The Delaware Personal
Trust Advantage Is
Useful in Many Scenarios

An increasing number of individuals are creating dynasty trusts, asset protection trusts,
and tax-advantaged trusts in Delaware. Advisors should consider the benefits of
Delaware trusts in view of a client’s circumstances and goals.
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nunderstanding of Delaware
trusts is essential to every
advisor who counsels clients
concerning wealth transfer,
asset protection, and tax mini-
mization. This article examines the
various features of Delaware per-
sonal trust and tax laws that have
caused a growing number of indi-
viduals throughout the U.S. and
abroad to establish trusts in, or
move existing trusts to, Delaware.
Delaware offers individuals and
businesses a unique climate for pro-
tecting and perpetuating wealth. It
is distinguished not only for its
well-known favorable corporate
and tax laws, but also for its long
tradition of being a leader in the
field of personal trusts. The state
has a history of leadership in enact-
ing progressive legislation, such as
laws permitting perpetual trusts
and self-settled spendthrift trusts,
adopting the prudent investor rule,
and allowing conversion from
income trusts to total return uni-
trusts. Delaware’s innovative laws

add flexibility and cost savings to
the creation and administration of
trusts. Delaware courts are knowl-
edgeable and highly respected, and
have been consistently ranked as
the best in the country.1
Delaware’s personal trust laws
are generally regarded as the most
advantageous in the nation.
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Delaware law (1) imposes no taxes
on most trusts with nonresident
beneficiaries, (2) permits settlors
virtually unlimited discretion in
establishing a trust’s investment
policies, (3) contains a prudent
investor statute that allows trustees
to invest trust assets in accordance
with modern investment practices,
(4) permits the settlor or investment
advisors chosen by the settlor to
direct the investment of trust assets,
(5) protects confidentiality, and
(6) contains special rules for irrev-
ocable trusts that provide favor-
able income tax treatment and
permit such trusts to exist in per-
petuity. Because trust administra-
tion is generally not supervised by
the courts, Delaware settlors can
amounts in
accounting and other court costs.

save substantial

Delaware dynasty trusts

A dynasty trust is generally a multi-
generational trust that is used to
create a legacy for future genera-
tions, provide asset protection for



s

beneficiaries, and, if properly struc-
tured, avoid federal transfer taxes
for future generations. Many states
limit the duration of trusts under
the common law rule against per-
petuities or a statutory version of
the common law rule. Some states,
including Delaware, have abolished
the rule against perpetuities and
permit trusts to last forever or for
a very long time.2

Delaware law permits trusts of
personal property to last in per-
petuity. Trusts generally may hold
real property for no more than 110
years. However, for purposes of
Delaware’s statute, real property
does not include intangible personal
property, such as an interest in a
corporation, limited liability com-
pany (“LLC?”), partnership, statu-
tory trust, business trust or other
entity, regardless of whether such
entity is the owner of real proper-
ty.3 Consequently, a Delaware trust
funded with marketable securities
as well as interests in a closely held
business may last forever, even if
the underlying assets of the busi-
ness include real property.

When creating a dynasty trust
for a client, many attorneys choose
the best jurisdiction for the trust
in view of the client’s objectives.
Delaware may be the top choice for
many clients because of its overall
favorable trust climate as well as its
flexible trust laws. For example,
Delaware law gives maximum effect
to the freedom of settlors to expand,
restrict, eliminate or otherwise vary:
(1) the rights and interests of the
beneficiaries; (2) the circumstances
in which the fiduciary must diver-
sify investments; and (3) a fiducia-
ry’s powers, duties, standard of care
and rights of indemnification and
liability, except that a fiduciary may
not be excused from liability for
willful misconduct.4

Accordingly, Delaware may be
the jurisdiction of choice for a
dynasty trust if, for example, a set-

tlor wishes to restrict the trustee’s
duty to disclose information about
the trust to beneficiaries until a cer-
tain age, to prevent diversification
of a concentrated stock position,
or to prevent the sale of stock in a
family business. The creation of the
trust in Delaware may also mini-
mize or even eliminate state tax on
the accumulated income of the
trust, thus maximizing the assets
available to grow for the benefit of
future beneficiaries.

The creation of a
trust in Delaware

may minimize or
even eliminate
state tax on the
accumulated
income of the
trust.

Asset protection
Certain individuals, such as physi-
cians and other professionals, direc-
tors, and business owners are more
likely than others to have their per-
sonal assets attacked by creditors.
Other individuals are concerned
about protecting assets from the
claims of a future spouse. The chal-
lenge for the advisor is to find a
way to protect assets before the
potential liability materializes.
All asset protection tools, includ-
ing offshore trusts, LLCs, and
titling assets jointly with a spouse,
have limitations and involve risks.
A domestic asset protection trust
(“DAPT”) is generally easier and
less expensive to create and admin-
ister than an offshore trust and is
not subject to the same geograph-
ical or political risks. A DAPT
addresses concerns about the mis-
conduct or insolvency of a foreign
trustee, the difficulty, if not impos-
sibility, of pursuing actions against
a foreign trustee for improper
actions or misconduct, and the pos-

sibility of foreign trust classifica-
tion for tax purposes. When bal-
ancing the risks and protections
offered by offshore trusts and other
asset protection techniques, the
advisor may conclude that a DAPT,
alone or in conjunction with one
or more other techniques, best ful-
fills the asset protection objectives
of a particular client,

Planning note. A Delaware asset
protection trust should be funded
with only a portion of the trans-
feror’s assets. The transferor should
retain sufficient assets to cover liv-
ing expenses and any current or rea-
sonably foreseeable obligations.
The assets in the trust should be
regarded as an emergency or “rainy
day” fund. Ideally, the assets trans-
ferred to the trust should be those
that the transferor intends to pass
to his/her heirs absent material
unanticipated financial losses.

Delaware Qualified Dispositions
in Trust Act. In 1997, Alaska and
Delaware enacted the first DAPT
statutes. Since then, nine other
states have enacted similar laws,
many of them copying Delaware’s
statute.s Delaware’s Qualified Dis-
positions in Trust Acte (“the
Delaware Act”) has been modified
and improved annually.
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1 2008 U.S. Chamber of Commerce State Lia-
bility Systems Ranking Study, dated 4/15/08,
www.instituteforlegalreform.com/states/
lawsuitclimate2008/pdf/FullHarrisSurvey.pdf.

Alaska, Delaware (with respect to interests in
personal property), Idaho, New Jersey, North
Carolina, Pennsylvania, Rhode Island, South
Dakota, and Wisconsin have abolished the
rule against perpetuities. Arizona, Colorado,
lllinois, Maine, Maryland, Missouri, Ohio,
Nebraska, New Hampshire, Virginia, and
Wyoming permit a settlor to opt out of the rule
against perpetuities in varying degrees. The
following states allow trusts to last for a longer
period of time: Nevada (365 years), Tennessee
(360 years), Utah (1,000 years), Florida (360
years), and Washington (150 years).

25 Del. Code § 503.

12 Del. Code § 3303(a).

In addition to Delaware and Alaska, the fol-
Inwing states permit APTs: Nevada, Rhode
Island, South Dakota, Utah, Missouri, Okla-
homa, Colerado (according to some com-
mentators), Wyoming, and Tennessee.

6 12 Del. Code § 3570 et seq.

(X

o B W

ESTATE PLANNING

JUNE 2009 VoL 38 / NO &




Delaware law limits the rights
of creditors with respect to a qual-
ified disposition and specifically
protects trustees and advisors, as
well as any person involved in the
counseling, drafting, preparation,
execution or funding of a Delaware
asset protection trust, from claims
by creditors or any other person.”

Delaware Act requirements. A
“qualified disposition” under the
Delaware Act is a disposition by a
transferor to a qualified trustee by
means of a trust instrument.® A
“transferor” is broadly defined to
include not only individuals, but
also entities. A “qualified trustee”
must be either a Delaware resi-
dent individual (other than the
transferor), or an entity that is
authorized by Delaware law to act
as a trustee and whose activities are
subject to supervision by the
Delaware Bank Commissioner, the
FDIC, the Comptroller of the Cur-
rency, or the Office of Thrift Super-
vision.? The trust may have non-
Delaware co-trustees, advisors, and
trust protectors.1 '

In order for a transfer to a trust
to be a qualified disposition, the
trust instrument must be irrevo-
cable and it must incorporate the
law of Delaware to govern the
validity, construction, and admin-
istration of the trust.’ The trust
instrument must also contain a
spendthrift clause, which provides
that the interest of the beneficiar-
ies in the trust property or income
may not be transferred, assigned,
pledged or mortgaged, whether vol-

7 12 Del. Code § 3572(d).

8 12 Del. Code § 3570(7).

9 12 Del. Code § 3570(8).

10 12 Del. Code § 3570(8)c and § 3570(8)f.
11 12 Del. Code § 3570(11).

12 12 Del. Code § 3570(8)b.

13 12 Del. Cade § 3570(11)b.

4 Principal and Income Act, 12 Del. Code
§6112.

15 12 Del.Code § 3570(11)b.
16 12 Del. Code § 3570(11)b9.
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untarily or involuntarily, before the
trustee actually distributes trust
property or income to the benefi-
ciary. The qualified trustee must
materially participate in the admin-
istration of the trust.2

Settlor’s retained rights. Persons
considering creating a Delaware
asset protection trust (“Delaware
APT?) often express concern about
the rights and powers that may be
retained after transferring assets to
the trust. Of primary concern is the
settlor’s right to receive distribu-
tions from the trust. Under
Delaware law, the settlor may
retain, among other distribution
rights, the following rights to dis-
tributions from the trust:

e The ability to receive income
or principal distributions pur-
suant to the trustee’s or an
advisor’s broad discretion or a
standard as determined by the
trustee and/or the advisors;

e The annual right to receive
current income distributions
and/or a specified percentage
(not in excess of 5%) of the
value of trust property;

® An interest in a charitable
remainder trust (“CRT?”);

e A qualified annuity interest in
a grantor retained annuity
trust (“GRAT™) or a grantor
retained unitrust (“GRUT”);
and

® The use of real property under
a qualified personal residence
trust (“QPRT?”).

Planning note. Asset protec-
tion provisions can be incorpo-
rated into grantor retained interest
trusts (“GRITs”) to protect trust
assets from potential creditors of
the settlor. This is a compelling rea-
son to create a charitable remain-
der annuity trust (“CRAT?”), char-
itable remainder unitrust (“CRUT?”),
GRAT, GRIT or QPRT in, or to
move such trusts to, Delaware.

Planning note. The philanthro-
pist who wishes to defer the receipt
of income until later years when
he/she may be in a lower income
tax bracket and/or needs supple-
mental retirement income should
consider creating a Delaware net
income with make-up CRUT
(“NIMCRUT?”). Under Delaware
law, assets in a NIMCRUT, such as
deferred annuity contracts or lim-
ited partnership (“LP”) interests,
will not produce trust accounting
income until the trust receives a dis-
tribution. The investments may
be allowed to grow tax-free for
an additional period of time until
the distributions begin.

Delaware law permits the settlor
of an APT to retain additional
rights,’s including a testamentary
special power of appointment, the
right to remove and replace trustees
or advisors, and to appoint advi-
sors with the authority to remove
and appoint qualified trustees or
trust advisors. The settlor may also
retain the right to consent to or
direct investments, a power that is
significant when trust assets include
interests in closely held businesses
or real estate. Additionally, the set-
tlor may retain the power to veto
distributions, which may be impor-
tant, for example, to a settlor whose
child is a beneficiary of the trust.
The trust instrument may also man-
date distribution of income or prin-
cipal to the settlor to pay income
taxes on trust income.16 If the set-
tlor retains certain powers, such
as the power to veto distributions
to beneficiaries and a testamentary
special power of appointment, the
transfer to the trust is an incomplete
gift and the trust assets will be
included the settlor’s estate for
estate tax purposes.

Planning note. The settlor
should not retain the right to serve
as trustee of the APT, to direct
distributions from the trust, or to
get the assets back.

DELAWARE TRUSTS
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Limitations. Property subject to a
qualified disposition under
Delaware law is not protected if the
transfer is a fraudulent con-
veyance.” Delaware law also pro-
tects claims against such property
for child support or claims of the
transferor’s spouse or former
spouse, provided the spouse was
married to the transferor at or
before the time of the transfer. This
limitation does not apply to any
claim for forced heirship or elec-
tive share.1® Finally, such assets are
not protected from the claims of a
person who suffers death, person-
al injury, or property damage prior
to the transfer.1®

Fraudulent conveyance. No action
of any kind, including an action to
enforce a judgment entered by a
court, may be brought against
property that is the subject of a
qualified disposition, unless the
action is to avoid the qualified dis-
position under Delaware’s fraudu-
lent transfer law.20

Planning note. Advisors should
document the transferor’s solven-
cy to help defend any future fraud-
ulent transfer claims by obtaining
the transferor’s financial statement
and an executed Solvency Affidavit,
which generally affirms the trans-
feror’s solvency before and upon
the transfer, that the transferor has
retained sufficient assets to pay liv-
ing expenses and to satisfy any cur-
rent or expected obligations, and
that the transferor has no knowl-
edge of any existing claims or judg-
ments against him/her.

Planning note. An individual
who has existing creditors should
not be precluded from creating an
asset protection trust to protect
assets from future creditors. While
the assets in the trust will not be
protected from an existing credi-
tor if the transfer is made with the
actual intent to hinder, delay or
defraud such creditor, the trust

assets may nevertheless be pro-
tected from future creditors. The
transferor should specifically iden-
tify existing creditors and retain
sufficient assets outside the trust to
satisfy claims by such creditors.

The settlor should
not retain the right
to serve as

trustee of a
Delaware asset
protection trust,
to direct
distributions from
the trust, or to get
the assets back.

Four-year tail period. To void a
qualified disposition, the creditor
not only must prove that the trans-
fer was fraudulent, it must also
bring the claim within statutory
time limitations. There is general-
ly a four-year tail period during
which the claim for fraudulent
transfer must be brought.2 If a
creditor’s claim arose before the
trust’s creation, however, the cred-
itor must bring suit within four
years after the trust’s creation or,
if later, within one year after the
creditor discovered or should have
discovered the transfer.22 In cases
in which a subsequent transfer is
made to a previously created asset
protection trust, Delaware law
specifically provides that the sub-
sequent transfer is disregarded in
determining whether a creditor’s
claim with respect to a prior qual-
ified disposition is brought within
the four-year tail period. Any dis-
tribution to a beneficiary of the
trust is deemed to be made from
the latest transfer to the trust.

Effectiveness of Delaware asset
protection trusts

Domestic asset protection trusts
have increased in popularity. Indi-

viduals are generally inclined to
choose such trusts over offshore
trusts because of the ease of trust
administration and the reassurance
that the trustee and trust assets
remain in the United States.2? To
date, nine states have followed
Alaska’s and Delaware’s lead in per-
mitting APTs. Creditors are
deterred from pursuing claims
against assets held in APTs because
of the high costs and time involved
in attempting to overcome the
numerous hurdles and obstacles
imposed by APT statutes.
Support for the use of domestic
asset protection trusts can also be
found in the 2005 federal Bank-
ruptcy Act amendments, which
specifically recognize such trusts.
Section 548(e) of the amendments
authorizes the bankruptcy trustee
to avoid any transfer to a self-set-
tled trust made within ten years
of the filing of the bankruptcy peti-
tion if the transfer was fraudulent.2
Hence, a debtor’s interest in a self-
settled trust should be excluded
from the debtor’s bankruptcy
estate,s unless it is brought back
into the estate under section 548(e).

Full Faith and Credit argument.
To date, there are no reported cases
testing the effectiveness of DAPTs.
Some attorneys express concern
that a Delaware court may be com-
pelled to enforce a foreign judg-
ment obtained against a Delaware
asset protection trust under the Full
Faith and Credit Clause of the
U.S. Constitution. Such concern
appears to be unfounded. As long
= = = s e __— = =]
17 12 Del. Code § 3572(a).

18 12 Del. Code § 3573(1).

19 12 Del. Code § 3573(2).

2 6 Del. Code § § 1301—1311.

21 12 Del. Code § 3572(b)(2).

22 12 Del. Code § 3572(b)(1).

23 See e.g., Rothschild and Soukavanitch, “The
United States of Asset Protection,” 147 Tr. &
Est. 38 (Jan. 2008).

24 11 U.S.C. § 548(e).

25 Bankruptey Abuse Prevention and Consumer
Protection Act of 2005, § 541(c)(2).
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as Delaware does not discrimi-
nate against foreign judgments in
applying its procedural require-
ments (e.g., the tail periods and
fraudulent transfer standards), it
passes the constitutional chal-
lenge.2s

Furthermore, in Lewis v. Han-
son,? the Delaware Supreme Court
refused to enforce a Florida judg-
ment that invalidated a Delaware
trust on the ground that Delaware
trusts are under the exclusive juris-
diction of Delaware courts, stat-
ing: “To give effect to the Florida
judgment would be to permit a sis-
ter state to subject a Delaware trust
and...trustee to a rule of law dia-
metrically opposed to the Delaware
law. It is our duty to apply
Delaware law to controversies
involving property located in
Delaware, and not to relinquish
that duty to courts of a state hav-
ing at best only a shadowy pretense
of jurisdiction.”2s

Hurdles and obstacles. The Dela-
ware Act creates significant obsta-
cles to creditors’ claims and attach-
ment of trust assets. The Act specif-
ically limits remedies available
for such judgments, such as proof
of fraudulent transfer and the tail-
period limitation discussed above.
The creditor faces additional chal-
lenges in bringing an action against
a Delaware trust before a non-
Delaware court, such as lack of
jurisdiction, challenge to the cred-
itor’s venue of choice, and the appli-
cation of Delaware law by a non-
Delaware court. Finally, if a foreign
court refuses to apply Delaware law
in an action seeking to satisfy the
creditor’s claim from the trust

—— — = 13 1

26 See, e.g., Matanuska Valley Lines, Inc. v. Moli-
tor, 365 F. 2d 358 (CA-9, 1966), and Watkins
v. Conway, 385 U.S. 188, 191, n. 4 (1966).

27 128 A.2d 819 (Del. Supr., 1957), aff'd on other
grounds sub nom. Hanson v. Denckla, 357
U.S. 235 (1958).

28 | ewis v. Hanson, 128 A.2d at 835.

29 12 Del. Code § 3572(g).

assets, the Delaware statute
removes the trustee from office,
thus preventing a creditor from
obtaining relief in a foreign court
that it could not obtain in a
Delaware court.2e

Structuring a Delaware APT
Most APTs are structured as incom-
plete gifts, and the trust assets are
included in the settlor’s estate for
estate tax purposes. The settlor may
make an incomplete gift by retain-
ing the power to veto distributions
to beneficiaries and a testamentary
special power of appointment.
However, the transfer to the trust
may constitute a completed gift if
the settlor does not retain sufficient
dominion and control over the
assets of the trust to prevent treat-
ment as a completed gift. There is
authority for the proposition that
although the settlor has retained
the right to receive distributions of
income and principal in the sole
discretion of the trustee, if the set-
tlor’s creditors cannot reach the
assets of the trust, the grantor has
made a completed gift and there
should be no estate tax inclusion.
A Delaware APT may also be
structured as a grantor trust or a
nongrantor trust for income tax
purposes. Generally, the trust will
be a grantor trust and all the
income, deductions, and credits of
the trust will be attributed to the
settlor under the grantor trust rules
of IRC Section 677 because the set-
tlor retains the right to receive dis-
tributions of income without the
approval or consent of an adverse
party. The trust should not be treat-
ed as a grantor trust under IRC Sec-
tion 671 if the settlor does not
retain any power or interest that
would cause the settlor to be treat-
ed as the owner of any portion of
the trust under IRC Sections 672-
679. It should be possible to avoid
grantor trust status under IRC Sec-
tion 677 if distributions to the

settlor and the settlor’s spouse may
be made only with the prior writ-
ten consent of a person (or com-
mittee of persons) with a substan-
tially adverse interest.

Planning note. An asset protec-
tion trust structured as a nongrantor
trust should provide that mem-
bers of the distribution committee
composed of adverse parties are not
permitted to appoint their own suc-
cessors. This provides for a “shrink-
ing” distribution committee upon
the death of distribution commit-
tee members and falls squarely with-
in Reg. 25.2514-3(b)(2), avoiding
the potential for distribution com-
mittee members to be deemed to
possess a general power of appoint-
ment. The distribution committee
may, by unanimous vote, appoint
additional distribution committee
members at any time.

Tax-advantaged ('DING’) trusts
Creating a trust in, or moving a
trust to, Delaware can create a
unique opportunity to minimize,
or even eliminate, state income
taxes. This opportunity arises
because Delaware does not impose
any income tax on the taxable
income of an irrevocable trust
which is accumulated for distribu-
tion in future years to nonresi-
dent beneficiaries.

Trusts that do not have Delaware
resident beneficiaries will not be
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subject to any Delaware income tax
because such trusts may take an
income tax deduction for income
that is actually distributedso as well
as for the amount of income that is
set aside for future distribution to
nonresident beneficiaries.3! The use
of a Delaware trust, designed as a
nongrantor trust and as a trust that
may be funded without making a
completed gift, a so-called Dela-
ware Incomplete Gift Nongrantor
Trust or “DING,” may eliminate
state income taxes on retained cap-
ital gains realized upon the sale of
trust assets, making it attractive to
closely held business owners who
are considering selling their inter-
ests in the business.

Most APTs are
structured as
incomplete gifts,

and the trust
assets are
included in the
settlor’s estate for
estate tax
PUrposes.

Example. Assume that a trust sub-
ject to New York state and city
income tax sells an interest in a
closely held business and realizes
$5 million of long-term capital
gain. The trust will pay approxi-
mately $750,000 in federal capi-
tal gains tax and $525,000 in New
York state and city income tax; the
net proceeds remaining will be
$3,725,000. On the other hand,
assume that the gain is realized
in a Delaware trust and is retained
for future distribution to nonres-
ident beneficiaries. In this case,
the total income tax liability would
be limited to the federal tax, and
the net proceeds ($4,250,000)
would be increased by the amount
of state income tax savings
($525,000).

Whether a particular individual
can benefit from Delaware’s favor-
able tax law depends on whether
the individual’s state of residence
will independently impose income
tax on the accumulated income of
the trust because the settlor resided
in that state at the time the trust
became irrevocable or because of
some other unavoidable connection
to that state. The answer depends
on the income tax laws of the indi-
vidual’s own state. When consid-
ering a Delaware trust, a tax advi-
sor should be consulted concerning
the income tax laws of the state of
the individual’s residence.

Some states, such as New York,
New Jersey, Kentucky, Massachu-
setts, Michigan, and Missouri,
require a significant and current
nexus between the trust and the
state in order to subject the trust to
tax. In such states, it is generally
possible to eliminate income tax
with the creation of a Delaware
trust or by moving an existing trust
to Delaware.32 Other states, such as
Pennsylvania, Connecticut, Ohio,
and the District of Columbia,
require only a minimum nexus (such
as the place of residence of the set-
tlor) to subject the trust income to
tax. Some of these states impose tax
on all trust income throughout the
trust’s existence, even if the trustee,
beneficiaries, and trust assets are
located outside the state.

A constitutional challenge to the
income tax laws of such minimum-
nexus states has been made on due

30 30 Del. Code § 1635.
31 30 Del. Code § 1636.

32 E.g., New York law creates a statutory safe
harbor which provides that New York will not
impose a state income tax on a resident trust
if all the following conditions are met: (1) all
the trustees are domiciled outside New York;
(2) the entire corpus of the trust, including real
and tangible property, is located outside New
York; and (3) all income and gains of the
trust are derived from non-New York sources,
determined as if the trust were a nonresident
trust. N.Y. Tax Law § 605(b}(3)(D), N.Y. Comp.
Codes, Rules and Regulations, title 20,
§ 105.23.

33 504 U.S. 298 (1992).

process grounds. In Quill Corp. v.
North Dakota,® the U.S. Supreme
Court held that the Due Process
Clause of the U.S. Constitution
requires minimum contacts between
a state and a taxpayer to justify a
state’s authority to impose tax. State
courts have reached different results
regarding the constitutionality of
similar minimum-nexus income tax
statutes applicable to trusts,3 and
the Supreme Court has declined to
address the issue.

In some cases, residents of min-
imum-nexus states may enjoy tax
saving benefits by creating an irrev-
ocable trust in Delaware with
proper planning.3s One possible
strategy is to give the trustee a dis-
cretionary power to distribute all
the trust assets to a new trust. Upon
exercise of this power and distri-
bution of all the assets to a new
Delaware resident trust, the origi-
nal trust is terminated. The new trust
might not be subject to taxation
by the original settlor’s state of
residence, depending on the laws of
that jurisdiction. A similar strategy
is to give a nonresident of the min-
imum-nexus state a limited power
of appointment. Upon exercise of
the power and appointment of trust
assets in favor of a new Delaware
trust, the original trust is termi-
nated. Similarly, a trustee may exer-
cise its power to decant under
Delaware law and pour the assets
over to a new trust created by the
trustee. (Delaware’s decanting
statute is discussed below.)

= e e Sy N i 47|

34 See, e.g., Chase Manhattan Bank v. Gavin,
733 A.2d 782 (Conn., 1999), and District of
Columbia v. Chase Manhattan Bank, 689 A.2d
539 (D.C., 1997), which interpreted Quill to
allow a state to tax based on very limited con-
tacts with the state; but see Mercantile-Safe
Deposit & Trust Co. v. Murphy, 230 N.E. 2d 480
(N.Y., 1964), which held that constitutional lim-
itations restrict the state’s ability to tax resi-
dent trusts that have minimal current contacts
with the state.

35 Pulsifer and Flubacher, “Minimizing Income
Taxation of Trust Income: The Delaware Advan-
tage,” 106 Probate and Trust Law Section
Newsletter 8 (Philadelphia Bar Association,
Winter 2003-04).
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There are a few states that
impose tax based on the domicile
of the trustees or beneficiaries. Cal-
ifornia, for example, taxes the
entire income of a trust if the ben-
eficiary is a California resident,
unless the interest of the benefici-
ary is “contingent.” It has been sug-
gested that proper planning and
drafting may render the benefi-
ciary’s interest sufficiently contin-
gent to avoid California tax if the
beneficiary’s right to receive dis-
tributions is subject to the trustee’s
discretion or is subject to a condi-
tion precedent, such as survival.

Direction trusts

Delaware’s well-known direction
statute gives added flexibility to
Delaware trusts. Under Delaware
law, the settlor of a trust may allo-
cate distribution, investment, and
administrative decisions among co-
trustees, advisors, and/or trust pro-
tectors.3 Thus, the settlor may
appoint someone other than the
trustee to make investment deci-
sions, which is an attractive feature
for trusts that are funded with spe-
cial assets, such as closely held busi-
ness interests, permitting the man-
agement and control of the sale of
such assets by the appointed advi-
sor. The settlor may also appoint
someone who has first-hand infor-
mation about the beneficiaries to
make distribution decisions. A
trustee who follows the direction
of such an advisor will not be liable
for doing so, except in the case of
willful misconduct. This statuto-
ry limitation on the liability of
trustees reduces trustees’ concerns
about accepting special assets and
greatly reduces the liability and
responsibilities that a trustee oth-
erwise retains upon the delega-
tion of its duties to a third party.

Delaware’s ‘decanting’ statute
Problems often arise after the cre-
ation of an irrevocable trust, some-

times because of a drafting error,
an apparent ambiguity, the omis-
sion of a critical provision in the
trust instrument or inadequate
administrartive provisions. Other
times after the passage of time and
a change in the circumstances of a
beneficiary, the intent of the set-
tlor in creating the trust may no
longer be fulfilled. In most states,
the trust may be decanted under
common law, or such problems may
be resolved only by petitioning the
appropriate court for a modifica-
tion or reformation of the trust.
To create more flexibility in
amending irrevocable trusts with-
out court costs, several states have
enacted what are commonly referred
to as “decanting” statutes.37
Delaware’s decanting statute per-
mits a trustee of an irrevocable trust,
who has the power to invade prin-
cipal, to modify the trust by “decant-
ing,” or pouring over the assets of
the trust, in favor of a new trust(s)
without court approval.ss This
enhances the power of a trustee to
amend an irrevocable trust and
avoids the court costs that would
otherwise be incurred. The con-
sent of the beneficiaries to the
decanting is not required.
Delaware’s decanting statute
includes several specified limita-
tions. The beneficiaries of the new
or receptacle trust must be “prop-
er objects” of the exercise of the
power. While the new trust can-
not add new beneficiaries, there is
no requirement that the new trust
must benefit all the original trust
beneficiaries. The statute also spec-
ifies limitations for minor’s trusts,
marital deduction trusts, and trust
property subject to a presently exer-
cisable power of withdrawal held
by a beneficiary who is the only
trust beneficiary to whom the
trustee may make distributions.
The trustee may exercise its
power to decant to extend the ter-
mination date of a trust; add spend-

Practice Notes

Delaware’s decanting statute en-
hances the power of a trustee to
amend an irrevocable trust and avoids
the court costs that would otherwise
be incurred.

thrift provisions; create a supple-
mental needs trust; consolidate
trust assets; modify administrative
or dispositive provisions; change
situs or governing law; correct
drafting errors; divide property to
facilitate planning strategies; divide
a trust to achieve tax benefits; add
a power of appointment; plan to
minimize taxes; and appoint trust
advisors or trust protectors. The
decanting statute may also be used
as a strategy to remove the nexus
upon which some states base their
authority to impose trust income
taxes. The exercise of the power to
decant should be done only after
a careful consideration of the tax
consequences, which may include
generation-skipping transfer tax
consequernces.

Silent trusts

In most states, the trustee has a
general duty to provide material
information to trust beneficiaries
and is generally obligated to pro-
vide complete and accurate infor-
mation material to the beneficia-
ry’s status upon request. In some
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cases, the settlor may not wish
beneficiaries to be informed of
their interests in the trust. For
example, a parent may not want
children to know of their interests
in a trust until they reach the age
of majority or complete their edu-
cation. Delaware is an attractive
jurisdiction for the settlor who
wishes to limit the trustee’s duty
to inform beneficiaries. Under
Delaware law, the terms of a gov-
erning instrument may expand,
restrict, eliminate, or otherwise
vary the rights and interests of ben-
eficiaries, including, but not lim-
ited to, the right to be informed of
the beneficiary’s interest for a peri-
od of time.3

Moving trusts to Delaware

The advantages of Delaware law
may be enjoyed not only by trusts
that are created under Delaware
law, but also by existing trusts that
may be moved to Delaware. It may
be advantageous to move an exist-
ing trust to Delaware when the set-
tlor’s intent and the beneficiaries’
interests may best be fulfilled under
Delaware’s favorable personal trust
and tax law. Among the reasons to
explore moving trusts to Delaware
are to:

e Minimize or eliminate state
income tax on the trust’s accu-
mulated income and capital
gains.

e Benefit from Delaware’s flexi-
ble personal trust laws, such
as those permitting direction
trusts and decanting.

e Extend the duration of the trust.
e (Obtain more effective creditor
protection for beneficiaries.

e Minimize fees and administra-
tive costs.

Whether and how a trust may be
moved to Delaware will depend on
the terms of the governing instru-
ment and applicable state law.

Additional advantages of
Delaware trusts
Purpose trusts. Delaware law per-
mits trusts for noncharitable pur-
poses, such as a trust for the ben-
efit of specific animals living at the
time of the settlor’s death; main-
taining a private cemetery on fam-
ily lands; maintaining and dis-
playing a collection of fine art,
antique furniture or vintage auto-
mobiles; or maintaining a family
vacation residence.40

Private foundations. Creating
a private foundation as a Delaware
nonprofit trust is favorable because
Delaware law gives clear guidance
on fiduciary duties and there is min-
imal state governmental interfer-
ence with the foundation’s activi-
ties. The settlor, or someone the
settlor designates to enforce his
or her wishes, may maintain an
action to enforce a charitable trust
in Delaware.n

Surviving spouse’s elective
share. Under Delaware law, the
surviving spouse of a Delaware
decedent cannot reach trust assets
by electing against the will. In
addition, Delaware law does not
defer to the law of a decedent’s
domicile to determine a surviv-
ing spouse’s elective share rights.42
By creating a trust in Delaware,
an individual may be able to defeat
his or her spouse’s elective share
rights.

Conclusion

Delaware has a long tradition as
a leader in personal trust law.
Delaware’s award-winning courts
have proven their competence and
willingness to uphold the state’s
law even in difficult cases. An
increasing number of individuals
are creating dynasty trusts, asset
protection trusts, and tax-ad-
vantaged (“DING?”) trusts in
Delaware. The advisor should be
knowledgeable about Delaware
trusts and consider their appro-
priateness and benefits in view of
the client’s particular circum-
stances and goals. ll

.
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36 12 Del. Code § 3528.

37 States that have enacted decanting statutes
include New York, Delaware, Alaska, Florida,
New Hampshire, Tennessee, and South Dako-
ta.

38 12 Del. Code § 3528,

39 12 Del. Code § 3303.

40 12 Del. Code § § 3555 and 3556.
41 12 Del, Code § 3303(b).

42 12 Del, Code § § 901 and 908(b).
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