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MICHAEL T. SAWYIER, J.D., LL.M., LL.M. (TAX)

l. TYPES OF ILLINOIS BUSINESS ENTITIES
A. SOLE PROPRIETORSHIPS

The sole proprietorship is the simplest form ofndpbusiness and involves neither an
agreement nor the creation of a separate legalyentynder the common law--there is no
specific statute--sole proprietorships arise whenex natural person goes into business for
himself or herself as the sole owner of that bussneThat business may be largely conducted by
employees or other agents of the owner, of colrsejt is owned and operated (or, for that
matter, terminated) at the sole discretion of glsimdividual who is its only owner. Because of
these characteristics, and in particular the alesseh@ny separate legal identity of the business
from its ownery sole proprietorships confer no asset protectiontsdever upon their owners,
who are thus personally liable for all their obtigas. Not only the owners' business assets but
also all their non-exempt personal assets may bgduto the claims of any creditors of the
business.

Under the Internal Revenue Code, a sole propsbipris disregarded for income tax
purposes and treated as the same taxpayer as tiee.o®imilarly, a sole proprietor is treated as
his or her own employee for purposes of he employrtexes on self-employment income and
the establishment of Keogh plans. Sole proprietoay also qualify as their own employees
under state worker's compensation and unemploymsumtance statutes.

Whenever the business name of a sole propriefdiffers from the owner's full legal
name, the owner must make an Assumed Name filitig thve county recorder’s office.

Sole proprietors must also obtain any necessarfggsional or business licenses for their
respective businesses and Federal Employer Idmttdn Numbers (FEINS) if they pay any
wages to employees.

B. GENERAL PARTNERSHIPS

General Partnerships are separate legal entitsgsconsist of “an association of two or
more persons to carry on as co-owners a businesgradit formed under [the Uniform
Partnership Act (1997)], predecessor laws, or coaipa laws of another jurisdiction.” 805

ILCS 206/101(f). They are the easiest to formlbthe separate legal entities because they can



arise simply from the fact of such an associatiiased on a partnership agreement, for such co-
ownership of a business for profit. That Agreemeraty be “written, oral, or implied” (805
ILCS 206/101(g)) and will suffice to create a parship “whether or not the persons intend to
form a partnership” (805 ILCS 206/202(a)). Evethié partnership agreement only covers that
single basic point, a valid general partnershiphexeby established: the statute will supply all
the other terms through its comprehensive “defaybtovisions, i.e., provisions that
automatically operate in the absence of a partieegireement to he contrary.

Although general partnerships are separate leg#ies “distinct from their partners”
(805 ILCS 206/201(a)), they have the potential teate personal liabilities for each of the
partners going far beyond even the unlimited pekdiabilities of sole proprietors. For,

according to Section 301 of the statute:

“Each partner is an agent of the partnershiptoposes of
its business. An act of a partner... binds the eastnp, unless the
partner had no authority to act for the partnershithe particular
matter and the person with whom the partner wakndeknew or
had received notification that the partner lacketharity.”

(805 ILCS 206/301 (1))

According to Section 305:

“A partnership is liable for loss or injury... tfany]
person...as a result of a wrongful act or omission,other
actionable conduct, of a partner acting in the radi course of
business of the partnership or with authority @& plartnership.”

(805 ILCSG2B05 (a))

And, according to Section 306(a):

“Except as otherwise provided in subsectionsafig) (c) of
this Section, all partners are liable jointly aneverally for all
obligations of the partnership unless otherwiseeedrby the
claimant or provided by law.”
(805 ILCS 206/306 (a))(emphasis supplied)
Subsection (b) of the latter Section of the Actreheexcuses a partner from personal
liability with respect to partnership obligatiomeurred before that person became a partner.
Subsection (c) states the important exception general partnerships that elect to

become limited liability partnerships, discussetble



General partners' personal assets as well asghsgimership business assets are thus at

risk without limit for any debts incurred or “wrofu acts™ performed by any of their other
partners while engaged in the partnership's busineéd/hat is more, every general partner
possess the unwaivable power to dissociate fronpénmership at any time by express will.
805 ILCS 206/103 (b)(5); 805 ILCS 206/602 (a). Atusa specific partnership agreement to he
contrary, such a voluntary withdrawal automaticaligsolves the partnership in the case of any
“partnership at will” (which is any partnership ept one for a definite term or particular
undertaking) and requires the winding up of itsibess under Article 8 of the Act.

Also, again in the absence of a specific partnprsigreement to the contrary, every
dissociation of a partner that does not lead toaetnprship dissolution, whether through
voluntary withdrawal or a host of other adversespeal circumstances such as death, disability,
or bankruptcy as set forth in Section 601, autoraditi requires the partnership to purchase the
dissociated partner's interest for cash at a @igel to the greater of the liquidation value @ th
going concern value of the business without thesadimted partner. 805 ILCS 206/701.
(Provable damages, if any, for “wrongful” dissomat however, are offset against this
compulsory buyout price.) Thus, a continuing gaheartner's interest in the partnership may
be at risk not only because of what another partiees in the conduct of the partnership
business, but also because of personal misfortina¢defall another partner. Additionally, the
larger the dissociated partner's relative intertbst,greater the likelihood that the required cash
buyout will jeopardize the finances and prospetthe® partnership, and hence reduce the worth
of all the remaining partners' respective interasts

Some of these asset-protection risks of a geparahership can be reduced by the use of
other entities--in particular, limited liability &ties--as the general partners. (There is no
requirement that partners must be natural persddsme of the risks can also, as has been seen,
be reduced by specific contrary provisions of argaship agreement. However, there are so
many potentially problematical default provisionghe Uniform Partnership Act that the above-
mentioned ease of forming a general partnership praperly be regarded as a trap for the
unwary. Among the other default provisions of teadtute (as well as the Limited Liability
Company Act, it should be emphasized) that req@vesions in most cases are the equal sharing
of all profits among all partners and of all deaisimaking authority by a majority of all
partners, regardless of their relative contribwgiom the business. In sum, a general partnership
may sometimes prove to be extremely successfulpaoiitable for its partners, and in a case
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where all the partners are contributing servicewiples the flexibility of compensating them for
those services by draws against partnership praft®pposed to guaranteed payments under
I.R.C. Section 707(c). But as a means of doingnass with co-owners, it is incontestably the
worst of all in terms of asset protection.

C. LIMITED LIABILITY PARTNERSHIPS

As of August 11, 1994, lllinois began allowing diig general partnerships to elect to
become limited liability partnerships by registegrias such with the Secretary of State. At first,
the asset protection of this election was extrerigljted because it merely shielded a partner
from various forms of vicarious professional maggige liability for the actions of other
partners and employees of the partnership. Howesiace the enactment of the Uniform
Partnership Act (1997), there has been much brdedbelity protection:

“An obligation of a partnership incurred while eth
partnership is a limited liability partnership, wher arising in
contract, tort, or otherwise, is solely the obligat of the
partnership. A partner is not personally liablarectly or
indirectly, by way of contribution or otherwise, rfesuch an
obligation solely by reason of being or so actis@aartner.”

(805 ILCS 206/306(c))

The partners of lllinois general partnerships fednafter 2003 that elect limited liability
partnership status automatically receive this ¢yeamhanced asset protection, subject to the
applicable licensing rules that regulate professiomhe partners of lllinois general partnerships
formed before 2003 must, however, prior to 20084mvhll general partnerships must be brought
under the new Act), first amend their partnersigpeaments to subject them to the new Act and
then register them as limited liability partnerghip order to receive this same sweeping new
form of asset protectioh.

lllinois attorneys--to take merely one example eofregulated profession--have been
permitted to practice in limited liability partnéips since July 1, 2003, pursuant to amended
lllinois Supreme Court Rule 721 and the newly addde 722. Their limited liability

partnerships must however, maintain at least milynaaequate professional liability insurance

! For sake of brevity, the present discussiolh mat deal with the differences between the prasid@niform

Partnership Act and the current version, i.e., theform Partnership Act (1997). Nor will it dealittv the
differences between the previous limited partngrsiatute (the Revised Uniform Limited Partnershd) and the
current one (the Uniform Limited Partnership Actlowever, in both cases the previous statutes roatirue to
apply to partnerships that were formed prior torémpective applicable mandatory effective datesdmnot elect
to be governed by the respective new statuted,tbetend of 2007.



or else other proof of financial responsibility, tile amount of at least $100,000 per claim and
$250,000 in the aggregate multiplied by the numobkrattorneys. Supreme Court Rule
722(b)(1). Also, they themselves must remain peaby liable for any professional malpractice
of their own or of any other persons under theiedisupervision and control. Supreme Court
Rule 722(c).

The initial registration of a partnership as aitéd liability partnership is effective for a
period of one year after the later of the filingedaf the initial Statement of Qualification with
the Secretary of State or the effective date sigecih that statement and the payment of the
required filing fee. Limited liability partnershiptatus remains effective during that period
regardless of changes in the partnership unlessp#rership voluntarily withdraws its
registration. 805 ILCS 206/1001(e). Thereaftemuml renewal statements with the required
filing fee must be filed in order to maintain theaited liability partnership's status.

Although limited liability partnerships are certhi a great improvement in terms of asset
protection over general partnerships that have swtregistered, they share with general
partnerships at least the following important agsetection risk. All the partners' business
assets--all their investments and their presentfahde benefits from the firm--remain fully
subject to any liabilities created by the otpeartners or the firm's employees in the conduct of
the firm's business. Every partner is an agerihefentire firm with apparent authority (under
the Uniform Partnership Act's default rules) to factthe entire firm. Moreover, again under the
Act's default rules, partners who voluntarily witael from the partnership can thereby cause
dissolution of the partnership. And, even if tHelissociation,” whether voluntary or not, does
not lead to a dissolution, it can impose a potéptigery burdensome immediate cash buyout
obligation upon the firm in the amount of the gesatf the dissociating partners' shares of the
liquidation value or of the going concern valuelad firm.

General partners also owe strict fiduciary duteesard the other partners and the firm,
which various potential outside investadrs the business might find to be intolerable. The
default rules requiring equal sharing of all pféind control according to the number of
partners, not the amount of their contributiongept as specifically modified by the partnership
agreement, are also an obvious impediment to autsvkestment. Without outside investment,
the general partners are necessarily requiredttanmileave more of their own capital at risk in

the partnership than they would if the partnerslaipld attract such investors.



For these reasons, from an asset protection startdpven limited liability partnerships,
with their express statutory protection from peeddmability, are inferior to limited partnerships
and limited liability limited partnerships. Only the partners affirmatively desire to spread
substantial decision-making authority among thengas, to preserve substantial fiduciary duties
among the partners, and to run the partnership sulistantial outside equity investment, would
they be inclined to prefer a limited liability paership, not evern to speak of a general
partnership, over a limited partnership or limitiadbility limited partnership.

D-E. LIMITED PARTNERSHIPS AND LIMITED LIABILITY  LIMITED

PARTNERSHIPS

The two formerly significant asset-protection digantages of limited partnerships have
recently been eliminated. First, under the Unifoumited Partnership Act (2001), which
became effective on January 1, 2005, and will elytireplace the former Revised Uniform
Limited Partnership Act as to preexisting limitedrgperships as of January 1, 2008, limited
partners are no longer in danger of losing thejpress statutory protection from personal
liability if they participate in the management aswhtrol of the limited partnership. 805 ILCS
215/303. Second, it is now possible under the sstateite for the general partners of limited
partnerships to receive the same statutory protedtom personal liability as do the limited
partners and the general partners of registereieliniability partnerships, merely by causing
those limited partnerships to file a statement heirt respective Certificated of Limited
Partnership that they elect to become limited Igblimited partnerships. 805 ILCS 215/201
(@)(4); 805 ILCS 215/404(c).

It remains desirable for asset protection purpdseshe general partners of all limited
partnerships and limited liability limited partnbiigs to be limited liability entities. This is
essential to avoid possible personal liability fre tcase of a general partner of a limited
partnership, and it provides important back-up tags®ection in the case of general partners of
limited liability limited partnerships. The usé @ limited liability entity general partner--or
even better, two of them--also reduces the chamatea limited partnership or limited liability
limited partnership might be dissolved becausehef dissociation of a general partner. 805
ILCS 215/801. A corporate general partner, forneple, would never die or become disabled,
and if there were two, even the withdrawal of ofieghem would not (even as a default rule)

cause the dissolution of the partnership unleskinvi®O days after the dissociation of on the



general partners a majority in interest of the r@mg partners affirmatively consented to the
partnership's dissolution. Id.

By centralizing the control of and apparent autiido act for a partnership in only one
or two general partners, by separating the ownergstment returns from any required
contribution of services by them, and by facilitgtithe transfer of their economic interests,
limited partnerships and limited liability limiteglartnerships obviously lend themselves to the
involvement of outside equity investors. They theduce the individual contributions of capital
that the general partners and each of the othemceers of the enterprise must place at risk in
order for it to succeed. For their limited pargjahese entities now offer the same high degree
of asset protection long enjoyed by passive investocorporate stock.

Like corporations, limited partnerships and lirditeability limited partnerships also
avoid a little-noticed asset protection risk of itea liability companies and series limited

liability companies. This is the “default rule”rfboth of the latter that:

“A limited liability company shall purchase [fmash] the
distributional interest of [any] member for itsrfaalue determined
as of the date of the member's dissociation if thember's
dissociation does not result in a dissolution amadiag up of the
company's business under Section 35-1.”

(805 ILCS0I85-60)

By contrast, according to the Uniform Limited Parship Act (1997):

“A person does not have a right to receive [any]
distribution on account of dissociation.”
(805 ILCS52905)

All partners' investments are thus locked intoraited partnership or limited liability
limited partnership until its termination except titee extent that the partnership agreement
specifically lets them out. Limited liability corapies' members, on the other hand, may require
those companies (on pain of dissolution for norgrentince) to buy them all out for cash upon
dissociation except to the extent that the opegatigreement specifically precludes that right.
This marked difference in the respective defaulesuit is submitted, makes limited liability
partnerships, and especially those with multiplepomate general partners, more completely

protective of all their owners' assets than aretdichliability companies. The greater current



popularity of LLCs over limited liability limited grtnerships as asset protection devices for
businesses with multiple owners is at least in fheatresult of widespread misunderstanding.

F. LIMITED LIABILITY COMPANIES

lllinois' Limited Liability Company Act (805 ILCS 80/1 etseq) became effective on
January 1, 1994. From an asset-protection stant@done, apart from tax considerations,
limited liability companies (“LLCs”) at that timerpvided even greater benefits than limited
partnerships, not to speak of general partnershims, as has been seen, limited partners then
could lose their liability protection if they panifpated to any extent in the management of the
limited partnership, and general partners then watly personally liable for all limited
partnership obligations.

All members and even the managers of limited ligbtompanies also then had two
other important asset protection advantages over dimectors and officers of business
corporations: first, they were expressly protedigdhe statute against personal liability (beyond
the extent of their investment in the respectiveCk) if they acted solely as such members and
managers; second, they could themselves be liniabdity entities. Directors and officers of
business corporations, by contrast, could only lmothe common law for protection, and were
required to be individuals. In addition, the LLGatsite liberalized the internal operating
procedures necessary to protect against the Idgshdity by providing that:

“The failure of a limited liability company tobserve the
usual company formalities or requirements relatmghe exercise
of its company powers or management of its busingessot a
ground for imposing personal liability on the memsber managers
for liabilities of the company.”

(805 ILCS 180/10-10(c))

Limited liability partnerships and, since 2005, itied liability limited partnerships have since
obtained the statutory right to all these sameeqotains except the last. It is arguable that the
last protection itself can create a trap for thewamy by encouraging such supposed
“informalities”--actually, major substantive defeetas the undercapitalization of the entity and
the commingling of entity and personal assets (beefollowing discussion of State Law
Requirements for Limited Liability). Neverthele$s, permitting the members and managers of
an LLC, even a manager-managed LLC, to work togethecarrying on the LLC's business
without fear of personal liability, the LLC as assat-protection device was at one point years

ahead of the others' time.



Even now, LLCs have this one remaining theoretasdet-protection advantage over
limited liability limited partnerships: they are nsubject to possible dissolution upon the
dissociation of a manager to quite the same exatineit very slight) as are limited partnerships
and limited liability limited partnerships upon thkéssociation of a general partner. Although
well-drawn limited (or general) partnership agreataecan virtually eliminate this problem,
especially if the general partners are themselwaged liability entities and there is at least one
remaining general partner, LLCs may still be coesed slightly more asset-protective than
limited partnerships in this one particular regard.

On the other hand, it would seem to be far momontant that every LLC is subject to the
risk of its assets being stripped away to purcti@aseash the distributional interests of any of its
members who dissociate. As the statute provides:

“A limited liability company shall purchase a tlibutional
interest of a member for its fair value determimasdof the date of
the member's dissociation if the member's dissociatioes not
result in a dissolution and winding up of the comps business
under Section 35-1.”

(805 ILCS 180/35-60(a))

The statute further provides that a limited lidpicompany “is dissolved” and, unless
continued by the unanimous consent of all membgmwell as all dissociated members whose
dissociation caused the dissolution, its businessst be wound up,” if, on application by a
member or dissociated member, there is a findirbeantry of a judicial decree that:

“(A) the economic purpose of the company is likdly be

unreasonably frustrated,;

“(B) another member has engaged in conduct relatmghe
company's business that makes it not reasonablgtigable to
carry on the company's business with that member;

“(C) it is not otherwise reasonably practicable darry on the
company's business in conformity with the artidé®rganization
and operating agreement;

“(D) the company failed to purchase the petitianelistributional
interest as required by Section 35-60; or

“(E) the managers or members in control of the camyphave

acted, are acting, or will act in a manner thallégal, oppressive,
or fraudulent with respect to the petitioner.”
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(805 ILCS 180/35-1(4))

Perhaps even more importantly, as will be seahenfollowing discussion of Charging
Orders, the company must likewise be dissolveditnolisiness wound up on application of any
transfereeof a member's interest, such as any creditorithatforeclosed upon such interest, and
a resulting judicial determination that it is “etable to wind up the company's business.” 805
ILCS 180/35-1(5).

In other words, LLCs are subject to a host of diéfaule buyout obligations and even
dissolution obligations that limited partnershipsldimited liability limited partnerships are not.
(Comparethe complete absence of buyout obligation ance#teemely limited possibility of any
nonconsensual dissolution under Section 505 ando8@fie Uniform Limited Partnership Act
(1997)). This is a serious potential flaw in tlsset protection that they provide.

While this flaw can be partially addressed by #peprovisions of an LLC operating
agreement modifying these default rules, most stahdperating agreements that have been
reviewed by this author do not deal sufficientheafically with all these points. This problem
is inherent in the markedly different default rulgisthe respective statutes: those for limited
partnerships and limited liability limited partnbiigs accomplish an excellent asset-protective
result--for example, no distributions to any disating partner except upon dissolution--unless
changed, whereas those for LLCs lead to an infegeult, at least in regard to buyouts upon
dissociation and nonconsensual dissolution.

All of LLCs' profits and management control, likeose of general partnerships, must
also be shared equally among all members exceptheeswise specified by their operating
agreement.

These problems, among others, may have originatée initial model of most LLCs as
member-managed--as, so to speak, limited liabpietstnerships before their time. Certainly, the
statutory default rules for member-managed LLCsgdmnsyout and dissolution problems similar
to those of a general partnership or limited ligépipartnership, whereas those for manager-
managed LLCs, on the whole, at present, do nott vBatever the possible original legislative
reasons for the radically different default rulésey exist and can create many unintended
harmful consequences. As a result, the concluséams inescapable that limited partnerships
and especially limited liability partnerships havew become even more asset-protective than

LLCs in a number of important regards.
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Of course, a partnership requires more than ormgegwvhereas an LLC does not. For
asset-protection purposes alone, not to speak lafive tax benefits, a single-member LLC
would always be preferable to a sole-shareholdsinkess corporation. Its member/manager is
expressly protected by statute from personal ltgbiflor company obligations (subject to
numerous exceptions set forth in State Law Requergsfor Limited Liability section, below)
and may be a limited liability entity. The memlmeahager's departures from the usual corporate
formalities are likewise expressly statutorily afted?

LLCs currently offer one other unique asset-priddacbenefit although it is likely that it,
too, will soon be extended to other forms of lirditkability entities: the ability to insulate
particular assets and associated liabilities ofethiity from all its others by the use of separate
internal “series.” Such Series LLCs are next cdersd.

G. SERIESLLCs

As of August 16, 2005, Series LLCs have been a@tbto be established in lllinois. The
necessary public notification of the establishmehftan lllinois LLC as a Series LLC is
contained in the following reprinted language oe #pecial required Series LLC form of
Articles of Organization:

“The operating agreement provides for the esthbient of
one of more series. When the company has filed réfiCate of
Designation for each series, which is to have enhitiability
pursuant to Section 37-40 of the lllinois Limitediahility
Company Act, the debts, liabilities, and obligasomcurred,
contracted for or otherwise existing with respextat particular
series shall be enforceable against the assetsheofLimited
Liability Company generally or any other seriesréiod, and unless
otherwise provided in the operating agreement, rajrtbe debts,
liabilities, obligations and expenses incurred, trasted for or
otherwise existing respect to this company generallany other
series thereof shall be enforceable against thetsassf such
series.”

In turn, Section 37-40 of the statute providespmagnother things, that if separately
designated series of members, managers, or owpdrgbrests having separate rights, powers,

or duties with respect to separate properties smiegses belonging to those series are created

2 On the other hand, the sole shareholder of a bssinorporation may install whichever individuakdtors and,
through them, officers whom that shareholder wagnis, as the sole member of a single-member LLC mstall

whichever manager that member wants; there is naotifanal difference in a sole owner's power overheaf the
two respective entities except that the directos @fficers of a business corporation must be iiddials.
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by the operating agreement; if “separate and diStirecords and accounts are kept for each
such series and all the assets associated with serads pursuant to the requirements of the
operating agreement; and if separate “certificafedesignation” are filed for each series that is
intended to be treated (in accordance with the elm&ntioned public notification) as in effect a

separate legal entity, then each series will bateck in that favorable fashion. Thus, any
liabilities associated with that series will noilspver to affect any other series or, indeed, the
rest of the limited liability company, and vice-sar

This is a powerful tool for remindin§eries LLC owners of this importance of isolating
various possibility liability-creating properties businesses in separate “cells” so as to protect
the overall value of all those ownership interestsn destruction by liabilities or losses
associated with only a few of them. It is at présenly available for LLCs, although the
statutory extension of its permitted use to othenmk of limited liability entities may be
anticipated.

With that said, it must also be noted that exatttly same “spillover” liability-limiting
effect can be accomplished more surely by settmgniirely separate entities--multiple different
LLCs or limited liability limited partnerships, foexample. Also, the very existence of those
completely separate entities (the ultimate defaulé) would tend to force their respective
owners and agents to operate them separately, aeueh an approach would instead always
have to be carefully adhered to in a Series LL@.the end, therefore, Series LLCs' special
attraction may amount to only a modest saving taltbling fees at the Secretary of State's
office ®

The relative significance of saving a few hunddetlars per series in initial filing fees,
will, of course, depend on the financial circumsesof the particular Series LLC owners. For
some, it might prove very attractive, for examgle owners of large, heavily debt-financed
portfolios of small investment real estate progsrsuch as rented single-family homes. Other
varieties of small businesses might also benefinfGeries LLC status--if all the series' accounts

are scrupulously maintained separately as required.

% Series LLCs do offer the intriguing additional pility of alternately characterizing some or aflthe separate
series as separate taxpayers or the same taxmaylederal income tax purposes, which might prodaggregate
income tax savings in certain situations. Howegeren the inherent practical difficulties of opking a Series LLC
with sufficient differences in the ownership andhicol of the different series to warrant separatgayer treatment
in one year buy not the next or the one befors, gbssibility would seem to be largely theoretical.
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H. BUSINESS CORPORATIONS

Ordinary business corporations have historicaléerb the principal form of limited
liability entities, and their chief legal charadstics--shareholders, directors, officers, and
various required approvals of corporate actionsnegtings or written consents--are so familiar
as not to call for any detailed discussion hereonfan asset protection perspective, business
corporations (including “close corporations” andc&porations, which are merely business
corporations that meet certain additional requiretsieremain a highly satisfactory long-proven
legal device. Expecting the shareholders peridigi¢a elect directors, the directors to direct,
and the corporate officers whom they appoint amdctlito act as the agents of the corporation,
not as principals, is not, after all, onerous. dAlalthough directors and officers of corporations
must be individuals and do not benefit from the samxpress statutory protection against
personal liability that mangers of LLCs and gengaitners of limited liability partnerships and
limited liability limited partnerships do, they havong been protected against personal liability
by basic doctrines of the common law.

Through shareholder agreements, closely held bssinorporations can also be made to
operate in much the same manner as LLCs or otimtell liability entities. The shareholders
may agree, for example, to install and maintairtipaar individuals as directors, knowing that
they will, in turn, appoint certain other persoms themselves) as the officers and otherwise
conduct the business of the company in a desirethara The shareholders may also agree, for
another example, to restrict the ordinary free dfarability of their shares or to require their
purchase in certain circumstances as in “buy-gpiements.” They can thus create, if they
wish, an almost partner-like relationship with careother, without the corresponding personal
liability or fiduciary obligations of a partnership

Close corporations (see 805 ILCS 5/2A.05set)) are simply business corporations
whose shareholders have entered into such agreeraadt declared that fact on their stock
certificates and to the State. Their unique feaisithe statutory permission for the shareholders
of such corporations to operate them directly, tlispensing with a board of directors.
Needless to say, this hardly commends them fromasset protection standpoint. Most
corporations with shareholder agreements do nat be¢her to declare themselves to be “close
corporations” because there is no need; their bblder agreements are just as enforceable

whether they do or not.
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S corporations are simply business corporationth i certain limited number of
shareholders of certain kinds and with only one<laf stock that make an election subsequent
to their formation to be treated as S corporatifamsfederal income tax purposes. Typically,
they, too, have shareholder agreements designaditdgain that tax status.

Finally, it is simply a myth that corporations rhgsnstantly observe every punctilio of
proper corporate form in order to protect theirrehalders, directors, and officers from personal
liability. In this regard, the provision in the rhited Liability Company Act that personal
liability may not be imposed on any member or managplely because of departures from
ordinary company formalities is reassuring but afsisleading if not correctly understood.
Corporate directors and officers must for their degal protection always make clear that their
actions are taken as agents of the corporationtlarg] there is for them some risk in ignoring
corporate formalities; but corporate shareholdersugh do not take any official corporate action
for the corporation. Corporate shareholders ateagents in the first place, have no apparent
authority, and assume no management or fiduciasomability or risk.

To reiterate, business corporations of all kindafer a great deal of asset protection
upon their owners, just as the state legislature Ibag intended and the courts have long
recognized. The asset-protection similarities leetwbusiness corporations and the other forms
of limited liability entities greatly exceed theffédrences. Their principal drawback relative to
other kinds of limited liability entities, aparioin the cumbersome appraisal and buyout rights of
dissenting shareholders in connection with variooporate transactions, have nothing to do
with asset protection.

The principal reason for the sharply increasing w$ LLCs instead of business
corporations since they were first authorized imadis (in 1994), and especially since the
Internal Revenue Service issued its “check-the-b@gulations concerning elective entity tax
status (in 1996), is, of course, their federal meatax benefits, not any significant increase in
asset protection for their business owners.

I.  NOT-FOR-PROFIT CORPORATIONS

Not-for-profit corporations formed under lllinoiSeneral Not For Profit Corporation Act
of 1986 (805 ILCS 205/101 seq) may carry out substantial business purposesraydthus be
in every sense of the word limited liability busiseentities. Most laypersons erroneously
assume that a not-for-profit corporation must séhespublic, like a charity qualified for federal
income tax exemption under Section 501(c)(3) ofititernal Revenue Code or qualified for tax-
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deductible gifts under Section 170(c) of the Coblet this is certainly not the case. For
example, stock exchanges and other boards of tede all for many years established and
operated as not-for-profits, serving their memlexslusively as the immediate “consumers” of
their services or facilities (see, e.g., 805 ILA¥%/103.05(a)(26)). The recent trend among the
largest such exchanges has been to corfneert their long-time not-for-profit status to fprofit
status so that they may issue shares of stocke @isside capital, and further enrich their
members. For another example, “professional, camale industrial, or trade association[s]”
(see 805 ILCS 105/103.05(a)(19)) all qualify as-footprofit entities although by definition they
serve only their members' business purposes.

Nonetheless, the members of an Illinois not-fafipicorporation, as members, enjoy the
most sweeping possible statutory protection fromsqueal liability. Section 107.85 of the statute
specifies that:

“The members of a [not-for-profit] corporation shalot be
personally liable for any debt or obligation of ttwporation.”

In turn, for all directors and officers of not-fprofit corporations that are exempt from
income tax exemption under any of the subsectidriSeation 501(c) of the Internal Revenue
Code or else at least "qualified” for such exemptf®ection 108.70 of the state statute provides
an exemption from even the ordinary duty of cacelosig as those directors and officers serve
without pay. (That same exemption extends to, @ther things, business leagues, real estate
boards, and boards of trade (see Section 501(c){#)cause of action may be brought against
any such person:

“...for damages resulting from his exercise of judgmeor
discretion in connection with the duties or resflufises of such
director or officer unless the act or omission irred willful or
wanton conduct.”

(805 ILCS 105/108.70(a))

Indeed, in the case of not-for-profits that areragpt or qualified for exemption under
Section 501 (c)(3) of the Internal Revenue Code, icharities, no cause of action may be

brought against anyonmendering unpaid services to or for such a cotpmra

“...for damages resulting from an act or omissioneindering such
services, unless the act or omission involved willhr wanton
conduct.”

(805 ILCS 105/108.70(c))
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These provisions go far beyond the protectionhef common law “business judgment
rule” for directors and, by extension, officersaobusiness corporation, against alleged breaches
of duty of care to the corporation. They go faydred the express statutory limitations of the
duty of care of LLC fiduciaries vis-a-vis their cpany and the other members, in “the conduct
of a winding up of the company's business,” to &gty negligent or reckless conduct,
intentional misconduct, or a knowing violation af.” 805 ILCS 180/15.3(c). They protect, to
repeat,_any personendering unpaid services to such not-for-profigminst even their own
ordinary personal liability for tortious conduct theirs affecting third parties. For LLC
managers or members or corporate directors, offiaar other agents, there can be no escape
from personal liability for their own torts (althghn they may be indemnified by the LLC or
business corporation except in the most egregiosimmnces). However, for persons rendering
unpaid services to charities, there can be no patd@bility under any circumstances unless
their alleged wrongful acts or omissions involvedltful or wanton conduct.” And, the statute
defines such conduct very narrowly as:

“...a course of action which shows an actual or dehbe intention
to cause harm or which, if not intentional, shows uatter
indifference to or conscious disregard for the tyatd others or
their property.”

(805 ILCS 105/108.70(c))

Not-for-profit corporations can not issue sharespay dividends (except liquidating
dividends: see 805 ILCS 105/106.05), so such catmors are not ordinarily thought of as
limited liability entities or even business entitieHowever, as has been seen, many of them--
churches being a conspicuous example--do engagiéstantial businesses. For their members,
directors, and officers, there is the highest lesfgbersonal asset protection known to the law,
even though that policy does not extend to thetgsséection of those entities themselves from
claims of liability.

J. PUBLICLY TRADED PARTNERSHIPS

Publicly traded partnerships are limited partngsiwithout transferability restrictions
upon the limited partners' interests that have smymimited partners that their interests are

traded on a securities exchange or “readily traglall [another] secondary market.” |.R.C.
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Section 7704(bj. The general rule of Section 7704 of the IntefRalenue Code is that such
publicly traded partnerships are to be taxed ateaf were C corporations. However, if 90
percent or more of their income is “qualifying imee” including, among other things, interest,
dividends, real property rents, gain from the salether disposition of real property, or income
and gains derived from the exploration, developmenhing or marketing of any mineral or
natural resource (I.R.C. Section 7704(c)), therhspartnerships are permitted to be taxed as
partnerships.

Publicly traded partnerships pose no special gssétction issues, but the fact that there
are numerous such partnerships, each with thousahdsit holders, listed on the major
securities exchanges, serves to confirm how simmast of the different kinds of limited
liability entities can be.

K-L. PROFESSIONAL SERVICE AND MEDICAL CORPORATI ONS

The availability of the LLC entity for the practicof law has already been considered.
LLCs may also now be used for the practice of antancy, architecture, dentistry, engineering,
insurance, land surveying, real estate brokeragesctaral engineering, or medicine, subject to
the respective corresponding professional restnstand rules.

In addition to LLCs, professionals may also coridbeir practices, subject to the same
professional restriction and rules, through Profesd Service Corporations (see 805 ILCS 10/1
etseq), i.e., “PCs,” and, in the case of physiciansdMal Corporations (see 805 ILCS 15/1 et
seq)

The common denominator of all these forms of @sif@nal practice is that personal
liability for the professionals' own malpractice,tbat of any of their “ancillary personnel” under
their direct supervision and control, may not beited although many other possible sorts of
personal liability (such as, for example, leaskiliey) may be.

All these sorts of corporations are taxed as eithecorporations or S corporations

depending on whether they are eligible to makeStlserporation election and do so.

Il DESIGN AND COORDINATION OF OWNERSHIP STR UCTURE

* By the same token, such partnerships must comilyall the same securities law requirements tpatyato large
publicly held or listed companies. It should bepbasized that the antifraud requirements of therrsiezs laws
apply whenever there is a sale of a security tmestor, and virtually all such sales to invesiarghe closely held
limited liability entities here primarily considetemust also qualify as private placements underréspective
federal and state rules concerning the privateephent exemptions from the securities registratemuirements of
public offerings.
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A. USING LIMITED LIABILITY ENTITIES TO OWN
INTERESTS IN OTHER BUSINESS ENITIES

The importance of using limited liability entiti@s the general partners of general and
limited partnership goes without saying. The sdatality and dissolution-protection rationale
could be extended, to a lesser degree, to all #ngrs or members of even limited liability
partnerships, limited liability limited partnerskipand limited liability companies. For example,
the express statutory exemptions of their respeawners and operators from personal liability
are all put in terms of their nonliability “solelydn account of their acting as general partners,
limited partners, or LLC members of managers (geg,, 805 ILCS 215/404(c) re limited
liability limited partnerships). As will be seen Part 1ll, the ownership or operation of any
limited liability entity could in many cases leadgersonal liability even though the status of the
owners or operators such was not itself the “sbésis of liability.

The shareholders of business corporations enjoyprainally greater degree of asset
protection because the statute provides that thlegll'be under nobligationto the corporation
or its creditors with respect to such shares” eéepthe obligation to pay for them (see 805
ILCS 5/6.40)(emphasis supplied). However, theldisiaed doctrine of “piercing the corporate
veil” in appropriate circumstances shows that th@minal distinction in terms of asset
protection is in effect a distinction without afdifence.

Also, directors and officers of business corporati must be individuals (see, e.g.,
Section 8.10(c) of the statute concerning the teofm@dividual directors and Section 8.50
concerning the officers “whom” those directors sledéct). This is a potentially significant
shortcoming in the asset protection of corporatiasa®pposed to other limited liability entities,
at lease for those who run them.

However, this is also the exception that provesahove-mentioned rule that it is always
desirable from an asset protection standpoint, eten possible, to install limited liability
entities as the owners as well as operators of ditheged liability entities in order to achievedh
maximum asset protection.

In this regard, it should be emphasized that $rusithough they are not ordinarily
themselves business entities, are neverthelesgiesntseparate and distinct from their
beneficiaries. Thus, they, too, may be used--agny wften are used--as part of the overall
ownership structure of limited liability entitiegindeed, some of the largest shareholders in this

country are retirements plans organized as trusts.)
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Similarly, not-for-profit corporations may becontke owners of separate for-profit
subsidiaries and may establish networks of afétiatot-for-profits under the same direction and
control, again realizing the benefits of a “tierennership structure of multiple limited liability
entities, even though not-for-profits may not hatiareholders as such.

The larger the overall business organization be&soand the more assets that it has to
protect, the greater become the asset protectivansayes of multiple tiers--tiers upon tiers--of
affiliated limited liability entities. Thus, therganizational charts of most major business
enterprises typically resemble a Christmas tree¢h w&n ultimate holding company (not an
ornament!) at the top, numerous tiers of divisiomadl subdivisional holding companies in the
middle, and many scores of operating companieheabbttom. Another new limited liability
entity is formed for each new venture that canatffely be carried out by it, for the compelling
business purpose of the isolation and resultarteption of all the other assets of the group.

Section 1504(a) of the I.R.C. defines an “afféitgroup” as “1 or more chains of
includible corporations connected through commaoksbwnership with a common parent
corporation which is includible corporation,” buhlg if the common parent “owns directly”
stock possessing at least 80 percent of the totaly power and stock value of at least 1 of the
other includible corporations, and stock meetingséh same requirements in “each of the
includible corporations (except the common parestpwned directly by 1 or more of the
includible corporations.”

Such “affiliated groups” qualify for “consolidatedturn” income tax filing for the entire
group and complete relief from inter-corporate dénd taxation under Sections 1501, 1504, and
203 of the Internal Revenue Code.

For another example of multiple tiering, publictyaded limited partnerships are
ordinarily structured as the “holding partnersHifgs, to speak, of operating limited partnerships
owned almost entirely by them but managed by yegrdimited liability entities.

As seen above, on a much smaller scale, Series lar€ designed to permit this same
sort of tiering or separation of assets and opmrmatiwithin a single limited liability entity.
Indeed, each series comprises for asset protegtiggoses a separate entity unto itself. This is
(so far) a unique advantage of Series LLCs inaHaither limited liability entities must resort to
the establishment of other formally separate lichitability entities in order to achieve the same

kind of asset protection.
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Single-member LLCs are already widely used as ansieof structuring groups of
commonly owned limited liability entities into pastesubsidiary and “brother-sister”
relationships. Indeed, given the complete incoamelbok-through allowed for these entities,
i.e., their complete disregard for federal incomme ppurposes as if they were sole proprietorships,
they may be expected to be used more and more ifuthre in place of wholly-owned business
corporation subsidiaries. For one reason, the-tbokugh of inter-company dividends coming
to them is not dependent on their ownership oéastl 80 percent of the stock of the companies
paying them, as with affiliated groups. For anotteason, the absence of any requirement for
individual directors and officers, such as appt@esusiness corporations, allows the member of
a single-member LLC to have complete control ofdfgerations without imposing potential
personal liability on any individual manager.

From an asset-protection standpoint alone, singgeiber LLCs are somewhat less
protective than multi-member LLCs. This conclusimiows from, among other things, the
well-known Colorado Bankruptcy Court decision inrtnAshley Albright 291 B.R. 538 (Bankr.

D.Colo. 2003), wherein the Court decided that, evethhe absence of circumstances calling for

the application of the “alter ego” doctrine, thenkauptcy trustee should be able to take direct
control of a single-member LLC owned by the delatod liquidate all it assets for the benefit of
the debtor's creditors. That decision was basetherCourt's view that there is no reason to
limit a charging order to recovery against a mersbdrstributional interest in an LLC as
opposed to the LLC's underlying assets, if thersotsanother member except the bankruptcy
debtor. Thus, it is preferable from an asset-gtaia standpoint, for an LLC to have at least one
other member with more than a nominal “peppercartérest. Id.

Nevertheless, the convenience of inserting singgeber LLCs into a group of limited
liability entities, because of their complete teanisparency, together with the possibility of their
having no individual directors or officers, will teh override the relatively slight resulting
diminution in asset protection.

Finally, since 1996, S corporations have been peunto own more than 79% of the
stock of other corporations. In fact, if they od@0 percent of another domestic corporation that
gualifies as an S corporation and if they electreat that other corporation as a Qualified
Subchapter S Subsidiary, that “QSST,” like a singlember LLC, will be disregarded for

federal income tax purposes. Thus, S corporatimaes,may now be used to achieve a complete

21



“look-through” of all the federal income tax atwiies of other legally separate entities that they
own.

Apart from their now lending themselves to sudieeed structuring of limited liability
entities, S corporations have long been used ageheral partners of limited partnerships. This
is because of their federal income tax status as-fhaough entities despite their state corporate
law status as limited liability entities. They aiso increasingly being used as the managers of
LLCs in order to save employment taxes, as discuss¢he Income Tax Comparison section,

below.

. STATE LAW REQUIREMENTS FOR LIMITED LIABILI  TY
The state law requirements for limited liability the owners and operators of limited
liability entities include a variety of specific tauns that they must avoid taking as well as a
general doctrine of how the entities themselvestrbesoperated so as to avoid a so-called
“piercing of the corporate veil.”
In the first category, one of the leading treatisa LLC law lists all of the following as
“some of the situations in which a member can e personally liable”:
* A member guarantees, provides collateral for, oeeg to be personally liable for an
LLC debt or obligation.

* The Articles of Organization or the Operating Agremt directs that one or more
members are personally liable for LLC debt andiliidds.

* A member who acts an as LLC without the authontgd so can be jointly and severally
liable for all debts and liabilities.

» Ifthe LLC is not properly formed, i.e., statutdormalities for organizations are not filed
or improperly filed, the “member” is personallybia. It is important to note that this is
different from piercing the LLC veil. With pieranthe LLC veil, the LLC is validly
existing entity that is only disregarded for lialyil purposes. Comparatively, an
improperly formed LLC does not exist; thus therenis veil to be pierced, and is
disregarded for all purposes.

* A member who assents to an improper distributionlmaheld personally liable.

* A member is liable for fraudulent acts committedtbg member before the LLC was
formed.

« A member is liable for his or her own tortuous cocid
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Members of a professional LLC are liable for thim malpractice.

A member who is not protected by [the] Workers' @emsation Act can be liable for his
or her own wrongful actions.

A member is liable for his or her own criminal coiatl

A member is liable for conducting or transactingibass under an improper name that is
not properly registered.

If a member knowingly executes a false documerthéeiArticles of Organization,
certificate of amendment, or other certificate) awmneone suffers loss by reasonably
relying upon the document, the one relying canvecdamages from the member.

A member will be personally liable on a debt if thebt does not clearly indicate that it is
a debt to be paid by the LLC. If the signaturestloe debt do not indicate that the
individuals are signing in their representativeamafes on behalf of the LLC, then it will
be assumed that the individuals signed the detiteim individual capacity. As a result
the individuals will be personally liable for thelast. Whether the agreement was entered
into in an individual or representative capacityaigjuestion of fact. Thus, it is crucial
that a member who is signing a debt or liabilityb@half of the LLC clearly indicates on
the instrument that he or she is singing in hieerrepresentative capacity.

A member of an LLC may be liable under section 3hef Federal Trade Commission
Act (FTCA). Under section 5, individuals may bddhkable for the acts of a company
based upon either an individual having (1) diregi#yticipated in the violative actions,
(2) played a part in controlling, directing, or fimulating the policies and practices of the
company which violate section 5, or (3) the autiyoto control the actions of other
individuals combined with the actual or construetknowledge that those individuals
were committing misrepresentations.

A member may be liable under a state Unfair Tradetizes Act. Several states have
adopted the criteria set out in the “cigarette ridg the federal trade commission for
determining when a practice is unfair. The elememte: (1) whether the practice,
without necessarily having been previously congdeunlawful, offends the public

policy as it has been established by statutes,cttmemon law, or other established
concept of fairness; (2) whether it is immoral, tlmeal, oppressive, or unscrupulous; and
(3) whether it causes substantial injury to congsmmeompetitors, or other business
presons.

A member may be liable under a state statute. ekample, in Oklahoma, the member
and managers who have the duty to collect and rexds for the LLC are liable for the
tax. If no members or managers are identified asnlg the duty to collect the taxes,
then all members and managers are liable for the lta Nebraska, members of an LLC
are liable in the same manner as a corporate officzeunpaid taxes imposed upon an
LLC when management is reserved to the membersGedorgia, a member may be
personally liable for tax liabilities arising fromme operation of the LLC. Under the
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Pennsylvania Wage Payment and Collection Law,nfeanber of an LLC is deemed to
be an “employer,” then the member may be persotialje for unpaid employee wages.
Under Utah law, members are personally liable fgpaid wages of employees of the
LLC.

A member may be liable for any obligation of the@,Lf a corporate shareholder would
be liable for that same obligation if it belongedat corporation.

(Wayne A. Hagendorf, The Complete Guide to Limitéability
Companieg1996-2006), ch. 13, at 13-3 to 13-5)

In addition, lllinois' LLC statute specifically jposes personal liability in favor of the
LLC and/or its members upon a member of a memberaged LLC who breaches the
statutorily prescribed duties of loyalty, care, ddaith, and fair dealing vis-a-vis the LLC and
the other members. 805 ILCS 180/15.3. Howeves, imanager-managed LLC, “a member who
is not also a manager owes no duties to the compattye other members solely by reason of
being a member.”_ldat subsection (g)(1).

These numerous exceptions to the general ruleinoted liability all have their
counterparts in partnership law and corporate lawdeed, the last one listed above--that a
member of an LLC may be liable for an LLC's obligatin the same circumstances in which a
business corporation's shareholder would be litdyl¢hat same obligation if it belonged to the
corporation (see_In re Chicago Trading Group,,Ii01 Bankr.LEXIS (N.D. lIl.))--leads

directly to a consideration of the common law doetrof “piercing the corporate veil” in

lllinois.

For a court to pierce the corporate veil and fanghareholder (or other controlling
person) liable for the corporation's obligationsp ttonditions must be met: (1) a complete unity
of interest and ownership that causes the sepkegaé personalities of the corporation and the
controlling person to no longer exist; and (2) fmesence of circumstances under which
adherence to the fiction of a separate corporattezce would work a fraud, promote injustice,
or promote inequitable consequences. Jacobsoruffal® Rock Shooters Supply, In275
lIl.LApp.3d 1084, 215 Ill.Dec. 931, 664 N.E.2d 328331 (N.E.2d) (1996).

As most recently held by the Appellate Court_imfama v. TLD Builders, Inc.362
. App.3d 491, 298 Ill.Dec.654, 840 N.E.2d 767 @B), construing Jacobson

“In determining whether the 'unity of interest amanership' proof
of the piercing-the-corporate-veil test is metoart generally will
not rest its decision on a single factor, but v{amine many
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factors, including (1) inadequate capitalizatio), failure to issue
stock; (3) failure to observe corporate formaliti€y nonpayment
of dividends; (5) insolvency of the debtor corpaat (6)
nonfunctioning of the officers or directors; (7)sabce of corporate
records; (8) commingling of funds; (9) diversionasisets from the
corporation by or to a stockholder or other perspentity to the
detriment of creditors; (10) failure to maintainmés-length
relationship among related entities; and (11) weih fact, the
corporation, is a mere fagade for the operatiorthef dominant
stockholders.”

(Fontanaupra at 503)

There, the Appellate Court cited with approval Fato v. Garrett Enterprises, In821
. App.3d 946, 255 lll.Dec. 510, 749 N.E.2d 992D(2), for the related propositions that “[t|he

consideration of whether a corporation is adequatepitalized is based on the policy that

shareholders should in good faith put at risk @& Husiness unencumbered capital reasonably
adequate for the corporation's prospective liaedjt and that “[tjo determine whether a
corporation is adequately capitalized, one mustpaymthe amount of capital to the amount of
business to be conducted and obligations to b#iéglf’ Fontana supra at 504.

The Appellate Court also cited with approval aeotimportant principle set forth in
Fiumetto concerning the significance of the undercapitélirafactor: “undercapitalization is
less significant in a contract case, where therckiises from a consensual transaction, than in a
tort case, where there is no voluntary dealingdht&na supra at 505.

However, the Appellate Court held that “the dimhmed significance of the
undercapitalization factor” in that case--a corttrease--did not render against the manifest
weight of evidence the trial court's ultimate detyation that the president of the defendant
corporation, though not himself a shareholder cealor, was jointly and severally liable for its
debts. _Id

In sum, as repeatedly suggested above, the exgiassory protection of the members
and managers of an LLC from personal liability &g! on account of their roles as such, like
the similar express statutory protections of alitqers in limited liability partnerships and
limited liability limited partnerships, and the ewvéoroader express statutory protection of
shareholders in a corporation, both give way whenevlimited liability entity is merely the
“alter ego” of its controlling person(s). The s@dispensation of the LLC statute for failures

of an LLC to observe the “usual company formalibesequirements relating to the exercise of
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its company powers or management of its busine®35 (LCS 180/10-10(c)), while of some

general significance, pales into insignificancethie presence of undercapitalization and the
diversion and/or commingling of company assets whena claim, especially a tort claim, and
more especially one that results in company inswlyeis made. Indeed, it may serve as a
pitfall for the unwary, causing LLC members and agers to think that they need not be
concerned about such matters of economic substaexause of the relaxation of the “usual”
requirements--not all the requirements--of compéoynalities. If so, such members and

managers should think again.

IV. TRANSFERRING ASSETS TO LIMITED LIABILITY EN TITIES FOR ASSET

PROTECTION

Mitchell Jones's excellent previous presentatiomcerning the Uniform Fraudulent
Transfers Act has made clear that the transfeséta to a limited liability entity by an owner or
co-owner after the latter has already become sutyez debt is NOT an effective form of asset
protection as against the creditor. (In this catioa, Hagendorf's treatise also observes about
transfers to LLCs by the conversion of other eggitinto those LLCs after the transferor entities
are already subject to a debt or in other circunt&s where successor liability is imposed, and
that “[a]s a consequence of these rules, fraudutenveyances are not possible [as to such
transfers]. Since a transfer to an LLC will ncage# assets beyond the reach of creditors and will
not change a creditor's rights against the asadtaudulent conveyance cannot occur.” Wayne

A. Hagendorf, The Complete Guide to Limited LialyiCompaniessupra at 13-3.)

Hence, the discussion in this section primarilya®ns the procedural mechanics of
making transfers that are not fraudulent or subjecsuccessor liability in the above sense.
However, it should be noted that in most jurisdics “self-settled trusts,” i.e., trusts, even
irrevocable trusts, that are established by a pewdwo is also a beneficiary, remain subject to
the claims of creditors of the settlors even if debts due to those creditors arose long after such
trusts were formed and funded and no fraudulemisteat was involved. In those jurisdictions,
those creditors are able to reach all assets im aunust to the maximum extent that the settlors
possibly could. Thus, for example, if even an petedent trustee had the discretionary power to
distribute all the trust income and principal te tettlor, all the trust’s assets could be reached

regardless of whether the trustee had ever exerthisg power to any extent.
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In several states, notably including Nevada, Adasind Delaware, this common law rule
concerning self-settled trusts has been alterestdityte so that certain irrevocable discretionary
trusts are only subject to the claims of the settlsubsequently occurring creditors (in the
absence of a fraudulent transfer) to the extent tth@ trust income or principal is actually
distributed to those settlors. These are the Beecdomestic Asset Protection Trusts, which can
lend another measure of security to asset proteptems even for nonresidents of those states.

To return to the main theme, though, the mecharfiasset transfers to limited liability
entities are of critical importance. If those sBrs are not made, those entities remain mere
shells like an unfunded trust. However, the trarssfthemselves call for careful advance
planning and follow-up, especially in the caseedl property.

First, the ubiquitous “due-on-sale” clause of reslate mortgages must be considered.
Under the federal Garn-St. Germain Act (see 12@Q1.8.1701 -3, “Preemption of Due-on-Sale
Prohibitions”), the transfer of one's home to oms, revocable grantor trust is deemed not to
be a transfer within the meaning of such clausés;iwotherwise typically prohibit any transfers
of any interest, even an equitable interest, imtioetgaged property without the advance written
consent of the lender. Transfers to limited ligpientities are not covered by this statutory
exemption and so must receive the required priprayal or become an event of default under
the mortgage. Although such a transfer does riease the mortgagor from any preceding
personal liability on the note or mortgage, of eajrand could only tend to make the loan more
secure (by ensuring the asset protection of theober's other assets and income from non-
mortgage liabilities arising from the ownershiptbé mortgaged property), many lenders will
refuse or at least balk at the necessary approval.

Thus, an adviser of a transferor of real estatarmyr other encumbered property to a
limited liability entity must carefully consider thi his or her client the risk of triggering a
potential automatic loan default.

Second, after the transfer, it is essential fertthnsferor to treat the property as actually
having been transferred--to notify tenants of thenge of ownership, for example, and to collect
no further rents from the property in the transfer@wn name. Any other practice could
constitute the commingling of assets, which, as lbesn seen, would jeopardize the asset
protection of the transferee limited liability egtitself. The danger of such commingling is
accentuated in connection with transfers to thestexor's own limited liability entities, where
all or most of the ownership interest remains enth It is so easy for transferors in that context
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to neglect to account completely separately foir ttn entities' new ownership, as they must,
from the date of those transfers onward. Seriesd. b2, by definition, required to keep the
most rigorously separate accounts of the businedspeoperty in each respective series; thus,
the danger of commingling is at its greatest aghem. But this danger is a general and
continuing one and must be constantly avoided.

Third, there is the question of insurance, esfigditle, casualty, and liability insurance,
with respect to the transferred asset. Transfa@rheir own or their own family's limited
liability entities can easily forget to amend tmsured parties under the applicable insurance
policies, with potentially disastrous consequences.

Fourth, although this might seem overly obviolg transferors must henceforth at all
times act with respect to the transferred propé@ftyt all) strictly as the authorized and so-
identified agents of the transferee entities.héyt continue to manage the property, for example,
they must make clear to all concerned that theydmieg so only in their newly assumed
capacity as agents. Transfers to limited liabigtytities can not relieve the transferors from
personal liability for their own torts concernirtgettransferred property, but every attempt must
be made to limit the subsequent risks inherenhe dwnership itself (for example, premises
liability) to the transferee entities. That cartydoe done if the transferors henceforth make clear
to all concerned that they have no further managémnesponsibilities for the property except as
the disclosed agents of the respective disclosedomeners.

There are also income tax ramifications of assetsfers to limited liability entities, of
course, including the immediate recognition of talpgain if the transfers are made to business
corporations (including S corporations) over whitle transferors do not have, directly or
through the control group to which they belongleaist 80 percent control. These tax aspects

will be briefly considered in the “Income Tax Comigan” section of this discussion, below.

V. THE CHARGING ORDER: DOES IT WORK?

The simple answer to the question posed by the dft this section is, Yes. Charging
orders do “work” in lllinois. It is a misconceptiothat charging orders merely permit a
judgment creditor of a partner, limited partnerL&C member to receive distributions from the
limited liability entity when and as the controtlippersons decide to make them to the debtor. It
is also a misconception that, while the creditoes lzeing forced to await such distributions, if

ever, to satisfy their judgments, they are alsaddrto include the phantom income from
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retained partnership or LLC income, at least unédisthe partners or members are also forced to
wait for their distributions and to report their mvwphantom income. Any skewing of tax
attributes to the particular detriment of a judgimeneditor with a charging order would violate
the economic substantiality requirement of Secli®d of the Internal Revenue Code for all
allocations of income and deductions.

Indeed, LLCs may be particularlyulnerable if regular distributions are delayed or
withheld on account of a charging order. This ecduse, as previously noted, one of the
“events” causing the dissolution and winding up af LLC's business is a “judicial
determination,” on the application of any transéeoé a member's interest, that it is “equitable”
to wind up the company's business. See 805 ILCE3B8L(5). A creditor of any LLC
member's distributional interest can become a fiea®s of that interest by the simple expedient
of foreclosing the creditor's lien that is autoroally provided by the statute as part of the
charging order. 805 ILCS 180/30-20. (This is tlwé case in certain other states such as
Nevada: there, apparently, the charging order doesonstitute a lien and does not give rise to
a right of foreclosure but is nevertheless decldgdthe statue to comprise the creditor's
exclusive remedy. See, e.g., NRS 86.401 (re LIZ@d)NRS 88.535 (re limited partnerships)).

lllinois' Uniform Limited Partnership Act, on thather hand, while it sets up exactly the
same lien foreclosure relief as part of a chargirder (see 805 ILCS 215/703), does not require
any distribution to any partner on account of disstion. 805 ILCS 215/505. It also does not
require any such partnership's dissolution excephe few narrow circumstances defined in
Section 801 and 802, none of which include “inezplg” treatment of a partner's creditor.

In this regard, just as in regard to other presipwnoted differences in the statutory
default rules concerning the buyout rights and otlghts of member and dissociated members,
lllinois LLCs provide somewhat lesser asset pravecthan do lllinois limited partnerships and
lllinois limited liability limited partnerships. fithe judgment creditor of an Illinois LLC is not
treated “equitably” after obtaining a charging ard@hat creditor can, by express statutory
authority, compel the dissolution of the entityelfs

It remains merely to add that the judgment creditwf corporate shareholders do not
obtain charging orders; instead, they execute jhdgments directly upon the debtors' stock, by
attachment and sale. Like the creditors of limpadtners, however, they have no right to any
distributions except to the same theoretical exésntlo all the other shareholders. Any initial

investment by the debtor shareholder in the cotpagatity thus remains locked in; there are no
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buyout or distribution-upon-dissociation rights| Alat they obtain after execution is the shares
of stock that the debtor owned--or what an outdidger might conceivably pay for them--
subject to any “applicable restriction” under a rehalders' agreement. (Such “applicable
restrictions” would tend to further depress thaueabf the acquired stick, especially if that stock
represented a minority interest without the powercontrol the corporation or compel its
liquidation. However, as will be seen, that adudhitil reduction in value might nevertheless not
be taken into account for transfer tax purposes.)

Stock with the necessary voting power to forceitigtion, by itself or as the key “swing
block” of stock when combined with another, wouldvays be worth at least its liquidation
value. By contrast, an illiquid powerless equitterest would always be worth far less. This is

the subject of the next section of this discussion.

VI. TRANSFER TAX VALUATION DISCOUNTS
AND OTHER TRANSFER TAX CONSDERATIONS
Certain recent decisions of the Tax Court (see, &hompson Est. v. ComrT.C.
Memo., 2002-246, aff'd sub nom., Turner v. CoriB2 F.2d 367 (3 Cir. 2004); Srangi Est. v.
Comr,, 115 T.C. 478 2000, aff'd in part, rev'd and tein' part 293 F.3d 279 (8 Cir. 2002);
and, again, Strangi Est. v. Camf.C. Memo 2003-145, aff#117 F.3d 468 (8 Cir. 2005)),

have created a brouhaha among estate plannersadeetioer transfers to family limited liability

entities can “work” any longer so as to permituaion discounts of the entity ownership
interests resulting from those contributions. Thersanswer to this question, like the question
whether charging orders still “work,” is an unequoal Yes.

The decisions that gave rise to this brouhaha eoedelast-minute transfers to limited
liability entities that lacked any credible busisgairpose and that could only be explained by an

implied agreemenrifound by the courts in each case--that the teans$ were actually to retain

the continued use and benefit of the transferredtasuntil their deaths. Therefore, under Section
2036(a) of the Internal Revenue Code, all thesetedaund that the transferors had retained a
continued interest in the transferred propertyluhgir deaths, resulting in the inclusion of that
property in their taxable estates.

This same analysis was initially applied by thetddiStates District Court in Kimbell v.
U.S, 244 F.Supp2d 700 (N.D. Tex. 2003), vacated amdde371 F.3d 257 (B Cir. 2004).
However, on appeal, the Fifth Circuit ruled thas thmited partnership and LLC property there
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concerned was NOT includible in the transferortatesbecause of the exception contained in
Section 2036(a) itself for transfers that constittibona fide sale[s] for an adequate and full
consideration in money and money's worth” applifthe Fifth Circuit ruled that the property

transfers to those entities were “bona fide salesthis sense notwithstanding the concededly
lesser market value of the transferor's ownershi@rést in the transferee entities immediately
after the transfers than of her interests in tlaates property immediately before. Because the
transferor had derived substantial consideratioyobe the fair market value of the limited

liability entity ownership interests received by lipon her transfers, including, importantly, the

resulting avoidance of any further personal lidpilivith respect to the transferred assée

above-stated statutory exception to the generaloiSection 2036(a) applied.

As concluded by the excellent discussion of thise liof cases by the leading

commentator, Louis Mezzulo, in BNA's Tax ManagemBottfolio 812-2d:_Family Limited

Partnerships and Limited Liability Comparnies

“The proper focus of a determination of whetharéhwas full and
adequate consideration, the [Kimbelburt said, is: (1) whether the
partnership interests were proportionate to thaevaf the property
contributed to the partnership; (2) whether thetidoated assets
were properly credited to the capital account @& tontributing
partner; and (3) whether on termination of the mEghip the
partners were entitled to distributions equal wirthelative capital
accounts. In this case, the Fifth Circuit conctidieat there was
full and adequate considerations, as each of teegeérements had
been satisfied.”

(Id at fn. 145 and related text)

The foregoing remarks are not to be understoochiagnizing the importance of good-
faith business purposes for the formation of fartiyited liability entities to which assets are

transferred. See, e.g., the same BNA Portfolissugsion (at footnote 152 and related text) of

the recent Tax Court decision in Bigelow Est. v.n€o T.C. Memo. 2005-65, which

distinguished_Kimbellon that basis. However, of course, valuation alists for ownership
interests in limited liability entities, as opposedthe market value of the assets transferred to
those entities, can still “work.” No gift occurpan the formation of those entities and the
contribution of those assets in return for the prapnate ownership interests in the entities (see

Kimbell, suprd. Thereafter, provided that there were good-faitimtax business reasons for

those transfers in the first place, and that thedferred assets were genuinely meant for the

entities' use (not the transferors' continued pealsase), the value of subsequent gifts of those
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ownership interests in the entities should of ceus discounted from their theoretical value
upon the liquidation of those entities. Discouafsas much as 50 percent or more may be
appropriate, in the expert opinions of businesgapers, to reflect the gifted interests' lack of
liquidity and control. Such discounts are justfi®r the simple reason that those discounted
values are all that the gifted interests are wortBee generally L. Mezzulo, BNA Tax
Management Portfolio 812/2d: Family Limited Parsteps and Limited Liability Companies

supra at footnotes 87—102 and related text.

On the other hand, if the owners of interestsartain family limited liability entities
have the right to a buyout of their interests ug@sociation, and if that buyout price is based
upon full liquidation value, then there is no raador valuation discounts of those interests.
Moreover, if that right is the default rule undkeetstatute, any limitation of that right by means
of the limited partnership agreement or operatiggeament may be disregarded as an
“applicable restriction” under I.R.C. Section 27042).

This is why lllinois' Limited Liability Company Acwas recently amended to deny the

members of a manager-managddC the power to dissociate from the company beftire

dissolution and winding up of the company unlegsdbmpany's operating agreement specifies
the time “or the events upon the happening of whikth member(s) may dissociate. 805 ILCS
180/35-50. If such power existed, any limitatiargon the LLC's default-rule obligation to
purchase the distributional interest of any dissted member would be disregarded for federal
tax purposes. (The members of member-managed BlzEs/s have the power to dissociate, by
contrast, and thus require a buyout pursuant taléfiault rule of the statute.) All of this is in
marked contrast to the default rule for limitedtparships, which is, to repeat, that “[a] person
does not have a right to receive [any] distributiggon dissolution.” 805 ILCS 215/505.
Arguably, the ability of any LLC member under tbiatute's default rules to obtain a
buyout at their involuntary dissociation by deadisability, or bankruptcy as opposed to their
voluntary dissociation by exercise of their wille(i, “power”) to dissociate, could and should, by
itself, reduce the amount of the valuation discdontsuch member's interests in the entity. By
comparison, to repeat again, the default rule ifoitéd partnerships is that no person has any

right to receive any distribution upon dissociatiarhatever the reasonThus, for purposes of

transfer tax valuation discounts as well as forppses of asset protection, limited partners may
properly be regarded as more fully locked intortipairtnerships than are members of LLCs into
their companies, and gifts to them should accotgiregeive greater valuation discounts.
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For this reason alone, not to speak of the traghlight of a foreclosing creditor of any
LLC member to seek dissolution and winding up of ttLC if the creditor is not treated
“equitably” (see 805 ILCS 180/35-1(5)), most exparctitioners continue to favor the use of
limited partnerships and limited liability limitqehrtnerships over that of LLCs for the maximum
safe valuation discounts.

Beneficial interests in trusts are not subjedthie particular sort of valuation discounts.
However, through the use of Grantor Retained Ampniitusts (as one particularly effective
transfer tax saving device), the valuation of tifesghat are in effect deferred until the end of
the annuity period, can be nearly zeroed out. geeerally M. Whitney, “Heresy or Prophecy:
The Case for Limited Estate Tax Inclusion of GRA®sthe Annuity Payment Right,” in the
Real Property, Probate and Trust Jour(fBA 2006), Vol. 41, No. 2, at pp. 381 skq
Theoretically, it should be possible to leverageAGR consisting of interests in limited liability

entities by valuation discounts of those interdstsmselves, thus achieving the maximum
possible transfer tax savings. However, the abbogationed BNA Tax Management Portfolio

cautioned (at footnote 182 and related text) th@ixpayer representation in at least one private
letter ruling approving the terms of a GRAT, thatvaluation discount was taken in connection
with the transfer of a limited liability interest the GRAT, “may indicate that the Service has
adopted the position that the transfer tax leveiggilowed through the use of a GRAT may not

be combined with lack of control and lack of magkwlity discounts.”

VIl.  INCOME TAX COMPARISON

As observed above, limited liability companiesyide somewhat less asset protection to
their owners than do limited partnerships and kehitiability partnerships. They likewise
provide less protection to their owners than daress corporations (though not the individual
directors and officers of the latter). But the @lepractical differences in the relative amounts
of asset protection provided by these entitiessaght. Thus, to repeat, the primary reason for
the rapid growth in the use of LLCs since 1994 aesypkcially since 1996 (when the I.R.S. issued
its “check-the-box” regulations: see Reg. § 301173)) has unquestionably been their federal
income tax benefits.

Apart from single-member LLCs, which are in almaBtcases entirely disregarded for
income tax purposes, leading to their frequentassgart of an overall organization of related
limited liability entities, almost all LLCs eleab e taxed as partnerships under Subchapter K of
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the Internal Revenue Code. Thus, they have, innoomwith all other partnerships, the tax
benefits of being a pass-through entity. Onlygheners themselves are taxed and only on their
respective allocated shares of the partnershigsnme, deductions, and other tax attributes.
I.LR.C. 88 701, 702. Those shares, too, may beiapeallocated to the tax advantage of
particular partners so long as those allocatioss@ss economic substance. |I.R.C. § 704.

Partners' contributions of appreciated propertythi® partnership are, except in rare
instances, tax-free regardless of whether thoseegyarare part of a control group owning 80
percent or more of the equity. 1.R.C. § 721.

Partners' tax bases may include their respectinages of partnership liabilities, thus
creating the possibility of substantial passed#gtodeductions for the partners, subject to the
“at risk” and “passive loss” limitations.

Partnership distributions, of all kinds, even iquidation, are also in general tax-free.
I.LR.C. § 731.

All of these favorable income tax features of parships are in contrast to the
corresponding unfavorable income tax features otdfporations, i.e., corporations taxed
according to Subchapter C of the Code, which arevalb known as not to require discussion
here.

True, C corporations and S corporations may engadax-free reorganizations under
Section 368 of the Code, whereas partnerships raay This is one of the few relative benefits
of corporate as opposed to partnership income itaxatHowever, because of the very liberal
rules regarding tax-free distributions by partngash this factor is not usually of any
significance. (Partnerships may carry out nontbxaartnership-to-partnership conversions,
anyway, pursuant to Section 721). Even where ghtnbe of some significance an LLC has the
right to elect corporate status for income tax pags under the aforementioned check-the-box
regulations.

The only form of ordinary business corporatioret forovides income tax benefits at all
comparable to those of LLCs and partnerships isStteorporation. Assuming that it has not
been converted from a C corporation with earningd @rofits or “built-in gains,” an S
corporation provides essentially the same tax-fr@gs-through of income and deductions as a
partnership. However, an S corporation sharehsltasis is noincreased by that shareholder's
proportionate share of any company liabilities ssléhe shareholder is personally at risk as to

them. An S corporation may not make the Sectiof @ction that a partnership may to
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increase a newly incoming purchasing shareholddsated portion of the entity's own internal
basis in its assets to reflect the purchase pfickad stock and thus minimize the shareholder's
allocated gain upon the sale of those same as#éisse still, upon liquidation, an S corporation
is itself subject to capital gains tax--and thug tmeated as a complete pass-through entity--
although the former shareholders are allowed taesse their bases in any distributed
appreciated assets by their proportionate shateabtax.

S corporations may not have more than 100 shatet®lalthough family members are
now treated as a single shareholder) who musexatlept in the case of Qualified Subchapter S
Subsidiaries as previously discussed) be indivelwaho are not nonresident aliens; estates;
certain kinds of trusts; or “qualified tax-exemptsgeholders.”

The shares of an S corporation must consist of oné class of stock, although some
differences, such as voting rights, within thatginclass are permitted so long as they do not
amount to economic preferences.

These rigidities of the equity capitalization of ®rporations obviously compare
unfavorably to the complete flexibility available LLCs (especially Series LLCs), partnerships,
and C corporations.

However, as previously mentioned, S corporatiampivide one important tax benefit
that partnerships do not--in regard to employmenxtes. The deemed dividends of an S
corporation, i.e., all of its passed-through netome, are not treated as earned income for
purposes of employment taxes, whereas all the ircofipartners except for limited partners
ordinarily is so treated. (Limited partners arédyaequired to report any “guaranteed payments”
that they receive from their partnerships in retéwn their services, if any, as employment
income.) This factor can by itself make S corporet more desirable than partnerships from an
overall combined tax standpoint in a variety ofigitons. One such situation has long been their
use as the general partners(s) of limited partigsshAnother is their increasingly common use
as the managers of manager-managed LLCs, the noagmg members of which may thus
become comparable to limited partners and escageeaiployment taxes on their passed-
through income other than guaranteed paymentsefoices performed (although this favorable
result is not so nearly certain in the case of LlaSsit is in the case of limited partnerships,
where it is required by statute: see I.R.C. Sectdd2 (a)(13)).

lllinois' income tax treatment of limited liabyitentities generally follows their federal
income tax treatment except for the applicablestate
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lllinois' personal property replacement tax, ibsld be mentioned, is 2 1/2 percent upon
C corporations and 1 1/2 percent upon LLCs, pastnps, and S corporations except that single-
members LLCs are disregarded for purposes of tiditianal tax.

VIlIl.  WHEN LLPS OR LLCS ARE NOT USEFUL

Except for those Publicly Traded Limited Partnggshwhich receive “qualifying
income” as discussed above and are thus permatbed taxed as partnerships, all other limited
liability entities are taxed as C corporations @snsas their ownership base expands to the point
where their equity interests are or could be pupliaded. Therefore, with the very important
exception just noted, the limited partnership aingitéd liability company vehicles hold few
attractions to such large numbers of investorsthdh sense, subject to that exception, they could
be regarded as relatively unuseful at that levélusiness operations.

On the other hand, they do offer greater assdaegion for their general partners and
managers than is allowed for individual officersdagirectors of corporations, and are thus
always potentially useful for them.

Other circumstances in which limited partnershgslimited liability companies in
particular might seem to be of little use are thdescribed in the foregoing discussion of the
State Law Requirements For Personal Liability. &ommple, the existence of an LLC will not
shelter an LLC manager from personal liability fioat manager's own torts whether or not they
are also the torts of the LLC. However, in genetta¢ very existence and use of the limited
liability entity structure tend to minimize the ptecal risk of personal liability. “Piercing the
corporate veil” is always difficult because the @lepolicy of all the limited liability statutesi
to encourage the undertaking of business ventwegsehmitting the curtailment of individual
personal asset risk.

Moreover, although there can not be single-parpagtnerships, single-member LLCs,
especially Series LLCs, confer major asset praiacbenefits upon their respective owners
along with a complete look-through of tax attritsutehat is surely “useful.”

Ultimately, it would seem, there is no reasondoy ongoing regular business rotbe
conducted in some limited-liability form unlessithés so little potential liability associated with
that business, or so little apart from unavoidgiméential professional malpractice liability or
other unavoidable personal liability (such as peatg@uaranties) that creditors will demand in

any case, that the costs of establishing and apgrtie entity exceed the benefits. Given the
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modest costs ordinarily involved, most sole prdprghips, and especially general partnerships,
would probably benefit by conversion to a limiteability form.

IX.  ESTATE TAX PLANNING CONSIDERATIONS

Several of the most important estate tax planr@agsiderations concerning limited
liability entities have already been discussed urile heading of "Transfer Tax Valuation
Discounts and Other Transfer Tax Consideration¥d reiterate the most important points,
substantial transfer tax valuation discounts caimidely be achieved by a program of lifetime
gifting of unmarketable, noncontrolling interestsfamily limited liability entities, and if those
entities are actually conducted as a business weifdr substantial business purposes the I.R.S.
should be unsuccessful in any attempts to draw gifthback into the donors' estates after their
deaths under I.R.C. § 2036 or § 2038.

Moreover, if the gifting program has reached tb@pwhere the donor only retains an
unmarketable, noncontrolling interest in the endétythe time of the donor's death, even that
interest may appropriately be discounted for estatgurposes.

All this is in contrast to the situation in white gifts of interests in the limited liability
entity are deferred until the owner's death. bt ttase, no discounts are available. If the entire
taxable estate is less than the exemption equivateount ($2 MM this year and next, less any
prior taxable gifts), this may be a desirable ootedoecause of the step-up in the tax basis of
estate assets other than "income in respect otedéat" to their market value as of the date of
the decedent's death under I.R.C. § 1014. Howéwelarger estates, the failure of the owners
to take advantage of readily available valuatistdunts by lifetime gifts of interests in limited
liability entities, perhaps further leveraged bg tise of GRATSs (as suggested above), would be
difficult to justify.

Indeed, even the expensive procedural necessitpbtdining qualified professional
appraisals to support claimed valuation discoumteaxable gifts, can be of distinct benefit to
donors. The filing of the corresponding gift taturn, supported by such an appraisal, starts the
statute of limitations running against I.R.S. dtton the claimed gift. Even if in theory the
I.R.S. could still argue many years later, upon dbeor's death, that the duly reported gifted
asset remained sufficiently in the donor's "poseaser use" (in an extreme case) to warrant

reinclusion in the donor's estate under I.R.C. 862Qhis risk could only be reduced by the
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timely filing of properly documented gift tax rehs as the gifts were made. It is important to

note in this connection that none of the recengésas which the courts have found an implied

agreement that the donors would have the contiigedof the qifted assets -- thus causing the

inclusion of those assets in their estates und#3% -- involved such long-standing previously

reported taxable qifts.

Lifetime qifts through the use of limited liabylitentities allow for relatively safe
valuation discounts, then, that are not generalbilable for direct ownership interests in the
underlying assets or beneficial interests in trtfsas own the underlying assets.

In addition, the donors may, relatively safely dan 882036 and 2038), retain much
greater control over a limited liability entity théney use as the vehicle for their gifts than they
may over a trust. Although it is safest, of coufsethe donors eventually to relinquish control,
the fact that they may have it at all, even whikking their gifts, makes limited liability entities
an attractive "trust substitute” for many donorsnany situations.

On the other hand, the common use of family lichitebility entities to make discounted
gifts that are NOT reported to the I.R.S. on theotly that their discounted value is less than the
annual exclusion amount ($12,000.00 per year peeetd24,000.00 with spousal gift-splitting),
is fraught with peril. Under Hackéome of the very same factors that would quatéygifts for
valuation discounts could disqualify them as "pr¢seterests” eligible for the annual exclusion.
And, with no gift tax return and supporting appadisled, the statute of limitations against the
I.R.S. attack would never start running.

Thus, in regard to their transfer tax benefitd @s in regard to their asset protection
benefits, limited liability entities are best useatefully, with full knowledge of the safest ways
to realize all their benefits. In a word, theylcr careful planning, ideally with expert
professional advice.
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