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Staying One Step Ahead of Your Creditor Predator

Now more than ever before, our
clients are expressing concern over
their vulnerability to lawsuits and
creditors. The question they ask us to
helpthem answer ishow can oneshield
assets from potentia creditors? Medi-
caid planning and offshore asset shift-
ing are the two things people most
often think about when they hear the
term “ Asset Protection.” However,
these two topics are often not applica-
ble to our clients, and, therefore, are
not the subject of this article. On the
one hand, some clients think of pro-
tecting assets from the cost of Medi-
caid. Thisis an important matter. But
typically, Medicaid is a program for
theimpoverished, and therefore, really
applies only to the impoverished.
There are different rules that apply to
Medicaid. Others think of sophisti-
cated (and expensive) strategies in-
volving Swissbank accountsand trusts
set upinthe Cook | slands, among other
places, for the ultra-wealthy. Impor-
tant as well, admittedly, but the costs
are often prohibitive to the typical
small to mid size business owner.

Many of us, therefore, just don't
think about taking steps to protect as-
setsinour ownlives, eventhoughthere
aresomerelatively simple, timetested,
and absolutely legitimate strategies
that can effectively protect personal as
well as business assets from the grasp
of creditors, no matter how small or
great a person’s net worth might be.
Clearly, in the increasingly litigious
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society in which we live, the use of
asset protection planning to maximize
the protection of an individual’ s estate
ismoreimportant than ever. Weareall
exposed to divorce, civil lawsuits, en-
vironmental hazards, malpractice
claims, simple contract issues, and
taxes. Therefore, it is crucia to con-
duct areview of your own assets and,
if you haven't already done so, imple-
ment a personalized asset protection
strategy.

The following is a brief discussion
of some basic concepts and strategies.

1. Incorporating
Whether itisacorporation, alimited
lighility company, or alimited partner-

ship, thefundamental reasontoincorpo-
rate isthat it provides alega structure
for protecting one’'s personal assets
from those of abusinessenterprise. The
law in every sate reflects the public
policy that an individual pursuing a
commercia endeavor may protect hisor
her personal assetsfrom the creditors of
thebusinessby incorporating. Thispro-
tection, however, contains exceptions
for incorporated entities that do not fol-
low appropriate corporate formalities.
Merely having incorporated isn't
enough. A corporation, for instance,
must have bylaws, annua corporate
minutes, stock ownership records, €tc.,

Continued on page two.

priority for attendance.

Massachusetts Data Security
Law Seminar Postponed

Asmany of you know, the implementation date for the new Massachusetts
Data Security Laws has been pushed back to January 1, 2010. Therefore,
the Firm’s seminar (for the benefit of Firm clients) on the same topic has
also been postponed. We have set atentative date of October 1, 2009 at 8:30
am for the seminar. We will provide more details and sign-up information
as the date gets closer. Seating capacity will be limited, however, those
clients that signed up to the previously scheduled seminar will be given
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and must not commingle funds or use
business assets for persona expenses.
Other incorporated entities, such aslim-
ited liability companies, and family lim-
ited partnerships have different require-
ments, but the substance is the same,
they must follow the formalities re-
quired for that type of entity. Courtswill
deny the asset protection an incorpo-
rated entity is intended to provide, on
thebasisthat in substance, if notinform,
it was not operated as a separate incor-
porated entity. To the extent a business
hasincorporated, but doesnot maintain
the necessary documentation, the busi-
ness is no more protected than it would
be were it to operate as a sole proprie-
torship.

2. Separating Assets

Once incorporated, a business
owner should consider segregating
business assets into separate entities,
thereby protecting claims against one
portion of the business from others.
This can be accomplished by separat-
ing different business functions. For
instance, a business that manufactures
and shipswidgets, may consider incor-
porating awidget manufacturing com-
pany that is separate from the widget
shipping company. Tothe extent that a
delivery truck, for example, hasan ac-
cident that createsaclaim, the assets of
the shipping company may be ex-
posed, but the assets of the manufac-
turing company may be preserved. The
same widget manufacturer may own
his own manufacturing plant. Typi-
caly, the businessrea estate is owned
by aseparate entity, and aformal lease
(with fair market value rent) is exe-
cuted between thereal estate entity and
the business entity, even though the
same person or group ultimately owns
both entities. Other more sophisticated
strategies for separating assets from
claims of the business involve selling
avaluable asset (an expensive widget
making machine, for example) to a
separate entity, and having the busi-
ness lease it back from the separate

entity (Care must be given, however,
to avoid unintentionally triggering
Massachusetts sales taxes, among
other traps for the unwary). The busi-
ness can thereby protect the capital it
hasin the machineagainst other claims
against the business. Or in the dterna
tive, the company can make a loan to
its sharehol ders, secured by the equip-
ment, inventory, and receivables, for
exampl e, of thebusiness, thereby strip-
ping equity from the business. Of
course, one other very simple way to
accomplish such ’equity stripping’ is
to keep business cash accounts as low
as possible by distributing cash out to
the shareholders whenever possible.

3. The Charging Order

Intheevent that adip andfall at the
businessresultsin aclaimant suing the
business and further, that the claimant
makes a successful argument against
the business owner, individualy, as
well (perhaps due to not having oper-
ated the entity with the appropriate
level of corporate formality as dis-
cussed above), then in certain in-
stances, the claimant can only obtain a
charging order against the interest
owned by the businessowner incertain
entities. A charging order is merely a
right to receive the income earned by
the owner of an interest in an incorpo-
rated entity, if, and only if, the entity
makes such a distribution. In many
ways, a charging order is afrustrating
award to the recipient creditor because
the creditor cannot compel theentity to
make distributions of cash or assetsto
pay off the claim. The creditor merely
owns a non-controlling, non market-
ableinterest. Thismakesthe collection
much more difficult for the creditor,
especidly if the managing principals
of the incorporated entity do not want
that creditor to obtain the money. And
in the closdy held business context,
they often do not. There is some dis-
agreement inthelegal community over
the effectiveness of the charging order
in the context of entities which are
owned 100% by one individual, but
these issues can typicaly be resolved
with proper planning.

4. The Estate Plan

When considering drafting an es-
tate plan designed to distribute assets
to children, avoid probate, and savein
estate taxes, a parent often overlooks
what may be the biggest asset protec-
tion strategy available, the kind of as-
set protection otherwise only available
to theultrawealthy asdiscussed above.
By providing childrentheir inheritance
intrust (to be used for their benefit) for
their entire lifetime, a parent can pro-
tect that inheritance from the claims of
creditors (including ex-spouses).
Typically, the law provides that a per-
son can not protect against claims
against that person, individualy, by
making transfers of his or her own
assets to a trust of which he or she
benefits. (In simple terms, a person
who is getting a divorce can not trans-
fer his or her brokerage account to a
trust, established for hisor her benefit,
that will prevent it from being consid-
ered in divorce proceedings). But, the
law also recognizes a person’ sright to
restrict a gift of assets to another. In
essence, aninheritanceis merely agift
to one’ s children, and therefore such a
gift can have restrictions placed on it.
So although the child can not keep his
or her own assets from consideration
in divorce proceedings, a parent’s es-
tate plan can contain provisions that
allow the child to be the beneficiary of
atrust during the child’s lifetime (and
even allow thegrandchildrento get the
assets upon the child’'s death) while
preventing exposure of the assetstothe
child's ex-spouse, or other creditors.
Since the parent has restricted the use
of theinheritance (whilestill providing
for the use of the money for the chil-
dren’s benefit) the ex-spouse’s rights
to the assets are limited.

5. Insurance

Of course, thefirst topicin any asset
protection discussion involves insur-
ance. Life, property, casualty, and um-
brella are all considerably effective
methods for ensuring that in the event
of aloss, whether dueto creditors, acts

Continued on page four.



Estate Planning: A Gift of Debt

If you inherit property, of course
you should be grateful and count your
blessings. Still, consider the possibility
that the gift may comewith abig string
attached—a debt linked to the prop-
erty, such as is particularly common
with real estate or a car. In that event,
the question arises as to whether the
debt must be satisfied from the particu-
lar asset or from the decedent’s estate
more generally. How this question is
answered can cause abig swing in the
respective gift amountsfor beneficiar-
ies of an estate.

Historically, the law presumed that
the debt was not to be paid from the
property that was connected to it. The
reasoning was that a true gift should
not come laden with such a burden.
Over time, as taking on debt became
commonplace, this thinking changed
and statutes flipped the conventional
assumption. Increasingly, these laws
start from the premise that the property
left to someoneincludesthedebt onthe
property, unless the decedent in his or
her will clearly indicated a different
intent. That is where careful estate
planning, with professional guidance,
comesin.

It is best to leave no doubt for the
ordinary lay reader of awill. A general
directive in the will to pay al debts of
the testator is too nebulous. Instead, if
theintent isnot to keep the asset joined
to the debt, language something like
this should be used in awill: “If [the
specific asset] issubject to amortgage,
security interest, or other lien, | direct
that my executor pay the debt from
other property of my estate which is
not given to a specific person or en-
tity.”

This scenario was played out re-
cently in a case in which afarmer left
to his (favored?) son three different
farms, each of which was encumbered

by debt. To his other son he left the
residue of the estate. When the father
died, the executor used part of the es-
tate proceedsto pay off theloansto the
farms, so that the first son would re-
ceivethem debt-free. Not surprisingly,
the second son, whose inheritance was
thereby diminished, brought the matter
to court.

The second son prevailed, forcing
payment of the debts for the farms to
come from the farms themselves. The
father’ swill directed in a general way

that debts were to be paid from the
estate. However, under the relevant
state statute, that was not asufficiently
explicit indication of intent to satisfy
the debts on the farms from the residu-
ary estate. In other words, the will had
not clearly shownanintent that thefirst
son wasto receive the farms debt-free.
As aresult, the first son got the three
farms, but he, not the second son, also
got theresponsibility for paying off the
attached encumbrances, which totaled
almost a quarter of amillion dollars.

Red Estate Roundup

No-Show Mover Must
Make Mortgage Payments

A family hired a moving company
to pack up their belongings in their
home and move them to a new house
in another state. The mover packed up
everything, but failed to come back for
the loading and moving. This was
more than merely inconvenient, be-
cause the family’s sde of their old
house was contingent upon delivery of
a vacant house. When the purchasers
arrived to find a house full of packed
boxes, the sale fell through.

The family sued the moving com-
pany for breach of contract and negli-
gence. Their attorney wrote to the
mover demanding reimbursement for
lost profits when the family had to
regroup and find a new buyer, and for
the additional mortgage payments,
utilities, and taxes they had to pay dur-
ing that time. The letter stated that it
was not possibleto give an exact dollar
amount on the damages until the home
was actually sold to anew buyer.

Under a federa law known as the
Carmack Amendment and accompa-
nying regulations, a carrier must issue
areceipt or bill of lading, under which
it may be liable for loss or injury to
property if theclaimant makesatimely
claim for the payment of aspecified or
“ determinable” amount of money.
The Amendment preempts any state
law claims such as the family had al-
leged in their lawsuit.

The mover argued without success
that the family could not recover the
mortgage payments and other forms of
damages under the Carmack Amend-
ment because the letter from the fam-
ily’ s attorney, lacking a dollar amount
for the claimed damages, had not
sought a “ determinable” sum of
money. A federal court ruled that valid
claimsagainst acarrier are“ determin-
able,” not because they include some
dollar amount, but because they pro-
vide enough information about the na-

Continued on page three.

Actual resolution of legal issues depends upon many factors, including variations of facts and state laws. This newsletter is not
intended to provide legal advice on specific subjects, but rather to provideinsight into legal developments and issues. Thereader
should always consult with legal counsel before taking action on matters covered by this newdetter.




Real Estate Roundup
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ture and extent of the carrier’ sliability
to allow the carrier to understand its
potential exposure to liability. The at-
torney’s letter satisfied that require-
ment. Although avalid claim against a
carrier will ofteninclude an estimate of
the shipper's damages along with
enough factual information to inform
the carrier of the basisfor the claim, a
dollar amount is not an absolute re-
quirement under the Carmack Amend-
ment.

Economic Loss Rule Bars
Misrepresentation Claim

Where parties have entered into a
contractual relationship and damage
occurs occasioning merely economic
losses, the economic loss rule bars the
complaining party from asserting tort
remedies and limits that person to the
contract remedies that were bargained
for and agreed upon. Economic losses
are distinguished from physical harm
or damage to property other than the
defective property itself. Therationale
for theruleisthat partiesto a contract
should resolve disputes emanating
from that contractua relationship un-
der thelegal remedy that ismost appro-
priate and most in keeping with their
expectations when they signed the
contract.

After a couple purchased a home,
they discovered that the home had
some leaks in its roof, despite what
they said were assurances given both
verbally and in disclosure forms that
the sellers had never had a problem
with the roof. When the new owners
experienced water damage to interior
ceilings, walls, and flooring due to the
leaky roof, they sued the sellers for
negligent misrepresentation. That the-
ory ran aground on the economic loss
rule, notwithstanding an argument
against its application. The buyers ar-
gued tono avail that therule should not
apply because the claim was not for
damage to the leaky roof itself, but to

the resulting damage inside the home.

The court declined to split up the
house, figuratively speaking, for pur-
poses of the economic lossrule. Asthe
court put it, the buyers purchased a
finished home from the sellers, not a
collection of component parts. Both

theroof and the other damaged parts of
the house were under the umbrella of
the sales contract. Accordingly, any
assurances that had been given by the
sellers had to be examined and evalu-
ated through the agreement, not on tort
principles.

Protecting Assets
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of nature, or otherwise, thereisprotec-
tion. All individuals, whether business
owners or not, should take efforts to
implement and regularly review their
insurance protection, and their cover-
age exclusions.

6. Homestead

A simple way of protecting the
value of the equity in a primary resi-
denceisby recording ahomestead dec-
laration. A homestead in Massachu-
settsisastatutory mechanism that pro-
vides for the protection of up to
$500,000 worth of the equity in a pri-
mary residence from the subsequent
claims of creditors. Thereis enhanced
protection for individuals over the age
of 62 and disabled individuas. Home-
steads do not protect against claims of
all creditors, however, including
claims of child support, alimony, and,
as recent case law indicates, bank-

ruptcy.

7. Domestic Asset
Protection Trusts (DAPT’s)
Recently, Rhode Island has joined
other states such as Delaware, Nevada,
and Alaska, among others, in recogniz-
ing truststhat allow apersontotransfer
assets to avoid creditors clamsin the
same manner that foreign jurisdictions
(like the said Cook Islands) purport-
edly provide. Although these types of
trusts are certainly viable strategies
(especially for clientswho live or have

assets in those jurisdictions), there is
some uncertainty as to whether or not
Massachusetts, for example, will rec-
ognize them with respect to a clam
brought in Massachusetts. Therefore,
due consideration should be given to
whether the expense of setting up a
DAPT isworth the potential benefit.

8. Foreign Entities

Costly though they may be, there
are potential benefits to establishing
offshore entities for clients who have
high tolerances for risk. Examples do
exist of wealthy individual swith major
claims against them, who successfully
shield assets from creditors by moving
them offshore. Bernie Madoff, for ex-
ample, has likely researched these
kinds of strategies recently. The writ-
ing on the wall, however, seems to
indicate such strategies are becoming
less effective. The U.S. Government
has recently had success against the
likes of UBS, the Swiss banking giant,
which led the Swiss government to
overturn longstanding Swiss banking
secrecy laws that historically enabled
U.S. residents to shield their assetsin
Swiss banks.

Theaboveexamplesareintended to
convey generally methods of asset pro-
tection available. There are plenty of
caveats and exceptions, and other mat-
ters to consider in the discussion of
what kind of asset protection plan is
right in each individua circumstance.
But certainly, in every case, attention
should be given to making sure assets
are protected.



