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Introduction

This paper does not constitute or purport to constitute a definitive statement of the law of the
Isle of Man or the United States of America or any part or aspect thereof. This paper is intended
purely as a general commentary and should not be relied on in any way whatever.

Before in any way acting upon any of the ideas proposals or suggestion contained in this paper, the
reader should seek formal legal advice.

For more information on the nature and law of a trust established under the law of the Isle of Man
law, please see our brochure - Isle of Man Trust Law: an Introduction.

For more information on the law of the Isle of Man relating to fraudulent transfer please see our
brochure - Asset Protection: Fraudulent Transfer; and Re the Petition of Christopher Jollian

Heginborham 1999.

For more information on the Isle of Man Limited Liability Company please see our brochure - Isle
of Man Limited Liability Companies (LLCs)
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The Origins and Traditional Mechanisms

The use of a Trust or similar entity for the protection of family assets against the risk of loss due,
for example, to political upheaval or uninsured losses of various types, is common in areas of the
world that have been or are subject to political or economic instability.

They have not, until recent years, been common in North America, although the use of the trust as
a vehicle for the holding of assets for fiscal or family inheritance reasons is common enough
elsewhere. Largely due to the recent explosion in litigation - and costly recoveries - in the United
States, the use of trusts for to protect family assets has in recent years greatly expanded.

The Isle of Man was an early pioneer of the provision of such trusts, but fell behind when the issues
of fraudulent transfer were seen to be significant. All that changed as a result of the Heginbotham
case in 1995, when the Isle of Man’ court determined that the infamous ‘Statute of Elizabeth’ had
never applied in the Isle of Man, and, in consequence, the rules of fraudulent transfer were entirely
different from those in other equitable jurisdictions. Effectively, a transfer was protected unless
done with fraudulent intent. A future creditor, even where one could be hypothetically foreseen, is
irrelevant. This made the Isle of Man probably the best jurisdiction for such work where no actual
litigation was in progress when the transfer was effected.

For some years, the favoured mechanism of Asset Protection vehicles, that is to say, vehicles for
the protection of the assets of US persons from litigious creditors, has been the offshore trust.
Indeed, it had almost reached the point where nothing else was ever mentioned, in spite of the fact
that there were and remain a variety of mechanisms available.

The reason for this was primarily a tax reason. The objective was to establish a vehicle into which
assets could be placed which:

® protected the assets from attack through the US judicial system;
® would be able to make the assets available, if necessary, to the client and/or his family;

® would at worst be entirely tax neutral and at best enable routine Estate Tax planning to be
done;

® would be inexpensive.

To achieve the first objective was comparatively simple - just get the assets out of the USA into a
jurisdiction which had no Reciprocal Enforcement of Judgements Agreement. The actual holding
mechanisms available then had to be selected. Because it is physically impossible to move real
estate, this has been an area of major weakness.

The last point was also relatively simple, in that it ruled out expensive solutions such as Life
Assurance policies, so that left for consideration forms of corporation or trust only. Most people
ignored entirely the corporate forms because of the tax implications, and concentrated entirely on
trusts.

Corporate forms were ruled out because an overseas holding company was bad news for a US
person. Quite apart from the enhanced reporting requirements implicit in a Controlled Foreign
Corporation (CFC) with Sub-Part F income, a Foreign Personal Holding Corporation (FPHC), a
Passive Foreign Investment Corporation (PFIC), there is a distinct penalty provision in relation to

Capital Gains Tax.

For a CFC, on the death of the US shareholder, certain punitive rules apply in relation to basis
step-up. (s.1246(e) and 1291(e)). (For the layman, basis is the base value of the asset for Capital
Gains Tax purposes. Step-up is the increase of the basis which occurs when the asset is sold or
transferred to another party, and which triggers off the Capital Gains Tax liability (or “causes the
liability to be recognised”.) On the death of a US person, his estate is subject to Estate Tax, and
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Capital Gains Tax is forgiven, thereby providing a tax free basis step-up. In respect of holdings in a
CFC, there is no such forgiveness, and this could easily result in the tax payable being greater than
the value of the assets.

So the use of companies or corporations was ruled out. This was a pity, however, because even
before the days of the Check-the-Box Regulations of 1" Januaryi997, it was always possible to design
an exotic entity which could be a corporation in law, but something else for US tax purposes.
Companies Limited by Guarantee, for example lent themselves well to this type of design work, and
still do. The potential of these vehicles in US tax planning has not yet begun to be appreciated.

In those days too, the Limited Liability Company (LLC) as it has evolved in the USA, did not exist.
Today. such forms exist in every state of the USA, as well as many other jurisdicTions, often
masquerading under other names as Limited Life Companies (LLC), or Limited Duration Companies

(LDCQ), or, as in Barbados, as the Society with Restricted Liability (SRL).

Limited Partnerships were another vehicle which was used extensively inside the USA, but in those
days, few offshore jurisdictions had them.

It is only in the last few years that every month has brought news of yet another offshore island
proudly proclaiming that it has introduced the Limited Partnership (although some have had them
for years; the Isle of Man, for example, since 1909). But Limited Partnerships seemed to be
uncertain in their effectiveness.

So it had to be a Trust, warts and all.

Many US Practitioners then looked at Trusts for Asset Protection. They found that there was a
rich tradition of Trusts being used for ‘Asset Protection’ in a more general sense - indeed, there is
scarcely any other purpose for a Trust. For tax purposes, they were brilliant, since a trust
established by a US person which he was also capable of benefiting from was a so-called Grantor
Trust, and therefore entirely disregarded by income tax rules. Thus the offshore trust was neutral,
but was still capable of being structured for basic estate tax planning.
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