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ARTICLE 1 
Introduction.

y IF  = "y" "" "This article was originally prepared as a probate administration article, because I had the pleasure of administering several very large “insolvent” estates. How large can an insolvent estate be, you might wonder. Well, if an estate has assets worth $100 million, and debts of $101 million, it can be both quite large and very insolvent. Fortunately, this type of situation is not as common as it was in the 80s when declining oil prices and bank failures were an everyday occurrence, but the 80s taught me a thing or two about creditor claims, even though I am much more of a probate lawyer than a bankruptcy lawyer. I have partners who are bankruptcy lawyers, though. 

" 
State law has traditionally governed what property is exempt from execution by creditors, including a trustee in bankruptcy. Recently, a concerted effort was made at the federal level to limit the application of state exempt property laws in the case of bankruptcy. One version would have limited the homestead exemption to $125,000. However, this legislative effort largely failed; and so, for now, a debtor in bankruptcy can still rely on state statutes, declaring certain types of property to be exempt, unless the federal exemptions are elected. Under one version of the bill, the homestead exemption limit would be grandfathered, but only if the debtor had been living in the home for 40 months, at the time of the new limit is enacted. Please note, however, that the law in this area could change at a moment’s notice. The legislation, in 2002, was said to be “certain to pass.” However, as of this writing, the new bankruptcy law has not passed, but by the time you read it, it may have, so be forewarned! 
ARTICLE 2 
HOMESTEAD. 

2.1 TEXAS HAS ONE OF THE MOST GENEROUS HOMESTEAD EXEMPTIONS ON EARTH. 
Texas has one of the most “generous” homestead exemptions in the country, perhaps in the world. If you can fit the Taj Mahal on ten acres of land in downtown Houston, and it is your principal residence, it may fit the definition of homestead and be unreachable by your creditors. (Is the reader old enough to remember Billy Sol Estes?) Of course, if you are broke, you may have trouble paying the upkeep, much less the property taxes on the Taj Mahal, so a homestead in it may not be a realistic solution. Your Taj Mahal can be foreclosed upon to pay property taxes, a mortgage, or a mechanics and materialman’s lien. But it cannot be foreclosed upon to pay an unhappy patient, client or other ordinary claimant. 

2.2 WHAT IS THE HOMESTEAD?

I have a penchant for letting a statute speak for itself whenever possible. In Texas, the homestead exemption is found in our Constitution. 

2.2(a) Art. 16, §51 Of The Constitution. 

Art. 16, §51 of The Constitution defines the homestead:

§51.
Amount and value of homestead; uses

Sec. 51. The homestead, not in a town or city, shall consist of not more than two hundred acres of land, which may be in one or more parcels, with the improvements thereon; the homestead in a city, town or village, shall consist of lot or contiguous lots amounting to not more than 10 acres of land, together with any improvements on the land; provided, that the homestead in a city, town or village shall be used for the purposes of a home, or as both an urban home and a place to exercise a calling or business, of the homestead claimant, whether a single adult person, or the head of a family; provided also, that any temporary renting of the homestead shall not change the character of the same, when no other homestead has been acquired; provided further that a release or refinance of an existing lien against a homestead as to a part of the homestead does not create an additional burden on the part of the homestead property that is unreleased or subject to the refinance, and a new lien is not invalid only for that reason.

[Current through End of 2001 Regular Session.]

2.2(b) No Restriction On Value Of Urban Homestead. 

Note that there is no longer a $10,000 restriction on the value of an urban homestead lot. This dollar limitation was removed in 1983. 

2.2(c) During Life, A Claimant Is Entitled To A Business As Well As A Residential Homestead. 

The Constitution recognizes the existence of a business homestead as well as a residential homestead. The two are not mutually exclusive, and it should be possible to claim both. 

An urban homestead need not consist of contiguous lots, and both residential and business properties are entitled to the exemption.
 There are some very interesting possibilities in connection with the business homestead exemption, which are sometimes overlooked. 

2.2(d) Leasehold Homestead. 

It is possible to claim a leasehold interest as a homestead.
 

y IF  = "y" "" "

2.3 THE PROBATE HOMESTEAD. 

I told you that my experience with creditor claims came from counseling large insolvent estates. That is why, from my perspective, I consider the probate homestead exemption to be as important as the lifetime exemption. Much of the discussion that follows is concerned with the probate homestead, so if you are alive, you may wish to skip the next few sections as being someone else’s problem —for instance, your family’s. 

2.4 DISTINGUISH THE RIGHT OF OCCUPANCY AND THE RIGHT TO RECEIVE THE HOMESTEAD FREE OF DEBT. 

There are two discrete characteristics of a Texas homestead that are present at death. On the one hand, there is the right of the surviving spouse (and in some cases the guardian of the minor children) to use and occupy the homestead. On the other hand, there is the right to receive the homestead free of debts. These two rights should not be confused. 

2.5 THE RIGHT TO USE AND OCCUPY THE HOMESTEAD. 

The surviving spouse of a deceased homestead owner has the right to use and occupy the homestead for life. This comes up often in a probate estate, and is not related to whether the estate is solvent or not. The estate can be perfectly solvent, but the decedent did not leave the home to the spouse. In that case, the spouse can assert homestead rights, and continue to live in the home for life. The persons who inherited the house (usually step-children) will just have to wait for their stepparent to die or to abandon the home. 

2.5(a) Art. 16, §52 Of The Constitution. 

§52.
Descent and distribution of homestead; restrictions on partition

Sec. 52. On the death of the husband or wife, or both, the homestead shall descend and vest in like manner as other real property of the deceased, and shall be governed by the same laws of descent and distribution, but it shall not be partitioned among the heirs of the deceased during the lifetime of the surviving husband or wife, or so long as the survivor may elect to use or occupy the same as a homestead, or so long as the guardian of the minor children of the deceased may be permitted, under the order of the proper court having the jurisdiction, to use and occupy the same. 

[Current through End of 1999 Regular Session.]

2.5(b) Prob. Code §284. 

§284.
When Homestead Not Partitioned. 

The homestead shall not be partitioned among the heirs of the deceased during the lifetime of the surviving spouse, or so long as the survivor elects to use or occupy the same as a homestead, or so long as the guardian of the minor children of the deceased is permitted, under the order of the proper court having jurisdiction, to use and occupy the same. 

[Current through End of 1999 Regular Session.]

2.5(c) Who Has Homestead Rights Following the Death of the Homestead Owner? 
The surviving spouse automatically has the right to use and occupy the homestead. This is true regardless of whether the homestead was the separate property of the decedent.
 Note further, the court can order that the guardian of the decedent's minor children may use and occupy the homestead.
 However, the homestead cannot be claimed by the children if there is a surviving spouse asserting the right.
 

An unmarried child has no right to use and occupy the homestead following the death of the parents,
 even though the existence of such a child may allow the homestead to pass free and clear of creditor claims.
 This issue is discussed in more detail below. 

2.5(d) Surviving Spouse Has No Right to a Substitute Probate Homestead if the Decedent Spouse’s Home is No Longer Suitable. 
The problem with the homestead is that there is no power of substitution. This means that if the surviving spouse desires to establish a homestead elsewhere, perhaps in a smaller home or in a more suitable location, the probate homestead may have to be abandoned. This often works a great inconvenience. This is one of the reasons that an estate does not get a marital deduction in Texas for the homestead interest passing to the surviving spouse. 

2.5(e) Problems With The Mortgage And Other Expenses Associated With The Probate Homestead. 

Expenses in connection with the homestead may arise during its use and occupancy, and questions may arise as to who should be liable for these expenses: the homestead claimant or the estate and the remaindermen. The Texas Supreme Court has held that a homestead is akin to a life estate.
 Therefore, expenses will generally be apportioned on the same basis as if the homestead claimant were the owner of a legal life estate, with the heirs being the remaindermen. 

2.5(e)(1) Mortgage Payments. 

If the homestead is so burdened with debt as to be essentially worthless, the survivor may elect to receive an allowance in lieu of homestead. See below. Often however, the survivor chooses to assert his homestead rights despite the debt on the property. The question then becomes whether the decedent's estate should pay any portion of the debt, and if so, how much? A life tenant is generally responsible for the portion of the mortgage payment representing interest; therefore, the surviving spouse as homestead claimant will usually bear this expense and the estate will be liable for its share of the principal payments. However, the will must be examined to determine if the executor intended otherwise. If the decedent directed that all debts be paid, and did not expressly authorize the executor to extend or continue existing indebtedness, an argument might be made that prepayment was required under the terms of the will. 

2.5(e)(2) Upkeep. 

The homestead claimant, like a life tenant, is responsible for the expenses of care and maintenance, such as cost of repairs.

2.5(e)(3) Taxes. 

The life tenant (and therefore, the homestead claimant) is responsible for ordinary taxes.

2.5(e)(4) Insurance. 

The life tenant is not under a duty to insure the remainder.
 

2.5(f) The Election Issue. 

If the spouse's homestead claim is inconsistent with a gift to the spouse under the will, the spouse may be deemed to have been put to an election between the two. Although it is said that for an election to be required, the will must be open to no other construction,
 the courts are occasionally quick to find that an election is implied.
 It will usually be sufficient if the testator purports to dispose of both halves of the community property under the will.
 

There appears, however, to be a decided trend in the more recent cases to require more in the way of affirmative evidence of an intent to force an election, on the theory that it is presumed the testatrix only intended to dispose of her own property.
 For example, in Noble v. Noble
the court, citing Lieber v. Mercantile Nat’l Bank,
 found no election to be implied where the will was simply silent on the subject: 

In this case, the will of decedent contains no hint of an intention on testator’s part that appellee’s acceptance of benefits under the will shall preclude her from claiming the statutory allowance in favor of a surviving spouse.

2.5(g) Distinction Between Right Of Occupancy And Title. 

The right of occupancy is said to be entirely distinct from the title to the land, which may be in someone other than the homestead claimant.
 

§283.
Homestead Rights of Surviving Spouse

On the death of the husband or wife, leaving a spouse surviving, the homestead shall descend and vest in like manner as other real property of the deceased and shall be governed by the same laws of descent and distribution. 

[Current through End of 1999 Regular Session.]

2.6 ALLOWANCE IN LIEU OF PROBATE HOMESTEAD-PROB. CODE §273. 

If there is no homestead, the Probate Code provides for an allowance in lieu thereof, not to exceed $15,000. Whoopee! 

2.6(a) Probate Code §273. 

§273.
Allowance in Lieu of Exempt Property

In case there should not be among the effects of the deceased all or any of the specific articles exempted from execution or forced sale by the Constitution and laws of this state, the court shall make a reasonable allowance in lieu thereof, to be paid to such surviving spouse and children, or such of them as there are, as hereinafter provided. The allowance in lieu of a homestead shall in no case exceed $15,000 and the allowance for other exempted property shall in no case exceed $5,000, exclusive of the allowance for the support of the surviving spouse and minor children which is hereinafter provided for.

[Current through End of 1999 Regular Session.]

2.6(b) Allowance Where Homestead Is “Incomplete” By Reason Of Large Encumbrance. 
The widow is entitled to an allowance in lieu of homestead if property is so heavily encumbered as to be useless.
 

2.6(c) Apportionment Of Allowance In Lieu Of Homestead-Prob. Code §275. 
Allowances in lieu of exempt property are paid solely to the surviving spouse, unless there are children by another parent.
 If there are children of the deceased who are not the children of the surviving spouse, the surviving spouse receives half of the whole, plus the shares of the children of whom the survivor is the parent, and the remaining shares are paid to the children (or their guardian) of whom the survivor is not the parent.
 For this purpose, there does not appear to be any distinction in the Probate Code between the allowance in lieu of exempt personal property and the allowance in lieu of homestead, both of which are treated as different species of “allowances in lieu of exempt property.” This is interesting since children do not have homestead rights if there is a surviving spouse.

The “children” referred to are minor children and unmarried children living at home, though the statute does not say so explicitly. 

Is the allowance in lieu of homestead a community debt, like the family allowance?

" 

2.7 THE LIABILITY OF THE HOMESTEAD FOR DEBTS. 
2.7(a) Art. 16, §50 Of The Constitution. 
Article 16, §50 of The Texas Constitution generally exempts the Texas homestead from forced sale, except in the case of certain mortgages. The Constitution used to limit the exception for a mortgage to purchase money, but the Constitution has been changed to now permit an exception to the homestead exemption for traditional mortgages, not acquired to purchase or improve the property. (See §50(a)). 
Sec. 50. Homestead; protection from forced sale; mortgages, trust deeds and liens

(a) The homestead of a family, or of a single adult person, shall be, and is hereby protected from forced sale, for the payment of all debts except for:

(1) the purchase money thereof, or a part of such purchase money;

(2) the taxes due thereon;

(3) an owelty of partition imposed against the entirety of the property by a court order or by a written agreement of the parties to the partition, including a debt of one spouse in favor of the other spouse resulting from a division or an award of a family homestead in a divorce proceeding;

(4) the refinance of a lien against a homestead, including a federal tax lien resulting from the tax debt of both spouses, if the homestead is a family homestead, or from the tax debt of the owner;

(5) work and material used in constructing new improvements thereon, if contracted for in writing, or work and material used to repair or renovate existing improvements thereon if: . . . 

*
*
*
*

(6) an extension of credit that:

(A) is secured by a voluntary lien on the homestead created under a written agreement with the consent of each owner and each owner's spouse;

[Sec. 50 continues with long list of additional conditions for mortgages, conditions which are generally more complicated that those usually found in other jurisdictions.]

[Current through End of 2001 Regular Session.]
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2.7(b) §270 Of The Probate Code. 
§270 of the Probate Code provides

§ 270. Liability of Homestead for Debts. The homestead shall not be liable for the payment of any of the debts of the estate, except for:

(1) the purchase money thereof;

(2) the taxes due thereon;

(3) work and material used in constructing improvements thereon if the requirements of Section 50(a)(5), Article XVI, Texas Constitution, are met;

(4) an owelty of partition imposed against the entirety of the property by court order or by a written agreement of the parties to the partition, including a debt of one spouse in favor of the other spouse resulting from a division or an award of a family homestead in a divorce proceeding;

(5) the refinance of a lien against a homestead, including a federal tax lien resulting from the tax debt of both spouses, if the homestead is a family homestead, or from the tax debt of the decedent;

(6) an extension of credit on the homestead if the requirements of Section 50(a)(6), Article XVI, Texas Constitution, are met; or

(7) a reverse mortgage.

[Current through End of 1999 Regular Session.]

But §270 does not tell us what the “homestead” is, or under what conditions the home will be a homestead following the death of the owner. Here, we have to look to case law and §271, discussed below. 

2.7(c) The Basic Rule. 
The basic rule is that the homestead and other exempt property passes free and clear of the claims of creditors, other than the creditors specifically listed in §270 (purchase money, improvements and taxes), if the decedent is survived by a family member described in Probate Code §271.
 

2.7(d) Who Are The Constituent Family Members That Can Cause The Homestead To Survive? 

The family members described in Probate Code §271 are the surviving spouse, minor children, and unmarried adult children remaining with the family, sometimes referred to in the literature as the constituent family members. 

2.7(e) Once The Homestead Passes Free And Clear Of Debt, It Matters Not That It Ceases To Be Used As A Homestead. 
In George v. Taylor, 296 S.W.2d 620 (Tex. Civ. App.-Fort Worth 1956, writ ref'd n.r.e.), the homestead was not liable for the decedent's debts, following the death of his widow. Anyone who inherits the property, receives it free from debts.
 

2.7(f) A Constituent Family Member Need Not Be A Beneficiary Of The Decedent's Estate In Order For The Homestead To Pass Free Of Debts . 
Moreover, the homestead passes free of debt if the decedent is survived by a constituent family member, whether or not such family member inherits the homestead! In other words, the property can pass to a nonconstituent family member, free and clear of debt, if the decedent was survived by a constituent family member.
 

Consider that if only an unmarried adult daughter or son was living at home at the date of the decedent's death, the homestead could be partitioned under Probate Code §285
; nevertheless an unmarried adult daughter or son living at home is within the class of constituent family members, which cause the homestead to pass free and clear of debts, so, presumably, the property would pass free and clear in that event even if the decedent left the property to an unrelated third party who immediately took possession following administration.
 

" 

ARTICLE 3 
EXEMPT PERSONAL PROPERTY-PROBATE ASSETS.

3.1 Art. 16, §49 OF THE TEXAS CONSTITUTION. 
Article 16, §49, of the Texas Constitution provides:

§49.
Protection of personal property from forced sale. The Legislature shall have power, and it shall be its duty, to protect by law from forced sale a certain portion of the personal property of all heads of families, and also of unmarried adults, male and female.

[Current through End of 2001 Regular Session.]

3.2 §42.001 AND §42.002 OF THE TEXAS PROPERTY CODE. 
Pursuant to Article 16, §49, of the Texas Constitution, the Legislature has enacted Texas Property Code §42.001 and §42.002, which read as follows: 

§42.001 Personal Property Exemption

(a) Personal property, as described in Section 42.002, is exempt from garnishment, attachment, execution, or other seizure if:

(1) the property is provided for a family and has an aggregate fair market value of not more than $60,000, exclusive of the amount of any liens, security interests, or other charges encumbering the property; or

(2) the property is owned by a single adult, who is not a member of a family, and has an aggregate fair market value of not more than $30,000, exclusive of the amount of any liens, security interests, or other charges encumbering the property.

(b) The following personal property is exempt from seizure and is not included in the aggregate limitations prescribed by Subsection (a):

(1) current wages for personal services, except for the enforcement of court-ordered child support payments;

(2) professionally prescribed health aids of a debtor or a dependent of a debtor; and

(3) alimony, support, or separate maintenance received or to be received by the debtor for the support of the debtor or a dependent of the debtor.

(c) This section does not prevent seizure by a secured creditor with a contractual landlord's lien or other security in the property to be seized.

(d) Unpaid commissions for personal services not to exceed 25 percent of the aggregate limitations prescribed by Subsection (a) are exempt from seizure and are included in the aggregate. [Emphasis Added]

[Current through End of 2001 Regular Session.]

§42.002 Personal Property

(a) The following personal property is exempt under Section 42.001(a):

(1) home furnishings, including family heirlooms;

(2) provisions for consumption;

(3) farming or ranching vehicles and implements;

(4) tools, equipment, books, and apparatus, including boats and motor vehicles used in a trade or profession;

(5) wearing apparel;

(6) jewelry not to exceed 25 percent of the aggregate limitations prescribed by Section 42.001(a);

(7) two firearms;

(8) athletic and sporting equipment, including bicycles;

(9) a two-wheeled, three-wheeled, or four-wheeled motor vehicle for each member of a family or single adult who holds a driver's license or who does not hold a driver's license but who relies on another person to operate the vehicle for the benefit of the nonlicensed person;
(10) the following animals and forage on hand for their consumption:

(A) two horses, mules, or donkeys and a saddle, blanket, and bridle for each;

(B) 12 head of cattle;

(C) 60 head of other types of livestock; and

(D) 120 fowl; and

(11) household pets.

 [Current through End of 2001 Regular Session.]

3.3 EXEMPT PROBATE PROPERTY

3.3(a) Exempt Probate Property To Be Set Apart-Prob. Code §271. 
All property that is exempt from execution by creditors is required to be set-aside for the family immediately after the approval of the inventory, or sooner, if an affidavit of need. 

3.3(b) Exempt Probate Property To Vests In Heirs If Estate Solvent And In Family If Estate Is Insolvent-Prob. Code §§278 and 279. 
If, upon final settlement, the estate shall “appear” to be solvent, “the exempted property, except the homestead or any allowance in lieu thereof, shall be subject to partition and distribution among the heirs and distributees of such estate in like manner as the other property of the estate.”
 

However, if the estate should “prove” to be insolvent, “the title of the surviving spouse and children to all the property and allowances set apart or paid to them under the provisions of this Code shall be absolute, and shall not be taken for any of the debts of the estate except as hereinafter provided.”

3.3(c) Exempt Probate Property May Be Liable For Certain Debts-Prob. Code §281. 
§281 of the Probate Code provides: 

§281.
Exempt Property Liable for Certain Debts

The exempt property, other than the homestead or any allowance made in lieu thereof, shall be liable for the payment of Class 1 claims [i.e., ‘funeral expenses and expenses of last sickness in a reasonable amount not to exceed $15,000, with any excess to be classified as an unsecured claim’], but such property shall not be liable for any other debts of the estate. 

[Current through End of 2001 Regular Session.]

3.3(d) Allowance In Lieu Of Exempt Probate Personal Property-Prob. Code §273. 
As indicated above, Probate Code §273 grants a surviving spouse and children an allowance in lieu of exempt property, not to exceed $5000, “In case there should not be among the effects of the deceased all or any of the specific articles exempted from execution or forced sale by the Constitution and laws of this state.” 

The case law appears to make the allowance in lieu of exempt property all but automatic, whether the estate is solvent or not, and whether or not the spouse demonstrates a need for the allowance,
 in the absence of an election.
 Thus, the only issue is whether or not $5000 worth of exempt property is missing from the estate, which will usually be the case, for it is hard to imagine a decedent that owned all of the items of personal property enumerated above in Property Code 42.002.
 

Recall that although exempt property is to be set-aside for the family, if the estate is solvent the exempt property, “except the homestead or any allowance in lieu thereof,” is subject to partition and distribution.
 However, if the estate is insolvent, “the title of the surviving spouse and children to all the property and [all] allowances shall be absolute, and shall not be taken for any of the debts of the estate.”
 Note that it is only the allowance in lieu of homestead that is specifically mentioned as not being subject to partition in a solvent estate, but that all allowances are specified as being exempt and remaining titled in the family, if the estate is insolvent. Does this imply that if the estate is solvent, the allowance in lieu of homestead may be retained, but the allowance in lieu of other exempt property must be returned? There are no cases that make this distinction, and although the Woodward and Smith treatise discusses the allowance in lieu of exempt property at length —emphasizing the categorical nature of the right— the authors do not even hint at the existence of an obligation to return the allowance if the estate proves solvent.

3.4 APPORTIONMENT OF ALLOWANCES BETWEEN SURVIVING SPOUSE AND MINOR CHILDREN IN PROBATE PROCEEDINGS-PROB. CODE §275. 

Allowances in lieu of exempt property are paid solely to the surviving spouse, unless there are children by another parent.
 If there are children of the deceased who are not the children of the surviving spouse, the surviving spouse receives half of the whole, plus the shares of the children of whom the survivor is the parent, and the remaining shares are paid to the children (or their guardian) of whom the survivor is not the parent.
 For this purpose, there does not appear to be any distinction in the Probate Code between the allowance in lieu of exempt personal property and the allowance in lieu of homestead, both of which are treated as different species of “allowances in lieu of exempt property.” 

Is the allowance in lieu of exempt property a community debt, like the family allowance?

ARTICLE 4 
The Probate FAMILY ALLOWANCE

4.1 THE STATUTES. 
The surviving spouse and minor children are entitled to an allowance for support sufficient for maintenance for one year from the time of the death of the decedent.
 

§286. Family Allowance to Surviving Spouses and Minors. 

(a) Unless an affidavit is filed under Subsection (b) of this section, immediately after the inventory, appraisement, and list of claims have been approved, the court shall fix a family allowance for the support of the surviving spouse and minor children of the deceased.

(b) Before the approval of the inventory, appraisement, and list of claims, a surviving spouse or any person who is authorized to act on behalf of minor children of the deceased may apply to the court to have the court fix the family allowance by filing an application and a verified affidavit describing the amount necessary for the maintenance of the surviving spouse and minor children for one year after the date of the death of the decedent and describing the spouse's separate property and any property that minor children have in their own right. The applicant bears the burden of proof by a preponderance of the evidence at any hearing on the application. The court shall fix a family allowance for the support of the surviving spouse and minor children of the deceased.

[Current through End of 2001 Regular Session.]

§287. Amount of Family Allowance. Such allowance shall be of an amount sufficient for the maintenance of such surviving spouse and minor children for one year from the time of the death of the testator or intestate. The allowance shall be fixed with regard to the facts or circumstances then existing and those anticipated to exist during the first year after such death. The allowance may be paid either in a lump sum or in installments, as the court shall order.

[Current through End of 2001 Regular Session.]

§288. When Family Allowance Not Made. No such allowance shall be made for the surviving spouse when the survivor has separate property adequate to the survivor's maintenance; nor shall such allowance be made for the minor children when they have property in their own right adequate to their maintenance.

[Current through End of 2001 Regular Session.]

§289. Order Fixing Family Allowance. When an allowance has been fixed, an order shall be entered stating the amount thereof, providing how the same shall be payable, and directing the executor or administrator to pay the same in accordance with law.

[Current through End of 2001 Regular Session.]

§290. Family Allowance Preferred. The family allowance made for the support of the surviving spouse and minor children of the deceased shall be paid in preference to all other debts or charges against the estate, except Class 1 claims.

[Current through End of 2001 Regular Session.]

§291. To Whom Family Allowance Paid. The executor or administrator shall apportion and pay the family allowance:

(a) To the surviving spouse, if there be one, for the use of the survivor and the minor children, if such children be the survivor's.

(b) If the surviving spouse is not the parent of such minor children, or of some of them, the portion of such allowance necessary for the support of such minor child or children of which the survivor is not the parent shall be paid to the guardian or guardians of such child or children.

(c) If there be no surviving spouse, the allowance to the minor child or children shall be paid to the guardian or guardians of such minor child or children.

(d) If there be a surviving spouse and no minor child or children, the entire allowance shall be paid to the surviving spouse.§292. May Take Property for Family Allowance. The surviving spouse, or the guardian of the minor children, as the case may be, shall have the right to take in payment of such allowance, or any part thereof, any of the personal property of the estate at its appraised value as shown by the appraisement; provided, however, that property specifically devised or bequeathed to another may be so taken, or may be sold to raise funds for the allowance as hereinafter provided, only if the other available property shall be insufficient to provide the allowance.

[Current through End of 2001 Regular Session.]

292. May Take Property for Family Allowance.

The surviving spouse, or the guardian of the minor children, as the case may be, shall have the right to take in payment of such allowance, or any part thereof, any of the personal property of the estate at its appraised value as shown by the appraisement; provided, however, that property specifically devised or bequeathed to another may be so taken, or may be sold to raise funds for the allowance as hereinafter provided, only if the other available property shall be insufficient to provide the allowance.

[Current through End of 2001 Regular Session.]

§293. Sale to Raise Funds for Family Allowance. 
If there be no personal property of the deceased that the surviving spouse or guardian is willing to take for such allowance, or not a sufficiency of them, and if there be no funds or not sufficient funds in the hands of such executor or administrator to pay such allowance, or any part thereof, then the court, as soon as the inventory, appraisement, and list of claims are returned and approved, shall order a sale of so much of the estate for cash as will be sufficient to raise the amount of such allowance, or a part thereof, as the case requires.

[Current through End of 2001 Regular Session.]

4.2 AMOUNT OF THE ALLOWANCE. 

The allowance is to be in an amount sufficient for the maintenance of the surviving spouse and minor children for one year after the decedent's death. The allowance is to be fixed with regard to the facts or circumstances then existing and those anticipated to exist during the first year after death.
 

4.3 TO WHOM IS THE ALLOWANCE PAID? 

The allowance is paid to the surviving spouse for the use of the survivor and the minor children, if the children are the survivor's.
 If the surviving spouse is not the parent of all of the minor children, the portion of the allowance necessary for the support of the children of which the survivor is not the parent is paid to the guardian of those children.

4.4 HOW IS THE ALLOWANCE CHARGED? 

The family allowance is a debt against the estate
 in the nature of a support obligation.
 Therefore the obligation is charged against both halves of the community estate first (not just the survivor’s half).
 Because the allowance is a community obligation, the estate is probably only liable for half of the allowance.
 The decedent's separate property is liable to the extent that the community estate is insufficient.
 Is the survivor's half of the community charged for the portion of the allowance payable to the minor children of which the survivor is not the parent? 

4.5 CONSIDERATION OF THE SURVIVING SPOUSE'S (AND MINOR CHILDREN'S) OTHER ASSETS. 

No allowance is to be made if the surviving spouse (and minor children) have separate property sufficient for their maintenance.
 Because of this requirement, it has been held that, in establishing the allowance, neither community property nor property inherited under the will shall be considered.
 In all other respects the court has discretion to consider all of the surrounding facts and circumstances.
 Of particular importance is the survivor's condition in life and accustomed manner of living.

What if the survivor has separate property but the minor children do not? Apparently, an allowance is to be made for the children and not the spouse, and it would paid to the survivor to be used solely for the children's benefit.

4.6 WHEN IS THE ALLOWANCE DUE? 

The family allowance is ordinarily to be paid immediately after the inventory, appraisement, and list of claims have been approved by the court.
 However, the Probate Code ¶286(b) now provides:

Before the approval of the inventory, appraisement, and list of claims, a surviving spouse or any person who is authorized to act on behalf of minor children of the deceased may apply to the court to have the court fix the family allowance by filing an application and a verified affidavit describing the amount necessary for the maintenance of the surviving spouse and minor children for one year after the date of the death of the decedent and describing the spouse's separate property and any property that minor children have in their own right. The applicant bears the burden of proof by a preponderance of the evidence at any hearing on the application. The court shall fix a family allowance for the support of the surviving spouse and minor children of the deceased.

[Current through End of 2001 Regular Session.]

4.7 APPLICATIONS TO INDEPENDENT ADMINISTRATIONS. 

Although the statute says that “the court shall fix a family allowance,”
 the family allowance is a claim against the estate, and as such, is to be set, at least initially, by the independent executor,
 free from court control, in those cases where an independent administration is pending:

An independent executor, in the administration of an estate, independently of and without application to, or any action in or by the court . . . shall set aside and deliver to those entitled thereto exempt property and allowances for support, and allowances in lieu of exempt property, as prescribed in this Code, to the same extent and result as if the independent executor's actions had been accomplished in, and under orders of, the court.

[Current through End of 2001 Regular Session.]

Presumably, Probate Code §146 operates in cases where §286(b) otherwise allows the spouse to “apply to the court to have the court fix the family allowance” prior to the approval of the inventory. If so, the application by the spouse should be made to the independent executor rather than the court. 

If the independent executor refuses to set the allowance, or if the surviving spouse is dissatisfied with the size of the allowance set, then the spouse may prosecute a claim against the estate in the manner of any other dissatisfied creditor.
 

4.8 THE ELECTION ISSUE. 

The election issue is ubiquitous. It exists with respect to all of the various statutory rights that to which the survivor is otherwise entitled. As was the case with the homestead, if the widower claims allowances that are inconsistent with a gift under the Will, he will be put to an election.
 However, the more recent decisions are cautious in applying this doctrine and will not infer an election requirement unless the will is very explicit.
 

4.9 PAYMENT, CLASSIFICATION AND PRIORITY. 

The family allowance is to be paid in preference to all other debts or charges against the estate, except expenses of the funeral and last sickness of the deceased.
 However, it may be inferior to claims by the federal government. In general, claims of the United States are given superior priority over all other “debts”.
 The family allowance is not, strictly speaking, a “debt”, and the 1977 8th Circuit decision of Schwartz v. Commissioner,
 indicates that such allowances are not subject to the superior priority of United States claims. This issue has yet to be squarely determined and there is contrary authority.
 

ARTICLE 5 
Exempt Property—NonProbate Assets.

5.1 CAN A DESCENDENTS CREDITORS REACH NONBROBATE ASSETS?
An interesting question is the extent to which creditors can reach non-probate assets. Just because an asset is a non-probate asset does not mean that it is automatically exempt from the decedent's debts, but in many instances this may be the result. Recall that there is at least one significant species of property that is a probate asset in the sense that it is subject to testamentary disposition, and yet is not subject to administration without the consent of the surviving spouse, viz., the decedent's interest in the surviving spouse's special community estate. 

In this context it is important to remember that with respect to certain community debts, the survivor may be jointly liable with the decedent. 

5.2 LIFE INSURANCE. 

5.2(a) General Creditors Under The Common Law Exemption. 

Death benefit proceeds under a life insurance policy have historically been held to be beyond the reach of the decedent's creditors unless paid to the estate, or unless there was an intent to defraud creditors (whatever that means).
 The theory was that when the beneficiary is designated, the decedent has made a revocable gift, which becomes irrevocable at death. Whether or not the transfer is in fraud on creditors was, therefore, generally to be made at the time the beneficiary is designated. If the decedent was insolvent at the time of the beneficiary designation, the fraudulent transfer rules were likely to operate to prevent the exemption. 

5.2(b) Estate Taxes. 

Unless the decedent directs otherwise in his will, the executor is entitled to recover from the beneficiary of life insurance proceeds, the pro rata share of Federal estate taxes attributable to such proceeds. Internal Revenue Code §2206. A similar rule applies under Internal Revenue Code §2207 with respect to property over which the decedent had a power of appointment under §2041. 

Texas now has an apportionment statute (Prob. Code §322A), which may serve as enabling legislation giving the executor the power under State law to enforce Internal Revenue Code §§2206 and 2207. 

5.2(c) Article 21.22 Of The Texas Insurance Code.

This exemption described above has been incorporated in a much expanded form into the insurance code. The first broad exemption was added in 1987, but the courts limited its application. In 1991 the statute was amended again. The statute was further amended in 1993 to include individual annuities. The 1993 amendments are indicated in italics below. The pertinent provisions of the statute are set forth verbatim below: 

Art. 21.22. Unlimited Exemption of Insurance Benefits and Certain Annuity Proceeds from Seizure Under Process.
§1. Notwithstanding any provision of this code other than this article, all money or benefits of any kind, including policy proceeds and cash values, to be paid or rendered to the insured or any beneficiary under any policy of insurance or annuity contract issued by a life, health or accident insurance company, including mutual and fraternal insurance, or under any plan or program of annuities and benefits in use by any employer or individual, shall:
(1)
inure exclusively to the benefit of the person for whose use and benefit the insurance or annuity is designated in the policy or contract;

(2)
be fully exempt from execution, attachment, garnishment or other process;

(3)
be fully exempt from being seized, taken or appropriated or applied by any legal or equitable process or operation of law to pay any debt or liability of the insured or of any beneficiary, either before or after said money or benefits is or are paid or rendered; and

(4)
be fully exempt from all demands in any bankruptcy proceeding of the insured or beneficiary.

§2. The exemptions provided by Section 1 of this article apply without regard to whether:

(1)
the power to change the beneficiary is reserved to the insured; or

(2)
the insured or the insured's estate is a contingent beneficiary.

Sec. 3. The exemptions provided by Section 1 of this article do not apply to:

(1)
premium payments made in fraud of creditors subject to the applicable statute of limitations for the recovery of the premium payments;

(2)
a debt of the insured or beneficiary secured by a pledge of the policy or its proceeds; or

(3)
a child support lien or levy under Chapter 157, Family Code.

§4. This article does not prevent the proper assignment of any money or benefits to be paid or rendered under an insurance policy or annuity contract to which this article applies, or any rights under the policy or contract, by the insured, owner, or annuitant in accordance with the terms of the policy or contract.

§5. Wherever any policy of insurance, annuity contract, or plan or program of annuities and benefits mentioned in Section 1 of this article shall contain a provision against assignment or commutation by any beneficiary thereunder of the money or benefits to be paid or rendered thereunder, or any rights therein, any assignment or commutation or any attempted assignment or commutation by such beneficiary of such money or benefits or rights in violation of such provision shall be wholly void. 

§6. For purposes of regulation under this code, an annuity contract issued by a life, health, or accident insurance company, including a mutual company or fraternal company, or under any plan or program of annuities or benefits in use by an employer or individual, shall be considered a policy or contract of insurance.

§7. The exemptions and protection from seizure under this article are in addition to the exemptions from garnishment, attachment, execution, or other seizure under Chapter 42, Property Code. 

[Current through End of 2001 Regular Session.] [Emphasis added.]

5.2(d) Limitations on Application of Statute. 

It seems clear that the legislature intended by the amendment for the exemption to extend to the cash value of life insurance without a dollar limitation, in response to a case that had held that the prior version of the statute was limited by the overall exemption dollar limitation for personal property found in Property Code §42.001(a)(1). However, this question is still not free from doubt. 

Article 21.22 was amended in 1991. When Section 1 was added in 1987 there was doubt as to whether it would be literally construed. At least one bankruptcy case held that Section 1 of Article 21.22 was limited by Property Code §42.001, which limits the exemption for personal property to $60,000 in the case of a family and $30,000 in the case of a single individual.
 The 1991 amendment added the phrase “Notwithstanding any provision of this code other than this article” to the first sentence of section 1. My interpretation of this article is that it should not be read literally without limitation; however, in the context where the statute is found, the “code” is the Insurance Code and not the Property Code. Therefore, it is possible that contrary to the apparent intent of the legislature, a court may once again seek to limit the application of the statute. 

The Texas Attorney General considered this issue in Opinion No. DM-125, and concluded that “the total exemption provided for the cash value of a life insurance policy in article 21.22, section 1 of the Insurance Code to prevail over the limited exemption provided in sections 42.001 and 42.002 of the Property Code. Life insurance proceeds and cash values thus are wholly exempt from seizure under process.” 

A 1993 bankruptcy case recognized that there is no limitation on the amount of life insurance exempted under 21.22, but held that any exemption claimed under 21.22 will reduce the amount available under the personal property exemption found in the Property Code, which is limited to $60,000.
 

Note further that this exemption arguably does not apply to the owner as such, unless the owner is also the insured or a beneficiary. The exemption applies to “policy proceeds and cash values, to be paid or rendered to the insured or any beneficiary.” Cf. In re Gould (Gould v. Phillips, 457 F.2d 393 (5th Cir. 1972); Bartholow v. Garner, 43 Bankr. 463 (N.D. Tex. 1984). 

Private annuities were made exempt under the statute in 1993. The exemption for annuities was recognized by the 5th Circuit in a 1994 decision Walden v. McGinnes 12 F.3d 445 (5th Cir. 1994). 

Query: What is an annuity? Traditionally an annuity was thought of as the opposite of a life insurance contract. Under the terms of a true, traditional life contingency only annuity, the annuitant received annuity payments at regular fixed intervals and in fixed amounts. On the death of the annuitant the annuity payments ceased. If the annuitant outlives his life expectancy, the annuitant wins; if the annuitant does not outlive his life expectancy, the annuity company wins: the opposite of life insurance. A common variation on the traditional theme is to put a term certain feature in the contract, thereby limiting the risk of premature death to the annuitant. There is a price for this—the periodic payments will be reduced somewhat to reflect this additional obligation of the annuity company. An annuity contract for the life of the participant or for ten years, whichever is longer, is a common annuity feature. 

Modern annuity contracts, like life insurance contracts, are beginning to look more and more like investment contracts, little different from an investment in a mutual fund, in the case of certain variable contracts. The IRS has struggled with this issue for years, and periodically Congress responds with legislation such as that we have seen in recent years under TEFRA and TRA ’86, where restrictions have been placed on single premium deferred contracts, modified endowment contracts and the like. 

The question posed here is when is a contract that is defined as an “annuity” or “life insurance” under the contract what it purports to be under Art. 21.22? Perhaps the question could favorably be resolved by asking whether the contract is subject to regulation under the Insurance Code, which it probably is, in which case it ought to benefit from the exemption described by the Code. 

5.3 MULTIPLE PARTY ACCOUNTS IN PROBATE. 

The creditor can reach non-probate assets owned by the decedent in a multiple party account only if other probate assets are insufficient to pay the decedent's debts.
 

5.4 PROBATE CREDITORS CLAIMING ASSEETS HELD IN JOINT TENANCY WITH RIGHT OF SURVIVORSHIP. 

It may be the case that upon the death of one joint tenant, the other joint tenant takes the property free and clear of the claims of the deceased joint tenant. The argument would be that there is no fraudulent transfer. (And even if there were, do the fraudulent transfer statutes apply at death?) The property passes to the surviving joint tenant by operation of law. That being the case, on what basis can a creditor of the deceased joint tenant levy on property owned by someone else? Since the joint tenancy is reciprocal, it is even arguable that the surviving joint tenant paid fair and adequate consideration for the survivorship interest. 

5.5 IRAs.

Prior to the passage of Tex. Prop. Code §42.0021, effective September 1, 1987, a general creditor probably could reach assets held in an IRA, both during the decedent's lifetime and after death. The prohibition on alienation found in ERISA §206(d) and its IRC counterpart, §401(a)(13), does not apply to IRAs. However, at death, the analogy to life insurance would seem to have been apt. 

Effective September 1, 1987, an IRA account was added to the list of items constituting property exempt from execution from creditors under State law.
 

For a Texas case holding that IRA proceeds are not probate assets and do not belong to the estate beneficiaries in the absence of fraud, see Ashmore v. Carter, 716 S.W.2d 171 (Tex. App.-Beaumont 1986, no writ). Of course the problem in Texas continues to be what happens to the nonparticipant spouse's community property interest in the IRA when it is the nonparticipant spouse that dies first. If this interest passes under the nonparticipant spouse's will as a probate asset, it is somewhat ironic that if the participant had died it would have been a nonprobate asset. Perhaps, however, the irony is no different than when the noninsured spouse dies owning a community property interest in a life insurance policy standing in the name of the survivor. 

5.6 QUALIFIED PLAN ASSETS. 

ERISA §206(d) and Internal Revenue Code §401(a)(13) require that a qualified plan, as a condition of qualification, contain a prohibition against alienation. With the exception of bankruptcy, the courts have generally held qualified plan assets to be generally exempt from execution by creditors.
 

Bankruptcy was thought for a while to be an exception to the rule, unless the trust would constitute a spendthrift trust under local law.
 However, the United States Supreme Court has settled this issue in favor of the debtor. 

In Patterson v. Shumate the Court held that the antialienation provision of ERISA is applicable nonbankruptcy law under §541(c)(2) of the Bankruptcy Code, and therefore, assets in a qualified plan are exempt even in bankruptcy.
 The decision affects Texas plan participants, because, even though Texas residents have the benefit of a state exemption for qualified plan benefits,
 it had been argued (so far unsuccessfully) that this exemption was preempted under ERISA §514(a) because it “relates” to an employee benefit plan.
 

However, this issue may have been mostly irrelevant to a decedent’s estate (unless the decedent was in bankruptcy at the date of his death) because an estate is not subject to the Bankruptcy laws!
 

5.7 EMPLOYEE DEATH BENEFITS. 

Property Code §§121.051 and 121.055 exempts certain employer sponsored death benefits, including nonqualified salary continuation arrangements, from execution by creditors:

§ 121.051. Definitions.

(a) In this subchapter:

(1) “Death benefit” means a benefit of any kind, including the proceeds of a life insurance policy or any other payment, in cash or property, under an employees' trust or a retirement account, a contract purchased by an employees' trust or a retirement account, or a retirement-annuity contract that is payable because of an employee's, participant's, or beneficiary's death to or for the benefit of the employee's, participant's, or beneficiary's beneficiary.

(2) “Employee” means a person covered by an employees' trust or a retirement account that provides a death benefit or a person whose interest in an employees' trust or a retirement account has not been fully distributed.

(3) “Employees' trust” means:

(A) a trust forming a part of a stock- bonus, pension, or profit-sharing plan under Section 401, Internal Revenue Code of 1954 (26 U.S.C. Sec. 401 (1986));

(B) a pension trust under Chapter 111; and

(C) an employer-sponsored benefit plan or program, or any other retirement savings arrangement, including a pension plan created under Section 3, Employee Retirement Income Security Act of 1974 (29 U.S.C. Sec. 1002 (1986)), regardless of whether the plan, program, or arrangement is funded through a trust.

(4) “Individual retirement account” means a trust, custodial arrangement, or annuity under Section 408(a) or (b), Internal Revenue Code of 1954 (26 U.S.C. Sec. 408 (1986)).

(5) “Participant” means a person covered by an employees' trust or a retirement account that provides a death benefit or a person whose interest in an employees' trust or a retirement account has not been fully distributed.

(6) “Retirement account” means a retirement-annuity contract, an individual retirement account, a simplified employee pension, or any other retirement savings arrangement.

(7) “Retirement-annuity contract” means an annuity contract under Section 403, Internal Revenue Code of 1954 (26 U.S.C. Sec. 403 (1986)).

(8) “Simplified employee pension” means a trust, custodial arrangement, or annuity under Section 408, Internal Revenue Code of 1954 (26 U.S.C. Sec. 408 (1986)).

(9) “Trust” and “trustee” have the meanings assigned by the Texas Trust Code (Chapters 111 through 115), except that “trust” includes any trust, regardless of when it is created.

(b) References to specific provisions of the Internal Revenue Code of 1954 (26 U.S.C.A.) include corresponding provisions of any subsequent federal tax laws.

[Current through End of 2001 Regular Session.]

§ 121.055. Exemption from Taxes and Debts.

Unless the trust agreement, declaration of trust, or will provides otherwise, a death benefit payable to a trustee under this subchapter is not:
(1) part of the deceased employee's estate;

(2) subject to the debts of the deceased employee or the employee's estate, or to other charges enforceable against the estate; or

(3) subject to the payment of taxes enforceable against the deceased employee's estate to a greater extent than if the death benefit is payable, free of trust, to a beneficiary other than the executor or administrator of the estate of the employee. 

[Current through End of 2001 Regular Session.]

ARTICLE 6 
THE LAW OF FRAUDULENT CONVEYANCES 

Since an estate is not subject to the Bankruptcy laws, scant treatment has been given herein to that body of law. The emphasis of this article is upon the insolvent and potentially insolvent estate, and not upon asset protection or creditor's rights during a debtor's lifetime. One reason for this lack of emphasis is that there have been a number of articles at various recent advanced institutes in Texas dealing explicitly with the subject of asset protection. Two of the best are Estate Planning and Creditor Claims-Should We (and Can We) Help the Financially 'Distressed' Client, by Santo (Sandy) Bisignano, Jr., 1987 Advanced Estate Planning and Probate Course, State Bar of Texas Professional Development Program, and Protecting Assets, by Rhonda H. Brink, 1986 Advanced Estate Planning and Probate Course, State Bar of Texas Professional Development Program. Nevertheless, the subject is hardly irrelevant to the matter at hand, and some treatment is in order. 

6.1 The FRAUDULENT TRANSFER Act. 

Although decedents' estates are not subject to the bankruptcy laws, the Uniform Fraudulent Transfer Act (the “Act”) as adopted by the State of Texas (as part of the Business and Commerce Code) is applicable to estates, and importantly, is also applicable during lifetime, both in and out of bankruptcy, since §544(b) of the Bankruptcy Code empowers the trustee in bankruptcy with the rights of an unsecured creditor of the bankrupt debtor. The trustee in bankruptcy can use this power to void any transfer that could have been voided by a creditor under state law. This is important for a Texas debtor since the trustee may rely on the Texas four year statute of limitations, rather than on the one year statute described in Bankruptcy Code §548. 

6.1(a) A TRANSFER INTENDED TO HINDER CREDITORS IS VOID. 

Literally read, this statute is very broad indeed. A transfer, no matter when made, is defined to be fraudulent if it was done with intent to hinder or delay a future creditor whose claim, if it will arise at all, will arise many years after the transfer is made. Moreover, a gratuitous transfer is fraudulent, no matter when made, if at the time of the transfer the debtor believed that he would (might?) incur debts (in the indeterminate future?) beyond his ability to pay as they become due, notwithstanding a lack of intent to hinder creditors. 

At this point an examination of the statute might be helpful. (Emphasis has been added.) 

§24.005.
Transfers Fraudulent as to Present and Future Creditors

(a)
A transfer made or obligation incurred by a debtor is fraudulent as to a creditor, whether the creditor's claim arose within a reasonable time before or after the transfer was made or the obligation was incurred, if the debtor made the transfer or incurred the obligation: 

(1)
with actual intent to hinder, delay, or defraud any creditor of the debtor; or 

(2)
without receiving a reasonably equivalent value in exchange for the transfer or obligation, and the debtor: 

(A)
was engaged or was about to engage in a business or a transaction for which the remaining assets of the debtor were unreasonably small in relation to the business or transaction; or 

(B)
intended to incur, or believed that the debtor would incur, debts beyond the debtor's ability to pay as they became due. 

(b)
In determining actual intent under Subsection (a)(1) of this section, consideration may be given, among other factors, to whether: 

(1)
the transfer or obligation was to an insider; 

(2)
the debtor retained possession or control of the property transferred after the transfer; 

(3)
the transfer or obligation was concealed; 

(4)
before the transfer was made or obligation was incurred, the debtor had been sued or threatened with suit; 

(5)
the transfer was of substantially all the debtor's assets; 

(6)
the debtor absconded; 

(7)
the debtor removed or concealed assets; 

(8)
the value of the consideration received by the debtor was reasonably equivalent to the value of the asset transferred or the amount of the obligation incurred; 

(9)
the debtor was insolvent or became insolvent shortly after the transfer was made or the obligation was incurred; 

(10)
the transfer occurred shortly before or shortly after a substantial debt was incurred; and 

(11)
the debtor transferred the essential assets of the business to a lienor who transferred the assets to an insider of the debtor. 
[Current through End of 2001 Regular Session.]

§24.006.
Transfers Fraudulent as to Present Creditors

(a)
A transfer made or obligation incurred by a debtor is fraudulent as to a creditor whose claim arose before the transfer was made or the obligation was incurred if the debtor made the transfer or incurred the obligation without receiving a reasonably equivalent value in exchange for the transfer or obligation and the debtor was insolvent at that time or the debtor became insolvent as a result of the transfer or obligation. 

(b)
A transfer made by a debtor is fraudulent as to a creditor whose claim arose before the transfer was made if the transfer was made to an insider for an antecedent debt, the debtor was insolvent at that time, and the insider had reasonable cause to believe that the debtor was insolvent. 

[Current through End of 2001 Regular Session.]

It should be noted that it is unclear whether the term “reasonable” as contained in §24.005(a) is susceptible to two different interpretations. The reference to the transfer arising within a reasonable time before the claim was a Texas addition to the Uniform Fraudulent Transfer Act. Apparently, it is thought that the statute was meant to apply to future creditors only if the claim arose within a reasonable time after the transfer. However, the statute appears to say that the transfer will be fraudulent whether or not the claim arose within a reasonable time after the transfer. 

§24.006 of the Act does not particularly concern me. It may be negotiated. We don't generally encourage or assist insolvent clients to make gratuitous transfers of their assets, nor do we generally assist clients to make transfers if insolvency is the result. But §24.005 concerns me a great deal. While none of us would intentionally assist a client to gratuitously transfer assets so as not to have to pay an existing creditor, it does not strike me as intrinsically wrong to make a gift to a close family member, motivated by a vague notion that it might be remotely possible some time in the indefinite future to be financially ruined as a result of bad luck, even if bad luck is foreseeable. That §24.005 will be construed so broadly appears to me doubtful, but not impossible. 

If a surgeon comes into your office and tells you that she is worried about a malpractice judgment being taken against her someday for an amount in excess of her policy limits, and that, to protect her husband and children against a change in lifestyle in the event of that contingency, she would like to make gifts to them now (with no strings attached), what do you tell her? She has just said in language that could not be any clearer that the reason she wants to make the gifts is so that her family will get her money instead of her future creditors. Does she intend to “hinder” them. Is the contemplated transfer “fraudulent” or is just reasonable and prudent? 

Let us take another example, using contemporary language: The surgeon tells you that she is interested in “asset protection.” Now you might ask, “Why are you interested in asset protection?”, but you would probably be able to guess the answer in advance. Let us stick however to the contemporary nomenclature, by framing the next question this way: “Protection” against whom?” It may be that the surgeon gives several answers, but, as may be expected, if one of the answers is “creditors,” then it would be a specious exercise (not to say intellectually dishonest) to maintain that a transfer in furtherance of this plan is not intended to hinder them. However is the word “hinder” synonymous with “protect against” or “put outside the reach of?” Doesn’t the word “hinder” as used in the statute, have a less inclusive meaning? Is the statute to be interpreted broadly and literally, or narrowly and reasonably? It would be unreasonable (though not literally contrary to the statute) to maintain that the Act prohibits all forms of “asset protection” where the “intent” is to “protect the assets” from creditors. 

What if you help this surgeon to make gifts to her children and spouse. The surgeon is quite solvent both before and after the gifts are made. Shortly after the gifts are made, the surgeon's husband has lost all of the money he was given at the race track, and the children have squandered their share as well. Later the surgeon incurs a malpractice judgment in excess of her insurance, and is forced to file for bankruptcy? The Plaintiff's lawyer, whose heart is in his pocket book, then sues you for conspiracy to defraud his client (a foreseeable future creditor), and on the stand the surgeon admits that “asset protection” was one of the reasons she made the gifts. The plaintiff's lawyer then asks, “Protection against whom?” The question is rhetorical. 

In McElhanon v. Hing, 728 P.2d 256 (Ariz. App. 1985), aff'd in part and vacated in part, 728 P.2d 273 (Ariz. 1987), an attorney was held liable under a conspiracy theory for close to $300,000 in damages for assisting a client to “defraud” a judgment creditor. 
What if all the surgeon wants to do is to get out from under the community property system by partitioning existing community property into equal undivided separate shares and by entering into a marital agreement that the future earnings of either spouse will be similarly (equally) partitioned? The reason, the client tells you, is because, in Texas, a spouse's separate property is not liable for the torts of the other spouse. Is that “fraudulent” or is that just being reasonable and prudent? There are no cases on point, but a strict construction of the statute might subject even this last example to the Act, which seems a bit ridiculous. 

It is submitted that the examples given above are among the mildest of the various forms of “asset protection,” and we have all seen schemes that are far more elaborate, more intricate, and more clearly designed to thwart the collection efforts of foreseeable creditors. Furthermore, it is most often the case that when the client approaches the lawyer, the financial picture is already looking pretty bleak, making the effectiveness of any gratuitous transfers bleaker still. These are hard cases for the lawyer. 

On the other hand, where the factors listed in §24.005(b) are not present, the client is solvent, and the likelihood of future insolvency as a result of specifically foreseeable creditor claims is remote (though possible), the law should be applied differently. This client is aware that economic ruination can unexpectantly strike anyone at anytime, is concerned about the vicissitudes of fate, the general unpredictability of life, and knows that the slings and arrows of outrageous fortune can impact anyone (particularly a professional). This client would like to insure that his family and those financially dependent upon him will not be left destitute and helpless in the event of a financial or legal disaster, and would therefore like the lawyer to assist him in making gifts to them. In such a case I have little hesitation in asserting that it is proper and ethical for the lawyer to assist in this process even if one of the purposes is to obviously “hinder”  unknown contingent future creditors. 

6.1(b) STATUTES OF LIMITATIONS UNDER THE ACT. 

Since the Act applies to hindered creditors “whether the creditor's claim arose within a reasonable time before or after the transfer was made,” the applicable statute of limitation assumes great significance. 

§24.010.
Extinguishment of Cause of Action

(a)
A cause of action with respect to a fraudulent transfer or obligation under this chapter is extinguished unless action is brought: 

(1)
under Section 24.005(a)(1) of this code [i.e., with actual intent to hinder, delay, etc.], within four years after the transfer was made or the obligation was incurred or, if later, within one year after the transfer or obligation was or could reasonably have been discovered by the claimant; 

(2)
under Section 24.005(a)(2) [i.e., a gratuitous transfer plus a certain potential for insolvency] or 24.006(a) of this code [i.e., with respect to preexisting creditors only, a gratuitous transfer to anyone while insolvent], within four years after the transfer was made or the obligation was incurred; or 

(3)
under Section 24.006(b) of this code [i.e., with respect to preexisting creditors only, any transfer, whether or not gratuitous, to an insider while insolvent], within one year after the transfer was made or the obligation was incurred. 

(b)
A cause of action with respect to a fraudulent transfer of obligation under this chapter is extinguished as to a spouse, minor, or ward unless the action is brought within two years after the cause of action accrues, or if later, within one year after the transfer or obligation was or could reasonably have been discovered by the claimant, subject to the provisions relating to disabilities under Chapter 16, Civil Practice and Remedies Code. 

[Current through End of 2001 Regular Session.]

6.1(c) INSOLVENCY UNDER THE ACT. 

If the transferor is insolvent or would be rendered insolvent by the transfer, the conveyance will be fraudulent within the meaning of the Act, and the lawyer should not assist in the transfer. The Act defines insolvency as follows:

§24.003.
Insolvency

(a)
A debtor is insolvent if the sum of the debtor's debts is greater than all of the debtor's assets at a fair valuation. 

(b)
A debtor who is generally not able to pay the debtor's debts as they become due is presumed to be insolvent. 

(c)
A partnership is insolvent under Subsection (a) of this section if the sum of the partnership's debts is greater than the aggregate, at a fair valuation, of all of the partnership's assets an the sum of the excess of the value of each general partner's nonpartnership assets over the partner's nonpartnership debts. 

(d)
Assets under this section do not include property that has been transferred, concealed, or removed with intent to hinder, delay, or defraud creditors or that has been transferred in a manner making the transfer voidable under this chapter. 

(e)
Debts under this section do not include an obligation to the extent it is secured by a valid lien on property of the debtor not included as an asset. 

[Current through End of 2001 Regular Session.]

6.1(d) HEIRS AND PERSONAL REPRESENTATIVE HAVE NO STANDING TO SET ASIDE FRAUDULENT CONVEYANCE OF THE DECEDENT. 

Note that the neither the decedent’s heirs nor his personal representative may seek to set aside a conveyance made by the decedent during life on the grounds that the transfer was fraudulent as to his creditors. 

6.1(e) DISCLAIMER IS NOT A FRAUDULENT CONVEYANCE. 

It has been held that a disclaimer is not a fraudulent conveyance. 

6.2 PAYING AN ANTECEDENT DATE/ CONVERSION OF NONEXEMPT PROPERTY INTO EXEMPT PERSONAL PROPERTY. 

If the transfer is for value, it is not covered by the Fraudulent Conveyance statute (Chapter 24 of the Business and Commerce Code), but it might be covered by §42.004 of the Property Code, which places a two year  (rather than a four year) statute of limitations on the conversion of nonexempt property to exempt personal property with the intent to defraud, hinder, etc., the claims of creditors. 

ARTICLE 7 
SPENDTHRIFT TRUST. 

The all time, number one, all star, preeminently effective, asset protection tool, has always been and continues to be the “Spendthrift Trust” (provided its not self settled or established in fraud on the grantor's creditors). Here, thank goodness, the ethical dilemmas described above are not so pressing, at least if you are the beneficiary. 

7.1 SPENDTHRIFT TRUSTS GENERALLY EFFECTIVE IN TEXAS. 

7.1(a) The Statute And The Cases. 

Texas courts have long recognized the validity of spendthrift trusts. This rule was incorporated in §112.035(a) the Texas Trust Code as a codification of existing law, in a manner consistent with RESTATEMENT (SECOND) OF TRUSTS §§ 152 and 153 (1957):

§112.035.
Spendthrift Trusts

(a)
A settlor may provide in the terms of the trust that the interest of a beneficiary in the income or in the principal or in both may not be voluntarily or involuntarily transferred before payment or delivery of the interest to the beneficiary by the trustee. 

(b)
A declaration in a trust instrument that the interest of a beneficiary shall be held subject to a “spendthrift trust” is sufficient to restrain voluntary or involuntary alienation of the interest by a beneficiary to the maximum extent permitted by this subtitle. 

(c)
A trust containing terms authorized under Subsection (a) or (b) of this section may be referred to as a spendthrift trust. 

(d)
If the settlor is also a beneficiary of the trust, a provision restraining the voluntary or involuntary transfer of his beneficial interest does not prevent his creditors from satisfying claims from his interest in the trust estate. [Emphasis added.] 

7.1(b) Support Trusts May Also Be Valid Spendthrift Trusts. 

The Texas Supreme Court, in an important decision, held that a Department of the State of California could not force a spendthrift support trust to reimburse the State for expenses incurred in the maintenance of an incompetent beneficiary. 
7.2 SPENDTHRIFT TRUSTS GENERALLY NOT EFFECTIVE WITH RESPECT TO CLAIMS FOR CHILD SUPPORT. 

Citing the Page On Wills, Scott on Trusts and Bogart on Trusts, at least one Texas case has squarely held that a judgment for unpaid child support could be collected out of the net income of a spendthrift trust. 

7.3 SELF SETTLED SPENDTHRIFT TRUSTS GENERALLY NOT EFFECTIVE IN TEXAS AS TO CREDITORS OF THE GRANTOR. 

Prior to enactment of the Texas Trust Code, it was hornbook law that a settlor may not establish a spendthrift trust for his own benefit. This rule, which at the time represented existing case law, was codified in §112.035(d) of the Texas Trust Code. This provision of the Code is consistent with RESTATEMENT (SECOND) OF TRUSTS §§ 156 (1957). 

There is some uncertainty regarding the extent to which a creditor can reach the assets in a self settled trust in which there are beneficiaries other than the settlor. If the trust is discretionary, or subject to a standard, are the creditors limited to whatever the settlor might, in the exercise of trustee discretion, be entitled, or, instead, to whatever distributions the settlor could legally demand and receive? Is that which the settlor can demand or might receive the same as the settlor's “interest”? The settlor's interest may be greater than that which the settlor has the unqualified right to demand, but the creditors are entitled to this interest even if the settlor would not be ; however, what about the interests of the other beneficiaries? Can the creditor invade that interest too, simply because the settlor was a permissible beneficiary? The case law is wanting in clear examples. If the settlor reserves a general power of appointment, whether inter-vivos or testamentary, the settlor’s creditors will probably be able to reach the assets over which the power of appointment may be exercised. 
A very good discussion of the cases dealing with the issue of the extent to which a settlor may possibly achieve some measure of protection through a self settled trust is found in Protecting Assets, by Rhonda H. Brink, 1986 Advanced Estate Planning and Probate Course, State Bar of Texas Professional Development Program. 

7.4 SPENDTHRIFT TRUSTS FOR LIFE SHOULD BE CONSIDERED IN TESTAMENTARY PLANNING. 

Lifetime spendthrift trusts for children and spouses (especially children and spouses who are professionals) should be considered by virtually all testators disposing of substantial assets. Not only can a lifetime trust be utilized to achieve certain generation skipping tax objectives and to give protection in the event of divorce, but as a spendthrift trust it can afford considerable security by protecting the trust assets from the claims of the beneficiary's creditors. 

If the only reason why a testator or a beneficiary would not want such a trust is because of the trustee's fees and fear that the beneficiary will not have sufficient control over the assets, consider appointing the beneficiary as trustee, or give the beneficiary the power to appoint and remove the trustee. Use an ascertainable standard relating to health, education, support and maintenance, and give the trustee discretion as to whether or not to consider other sources of support. This ought to be a valid spendthrift trust. The fact that the beneficiary is also the trustee with the power to make distributions to himself ought not to make any difference. Neither the Texas Trust Code nor the cases contain any language which should limit the application of the spendthrift trust doctrine in cases where the beneficiary was acting in a fiduciary capacity. 

Query: Who is the settlor of a trust having Crummey type withdrawal right provisions. 

ARTICLE 8 
LIFETIME TRANSFERS AND PARTITIONS. 

The decedent may have made transfers or partitions during lifetime which the creditors may attempt to have set aside. Is a partition a transfer? Probably. 
In Texas, both halves of community property are liable for tort claims. In the case of contractual claims, the rule is different. The community property that is under a spouse’s “sole control and management,” or “joint control and management,” is liable for contractual debts of the spouse. Community property under the sole control and management of one spouse is not liable for the contractual debts of the other spouse. Control and management are legal terms, the meaning of which is set forth in the statutes. One spouse’s separate property is not liable for any type of claim against the other spouse. 

Because both halves of the community are liable for the torts of either spouse, it is sometimes prudent to divide, or partition community property by changing it into separate property held equally (or perhaps, unequally) by a husband and wife. Likewise it may be possible by agreement to change the control and management of community property in order that it will not be exposed to the contractual creditors of the non contracting spouse. 

See Ice: Community Property in a Nutshell, found at www.trustsandestates.net. 
ARTICLE 9 
FRAUD ON THE SPOUSE AND GIFTS OF NONPROBATE ASSETS. 

A deceased spouse does not have the power to dispose of the survivor's half of the community by will, without his consent. However, during life, a spouse does have the power, with respect to community property under the spouse’s sole management and control, to purchase insurance and make lifetime gifts with community property, within reason. Most lawyers believe that the power to dispose of nonprobate assets (property passing outside of the will and not subject to the intestacy) also exists at death. 

9.1 GIFTS OF COMMUNITY PROPERTY. 

If, by reason of the size of the gift in relation to the total size of the community estate, the adequacy of the estate to support the other spouse, and the relationship of the donor to the donee, the gift constitutes constructive fraud, the burden will be on the donor to prove that the gifts of his share of the community property are fair, otherwise the gift will be set aside. 
ARTICLE 10 
LIFE INSURANCE And Annuities. 

Life insurance proceeds purchased with community property will ordinarily be paid to the beneficiary named in the policy, unless, under all the circumstances, this would constitute a fraud on the surviving spouse. The gift of life insurance cases are based upon equitable notions. The line of analysis in the cases construing this principle employs reasoning similar to that used when a husband or wife makes gifts to third persons out of community assets. In most cases, but not always, if the donee is a related party, the disposition will be allowed to stand. If the donee is an unrelated party, the gift will usually be set aside. 

The ‘fraud on the community’ or ‘fraud on the spouse’ doctrine is a judicially created concept based on the theory of constructive fraud. Givens v. Girard Life Insurance Company of America, 480 S.W.2d 421, 425 (Tex.Civ.App.--Dallas 1972, writ ref'd n.r.e.). Constructive fraud is the breach of a legal or equitable duty which violates a fiduciary relationship, as exists between spouses. A presumption of constructive fraud arises where one spouse disposes of the other spouse's one-half interest in community property without the other's knowledge or consent. See Redfearn v. Ford, 579 S.W.2d 295, 296-97 (Tex.Civ.App.--Dallas 1979, writ ref'd n.r.e.). The burden of proof is then on the disposing spouse or his donee to prove the fairness of the disposition of the other spouse's one-half community ownership. Estate of Korzekwa v. Prudential Insurance Company of America, 669 S.W.2d 775, 777 (Tex.App.--San Antonio 1984, writ dism'd);  Redfearn, 579 S.W.2d at 297;  Givens, 480 S.W.2d at 425. Where the donee or beneficiary is related to the disposing spouse or decedent, the courts look to three factors in determining the fairness of the disposition: (1) the relationship of the beneficiary to the decedent; (2) whether special circumstances tend to justify the gift; and (3) whether the community funds used were reasonable in proportion to the remaining community assets. Givens, 480 S.W.2d 421, 426, cited with approval in Great American Reserve Insurance Co. v. Sanders, 525 S.W.2d 956, 958-59 (Tex.1975);  Redfearn, 579 S.W.2d at 297. We hold that the disposing spouse or his donee has the burden to prove these three factors in order to rebut the presumption of constructive fraud.

Even if the nonprobate disposition would be in fraud on the spouse, if the spouse is left anything at all under the will, the spouse could be put to an election so that benefits under the will would be eliminated if the fraud on spouse doctrine were to be asserted. 

Note that Business and Commerce Code §24.003 voids gratuitous transfers made at a time when the transferor is insolvent. In Pope Photo Records, Inc. v. Malone, 539 S.W.2d 224 (Tex. Civ. App.-Amarillo 1976, no writ), the court held that the determination of insolvency is made at the time of the beneficiary designation. 
3.
Spouse Has Made Taxable Gift For Gift tax purposes if Other Spouse Makes Gift of Community Property Outside the Marriage. 

If one spouse makes a gift to a third person (say, to a paramour) of community property, and the other spouse either cannot or does not set the gift aside under state law, the irs will treat the non-donor spouse as having made a gift for gift tax purposes. This may be adding insult to injury, especially where the spouse has no control over the transfer, and in fact strenuously objects to it. 

Where is this situation most graphic? In the case of a community property life insurance on the life of a predeceasing spouse where the transfer is not sufficiently egregious to amount to fraud on the spouse. 
4.
INTER-VIVOS GIFTS IN TRUST-Land V. Marshall. 

There is another interesting doctrine that leads to a considerably different result than the constructive fraud cases involving gifts of life insurance. In the seminal case of Land v. Marshall,  the decedent placed a large portion of the community property under his management and control in an inter-vivos trust for the benefit of himself and his wife. The decedent retained the power to revoke and amend the trust. On the decedent's death, the wife challenged the conveyance. The Texas Supreme Court was not interested in the fraud issue. In fact, the Court opined that there was neither actual nor constructive fraud involved. However, the Court, nevertheless, set aside the entire trust on the grounds that the trust was “illusory.” The Court would probably have allowed the decedent to dispose of his half of the community under the terms of the trust instrument had it not believed that the failure of the instrument to dispose the wife's half defeated the underlying purpose of the trust. 

Although under ordinary circumstances, the power to revoke or amend would not render a trust ineffective, the Court held that where the wife's community share was involved in the transfer, the trust would be set aside, unless a more permanent disposition of the assets were made. This is a hard case to square with other analogous principles of law. It is to be contrasted that those cases in which the one spouse actually disposes of the other spouse's share of the community in an unalterable fashion. In such cases, the courts will apparently apply the constructive fraud doctrine to determine whether or not the transfer will stand. Also, if the spouse makes a disposition of life insurance proceeds, retaining the power to revoke, amend, sell, change the beneficiary designation, etc., the courts also apply the constructive fraud doctrine. Where however, the same thing is accomplished through use of a trust, the Texas Supreme Court has laid down the “illusory trust” doctrine as a means by which the conveyance may be set aside. The distinction is not easily reconciled. 

The difference between a completed gift, which will be tested under constructive fraud principles, and “an illusory trust,” which is apparently invalid even in the absence of constructive fraud, may be a public policy decision that the donor spouse should not be allowed to use an inter-vivos trust as a means of disposing of the other spouse's community one-half interest after the donor spouse's death, where the donor spouse did not part with anything during lifetime. 

What if the manager of the community places the life insurance contract in a revocable trust? Which doctrine applies: Land v. Marshall or constructive fraud? 

At least one eminent law professor has opined informally that the Land theory could be used to defeat any death time transfer of a spouse’s community property interest in assets over which the decedent retained the power of disposition during life. This would presumably include the transfer by an insured of a surviving spouse’s interest in life insurance proceeds payable as a result of the insured’s death, unless the insured relinquished control over the policy during life. It was suggested that the reason this hasn't happened to date is merely because no one has raised the issue. 

10.1 Naming Estate as Beneficiary of Community Property Life Insurance Policy. 

In Street v. Skipper  the decedent (husband) named his estate as beneficiary of a community property life insurance policy on his life. The decedent’s wife argued that “it was error for the court to fail to issue one-half of the policies' proceeds to appellant because her husband was not empowered to make a gift of his wife's community property to himself (or his estate) without his wife's consent.”  

Although one would think that the wife’s argument would be very compelling in light of Land v. Marshall  the Court of Appeals affirmed the trial court’s finding in favor of the deceased husband, citing Texas Insurance Code art. 3.49-3, which provides:

A spouse shall have management, control and disposition of any contract of life insurance or annuity heretofore or hereafter issued in his or her name or to the extent provided by the contract or any assignment thereof without the joinder or consent of the other spouse. 

Thus, even though the decedent, in effect, named himself as beneficiary, making a taxable gift for his spouse to himself in the process, the court held that the traditional test of actual fraud would have to be met before the wife could be awarded her community one-half interest under the policy.
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