, recipient or
remainderman, to amend the Trust Declaration in any manner required for the sole purpose of
enauring that the trust qualifies and continues to qudify as a charitable remainder unitrust within
the meaning of section 664(d)(2) of the Internal Revenue Code and the corresponding
regulation.”

The Trustee has many other powers under the Trust Declaration, including the power to
amend, dter or revoke the charitable remainder beneficiary designation (Article 11) and the
power to modify the income interests of his spouse and his children.

All legd and equitable interests in the Trust Declaration of the Debtor became property
of the bankruptcy estate, except as excluded by Bankruptcy Code section 541(b)(1): "Property of
the estate does not include--(1) any power that the debtor may exercise solely for the benefit of
an entity other than the debtor.” The trustee seeks only a declaration that two of the powers
given to the Debtor as Trustee become property of the estate: his powers under Article 13.3 to
remove a Trustee and the power under Article 11 to amend the Trust Declaration to conformit to
preserve its tax favored status under federd law. Neither of these two powers is a power "that
the debtor may exercise solely for the benefit of an entity other than the debtor.” Replacement of
a Trustee with a Trustee of the Bankruptcy Trustee's choice and protection of the trust tax
deferred status both benefit the estate, as representative of the Debtor. Neither, as defendants
argue, meets the criteria of Bankruptcy Code section 541(b)(1) for exclusion from the estate.

Accordingly, the two powers specified by the Trustee are included in the bankruptcy
estate.

G. PUBLIC POLICY
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The main thrugt of Defendants evidence e trid and one of their main arguments was that
the result reached in this case will discourage charitable giving. One of the defendants
witnesses tedtified that, if the Trustee receives a didtribution that the IRS subsequently
determines will disquaify the trust from favorable tax trestment, capital gains taxes on the sde
of the Olympic stock as well as pendlties of close to $850,000 will come due, virtualy
consuming the trust value as of June 1, 2001 of $960,000. Thus, the charitable remainder will be
severdy affected. A second witness, afinancia planner, testified as to expected vaues of the
charitable remainder over a period of 30 years or more and to the fact that, if the trust were
disqualified and could not defer taxes by reason of the distributions made to the trustee, there
would be a significant reduction in expected rates of return to the trust. Thiswitnessaso
testified that he regularly recommends use of a charitable remainder trust to his wedthy clients,
that not dl of them take his advice to part with some of their money in favor of charity, and that
if the trustee wins this case the witness would need to advise his wedthy clients of the risk that
their charitable remainder trust might be subject to collgpse and adverse tax consequences if they
subsequently go broke.

All of this assumes, however, that the CRUT would lose its tax favored treatment if the
Trustee steps into the shoes of the Debtor with respect to receipt of the unitrust distributions
during the life of the Debtor. As previoudy determined, however, neither state nor federa law
prohibit dienation of the noncharitable interest of the Debtor-Settlor and thus the doomsday
scenario outlined by the Debtor will not occur.

Basicaly, the Defendants contend that this court should interpret section 664 and the
regulations, or aternatively Minnesota Statute section 501B.32, as cresting a new form of
unlimited exemption from creditor attack for the settlor's retained noncharitable interest in a salf
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settled trust. Congress did create such anew form of exemption in ERISA but its purposein
doing so was to increase retirement savings and accordingly it was necessary to protect such
savings from attack by creditors. The same public policy reasons do not gpply here. Whether
the Debtor can or cannot protect the income stream of a noncharitable recipient is of no
conseguence to the purpose of encouraging the formation of CRUTS, thet is charitable giving.
Nothing said in this opinion will in any way impact on the charitable remainder of the CRUT
and thereisatota disconnect between protecting the charitable and noncharitable interests.
ORDER FOR JUDGMENT

ACCORDINGLY, IT ISHEREBY ORDERED THAT judgment shall be entered in favor
of the Plaintiff and againgt the Defendants as follows:

1 Judgment in favor of the Trustee and againgt Defendant Jeffrey C. Mack, in the
amount of $39,488.58, together with interest on the amount of $19,744.29 from March 30, 2001
to the date of entry of judgment, and on the other $19,744.29 from June 30, 2001 to the date of
entry of judgment. If the CRUT made a further postpetition distribution to the Debtor at the end
of the third quarter of 2001, judgment in favor of the Trustee and against Defendant Jeffrey C.
Mack in such amount, together with interest from the date of such digtribution to the date of
entry of judgment.

2. It is hereby determined that the income interest of the Debtor Jeffrey C. Mack in
the Jeffrey C. Mack Charitable Remainder Unitrust dated January 17, 1997 is property of the
bankruptcy estate, together with the power to gppoint or discharge trustees of the trust and the
power to amend the trust to preserveitstax quaified satus.

3. Jeffrey C. Mack and Dave F. Senger, as trustees of the CRUT, together with any
other or successor trustee, are hereby directed to recognize the bankruptcy estate as the holder of
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such lifetime income interest and powers and to pay future digtributions of the Unitrust Amount,
otherwise payable to Jeffrey C. Mack, to the bankruptcy Trustee.

4, This holding shdl be binding upon al Defendants and the Minnesota Attorney
Generd in accordance with the standing under Minnesota Statute 8§ 501B.41.

LET JUDGMENT BE ENTERED ACCORDINGLY .

/e Nancy C. Dreher

Nancy C. Dreher
United States Bankruptcy Judge

Filed on 11/2/01

Patrick G. De Wane, Clerk
By KK Deputy Clerk

e30-1
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STATE OF MINNESOTA
SS.
COUNTY OF HENNEPIN

|, Karen Krouch, hereby certify: | am a Deputy Clerk of the United States Bankruptcy Court for
the Digtrict of Minnesota; on November 2, 2001, | placed copies of the attached

ORDER

in envel opes addressed to each of the following persons, corporations, and firms at their last
known addresses, and had them metered through the court’s mailing equipment:

Patrick B. Hennessy, Exq.
4000 US Bank Place

601 Second Avenue South
Minneapolis, MN 55402-4331

Cass S. Well, Esg.

Moss & Barnett

4800 Norwest Center

90 South Seventh Street
Minneapolis, MN 55402-4129

Ted Cheesebrough, Esg.
Feegre & Benson LLP

90 South 7th Street, Suite 2200
Minnegpolis, MN 55402-3901

Raph V. Mitchdl, Eg.
Duckson, Carlson, Bassinger
333 S. 7th St., Suite 2100
Minnespolis, MN 55402

| sedled and placed the envelopes in the United States Mail & Minnegpolis, Minnesota.

/el Karen Krouch
Karen Krouch




