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CREDITOR PROTECTED TRUSTS FOR DESCENDANTS

When discussing trusts for children (of any age) with a client, one advantage of lifetime
trusts that 1 mention is that the trust cannot be attached by the child's creditors. In today's
environment that statement usually generates some interest. But when | define creditors to
include a spouse in the event of divorce, | often get a much stronger reaction, particularly when
the family has already experienced divorce or is concerned about a son or daughter "in-law™
becoming an "out-law"!

Consider this fact pattern: Your child’s credit card company calls you to collect on a
credit card you have nothing to do with. When they ask you to pay, you politely remind them
that you are not required to pay your child’s creditors from your assets. Now change the fact
pattern to a trust environment. You leave money/assets to a trustee to hold for your child's needs
and you also instruct the trustee to not pay the child’s creditors with your money. Because your
child does not legally own the trust assets, the creditor cannot demand payment from the trustee.
If properly drafted, this trust will also not be subject to estate tax at the child’s death.

Note that there are a few exceptions under state law to the creditor protections, such as
for child support and federal taxes, but those are often limited amounts. It is the lawsuit or
divorce that we are normally more concerned about and that are fully protected. Keep in mind
that the trust can also be drafted for flexibility to allow the child to receive liberal distributions
such as to maintain his/her accustomed standard of living. The child can also be named to serve
as trustee upon attaining a mature age. Once the flexibility combined with the creditor
protections of the trust are fully understood, the child will see the trust as superior to receiving
their inheritance outright.

LIFE INSURANCE - HOW MUCH SHOULD YOU HAVE?

Working parents with young or school age children need wills with properly drafted
trusts. The trust should be designed to provide for the needs of the surviving spouse and the
children's education. But there also needs to be something to go into the trust in the event the
working parent dies young. That something is often life insurance, with a 20-year level term
policy often being chosen. Frequently, a client turns to me for a suggestion on how much life



insurance they should buy on a working spouse. Here is how I calculate the amount of life
insurance needed on the life of the income provider.

First, take your annual consumption and divide by 5%. For example if you live on $200,000 per
year, then divide $200,000 by 5% which equals $4,000,000. | use 5% as | believe it is a
reasonable rate to expect to earn over a long investment period without having to take significant
risks. Second, and continuing with our example, from the $4,000,000 subtract the amount of
investment assets you own, such as a 401(k) balance, stocks, and investment real estate. Do not
include your residence in this calculation or other assets that you would not sell and thus would
not convert to cash. Assume that the 401(k), brokerage account, CD's and raw land investment
total $1,000,000. By subtracting the $1,000,000 from the $4,000,000 total we have a life
insurance need of $3,000,000 on the life of the working spouse. Thus the amount of insurance
you should buy is $3,000,000 if you want your non-working spouse and children to be
maintained in their accustomed standard of living.

In the case where both spouses are income providers, then the formula above would be modified
by reducing the annual income need by the amount that the other spouse provides. Below is a
simple format to use for these calculations.

Annual family consumption (pre-tax) $

Less annual income provided by other spouse, if applicable % )
Equals family consumption provided by the insured

Divided by 5% +.05
Equals Investable Asset Need $

Less current value of investable assets (such as IRA/401Kk,

Cash, stocks, bonds and real estate other than your residence)  ($ )

Equals amount of Life Insurance needed on the income
provider $

In the next newsletter we will look at the amount of life insurance for a non-working
spouse.

RECENT PUBLICATIONS:

I will have an article published next month in the Georgia Special Olympics newsletter
on the use of Trust Protectors with Special Needs Trusts.



