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Offshore Limited Liability
Companies Revisited
for Asset Protection
and Tax Purposes

By ALEXANDER A. BoVvEe, JRr.

INTRODUCTION

There are various offshore asset
protection vehicles' such as the inte-
grated estate planning trust (i.e.,an
offshore trust that has been designed for
both asset protection and estate planning
purposes), the civil foundation (e.g.,
Stiftung), the hybrid company, the off-
shore limited partnership, and the off-
shore limited liability company. While the
offshore integrated estate planning trust
(“IEPT™) is the most common asset
protection vehicle, some planners have
advocated using an offshore LLC as the
primary, if not sole, asset protection
vehicle for a client. Unfortunately, juris-
diction, comity, and conflicts of law issues
make the LLC a much less attractive
option than the offshore IEPT. Neverthe-
less, in many instances, the offshore LLC
may be one of the better entities to
combine with the offshore IEPT.

This article discusses the following
key issues in regard to evaluating the use
of an offshore LLC:

L The Domestic FLP and Asset
Protection;

1I. The Offshore LLC;

I1I. Jurisdictional Issues:

IV.  Comity Issues;

V. Conflict of Law Issues:

VI.  Summary Comparison of the
Offshore LLC to the Offshore
IEPT;
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VII. The Offshore LLC as a Compo-
nent of the Offshore IEPT: and
VIII. Taxation of an Offshore LLC

I. THE DOMESTIC FLP AND ASSET
PROTECTION

One of the primary reasons why an
IEPT and a civil foundation are stronger
forms of asset protection is that when
properly designed and implemented,
these offshore vehicles may move the
final legal battle abroad. This is done by
removing both personal, and in rem
jurisdiction. In regard to the offshore LLC
owned by U. S. person(s), an offshore LLC
may also remove personal jurisdiction,
providing that the manager resides in a
properly selected offshore jurisdiction
with no U.S. contacts. However, unless
the offshore LLC is combined with the
offshore IEPT, similar to a domestic
limited partnership, the property interest
(i.e.,the membership interest) still
remains in the U.S. and is subject to the
jurisdiction of the U.S. courts (see Part VII
of this article). For this reason, an off-
shore LLC, as the sole asset protection
planning tool provides less protection
than an offshore IEPT, but greater protec-
tion than a domestic limited partnership.

In order to understand this issue of
personal jurisdiction. one must first
understand the protection provided by a
domestic family limited partnership.”
When a domestic limited partnership is
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used as the sole asset protection planning
tool, a creditor may pressure a client into
an unfavorable settlement through one of
the following four common remedies:

1. A charging order:

A judicial order restricting the
activities of the partnership:

A judicial foreclosure sale of the
limited partnership interest; or
4. A rpiercing the veil” argument.

18]
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A. Charging Order

Under the Uniform Limited Partner-
ship Act and the Revised Uniform Limited
Partnership Act, the initial remedy (and in
some states the sole remedy) available to
a judgment creditor is to obtain a “charg-
ing order The same is true for all limited
liability company statutes, except for
Wyoming's statute.

A charging order is a specific court
order, issued pursuant to statute, allowing
a court to charge or hold liable any
distributions of the debtor/partner’s
partnership interest for pavment of the
amount due to the judgment creditor. A
charging order is similar to an assignment
of income. However, it is more restrictive
than an assignment of income in that it is
an assignment of the distributions from
the LLC when and if such distributions
are made. A creditor who receives the
benefits of a charging order is not entitled
to any voting fights, and therefore, the
creditor may not vote for a distribution.
Since the client/debtor retains all the
voting fights, the client will have control
over when, if ever, there will be a distri-
bution (depending. of course, on the
debtor’s degree of control in any event).

This ability to delay payment to a
judgment creditor forces a waiting game.
Charging order protection delays the
judgment creditor from collecting from
the partnership. But for how long? In the
event the judgment creditor may be
delaved for a sufficient period of time, the
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creditor may agree to a settlement on a
discounted basis. However, if the debtor-
partner ever needs a distribution from the
partnership, the waiting game is over
because as soon as the assets are distrib-
uted. the charging order requires that
they be distributed to the judgment
creditor to the extent of the judgment.
Therefore, the question becomes who
can wait the longest: the judgment
creditor or the client? This is why charg-
ing order protection is generally only a
short-term asset protection feature.

B. Judicial Order Restricting the
Activities of the Partnership

Unfortunately, a judge may also
attempt to restrict the actions of the
general partner (or manager in the case of
an LLC) when he issues a charging order.

ARTICLE 7 of the Revised Uniform
Limited partnership act states:

703. Rights of a Creditor - On
application to a court of compe-
tent jurisdiction by any judgment
creditor of a partner, the court
may charge the partnership in-
terest of the partner with payment
of the unsatisfied amount of the
judgment with interest. 70 the
extent so charged, the judgment
creditor has only the rights of an
assignee of the partnership
interest. This [Act] does not
deprive any partner of the benefit
of any exemption laws applicable
to his [or her] partnership inter-
est. (emphasis added).

At first glance, one might think that
a charging order only applies to the
partner’s or member’s interest. However,
in some cases a judge will issue a charg-
ing order that substantially restricts the
actions of the general partners in regard
to operations of the partnership. The
following example of a charging order
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issued by the District Court of Colorado
provides an illustration of just how
restrictive a charging order may be.

“The partnership is directed to
pay to the [plaintiff s] law firm, as
for (sic) the Petitioner’s receiver,
present and future shares of any
and all distributions, credits.
drawings, or payments to said law
firm (sic) until the judgment is
satisfied in full. including interest
and costs.

Until said judgment is satisfied in
full. including interest and costs,
the partnership shall make no
loans to any partner or anyone
else.

Until said judgment is satisfied in
full, including interest and costs,
the partnership shall make no
capital acquisitions without either
Court approval or approval of the
Judgment Creditor (sic) herein.

Until said judgment is satisfied in
full, including interest and costs,
neither the partnership nor its
members shall under take (sic),
enter into, Or consummate any
sale, encumbrance, hypotheca-
tion, or modification of anv
partnership interest without
either Court approval or approval
of the Judgment Creditors herein.

Within ten days of service of a
certified copy of this Order upon
the registered agent of the part-
nership. the partnership shall
supply to the Judgment Creditors,
a full, complete, and accurate
copy of the Partnership Agree-
ment, including anyv and all
amendments or modifications
thereto: true, complete, and

1 i
et

accurate copies of any and all
federal and state income tax or
informational income tax returns
filed with (sic) the past three
vears: balance sheets and profit
and loss statements for the past
three vears: and balance sheet and
profit and loss statement for the
most recent present period (sic)
for which same has been com-
pleted. Further, upon ten day
notice from Petitioners to the
partnership, all books and records
shall be produced for inspection,
copying, and examination in the
Petitioners (sic) office.

Until said judgment is satisfied in
full, including all costs and inter-
est thereon, all future statements
reflecting cash position, balance
sheet position, and profit and loss
shall be supplied to Petitioners
within thirty days of the close of
the respective accounting period
for which said data is or may be
generated.”

A charging order that controls both
the distributions from the LLC as well as
the operations of the LLC substantially
limits the LLC as an asset protection tool.
For example, what if the client needs
money? If a distribution is made from the
LLC, it must be turned over to the judg-
ment creditor. However, what about a
loan? In the case where the charging
order is similar to the one discussed
above, the charging order prevents the
partnership from loaning any person
(including the debtor partner) any money.
Also, such a charging order restricts the
use of cash to purchase capital acquisi-
tions. The purpose of such a charging
order is not only to control distributions,
but to insure that the cash would be
available for a distribution to satisfv the
charging order.
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It should be noted that many practitio-
ners, including the authors, believe that a
judge does not have authority to issue an
order restricting the operations of the
partnership. First, in many cases, the
partnership will not be a party to the
debtor’s action.> Second, while the literal
language of the statute states a judge may
charge the membership interest, it savs
nothing regarding issuing an order re-
stricting the activities of the partnership.

C. Judicial Foreclosure Sale of the
Partnership Interest

Even if a U.S. judge cannot control the
operations of an offshore LLC (i.e., does
not have personal jurisdiction over the
manager), if a U.S. judge has personal
jurisdiction over the client/debtor,a U. S.
judge still has in rem jurisdiction over the
membership interest owned by such
client/debtor. What if the U.S. judge
ordered the judicial foreclosure sale of a
member’s interest?

Some practitioners have argued that
the charging order is the sole remedy that
may be granted to a creditor. If the
charging order is the sole remedy, then
the creditor is forced to play the waiting
game, since the client/debtor typically
controls when, if ever, any distributions
will be made from the partnership.

In cases where the charging order is
not the sole remedy, it is possible that a
U.S. judge could order a judicial foreclo-
sure sale of a membership interest, to the
extent of the proceeds from the sale, the
creditor would receive partial, and possi-
bly full, satisfaction of his claim. In
addition to the unsatisfied claim of the
original judgment creditor, the client now
has two additional problems. First, the
third party purchaser would receive the
rights of an assignee and be entitled to
any distributions until the partnership is
dissolved. On the other hand, under the
charging order, the judgment creditor
only had the right to receive distributions

until the original debt was paid. Second,
in order to end the waiting game, the
client must now negotiate to purchase the
membership interest from the third party.

In addition to the aforementioned
problems, there is also the psychological
effect on the client when he realizes that
his membership interest will be sold at a
judicial foreclosure sale at a substantially
discounted value. How much would a
third party purchaser pay to be an “as-
signee” without any voting rights entitled
to distributions when and if ever made? In
many cases, this amount could easily be
as little as ten cents on the dollar. How
many clients will be willing to see their
membership interest. which for purposes
of an example represents, say, one million
dollars of LLC assets, sell for a substan-
tially discounted price (i.e., ten cents on
the dollar or $100.000) at a judicial
foreclosure sale?

Obviously, the degree of asset protec-
tion provided by an FLP, a LLC or an
offshore LLC would be significantly
increased if a charging order was the
creditor’s sole remedy. However, in
regard to partnership interests, when the
issue has been decided before a court, the
majority of states have allowed for the
judicial foreclosure sale of a partner’s
interest. The minority rule is that a
charging order is the creditor’s sole
remedy. To date, in regard to membership
interests of an LLC, there has not been
any state case law in regard to whether a
charging order is the sole remedy for a
creditor.

On the other hand, in regard to
limited partnerships, the statutes of three
states specifically provide that a charging
order is the sole remedy of a creditor. For
limited liability companies, the results are
even more favorable: the statutes of eight
states specifically provide that a charging
order is the sole remedy. The following
table (page 40 and 41) depicts the status
of state charging order protection for
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both limited partnerships and limited
liability companies. The table indicates
whether (1) a state court or state statute
has decided that it is the sole remedy, (2)
whether the state statute provides for
charging order protection but as of yet it
has not ruled on the issue (these states
are denoted with an X), or (3) whether a
state court has ordered the judicial
foreclosure sale of a partnership interest.

Il. THE OFFSHORE LLC

Offshore LLCs are also referred to as a
limited life company (“LLC™), a limited
duration company (“LDC”), and a Society
with Restricted Liability (“SRL”). In fact,
the first U.S. LLC statute (i.e., the Wyo-
ming statute) was fashioned after the
Sociedada Limitada of Mexico and other
South American Countries.

For the most part, offshore LLC
legisation is, in concept at least, fashioned
primarily after the typical domestic LLC
statute, providing, in effect, a partnership
where no partner is exposed to personal
liability. But N.B.: Many of the offshore
LLC statutes are too casually drafted and
there are some serious oversights, which
may be troublesome or even fatal to the
asset protection issue. For instance, the
Cavman Islands LLC statute does not
specifically prohibit a creditor from
reaching a member’s share. Further,
privacy may be sacrificed in those juris-
dictions that require the identity of the
LLC members to be recorded with the
articles of organization.®

Following is a chart (page 42) illustrat-
ing a comparison of a randon selection of
offshore jurisdictions on certain key LLC
issues.

So why use an offshore LLC? If we are
concerned about leaving assets onshore,
an incredible increase in protection can
clearly be achieved by moving them
beyond the reach of any domestic court.
In a properly structured offshore LLC that
is also in a properly selected jurisdiction,

if the assets (other than U.S. real estate”)
are owned by a foreign LLC, they may be
well bevond the reach of the U.S. court’s
jurisdiction.

However, if the offshore LLC is
utilized as the sole means of asset protec-
tion, then a U.S. defendant will directly
own a membership interest in the LLC.
What then? Certainly if the court has
jurisdiction over that individual, it can
order the individual to take action with
regard to any interests held by the indi-
vidual, whether tangible or intangible,
including an interest in an offshore LLC.
The question becomes what action could
the court take?

Ill. JURISDICTIONAL ISSUES

As noted above, these are the four
common remedies a judge could order
when pursuing a domestic limited
partner’s or member’s interest:

1. Charging order:

An order restricting the activities
of the partnership;

Judicial foreclosure sale of the
limited partnership interest; or a
4. Piercing the veil argument.

o
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Will these orders be enforceable
against an offshore manager of an off-
shore limited liability company?

A. Personal Jurisdiction Over Client/
Debtor - Charging Order

While a U.S. judge may not be able to
obtain personal jurisdiction over the
offshore manager or the assets of the
offshore LLC (and therefore, also unable
to obtain jurisdiction over the assets
abroad), he still has jurisdiction over the
client as well as the client’s assets. The
client’s assets include his membership
interest in the offshore LLC. Therefore,
there is little reason to doubt that a U.S.
judge will be able to issue a charging
order (or in the alternative a constructive

(=)
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Table 1

Charging Order Chart by State
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State Limited Limited Allows for Allows for
Partnership Liability judicial judicial
(X=charging Company foreclosure foreclosure
order (X=charging sale of member sale of p/s interest
protection by order interest by by case law
statute) protection by statute
statute)
Alabama X8 Sole remedy
by statute’
Alaska Sole remedy Sole remedy
by statute'” by statute!
Arizona Sole remedy Sole remedy b
by statute' by statute'” Subsequent statute
changes thisto a
sole remedy state
Arkansas X' X6
California X .4 X"
Colorado X . X2
Connecticut X X X
Delaware X#8 X
District of Columbia X X*®
Florida X30 X
Sole remedy
by case law
Georgia X X X
Hawaii X* X X3
Idaho X8 X
Illinois X0 X X
Indiana X X+
Io“/a XJS XJ()
Kansas X No charging
order language
Kentucky X8 X
Louisiana No charging X
order language
Maine X! X
Maryland X33 X X
Massachusetts X8 X
Michigan X X7
Minnesota X% Sole remedy

Sole remedy
by case law

by statute®
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Mississippi X% X3
Missouri xe X X6
Montana X7 Xes
Nebraska X5 No charging
order language
Nevada X" X
New Hampshire X X" X"
New Jersey X Sole remedy
by statute™
New Mexico X7 X X
New York X30 X
North Carolina X% X
North Dakota X5 No charging
order language®
Ohio Sole remedy X
by case law®®
Oklahoma Sole remedy Sole remedy
by statute®® by staute™
Oregon X0 X
Pennsylvania X+ No charging X*:
order language
Rhode Island X X
South Carolina p b X X
South Dakota b X X
Tennessee X Sole remedy
by statute'®
TeXaS XIO-‘ XIOS XIO(\
Utah X|07 XIOS
Vermon[ XIO‘) X!l() XIH
Virginia X No charging Implied by
Sole remedy order language: statute'"?
by case law however,
implied by
statute'”
Washington X3 Xe
West Virginia X X xne
Wisconsin X0 X
Wyoming == No charging

order language

This table is reprinted with the permission of CCH trom a forthcoming book. The Asser Protection Planning

Guide: A State-of-the-Art Approach to Integrated Estate Planning. by Barry Engel. David Lockwood. and Mark

Merric. The book will also be included in a forthcoming electronic publication. CCH Solutions for Financial

Planning.

@
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Table 2
Comparison of Certain LLC Statutes

1 ASSET PROTECTION JOURNAL '—

Jurisdiction Required Public Specific Charging  Duration®*
Members Disclosure of Order Protection
Members Required*
Nevis 1 No Sole Remedy Infinite
Barbados 2 No No 50 Years
Isle of Man 2 Yes No 30 Years
Turks & Caicos 2 No No 50 Years
A (extended to
150 years)
Cayman Islands (LDC) 2 Unclear No Indefinite
Cayman Islands (LLC) 1 No No Indefinite

* Most offshore LLC statutes only require the designation of one or more managers. if any. in the articles of
organization. so the public will know who has authority to bind the LLC. Identities of the members are usually

kept private.

## Although some statutes provide for an indefinite duration. all provide for termination when the death or
bankruptcy of a member causes the number of members to fall below the minimum requirement.

trust) over any distributions received by
the client/debtor.

B. Personal Jurisdiction - Local
Manager- Restricting the Activities
of the Partnership

If the manager of an offshore LLC

were subject to the jurisdiction of the U.S.

and hence the charging order, he would
be subject to the aforementioned orders,
and he may be unable to take further
protective measures to safeguard the
assets of the offshore LLC. In this re-
spect, an offshore LLC would not provide
much more protection than its domestic
counterpart. This is because the client’s
interest would be subject to the personal
jurisdiction of the U.S. courts, and,
through personal jurisdiction over the
manager of the offshore LLC, the assets
and operations of the offshore LLC would
be subject to the personal jurisdiction of
the U.S. courts. For these reasons, during

times of a legal crisis, the manager of the
offshore LLC should be an offshore
manager not subject to U.S. personal
jurisdiction.

C. In Rem Jurisdiction - Judicial
Foreclosure Sale of the Membership
Interest

If a judge has jurisdiction over the
member’s interest, he may order the
judicial foreclosure sale of the member’s
interest. However, if this is the case, will a
foreign court respect such an order?

D. Pierce the Veil Type Arguments

What if a U.S. judge pierces the veil of
an offshore LLC? At present, there is no
case law on this subject. Further, there is
no case law that has been upheld'*
where a limited partnership’s veil was
pierced. However, as more of these
entities are used for asset protection
purposes, if the client does not respect
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the separateness of the partnership as an
entity. a U.S. judge may easily find that the
entity should be disregarded under an
agency theory, alter-ego theory, or sham
theory.'* Will the offshore court respect a
U.S. court’s finding that the veil should be
pierced? Unfortunately, the question is
unanswered, because this is a comity
issue. Further, in most, if not all, offshore
jurisdictions, such a finding is probably
not a conflict of law issue.

The diagram below depicts the U.S.
Jurisdictional issues as applied to an
offshore LLC.

Il. COMITY ISSUES

Assuming in a properly selected
jurisdiction a U.S. judge is unable to
obtain jurisdiction, there is still the
question: will the foreign court respect
the U.S. judgment? In other words, is
there a treaty, comity or law analogous to
the full faith and credit clause of the U.S.
Constitution where the offshore jurisdic-
tion would be required to enforce the
U.S. judgment?

Unfortunately, this is where the
offshore LLC statutes fall drastically short

Figure 1

in regard to asset protection when com-
paring the protection afforded by an
offshore IEPT. In regard to an offshore
IEPT, jurisdictions like the Cook Islands
and Nevis provide no comity to another
jurisdiction’s judgment if it is inconsistent
with local law in regard to an interna-
tional trust (IEPT). The same is not true
for offshore LLC statutes. Therefore, it is
uncertain whether an offshore court
would recognize an order by a U.S. court
to pierce the veil, to enforce a charging
order, or to allow for the judicial foreclo-
sure sale of the member’s interest.

IV. CONFLICTS OF LAW ISSUES

However, even if an offshore jurisdic-
tion does respect a U.S. judgment (i.e.,
there is no specific statute or case law
denying comity), whether the offshore
court will uphold the U.S. judgment may
well depend on whether the U.S. judg-
ment is in conflict with local law. In this
respect, if an offshore jurisdiction LLC
statute states a “charging order” is the sole
remedy for a creditor, this may well create
a conflict of law issue. For example, if a
U.S. judge issues an order piercing the

Offshore Manager

Membership
T / \ I Interests

U.S. Judge's Husband
Jurisdiction

¢ 1. Charging Order

LLC Assets
Held Abroad

Wife

2. Membership Interest
3. "Pierce Veil” Type Theory

43
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veil, restricting the activities of the partner-
ship. or the judicial foreclosure sale of the
member’s interest. such an order would be
in conflict with the local law of the off-
shore jurisdiction providing that the
creditor’s sole remedy is a charging order.

In this regard. the chart under Part II
of this article becomes critical. It should
be noted that only Nevis refers to charg-
ing order protection. Further, as dis-
cussed below the Nevis statute is a sole
remedy statute. In order to understand
the difference between the tvpes of
offshore LLC statutes in regard to charg-
ing order protection, the following
discussion compares the Isle of Man LLC
statute to the Nevis LLC statute.

A. Isle of Man LLC Statute

Section 16 of the Isle of Man Limited
Liability Companies Act of 1996 states:

16. (1) The interest of all members
in a limited liability company
constitutes the personal estate of
the member. and may be trans-
ferred or assigned as provided in
the operating agreement.
(2) If all members of a limited
liability company other than the
member proposing to dispose of
his interest do not approve of the
proposed transfer or assignment
bv unanimous written consent,
the transteree of the member’s
interest shall have no right -
(a) to become a member of
the limited liability company;
or
(b) to participate in the
management of the business
and affairs of the limited
liability company.
(3) Such a transferee shall only be
entitled to receive the share of
profits or other compensation
by way of income and the return
of contributions. to which
the original member would

{ ASSET PROTECTION JOURNAL }—

otherwise have been entitled.

At first glance, it appears that the Isle
of Man statute provides the standard
charging order protection found under
the Revised Uniform Limited Partnership
Act. If this were the case. the question
would still remain whether the offshore
court would respect an order piercing the
veil or for the judicial foreclosure sale of
the client/member’s interest.

However, a careful reading of Section
16(3) indicates that this is not the case.
There is no specific charging order
language in the Isle of Man statute.
Rather, the Isle of Man statute contem-
plates the transfer (either directly to the
creditor or the judicial foreclosure sale) of
a member’s interest: and then similar to a
charging order, after the transfer, the Isle
of Man limits the rights of the transferee
to that of an assignee.

Further, the specific language in
Section 16(3) of the Isle of Man is much
broader than a charging order. A charging
order provides the creditor will receive a
distribution, when and if such distribu-
tion is ever made by the manager of the
LLC. The Isle of Man statute may be
construed to allow a member to demand
his proportionate share of income as well
as his original capital contribution. It
should be noted that when a client
creates an offshore LLC for asset protec-
tion purposes, typically the client (and
possibly her spouse) will be the sole
persons making capital contributions. If a
creditor receives the right to demand the
original capital contributions of the
client/member, such amount may well be
an amount equal to the majority of the
assets owned by the offshore LLC. It
should be noted that the Isle of Man LLC
statute was modeled after the Wyvoming
LLC statute. Unfortunately, as noted in
the table in Part I of this article. Wyoming
is one of only four states that does not
have charging order language in their LLC
statutes.
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B. Nevis LLC Statute

In contrast, the Nevis Limited Liability
Company Ordinance of 1995 is much
more similar to the Revised Uniform
Limited Partnership Act than the Isle of
Man Statute. Sections 42 and 43 of the
Nevis Limited Liability Company Ordi-
nance state:

42. (1) Unless provided otherwise
in the operating agreement and
subject to the restrictions in
subsection (2), a member’s
interest in a limited liability
company is assignable in whole or
in part.

(2) (a) Unless provided
otherwise in the
operating agreement,
and except as pro-
vided in paragraph
(b), an assignment
does not entitle the
assignee to vote on
matters on which
members may vote, to
participate in the
management and
affairs of the limited
liability company or to
become, or to exercise
any rights of, a mem-
ber, nor is an assignee
responsible for fulfill-
ing fiduciary obliga-
tions for which mem-
bers are responsible, if
any. An assignment
entitles the assignee to
receive, to the extent
assigned. only those
distributions to which
the assignor would be
entitled and such
share of profits. losses,
income, gain, deduc-
tions, and credits
which were allocable

to the assignor pursu-
ant to the. operating
agreement. (emphasis
added).

(b) Unless provided
otherwise in the
operating agreement,
an assignee of a
member’s interest may,
to the extent assigned.
become a member
with the full rights and
powers of the as-
signor, and is subject
as a member to the
same restrictions and
liabilities as the as-
signor, including any
liability of the assignor
to make capital contri-
butions, if the mem-
bers other than the
assignor and assignee
consent to such
assignee becoming a
member.

(¢) The assignee is not re-
leased from his liability
to make capital contri-
butions to the limited
liability company, until
such time as the
assignee satisfied such
requirement. . . .

43. (1) On application to a court

of competent jurisdiction
by any judgment creditor
of a member of a limited
liability company, the
court may charge the
member’s interest with
pavment of the unsatisfied
amount of the judgment
with interest. To the
extent so charged, the
judgment creditor has
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only the rights of an
assignee of the member’s
interest.

(2) Unless otherwise provided

in the operating agree-
ment, the member’s
interest charged may. but
need not, be redeemed at
any time:

(a) with the separate
property of any
member, to any one or
more members; or

(b) with respect to prop-
erty of the limited
liability company, to
any one or more of the
members whose
interests are not
charged, on the
consent of the mem-
bers whose interests
are not charged, if all
members are respon-
sible for management
duties pursuant to
Section 44(1), or on
the consent of the
managers whose
interests are not
charged, if managers
are responsible for
management duties
pursuant to Section
44(2).

(3) Notwithstanding any

other law, the remedies
provided by subsection
(1) shall be the sole rem-
edies available to any
creditor of a member’s
interest. (emphasis added).

(4) This ordinance does not

deprive any member of
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the benefit of any exemp-
tion laws applicable to his
interest in the limited
liability company.

Similar to the Isle of Man statute, the
Nevis statute prevents an assignee or
judgment creditor from becoming a
substituted member with voting rights.
However, unlike the Isle of Man statute,
rather than contemplating the judicial
foreclosure sale of the client/member’s
interest, the Nevis statute provides that
the charging order is the sole remedy
available to a creditor. Further, unlike the
Isle of Man statute, but similar to the
Revised Uniform Limited Partnership Act,
the Nevis statute allows a creditor the
right to distributions when, and if, made.

Synthesizing all of these facts regard-
ing a charging order still leaves the
fundamental question: If a U.S. judge
orders the judicial foreclosure sale of an
offshore member’s interest, will the
foreign court respect such an order? In
the case of the Isle of Man and other
offshore, jurisdictions that are, not “sole,
remedy” jurisdictions, it is murh more
likely that an Isle of Man Court will
respect a U.S. court’s judicial foreclosure
sale order. Conversely, the Nevis statute
is a sole remedy statute.

V. SUMMARY COMPARISON OF THE
OFFSHORE LLC TO THE OFFSHORE
IEPT

Simply stated an offshore LLC is not
an offshore IEPT. An offshore LLC is a
legal entity. The offshore LLC, like a
partnership or a corporation, is owned by
its members. The articles of organization
and the operating agreement of the
offshore LLC govern the activities of the
offshore LLC, and except for prohibitions
on transfer of the member’s share, they
do not normally contain any dispositive
provisions for the underlying shares. An
[EPT typically contains extensive
dispositive provisions for all assets held in
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the IEPT. Therefore, as discussed above,
although the offshore LLC offers much
greater asset protection than the domestic
FLP or domestic LLC, by itself it offers
little opportunity for placing extended
and detailed control over the disposition
of the membership interests (and there-
fore, the assets held by the LLC) for the
family into the future.

An IEPT is typically drafted to be a
discretionary trust with spendthrift
provisions. An interest in a discretionary
trust that has spendthrift provisions has
no value to a creditor, unless the creditor
can force a distribution. On the other
hand. a membership interest in an off-
shore LLC is a property interest. If such
membership interest is owned by a U.S.
person, generally a judge will have juris-
diction over both the U.S. person and the
membership interest. Therefore, a judge
may issue a charging order, the judicial
foreclosure sale of the member’s interest,
or possibly an order piercing the veil of
the LLC.

With an offshore LLC it is uncertain
whether the offshore jurisdictions would
respect a U.S. court order under prin-
ciples of comity. On the other hand, in
regard to the comity issue as related to
the offshore IEPT, certainty is provided
that the offshore court would not respect
the judgment in jurisdictions such as the
Cook Islands and Nevis.

Some degree of comfort is provided
with the jurisdiction of Nevis that its
court might not respect a U.S. judgment
that granted the creditor more rights than
a charging order. This is because such a
judgment would conflict with the Nevis
LLC statute where a charging order is the
sole remedy.

However, even if the creditor’s rem-
edy is restricted to only to a charging
order (either by a U.S. judgment or if the
creditor obtains a Nevis judgment).
charging order protection is still only a
short term solution. The question re-
mains. Who can wait the longest: the

client or the creditor? Because as soon as
there is a distribution, the charging order
requires such distribution to be paid to
the creditor, even under the offshore
jurisdiction’s law.

VI. THE OFFSHORE LLC AS A
COMPONENT OF AN OFFSHORE IEPT

In the typical asset protection plan, a
U.S. person or family will place their
liquid assets into a domestic family limited
partnership, where the individual (and/or
his spouse) is the general partner with a
one percent interest, and an IEPT with a
foreign co-trustee as a ninety-nine percent
limited partner, poised for the possibility
of a lawsuit against the individual or
spouse.

Figure 2

Husband
and Wife

1% G.P.

When the suit hits the fan, the part-
nership is immediately dissolved, the
liquid assets are distributed to the part-
ners in proportion to their percentage
interests, and. in the case of the IEPT, the
foreign trustee (who becomes the sole
trustee when the domestic trustee is
removed by the foreign trustee) moves
assets “offshore,” out of harm’s way. One
of the principal attractions for clients
using this scenario is that it allows them
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to keep the assets local and under their
control until a problem actually arises.

Some practitioners have suggested
that the transfer from the partnership to
the trust might be a fraudulent transfer.
There are several arguments against this
theory. First, the transfer to the inte-
grated estate planning structure was done
typically years before a lawsuit was on the
horizon. Second. it is the foreign trustee,
not the U.S. trustee or the U. S. general
partner that is forcing the liquidation and
transfer of the partnership assets during a
legal crisis. Finally, the foreign trustee is
under a legal duty to protect the assets of
the offshore IEPT. His failure to diversify
the assets out of the jurisdiction where a
legal problem originates could easily
result in a lawsuit from the beneficiaries
of the offshore IEPT.

Regardless of whether the liquidation
and transfer of the partnership assets
could possibly be construed as a fraudu-
lent convevance, what if this step could
be removed by using an offshore LLC?
There is no reason why the offshore LLC
could not carry out the same function (if
it is decided that an offshore LLC is
advisable in the first place) and avoid the
concern. The offshore LLC could act in
the place of (or in some cases in addition
to) the domestic family limited partner-
ship, except that instead of the individual
and his spouse being general partners,
they could be designated local managers,
with no direct membership interest. The
offshore IEPT would be the 100% sole
member.

The important difference in the
scenario using the offshore LLC is that
unlike the U.S. partnership, when the suit
hits the fan, the offshore LLC need not be
dissolved. The local managers could
simply resign or better still, they could be
removed by the offshore controlling
member. There would be no need to
transfer the assets to the offshore IEPT.

Accordingly, it seems the offshore LLC
with local managers may appear to offer

the best of all possible worlds but, of
course, there could be a glitch. If the
offshore LLC is deemed to be “doing
business™ in the state, it would have to
qualify under the particular state’s law as
a foreign LLC. When this happens, it
submits itself to the jurisdiction of the
state court for legal matters—a situation
potentially harmful or even fatal to the
asset protection objective. If on the other
hand. the mere management of liquid LLC
assets (e.g. cash and securities) is a
particular state does not constitute doing
business in the state (the more likely
conclusion),'” then the LLC will not be
subject to local jurisdiction, and the
arrangement could prove to be very
effective and perhaps even more desirable
arrangement than that involving use of a
domestic family limited partnership.

Another planning possibility that
avoids the “doing business” issue would
be to use a domestic LLC again with the
offshore IEPT. The assets would be held
and managed in the U.S. by the LLC
managers (who are not members). When
trouble strikes, the domestic LLC would
re-domicile itself pursuant to a decision
by the sole member (the offshore trustee)
and would instantly become an offshore
LLC, free of the jurisdiction of the U.S.
courts. Simultaneously, the assets would
follow, with no transfers or liquidations
being necessary.

VIIl. FEDERAL TAXATION OF AN
OFFSHORE LLC

At first, one might wonder why
taxation is an issue in regard to selection
of an asset protection vehicle. However,
if an offshore LLC is classified as a part-
nership for tax purposes, rather than a
single member non-entity, there are
important tax issues that need to be
addressed with respect to IRC §721,
effectively connected income earned by a
domestic partnership, and certain prob-
lem assets such as subchapter S stock.
annuities, and the personal residence.
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A. IRC 8721 Transfer of Appreciate
Property to a Foreign Partnership

While moving the final legal battle
abroad is a major advantage of an offshore
LLC. at present, there is some ambiguity
on whether contributions of appreciated
property to a foreign partnership will be
subject to tax at the time of contribution.
Under old §1491, which was repealed in
1997, whenever a U.S. person made a
contribution of appreciated property to a
foreign partnership, an excise tax of
thirtv-five percent (35%) was imposed.

Old §1491 was replaced with §721(c).
Under §721(c), the Treasury Department
has the authority to write regulations
where gain would be recognized under
§721(a) if the effect of the transfer of
appreciated property to the foreign
partnership would result in the gain being
recognized by a foreign person. At this
point in time, the Treasury Department
has not written any regulations. How-
ever, based on the literal language of
§721(c). it would appear that such a
statute would not apply to a foreign
partnership where all interests are owned
bv U.S. persons. Therefore, §721(c) in
most cases should not be an issue.

B. IRC 81446 - Withholding

Under IRC §1446, if a domestic
partnership is operating a U.S. business
(i.e., generating effectively connected
income) and such domestic partnership
has a foreign partner. to the extent of the
foreign partner’s share of effectively
connected income, the domestic partner-
ship must withhold at a rate of 39.6%. It
does not matter whether such income is
actually paid to the foreign partner.
Rather, the withholding requirement is
imposed when the income is earned, not
when it is distributed.

As noted above, an offshore LLC will
generally be classified as a partnership for
U.S. tax purposes. In the event that the
offshore LLC owns any interests in a
domestic partnership (or domestic LLC

classified as a partnership) that in turn is
operating a business, to the extent of the
offshore LLC'’s interest in the domestic
partnership. the domestic partnership
must withhold at the rate of 39.6 percent.
The penalties for failing to withhold and
failure to file the appropriate tax returns
can be quite substantial.

One might think that this penalty
would only be imposed on a third party,
unrelated to the owner of the offshore
LLC. However, often an asset protection
plan will involve a mix of domestic and
offshore entities that are classified as
partnerships for tax purposes, and the
client will be the majority owner of both
the domestic and offshore entities. If
such an entity is classified as a domestic
partnership and is owned by the client,
the client is indirectly responsible for the
reporting obligations.

C. Problem Assets

In the event that there is more than
one member and the offshore LLC has
“checked the box"to be taxed as a
partnership,’*® the following types of
assets have the negative tax attributes
discussed below:

Subchapter S Stock;
Annuities; and
The Personal Residence.

(ORI O

If Subchapter S Stock is transferred to
an entity that is classified as a partnership
for tax purposes, the Subchapter S elec-
tion is terminated, because only a natural
person may own Subchapter S stock.'*
The result is that the corporation is taxed
as a C corporation, and the corporation
would be subject to the double tax
regime of a C corporation. In regard to S
corporations, generally, one of the pri-
mary reasons the shareholder(s) selected
S corporation status is so that when the
shareholder(s) sells the assets of the
corporation such gain will be taxed as a
capital gain and such gain will be subject
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to one level of taxation. However, if the
Subchapter S election was terminated and
the corporation is taxed as a C corpora-
tion. in the event the assets of the corpo-
ration are sold,'?® the sale is subject to a
double tax: once at the C corporation
level and a second time when the pro-
ceeds of sale are distributed to the share-
holder. The net effect of the corporation
being subject to the double tax on sale of
a C corporation is that the additional tax
due as a result of the tax will be close to
twenty to thirty percent of the sales price.

Annuities are another problem asset.
One of the primary reasons a client
purchases an annuity is to obtain the
benefits of a tax deferral until distribu-
tions are received under the terms of the
annuity contract. Under IRC § 72(u), only
a natural person receives the tax deferral.
While there is some indirect authority
that an annuity may be held by a grantor
trust,'? an LLC that is classified as a
partnership, of course, is neither a natural
person nor a grantor trust. The result is
that if an LLC that is classified as a part-
nership owns a tax deferred annuity, the
tax deferral is terminated immediately.

In addition to the S corporation
problem and the annuity problem, there
are uncertainties with regard to both
mortgage interest and the exclusion of
gain on the sale of a principal residence.
Is an entity that is classified as a partner-
ship for tax purposes allowed to exclude
up to one-half a million dollars on the sale
of the principal residence? Also, is an LLC
that is classified as a partnership allowed
to deduct mortgage interest on a personal
residence?

Unfortunately, the authors are not
aware of any authority indicating whether
an entity will be able to deduct mortgage
interest on a personal residence. In
contrast, there appears to be some limited
authority that in certain circumstances
the partner of a partnership may be
eligible for the one-half million dollar
exclusion on the sale of a principal

residence owned by the partnership.

In IRS Letter Ruling 200004022, in the
following circumstances the Internal
Revenue Service ruled that a personal
residence that for some period of time
within the two year period prior to the
sale was owned by a partnership was
eligible for the IRC § 121 exclusion:

¢ The personal residence did not
generate any income;

* The personal residence was not
used for any business purposes;
and

o The client owned one hundred
percent (100%) of the partnership
either individually or through a
grantor trust.

While a private letter ruling may not
be relied upon by any taxpaver other than
the taxpayer requesting such a ruling, one
might take the position that there is at
least some authority that the partner or
member of an entity classified as a part-
nership for tax purposes may exclude up
to one-half million dollars on the sale of a
principal residence. On the other hand, it
may be wiser for a different asset protec-
tion vehicle such as an offshore integrated
estate planning trust to own such per-
sonal residence. Under Rev. Rul. 85-45,
1985-1 C.B. 1834, it has been well estab-
lished for some time that the deemed
owner of a grantor trust is entitled to the
exclusion under IRC § 121.

As noted above, in contrast to the
one-half million dollar exclusion on the
sale of a principal residence, the authors
are not aware of any authority that allows
a partner or member of an entity that is
classified as a partnership for U. S. tax
purposes to deduct mortgage interest.
IRC § 163(h)(3) refers to both acquisition
indebtedness and home equity indebted-
ness with respect to any “qualified resi-
dence of the taxpayer.”A literal reading of
IRC § 163(h)(3) makes one wonder how
an FLP could possibly be the taxpayer and
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live in a qualified residence. Only a
natural person can reside in a personal
residence for purposes of IRC § 121.
Therefore, the Internal Revenue Service
may have a strong position to claim that a
partner of a partnership may not deduct
mortgage interest under IRC § 163(h)(3).

While at present there is a small
amount of ambiguity under IRC §721(c)
in regard to whether gain would be
recognized on the transfer of appreciated
assets into an offshore LLC, it appears that
this issue will be resolved in favor of the
taxpayer. On the other hand, if the
offshore LLC owns a partnership interest
in any domestic partnership (or a domes-
tic LLC that is classified as a partnership
for tax purposes), the domestic partner-
ship must meet the withholding require-
ments of IRC §1446. Further, as discussed
above, there are significant adverse tax
consequences if Subchapter S stock,
annuities, or a personal residence are
contributed to an offshore LLC that is
classified as a partnership for tax pur-
poses. If such assets are left outside of
the offshore LLC, they must be protected
with another type of asset protection
vehicle. Otherwise, such assets will be
left available and subject to creditor
attack. In this respect, if an offshore LLC
is classified as a partnership, it is not a
comprehensive asset protection vehicle
by itself.

D. Single Member LLC

All of the aforementioned tax prob-
lems may be solved by utilizing a single
member LLC."*° Under Treas. Reg.
§301.7701-3, a wholly owned offshore
LLC may “check the box” so it is taxed as
a nonentity for tax purposes. Assuming
the client is an individual and a U.S.
citizen, the single member LLC would be
disregarded for tax purposes and taxed as
if such assets were owned by the U.S.
citizen directly. A U.S. citizen is not
subject to partnership taxation, and
therefore, none of the aforementioned tax

problems would apply in regard to a
single member LLC that has elected to be
taxed as a non-entity and is owned by the
U.S. citizen.'!
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2nd 313 (Ca. 1976).

3. Please see chart derailing sole remedy states and
states that have allowed the judicial foreclosure sale
of a limited partnership interest.
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