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By George D. Karibjanian

The Uniform Voidable Transactions Act
Will Affect Your Practice

It casts a wider net than you might think

by the National Conference of Commissioners

on Uniform State Laws of the Uniform
Fraudulent Transfer Act (UFTA) into the Uniform
Voidable Transactions Act (UVTA) was an under-the-
radar non-event. After all, according to the Uniform
Law Committee (Committee) on the UVTA, the stated
intention behind the UVTA was to tighten existing cred-
itors’ laws. Such a move was, and should be, applauded,
because creditors need more ammunition when faced
with unscrupulous debtors. On careful review, however,
the UVTA isn't a perfect solution for all areas of the law.
The UVTA casts a wide net, and it’s within that net that
unsuspecting estate planners and their clients may be
caught.!

T o most estate planners, the July 2014 conversion

The Law Behind the Law

As of the date of this article, eight states have adopt-
ed the UVTA—California, Georgia, Idaho, Kentucky,
Minnesota, New Mexico, North Carolina and North
Dakota.? Legislation has been introduced for 2016 pas-
sage in Indiana, Jowa and Massachusetts.” With the
exception of a jurisdictional venue statute and the intro-
duction of certain burdens of proof, most of the changes
from the UFTA to the UVTA are minor. So, if not much
has changed with the actual uniform law, why worry
about its enactment? It’s not the technical statutory lan-
guage that should worry estate planners, but the official
interpretation of the UVTA and how courts will apply
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that interpretation.

So, how is the UVTA to be applied? As with every
statute, it begins with learning the legislative intent.
Unlike the Internal Revenue Code, most state laws don’t
have secondary sources from which legislative intent
can be derived. For such laws, the best guide to intent is
a review of the analysis behind the particular legislative
bill containing the law. In many instances, there may not
be any such analysis, but if the particular statute is mod-
eled from a Uniform Act, the applicable Committee will
have enacted official comments (Comments) to the par-
ticular uniform law. How important are the Comments?
They often become the primary source for legislative
interpretation.* This means that through the Comments,
the particular Committee can directly affect how the
legislature interprets a statute based on a uniform law.
Consider the words of Professor Kenneth C. Kettering,
the Committee’s official reporter for the UVTA: “The
Drafting Committee’s mandate narrowly limited its
authority to revise the [UFTA], but the committee had a
free hand to revise and refresh the official comments as
it thought best”> With the UVTA, the Committee adopt-
ed several pages of new Comments, many of which will
impact estate-planning techniques.

Wait, though—since Comments arent adopted as
law, how, then, can they shape the interpretation of
the law? While theres an expansive body of debtor/
creditor law, not every potential scenario has a judicial
or administrative interpretation or explanation. For
these particular scenarios, theres no current law on
point, which means that courts are left to interpret the
impact of that particular scenario. A court may look to
official Comments for guidance, and thus the court may
be swayed by a position advocated by the Comments
regardless of whether the Comments substantiate that
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position (for example, the Comments may say that
the color of something is “red” without providing any
judicial or legislative proof for the conclusion). The
new Comments, therefore, can actually have the effect
of creating new law based on the mere thoughts of the
Committee.

Four Planning Concerns

From an estate-planning perspective, the Comments
take positions that directly affect four common-
ly used estate-planning techniques. These are:
(1) asset substitution; (2) entity formation and conver-
sion; (3) domestic asset protection trusts (DAPTs); and

Until the UVTA, the uncertainty

of which state law applies to a
transfer to a DAPT allowed a DAPT
state to disregard any judgment
seeking attachment against one of
its trusts for the return of certain

assets.

(4) homestead laws.

1. Asset substitution. This is the exchange of an
asset that's more reachable by a creditor for one thats
less reachable.

The analysis begins with a review of (arguably) the
most prominent section within the UVTA, which is
Section 4(a)(1).° This section states, in part:

SECTION 4. TRANSFER OR OBLIGATION
VOIDABLE AS TO PRESENT OR FUTURE
CREDITOR.

(a) A transfer made or obligation incurred by a
debtor is voidable as to a creditor, whether the
creditor’s claim arose before or after the trans-
fer was made or the obligation was incurred,
if the debtor made the transfer or incurred the
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obligation:
(1) with actual intent to hinder, delay, or defraud
any creditor of the debtor ...

Its important to emphasize the basic premise of
Section 4—it applies not only to present creditors, but
also to future ones. Although the UVTA didn't modify
much within Section 4, it added several pages of new
Comments. The third paragraph of new Comment (8)
to Section 4 (Paragraph 3) focuses squarely on asset
substitution. Paragraph 3 provides:

A transaction that does not place an asset entirely
beyond the reach of creditors may nevertheless
‘hinder, delay or defraud’ creditors if it makes the
asset more difficult for creditors to reach. Simple
exchange by a debtor of an asset for a less liquid
asset, or disposition of liquid assets while retain-
ing illiquid assets, may be voidable for that reason.

It's important to note that Paragraph 3 omits one key
word from Section 4(a)(1)—“intent” The Committee
doesn’t inadvertently omit words, so we must presume
that this omission is intentional. Will this omission be
interpreted to mean that the Committee is stating that
“intent” is always present unless proven otherwise? If
so, this interpretation is the equivalent of shifting the
burden so that, even as to a future creditor, an asset sub-
stitution is de facto voidable unless proven otherwise by
the debtor. Isn't this backwards—in the absence of clear
intent, shouldn’t the burden be on the creditor to prove
that the debtor intended to hinder, delay or defraud
future creditors?

While the Committee apparently intended that this
paragraph apply to a debtor attempting to avoid a
current debt by trying to insert “space” between the
debtor and the creditor, the issue for estate planners is
that they've recommended that their clients engage in
this exact technique without even considering creditor
avoidance. Consider the estate freezing technique, in
which a settlor creates an irrevocable trust, taints the
trust for income tax purposes so that he’s the income
tax owner of the trust and then sells assets to the trust in
exchange for a promissory note. The sale has the effect
of “freezing” the value of the estate at the then-value
of the transferred assets via the note. The customary
provision to attain grantor trust status is the retention
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by the settlor of the unilateral right to transfer assets into
the trust in exchange for other assets of equal value (the
IRC Section 675(4)(C) substitution power). The substi-
tution power is usually exercised by transferring cash
or high basis assets to a trust in exchange for low basis
assets. If, subsequently, the settlor were to unexpectedly
die, the low basis assets would receive the step-up in cost
basis under IRC Section 1014(b)(9).

Suppose that this technique is implemented, and the
settlor transfers cash into the trust in exchange for low
basis membership interests in a limited liability company
(LLC). Assuming that the company is a Delaware LLC,
solely because 6 Del. C. Section 18-703 provides charging
order protection for LLC interests (that is, a creditor
can't receive the interest in satisfaction of a judgment,
but rather can only obtain the right to receive any future
distributions), the settlor has exchanged reachable assets
(cash) for non-reachable assets (the LLC membership
interest with charging order protection). Although the
swap was undertaken solely for federal income tax pur-
poses, the transaction fits squarely within Paragraph 3,
so query whether a future unknown creditor can seek to
reverse the transaction and thereby retroactively undo
the settlor’s tax planning.

2. Entity formation and conversion. There are
plenty of reasons why individuals form a closely held
entity (such as a family limited partnership (FLP) or
an LLC) to conduct business, such as tax advantages
and ease of transferability. For example, an LLC may
afford the membership owners the ability to pay lower
overall income taxes than if the entity were formed as a
corporation. For the same reasons, individuals owning a
corporation may wish to convert the entity into an LLC.
One additional reason for the use of an FLP or an LLC
may be the charging order protection described above.
The key to the charging order protection is that the part-
ner/member retains full ownership and control over the
interest; the creditor only receives the distribution rights.

In the sixth paragraph to new Comment (8) to
Section 4 (Paragraph 6), the Committee acknowledges
the use of a particular state’s entity laws, but continues:

By contrast, if owners of an existing business were
to reorganize it as an LLC under such a statute
when the clouds of personal liability or finan-
cial distress have gathered over some of them,
and with the intention of gaining the benefit of
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that creditor-thwarting feature, the transfer effect-
ing the reorganization should be voidable under
Section 4(a)(1), at least absent a clear indication
that the legislature truly intended the LLC form,
with its creditor thwarting feature, to be available
even in such circumstances.

In attempting to define situations in which asset pro-
tection shouldn’t be available to a particular member,
Paragraph (6) penalizes all of the members regardless
of their knowledge of the problems of the particular
member and, apparently, without regard to the size
of the particular member’s interest. For example, if

Under the UVTA, it might
be possible for one state to
determine the effect of another

state’s homestead laws.

10 individuals form an LLC, with nine of them own-
ing 99 percent of the membership interests and one of
them owning a 1 percent membership interest, and it’s
later discovered that the 1 percent member had “clouds
of personal liability” over her at the time of the entity
formation, what should happen? Logically, given the
size of the 1 percent owner’s interest, the interest—and
only that interest—should either be made available for
attachment or subject to forced liquidation; the other
owners should be unaffected. This, however, isn't what
Paragraph 6 provides. Instead, Paragraph 6 states that so
long as some of the owners have creditor issues, then all
of them suffer the consequences, that is, the entire trans-
fer is voidable. This is an overly harsh result that could
cause havoc for unsuspecting entity owners.

3. DAPTs. The Committee wasn't so subtle in its
intentions regarding the third technique, which involves
the DAPT.” A DAPT is an irrevocable trust created by a
settlor whereby the trustee has full discretion to pay trust
income or principal back to, among others, the settlor,
and applicable state law prohibits the settlor’s credi-
tors from attaching judgments against the trust. As of
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Jan. 1, 2016, 15 states have enacted full DAPT legisla-
tion.® Through the Comments, the Committee expresses
a desire to eradicate DAPTS. For example, in his explana-
tion of the UVTA, Prof. Kettering states,

The avoidance laws of some jurisdictions are sub-
stantially debased by comparison with the UVTA
... Section 10 reflects the committee’s conclusion,
which was to include no escape hatch in the
statutory text. It addresses asset tourism through
a comment stating that a debtor’s ‘principal resi-
dence; ‘place of business, or ‘chief executive office’

In formulating its analysis of the
UVTA, the Committee intentionally
set forth overly broad mechanics
for its interpretation, which can
have serious repercussions for

estate-planning attorneys.

should be determined on the basis of genuine and
sustained activity, not on the basis of artificial
manipulations.’

DAPT states will market themselves to residents of
non-DAPT states seeking certain protections from cred-
itors. Until the UVTA, the uncertainty of which state law
applies to a transfer to a DAPT allowed a DAPT state to
disregard any judgment seeking attachment against one of
its trusts for the return of certain assets. That is, the DAPT
state wasn't bound to grant the domiciliary state’s judgment
full faith and credit (FF&C) under the U.S. Constitution.
For example, suppose that, prior to California’s enactment
of the UVTA, a California resident created a South Dakota
DAPT. If the California courts had awarded a creditor a
judgment against the trust settlor, it was unlikely that the
creditor could force the return of the assets from South
Dakota, as the South Dakota courts would likely say that
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South Dakota law governed the transfer. Fast forward to
2016—with California having adopted the UVTA and, in
particular, Section 10"°—does this impose any pressure on
the South Dakota courts to grant FF&C to the judgment?
After all, unlike pre-UVTA laws, the California legislature
has officially determined that California law should apply
to the transfer. What if both states had adopted the UVTA?
In this instance, attachment would be veritably assured as,
under these facts, South Dakota would have recognized
under Section 10 that California law—the state where the
transaction originated—governs the transaction.

4. Homestead laws. Section 10 not only affects
DAPTS, but also may affect a particular state’s home-
stead laws. In general, homestead laws provide the
surviving spouse and descendants with certain pro-
tections from creditor attachments (other than those
direct obligations, such as secured mortgages). Florida
is known for its staunch homestead creditor protection,
most notably from the 2001 Florida Supreme Court
decision in Havoco of America, Ltd. v. Hill,'* which
provided that Florida constitutional homestead protec-
tion is superior to a violation of the statutory fraudulent
conveyance laws.

Under the UVTA, however, it might be possible
for one state to determine the effect of another state’s
homestead laws. In Havoco, a Tennessee resident, after
a judgment was rendered against him, purchased real
property in Florida and declared himself to be a Florida
resident, thereby taking advantage of Florida homestead
protection and avoiding any attachment against the
homestead. Suppose that the facts in Havoco occur in
2016 and that the defendant was initially a resident of
California. By applying Section 10, California has the
jurisdiction to determine the voidability of the transac-
tion and, in doing so, may actually render an opinion
on Florida’s homestead laws. If Florida also adopted the
UVTA and if the California court determined that the
transfer was voidable, would Florida be forced under
FF&C to accept the judgment? If so, would this mean
that the California court—and not the Florida court—
will have created an exception to Havoco?

Steps for Estate Planners

The UVTA is noteworthy for its attempt to strength-
en creditor’s rights, for which no one should take any
umbrage. However, in formulating its analysis of the
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UVTA, the Committee intentionally set forth overly
broad mechanics for its interpretation, which can have
serious repercussions for estate-planning attorneys.
Estate-planning attorneys must become educat-
ed on the UVTA and learn of its ramifications. The
estate-planning bars in jurisdictions that haven't passed
the UVTA should press for a “non-acquiescence” of
the UVTA-added Comments. In UVTA states, the
estate-planning bars should alert their membership
as to the potential pitfalls when engaging in some
commonly used planning techniques. 0)7
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All That Glitters Is Not Gold

“Untitled (Nude and Projection), 1949,” by
Arthur Siegel, sold for $5,000 at Phillips’
Photographs auction in New York City on April 4,
2016. Siegel had a longstanding career as a
photojournalist, working for publications such
as Life, Fortune and Colliers. He introduced
innovative methods of using color to express
emotional states. He’s also known for his
contributions to photographic education.
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