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Can an LLC protect your assets?

quenly in my practice, |

am asked whether 2 lim-

ired Lability company,

commonty called an LLC, is an

effective way to protect assets,

My immediate response is that

it can be when [t has been prop-

erly structured and adminis
tered.

However, | typically temper

my response by explaining that
asset protection planning, in
any form, is most effecive when
done in advance,

After all, the whole point of
such 1= tO prearrange
one's Paﬁmhm;gus to wmhp er the
storm of an unexpected claim
better than one otherwise
weiald.

With thit in mine, I think it
is very useful 10 understand
what asse! protection an LLC
acreally offers.

Thers are basically two
forms of general asset protec-

tion available through 2 prop-
erly drafred and admimustered
LLC, Twil! diccues themn one 21
& tme.

Entity shield

The first form of protection 18
the entirv Labibiny stueld sarato-
riy creared under Jdahes LLC
legislarion. This shield insulares
each owner of the LLC from
claims asserted by any creditor
of the LLC, except where a par-
ticular owner has personally
suaranteed an obligation 1o a
particular creditor of the LLC
Under ldaho law, an LLC owner
shouald only be a1 risk 1w hose the
amount invested in an LLC,
However, this type of protection
can be eroded, or even elimi-
nated altogether, through sev-
eral ways. Here are some real
ceses dlustrating some of the
pittalls to avoud:

In Californiz. one cour
expressly beld that no Labiliry
shield existed for 2 single mem-
ber LLC, because California’s
LLC statute requires at jeast two
members.  Although ldaho's
LLC lemslation cleariy pernmits 2
single member LLC, this dec-
sion and jts reasoning cannot be

in light of the po‘te-m.a.l
“full faith and credi:™
thar could bema:ltmanunar
state fransaction involving an
Idahe LLC doing business in
California.

The extent of control exerted
by 2 member over the LLC is
also a key factor In 3 New York
case imvohving claims for breach
of contract, COpYTight infringe-
ment and unfair competiton.
the controlling member argued
that ac 2 matter of Jaw, the L1LC
liability shield protected him
from personal liability and that
the case should be dismissed,
In denving the controlling mem-
ber's motion for dismissal, the
tourt noted that the only other
members in the LLC under
attack were the spouse and two
children of the controlling mem-

. bec

Distributions mede to a
member uader 2 creditar's 2t-
tack can be called info question
by a court deciding whether to
permit an LLC's veil to be
pierced by the creditor, particu-
larfy wiere the member is con-
trolling the LLC s Bnances and
management decisions. For ex-
ample, in a Connecticut case,
the court ignored the fact that
certain distributions were made

on & reguiar basis (o a controi-
ling member as salary al a time
when the LLC was current on
its obligations to an atacking
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In another Connecticut cass,
the attorneys defending the
LLCs controlling member, in a
cavalier fashion, instructed the
trial court that the whole pur-
pose of forming the LLC was to
avoid anv personal bability on
the LLC's contractual obliga-
tions. During ene of the meet.
ings berween the partes, these
Zame anorneys launted the
other party’s legal counsel to
“go ahead and sue™ the LLC,
since there was “no money” in
the LLC. Based on this evidence
alone, the court indicated that
there was an issue of fact to be
decided by the jury on the veil
niercing theors

These tvpes of cases are
often cafled “veil piercng” cases
because the LLC's creditors are
permitted to “pierce” through
the liability shield statutorily
created for all LLC owners and
seize their personal assets.

Charging order

The second form of protec-
tion arises from another sratu.
torily created concept calied the
charging onder.

This type of protection shel-
ters the LLC as an entity from
the liabtlities of its cwners. In
other words, the creditors of a
paracular indiddual LLC owner
should not be able to reach into
an LLC and seize its assets to
sansfy that owners obligations,
Instead, such a creditor must
wait unt a distribution is made
to that owner and then seize the
distribution similar to a gar-
nishment of wages. This form
of protection also has some
iT2ps (orihe unwary. Here are
& few:

B In a Colorado case, the
COuUrt, using equitable princi-
ples, creatively included very
severe restrictions on any distri-
butions to the other members
not under attack by a ereditor,
and absolutely prohibited the
transfer of any LLC assets to
any other person, unless and
wntil all claims of the creditor
attacking a member under the
COUTTS arder were paid
in full. No such remedy exisis
under idaho's LLC statute.

N In an Ohio case, the court
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looked through an LLC to the
LLCs major asset, an option on
2 valuable parcel of real prop.
erty, and indicated thar the
member under & creditor's
arack owned 30 percent of the
LLC's opdon simply by virtue of
the members 50 percent inter-
est in the LLC. This holding is
contrary 1o the law in idaho and
most ther jurisdictions.

W In a Caldfornia case, the
court ignored starutory prowvi-
sions limiting the remedies for a
creitor antacking @ member 1o
a charging order and réquired
the LLC o distribute sufficient
assets held in the LLC to the
member under the creditors
attack for garnishment by the
creditor Once again, Jdaho's
LLC statute does nmot create
such a remedy for 2 diseruntled
CreQiior of 4 Sadcicwar LLC
member.

Courts may also appoint a
receiver 1o run an LLC, In New
York, a court even applied this
rarely used remedy in a judg-
ment against a Professional
Limited Lizpilitv Corporation
(PLLC) practicing law. Obwi-
ously, this remedy raised issues
relating to confidentiality and
wther obliganons involved with
the amomey-client privitege, but
a court of appeals pane] TEViEwW.
ing the trial court's order menely
m_-.'rn.w_'tedthe'l:rr.ﬂ court Io con-
sider the impact of these issues
on remand

Protective steps

With these sitfalls and traps
in mind, aere a few sreps that
can be taken to help strengthen
an LLC's liakility shield and
charging order protecion:

B Follow all LLC formation
formalities imposed under the
zpplicable junsdiction, includ-
ing filing the articles of organi-
zation with the appropriate
authorities in the requisite for-
roal.

B Complete all LLC capital-
ization funding in accordance
with the governing operating
agreement  provisions and
applicable law,

N Maintain all LLC records
required by applicable law,
including any member lists, tax
returns, annual meeting min-
utes, efc.

B Keep all LLC funds sepa-
rate from the personal funds of
all members and managers.

B Divide the LLC's manage-
men: responsibiliies when pos-

N BSTEVE TELFORD [ConTinueD From P.2]

sible,

B Disclose the LLC's exjs.
fence in al contachusl arrange-
ments and to the public in gen.
eral.

W Sign the L1C's confractual
arrangements in the appropri-
ate capacity.

W Heep all L1 C transacrions
at*arm’s length."

N Avoid too much miermela.
tionship and 108 many connec-
tions berween the LLC and any
controling owners and their
other entbes if possible.

W Drissobve any LLC in strier
accordance with applicable sta:-
wtory provissons, inchsding filing
the articles of dissociation or
dizsoiution with the appropriate
authorities in the requisite for.
mat.

8 Fictitious business names.
otherwise known as “dba's.” are
dangerous. There is a whole
series of cases holding LLC
members personally bable for
failing to disclose the LLT actu-
ally concucting business in the
fictitious name.

In one case, a coun in Col-
orado rejected an argament that
the LLC's filing with the proper
Colorade  authorities consti-
tuted constructive notice 1o a
credifor pursuing two of the
members personally on &
breach of contraci claim.

Personal liability may also
arise independently from a
manager's malfeasance and
negligence. The difference here
may be an allegation of “fraud”
in contrast to an nllegwuon of
“alter ego.” Howeyer, in aiths-
Sinsation. no Liabiliry stueid wu_l
be evailabie.

If wou are wondering
whether vou should consider
forming an LLC for your asset
protection needs, or whether an
existing LLC owned by you has
been properly structured and
administered, you should con-
sult with & qualified profes-
sional

Stewe Telford is an attomey who
practices in the area of estate
planning and asset protection in the
Treasure Valley with the law firm
Telord Law & AF Consultarts. He
is also a Member of the Offshore
Institute.




