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AALU Bulletin No:  11-10 January 25, 2011 

Subject: General Estate and Gift Tax Developments: November 2010 
 

1. Fraudulent Transfers to Irrevocable Trusts for Children Do 
Not Shield Trusts’ Assets in Bankruptcy 

Major References: In Re Schwarzkopf, __ F.3d __, Nos. 08-56974, 08-57026 (9th Cir. 
11/23/10) 

2. Charitable Remainder Trust’s Investment in Controlled 
Foreign Corporation Will Not Generated Unrelated Business 
Taxable Income 

Major References:    PLR 201043041 

Prior AALU Washington Reports: 10-135; 10-125; 06-91; 08-86; 06-88 

MDRT Information Retrieval Index Nos.: 2500.00; 7400.021; 7400.022; 7400.024 

 
SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

This Washington Report summarizes a few of the more important cases and rulings in the estate 
and gift tax areas which were decided or reported by the courts and the Internal Revenue Service in 
November of 2010, and on which we have not previously reported in Bulletins on insurance-related 
estate and gift tax matters. 

 
 
 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-10A.pdf
http://www.aaluwr.org/majorrefs/Ref11-10A.pdf
http://www.aaluwr.org/majorrefs/Ref11-10A.pdf
http://www.aaluwr.org/majorrefs/Ref11-10A.pdf
http://www.aaluwr.org/majorrefs/Ref11-10B.pdf
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Cases 

1. In Re Schwarzkopf, __ F.3d __, Nos. 08-56974, 08-57026 (9th Cir. 11/23/10) 

In Re Schwarzkopf, decided by the Ninth Circuit Federal Court of Appeals on 
November 23, 2010, demonstrates that a grantor cannot avoid creditors by establishing a 
trust for the benefit of third parties (in this case, the grantor’s children) where the intent is 
to defraud creditors or where the grantor so controls the trust (and its trustee) that the 
trust is considered to be his “alter ego.” 

In 1992, Alex Michaels, aka Alexis Michaels, aka Alex Schwarzkopf (“Michaels”), and Joanne 
Louise Michaels, aka Joanne Louise Schwarzkopf (collectively, “the Debtors”), who were husband and 
wife, created two trusts - the “Apartment Trust” and the “Grove Trust” - naming their minor child Sydnee 
as the beneficiary.  Juan Briones was appointed trustee.   

Simultaneously with the creation of the Apartment Trust, Michaels transferred all the stock of 
Kokee Woods Apartments, Inc. (“Kokee Woods”), of which he was the sole shareholder, to the Apartment 
Trust. At the time, the stock of Kokee Woods was determined to be potentially worthless due to a Texas 
state court verdict which Michaels intended to appeal.  According to the opinion: 

“[The bankruptcy court determined] that ‘Michaels devised [the transfer] to avoid his 
creditors’ ability to recover the asset because [he] intended to pursue an appeal of the 
Texas Verdict and he did not want to go through all the effort of an appeal only to have 
his creditors pursue the Corporation’s stock.’ Therefore, it concluded, the transfer ‘was 
made for the fraudulent purpose of avoiding the Debtors’ creditors.’  After the transfer, 
Michaels successfully appealed the verdict, winning a judgment of $8,096,120.45 plus 
interest. The trust paid Michaels consulting fees of $3,000 per week to collect the 
judgment.” 

The only asset placed into the Grove Trust at its inception was $25.00.  In December 1997, 
however, Michaels’s company, Impetrol Corporation, purchased four lots of land containing avocado 
groves (“the Grove Lots”) for the Grove Trust.  According to the bankruptcy court, the assets used to 
acquire the Grove Lots belonged to Michaels and “Impetrol was nothing but a shell, to put properties in the 
corporate name.”  The Court continued:  

“[The bankruptcy court] found that the Debtors were insolvent at the time of the purchase 
and that ‘[t]he Grove Trust’s acquisition of the Grove Lots was a fraud on the creditors of 
the Debtors.’  It also found that Michaels dominated and controlled all decisions related to 
both the Grove Lots and the Grove Trust and that “Briones had no role nor took any 
action, other than to write checks as demanded by Michaels.’ The Grove Trust paid 
Michaels at least $105,000 in unexplained fees from February to September 2002.” 

Although the trusts paid for Sydnee’s education, clothing, medical care, car, and golf lessons and 
tournament expenses, the Debtors (who were not named as beneficiaries of either trust) also benefited from 
them.  Michaels reportedly asked for and received reimbursement from one of the trusts for another 
daughter’s wedding and for a life insurance policy; Briones (the trustee) testified that he did not know who 
Michaels named as the policy’s beneficiary. The Debtors lived rent-free with Sydnee in a manufactured 
home that the Grove Trust purchased after acquiring the Grove Lots and in a house in Temecula, California 
that the Apartment Trust purchased in 2003. 
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Briones “maintained no books or records for either trust prior to 2000 and often intermingled their 

funds.”  The trusts shared a bank account for a time, and Briones often transferred money between them as 
needed, denominating such transfers as “loans.” The trusts also paid each other’s expenses.  Briones 
appears to have had no conception of the fiduciary aspects of his role as trustee. 

In October 2003, the Debtors filed bankruptcy petitions seeking to discharge approximately $5.4 
million in debt. The bankruptcy trustee filed a complaint seeking to recover approximately $4 million in 
assets from the Apartment Trust and the Grove Trust.  The bankruptcy court eventually concluded, 
following a bench trial and rehearing, that the Grove Trust was Michaels’s alter ego, and should be 
disregarded. It concluded, however, that the Apartment Trust was valid because it was created for the 
benefit of a minor child, and that it is not Michaels’s alter ego. 

The appellate court upheld the ruling with respect to the Grove Trust, but reversed with respect to 
the Apartment Trust, finding that in was created to defraud Debtors’ creditors and should also therefore be 
viewed as invalid. 

The Apartment Trust 

With respect to the Apartment Trust, the appellate court noted that “[p]roperly designating a minor 
child as a beneficiary does not validate a trust that was created with an improper purpose.” In this case, the 
transfer of Kokee Woods stock to the Apartment Trust was made for the fraudulent purpose of avoiding the 
Debtors’ creditors. The court concluded that, “[t]he Apartment Trust is therefore an invalid trust.” 

Because the Apartment Trust was invalid at the outset as an “express trust,” the transfer of the 
Kokee Woods stock to the trust was not time-barred by the seven-year statute of limitations on fraudulent 
transfers set forth in California law.  The court noted that “[i]f an express trust fails - if, for instance, it was 
formed for a fraudulent purpose - the trustee holds legal title to the property on a resulting trust for the 
trustor and his or her heirs.” Further, “the trustee of a resulting trust is considered a voluntary trustee and 
the statute of limitations does not begin to run in favor of a voluntary trustee until he repudiates the trust.” 
Briones was deemed to be a voluntary trustee of a resulting trust for Michaels and his heirs. The statute of 
limitations therefore did not begin to run until Briones repudiated the trust, “that is, until he answered [the 
bankruptcy trustee’s] complaint and denied that the Apartment Trust’s assets are property of the bankruptcy 
estate. 

The Grove Trust 

In response to the bankruptcy trustee’s contention that Michaels should be considered an equitable 
owner of the Grove Trust, and thus its “alter ego,” the Debtors responded that the Grove Trust was not 
Michaels’s alter ego because “he is not its legal owner, and that allowing alter ego liability would constitute 
reverse piercing-that is, ‘pierc[ing] the corporate veil to reach corporate assets to satisfy a shareholder’s 
personal liability’-which the California Court of Appeal has prohibited in the corporate context.” [Citations 
omitted.] 

The court found, however, that the Grove Trust was Michaels alter ego under California law, which 
recognizes alter ego liability where two conditions are met: “First, where “there is such a unity of interest 
and ownership that the individuality, or separateness, of the said person and corporation has ceased;” and, 
second, where “adherence to the fiction of the separate existence of the corporation would sanction a fraud 
or promote injustice.” 

California courts have applied the alter ego doctrine to trusts, and the court determined that, given 
this fact, it could not extend the prohibition on reverse corporate piercing to the trust context. 
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The Debtors further argued that legal ownership (and not just equitable ownership) is 

necessary to find the existence of an “alter ego” relationship.  However, the court found that California case 
law suggests that equitable ownership is sufficient, even in the corporate context, and “[i]n the context of 
trusts, moreover, equitable interest is traditionally sufficient to confer ownership rights.”  Here, “Michaels 
is an equitable owner of the Grove Trust because he acted as owner of the trust and its assets.”  Michaels 
also acted as a beneficiary of the Grove Trust, “which purchased a home where he lived rent-free, paid 
maintenance expenses for another home where he lived, again rent-free, and paid Michaels at least 
$105,000 in unexplained fees. The trusts also paid for a wedding, at Michaels’s request, and for a life 
insurance policy with an unknown beneficiary.” 

The court therefore held that the Apartment Trust is an invalid trust and that the bankruptcy 
trustee’s action to invalidate it is not time-barred. It also held that the Grove Trust is Michaels’s alter ego. 

This case illustrates that it is never a good idea, either for estate planning or asset protection 
planning purposes, to retain too much control over the assets transferred to a trust that is intended to be 
beyond the reach either of the taxing authorities or the bankruptcy court. 

Private Letter Rulings 

2. PLR 201043041 

PLR 201043041 illustrates how the use, by a charitable remainder trust, of a 
foreign “blocker” subsidiary to hold interests in a foreign hedge fund may insulate the 
charitable remainder trust from the imposition of a confiscatory tax as a result of the 
realization of unrelated business taxable income that would otherwise flow through from 
the partnership. 

Section 664(c) of the Internal Revenue Code provides that a charitable remainder trust, “for any 
taxable year” is not subject to income tax, “unless such trust, for such year, has unrelated business taxable 
income [UBTI] (within the meaning of Section 512….).”   

Prior to the enactment of the Tax Relief and Health Care Act of 2006 (P.L. 109-432, § 424, 
(“TRHCA”) on December 20, 2006, charitable remainder annuity trusts and charitable remainder unitrusts 
that realized any UBTI during the taxable year would lose its exemption from federal income tax for that 
year.  A charitable remainder trust that lost its exemption was taxed as a regular complex trust.   

Section 424 of TRHCA amended § 664(c) of the Code to provide that, in lieu of the loss of 
exemption, a 100 percent excise tax will be imposed on the UBTI of a charitable remainder trust.  The 
TRHCA applies to taxable years of charitable remainder trusts beginning after December 31, 2006. 

Avoiding the imposition of this confiscatory tax (or, in years prior to 2007, the loss of the trust’s tax 
exemption) is an important planning goal for many charitable remainder trusts that nevertheless want to 
invest in types of investments - such as debt-finance real estate and margined securities - that would 
produce UBTI absent some exception.  One of these exceptions, illustrated in PLR 201043041, involves the 
use of an intermediary controlled foreign corporation (“CFC”) - sometimes referred to as a “blocker” entity 
- to convert flow-through income from a partnership to dividend income.  Dividends (and other types of 
passive income) are not, by reason of an exemption in § 512(b)(1), UBTI, so long as they are not 
themselves the result of a debt-financed investment. See also PLRs 200251016, 200252096 and 
199952086, discussed in our Bulletin No. 03-20. 

In the PLR, a charitable remainder unitrust (“CRUT”) established Foreign Corporation, a 
corporation organized under the laws of an unspecified foreign country, whose principal purpose is “the 
holding and managing of alternative investments such as U.S. and foreign hedge funds, partially using debt 
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financing in conjunction with capital contributions to fund the acquisition of its portfolio of securities.”  
One can assume that the jurisdiction in which Foreign Corporation was established was one that imposed 
little or no income taxes on corporations.  CRUT represented that the business purpose for establishing 
Foreign Corporation was to allow CRUT “to invest in certain hedge funds that would not accept 
investments from U.S. citizens.”  CRUT is the sole member of Foreign Corporation, which was created 
solely for the purposes of investing and managing its assets.   

CRUT also represented that Foreign Corporation is a separate and distinct legal entity and that 
CRUT (1) is not responsible for paying any debts of Foreign Corporation, (2) has no liability with regard to 
Foreign Corporation beyond its investment as a shareholder, and (3) is not required to make additional 
capital contributions to Foreign Corporation. CRUT also represented that it will not engage in any debt-
financing of its ownership interests in Foreign Corporation and that any income earned by Foreign 
Corporation may either be reinvested by Foreign Corporation or distributed to CRUT as a dividend.  

On these facts, the Revenue Service ruled that: 

1. The distributive share of income and gains from investments in U.S. and foreign hedge 
funds, reportable by Foreign Corporation under section 704 will not constitute unrelated business taxable 
income to CRUT;  

2. Amounts distributed by Foreign Corporation to CRUT as dividends will not constitute 
unrelated business taxable income to CRUT;  

3. The income described in Subpart F (regarding income of CFCs attributed to shareholders) of 
the Internal Revenue Code allocable to CRUT as a result of its ownership of Foreign Corporation will not 
constitute unrelated business taxable income to CRUT; and 

4. The formation and operation of Foreign Corporation by CRUT does not constitute an act of 
self-dealing that would subject CRUT to section 4941 excise taxes. 

The key to these rulings is the characterization of Subpart F income as “dividends.” In the absence 
of this characterization, the Subpart F income attributed to the shareholder (in this case CRUT) would most 
likely be either active business income or debt-financed income. 

The Revenue Service notes in the ruling that “[t]he House Ways and Means Committee Report on 
the Small Business Job Protection Act of 1996, . . . states that ‘income inclusions under Subpart F have 
been characterized as dividends for unrelated business income tax purposes’ and that this is the correct 
result.”  [Note that the one exception to this rule involves “insurance income” of a CFC which is, pursuant 
to section 512(b)(17), treated as UBTI.  In the PLR, CRUT represented that none of the income generated 
by Foreign Corporation is insurance income.] 

In ruling that the formation and operation of Foreign Corporation would not constitute an act of 
self-dealing under section 4941, the Service stated: 

“In this transaction, you [CRUT] are investing certain assets of yours in Foreign 
Corporation. These assets are not subject to any debt or liability, and no debt is created by 
you or on your behalf to effectuate this purpose. Foreign Corporation is a newly created 
corporation, which is created by you as an investment vehicle solely for your assets, with 
Foreign Corporation’s sole purpose to invest and manage these assets on and for your 
behalf. Any dividends paid by Foreign Corporation are paid solely to you as the sole 
member of Foreign Corporation. We find that Foreign Corporation, a wholly owned 
subsidiary, is not a disqualified person with respect to you, within the meaning of section 
4946 of the Code and section 53.4946-1(a) of the foundation regulations, as it would not 
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be a disqualified person with respect to a private foundation in your position. 
Therefore, we conclude that the formation and initial funding of Foreign Corporation by 
you will not constitute an act of self-dealing subjecting you to an excise tax under sections 
4946 and 4941.” 

The Revenue Service expressed no opinion as to whether any entity described in the ruling may be 
deemed a “foreign financial account” for foreign bank account report (“FBAR”) purposes and may be 
required to file an FBAR.  

We note that a recent report to Congress by the New York State Bar Association questioned 
whether the unrelated business income tax should apply to debt-financed income from securities and 
commodities, particularly given the ready availability of foreign and other “blocker” entities (including, in 
addition to CFC’s, private REITs or RICs) to shelter that income in cases where the exempt party has the 
means and sophistication to use them. 

Any AALU member who wishes to obtain a copy of any of the items discussed in this Washington 
Report may do so through the following means: (1) use hyperlink above next to “Major References,” (2) log 
onto the AALU website at www.aalu.org and enter the Member Portal with your social security number and 
select Current Washington Report for linkage to source material or (3) email Anthony Raglani at 
raglani@aalu.org and include a reference to this Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 

http://www.aalu.org/
mailto:lavine@aalu.org
http://www.aalu.org/
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