Letter to a client explaining PCQIE? irEW
1. The following letter may be“se clfenttoexpla e concept of asset protection. It

covers many topics that are included in the decision to form a family limited partnership. The
letter covers the following important topics:

a. The definition of asset protection,

b. The sources of financial disaster,

c What assets should be protected,

P LPEASE ’Q gonMCj nJraud\¢ Q B to"Creditors

f. Types of insurance the client should obtain,

g. What property is exempt from collection by general creditors under the Texas and
Federal
exemptions,

What the client should know about bankruptcy,

i TS DO HVHENTowc -

J. Why the family limited partnership should be considered, and

k. Problems in keeping the protection of a corporation’s status.

THANK YOU
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Form: Letter to a client expliﬁirﬁp@E‘S‘?i EWtion
[Date]

ATTORNEY-CLIENT COMMUNICATION: THIS DOCUMENT AND ITS
CONTENTS CONSTITUTE LEGALLY PRIVILEGED INFORMATION

[Client's name]
[Client's address]

Dear [Client's salutation]:

Thank r INGuWi d @igcussiQy YRUI eSiate ang=Rrojagti r Jamily’s
= PEEASE DONOTEOPY:
family fimit hip protect your estate.

ASSET PROTECTION DEFINED

"Asset protection” is an advanced form of estate planning. The purpose of asset protection and
estate planning is to:

1. protect the assets and property that you have accumulated, and
2. shelter your assets and income from contingent liabilities.

Your assets and tEIl_r He!dsﬁw b (o pr(@ Mﬁﬂaﬁl?amily, to provide
for your children's’ colleg tiort;TedUte inCofne and ‘esta rdens, provide sufficient

moneys for retirement, and to plan for, and minimize, the hardships in the event of severe illness
or disability.

SOURCES OF FINANCIAL DISASTERS
You may not realize the fact that your assets and property are subject to many contingencies

which could cause you to suffer a loss of part or all of your property. Some of the more common
financial disasters include the following:

" THANK YOU

4, Overspending,

s |megatk-@rmsForTexas.Com



6. Liabilities from other peﬁeﬁ:rEercW business partners,
1.

Failure to plan,
8. Failure to keep proper records, and
0. Failure to properly supervise investments.

GOOD INTENTIONS ALONE
ARE NOT SUFFICIENT TO PRESERVE YOU ESTATE

In order to protect your hard earned assets, you must plan ahead for possible contingencies.

Failure gacreate state d Ragubjagt Yoy Ok Vg to significgn S gr taxes.
PR EASEDONOT-COPY

The law allows you to protect your family and assets pursuant to a properly adopted estate plan.
You must however execute the proper documents before the occurrence of a financial derailment
otherwise your actions could be considered by a court to be a fraudulent transfer.

Additionally, the investments and decisions made in asset and estate planning must be shown to
have a viable, worthwhile purchase.

For instance, if you are sued tomorrow (before enacting an estate plan) and then took all of your
cash assets and paid off your home in order to take advantage of the homestead exemption, a

creditor could easths grg oughave JuQlatad the Rraudu sf t and defrauded
your creditors. i—T g G N

Paying off your home is a legitimate asset and estate planning protection tool. It is supported
most frequently on the reason that the motives for paying off the homestead were to take care of
a spouse and family, and to reduce living expenses, and payment of interest. This must be done
before, not after the occurrence of a contingency.

Placing money into trust is also a particularly worthwhile and legitimate endeavor. These
include irrevocable trusts with a spendthrift provision. A spendthrift clause protects the trust
fund from its owner’s creditors and the child's creditors. These trusts can be long-term trusts
designed to own insurance on a parent's life, and to provide liquidity upon a parent's death, if

ever needed. For legal « ceg apglicgbl e spengltheift proyision, see Texas Property
Code Sections 112.035 and 12‘691( N U
SOME COMMON PITFALLS

If you or your spouse has not filed income tax returns, or has income tax levies, then the other
spouse (including one from a new marriage) is now liable for the tax deficiency. Your

TLégalFormskFor Texas.Com



If you are named on a corporagiag' a Dirggto segvegas an Officer of a corporation,
you may find yourself liable foﬁ t0NS r:IaEan 941 tax deposits.

Transfers of business property or stock can backfire if not done properly. An owner of a well-
established business, for estate planning purposes, transferred stock in his business to his
children. Unfortunately, one of the children subsequently became divorced, and all of the stock
was awarded to the other party in the divorce. That interest in the business is now owned by
strangers.

FRAUDULENT TRANSFERS
The Texas Uniform Transfers Act is designed to protect creditors from fraudulent transfers when

debtorP]to hms sEde o@ud credj
The Act pr t deri Sd inthr ererth:el-if Qth!ginXthat the

purpose of a transfer was to defraud a creditor. The Act has a four-year’s statute of limitations
time period from when the transfer was made, or one-year’s statute of limitations time period
after a transfer was, or could have been, recently discovered.

The Act protects creditors whose claims arise within a reasonable time before, or after, the
transfer was made. Unfortunately, the language of the Act makes it very difficult to ascertain
what transfers will be considered a violation of the law, and which ones will not be.

It may be up to a jury to have each individual transaction determined. In determining the intent
of whether a permjtgfrﬁrﬁrﬁeﬂmgm considered:

1. If the transfer Was made™o a ider“Suchras amother f tHe family,

2. If the debtor retained possession or control of the property transferred, even after the
transfer was made,

3. If the transfer was concealed or removed from the jurisdiction of the Texas courts,

4, If the transfer was made after the debtor was sued or threatened with a lawsuit, and if the
transfer was substantially all of the debtor's assets, and

5. If the debtor is nom'!nslﬁ[taéa rNt f et?‘e@
The Texas Fraudulent TranSfers ATt does not 18ok™at the so thhe financial condition of

the transferor, but rather looks at the intent of the person making the transfer at the time the
transfer was made as the basis for determining whether or not the conveyance was fraudulent.

The statute provides that a transfer is deemed fraudulent if a debtor makes a transfer without
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1. engaged in, or was ab e geq i, sigesg or transaction for which his
remaining assets were unreaso | - r
2. intended to incur or believed to have incurred debts beyond his ability to pay the same.

A transfer is also fraudulent if a creditor has a pre-existing claim and the debtor transfers
property without receiving a reasonably equivalent consideration for the transfer, and the debtor
was insolvent at the time, or became insolvent because of the transfer.

In addition to the Texas Fraudulent Transfers Act, Section 528 of the United States Bankruptcy
Code prohibits fraudulent transfers. Transfers made by a debtor within 1 year before the date of
filing a bankruptcy petition may be overturned if the transfers are made with actual intent to

. PLEASE. DO NOT.CO
Based dn th T you should s duvVise Yyou before yo maRe transfers yJu?pXrty.

PROTECTING YOUR RETIREMENT PLANS
AND INSURANCE POLICIES

You should protect your retirement and insurance benefits. These two types of property are
often the most valuable assets in your estate. Accordingly creditors have sought to obtain the
cash value of those assets and courts have ruled on this matter as follows:

The court ruled In Re: Dyke, 943 F. 2d. 1435 (5th Cir. 1991) that the Employee Retirement

Income Security. RIS4Q) AQes pr. rQVIS}jORS Oft a rty Code which
exempt qualified rdtir tPl anW& thekla r ekt N

The Supreme Court in Patterson v. Shumate, 11 S. Ct. 2242, 1992, ruled that a debtor’s interest in
an ERISA qualified retirement plan is not property of a bankruptcy estate, and is therefore,
exempt from claims of creditors.

The Texas legislature provides classes of property that are exempt from seizure by creditors and
that may be considered exempt and kept by debtors when filing bankruptcy, if the debtor elects
to choose the Texas exemptions.

Texas Property Code Section 42.0021 exempts qualified retirement plan benefits and insurance

benefits from seizure by c.jﬂcls_l
This includes but is not lintited to, ﬁamalﬁf trrYianLJ)Iicy, as well as the death

benefit awards or proceeds from the insurance. Therefore, insurance enjoys the same protection
that the homestead has enjoyed.

Accordingly, permanent life insurance cash values, death benefits and annuity values are

protected and may b as asset protectian.vehicle ection 541 of theRBankruptcy Code
define prﬁ 0@1 r S ﬁﬁ ledal iffteresfs Y T¥eYebtor
in proLy gt t€ tha banKr is fi Er e%ag' @



This is subject to the exemptim}ﬁyabﬁwwtor. This is also subject to a
restriction on the transfer of the'intefes déotorh trust.

Therefore, based on current law, under Section 541, a debtor's interest in a valid, spendthrift trust
is not property of the bankruptcy estate, and creditors may not seize the debtor's interest in a trust
with a valid spendthrift provision.

In Re: Goff, 706 F. 2d. 574, 1983, the Fifth Circuit ruled that ERISA pre-empted the Texas
Property Code, which previously exempted qualified retirement plan benefits from creditor
claims. In response to the Goff decision, the Texas legislature enacted Texas Property Code
Section 42.0021, which generally exempted benefits of qualified retirement plans and IRA's

from credygogs.
It was rfot ulrrn?E‘Ae:&EtisiQnQen Ma@ozld-ecimg thiErcMy Code

decision became stable and reliable. Creditors still may be able to attach pension or insurance
proceeds if a debtor has violated the Texas Uniform Fraudulent Transfers Act.

The retirement plan at its creation must receive a determination letter from the Internal Revenue
Service indicating that the plan is qualified. Unless the plan is audited by the IRS, it will
continue to be a qualified plan even though it may have been used for activities that might result
in disqualification.

WHAT TYPES OF INSURANCE SHOULD | HAVE

1. Homeowners Insurance:

Your homeowner's policy is absolutely essential to protect the value of your home, and to
provide liability coverage for contingencies that may happen at your homestead.

We recommend that you talk to your insurance broker and consider getting the largest liability
protection amount that is available. Generally, the cost is quite reasonable.

2. Automobile Insuranjj:
Although Texas law requir dlivelAal/e\!ul(‘)ghurax,gylpJ)ple do not have insurance

or only have the lowest limits of liability.

You should consider discussing your coverage with your agent, and consider purchasing the
maximum coverage that is allowed. You should obtain the highest limits that are available for

T egalEdrmsForTexas.Com



2. uninsured coverage, aan R EV I EW

3. underinsured coverage.

The cost is quite reasonable in exchange for the protection that the above coverage offers.

3. Umbrella insurance:

This is an important insurance product that you should have since your homeowner's, automobile

and boat or recreational vehicle policies have limits in the event that you are liable for a
judgment that is larger than the policy limits, you would be liable to pay the difference.

nPLEASEDO-NOT-QORY::
dollar amou Iy ly Stiall PrEmium. TIt Ty also inCreasettabllity cOverage to

other areas that are not covered by traditional home, auto or boat policies. For example, liable
and slander may be covered.

4. Negligence/Malpractice/Errors and Omissions Insurance:

Most professional business people are aware of this type of insurance and have had the same for
quite some time.

This type of insurance has become increasingly expensive in recent years, and due to the large
amount of verdi haveghea assassed,agai rpfegsionals, n ntinue to rely on
malpractice insﬁ?ﬁﬁﬁ)t@ th@‘@MgENat ay arise in their
business.

One big mistake that people make is relying too heavily on insurance, not realizing that the
company may not cover you in a given situation, or the company may go out of business.

TYPES OF PROPERTY THAT IS EXEMPT FROM SEIZURE BY GENERAL
CREDITORS AND THE TEXAS HOMESTEAD EXEMPTION

Definitions of property categories. For the purpose of this discussion, property is categorized as
follows:

1. Personal Property ;FHAMIN K YO U
2. Exempt and Non-exempt Property.

3. Real property consists of land, buildings, real estate, oil & gas interests, easements and
non personal property.

|_egalFormsForTexas.Com



4, Personal property cons y 1 t xea} property. Examples include:
furniture, money, tools and varF %EE}V%FE‘W but not limited to, intellectual
property rights, patents, copy rights an rignts.

5. Exempt property is property that a general creditor cannot seize or take in order to satisfy
a judgment (unless that property has a valid lien placed on it to secure a debt typically a purchase
money debt).

6. Non-exempt property is property which a creditor may seize to satisfy a judgment or a
debt.

EXEMPT REAL PROPERTY IN TEXAS:

1. A homestead:

a. An urban homestead consists of one or more lots that do not exceed more than 10
contiguous acres of land together with any improvements on the land regardless of whether it is a
family homestead or a single adult.

b. A rural homestead consists of, for a family, not more than 200 acres which may
be in one or more parcel with improvements thereon and 100 acres for a single adult.

C. A h[m':eldlm@ne@ @ @felﬂ MﬁllN I)f e dead are exempt
of seizure for the "clalms®of" creitofs—txcept for-enctmbfaric iens prdperly fixed on the
homestead property.

EXEMPT PERSONAL PROPERTY IN TEXAS
Personal properties of various categories are considered exempt up to a total fair market value of
$60,000 per family or $30,000 per single adult who is not part of a family. (See chapter 42 of the
Texas Property Code).

The following personal property is exempt from garnishment, attachment, execution or other
seizure

as follows:
1. $ 60,000 (or $ 30,01) fl)r_aIAgr MOt)g(clmgeuount of any liens, security

interests or other charges encumbering the property.

2. If the personal property exceeds the statutory exemption amount, the head of the family
or the person entitled to the exemption may designate which property they desire to have the

wk-60alEOEMSEOT Texas.Com



1. Current wages for persoPsRcEVt IrEWsupport payments,

2. Professional prescribed health aids of a debtor or a dependent of a debtor,

This section does not prevent seizure by a secured creditor with a contractual landlord’s lien for
the security and the property to be seized,

3. Unpaid commissions for personal services, not exceed %25 of the aggregate limitations
described above,

4. Home furnishings, family heirlooms, provisions for consumption,

- PLEASEDO-NOT COPY
6. Tools & miscellaneous equipment,

7. Books,

8. Apparatus including boats and motor vehicles used in a trade or profession,

9. Wearing apparel & jewelry not to exceed 25% of the aggregate limitations (the $60,000,
$30,000 amounts),

. Two flreaT
11.  Athletic an SH‘\J §pmp ergcstésl\d) ﬁN -I_e wheeled or four

wheeled motor vehicle for each member of a family or single adult who have a drivers license or
does not hold a drivers license but relies on another person to operate the vehicle for the benefit
of the non licensed person,
12.  The following animals and foliage on hand for their consumption:

a. two horses, mules, donkeys and a saddle, blanket and saddle for each,

b. 12 head of cattle,

C. 60 head ofqﬁ-erHsANK Y O U

d. 120 cows,

e. household pets,

13. he present v any life insuran licy to xtent that a me of the family of
e G AR OF SO T XA SO

policy:



PRENTEW

In addition to the exemptions described above, a person's right to the assets held or to receive
payment, whether vested or not, under any:

1. stock, bonus, pension, profit sharing or similar plan,
2. retirement plans for self employed individuals or any annuity or similar contract
purchased with assets distributed from that type of plan and under any retirement annuity or

account described by Section 403 (of the Internal Revenue Code 1986) and under any individual
retirement account or any individual retirement annuity including a simplified employee pension

plan is Xe rorg attaghmaant frag) agyeexecytign gag saizure hesati ©n pf debts
unless ian%@@ntqum @ r I:e a plic rsm%)of the
InternaFRe .

LIENS ON THE HOMESTEAD
Encumbrances or liens may be attached on homestead property for the purchase of the property
(purchase money), taxes on the property or work and material used in constructing improvements

on the property (materialmen & mechanic's liens).

The following must occur before the materialmen & mechanic's lien can be effective:

1. The imp ntg gr JaOrk Jayst c te ri i the material is
furnished to the ;F;Fﬂirigor ‘En copst VE) ihg fhe property.

2. The paper work (the materialmen's & mechanics lien deed of trust, note etc.) must be
prepared properly. Both spouses should sign the documents if the homestead claimant is married.

3. The sale of one's homestead (the money received from selling your homestead i.e. home)
are not subject to seizure by creditors for 6 months after the date of sale.

IMPORTANT CONSIDERATIONS APPLICABLE TO YOUR HOMESTEAD
The temporary renting of a home does not change its homestead character if the homestead
claimant has not acquiredT&H:Asth
If the homestead claimant iS mdrriéd the hom slggcaMkQa!ﬂJned without the consent of
the spouse.
DESIGNATION OF YOUR HOMESTEAD

If a ryral homestead F ﬁ of 4 or more pT:jS conta.i.nI'\.ng a total of mor(@n 200 acres the
head df th ; i t 0 t
= {raga-ormsker:Fexasom. -

the ho



For urban properties, the head (PRJ;EIVyIiEWmaHIy designate not more than
omestead:

one acre of the property as the

To designate the property as a homestead the person must make the designation in an instrument
that is signed and acknowledged or approved in a manner required for the recording instruments,
I.e. notarized.

A person must file the designation with the county clerk of the county in which all or part of the
property is located. The court shall record the designation in the county deed records. The
designation must contain a description that identifies the designated property, a statement by the
person who executed the instrument that the property is designated as a homestead, the name of

CPEEASEDONOT COPY™

DESIGNATION OF A HOMESTEAD
AFTER A JUDGMENT HAS BEEN OBTAINED

If a jJudgment has been obtained against you, the creditor may take steps to collect or enforce the
judgment. Once a judgment has been obtained, the creditor can file notice of the judgment 30
days after the judgment becomes final. This filing is called an *“ Abstract of Judgment”.

If the creditor has requested an execution of judgment to be issued against you (if you are a
judgment debtor) and if you own a homestead you must protect your homestead by filing a
Voluntary DesignIml of[ rg‘mﬁ Git:twmoﬁmsimperty Code.

If you have not deSighat O!‘o 0 eatf™the Yddghent credit ve'you, the judgment
debtor, notice to vacate your homestead as defined in Section 41.002 of the Texas Property
Code.

The notice shall state that if the judgment debtor fails to designate the homestead within the time
allowed by Section 41.002 of the Texas Property Code, the court will appoint a commissioner to
make the designation at the expense of the judgment debtor.

At any time before 10:00 am on the Monday next after the expiration of 20 days after the date of
the service of the notice to designate (the general time period allowed for answering lawsuits),

the judgment debtor mus jgnate the h ad,as defipegddg Section 21.002 Texas Property
Code by filing a written %Hﬁﬁi{deyiﬁmme justice or the clerk of
the court from which the writ Of eXdcutibh is issuetl, todetherWitM™the legal description or area
designated as your homestead.

SALE OF THE EXCESS OF THE HOMESTEAD

A congtable or officer, sell the part of ygupropert t exceeds the hogaastead exemption,
(if yoir_;: DA at @t!mm§% efal duéted sraﬁflto the
holdintam %% e oryodr : rh extas . @




Liafdi bR dfih v\ fes

Debts, which are incurred during a marriage, are presumed to be on community credit and are
presumed to be community obligations unless it is shown that the creditor agreed to look solely
to the separate estate of the person who took out the loan. Therefore, the community interest
may be subject to satisfaction of the debt.

GARNISHMENT OF BANK ACCOUNT PROCEEDS
TO SATISFY A JUDGMENT

Garnishment involves a legal procedure whereby a person who is owed money, typically in the

Garnisiimen ro oE‘y ea ecN deBtor o rQy held Dy a third
person that is owned by the judgment debtor. For instance, if a person, as a defendant in a
lawsuit, incurs a judgment for $100,000 and if that judgment debtor has $50,000 in a bank

account, a creditor may be able to garnish the $50,000 in the bank account to partially satisfy the
judgment debt.

Bank deposits are the most commonly garnished debt. Bank deposits can be reached regardless
of the account name if the funds are owed to the judgment debtor. Of coarse, community funds
likewise can be garnished.

Contents of a sa pogit cangalso pagarp .qlReb e in a garnishment
action to obtain thgco S @ sg @ @ box
GARNISHMENT OF STOCK CERTIFICATES TO SATISFY A JUDGMENT

Judgment creditors can obtain your stock through the garnishment process. Creditors can seize
certificates held by your or held for you by a third party, i. e. a mutual fund, stock broker, etc.

GARNISHMENT of PROMISSORY NOTES TO SATISFY A JUDGMENT

Monies that are owed to a judgment debtor in the form of a promissory note can be garnished.

TRUST FUNTH(IEH ﬁﬁT?@ﬁNEFICIARY
Monies from a trust fund can Be sufject to meht of the Defefittary's debts if the trust fund

fails to contain what is known as a = spend thrift clause".

A spend thrift clause prohibits the beneficiary's creditor from attaching the trust and taking the
moneys earmarked for the beneficiary out of the trust and then payment of the same to the

“LegalFormsForTexas.Com



Even if a spend thrift clause is jagl i ust edrust are paid to the debtor, the
can then be garnished. ﬁ E\/T
WELFARE AND SOCIAL SECURITY BENEFITS

Welfare and social security benefits are generally exempt from garnishment.

There are other methods of collecting a judgment. One is a turnover order. A court can order
you to turn over all of your non-exempt property to a court-appointed trustee. The trustee can
then take the property and distribute it to creditors.

BANKRUPTCY CONCERNS

PLEASE-DEGNOT COPY

Bankruptcy is a legal method whereby an individual or company may be relieved of its debts
pursuant to the United States Bankruptcy Statutes/code. You may have to file bankruptcy in the
event one or more of the financial disasters occur.

WHAT TYPES OF BANKRUPTCY APPLY TO ME?

There are several Chapters under which most consumers or business may obtain bankruptcy
relief. The typical Chapters are as follows: Chapter 7, 11 and 13.

A Chapter 7 ban:l;&ly_‘q igates noTT-exerrpt asSet a Mk:!._Chapter 7 is the

most frequently filed bankruptcy and is the one most commonly used by individual debtors.
A Chapter 7 bankruptcy allows the debtor to list his or her assets and debts; and then depending
on the exemptions allowed, emerge from the bankruptcy debt free while retaining his or her
property which falls into the category of exempt property.

CHAPTER ELEVEN BANKRUPTCIES
A Chapter 11 bankruptcy is used in situations where an on-going enterprise believes that it can
propose a plan that will b teg byitscreglitor ich wilkllgw the enterprise to reorganize
by reducing its debt so that't A in bujfhe r uaft to the terms of a chapter
11 plan.
The enterprise attempts to emerge as a reorganized entity that will be successful and profitable

pursuant to the terms of the chapter 11 plan. The key to a successful Chapter 11 bankruptcy is
the ability to generate income in excess of expenses and provide more payment of debt to

L EGAIFOFMSE o Texas Com



In order for the plan to be apeQy i, legal greguirementg must be met. The plan must
either be approved by the reun WI/EEWM approved by the court under
certain strict guidelines. For tHe saRke letter, odld assume that you will be required

to obtain your creditor's approval of your chapter 11 plan if you want to have a successful
chapter 11 bankruptcy. Chapter 11 bankruptcies are time consuming and expensive. It is not
always easy to have the plan confirmed by the court or approved by the creditors.

CHAPTER THIRTEEN BANKRUPTCIES

Chapter 13, the Wage Earner Plan, allows an individual to reorganize pursuant to the terms of a
chapter 13 plan. If the plan is approved or confirmed by the court the debtor may retain many of
his or her assets. The debtor must then pay his or her debts pursuant to the terms of the chapter

plan, the bankruptcy may be dismissed or converted to a chapter 7. If the case is converted to a
chapter 7, you may not be able to keep some non-exempt property that you may have retained
under a successful chapter 11 or 13 plan.

LOSS OF CONTROL OF YOUR PROPERTY IN A BANKRUPTCY

Some debtors have filed bankruptcy, only to realize that they no longer control their assets or
company, rather the court, trustee and creditors control the same.

You must realiz h opkfile gRankuptc r groperty sadich i the bankruptcy
estate- is compl$&[o$ c @HMA&N CI:trol or retain your
exempt property, it the s 1IS=allowetl, umtss Yyou gat ugh the bankruptcy maze
successfully.

There are many traps and obstacles to pass through. We cannot enumerate the complexity of
bankruptcy practice in this letter, We can only inform you to consider the risks that are inherent
when you file bankruptcy.

CATEGORIES OF PROPERTY IN A BANKRUPTCY

There are two types of property in bankruptcy law, exempt and non-exempt property.

1. Exempt property is l\heHﬂN Nebt}ﬁw@wter he or she has filed the
bankruptcy if the exemptiorts are aftdwed Oy ruStee of coUrt:

2. Nonexempt property is property that is not subject to a federal or state exemption. This
property may be taken by the Trustee or court and sold to pay for the debtor's debts. This is
property, or its value, which creditors may eventually be able to obtain.

wlsgathormst-oriexas. Com--



If most of your property is nonP\&RpEganE{t tor, desire to keep the property,
generally a Chapter 7 bankruptCy woul e adviSedyol sffould consider filing a chapter 11

or 13 plan. Under the chapter 11 or 13 filing, it would then be up to your successful
management and business skills to propose and fund a successful plan.

CATEGORIES OF DEBT IN A BANKRUPTCY
There are two types of debt in bankruptcy, secured and unsecured.

1. A secured debt is the type of bill, loan or expense whereby the creditor retains a security
interest in the property or goods sold to the debtor.

. PLEASE DONOT-COPY:::
has not"con di tr to Tepossess thevspecitic property™tat gave Tise to the

debt.

In the event the debtor does not pay for the goods, the creditor may repossess the same pursuant
to a contractual agreement which is commonly referred to as a security interest. Many Trustees
require the security agreement to be "perfected” prior to recognizing the security agreement.

A common example of a secured debt is when a person buys a car and has the same financed at a
local bank. The car dealer sells the car to the consumer. In order to pay for the car, the
consumer obtains a loan at a bank. The bank advances the money to the car dealer and retains a

security interest i titl vepigle syathe bank that i ey, buyer does not
pay for the vehi(‘:?{htHnlg re @@HMEN;}ﬁt is repossessed
pursuant to the terrhs Of t curity agreentent amd’lie ci orrthe vehicle's title.

You should understand that filing bankruptcy generally does not discharge or remove the
security interest that a creditor has in a secured debt. Consequently, if most of your debt is
secured, then even though the property may be considered exempt property, you will generally
have to pay the debt in order to retain the property. If you cannot pay the debt, the secured

creditor may repossess the property by foreclosing on its secured interest at the appropriate time
after the creditor has obtained the court's approval.

If on the other hand, most of your debt is considered unsecured and the majority your assets are
in the exempt property Y, theny YaUr may gmegge Jgromt nkruptcy being debt free
while retaining the exempt fgro AN“WUn y rity interest.

DISCLOSURE OF ALL ASSETS AND DEBTS IN A BANKRUPTCY

You must disclose all of your assets and make absolutely certain that the bankruptcy filing: the
petition, schedules, statement of affairs, affidavits, etc. are totally true and correct.

|_egalFormssforitexas.Com



Although as a general rule you gl ell frgmyopligatiops for any and all debt that is listed
in your bankruptcy petition, th PRspOf ge ruptcy will not discharge.

Discharge means that your bankruptcy frees you from having to pay that debt. Accordingly there
are two types of debts from a discharge perspective: dischargeable & non-dischargeable.

Non dischargeable debts are those that you will still owe even if you file bankruptcy. An
example of a non-dischargeable debt is money owed to the Internal Revenue Service for current
tax years and within the statute of limitation time frame for owed income tax liability. Another
example would be student and some government loans. Child support is also non-dischargeable.
Furthermore, any debt or obligation that is owed as a result of fraud or intentional wrongful
conduct is likewise non-dischargeable.

= PEEASE-DO NOT-COPY. -
court award es u Tor thatintehtiohal™tonduct. pefdind uport how the

judgment is written, the holder of the Judgment may be able to obtain an objection to your
discharge regarding that particular debt. Consequently you would still owe the debt after your
bankruptcy was completed.

THE BANKRUPTCY PROCESS

The bankruptcy process begins by meeting with the attorney and ascertaining if you can work
out an arrangement with your existing creditors that does not involve the bankruptcy court.

It is sometimes ihle OU L COLRROSIL it ureredi y your creditors
will take lower masvth Y| 0 @ debt n M M id so that you will
not have to file a banktuptty”

In the event you cannot work out a satisfactory arrangement with your creditors, and you need
court protection, the next step in the process is to meet with the attorney and have the attorney

review your assets and liabilities.

Generally, the attorney will require you to fill out a bankruptcy questionnaire or information
sheet that requires you to list a large amount of information about you and your property.

After the attorney has had a chance to review the questionnaire, he or she can then recommend

the most appropriate chapTIyo[ri di\l'd\ulal it ticY
The bankruptcy petition is & vety | A gt jg do qu\LnJmust read it very carefully

to ascertain that all the questions are answered correctly. You will be asked many important
questions regarding your finances, taxes, property, obligations owed to other people, whether or
not you have transferred property to others and many other rather detailed areas of questioning.

You rgust review theg ation containedsia. the ba tcy petition with,afine tooth comb
-~ pegatormst-o ri-exas Cony~



assets, you may inadvertently, o th iti ing agcreditor assert that you have
attempted to defraud the Bankr uEX}WIo W

Once the bankruptcy petition is filed, you will be given a bankruptcy case number. It is at that
point that you have now filed the bankruptcy.

RETAINING VS. ABANDONING SECURED PROPERTY
It is important to determine which secured property you want keep and which property you can

no longer afford to pay for. You should decide which property to abandon and return to secured
creditors and which secured property you desire to retain or keep.

In orde eep etain thatds gpject Lo 3 ribgdateresty y orl out an
amicab ng A re @ \ Wl medhs y tMy become
current’on t ts tharar ed and tMen cortti aifitain paymerlts or dgree with

the creditor to a new payment schedule.

If a secured creditor believes that you will not be able to pay the debt, he or she may file a
Motion to Lift the Automatic Stay, and if successful, will then be entitled to repossess his or her
property. ( The automatic stay is discussed in more detail in the next section).

THE AUTOMATIC STAY

As soon as the bankruptcy petition is filed, you receive protection of the bankruptcy statute,
under a provisio ch is terpaed tha lAptQmatiQ Stayy. pUn u ic Stay, creditors
are required to cedgpe igoll @ ties gndjl Sjegel oyland your property
until they have obtained app froftrthe Tahkropicy cOurt t their Collection efforts.

Many unsecured creditors will be effectively barred from their collection efforts as a result of
the Automatic Stay. Certain criminal and other activities are not barred by the Automatic Stay
provision including but not limited to the following example: if you have written checks with
"insufficient funds”, the criminal actions that may be taken against you are not stopped by the

bankruptcy automatic stay.

Generally secured creditors may not repossess your property once you have filed your
bankruptcy until they have obtained a court order which allows them to repossess your property.

This is accomplished by filingza Notjon jo Liff t topnghiQ S§tay, The creditor obtains the
court approval after the mogonjg A her a f@ yojir part, by your agreement
or through a Court Order after the métior flasbeen argued andrtled™pon.

THE CREDITOR'S MEETING

The Creditor's Meeting is a time when creditors have a right to review your bankruptcy in the

“L'égalFormsForTexas.Com



Creditors are entitled to ask yo QN tthege fgg ygur bankruptcy filing, questions
concerning your assets and Iiaﬂﬁn c meEWS regarding the debts owed to

the creditors.

BOTH you and your spouse, if you are filing jointly, will be required to attend the Creditors
Meeting. This means that you and your spouse will have to take off work and budget a morning
or an afternoon to be available for questions at the creditors meeting.

At the Creditor's Meeting the Trustee will ask you questions, review the bankruptcy schedules
and then make a determination as to whether or not he or she will allow the exemptions which
you requested in your bankruptcy filing. The Trustee will also decide what to do with your
nonexempt property. The Trustee may keep or abandon the property so that it may be used to

. ympej;:
The truStee mgr Eint@t Qmele\lp@p:l; Q)QIE TYstee may

abandon nonexempt property if you own a piece of property, other than your homestead and the
same is encumbered by a debt or lien that exceeds its value. A Trustee may decide to abandon
any interest in that property since it will not be economical for the Trustee to take the property,
pay the debt off and then sell the property since its value is less than the secured debt against the

property.

POST PETITION CHANGES AND REQUESTS FOR INFORMATION OR
DEPOSITIONS

After the Creditag eetigg 0u Do reglested t e vide additional
information regﬁ?Hr}@u@@MﬁNﬁ[sme is entitled to
request reasonablefinfOrmatidnand it1S"in Yotr bEstintefest t aitl information.

In the event a creditor desires more specific information about your bankruptcy, your debts or
assets, the creditor can use a procedure in bankruptcy which allows the creditor to take your
deposition and explore whether or not there are grounds to contest your bankruptcy.

BANKRUPTCY DISCHARGE

After the Creditor's Meeting is completed, in the event there are no objections or contested
matters, the Court will set a time where you will receive your discharge. This is the time when

your bankruptcy case is d andayop recgive a Jelgasgafr our dischargeable debts.
Generally you will not be qH AtNtMscM @ wless there is a contest or
objection, etc.

REAFFIRMATION OF PRE-PETITION DEBTS

In the event you desire to retain either credit with a merchant or property subject to a security

"egalFormsFor Téxas.Com



A reaffirmation agreement i r hicp gt h U agree to pay pre-petition
bankruptcy debt and become Pgﬁga a{dE:l [hstanding the bankruptcy filing
even though the debt could have be gell inTh uptcy proceeding.

This means that you will owe the creditor the money that you owed before you filed your

bankruptcy. By signing a reaffirmation agreement you continue to owe that creditor the debt
even though the bankruptcy discharge could have wiped out the debt.

RE-FILING FOR BANKRUPTCY

Once you file a bankruptcy, you must wait a certain length of time before you can for bankruptcy
protection. Depending upon the type of bankruptcy filed in the past and the type of bankruptcy

CPLEASE DONOT COPY ™

For the sake of simplicity, you should be aware that you should not plan to file bankruptcy
shortly after being discharged from a prior proceeding.

OTHER CONSIDERATIONS & SPECIAL TYPES OF PROPERTY

In the event that you inherit property or that you may receive or become entitled to you must
disclose this to the trustee if this occurs shortly after you file your bankruptcy or after the
creditor's meeting. Many trustees will give you a letter at the Creditor's Meeting informing you
that you must notify the Trustee if you receive an inheritance within six months after you filed

bankruptcy.
You must also p:J;ohli!egoti!;)c) QTQeelﬂJ Mgm:!_may receive as a

result of a Final Divorce Decree, with the exception of child support which occurred either
before you filed bankruptcy or within six months after you filed bankruptcy. Likewise you are
required to notify the Trustee of any that you may receive as a beneficiary of a life insurance
policy or as the result of a death benefit that you acquire or become entitled to receive if received
prior to the filing of a bankruptcy or within six months after the date you filed your bankruptcy
petition.

You must also advise the Trustee of any transfers, conveyances, and gifts, of the property which
have not been scheduled and which have been made within one year prior to the date of the

T THANK.YOU

You are still responsible for filing income tax returns and reporting income for items not
transferred to the bankruptcy estate. The trustee will generally maintain that he or she is entitled
to your income tax refund if one is due after the filing of your bankruptcy. The Internal Revenue

Servicg is a priority crrii.ﬁ_n( in a bankruptcy
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The Texas Property Code setﬁrRﬁV t’ﬁWtract of judgment liens. This
procedure must be used to remdve ah a ofjud that Mas been filed against you.
Contrary to popular belief, the filing of a bankruptcy and obtaining a discharge does not remove
abstract of judgments filed of record.

Title companies require the liens to be removed before they will issue ““good or clear title" to a
person who has abstracts filed against him or her. The filing of an abstract of judgment creates a
lien on your property. The above procedure must be used to remove the lien.

You should understand that the discharge that you receive in bankruptcy court will not remove

abstract.af j&idg S, Aonsaquantly yau willpavegto hayuat re dafterdlebankruptcy
filing. [&;EJAWISEane Ne ian dgcusﬁ %n more
que s.

detail if'you
FEDERAL EXEMPTIONS

When a person files bankruptcy, they are given an option to claim their exempt property under
their state law (which defines exempt vs. non exempt property) or choose the exemptions
allowed under the United States Bankruptcy Code, Chapter 11 USC, Section 522 (d). The code
refers to the person claiming the exemption as the "debtor". The exemption may be claimed by
property owned by the debtor or a dependent of the debtor.

THIS DOCUNMENT

The State Bar of Texas and the American Bar Association, as well as most state bars,
recommend that every adult person have a will.

DEFINITION OF INTESTACY

If you die without a will, you are considered to have died intestate. Consequently, your property
will be distributed pursuant to the state's probates code provisions relating to intestacy.

HARDSHIPS IMPOSED BY DYING INTESTATE (WITHOUT A WILL)

Perhaps one of the most i[MA‘oNojélin¥kg}treamline and reduce the
probate process and to simplifythe'wWindit up dne'S finaficialaftairs:

Intestacy can create hardships for your family and can significantly increase the cost of closing
out your financial affairs. It may cost your heirs significantly more money to have your estate
administered if you have not executed a valid will which appoints an Independent Executor to

serve ithout the requlri.:ent of postinga b

egalFormsForTexas.Com



If you had a will and the will i f appgin of an independent executor to serve
without bond, the cost of probapﬁw}l administering you estate would
have been relatively inexpensfve com to” what art’ cost if the court must appoint an
executor to administer the estate.

The court appointed administrator may have to post a bond and have his or her actions approved
by the probate court prior to winding the affairs of your estate.

The Texas Probate Code allows a person to name an independent executor in his or her will.

The independent executor can very quickly and inexpensively wind up your affairs, pay your
bills, sell unneeded assets, and distribute your property according to the terms of your will.

One as;P ﬁ%@ﬁ?k@@ckN ,-iI-thal‘the tPMot have
to obtaih co | e e ons:

The executor is only required to file the will for probate, attend the probate hearing, take the oath
to serve as the executor, obtain letters of testamentary (to act for the estate) and then file an
inventory and an appraisement that lists the property owned by the deceased.

The executor is entitled to pay the debts and distribute the assets of the estate without court
supervision. This saves a lot of time and a lot of attorney's fees!

This is a very cost efficient way of handling probate since your estate only pays for the attorney's
time in getting t il agp byethe prabat t. regft r oes not have to
pay the attorney @Hﬁrﬁp @MM ﬁwa bills, sell property
or distribute the asSets'to ficiartes.

You may lose that right if you die without a will because the probate court may supervise the
entire distribution of the estate.

The estate can then be eaten up by attorney’s fees from court appointed attorneys and receivers
as opposed to being paid directly to your heirs and beneficiaries.

The problem in Texas without a will is that you lose your free agency to decide how you want
your property and assets distributed and plan for your family. You now defer to the state's

intestacy laws, which m ay ngt ptablegto ougalso increase the probate
process and cost. The morallof HtAS aM@ avd a will
LIVING TRUSTS AVOIDING PROBATE AND PROTECTING ASSETS

WHAT IS A TRUST?

A trust is a legal arra nt whereby prop may be.giMen by a donor or jgtor to a trust for
~e|regatt-ofmskortexas.Com



Trusts are useful for protectin IR0 pyope d n gome instances in reducing tax
liability. Trusts may be createpﬁﬁwm alive or may take effect at the
donor's death.  The person wito control trist y own as the trustee. The trustee
acts for in behalf of the beneficiary named in the trust document.

A common trust, known as the revocable living trust, is used frequently by estate planners. It has
some advantages and some disadvantages. A living trust is created while the donor is alive. A
trust typically created in a donor's will becomes effective upon the donor's death is known as a
testamentary trust.

The donor can also be both a beneficiary and the trustee. This means that a donor can have full
control over all of the assets placed into the trust. Note there may be some tax considerations

which Id sug sqne jaird.parso aed ag t te?ow yg sﬁd,digusstax
conseqp%gEtE StEanﬁ qw vis@ AYCertified
tax ateplan atrof

Public Acco ney.
LIVING TRUSTS

A living trust is therefore a trust that is created during the donor's lifetime whereby property is
placed into the trust for the use and benefit of the parties named in the trust agreement. The
donor can be one of the beneficiaries named in the trust.

In order to create a trust the donor transfers ownership of the assets that he or she would like to
place in the trust from himself as an individual to a trustee, who will serve as trustee of the trust.

Trusts should alw{s Hio@iz@@‘éuen k;)j . %’Mo;lor transfers money
from himself to the trlist, Tht assets notongerin of her | fame, this gives rise to

the ability of a trust to reduce or avoid probate when a person dies. If all of a person's assets are
in the name of a trust when a donor dies then obviously there is nothing to probate.

In a living will the donor transfers his or her property to the trust, then the donor names a trustee.
If the donor remains as trustee, then he or she maintains full control over all his or her assets
contained in the trust. The donor can manage and use the property, including buying , selling,
leasing, giving or spending as he or she sees fit.

WHAT ARE SOME ADVANTAGES OF HAVING A LIVING TRUST?
The property placed in thellivHANv}lﬁve\f;*t;! Those assets would be
given directly to the benefiCiarfes pdrsuanht ta the térms Of the~fustagreement thus avoiding the
expense and delay of probating a will.

One advantage of a living trust is therefore to avoid probate. In some states, the probate process
is an extremely complicated, expensive and lengthy ordeal.

el @padb0 EMSE-Ord e x a8 an



Texas has an efficient probate e Xag ait sl prefer the use of a conventional
will and having the will probat @Ee 1 (ﬁi t.

One reason for this is that in Texas a person is allowed to name an independent executor who can
probate the will and act without posting a bond and act without direct court supervision
concerning the administration of the estate. The independent administration—without bond
therefore reduces the cost of probate and simplifies the process.

Once a will has been probated, the court issues Letters of Testamentary to the independent
executor. That person may then administer the will pay the expenses and bills and then
distribute the property without court approval or supervision. The executor is only required to
file an inventory and an appraisement for the court listing the assets in the estate as of the date of

wibEASE. DO.NQT COPY,, ..

property in more than one state. The use of a living trust can circumvent the need for probate
proceedings in other states where property is owned. A probate in Texas generally will not
transfer title to real estate in other states to the heirs in a state other than Texas, therefore an
ancillary or another probate is generally required to transfer property to the named beneficiaries
when the property is owned in more than one state.

Ancillary probates are supposed to be simpler and less complicated than a main probate, the
difficulty and expense is that attorneys must be consulted in each state where property is owned
and the ancillary probate procedures must be complied with; this generally requires paying a

filing fee and iNing 42 rneygo Sagdl ancillar . quently, in this
situation, a living usHIc‘a@ s @ ex M
MORE FLEXIBILITY WITH A LIVING TRUST

Another benefit of a living trust is its flexibility. The donor can select himself or any other
person to be the trustee. The trustee then has full control over the assets in the trust as dictated
by the terms of the trust. If the donor is the trustee he or she can change or alter the terms of the
trust at anytime.

The donor can revoke or cancel the trust at anytime if he or she is the trustee. When the donor
dies, the living trust, which actually is a revocable living trust, states how and when the donor’s

property shall be distribu ssets can Re digtriputeq to enefigiaries in the time periods,
amounts, and manner as stagd A . l i

For instance, the donor can specify that a certain amount of money should be used to finance the
education of a child or grandchild. Likewise the donor could reserve or specify that from
proceeds from the estate could be used for payment of medical expenses or special needs of the
beneficiaries such as a disabled or handicapped child.

|_egalFormsferTexas.Com



The living trust document is gegata offiled Withet bage gourt; therefore its terms are not
open for inspection by the pubP h& Ja il be filed with the probate court
in order to be admitted to probate. " It ecOm I cument. The will may then be

inspected and reviewed as any other public document. Therefore, if you are interested in
complete privacy, a trust may be preferable to a will.

LITIGATION AND CONTEST

Law books are full of suits where unhappy heirs have sought to contest a deceased person’s will.
A will can be contested if it can be proved that the person writing the will, the testator, was
unduly influenced to make gifts to one person or another or that some one in a position of trust
benefited in the will by unduly influencing the testator. The unhappy relatives can argue that

some OP rtyErtﬁ tSEes' ;e atomburhei@i- OﬁUtY
Many thim& tag S, maa nd Wi be“avoi er use of a family

limited partnership!

HOW TO OWN PROPERTY

Property should be owned so that the most protection allowed by law is afforded- that is why you
should consider a family limited partnership. What we mean by this is that you should analyze
the source of income and the possible consequences or contingencies that may be tied to the
receipt and production of said income. The following types of ownership are listed below--most
of them offer little or no asset protection. A family limited partnership avoids most of the

TTTHIS DOCUMENT

Property held jointly with rights of survivorship may provide some asset protection, but at the
same time, creates liabilities. If two parties have equal right to control or own property, in the
event one party suffers a liability, all of that property may be taken by that party's creditors, and
thereby deprive the other owner from his or her ownership in that property.

FAMILY LIMITED PARTNERSHIP

Limited Partnerships provide a method to own property and control the management, supervision

and transferability of the HKN ty teY.

The advantage of a limited PpartherSHip aS an Kote iorg L‘f!und pursuant to the Texas
Revised Limited Partnership Act Section 7.03. This section appears to limit the rights of a
judgment creditor to a charging order against only the income produced from that partner’s

interest in the partnership. The creditor may seek the appointment of a receiver to take the
debtor's share of the partnership's profits.

OB LT (o 4 em 0] k1< e 01 W B Co U Ko 4614 5 Ak



to hold a distribution of inco he L nj argnegship Agreement, the judgment
creditor may receive nothing fﬁﬁﬁt i'n ingi artnership that the creditor has

obtained.
An example of how limited partnership can be used to shelter assets is as follows:

Assume a husband and wife have declared their home, which is paid for and debt-free, as their
homestead. Yet, they own substantial real estate that can not be used as their homestead.

Pursuant to a statutory marital partition agreement, the husband and wife divide the property into
equal shares. Then, the husband and wife contribute their undivided interest in the land into a
family limited partnership.

o PLEASEDONOT: CORY::
designated ral 1 hereartef;the htisband™@hd Wife credte tWo spendthrift trusts,

each one for their children.

The trustee of each of the trusts may be a partner, such as a financial planner, CPA or attorney.
The husband and wife then make a formal gift to each of the two trusts out of the separate
property limited partnership interests.

Since the husband and wife are separate donors, by taking advantage of the $11,000.00 gift
exclusion each year, they can give away $22,000.00 to each trust per year. This is pursuant to
Internal Revenue Code Section 2503(b).

At the conclusio?E!:heJLirlv’i-ﬁ pa@ greathﬁ Nﬁl’gand and wife no
longer own a real estdte ity “asset whic % slb he“tlafms of the husband

and wife's creditors. Instead, the limited partners own an interest in a limited partnership which
owns the land.

The limited partnership interests are owned by a husband and a wife. In this situation, the
limited partnership provides that 85% in interests of the limited partners must consent to an
amendment, change or dissolution of the limited partnership. Therefore, a creditor cannot force
a dissolution of a partnership and a sale of the property.

The creditor, therefore, may own an interest in the limited partnership, but effectively, cannot do
anything with the land. Thagimited pagnegshi bg degigaad for strict ownership in order to
preclude assets from beiWAMr%tiys@ﬁrst refusal and buy-sell
provisions are required. The above' 1S alsb apPrOpriate in“orderto Cofitinue the management and
control of the family assets in the limited partnership.

Generally, the person with the most liabilities should own the least amount of property.
Therefore, consider this example:



shock-absorber from a lawsuit. inimal equipment necessary to
do some of its business functio hyt qll ot have large values.

If the equipment is readily expendable and has a short useful life, then it would be appropriate to
keep that equipment in the company. Certainly, office supplies and miscellaneous day-to-day
items should be owned by the company. Large-ticket items, such as buildings, heavy machinery,
or expensive pieces of personal property or equipment that have long useful life can be owned by
another entity and leased to limited liability company. This way, those assets may be protected
and may be used by the business to generate money. Yet, the ownership of said equipment, if the
equipment can be protected from liabilities incurred with the business.

A children's trust may own the equipment and then lease the equipment to the limited liability

P EASE DO NOT COPY ™

An irrevocable trust may also be set up to hold life insurance on the business owners so that the
death of the surviving spouse, the insurance will not be subject to federal or state taxes.

Since the trust is irrevocable, a tremendous asset protection is available for the assets and the
irrevocable trust. The trust can own more than one life insurance policy. It can own more than
just life insurance.

For assets over and above the business corporation, you should consider family limited
partnerships for these other assets that are not involved or related to the production of your

primary income pgtegtials, such as r ical practice, | ice, Or corporation
msn T HTS DOCUMENT

Since a judgment creditor only gets a charging order against the limited partnership interest,
investment properties and assets can be owned and maintained in a limited partnership. The
creditors may not be able to remove the general partner of the limited partnership. Therefore, the
creditor has no say-so in how the property is managed or income distributed therefrom.

CORPORATIONS

Subchapter "S™ Corporation

A corporation may be ¢ ed,t "Sg 0F a {C" ratiog for purposes of Internal
Revenue taxation purposes 1—' N K Ycﬁi '

When a corporation is formed, the taxpayer has a right to have the corporation taxed as a
Subchapter "S™ corporation by filing an election with the Internal Revenue Service.

An "S" corporation, although a corporation for all intensive purposes, is taxed as though it was a

partne sh ip rather th orporatlon omes, deductiogsegnd credits flow
wf v e OBH-OTMSHOF-FeXas. Com



Significant changes were madeﬁjﬁegvivEWursuant to the Tax Reform Act
of 1986.

"S" corporations had a unique status prior to 1986 concerning liquidation of the corporation and
the taxation of the receipts to its shareholders. Under current tax law, liquidation of corporations
and its taxation issues is complex and requires the assistance of tax and legal professionals. You
should not attempt to do this on your own.

You should contact your tax attorney and/or Certified Public Accountant. The scope of this
paper is not to discuss the complicated tax aspects, but practical business applications that most
individuals should consider when deciding whether to have their corporation taxed as a "C" or an
"S" corporation.

Due tthjve m& O% oﬁ aIN;l; ar‘attorPMountant
should De ¢ | ior g S'"Bra "C" corporatiof.

SOME ADVANTAGES OF AN "S" CORPORATION

Income losses/credits flow directly to the shareholders in the percentages of their stock
ownership of the corporation.

This "pass-through™ of income/losses eliminates the double-taxation feature applicable to
corporate profits. If a "C" corporation has $100,000.00 income and pays $60,000.00 of that
income to a shareholder as an employee, the shareholder pays personal income tax on the

$60,000.00 that r rpQgived D remaiping 340 W e taxed to the
corporation, so thaff th pirgw @l» @ ‘comw . NOt at it received.

In the next tax year, if the corporation paid that $40,000.00 to the shareholder who previously
received the $60,000.00, that individual shareholder would now have to pay income tax as a
dividend on the $40,000.00 he or she received in the new year. Therefore, the shareholder has
had to pay two income taxes on the $100,000.00, and the corporation also had to pay tax on the
$40,000.00;

Income that is distributed to the corporate shareholders retains the character that the income had
at the corporation's level; and,

SOMETJ:_\‘IAA T"N < "Y)@)@IONS:
The corporation may have re“than 70 shiarehoMers fh or®ef to etect Subchapter "S" status;

The shareholders are taxed on the earnings of the "S" corporation, even if those earnings are not
yet distributed to the shareholder and are retained by the corporation;

The c[r:l:ration can oF:ue a second clags.of stock ss the only distipgtion between the
classeq rel aijg ; I@ Fmﬁpﬁjﬁe th@ﬁ a{e va l qa'ses of
stock. ﬁgb pOrtanttor voti TOr co purpos Xd&Sh. @



Shareholders are limited to iPlﬁﬁCVn!!‘ﬁ efore, non-residents/ aliens of
corporations are not allowed to™e shar rsth a pter ©S" corporation;

Corporations must also meet some specific eligibility requirements which should be discussed
with your tax advisor or attorney;

In most situations, corporations are required to have calendar years, rather than fiscal years; and,

Shareholders-employees may not receive certain fringe benefits that may be available to
employees in "C" corporations when the employee owns less than 2% of the corporation’s stock.

ASE.DONOT.C
InrecePye!l’S,‘(E nd Ma 0 InUETO picrce theCorpOrate ,aQwﬁzrtYe owners

of the business liable, notwithstanding the corporation. A simple test has been devised that must
be followed at a minimum to insure corporate protection.

Failure to observe corporate formalities, such as:

1. failure to hold meetings;

2. failure to keep the property in the name of the corporation;

3. failure tosiga s the gopeact officer gfihe ratiQn;

4. failure toj;HZLtSter anM E N T
5. resolutions for transactions;

6. failure to have regular Board of Directors meetings;

7. failure to have regular shareholders meetings;

8. failure to have annual shareholders meetings;

9. failure to issue the rate st kN intgin Yo oldergs ledger;
10.  failure to maintain ul-tj-d_aieé rat€ records, résolutons arfd ratifications;
11.  failure to have the required initial organizational meeting;

12.  failure to adopt corporate by-laws;

s |l=egalb-ormsker Texas.Com



14. failure to advertise and gagve.aQti tt lness Is operating as a corporation and is
no longer a sole proprietorship,ﬁtﬁnWF@W

15.  failure to transfer assets into the corporation and capitalize it properly;

16.  failure to get proper state and local business licenses in the name of the corporation;
17.  failure to transfer assets, property, records, etc. into the name of the corporation; and/or
18.  failure to file state and federal report forms;

19. Non-payment of dividends;

" PRLEASEDONOT COPY

21.  Siphoning corporate funds by a dominant stockholder;

22, Non-functioning of the other officers or directors;

23.  Absence of corporate records;

24.  The use of the same business or office location by the corporation and its individual
stockholders;

25. The fact the, corpayate gl y a or gh atj f the dominant
el T ETS DOCURMERT

26.  Giving improper guarantees for, or on behalf of, the corporation;

27.  Sale of a controlling interest for less than fair market value;

28. Profiting from inside the corporation;

29. Short swing profits;

30.  Failure to disclose material facts, transactions for the companies in which the officers or
directors have conflicts ofd st gnd Rengfit from,

31.  Violating the article orHaAilhx[c%atioY; O U

32. Failure to file or report corporate taxes;

33. Failure to register the corporation in other states;

|_egalFormsForTexas.Com



34. Loans to officers or dirgafon older, engfit,the individual to the detriment
of the corporation, causing t (ﬁ ' nir n ry expenses, liabilities, or tax

liabilities; and
35. Excessive compensation or dividend payments.

When one or more of these elements is present, the theory of piercing the corporate veils for
purposes of establishing personal liability exists.

Although some practitioners may automatically recommend a Subchapter "S" status for persons

desiring to form a corporation, it is best to have a tax attorney and tax advisor to review your
individual needs and circumstances to determine whether or not a "C" or "S" status best benefits

"PLEASE DQ.NOT COPY

Asset protection is available, however you must carefully analyze your income and assets. Then
you may determine the best entity to hold the assets while still deriving the income.

Thereafter you must follow all corporate or partnership rules to enjoy the protection that the law
affords, failure to follow the tax or state rules can void the protection you would have otherwise
received.

| hope this letter illustrates the reasons why you should have your business and personal affairs

TTTHIS QOCUMENT

[Attorney’s Name]

THANK YOU
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