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SPONSOR STATEMENT
HB 34

"An Act relating to the statutory rule against perpetuities, to non-vested property interests
and trusts, and to the suspension of the power of alienation of property;
and providing for an effective date."

Alaska has become the most forward thinking trust jurisdiction in the United States and our trust laws have
become the model by which other states have changed their respective laws. Our trust laws have been
carefully scrutinized and commented upon by nonresident practitioners as well as legal academicians. To
maintain Alaska’s position as a leader in trusts, our trust laws need to be a model of clarity. As with most
technically complex areas, trust law legislation must evolve to meet its intended purpose.

Senate Bill No. 162, as passed by the Twenty-First legislature in the Second Session, corrected the deficiency
found in our state's previous version of the Rule Against Perpetuities. In that version any beneficiary of a
generation-skipping trust who exercised a nor.-general power of appointment to create a successive trust
giving the beneficiaries of the second trust a non-general power of appointment, created an immediate estate
or gift tax liability under Internal Revenue Code sections 204 1(a)(3) and 2514(d). This tax trap has become
known in estate planning circles as the "Delaware Tax Trap." House Bill 34 is a technical correction to Senate
Bill 162 and clarifies the wording and application of the previously passed statute in making the same
distinction that the common law has made between a presently exercisabie general power of appointment and

testamentary general power of appointment.

AS 34.27.051(b) is amended to clarify that only a presently exercisable general power of appointment can
create a new perpetuities period within which property must vest. On the other hand, AS 34.27.051(c) is
amended to clarify that property interests subject to a testamentary general power of appointment relate back
to the date of the original instrument and must vest within the prescribed time set forth in the statute. The
current law does not make the distinction between presently exercisable general powers of appointment and
testamentary general powers of appointment. The distinction that this bill makes, in conformance with the
common law, is discussed in the Commentary to Section 2-902 of the Uniform Statutory Rule Against
Perpetuities passed by the National Conference of Commissioners on Uniform State Laws, as well as in the
Restatement, Second, Property (Donative Transfers) at 8 1.4, Comment I.

The change in this bill is a clarification of the Suspension of the Power of Alienation as presently enacted. AS
34.27.100, passed by the Twenty-First legislature in the Second Session, adopted a second line of defense to
the Delaware Tax Trap. It was meant to track the language of a similar Wisconsin statute that was found to
avoid the Delaware Tax Trap. Estate of Mai v Margaret Murnhv v. Commissioner. 7 1T.C. 671 (1979).

The modification made to AS 34.27.100 (a)(2)-(4) more clearly sets forth the computation of the permissible
time period in which property must be made alienable and in addition makes a distinction between presently
exercisable general powers of appointment and testamentary general powers of appointment, as noted above.
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Explanation of Changes
The Who, When, What & Why of SB 162
By Stephen E. Greer

This bill follows the intent of originally proposed SB 162 which would abolish the Rule Against
Perpetuities but docs so in a manner which avoids a potential tax trap, discovered after SB 162
was introduced last year. The following discussion is as close as the law comes towards
approaching rocket science. Nonetheless even though complicated, the proposed legislative fix
encompassed by this bill is extremely important to: individuals who have established dynasty
trusts in our stale; the lawyers who drafted them; and our reputation as the premier state in which
to establish a trust. This legislation is strictly remedial in nature and attempts to fix a later
discovered tax problem attendant with the manner in which the Rule Against Perpetuities was
abolished in April of 1997.

I. Who is behind this bill and why?

A group of estate planning attorneys in Alaska meet informally on a continual basis to discuss the
very complex and continually changing aspects of the estate planning profession. These
attorneys are dedicated to the improvement of Alaska's laws to keep us in the forefront of the
trust industry. Alaska has been on the cutting edge of this industry on a nationwide basis in
recent years. This reputation is the result of our state enacting creative and innovative trust laws,
which not coincidentally is being replicated by an increasing number of other slates. Nonetheless
if we in Alaska are to remain in the forefront, our laws must be kept current. Being a leader has
its disadvantages. The strength and weakness of any new law can not be fully assessed at the
outset. Only after some time passes can this assessment be made. The burden of constantly
improving existing law and the willingness to address change is the one which any leader must
bear whatever the profession. Make no mistake about it, we in Alaska are nationally respected as
a leader in the trust industry. Unfortunately compounding our responsibility of remaining a
leader in trust law is its inextricable link with federal tax law. As we all know, federal tax law
constantly changes. Our laws must both anticipate and keep current with these changes. If we
fail in this effort, all previous efforts to establish a trust industry in this state will go for naught.
This bill addresses and answers that challenge. There ate other bills concerning trust and probate
law which have been or will be introduced in this legislature which address the challenge of
remaining a leader in the field of trusts. No attorney who has expressed a desire to participate in
the formulation of these laws has been excluded; on the contrary all those who have been willing
to contribute have been invited to participate. It can also be said none of these bills represents
the exclusive position of the drafter but more often than not are a product of compromise and
painstaking review.

Add'l Information



Il. History of our state law concerning the Rule Against Perpetuities and its importance to
trusts.

The common law rule against perpetuities ( “RAP") as it relates to trusts states every beneficial
interest and the property subject to those beneficial interests, must vest within a period of time
measured from the time the trust was originally created. The period of lime is the lifetimes of all
beneficiaries alive at the time the trust was created, plus 21 years. Ifit is determined at the time
the trust was created that there exists a possibility an interest of a beneficiary might not vest
within this period of lime, then this interest is void. The Alaska legislature enacted the Uniform
Statutory Rule Against Perpetuities (“USRAP") effective January 1, 1996. This Uniform Rule
ameliorates the harshness of the common law rule and adopts a "wait and see" approach to
determine whether a beneficial interest might vest and establishes a term of 90 years as an
alternative within which time a beneficial interest can vest.

In April of 1997, our legislature amended AS 34.27.050(a) by including (3) which states the RAP
is inapplicable to those trusts where a trustee has the ability to make a distribution to a person
who is living at the time the trust is created. Because in almost every case a trustee can make the
above described distribution, it was generally accepted we had abolished the RAP, if not
explicitly, at least implicitly. Abolishing the RAP is a significant reason for the growth of our
state’s trust business since 1997. By rendering the RAP ineffective as applied to trusts, it became
possible to create a trust which could continue forever. These trusts arc frequently referred to as
"perpetual trusts " or "dynasty trusts” and the terms arc used interchangeably here. By making a
trust "perpetual” it is also possible to avoid the diminishing effect of estate tax as the trust
property passes from one generation to the next. As a result trust assets can grow dramatically,
resulting in Alaska becoming a very attractive place to create a trust. When we enacted this
legislation in 1997, we were not the first state to abolish the RAP, although we were one of the
few states to have done so. Unfortunately an increasing number of other stales have seen the
benefit of abolishing the RAP. Illinois, Idaho, South Dakota, Maryland, Wisconsin and Ohio are
just a few of those states which have joined the parade. Many other states have legislation either

pending or under consideration.

I1l. Why was it decided to abolish the RAP with the introduction of SB 162?

The manner in which we abolished the RAP left some uncertainly in the minds of outside
practitioners whether or not we had in fact done so. As aresult it was felt it would be better for
us to just come out and say so by statute. This would have the practical effect of making our
trust laws more understandable to outside observers and would naturally increase the marketing
potential of our state. In addition it would also cure a technical glitch which was discovered after
the 1997 law was passed, where it was unclear whether a charitable lead dynasty trust could be
created in our state or whether a trust funded exclusively with Crummy withdrawal rights would
be considered perpetual. That was the frame of mind which existed when SB 162 was originally

introJuced.



IV. What was wrong with SB 162?

The intent of SB 162 was commendable. However after SB 162 was introduced it was
discovered the manner in which wc abolished the RAP in April of 1997 created a potential tax
consequence. Passage of SB 162 would only perpetuate this problem. The tax problem is very
difficult to understand but it exists with any perpetual trust in which a beneficiary is given a
special power of appointment. This bill follows the intent of SB 162 in abolishing the RAP
except in the one limited circumstance where property is subject to a special power of
appointment which is exercised to create a successive power of appointment. Even then the
perpetuity term is being extended for all practical purposes into perpetuity. This bill is
distinguishable from SB 162 because this bill provides a legislative fix for perpetual trusts
drafted after April 1, 1997 by avoiding the "Delaware Tax Trap.” As will be discussed, giving
future beneficiaries special powers of appointment arc an indispensable tool in the formulation of
a perpetual trust. By giving beneficiaries the special power to appoint trust assets, it is possible
to make this otherwise irrevocable trust, flexible so future events can be addressed.

V. Typical Perpetual Trust with Special Powers of Appointment.

In a trust it is quite common to give beneficiaries special powers of appointment. A beneficiary
who has a special power of appointment can decide who can benefit from the trust property either
at their death or during their life depending on whether the power is a testamentary or an inter
vivo special power of appointment. If a special power of appointment is not exercised then the
trust document invariably provides for a disposition in some alternative manner.

Example 1. A creates a trust for B and gives B a special power to appoint the trust
property at B’s death to any individual other than to B’s estate or creditors of B’s estate.
The trust document further states if B fails to exercise the special power of appointment,
the property will be distributed outright to B's 2 children, C and D. C tums into a drug
addict and D is an anesthesiologist with a high exposure to liability. B could exercise the
special power of appointment and appoint the trust property away from C and give it to D
in trust for the benefit of D. The trust for D could be drafted to prevent the attachment of
the trust assets by D’s creditors. Furthermore D could be given a special power of
appointment to further appoint the trust assets to those beneficiaries which D might
choose and in the manner in which D might choose, whether as an outright distribution or

in trust for those beneficiaries.



VI. Detailed explanation of tax problem.

The Internal Revenue Code ("Code” ) imposes estate tax on property owned by a person at the
moment of death. Property subject to the exercise of a special power of appointment will not be
included in the estate of a person who holds this special power of appointment. This is because
the ownership rights attendant to a special power of appointment do not rise to a level where the
property subject to this power of appointment would be included in a person’s estate for estate
tax purposes. On the other hand property subject to a general power of appointment will be
included in the holder’s estate.

In 1951 virtually every state in the country had adopted the RAP. The federal government was
satisfied with this rule because this rule slates all trusts must eventually terminate. When trusts
terminate and the assets are distributed to the beneficiaries, the property will be exposed to estate
lax when the beneficiaries die. The RAP states whenever the holder of a special power of
appointment exercises it to create other trusts which in turn give beneficiaries of those trusts the
further ability to exercise special power of appointments, the time period within which these
powers may be exercised and the time period in which the property interests subject to these
successive special powers of appointment must vest, is measured by calculating the perpetuities
period from the date of creation of the trust instrument granting the first special power of
appointment. Sounds complicated but really not.

Example 2. A creates a trust for B and gives B a special power of appointment. B
exercises the special power of appointment to create trusts for C and D, and gives both C
and D special powers of appointment. C and D can validly exercise their special power
of appointments only if those special powers can be exercised within the applicable
perpetuities period. This period is measured from the date of the instrument creating the
first special power of appointment. Moreover the property subject to this power also

must vest within this same time period.

Delaware modified its RAP to provide whenever a holder of a special power of appointment
exercises a special power of appointment to create another trust which in turn gives the
beneficiaries of those trusts the ability to exercise special power of appointments, a new
beginning dale for measuring the perpetuities period arises at the moment a special power of
appointment is exercised to create a successive special power of appointment. Thus it was
possible in Delaware to create a trust which gave holders of special powers of appointment the
ability to exercise them to create successive special powers of appointment and these trusts could
last forever. Furthermore if a beneficiary was given a special power of appointment as opposed
to a general power of appointment, the trust property would not be included in the beneficiary’s
estate and would escape estate tax. The ability to have trusts go on forever and avoid the
imposition of estate lax naturally promoted the trust industry in Delaware.



The federal government attempted to fix the Delaware problem by enacting the predecessor to
now Internal Revenue Code section IRC 2041(a)(3) and its gift tax counterpan 2514(d). These
sections provide property subject to special power of appointment will be included in the estate
of the holder of a special power of appointment if the holder exercises the special power of
appointment in a manner which creates successive special powers of appointment, but only if on
the date in which the successive power of appointment was created, the determination of the
perpetuity period did not relate back to the date of the instrument creating the first special power
of appointment. As indicated in the example 2, above, in every other state, except Delaware, the
date for determining the validity of the exercise of a special power of appointment and the
determination of the vesting period of property subject to its exercise relates back to the date of
the instrument creating the first special power of appointment. In Delaware successive special
power of appointments did not relate back, instead a whole new perpetuities period is
commenced when successive special power of appointments arc exercised. Eventually Internal
Revenue Code sections 2041(3) and 2514(d) became known as the "Delaware Tax Trap" because
a Delaware practitioner could inadvertently "fall into the trap” and subject the trust property to
either gift or estate tax if they created a trust which gave beneficiaries the ability to exercise
special powers of appointment to create a successive special powers of appointment.

VII. How have other states avoided the Delaware Tax Trap when they abolished the RAP?
As previously indicated, other states have seen it in their interest to abolish the RAP. However
in at least a few of those states, they have done so in a way which does not run afoul of the
Delaware Tax Trap by coming under the holding of a Tax Court case, known as the Estate of
Murphy v. Commissioner. 71 T.C. 671 (1979). These jurisdictions do not slate their RAP as a
time in which property interests must vest but rather as a time in which the power of alienation
can not be suspended. A rule against the suspension of power of alienation states by implication
that it is permissible to create a trust which prevents the trust property from being sold. At
common law this would be considered a restraint on alienation and this direction would be
considered void as against the public policy of promoting the free transferability of property. In
those states which have stated their RAP as a time in which the power of alienation can not be
suspended, they place a time period on the inalienability of property after which time the property
must be capable of being sold. This period of time is invariably stated as a variation of the same
time period found in the RAP pertaining to vesting of property interests.



Treasury regulations under 2041(a)(3) provide whether a state articulates its RAP as a rule
against the remote vesting of property or as a rule against the suspension of the power of
alienation, if a power of appointment is exercised to the create another power of appointment
then the period of time in which the vesting of property is delayed (if local law states the rule as
one against the remote vesting of property) or in which the power of alienation is suspended (if
local law states the rule as one against the power of alienation) must be ascertainable by referring
back to the date the first power of appointment was created. When one thinks about it this makes
little sense. Even though a local law might state its rule as one against the suspension of power
of alienation, having the power of alienation does not address the concern which Congress had in
mind when it passed the predecessor of sections 2041(a)(3) and 2514(d). If a trust is created in a
jurisdiction where a trust can continue forever but the only condition is the property of the trust
must be capable of being sold at either the direction of the trustee or the beneficiaries, then it is
still possible to have property continue in trust forever without the imposition of estate lax.

The only requirement is the property of the trust must be capable of being exchanged for other
propeny within a stated period of time. The Tax Court in Estate of Murphy v. Commissioner,
held 2041(a)(3) is to be read in the alternative, so, if Wisconsin had no RAP pertaining to the
vesting of property, but instead had a rule limiting the time in which the power of alienation _n
be suspended, and furthermore provided that all special powers of appointment relate back, then
2041(a)(3) is not violated. Even though this interpretation does nothing to prevent the use of
perpetual trusts to avoid estate tax, the Court found itself bound by Treasury’s own regulations.
Furthermore Treasury acquiesced in the Tax Court’s decision which means the IRS will be bound
by the Tax Court’s interpretation in future cases. As aresult some states which permit perpetual
trusts simply provide that although the RAP is otherwise abolished they do have a rule against
the suspension of the power of alienation. Furthermore they go on to state any exercise of a
special power of appointment must relate back to the date the first special power of appointment
was created. These states have a distinct competitive edge over Alaska because in these stales a
beneficiary can exercise a special power of appointment and exercise it to create successive
special powers of appointment, without fear of IRC sections 2041(a)(3) and 2514(d) being
violated. Although the vesting of property interests might be delayed, the power of alienation
will not be suspended beyond the permissible period, provided the trustee or beneficiaries are
given the ability to direct the sale or exchange of trust property for other property.



VIIl. How docs the Murphy case affect Alaska?

In our state the RAP has always been slated as a rule against the remote vesting of property and
not as a rule against the suspension of the power of alienation. When we changed AS 34.27.050
in 1997 we continued to state the RAP as a rule against the remote vesting of property. As a
result, any perpetual trust created after April 1, 1997 which gave a beneficiary a special power of
appointment which could be exercised to create successive powers of appointment, has the
potential for running afoul of Internal Revenue Code sections 2041(a)(3) and 2514 (d). This is
because under present Alaska law when a special power of appointment is exercised to create a
successive power of appointment, the property subject to these powers will have its vesting
delayed for d'period ot lime that can not be ascertained by referring back to the date of the,.
insTrumenTcreatmg the_hrst_jiower of appointment. 7n Alaska for trusts created after April 1. Jy4*
1997, there is no stated period of time in which property interests must vest. As a result, the
maximum length of time in which vesting can be delayed can not be determined by referring
back to the date of the instrument creating the first power of appointment. Thus, all trust
property subject to the exercise of a special power of appointment, which was exercised to create
a further trust giving those beneficiaries special powers of appointment, renders that property
subject to estate tax or gift tax. This creates a potential problem because it defeats the
expectations of those individuals who created these trusts.

IX. Legislative Fix.

We in Alaska could fix this problem by abolishing the RAP and enacting a rule against the
suspension of the power of alienation. In so doing we would fall squarely within the Murphy
decision. This is what many other states have seen fit to do and this would protect all perpetual
trusts drafted after the date of enactment of this bill. However this would do nothing to protect
perpetual trusts created after April, 1997 which contain special power of appointments.

This legislation is meant to fix the potential tax problem in both scenarios. For all trusts created
after the effective date, the RAP would be abolisherfexcept in those instances in which property,
interests are subject to a special power of appointment which in turn is exercised to create a
successive gjie.cialjtawer of appointment. In this one limited circumstance, the period of time
within which these property interests must vest will relate back to the date the first special power
of appointment was created, thus avoiding 2041(a)(3). The period of time in which property
interests must vest which are subject to a special power of appointment exercised to create a
successive special power of appointment would be extended to 1000 years. Although this trust
might not be perpetual, a 1000 year term is nonetheless a very large period of time for a trust to
last. The 1000 year term is not unique to Alaska. In fact the idea of a 1000 year term was taken

directly from legislation now pending in Florida.



Alaska’s legislation further provides contingent special power of appointments are valid if
exercised within a 1000 years from the date the trust was first created. This corrects an oversight
in the 1997 legislation which left in tact a USRAP provision that contingent special power of
appointments were valid only if exercised within a 90 year period from the date the trust was
created. This oversight dramatically reduces the effectiveness of using special power of
appointments in perpetual trusts created under our present law and thus makes Alaska
noncompetitive with other states which permit perpetual trusts.

The ability to make the provisions of this bill retroactive to April of 1997 is possible by the clear
wording of the second sentence of AS 34.27.070(a) as it now exists in our law. This provision
provides the law in effect at the time a power of appointment is exercised to create a successive
power of appointment controls, even though for purposes of determining the vesting period the
date of exercise relates back to the date of the instrument creating the first power of appointment,
which of course predates the date of enactment of this bill. This provision would be removed
from 34.27.070(a) and restated and added as a new subsection (d).

Example 3. A created an inter-vivo trust forB on May 1, 1997 and gave B a special
power of appointment which B exercised on January 1, 2001 (or any date after April 1,
1997) to create trusts for C and D, giving both C and D special powers of appointment.
A’s exercise of the special power of appointment on January 1, 2001 would take into
account the law in effect on January 1, 2001. If this bill becomes law, it would provide
the determination of (he period of time in which the vesting of all property interests which
are subject to the power of appointment exercised on January 1, 2001 relate back to May
1, 1997 (the date of the instrument creating the first special power of appointment). The
period of time in which the property must vest is 1000 years computed from May 1, 1997.
Because the period of time in which this property must vest can not be ascertained
without regard to the date of the first power, there is no violation of IRC sections

2041(a)(3) or 2514(d).
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can be made flexible to address
future circumstances by giving a
heneficiary an inter vivos or testa-
menrarv nongencral power to
appoint the trust assers to anyone
in rhe world except the donee of the
power, his creditors, his estate, or
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The primary, though not sole,
barrier to any trust continuing
into perpetuity is the rule against
perpetuities.5The common law
rule against perpetuities (here-
inafter the “Perpetuities Rule")
and rhe Uniform Statutory Rule
Against Perpetuities (“USRAP")
complement the transfer tax system
because under the rule, the trust
principal evenrually must be dis-
tributed to rhe trusr beneficiaries.
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en m support of a perpetuities rule
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Froperty by invalidating remote-
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ation.INow, the principal reason
given in supporr of the rule is to
prevent rhe control of capital by a
setrlor long since dead.* Giving
beneficiaries rhe ability to alter the
disposition of a trust through the
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use of nongeneral powers of
appointment in many respects
overcomes this objection.

Powers ef appotatmsflt and (fee rtda
agataai perpttgttlta
The common law Perpetuities Rule
and USRAP hoth provide that the
validity of an interest in trust cre-
ated by the exercise of a non-
general or general testamentary
power of appointment is mea-
sured from the date the original
trusr was created.* Thus, the mea-
suring period for determining the
validity of non-vested interests
created by the exercise of a non-
general or a general testamentary
power of appointment “relates
back" to the date the original
trust was created.1

The “relation back" do', ine
nor only determines the inception
of the time period in which rrust
interests must vest but also the
inception of the time period in
which nongeneral and general tes-
tamentary powers of appoinrment
must be exercised.* As j result,
under both the Perpetuities Rule
and USRAP, whenever the donee
of anongencral power of appoint-



ment (the first power) exercises it
by giving a beneficiary the further
ability to exercise a nongcacral
POWEl of appointment (second
POWer), the time period within
which the second power may be
exercised and the time period in
which an interest created by the sec-
ond power must vest, is measured
by calculating the perpetuities peri-
od from the date of the trustinstru-
ment creating the first power.*

The 'fhlawara Isa Tret/ tie Cetfa,
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Delaware’s former Perpetuities Rule
as originally enacted in 1933 stat-
ed rhatthe validity of an interest in
trust which is created by the exer-
cise of a power of appointment is
measured from the date the power
ofappoinrment is exercised to cre-
ate the appointed intcresr rachcr
than from the date the power of
appointment is created.19 Accord-
ingly, in Delaware, it was possible
to create a trust—agiving the bene-
ficiary a nongeneral power of
appointment, which could then be
exercised to create a successive
nongeneral power of appointment,
and a trust not oaly could last for-
ever in Delaware, bur the trust
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asters could escape federal estate
tax at each beneficiary’s generation.

The Power* of Appointment
Act of 1951 added Sections
811(f)(4) and-1000(c)(4) to the
Internal Revenue Code of 1939.
These section*, the predecessors to
Section* 2041(a)(3) and 2514(d),
were enacted in response to the
perceived “Delaware” problem.11
The legislative history to this Act
notes that “in at least one State a
succession of powers of appoint-
ment, general or Jimired, may be
created aod exercised over an
indefinite period without violating
the rule against perpetuities. In the
absence of come special provision
in the stature, property could be
handed down from generation to
generation without ever being sub-
ject to estate tax."1*

Code Sections 2041(a)(3) and
2514(d) provide that a gift or estate
raxable event will occur if a pow-
er ofappointment it exercised so as
ro create another power ofappoint-
mentwhich, under applicable local
law, can be validly exercised to as
to postpone the vetting of any
estate or interestin such property,
or suspend the absolute owner-
ship or power of alienation ofsuch
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property, fora period ascertainable
without regard to the date of the
creation of the first power. Uodn
former Delaware law, one did not
refer back to the date the first
power was created to determine the
time in which rhe property subject
to this power must vest. Hence,
vesting was “without regard to the
date of the creation of the fir* pow-

r." The result was that the donee
ofthe power who exerased itcocre-
ate a successive power was subject
to either giftux or estate tax on all
property subject to this power,
depending on whether the power
was exercised during life or at
death.

Eventually, Sections 2041(a)(3)
and 2514(d) became known as the
“Delaware Tax Trap" because a
beneficiary of a crust established
in Delaware could inadvertently
subject the crust property to gift or
estate tax if tbe trust gave a ben-
eficiary a nongeneral power of
appointment which was exercised
to create a successive oongeneral
power of appointment. On the
other hand, this “trap” might
prove advantageous where it is bet-
ter to subject the trust properry to
a non-skip beneficiary’s gift or
estate tax rate as opposed to hav-
ing rhc trust assets subjected to
GST tax (for instance, if insuffi-
cient GST exemption was allocat-
ed to rhe trust).

The aon-skip donee could exer-
cise the nongeneral power (first
power) by giving a presently exer-
cisable general power of appoint-
ment (second power) to new donee.
The creation of the presently exer-
cisable general power of appoint-
menr (second power) commences
a new perpetuity period, which is

“without regard co the date of the
creation of the first power."1*
Depending on when the first pow-
er was exercised to create the sec-
ond power, the donee of rhe first



power (who was rhe donor of the
second power) would expose rhc
appointive property to gift or estate
tax. The appointive property would
again be subject to either gift or
estate tax, depending on when rhc
second power was subsequently
exercised, lapsed, or released by the
donee of the second power.
Notably, Sections 2041(a)(3)
and 2514(d) involve only benefi-
cially held powers of appoint-
ment. Although the Second
Restaiemem of Properry charac-
terizes a trustee's discretionary
power to invade principal as a
power of appointment,14 the leg-
islative history of these Code sec-
tions excludes a trustee's discre-
tionary power to invade principal,
which is not coupled with an inter-
est,as apower Ofappointment for
purposes of these section*.11
Interestingly, the legislative his-
tory provides an explanation of
these sections only in terms of tra-
ditional Perpetuities Rule analysis
(i.e., the rule againstremoteness of
vesting).I* The legislative history
does not illustrate the application of
these sections in terms of the rule
against the suspension of the pow-
er ofabsolute ownership or the sus-
pension ofthe power ofalienation.
This tuggests, as do the Regulations,
that the rule against perperuiries as
it relates to vesting and the rule
against the suspension of the
absolute power ofalienation are one
and the same.l7 Conceding that
there is a similarity in objective
between the two—namely, to fos-
ter the alienability of property—they
operate in two very different ways.1*
The rule against perpetuities
invalidates those categories of
future interests which indirectly
impede the alienation of property.1*

Example. 0 at death directs
income to A for life in trust, then
to A’schildren for their lives (who

£+ unun

are unborn) at O's death, then
income to A's grandchildren for
their lives, remainder to B, but if
not then surviving, to B’s heir*. The
income interests to A, A's children,
and A's grandchildren are subject
to a spendthrift clause.

Under the traditional rule
against perpetuities, the income
interest to A's children is valid
because this interest must either
vest or fail by A’s death. The
executory interest to B’s heirs is
also valid because this interest is
certain to vestor terminare with-
in the period of the rule. The
income interest to A's grandchil-
dren is invalid because it is not cer-
tain that this interest will vest
within the period of the rule.** If
it were held otherwise and rhc
income interest to A's grandchil-
dren were indestructible, it is
unlikely the corpus, particularly
when a trust isn’t involved, could
be restored to commerce within the
period of the rule because of the
difficulty in valuing the non-vesr-
cd interest to A's grandchildren
and joining this interest in a sale
to another person.*1

Importantly, the Perpetuities
Rule does not require possession
of the property within the period
of the rule but requires only a cer-
raincy of vesting within the per-
missible period. In the above exam-
ple, although the remainder to B
is presently vested, more than like-
ly Bwill be dead at the death of the
last surviving child of A. The
property will be distributed to B’s
heirs but not be included in their
estates until well after the perpe-
tuities period has ended.13

The statutory rule against the
suspension of the absolute power
of alienation ("Alienation Rule")
operates differently. The Alien-
ation Rule should not be confused
with direct restraints against alien-
ation which per *e may be ineffec-
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tive, no matter what their length.*3
Th? common law rule generally
forbids direct restraints against
alienation, whether expressed as
prohibition or forfeiture clauses
and whether applied to legal or
equitable interests, except as they
might apply to equitable interests
under a spendthrift provision.**
Early in its history, the Alien-
ation Rule was interpreted to mean
that not later than atthe end ofthe
permissible period, there must
exist personsin being who—alone
or in combination with others—
could convey an absolute fee in
possession of land, or full owner-
ship of personalty. The test was
whether or not the trust would or
could end during the permissible
period, thus providing the benefi-
ciaries the ability to sell the trust
assets.** In other words, the pow-
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er .. alienation bad to reside in the
beneficiaries.

Therefore, in the example above,
the contingent income interests to
A’'s grandchildren would be inval-
idated under the Alienation Rule
because the grandchildren might
not he ascertainable within the
period of the rule.** However, the
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tax. Andurhere a knowledgeable,

Alienation Rule goes farther than
the Perpetuities Rule by invalidat-
ing A's children's income interest,
or at least shortening it so that it
would not last longer than the
permissible period.*7The theory is
thac any impediment (tuch at a
spendthrift clause), which prevents
the trustee from selling the trust
assets, distributing the proceeds to
the beneficiaries, and terminating
the trust within the perpetuities
period, results in the entire inter-
est that is subject to the legal
impediment being held invalid.**
W hatever subtleties exist
between the two rules, if it were
held that a trustee’s power of sale
prevented a suspension of rhe
power of alienation and there was
no requirement that beneficial

live

interests vest, a trust could con-
tinue into perpetuity. It was gen-
erally held, though, that a trustee’s
power ofsale did not prevent a sus-
pension of the power of alien-

ation.** However, in 1950, the
Sup e Court of Wisconsin held,
in rt Walker 3 wn.,"*thata

trustee's power of tale satisfied the
Alienation Rule, and noted the
possibility that trusts could con-
tinue indefinitely in that state.
INescate oruurpny,-- & bene-
ficiary of a Wisconsin trust exer-
cised a power of appointment by
creating in her husband another
power, which he in turn could
validly exercise by placing the
property subject to the powerin a
perpetual crust for the benefit of
his children and descendant*. The
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government's position was that
Section 2041 (a)(3) applied when-
ever a power was exercise i to
create a successive power if, as a
result, only one of the three pro-
hibited conditions oftide existed:
“a postponement of vesting, the
suspension ofabsolute ownership
or suspension of the power of
alienation of property."**

Under the government's inter-
pretation, in a state adopting the
Alienability Rule without a cor-
responding Perpetuities Rule, a
taxable event would occur when a
power is exercised ro create a suc-
cessive power because the exercise
would delay vesting for a period
ascertainable without regard to the
date of the creation of the first
power. The reason is that under the
laws of that state, there is no peri-
od within which property must
vest which can be ascertained by
referring back to rhc dare the first
power was created.

Although the Tax Court in
Murphy agreed that the govern-
ment's pojirion comported wirh a
literal reading of the statute, the
court nonetheless found the gov-
ernment’s position unsupported by
its own Regulations, and held that
Section 2041(a)(3) required only
an examination of the applicable
local law to determine whether
there isa postponement of vesting
or a suspension of the absolute
ownership or power of alienation;
The court found Section
2041(a)(3) inapplicable because
the trustee was given a power of
sale and under Wiiconsin law,'
the permissible alienation period
ismeasured from the date the first
power is created.

The government with prescience
asserted that rhe court's holding
would leave open the possibility
that other states would enact laws
similar ro those in Wisconsin and
thus avoid the provisions of Sec-

atrirmyRAL

tion 2041(a)(3). The court
responded by saying that the 1976
generation-skipping transfer (GST)
tax provisions indirectly closed the
loophole perceived by the gov-
ernment, and the court believed
any potential for abuse would be
better curbed by Congress.*9
Ironically, the IRS became tbe
author of its own demise in Mur-
phy when the IRS changed its
Regulations in 1958 as part ol a
wholesale change of all existing
estate tax Regulations under the
Internal Revenue Code of 1939.**
Tbe original Regulations to Sec-
tions 811(f)(4) and 1000(c)(4)**
did not contain the following lan-
guage found today in Regs.
20.2041-3(c) and 25.2514-3(d):
“if a power IS exercised by creat-
ing another power of appoint-
ment, which ....can be validly exer-
cised so at to (a) postpone ...
vesting  or (b) (ifthe applicable
rule against perpetuities is stated
in terms ofthe suspension of own-
ership or of the power of alien-
ation, rather than of vesting).”
(Emphasis added.) It was this lan-
guage which the Tax Court in
Murphy found decisive in its deter-
mination that Congress did not
intend for Section 2041(a)(3) to
apply in a state that had only a rule
against the suspension of the pow>
cr of alienation. Furthermore, the
IRS acquiesced in this decision.34
The vast majority of states that
allow perpetual trusts have fol-
lowed cbhe Wisconsin model. That
is, they have repealed the Perpe-
tuities Rule and have adopted
instead a rule against the suspen-
sion of rhc power of alienation, but
specify thacrhe power of alienation
is not suspended if a trustee has a
Moreover, state
“relation back

power of sale.
law will provide a
doctrine™ regarding the exercise of
nongeneral and general testamen-
tary powers of appointment.
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Ln a jurisdiction that abolished
the rule against perpetuitiesand has
no rule against tbe suspension of
the power ofalienation, there is no
stated period oftime within which
a property interest must vest. 'When
a power of appointment is exer-
cised to create a successive non-
geacral power ofappointment, the
property subject to this power will
have its vesting postponed for a
period oftime that can not beascer-.
caincd by referring back to the date
of the instrument creating the first
power of appointment. As stated in
the legislative history accompakl
nying Florida's HB 599, “there.is.;:
no '‘period' ascertainable by refer-T
ence to the date [a] .. power was
created, because there is no rule,
against perpetuities and thus there
simply is no “period."*7 Thus, if
trust property ii subject to the
exercise of a nongencral power of'
appointment, the exercise of that
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;power to create a crust giving the
beneficiaries nongeneral powers
-,ofappointment renders thac prop-
erty lubiecc to estate tax Or gift tax.
The solution for states that have
this problem is to introduce an
Alienation statute or, alternative-
ly, to merely extend the permissi-
ble period when non-vcsted inter-
ests must vest and the time in
which nongeneral and general tcs-
‘camentary powers ofappointment
"may be exercised. It is this latter
course of action that Alaska and
Florida have chosen. Alaska extend-
ed its perpetuities period to 1,000
years bur only in the limited cir-
cumstance of the time in which a
nongeneral and general testamen-
tary power ofappointment must be
exercised and the time in which
property subject to the exercise of
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these powers must vest.*4 florida
amended ics USRAP provisions by
extending the permissible "wait
and see" period to 360 years.*4

Ifthere was concern thac existing
"perpetual” crusts might stumble
into the DeUwareTaxTrap, thena
better solution would be to make
these provisions retroactive to (he
dare when perpetual crusts became
possible in the srate, but no farther
bade than 9/25/85; otherwise, grand-
fathered GST trusts would lose their
GST-cxcmpt status under the final
GST modification Regulations.#4
Alaska gave retroactive effect to its
statute back to the time when per-
petual mists became possible in
Alaska, or 4/2/97.4

The ability to make the provi-
sions of a perpetuities bill retroac-
tive is sanctioned in section 5(a) of
USRAP.4* This section provides
that, with respectto a non-vcsted
property interest and a power of
appointment created by the exer-
cise ofa power ofappointment, the
law in effect at rhe rime a power
of appointmenc is exercised co
create a successive power of
appointment controls, even though
for purposes of determining the
vesting period, rhe date of exercise
relates back to the date of the
instrument creating the first pow-
er ofappointment. The purpose of
this provision was to make che

"wait and sec" provision of 90
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uons to the relevant
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years applicable to crust instru-
ments created prior to the enact-
ment of USRAP.
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Thisarticle isnor intended to be an
extensive survey of all state (aw in
the rapidly evolving area of perpe-
tuity legislation but, based on the
foregoing analysis, this author is of
the opinion that a state which
doesn't have a rule against perpe-
tuities as it relates co vetting but
which has (1) rhe Alienability Rule,
(2) a statute which provides that the
power of alienation is not sus-
pended if the trustee has a power
of sale, and (3) a "relation back"
statute regarding the exercise of a
Oongcocraj and genual testamen-
tary power of appointment, falls
within the safe harbor of Murphy
and thus such state's statute isout-
side the reach of Sections 2041(a)(3)
and 2514(d).4* As a result, the fol-
lowing states are within this safe
harbor: Ohio,#4 New Jersey,4*South
Dakota,4~and Wisconsin.4
Analyzing the laws of Illinois,4
Maryland,4* and Maine*® is more
problematic. lllinois and Maryland
both provide an “opt-out” provision
regarding rhe rule against perpetu-
ities for property held in crust. Ili-
nois, Maryland, and Maine all con-
tain a provision that the trustee must
be given a power of sale while the
trust is in existence. This indirecr-
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ly suggests that each of these tu tu
has a statutory period against the
suspension of the power of alien-
ation. While not posing a problem,
it would have been helpful if there
had been a direct expression of the
rule prohibiting the suspension of
the power ofalienation, as wasdone
in New Jersey.*’ Furthermore,
although not statutorily expressed,
it can be assumed that nougcncral
powers under the common law
“relate back,” and thus these
statutes also come within the hold-
ing of Murphy.

The statutes of two states, Alas-
ka and Florida, are outside the
reach of Sections 2041(a)(3) and
2514(d) because, in Florida, and in
Alaska (but only in circumstances
where 2041(a)(3) and 2514(d)
would hare otherwise applied), the
Perpetuities Rule was not abol-
ished—only extended. However,
there may be an additional problem
in Florida. The Honda legislature
added judicial and non-judicial
trust modification provisions in a
salutary attempt to eliminate con-
cerns over dead-hand concroL F-SA
S 737.4032 permits a non-judicial
modification ofa trust, in-iuding a
full termination with the consent of
the trustee and all beneficiaries. If
the trustee and the beneficiary are
the same person, an argument can
be made that the beneficiary pos-
sesses an unexercised general pow-
er of appointment as a matter of
state law. Additionally, even where
there may be more than one bene-
ficiary, there still could be a gener-
al power ofappointmentas to each
beneficiary’s aliquot share.**

The statutes of five states seem
especially at risk of being within
the reach of Sections 2041(a)(3)
and 2514(d). In Arizona,*1
Delaware,*4 Idaho,*s Rhode
Island,** and Virginia,*t the rule
against perpetuities either was
never in force, was repealed, or can
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be repealed at the option of the set-
tlor. The problem liesin the appar-
ent absence of a state statute pro-
hibiting the suspension of the
power of alienation.

Delaware repealed the Perpe-
tuities Rule with respect to per-
sonal property held in trust in
1995. That state recently amend-
ed its perpetuities statute on
7/6/00.* The amendment pro-
vides that if a first power is exer-
cised to create a second power,
then the second power ofappoint-
ment and svery interest in property
created through che exercise of this
power “relate back™ ro the cre-
ation of the first power. It is
unclear how this amendment
avoids the Delaware Tax Trap
because the “period" within which
the property must vest by referring
back to the date the first power
was created still cannot be deter-
mined, even chough the successive
powerofappointmentrelates back
to the creation of the first power.

Arizona has a potentially bigger
problem. Arizonaadopted USRAP
in 1994, In 1998, the state amend-
ed its statute to allow perpetual
trusts.** However, Arizona failed
to amend the corresponding
USRAP provision which requires
the exercise of a general testa-
mentary and nongenciai power
of appointment within the 90-
year permissible period. More-
over, there appears to be no rule
governing the period of time in
which the power of alienation
may be suspended. As a result. Sec-
tions 2041(a)C3) and 2514(d)
would apply ifa nongeneral pow-
er of appointment were exercised
within the permissible USRAP
period to create a successive pow -
er ofappointment. An exercise of
a nongeneral power of appoint-
ment beyond the permissible
USRAP period would be invalid.**

AU,
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The central problem with the lan-
guage of Sections 2041(a)(3) and
2514(d) is that Congress used a rule
of local property law in an attempt
to solve a tax problem perceived to
existonly in Delaware, but which
also existed in Wisconsin for a dif-
ferent reason.*1 The disquieting
aspect of the Delaware Tax Trap
is that iq some states a beneficia-
ry of a dynasty trust creates a gift
or estate tax liability ifa nongeneral
power of appointment is exercised
inamannerthatgives a successive
beneficiary a nongeneral power of
appointment. Acthe same time, an
equivalentexercise by a beneficia-
ry of a dynasty trust established in
another jurisdiction is unlikely to
fall into the Delaware Tax Trap.
Accordingly, practitioners should
keep in mind the relationship
between Sections 2041(a)(3) and
2514(d) and the applicable perpe-
tuities rule when drafting a dynasty
trust that gives a beneficiary the
ability to exercise a nongeneral
power of appointment to create a
successive nongeneral power of
appointment. 9
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