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order to avoid any unexpected tax

consequences.

The Company forms and funds
subsidiary limited partnerships
and/or limited liability companies.
The Company can transfer assets
to one or more LP/LLCs in
exchange for an ownership inter-
est in these entity(ies). As a result,
the Company no longer owns the
transferred assets; rather, it owns
interests in the newly created enti-
ty(ies). Then, subject to applicable
law, these entity interests will not
be very attractive to a judgment
creditor because the creditor's col-
lection remedies will be reduced
and possibly limited to obtaining
a "charging order" against the
debtor and its ownership interest(s)
in the LP/LLC(s).

A charging order is a statutori-
ly-created means for a creditor of
a judgment debtor to reach the
debtor's beneficial interest in a part-
nership, without risking dissolu-
tion of the partnership.9 A charg-
ing order would allow a creditor to
intercept distributions as and when
made from the LP/LLC to the
debtor-partner. But if there are no
distributions from the LP/LLC to
the debtor-partner, the creditor
would receive nothing.

The legal rationale for the charg-
ing order rule is that the innocent,
nondebtor co-owners of the
LP/LLC should not suffer from the
debtor-partner's creditor problems.
Hence, a judgment creditor who
obtains a charging interest does not
step into the shoes of the debtor-
partner. The creditor does not
become a substituted partner, but
instead becomes only an assignee
of distributions to be made from
the LP/LLC to its partners. This
means that when a charging order
is obtained, it has no impact on the
control the general partner has over
the partnership, including control
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as to if and when distributions are
to be made from the LP.

If the interests and goals of the
persons having the authority to
make any such distributions (the
general partner or manager) are
aligned with the debtor-owner's,
then few if any distributions will
be made. Many times, the debtor-
owner is the general partner or
manager. Consequently, this would
make LP/LLC interests particu-
larly unattractive to a creditor.

Care should be taken in choos-
ing the jurisdiction in which to form
an LP/LLC, because the law varies
dramatically from state to state.
Some states' laws make it quite
clear that a charging order is the
sole remedy available to a judgment
creditor of an LP/LLC owner, while
under the law of other states a court
may allow access to an LP/LLC's
assets, over and above a charging
order. For example, many states
allow a court to implement a judi-
cial foreclosure procedure. The
judicial foreclosure sale of a lim-
ited partnership interest presents a
number of problems for an asset
protection client. These problems
include the following:

1. The judgment creditor may be
less willing to settle on terms
favorable to the debtor;

2. Following the foreclosure, the
judgment debtor still has to
contend with the unsatisfied
portion of the judgment;

3. The client may end up having
to negotiate to re-purchase the
lost partnership interest; and

4. The purchaser of a limited
partnership interest will have
the right to receive the respec-
tive distributions until the
partnership is dissolved.

In cases where an LLC has only
one owner, a charging order would
most likely not be the sole remedy
available to a judgment creditor. In
In re Albright,10 the issue was
whether a bankruptcy trustee had
the authority to cause an LLC to sell
and distribute the company's pro-
ceeds where the debtor was the
LLC's sole member and manager.
The debtor argued that the bank-
ruptcy trustee was entitled only to a
charging order against distributions.
The court held that "the charging
order limitation serves no purpose
in a single member limited liability
company, because there are no other
parties' interests affected. "11

The Company sells assets and then
leases them back. Earlier, we dis-
cussed protecting Company assets
by segregating the Company's sep-
arable business functions into dis-
tinct legal entities. This strategy
places a wall between the owner-
ship of one entity's assets and the
business risks associated with the
activities of one or more other enti-
ties. The sale-leaseback arrange-
ment described below is based on
this same protective philosophy.

For instance, suppose that an
accounting Company not only pro-
vides accounting services to its
clients, but also owns valuable fur-
niture and equipment that it uses in
its practice. In fact, the Company
also owns the building in which the
practice operates. One day, the
Company is sued for malpractice.
Because the Company directly owns

9 Uniform Partnership Act section 28.

10 291 B.R. 538, 2003 Bankr. LEXIS 291 (Bkrt-
cy. D. Colo., 4/4/03).

11 In re Albright, 291 B.R. at 541.
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Practice Notes

If a Company has distinct and sepa-
rable business functions, it may be
protective for the Company to divide

itself into separate legal entities, so
that one separate business function
does not put at risk the assets of the
other business function(s).

the furniture, equipment, and real
property, all those assets are now

at risk due to the lawsuit.
Instead of having the Compa-

ny own these assets, they could

be owned by one or more sepa-
rate LP/LLCs. These separate
LP/LLCs could, in turn, be owned
by the same accountants who

own the accounting Company, or

better yet, by the respective Level
I Planning structures created by

the accountants. The subject

assets would then be leased back
by the new owner entity(ies) to

the Company. In this fashion, if

and when the Company is sued,
rather than owning valuable

assets it will actually own only
obligations-as lessee under the

lease agreements.
In the best of worlds, this

arrangement would be put into

place at the initial purchase of the

assets. If a client's Company already
directly owns such assets, howev-

er, then a sale-leaseback transac-

tion would be appropriate. Some

or all of the Company's owners (or

the Level I Planning structures cre-
ated by the owners) would create

one or more LP/LLCs, and then the
Company would sell the real prop-

erty and other assets to those

LP/LLCs. The sale could be done
on an installment basis for tax rea-

sons, for cash flow reasons of the
purchasing leasing company, and/or

for other reasons. The LLC own-
ers could place seed money into the
LLC, thus enabling it to make a

down payment on the purchase of

assets from the Company. Lease
payments that the Company would

then pay to the LLC would be used
by the LLC to make payments on

the promissory note back to the
Company. When and if a lawsuit is

filed against the Company with
respect to its accounting services,
the equipment and real property

will not be in the line of fire.

Equity stripping by the Company.
"Equity stripping" can be described
as a Level II Planning method that
does not remove assets in the
main from the Company, but
instead removes the equity inher-
ent in those assets.

Equity stripping is often accom-
plished by way of a "back-to-back
loan." Under this approach, the
Company would obtain a loan from
a third-party bank, and certain des-
ignated Company assets (e.g., equip-
ment, accounts receivable, notes
receivable, inventory, and/or real
estate) would be pledged as collat-
eral for the loan. The loan proceeds
would then be loaned by the Com-
pany to the Company's owners. The
owners would then contribute those
funds to the Level I Planning struc-
ture each had created.

Each Level I Planning structure
could then purchase a certificate of
deposit at the lending bank and,
if properly negotiated, the result-
ing interest rate spread between
what the Company pays the bank
and what the bank pays on the CDs
should be in the range of a point to
a point and a half. The spread will
be regarded simply as an insurance
premium for the protection that
results from repositioning the Com-
pany equity out of harm's way,
for if a creditor of the Company
attempts to attach the Company's
equipment, accounts receivable,
etc., there will be little value and
the lender's security interest in those
assets will take priority over the
creditor's claim.

The Company distributes accu-
mulated liquidity. A rather basic,
but important, method of remov-
ing and protecting Company
value is simply to distribute accu-
mulated funds to the Compa-
ny's owners. Every company
needs to plan ahead and retain
sufficient funds to meet upcom-
ing needs. Retaining funds for
contingent or even unforeseen
needs is smart business planning.
But if a liability claim arises while
the Company holds those funds,
those funds will be at risk. If the
Company distributes excess funds
to its owners on a regular basis,
it is less likely that the Company
will have retained unnecessary
amounts when and if a claimant
threatens suit. It will also under-
cut any creditor argument that
the transfer of the funds consti-
tutes a fraudulent conveyance.
Therefore, the Company's own-
ers should strike a balance
between retaining funds they
believe are prudent and necessary
to maintain the business, on the
one hand, and running an oper-
ation that is a bit "leaner" by dis-
tributing funds that may not be
necessary for upcoming business
needs, on the other hand.

Case study using Levell! Planning
techniques and reducing annual
outlay lor malpractice insurance
Over & Over, P.c. 12 is a profes-

sional service corporation based
in the Northeast. It has a nation-
al practice, with offices in a half
dozen states. Due to the nature of
its practice, there was a concern
that if and when something goes
wrong, the resulting liability expo-
sure would be very high. As a
result, Over & Over has histori-

12 This is not the real name of the authors' client
on which this case study is based; the facts
of the case study have been modified to
protect the privacy of the actual client, with-
out diminishing the accuracy of the case study.
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cally carried professional mal-
practice insurance far in excess of
the minimum levels required by
its states of practice in order for
the shareholders to avoid joint and
several personal responsibility for
firm liabilities. The annual pre-
mium for this coverage was in the
low six figures. Over & Over has
always maintained a favorable
claims history, and at the time the
firm was considering implement-
ing its Level II Planning, there
were no claims pending, threat-
ened or expected, and there were
no outstanding judgments.

To reduce the firm's annual
expense for malpractice coverage,
and to increase calendar-quarter-
ly distributions to its shareholders,
Over & Over, P.c. embarked upon
implementing a Level II asset pro-
tection plan as follows:

1. Over & Over first encour-
aged each of its principals to
implement their own Level I
Planning. The firm offered to
pay the expense of the plan-
ning and was able to deduct
this cost without it being
taxed as income to the indi-
vidual shareholders. The
resulting individual plans
involved a mix of foreign
situs asset protection trusts
and domestic trusts, coupled
with various LP/LLCs.

2. A sale-leaseback arrangement
(discussed earlier) was also
designed and implemented. A
leasing LLC was formed and
owned jointly among the vari-
ous LP/LLCs that were created
as part of the Level I Planning
structures.

3. Over & Over also talked with
its main bank about a back-to-
back loan, designed to remove
the equity from the firm's
accounts receivable and vari-
ous other assets. A multi-mil-
lion dollar loan was made to

the firm as the first step
toward implementing the
back-to-back loan transaction,
and the other steps followed as
described earlier.

4. Finally, cash that had accumu-
lated over the course of the
prior months' operations was
distributed among the share-
holders, who then contributed
the cash received to the Level I
Planning structures created by
each of them.

As a result of the Level I and
Level II Planning that was accom-
plished, Over & Over, P.C. felt
comfortable reducing its mal-
practice coverage by more than
60%, and the firm remains posi-
tioned to enjoy annual malprac-
tice insurance premium savings
in excess of 70% of what the firm
was previously paying. Over &
Over recouped the cost of the
Level I and Level II Planning
before the passage of another
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12 months of operations. More-
over, future calendar-quarterly

distributions were enhanced by

the malpractice insurance pre-
mium savings, the bulk of which

continue to this day to be con-
tributed to the Level I Planning

structures as and when received
by the Over & Over principals.

Conclusion
The use of anyone or a combi-

nation of the foregoing Level II
Planning strategies can go a long
way toward protecting a Com-

pany's assets. These strategies
can, and often should, be sup-

plemented with insurance in the
appropriate circumstances. Once

protective Level II Planning

strategies are in place, the busi-

ness owner can rest easy know-
ing that the Company's assets are

better insulated from future
potential liabilities. .
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