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ASSET PROTECTION PLANNING USING
LIMITED LIABILITY COMPANY STRUCTURES

CHRISTOPHER M. RISER, M .A., J.D.,LL .M.

Everywhere you turn for information about tax planning, business planning and
asset protection planning, you're hearing about limited liability companies (LLCs). So,
what's s0 specid about LLCs? For the firgt time, U.S. busnesses can qudify for
unrestricted passthrough taxation and obtain limited liability for their owners.

To see what makes LLCs so attractive, it helps to compare LLCs to other
available forms of business entities, particularly corporations and partnerships.

BASIC LEGAL AND TAX CHARACTERISTICSOF BUSINESS ENTITIES

CORPORATIONS: NON-TAX CHARACTERISTICS

The corporation is a busness entity with a legad exisence and identity thet is
separate from its owners. It is characterized, generaly, by a tripartite structure which
separates ownership from management and the day-to-day business of the corporation.
A corporation’s owners, the sharehol ders, elect agoverning body, the board of directors,
which oversees the generd management of the corporation. The board of directors
gppoints officers who oversee the day-to-day business of the corporation and have the
authority to transact business on behalf of the corporation.

Ownership of a corporation is represented by shares of stock. There can be
different classes of shares with different voting rights and different economic rights.
Trandfers of stock are generaly not restricted by Statute, but often are restricted in the
corporation’ s governing documents and in the stock certificatesthemsdves. The degth or
bankruptcy of a shareholder has no effect on the existence of the corporation.

The shareholders of a corporation have limited ligbility for the debts of the
corporation. That is, they can only losewhat they’ veinvested. Of coursg, if ashareholder
has personally guaranteed a corporate debt, the personal guarantee can cause the
shareholder to be persondly liable for more than his investment in the corporation. Asa
practica matter, most shareholders of small corporations are required to personaly
guarantee contractua obligations of the corporations.

Limited ligbility for the ownersof acorporation does not mean that the corporation
will nat be lidble for the actions of its employees nor that a shareholder, officer or director
will not be lidble for his or her own actions. As mentioned above, a shareholder may be
persondly liable because he or she personally guaranteed a loan or line of credit. An
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owner will be lidble for his or her own persona misconduct as well, including negligent
hiring and supervision of employees.

Fndly, limited ligbility will not apply if the shareholders of a corporation do not
treat the business as a separate entity. For example, if the business is grosdy
undercapitaized, if the owners mix business and persona funds, or if the businessfailsto
keep proper business records, it is possible that a court may find that the corporation is
merdly the “dter ego” of its owners, and as such the owners of the business will be liable
for the debts of the business. This problem is ardatively easy to avoid — smply keep
business activities distinctly separate from persond activities.

If dl of these bad things can hgppen, what good islimited ligbility? Limited liability
protects owners from contractuad debts of the company. If the company failsto pay for
goods or services, the owners will not be personally liable — unless, of course, they
persondly guaranteed the debt. Limited liability also protects owners from tort ligbility
related to the company to the extent that they were not persondly involved in abad act.

Limited liability aso protects business owners from the misdeeds of other owners
and employees (absent some dam like negligent hiring or supervison). If one owner or
employeeis making a ddivery and runs over a brain surgeon, the corporation may lose
everything, and that owner or employee may |ose everything, but the persond assetsof the
other ownersarenot a risk. Thelimited liability offered by corporationsis not complete,
but it is certainly avauable feature,

Sincelimited liability isavery important concept, let’ slook a afew examples. For
purposes of later discussion, keep in mind that the discussion of limited ligbility above and
the results in the examples below would be the same if the businesses involved were
organized as corporationsor asLLCs.

EXAMPLE 1

John and Jane, owners of J&J, Inc. operate a lemonade stand.
Dueto financid troubles, J&J, Inc. falled to pay for a large shipment of
lemons from Juicy Lemons, Inc. Juicy Lemons, Inc. sued J&J, Inc. and
wonajudgment againgt the corporation for theamount of theinvoice. The
corporation must pay the judgment.

If the corporation does not have sufficient assets to satisfy the
judgment, John and Jane will not be forced to cough up money from their
own pockets, Snce the corporation, and not its owners, owes the debt.
However, the $1,000 they each invested in the company is at risk to
satisfy the judgment.



Asset Protection with Limited Liability Sructures - Page 3

EXAMPLE 2

J&J, Inc. manages to turn itself around and satisfiesthejudgment
in favor of Juicy Lemons, Inc. J&J, Inc. even expands its services to
include lemonade delivery. J&J, Inc. takes on two employees, Spike and
Mike, as drivers, and purchases two new ddivery vans. In order to
finance the corporation’s purchase of the vans, the bank required that
John and Jane each persondly guarantee the loan.

While on a ddivery run, Spike speeds through a stop sign and
runs over Ann. After the police cal John to inform him of the accident, he
rushes off to the scene. In his haste, John negligently runs over the
policeman at the scene.

Despite the fact that John was on company business, he is il
persondly ligble for damages suffered by the policeman. Furthermore, it
turns out that Spike's driver’s license was revoked for reckless driving,
and that, as a pizzaddiveryman, he had run over a pedestrian ayear ago.
John and Jane never checked Spike' s driving record.

Ann sues Spikefor negligently injuring her by griking her with the
van. She aso sues J&J, Inc., as Spike's employer, since J&J, Inc. is
vicarioudy liablefor the actions of itsemployeesin the course of business.
Fndly, Ann aso sues John and Jane for negligently hiring Spike. Ann
prevals agang dl parties, who are dl jointly and severdly lidble for the
judgment.

Since Spike has no assets againg which Ann can collect, she
cleans out J& J, Inc., then moves on to John and Jane persondly, who are
thenforced to cough up persond assetsto satisfy the judgment in favor of
Ann.

Finally, the corporation is unable to make payments onthe vans.
The bank, therefore, can sue and collect from John and Jane personaly
since they personaly guaranteed the loan.

TAXATION OF C CORPORATIONS

Under Subchapter C of the Internal Revenue Code, a corporation istreated asa
separate taxable entity. The corporation itsdf is ataxpayer separate and digtinct from its
shareholders. Thus, income generated by the corporate businessistaxed twice. It istaxed
once when earned by the corporation and again when distributed to the shareholders. This
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is quite different from the passthrough taxation trestment of sole proprietors and
partnerships, which is discussed |ater.

Another mgjor tax issuewith regard to corporationsisthetaxability of anexchange
of property for stock. A corporation recognizes no gain or 1oss on the receipt of money
or property in exchange for its stock. However, nonrecognition trestment applies to the
transferor(s) only if (1) the property is exchanged solely for stock in the corporation, and
(2) immediately after the transfer, the transferor(s) controls the corporation. Control for
these purposes is defined as ownership of stock possessing at least 80% of the total
combined voting power of dl classesof voting stock and at least 80% of the total number
of shares of dl nonvoting classes of the corporation's stock. If shareholders are going to
contribute appreci ated assetsto acorporation, careful consderation must begiventothese
rules.

TAXATION OF SCORPORATIONS

Passthrough taxation describes the situation in which the tax items of abusiness—
income, deductions, credits, etc. —are passed through to the owners of the businessrather
than taken into account separately by the business itself. Passthrough taxation is often
advantageous for business owners becauseit ensuresthat only oneleve of tax will bepaid
on the income of the business.

Passthrough taxation is available under the U.S. federd income tax system for
partnershipsaswell asfor certain digible corporations (“ Scorporations’) that have e ected
to be taxed under the passthrough regime of Subchapter S of the Internal Revenue Code.
However, only certain corporations qualify to be treated as S corporations and certain
unfavorable redtrictions are placed on the ownership structures of S corporations. For
example, an S corporation may issue only one class of stock, may not have morethan 75
shareholders, may not have non-resdent dien shareholders, and may not have a
partnership as a shareholder.

PARTNERSHIPS: NON-TAX CHARACTERISTICS

A partnership is an association of two or more persons carrying on a business
venture as co-owners for profit. Partnerships come in two basic varieties, generd and
limited.

A generd partnership conssts only of genera partners. In a generd partnership
the owners control the business and there is no datutorily mandated separation of
ownership and management as there is in a corporation. Management of a generd
partnership isvested indl of the generd partners. All partnersof agenerd partnership are
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jointly and severdly liablefor the debts of the businessand for thewrongful actscommitted
by other partnersin the course of the partnership’ sbusiness. Thus, the persond assets of
agenera partner are subject to the claims of the partnership's creditors.

A limited partnership consists of at least one genera partner and at least one
limited partner. The management and control of a limited partnership is vested in its
generd partner(s) and cannot be vested in the limited partners. The liability of a generd
partner in alimited partnership isthe same asin a genera partnership. Whereas generd
partners have unlimited liability for debts of the limited partnership, limited partnershave
limited liability for debts of the partnership. However, a limited partner risks losing his
limited lidbility if he participatesin the management of the partnership’s business.

A generd partner (whether in agenerd partnership or alimited partnership) must
obtain the consent of al the other partnersto trandfer hisor her genera partnership interest
and grant to the trandferee dl of the hisrights as a partner in the partnership.  Also, the
death, retirement, bankruptcy or withdrawa of a generd partner causes the partnership
to dissolve. A partnership agreement may, however, dter these rules.

A limited partner may fredy trandfer his limited partnership interest without
disolving the partnership. However, such atransfer normaly results only in a shift in the
limited partner's economic rightsin the partnership (rightsto profits, losses, and liquidation
proceeds), unless the generd partners agree to treat the assgnee as a subgtitute limited
partner, and confer on the assignee dl of the additiona rights of alimited partner, such as
the right to vote on non-management matters.

PARTNERSHIP TAXATION

Partnerships receive passthrough tax treatment. The tax items of a partnership’s
business — income, deductions, credits, etc. — are passed through to the partners, so that
only one levd of tax is pad on the income of the partnership’ sbusiness. Generdly, there
is no recognition of gain onthe contribution of appreciated assetsto apartnership. There
are two important exceptionsto thisgenerd rule. Firg, if apartner isreieved of ligbilities
in excess of the basis of the property he contributes to the partnership, he will recognize
gain to that extent. Second, if the effect of forming an invesment partnership is that the
partnersdiversfy their assets, there may berecognition of gain onthe contribution of assets
to the partnershipin exchangefor partnership interestsunder Section 721(c) of the Interna
Revenue Code.
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LIMITED LIABILITY COMPANIES: NON-TAX CHARACTERISTICS

The limited liability company (“LLC”) isahybrid type of legd entity that combines
certain traits normally associated with corporations with other traits normaly associated
with partnerships and other non-corporate legd entities. LLCsdlow their owners(called
“members’) to have the best of dl worlds: passthrough taxation, limited liability, flexibility
in ownership and management structure, and persona asset protection.

While corporate statutes are generally written to accommodate the needs of
bus nesseswithlarge numbersof passvestockholders, LLC actsaregenerdly writtenwith
gmadl businessesin mind. Thus, the LLC tends to be a more flexible and understandable
business entity.

LLCsare managed in one of two generd ways.

. Collectively by the LLC' s members (a member-managed LLC); or

. By one or more appointed or elected managers (a manager-managed

LLC).

While amanager of amanager-managed LLC typicaly is also a member, under
the LLC acts of most jurisdictions, a manager need not be a member. So, while a
corporation generaly is operated with two levels of decision-making (board of directors
and officers), an LLC can be operated with only one level of decison-making.

LLCHISTORY

Although the LLC isrdatively new in the U.S,, the concept has been around for
over one hundred yearsin Europe and Latin America Have you ever seen the name of
aGerman company that endswith the abbreviation GmbH, or aLain American company
that ends with the abbreviation SRL? GmbH stands for the German phrase Gesel | schaft
mit beschrankter Haftung —literdly, * company with limited ligbility.” SRL stands for the
Spanish phrase sociedad de responsibilidad limitada — literdly ‘limited ligoility
company.’

Inthemid-1970' sacompany in Wyoming dissatisfied with itsavailablelegd entity
choices decided that it would be useful to have agatutory business entity form that would
provide dl ownerswith limited liability while adlowing the ownersto be tregsted as partners
for tax purposes. The result was the passage in 19770f the Wyoming LLC Act, the first
LLCactintheU.S.

Thelimited ligbility features of the Wyoming LLC were, of course, built into the
LLC Act. However, the IRS determined the tax treatment of this new type of entity on a
case-by-case bass. The Wyoming company that started it al applied to the IRS for a
private ruling determining that the LLC would be taxed as a partnership. Eleven years
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later, the company findly received afavorable ruling. At the same time, the IRS issued
Revenue Ruling 88-76, which spelled out the requirements for taxing an LLC as a
partnership.

With the issuance of Revenue Ruling 88-76 and the tax certainty it provided, the
floodgates opened and an unprecedented torrent of new legidation issued forth. By 1996,
every dateinthe U.S. had an LLC act. Legd and tax advisors scrambled to learn how to
use this new entity.

Fndly, in December 1996, the IRS issued the “Check-the-Box” regulations,
which alow an LLC smply to choose whether to be taxed as a partnership or as a
corporation. Thereare no hoopsthroughwhich LLCsmust jump for incometax purposes.
Smply check a box or not — that’s al it takes to choose the tax treatment of an LLC.
With the advent of “Check-the-Box,” the LLC is fast becoming the business, estate
planning and asset protection entity of choice.

OFFSHORE U.S.-STYLELLCs

ANGUILLA

Although many offshore jurisdictions had non-corporate limited ligbility entity
statutes (likethe SRL), nonewerevery familiar to U.S. legd and tax practitioners. Senang
that the Wyoming-style LLC was going to be the future business entity of choice for
Americans, afew offshore jurisdictions enacted U.S-oriented LLC legidation. Anguilla
adopted its LLC Act in 1994 and amended it in 1999. The Anguilla LLC Act was
modeled on the Wyoming LLC act, which in 1994 was not one of the more modern U.S.
LLCacts. The AnguillaLLC Act isdso not favorable for use in estate planning. Asa
result, the Anguilla LLC is not often used.

|SLEOF M AN

Theldeof Man adopted itsLLC act in 1996. The Manx LLC act ismodeled on
Manx partnership law, which is, in turn, modeled on English partnership law. As areault,
the Manx LLC act looks unlike U.S. LLC acts. In addition to being generdly unfamiliar
to U.S. persons and practitioners, the Manx LLC act has a number of provisons which
many U.S. persons would find objectionable.

Probably the most important of these objectionable provisions are that (1) Manx
LL Csmust havetwo or moremembers; and (2) Manx LL Csmust keep certain accounting
records in the Ide of Man. Nearly dl of the U.S. LLC acts as well asthe LLC acts of
Nevis and Anguilladlow for sngle-member LLCs.  Accounting records, including daly
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entries of receiptsand expenditures, abaance sheet, and annua inventories, must be kept
inthe Ide of Man. Failure to comply with the statutory accounting requirements subjects
every member and manager of the LLC to crimina sanctionsincluding imprisonment and
large fines. Nether U.S. LLC acts nor those of Anguilla and Nevis contain such
mandatory accounting provisions.

NEVIS

The Nevis LLC Ordinance, enacted in 1995 and amended in 1999, is based on
the Delaware LLC act. In 1995, the Nevis LLC Ordinance was perhaps the most
advanced U.S-style LLC act availableto U.S. practitioners. Fiveyearslater, many U.S.
states havetaken drastic stepsto improvetheir LLC statutes. TheNevisLLC Ordinance,
however, it isgill oneof thebetter LLC actsin existence. TheNevisLLC act wasdrafted
to provide maximum flexibility, maximum estate planning advantages and maximum assst
protection. In the offshore LLC world, the Nevis LLC Ordinance stands head and
shoulders above other LLC acts.

OTHER OFFSHORE LLC ACTS

Other offshorejurisdictionshave European-style L L C actsor hybrid company acts
(companies limited by stock and by guarantee, etc), including, for example, Barbados,
Panama and the Cayman Idands. Many of these Satutes (such as the handful of limited
duration company (LDC) actsthat were enacted) came into place or were amended only
ayear or two before the check-the-box regulations came into effect. With the advent of
check-the-box in the foreign arena, many of these non-U.S.-style LLC acts are basically
obsolete for many U.S. purposes. Now, thereisawide range of foreign companieswhich
can provide their ownerswith limited liability and passthrough taxation, and these are not
just U.S-style LLC acts.

The Marshdl Idands enacted U.S-style LLC legidation in 1996, but like
AnguilladsLLC act, it has not been much used because of the popularity and superiority
of the Nevis LLC Ordinance. The Cook Idands is expected to enact U.S-style LLC
legidation in the near future. It islikely that other jurisdictions will enact U.S-style LLC
legidation, promoting a healthy competitiveness to produce the most advanced cutting-
edge LLC act in the offshore world.
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LLCTAXATION

US.LLCs

Under prior law regarding the tax classfication of business entities, LLCs were
classified as corporations or partnerships for tax purposes based on the individua
characterigtics of each LLC. If the owners wanted partnership taxation, a minimum
number of requirements had to be met. If the ownerswanted corporate taxation, different
requirements had to be met. The provisonsof the particular LLC act under whichan LLC
was formed was important for tax classfication, epecialy in cases where there was no
LLC operating agreement or only abasic LLC operating agreement. All of this changed
at the end of 1996, when the Check-the-Box rules (Treas. Reg. § 301.7701-3) were
enacted.

Under the Check-the-Box rules, U.S. corporations aretaxed as corporationsand
cannot elect to betaxed otherwise. However, any other businessentity that isnot properly
classfied asatrust or otherwise subject to specia trestment under the Internd Revenue
Code may elect itstax treatment. A separate business entity with two or more members
can generdly elect to be classfied as either acorporation or a partnership. An entity with
only one member does not qualify as a partnership. However, such asingle-owner entity
may elect to be classfied as a corporation or to be disregarded as an entity separate from
its owner and thus to be taxed as a sole proprietorship.

If anew entity fals to eect classfication, it is classfied under aset of default rules
genedly providing that domestic entities with two or members are classfied as
partnerships and domestic single member entities are disregarded as entities separate from
their owners.

Bascdly, it redly isthat ample. If you want passthrough partnership or sole
proprietorship taxation for a domestic LLC, you do nothing. In that casg, it'sredly a
“don’t check the box” rule.

If an LLC wants to be taxed as a corporation, it Smply files a one-page Form
8832, Entity Classification Election (included at theend of thisoutling), within 75 daysafter
the date the election isto be effective, literdly checking a box to dect to be taxed as a
corporation. Once an LLC eectsto be taxed as a corporation, it is a corporation for all
federal tax purposes. So, adomestic LLC that has eected to be taxed as a corporation
can dect to be taxed under Subchapter S as an S corporation as well (assuming it
otherwise qudifies under the Subchapter Srules).

A brief mention of entity conversons is in order here. If a generd or limited
partnership converts to an LLC under local law, the resulting LLC will be taxed as a
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continuation of the former partnership, unless the resulting LLC chooses to be taxed asa
corporation, in which case the converson will betrested as a dissolution/liquidetion of the
partnership followed by a contribution by the partnersto anew LLC.

If acorporation convertsto an LLC under loca law, the resulting LLC can dect
to be taxed as a corporation, thus causing the conversion to be treated as a continuation
of the former corporation, with no tax consequences. If the resulting LLC does not elect
to be taxed as a corporation, however, the converson will be treated as a
dissolution/liquidetionof the corporation (with the potentia resulting tax disaster caused by
the liquidation distribution of gppreciated assets) followed by a contribution by the former
shareholdersto anew LLC.

Single-member entitiesthat do not el ect to betaxed ascorporationsare completely
disregarded for tax purposes. The smplest example is an LLC with one member, an
individud person. In such a case, the tax items of the LLC are the tax items of the
individud. The individuad smply reports the tax items of the LLC on his own persond
income tax return — business activity on Schedule C, capital gains and losses on Schedule
D, renta activity on Schedule E, etc.

Another entity, such as another LLC or a partnership or corporation, can be the
anglemember of anLLC. Inthat case, the LLC' stax itemsare reported on the underlying
entity’ stax return, just aswith anindividual owner. Thetax itemsof an LLC wholly owned
by a corporation, for example, will be reported on the corporation’'s Form 1120, U.S.
Corporation Income Tax Return, aong with the corporation’s other tax items.

Taking the concept astep further, consider the LL C which isowned by morethan
one lega owner, al of whom are treated as one for tax purposes. Thistype of LLC can
a0 be disregarded under the check the box rules. This concept is best illustrated by
example.

EXAMPLE 3

Fred decidesto do some estate planning and setsup atrust for his
children. His estate planning advisor recommended that the trust be a
“grantor trust” for income tax purposes so that the income of the trust
would be taxableto Fred, rather than being taxed at the compressed trust
incometax rates. Thetrugt, the Fred Family Trust, was drafted to make
it a grantor trust taxable to Fred under the rules of 88 671-679 of the
Internal Revenue Code. Fred swife, Wilma, isthetrustee. Fred funded
the trust for severd years and now the trust principa has grown to about
$500,000.
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Fred has $100,000 of his own funds that he would like to invest
inarenta property. Wilma, as trustee of the trugt, thinks it would be a
good investment for the trust aswell, and since the trust document gives
her wide latitude with trust investments, she decides that the trust will
invest $100,000 as well.

Fred and Wilma, as trustee, decide to form Bedrock Investment
Properties, LLC, with each asa50% member. They choose not to have
the LLC taxed as a corporation, so they don't file a Form 8832 for the
LLC. TheLLCwill betaxed asadisregarded entity with respect to Fred.
Fred istreated as the owner of the assets of the grantor trust and heis, of
course, the owner of hisLLC interests. So, Fred istreated as the owner
of 100% of the LLC interests, even though he does not control al 100%
of the interests.

EXAMPLE 4

Let’smakeit even more complex. Wilmadecided she needed to
do alittle estate planning as wdl. She sat up a trugt, the Wilma Family
Trugt, and she, Fred and their estate planner agreed, for whatever reason,
that Fred should have a genera power of gppointment over the assets of
the new trust Wilma was going to settle. They set up the trust that way,
and Wilma, astrustee, formed an LL C, Granite Properties, LLC, of which
her trust was 100% owner, which purchased another rental property.

Also, Fred has set up another LLC, Marble Properties, LLC, this
time with Fred as 100% owner, to purchase yet another rental property.
Fred and Wilma decide to form a holding company LLC, FW Holding,
LLC, for dl of the LLC interests. Wilma, as trustee of the Fred Family
Trust, contributes the 50% interest in Bedrock Properties, LLC to FW
Holding, LLC. Fred contributes his 50% interest in Bedrock Properties,
to FW Holding, LLC. Wilma, as trugtee of the Wilma Family Trud,
contributes the 100% interest in Granite Properties, LLC to FW Holding,
LLC. Fred contributes his 100% interest in Marble Properties, LLC to
FW Holding, LLC. Now there are 3 legd ownersof FW Holding, LLC
— Fred, Wilma, astrustee of the Fred Trugt, and Wilma, astrustee of the
WilmaTrug.

This lega octopus known as FW Holding, LLC is taxed as a
disregarded entity with respect to Fred, unless, of course, the LLC
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choosesto be taxed asa corporation. Why? Even though Wilma settled
the Wilma Family Trugt, the fact that Fred has a generd power of
gppointment over thetrust principal causeshimto betaxableonthetrust’s
income under 8§ 678 of the Internd Revenue Code. As we saw in the
previous example, Fred is also treated as the 100% owner of Bedrock
Properties, and heis of course, the 100% legd and tax owner of Marble
Properties, LLC. Thus, for tax purposes, everythingin FW Holding, LLC
istaxable to Fred on hisindividua income tax return.

TAXATION OF OFFSHORE LLCs

In Treas. Reg. 8 301.7701-2(b)(8)(i), thereis a lig of foreign entities which are
classfied as per se corporations and are not eigible eect passthrough trestment. The* per
se” lig includes a few entities occasiondly encountered in the offshore world, eg., the
Costa Rican Sociedad Anonima. However, most offshore entities, including dl offshore
LLCsand internationd business companies (IBCs), are digible to elect passthrough tax
treatment.

A foreign entity that is not classified as a corporation under the regulations (an
"digible entity") can chooseits classfication for federd tax purposes by filing Form 8832
within 75 days after the date the election isto become effective. A foreign digible entity
withat least two members can elect to be taxed either asacorporation or asapartnership.
An digible entity with a single owner can elect to be taxed as a corporation or to be
disregarded as an entity separate from its owner.

Unlessthe entity eects otherwise, aforeign digible entity is.

. taxed as a partnership if it has two or more members and at least one

member does not have limited lighility;

. taxed as a corporation if dl members have limited ligbility; or

. disregarded as an entity separate from its owner if it has a single owner

that does not have limited ligbility.

Most dedlings of U.S. persons with foreign entitieswill bewith entitiesinwhich dl
members have limited liability (eg. an LLC or IBC). Therefore, most foreign entitieswith
U.S. owners must affirmatively elect passthrough tax treatment on Form 8832.

TAXATION OF LLCS TAXED ASFOREIGN CORPORATIONS

Is there any reason why U.S. owners of an offshore entity would want the entity
to be taxed as acorporation? What if the U.S. owners of aforeign digible entity wanted
passthrough trestment but forgot to file Form 8832 or filed a defective Form 88327
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Some U.S. owners of foreign entities may want to have an entity taxed as a
corporation if the corporation is conducting a business activity for which income tax
deferrd isdlowed under U.S. tax laws or if U.S. ownership is small enough to dlow the
U.S. owner(s) to defer tax. Generdly, for most U.S. personsinterested in using offshore
LLCs and other offshore entities as asset protection vehicles for cash and passve
investments, no tax deferrd is available smply by virtue of transferring U.S. assets to
offshore entities. Therefore, U.S. owners usualy will want to be sure that the entities are
taxed as passthrough entities by properly filing Form 8832.

OFFSHORE LL Cs TAXED ASCONTROLLED FOREIGN CORPORATIONS

If the typica U.S.-owned foreign LLC or IBC fails to elect passthrough tax
treatment, it most likely will be a controlled foreign corporation (CFC) for U.S. tax
purposes. Certainkindsof undistributed earningsand profitsof aCFC (known as Subpart
F income) are taxed directly to the CFC s U.S. shareholders.

Subpart F income includes passive income, net gains from the sde of stock and
securities and from property that does not generate active income, related party factoring
income, certain rents and royalties, net commodities gains, and net gains from certain
foreign currency activities, net income from notiond principa contracts, and paymentsin
lieu of dividends derived from securities lending transactions. In other words, Subpart F
income includes most of the kinds of income on which disreputabl e offshore promoterstell
you U.S. income tax can be deferred.

WhenaU.S. shareholder sdlls CFC stock, thegainistaxed asadividend (i.e., as
ordinary income) to the extent the CFC has previoudy untaxed and undistributed earnings
and profits. Findly, the transfer of gppreciated property by a U.S. person to a foreign
corporation in exchange for the stock of the foreign corporation generaly causes gain to
be recognized even if the gain would not be recognized if the transfer were to a U.S.
corporation. Thus, CFC datusis usualy something to be avoided.

OFFSHORE LL Cs TAXED UNDER OTHER FOREIGN CORPORATION ANTI-DEFERRAL
REGIMES

Evenif aforeign entity classified ascorporationfor U.S. tax purposesisnot treated
asaCFC, thereisagood chance it will betreated asaforeign persond holding company
(FPHC) or as a passive foreign investment company (PFIC), which will cause tax results
amilar to those caused by CFC datus for the typical U.S. owner of such a company.
Foreign corporations aso have certain foreign corporation information reporting
requirements which can be burdensome. If these reporting requirements are not complied
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with, substantia pendties and fines can result. Failing to eect passthrough tax trestment
for aforeign digible entity can be adisagter.

TAXATION OF OFFSHORE L L Cs CLASSIFIED ASFOREIGN PARTNERSHIPS

The typical U.S.-owned foreign partnership is taxed generdly like a domestic
partnership. The former sections of the Internd Revenue Code which imposed a 35%
excise tax on the contribution of assets to a foreign partnership ( 88 1491-1494) have
beenrepealed. Now, dl that isrequired isto make certain information reporting filings on
Form 8865, Return of U.S. Persons With Respect to Certain Foreign Partnerships, and
related schedules (Form 8865, related schedules and ingtructions are included at the end
of this outline). The reporting generdly does not require any more information than the
Form 1065, U.S. Partnership Return of Income, dthough the 8865 does ask for financia
informationconformed to U.S. Generaly Accepted Accounting Principles(GAAP), which
may require the partnership to convert some financid datato conform to GAAP.

Fallure to comply with foreign partnership reporting requirements can result in the
impogitionof sgnificant pendties, including theforced recognition of gain upon thetransfer
of appreciated property to aforeign partnership.

TAXATION OF FOREIGN DISREGARDED ENTITIES

Forelgn disregarded entitiesaretaxed asif the U.S. owner owned the assets of the
entity directly. There are no reporting requirements regarding U.S. ownership of foreign
disregarded entities. Apparently, some practitionersadvisetheir clientsto file Form 8365
to report activity involving foreign disregarded entities, but there are no statutory or
regulatory requirements to do so.

Because there are no reporting requirements for U.S. persons owning an interest
in aforeign disregarded entity, there is no risk of gain recognition on the transfer of assets
to the entity or pendtiesfor falure to report the type of information required from U.S.
owners of foreign partnerships, foreign corporations and foreign trusts.

Recdll the multi-member disregarded entity examplesfrom above. Now consider
the following example involving foreign entities; this structure will be considered to be
owned entirely by Fred for income tax purposes.
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EXAMPLES
Foreign Bank & 115 Brokerage E quity-Stripped
[nvestrment Account S Real Estate
Accounts
D elaware Delaware
100% cwner LLC LLC
100%
Mevis LLC owinet
1% awner 9% owner
# Manager
Bahamaz IBC Fred
Sale
Shareholder Fred iz grantor
Foreign af truzt
Grantar Trust

Fred's children are the trust
beneficianes

Fred's Children
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LLCs & ESTATE PLANNING

LLCs, including Nevis LLCs, can be used as estate planning toadls in the same
manner as family limited partnerships. If the LLC is properly structured, LLC interests
should be discounted for estate and gift tax purposesfor lack of marketability and lack of
control. In addition to the discounted transfer possibilities, LLCsare Smply aconvenient
way to transfer assetsto younger generations. Thereisno need to constantly re-title assets
to reflect changing ownership; often transfer taxes on red edtate, etc. can be avoided;
ancillary probate can be avoided for red estate located outside the client’ s domicile, etc.

Until the end of the 1990s, limited partnerships were preferred over LLCs as
estate planning vehiclesbecausemost L L C actslagged behind limited partnership actswith
regard to datutory provisons that were favorable for estate and gift tax discounting.
However, many states have remedied the problem, with the result that LLCs are the
favored vehicle in many dates for estate planning.

In order to provide limited liability for the generd partner of a family limited
partnership, many practitioners form a corporation owned by the family matriarch and
patriarch to act as generd partner. Doing S0 of course, essentialy converts the generd
partnership interests to corporate stock, with the adverse asset protection consequences
that can bring.

An LLC can be used to act as the genera partner without the adverse asset
protection consequences of corporate stock. However, if an LLC is used as the edtate
planning vehicle itsdf, no separate generd partner entity is needed, since there is not
unlimited liability for LLC managers in the way that there is unlimited lidbility for generd
partners. Using an LLC dso dlows the estate planning vehicle to be formed asasingle
member entity with gifts made later, which can be useful if the children are not contributing
assets upon the formetion of the entity.

LLCcS& ASSET PROTECTION PLANNING

There is an often overlooked but very important difference between being a
shareholder of acorporation and amember of an LLC. The shares of ashareholder of a
corporation are vulnerable to claims of the shareholder’s judgment creditors. In many
smd| businesses, this vulnerability could alow the creditor to control the business.

The membership interests of an LLC are more protected. Inthe U.S. and in
offshore jurisdictions with U.S-style LL C acts, acreditor of apartner in a partnership or
amember of an LLC is entitled only to a “charging order,” rather than being entitled to
execute directly againg partnership assets. A charging order gives acreditor theright to
recaive any distributions thet the owner of the interest would have received. A charging
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order is smply a court document that directs the manager(s) of the LLC to divert
digtributions that would otherwise go to the debtor member to the creditor to the extent of
the unpaid judgment plus interest.

At first glance, the charging order may not seem like much protection. However,
the economic rights to digtributions are dl that the creditor gets. The creditor doesnot get
the management and voting rights that may go aong with the LLC membership interest.
The LLC's managers determine if and when digtributions are made. 1t may be that
digtributions will not be made or that digtributions will be sgnificantly ddayed. Some tax
professonds believe that the creditor may be taxable on the debtor-member’s income,
evenif the creditor never receivesany distributionswith respect to the charging order. This
beliefis suspect (seemy article, “ Tax Consequencesof Charging Orders. Isthe KO by K-
1 KO'd by the Code?’, Asset Protection Journal, Winter 1999, online at www.mayer-
riser.com), but the uncertainty in this area can make a creditor contemplating a charging
order very uneasy. Furthermore, it may be possbleto draft an LL C operating agreement
to push a charging creditor closer to being taxable.

The charging order is not an attractive remedy to most creditors. As aresult, the
prospect of a charging order can often convince a creditor to settle on more reasonable
terms than might otherwise be possble. Shareholders of a corporation have little such
leverage. Thus, inaddition to being avery useful businesstool, the LLC can beavduable
asset protection tool.

EXAMPLE 6

John and Jane have bounced back from the lemonade business
debacle. Now they own two businesses. JJ Financid, LLC, which is
owned 100% by John, is an investment advisory firm (John decided to
change careers and passed dl of hisqudifying exams). JJAntiques, Inc.,
whichis owned 51% by John and 49% by Jane, operates aretail antique
shop. John and Jane decided that the lawyer that hel ped them set up their
LLCsinthe past wastoo expensive, especidly after paying everything to
set up I Financid and get licensed. So, they formed the antiques
corporation themselves using forms from their state's Secretary of State
Web site.

One of John' sinvestment clientswas Dr. Smith, awedthy retired
physcian with a$20 million portfolio. John had been andyzing the stock
of ZZZ, Inc., which had been trading for about $10 per share. John
believed it to be very undervaued and believed it worth about $30 per
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share. He advised Dr. Smith to buy $1 million worth of ZZZ stock,
forecadting that it would be worth $3 million on the market. A yeer later,
other investors had caught on and ZZZ stock had doubled in value to $2
million. However, Dr. Smith wasn't satisfied, hewanted atriplereturn and
sued John for theunrealized $1 million. Johnwasparticularly unpersonable
a trid and the jury was unsympahetic, awvarding over $1 million in
damagesto Dr. Smith.

When Dr. Smith’ sattorney began executing againgt John' s assets
onDr. Smith’ sbehadf, hefound that John owned stock in JJAntiques, Inc.
and LLC membership interests in JJ Gas, LLC. Dr. Smith ended up
owning John’s stock in JJ Antiques, Inc., which he promptly liquidated
sgncehewasthe mgority stockholder. Dr. Smith aso obtained acharging
order againg John's LLC membership interest. After a period of
recaiving no distributions, Dr. Smith decided to settle the outstanding
liability for areasonable sum.

THE CHARGING ORDER ISWELL-ENTRENCHED IN ANGLO-AMERICAN LAW

The charging order derives from American partnership law which derives from
English partnership law. Under partnership law as it existed toward the end of the 19"
century, acreditor of apartner could execute directly against partnership assetsto recover
the debt of a partner which was unrelated to partnership business. This proved very
disuptive to partnership businesses, and was percelved as unfair because there was
nothing non-debtor partners could do to prevent the disruption.

Around the end of the 19" century, the English Parliament dragtically changed
English partnership law with the enactment of the Partnership Act 1890. The Parliament
decided that it was, infact, unfair to disrupt partnership businessby having the sheriff saize
partnership assetsand sdlling them to satisfy adebt unrelated to the partnership’ sbusiness.
The Act provided that rather than obtaining awrit of execution againgt partnership assets
to satisfy ajudgment debt of a partner, a creditor of a partner must satisfy ajudgment by
obtaining an order from acourt charging the partner’ seconomic interest in the partnership,
i.e, hisinterest in partnership distributions of profits and capitd.

When U.S. partnership law was being standardized in the early 20" century inthe
Uniform Partnership Act and later in the Uniform Limited Partnership Act, the charging
order concept was imported into American partnership statutes. So, the charging order
is well-established in the American law of partnerships and the concept now has been
imported into American LLC law over the last few decades.
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SINGLE-M EMBER LL CSAND CHARGING ORDERS

The snglemember LLC is something of an anomay since LLC law is largdly
based on the law of partnerships and, of course, there have never been single-member
partnerships. Thereisnothing in any LLC act, foreign or domestic, that indicate that the
charging order remedy is not the preferred or sole remedy available to a creditor of a
member of asngle-member LLC.

Theorigind policy reasonfor thecharging order, however, does't realy exist with
asnglemember LLC. Thereisno other LLC member who would be unfairly affected by
the seizure of LLC assats or of the LLC interest itsdlf inits entirety.

It is the author’ s opinion that (1) ajudge most likely would force a creditor of a
member of asngle-member LL Cto pursuethe charging order remedy before pursuing any
other potentid remedies, but that (2) judge's patience in waiting for digtributions in
satisfaction of the judgment should be expected to wear thin very quickly; and that (3) the
threat of further judgment enforcement action beyond acharging order would dwayslinger
over thedebtor-member of thesingle-member LLC. Additiondly, becausesingle-member
LLCsarelikdy to have fewer records documenting LL C business matters, itislikely that
a debtor-member of asingle-member LLC will have a harder time defending aclaim that
the LLC isthedter ego of itsowner, and should be ignored dtogether, obviating the need
for acharging order atogether.

Therefore, if asset protection via the charging order concept is amgor concern,
single-member LL Cs should be used with caution. When possible an additiona member
should be included to bolster the charging order protection. An additional member often
can be added without changing the tax trestment of the LLC, e.g., by using agrantor trust
or another LLC or IBC.

CHARGING ORDER PROTECTION FOR M EMBERSOF FOREIGN LL CS

The members of amulti-member LLC should be well protected by the charging
order in American courts. As noted above, the charging order has a long-established
higtory inthe U.S. Thus, evenif aparticular stat€' slaw required the gpplication of itsown
LLC charging order law to the interest of a debtor member in an LLC formed under the
law of another jurisdiction, the concept is neither dien nor out of line with the state’ sown
public policy regarding the interest of a debtor member of an LLC. A debtor settlor of a
foreign asset protection trust, on the other hand, will certainly be forced to wage battle
againg the long-standing public policy againgt saf-settled spendthrift trustsin al U.S.
jurisdictions except Alaska, Delaware, Rhode Idand and Nevada.
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FORECLOSURE

Many commentators and professonas— especialy those with avested interest in
perpetuating the exclusive use of foreign asset protection trusts as primary asset protection
vehicles— spend agreat ded of time worrying about the possibility that a creditor with a
charging order can foreclose on the charged LLC interest if the charging order is not
quickly moving the creditor toward satisfaction of the judgment. The clam is often made
that charging order protection is quickly being “eroded” by the increasing gpplication of
foreclosure by courts, implying that there is some gresat flood of foreclosure orders being
issued.

In fact, there are only a handful of reported cases of foreclosure. Furthermore,
even if a creditor does foreclose on the LLC interest, the creditor smply getsthe LLC
member’ seconomic interest in perpetuity rather thanfor thelength of timeit takesto satisfy
the judgment. As a practicad matter, in asset protection litigation Stuations, those time
periods can be about the same.

If acreditor were limited to the charging order, he might have to wait avery long
time to get satisfaction. A creditor who has foreclosed will dso likely haveto wait avery
long time to satisfy a judgment from LLC digtributions, since the creditor is ill in no
postion to force out distributions. A creditor to whom an LLC interest has been
transferred in aforeclosure sdeis il merdly an economic assignee and does not succeed
to the management and voting rights of the debtor-assignor. Another factor weighing
heavily againg a creditor initiating foreclosure is that while it is uncertain a best whether
acreditor with acharging order is taxable on debtor member’s share of LLC income, it
isanear certainty that a creditor who has foreclosed upon adebtor’ sLL C interest will be
taxable on the debtor member’s share of LLC income. Findly, if the LLC manager isin
anon-U.S. jurisdiction, the creditor assignee may be forced to pursue the manager in an
inhospitable judicid arena, by which time the manager may have reorganized the LLC
(potentialy leaving the creditor with a significant tax bill and no LLC digtributions with
which to pay it), or otherwise made the funds practicaly inaccessible to the creditor.

The concern over the possibility of foreclosure drives the preference for the so-
cdled “charging order exclusvity” provisons of some LLC acts. A few jurisdictions,
Nevisincluded, providethat the charging order isthe exclusive remedy by which acreditor
of a member may satisfy a judgment from the debtor’ s interest inan LLC. It isunclear
whether this exclugvity is meant to cut off the possibility of foreclosure or indead Smply
reinforcestheideathat no judge should reach back to 19 century partnership law to issue
writs of execution to the sheriff to seize LLC assets. It istheauthor’ sopinionthat the latter
istheactud legidativeintent in U.S. partnership acts, which intent can probably beinferred
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inthose U.S. LLC acts which are derived from U.S. partnership acts, and whichintent is
quite clear in Section 18-703 of the recently amended Delaware LLC Act, which refers
both to exclusivity of the charging order remedy and to foreclosure. However, the view
that exclusvity language precludes foreclosure is so prevaent that it may actudly have
become the law in some jurisdictions, and probably is, in fact, the law in Nevis.

CHARGING ORDER LAW IN OFFSHORE LLC ACTS

Anguillds LLC act provides for charging orders, but does not provide that the
charging order is the exclusve remedy of a debtor of a member. Absent egregious
circumgstances, however, chances are probably dim that foreclosure would be quickly
dlowed, and chances are even dimmer that LLC assets would be reachable directly by
the creditor of a member.

The Ide of Man's LLC act does not provide for charging orders by datute.
Apparently the drafters of the Manx LLC act intended that LLC members would rely on
Manx common law to provide charging order protection LLC membership interests.

The Nevis LLC Ordinance provides for charging order protection. It also
provides that the charging order is the exclusive remedy of a debtor of a member. No
mentionof foreclosureismadein the NevisLLC Ordinance. It ssemsclear that theintent
of the Nevis LLC Ordinance is to diminate the posshbility of foreclosure in addition to
eliminating the possbility that a creditor of amember could reach LLC assets directly.

FRAUDULENT TRANSFER | SSUESAND LLCs

The favorable postion of an LLC member from the standpoint of a fraudulent
transfer challenge is another reason to consider the LL Csasan asset protectiontool. The
fact that the exchange of property for LLC interests is a transaction for vauable
consi deration can make an asset protection structure based on an offshore LL C preferable
to a structure that requires the gratuitous transfer of alarge amount of assets, such asthe
foreign asset protection trust. Thisfact can dso mean, in some circumstances, that LLC-
based asset protection structures can be set up at times when foreign asset protection
trusts cannot, athough very careful * badgesof fraud” and solvency andyses must be made
fird.

Trandfers for which valuable congderation is received are difficult to chalenge
under the fraudulent trandfer laws of most jurisdictions, which require proof of a
transferor’ s fraudulent intent to set asdde atrander. Trandfers of property in exchange for
proraaL L Cinterestsareimpossbleto challengeasfraudulent inthosejurisdictionswhich
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require a showing that the transfer be without “equivdent value” regardiess of the
transferor’ s intent.

The use of offshore LL Csas asset protection tools has only become possibleand
practical in the last few years because of changes in U.S. tax law and the enactment of
U.S-style LLC legidationin Nevis. Inthepast, IBCswere popular asset protection tools
(athough their ultimate vaue as primary asset protection tools is questionable) to which
for-vaue transfers could be madein exchangefor IBC stock. However, theU.S. tax rules
relating to gain recognition on contribution of appreciated assetsto a CFC and the ongoing
adverse income tax treatment made such planning painful from atax sandpoint. Some
advisors tried to avoid the gain on contribution issue by having ther dients firg fund a
foreign asset protection trugt, followed by thetrust forming and capitaizing an IBC, but this
dill left the dient vulnerable to fraudulent transfer clams with respect to the transfer of the
client’s assetsto the trust.

Both domestic and foreign LLCs share advantages over trusts with regard to
fraudulent transfer claims. Foreign LL Cs have some additiond advantages over domestic
LLCsthat help the members of foreign LLCs avoid some of the more common creditor
attacks on domestic entities.

A creditor of amember of aU.S. LLCwithaU.S. manager may be ableto obtain
acourt order forcing the manager to make distributions which, combined withacharging
order, will satisfy the member’sjudgment debt. The creditor of amember of an offshore
LLC with anon-U.S. manager (e.g., a Bahamas IBC) in most cases will not be able to
obtain jurisdiction in the U.S. over the non-U.S. manager. Evenif an order were issued
by aU.S. court, the non-U.S. manager could not be forced to comply unless and until a
successful action was brought in the non-U.S. manager’s jurisdiction.  The uncertainty
surrounding the choice of law issues and the potentia for successin aforeign jurisdiction
create additiond incentive for a creditor to settle on terms more favorable to the debtor
LLC member than would otherwise be likely.

A creditor of amember of aU.S. LLC may aso be able to obtain a court order
dissolving the LLC, thus forcing out liquidation distributions which would, by virtue of a
charging order, be diverted to the creditor to satisfy its judgment. A court in one U.S.
state may or may not be able to order the dissolution of an LLC formed under the laws of
another U.S. state, and if such an order was entered, it is unclear whether the courts of the
gtate under whose laws the LL C was formed must give full faith and credit to the order.

These uncertainties do not exist with an offshore LLC. A U.S. court order
purporting to dissolve aforeign LLC, such asaNevisLLC, isnot entitled to full faith and
credit in the foreign jurisdiction.
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CONDUCTING ACTIVE BUSINESSUSING AN OFFSHORELLC

Business owners conducting any type of businessthat hasthe potentid for liability
problems should consider using aan offshore LL C, with an offshore entity as manager, for
its enhanced ability to provide limited ligbility protection to its owners for debts of the
business to the extent that some assets of the LLC (e.g., working capital and equity
stripped out of U.S.-situs property), can be held outsde the U.S. in favorablejurisdictions
that do not recognize U.S. judgments.

A judgment creditor of the LL C would be forced to bring an action, possibly even
to re-try the casein its entirety, in each jurisdiction in which the assets were held in order
to attempt to proceed againg those assets. This would mean not only that the creditor
would be forced to spend the time and money necessary to pursue these additional court
actions, but dso that the creditor would be forced to ded with foreign judicia systems,
whichmay preclude punitive damages, forbid contingency fee arrangementsfor atorneys,
and require the losing party to pay the legd fees of the winning party.

BAsIC OFFSHORE LLC STRUCTURE

The dructure in Example 5 above is one way in which a basic offshore LLC
gructure might be arranged. The NevisLLC is the basic asset-holding entity. The U.S.
dient holdsa99% non-managing interest inthe LLC. The other 1% interestisamanaging
interest and is held by a Bahamas IBC.

The shares of the Bahamas IBC are held by aforeign asset protection trust (e.g.,
aNevis Internationd Exempt Trug, or, if alower profileis desred, an Ide of Man trust)
settled by Fred and structured as a grantor trust for U.S. income tax purposes with the
client’schildren (or anyoneor anything else, but preferably not the settlor) asbeneficiaries.
The primary assets of the trust are the IBC shares and the primary asset held by the IBC
isthe 1% interest in the Nevis LLC. Thus, thereis little chance of a fraudulent transfer
problem with respect to atrandfer to the trust.

Because the trust is a grantor trust and is the sole shareholder of the IBC, which
dongwiththeclient arethe only legd ownersof LLC interests, the entire structure may be
disregarded for U.S. income tax purposes by having the LLC and the IBC elect on Form
8832 to have each treated as adisregarded entity. Thus, there are no foreign information
reporting requirements. If the client’s spouse owns an LLC membership interest, the
gructure likely will be taxed as a partnership and the LLC would be required to comply
with foreign partnership information reporting requirements by filing Form 8865.

If theclient wishesto usethe structureto hold U.S. red estate, the LLC might form
asinglemember Ddaware LL C (Snceformationisinexpensveand smple, and Dlavare
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LLC law isvery good) to taketitle to the property, with the equity being stripped out and
the cash invested offshore. The Nevis LLC itsdf can hold foreign bank and investment
accounts. The fact that the LLC is organized under non-U.S. law will make it eesier to
inveg in foreign securities and mutud funds. However, extreme caution is advised with
regard tothe U.S. tax implications of foreign mutua fund ownership andtheU.S. securities
law implications of advisng clients with regard to unregistered securities.

Note that if the Nevis LLC will be holding foreign stock, it may be best for the
Nevis LLC to form an IBC (and to eect passthrough treatment for the IBC on Form
8832) 0 that the foreign securities are held by an corporation, rather than an LLC (the
foreign inheritance tax trestment of which can be unclear), which should avoid any
inheritancetax problemsin thejurisdictionsin which aredomiciled theforeign corporations
whose stock isheld by the IBC. If aclient wantsto useaNevisLLC to hold and protect
U.S. investment accounts, such as an online brokerage account, another Delaware LLC
might be formed to hold the account (since some brokerage firms might not befamiliar with
or comfortable with an offshore LLC owning an account).

If the client is faced with alarge judgment, he will eventudly have to disclose his
ownership interest in the Nevis LLC to the judgment creditor. The creditor then has the
optionof seeking acharging order againg that interest. At thetime of disclosure, the client
could smply offer to assign the LL C interest to the creditor in full or partia satisfaction of
the judgment.

The creditor is now faced with an unenviable choice: (1) accept the voluntary
transfer of the LLC interest knowing that he probably will be taxable on the debtor
member’ sshare of LLC income and will likely face along court battle in the Bahamas and
atempting to force the IBC, as manager of the LLC, to make distributions to him and
atempting to prevent the IBC from diverting LLC funds elsewhere; or (2) pursue the
charging order with therisk that (i) he will havelittle or no recourseto force the Bahamas
IBC, as manager, to make distributions, and that (ii) he may be taxable on the debtor
member’s share of LLC income. Whether the creditor is ultimately taxable or not, the
uncertainty may be reason enough for the LLC to send the creditor a Form 1065,
Schedule K-1 every year purporting to show that heistaxable, and making the creditor’s
position that much more difficult.

The offer by the debtor member to voluntarily assign his LLC interest to the
creditor should be looked upon favorably by a U.S. court. If the creditor declines the
transfer, the debtor member can honestly say that he did everything within hislegd ability
to satisfy the creditor with respect tothe LLC interest. If the creditor acceptsthetrandfer,
the debtor member can honestly say that he hasrid himsdf of the LLC interest and hasno
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legd ability to do anything dse with respect toit. Theresult of dl of this should be that the
creditor is pressured to settle for a reasonable amount.

Note that LL C-based planning does not preclude the use of foreign trusts. There
isnot an “ether/or” choice between LL C-based planning and trust based planning. For
example, one particularly strong structure might include the entities and trust described in
Example 5with the offshore LL C itsdlf settling a“traditiona” foreign asset protection trust.
By having the LLC sditle the trug, the fraudulent transfer risk might be shifted from the
clienttotheLLC.

One particular advantage that LL C-based planning hasis thet it is very flexible,
thanks in large part to the flexibility of the rules of partnership taxation, particularly the
ability, in most cases, to deploy and redepl oy assetswithout causing gain recognition. This
allows LL C-based planning to be“modular.” New entities and assets can be easly added
to astructure in ways that make sense from a business point of view.

CosTs

Gengrdly, the codts involved in setting up an offshore LLC structure with an
offshore L L C asset-holding entity, aforeign corporate management entity, and foreign trust
will be comparable to (and sometimes dightly less than) the typical costs involved in
edablishing atypical foreign asset protection trust structure.  Costs will, of course, vary
depending on the complexity of the structure (ancillary entities, trust(s), investment
accounts, etc.) and the nature of the assets to be held in the structure. The ongoing
adminigrative cogts (filing fees, registered agent fees, tax return preparation, €tc.)
associated with offshore LLCs tend to be dightly higher than comparable costs for
domestic LLCs. Those costs will be higher if the LLC is tregted as a partnership rather
than a disregarded entity so that Form 8865 must be filed.

In evaluating costs, keep in mind that the protection offered by this type of
structure is dependent not on the mere existence of the structure, but rather on the careful
drafting of the associated documents, which requiresa U.S. attorney experienced in such
matters. Furthermore, planners practicing in this area take on a consderable amount of
risk and must spend avery condderable amount of time researching domestic and foreign
law as well as domestic and foreign service providers. Thus, planners must price their
services accordingly. Advisors practicing in the area should be well-insured and advisors
referring clients to such planners, should enquire as to the potentia planner’ s professiona
ligdbility insurance coverage (or lack thereof).



