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The Delaware Perspective

= For more than a century, Delaware has attracted
many of the nation’s largest corporations with its
favorable General Corporation Law.

= Some twenty-nine years ago, Delaware began a
similar effort with its trust laws. Delaware’s
ongoing legislative initiatives and its Court of
Chancery have caught the attention of trust
professionals and their clients.
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The Delaware Advantages

* Freedom to Choose Investment Advisors

= Possible savings on State Fiduciary Income Taxes
= Wealth Enhancement with “Dynasty Trusts”

= Asset Protection for Self-settled Trusts

= Total Return Unitrusts
= Confidentiality/Privacy

= Historically Stable, Favorable Business Environment

3 charles SCHWAB

BANK



Delaware Administrative Trusts (Directed Trusts)

KEY CHARACTERISTICS

= Delaware Is unigue among trust offices offering
“administrative trusts” — trusts for which the
administrative trustee has no investment
responsibility.

= Delaware law allows trustees to take investment
direction from investment advisors, without
responsibility for their performance or suitabllity.

= Administrative trusts are a bifurcation of duties
of the fiduciaries, not a delegation under the
Uniform Prudent Investor Act.
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Delaware Administrative Trusts

A DIVISION OF FIDUCIARY DUTIES

= A third-party investment advisor manages
the trust assets

= The administrative trustee handles the
administrative functions:

= Custody of Assets

= Trust Accounting

* Fiduciary Income Tax Preparation

= Exercise of Non-Investment Discretion
= [Income Collection and Distribution
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Delaware Administrative Trusts

A DIVISION OF FIDUCIARY DUTIES

Distribution

Trusts Protectors Advisors

Special Asset
Holding
Committees

Charitable Trust
Committees
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Delaware Administrative Trusts

A MULTI-PROVIDER SOLUTION

= Administrative trustee regularly collaborates with
Investment advisors on administrative trusts.

= The investment advisor can serve as a local point
of contact for the family, while the trustee
performs the administrative functions and
exercises non-investment discretion.
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Delaware Administrative Trusts

WHO SHOULD CONSIDER ADMINISTRATIVE TRUSTS?

= Beneficiaries of existing trusts with
non-Delaware trustees, who want greater
Investment management options.

= Beneficiaries of existing trusts who hold
concentrated positions, who want an alternative
to the current trustee’s plan to diversify out of the
position.

= Beneficiaries of existing trusts who feel the
current trustee is not making fair and equitable
discretionary distribution decisions.
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State Directed Trust Case Law

COURT DECISIONS

= Delaware - R. Leigh Duemler v. Wilmington
Trust Company, C.A. 20033, V.C. Strine
(Del. Ch. Oct. 28, 2004)

= Virginia - Rollins v. Branch Banking
and Trust Company of Virginia 56 Va.
Cir. 147 (Virginia Circuit Court 2001)
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State Directed Trust Case Law

Delaware Code Title 12 Chapter 33
§ 3313 Advisers.

(e) Whenever a governing instrument provides that a fiduciary is to follow the
direction of an adviser with respect to investment decisions, distribution
decisions, or other decisions of the fiduciary, then, except to the extent that
'éhet g{)vernlng instrument provides otherwise, the fiduciary shall have no

uty to:

(1) Monitor the conduct of the adviser;
(2) Provide advice to the adviser or consult with the adviser; or

(3) Communicate with or warn or apprise any beneficiary or third party
concerning instances in which the fiduciary would or might have exercised
the fiduciary's own discretion in a manner different from the manner directed
by the adviser. Absent clear and convincing evidence to the contrary, the
actions of the fiduciary pertaining to matters within the scope of the ‘adviser's
authority (such as confirming that the adviser's directions have been carried
out and recording and reporting actions taken at the adviser's direction),
shall be Fres_ume_d to be administrative actions taken by the fiduciary solely
to allow the fiduciary to perform those duties assigned to the fiduciary under
the governing instrument and such administrative actions shall not be
deemed to constitute an undertaking by the fiduciary to monitor the adviser
or otherwise participate in actions within the scope of the adviser's authority.
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State Fiduciary Income Tax Savings

= Delaware does not impose a fiduciary income tax
on irrevocable trusts that accumulate income
and/or capital gains for future distributions to non-
resident beneficiaries.

= Delaware does not impose an income tax on
Income distributed to non-resident beneficiaries.
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State Fiduciary Income Tax Savings

= Absent a taxable “nexus” with another state,
capital gains and ordinary income can
accumulate in irrevocable Delaware trusts without
a state income tax.

= Delaware trust situs may mitigate state income
tax and be helpful for those with low basis or
pre-IPO stock.
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State Fiduciary Income Tax Savings

EXAMPLE

Client trust owns $5MM of zero-basis stock:
sells for cash to diversify assets:

Delaware Other State
Trust Trust

Post-Sale Value of Trust $4.25MM $3.95MM

Delaware Benefit $300,000

Assumptions: Federal capital gains tax rate: 15.0%; Other state income tax rate: 6.0%;
DE state fiduciary income tax rate: 0%;

Example is for illustrative purposes only.
Income tax savings not available to residents of all states.
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State Tax Considerations

Grantor's Home State Issues:

= Residences of:
= Trustee
= Grantor
= Beneficiaries

= Grantor on Date of Death
= State Source Income

= Location of Administration

charles SCHWAB

14
BANK



Delaware Trusts Factors

What Makes a Delaware Trust?

= Location:
= Of trustee
= Where trust records are maintained
= Of trust officers
= Where discretionary distribution decisions are made

= \Where trust account transactions occur
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State Fiduciary Income Tax

COURT DECISIONS

= District of Columbia v. Chase Manhattan Bank,
689 A. 2nd 539, 544-545
(D.C. Ct. App. 1997)

= Chase Manhattan Bank, Trustee,
Et Al. v. Gene Gavin,
Commissioner of Revenue Services,
1999 Conn.
LEXIS 155, SC 15875
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Perpetual Duration

DYNASTY TRUSTS

= Many states have adopted the common law Rule
Against Perpetuities ("RAP”) to limit the duration
of a trust to finite periods (e.g., lives in being + 21
years, 90 years).

= [n 1995, Delaware repealed its RAP for personal
property held in trust. The repeal of RAP also
Includes real property held through a corporation,
LLC, or other entity.
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Perpetual Duration

18

DYNASTY TRUSTS

= Without RAP, a Delaware generation-skipping
trust or “dynasty” trust can potentially last forever.

= Assets transferred to a dynasty trust can
potentially benefit countless generations of the
grantor’'s descendants without incurring
additional gift tax, estate tax or generation-
skipping transfer tax.
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Perpetual Duration

DYNASTY TRUST WEALTH ACCUMULATION EXAMPLE

FMV of
Gift
$1,000,000

After Tax
Rate of
Return

3%

4%
5%

Assumptions:

Assumed Estate Tax Rate
45%

50 Year Analysis VERCEIWAEWAS

No Trust or No Trust or

DE Dynasty Trust - Non-Exempt Trust D PYNasty TrUst o Exempt Trust

$ 4383906 $ 1,326,132 $ 9,178,926 $ 1,527,144
7,106,683 2,149,772 18,945,255 3,152,017

11,467,400 3,468,888 38,832,686 6,460,788

$1,000,000 initial gift; 45% federal estate tax rate. Projections assume a
transfer tax every 25 years on non-exempt trusts and assets held outside a
trust. Example is for illustrative purposes only.
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Perpetual Duration

POSSIBLE FUNDING TECHNIQUES

= Direct gifts in trust using $1 million gift tax
applicable exclusion amount (“AEA”) and $1
million of available Generation-Skipping Transfer
(GST) tax exemption

= |ife insurance trusts funded with annual exclusion
gifts using Crummey powers

= Defective grantor trusts in which the grantor
contributes “seed” money (using AEA and GST
exemption) and the trust purchases additional
property from the grantor in return for a

promissory note
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Perpetual Duration

WHO MIGHT CONSIDER A DELAWARE DYNASTY TRUST?

= Clients who are considering using their gift tax
AEA ($1 million) and a portion of their GST
exemption ($3.5 million)

= Clients who fear their progeny will contract
“affluenza” by receiving substantial
Inheritances outright

= Can be combined with asset protection for
beneficiaries and/or possible state fiduciary
Income tax savings
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Asset Protection Trusts

DELAWARE

= Delaware is one of eleven states that allow a
self-settled spendthrift trust — an “asset
protection” trust.

= Properly structured, a Delaware asset protection
trust allows the grantor to have an interest in the
trust income and principal, and various powers
over the trust, without exposing the trust assets to
the grantor’s creditors.
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Asset Protection Trusts

GRANTOR'S ALLOWED INTEREST

= Right to recelve...

= income and principal in trustee’s sole discretion
(distribution advisors permitted)

= trust iIncome

= yunitrust amount under a Total Return Unitrust
(TRU - no more than 5%)

= unitrust amount under a Charitable Remainder Trust

= principal under a standard that does not provide grantor
with “unfettered access” to principal
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Asset Protection Trusts

GRANTOR'S ALLOWED INTEREST

= Power to veto trust distributions

= Special power of appointment to become effective
at grantor’s death

= Right to remove a trustee/advisor

= Right to supervise investments
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Asset Protection Trusts

TAIL PERIOD

= Future creditors have a 4-year tail period after a
transfer to an asset protection trust.

= Existing creditors have a tail period that runs
until the later of 4 years from a transfer or 1 year
from time a transfer could reasonably have
been discovered.

= Creditors must prove, by clear and convincing
evidence, that transfer was fraudulent.
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Asset Protection Trusts

EFFECT OF TAIL PERIOD

= During the tail period, trust assets are secure
unless a creditor can prove transfer of assets to
trust was fraudulent.

= At expiration of applicable tail period, the
Qualified Distributions in Trust Act (QDTA) bars
all actions against an asset protection trust except
for exempt claims.
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Asset Protection Trusts

EXEMPT CLAIMS

= A spouse or child with claims for alimony, child
support or a share of marital property. (N.B.,
“spouse” does not include one who marries the
grantor after the transfer.)

= Tort claimants whose claims for death, personal
Injury, or property damage precede the funding of
the trust.
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Asset Protection Trusts

IS A DELAWARE ASSET PROTECTION TRUST EFFECTIVE?

= If a Delaware trustee Is subject to jurisdiction in a
hostile state court, the QDTA may result in
trustee’s removal...

= Bankruptcy Code exempts spendthrift trusts from
a debtor’'s bankruptcy estate...

= Hanson v. Denckla, 357 U.S. 235 (1958)
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Asset Protection Trusts

OFFSHORE TRUSTS

Potential Advantages:

Shorter statutes
of limitations for
fraudulent
transfers

No recognition of

foreign
judgments

29

Practical

problems with
foreign litigation
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Asset Protection Trusts

OFFSHORE TRUSTS

Potential Disadvantages:

Political and

economic
instability

Substantial tax
reporting
requirements

Possible U.S.
court hostility;

the “Anderson
sanction”
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Asset Protection Trusts

FRADULENT TRANSFERS

= Actual intent to hinder, delay or defraud creditors

= “Badges” of fraud

= Constructive fraud
= No reasonably equivalent value for assets

= Transferor insolvent or rendered insolvent by transfer
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Asset Protection Trusts

WHO MIGHT CONSIDER AN ASSET PROTECTION TRUST?

= Individuals who are considering gift trusts but are
concerned about their own financial future

= Professionals and business people with concerns
about “bet the ranch” claims against them

* Individuals who are considering marriage
(as a substitute for, or supplement to, a
prenuptial agreement)

= |ndividuals who seek to reduce state income
taxes on substantial capital gains
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Asset Protection Trusts

WHO HAVE CREATED ASSET PROTECTION TRUSTS?

Other
Attorneys Real Estate Business

Developers Owners

Fast Food Individuals

Chain and Appointed to

Restaurant Public Board of
owners Directors

Doctors /
Dentists

Newlyweds
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Asset Protection Trusts: Non-Grantor — Incomplete Gift Trust

DING TRUSTS — DELAWARE INCOMPLETE NON-GRANTOR TRUSTS

= A Delaware asset protection trust can be
structured with the intent to reduce state
Income tax on capital gains, which can allow a
client to diversify his holdings and keep more of
the proceeds.

= An “adverse party” must approve distributions to
grantor and grantor's spouse to avoid grantor
trust treatment.

= Grantor must retain a limited power of
appointment to avoid making a completed gift.
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Asset Protection Trusts: Non-Grantor — Incomplete Gift Trust

DING TRUSTS — DELAWARE INCOMPLETE NON-GRANTOR TRUSTS

" |IRS Letter Ruling 200647001 — three rulings:
Grantor trust status, incomplete gift to A &
iIncomplete gift to beneficiaries/distribution
committee.

= Other similar IRS Letter Rulings: PLR
200715005, PLR 200731019, PLR 200729025.

= American Bar Association comments on
Incomplete gift response to IRS concerning
“distribution committee members” - July 9, 2007.
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Asset Protection Trusts: Non-Grantor — Incomplete Gift Trust

OTHER COMMENTS

= Make sure adverse party has an interest in
the trust.

= Client should not use trust as his or her personal
checking account with multiple distributions.

= Not avallable in all states (income tax savings).

= Distribution advisors and trust
protectors permitted.
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Total Return Unitrusts

DELAWARE LAW

= Delaware became the first state to adopt unitrust
legislation in 2001 in response to proposed
Treasury Regulations

= A trustee can convert an existing net income trust
Into a total return unitrust.
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Total Return Unitrusts

FLEXIBLE OPTIONS

= A trustee may elect a unitrust payout rate ranging
from 3% to 5% of the value of the trust,
depending on a number of factors.

= A TRU’s value must be determined at least
annually, but the value may be based on a
single valuation date or a rolling average of
multiple dates.

= A trustee may exclude difficult-to-value assets
or use a ‘reasonable and appropriate”
valuation method.
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Total Return Unitrusts

CONVERSION PROCESS

= A trustee may convert a Delaware net income
trust into a TRU by sending notice to current
Income beneficiaries and prospective
remaindermen. If no one objects within 30 days,
the trust is effectively converted.

= The notice procedure applies as well to changes
In the unitrust rate, changes in the valuation
method, and even conversions back to a net
Income trust.
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Power to Adjust

= Delaware passed legislation in 2005 to provide
trustees with the power to adjust between the
Income and principal for accounting purposes.

= A trustee has another tool (in addition to Total
Return Unitrusts) to take advantage of the
flexibility inherent in the § 643 Regulations.
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Confidentiality

= Delaware places a premium on privacy for trusts
and their beneficiaries.

= Trust accountings are not required to be filed with
the court. (Can walive accountings even for trusts
under will).

= If there Is a family dispute, you can ask the Court
of Chancery to seal the record so there is no
public information and they often comply.
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Decanting Statute

Flexible Decanting Statute 12 Del. C. § 3528

If the Trustee has authority under the terms of the
trust instrument to invade principal or make
distributions for the benefit of 1 or more proper
objects of the exercise of the power— then exercise
of such authority may be made in favor of a new
trust, provided:

1. The exercise of such authority is in favor of a
second trust having only beneficiaries who are
proper objects of the exercise of the power;
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Decanting Statute

2. Any trust contributions which have been treated
as gifts qualifying for the annual exclusion from
gift tax described in § 2503 (b) of the Internal
Revenue Code, then the governing instrument
for the second trust shall provide that the
beneficiary’s remainder interest shall vest no
later than the date upon such interest would

have vested and become distributable in the
first trust:
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Decanting Statute

3. The exercise of such authority does not reduce
any income interest of any income beneficiary of
a trust for which a marital deduction has been
taken for federal tax purposes under Internal
Revenue Code § 2056 or §2523 (or for state tax
purposes under any comparable provision of
applicable state law; and
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Decanting Statute

4. The exercise of such authority does not apply to
trust property subject to a presently exercisable
power of withdrawal held by a trust beneficiary
who is the only trust beneficiary to whom, or for

the benefit of whom, the trustee has authority to
make distributions.
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Decanting Statute

= May not add beneficiaries who were not part of
the first trust.

= May change administrative provisions — add
directed investment advisor.

= Divide existing trust for tax benefits.

= Convert a trust from “complex” trust status to
“grantor” trust status for fiduciary income
tax purposes.
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Decanting Statute

= May change the law governing administration of
the trust to Delaware or other state.

= May modify discretionary distribution provisions
(remove drug testing, grade requirements and
other trustee administrative burdens).
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Other Delaware Benefits

* Freedom of disposition: Can stipulate when a
beneficiary can be notified of his or her interest
In a trust.

= Administrative flexibility for allocating fees,
receipts and disbursements and other
trustee decisions.

= Life Insurance Trusts
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Transition to Delaware

= EXisting irrevocable trusts can often be reformed
judicially from “full discretion trusts” into
administrative trusts by modifying the
administrative language of the trusts.

= The Delaware Court of Chancery has a history of
reforming “in-bound” trusts, through an efficient
and inexpensive process.

= Other trusts may require the supervisory court to
relinquish its jurisdiction to Delaware.
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Questions?




