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INTRODUCTION

Any state that repeals its rule against perpetuities (“RAP”)
has to reckon with two federal tax terrors: the Treasury's
effective-date regulations for application of the generation
skipping transfer (‘GST”) tax' and the so-called “Delaware
tax trap.”> Delaware addressed the latter terror, its namesake,
belatedly, enacting its statutory anti-Delaware-tax-trap pro-
vision, Title 25 section 504 of the Delaware Code, in July of
2000, five years after the state’s RAP had been repealed with
respect to personal property held in trust.” The argument of
this article is that, with respect to personal property held in
trust, section 504 is useless: with respect to such property, the
section completely fails to disarm the Delaware tax trap for
want of a finite perpetuities testing period. To make that ar-
gument, we shall have to say a good deal, not only about the
Delaware tax trap, but also about the particular case in which
a state, like Delaware, thar antecedently lacks a rule against
suspension of absolute ownership or the power of alienation
eschews (like Delaware) to invent such a rule pursuant to
perpetuities reform. * For that reason, it will be instructive
to compare Delaware’s post-RAP-reform anti-Delaware-tax-
trap provision (section 504) with the post-RAP-reform anti-
Delaware-tax-trap provision recently enacted in Michigan.
But first, we shall examine the “trap.”

THE DeLawaRE Tax TRaP

“Delaware tax trap” (“Trap”) is the colloquial name for Inter-
nal Revenue Code section 2041(a)(3) and its gift tax coun-
terpart, Code section 2514(d), which provide that assets sub-
ject to a power of appointment (“First Power”) are included
in the power holders (“H’s”) transfer tax base (gift tax base
or gross estate depending on whether the triggering exercise
of the power is testamentary) if the holder

exercises the power...by creating another power

of appointment which under the applicable local

law can be validly exercised so as to postpone the

vesting of [interests in the assets], or suspend the

absolute ownership or power of alienation of such

(assets], for a period ascertainable without regard to

the date of creation of the first power.*

Though the code is not explicit on the point, legislative his-
tory indicates the Trap was not intended to apply to purely

fiduciary powers of appointment, such as a trustee’s discre-
tionary power to invade principal.”

The postponement of vesting is the conceptual province of
all forms of RAP, whereas suspension of absolute ownership
or the power of alienation is the province of a conceptually
distinct group of rules potentially affecting the duration of
trusts.® Vesting is irrelevant to rules against the suspension of
absolute ownership or the power of alienation, under which a
suspension occurs when there is no person or group of persons
living who can convey absolute ownership of the property in
question (as when trust principal is directed to someone yet
unknown or unborn).? These rules are violated when such a
suspension may last longer than the length of time allowable
under statute, a period often similar to the common law RAP’s
testing period of a life in being plus 21 years."

Although the Trap refers to postponement of vesting and
suspension of absolute ownership or the power of alienation
in the disjunctive, it has been judicially interpreted such that
the Trap is sprung {that is, causes inclusion in the relevant
transfer tax base) only if under the applicable local law both
the period during which vesting may be postponed by exer-
cise of the second power of appointment (“Second Power”)
(the power created by H's exercise of the First Power) and
the period during which absolute ownership or the power
of alienation may be suspended by exercise of the Second
Power can be ascertained without regard to the date of the
First Power’s creation.'' So, in a jurisdiction without a RAD,
a rule against suspension of absolute ownership or the power
of alienation may prevent the Trap from being sprung (if
the instrument creating the Second Power—by exercising
the first—does not itself avert the Trap—by effectively plac-
ing one of the relevant limitations on exercise of the Second
Power). And, contrariwise, in a jurisdiction without a rule
against suspension of absolute ownership or the power of
alienation, a RAP may disarm the Trap.

DEeLAWARE'S ANTI-DELAWARE-TaX-TrAP PROVISION

Delaware repealed its RAP for personal property held in
trust in 1995.'2 The state had previously been an economic
leader in trust banking, offering (among other things) a per-
petuities testing period of 110 years, which had once been
the longest testing period in the nation.'* But by the time
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the Delaware repeal legislation was proposed, several states
had done away with their RAPs altogether.'* The legislative
synopsis speaks of “Delaware’s continued vigilance in main-
taining its role as a leading jurisdiction for the formation of
capital and the conduct of trust business.”'* Therefore, the
legislature amended Title 25 section 503 to exempt personal
property held in trust from all RAP-like rules:'® “no interest
created in personal property held in trust shall be void by
reason of any rule, whether the common-law rule against
perpetuities, any common-law rule limiting the duration of

noncharitable purpose trusts, or otherwise.”"”

Repeal of Delaware’s RAP did not actually increase the risk
of anyone’s inadvertently springing the Delaware tax trap in
Delaware. That risk was already as high as it could be owing to
(1) the absence of any rule against suspension of absolute own-
ership or the power of alienation for property affected by the
repeal”® and (2) the peculiarity under Delaware law that the
period for which exercise of a nongeneral power of appoint-
ment could postpone vesting of a future interest was measured
from the time the power was exercised, not from the time the
power was created.”” So, even before RAP reform, Delaware
law entailed that any exercise of a Delaware nonfiduciary, non-
general power of appointment that created another nonfidu-
ciary power (of any kind) would cause the Trap to include as-
sets subject to the Second Power in the transfer tax base of the
holder of the First Power. This made nonfiduciary, nongeneral
powers over tax advantaged trusts in Delaware—trusts appli-
cable-exclusion-amount sheltered, GST-exemption sheltered
or GST tax exempt—very dangerous for transfer tax purposes.

Delaware attorneys were presumably familiar with that dan-
ger and accustomed to drafting around it, but in the spirit
of making Delaware’s jurisdiction friendlier to dynasty crust
enthusiasts resident in other states, the legislature eventually
attempted a statutory solution to the problem of inadver-
tent Trap springing by the exercise of what would otherwise
be nontaxable powers. In July 2000, the legislature enacted
Delaware Senate Bill 313, noting, apropos of the Trap, that
a donee of a power of appointment might inadvertently in-
cur federal transfer tax if she happens to be unaware of the
“somewhat obscure provisions” of the Trap.*® The upshor was
Title 25 section 504, providing with respect to nongeneral
powers over trusts that are GST tax exempt or GST-exemp-
tion sheltered, that any Second Power for purposes of the
Trap “shall, for purposes of any rule of law against perpe-
tuities...be deemed to have been created ar the time of the

creation of...the first power.””!

THE ProsLEM AND A COMPREHENDING SOLUTION FOR
COMPARISON '

No doubt section 504 has its intended effect with respect
to real property held in trust, for Delaware’s RAP reform
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lefc real property subject to a 110-year perpetuities testing
period.”? The problem is that, post RAP reform, there s no
perpetuities testing period in Delaware for personal property
held in crust.” This is a problem because, without a finite
testing period, the relating back, for purposes of any RAP, of
a Second Power to the time of the First Power’s creation is
irrelevant to the Trap.2* By focusing on relating nongeneral
powers back in this way, section 504 neutralizes the peculiar-
ity under Delaware law that, prior to RAP reform, had made
Delaware nongeneral powers of appointment especially li-
able to inadvertent Trap springing.”® But what Delaware’s
legislacure evidently did not comprehend is that in the ab-
sence of the peculiarity under Delaware law that section 504
amends, RAP reform itself increases the risk of inadvertent
Trap springing. This risk informed the recent RAP reform
in Michigan, where the period for which exercise of a non-
general power can postpone vesting of a future interest is
regularly measured from the time of the power’s creation.”®

Michigan’s Recent Experience

Michigan is the state that has most recently repealed or
modified its RAP, In May of 2008, the Michigan legislature
enacted the Personal Property Trust Perpetuities Act.” The
confluence of that act and an ancillary set of amendments to
Michigan’s uniform statutory rule against perpetuities (“USs-
RAP”)® generally makes the RAP and all similar rules affect-
ing the duration of trusts inapplicable under Michigan law™
with respect to personal property® held in trusts that are re-
vocable on, or created after, May 28, 2008.%' But the new
Michigan acts provide a narrow exception to this broad ex-
emption: whenever a nonfiduciary, nongeneral power of ap-
pointment over personal property held in trust (First Power)
is exercised so as to subject property to, or to create, another
nonfiduciary power of appointment other than a presently
exercisable general power (Second Power), the period during
which exercise of the Second Power may postpone the vest-
ing of a future interest in the property is determined under a
modified USRAP by reference to the date the Firsc Power was
created.” This is Michigan’s post-RAP-reform anti-Delaware-
tax-trap provision. (The RAP-applicabiliy Howchart in the
Appendix schematically locates this anti-Delaware-tax-trap
exception among other circumstances in which Michigan’s
USRAP applies to property subject to Michigan law after the

new reform acts effective date.)
The Situation in Michigan Prior to RAP Reform

Michigan has not had a rule against suspension of absolute
ownership or the power of alienation with respect to land
since 1949 and has never had such a rule with respect to
personal property.™ So, prior to the new Michigan acts, when
a nonfiduciary, nongeneral power of appointment subject to
Michigan law was exercised so as to create a Second Power,
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and the instrument creating the Second Power did not itself
avert the Trap (by effectively placing one of the relevant limi-
tations on exercise of the Second Power), the Trap analysis
focused on the RAP—the USRAP since 1988.% Again, the
question was whether the Second Power could validly be ex-
ercised to postpone vesting for a period ascertainable with-
out regard to the date of the First Power's creation.™

Prior to the new acts, Michigan law provided that in the case
of any power other than a presently exercisable general power,
the maximum period for which exercise of the power could
postpone vesting of a future interest was measured from the
time the power was created; in the case of a presently exercis-
able general power, the period was measured from the time
the power was exercised.” So, if H had a nonfiduciary, spe-
cial, testamentary power of appointment (First Power) over
a trust subject to Michigan law and H exercised her power
by creating a second nonfiduciary, special power (or a tes-
tamentary general power) (Second Power), then even if the
instrument creating the Second Power did not itself avert the
Trap (by effectively placing one of the relevant limitations on
exercise of the Second Power), the Trap did not include the
trust in Hs gross estate, because any exercise of the Second
Power would be subject to a vesting period reckoned from
the creation of the First Power. If, on the other hand, H ex-
ercised her power by creating a presently exercisable general
power over the trust,” the Trap 4id include the trust in Hs
gross estate, because any exercise of the general power would
begin a new vesting period, one reckoned from the date of
the exercise, not the creation, of H's power.

What Would Have Been Wrong with
Simple RAP Repeal?

RAP repeal was obviously liable to change the analysis re-
garding the Trap in Michigan. Without a rule against sus-
pension of absolute ownership or the power of alienation,”
the absence of a RAP for personal property held in trust
would have meant that any Second Power H might create
in the hypothetical described above (to the extent the power
governed personal property held in trust) could postpone
vesting for a period withour end, a period that would there-
fore be “ascertainable,” if at all, “without regard to the date
of creation of [Hs] power.”* That would have meant that
anytime a nonfiduciary, nongeneral power of appointment
was exercised so as to create another nonfiduciary power (of
any kind), the Trap would have caused assets subject to the
Second Power to be included in the transfer tax base of the
holder of the First Power. And hat would have made nonfi-
duciary, nongeneral powers over personal property held in
tax advantaged trusts in Michigan—trusts applicable-exclu-
sion-amount sheltered, GST-exemption sheltered or GST
tax exempt—very dangerous for transfer tax purposes.

DELAWARE’S “SOLUTION”

Simple RAP repeal would have made such powers danger-
ous, that is, /fthe Trap is properly read as raising the question
whether, under applicable local law, the Second Power can be
exercised so as to postpone vesting, or suspend absolute own-
ership or the power of alienation, for a period from the date of
the Second Power’s exercise that is ascertainable without regard
to the date of creation of the First Power. This is surely the
most natural reading of the Trap's language, but it is a read-
ing Delaware’s legislature has either missed or ignored, for, as
we have seen,” in dealing with the problem of inadvertent
Trap springing, Delaware—which, like Michigan, is without
a rule against suspension of absolute ownership or the power
of alienation for property affected by its RAP repeal**—evi-
dently thought it sufficient to provide that the Second Power
“shall, for purposes of any rule of law against perpetuities...
be deemed to have been created at the time of the creation
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of...the first power.

Again, the result is that in Delaware, exercise of a Second
Power over personal property held in trust relates back to the
date of the creation of the First Power for purposes of RAP-
like rules. But, again, there is no RAP-like rule for personal
property held in trust in Delaware! So, how is the relation
back to the creation of the First Power supposed to avoid the
Trap? After all, the Second Power can be exercised so as to
postpone the vesting of interests in personal property held in
trust forever, and the period that runs forever from the date of
the Second Power’s exercise is certainly “ascertainable,” if at all,
without regard to the date of creation of the First Power—
and, therefore, the Trap is sprung!

Of course, it is trivially true that the period that runs forever
from the date of the First Power’s creation is “ascertainable,”
if at all, only with regard to the date of the First Power’s
creation. Burt a reading of the Trap that would make that
point relevant would also make the Trap irrelevant, for if the
question were whether under applicable local law, the Sec-
ond Power can be exercised to postpone vesting for a period
from the date of the First Power’s creation that is ascertain-
able without regard to the date of creation of the First Power,
the Trap could not possibly be sprung—ever, under any cir-
cumstance. That proves too much!

CONCLUSION

What is wanted, if the Trap is to be avoided, is the specifica-
tion of a period during which vesting may be postponed, or
absolute ownership or the power of alienation suspended,
that begins on the date of the Second Power’s exercise and
ends on a date that cannot be ascertained without regard to
the date of creation of the First Power. Such a period must
be finite. This is why RAP repeal in a state withour a rule
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against suspension of absolute ownership or the power of
alienarion is liable ro make nonfiduciary, nongeneral powers
dangerous for transfer tax purposes, and it is why Delaware’s
anti-Trap provision does not work with respect to personal
property held in trust: a relation-back rule withoutr a RAD or
rule against suspension of absolute ownership or the power
of alienation, is useless, for it cannot yield a terminus that
would be different if the date of the First Power’s creation
were differenc. *

The real choices, then, for a state like Delaware or Michigan
that is without a rule against suspension of absolute own-
ership or the power of alienation and wants to reform its
RAP-like rules without increasing the risk of unwanted Trap
springing, are (1) to invent a rule against suspension of ab-
solute ownership or the power of alienation for the narrow
purpose of avoiding the Trap or (2) to retain, for chat pur-
pose, a narrow application of some form of RAP.

Inventing a rule against suspension of absolute ownership
or the power of alienation is bound to be inelegant. For
one thing, it requires the state’s lawyers and judges to be-
come scholars of other states’ laws, for, by hypothesis, the
inventing state is, at the time of invention, without a rule
against suspension of absolute ownership or the power of
alienation. Furthermore, the invented rule has to comport
with the broader objective of allowing perpetual trusts,
which means that, in addition to a rule against suspension
of absolute ownership or the power of alienation, it must be
provided that absolute ownership or the power of alienation
is not suspended if the trustee has a power of sale,* thus
holding control of the trustee’s ability to sell assets hostage
to perpetuity. And, of course, the invention of a rule against
suspension of absolute ownership or the power of alienation
for this purpose requires the state’s relation-back provision
for nongeneral and testamentary general powers of appoint-
ment* o be transposed from the key of vesting to the key of
ownership or alienation.¥
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Michigan has made its choice. Rather than invent a rule
against suspension of absolute ownership or the power of
alienation for the narrow purpose of avoiding the Trap,
Michigan has plumped for the alternative tack of retaining
a narrow application, aimed only at the Trap, of a modi-
fied form of the USRAP for personal property held in trust.
Again, the new Michigan acts provide that, the general ex-
emption from the RAP nowwithstanding, whenever a nonfi-
duciary, nongeneral power of appointment over personal
property held in trust (First Power) is exercised so as to sub-
ject property to, or to create, another nonfiduciary power
of appointment other than a presently exercisable general
power (Second Power), the period during which vesting ofa
future interest in the property may be postponed by exercise
of the Second Power is determined under a modified USRAP
by reference to the date the First Power was created. In the
circumstances described, this disarms the Trap by the con-
fluence of (1) Michigan’s relation-back provision for nonge-
neral and testamentary general powers of appointment* and
(2) the applicability of a finite perpetuities testing period.
The lacter is what crucially is missing, with respect to per-
sonal property held in trust, under Delaware’s law.*

Delaware has yet to make its choice. With respect to personal
property held in trust, the question how, if at all, Delaware’s
legislature will disarm the threat of inadvertent Trap spring-
ing has yet to be answered. With respect to that property,
the state’s current anti-Delaware-tax-trap provision, Title 25
section 504, is useless for want of a finite perpetuities testing
period. Unfortunately, section 504 is dangerous as well as
useless, for with respect to personal property held in trust,
the section is capable only of creating a false sense of security
in those whose exercise of a nongeneral power of appoint-
ment is liable, section 504 notwithstanding, to spring the
Trap on GST exempt or GST-exemption sheltered assets.
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APPENDIX

Post Personal Property Trust Perpetuitics Act Michigan RAP Applicability Flowchart

(1) Is the interest in question
(“instant interest”) a nonvested™
interest or a power of appointment?

No Yes
A A
The RAP is (2) Is the instant interest an interest in., or
irrelevant to power over, real property?
the instant
interest’s
validity No Yes
A Y
(3) Is the instant interest an interest in, or Michigan’s
power over, (personal) property held in a USRAP applies™
trust that was revocable on, or created to the instant
after, May 28, 2008? interest (90-yr.
wait-and-see
No Yes version)
Y v
Michigan’s (4) Was the instant interest created™ by the
USRAP applies exercise of a power of appointment?
to the instant
interest (90-yr.
: (90-yr No Yes
wait-and-see
version)
A
The RAP is
irrelevant to
the instant
interest’s
validity™

v

CONTINUED ON PAGE 42
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(‘Yes’ to question (4) on previous page)

4

(5) Was the power whose exercise created
the instant interest itself created by the
exercise of a power of appointment?

No

Yes

A

v

The RAP is
irrelevant to
the instant

(6) Was the power whose exercise created
the instant interest (“second power”) a
presently exercisable general power of

second power a fiduciary power?**

irrelevant to
the instant

interest’s appointment?
validity
No Yes
A A
(7) Was the power (“first power”) whose The RAP is
exercise created the second power a irrelevant to
general power of appointment? the instant
interest’s
validity
No Yes
1 v
(8) Was either the first power or the The RAP is

USRAP applies
to the instant
interest (special
360-yr. wait-
and-see version)

irrelevant to
the instant
interest’s
validity

2N
(2]

interest’s
validity
No Yes
k 4 A
Michigan’s The RAP is
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MicH. Comp. Laws ANN. § 556.124.

For these purposes, a “presently exercisable” power is
one whose exercise is neither required to be by will
nor otherwise constrained to be postponed. See id.
§ 556.112(1). And a “general” power is one exercis-
able in favor of the holder, the holder’s creditors,
holder’s estate or the creditors of holder’s estate. See
id § 556.112(h). The instrument creating a power
of appointment can limit the manner of the power’s
exercise in any particular. See id. $§ 556.112(c) (de-
fining ‘power of appointment’ as “a power . .. which
enables the donee of the power to designate, within
any limits that may be prescribed, the transferees of
the property [subject to the power]"); id. 556.115(2)
(requiring that an exercise comply “with the re-
quirements, if any, of the creating instrument as to
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the manner, time and conditions of the exercise”);
MicH. Comr. Laws ANN. §§ 556.114-115. See also
Hannan v. Slush, 5 E2d 718, 722 (E.D. Mich. 1925)
(requiring that the power be exercised in the mode
prescribed by donor). But unless the instrument is
prohibitive, there is no impediment to the exercise
of a power of appointment so as to create another
power of any quality in any permissible appointee.

See supra note 34 and accompanying text.

LR.C. § 2041(a)(3); see supra note 6 and accompa-
nying text.

See supra notes 20-21 and accompanying text.

See Greer, supra note 2, at 74.

DeL. Cope AnN. tit. 25, § 504 (Supp. 2008). See

supra note 21 and accompanying text.

Stephen E. Greer too has expressed doubt as to
whether a relation-back rule by itself could be suf-
ficient for Delaware’s purposes. See Greer, supra note

2, at 74.
Id., at 73.

See DeL. CODE ANN. tit. 25, § 504; MicH. Comp.
Laws ANN. § 556.124; see also supra notes 20-21, 37
and accompanying text.

See supra notes 8-10 and accompanying text.

See Mich. Compr. Laws ANN. § 550.124; see also su-
pra note 37 and accompanying text.

It is important to note that the new Michigan acts’
anti-Trap exception does not entirely preclude
springing the Trap. Trap springing can be beneficial
in some circumstances, as when a nonfiduciary, non-
general power holder’s death would otherwise be a
“taxable termination” for purposes of the GST tax,
and the attributable GST tax would be more than
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the actributable estate tax under the Trap. See gener-
ally Blattmachr & Pennell, supra note 19; James P.
Spica, A Practical Look at Springing the Delaware Tix
Trap to Avert Generation Skipping Transfer Tax, 41
REeaL Pror. Pro.. & Tr. J. 165 (2006). In those cir-
cumstances, prior to the new acts, it might be within
the power holder’s election in Michigan to spring the
Trap by exercising her nongeneral power so as to cre-
ate a presently exercisable general power. See supra
notes 37-38 and accompanying text. And the new
acts’ anti-Trap exception preserves that election by
applying the modified USRAP only for purposes of
determining the validity of interests created by the
exercise of power-of-appointment-generated powers
other than presently exercisable general powers.

Le., previously mransferred and contingent.

The adoption of the USRAP displaced the common
law RAP in Michigan with respect to interests created
on or after the USRAP’s 1988 effective date. See supra
note 35.

For purposes of this flowchart, a preexisting power of
appointment p/ is “created” by another power p2 to
the extent an exercise of p2 newly subjects assets to p1.
Thus, for example, if a power holder H exercises her
power to appoint asset 4 by adding A ro a preexist-
ing trust 7 over which a beneficiary B has a power of
appointment, then (for purposes of this flowchart) B's
power over A is “created” by the exercise of H's power.

Remember, to say that the RAP is irrelevant to a giv-
en interest’s validity says nothing about whether the
interest is liable to be affected by a saving clause. Sec
supra note 29.

Le., a power of appointment held by a trustee in a fidu-

clary capacity. See supra note 32.
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