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I. Renewed National Interest In Delaware Trusts 

A. Long History of “Best Practices” Trust Laws 

1. Delaware Tax Trap Saga.  In 1933, Delaware enacted legislation 

designed to permit trust settlors and beneficiaries, through the exercise of a series of limited 

powers of appointment, to hold assets in perpetual trust and to avoid the imposition of federal 

estate tax on those assets for as long as the assets remained in trust.  38 Del. Laws c. 198 

(April 6, 1933); 25 Del. C. § 503; see also Blattmachr and Pennell, Using “Delaware Tax Trap” 

To Avoid Generation-Skipping Taxes, Journal of Taxation at 242 (April 1988).  In 1951, 

Congress enacted legislation intended to preclude trust settlors and beneficiaries from employing 

this technique to avoid estate taxes perpetually.  I.R.C. §§ 2041(a)(3), 2514(d).  However, even 

after the federal legislation was enacted, Delaware trusts could still be used to avoid the federal 

estate tax for two perpetuities periods (which eventually became 220 years).  65 Del. Laws c. 

422 § 8 (July 3, 1986). 

2. State Income Tax Relief.  In 1970, Delaware enacted legislation that 

permits a Delaware trust to accumulate income for the benefit of nonresident beneficiaries 

without paying Delaware income taxes.  30 Del. C. § 1138; 57 Del. Laws c. 737 (July 22, 1970).  

Such a trust, if properly structured, generally can also avoid state income taxation in the state or 

states where the settlor and beneficiaries reside.  See, e.g., Mercantile-Safe Deposit & Trust Co. 
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, 242 N.Y.S. 2d 26 (App. Div. 1963), aff’d, 255 N.Y.S. 2d 96, 203 N.E. 2d 490 (Ct. 

App. 1964); but cf. Chase Manhattan Bank v. Gavin, 733 A.2d 782 (Conn. 1999) (constitutional 

nexus established where beneficiary residing in taxing jurisdiction held both fixed right to all 

distributed income and testamentary power to appoint undistributed income).  It is also possible, 

under the laws of some states, to avoid state income taxation upon the distribution of the 

accumulated income to a trust beneficiary residing in the state. 

3. Investment Management Innovations.  In 1986, Delaware enacted 

legislation permitting trust settlors to establish the investment policies and standards for trusts 

created by them and granting trust settlors broad discretion in selecting investment advisers to 

make investment decisions on behalf of their trusts.  30 Del. C. §§ 3302, 3303 and 3313; 65 Del. 

Laws c. 422 (July 3, 1986). 

B. Flurry of Recent Activity 

1. Dynasty Trusts.  On July 7, 1995, Delaware became the third state in the 

nation to permit settlors to create perpetual trusts thus expanding on the 220 year trust period 

already available under Delaware law.  25 Del. C. § 503; 70 Del. Laws c. 164 (July 7, 1995) 

(special rules apply to real property held in such a trust); see also Dukeminier, Dynasty Trusts:  

Sheltering Descendants From Transfer Taxes, 23 Estate Planning 417 (November, 1996). 

2. Deferred Income Charitable Remainder Trusts.  On the same day, 

July 7, 1995, Governor Carper also signed legislation designed to facilitate the creation of 

deferred income charitable remainder trusts.  12 Del. C. § 6112; 70 Del. Laws c. 165 (July 7, 

1995).  Although, thanks to Delaware’s flexible Principal and Income Act, such trusts were 

common in Delaware before the 1995 legislation was enacted. 
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3. Asset Protection Trusts.  On July 9, 1997, Delaware enacted the 

Delaware Qualified Dispositions in Trust Act allowing the creation of so-called “asset protection 

trusts.”  12 Del. C. §§ 3570-3576.  The legislation was enacted just three months after Alaska 

became the first state to enact legislation of this type. 

4. Trust Act 2000.  On June 30, 2000, Delaware enacted Trust Act 2000.  

72 Del. Laws c. 388.  Trust Act 2000 is one of the most substantial revisions of Delaware trust 

law in decades.  The legislation was the result of a two-year project designed to review the 

Uniform Trust Code (2000) and incorporate into Delaware law those provisions of the Uniform 

Trust Code (2000) that would improve Delaware law while preserving the unique advantages of 

existing Delaware law. 

5. Total Return Trust Statute.  On June 21, 2001, Delaware became the 

first state in the nation to enact legislation permitting trustees to convert conventional income 

trusts into total return unitrusts.  73 Del. Laws c. 48. 

II. Dynasty Trusts 

A. Basic Structure 

Dynasty trusts typically are designed to accumulate trust income and principal 

during the settlor’s lifetime.  Often the trust is structured as a grantor trust for federal income tax 

purposes, thereby increasing the value of the gift to the trust.  At the settlor’s death or the death 

of a surviving spouse, the trust is divided into per stirpital shares for the settlor’s issue.  Either 

through the trustee’s discretionary power to distribute income and principal or a series of limited 

powers of appointment held by trust beneficiaries or some combination of the two, the trust 

assets are available to be spent (rather than accumulated) by the trust beneficiaries at all times.  If 

the beneficiaries have sufficient assets outside the dynasty trust to meet their needs, the assets in 
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the trust will continue to grow for the benefit of future generations of the settlor’s issue.  

Typically, ultimate charitable beneficiaries are named in the event the settlor’s issue die out 

before the dynasty trust is exhausted. 

B. Possible Uses 

1. Allocations of Generation-Skipping Transfer Tax Exemption.  Each 

person has an exemption (currently $1,500,000 and scheduled to rise to $3,500,000 in 2009) 

from the generation-skipping transfer tax.  I.R.C. § 2631(a).  If the exemption is allocated to a 

transfer in trust, the trust and all transfers out of the trust are exempt from the GST tax.  If a trust 

settlor and the settlor’s spouse agree to “split” the gift, pursuant to Code § 2513, both spouses 

may allocate their GST tax exemption to a single trust.  I.R.C. § 2652(a)(2).  Thus, a dynasty 

trust funded at a very substantial level can be entirely exempt from the GST tax.  The trust 

remains exempt no matter how large the corpus grows.  The following chart illustrates the 

possible transfer tax savings, at various growth rates, attributable to a GST exempt dynasty trust 

when compared to a non-GST exempt trust or no trust at all: 

[Chart Follows on next page] 
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GENERATION-SKIPPING TRANSFER TAXATION * 
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NO 
TRUST OR 
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GST 
EXEMPT 

DYNASTY 
TRUST 

NO 
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EXEMPT 
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3% 

 

 
 2,093,778 

 
1,151,578 

 
  4,383,906 

 
 1,326,132 

 
    9,178,926 

 
  1,527,144 

 
    19,218,632 

 
    1,758,625 

 
4% 

 

 
 2,665,836 

 
1,466,210 

 
  7,106,683 

 
 2,149,772 

 
   18,945,255 

 
  3,152,017 

 
    50,504,948 

 
    4,621,518 

 
5% 

 

 
 3,386,355 

 
1,862,495 

 
 11,467,400 

 
 3,468,888 

 
   38,832,686 

 
  6,460,788 

 
   131,501,258 

 
   12,033,187 

 
6% 

 

 
 4,291,871 

 
2,360,529 

 
 18,420,154 

 
 5,572,097 

 
   79,056,921 

 
 13,153,095 

 
   339,302,084 

 
   31,048,261 

 
7% 

 

 
 5,427,433 

 
2,985,088 

 
 29,457,025 

 
 8,910,750 

 
  159,876,019 

 
 26,599,373 

 
   867,716,326 

 
   79,401,467 

 
8% 

 

 
 6,848,475 

 
3,766,661 

 
 46,901,613 

 
14,187,738 

 
  321,204,530 

 
 53,440,404 

 
 2,199,761,256 

 
  201,291,903 

 
9% 

 

 
 8,623,081 

 
4,742,694 

 
 74,357,520 

 
22,493,150 

 
  641,190,893 

 
106,678,135 

 
 5,529,040,792 

 
  505,941,789 

 
10% 

 

 
10,834,706 

 
5,959,088 

 
117,390,853 

 
35,510,733 

 
1,271,895,371 

 
211,611,592 

 
13,780,612,340 

 
1,261,012,157 

 
* Assumes $1,000,000 initial contribution  
 to trust and 45% estate tax imposed at 
 property transfer or taxable termination every 25 years.
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2. Nonresident Alien Making Gifts To U.S. Beneficiaries.  Nonresident 

aliens may create GST exempt trusts for the benefit of their issue who are United States citizens.  

There is no limit on the amount that may be contributed to such a trust.  However, such a trust 

may not be funded with certain types of property.  I.R.C. § 2511; Treas. Reg. § 26.2663-2(b). 

3. Non-GST Exempt Dynasty Trusts.  A transfer to a trust for the benefit of 

the settlor’s issue including children is not subject to the GST tax because such a trust is not a 

“skip person.”  I.R.C. § 2613(a)(2)(A).  Such a trust can be designed, for example, so that no 

taxable termination occurs until the last of the settlor’s children dies.  See Harrington and Acker, 

850 T.M. Generation-Skipping Tax at A-18.  If prior to the death of the settlor’s last surviving 

child, the trustee makes a taxable distribution from the trust, the distribution is subject to a single 

GST tax, no matter how many generations are skipped.  Id. at 20; I.R.C. § 2612(a).  Thus, by 

creating a non-exempt dynasty trust of this type, it may be possible to transfer assets from the 

settlor through the trust to issue of the settlor born long after the settlor’s death and after the 

deaths of all but one of the settlor’s children with the imposition of only a single GST tax on the 

assets. 

4. Dynasty Trust Designed To Avoid Gift Tax Under EGTRRA 

(a) EGTRRA’s Overall Impact On Dynasty Trusts.  The Economic 

Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”) includes many provisions that 

need to be taken into account in designing Delaware dynasty trusts in the future.  It seems likely 

that the cumulative effect of these provisions will be to convince many families that a properly 

designed Delaware dynasty trust is a more powerful planning tool under EGTRRA than ever 

before and that such a trust will place the family in the best possible strategic position to react 

constructively to the inevitable, but as yet unpredictable, future developments in the tax laws.  
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EGTRRA will permit the creation of Delaware dynasty trusts by United States settlors that are 

much larger than the traditional $1,000,000 trusts without incurring adverse income or transfer 

tax consequences.  These trusts can be designed to take full advantages of the changes in the tax 

laws slated to go into effect under EGTRRA and the changes in the tax laws that one can 

reasonably anticipate in the years to come. 

(b) Contingencies To Be Considered.  EGTRRA has three phases and 

a Delaware dynasty trust (which by definition should last longer than EGTRRA) ought to take all 

three phases into account and ought to be designed to take into account the possibility that any 

one of the phases (or something similar to it) may go into effect for an extended period of time.  

The three phases are (i) the years 2002 through 2009 when estate tax and GST tax exemptions 

are increasing, the gift tax exemption is holding steady at $1,000,000, and gift, estate, and GST 

tax rates are falling; (ii) the year 2010 (and perhaps beyond) when the estate and GST taxes are 

repealed but the gift tax continues to hold steady; and (iii) the year 2011 (or perhaps some later 

year) when the estate and GST taxes reappear at some level (although everyone seems to think it 

is improbable that these taxes will actually reappear at their pre-EGTRRA levels despite what 

EGTRRA itself says). 

(c) A Truism Becomes False.  For many years, one of the 

fundamental principles of the wealth transfer tax system has been that it is less expensive and 

more tax efficient to give assets away during lifetime than it is to hold the assets until death 

because the effective rate of tax on lifetime gifts was substantially lower than the effective rate of 

the estate tax.  Under EGTRRA, that maxim is no longer true.  During the first two phases of 

EGTRRA, when the gift tax exemption will be substantially exceeded by the estate tax 

exemption and then when the gift tax will continue to exist after the estate tax is repealed, the 
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cost of lifetime gifting will exceed the cost of testamentary gifts.  However, even under 

EGTRRA, it still unquestionably will be true that lifetime gifting (and the use of tax efficient 

gifting techniques like family limited partnerships) up to the amount of the gift tax exemption 

will minimize transfer taxes.  Therefore, Delaware dynasty trusts created under EGTRRA should 

either be testamentary or, if created during lifetime, should be designed as incomplete gifts 

(except to the extent of the donor’s available gift tax exemption). 

(d) Inter Vivos Delaware Dynasty Trusts.  Under EGTRRA, it seems 

unlikely that many trust settlors will (or should) be inclined to settle trusts designed as completed 

gifts in an amount that exceeds the settlor’s remaining gift tax exemption.  The type of dynasty 

trust likely to be most attractive to trust settlors is a trust designed as a completed gift only to the 

extent of the settlor’s remaining gift tax exclusion and designed as an incomplete gift under both 

the EGTRRA phase-in period rules and the rules scheduled to go into effect when the estate and 

GST taxes are repealed.  The trust funds in excess of the gift tax exemption should be the subject 

of an incomplete gift under the gift tax rules that would be in place if EGTRRA’s sunset 

provisions take effect because these rules would be substantially the same as the phase-in rules.  

If the trust is designed as both a Delaware asset protection trust and a Delaware dynasty trust and 

the terms provide that the trust property (in excess of the settlor’s gift tax exemption) may be 

returned to the settlor in the trustee’s discretion and the settlor retains both the right to veto 

distributions from the trust during lifetime and a testamentary limited power of appointment at 

death, the trust property will not be the subject of a completed gift under the EGTRRA phase-in 

and sunset rules and will not be a completed gift even if the trust is funded during the estate tax 

repeal period (because the trust will be a grantor trust for income tax purposes).  Treas. Reg. 

§ 25.2511-2(c). 
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(e) Overview And General Principles.  It seems apparent that inter 

vivos Delaware dynasty trusts designed as completed gifts and funded at the $1,000,000 level 

($2,000,000 for a couple) are an excellent wealth planning vehicle under EGTRRA.  In 2005 and 

subsequent years, it will be an easier decision to fund these trusts at that level than was the case 

under pre-EGTRRA law because funding these trusts at that level will no longer necessitate the 

payment of any gift tax due to the increased gift tax exemption. 

It also seems apparent, for those able to do so, that placing additional wealth in 

such trusts in a fashion that does not result in a completed gift can be accomplished during 

lifetime in a manner that does not sacrifice any of the tax benefits available under EGTRRA for 

property held at death (such as the increasing estate tax exemption amounts; the basis step-up 

available during the EGTRRA phase-in; the modified carryover basis adjustments available 

during the estate tax repeal period; and the avoidance of all estate taxes for settlors who die 

during the repeal period).  The primary benefit of this strategy is asset protection and the strategy 

can be accomplished in a fashion that does not sacrifice any tax benefits and even allows for the 

potential return of assets to the settlor if that becomes advantageous in the future. 

At the death of the settlor and the settlor’s spouse, it will almost certainly be 

possible to exempt a dynasty trust of this type from the GST tax at a higher level than in the past 

due to the increasing GST tax exemption amounts scheduled during the EGTRRA phase-in 

period.  Moreover, it should be possible to create GST tax exempt dynasty trusts of unlimited 

size for settlors who die during the EGTRRA repeal period although this is a matter requiring 

clarification (perhaps in a future Treasury regulation project). 

Following the death of the settlor and the settlor’s spouse, from the point of view 

of the settlor’s children and more remote issue, the receipt of their inheritance in the form of a 
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dynasty trust rather than as an outright bequest will benefit them in several ways and harm them 

in none.  Such a trust can be designed to permit each child (and more remote issue) to enjoy 

sufficient rights in his or her share of the trust, so that the child’s share is, as a practical matter, 

tantamount to outright ownership.  The child can, for example, control investments, have the 

power to remove and replace trustees, direct distributions from the trust (but not directly to the 

child or in discharge of a support obligation) and even act as a trustee, all without adverse tax 

consequences.  The advantages of the trust over outright ownership include creditor protection; 

the ability to make intergenerational wealth transfers as and when appropriate without incurring 

gift tax and maximizing the benefit of GST tax exemptions. 

Many prognosticators believe that the final phase of EGTRRA (the sunset 

legislation and return to pre-EGTRRA law) will never take place.  If they are correct, the 

avoidance of gift taxes, without delaying intergenerational wealth transfers until death will 

become the most difficult transfer tax problem because the estate and GST exemption amounts 

likely will substantially exceed the gift tax exemption (or perhaps the estate and GST taxes will 

be repealed in their entirety).  A dynasty trust of the type discussed here can be employed to 

entirely avoid this type of gift tax problem because transfers out of the trust would not be taxable 

gifts and therefore distributions from the trust (subject to possible GST tax considerations likely 

to occur at relatively high levels) can be made as and when deemed appropriate by the family 

without regard to gift tax considerations. 

Even if at some point, due to future developments in the law, a family owning a 

dynasty trust becomes convinced that the estate and GST taxes are likely to be repealed for the 

foreseeable future or are likely to be imposed at levels in excess of the family’s projected wealth, 

the family still would be well advised to retain its wealth through the trust because (i) creditor 
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protection may prove important for some family members through the generations; (ii) EGTRRA 

suggests some sort of gift tax system is likely to stay in place for as long as the income tax 

remains and the trust would prove a powerful tool in avoiding gift taxes without delaying 

intergenerational wealth transfers when appropriate; and (iii) if the estate or GST tax ever 

returns, the trust may be outside of the new transfer tax system in much the same fashion as 

certain trusts that pre-date the GST tax are grandfathered out of that tax regime. 

III. Deferred Income Charitable Remainder Trusts 

A. Basic Structure 

A charitable remainder trust may be designed to pay to the settlor annually the 

lesser of the trust’s trust accounting income or a fixed percentage of the trust’s assets.  I.R.C. 

§ 664(d)(3).  Such a trust is not subject to income taxation and the settlor is taxed only on 

amounts actually distributed to the settlor from the trust.  Thus, the earnings of such a trust are 

exempt from income taxation during any year in which the trust has no trust accounting income.  

Under Delaware law (and the laws of a few other states), if such a trust invests in any of various 

specified investments, including a deferred annuity contract, partnership or common trust fund, 

the trust does not have trust accounting income until the trust receives a distribution from the 

investment.  12 Del. C. § 6112.  Thus, such a trust that invests in such a manner allows for tax-

deferred growth on investments in essentially the same manner as a qualified retirement plan or 

individual retirement account. 

B. Retirement Savings Vehicle 

The following example demonstrates how a Delaware deferred income charitable 

remainder trust may be beneficial in saving for retirement or other purposes: 
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1.  Mr. Jones, aged 40, wishes to set aside $20,000 
each year for the next ten years as retirement savings.  He wishes 
to begin receiving income from his savings at age 65. 

2.  He is subject to a combined 26% state and federal 
tax rate on his capital gains and a combined 45% rate on his 
ordinary income. 

3. Taxable Retirement Fund 

4.  If he saves $20,000 each year for the next ten years 
and earns a 10% annual return before taxes (comprised of 4% 
ordinary income and 6% recognized capital gain), his earnings will 
be taxed currently at an effective rate of 33.6%. 

5.  When he reaches age 65, his savings will have 
grown to $810,385.  Beginning at age 65, he could withdraw from 
his savings $53,810 after taxes each year for the rest of his life 
without diminishing his savings. 

6.  At his death, Mr. Jones would leave $1,778,965 
before estate taxes to his heirs, assuming he lives out his actuarial 
life expectancy and does not spend or reinvest any of his 
retirement income ($968,580 in total after-tax income withdrawn 
from savings + $810,385 in undiminished savings). 

7. Deferred Income Trust 

8.  Instead of saving $20,000 each year for the next ten 
years, Mr. Jones could contribute the same money to a deferred 
income charitable remainder trust designed to pay to him annually 
the lesser of 7.5 % of the value of its assets (the “unitrust amount”) 
or its trust accounting income. 

9.  As an added benefit to him, the trust could include a 
so-called “make-up feature.”  The make-up feature would provide 
that any amount by which the trust income falls short of the 7.5% 
unitrust amount is to be paid out in subsequent years to the extent 
that the trust’s income exceeds the unitrust amount in later years.   

10.  If the trust’s assets were, for example, invested in a 
common trust fund that does not make current distributions, the 
trust would not have any current trust accounting income under 
§ 6112 of Title 12 of the Delaware Code.  As a result, Mr. Jones 
would not receive any current distributions from the trust and the 
trust corpus would grow on a tax-deferred basis. 
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11.  Assuming the common trust fund in which the trust 
invests earns a 10% annual return before taxes (comprised of 4% 
ordinary income and 6% recognized capital gain), when Mr. Jones 
reaches age 65, the trust will have grown to $1,611,105.  
Beginning then, the trustee could annually withdraw $161,110 
from the common trust fund (7.5% unitrust amount plus 2.5% 
make up amount), thereby producing trust accounting income of 
that amount distributable to Mr. Jones.  This strategy would 
produce payments to Mr. Jones of $88,610 after taxes each year for 
the next six years (until the trust’s accumulated ordinary income is 
distributed) followed by payments of $106,977 after taxes each 
year for the rest of Mr. Jones’ life without diminishing the 
$1,611,105 trust corpus. 

12.  At his death, Mr. Jones would leave $1,931,908 
before estate taxes to his heirs, assuming he lives out his actuarial 
life expectancy and does not spend or reinvest any of his 
retirement income ($1,815,384 in total after-tax income from the 
trust plus $116,524 attributable to the tax savings provided by the 
charitable contribution income tax deductions obtained upon 
funding the trust and earnings on the tax savings).  In addition, Mr. 
Jones would leave $1,611,105 to the charity of his choice. 

C. IRS Assault 

In recent years, the Internal Revenue Service has launched an all out attack on 

various uses of charitable remainder trusts.  See Cline, On The Flip Side:  A New Spin On 

Charitable Remainder Trusts, Probate & Property at 6 (November/December 1997).  With 

respect to deferred income charitable remainder trusts, the Service’s attack came in three waves.  

First, in the course of a routine private ruling letter on a routine charitable remainder trust, the 

Service stated that it was not expressing any opinion as to whether the trustee’s control over the 

timing and amount of realized income from the sale of trust assets would constitute an act of 

“self-dealing.”  PLR 9643014 (July 19, 1996), replaced by PLR 9711013 (December 10, 1996) 

(both rulings include the “no opinion on self-dealing” language).  Shortly thereafter, in the 1996 

Exempt Organizations CPE Technical Instruction Program Textbook (Topic K), the Service 

informed its field agents that the use of a deferred income charitable remainder trust to defer 
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payouts to a noncharitable beneficiary to years in which the beneficiary was in a lower tax 

bracket constituted self-dealing under Code § 4941.  Finally, the Service issued a Revenue 

Procedure 97-23, 1997-1 C.B. 654, in which the Service announced that it would not privately 

rule on whether a trust qualifies as a tax-exempt charitable remainder trust if the trust is designed 

so that the settlor, trustee, beneficiary or a person related or subordinate to any of them could 

control the timing of the trust’s receipts of trust accounting income from a partnership or 

deferred annuity. 

D. Congress Joins The Fray 

Congress also dealt a blow to deferred income charitable remainder trusts (which 

must be of substantial duration to work as a savings vehicle) when, as part of the Taxpayer Relief 

Act of 1997, Congress amended Code § 664 to provide that a trust does not qualify as a 

charitable remainder trust unless, as of the funding date, the remainder interest passing to charity 

has a fair market value equal to at least ten percent of the value of the assets contributed to the 

trust.  I.R.C. § 664(d)(2)(D). 

E. Continued Viability of Deferred Income Charitable Remainder Trusts  

1. The Math Still Works.  The example appearing in Section III B. of this 

outline complies with the ten percent remainder requirement of Code § 664(d)(2)(D) and 

demonstrates that a deferred income charitable remainder trust is still an efficient method of 

saving for future needs.  Moreover, if the settlor contributes appreciated assets to the trust or has 

charitable giving goals, the benefits of this type of trust can still be very dramatic. 

2. The Self-Dealing Issue.  The Service’s insinuation that there is an act of 

self-dealing under Code § 4941 when a trustee utilizes a deferred income charitable remainder 

trust seems incorrect.  This investment technique does not fall within any of the enumerated 
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categories of self-dealing transactions.  See I.R.C. § 4941(d)(1).  Apparently, the Service’s 

theory is that the use of an income deferral technique amounts to use of the trust assets “for the 

benefit of” the settlor.  This theory must necessarily be wrong because the trustee is compelled 

by law to invest the trust assets for the benefit of the settlor (as well as for the benefit of the 

charitable remainderman).  This investment technique also is beneficial to the charitable 

remainderman because the amount ultimately passing to charity is generally greater than would 

be the case if the trustee did not employ an income deferral technique.  The trust described in the 

example at Section III B. would have paid just $518,855 to the charitable remainderman (rather 

than $1,611,105) had no income deferral technique been employed.  Finally, it is interesting to 

note that common trust funds (undoubtedly the most common and widely publicized deferral 

vehicle) are not on the Rev. Proc. 97-23 hit list. 

IV. Asset Protection Trusts 

A. Basic Structure Of The Delaware Statute 

1. Background.  Effective July 9, 1997, Delaware law allows for the 

creation of asset protection trusts pursuant to the Delaware Qualified Dispositions in Trust Act 

(the “Act”).  12 Del. C. §§ 3570-3576 (Amended March 30, 1998 by 71 Del. Laws c. 254; 

June 29, 1998 by 71 Del. Laws c. 343; June 14, 1999 by 72 Del. Laws c. 59; July 20, 1999 by 

72 Del. Laws c. 195; June 23, 2000 by 72 Del. Laws c. 341; July 8, 2002 by 73 Del. Laws c. 378; 

June 30, 2003 by 74 Del. Laws c. 100; and June 30, 2005 by 75 Del. Laws c. 97). 

2. Purpose.  The purpose of the Act, according to the synopsis, is to 

facilitate the establishment in Delaware of irrevocable trusts that will allow trust settlors to 

transfer assets from their estates, in order to reduce the federal estate taxes that would otherwise 

be due upon their deaths.  However, beyond its utility as an estate planning device, the statute 
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also allows for the creation of asset protection trusts that do not involve a transfer subject to gift 

tax. 

3. Mechanics Of Setting Up The Trust.  The Act is triggered by a 

“qualified disposition,” which means a disposition by or from a transferor to a trustee, with or 

without consideration, by means of a trust instrument.  A “transferor” is defined as the owner of 

property or the holder of a general power or the trustee of another trust.  The trustee must be 

either a Delaware resident individual (other than the transferor) or an entity (i) authorized by 

Delaware law to act as a trustee and (ii) subject to supervision by the Delaware Bank 

Commissioner, the FDIC, the OCC or the Office of Thrift Supervision.  Except as noted below, 

the trust instrument must expressly incorporate Delaware law, must be irrevocable and must 

contain provisions barring transfers of interests in the trust. 

4. Ties To Delaware.  The trustee must (i) maintain or arrange for custody in 

Delaware of some or all of the trust property; (ii) maintain records for the trust on an exclusive or 

nonexclusive basis; (iii) prepare or arrange for the preparation of fiduciary income tax returns; or 

(iv) otherwise materially participate in the administration of the trust.  The trust may have non-

Delaware co-trustees, investment advisers, trust protectors, distribution advisers and other 

advisers located outside Delaware.  The settlor may act as investment adviser and may retain the 

power to remove and replace other trust advisers, subject to certain limitations, but may not 

otherwise act as an adviser. 

5. Settlor’s Retained Powers.  The settlor may retain one or more of the 

following rights and powers:  (i) a power to veto distributions from the trust; (ii) a testamentary 

special power of appointment or similar power; (iii) the potential to receive distributions of 

income, principal, or both, in the sole discretion of the trustee; (iv) the right to receive income 
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from the trust; (v) the right to receive principal pursuant to an ascertainable standard contained in 

the trust instrument; (vi) the right to serve as investment adviser to the trust; (vii) the right to 

income and principal from a charitable remainder unitrust or a charitable remainder annuity trust; 

(viii) the right to retain a specified percentage (not in excess of 5%) of the value of the trust 

property each year; (ix) the right to use trust property if the right may be enjoyed only in the sole 

discretion of the trustee or pursuant to an ascertainable standard; (x) the right to remove and 

replace trustees and other advisers provided that the successors are not related or subordinate to 

the settlor within the meaning of Section 672(c) of the Internal Revenue Code; (xi) the right to 

reside in a residence transferred to the trust if the trust is a qualified personal residence trust 

described in Section 2702 of the Internal Revenue Code; (xii) the right to retain a “qualified 

annuity interest” within the meaning of Treasury Regulation § 25.2702-5(c)(8); and (xiii) the 

right to be reimbursed, in the trustee’s discretion, for income tax liability incurred by the settlor 

with respect to trust income under the grantor trust rules of Sections 671 through 679 of the 

Internal Revenue Code. 

6. Protection Provided.  No action of any kind may be brought for an 

attachment or other provisional remedy against property that is the subject of a qualified 

disposition, unless the action is to avoid the qualified disposition under Delaware’s fraudulent 

conveyance law. 

7. Delaware Fraudulent Transfer Law.  Under Delaware law, as to both 

current and future creditors, a transfer is fraudulent if: 

(a) the debtor made the transfer without receiving reasonably equivalent 

value in exchange for the transferred property and the debtor (a) was engaged or was about to 

engage in a business or transaction for which the remaining assets of the debtor were unreasonably 
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small in relation to the business or transaction, or (b) intended to incur, or believed or reasonably 

should have believed that the debtor would incur, debts beyond the debtor’s ability to pay; or  

(b) the debtor made the transfer with actual intent to hinder, delay or 

defraud any creditor of the debtor.   

As to current creditors, a transfer is fraudulent if the debtor made the transfer 

without receiving reasonably equivalent value in exchange for the transferred property and the 

transfer rendered the debtor insolvent or the debtor was insolvent at the time of the transfer 

(“insolvent” means debts exceed assets or generally unable to pay debts as they come due). 

8. Limitations Period.  An action to avoid a qualified disposition must be 

brought (i) if the creditor’s claim arose before the qualified disposition, within four years after 

the disposition or, if later, within one year after the disposition could reasonably have been 

discovered by the creditor; or (ii) if the creditor’s claim arose after the qualified disposition, 

within four years after the disposition. 

9. Persons Not Subject To The Statute.  The following two classes of 

persons are not subject to the provisions of the Act: 

(a) any person to whom the transferor is indebted for the payment of 

support or alimony in favor of such transferor’s spouse, former spouse, or children or for a division 

of property in favor of such transferor’s spouse or former spouse; however, for purposes of this rule, 

a person is treated as a spouse or former spouse only if the person was married to the transferor at, 

or before, the time of the qualified disposition; and 

(b) any person who suffers death, personal injury, or property damage on 

or before the date of the qualified disposition, which death, personal injury or property damage is at 



 

Thomas R. Pulsifer, Esquire 
11/16/05 #91513v10 

- 19 - 

any time determined to have been caused by the tortious act or omission of either the transferor or 

by another person for whom such transferor is or was vicariously liable. 

B. The Amendments 

1. First Amendment.  On March 30, 1998, the Act was amended for the first 

time.  71 Del. Laws c. 254 §§ 36 and 37 (March 30, 1998).  The amendments removed from the 

list of persons not subject to the statute any creditor who became a creditor of the transferor in 

reliance upon an express written statement of the transferor that any property contributed to the 

trust thereafter remained the property of the transferor and was available to satisfy any debt of 

the creditor.  This “post-funding fraudulent statement” exception to the statute arguably made it 

impossible for trust settlors to make a completed gift to a Delaware asset protection trust.  The 

March 30 amendment corrected this problem.  The amendment is retroactive to the original date 

of enactment of the Act. 

2. Second Amendment.  On June 29, 1998, the Act was amended for a 

second time.  71 Del. Laws c. 343.  The following is a complete list of all of the substantive 

changes to the Act made by the June 29 amendment: 

(a) The June 29 amendment clarifies that there may be more than one 

trustee of a trust created by a qualified disposition.  The amendment also provides that a transferor’s 

release or relinquishment of an interest in property already subject to a qualified disposition in trust 

(such as a reserved right to income) is not itself a qualified disposition and does not start any statute 

of limitations running anew. 

(b) The amendment distinguishes between a trustee of a trust created by 

a qualified disposition, that is, a qualified trustee, and a trustee generally. 
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(c) The amendment clarifies that a trustee of an existing trust may, if 

permitted by the terms of the trust or by court order, make a qualified disposition.  This provision is 

intended to facilitate the repatriation of existing offshore trusts to Delaware. 

(d) The amendment specifies that nonresident individuals and entities 

not authorized to act as a Delaware trustee under Delaware law cannot be a qualified trustee; 

however, a nonresident individual or entity may be an adviser, including but not limited to a 

distribution adviser or investment adviser.  The transferor may serve as an investment adviser, but 

may not be the direction distribution adviser to a trust that is the subject of a qualified disposition. 

(e) The amendment provides that the transferor may retain a right to 

receive the income of the trust or the right to receive principal on the basis of an ascertainable 

standard.  The synopsis to the amendment cautions that retention of these rights may require the 

trust to pay death taxes under §2207B of the Internal Revenue Code or state tax apportionment 

statutes.  The amendment also provides that the trust must contain a restriction on alienation or 

transfers of beneficial interests that is intended to be enforceable within the meaning of §541(c)(2) 

of the Bankruptcy Code so that a qualified disposition will be excluded from the bankruptcy estate 

of the settlor and other trust beneficiaries. 

(f) The amendment provides that in cases where a qualified disposition 

is made by the trustee of a previously existing trust, for purposes of measuring the running of the 

limitations period allowed under §3572(b) of Title 12, the period that the original trust was in 

existence will be “tacked” to the period of the qualified disposition.  This “tacking” provision is 

intended to encourage the relocation of existing trusts to Delaware.  The amendment provides 

limited protection against liability for the qualified trustees and advisers named in the trust. 
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(g) Finally, the amendment provides that the Act applies to irrevocable 

trusts whose existence predates the enactment of the Act if the qualified disposition to a qualified 

trustee is made by a trustee on or after July 1, 1997 (which was the initial effective date for the Act). 

3. Third Amendment.  On July 14, 1999, the Act was amended for a third 

time.  72 Del. Laws c. 59.  The July 14, 1999 amendment provides that a transferor’s spouse is 

subject to the Act when the transferor becomes married to the spouse after the qualified 

disposition has occurred.  Thus, a spouse who marries the settlor of an asset protection trust after 

the trust is created has no greater rights against the trust than other general creditors. 

4. Fourth Amendment.  On July 20, 1999, the Act was amended for the 

fourth time.  72 Del. Laws c. 195.  This amendment provides that no creditor nor any other 

person shall have any claim or cause of action against the trustee or any adviser to an asset 

protection trust nor against any person involved in the counseling, drafting, preparation, 

execution, or funding of such a trust other than those rights provided in the Act.  The Act does 

not provide any rights to creditors or third parties other than the right to avoid fraudulent 

transfers in the manner and to the extent described above.  Accordingly, the amendment, in 

effect, absolves trustees, advisers, and persons involved in the creation of asset protection trusts 

from any personal liability to the settlor’s creditors and third persons. 

5. Fifth Amendment.  On June 23, 2000, the Act was amended for the fifth 

time.  72 Del. Laws c. 341.  The fifth amendment made numerous changes to the statute 

including the following: 

(a) The amendment permits the creation of a Delaware asset protection 

trust by means of the replacement of a non-Delaware trustee with a Delaware trustee or by the 

addition of a new Delaware trustee.  Under prior law, it was not clear whether this was possible. 



 

Thomas R. Pulsifer, Esquire 
11/16/05 #91513v10 

- 22 - 

(b) The amendment clarifies that a Delaware asset protection trust may 

have multiple trustees located in different jurisdictions so long as at least one of the co-trustees is an 

individual resident in Delaware or a bank or trust company authorized to act as trustee in Delaware. 

(c) The amendment permits the settlor of a Delaware asset protection 

trust to retain a right to receive income and principal from a charitable remainder unitrust or a 

charitable remainder annuity trust within the meaning of Section 664 of the Internal Revenue Code 

or to retain the right to receive a specified percentage of the value of the trust property each year 

provided that the specified percentage does not exceed five percent.  Under prior law, the only 

payment rights the settlor could retain were rights to income and rights to principal either in the 

trustee’s sole discretion or pursuant to an ascertainable standard. 

(d) The amendment clarifies that when a non-Delaware trustee conveys 

trust assets held in a non-Delaware trust to a Delaware trustee or resigns in favor of a Delaware 

trustee, the disposition may be a qualified disposition (thereby creating a Delaware asset protection 

trust) even though the trust instrument does not expressly incorporate the law of Delaware to govern 

the validity, construction, and administration of the trust. 

(e) The amendment makes clear that any attempt by the settlor to retain 

rights in the trust other than those expressly reserved in the trust agreement is not permitted by 

Delaware law.  The purpose of this provision is to negate any argument that a creditor of the settlor 

might make alleging that the settlor has retained disguised or secret rights in the trust by virtue of a 

side agreement or understanding with the trustee or some other person having authority with respect 

to the trust, such as the trust protector. 

(f) The amendment provides for exclusive Chancery Court jurisdiction 

over all actions brought with respect to qualified dispositions. 
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(g) The amendment clarifies the limitations period for actions brought by 

a creditor whose claim arises before the creation of the asset protection trust.  In the future, if the 

limitations period for claims brought pursuant to Delaware’s Fraudulent Transfer Statute changes, 

the change will automatically be incorporated into the Act by reference. 

(h) The amendment clarifies that, for purposes of determining the 

limitations period for creditor challenges to conveyances made to a Delaware asset protection trust, 

the period during which the trust existed outside Delaware is to be counted (if the trust would have 

qualified as a Delaware asset protection trust had it been in Delaware during that period) even if the 

period began before July 1, 1997, which is the Act’s initial effective date. 

(i) The amendment clarifies that the term “creditor” as defined in the 

Act includes a person who has a claim based upon a forced heirship statute or a legitime statute and 

that such claimants are not excluded from the operation of the Act by virtue of Section 3573 of the 

Act (which excludes child support claimants and other specified claimants from the operation of the 

Act). 

(j) The amendment provides that if any provision of the Act is held to be 

invalid, the remaining provisions shall continue to be valid. 

(k) The amendment provides that, in any action to avoid a qualified 

disposition, the burden to prove the matter by clear and convincing evidence is upon the creditor. 

6. Sixth Amendment.  On July 8, 2002, Delaware amended the Act for the 

sixth time.  This amendment makes the following changes to the Act: 

(a) The amendment clarifies that the term “general power of 

appointment,” as used in the Act, has the same meaning as that term has for federal transfer tax 

purposes. 
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(b) The amendment clarifies that a transferor may retain the right to use 

trust property if the right may be enjoyed only in the sole discretion of a qualified trustee or 

pursuant to an ascertainable standard contained in the trust instrument.  Thus, for example, if the 

transferor conveyed real property to the trust, the transferor could use the real property if the 

qualified trustee, acting in its sole discretion, permitted such use or if the use occurred pursuant to 

an ascertainable standard. 

(c) The amendment clarifies that a qualified trustee may be directed in 

the exercise of the trustee’s discretion over distributions by an adviser (commonly referred to as a 

“distribution adviser”) and that the adviser empowered to direct the qualified trustee in making 

discretionary distributions need not be located in Delaware. 

(d) The amendment permits the settlor to retain the right to remove 

trustees (including qualified trustees) and other advisers and to appoint successor trustees and 

advisers provided that the successors are not related or subordinate to the settlor within the meaning 

of Section 672(c) of the Internal Revenue Code. 

(e) The amendment permits a qualified personal residence trust 

described in Section 2702 of the Internal Revenue Code to qualify under the Act even if the settlor 

retains the right to reside in the residence conveyed to the trust. 

(f) The amendment clarifies that the settlor creating a trust under the Act 

may be a corporation, partnership, limited liability company or other entity and need not be a living 

individual. 

(g) The amendment addresses how the limitations period for creditor 

claims against a trust is computed when there are multiple contributions to a single trust created 

under the Act.  The amendment clarifies that each contribution has its own limitation period and that 
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subsequent contributions do not start a new limitations period with respect to prior contributions.  

Furthermore, the amendment creates a “LIFO” accounting convention by providing that, in the case 

of a trust which has received multiple contributions, any distributions from the trust are deemed to 

have been made from the property most recently contributed to the trust. 

7. Seventh Amendment.  On June 30, 2003, the Act was amended for the 

seventh time.  The legislation made the following changes to the Act: 

(a) The legislation clarifies that the exception for persons who suffer 

death, personal injury or property damage before the creation of the trust permits those persons to 

satisfy claims out of the trust (without the necessity of proving a fraudulent transfer) only to the 

extent of such tort claims.  So, for example, if such a person also had a claim against the settlor for 

an unpaid loan or a claim under a contract, that claim could be satisfied out of the trust only if the 

claim holder could prove the transfer into the trust was a fraudulent transfer. 

(b) The legislation provides that the settlor may retain the right to receive 

principal distributions from the trust under any standard specified in the trust instrument (the 

standard need not be the traditional “ascertainable standard” required by prior law) provided that the 

standard selected does not confer upon the settlor a substantially unfettered right to the receipt or 

use of trust principal. 

(c) The legislation also includes a new trustee removal provision.  Under 

this provision, if a court obtains jurisdiction over a trustee and the court then declines to apply 

Delaware law for purposes of determining the validity, construction or administration of the trust, or 

the effect of the trust’s spendthrift provision, that trustee (over whom the court has obtained 

personal jurisdiction) is removed from office by operation of law.  The practical effect of this 

provision may be to deprive such a court of jurisdiction over an indispensable party to the pending 
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litigation since each successive new trustee amenable to that particular court’s jurisdiction and 

actually joined in the pending litigation would be automatically removed from office. 

8. Eighth Amendment.  On June 30, 2005, the Act was amended for the 

eighth time.  The following changes to the Act were included in the legislation: 

(a) The amendment expressly permits a settlor to retain the right to 

receive annual payments from the trust described as a dollar amount (rather than as a percentage of 

the value of the assets) so long as the dollar amount selected is no more than five percent of the 

initial value of the trust assets. 

(b) The amendment permits a settlor to retain a “qualified annuity 

interest” in a Delaware asset protection trust that is a qualified personal residence trust described in 

Section 2702 of the Internal Revenue Code and the associated Treasury Regulations.  The Act 

previously was amended to permit settlors to retain the right to use a residence held in the trust so 

long as the trust satisfied the requirements for treatment as a qualified personal residence trust.  In 

accordance with Treasury Regulations § 25.2702-5(c)(8), such qualified personal residence trusts 

generally are drafted to provide that in the event the residence is sold, the settlor will thereafter be 

entitled to receive annuity payments from the trust for the remainder of the trust term.  The 

amendment is intended to clarify that qualified personal residence trusts that include such provisions 

may be designed as Delaware asset protection trusts. 

(c) The Act was amended to permit a settlor to receive income tax 

reimbursement payments from the trust if the trust is a grantor trust described in Sections 671 

through 679 of the Internal Revenue Code and the income tax reimbursement payments can only be 

made in the sole discretion of the trustee or the sole discretion of a trust advisor. 
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(d) The Act provides generally that a trust may count the time during 

which a trust was located outside Delaware toward satisfaction of the Delaware limitations period 

for assertion of creditor claims if, during that time, the trust satisfied the substantive requirements of 

the Act (other than the requirements relating to the selection of a Delaware trustee and the choice of 

Delaware law to govern the trust).  This “tacking” provision is intended to encourage offshore asset 

protection trusts to change their situs to Delaware.  The 2005 amendments to the Act include a 

provision which states that when a trust moving to Delaware contains a power of appointment held 

by the settlor that is broader than permitted by the Act (the Act permits the settlor to retain no more 

than a testamentary limited power of appointment), the trustee may, with the settlor’s consent, elect 

to reduce the scope of the power to the extent necessary to comply with the Act.  If this is done, the 

amendment further provides that the trust will be permitted to count the time during which the trust 

was located outside Delaware toward satisfaction of the Delaware statute of limitations on creditor 

rights. 

(e) In response to Revenue Procedure 2005-24, which requires the 

spouse of the settlor of certain charitable remainder trusts to release his or her right to claim trust 

assets in satisfaction of elective share rights, the Act was amended to state expressly that a qualified 

disposition to a trust under the Act may not be avoided in satisfaction of a surviving spouse’s 

elective share rights.  Thus charitable remainder trusts designed as Delaware asset protection trusts 

need not comply with the Revenue Procedure 2005-24 elective share release requirements. 

(f) Finally, the amendment provides that after a creditor successfully 

avoids a qualified disposition under the Act, if the creditor seeks to recover assets previously 

distributed from the trust to any beneficiary or to recover assets from the trust before full payment of 

the trustee’s fees and expenses (including litigation expenses), the creditor shall have the burden of 



 

Thomas R. Pulsifer, Esquire 
11/16/05 #91513v10 

- 28 - 

proving, by clear and convincing evidence, that the beneficiary or trustee, as the case may be, acted 

in bad faith; except that, in the case of distributions to the settlor, the burden on the creditor shall be 

to prove that the settlor/beneficiary acted in bad faith by a preponderance of the evidence. 

C. Delaware Situs Issue 

Although the Act requires minimal ties to Delaware, there are many reasons why 

it may be prudent to make sure that the trust has its situs in Delaware.  For example, a trust with 

its situs in Delaware is less likely to become subject to the jurisdiction of the courts in other 

states, and can be governed by Delaware law with respect to issues of validity and other matters.  

Most importantly, under general conflicts of law jurisprudence, the enforceability of a spendthrift 

clause is determined under the law of the situs (or place of administration) of the trust.  See 

Restatement (Second) of Conflicts of Law § 273; Bogert, Trusts and Trustees § 293; Scott, On 

Trusts §§ 626-628.  The three most important factors Delaware courts look to in determining the 

situs of an inter vivos trust are the intention of the settlor, the domicile of the trustee, and the 

place in which the trust is administered.  Lewis v. Hanson, 128 A.2d 819 (Del. 1957), aff’d sub 

nom. Hanson v. Denckla, 357 U.S. 235, reh’g denied, 358 U.S. 858 (1958); see also, Wilmington 

Trust Co. v. Sloan, 54 A.2d 544, 549 (Del. Ch. 1947); Equitable Trust Co. v. Ward, 48 A.2d 519, 

529 (Del. Ch. 1946).  The following is an enumeration of some of the factors that could be 

considered by a Delaware court in determining the place in which a trust is administered: 

1. Location of trust’s bank accounts and trust’s tangible personalty; 

2. Location where trust records are maintained; 

3. Location of trustee’s offices; 

4. Location where trust reviews, investment decisions, and trust account 

transactions occur; 
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5. Location from which trust accountings, reports, and other communications 

with the settlor, beneficiaries, and unrelated third parties originate; 

6. Location of trust officers; 

7. Location where trust accountings, reports, and other communications with 

the settlor, beneficiaries, and unrelated third parties are prepared; 

8. Location where documents relating to the trust are executed on behalf of 

the trust; 

9. Location at which trust income and contributions are received and from 

which trust expenditures and distributions are disbursed; 

10. Location where trust officer meetings are held; 

11. Location of documents evidencing ownership of trust property; 

12. Location to which trust account inquiries are directed; 

13. Location where tax reports are prepared and tax compliance reviews and 

audits are performed; 

14. Location where trust instrument is executed; 

15. Location where trustee’s trust committee meetings and reviews occur; and 

16. Location of trust’s outside advisers (accountants, lawyers, brokers, and 

other professionals). 

D. Transfer and Income Tax Issues 

1. Importance of Creditor Rights.  Under the laws of most states, if a 

trustee has the power, in the exercise of the trustee’s sole discretion, to distribute trust assets to 

the settlor, the settlor’s creditors may claim the trust assets in satisfaction of the settlor’s debts.  

A number of federal tax cases and other authorities have held that, in such a case, the settlor has 
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not made a completed gift of the trust assets or the trust assets were includible in the settlor’s 

gross estate.  In general, the reasoning has been that the settlor could borrow money or otherwise 

incur debt that could be satisfied out of the trust and therefore the settlor had (i) indirectly 

retained the power to revoke the trust (which causes estate tax inclusion under Code 

§ 2038(a)(1)) or (ii) retained enjoyment of the trust property (which causes estate inclusion under 

Code § 2036(a)(1)) or (iii) failed to relinquish dominion and control over the trust property (for 

gift tax purposes).  See, e.g., Estate of Paxton v. Commissioner, 86 T.C. 785 (1986) (estate 

inclusion); Outwin v. Commissioner, 76 T.C. 153 (1981) (no completed gift); Paolozzi v. 

Commissioner, 23 T.C. 182 (1954) (no completed gift); Rev. Rul. 76-103 (no completed gift). 

2. Absence of Creditor Rights.  There is substantial authority for the 

proposition that if the settlor’s creditors can not reach the assets of a trust, the settlor has made a 

completed gift and there is no estate tax inclusion even though the trustee has the power, in the 

trustee’s sole discretion, to distribute the trust assets to the settlor.  See, e.g., Wells v. 

Commissioner, T.C. Memo 1981-574 (no estate inclusion); Estate of Uhl, 241 F.2d 867 (7th Cir. 

1957) (no estate inclusion); Estate of German v. United States, 85-1 U.S.T.C. 13,610 (Ct. C1. 

1985) (no estate inclusion); Rev. Rul. 77-378 (completed gift); PLR 9332006 (no estate 

inclusion); PLR 8829030 (no estate inclusion under § 2038); TAM 8213004 (completed gift); 

PLR 8037116 (no estate inclusion); PLR 7833062 (completed gift).  The Internal Revenue 

Service has ruled expressly that a settlor who contributes assets to an Alaska asset protection 

trust has made a completed gift.  PLR 9837007 (June 10, 1998).  However, the Service refused to 

rule on whether the assets contributed to such a trust would be includible in the settlor’s gross 

estate.  It should be noted with respect to the completed gift authorities that this holding does not 
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necessarily preclude estate inclusion.  See, e.g., Estate of Skinner v. United States, 316 F.2d 517 

(3d Cir. 1963) (not a creditor rights case). 

3. Open Issue.  At least one commentator has argued that the authorities are 

wrong, and that the assets of a discretionary trust should be included in the settlor’s gross estate 

(without regard to creditor rights) if the settlor is among the discretionary beneficiaries because 

the settlor has retained enjoyment of the property for purposes of Code § 2036(a)(1).  Apparently 

there is no authority which supports this view. 

4. Avoiding Completed Gift Treatment.  In cases where the settlor wishes 

to avoid making a completed gift, but wishes to obtain the asset protection benefits of the statute, 

the settlor may (i) retain the power to veto all distributions to beneficiaries and (ii) retain a 

testamentary limited power of appointment.  See Treas. Reg. § 25.2511-2(c) (gift is incomplete 

where donor reserves power to change interests of the beneficiaries among themselves). 

5. Federal Income Tax.  In general, Delaware asset protection trusts are 

taxed as grantor trusts because the trustee, as a nonadverse party, has the power to dispose of the 

beneficial enjoyment of corpus and income and to distribute the trust income to the grantor.  See 

Code §§ 674(a); 677(a).  However, it is also possible to design an asset protection trust to avoid 

treatment as a grantor trust. 

(a) Reversionary Interest Under Code § 673.  A threshold question 

that must be answered in order to determine whether it is possible to create a non-grantor 

Delaware asset protection trust is whether the grantor will be deemed to hold a reversionary 

interest in the trust for purposes of Code § 673.  Code § 673 provides, in general, that a trust is a 

grantor trust if the grantor retains a reversionary interest having a value that exceeds five percent 

of the value of the trust.  Code § 673(c) provides that, for purposes of determining the value of 
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the grantor’s reversionary interest, it shall be assumed that any discretion exercisable in favor of 

the grantor will be exercised in favor of the grantor to the maximum extent possible.   

In a properly drafted Delaware asset protection trust, the grantor retains no 

reversionary interest.  The trustee’s discretionary power to make distributions to the grantor 

should not be categorized as a “reversionary interest” within the meaning of Code § 673. 

Code § 672, which provides definitions for the grantor trust provisions under 

subpart E, does not define “reversion” for the purposes of Code § 673. Although Code § 672 

does not provide a definition of a reversion for purposes of subpart E, it seems clear that a 

reversion under Code § 673 can not arise in situations other than those involving a traditional 

reversion.  Under the traditional definition of a reversion, a reversion exists when a person 

having a vested estate transfers a lesser vested estate to another.  See LEWIS M. SIMES AND 

ALLAN F. SMITH, THE LAW OF FUTURE INTERESTS, § 82 (2d ed. 1956) (hereinafter “SIMES”); see 

also WILLIAM SHWARTZ, FUTURE INTERESTS AND ESTATE PLANNING, § 2.24 (1965) (hereinafter 

“SHWARTZ”).  The interest left with the transferor, by virtue of transferring a lesser estate, is 

called a reversion.  Thus, the grantor of a trust retains a reversionary interest if a portion of the 

transferred assets will return to the grantor upon the death of a person (life estate), after a number 

of years (term of years), or upon the grantor’s demand (tenancy at will).  Under this traditional 

concept, if a transferor conveys all of his or her interest in property to a trust, then he or she has 

not retained a reversion even if he or she holds a beneficial interest (such as a right to receive 

distributions in the trustee’s discretion).  See SHWARTZ, § 2.27; see also PLR 9016079 

(January 25, 1990) (trust held not to be a grantor trust under Code § 673 even though trustee had 

power to make discretionary distributions to the grantor). 
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(i) Internal Revenue Service Memoranda.  In Technical 

Advice Memorandum (“TAM”) 8127004, the Internal Revenue Service stated that “a 

reversionary interest is the interest a transferor has when less than his entire interest and property 

is transferred to a trust and which will become possessory at some future date.”  Tech. Adv. 

Mem. 81-27-004 (February 25, 1981) (emphasis added). 

In a General Counsel Memorandum, comparing a possibility of reverter under 

Code § 676(a) with a reversion, the Service defined a reversion as “the residue left in the grantor 

on determination of a particular estate” and stated that “the reversionary interest arises only when 

the transferor transfers an estate of lesser quantum than he owns”. Gen. Couns. Mem. 36,410 at 

5-6 (September 11, 1975) (emphasis added). 

(ii) Case Law.  In Crane v. Commissioner, 368 F.2d 800 (1st 

Cir. 1966), the court held that a grantor had a reversionary interest where he transferred stock, 

and later received either the proceeds from the sale of the stock to the beneficiaries or a return of 

the stock. Id. at 801.  The court held that “when we look at the obvious purpose of 

Code § 673(a), it must be to prevent a grantor from making a temporary transfer of assets in 

order to diminish, for a limited period, the receipt of taxable income therefrom.” Id. (emphasis 

added).  By indicating that a reversion is a “temporary transfer,” the court interpreted a Code 

§ 673 reversionary interest under the traditional definition of a reversion.  

The hierarchy of vested interests in property helps explain how the First Circuit’s 

holding relates to the traditional definition of a reversion.  The hierarchy that gives rise to a 

reversion, such as fee simple, fee tail, life estate, term of years, and tenancy at will, are 

specifically defined by their “duration.” See SIMES, § 82; see also SHWARTZ, § 2.24.  Thus, when 
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a grantor transfers a lesser-vested estate, he or she is making a “temporary transfer,” with a 

reversion of the remaining interest.   

(iii) Legislative History.  Prior to 1954, the Internal Revenue 

Code contained only provisions for grantor trusts in which the transferor retained a power of 

revocation, or when trust income was accumulated or distributed for the transferor.  H.R. REP. 

NO. 83-1337 (1954) reprinted in 1954 U.S.C.C.A.N. 4025, 4089; S. REP. NO. 83-1337 (1954) 

reprinted in 1954 U.S.C.C.A.N. 4621, 4719.  There were also Treasury Regulations providing for 

a grantor trust when the grantor had a reversionary interest that would revert within a specified 

period of time.  The regulations were known as “Clifford” regulations because they adopted the 

approach taken in Helvering v. Clifford, 309 U.S. 331 (1940). 

In 1954, Congress adopted Code § 673.  Congress’ intent was to codify the 

approach in section 39.22(a)-21(c) of Regulations 118.  H.R. REP. NO. 83-1337 (1954) reprinted 

in 1954 U.S.C.C.A.N. 4025, 4353.  There were only two minor changes to the approach in the 

regulation.  These changes were unrelated to circumstances that give rise to a reversion. Id. at 

4089 (shortening the time in which a reversionary interest would effect taxation to the grantor 

and amending the provisions pertaining to related or subordinate trustees);  S. REP. NO. 83-1337 

(1954) reprinted in 1954 U.S.C.C.A.N. 4621, 4719. 

The approach from section 39.22(a)-21(c) of Regulations 118 that Congress 

codified provided that “[i]ncome of a trust is taxable to the grantor where the grantor has a 

reversionary interest in the corpus or income.” Treas. Reg. § 9.22(a)-21(c) (1953).  Section 

39.22(a)-21(c) then described some specific situations in which a reversionary interest may arise. 

Each of the examples provided in the regulation illustrate the “traditional” concept of a 

reversion. 
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The first example in Treasury Regulation § 39.22(a)-21(c)(2) provided an 

example of a reversionary interest: “[w]here the grantor’s reversionary interest is to take effect in 

possession or enjoyment by reason of some event other than the expiration of a specific term of 

years, the trust income is nevertheless attributable to him if such event is the practical equivalent 

of the expiration of a period less than 10 or 15 years.” Treas. Reg. § 39.22(a)-21(c)(2) (1953); 

See also Treas. Reg. § 1.673(a)-1(a)(2)(c).  Treasury Regulation § 39.22(a)-21(c)(3) also stated: 

“a reversionary interest may reasonably be expected to take effect in possession or enjoyment 

within 10 or 15 years, as the case may be, where the corpus or the income therefrom is to be 

reacquired if the grantor survives any stated contingency which is of an insubstantial character.” 

Treas. Reg. § 39.22(a)-21(c)(3) (1953); See also Treas. Reg. § 1.673(a)-1(a)(2)(d).  Although the 

regulation does not purport to provide a complete list of situations in which a reversionary 

interest may arise, the examples suggest that the regulation, and the later-adopted statute which 

codified the regulation, did not contemplate reversionary interests beyond the traditional 

definition. 

(iv) Interpretation of Code § 673(c).  Although Internal 

Revenue Code § 673 was originally adopted in 1954, the current Code § 673(c) (which provides 

that in valuing a reversion, the maximum exercise of discretion in favor of the grantor is 

assumed) was not adopted until 1988. See S. REP. NO. 100-445 at 362 (1988) reprinted in 1988 

U.S.C.C.A.N. 4515, 4872.  There is no case law or interpretive material providing guidance on 

what is meant by “assuming the maximum exercise of discretion in favor of the grantor” when 

valuing the grantor’s reversionary interest. 

The legislative history of Code § 673(c) simply provides that “in determining 

whether a reversionary interest has a value in excess of five percent of the trust, it will be 
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assumed that any discretionary powers are exercised in such a way as to maximize the value of 

the reversionary interest.” S. REP. NO. 100-445 at 362 (1988) reprinted in 1988 U.S.C.C.A.N. 

4515, 4872.  There is no other express explanation of how this provision affects the reversionary 

interest rule.  A careful reading of the legislative history, however, demonstrates that Congress 

only intended Internal Revenue Code 673(c) to provide an assumption that discretionary powers 

are exercised in favor of the grantor for purposes of calculating the proportion of the value of an 

exiting reversion to the value of the rest of the trust, and not in determining whether the 

discretionary powers themselves create a reversion. 

The Senate Report states that discretionary powers should be assumed to be 

exercised to maximize the value in favor of the grantor “in determining whether a reversionary 

interest has a value in excess of five percent.”  Id.  This explanation does not say that the 

discretionary power assumption should be made to determine whether there is a reversion in the 

first place.  Rather, the assumption is only made in calculating the value of a reversion, relative 

to the size of the trust, in applying the five percent exception.  Thus, Internal Revenue Code 

§ 673(c) does not operate to create a reversion where none exists under the traditional definition 

contemplated by Congress and the Service. 

An example of the proper application of Code § 673(c) as Congress intended it is 

as follows:  If the grantor retains a reversionary interest in the income or principal of a trust, and 

the trustee has the discretion to distribute principal or income to another beneficiary for a term of 

years, the value of the grantor’s reversionary interest is determined by assuming that no amount 

of principal or income will be distributed to the other beneficiary. Pursuant to Code § 673(c), the 

trustee’s discretion to distribute principal or income to the other beneficiary is assumed to be 

exercised in favor of the grantor (meaning it is assumed no discretionary distributions will be 
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made to the other beneficiary) in calculating whether the value of the reversion exceeds five 

percent of the value of the trust. 

(b) Power To Control Beneficial Enjoyment Under Code 

§ 674.  Code § 674 provides, in general, that a trust is a grantor trust if the beneficial enjoyment 

of the trust property is subject to a power of disposition exercisable by the grantor or a 

nonadverse party, or both, without the approval or consent of any adverse party. 

A Delaware asset protection trust may avoid grantor trust status under Code § 674 

by employing an independent trustee described in Code § 674(c).  In this regard, Code § 674(c) 

provides that the general rule of Code § 674 is not applicable to a power of disposition solely 

exercisable (without the approval or consent of anyone) by a trustee or trustees, none of whom is 

the grantor, and no more than half of whom are related or subordinate parties who are 

subservient to the wishes of the grantor. 

(c) Income For The Benefit Of The Grantor Under Code 

§ 677.  Code § 677 provides, in general, that a trust is a grantor trust if the trust’s income, 

without the approval or consent of any adverse party, is, or, in the discretion of the grantor or a 

nonadverse party, or both, may be (i) distributed to the grantor or the grantor’s spouse or (ii) held 

or accumulated for future distribution to the grantor or the grantor’s spouse.  

A Delaware asset protection trust may avoid grantor trust status under Code § 677 

if the terms of the trust provide that no trust income may be distributed to the grantor except 

upon the consent of an adverse party. 

An “adverse party” is defined in Code § 672(a) as any person having a substantial 

beneficial interest in the trust which would be adversely affected by the exercise or non-exercise 

of the power.   
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The determination of whether a party has a substantial adverse interest is a factual 

question depending on the merits of each case.  Paxton v. Commissioner, 520 F.2d, 923, 925 (9th 

Cir. 1975).  A party with a beneficial interest, or some future interest in the trust property, is not 

always an adverse party. 

If the trust agreement for a Delaware asset protection trust provides that all adult 

competent beneficiaries who are eligible to receive distributions from the trust must consent in 

order for the Trustee to make a distribution to the grantor or the grantor’s spouse, the 

beneficiaries collectively would be viewed as having a “substantial beneficial interest” in the 

trust adverse to the exercise of the trustee’s discretion in favor of the grantor because each such 

distribution actually made to the grantor would reduce the amount that otherwise would be 

available for distribution to or among them.  See PLR 9016079 (January 25, 1990) (Service held 

that each person eligible to receive discretionary distributions from a trust has a substantial 

interest that is adverse, within the meaning of Code § 672, to the exercise of the trustee’s 

discretion in favor of the grantor); see also Grantor Trusts:  Sections 671-679, Tax Mgmt. (BNA) 

No. 858 at A-15. 

6. Delaware Income Tax.  Delaware follows the federal treatment of grantor 

trusts and does not tax Delaware grantor trusts nor the grantor (unless the grantor is a Delaware 

resident or otherwise subject to income taxation in Delaware).  If a trust is designed as a 

nongrantor trust, Delaware would not tax trust distributions and would not tax accumulated 

income nor capital gains if the remaindermen reside outside Delaware.  See 30 Del. C. § 1636. 

E. Super Delaware Asset Protection Trust 

It seems clear that it is possible to create an asset protection trust that is (i) a 

completed gift and a grantor trust; (ii) a completed gift and a non-grantor trust; and (iii) an 
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incomplete gift and a grantor trust.  The open question until recently was whether it is possible to 

create an asset protection trust that is an incomplete gift and a non-grantor trust.  However, in a 

private letter ruling issued on August 27, 2001 to the settlor of a Delaware asset protection trust, 

the Internal Revenue Service ruled that it is possible, through careful drafting, to create such a 

trust.  See PLR 200148028; see also PLR 200502014; PLR 200247013. 

An asset protection trust that is not a completed gift and is a non-grantor trust is a 

powerful planning tool for many settlors, as the trust provides creditor protection and, in some 

cases, an opportunity to avoid all state income taxation on the income and capital gains 

accumulated in the trust.  Under the laws of many states, a non-grantor trust located in Delaware 

would not be taxable by the settlor’s home state even if the settlor and the beneficiaries all 

resided in that state.  Delaware generally would not tax such a trust unless trust beneficiaries 

resided in Delaware.  30 Del. C. § 1636.   

The opportunity to avoid state income taxation of income accumulated in a trust 

for future distribution to beneficiaries can greatly increase the value of a trust even in cases 

where the trust is funded at relatively modest levels.   

For example, consider a traditional revocable trust created by a New York 

resident (or, for that matter, any other trust created by a New Yorker with a New York trustee for 

the benefit of New York residents).  If the trust is funded with $2,000,000 and achieves a 10% 

annual rate of return before taxes, the trust would grow to slightly less than $7,000,000 in 20 

years assuming no distributions occur and the earnings are comprised of 6% ordinary income and 

4% realized capital gains.  The effective rate of tax on the trust would be 35.37% (38.6% federal 

rate on ordinary income; 20% federal rate of capital gains; 6.85% New York rate on all income; 

New York taxes deducted in computing federal taxes). 
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By contrast, if the same trust were settled in Delaware as a super Delaware asset 

protection trust, by avoiding New York income taxes the effective rate of tax would be reduced 

to 31.16%, and the trust would grow to over $7,573,000 in the same time period.  Thus, merely 

by settling the trust in Delaware, the settlor would obtain asset protection for the trust property 

during the entire 20 year trust period and, at the end of that period, the property in the trust, 

potentially available for distribution to the settlor, would be augmented by over $573,000. 

F. Creditor Rights 

1. State Court Judgments.  Although the full faith and credit clause of the 

United States Constitution requires the courts of each state to enforce the judgments of the other 

states, a judgment against one person is not enforceable against another person, including a trust.  

The issue of whether a beneficiary’s interest in an inter vivos trust can be reached by his 

creditors is determined under the law of the state where the settlor has manifested an intention 

that the trust is to be administered.  See Restatement (Second) Of The Law Of Conflicts § 273; 

Bogert, Trusts & Trustees § 293; but see In re Larry Portnoy, 201 BR 685 (S.D.N.Y. 1996) 

(applied New York law to Jersey (Channel Islands) trust as New York had greatest interest in the 

litigation and application of Jersey law would offend strong New York and federal bankruptcy 

policy); see also § 403 of the Restatement (3d) of Foreign Relations Law. 

2. 2005 Bankruptcy Act Expressly Validates Use of Domestic Asset 

Protection Trusts.  The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 

(the “2005 Bankruptcy Act”) was enacted into law on April 20, 2005 subject to a variety of 

provisions delaying the implementation of certain portions of the new laws.  During the course of 

the debate about the 2005 Bankruptcy Act, the New York Times published an article critical of 
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domestic asset protection trusts described by the Times as a “loophole” in the bankruptcy laws 

used by “millionaires” to avoid their debts. 

Apparently as a result of the Times article or similar concerns expressed 

by others, Senator Schumer proposed to amend the 2005 Bankruptcy Act to permit the 

bankruptcy trustee to recover for inclusion in the bankruptcy estate of the settlor all assets in 

excess of $125,000 transferred to an asset protection trust within ten years prior to the 

bankruptcy filing.  If enacted, this amendment would effectively have precluded the use of 

domestic asset protection trusts as a viable asset protection strategy. 

Senator Schumer’s proposed amendment was defeated by a vote of 56 to 

39. 

Senator Talent proposed a compromise amendment that both validates the 

use of domestic asset protection trusts in non-abusive circumstances such as the circumstances 

permitted by Delaware law and precludes the use of asset protection trusts in the abusive 

circumstances apparently permitted by the laws of some offshore jurisdictions.  Senator Talent’s 

amendment, which was adopted by a vote of 73 to 26 in the Senate and included in the version of 

the 2005 Bankruptcy Act approved in the House by a 302 to 126 vote, provides that the 

bankruptcy trustee may avoid any transfer made within ten years of the bankruptcy filing if (i) 

the transfer is made to a self-settled trust by the debtor; (ii) the debtor is a beneficiary of the trust 

(this requirement seems to be subsumed within the definition of “self-settled trust”); and (iii) the 

debtor made the transfer with actual intent to hinder, delay or defraud any entity to which the 

debtor was or became, on or after the date that such transfer was made, indebted. 

Accordingly, the standard adopted for avoiding transfers to asset 

protection trusts under the 2005 Bankruptcy Act is identical to the existing fraudulent transfer 
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test in Bankruptcy Code Section 548(a)(1)(A) and nearly identical to the fraudulent transfer 

definition appearing in the Uniform Fraudulent Transfer Act and the Delaware asset protection 

trust legislation (although under Delaware law creditors enjoy greater rights than under the 2005 

Bankruptcy Act because, under Delaware law, a creditor may recover assets from the trust if the 

transfer of assets to the trust renders the settlor insolvent event in cases where the settlor did not 

actually intend to hinder, delay or defraud creditors). 

Senator Talent’s amendment, codified as Section 548(e) of Title 11 of the 

United States Code, clarifies the relationship between the federal bankruptcy laws and the 

domestic asset protection legislation now in effect in Delaware and other states and, for the first 

time, expressly validates the utility of these trusts in asset protection planning.  See Shaftel and 

Bundy, Impact of New Bankruptcy Provision on Domestic Asset Protection Trusts, Estate 

Planning Vol. 32 No. 7 (July, 2005) at 28. 

V. Trust Act 2000 

A. Background 

At its August 2000 annual meeting, the National Conference of Commissioners 

On Uniform State Laws approved the Uniform Trust Code (2000) (the “UTC”) and 

recommended the UTC for adoption in all of the States. 

In anticipation of this event, two years earlier, the Estates & Trusts Section of the 

Delaware Bar Association appointed several Subcommittees to study various aspects of the draft 

UTC for the purpose of selecting appropriate provisions from the UTC for adoption by 

Delaware.  The purpose of the Subcommittees was to retain those unique provisions of Delaware 

trust law that make Delaware an attractive situs for trusts while adopting (with appropriate 

modifications) those provisions of the UTC that would improve or clarify Delaware trust law. 
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This project resulted in the enactment of Trust Act 2000. 

B. Substantive Provisions 

1. Execution Requirements.  Effective January 1, 2001, Trust Act 2000 

provides that the creation, modification, or revocation of a trust, in which any person is granted 

an interest contingent upon surviving the trustor, can only be accomplished by either (i) a writing 

executed by the trustor and witnessed by at least one disinterested person or two credible 

persons; or (ii) a writing executed by a trustee who is a disinterested person.  Trust Act 2000 

defines the term “disinterested person” as a person who has no beneficial interest in the trust that 

would be materially increased or decreased as a result of the creation, modification, or revocation 

of the trust. 

2. Limitation On Challenges To Revocable Trusts.  Trust Act 2000 

provides a limitations period for actions, brought after the trustor’s death, challenging the 

validity of a revocable trust.  Such challenges must be brought no later than the first to occur of 

(i) ninety days after the date the trustee provides notice of the trust’s existence and certain related 

information to the person bringing the challenge; (ii) two years following the trustor’s death; (iii) 

if the trust was specifically referred to in the trustor’s will, the expiration of the time during 

which a petition for review of the will could be brought; or (iv) the date on which the person’s 

right to contest the trust is precluded by adjudication, consent or limitation.  Trust Act 2000 also 

protects trustees from liability in cases where, following the trustor’s death, the trustee 

distributes the trust assets in accordance with the terms of the trust instrument prior to receiving 

notice of a challenge to the trust’s validity.   

3. Virtual Representation.  Trust Act 2000 codifies the common law 

doctrine of virtual representation in both judicial and non-judicial proceedings.  Under Trust Act 
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2000, for all purposes, a minor, unborn, or incapacitated trust beneficiary may be represented and 

bound by any other trust beneficiary who has a substantially identical interest with respect to a 

question or dispute provided there is no material conflict of interest between the two. 

4. Statutory Trustee Powers.  Trust Act 2000 grants to trustees a number of 

statutory powers that may be exercised by trustees without court authorization unless the trust 

instrument limits the trustee’s right to exercise these powers.  The statutory powers granted by 

Trust Act 2000 include the power to (i) collect trust property and accept or decline additions to 

the trust; (ii) acquire and sell trust property; (iii) change the character of trust property; (iv) open 

accounts with financial institutions; (v) borrow and grant security interests; (vi) make advances 

to beneficiaries; (vii) exercise the rights of an owner with respect to interests in businesses held 

as part of the trust property; (viii) exercise the rights of an owner with respect to stock and 

securities held as part of the trust property; (ix) operate and manage real property; (x) enter 

leases; (xi) grant and acquire options; (xii) obtain insurance; (xiii) abandon trust property; (xiv) 

take various actions in response to potential liability for environmental conditions; (xv) deal with 

claims by and against trust property; (xvi) pay taxes and administrative expenses of the trust; 

(xvii) make tax elections; (xviii) take various actions with respect to employee benefit and 

retirement plans, annuities and life insurance; (xix) make loans; (xx) appoint special trustees to 

act for the trust outside Delaware; (xxi) make payments to, or for the benefit of, incapacitated 

beneficiaries; (xxii) make disproportionate trust property distributions in a manner that does not 

alter the value of beneficial interests; (xxiii) allocate receipts and disbursements between 

principal and income in accordance with law; (xxiv) with the beneficiaries’ consent, submit trust 

disputes to arbitration; (xxv) prosecute and defend legal actions; (xxvi) execute contracts; (xxvii) 



 

Thomas R. Pulsifer, Esquire 
11/16/05 #91513v10 

- 45 - 

exercise appropriate powers to wind up the trust following its termination; and (xxviii) divide a 

trust into multiple trusts. 

5. Statutory Resignation Right.  Trust Act 2000 grants to trustees a right to 

resign in cases where the trust instrument neither expressly permits nor prohibits the trustee’s 

resignation, but does establish a procedure for appointing successor trustees. 

6. Removal of Trustees.  Trust Act 2000 specifies express circumstances in 

which the Court of Chancery may remove a trustee.  Among these circumstances are (i) any 

breach of trust by the trustee; (ii) a lack of cooperation among co-trustees that substantially 

impairs the trust’s administration; (iii) the Court, having due regard for the express intention of 

the trustor and the best interests of the beneficiaries, determines that notwithstanding the absence 

of a breach of trust, there exists (a) a substantial change in circumstances; (b) unfitness, 

unwillingness or inability of the trustee to administer the trust properly; or (c) hostility between 

the trustee and beneficiaries that threatens the efficient administration of the trust. 

7. Breach of Trust.  Trust Act 2000 defines a breach of trust as any 

violation by a trustee of a duty owed to a beneficiary.  Trust Act 2000 enumerates various 

remedies that a court may employ to redress a breach of trust.  Among others, the remedies 

include (i) compelling the trustee to perform the duties; (ii) ordering the trustee to compensate 

the trust; (iii) enjoining the breach; (iv) requiring an accounting; (v) removing the trustee; (vi) 

reducing the trustee’s compensation; and (vii) voiding past acts of the trustee.  Trust Act 2000 

also describes the damages that a beneficiary may seek to recover for the trust on account of a 

trustee breach.  The possible damages include the amount required to restore the value of the 

trust property to what it would have been absent the breach and any profit that the trustee made 

by reason of the breach. 
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8. Trustee Liability In Absence Of Breach.  Trust Act 2000 provides a 

trustee is liable for any profit made by it arising from the administration of the trust (other than 

profit attributable to the trustee’s fees) even absent a breach.  This rule is intended to preclude 

self-dealing even where the self-dealing does not constitute a breach of trust.  However, Trust 

Act 2000 also states that a trust agreement may eliminate or vary a trustee’s duties (including the 

duty of loyalty) and liabilities, meaning that the trustor may expressly permit self-dealing and 

allow the trustee to retain profit earned from self-dealing transactions.  Trust Act 2000 also 

provides that absent a breach, the Trustee is not liable for a loss or depreciation in the value of 

the trust property or for failure to make a profit. 

9. Attorney’s Fees And Costs.  Trust Act 2000 permits the court to award 

attorney’s fees to any party in judicial proceedings involving a trust as justice and equity may 

require. 

10. Limitations Period Following Trustee’s Report.  Trust Act 2000 bars 

actions by a beneficiary against a trustee based upon facts adequately reported by the trustee 

unless the action is brought within two years after the report is sent to the beneficiary or is sent to 

someone who represents the beneficiary under Trust Act 2000’s virtual representation provisions 

described in subsection 3 above. 

11. Reliance On Trust Instrument.  Trust Act 2000 protects trustees from 

liability in all cases where the trustee acts in good faith reliance on the terms of the trust even if it 

is later determined that the trustee’s acts constitute a breach.  Trust Act 2000 defines “good 

faith” to mean honesty in fact and the observance of reasonable standards of fair dealing. 
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12. Events Affecting Administration.  Trust Act 2000 exculpates trustees 

who exercise reasonable care in attempting to determine whether an event affecting trust 

administration has occurred, even if the trustee’s determination is incorrect. 

13. Beneficiary’s Consent, Release Or Ratification.  Trust Act 2000 

provides that a beneficiary may not hold a trustee liable for a breach of trust if the beneficiary 

consents to the breach, releases the trustee from liability for the breach, or ratifies the transaction 

constituting the breach unless the beneficiary’s actions were uninformed or induced by improper 

conduct by the trustee. 

14. Limitation On Trustee’s Liability.  Trust Act 2000 provides that a 

trustee is not personally liable (i) on a contract entered into in the trustee’s fiduciary capacity if 

the trustee discloses the fiduciary capacity in the contract; (ii) on a contract entered into by a 

partnership in which the trustee, in its fiduciary capacity, is a general partner if the fiduciary 

capacity is disclosed in the contract or in a statement filed pursuant to the applicable partnership 

act; nor (iii) for torts committed in the course of administering the trust or for obligations arising 

from ownership or control of trust property, including liability for violations of environmental 

law, unless the trustee is personally at fault. 

15. Protection Of Persons Dealing With Trustee.  Trust Act 2000 generally 

exonerates third parties who deal with trustees and former trustees from all liability except in 

cases where the third party is not acting in good faith. 

16. Certificate Of Trust.  Trust Act 2000 provides that any person who acts 

in reliance upon a certificate of trust without knowledge that the representations contained 

therein are incorrect is not liable to any person for so acting and may enforce any transaction 

entered into in reliance upon the certificate as if the representations in the certificate were 
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correct.  A certificate of trust is any document prepared by the trustee containing statements 

about the trust such as statements regarding the existence of the trust, the identity of the trustee 

and trustor, and the powers of the trustee. 

17. Trustor’s Power To Override Otherwise Applicable Law.  Trust Act 

2000 permits a trustor, by the terms of the trust agreement, to override otherwise applicable law 

and expand, restrict, eliminate, or otherwise vary the rights and interests of beneficiaries and the 

trustee’s powers, duties, standard of care, rights of indemnification and liability to beneficiaries 

except that the trustor may not exculpate a trustee from liability for the trustee’s own willful 

misconduct. 

VI. Total Return Unitrusts 

A. Overview 

On June 21, 2001, Delaware enacted the nation’s first total return unitrust 

legislation.  The Delaware total return unitrust legislation (the “Unitrust Statute”) enables 

corporate and individual trustees of trusts administered in Delaware to convert a traditional 

income trust, which pays income to an income beneficiary and the remainder to a remaindermen, 

to a “total return unitrust,” and to reconvert a total return unitrust to a traditional income trust.   

B. Specific Provisions 

The Unitrust Statute enables trustees to elect to convert a traditional income trust 

to a total return unitrust which pays annual distributions to the income beneficiary in an amount 

between 3% and 5% of the value of the trust assets, using income and principal to satisfy such 

distributions, and avoiding the need for the trust portfolio to be heavily weighted in bonds or 

other income producing assets to provide enough income to the trust’s current beneficiary.  The 

election to convert an income trust to a total return unitrust can generally be made by: (i) the 
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trustee adopting a written policy for the trust relating to the conversion, (ii) the trustee sending 

notice of its intent to make the conversion to certain interested parties, (iii) at least one of the 

persons in each beneficiary category receiving the notice being legally competent, and (iv) no 

person receiving the notice objecting within sixty (60) days.  Alternatively, under certain 

circumstances, a trustee may petition the Court of Chancery to enter an order concerning the 

conversion of an income trust to a total return unitrust. The Unitrust Statute also provides that 

any trustee who in good faith makes an election or fails to make an election, to convert an 

income trust to a total return unitrust, or reconvert a total return unitrust to an income trust, or to 

change the unitrust amount (or takes any other action under the Unitrust Statute) shall not be 

liable to any person affected by such action or inaction, and any such interested persons’ 

exclusive remedy shall be to obtain an order of the Chancery Court directing the trustee to covert 

an income trust to a total return unitrust, to reconvert from a total return unitrust to an income 

trust or to change the percentage used to calculate the total return unitrust amount.   

C. Application Of The Unitrust Statute 

The Unitrust Statute allows trustees to invest trust funds for the benefit of current 

and future beneficiaries, providing both a reasonable current return for income beneficiaries as 

well as reasonable prospects of growth in the trust portfolio.  The ability to make an election 

under the Unitrust Statute will be available to all trusts administered in Delaware including many 

trusts that are moved to Delaware from other jurisdictions.  The Unitrust Statute would apply to a 

trust when matters of administration of the trust are governed by the laws of Delaware.  For 

many trusts, the laws of Delaware will govern matters of administration when Delaware becomes 

the principal place of administration.  The Unitrust Statute may not apply, for example, in 

instances where a trust instrument expressly states that matters of administration shall be 
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governed by the laws of some jurisdiction other than Delaware.  Thus, the Unitrust Statute 

provides a new feature of Delaware law that should cause trusts currently administered outside of 

Delaware to be moved to Delaware and thereafter administered within Delaware by a Delaware 

trustee. 

D. 2004 Amendment 

On January 2, 2004, the Treasury Department promulgated its long-awaited 

Regulations under Internal Revenue Code Section 643(b) concerning the definition of trust 

accounting income.  Fed. Reg. Vol. 69 No. 1 (January 2, 2004).  These Regulations provide, in 

part, that an allocation to “income” of a specified percentage of the trust assets will be respected 

for federal income tax purposes if the allocation is permitted by local law under a statute 

providing that income may be defined as a unitrust amount of no less than 3% and no more than 

5% of the fair market value of the trust assets.  Treas. Reg. § 1.643(b)-1.   

In light of these Regulations, Delaware’s Unitrust Statute was substantially 

amended.  The amendments include the following: 

  1. The legislation permits qualified terminable interest property trusts 

described in Internal Revenue Code Section 2056(b)(7) and trusts exempt from generation-

skipping transfer taxation to be converted to unitrusts.  Under prior law, such trusts were 

permitted to convert to unitrusts but were nevertheless required to treat as their trust accounting 

income an amount equal to the greater of their unitrust amount or their actual trust accounting 

income. 

  2. The amendment also revises the notice requirements concerning who is 

entitled to notice of a proposed conversion to a unitrust to deal expressly with perpetual trusts 

that never terminate by the express terms of the trust instrument. 
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  3. The amendment clarifies that trust property being used by a trust 

beneficiary need not be taken into account in computing the unitrust amount. 

  4. The amendment revises the notice provisions to describe who is entitled to 

notice of a proposed conversion of a charitable trust. 

  5. The amendment provides for the creation of express unitrusts as permitted 

by the Code Section 643(b) Treasury Regulations.  See New 12 Del. C. § 3527A. 

  6. The amendment creates ordering rules for determining the federal income 

tax character of unitrust distributions.  The amendment describes the extent to which unitrust 

distributions carry out ordinary income, capital gain and principal as permitted by the Treasury 

Regulations. 

  7. The amendment expands the class of trusts eligible to convert to unitrusts 

under the Unitrust Statute.  As initially enacted, only trust administered in Delaware were 

permitted to convert under the Unitrust Statute.  The amendment provides that, in addition, trusts 

created by an instrument which provides that Delaware law governs matters of construction or 

administration are eligible to convert to unitrusts pursuant to the Delaware statute. 

  8. The amendment also provides clarification concerning how the settlor of a 

new trust may provide in the governing instrument that the trust shall not be eligible to convert to 

a unitrust. 

VII. Other Recent Developments 

A. Amendments To Delaware Tax Trap Legislation 

Under Delaware law, it is generally possible to exercise a limited power of 

appointment in a manner that will cause the property subject to the power to be included in the 

powerholder’s federal gross estate (colloquially referred to as the “Delaware tax trap”).  It is 
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always possible to exercise the power in a fashion that does not cause the property subject to the 

power to be included in the powerholder’s federal gross estate.  This flexibility in Delaware’s 

law does not exist under the laws of any other state. If such trusts are settled in Delaware, the 

powerholders may elect to cause trust property to be included in their gross estates in order to 

avoid the imposition of the generation-skipping tax in cases where the powerholder’s estate tax 

rate is below the generation-skipping tax rate.  However, it is possible that a powerholder might 

inadvertently exercise the power in a manner that would cause the property subject to the power 

to be included in the powerholder’s gross estate. 

Effective July 6, 2000, the Delaware tax trap legislation was amended to preclude 

a powerholder from exercising a limited power of appointment over a trust exempt from the 

generation-skipping tax in a fashion that would cause the trust property to be includible in the 

powerholder’s gross estate.  72 Del. Laws c. 397 (amending 25 Del. C. Chp. 5) Powerholders 

still have the flexibility to determine whether or not to exercise their powers in a fashion that will 

cause estate inclusion when the power relates to property held in a trust subject to the generation-

skipping tax. 

B. Amendments To Rule Against Perpetuities 

Effective June 30, 2000, Delaware’s statutory rule against perpetuities for real 

property held in trust was amended to clarify existing law by expressly providing that a trust is 

permitted to own intangible personal property in perpetuity without violating the statutory rule 

against perpetuities even if the intangible personal property is an ownership interest in an entity 

that owns real property or an interest in real property.  72 Del. Laws c. 385 (amending 25 Del. C. 

§ 503). 
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C. Liability Of Fiduciaries Acting Through Their Agents 

Effective June 21, 2001, Section 3402 of Title 12 was amended to more closely 

conform Delaware law with the developing national trend to permit fiduciaries to retain agents 

when it is appropriate to do so and to hold the fiduciary liable for the conduct of the agent only 

when the fiduciary acts improperly in selecting or retaining the agent.  73 Del. Laws c. 47. 

D. Clarification Of “Creditors” Under Spendthrift Provision 

Section 3536 of Title 12 was amended effective June 27, 2001, to make clear that 

a person holding forced heirship, légitime, marital elective share or similar rights with respect to 

a trust beneficiary shall be treated as an ordinary creditor of the beneficiary for purposes of 

determining the person’s rights in a trust which contains a spendthrift clause.  73 Del. Laws c. 

71. 

E. Limited Purpose Trust Companies, General Powers Of Appointment 

A new Section 3548 was added to Title 12 and a cross reference was added to 

Section 775 of Title 5, effective May 14, 2001, to clarify that under existing Delaware law, a 

limited purpose trust company may not exercise any power to appoint property held in trust to 

one of its shareholders, directors or officers, so as to cause that person to be deemed to have a 

general power of appointment under sections 2041 and 2514 of the Internal Revenue Code. 

Concerns were raised that a power held in a fiduciary capacity by a limited purpose trust 

company to appoint trust property to a beneficiary of the trust who is also a shareholder, director 

or officer of the limited purpose trust company may be imputed to that shareholder, director or 

officer, thus causing estate inclusion under section 2041 or adverse gift tax consequences under 

section 2514.  The existence and scope of powers of appointment under the Internal Revenue 

Code are determined by state law.  This new Section clarifies that under Delaware law the scope 
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of a power held by a limited purpose trust company is such that, even if the power were imputed 

to a shareholder, director or officer, it would not be a general power of appointment for federal 

tax purposes.  73 Del. Laws c. 37. 

F. Article 9 Legislation 

On March 27, 2002, Delaware revised Article 9 of the Delaware Uniform 

Commercial Code to state expressly that the provisions of Article 9 do not override Delaware 

trust law upholding restrictions on the assignment of beneficial interests in a trust.  Article 9 of 

the Delaware Uniform Commercial Code was adopted July 1, 2001 and is nearly identical to the 

recently promulgated revised version of Article 9 of the Uniform Commercial Code.  Literally 

read, new Article 9 might arguably have rendered traditional spendthrift clauses unenforceable 

and might have undercut the creditor protection afforded by the Delaware Qualified Dispositions 

In Trust Act.  The new legislation has retroactive application back to July 1, 2001 which was the 

date of enactment of the new Article 9 provisions.  It is possible that a similar problem may exist 

in other states that have adopted the provisions of new Article 9 of the Uniform Commercial 

Code without exempting trusts from the application of the new Article 9 provisions which 

essentially void all restraints on alienation except those permitted by Article 9 itself. 

G. Amendment To Prudent Investor Statute 

On June 30, 2003, Section 3302 of Title 12 (Delaware’s “Prudent Investor 

Statute”) was revised to expressly permit fiduciaries to consider other investments and resources 

available to beneficiaries in making investment decisions for an account. 

H. “Decanting” Trusts 

Section 3528 was added to Title 12 in 2003 to permit trustees authorized to make 

distributions outright from a trust to instead make such distributions in favor of a further trust.  
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This “decanting” power creates broad opportunities for trustees to revise, modernize and 

improve existing trusts in consultation with the trust beneficiaries. 

I. Duemler Decision 

On October 28, 2004, Vice Chancellor Strine issued an order in a bench ruling 

validating a statutory defense under Section 3313(b) of Title 12 of the Delaware Code.  Duemler 

v. Wilmington Trust Company (C.A. 20033) V.C. Strine (Del. Ch. Oct. 28, 2004) (Trans.).  

Mr. Duemler was the investment adviser of a trust with the express power under the trust 

instrument to direct Wilmington Trust Company, as the trustee of the trust, with respect to all 

investments.  Mr. Duemler did not provide Wilmington Trust Company with any direction as to 

an investment and, subsequently, the investment experienced a significant drop in value.  Vice 

Chancellor Strine stated that in these circumstances, Section 3313 requires the investment 

adviser to make investment decisions in isolation, without oversight from the trustee, because if 

the investment adviser does not make the investment decisions alone, the investment adviser’s 

role would not work as the trustee would always “second guess” the investment adviser’s 

decisions.  Duemler at p. 11.  Finding that Wilmington Trust Company did not engage in willful 

misconduct, Vice Chancellor Strine upheld a statutory defense under Section 3313(b) of Title 12 

of the Delaware Code which states, in relevant part, that when a trust instrument provides that a 

trustee shall act at the direction of an adviser with respect to investments and other decisions, 

then, except in cases of willful misconduct, the trustee shall not be liable for any loss resulting 

from any action taken as directed.  The Vice Chancellor further explained that if the trustee were 

liable in such situations for “the failure to provide information or to make sure that [the 

investment adviser] making the decision knew what [he was] doing” it would “gut the statute”.  

Duemler at p. 16.  
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J. Trust Act 2005 

On June 30, 2005, Governor Minner signed Trust Act 2005 into law.  Among 

other provisions, Trust Act 2005 makes the following amendments to Delaware trust law as 

codified in Title 12 of the Delaware Code. 

1. Settlor Granted Standing To Enforce Charitable Trust 

Section 3303 was amended to add a provision that enables the settlor of a 

charitable trust, or one or more designees of the settlor, to enforce the purpose of the charitable 

trust.  The settlor may designate individuals, or create a mechanism for selecting individuals, 

who may enforce the charitable trust even after the settlor is no longer living.  In the absence of a 

statute like Section 3303, only the Attorney General’s Office has standing to enforce a charitable 

trust.  Section 3303 provides trust settlors with a greater voice in their own charitable legacy.  

Often, a deviation from a charitable trust’s purpose is not brought to the attention of the Attorney 

General’s office and no interested person is aware of a deviation from a charitable trust’s 

purpose or is inclined to seek to enforce the trust’s purpose.  This addition to Delaware trust law 

provides settlors with a useful mechanism for enforcing charitable trusts in situations where a 

trustee or even an Attorney General’s Office attempts to deviate from the trust’s purpose or 

where the trust’s purpose is unclear.  This attractive new feature of Delaware law should help 

resolve situations such as those which arose in the recent In re Milton Hershey School Trust case 

and The Barnes Foundation case and should make settlors more inclined to consider creating 

charitable trusts in Delaware. 

2. Trust Powers Expanded 

Section 3325, which provides a list of default trustee powers, has been 

expanded to add two new trustee powers.  The first is the power to merge two substantially 
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identical trusts.  The second is the power to cause capital gains to be distributed as a part of a 

distributable net income.  These two new powers should enable trustees to reduce trust 

administration expenses and minimize tax liabilities attributable to the trust income.  The latter 

of these two powers will enable trustees to take full advantage of the opportunities to save taxes 

available under recently finalized Treasury Regulation § 1.643(a)-3, which is dependant upon 

applicable state statutes. 

3. Spendthrift Provisions Revised 

Delaware’s spendthrift statute was amended to expressly provide that the 

creditors of a beneficiary (other than the settlor) of a trust with a spendthrift clause will not be 

able to attach the assets of the trust merely because the beneficiary possesses a testamentary 

power of appointment unless the power is a general power of appointment that is actually 

exercised in favor of the beneficiary, the beneficiary’s creditors, the beneficiary’s estate or the 

creditors of the beneficiary’s estate, and then, only to the extent that the assets are actually 

distributed to the beneficiary, the beneficiary’s creditors, the beneficiary’s estate or the creditors 

of the beneficiary’s estate.  The spendthrift statute was also updated to clarify that the protection 

of a spendthrift clause continues to protect assets distributable to a beneficiary of a trust until the 

assets are actually distributed to the beneficiary.  For example, if upon the occurrence of an event 

or condition, such as the death of a current beneficiary, the assets of a trust become distributable 

to a beneficiary, and there is a delay between the time of the occurrence or condition and the 

time that the assets are actually distributed to the beneficiary, the spendthrift clause will continue 

to protect the assets of the trust until the assets are actually distributed out of the trust. 
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4. Power to Adjust Added 

Delaware has adopted two new sections of Title 12 of the Delaware Code 

which provide the trustee of a trust with the power to adjust between the income and principal of 

the trust.  These sections are taken almost verbatim from Sections 104 and 105 of the 1997 

Uniform Principal and Income Act.  Modern investment approaches have distorted the traditional 

concepts of trust income and principal making it difficult for trustees to manage trust investments 

effectively while adhering to the duty of loyalty and providing adequate income to income 

beneficiaries as well as growth for the remaindermen.  The power to adjust is intended to help 

address that concern.  Additionally, the Internal Revenue Service recently finalized Treasury 

Regulation § 1.643(a)-3 providing that additions to income pursuant to a state law power to 

adjust will be treated as trust income for federal income tax purposes.  Subsection (h) of new 

Section 6113 contains a provision not found in the Uniform Principal and Income Act which is 

designed to take advantage of the new final Treasury Regulation. 

*     *     *     *     * 

Circular 230 Disclosure Statement 

IRS regulations provide that taxpayers may not rely upon written advice to 

promote third-party transactions or avoid federal tax penalties unless the advice is provided in 

the form of a “covered opinion” (essentially a formal tax opinion letter which satisfies numerous 

regulatory requirements and is based upon an independent fact inquiry).  This outline is not a 

covered opinion within the meaning of the regulations. 

 


