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I. INTRODUCTION

Estate planning attorneys have to take into account a wide variety of
legal sources in their everyday practice—federal tax laws, state tax laws, and
the Texas Estates Code, just to name a few.! However, the intersection of
estate planning and Texas marital property law is perhaps one of the most
fundamental and important areas of our practice.” This Article is meant to
highlight some specific examples of that intersection and how to avoid
unintended results.’

I1. SEPARATE AND COMMUNITY PROPERTY, GENERALLY

The Texas constitution, as interpreted by the Texas Family Code,
contains the relevant definitions of community and separate property in
Texas.* Community property is essentially everything that is not separate
property.” In fact, there is a presumption that all assets acquired during
marriage are community property, which can only be rebutted by clear and
convincing evidence.’

1. See Laura Jackson, Estate Planning Guide and Checklist for 2024, NAT’L COUNS. ON AGING
(Aug. 21, 2023), https://www.ncoa.org/adviser/estate-planning/estate-planning-guide-checklist/ [https://
perma.cc/N2L7-THSS].

2. See Thomas M. Featherston, Jr., Handbook on Texas Marital Property Law for Estate
Administration and Planning, ADVANCED EST. PLAN. & PROB. STATE BAR OF TEX. 1, 1 (June 22, 2016),
https://law.baylor.edu/sites/g/files/ecbvk;j1546/files/202311/Handbook%200n%20Texas%20Marital %20
Property%20Law%20Advanced%20Estate%20Planning%20%26%20Probate%20SBOT%20San%20An
tonio%20June%202016.pdf [https://perma.cc/EQ3T-NC3M].

3. See discussion infra Parts I1I-V.

4. TEX. CONST. art. XVI, § 15; TEX. FAM. CODE ANN. §§ 3.001-.002.

5. TEX. CONST. art. XVI, § 15; FAM. §§ 3.001-.002.

6. FAM. § 3.003.
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Accordingly, it is critical to understand the categories of separate
property in order to maintain their separate nature.” Separate property
includes “property owned or claimed by the spouse before marriage; the
property acquired by the spouse during marriage by gift, devise, or descent;
and the recovery for personal injuries sustained by the spouse during
marriage, except any recovery for loss of earning capacity during marriage.”®

Another important rule is the “inception of title” rule.’ The
characterization of marital property is determined based on when the property
is acquired.'® If acquired before marriage, the property will be considered the
separate property of the acquiring spouse, regardless of whether community
funds are used to enhance the separate property.'' Further, an asset purchased
with separate property or received upon the sale of separate property will
retain its separate character (although a right of reimbursement to the
non-owner spouse may apply in certain situations).'

These rules are generally straightforward and should be easy to follow.'?
However, things can get really complicated due to the biggest sticking point
when it comes to marital property characterization: the rule that “income”
derived from separate property is community property.'* Of course, spouses
can always agree to change any of these rules in a legally enforceable marital
agreement, but in that case, this discussion would not be necessary (although
it may underscore the benefit of such an agreement).'®

The characterization of marital property matters in several contexts:

e Upon the divorce of the spouses, where the court can make a
“just and right” division of the community estate but cannot
award one spouse’s separate property to the other spouse.'®

e Upon the death of the first spouse, where their estate includes all
separate property and one-half of the community estate."’

7. Seeid. §3.001.
8. Id
9. Seeid. §3.006.

10. Id.

11. Seeid. §3.001.

12. Seeid. § 3.402.

13. Seeid. §§ 3.001-.003.

14. Bryan Joseph Fagan, How Is Income from Separate Property Treated in a Texas Divorce?, L.
OFF. OF BRYAN FAGAN, PLLC (Mar. 20, 2020), https://www.bryanfagan.com/blog/2020/march/how-is-
income-from-separate-property-treatedin/#:~:text=However%2C%20in%20most%20other%20scenarios
,considered%20t0%20be%20community%20property [https://perma.cc/SBVE-VETM].

15. See FAM. § 4.102.

16. Seeid. § 7.001.

17. See Adriane Grace, New fo Texas? What You Need to Know About Community Property Law,
GRACE EST. L. (Aug. 15, 2022), https://www.gracelawoffice.com/blog/what-you-need-to-know-about-
community-property-law/ [https:/perma.cc/WOHE-CPMP].
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e In the event of a creditor’s claim against a spouse, where the
community estate is at risk but the non-debtor spouse’s separate
property is protected.'®

As discussed below, the characterization of marital property can change
depending on the type of vehicle being used and, therefore, can have a
profound impact on the planning choices that are considered. '

III. MARITAL PROPERTY CHARACTERIZATION OF INTERESTS IN TRUSTS

As a general matter, trusts are often used to provide creditor protection
to the beneficiary, including protection of the trust assets from the claims of
a non-beneficiary spouse upon divorce.”* Although a spouse’s separate
property would remain the separate property of the owner, if the separate
property is invested and generates income or if the separate property is simply
deposited in an account with community funds, the community presumption
would apply; it becomes increasingly difficult to maintain the separate
property nature of the underlying asset.?' On the other hand, if the separate
property is owned by a trust and the income generated by that separate
property remains in the trust, then it may retain its separate property character
and be protected from a non-beneficiary spouse.”

As good as this sounds, there are some limitations, and the Texas courts
have determined that in certain situations the income generated by separate
property trust corpus can be characterized as community income.” The
outcome typically depends upon the particular features of the trust created
for the benefit of the beneficiary.** These cases are not uniform nor do they
address every possible scenario, but they do provide strong guidance as to
whether income is separate property or community in certain situations.?

A. “Acquisition” Theory

In general, the characterization of trust income as community or
separate property depends upon whether the spouse has “acquired” an interest

18. See FaM. § 3.201.

19. See discussion infra Part I11.

20. See Nikki Nelson, Using Trusts to Protect Your Assets, WOLTERS KLUWER (Dec. 24, 2020),
https://www.wolterskluwer.com/en/expert-insights/using-trusts-to-protect-your-assets [https://perma.cc/
LV33-MYCS].

21. EILEEN GAFFNEY & RANDALL B. WILHITE, O’CONNOR’S TEXAS FAMILY LAW HANDBOOK Ch.
2-A § 4 (2024 ed.).

22. Id.

23. Id.

24, Id.

25. See discussion infra Sections III.A-D.
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in the corpus of the trust.”® For example, in Wilmington Trust Co. v. United

States, parents created a trust for the benefit of their married daughter, in
which the trust agreement required that the trustee distribute only income to
the daughter for her life and gave the daughter no access to the corpus.?’ The
court found that the trust income was separate property because the daughter
never acquired, and could never acquire, the underlying corpus.”® The court
reasoned that the gift from the parents was not of the underlying trust corpus
but rather an interest in the income from that corpus.?’ The trust corpus had
no marital property characteristics (community or separate) because it was
not owned by the daughter; therefore, the gift (the income interest) was not
derived from community property.’” The general rule can extend to
distributions of trust income when such distributions are compelled by the
terms of the governing instrument.’!

The general rule is that income from a trust in which the beneficiary
spouse has no present right to acquire the trust corpus will be considered that
spouse’s separate property.’? This rule can apply even if the spouse creates
the trust for their own benefit with separate property. In Lemke v. Lemke, the
husband used a trust to effectively shield income from certain separate
property against the claims of his wife in a divorce proceeding.’* The husband
won a substantial amount of money prior to his marriage due to a personal
injury settlement.** He then used that money to fund an irrevocable trust for
his benefit that lasted for his lifetime, named a third party as the trustee, and
gave the trustee sole discretion to make distributions of income and corpus
for his health, education, maintenance, and welfare.>> At the time of the
divorce, the wife alleged that the trust consisted of community property and
that the original separate property investments had produced income that was
still held in the trust.*® The court disagreed, stating that because the husband
had no right to invade the trust corpus and the trustee had sole discretion to
make distributions, the undistributed income was part of the separate trust
estate and not subject to division by the court at divorce.”’

Based on the foregoing, the key to ensuring that trust income will not
be considered community property is to prevent the beneficiary from
obtaining unfettered access to the trust corpus.*® Therefore, it is important to

26. See Wilmington Tr. Co. v. United States, 753 F.2d 1055, 1056 (Fed. Cir. 1985).

27. Id.

28. Id.

29. Id.

30. 1d.

31. See Sharma v. Routh, 302 S.W.3d 355, 364—65 (Tex. App.—Houston [14th Dist.] 2009, no pet.).
32. See Lemke v. Lemke, 929 S.W.2d 662, 664 (Tex. App.—Fort Worth 1996, writ denied).
33. Id

34. Id. at 663.

35. Id

36. Id.

37. Id. at 664.

38. Seeid.
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discuss ways a beneficiary may acquire an interest in the trust corpus, thus
altering the character of trust income from separate property to community
property.”

B. Power to Revoke Trust

Typically, when a grantor creates a trust for their own benefit, the
grantor will retain the power to revoke the trust at any time.*’ The fact that a
grantor of a revocable trust places separate property in a trust does not prevent
undistributed income from being classified as community property because
the grantor has the power to pull out the separate property from the trust as if
it had never been placed there in the first place.*’ Texas law is well
established that a revocable trust cannot be used to defeat the claims of
creditors.*

In contrast, the court in Lemke held that the trust created by the husband
for his own benefit would be respected and the undistributed income would
be classified as separate property because he did not have the power to revoke
the trust.*’ In addition, the trust contained a spendthrift clause that prevented
the husband from “alienating, anticipating, assigning, encumbering, or
hypothecating his interest in the principal or income of the trust.”**

C. Right to Corpus Due to Power to Terminate Trust

Similar to the power to revoke, once a spouse has the unrestricted right
to receive trust corpus by terminating the trust, regardless of whether such
right is exercised, the income from that corpus is considered community
property.* In In re Marriage of Long, the husband’s parents created a trust
with oil and gas interests for his benefit whereby the trustee had the discretion
to distribute or accumulate income, and after the husband reached age
twenty-five, the trust terminated as to one-half with the remaining one-half
to be distributed at age thirty.*® Prior to the time of divorce, the husband had
attained age twenty-five but elected to keep the one-half in the trust.*’ The
court held that because he had the unrestricted right to one-half of the trust
property after age twenty-five, at the time of divorce the one-half of the

39. .

40. TEX. PrROP. CODE ANN. § 112.033.

41. See Lemke, 929 S.W.2d at 664.

42. PRrOP. § 112.035(d).

43. Lemke, 929 S.W.2d at 664.

4. Id.

45.  In re Marriage of Long, 542 S.W.2d 712, 717 (Tex. App.—Texarkana 1976, no writ).
46. Id. at715.

47. Id.
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undistributed income from the trust that accumulated after the husband
reached age twenty-five was considered community property.*

In contrast, if the trust agreement provides that the trust will terminate
when the spouse reaches a certain age, but at the time of divorce the spouse
has not yet reached that age, then the spouse does not have an unrestricted
right to trust corpus, and the undistributed income may be considered
separate property.*’

D. Power to Compel Distributions

The ability to compel distributions can be manifested in several ways.*’
The beneficiary may have the right to compel the trustee to make
distributions, or more commonly, the beneficiary may serve as trustee and
have the power to make distributions of trust corpus and income for any
reason whatsoever.’!

On one extreme, the beneficiary’s power to compel or make
distributions to themself of trust corpus without limitation would
undoubtedly cause the undistributed income to be classified as community
property because the beneficiary has the power to acquire the trust corpus at
any time.*

On the other extreme, if a third party is named as trustee and the trustee
has sole discretion over distributions, the undistributed income is clearly not
considered community property.> In fact, the discretion of the trustee does
not need to be based on any standard.>* For example, the trustee in /n re
Marriage of Burns was given complete discretion to make distributions for
any reason, whereas the trustee in Lemke was limited to health, education,
maintenance, and welfare (an ascertainable standard).>

However, what happens if the beneficiary is also the trustee and the trust
distributions are limited by an ascertainable standard?*® While this is
certainly the most common question faced in estate planning, we can only

48. Id. at718.

49. In re Marriage of Burns, 573 S.W.2d 555, 557 (Tex. App.—Texarkana 1978, writ dism’d).

50. See Ten Things That Every Trust Beneficiary in Texas Should Know, IKARD L. 1, 2,
https://ikardlaw.com/wp-content/uploads/2019/04/TEN-THINGS-THAT-EVERY-TRUST-BENEFICIA
RY-IN-TEXAS-SHOULD-KNOW-3.pdf (last visited Mar. 7, 2024) [https://perma.cc/4FTZ-KLZZ].

51. See Trust Beneficiary Rights: Can a Beneficiary Sue a Trustee?, KEYSTONE L. GRp., P.C.,
https://keystone-law.com/rights-of-a-trust-beneficiary-to-sue-a-trustee/#:~:
text=If%20trustees%20fail%20t0%20diligently,the%20requirements%200f%20their%20role  (Feb. 2,
2024) [https://perma.cc/HH4P-JW7C].

52. Inre marriage of Long, 542 S.W.2d at 718.

53. In re Marriage of Burns, 573 S.W.2d at 557; Lemke v. Lemke, 929 S.W.2d 662, 664 (Tex.
App.—Fort Worth 1996, writ denied).

54. See In re Marriage of Burns, 573 S.W.2d at 557; Lemke, 929 S.W.2d at 664.

55. See In re Marriage of Burns, 573 S.W.2d at 557; Lemke, 929 S.W.2d at 664.

56. Author’s original thought.
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speculate on the answer.”’ In Sharma v. Routh, which was decided in 2009,
the non-beneficiary spouse argued that the beneficiary spouse, who was
serving as trustee and had the power to distribute corpus to himself for his
health, support, and maintenance, therefore, had possession and control of
the trust corpus to require the income to be characterized as community
property.”® The court rejected this argument, stating there was no allegation
the trusts “were created, funded, or operated in fraud of [the non-beneficiary
spouse’s] rights.”*” Accordingly, the court found that the “fact that an income
beneficiary also holds legal title to the corpus in his capacity as trustee should
not be a controlling factor in the marital-property characterization of the trust
income.”®

IV. MARITAL PROPERTY CHARACTERIZATION OF INTERESTS IN LIMITED
PARTNERSHIPS AND LIMITED LIABILITY COMPANIES

As with trusts, limited partnerships (LPs) and limited liability
companies (LLCs) can provide useful protection to a spouse who wishes to
preserve that spouse’s separate property from the claims of the non-owner
spouse upon divorce or at death.®’ A spouse who contributes their separate
property to an LP or LLC in exchange for an interest in the entity can retain
an interest in the entity and, thus, benefit from the potential revenue generated
by the separate property—which would need to be distributed pursuant to the
governing documents.®> With a trust, the spouse would typically part with
ownership of the asset for the benefit of others.®® Furthermore, an LP or LLC
will be more flexible than a trust.** However, despite these benefits, the few
Texas cases that address the marital property characterization of partnership
distributions create significant uncertainty and could result in unintended
conversion of a separate property asset.®®

57. Id.

58.  Sharma v. Routh, 302 S.W.3d 355, 366 (Tex. App.—Houston [14th Dist.] 2009, no pet.).

59. Id.

60. Id.

61. Mario A. Mata, Asset Protection Techniques for Real Estate Owners, AM. L. INST. - AM. BAR
ASS’N CONTINUING LEGAL EDUC. 605, 664 (2005); WINSTEAD PC, Transferring Company Ownership
Interests in Divorce Settlements - A Transaction in Which Both Spouses Need to Exercise Significant
Caution, JD SUPRA (May 11, 2018), https://www.jdsupra.com/legalnews/transferring-company-
ownership-54662/ [https://perma.cc/Z87D-A3QP].

62. See WINSTEAD PC, supra note 61.

63. See Patrick Hicks, Should I Have a Joint Trust or Separate Trust with My Spouse?, TR. & WILL,
https://trustandwill.com/learn/joint-trust-vs-separate-trust (last visited Mar. 20, 2024) [https://perma.cc/
L6Q9-QW3C].

64. See Andrew Beattie, Limited Liability Partnership (LLP): Meaning and Features,
INVESTOPEDIA, https://www.investopedia.com/articles/investing/090214/limited-liability-partnership-llp
-basics.asp#:~:text=Limited%20liability%20partnerships%20%28LLPs%29%20are%20a%20flexible%
20legal,their%20liability%20for%20the%20actions%200f%200ther%20partners (Jan. 13, 2024) [https://
perma.cc/D87Y-FRT9].

65. Richardson v. Richardson, 424 S.W 3d 691, 701 (Tex. App.—El Paso 2014, pet. denied).
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A. The “Aggregate” Theory vs. the “Entity” Theory

Prior to the passage of the Texas Uniform Partnership Act, Texas courts
characterized partnership interests as separate property under the theory that
partnership assets were owned by the individual partners.®® This was known
as the “aggregate” theory.’’ In Norris v. Vaughan, the partnership owned
three producing oil and gas wells prior to the marriage, and the court held the
husband’s interest in the three wells was his separate property and the gas
produced and proceeds from the sale of such gas were also separate
property.®®

The aggregate theory was replaced by the Texas Uniform Partnership
Act, enacted in 1961, which adopted the “entity” theory.® The entity theory
provides that assets held by a partnership are owned by the partnership and
not by the individual partners.”” The Uniform Partnership Act was
subsequently replaced by the Texas Revised Partnership Act, which was
subsequently replaced by the Texas Business Organizations Code, but the
entity theory has been retained throughout.”!

B. The Effect of the Entity Theory on Marital Property Characterization

As a result of the entity theory, courts have determined that partnership
assets are neither the community nor separate property of the individual
partners.’” This determination has had a profound effect on the way the courts
have viewed undistributed and distributed assets from a partnership.”

In Marshall v. Marshall, the husband was the owner of an interest in a
partnership that owned and produced oil and gas interests which were
acquired prior to the marriage.” The opinion does not state whether these are
working or non-working interests.”” However, in the court’s opinion, the
analysis of Norris (which would have held such separate property proceeds
remain separate) no longer applies due to the application of the entity theory:
“Further, the Norris v. Vaughan characterization of proceeds from the
production of oil and gas is inapplicable to a partnership receipt of such

66. Norris v. Vaughan, 260 S.W.2d 676, 676—77, 681-82 (Tex. 1953).

67. See TEX. TAX CODE ANN. Ch. 171.

68. Norris, 260 S.W.2d at 679-80.

69. Marshall v. Marshall, 735 S.W.2d 587, 593-94 (Tex. App.—Dallas 1987, writ ref’d n.r.e.).

70. Id. See Harris v. Harris, 765 S.W.2d 798, 802 (Tex. App.—Houston [14th Dist.] 1989, writ
denied).

71. See TEX. REV. CIV. STAT. ANN. art. 6132b-2.04; TEX. BUS. ORGS. CODE § 152.101.

72. Marshall, 735 S.W.2d at 593. See Harris, 765 S.W.2d at 799.

73.  Harris, 765 S.W.2d at 800.

74. Marshall, 735 S.W.2d at 593.

75. Id.
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proceeds, for they are simply partnership property and are not subject to
characterization as separate or community property.”’®

Accordingly, income produced by an asset owned by a partnership
would not be considered community property, even if such income would be
considered community property if the asset was owned outside the
partnership.”” For example, a delay rental, which is normally considered
community property if the mineral is owned by the spouse, is no longer
considered community property when owned in a partnership.”® The same
theory holds true with receipts that are normally separate property, such as
royalties.” All income received by the partnership remains partnership
property.*® Put simply, the marital property rules can be significantly altered
when assets are held in a partnership.®’

If the assets held by the partnership are not separate or community, then
what is?% According to the Texas Business Organizations Code, the
partnership interest held by the partner can be separate or community
property.® As stated by the court in Marshall, “a partner’s partnership
interest, the right to receive his share of the profits and surpluses from the
business, is the only property right a partner has that is subject to a
community or separate property characterization.”*

C. The Mutation Principle and Partnership Distributions

It is well settled that the partnership interest held by a spouse is marital
property, and the spouse holds no marital property interest in the underlying
partnership assets.®> So long as the partnership makes no distributions, the
income generated within the partnership takes on no marital property
characteristics.®® However, once a distribution is made, the distributed
property will need to be characterized.®” This is the fundamental question that
is addressed in Marshall **

76. Id. at 594-95.

77. Id. at594.

78. Jay Frazier, Characterization of Oil and Gas Interests Under Texas Community Property Laws,
TOEPPICH & ASSOCS.., https://toeppichlaw.com/characterization-of-oil-and-gas-interests-under-texas-
community-property-laws/#:~:text=Since%20delay%20rentals%20accrue%20merely,community%20
property%200f%20both%20spouses (last visited Feb. 6, 2024) [https://perma.cc/FR7G-U3JP].

79. Id.

80. Marshall, 735 S.W.2d at 594.

81. Id.

82. Id.

83. TEX. BUS. ORGS. CODE ANN. § 154.001(b).

84. Marshall, 735 S.W.2d at 594.

85. Id.

86. Id.

87. Id. at595.

88. Id.
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In Marshall, the partnership distributed amounts to the husband that
were characterized as “salary” or “distributions of profits.”® Upon divorce,
the court found that the distributions were community property, holding that
“if the partner receives his share of profits during the marriage, those profits
are community property, regardless of whether the partner’s interest in the
partnership is separate or community in nature.” Further, the court found
that, even if the distributions consisted of a return of the partner’s capital
contribution as opposed to partnership profits or income, the result would be
the same.”’ The husband in Marshall argued that the distributions were a
return of capital, and therefore his separate property, based on the rule that
mutations of separate property remain separate property if properly traced.”
The court disagreed with that argument, stating that the mutation principle
does not apply to partnership assets because the assets themselves have no
marital property characteristics.” According to the court, the husband had no
ownership interest in his original capital contribution; the partnership was the
owner.” Therefore, a distribution of assets from the partnership, whether it
is in the form of profits or a return of capital, is not subject to the mutation
principle and, thus, may be considered community property.” As the court
stated, “[T]here can be no mutation of a partner’s separate contribution; that
rule is inapplicable in determining the characterization of a partnership
distribution from a partner’s capital account.””

However, the mutation principle still applies to the partnership interest
held by the partner or spouse in the event of a buyout.’” Property established
as separate property remains separate property regardless of the fact that it
may undergo any number of mutations and changes in form.” If a partner
receives assets from the partnership in redemption of his separate property
partnership interest, the assets will be considered separate property because
they are a mutation of the original partnership interest.” This rule applies
regardless of the fact that the partnership interest has appreciated in value.'®

89. Id. at591.

90. Id. at 594.

91. Id.

92. Id. at592.

93. Id. at 594.

94. Id.

95. Id.

96. Id.

97. Harris v. Harris, 765 S.W.2d 798, 803 (Tex. App.—Houston [14th Dist.] 1989, writ denied).

98. Id. at 802.

99. Id. at 803.
100. Id.
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D. A Note About LLCs

Thus far, the cases discussed herein have contemplated interests in
partnerships, not LLCs.'”! If an LLC were to be used instead of an LP, would
the outcome be any different?'* An LLC, like a partnership, would be subject
to the entity theory and, thus, the reasoning behind the cases discussed above
should apply equally to LLCs.'” However, it is worth noting that since the
rules governing LLCs are more recent, there are fewer cases involving LLCs,
and, accordingly, this may be a reason to use a partnership instead of an
LLC.'™

V. MARITAL PROPERTY CONSIDERATIONS WITH MINERAL INTERESTS
A. Characterization of Oil and Gas Receipts

Mineral interests owned prior to marriage or acquired during the
marriage by gift, devise, or descent will clearly be separate property.'®
Otherwise, the characterization of mineral interests acquired during the
marriage will depend on the inception of title rule.' If a mineral interest is
determined to be community property, then all receipts related to the minerals
would be community.'”” However, if the underlying interests are separate
property, then the characterization of the receipts will depend on the nature
of the payments.'%

Delay rentals are considered community property, as they are amounts
paid to defer the drilling of oil and gas and do not relate to the extraction of
the minerals.'” This is consistent with the characterization of payments for
trust accounting purposes and would presumably include other “income”
receipts such as the interest factor on production payments.' '’

Bonus payments are considered separate property as part of the
consideration paid for the minerals.''" This is consistent with the principal
that the proceeds from the sale of separate property are also separate
property.'?

101.  Id.; Norris v. Vaughan, 260 S.W.2d 676, 681 (Tex. 1953); Marshall, 735 S.W.2d at 594.
102. See Norris, 260 S.W.2d at 681; Marshall, 735 S.W.2d at 594; Harris, 765 S.W.2d at 803.
103.  See Norris, 260 S.W.2d at 681; Marshall, 735 S.W.2d at 594; Harris, 765 S.W.2d at 803.
104.  See Norris, 260 S.W.2d at 681; Marshall, 735 S.W.2d at 594; Harris, 765 S.W.2d at 803.
105. See TEX. FAM. CODE ANN. § 3.001.

106. See id.

107.  See id. § 3.002.

108. Seeid. § 3.001.

109. Lessing v. Russek, 234 S.W.2d 891, 894 (Tex. App.—Austin 1950, writ ref’d n.r.e.).
110. See supra text accompanying note 78.

111.  Lessing, 234 S.W.2d at 894.

112.  See supra text accompanying note 79.
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Royalty payments are also considered separate property for the same
reason—the payment is being made to purchase the asset from the ground,
which is part of the separate estate.'’> Over time, the oil and gas will be
depleted (even as we discover new ways to extract the minerals), and the
extraction is part of the corpus of the estate and not income.''* Contrast this
result with trust accounting principles, which typically allocate a portion of
the royalty payment to income in order to achieve an “equitable” result.'"”
There is no such concept in marital property law.''®

Payments received for working interests should follow the same rules
as royalty payments, however, it can be a bit more complicated if the working
owner is also the operator.''” Assuming the working interests are separate
property, the efforts to extract the minerals may, in theory, give rise to a right
of reimbursement to the non-owner spouse if the court determines that
community efforts were used to enhance the value of the owner’s separate
estate.!'® A discussion of possible reimbursement claims is beyond the scope
of this Article.'"’

B. Implications of Marshall on Planning with Mineral Interests

A useful technique for estate planning with mineral interests involves
holding those interests in an entity, such as an LP or LLC."”® There are
numerous benefits to this approach, including creditor protection and
avoiding probate, but perhaps the most important benefit is preventing future
fractionalization of mineral interests (fractionalization can make the
management of such interests less economically efficient over time).'?' Once
the mineral interests are conveyed to the entity, interests in the entity can be
transferred to others (individuals or trusts, for example) without having to
transfer ownership of the underlying minerals.'*

Despite the obvious benefits, the implications of Marshall and its
progeny can have a profound and unintended impact on planning with
mineral interests.'” In effect, these cases appear to allow a partnership to
transform what would otherwise be considered separate property into

113.  Alsenz v. Alsenz, 101 S.W.3d 648, 653 (Tex. App.—Houston [1st Dist.] 2003, pet. denied).

114. Id.

115. .

116. Id. at 653-54.

117. Seeid.

118. Seeid.

119. See discussion supra Parts I-VII.

120. See discussion supra Sections IV.A-D.

121.  See Managing Mineral Interests: Solving the “Fractionalization” Puzzle, THE NAT’L ASS’N OF
ROYALTY OWNERS & THE NAT’L ASS’N OF DIV. ORD. ANALYSTS, https://www.naro-us.org/resources/
Site/fractionalization.pdf (last visited Feb. 4, 2024) [https://perma.cc/3H6A-KCUZ].

122. Seeid.

123.  See generally Marshall v. Marshall, 735 S.W.2d 587, 591 (Tex. App.—Dallas 1987, writ ref’d
n.r.e.) (discussing the transformation of certain property into community property).



416 ESTATE PLANNING AND COMMUNITY PROPERTY LAW JOURNAL [Vol. 16:403

community property.'** Proceeds received from a royalty interest would be
separate property in the hands of the mineral owner; comparatively, in the
hands of a partnership, it is a receipt of partnership property, and upon
distribution to the partner (who may own the partnership interest as separate
property), it is community property as a distribution of “profits.”'?
Accordingly, any client considering contributing producing mineral interests
to a partnership must consider the marital property implications.'*

VI. TEXAS DOCTRINE OF FRAUD ON THE SPOUSE
A. Fraud on the Spouse Explained

When representing one spouse and not the other in an estate planning
engagement, the Texas practitioner must be keenly aware of the perils and
pitfalls of the Texas doctrine of “fraud on the spouse” (also known as fraud
on the community).'?’” Although a spouse has the exclusive right to that
spouse’s sole management of their community property, the manager-spouse
still owes a fiduciary obligation to the non-manager-spouse.'*®

What are the elements of a successful claim of fraud on the spouse
How would they apply to an irrevocable trust containing the entire
community estate created by the managing spouse for the benefit of both
halves of the community?'** Can a claim for fraud on the spouse be brought
as an independent action?'*! This part of the Article attempts to answer these
questions while highlighting existing case law on this topic.'*

0129

1. Sole Management Community Property

Texas community property law begins with the basic principle that a
husband and wife each own an undivided, one-half interest in their
community property, regardless of who has management power and
control.'** However, depending on the nature of the property, one spouse may
have sole management power over certain community property, such as that

124.  Seeid.

125. Seeid.

126.  See id.

127.  See Kathryn J. Murphy, Fraud on the Community and the Reconstituted Estate, GORANSON BAIN
AUSLEY, PLLC 1, 1, http:/gbfamilylaw.com/wp-content/uploads/2021/08/Fraud-and-Reconstituted-
Estate.Section-Report. Winter-2020.pdf (last visited Feb. 4, 2024) [https://perma.cc/X3PC-FTHT].

128. Seeid. at 3.

129. Seeid. at 1.

130. See id.

131. Seeid.

132.  See discussion infra Section VLA.1.

133.  See Massey v. Massey, 807 S.W.2d 391, 401 (Tex. App.—Houston [1st Dist.] 1991, writ
denied).
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spouse’s earned income, income derived from separate property, and
insurance bought with community funds.'** As sole manager, that spouse has
the right to control and dispose of community property subject to their sole
management and is not required to seek the other spouse’s approval when
doing so0.'®

2. A Fiduciary Relationship Exists Between the Spouses

Despite one spouse’s exclusive rights to manage their sole management
community property, a fiduciary relationship exists between spouses and
requires that a disposition of sole management community property be fair to
the other spouse.'*® In order to protect their interest in the community estate,
the non-managing spouse may allege fraud on the spouse if they feel that the
manager has unfairly disposed of community assets.'*” The fraud on the
spouse doctrine is a judicially created concept based on the theory of
constructive fraud."*® Its purpose is to achieve a just result, where the wrong
to the spouse is so clear that intent is immaterial.'*

3. Two Main Categories of Fraud on the Spouse

Fraud on the spouse cases generally fall into two categories: (1) gifts of
community property, such as money, land, or stock, to persons outside the
community and (2) designations of third parties as beneficiaries of
community-owned life insurance policies.'*® While the doctrine has been
discussed extensively, courts have not agreed on what is needed to
successfully prove fraud on the spouse.'*! As the case law will show, the test
is very fact-intensive, and no two cases are alike.'**

4. Fraud Is Presumed if the Gift Is Excessive or Capricious
The doctrine of fraud of the spouse begins with the presumption that an

unfair disposition of community funds is fraudulent as to the non-manager
spouse, and then the burden shifts to the manager to show that the transfer

134.  Seeid.

135. Seeid.

136. See Wheeling v. Wheeling, 546 S.W.3d 216, 225 (Tex. App.—El Paso 2017, no pet.).

137.  Seeid.

138.  See Givens v. Girard Life Ins. Co. of Am., 480 S.W.2d 421, 425 (Tex. App.—Dallas 1972, writ
ref’d n.r.e.).

139.  See id.

140. See Murphy, supra note 127, at 3—7.

141.  Wheeling, 546 S.W.3d at 225; Zieba v. Martin, 928 S.W.2d 782, 789 (Tex. App.—Houston [14th
Dist.] 1996, no writ).

142.  See Wheeling, 546 S.W.3d at 225; Zieba, 928 S.W.2d at 789.
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was fair.'*® But what facts give rise to the presumption?'** Is it any disposition
or just certain types of dispositions?'* As it will become readily apparent
after inspection of the majority of fraud on the spouse cases, this is where the
courts begin to differ."*® Gifts that are “excessive or capricious” will almost
always trigger the presumption.'*’” The definition of excessive and capricious
is not fixed, but it is more a matter of degree.'*® Also, a gift of a beneficiary
designation of community-owned life insurance to an unrelated person will
give rise to the presumption.'*’

5. Moderate Gifts May Also Create Presumption

While courts generally agree that a managing spouse may make
moderate gifts of community property to persons outside the community, that
spouse may still have to prove the gift was fair.'>° Some courts have gone so
far as to say amy disposition of community assets, if done without the
knowledge and consent of the non-managing spouse, gives rise to a
presumption of constructive fraud."' In addition, some courts have presumed
fraud when the beneficiary of a community-owned life insurance policy is
related to the insured.'>? Based on existing case law, there is no hard-and-fast
rule as to when a presumption of fraud on the spouse arises.'”

6. Once a Presumption of Fraud on the Spouse Is Established, the Burden
Shifts to the Managing Spouse

Once a spouse establishes a presumption of fraud, the managing spouse
has the burden of proving that the disposition was fair to the non-managing

spouse.'>*

B. The Four Factors of Fraud on the Spouse

To determine whether the disposition was fair, courts have looked at
four factors: (1) the relationship between the transferor and transferee;

143. Mazique v. Mazique, 742 S.W.2d 805, 808 (Tex. App.—Houston [1st Dist.] 1987, no writ).

144. Id. See Wheeling, 546 S.W.3d at 225.

145.  Author’s original thought.

146. Mazique, 742 S.W.2d at 808; Wheeling, 546 S.W.3d at 225; Zieba, 928 S.W.2d at 789.

147. Reaney v. Reaney, 505 S.W.2d 338, 340 (Tex. App.—Dallas 1974, no writ).

148. Id. at 340.

149. See Givens v. Girard Life Ins. Co. of Am., 480 S.W.2d 421, 425 (Tex. App.—Dallas 1972, writ
ref’d n.r.e.). See also Great Am. Rsrv. Ins. Co. v. Sanders, 525 S.W.2d 956, 958 (Tex. 1975).

150. See Great Am. Rsrv. Ins. Co., 525 S.W.2d at 958. See also Wheeling, 546 S.W.3d at 225.

151.  Jackson v. Smith, 703 S.W.2d 791, 795 (Tex. App.—Dallas 1985, no writ) (emphasis added).

152.  Id. See Murphy v. Metro. Life Ins. Co., 498 S.W.2d 278, 282 (Tex. App.—Houston [14th Dist.]
1973, writ ref’d n.r.e.).

153.  Jackson, 703 S.W.2d at 795; Murphy, 498 S.W.2d at 282.

154.  Jackson, 703 S.W.2d at 795; Murphy, 498 S.W.2d at 282.
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(2) whether there are special circumstances that tend to justify the transfer;
(3) the value of the assets transferred in relation to the total value of the
community estate; and (4) whether the non-managing spouse has been
adequately provided for out of the remaining community property and the
separate property of the managing spouse.'> The way courts have applied
these factors has been anything but uniform.”® Courts will consider a
combination of factors, and it is common for one factor to outweigh the
others.">” Which factors are the most important?'>® Does the managing spouse
have the burden to prove all of the factors in order to prevail?'*’ These are
important questions and, unfortunately, the case law gives little guidance.'®
What follows is a discussion of each of the four factors and the weight they
have been given in various cases.'®!

1. The Relationship Between the Transferor and Transferee

If the gift is to someone who is not related to the spouse who made the
gift, it tends to weigh more strongly in favor of a finding of fraud.'®® In
Mazique v. Mazigue, the husband gave community property to his various
girlfriends, and in Givens v. Girard Life Insurance Co. of America, the
insured husband designated an “unrelated friend” as his beneficiary for no
apparent reason.'® Wasting community property on bad loans or gambling
where there is no relationship to a third party also tends to indicate fraud.'®*
However, while most cases involve the transfer of community assets to a
related third party, such as a parent, sibling, or child of a former marriage,
the fact of this relationship does not, by itself, overcome a presumption of
fraud.'®

155.  See Mazique v. Mazique, 742 S.W.2d 805, 808 (Tex. App.—Houston [1st Dist.] 1987, no writ);
Zieba v. Martin, 928 S.W.2d 782, 789 (Tex. App.—Houston [14th Dist.] 1996, no writ).

156. See Mazique, 742 S.W.2d at 808; Zieba, 928 S.W.2d at 789.

157.  See Mazique, 742 S.W.2d at 808; Zieba, 928 S.W.2d at 789.

158. Author’s original thought.

159. Id.

160. See Mazique, 742 S.W.2d at 808; Zieba, 928 S.W.2d at 789.

161. See discussion infra Sections VI.B.1-4.

162. See Mazique, 742 S.W.2d at 807-08; Givens v. Girard Life Ins. Co. of Am., 480 S.W.2d 421,
425 (Tex. App.—Dallas 1972, writ ref’d n.r.e.).

163. Mazique, 742 S.W.2d at 807; Givens, 480 S.W.2d at 421.

164. See Massey v. Massey, 807 S.W.2d 391, 403 (Tex. App.—Houston [1st Dist.] 1991, writ denied)
(finding fraud where the husband took out several loans with community assets and squandered the
money); Reaney v. Reaney, 505 S.W.2d 338, 340 (Tex. App.—Dallas 1974, no writ) (finding fraud when
the husband admitted to squandering money on gambling and parties).

165. See Cantu v. Cantu, 556 S.W.3d 420, 427 (Tex. App.—Houston [14th Dist.] 2018, no pet.);
Kazmi v. Kazmi, No. 03-22-00330-CV, 2023 WL 7932473, at *12 (Tex. App.—Austin Nov. 17, 2023,
no pet.).
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In many cases, a close relationship coupled with an obligation to support
weighs strongly in favor of upholding the gift.'®® A perfect example of this is
found in Tabassi v. NBC Bank, where the husband gave hundreds of
thousands of dollars in community funds to his two sons from a prior
marriage who followed him over from Iran.'®’

At the same time, courts have routinely struck down gifts despite the
fact that they were made to close family members and for legitimate
reasons.'®® For example, in Carnes v. Meador, the court found fraud despite
the fact that the decedent made gifts to his daughter and her husband.'®

Since most of the spousal fraud cases involve transfers to a spouse’s
relative, courts seem to weigh the other factors more carefully in their
determination.'”

2. Whether Special Circumstances Tend to Justify the Transfer

What are special circumstances?'”' This is the most malleable factor that
courts will consider.'” For instance, an obligation to support a relative will
sometimes, though not always, tend to justify the gift.'”* In Great American
Reserve Insurance Co. v. Sanders, the court said that while a husband’s gift
of community life insurance to his ex-wife was usually presumed fraudulent,
because he bought the policy for her to secure his delinquent support
payments for his minor children, the court found no constructive fraud.'”
However, another court reached the opposite result in Murphy v.
Metropolitan Life Insurance Co.; despite a strong showing of special
circumstances, the court held that a son’s “moral” obligation to support his
indigent mother was not enough to overturn the trial court’s determination of

166. Tabassi v. NBC Bank—San Antonio, 737 S.W.2d 612, 616 (Tex. App.—Austin 1987, writ ref’d
n.r.e.).

167. See Horlock v. Horlock, 533 S.W.2d 52, 56 (Tex. App.—Houston [14th Dist.] 1975, writ dism’d)
(holding that the husband was allowed to make gifts to his daughters from a prior marriage); Redfearn v.
Ford, 579 S.W.2d 295, 297 (Tex. App.—Dallas 1979, writ ref’d n.r.e.) (upholding the decedent’s
designation of the infant son as a beneficiary of community-owned life insurance based on the wife’s
inability to provide for the child).

168. See Carnes v. Meador, 533 S.W.2d 365, 371 (Tex. App.—Dallas 1975, writ ref’d n.r.e.).

169. Id. See Murphy v. Metro. Life Ins. Co., 498 S.W.2d 278, 282 (Tex. App.— Houston [14th Dist.]
1973, writ ref’d n.r.e.) (finding fraud in the gift to the mother); Jackson v. Smith, 703 S.W.2d 791, 796
(Tex. App.—Dallas 1985, no writ) (finding fraud in the gift to the sister).

170. See Carnes, 533 S.W.2d at 370-72; Murphy, 498 S.W.2d at 281-82; Jackson, 703 S.W.2d at
796-97.

171.  See Great Am. Rsrv. Ins. Co. v. Sanders, 525 S.W.2d 956, 959 (Tex. 1975); Est. of Korzekwa
v. Prudential Ins. Co. of Am., 669 S.W.2d 775, 778 (Tex. App.—San Antonio 1984, writ dism’d).

172.  See Great Am. Rsrv. Ins. Co., 525 S.W.2d at 959; Est. of Korzekwa, 669 S.W.2d at 778;
Tabassi v. NBC Bank—San Antonio, 737 S.W.2d 612, 616-17 (Tex. App.—Austin 1987, writ ref’d
n.r.e.); Mazique v. Mazique, 742 S.W.2d 805, 808 (Tex. App.—Houston [1st Dist.] 1987, no writ); Grant
v. Grant, No. 01-98-00352-CV, 1999 WL 1063433, at *8—13 (Tex. App.—Austin Nov. 24, 1999, no pet.).

173.  See Freeman v. Morales, 151 S.W. 644, 645 (Tex. App.—Austin 1912, writ ref’d); Grant, 1999
WL 1063433, at *8—13.

174.  Great Am. Rsrv. Ins. Co., 525 S.W.2d at 959.
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constructive fraud.'” Based on the case law, there is no accurate way to
determine which circumstances will tend to justify a gift and which
circumstances will not.'”®

3. The Value of the Assets Transferred in Relation to the Total Value of the
Community Estate

This is a “smell test” factor when, if it looks really bad, the courts will
tend to find fraud.'”” If the managing spouse transfers all or essentially all of
the community estate to a third party, the court will most likely find fraud
absent a strong showing of other factors.'” For example, in Hartman v.
Crain, the husband opened a joint bank account with right of survivorship
with his sister, which contained more than double the community assets he
left to his wife.!” If the transfer is small enough, it should escape scrutiny.'®

However, there have been situations where, despite the fact the
managing spouse transferred a large portion of the community estate, the
court upheld the gift because other factors prevailed.'®' In Redfearn v. Ford,
the decedent husband designated his infant son as beneficiary of community
life insurance worth $73,000, where his wife only received $25,000 of the
remaining community estate.'?

175.  Murphy, 498 S.W.2d at 283. See Jackson, 703 S.W.2d at 796 (finding constructive fraud in the
gift of insurance to the decedent’s sister despite the fact that she needed money to care for his minor
children).

176. See Murphy, 498 S.W.2d at 283; Jackson, 703 S.W.2d at 796; Great Am. Rsrv. Ins. Co., 525
S.W.2d at 957-59; Est. of Korzekwa, 669 S.W.2d at 776-78; Tabassi, 737 S.W.2d at 613—-17; Mazique,
742 S.W.2d at 806-08; Grant, 1999 WL 1063433 at *8-13; Freeman, 151 S.W. at 644-45.

177. See Hartman v. Crain, 398 S.W.2d 387, 391 (Tex. App.—Houston [1st Dist.] 1966, no writ);
Logan v. Barge, 568 S.W.2d 863, 865-66 (Tex. App.—Beaumont 1978, writ ref’d n.r.e.); Carnes v.
Meador, 533 S.W.2d 365, 368—72 (Tex. App.—Dallas 1975, writ ref’d n.r.e.).

178. See Hartman, 398 S.W.2d at 391; Logan, 568 S.W.2d at 865-66; Carnes, 533 S.W.2d at 368—
72.

179. See Hartman, 398 S.W.2d at 391; Logan, 568 S.W.2d at 865—66 (noting the husband transferred
the majority of community real estate to his children before his death, leaving the wife with only $10,000);
Carnes, 533 S.W.2d at 372 (noting the husband gifted $34,000 in community funds to the daughter and
son-in-law when the wife depended entirely on social security).

180. See Horlock v. Horlock, 533 S.W.2d 52, 56 (Tex. App.—Houston [14th Dist.] 1975, writ dism’d)
(noting gifts to the daughter amounted to 13% of community estate); Brown v. Brown, 282 S.W.2d 90,
92 (Tex. App.—Waco 1955, writ ref’d n.r.e.) (noting the gift of insurance to the children and the
grandchildren were $1,500, whereas the wife received $250,000 from the remaining community property).

181. See Redfearn v. Ford, 579 S.W.2d 295, 296-97 (Tex. App.—Dallas 1979, writ ref’d n.r.e.).

182. Id.
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4. Whether the Non-Managing Spouse Has Adequately Been Provided for
out of the Remaining Community Property and the Separate Property of the
Managing Spouse

Many courts find this factor to be the most important.'® Apparently,
courts are willing to overlook an otherwise obvious case of fraud when the
non-managing spouse can be made whole out of the remaining community
property and other assets.'®* A perfect example of this can be found in Street
v. Skipper, where the decedent left over $1 million in life insurance to his
estate but the wife received over $2 million in the other community property
and some of her husband’s separate property.'®® The court held that, despite
a clear abuse of her husband’s managerial power, the wife was made whole
out of the remaining assets and, therefore, failed to establish constructive
fraud."® Of course, if the managing spouse has disposed of nearly all of the
community property, the court will most likely find fraud because it is
impossible to make the other spouse whole.'®’” Even in cases where the spouse
failed to establish constructive fraud, courts prefer to remedy the injustice by
making the defrauded spouse whole out of the remaining assets.'®® This
situation typically arises in a divorce proceeding, where a judge can consider
the fraud when making a “just and right” division of the community
property.'®

C. Texas Fraud on the Spouse Cases Involving Trusts

Here is a plausible situation: a client engages an estate planning attorney
to create a revocable management trust to hold a certain amount of their
sole-management community property.'®® In this case, the client has
accumulated vast real estate holdings across the United States and wishes to
consolidate title in Texas under one instrument.'”' The trust will be for the
benefit of the client and their spouse for their lifetimes, then upon the

183. See Street v. Skipper, 887 S.W.2d 78, 81 (Tex. App.—Fort Worth 1994, writ denied).

184. Id.

185. Id.

186. Id. See Tabassi v. NBC Bank—San Antonio, 737 S.W.2d 612, 616 (Tex. App.—Austin 1987,
writ ref’d n.r.e.); Horlock v. Horlock, 533 S.W.2d 52, 56 (Tex. App.—Houston [14th Dist.] 1976, writ
dism’d).

187. See Logan v. Barge, 568 S.W.2d 863, 866 (Tex. App.—Beaumont 1978, writ ref’d n.r.e.);
Murphy v. Metro. Life Ins. Co., 498 S.W.2d 278, 282 (Tex. App.— Houston [14th Dist.] 1973, writ ref’d
nr.e.).

188. See Reaney v. Reaney, 505 S.W.2d 338, 340 (Tex. App.—Dallas 1974, no writ).

189. Id.

190. Author’s original hypothetical.

191. Id.
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survivor’s death, pass to their issue.'”” In the trust agreement, the client
retains sole power to revoke the trust.'”

Although the above plan seems straightforward and without malice, it
may be subject to a successful claim of fraud on the spouse.'** Why?'*> After
all, the property is subject to the sole management of the client and will
continue to be used for the benefit of the client’s spouse and eventually their
children.'”® Nevertheless, there is a possibility of trouble.'”” Unfortunately,
there are only a handful of cases that concern the use of trusts which, not
surprisingly, offer inconsistent views.'”®

1. No Constructive Fraud Found Where Husband Creates Trust for the
Benefit of His Children: Becknal v. Atwood

Becknal v. Atwood is a fraud on the spouse case in which the husband
put the majority of the community estate into an irrevocable spendthrift trust
for the benefit of his children.'® The trust consisted entirely of the couple’s
real property, it was to terminate in ten years with the remainder passing to
the children, and the wife was named as trustee.””’ In a dispute over title to
some of the property, the trial court held that the wife owned an undivided
one-half interest in the land despite the trust.?’! In its finding of fact and
conclusions of law, the trial court wrote that “the conveyance would be such
an excessive gift of the community estate that it would constitute a
constructive fraud upon the [wife’s] interest in the community estate.”*%*

The court of appeals reversed the trial court’s decision, holding that
neither the evidence nor the pleadings would support a finding of
constructive fraud.*” Given the wife’s active role in the trust as trustee and
her complete failure to produce evidence of “deceit, violation of confidence,
or injury to public interests,” the court reasoned that she failed to carry her
burden of proof for constructive fraud.** This result differs from other
constructive fraud cases in that it seems to place a burden on the spouse to
produce some evidence of fraud.?*

192. 1.

193. Id.

194.  Author’s original thought.
195. Id.

196. Id.

197. Id.

198. Id.

199. Becknal v. Atwood, 518 S.W.2d 593, 595 (Tex. App.—Amarillo 1975, no writ).
200. Id.

201. Id. at596.

202. Id. at597.

203. Id. at 597-98.

204. Id.

205. See id. at 595.
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2. The Illusory Trust Doctrine Is Used to Invalidate Trust: Land v. Marshall

Probably the most important, and arguably the most controversial, case
dealing with the use of trusts funded with community property is Land v.
Marshall *® In that case, the husband created a revocable trust funded by the
entire community estate for the benefit of himself and his wife.?”” Along with
the power to revoke, Mr. Marshall had the power to direct the trustee to sell,
dispose of, or encumber the trust assets and to invade the principal for his
benefit.?® After he died, the trust became irrevocable as to Mrs. Marshall,
and she filed suit to set aside the trust and recover her undivided one-half
interest in the community property.””’

The Texas Supreme Court may have wanted to settle the issue under the
fraud on the spouse doctrine, but because the issue was not raised on appeal,
the court held the trust invalid under the “illusory trust” doctrine.'® The
illusory trust doctrine is a tool courts use to invalidate trusts in which the
grantor retains so much control over the trust property that it is as if they
never gave it away.”!' The doctrine has been developed in a number of
jurisdictions, but this was the first time it had been applied by a Texas
court.”'? The court wrote that, “Marshall had and could exercise every power
over the corpus of the trust after the creation of the trust that he possessed
before its creation. As expressed by respondent, Marshall created a trust, but
nothing happened.”*"?

By deciding Land v. Marshall under the illusory trust doctrine, the court
left open the question of whether a “real” trust, funded with community
property, would withstand an attack of fraud on the spouse.”'* On the one
hand, the court seemed to indicate that a trust funded with community
property would defeat the non-managing spouse’s ability to dispose of their
property at death and would operate as a testamentary disposition that
deprives them of their distributive share.”’® Essentially, this was the
underlying principle which motivated the court to invalidate the trust.?'¢

However, the court also indicated that the managing spouse has the
power to create an infer vivos trust with both halves of the community estate,
so long as the trust is “real rather than illusory, genuine rather than
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colorable.”'” Is the court saying that if Mr. Marshall had made the trust
irrevocable, and had not retained so much power over the trust, that it would
have been valid??'® The court never answers this question, so we are forced
to speculate.*"”

While the creation of a “genuine” irrevocable trust would prevent the
managing spouse from enjoying the benefits of ownership in life, it would
still have the effect of depriving the non-managing spouse of their
distributive share at death.””® An irrevocable trust created by the manager
deprives the non-manager of the ability to dispose of their half of the
community estate at their death.”?! If the non-manager dies first, the manager
will retain the use of the non-manager’s share until the manager dies, when
the remainder passes to their children.?** In addition, the manager, as grantor
and initial trustee, retains some control over the trust property.”?® Although
the manager may be limited to making distributions under a ‘“health,
education, maintenance, and support” standard, the fact that the manager is a
trustee may bring the irrevocable trust under the same scrutiny as the trust in
Land v. Marshall **

D. Fraud on the Spouse Is Not an Independent Cause of Action

Regardless of whether or not the manager has committed fraud on the
non-manager’s community property rights, it is unlikely that the non-
manager would be able to challenge the action on the basis of fraud on the
spouse before dissolution of the marriage.”*> The Texas Supreme Court held
in Schlueter v. Schlueter that there is no recognizable action for fraud on the
spouse outside the division of the marital estate.”?® The wife in Schlueter had
filed for divorce and added a tort claim for fraud on the community.**’ In
reversing the court of appeals, the court quoted Belz v. Belz: “[A] claim of
fraud on the community is a means to an end, either to recover specific
property wrongfully conveyed,...or...to obtain a greater share of the
community estate upon divorce, in order to compensate the wronged spouse
for his or her lost interest in the community estate.””*
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The court held that Mrs. Schlueter was entitled to recover the amount
that her husband depleted from her half of the community property, but that
the appropriate method was through the “just and right” division upon
divorce.*® If the remaining assets of the community estate are insufficient to
compensate the defrauded spouse, the court has the option of awarding a
money judgment against the wrongdoer, but only to the extent of recouping
the value of the defrauded spouse’s lost share.”" The idea is not to punish
the wrongdoer but to put the wronged spouse in the position they would be
in if the community estate had not been depleted.”*’

The result in Schlueter is not surprising given the context of the typical
fraud on the spouse case.”* All of the cases discussed herein took place in
the context of either a divorce proceeding, where the court made a just and
right division, or a probate proceeding, where the surviving spouse
challenged the disposition of community assets.”> None of the cases
involved a challenge based on fraud on the spouse during the marriage; they
all took place at the time of or after dissolution.**

The Fort Worth Court of Appeals was asked to consider punitive
damages assessed against a husband for allegedly committing fraud on the
spouse by purchasing a farm with community funds for the benefit of his
mistress.** In that case, the court cited the Texas Supreme Court’s holding
in Schlueter for the proposition that “there is no independent cause of action
for wrongful disposition by a spouse of community assets.”**® Because the
cause of action is not based on tort, the court held that punitive damages are
not recoverable.”” However, it is important to note that Harper and Schlueter
do not preclude recovery for actual damages based on fraud on the spouse if
the claim is brought within the context of the dissolution of the marriage by
divorce or death.”®

VII. FEDERAL PREEMPTION OF COMMUNITY PROPERTY LAW
A. ERISA Preempts Texas Community Property Law
Despite the well-established legal history of community property in

Texas, when dealing with an employee benefit governed under the Employee
Retirement Income Security Act of 1974 (ERISA), the concept of Texas
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community property law simply does not apply.”® Instead, federal law
preempts Texas community property law, and as a result, a claim of fraud on
the spouse will almost assuredly fail if it involves an employee benefit
governed by ERISA **

ERISA generally governs certain benefits that are granted in the context
of employment.”*! These benefits include qualified retirement plans (such as
401(k) plans) and can also include life insurance if purchased as part of an
employee benefits plan.**? The types of benefits governed by ERISA are
heavily regulated and subject to uniform administration.***

In order to ensure the uniform administration of all ERISA plans across
the country, ERISA preempts any state laws that relate to an employee benefit
plan subject to ERISA.*** The question of whether a state’s laws relate to an
ERISA plan has been an ongoing subject of litigation across the country, with
several cases winding up in the Supreme Court of the United States.*** In
Shaw v. Delta Air Lines, Inc., the Supreme Court held that a state law relates
to an employee benefit plan governed by ERISA if it has (1) a connection
with or (2) a reference to such a plan.>*® While a “reference to” an ERISA
plan is generally clear-cut, a “connection with” an ERISA plan is a much
more ambiguous and complex standard and subject to interpretation, thus
ensuring the continuation of litigation in this area.’*’

It was this precise question that was before the Texas Supreme Court in
Barnett v. Barnett.**® Barnett has all the hallmarks of a typical fraud on the
spouse case.”* During the marriage, the husband’s company purchased a life
insurance policy on his life as part of an employee benefit plan governed by
ERISA, and the husband designated the wife as the beneficiary of this
policy.?° The husband and wife began divorce proceedings, and the husband
removed the wife as the beneficiary of the policy and named his estate
instead.™' At the same time, the husband executed a new will excluding his
wife as a beneficiary and named his mother as executor and principal
beneficiary of his estate (he made some small gifts to his children).*** Prior
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to the resolution of the divorce proceedings, the husband died.”>® The wife
then filed suit against the husband’s mother, asserting a fraud on the spouse
claim against the husband for naming his mother as the beneficiary of the life
insurance policy and seeking to impose a constructive trust on her community
one-half of the life insurance proceeds.”*

Under normal circumstances, this case would likely be easily resolved
in the wife’s favor, considering that the life insurance proceeds constituted a
significant portion of the community estate.>> Unfortunately for the wife, the
life insurance policy was governed by ERISA, and as a result, the normal
rules did not apply.>*

At the Texas First Court of Appeals, the wife was able to persuade the
court that her fraud on the spouse claim was not preempted by ERISA.**” Her
argument was based on the fact that her suit did not directly implicate ERISA
or any administrator of an ERISA plan; rather, she sought recovery from the
estate of her deceased husband and from his mother as executor of the
estate.”>® However, the Texas Supreme Court rejected this argument out of
hand, stating that “where there is a clash between community property rights
and the purposes of ERISA, state-law rights are preempted even though they
were asserted against the beneficiary of an ERISA plan after the plan’s
administrator had paid the benefits to the designated beneficiary.”>’

The court examined several cases involving the conflict between state
laws (and in some cases, community property states) and the federal
preemption of ERISA, noting that the issue had not been decided uniformly
across the country.”®® Ultimately, the court was persuaded by the reasoning
of the United States Supreme Court in Egelhoff v. Egelhoff, which involved
a Washington statute that would have nullified the designation of a former
wife as beneficiary of an ERISA plan upon divorce.”®' In finding that the
Washington statute was preempted by ERISA, the United States Supreme
Court explained that

Requiring ERISA administrators to master the relevant laws of 50 States
and to contend with litigation would undermine the congressional goal of
minimizing their administrative and financial burdens. Differing state
regulations affecting an ERISA plan’s system for processing claims and
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paying benefits impose precisely the burden that ERISA pre-emption was
intended to avoid.?®

In applying the United States Supreme Court’s reasoning in Egelhoff to
the facts of Barnett, the Texas Supreme Court stated: “The state law
embodied in the statute at issue in Egelhoff was far easier for a plan
administrator to discern and follow and far less fact intensive in applying than
the community property law of Texas that gives rise to a claim for
constructive trust.”?®* Ultimately, the court believed that the fraud on the
spouse claim was an assertion against the very nature of the ERISA benefit
itself, thus establishing the required “connection” to the plan and subjecting
the claim to preemption under federal law.***

B. Limits of Preemption

Despite the far-reaching implications of Barnett v. Barnett and Egelhoff
v. Egelhoff, there are, in fact, some limitations to ERISA preemption.’*> In
Egelhoff, the United States Supreme Court held that ERISA preempts a
Washington statute that provides the designation of a spouse as a beneficiary
of a life insurance policy or employee benefit plan is automatically revoked
upon divorce.”®® Texas has a similar statute which was the focus of the Texas
Supreme Court’s analysis in Keen v. Weaver.*"’

In Keen, the husband had designated his wife as a beneficiary in an
ERISA-controlled benefit plan.*®® Subsequently, the husband and wife
divorced, and as a part of the divorce decree, the wife waived any interest she
had in her husband’s employee benefit plans.”®® Before the husband’s death,
the husband failed to modify the beneficiary designation on his plan after the
divorce, and the wife (now former wife) was still named as the beneficiary,
thus claiming the proceeds from the plan.”’’ The husband’s contingent
beneficiaries sued the former wife for the proceeds.*”’

While the court cites Egelhoff for the proposition that ERISA preempts
Texas’s redesignation statute, it distinguishes the facts in Keen from those in
Egelhoff to find that ERISA did not preclude the application of federal
common law to the dispute.?”* The court reasoned that under federal common
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law, the wife effectively waived her interest in her husband’s benefits in the
divorce decree, and the application of this uniform legal standard would not
interfere with ERISA.?” Unlike community property laws, which are unique
to only a handful of states, the federal common law of waiver does not require
a plan administrator to look to a state’s laws to determine the beneficiary of
the plan.”"™

C. Preemption Can Be Avoided Upon Divorce

While the preemption of state redesignation statutes by ERISA is
somewhat muted by the application of the federal common law principle of
waiver, the whole issue of preemption in a divorce context can be avoided
simply by obtaining a Qualified Domestic Relations Order (QDRO) as part
of the divorce proceeding.””” ERISA provides fairly detailed requirements
that allow a divorced spouse to retain certain rights (or give up all rights
completely) in an ERISA-governed employee benefits plan through a
court-issued QDRO.?"® If effective, the beneficiary designated in the QDRO
will override any beneficiary designated in the original plan, thus avoiding
the problem of a spouse’s failure to change a beneficiary designation after a
divorce.?’” If fraud on the spouse is alleged in a divorce context, the divorce
court can simply award the non-manager spouse a larger share of the
community estate, which may include being designated as beneficiary of
certain employee benefits as provided in a QDRO.*"

VIII. CONCLUDING THOUGHTS

The foregoing represents only a portion of numerous issues that exist at
the crossroads of estate planning and marital property law in Texas.””” The
concepts of community and separate property permeate virtually every facet
of estate planning, and it is incumbent on every Texas estate planner to tread
carefully when representing a married couple.”® Good luck!**!
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