Corporate, partnership advantages

New business entity
limits liability, taxability

By Charles Herbst

The Limited Liability Company
(LLC), a new form of doing business
that combines some of the advan-
tages of a partnership and a corpora-
tion, has arrived in indiana. Indiana’s
new Limited Liability Company Act’
took effect July 1, 1993. Foreign LLCs,
however, have been registering with
the secretary of state to do business
in Indiana since 1990.2

The first LLC legislation was passed
in Wyoming in 1977.3 That statute was
designed to make it possible to cir-
cumvent S corporation restrictions,
while limiting investor liability and
incurring just one level of federal
income tax.*

Interest in the LLC began to spread
nationwide when the Internal Reve-
nue Service issued Rev. Rul. 88-76,5
holding that Wyoming LLCs would be
classified as partnerships for federal
income tax purposes — thereby elim-
inating the threat of entity-level
federal taxation.

Since the IRS ruling, about half of
all states have passed legislation mak-
ing it possible to form LLCs in their
respective jurisdictions. These states
recognize the status of LLCs
organized according to the laws of
other jurisdictions. Indiana is the
latest state to join this parade.

When choosing the appropriate
entity for a business, Indiana practi-
tioners will want to consider the LLC
as an alternative to the now-popular S
corporation. As mentioned, the LLC
has characteristics of both part-
nerships and corporations. An LLC
resembles a limited partnership, but
lacks a general partner. At the same
time, the LLC provides limited inves-
tor liability. Because it can qualify for
classification as a partnership for
federal income tax purposes, an LLC

can avoid entity-level income taxa-
tion. In addition, an LLC offers a host
of other tax benefits.

Offering greater flexibility than tra-
ditional S corporations, LLCs can be
used for a variety of businesses. They
are particularly suitable for closely-
held businesses. This article presents
a summary of choice-of-entity con-
siderations for closely-held busi-
nesses and discusses the highlights
of how to form and operate a Hoosier
LLC. In addition, this article identifies
important points to consider when
contemplating formation of an LLC.

Choice of entity

When a business entity is formed,
two goals predominate:

1. Avoid investor liability at all
costs.

2. Avoid a corporate-level tax, if
possible.

Investors now can achieve both
these goals by choosing either the S
corporation or the limited liability
company as a suitable entity.®

S corporations

For some organizations, the S cor-
poration remains the easier and more

practical choice. An S corporation is
created by forming an ordinary cor-
poration under state law, and then
filing an election with the IRS to be
taxed under subchapter S of the
Internal Revenue Code. Investor lia-
bility is limited to the amount of the
investment; S corporations are not
subject to federal or Indiana corpo-
rate-level income taxes. Share-
holders are taxed on the S corpora-
tion’s income via a pass-through
method that is similar to the taxation
of partnerships.”

However, there are major limita-
tions to electing subchapter S treat-
ment — the eligibility restrictions
imposed by the Internal Revenue
Code. They fall into three categories:

1. Restrictions on ownership — S
corporations may not have more than
35 shareholders. Corporations, part-
nerships and nonresident aliens may
not be shareholders.?

2. Restrictions on capital structure —
An S corporation may have only one
class of stock.® This restriction pre-
cludes the use of special allocations
and preferred stock.

3. Restrictions on activities — S cor-
porations may not engage in certain
businesses, chiefly banking and
insurance.” (These activity
restrictions also apply to LLCs.)

Limited liability companies

For many closely-held businesses,
the flexibility of partnership taxation
and absence of S corporation
restrictions will make the tax advan-
tages of the LLC irresistible.

While an LLC is a distinct type of
entity, it is a hybrid between a corpo-
ration and a partnership. The greatest
difference between an LLC’s part-
nership-style taxation and S corpora-
tion taxation involves the ability to
alter the capital structure of the orga-
nization. The possibilities are end-
less, but the following examples
should suffice to illustrate the greater
usefulness of LLCs:

1. LLCs may adopt special profitand
loss allocations and differences
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among members in voting rights.

2. Tiered interests are possible in
an LLC.

3. Foreign investors can finally
enjoy limited liability and one level of
taxation.

4. Special profit allocations allow
an investor to “advance funds” to an
LLC. The advancing member can be
given a special allocation of LLC prof-
its®2 until his or her “advance” is
repaid, and possibly avoid debt treat-
ment, stated interest and original
issue discount requirements. '

5. Simply by forming an LLC, two C
corporations that want to form a
50-50 joint venture can avoid an addi-
tional level of taxation without being
exposed to additional liability in the
venture.

6. Employees can be given a profits
interest without a voting interest in
the business.

Formation and operation of
an Indiana LLC

Indiana’s LLC statute provides for
tremendous flexibility, but also pro-
vides “default” conditions for fail-
safe tax planning.

Investors in an LLC are generally
known as members. Unless the oper-
ating agreement provides otherwise,
the unanimous consent of the other
members is required for acceptance
into membership.* Members may
transfer their profits and capital inter-
est in the LLC. However, unless the
operating agreement specifies other-
wise, the transferee may not become
a member without the unanimous
consent of all other members — nor
is the transferee entitled to voting
rights or other rights related to gov-
erning of the LLC.™S

An LLC may adopt an operating
agreement, similar to a partnership
agreement, to facilitate regulation of
its affairs.'® The operating agreement
is the basis for LLC operation and gov-
ernance. Within certain limitations,
the agreement may alter members’
profit and loss allocations as well as
alter members’ voting rights.

res gestae

The governing officials of an LLC
are generally known as managers. If
the articles of organization do not
provide for managers, each member
will be considered an agent of the
LLC. If the articles of organization
provide for managers, then mem-
bers, acting in their capacity as mem-
bers, will not be considered agents of
the LLC."” Managers need not be nat-
ural persons or members.'8 Except as
provided in a written operating
agreement, or unless they engage in
willful misconduct or recklessness,
managers are not liable to the LLC or
to its members for their perfor-
mance."

To form an LLC in Indiana, the arti-
cles of organization must be filed
with the Indiana Secretary of State.?°
These articles must include: (1) the
name and address of the LLC; (2) the
period of its duration (which may be
in perpetuity);?' (3) the name and
address of its registered agent in Indi-
ana; (4) a statement that manage-

ment of the LLC is vested in a man-
ager or managers2? (if applicable);
and (5) any other matters that mem-
bers agree to include, including any
matters that are required to be or may
be included in the operating agree-
ment.23

Like the names of partnerships and
corporations, names for LLCs may be
reserved in advance.?* The name of
an LLC must include the words “lim-
ited liability company” or “LLC."”25

Each LLC is also required to file an
annual report with the secretary of
state. This document reports the
LLC's name, the name and address of
the LLC’s registered agent and the
address of the LLC's principal office.26

An LLC is dissolved upon an event
of dissociation, which may be eithera
member’s death, retirement, resigna-
tion, expulsion or dissolution. It is
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possible for the operating agreement
to provide members with the right to
continue the LLC when an event of
dissociation occurs.?” Also, an LLC is
dissolved when the period of dura-
tion designated in its articles of orga-
nization expires or by written
consent of all its members.28

Existing entities

Existing sole proprietorships and
partnerships will find it fairly easy to
convert to an LLC.2? Similarly, an LLC

that is taxed as a partnership can later
incorporate without difficulty.3°

Existing corporations that attempt
to disincorporate and form LLCs may
recognize significant adverse tax
consequences, including recogni-
tion of gains at both the shareholder
and corporate level.3' For this rea-
son, LLCs will generally be an option
only for new or unincorporated
entities.32 '

Limitation of member liability

For businesses operating
exclusively in Indiana, member lia-
bility should not be a problem. Indi-
ana’s Act provides: “A member . . . of
a limited liability company is not per-

sonally liable for the debts, obliga-
tions or liabilities of the limited lia-
bility company, whether arising in
contract, tort or otherwise, or for the
acts or omissions of any other mem-
ber, manager, agent or employee of
the limited liability company. A mem-
ber . . . may be personally liable for
the member’s own acts or omis-
sions.”33 A member is liable to the
extent of his or her contribution.34

Other states with LLC laws also rec-
ognize members’ limited liability for
obligations of “foreign” LLCs.35 It is
not yet clear what the prevailing stan-
dard for piercing the “corporate” veil
will be, either in Indiana or else-
where 3¢

In states without LLC laws, the lia-
bility of members for LLC obligations
is not clear. Although a number of
arguments favor interstate recogni-
tion of the LLC,3” the LLC is too new
for the question to have been con-
clusively resolved either by statute or
litigation.

Given the present ambiguity, an S
corporation should be a safer alter-
native for those who plan immediate
interstate operations in nonadopting
jurisdictions. Adoption of some ver-
sion of the LLC by all 50 states, which

should be soon, wiil eliminate this
concern.

Avoiding corporate-level
income tax

The four-question test

Not every LLC qualifies for classifi-
cation as a partnership. Classification
of LLCs as partnerships for federal
income tax purposes is based upon
the underlying characteristics of the
LLC rather than any labels applied by
a taxpayer or state law. Because Indi-
ana’s Act is so flexible, drafting the
operating agreement requires con-
siderable care in order to achieve the
desired tax classification.

The appropriate standard for clas-
sification of an entity as a corporation
or partnership for federal income tax
purposes is the “four-question test”
found in Treas. Reg. § 301.7701-2. This
regulation enumerates four
attributes that are common to corpo-
rations, but not found in part-
nerships and trusts. These attributes
are Limited Liability, Continuity of
Life, Centralized Management and
Free Transferability of Interests. An
entity that has three or more of these
attributes is classified as a corpora-
tion and subject to corporate income
tax. An entity that has two or fewer of
these attributes qualifies for treat-
ment as a partnership.

In Rev. Rul. 88-76, the IRS consid-
ered a Wyoming LLC and concluded
that a Wyoming LLC is a partnership
because it possesses Limited Liability
and Centralized Management, but
lacks Free Transferability of Interests
and Continuity of Life.

State LLC laws vary considerably
and Rev. Rul. 88-76 analyzed only the
Wyoming formulation.3® In other
jurisdictions, including Indiana, a
detailed analysis of the LLC must be
undertaken to make sure that an LLC
organized under another state’s laws
qualifies for federal partnership clas-
sification:

Limited Liability — Like a Wyoming
LLC, an Indiana LLC will have Limited
Liability.3®
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Choose only one:

Centralized Management — Both
Wyoming law#® and Indiana’s LLC
Act*! make centralized management
optional. In Rev. Rul. 88-76, the IRS
held that if a Wyoming LLC is man-
aged by designated managers, it will
be considered to have Centralized
Management. If governance by all of
the members of the LLC is acceptable
and Free Transferability of Interests
or Continuity of Life is desired, the
articles of organization should not
provide for managers.

Free Transferability of Interests —
Wyoming law provides that a mem-
ber may transfer his or her economic
rights in the LLC to a third party, but
the transferee may only participate in
the management or become a mem-
ber of the LLC with the unanimous
consent of the other members.2 In
Rev. Rul. 88-76, the IRS concluded
that the Wyoming LLC lacked Free
Transferability of Interests.43

The Indiana Act provides this
restriction as well, but allows an LLC
to have Free Transferability by super-
seding this restriction in its operating
agreement.

Continuity of Life — Wyoming law
provides that the LLC shall be dis-
solved upon the expiration of the
period designated for the LLC’s exis-
tence, or the death, retirement, res-
ignation, expulsion, bankruptcy or
dissolution of a member unless there
is unanimous consent by all of the
remaining members to continue.
Such a right must be provided for in
the LLC’s articles of organization.4>

In Rev. Rul. 88-76, the IRS decided

res gestae

the requirement of unanimous con-
sent to continue the LLC after the
death or withdrawal of a member was
adequate to defeat Continuity of
Life.*¢ The indiana Act provides for
dissolution if an event of dissociation
occurs, but allows an LLC to maintain
Continuity of Life by superseding this
provision in its operating agree-
ment.4”

Actual continuity can be enhanced
without triggering corporate status
by providing in the articles of organi-
zation that the members have a right
to continue the LLC upon an event of
dissociation and impose a contrac-
tual obligation on each member to
exercise this right. Such an obliga-
tion should be-included in the writ-
ten operating agreement. It is crucial
that the remedy for breach of this
obligation specifically exclude spe-
cific performance. While the IRS has
not ruled on this technique in the LLC
context, its use has been upheld in
case law dealing with classification of
a limited partnership.48

Finally, in addition to passing the
four-question test, to be taxed as a
partnership for federal income tax
purposes, an entity must have at least
two members.4? Indiana’s Act allows
one-member LLCs.5 To qualify for

partnership classification, an Indiana
LLC's operating agreement must be
modified to require a minimum of
two members at all times.

State income taxation

LLCs that are treated as part-
nerships for federal tax purposes will
be treated as partnerships for Indiana
state income tax purposes.5’

State tax treatment in other juris-
dictions may be inconsistent.
Although many states follow the
federal classification scheme or stat-
utorily classify LLCs as partnerships
for tax purposes,5? there are excep-
tions. For example, Florida taxes an
LLC like a corporation and subjects
the LLC to a 5.5 percent entity-level
income tax.>3

Other LLC tax considerations

Once an LLC has qualified for tax
treatment as a partnership, two other
issues warrant consideration:

1. Passive activity limitations. The
per se loss limitation restrictions on
limited partnership interests do not
apply to LLCs. A taxpayer can claim
losses related to membership in an
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LIC if he or she “materially partici-
pates” in the management and
activities of the LLC.>*

2. Master limited partnership rules
will apply to LLCs if interests in the
LLC are publicly traded. Such pub-
licly traded partnerships are taxed
like C corporations.5> This should
not affect closely-held LLCs, provided
they lack Free Transferability of Inter-
ests.

Federal reaction

Once legislation is enacted nation-
wide, the LLC has the potential to
render most uses of the S corpora-
tion, partnerships and limited part-
nerships obsolete. The demise of
these entities should have a fairly
neutral effect on the federal and state
treasury. But should a large number
of entities that would otherwise
incorporate as C corporations adopt
LLC structures, federal and state tax
revenues could be adversely

affected. Such a change could invite
the scrutiny of Congress and others,
particularly because of concern over
the size of the federal deficit.

Statutes such as Indiana’s may also
cause an administrative nightmare
for the IRS in attempting to classify
entities as either partnerships or cor-
porations. The IRS will have to con-
sider each Indiana LLC on a case-by-
case basis, unlike those in Wyoming,
where all LLCs qualify.

To facilitate classification, the IRS
could modify the requirements for
classification as a partnership. Such a
change would probably have a pro-
found effect on limited partnerships
as well as LLCs. Considerable tax-
payer uproar and demand for con-
gressional relief could be expected.
But, even in a worst-case scenario,
the LLC could restructure itself, incor-
porate, and probably elect S corpora-
tion status.

Unlike a C corporation, the struc-
tural transferability, continuity and
management restrictions placed on
LLCs prevent them from becoming
large.>¢ By not placing an entity-level
tax on S corporations, Congress
appears to have made the decision to
apply entity-level tax only to larger
businesses. Given such a policy, fur-
ther liberalization of S corporation
rules, rather than congressional

action against the LLC, seems the
more likely outcome.

Conclusion

Here in Indiana, we now have a
new and tremendously flexible vehi-
cle for organizing closely-held busi-
nesses. The LLC should be consid-
ered whenever a new business is
formed. The rapid, national rise of
the LLC ensures that dramatic
changes are on the horizon. The
financial incentives this form offers
motivate taxpayers in every state to
demand that legislation be passed to
enable LLC formation or at least rec-
ognize foreign LLCs. Such a develop-
ment will provide much greater
security for Hoosier LLCs in the con-
duct of interstate business. Wide-
spread use of the LLC should simplify
the business formation process and
provide clearer expectations for
those who elect to use LLCs.

1. indiana Business Flexibility Act, P.L. 8-1933;
codified principally at Ind. Code § 23-18-1-1, et

seq.

2. Ind. Code § 23-16-10.1-1 provided for registration
of “foreign” LLCs with the Indiana Secretary of
State. The new act repeals this statute and
requires registration of foreign LLCs under Ind.
Code § 23-18-11-2. Although the prior statute
provided for registration, the limited liability
status of LLCs in Indiana courts was not clear.
LLCs registered under the old law are “grand-
fathered’” into the new system. Ind. Code
§23-18-11-18(b).

. 1977 Wyo. Sess. Laws ch. 158, § 1; W.S, 1957.
Codified at Wyo. Stat. § 17-15-101 to 136 (1977).

. Since the Wyoming statute was enacted, Con-
gress has liberalized some of the S corporation
restrictions. E.g., prior to 1981, S corporations
were restricted to 15 shareholders.

5. 1988-2 C.B. 360.

6. Other possible entities fail to meet at ieast one
of the goals: Sole proprietorships and part-
nerships fall to limit investors’ fiability. Even in
fimited partnerships, the general partner
remains personally liable for the debts of the
partnership. C corporations provide limited lia-
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bility, but are assessed income tax at a 34 per-
cent federal statutory rate and a 3.4 percent
indiana tax on adjusted gross income.

There are a number of differences in taxation of
partnerships and $ corporations. A thorough
review of the taxation of these two entities is
beyond the scope of this article. For an excel-
lent discussion of these topics, see W. McKee,
W. Nel & R. Whitmire, Federal Taxation of
Partnerships and Partners (2nd ed. 1990); and B.
Bittker & J. Eustice, Federal Income Taxation of
Corporations and Shareholders (5th ed. 1987),
IRC § 1361(b)(1).

1RC § 1363(b)(1}(D).

Taxpayers and their counsel have created inge-
nious schemes to defeat this rule. One example
consists of using a partnership of S corpora-
tions to defeat the maximum shareholder
requirement. In Rev. Rul. 77-220, 1977-1C.B. 263,
the IRS disallowed the S election and found the
structure to be a “sham” and tacking a business
purpose other than circumventing the tax laws.
Other examples include the use of subordinated
debt or call options. The IRS has since drafted
regulations greatly restricting these tech-
niques. See Treas. Reg. § 1.1361-1(1)(4)(1992).
IRC § 1361({b)(2).

Special allocations must qualify under the
“substantial economic effect” test. See IRC §
704(b) and Regs.

Such an arrangement is subject to ERISA and
securities laws and regulations.

ind. Code § 23-18-6-1(a)(1). H, for tax classifica-
tion purposes, free transferabllity of interests is
undesirable, the operating agreement should
not be modified to require a less than unan-
imous vote for admission as a member.

Ind. Code §S 23-18-6-4(a). If, for tax classifica-
tion purposes, free transferability of interests is
undesirable, the operating agreement should
require that such consent be unanimous and in
writing. See footnote 44 and accompanying text.
ind. Code § 23-18-4-5.

Ind. Code § 23-18-3-1.

Ind. Code § 23-18-4-1(b)(2).

ind. Code § 23-18-4-2(a).

Ind. Code § 23-18-2-4.

The possible tax consequences of perpetual
duration should be considered before making
this specification. See footnote 47 and accom-
panying text.

Faiture to provide such a clause makes each
member an agent of the LLC and allows each
member to bind the LLC. See Ind. Code §
23-18-3-1. I, for tax classification purposes,
centralized management is undesirable, the
articles of organization should not contain this
statement.

Ind. Code § 23-18-2-4.

Ind. Code § 23-18-2-9,

ind. Code § 23-18-2-8(a)(1).

Ind. Code § 23-18-12-11.

Ind. Code § 23-18-9-1(3). If, for tax classification
purposes, continuity of life is undesirable, the
operating agreement shouid require a unan-
imous vote to continue the LLC if an event of
dissociation occurs. See footnote 47 and
accompanying text.

Ind. Code § 23-18-9-1.

LR.C.§ 721.

I.R.C. § 351.

1.R.C. §§ 331, 336.

Provided the LLC is classified as a partnership,
either C or S corporations should be able to
invest in LLCs without adverse tax conse-
quences.

Ind. Code § 23-18-3-3(a).

. Ind. Code § 23-18-5-1.
. Because these states recognize similar organi-

zations in their own states, constitutionai obli-
gations to grant full faith and credit to the laws
of another state would also apply.

res gestae

36.

37.

Colorado has provided for application of corpo-
rate case law to answer this question. See Colo.
Rev. Stat. § 7-80-107.

Arguments promoting recognition of the LLC
and limitation of members’ liability include
Iinterstate commerce, comity, analogies to

. some of the early limited partnership cases, and

38.

&3

47.

49.
50.
51.

52.
53.

§5.
56.

the equities of holding a member liable when
the creditor was “on notice” by the plain mean-
ing of the words “limited liability company” that
the creditor could not conclusively rely on the
assets of individual members when transacting
business with the LLC. At this time, however,
there is no assurance that a state court would
necessarlly accept these assertions.

The IRS has since issued Rev. Rul, 93-5 and Rev.
Rul. 93-6, ruling that Virginia and Colorado
LLCs are partnerships for federal tax purposes.
The Colorado and Virginla Acts are similar to
the Wyoming law and do not contain the fiexibil-
ity of the Indiana act.

. See footnote 33 and accompanying text.
. Wyo. Stat. § 17-15-116.
- Ind. Code § 23-18-3-1.

Wyo. Stat. § 17-15-122.

. The unanimity requirement is beginning to

weaken. In PLR 9210019, the Service held thata
Texas LLC which required merely the approval
of the manager (if the manager is a member) or
a majority of membership approval to effect a
transfer of interests was lacking free trans-
ferability of interests.

. Ind. Code §§ 23-18-6-3; -4.
. Wyo. Stat. § 17-15-123(a)(iii).
. This unanimity requirement is weakening as

well. For example, in PLR 9226035, the Service
conciuded that a Utah LLC which required the
consent of ail managers and merely a majority
of remaining members to continue lacked con-
tinuity of life.

Ind. Code § 23-18-9-1(3).

. See Zuckman, 524 F.2d 729,735 (Ct. Cl. 1975).

See also Note, 91 Harv. L. Rev. 745, 750 (1977).
Treas. Reg. § 1.708-1(b)(1)(i).

Ind. Code § 23-18-2-4(a).

Ind. Code § 6-3-1-19 (a). Presumably LLCs
treated as corporations for federal tax purposes
will be treated as corporations under Indiana
tax taw.

Colo. Rev. Stat. § 39-22-201.5.

Fla. Stat. Ann, § 220.02; 220.11; 608.471,

. See LR.C. § 469(h) and Regs.

See L.R.C. § 7704 and Regs.
Ultimately, the Master Limited Partnership
Rules would apply to the LLC. See L.R.C. § 7704.



