Commentary:  Setting up a LLC for tax and asset protection


The use of a limited liability company (LLC) for minimizing tax exposure and asset protection purposes closely parallels the use of a C-corporation and partnership.  Third parties can only reach LLC interest and not the underlying assets of the LLC.  Generally, the remedy of the third party is limited to the charging order, thereby giving the member substantial bargaining power.  Further, the LLC has significant estate and gift tax benefits.  


The LLC combines limited liability present in the corporate form, with the pass through tax feature of a partnership.  Unlike a partnership, however, a general partner, a position to which unlimited liability attaches, is not required.  In place of a general partner, there is a manager who operates the LLC.  In many, although not all, business arrangements the manager is elected periodically by members of the LLC.


This configuration will often be dispensed with in the closely held LLC, where an individual will usually want to retain control over the closely held LLC and its investment.  This may be accomplished in many ways, such as:

· Having the individual retain a majority of LLC interests.

· Having a voting class of interests and a nonvoting class of interests, with the individual retaining the voting class interests and gifting the nonvoting class interests; and

· Appointing the individual manager for life.  


The method selected to allow the individual to retain control depends on the circumstances.  In addition, governing law-that is, the laws of the state under which the LLC is formed must also be considered.  State laws governing LLCs vary considerably.  A significant decision to be made by counsel is in which state to form the LLC; this decision has significant estate tax consequences.  In addition to the foregoing characteristic, governing laws should be examined to determine whether the other characteristics are allowed. 


The LLC could be treated as a corporation or partnership for income tax purposes.  An election will be made at the time of incorporation.  

Selecting Governing Law: Questions should be addressed.
In choosing governing law the following matters should be considered:

· Does governing state impose a tax on LLC income?  The state of Delaware imposes a franchise tax of $100-$150 per year on the LLC.  This fee is not based on the corporate income.  In addition, there is an annual agent fee of $50.  The agent is mandatory for service of process purposes.

· Do the provisions of the articles of organization constitute constructive notice to third parties?  Delaware is the most pro-corporation state in the nation with the exception of Nevada.  The Delaware Courts have established, over a hundred years, a wealth of precedent in deciding cases for the corporation and protecting the corporations’ interests.  The LLC does provide constructive notice to all third parties.

· Can the manager be a corporation?  Such a configuration can eliminate any potential control premium.  Delaware defines a person as any individual over 18 years of age, a corporation, trust, and/or partnership.  

· Can the manager be appointed for life, or must he be elected periodically?  An individual may own the corporation for life. 

· Can the manager retain considerable control over distributions?  Yes, subject to written rules in the corporation’s operating agreement.  Distributions would be based on reaching certain pre-determined targets in net profit levels, expense levels, return on investment or other marker.

· What records are required to be maintained for filing purposes?  The state of Delaware requires no annual filing with the exception of the franchise tax aforementioned.  The IRS and the (National Tax Office in Japan) require an annual balance sheet and profit & loss statement, known as an income statement attached to the U.S. Corporation Income Tax Return and the Japanese Informational Return, both due every March. 

· Can members be deprived of their management rights?   In the pursuit of federal crimes. 

· Are single-member LLCs allowable?  This is significant factor not only when planning for a single-member LLC, but when there are only two or three members in the LLC; if one member dies or drops out of the LLC, the remaining member will not want the LLC to be forced to terminate.  Although Delaware allows single-member LLCs, it is recommendable to have at least two-members.

· Can the standard of fiduciary duty and loyalty imposed on managers be altered to allow self-dealing, usurpation of business opportunities, and competition with the LLC?   The manager may engage in independent activities as long as the operating agreement clearly states this allowance.

Other Considerations in Selecting the State of Incorporation.


The following checklist sets forth some of the areas of state law that should be examined.

1. Corporate Formation and Operation

· Number of incorporators required: 1.

· Minimum paid-in capital required:  $100,000 in-kind

· Right to hold shareholders’ meetings out of the state of Delaware: Absolutely.

· Percentage of vote required for certain corporate actions: 50%

· Right to have nonvoting classes of stock

2. Directors’ Qualifications and Liabilities

· Minimum allowable age: 18 years of age.

· Residency requirements: no Delaware residency requirement.

· Shareholding requirements: 

· Minimum number of directors required:

· Maximum number of directors allowed:

· Conditions under which directors’ liability attaches:

· Restrictions on corporate indemnification of directors or misconduct 

· Removal only for cause

3. Financial Restrictions

· Right of corporation to borrow money

· Ability of corporation to mortgage assets or pledge corporate income

· Right of corporation to acquire real estate

· Restrictions on corporate sale of assets

· Restrictions on corporate declarations of dividends in the absence of earnings and profits. 

4. Corporate Duration

· Limitations on corporate duration

· Permissibility of perpetual existence

5. Redemptions

· Right of dissenting or minority shareholders to sell shares back to corporation at a fair price.  

· Restrictions on corporate redemptions that would leave the corporation insolvent or with reduced capital.

6. Shareholders’ Rights and Liabilities

· Preemptive rights for shareholders

· Conditions under which shareholders’ liability attaches.

· Requirements for shareholders’ votes

7. Tax Considerations

· Tax on capital stock

· Income Tax

· Franchise Taxes

· Property Taxes

8. Miscellaneous Considerations

· Ability to restrict shareholder votes

· Ability of both directors and shareholders to act by written consents and whether such consents need be unanimous

· Ability to have telephone meetings and/or overseas meetings

· Required provisions of articles of incorporation or bylaws

· Ability of corporation to issue guarantees and to be partner in general or limited partnerships

· Actions that give rise to dissenters’ right of appraisal

· Restrictions on transactions between interested parties

· Formalities required for mergers and acquisitions

· Filing Fees

· Permissible dividend funds

· Permissible voluntary dissolution (i.e., winding up formalities)

The Procedure: 

· Set up the Delaware Corporation with the individual client as the director (majority shareholder) of such corporation.  Agent for service of process will be located in Delaware.  

· Obtain an Employer Identification Number from the IRS for the newly formed corporation.  EIN is the equivalent to an individual’s social security number. 

· Registration of the U.S. corporation as a branch office with the Japanese authorities:  

1.  File the report with the Ministry of Finance & the Ministry of (Economy) Trade & Industry describing the planned activities of the proposed branch office.  

2. Register the branch at the appropriate Legal Affairs Bureau.  

3. Provide notice of commencement of business with the local tax office.  

4. Provide notice of establishment with the National Tax Office.  

5. Apply for the corporate income tax return filings with the National Tax Office. 

Taxation of the System

1. The corporation is subject to corporate tax only on income from sources within Japan.  

2. Excluded Income from Tax:  Travel and other incidental expense monies paid to individual taxpayers receiving salaries for making business trips away from home or for relocation pursuant to a change of post or place of business, or due to new employment or retirement.  Travel expenses up to JPY 17,500 per month; meals and clothing;  allowances paid to one stationed abroad;  Interest from bank deposit (JPY 3,000,000 interest exempt).  

3. The establishment of the branch office (B.O.) is one of several ways in which a foreign company may directly engage in commercial activities in Japan. The Foreign Exchange & Foreign Trade Control Act (FECA) treats the B.O. like an inward direct investment analogous to the acquisition by a foreigner of stock in a Japanese company.   Inward remittances from headquarters to the B.O. is considered a capital transaction for which no license is required.  Inward remittance for operating expenses may always be made freely.  Outward remittances from the B.O. to its headquarters generally do not require a license.  

4. Branch office in Japan must file annual corporate income tax returns (aggressive area). 

5. Japanese individual income tax return(s) on Form B, if distributions are made during the tax year.   

6. Filing Requirements: Delaware requires the annual payment of the Franchise tax and no state income tax return.  The IRS annually requires the U.S. Corporation Income Tax Return.

7. The U.S. Individual Income Tax Return must be filed as usual.

