I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

I N RE: ) | n Proceedi ngs
) Under Chapter 7
ST. JOSEPH S HOSPI TAL, )
) No. BK 89-50583
)
Debt or . )

OPI NI ON

At issue in this case is whether the debtor's interest under a
testamentary trust, which contains a "spendthrift"” provision
shielding the debtor's beneficial interest fromthe clains of
creditors and restricting alienation, constitutes property of the
debtor's bankruptcy estate under 11 U S.C. 8§ 541. Marine Bank of
Springfield, trustee of the testanentary trust, has filed a notion
for relief fromstay, arguing that the beneficial interest of the
debtor, St. Joseph's Hospital, is excluded from property of the
estate under 8§ 541(c)(2), which excepts a debtor's interest that is
subject to a valid spendthrift trust.! Stephen Mdttaz, trustee of
t he debtor's bankruptcy estate, opposes the Bank's notion on grounds
that the spendthrift trust provision is unenforceabl e agai nst the

debtor. Mttaz argues that spendthrift provisions are

Thi s subsection provides, with regard to property of the
est at e:

(2) A restriction on the transfer of a
beneficial interest of the debtor in a trust
that is enforceabl e under applicable
nonbankruptcy law is enforceable in a case
under this title.

11 U. S. C. § 541 (c) (2)



i napplicable to corporate beneficiaries such as the debtor. He
further asserts that the debtor took its interest, not under the
testator's will, but under a famly settlenent agreenent signed by
the trust beneficiaries, which renders the spendthrift provision
invalid as having been created by the beneficiaries thenselves.
Mottaz contends, therefore, that the debtor's beneficial interest
under the trust is property of the debtor's bankruptcy estate and
that the Bank's notion for relief fromstay should be deni ed.

The debtor, St. Joseph's Hospital, is a not-for-profit

corporation organi zed pursuant to Illinois statute. See Ill. Rev.
Stat., ch. 32, 9101.01 et seq. 2 While the debtor still exists as a

corporate entity and has not been dissolved, it has ceased operations
as a hospital. On Septenber 29, 1989, the debtor filed a Chapter 7
petition for relief under the Bankruptcy Code.

The facts concerning creation of the debtor's interest in the
testamentary trust are undi sputed. On April 11, 1960, the testator,
WIlliam M|l en Duncan, died, leaving a will which was duly adm tted
to probate on June 1, 1960. Clause 22 of the will created a trust of
the testator's residuary estate. The trust property was to be
divided into two equal parts and adm nistered for the benefit of two
separate groups of beneficiaries. Clause 22 naned the debtor as a
beneficiary of Part | of the trust and provided for distribution of

the trust incone as foll ows:

2The Illinois Not For Profit Corporation Act was fornerly found
inlll. Rev. Stat., ch. 32, { 163a et seq., effective July 17, 1943.

The present Act becane effective January 1, 1987.



Part | shall be held in trust and the
income therefrompaid to the foll ow ng persons
in the proportion to be derived from one-half
of the property included in said general
residuary trust:

1/8 to Elizabeth Duncan MCui stion, ny niece
1/8 to John Duncan, Jr., my nephew

1/8 to James MNeil Duncan, my nephew

1/8 to Sarah Duncan Rodgers, ny niece

1/8 to Alton Menorial Hospital, Alton, Illinois
1/8 to St. Joseph's Hospital, Alton,

I1linois

1/8 to St. Anthony's Infirmary, Alton,

I1linois

1/16 to First Presbyterian Church, Alton,

I1linois, as a nenorial to ny famly

1/32 to Salvation Army, Alton, Illinois

1/32 to Alton City Cenetery, for upkeep
Cl ause 22 further provided that upon the death of any of the
i ndi vi dual s naned as beneficiariesinPart I, the portion of i ncone
t hat woul d have been pai d hi mor her be equal | y di vi ded anong t he heirs
of the deceased beneficiary. Finally, Clause 22 contained the
foll owing spendthrift provision:

Nei t her the principal nor the incone of any trust

estate herein created shall be liable for the

debt s of any beneficiary thereof, nor shall the

sane be subj ect to sei zure by any creditor of any

beneficiary under any wit or proceedi ng at | aw

or inequity, and no beneficiary shall have any

power to sell, assign, transfer, encunber or in

any ot her manner di spose of any interest in said

trust estate.

Cl ause 23 of thewi |l provided for termnation of thetrust at the
expiration of twenty years after the death of each of the personal
beneficiaries, "at which tine the property held by the trustees . .
shal | be dividedin accordance with the interest of each as set out in

said trust, and shall be paid or transferred in kind to the



beneficiaries. . . ." (Enphasis added.) Inacodicil tothewllI,

the testator attenptedto clarify O ause 23 concerning di stribution of
trust property uponterm nation, statingthat property held by the

trustees woul d be paidor transferred "to the heirs of each [of the

beneficiaries] . . . ." (Enphasis added.)

Fol | owi ng adm ssion of thew || to probate, alawsuit was fil ed
seeki ng construction of thewi Il andits codicils. Inorder tosettle
the litigation, the trust beneficiaries entered into a famly
settl enent agreenent. The purpose of the agreenent was t o determ ne
when the trust wouldterm nate and the interests to be taken by the
trust beneficiaries under thewll. The parties specifically stated
t hat they wi shed to resol ve these uncertaintiesinaway "consonant
withthetrueintent of WIliamM I | en Duncan"” w t hout expensi ve and
time-consumng litigation. The agreenent further providedthat each
party "hereby releases any . . . right heand. . . persons claimng.

under hi mm ght have by virtue of the (will and codicils] to share
intheresiduary trust property . . . , except as provided for by this
Agr eenent "

The fam |y sett| enent agreenent set forth that the resi due of the
Duncan estate woul d be heldintwo separate trusts, designated as the
WIlliamM Il en Duncan Trust No. 1 and the WIlliamM I | en Duncan Trust
No. 2, and specifiedthat thetrusts wouldterm nate twenty years after
t he death of the nanmed individual beneficiaries. The agreenent
provi ded t hat the i ncome fromTrust No. 1 woul d be di vi ded anong t en

beneficiaries, includingthe debtor, as set forthin C ause 22 of the

will and in the proportions there stated. The agreenent further
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provi ded t hat after the death of the individual beneficiaries, the
principal would be distributed to the heirs of the personal
beneficiaries andtotheinstitutionsinthe same proportions as the
i ncome was distributed. Finally, the agreenment contai ned a spendt hrift
provision as found in the testator's will:

4. Nei t her the principal nor theinconme from
either of thetwo trusts set forth herein shall

be liable for the debts of any beneficiary
her eof, nor shall the sane be subject to seizure
by any creditor of any beneficiary under any
writ, or proceeding at lawor inequity, and no
beneficiary shall have any power to sel |, assign,

transfer, encunber or i n any ot her manner di spose
of any interest insaidtrust estateuntil said
interest shall be delivered to him

On July 13, 1971, an order was entered in state court approving
the settl enent agreenent as executed by the trust beneficiaries. The
court found that

a sufficient doubt exists as to the proper
construction of Articles Twenty-Second and
Twenty-Third of the WII of WIliamM I 1| en Duncan
inrespect tothe date of the trust term nati on,

who t he heirs are of the personal beneficiaries,

whet her the i nterest of the heirs is contingent

upon surviving the date of the trust term nation
or vested upon the death of the personal

benefici ari es, and whet her or not the i nconme from
the second part of the trust should be
di stributed during the period after the deat h of

t he personal beneficiariestothe date of trust

term nation, all of whichwarrants the parties
taking thereunder to enter into a Famly
Settl ement Agreenment. Said Fam |y Settl enent

Agr eenent does not alter the provi sions of the
WII.

(Enmphasi s added.) The court further found that the "rights of any and
all partiestotake under the Twenty-Second. . . and the Twenty-Third

cl ause of the decedent's Last WII| are as set forthinthe Famly



Settl ement Agreenent." The court directed that the provisions of the
fam ly settl enent agreenment be carried out by the Mari ne Bank of
Springfield, as trustee, under the supervision of the court and
specifically retainedjurisdictionof the cause for purposes of such
supervi si on
Fol | owi ng t he debt or's bankruptcy, the Bank filed the i nstant
notion for relief fromstay sothat it m ght obtaindirectioninstate
court under the doctrine of cy pres concerni ng the proper di sposition
of the debtor's interest inthetrust nowthat the debtor i s nolonger
operated as a charitableinstitution.® The Bank argues that such reli ef
is warranted because the debtor's interest is subject to a valid
spendthrift provisionrestrictingtransfer andis thus excluded from
property of the debtor's bankruptcy estate. 11 U S.C. 8§ 541(c)(2).
The trustee in bankruptcy counters that the spendthrift
[imtations of thetestator's will are ineffective to exclude the
debtor's interest fromproperty of the estate because a corporation
cannot be the beneficiary of atraditional spendthrift trust. The
t rust ee points out that spendthrift trusts are normally created with
t he vi ewof providing afund for the mai nt enance and support of anot her
and, at the same tinme, securingthe fund agai nst t he beneficiary's own

i nprovidence or incapacity for self-protection. Wagner v. Wagner, 244

3Under Illinois law, the equitable doctrine of cy pres applies
when a settlor's charitable purpose becones inpossible, inpractical,
or otherw se incapable of being fulfilled. Rather than allow the
trust to fail, the court will direct the application of trust
property to sonme charitable purpose which falls within the genera
charitable intention of the settlor. See Riverton Area Fire
Protection Dist. v. Riverton Volunteer Fire Dept., 208 Ill. App. 3d
944, 566 N.E.2d 1015 (1991).




I11. 101, 111, 91 N.E. 66, 69 (1910); Von Kesler v. Scully, 267 111.

App. 495, 503 (1937). As such, spendthrift provisions areintendedto
benefit soneone for whomthe settlor of the trust has a speci al
relationshipor affinity. Thetrustee argues that a settlor woul d not
have t he sanme affection for acorporationandthat, if thetestator
here had wi shed to put arestrictiononhis gift to the debtor, he
coul d sinply have included arestrictionfor a particul ar purpose al ong
with a reverter or forfeiture clause.

The parties cite no authority, and the Court has f ound none, t hat
specifically addresses whether a bequest to a not-for-profit
corporation such as the debtor can be subject to spendthrift trust
provisions restricting alienation and shi el di ng the beneficial interest
fromcreditors. Illinois courts havelongrecognizedthe validity of
spendthrift limtations and have enforced themon the theory that a
donor may di spose of his property as he seesfit, withtheright to
choose t he obj ect of his bounty and protect the gift fromcreditors of

t he donee. See Von Kesler v. Scully, at 503-505. Whil e spendthrift

trusts are nost generally createdin favor of fam |y nenbers or ot her
i ndi vi dual s for whomthe settlor feels solicitude, it i s not necessary
t hat the beneficiary be denom nated a "spendthrift” inthew Il or
trust document or even that the beneficiary have a particul ar

relationshiptothe settlor. Wagner v. Wagner, 244 11l. at 111, 91

N.E. at 70. The enforceability of spendthrift |imtations derives, not
fromthe character or identity of the beneficiary, but, rather, from
the settlor'sabilitytoconditionhis gift and post pone enj oynent or

possessi on of the gift. Wgner, 244 11|. at 111, 114, 91 N.E at 70-71.
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As a corporation organi zed under the Illinois Not For Profit
Cor poration Act, the debtor here has the capacity to hol d property and
to be the beneficiary of thetrust created by thetestator. Seelll.
Rev. Stat., ch. 32, 1 103.10(d) (1989). Spendthrift provisionsinthe
trust which prevent the debtor or its creditors fromobtainingthe
present benefit of trust inconme and principal tobepaidinthe future
shoul d not be i nvalidated nmerely onthe basis of the debtor's identity
or status as a corporation. Rather, it is the policy of Illinois
courtstogiveeffect toatestator'sintent where possible, andif it
appears froma consi derationof thew |l that thetestator i ntendedto
pl ace his gi ft beyond the reach of creditors and restrict alienation of
the beneficial interest, thislimtationw || be enforcedto the extent
permtted by | aw. SeeWagner, 244 111. at 111, 114, 91 N. E. at 70-71.
The bankruptcy trustee, while noting that spendthrift limtations are
normal 'y i mposed i n t he case of individual beneficiaries, has cited no
policy or rule of law that would be violated by enforcenent of
spendt hri ft provisions invol ving corporate beneficiaries such as the
debtor. Accordingly, thelimtation here should be given effect as

i ntended by the testator.?

“The Court finds no merit in the trustee's assertion that the
Il1linois statute concerning a judgnment debtor as beneficiary of a
spendthrift trust (Ill. Rev. Stat., ch. 110, T 2-1403) requires that
such beneficiary be an individual and not a corporation. Section 2-
1403 provides in pertinent part:

No court . . . shall order the satisfaction of
a judgnment out of any property held in trust
for the judgnment debtor if such trust has, in
good faith, been created by, or the fund so
held in trust has proceeded from a person
other than the judgnment debtor.
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The use of spendthrift provisionstorestrict thetestator's gift
to the debtor, while unusual due to the debtor's status as a
corporation, may be anal ogi zed to t he common practiceof [imtinggifts
to charitable corporations generally. Agift to an incorporated
institution founded and conducted as acharity is presunedto be for a

charit abl e purpose wi thout its being expressly so stated. Di ckenson v.

City of Anna, 310 111. 222, 231, 141 N. E. 754, 757 (1923). Sincethe

obj ect of such gifts is to sustain the charitable or religious
institution and perpetuateits charitable work, it isthe very nature
of contributionstocharitable corporationstorestrict alienation of

t he donat ed property and withdrawit fromcircul ation. St. Joseph's

Hospialalv. Bennett, 281 N. Y. 115, 119, 22 N. E. 2d 305, 307 (1939); see

Di ckenson v. City of Anna, 310 Ill. at 230-31, 141 N. E. at 757.

| ndeed, giftstocharities constitute an exceptionto rules agai nst
restraint of alienation, including the common | aw rul e agai nst

perpetuities.® |d.

(Enmphasi s added). Section 2-1403 codifies the common | aw requirenent
that a spendthrift trust not be self-settled and is concerned with
who may be the settlor of the trust, not with who is a proper
beneficiary. The construction urged by the trustee--that "person

ot her than the judgnent debtor"” neans a beneficiary nust be a natural
person--reads too nuch into the statute and nust be rejected.

5'n the case of private trusts that are not for a charitable
pur pose, the rul e against perpetuities applies to limt the period
during which vesting of property interests may be postponed (21 years
plus lives in being). See Ill. Rev. Stat., ch. 30, T 195; 29 IIl1l. L.
& Prac., Perpetuities, 8 13 (1957). The rul e against perpetuities,
like rules of |law avoiding restraints on alienation generally, is
concerned with preserving the fluidity of property. 29 IIl. L. &
Prac., Perpetuities, 8§ 3, at 547.




The testator inD ckensonv. City of Anna, |li ke the testator here,

devi sed property to acharitableinstitutionw th a provisionthat the
property was not to be alienated or encunbered i n any way. The court
found t hese restrictions agai nst ali enati on and encunbrances to be
val i d and uphel d t hemas consonant wi th established princi pl es of | aw.

Di ckenson, 310 111. at 230, 141 N E. at 757. Likew se, inStubbl efi el d

v. Peopl es Bank of Bl oonmi ngton, 406 111. 374, 94 N E. 2d 127 (1950), the

I11inois suprene court upheldagift toa charitabl e corporation under
atrust whichrestricted alienationand|imtedthe extent to which
trust income could be used for other than charitabl e purposes.

By anal ogy t o t heDi ckenson and Stubbl efi el d cases, thetestator's

charitable gift tothe debtor corporation shoul d be sustai ned despite
the restriction agai nst alienation and encunbrances i nposed by reason
of the spendthrift clause of thewi|ll. The testator inthe present
case, rather than specifying that trust i ncome was to be used for
charitabl e purposes or providing for forfeiture or reversionif funds
wer e not so used, effectivelylimted the extent to which his gift
could be dissipated by creditors' clainms by the inclusion of
spendt hri ft | anguage restricting access to future i ncorme and pri nci pal

of the trust.® Because of the debtor's status as a charitable

The Court notes that trust inconme, once distributed to the
debt or beneficiary under the ternms of the trust, could be used for
any purpose including the paynent of debts. Spendthrift trust
provi sions affect only the beneficiary's right to obtain trust
benefits in the future, and trust paynents already received by the
beneficiary may be transferred to creditors or seized for the
collection of creditors' clains. See G Bogert, Trusts and Trustees,
§ 221, at 375 (1979).
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corporation, thetestator's gift is presunedto be for acharitable
pur pose, and the spendthrift provisionrestricting alienation and
encumnmbr ances shoul d be uphel d as tantanount totherestrictions on

gifts for a charitable purpose found in Dickenson and Stubbl efi

el d.

The bankruptcy trustee asserts that the statutory provisions
governi ng di ssol ution of not for profit corporations shoul d apply here
to require the paynent of all clains against the debtor through
di stribution of the debtor's assets, thus vitiatingthe spendthrift
provisionof thetestator'sw ll. Thetrustee's argunent is flawed,
however, as it presunes the matter inissue. Wile assets of anot for
profit corporationareto be distributedfor the paynent of debts upon
di ssolution (seelll. Rev. Stat., ch. 32, §Y 112.05, 112.16), the
debtor's interest infuture trust incone and principal is not an asset
of the corporationto bedistributedtocreditorsif the spendthrift
provi sion precludes the debtor's access to it. The dissolution
provisions cited by the trustee, evenif applicabl e, have no rel evance
to what constitutes an asset of the debtor corporation and do not
affect the validity of the spendthrift limtations inposedinthe
testator's will.

The Court, finding no prohibition against enforcenent of
spendthrift trust limtations regarding a gift toanot for profit
corporation, rejectsthe first prong of the trustee's argunent that the
spendthrift clause is invalid due to the debtor's status as a
corporation. The trustee argues further that the spendthrift trust is
i nval i d as havi ng been sel f-settl ed because the debtor's rights derive

not fromthetestator's wll but fromthe famly settl enent agreenent
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whi ch was si gned by t he debtor as beneficiary. The trustee asserts
that the famly settl enent agreenment superseded the will and t hat
i nclusion of a spendthrift provision in the trust created by the
beneficiaries renders the spendthrift trust l[imtation void.

The Il linois supreme court inAlteneier v. Harris, 403111. 345,

86 N. E.2d 229 (1949), recognized the famly settlenent doctrine
al | owi ng settl enent of di sputes under awill in order to avoid costly
and time-consumng litigationanong famly nmenbers. The court stated,
however, that t he obj ect and purpose of atrust created by the will
must be acconpli shed by such agreenent and t hat a spendthrift trust
containedinthetestator's will coul d not be destroyed or term nated
by the unani mous consent of the beneficiaries. The settlenent
agreenment inAlteneier conpletely abrogated a spendthrift clause for
t he support of the testator's grandchildren. The court, while
ultimately deci ding the case on ot her grounds, foundthat thetrial
court shoul d not have approved a settl enment agreenent that el i m nat ed
the spendthrift trust limtationinposedbythetestator. See al so

Breault v. Feigenholtz, 358 F.2d 39 (7th Cir. 1966): fam |y settl enment

agreenment cannot dissolve spendthrift clause in a will.

In the present case, the settlenment agreement contains a
spendthrift provision that is virtually identical to that in the
testator'swill. It is apparent fromAlteneier and cases followingits
rationale that it was necessary to include such a clause in the

settl enent agreenent in order to conply withthe requirenments for court

approval of the agreenent. . Thorne v. Continental National Bank &

Trust Co., 18 Ill. App. 2d 163, 151 N.E. 2d 398 (1958): famly
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settl ement agreenent approved in which spendthrift clauses of will
remai ned intact. The beneficiaries of thetrust hereenteredintothe
fam |y settl ement agreenent inorder toresol ve di sputes concerni ng
when t he trust was to term nate and howthe trust principal shoul d be
di stri buted upon term nati on. The beneficiaries nade no attenpt to
alter the spendthrift provisionof thew Il but nerelyreiteratedthe
[imtations which the testator hinself had placed on his gift.

This case i s unli ke Sout hwest Nati onal Bank v. Sowers, 1 Kan.

App. 2d 675, 574 P.2d 224 (1977), in which the court found a
spendthrift provision in a famly settlement agreenment to be
unenf or ceabl e as havi ng been created by t he beneficiari es where the
testator's will evidenced nointent to place spendthrift limtations on
his gift. InSowers, one of thetestator's sons, who was a beneficiary
of the testanmentary trust, assigned hisinterest inhis father's estate
to various creditors. Subsequently, aw Il construction suit was
filed, and the parties enteredintoafamly settl ement agreenment
terminating the litigation. The settl ement agreenment, unlike the
testator's will, contained a spendthrift trust provision precludingthe
benefici ari es fromanti ci pati ng or di sposi ng of any i nterest under the
trust.

The Sower s court, upon appeal, invalidatedthe spendthrift trust
provi si on and uphel d t he son' s assi gnnent of his beneficial interest to
creditors. The court observed that thew Il "contai ned no | anguage
i ndi cating or suggestingthat the beneficiaries of thetrust coul d not
alienate their shares or that their shares were not subject tothe

clains of their creditors."” Sowers, 574 P.2d at 228. Since the
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testator had evidenced nointent tocreate aspendthrift trust, the
benefici ari es were precluded fromt hensel ves inposinglimtstoshield
their interest fromcreditors.

In this case, both the gift to the beneficiaries and the
l[limtations onthis gift were created by the testator. The famly
settl ement agreenent, rather than elimnating the spendthrift clause of
thew Il, gave full effect tothetestator's intent by includingthis
provisioninthe famly settl enent agreenent. To argue, as the trustee
does, that the settl enent agreenment negated the spendthrift trust
provi sion of thew || and substituted a newspendthrift provisionisto
el evate formover substance and i gnore the effect of the agreenent as
i npl ementing the provisions of the will.

The trustee points out that the state court, in approving the
settl enent agreenment, specifiedthat therights of parties taking under
the will were as set forth in the agreenent. However, the
beneficiaries didnot, by virtue of the settl enment agreenent, set aside
the will and create newrights for thensel ves. Rather, the court
explicitly statedthat the famly settl ement agreenent "does not alter

the provisions of thewill.” Thewll itself i nposed the spendthrift
limtationonthetestator's gift, and the settl enent agreenent nerely
restatedthislimtationinorder togiveeffect tothetestator's
i ntent.

For the reasons stated, the Court finds that the spendthrift
cl ause shielding the debtor'sinterest inthetestanmentary trust from

creditorsis validand nust be given effect inthe debtor's bankruptcy

proceedi ng. The debtor's beneficial interest inthetrust i s excluded

14



fromproperty of the estate pursuant to 8 541(c)(2), and t he Bank may
file whatever proceedings it deens necessary in state court w thout
regard to the automatic stay of 8 362. The Court, accordingly,
di sm sses the Bank' s notion for relief fromstay as noot and | i kew se

overrul es the bankruptcy trustee's objection to this notion as noot.

/sl Kenneth J. Meyers
U. S. BANKRUPTCY COURT

ENTERED: Novenmber 14, 1991
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