A Trust in Switzerland!

By Timothy Urqhuart

If you ask most people what words they associate most with Switzerland your answer will probably range from “Watches”, or “Chocolate”, if they have been a tourist there or “Banking” or “ Pharmaceuticals “ if they are in business but it is unlikely that the first word that will spring to the lips of those you ask will be “Trusts”.

Perhaps in a decade or so this may change because one of the more interesting developments in this small country, surrounded as it is by high tax neighbours, is the development over the last decade and a half of the Trust “industry”.

The development has taken a significant step further in the last year by the initiative of the Swiss Federal Government to ratify the Hague Convention on Trusts signed in 1985.

Before looking at the steps that have been taken, it is appropriate to review the principle provisions of the Convention itself and only after that to look at what Switzerland has done.

The Convention only applies to Trusts which are created voluntarily, evidenced in writing and created under a “chosen law” which itself recognizes Trusts. Specifically it does not apply to Wills or Testamentary Transfers.  One of the more important provisions of the convention is the requirement for the Trust to have a legal framework “chosen” for it.  In the ideal case the document constituting the Trust will have a clause in which a law is specifically “chosen” for it.  However in the event that there is no specific choice of law the Convention in Article 8 provides a means of “deducing” which law has been chosen from a series of factors.  So the “chosen law may be the place “designated for the administration” of the trust, or the “situs of the assets” of the Trust or again the place of residence (in the case of individuals) or business (in case of a corporation) of the Trustee or finally the place “where the objects of the Trust will be fulfilled”.

When reading the Convention itself it must not be forgotten that the principle concern which gave rise to the Convention was the need to allow Civil Law jurisdictions to recognize structures, where under Civil Law, such structures would otherwise be incapable of interpretation, because Civil Law does not recognize the ability to split an estate and allow the legal interest in that estate to exist separately from the beneficial interest in the estate.  One only has to look back over the last decade to see the difficulties that the Swiss Court wrestled with, in hearing the case involving Corr Trust, where the Court had difficulty, at least initially, in allowing the Trust estate in dispute to be separated from other parts of the property in the legal ownership of Corr Trust, to understand that in a Civil Law jurisdiction this principle creates very real and practical difficulties for a Trustee subject to litigation in the courts of a Civil Law jurisdiction.

Largely for this reason Article 11 of the Convention takes on great importance because once ratified the courts of the country ratifying the Convention must accept that any Trust Property constitutes a separate fund independent from the Trustee’s own estate.  This ensures that the trust property will be free, from claims by personal creditors of the Trustee, from any claims in the event of the Trustee’s bankruptcy or insolvency, and any claims against a Trustee in a personal matrimonial dispute or on death.  It enables the Trustee, qua trustee to sue and be sued, and last but not least, in a legal system that often requires registration, it requires the Notary or other official responsible for this to register the Trustees’ title as a separate title.

In the period prior to ratification, the question was often asked why did Switzerland need to ratify the Convention because it already had structures in the Civil Law code which equated to the Trust.  The questioner then went on to cite the Foundation (particularly the so-called “Family Foundation”), and the Contractual Fiduciary relationship.  Although in many cases these achieve a position similar to the Trust they are not the same.  Just to look at three aspects of each of these, the way in which assets are held, their independence and their relationship to the jurisdiction of incorporation by way of example.  The Fiducia holds its assets as agent of the Principal subject to the conditions of the contract by which it is established.  The Foundation holds assets as the legal owner in the same way as an incorporated body.  The Trust holds its assets through its Trustee as the legal owner.  In the second aspect, let us look at that of the independence or otherwise of the three.  The Fiducia because of its status as an agency can only act in accordance with the instructions of the Principal, the Foundation operates within its constitution and the resolutions of its Board which may or may not be subject to direction of the Founder depending on the wishes of that person and the way in which the Constitution is framed.  The Trust on the other hand, once established, can, and in many cases must, act totally independently of the person who creates it.
Unlike either of the other two the Trust is the only one of the three that can move from one jurisdiction to another by a simple change of Trustee, or change its governing law or situs.
So the intellectual argument, for a means of recognizing the trust as a structure different from and in addition to the others already available to Civil Law Practitioners, was already made.  However in many ways these arguments were much less important than the practicalities of financial and banking life.

Professor Thevenoz has been one of the leading advocates for ratifying the Hague Convention in Switzerland for many years.  At the turn of the century, he was commissioned by the Swiss Federal Justice Ministry to analyse the steps that would need to be taken to implement the ratification of the Convention and the consequences of so doing.  He produced a powerfully persuasive report, published in 2001, which, amongst other things, analysed the use of Trusts in Switzerland even before the ratification procedure had started.  Professor Thevenoz concluded that Trusts were already a commercial reality in Switzerland.

Most of those of us involved in the private sector tend to think that the use of Trusts is limited to the planning and protection of private wealth, but the use of Trusts in the commercial banking sector for securitisation to give just one example is widespread,  to say nothing of its use in the other more complex commercial banking operations. 
This, coupled with two other facts, that there are many financial institutions, practitioners and others located in Switzerland that have subsidiary links to Trustee companies in many overseas jurisdictions, and that increasingly those wealthy persons who are attracted to move their residence to Switzerland due to Switzerland’s benign tax treatment  of certain foreign high net wealth individuals, often have Trusts holding their wealth, means that Switzerland has been compelled to recognize that Trusts exist, even though before the 1st July this year such recognition was not supported by law.
Unlike in the Common Law jurisdictions, cases coming before the courts in Switzerland are not reported for reasons of the doctrine of precedent and it is therefore difficult to give an accurate figure but one estimate that has been given to me calculates that over the last 5 years there have been approximately 50 different cases before Swiss courts (usually at the lower level i.e. the Cantonal courts) involving Trusts.

The first case in recent history that necessitated the study of a Trust in detail by the Swiss Courts was the Harrison Case in 1970.  This case, which has been widely publicised, was the first time that the Swiss Judiciary were compelled to interpret a Trust.  The courts attempted to equate it to quasi contractual relationship but it was evident that the means of interpretation attributed to the Trust was neither clear nor very accurate.
A further attempt at clarifying the position was made in 1989 when the Federal Private International Law Statute (FPILA) was passed.  This law tried to define the Trust as an “organized unit of assets” a concept recognized by Swiss Law which equated the Trust to the Foundation concept.  As was set out earlier neither of these interpretations accurately showed the Trust as being what it is.

Living in Switzerland, because of the exigencies of its constitution, one gets used to the idea that nothing happens very fast.  One should not be surprised therefore that it is only now, more than 20 years later that Switzerland has finally ratified a Convention which it signed in 1985.  Two earlier attempts were made to promote a ratification but interestingly enough were opposed by the larger Swiss Banks and it was only as a result of the Report by Professor Thevenoz and pressure from Swiss Asset Managers and the Federal Baking Commission that the legislation was finally tabled and passed in December 2006 to take effect on the 1st July 2007.

Even today, there are those who question whether it was really necessary to ratify the Convention.  We have already seen the necessity for machinery to recognize Trusts required increasingly in the commercial banking sector particularly, today more than ever before, in connection with the growing Hedge fund industry to say nothing of the private wealth planning profession.  However perhaps the area where the ratification was most needed from a purely Swiss point of view, was the need for certainty and clarity in the interpretation of, and in judicial decisions concerning, Trusts.  It must not be forgotten that Switzerland is a federation of Cantons speaking four official languages and with this come subtle but both important and marked cultural differences, which impact on much of the approach to all facets of life including judicial approaches.  For these reasons the approach to trusts adopted by the courts in the French speaking Cantons will differ from that adopted in the German or Italian speaking Cantons, perhaps in most cases not by very much but enough to be significant.  So that the need for guidance and a frame work for federal wide interpretation was very necessary.

What did the ratification impose on the Swiss?  The Legislators had two principle choices; should they enact a new Trust law as some other Civil law States had done (for example Liechtenstein or more recently Italy) or should they amend their existing law to allow recognition of the Trust (the solution advocated by Professor Thevenoz).  Fortunately, in the view of the writer, they chose the latter and to follow the recommendations Professor Thevenoz’s and adopt the pragmatic solution of amending the existing law.  When looking at the number of Swiss institutions and the multiplicity of Jurisdictions in which the Trustee Companies attached to those institutions are located, it is clear that the legislators took the right decision.

The amendments to the Law are contained in the main in the FPILA.  New Articles 149 a - e have been introduced to Chapter 9a of the Law.

Article 149a starts by defining a Trust for the purpose of the FPILA:  A Trust is defined as a Trust in the sense of the Article 2 of the Convention and must be created by an intentional act of the Settlor.  However Article 149a widens the definition of the Convention by allowing that a Trust does not have to be evidenced in writing to be acceptable under the definition of a Trust for the purposes of the FPILA.

Article 149b deals with jurisdiction and only applies to Trusts.  The Swiss Courts will have jurisdiction in the following:-
The forum designated in the constitution of the Trust
The Forum designated by an authorised person 
In the absence of an exclusively designated forum where the forum is presumed because it is the domicile or habitual residence of the defendant in a case OR where it is the “seat” of the Trust OR where it is the “business establishment” of the Trustee or the defendant.

To find a means of deciding where the “seat of the Trust is located it is necessary to look at Article 21 of the FPILA.  The seat of the trust is defined as the place of administration designated in the document constituting the trust or the actual place of administration of the Trust.

Article 149c deals with the law applicable to the Trust and as one might expect this is defined in the first instance as the law designated by the Convention.  However the legislators have gone further.  They have said that the applicable law may include a designated law even though the particular type of Trust is not recognized by that law. In addition the FPILA excludes Article 13 of the Convention and by doing so has allowed the Swiss Courts to accept jurisdiction over all trusts regardless of whether they are covered by the definition in the Convention.

Article 149d contains a requirement that Registries of the ownership of Land, Aircraft and Ships, and intellectual property must now register Trustee’s title as Trustees.  It is provided that such registration protects the title from all claims by third parties to the title.

The last article 149e deals with the recognition of Foreign Judgments and provides that such Judgments will be recognized provided that they come from the Forum designated in the constitution of the Trust or by an authorised person or in the absence of both of the others from the place of the domicile or habitual residence of the defendant, the seat of the trust, or the business establishment of the Trustee or the Defendant.

In addition to the amendments to the FPILA there have also been amendments to the laws dealing with the enforcement of debts so that proceedings to enforce a debt against a Trust must be brought in the Court of the seat of the Trust or if the seat is not in Switzerland in the place where the Trust is administered.

There have also been amendments to legislation dealing with bankruptcy providing that the Trust assets constitute a segregated estate if the Trustee is subjected personally to Bankruptcy proceedings.

So having said all this, what must Trustees do to bring a trust under the protection of the new legislation?

The first and most obvious act must be to ensure that there is a chosen jurisdiction and system of law governing the Trust and a choice of a forum for disputes.  Failure to do this may trigger the provisions in the law to “deduce” the “chosen” jurisdiction which could in some circumstances result in a jurisdiction being assigned which is less favorable that the one which might be chosen.  

In a new Trust this will cause no problem as the draughtsman will include in the new constitutional documents a “choice of law and forum” clause.
Where there is an existing trust it may well be that there is an existing choice of law and forum clause but where none exists it may either be possible to modify the constitutional document or to take advantage of the provisions of Article 21 of the FPILA which stipulates that “the domicile of a Trust is deemed to be the place of administration stipulated in the Trust Deed or any other written document which evidences this. In default of this the domicile will be deemed to be where the Trust is actually administered.”

Although there is no decided authority as to what constitutes evidence in writing, the general opinion seems to be that a simple resolution of the Trustees confirming the choice of law will be sufficient.

What is clear is that some action to crystallize the “choice of law” is necessary if there is no choice of law clause in the Trust’s constitution.

For those Trustees that have property in Switzerland, there is an additional set of steps that need to be taken.  Article 149d opens the registers of title to Land, Aircraft, Ships, and intellectual property to Trustees who can and in most cases, should register their title as Trustees.  Failure to do so will mean that they cannot enforce their title to the assets against a claim by a bona fide third party.

With those two steps and the ability of the courts in Switzerland to determine Trust cases in accordance with the chosen law of the Trust Switzerland has now embraced the world of Trusts.

However that is not the end of the story as the debate is now joined to determine how and when to tax Trusts.

To understand this aspect of the “ratification story” it is important to understand the tax system in Switzerland and like many other things Swiss, it is like no other.

Because it is a Federation, Switzerland’s federal government takes a reduced role in taxation as in other things defers to the middle tier of administration in the Cantons.  There are three levels of taxation in Switzerland, federal taxation which is the same across the country, Cantonal taxation which varies depending on the policies and needs of the Canton, and Community taxation raised in the immediate locality in which people or companies reside.  The great debate over the taxation of trusts has taken place at the Cantonal level where, not surprisingly, the views vary widely.  The position is still uncertain and is likely to remain so for some time to come.  The debate held in the Cantons has resulted in a Circular Letter from the Swiss Conference on Tax Matters being issued to all Cantonal Tax Authorities.
This letter while not having the force of law does constitute a strong recommendation to the Cantonal Tax Authorities as to how existing law may be applied on a specific issue.  The Authorities in the Cantons may decide whether or not to apply its recommendations but once accepted the recommendations must be applied in all cases.  Only the courts in the Cantons can question or refuse to apply it.

The Letter dealt with four aspects of taxation, the formation of a Trust, tax assessments on assets of a Trust, tax on income derived from Trust assets, and tax assessed on the liquidation or distribution of all or part of the assets of a Trust.

In each case the letter dealt with three types of Trust.  Revocable Trusts, Irrevocable Fixed interest Trusts, and Irrevocable Discretionary Trusts.

The creation of a Trust will be treated as either a gift or a disposition on death and is taxed accordingly.  There are some Cantons that do not charge Gift or Succession tax but where these taxes are appropriate they will be charged on the creation of a Trust.
A Revocable Trust is treated as still part of the Settlor’s estate so that on the creation of the Trust there is no taxable event.
Where the Trust is an Irrevocable Trust with fixed interests or fully discretionary the transfer into Trust is treated as a “gift” and is subject to gift or inheritance tax as appropriate.

Once created the Assets in the Trust may be subject to tax on either the value of the assets as some Swiss cantons have a form of wealth tax or on the income that these assets produce.
A Revocable Trust is treated as the Settlor’s estate and consequently tax on the value of the assets when appropriate and the income produced by those assets will be assessed on and payable by the Settlor.
When it comes to the taxation of the assets and what they produce, the Irrevocable Trusts are subject to different treatment.  Where there are fixed interest Trusts the appropriate taxes will be levied on the beneficiary entitled.
Where a Trust is a fully discretionary Trust there is no tax assessed or payable during the life of the Trust.

Distributions of capital from trusts are treated totally differently dependant on the type of trust involved.  
A Revocable Trust that distributes to the Settlor creates no taxable event.  However if the distribution is to another beneficiary this is treated as a gift and is taxable in the hands of the Settlor.
A distribution from an Irrevocable Trust with a fixed interest to a beneficiary is taxed as though it were income in the hands of that beneficiary unless the recipient beneficiary can demonstrate conclusively that the distribution is of a capital gain in which case, as there is no Capital Gains tax on individuals in Switzerland (other than real estate in certain circumstances and Cantons), the distribution is not taxable.

Where a similar distribution is made from an Irrevocable and fully Discretionary Trust the distribution whether of a capital gain or not is treated as income in the hands of a beneficiary and taxable accordingly.

When any Trust is Liquidated or wound up there may also be a taxable event.

A Revocable Trust that returns to the Settlor does not create a taxable event and no tax is payable. However if the trust is distributed to a beneficiary this is treated as a gift and tax is payable accordingly.
Where the irrevocable fixed interest trust is liquidated it gives rise to an income tax charge in the hands of the beneficiary or beneficiaries unless they receive only the original capital settled by the Settlor or they can prove conclusively that the funds arise from a capital gain.

The “liquidation” (using the term used in the Letter) of an Irrevocable discretionary Trust gives rise to an income tax charge also, again, except on the funds originally settled, but in this case there is no relief for capital gains. 

There are some very detailed provisions in the Letter and for any particular case it is worth getting comprehensive advice as the treatment of any one Trust will almost certainly vary from one Canton to another depending on the taxes levied and the approach adopted by the authorities in the Canton concerned. The only certainties Swiss-wide are that any creation of a settlement (except for a revocable trust) will give rise to some form of charge on the “gift” and because there is no tax on capital gains provided proof can be produced of a genuine capital gain there will be no charge to tax.

Tax Rulings are of course obtainable in Switzerland and where some certainty of treatment is desired it may well be advisable to approach the appropriate authority for a ruling to ensure that the level of Tax that will be levied can be estimated with some accuracy. 

As the reader will appreciate the Ratification of the Convention has introduced a new chapter into the life of trustees in Switzerland but it remains to be seen how the authorities will react and what changes there will be to the treatment of Trusts over the years.  At least now there is some certainty and hopefully, although this depends on the Courts, there will be some uniformity on how Trusts will be treated.

 

  

