THE ONE-TWO PUNCH: THE USE OF TRUSTS AND LLCS IN ASSET
PROTECTION
By Jacob Stein, Esq.1
The term “asset protection” is commonly misunderstood. Many believe that it
refers to the techniques used to shield a debtor’s assets from creditors’ claims. Because it
is impossible to “bulletproof” a debtor, asset protection involves structures and
techniques that make it more difficult and expensive for a creditor to reach a debtor’s
assets. The objective is to change the creditor’s economic analysis, making the pursuit so
difficult and expensive that the creditor will either give up or be willing to negotiate on
terms more favorable to the debtor.
All asset protection planning2 is based on the following two premises: (1)
creditors can generally reach any asset owned by a debtor;3 and (2) creditors cannot reach
those assets that the debtor does not own,4 or assets that are exempt from claims of
creditors under state law.5 Consequently, the focus of all asset protection planning is to
either remove the debtor from legal ownership of assets, while retaining the debtor’s
control over and beneficial enjoyment of the assets, or to convert the debtor’s existing
assets into exempt assets.
Trusts are commonly used to remove debtors from legal title to their assets, while
allowing debtors to directly or indirectly retain control over the transferred assets. LLCs
are used to convert debtor’s assets into property that enjoys a strong protection from
attachment by creditors.
I.

ASSET PROTECTION TRUSTS

A trust is a legal agreement between the settlor and the trustee, wherein the settlor
transfers legal title of assets to the trustee, and the trustee holds legal title for the benefit
of trust beneficiaries.6 By splitting the beneficial enjoyment of trust assets from their
legal ownership, a trust allows a debtor to give up legal title, while retaining beneficial
enjoyment and possibly control over the assets.
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A creditor’s ability to satisfy a judgment against a beneficiary’s interest in a trust
is limited to the beneficiary’s interest in such trust.7 Consequently, the common goal of
asset protection trusts is to limit the interests of beneficiaries in such a way so as to
preclude creditors from collecting against trust assets.
A.

Should Always Be Irrevocable

A revocable inter-vivos trust (a “living trust” in the common parlance), is a
frequently used estate planning tool, but has little relevance in asset protection planning.
To the extent a settlor retains the power to revoke a trust; the settlor’s creditors can reach
the assets of the trust.8 Almost every trust drafted with asset protection in mind should be
irrevocable. (The limited asset protection uses of revocable trusts (like land trusts and
other trusts used to camouflage title) are beyond the scope of this article.)
The protective benefits of an irrevocable trust were addressed in a recent
California decision, Laycock v. Hammer.9 A debtor established an irrevocable life
insurance trust and a few months later transferred a life insurance policy to the trust. A
couple of years later the debtor (and then his estate) was pursued on a money judgment
and the creditor attempted to reach the life insurance policy transferred to the irrevocable
trust. The court stated unequivocally that the life insurance policy was the property of the
trust and not of the debtor, and the creditor could not reach the policy.10
B.

Spendthrift Trusts
1.

Generally

A spendthrift trust is a type of trust that either limits or altogether prevents a
beneficiary from being able to transfer or assign his interest in the income or the principal
of the trust.11 Spendthrift trusts have traditionally been used to provide for beneficiaries
who are incompetent or are simply unable to take care of their own financial affairs.
Today, almost every trust incorporates a spendthrift clause.
If a trust incorporates a spendthrift clause and the beneficiary is therefore
precluded from transferring his interest in either income or principal, then the
beneficiary’s creditor will not be able to reach the beneficiary’s interest in the trust.12
The protection of the spendthrift trust extends solely to the property that is in the
trust. Once the property has been distributed to the beneficiary that property can be
reached by a creditor, except to the extent the distributed property is used to support the
7
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beneficiary.13 If a trust calls for a distribution to the beneficiary, but the beneficiary
refuses such distribution and elects to retain property in the trust, the spendthrift
protection of the trust ceases with respect to that distribution and the beneficiary’s
creditors can now reach trust assets.14
2.

Exceptions to the Spendthrift Protection

There are three notable exceptions to the protection afforded to a beneficiary of a
spendthrift trust.
i.

Self-Settled Trusts

If the settlor of a trust is also a beneficiary of a trust, then the assets that the settlor
has retained a benefit in will not be protected by the trust’s spendthrift clause.15 This is
known as a prohibition against “self-settled” trusts.
The settlor does not need to be either the sole settlor or the only beneficiary of the
trust. As long as the settlor is a beneficiary of the trust to any extent, to that extent the
trust will be deemed self-settled.
If a trust is self-settled that means only that the interest of the settlor-beneficiary is
not protected from creditors. It does not mean that the trust is invalid, that other
beneficiaries are unprotected or that the trust does not offer other benefits. In the above
example, the trust is self-settled only as to John, and not as to his children.
The prohibition against self-settled trusts in California is well-settled. In DiMaria
v. Bank of California Natl. Assoc.,16 the settlor-beneficiary of a trust retained the right to
the income for life and to invade principal if income was insufficient for her support, with
remainder interest given to her children. The trustee was required to make distributions
pursuant to an ascertainable standard. The settlor could not revoke the trust.
The court held that only “the income and the additional corpus required for her
support and obtainable by her from the trustee” is subject to creditor claims.17 The rest of
the corpus, including the remainder interest were not for the benefit of the settlorbeneficiary, and thus not self-settled (and therefore not reachable by the settlor’s
creditors).
If the trustee of a self-settled trust has any discretion in making distributions, then
the creditors of the settlor may reach the maximum amount that the trustee may distribute
in his discretion to the settlor-beneficiary.18
13
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Consequently, when a trust is self-settled, to obtain any asset protection for the
settlor, discretionary powers should be avoided in favor of a clearly ascertainable
standard.
While California, like most other jurisdictions, strips the spendthrift protection of
a trust when it is self-settled, certain jurisdictions no longer conform to this rule. These
jurisdictions include certain U.S. states, like Delaware, Alaska and Nevada, and certain
foreign nations, like Saint Vincent and the Grenadines and the Cook Islands. Forming an
irrevocable trust in one of these jurisdictions may be another way to preserve the
protection of the spendthrift clause of a self-settled trust.
ii.

Sole Trustee and Sole Beneficiary

When a debtor is the sole beneficiary and the sole trustee of a trust, the trust’s
protective benefits are lost because the trust is deemed terminated and the beneficiary
holds trust assets free of trust.19 This happens because of the doctrine of merger – the
debtor now holds all the equitable interests in the trust in his capacity as the beneficiary,
and all the legal interests in his capacity as the trustee. When the equitable and legal
interests are vested in one person, there is no longer a trust relationship and that person
can fully dispose of the property as any other person.
California has a limited anti-merger statute which provides that when the settlor
of a trust is also the sole trustee and the sole beneficiary the trust will not be deemed
merged or terminated if it names one or more successor beneficiaries.20 The intent of this
statute is to insulate a trustee of a living trust from personal liability when acting in the
capacity of a trustee.21
Because the California anti-merger statute has little relevance when drafting asset
protection trusts, such trusts should not have the same one trustee and beneficiary. This
may be avoided by naming a co-trustee, by adding another beneficiary, or by picking a
jurisdiction with a strong anti-merger statute.
A beneficiary of a trust includes any person who has a present or future interest in
the trust, vested or contingent.22 In Ammco Ornamental Iron a creditor of a beneficiary,
who was also the sole trustee, attempted to challenge the spendthrift clause of an
irrevocable trust by arguing that under the doctrine of merger the trust terminated. The
debtor-beneficiary held a life estate, and on his death the trust corpus was to be
distributed to the beneficiary’s children pursuant to a testamentary power of appointment
held by the beneficiary. The court held that when the remainder beneficiary is in
existence and ascertained and the remainder man’s interest is not subject to a condition
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precedent, the remainder interest is vested in such beneficiary.23 The fact that the interest
of the remainder beneficiary was subject to a complete divestment (due to lifetime
distributions to the current beneficiary), did not change the remainder beneficiary’s status
as a beneficiary of the trust.24 Consequently, the children of the debtor-beneficiary also
qualified as the beneficiaries of the trust, and the doctrine of merger was inapplicable.
iii.

Support Payments

Even if an irrevocable trust has a spendthrift clause, a court may order the trustee
to satisfy a beneficiary’s support obligation to a former spouse or minor child out of any
distributions that the trustee has decided, in his discretion, to make to the beneficiary.25
3.

Discretionary Trusts

A trust is called “discretionary” when the trustee has discretion (as to the timing,
amount and the identity of the beneficiary) in making distributions.26 There must not be
any trust provisions that mandate a distribution, but there may be provisions that set
standards for distributions.27 Because the trustee is not required to make any distribution
to any specific beneficiary, or may choose when and how much to distribute, a
beneficiary of a discretionary trust may have such a tenuous interest in the trust so as not
to constitute a property right at all. If the beneficiary has no property right, there is
nothing for a creditor to pursue. The statutes follow this line of reasoning by providing
that a trustee cannot be compelled to pay a beneficiary’s creditor if the trustee has
discretion in making distributions of income and principal.28
Practice Pointer: When drafting a trust that allows the trustee to exercise
discretion in making distributions subject to a standard (including an ascertainable
standard), the discretion clause should be carefully worded. Practitioners should always
favor using permissive phrases such as “trustee may pay to the beneficiary” instead of
mandatory phrases such as “trustee shall pay to the beneficiary.” In U.S. v. Taylor,29 the
trust provided that the trustee “shall pay” to the beneficiary so much of the income from
the trust as the trustee deemed necessary for the support of the beneficiary. The court
interpreted that language to mean that the trustee was mandated to make distributions,
and his discretion was limited only to determining the amount “necessary.”30
Even if a trust is truly discretionary it should have a spendthrift clause. While the
trustee would not need to honor a beneficiary’s demand for a distribution, it is possible
that absent the spendthrift clause a creditor would force the beneficiary to assign his
interest in the trust (whatever it may be) to the creditor. If that happens, then some day
23
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when the trustee does make a distribution, it will be made to the creditor. Also, most
trusts are never fully discretionary and it makes sense to obtain the protection of the
spendthrift clause.
Once the beneficiary receives a distribution from the trust, even if it is
discretionary, the protective benefits of the trust cease. The distributed assets are treated
as any other assets of the beneficiary-debtor, and there is no statutory protection available
for such assets simply because the assets used to be held in a trust.
In a case of first impression, a California court held that even a fully discretionary
trust cannot shield a beneficiary from child-support obligations because of the overriding
public policy support for satisfying child support obligations.31 In interpreting Probate
Code § 15305, the court stated that “The statute cannot have been intended to allow a
beneficiary to defraud support creditors by hiding behind the trustee’s discretion.”32
The court’s analysis is suspect. The intent of the Probate Code is irrelevant if the
debtor-beneficiary has no property right in the trust because of a trustee’s unfettered
discretion.
II.

DOMESTIC ASSET PROTECTION TRUSTS
A.

Generally

A properly drafted trust, incorporating the pointers from the discussion above,
may be an insurmountable obstacle to creditors; provided that the trust is for the benefit
of a third-party beneficiary.33 Most asset protection clients look to protect their own
assets and are usually not beneficiaries of existing trusts. Consequently, the majority of
asset protection trusts are self-settled. Because California strips the spendthrift protection
of a self-settled trust, practitioners must look to other jurisdictions.
Several U. S. jurisdictions now allow self-settled trusts to afford their settlers the
protection of the spendthrift clause. Alaska was the first jurisdiction to enact such laws in
199734 and was shortly followed by Delaware,35 Nevada36 and a few others.37 All of
these self-settled domestic asset protection trusts shall be referred to as “DAPTs.”
Using Delaware as sample DAPT jurisdiction, a Delaware DAPT must comply
with the following requirements: (i) the trust must be irrevocable and spendthrift; (ii) at
31
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least one Delaware resident trustee must be appointed; (iii) some administration of the
trust must be conducted in Delaware; and (iv) the settlor cannot act as a trustee.38
The DAPT jurisdictions appear to be a simple solution for a settlor of a selfsettled trust seeking asset protection if the settlor is a resident of a DAPT jurisdiction and
has assets in the jurisdiction. California residents with California assets may not be able
to reap the asset protection benefits of these trusts: (i) the situs and the applicable law
governing real property located in California will be California, even if the trust that
owns the real property is in a DAPT jurisdiction, and (ii) while personal property is sited
and governed by the laws of the DAPT jurisdiction, there is an exception for DAPT laws
that may be deemed in violation of California public policy.
B.

The Risks of DAPTs
1.

Conflict of Law

Trusts are generally governed by the laws of the jurisdiction that is designated by
the settlor as the governing jurisdiction.39 There are two exceptions to the general rule:
(i) states will not recognize laws of sister states that violate their own public policy,40 and
(ii) if the trust owns real property, such property will be governed by the law of
jurisdiction that is the property’s situs.41
In determining whether a law of another state would be enforceable in California,
the court would analyze whether the law of the other state is contrary to a fundamental
policy of California, and would then determine whether California has a “materially
greater interest” than the other state in adjudicating the issue.42
To date, there are no California (or any non-DAPT jurisdiction) cases dealing
with the protectiveness of DAPTs. It is possible that if a case involving a DAPT was
litigated in California, the California court may not recognize the law of the DAPT
jurisdiction and refuse to extend the spendthrift protection to a self-settled trust.
If a DAPT owns California real property, then California law will govern any
collection action applicable to the real property and the spendthrift protection of the
DAPT jurisdiction will be inapplicable.43 This problem may be remedied to some extent
by having a DAPT own California real estate through a limited liability company or a
limited partnership organized under the laws of the DAPT jurisdiction. This way the
trust no longer owns California realty, but owns an intangible governed by the laws of the
DAPT jurisdiction.44
38
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2.

The Full Faith and Credit Clause

The Full Faith and Credit clause of the Constitution provides that each state has to
give full faith and credit to the laws of every other state.45 This means that if a California
court refuses to recognize the protection of a DAPT and enters a judgment for the
creditor, the creditor may be able to enforce the judgment against the trustee of the
DAPT, even if that trustee was located in the DAPT jurisdiction.
However, even under the Full Faith and Credit clause the states are not required to
recognize the laws of sister states that are contrary to their own public policy.46
Consequently, a DAPT jurisdiction court may refuse to enforce a California judgment
because it was entered under trust laws substantially different to those of the DAPT
jurisdiction.
At this point the analysis becomes quite circular. A creditor argues in California
court that the court should apply California law and not Alaska law to an Alaska trust
because Alaska trust law violates California public policy against self-settled trusts. In
turn, Alaska refuses to recognize the California judgment because it violates Alaska
public policy in protecting self-settled trusts.
This analysis should lead the practitioner to one inescapable conclusion. Until the
application of the Full Faith and Credit clause is litigated in the context of a self-settled
trust, the risk is too great that a DAPT would not afford the debtor with the required
protection.
III.

FOREIGN TRUSTS
A.

Generally

Even if the settlor of a DAPT resides in the DAPT jurisdiction and all the assets
of the trust are located in the DAPT jurisdiction, the efficacy of a DAPT may be
challenged under the Supremacy clause of the U.S. Constitution, under the applicable
fraudulent transfer statute, or because the settlor retained some prohibited control over
the trust.
The only possible way of avoiding all these obstacles when planning with trusts is
through the means of a foreign trust. The commonly understood meaning of the term
“foreign trust” is a trust governed by the laws of a foreign nation.47
A foreign trust, per se, does not have any asset protection benefits. The benefits
come from the jurisdiction which governs the trust. Several jurisdictions compete in the
45
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foreign trust arena and have drafted their trust laws to address all or most of the problems
and issues discussed above.
B.

Protective Features of Foreign Trusts

Foreign trusts offer two major advantages to debtors. From a practical
perspective, because the trustee is domiciled in a foreign nation, at some point in time the
creditor would have to litigate its claim against the trustee and pursue a collection action
in that foreign nation. That is a costly proposition for all creditors, particularly if the
creditor is a plaintiff’s attorney who is not licensed to litigate in that foreign nation.
From a legal perspective, several offshore jurisdictions have enacted trust laws
that are particularly favorable to debtor-beneficiaries and debtor-settlers. Jurisdictions
like the Cook Islands (in the South Pacific),48 Saint Vincent and the Grenadines (in the
West Indies),49 and Nevis (in the West Indies)50 are considered to be among the best
currently available foreign trust jurisdictions. The trust laws in all three jurisdictions are
almost identical, as both Saint Vincent and Nevis based their trust laws on the laws of the
Cook Islands. Using Saint Vincent as an example (but all three jurisdictions have similar
provisions), the following favorable asset protection provisions have been incorporated
into that nation’s trust laws: (i) there is no recognition of foreign judgments with respect
to trusts;51 (ii) there is a very short statute of limitations on fraudulent transfers;52 (iii) to
establish a fraudulent transfer the creditor must show that the debtor was insolvent,53 and
must establish the debtor’s intent to “hinder, delay or defraud” beyond a reasonable
doubt;54 (iv) the anti-duress provisions are incorporated into the statutes;55 and (v)
spendthrift protection is extended to self-settled trusts.56 These jurisdictions also offer
the additional advantages of (i) not being subject to the U.S. constitutional issues like the
Full Faith and Credit clause; (ii) using the English common-law legal system; (iii) having
abolished the rule against perpetuities; and (iv) not allowing trusts to be pierced for child
or spousal support.
The non-recognition of foreign judgments is the most important protective feature
of these jurisdictions. Assume that a creditor obtains a judgment against a debtor in a
California court and would like to enforce the judgment against the debtor’s assets. The
debtor’s assets have been transferred into a Saint Vincent trust which in turn funded a
Swiss bank account.57
48
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The creditor will be unable to domesticate its judgment in Saint Vincent, and will
usually be unable to litigate its case de novo in Saint Vincent.58 Consequently, the
creditor’s sole remedy would be to bring a fraudulent transfer action against the trustee of
the foreign trust and attempt to show that the settlement of the trust by the debtor
constituted a fraudulent transfer.
Given that the more favorable asset protection jurisdictions have a very short
statute of limitation for fraudulent transfers,59 require proof of intent beyond a reasonable
doubt and require proof of debtor’s insolvency, the creditor faces a daunting task.
C.

Contempt

Because U.S. courts are unable to reach the foreign assets of a foreign trust, or
exercise jurisdiction over the foreign trustee, the courts focus on the sole person that they
can control – the settlor-debtor.
Contempt is generally defined as an act of disobedience to an order of a court, or
an act of disrespect of a court.60 There are two types of contempt: civil (intent is to
coerce a party to do something) and criminal (intent is to punish a party for an action).61
Both types of contempt involve the imposition of similar sanctions: payment of money,
imprisonment, or both.62 However, if the court orders a party to do something that is
practically impossible, a civil contempt charge will not stand.63
In a foreign trust situation, the court usually attempts to coerce the debtor into
repatriating the money, which is civil contempt.64 The debtor, in turn, tries to establish
that it is impossible for him to comply with the court order, and the contempt charge
should not stand.65
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In the most notable case on point, F.T.C. v. Affordable Media, LLC,66 the debtors,
who allegedly engaged in a telemarketing fraud scheme, funded a Cook Islands trust and
appointed themselves as the co-trustees and protectors of the trust, together with a Cook
Islands trust company. When the court ordered the debtors to repatriate the assets of the
trust, the debtors, acting as co-trustees of the trust, had sufficient control over the trust to
repatriate the assets. The debtors, however, notified their Cook Islands co-trustee of the
court order, and were promptly removed as a co-trustee. They were held in contempt of
court, by the district court.
On appeal the debtors argued that it was impossible for them to comply with the
repatriation order, because the Cook Islands trustee (by then the sole acting trustee)
refused to repatriate the assets. The Ninth Circuit held that the debtors did not
demonstrate that it was impossible for them to repatriate the money, and upheld the
district court’s contempt charge.67 The court then analyzed whether the debtors retained
sufficient control over the assets of the trust.
According to the court, the following facts were indicia of control: (i) no rational
person would send millions of dollars overseas without retaining control over the money;
(ii) the debtors previously withdrew $1 million from the trust to pay a tax liability; and
(iii) they acted as a protector of the trust with the ability to remove the Cook Islands
trustee and appoint a new trustee.68
These arguments appear valid, until one revisits the purpose of civil contempt,
which is to coerce the debtor to repatriate the assets. All of the arguments made by the
court establish that the debtors possibly did have sufficient control, at some point, to
repatriate the money. However, once the debtors surrendered their control, there was no
further purpose to the contempt charge.
The court’s analysis was also faulty as follows: (i) rational people may give up
control over their assets if the alternative is to lose the assets to a creditor; (ii) even
though a debtor may surrender control over his assets, he will still be the beneficiary of
the trust holding equitable interests in the assets of the trust; (iii) in Affordable Media the
debtors withdrew money from the trust when they were co-trustees, but as soon as they
were removed as co-trustees that control string was cut; and (iv) the fact that a trust may
allow the beneficiary to petition for distribution when there is no collection action and
removes that power when there is a collection action is simply good practice, it does not
establish that control exists at all times.
In the few reported contempt cases, courts appear to be eager to find contempt.69
One possible explanation is the Ninth Circuit statement in Affordable Media that foreign
the court’s order. In re Lawrence (11th Cir. 2002) 279 F.3d 1294, 1300. In Affordable Media (see below),
the impossibility arose after the court ordered the debtor to repatriate the funds.
66
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asset protection trusts operate by frustrating the jurisdiction of domestic courts.70 The
court’s logic appears to be on very shaky ground. Any transfer to a foreign person or
entity, where the debtor does not remain in control over the transferred assets will
frustrate the jurisdiction of a domestic court.
The debtor’s choice of law should not factor into the impossibility analysis. The
only question is whether the debtor has retained control over the assets, so that it would
not be impossible for the debtor to repatriate the assets (which was the Ninth Circuit’s
ultimate holding in Affordable Media). If there is no finding of control, impossibility
exists, and contempt should not stand.
Consequently, a finding of contempt is usually a question of poor planning. If the
trust allows the settlor-debtor sufficient control over the trustee, then the courts are within
their right in finding the debtor in contempt, as in Affordable Media. But if the debtor
has completely surrendered control, contempt charges should not stand. Consequently,
foreign trusts should be drafted as arm’s-length irrevocable trusts, with spendthrift
clauses, and as much discretion as possible conferred on the trustee. Debtors should
never act as co-trustees or protectors, or retain any power to remove a trustee and appoint
a new trustee.71
IV.

LLCs
A.

Charging Orders

Trusts serve as a protective mechanism because they restrict a beneficiary’s
access to the assets of the trust and therefore, and to the same extent, restrict a creditor’s
access to the assets of the trust. By contrast, limited liability companies (“LLCs”)
completely restrict a creditor’s ability to access the assets of the LLC, because assets
owned by an LLC are not owned by its members.72 As this section of the article makes
clear, LLC interests are protected by the so-called “charging order” limitation.
Consequently, transferring assets to an LLC and owning an interest in an LLC is better
asset protection than owning most other types of assets.
Before the advent of the charging order,73 a creditor pursuing a partner in a
partnership was able to obtain from the court a writ of execution directly against the
partnership’s assets, which led to the seizure of such assets by the sheriff. This result was
possible because the partnership itself was not treated as a juridical person, but simply as
an aggregate of its partners. The seizure of partnership assets meant that the sheriff could
shut down the partnership’s place of business.
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To protect the non-debtor partners from the creditor of the debtor-partner, and to
keep the creditor out of partnership affairs, it was necessary to keep the creditor from
seizing partnership assets. These objectives could be accomplished only by limiting the
collection remedies that creditors previously enjoyed. Because any limitation on a
creditor’s remedies is a boon to the debtor, over the years charging orders have come to
be perceived as asset protection tools.
The rationale behind the charging order limitation applied initially only to general
partnerships, where every partner was involved in carrying on the business of the
partnership; it did not apply to corporations because of their centralized management
structure.74 However, over the years the charging order protection was extended to
limited partners and LLC members. While similar rules apply to limited partnerships and
general partnerships, this article will focus solely on LLCs.
B.

It All Starts With The Uniform Act

Most domestic and foreign LLC legislation provides for charging orders. Almost
all domestic statutes are based on the Uniform Limited Liability Company Act of 1996
(“ULLCA”), or the earlier versions of this act.
The ULLCA, at § 504, provides that (i) a charging order is a lien on the judgment
debtor’s transferable interest; (ii) the purchaser at a foreclosure sale has the rights of a
transferee; and (iii) the charging order is the exclusive means by which the creditor could
pursue the partnership interest. Because ULLCA restricts the charging order to the
debtor’s “distributional interest” (economic interest under California LLC legislation),
the creditor can never obtain any voting or management rights over the LLC.75 California
adopted the ULLCA charging order provisions without any substantive changes.76
The ULLCA (and therefore, the California) charging order statute may be
summarized as having the following important provisions: (1) the charging order is a lien
on the judgment debtor’s distributional (assignable) interest; it is not a levy, (2) the
creditor cannot exercise any management or voting rights because the creditor has only
the rights of an assignee/transferee, (3) the foreclosure of the charged interest does not
harm the debtor because the buyer at the foreclosure sale receives no greater right than
was possessed by the original creditor, and (4) the creditor, expressly, has no remedy
other than the charging order and foreclosure on the charging order.
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Some practitioners fear the creditor’s ability to foreclose.77 This fear appears to
be entirely unfounded – the ULLCA and the California legislation clearly provide that
only the charged interest may be foreclosed upon, and further provide that the purchaser
at the foreclosure sale has only the rights of a transferee. To grant the purchaser of the
foreclosed interest an interest greater than the right to receive distributions would mean
granting to the purchaser voting and management rights associated with the debtor’s
interest in the entity. That would be contrary to the very reason why charging order
statutes exist in the first place.
C.

California Opines On Charging Orders

There are few cases dealing with charging orders, for two reasons. First, many
creditors fail to find the charging order to be a useful remedy, and seek to settle with the
debtor rather than hope to get a distribution from the entity. Second, even when creditors
pursue the charging order remedy, the charging order is granted by a trial court and is
rarely appealed, resulting in few published opinions. Many of the reported cases deal
with the creditor’s ability to foreclose; most cases authorize the creditor to foreclose but
restrict the buyer of the interest to the economic component of the interest. There are
also some interesting outliers, readily demonstrating the degree of judicial imagination
involved in statutory interpretation.
The California Supreme Court has affirmed that the charging order has replaced
levies of execution as the remedy for reaching partnership interests.78 The two most
interesting charging order cases out of California are Crocker Nat. Bank v. Perroton,79
and Hellman v. Anderson.80
In Crocker, the court concluded that a partnership interest may be foreclosed upon
if the sale of the interest does not violate the partnership agreement and the other partners
consent to the sale.81 In Hellman, the court confirmed that foreclosure of the charged
interest is authorized by the charging order statute, but disagreed with Crocker that
consent of non-debtor partners is required. The court concluded that consent from other
partners is not required because the foreclosure sale results in the buyer receiving only
the economic interest in the partnership, not voting or management rights. Consequently,
the buyer will never have ability to interfere with the business of the partnership and
inconvenience the non-debtor partners.82 Going even further, the Hellman court
remanded the case back to trial court for a determination whether the foreclosure of the
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economic interest (limited as that interest may be) would unduly interfere with the
partnership business.83
D.

Single-Member LLCs

Single-member LLCs deserve special attention in the charging order analysis. It
may be argued that given the historical framework of charging orders, they should not
protect single member LLC members, because there are no other “partners” to protect
from the creditor.
Neither the uniform acts, nor any of the state charging order statutes makes any
distinction between single-member and multi-member LLCs. Some courts have held that
the charging order limitation would apply where all of the partners of a limited
partnership were the debtors of a single creditor.84 The creditor had argued, to no avail,
that because there were no “innocent” (non-debtor) partners to protect, the charging order
protection should not apply.
One bankruptcy court held that the charging order protection does not apply to
single-member LLCs.85 In Albright, the debtor was the sole member and manager of an
LLC. The bankruptcy trustee asserted that it acquired the right to control the LLC and
sell its assets, while the debtor sought to deny those rights, under the rationale discussed
above.
The bankruptcy court concluded that based on Colorado LLC law, a membership
interest in an LLC can be assigned, including management rights.86 The relevant statute
provides that if all the other members do not approve of the assignment, then the assignee
does not acquire management rights.87 If all the other members do approve, then the
assignee may become a substituted member, acquiring all rights of a member).88
Because in a single-member LLC there is no other members who can “not
approve,” an assignee will always become a substituted member. The statute was not
revised following the introduction of single-member LLCs. The bankruptcy court
concluded that if the LLC in Albright had several members, a different result would have
been reached and the bankruptcy trustee would have been entitled only to the
distributions of profits, but not management and control over the LLC.89
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The court’s application of the Colorado assignability statutes is faulty. These
statutes are implicated only when a member dies or assigns its interest, not in the context
of bankruptcy.90
The Albright case is often interpreted as a case on single-member LLC charging
orders. However, the bankruptcy court devoted most of its analysis to the assignability of
interests statutes, and only in passing noted that the debtor made a charging order
argument. The court dismissed the debtor’s charging order argument out of hand, noting
that charging orders were intended to protect non-debtor “partners,” and in singlemember LLCs there is no one to protect.91
The very limited analysis of charging orders engaged in by the Albright court is
troubling. The court analyzes and follows Colorado statutes when dealing with the
assignability of interests and determining how the charging order would work in a multimember context. Inexplicably, the court completely ignored Colorado law with respect
to applicability of the charging order. The Colorado charging order statute does not
exempt single-member LLCs from the charging order limitation.92 The court completely
ignores that and focuses on the historical framework of charging orders.
It is inappropriate to analyze legislative intent and historical origins of statutes
when there is a clear statute on point.93 The Colorado charging order statute clearly
limits the creditor to an economic interest in the LLC.94 When the Colorado legislature
introduced the single-member LLC statute it is presumed to have known of the charging
order statute.95 It chose not to make any changes to the latter. The Albright decision
conveniently ignores these legal principles.96
E.

Maximizing the Utility of Charging Orders

Most operating agreements provide that only the economic interest in the LLC
may be assigned, but not the entire membership interest. This mirrors the ULLCA and
the California LLC legislation.
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A carefully drafted operating agreement can greatly enhance the charging order
limitation. California LLC legislation allows members to override the default statutory
provision of assignability of interests.97 In most business dealings it would not be
possible for practitioners to make LLC interests entirely non-assignable. Clients want to
retain flexibility and ability to dispose of their LLC interests. However, in family
settings, or for LLCs set up solely for liability protection purposes, it may be possible to
either prevent assignability altogether or to limit it in such a manner so as to make the
charging order remedy of little value to the creditor.
Because the charging order protection is predicated on the debtor’s continued
ability to manage the entity and thus control distributions, the distribution clauses of LLC
agreements become critical. If the agreement provides that all distributions must be made
to the members at the same time (pari passu), then distributions have to be made either to
all members or none. This means that if one member is pursued by a creditor holding a
charging order, protecting that member would mean withholding distributions from all
other members of that LLC. Consequently, agreements should be drafted to deal with
this potential problem.
One possible solution is to vary the operating agreement to allow the manager to
make distributions to all members other than the debtor-member. The author’s preferred
solution is to provide that the debtor vests in the distribution (i.e., cash and assets are
distributable to the debtor) but instructing the manager to withhold the distribution while
the charging order is pending. This allows the entity to allocate taxable income to the
creditor (following a foreclosure) without distributing cash to the creditor.
Pursuant to the ULLCA and most state statutes that allow foreclosure, the debtor,
prior to the foreclosure, may redeem his membership interest.98 The statute does not
specify that the interest must be redeemed for fair market value. This leaves room for
drafters to insert various favorable redemption provisions into the operating agreement,
such as a poison pill.
F.

A Practical Take on Charging Orders

Charging orders allow debtors to retain control over LLCs and determine the
timing of distributions. There are some exceptions to that general rule, particularly when:
(i) there is a fraudulent transfer, and (ii) in a bankruptcy. It may be argued that singlemember LLCs should also be deemed an exception to this general rule, based on the
Albright case and the historical origin of charging orders. This author believes the
Albright case to be an outlier, and in direct conflict with the charging order statutes of all
states that have adopted single-member LLC provisions. Historical origin is also of little
significance in this area. There is no need to interpret statutes that are very clearly
drafted to apply to all LLCs.
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Purchasing a foreclosed partnership interest may be foolhardy when the debtor, or
a person friendly to the debtor, remains in control of the entity and can hold up the
creditor’s share of distributions. This will lead to adverse tax consequences for the
creditor.
As a practical matter, creditors rarely chose to pursue charging orders.99 A
charging order is not a very effective debt collection tool. The creditor may find itself
holding a charging order, without any ability to determine when the judgment will be
paid off. Practitioners should remember that any uncertainty surrounding charging orders
is uncertainty for both the debtor and the creditor. This uncertainty forces most creditors
to settle the judgment with the debtor, on terms more acceptable to the debtor, rather than
pursue the charging order remedy.
V.

CONCLUSION

Irrevocable trusts and LLCs are the closest one can come to a “silver bullet” in
asset protection planning. Both structures serve as a very effective asset protection tool,
while allowing the debtor to retain indirect control over his assets. Both structures can be
implemented with limited or no tax consequences. As with all other asset protection
planning, debtors should be cautioned to plan early, to avoid having a transfer of assets to
a trust or an LLC be deemed a fraudulent transfer.
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