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OPERATING GUIDELINESFOR

DELAWARE INVESTMENT HOLDING COMPANIES

by Gordon W. Stewart, Es quire

IN GENERAL

A Déaware investment holding company must be operated as a bona fide
corporation separate and distinct from its parent and affiliates. All of its activities must be confined
to Delaware. Such operationa requirements are necessary in order (i) to establish the substance of
the Delaware business, and (ii) to avoid any connection or "nexus' with other taxing jurisdictions.
This means that the directors and shareholders should hold their meetings in Delaware. All of the
assets of the holding company should be located in Delaware.  All corporate decisions (including
investment decisions) should be made in Delaware. All contracts should be executed in Delaware.
The holding company should have officers and employees located in Delaware. The holding
company should have office space in Delaware and maintain its corporate minute book, stock book
and accounting records in Delaware. The Delaware address should be used for al purposes.
Holding companies should have one or more bank accounts in Delaware in which dl income is

deposited and from which al payments are made.

BOARD OF DIRECTORS

The board postions idedly should be comprised of Delaware individuds

independent of the holding company's parent (or other affiliates). It may e critica for date tax



purposes that the holding company not be under the common management and control of its parent
or afiliates. Other business considerations, however, often dictate that certain holding company
director postions be filled by directors, officers and/or employees of the parent or &ffiliates.
Whoever comprises the board, the members selected should be quaified for the responsibilities
gppurtenant to the position and should be prepared to meet in Delaware on a regular basis (eg.,
quarterly). It is of primary importance that the board meet physicaly in Delaware and that the

board's investment and other business decisions be made while meeting in Delaware.

DELAWARE OFFICERSAND EMPLOYEES

Similar common control concerns, as noted dove, pertain to the sdection of
officers and employees of the holding company. A holding company should have Delaware-basd
officers and employees who perform their services and duties at the Delaware office. Employees
should have real and meaningful responsibilities (subject to appropriate controls) relating to the
holding company's investment and/or property holding business, including without limitation, and as
appropriate, check-sgning authority, investment management authority, and bookkeeping and/or
accounting responsbilities (unless delegated to another entity or service provider). The board should
delegate to the Delaware officers and employees sufficient authority to dedl with all holding
company bus ness between board meetings. This should minimize the need to contact the parent of
affilistes. The holding company should pay salaries or other compensation to its officers and
employees in amounts commensurate with the assigned responsibilities and duties. Federd,
Delaware and local payroll taxes should be withheld and paid over to the proper taxing authorities.
Information returns for such officers and employees (as well as information and tax returns for the
corporation) should be prepared and filed as required by law.

DELAWARE OFFICE

The holding company should have Delaware office space with furniture and
equipment designed to accommodeate the corporate business. Although many companies smply

share leased office space, furniture and equipment with unrelated entities, it may be preferableto



lease such assets (or to purchase them outright) individualy and separately from other companies.
The holding company should have its own telephone with a receptionist who answers the phone in
the name of the holding company and who provides general receptionist services. It is not
uncommon to hire a part-time (or shared) receptionist to the extent that a full time position is not
warranted. Alternatively, a telephone answering service may be appropriate when no oneis in the
office. The telephone number should be listed in the loca phone directory under the holding
company name. Corporate stationery should reflect the holding company's name, address and
telephone number. The holding company officers and employees should have business cards
showing their respective titles and the holding company's name, address and telephone number.

Additiondly, the holding company may need a Delaware post office box for various business
purposes, such as for lockbox services with a locd financid ingtitution. The Delaware office
generaly should be set up for true business purposes, providing necessary meeting space, offices for
Delaware employees and filing and record-keeping capacity for al matters relating to corporate

business.

CONTRACTS

All contracts should be negotiated and executed by the holding company in
Delaware. To the extent that performance of a contract is required by the holding company,
performance should be in Delaware. Some of the common contracts among holding
companies include: (i) lease contracts for office space, furniture and equipment; (ii)
employment contracts with Delaware employees; (iii) contracts for provison of financial,
accounting and payroll services (including tax return preparation); (iv) investment/custodia

agreements, (v) licensng or royaty agreements (and related service contracts); and (vi) loan

agreements with affiliates.



BANKING SERVICES

Holding companies generally establish checking accounts, custody accounts,
investment advisory accounts and other similar types of accounts at afinancid institution located in
Deaware. All income received by the holding company should be deposited in the Delaware
accounts, and dl payments by the holding company should be made from the Delaware accounts. In
order to minimize the imposition of state corporate income taxes on holding company income, the
holding company's "commercial domicile’ should be in Delaware. Since Delaware investment
holding companies (by statutory definition) are organized solely to hold and manage intangible assets
(with certain exceptions for tangible property located outside of Delaware), the "situs' of the
intangible assets should be in Delaware in order to demonstrate a Delaware commercial domicile for
the entity. Making investment decisions with respect to such intangible assets in Delaware may be
critical legaly to establishing Delaware commercia domicile. Establishing custodia accounts in
Delaware to hold all the intangible assets of the holding company may help significantly to establish
Deaware "situs' for such assets and accordingly may firmly establish the desired Delaware
commercial domicile.  Similarly, establishing investment advisory accounts in Delaware could
further substantiate a Delaware commercial domicile, especialy when there otherwise is a risk of
treasury "operations' continuing at the parent level for holding company funds. Conversely, custody
of intangibles outside of Delaware (i) may permit non-Delaware taxing authorities to assert that the
holding company lacks Delaware substance, and/or (ii) in certain jurisdictions may permit the taxing
authorities to claim that sufficient nexus exists to tax the income earned on the assets held in custody

outside of Delaware.

ACCOUNTING SERVICES

Typically, the holding company engages the services of a Delaware accounting firm
or a Delaware or regional office of anationa accounting firm. Financia reports should be prepared
on a periodic basis for review by the Board at its regular Delaware meetings.  Audits should be

scheduled regularly. The accounting firm aso may handle dl payroll and related tax matters.



Finally, the accounting firm may prepare al necessary tax returns for the holding company
(including an annua corporate information return for Delaware).

LEGAL AND OTHER SERVICES

As an independent operation confined to Delaware, the holding company should
take al measures to minimize the risk that its operations can be linked with the operations of non-
Deaware affiliates. On audit, various states have asked for information which specificaly identifies
those holding company service providers that also provide services to affiliates of the holding
company. This audit inquiry is an attempt to show common management and control between the
holding company and its parent and affiliates, giving rise to the connection or "nexus' (and thus
taxing authority) in that particular state. Accordingly, for legd services the holding company
generdly should consider engaging Delaware counsal which is not general counsdl to the parent of
affiliates. Alternatively, the holding company should engage the local Delaware office of a nationa
or regiona law firm, so that the holding company personndl ded with different lawyers than those
with whom the parent deals as genera counsdl.

EXPENSES

As a separately run, bona fide business, the holding company's professionals and
service providers should invoice the holding company directly for services. The holding company
should pay al expenses by check drawn on the holding company's Delaware account. The holding
company generally would be responsible for al lease payments, dl custodid and investment
advisory fees, dl utilities (phone, etc.), al equipment and supplies, dl professiond fees, including
accounting and legd fees, and al other service fees.

AUDIT CONCERNS

Below isalist of questions and areas of particular concern that may arise in an audit situation. The
items are provided to demonstrate the importance of properly operating the holding company within

the parameters outlined above.



Actua Audit Questions/Reguests (sampling only):

1

Employees.

(@ Compensation; examination of respongbilities versus level of

compensation
(b) Record of which entity pays
(© Job description/duties
(d) Copies of employment agreements
(e) Copies of payrall tax returns
Identification of common officerg/directors with affiliates
Copies of phone bills and phone book entry

Proof of payments with respect to al notes and accounts receivables from
affiliates

List of al suppliers and professionas paid by the holding company; copies
of dl invoices, identification of which suppliers and professonas also
serve parent or affiliates of holding company

Amount paid to Delaware law firm (as opposed to parent's general counsdl)

Persons responsible for investment decisions; proof of where investment
decisons were made

Copies of dl minutes and organizationa documentation of holding
company and of affiliates (reflecting discussion of effiliates); proof of
location of al meetings and who attended

Description of bookkeeping functions and how cash needs are determined;
copies of al bank statements, checks and deposit dips
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