Business Planning

Asset protection strategies help protect
small businesses and their owners.

By Eva Stark, JD, LL.M.

In today’'s economy, it is not uncommon
for anindividual's “gig” or "side hustle”
to grow into a full-time business
opportunity. Something that starts out
as a part-time activity or just a hobby
may quickly blossom into a profitable
business.

Where a business activity is conducted,
limiting liability from that activity is an
important consideration. Inthe absence
of planning, an accident, or a dispute with
acustomer, supplier oran employee, can
not only wipe out business profits but
also put the business owner's personal
assets atrisk. Fortunately, proper
planning may limit exposure and avoid a
nightmare scenario.

CONDUCTING BUSINESS IN ALIMITED
LIABILITY ENTITY

One of thefirstlines of defense from
business liabilities is to conduct any
business activity in a limited liability
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entity. Alimited liability entity—such as
a corporation, a limited liability company
(LLC), alimited partnership (LP), limited
liability partnership (LLP), limited liability
limited partnership (LLLP) or similar
entity—can create a “firewall” between
the business owner’s business activity
and personal assets.

The specific business activity,
management structure, expected
growth potential and tax considerations
will determine what entity type makes

the most sense under the circumstances.

ASSESSING THE NEED FOR MULTIPLE
ENTITIES

Just as an entity may create a firewall
between business activitiesand a
business owner’s personal assets,
segregating different businesslines
and business assets into separate
entities may create firewalls between
such activities and assets as well. For

example, a manufacturer that ownsiits
warehouses and transports its products
may be taking on unnecessary risk if all
assets are owned and all activities are
conducted inside a single limited liability
entity. A single truckingaccidentand a
judgment against the company could

put all of the company’s assets at risk
(warehouses, manufacturing equipment,
bank accounts, etc.). However, if

the company is divided into several
entities (a manufacturing company, a
transportation company and areal estate
holding company, for example) it may be
possible to isolate the liability within the
transportation company.

To set up such separation, three

entities would typically be created and
the entities would execute contracts
(e.g., rental agreements and contracts
for transportation services) with one
another. The manufacturing company
could lease the warehouses from the real



estate holding company and hire the
transportation company to transport

its goods. Proper documentation
(contracts, governing documents),
capitalization, insurance and governance
can help ensure that courts will respect
such segregation of one entity from
another and from the business owner's
personal assets.

LIMITING LIABILITY THROUGH
CONTRACT

Written contracts with clients, suppliers,
lenders, etc. may help avoid disputes
over pricing, payment terms, or quality
expectations, and spell out each party's
obligations to limit surprises.

Where a dispute does arise, a contract
may often limit damages to amounts
paid under the contract or provide for
liquidated damages (e.g., a set dollar
amount). State law varies widely when it
comes to the ability to limit liability and
damages through contract, so having
contracts drafted and reviewed by a
competent business attorney is key.

INSURANCE

Carrying adequate insurance is also key
to protecting assets of the business
and the personal assets of the business
owner. Without sufficientinsurance

to satisfy liabilities, a creditor will be
tempted to explore strategies for
accessing a business owner’s personal
assets. Additionally, a business

thatis poorly capitalized (given the
specific business activity involved) or
abusiness's failure to carry adequate
insurance may bolster a creditor’s
argument for piercing the corporate veil.

Generally, where the corporate veil

is pierced, the court or creditor may
ignore the firewall between the business
and the business owner's personal
assets, exposing such personal assets
to creditors. For example, a business
owner who runs a "transportation
company” that leases its trucks from
the owner, owns no other assets, and
carries noinsurance would likely not be
respected by a court as a separate entity
and a liability from a trucking accident
involving the business would likely not be
isolated within the business.

PERSONAL ASSET PROTECTION

In addition to limiting business liabilities,
business owners should consider
positioning personal assets for creditor
protection. Various state and federal
laws protect certain types of assets
from creditors. These “exempt” assets
may include home equity, qualified
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plan balances, individual retirement
accounts, annuities, life insurance death
benefits and cash values, as well as some
miscellaneous assets (e.g., a personal
vehicle, burial plot, gun, livestock, etc.).

What is exempt and the degree to which
it may be exempt varies greatly by state.
For example, certain states protect an
unlimited amount of life insurance cash
values as well as death benefits both
from the creditors of the insured and the
beneficiary.

Other states may limit the protection of
cash values to a specific dollar amount
and may limit the protection of death
benefits based on the relationship of
the beneficiary to the insured or other
factors.

In addition to taking advantage of
exemptions, a business owner may be
able to enhance creditor protection of
personal assets by placing both exempt
and nonexempt assetsin a trust for the
benefit of the business owner's spouse
or children.

Anincreasing number of jurisdictions
also allow protection for certain
self-settled trusts (trust created by
anindividual for the individual's own
benefit). Successful asset protection
planning requires planning ahead and
having a trust in place before the liability
exists.

Having a part-time gig or hobby blossom
into a great business opportunity can

be very exciting. When this happens, it
makes sense to take steps to minimize
risk both for the business owner as well
as for the businessiitself.

Theright professionals (attorneys,
financial advisors, accountants) can
help spot opportunities to ensure that
the business, and the business owner’s
balance sheet, continue to grow.
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