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NEW YORKand New Jersey are expected toenact legislationsoon allowing
privatelyowned businesses and partnerships toorganise as limitedliability
companies, which combine the tax advantages of a partnership with the legal

protection of incorporation.

California arid a dozen other states are considering similar proposals, and 31
states already recognize limited liability companies -- so named because
liability for such things as legal judgments against a company or bankruptcy are
limited to the entity"s assets like a corporation. These businesses do not put
their owners®" personal assets at risk beyond their original investment.

"It"s the wave of the future; it provides more flexibility with protection
from liability," said Assemblywoman Harriet Derman, Republican of Metuchen, who
is sponsoring the measure in New Jersey and expects passage this month.

Accounting firms, for example, are eager to avoid a repeat of "the fiasco
wiien Laventhol & Hcrwath went under,"” and partners were personally liable for
millions of dollars owed by the partnership, she said. That bankruptcy, /hich
led to a snarl of litigation, caused some managers of other firms to voice
doubts about accepting partnerships, if offered.

Kenneth J. Norcross, a partner in Pitney, Hardin, Kipp & Szuch in Morristown,
N.J., said that limited liability companies could be useful for "everything
from new ventures at A.T.& T. down to the corner de”."

With partnerships, income and losses flow directly to the partners, avoiding
corporate taxation, but partners®™ personal assets can be at risk for their
firm*s liabilities.

To protect themselves from liability, business owners can incorporate. But they
will face Federal corporate taxation unless the business meets the rigorous
requirements for an S corporation: no more than 35 partners, no foreign partners
and only one class of stock.

Family businesses often want two classes of stock, voting shares for the
family members active in the business and nonvoting for those who are not. Thus,
they are precluded from a S corporation, but they could set up a Ilimited
liability company.
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Most existing corporations are not likely to want to convert, Mr. horcrcss
said, because they would face "an exit tax"™ for dissolving their current
incorporation.

He predicts, however, that when the legislation passes in Mew York, Mew
Jersey and California -- all important states for business -- there will be a
rush to adept the new form, which 1is already permitted in other big business
states, 1including Illinois, Texas, Florida andDelaware.

Brian L. Schorr, a partner in Paul, Weiss, Rifkind, Wharton & Garrison, and
co-chairman of a drafting committee for the measure pending in ilbany, said, "I
think it has broad application in real estate, joint ventures, atrical
investments, high technology and venture capital,” as well as oil andgas,
reolacing both actively managed partnerships and passive investment
partnerships. However, attention should be given the state tax treatment of

limited litability companies, Mr. Schorr said.

The measures pending in New York and Mew Jersey, like the one recently
adopted in Delaware, are flexible, allowing businesses to tailor their limited
liability companies for their own purposes, Mr. Schorr pointed out. But tc
qualify for the same tax breaks as partnerships, he cautioned, the limited

liability companies
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Robert Il. Kane's start-up enlerprise Is
a moulli(ul: Octagon Communications
Limited Uablllly Co.

The name doesn't exactly have a ring to
It. It's rather awkward on stationery and
business cards. It even tails lo convey the
company's Intended business: Investments
In rural cellular telephone companies.

But loud and clear, the name conveys
something else: a new form ol ownership
that Mr. Kane and his seven partners ex-
pect wall serve them well. Their enter-
prist-lo be based In Denver-Is neither a
traditional partnership nor a traditional
corporation. Rather, under Colorado law. It
Is a "limited liability company.” or LLC.
Growing Interest

Mr. Kane and his partners expect to en-
joy the best o( toth worlds: Ihe lax advan-
tages of a partnership and Ihe legal sale-
guards o( a corporation. Tel they face
none ot the drawbacks associated with
forming a so-called subchaple* S corpora-
tion. which also Is taxed much like a part-
nership. For example, S corporations can't
have corporate shareholders, but LLCs
an. "It some corporation ever wants to ot-
ter me Jllllons i ' dollars (or my Interest.
‘Il be able to sell It.** Mr. Kane says.

Nol yet worth jlllinns, Octagon doesn't
even have an ottice. But It Is in the tore-
trout ol >movement toward the LLC as a
form ot ownership (or small US. busi-
nesses and Joint ventures. "Interest In lhe
LLC concept Is growing remarkably last,"
says John R. Maxtield. a Denver lawyer
who helped write lhe LLC law there.

May

ENTERPRISE
Partnership, Corporation Aren’t Only Ways to Start Out

Forming asa Limited Liability Company Offers Best of Both Worlds

Fasi. anyway, by the slow-paced slan-
dards ot lawmaking.-In 1977, Wyoming be-
came lhe first state to authorize LLCs. but
It took until 198S (or the Internal Revenue
Service lo conlirm that the new Wyoming
entities would be treated as partnerships
tor federal tax purposes.

To dale, only live other states-Colo-
rado. Florida, Kansas. Virginia and, most
recently, Utah-have followed Wyoming In
authorizing their own LLCs. according to
an American Bar Association survey. But
lawyers In many other states report grow-
ing Interest because ot the IRS ruling. Two
ABA panels are studying the topic, as Is
the National Conference ot Commissioners
on Uniterm Stale Laws, a group allied with
lhe ABA. Meantime, moves are atoot to in-
troduce LLC statutes In Arizona. lllinois,
Maryland, Michigan, Nevada. Ohio. Okla-
homa and Texas, the ABA survey found.

"I'm stunned by the amount ot excite-
ment generated by these entitles." says
Barba -a C. Spudls. a Chicago attorney and
lhe head ot one ABA panel on LLCs.

Flexibility of a Partnership

One appeal ol LLCs Is Uiat. as with
partnerships: any Income (lows through
uniaxed to the Individual owners. Such
owners don't avoid personal taxes, but
they do avo'd corporate taxes. Regular
corporations face higher maximum (axes
In Ihe (list place. And If the corporations
pay dividends, owners are (axed again.

Of course. S corporations avoid double
tnxatloa-bul they don't enjoy all the ad-
vantages ot partnerships when It comes to
juggling Income and deductions. For ex-
ample. ihe 2t)7c-owner ot an S corporation

normally must pay taxes on 207r of any In-
come. By contrast, partnership members
are tree lo divvy up any Income 3rd tax
liability as they see lit. Thus, equal part-
ners might change the allocations ot prolit
or loss year to year to lit their Individual
lax needs. LLCs otter lhe same (reedom.

With LLCs. as with regular corpora-
tions, only the company's assets, and not
the owners' personal assets, are at risk In
business-related lawsuits. In partnerships,
so-called limited partners cn|oy such pro-
tection. but general partners don't. And
limited partneis (ace restrictions on how
active they can be In the b_jiness. LLCs
are designed to protect all partners while
Imposing no limits on their activity.

Not surprisingly, lawyers |- a feu
stales say LLCs are an easy sen. Since
Colorado's LLC statute went into effect in
April 1990, 250 LLCs have been organized
there, an official says. Forming an LLC
usually costs 51000 to SS000 In attorney
and tiling tecs, depending on complexity,
says Mr. Maxtfeld. lhe Denver lawyer.

But some state programs have draw-
backs. Florida LLCs are exempt from fed-
eral corporate taxes but sublect to the
state's 5.57c corporate-income lax.. Since
Florida has no personal Income lax affect-
ing partnership Income, "that 557c Is
enough to sc3te people 0il," says Jose M.
Sariego, a Miami lawyer.

Moreover, the IRS has yet to give Its
Imprimatur to any state LLC program ex-
cept Wyoming's, lhough a tew LLCs else
where have gotten favorable private-lelter
rulings. And lawyers say it's unclear how
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enterprises treated as LLCs In their home
states will be treated In states without LLC
laws. Ot the stales without LLCs. Indiana
alone explicitly recognizes LLCs organized
elsewhere. "There has been no HUgntlon
on LLCs." says Robert R. Keatlnge, a Col-
orado lawyer who heads (he other ABA
panel on LLCs. “ And nobody wants to be
lhe test case."

Benefit for Foreigners

Still, proponents say the LLC raises lit-
tle risk lor enterprises operating only In
their home state or outside the U.S. And
It's Ideal lor foreign Investors-normally
barred ,. n S corporations.

LLCs don'i limit the number or type
ot owners, as S corporations do. except (or
a twoowner minimum. But because ot
other restrictions, only closely held enter-
prises are suited to be LLCs. For example,
it any owner leaves, the others must ail
(ormally agree to keep the enterprise go-
ing. "It you have 200 members. It's hard to
get everybody lo sign cff un anything,"
Mr. Keatlnge says.

i But even closely held companies face
uncertainties on a number ot technical and
procedural Issues, such as whether the
conversion ot a partnership Into an LLG
amounts to a "termination" under tax law,
which mighl Increase tax liability. IRS rid-
ings are still awaited. In the meantime,
warns Ms. Spudij, the Chicago Lwyer.
many LLC investors are entering un-
charted termor/.
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" lie limited liability company
(LLC), aunique and relatively
new form of unincorporated

Origins: The Limitada Model

LLCs are also similar, and owe

business organization, is available bytheir origin, to other types of recog-

statute in 24 states and is being con-
sidered to some extent in almost
every other jurisdiction. An LLC is
a hybrid form of business created
by combining the organizational
and tax attributes of partnerships
and corporations in a unique mix.

In many respects the LLC resem-
bles its organizational cousin, the
limited partnership, because it
may qualify for partnership "flow
through" federal income taxation
while retaining limited liability for
its members. Unlike a limited partner-
ship, however, an LLC is not required
to have a general partner with "unlim-
ited" liability. In that regard the LLC
more closely resembles the Scorpora-
tion, which also approximates the
"flow through" income taxation.
Conceptually, therefore, the LLC may
be analogized under existing law to
a combination entity consisting of a
limited partnership with an Scor-
poration general partner. The LLC,
however, carries much less tax
and organizational baggage and
complexity than a combination entity".
In short, the LLC seems to be an
efficient and flexible form of business
that allows its members both limited
liability and partnership federal
income tax treatment.
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nized business organizations. For
example, the legislative history of
the seminal 1977 Wyoming LLC act
expressly compared the LLC to the
partnership association adopted in
Pennsylvania in 1874, in Michigan in
1877 and in several other states. The
LLC is also similar to "limitada." a
Latin American business form that in
turn is similar to the German GmbH.

Partnership associations largely
became extinct as viable business
entities because they generally placed
a cap on the maximum number of
members; suffered from the lack of
widespread availability of enabling
or registration provisions to facilitate
interstate business; and, after the
advent of the federal income tax, suf-
fered from uncertain tax treatment.

The limitada, by contrast, was
viable in foreign jurisdictions when
Wyoming adopted its LLC act in 1977;
and its viability continues today. The
attrit-ies jf the limitada generally
include management by an "adminis-
trator"; limited liability; and continu-
ous life for at least 20 years without
limitation by death, separation or
dissociation of its members.

The limitada was, in fact, the
genesis for the original Wyoming
legislation, which was prompted by
the request of an oil company to make

the benefits of the limitada available
in this country. The limitada was also
important in Florida's enactment of
the second LLC act. The Florida leg-
islative committee examining the act
hea”d testimony that the LLC would
encourage international investment
from Central and South America by
giving nvestors from that region a
familiar investment vehicle in the
United States. Thus the LLC, at
least in a sense, evolved from the
oid partnership association in the
United States, and its development
was encouraged by the success of
limitadas and similar organizations
in the western hemisphere and in
other civil law nations such as France,
Germany, Greece and Saudi Arabia.
Neither Wyoming nor Florida
LLCs were immediately popular with
business planners. Only two Florida
LLCs were formed in the first year
after enactment of enabling legisla-
tion. Wyoming LLCs f( rmed at an
average rate of only three a year
between 1978 and 1988. In 1988, how-
ever, the IRS issued Rev. Rul. 88-76,
which classified a Wyoming LLC as a
partnership for federal tax purposes.
Since the issuance of Rev. Rul. 88-76,
neither the IRS nor state legislatures
have looked back. Two states adopted
LLC acts in 1990, four in 1991,10 in
1992, and legislation has been intro-
duced in more tlan 20 states in 1993.
The increase m the number of states
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adopting LLC legislation led the
National Conference of Commission-
ers on Uniform State Laws (NCCUSL)
to appoint a committee to draft a uni-
form LLC law, which could be
approved as early as August 1994,

Federal Income Tax
Classification

One way to understand the LLC
is to look at the criteria that distin-
guish an organization taxed as a part-
nership from an organization taxed
as a corporation (an "association" in
tax classification parlance). In addition
to an aid in understanding the LLC,
tax classification is a critical factor in
entity choice.

The primary source for determin-
ing whether a business organization
will be taxed as a partnership or a
corporation is Treas. Reg. § 3C1.7701,
which lists six basic characteristics
usually found in corporations: (1) asso-
ciates (members). (2) an objective to
carry on business and to divide the
gains therefrom, (3) continuity of life,
(4) centralized management, (5) liabil-
ity for debts limited to corporate
property and (6) free transferability of
interests. The first two "major charac-
teristics" are common to both partner-
ships and corporations and are ignored
in distinguishing the two entities.

To be classified as a corporation
for federal income tax purposes, an
organization must have at least three
of the last four characteristics. To be
classified as a partnc ship, therefore,

the old partnership associacion in the United
States, and its development was encouraged
by the success of lirmtadas and similar
organizations in the western hemisphere
and in other civil law nations such as France,
Germany, Greece and Saudi Arabia.”

the LLC must/nil at least two of the
four tests for corporations.

e Continuity of life. An organiza-
tion lacks continuity of life, according
to Treas. Reg. § 301.7701-2(b), if the
death, insanity, retirement, resigna-
tion or expulsion ofany member of
a general partnership, or of the gen-
eral partner of a limited partnership,
causes a absolution. The fact that
the remaining members may agree
to continue the partnership does not
necessarily mean that the organization
possesses continuity of life. The conti-
nuity of life standard was applied to
a Wyoming LLC in Rev. Rul. 85-76
and the IRS ruled that the LLC lacked
continuity of life.

The Wyoming LLC statute provid-
ed that the LLC dissolved at the death,
retirement, resignation, bankruptcy,
expulsion, dissolution or any other
event terminating a member's mem-
bership unless nil remaining members
consented to continue the business
under aright to do so stated in the
organizational documents. Newly pro-
posed tax regulations, however, would
allow a majority (rather than all) of the
remaining general or limited partners
in a limited partnership to continue
business after a dissolution event
involving a general partner withorn
that organization being deemed to
have continuity of life. Presumably the
same rule would apply toan LLC clas-
sified as a partnership for tax purposes.

e Free transferability of interests.
Federal regulations provide that free
transferability of interests exists if

substantially all of the complete inter-
ests in the partnership, including
governance and economic rights, can
be transferred "without the consent
of other members." The regulatory
language does not require all other
members to consent to the transfer. As
a result the IRS informally has ruled in
PLR 9210019 that a Texas LLC requir-
ing only the majority vote of the other
members to transfer a "complete inter-
est" lacked free transferability.

° Centralized management Cen-
tralized management exists ifa group
that does not include all members
has the exclusive authority to make
management decisions on behalf of
all members. The Wyoming LLC in
Rev. Rul. 88-76 vested management
in three of 25 members. Therefore
the LRSruled that the LLC had cen-
tralized management.

Recent LLC rulings help to define
the parameters of centralized manage-
ment. In Rev. Rul. 93-6 (Colorado), the
IRS ruled that centralized manage-
ment existed in a tive member LLC,
where all five members were elected
managers. The IRS reasoned that the
act vested management authority in
managers rather than members and,
thus, that membership alone did not
permit management authority. There-
fore, the five "managers" constituted
centralized management even though
the "managers"” were also the only
members ot the LLC. Further, in Rev.
Rul. 93-5 (Virginia) the IRS stated that
centralized management could result
from the use of various techniques
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that concentrate power in fewer than
all members. The ruling identified the
use of proxies as among the several
techniques that can result in central-
ized management.

e Limited liability. Almost by
definition, and in almost all cases by
express design, an LLC will possess
limited liability. In most cases limited
liability is one of the reasons for orga-
nizing an entity as a limited liability
companv. The regulations state that
an organization possesses limited lia-
bility if no member is personally liable
for debts or claims against the LLC.

Based on these four "major charac-
teristics," it is relatively easy to obtain
partnership classification ofan LLC
for federal income tax purposes. The
importance of the tax factors to the
LLC form of business has led to a vari-
ety of approaches to drafting statutes.
These approaches are usually labeled
either "bulletproof" or "flexible." Bul-
letproof statutes mandate failure of at
least two of the four major corporate
tax attributes, most commonly conti-
nuity of life and free transferability.

Flexible statutes, by contrast, allow
the members to pick and choose which
tax classification characteristics they
want the LLC to fail. Thus, LLCs
organized in compliance with flexible
statutes grant the members discretion
in structuring tire LLC. LLCs orga-
nized under flexible statutes, howev-
er, will not "automatically" meet the
partnership classification require-
ments. Nonetheless, even flexible
statutes provide "default" provisions
that will govern in the absence of
agreement to the contrary. These
default provisions Usually result in
partnership classification. Obviously,
planners in states that have flexible
statutes must be very careful to struc-
ture the LLC so that it qualifies as a
partnership for federal income tax
purposes ifsuch treatment is impor-
tant to the members of the LLC.

Partnership Taxation Advantages

Although a comparison of Scorpo-
ration taxation and partnership taxa-
tion is beyond the scope of this article,
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a basic understanding of a few of the
tax differences is necessary to under-
stand when to use an LLC instead

of an S corporation. Two of the big
advantages of partnership taxation
when compared to S corporations are
eligibility and special allocations.

The S corporation eligibility
requirements are very specific and
severely limit the businesses that may
avail themselves of S status. The most
important of these eligibility require-
ments are the requirements that only
domestic corporations (those formed
in the United States) qualify for S sta-
tus, that S corporations have no more
than 35 shareholders, that each share-
holder be an individual or a limited
type of trust (a qualifying trust), that
none of the shareholders is a nonresi-
dent alien, that the corporation have
only one class of stock, and that the
corporation timely elect and file to
be taxed as an S corporation.

Although perfection of the election
might seem perfunctory, complica-
tions may arise because the statute
governs both when and by whom the
election must be made. S status termi-
nates whenever any of the eligibility
requirements cease to be met. This
could occur, for example, when the 35
member limitation bumps into a sec-
ond or third generation estate plan,
when a decedent fails to craft a trust
as a qualifying trust or when it is nec-
essary to seek more equity capital for
a growing concern. Limitations exist
on the percentage amount of passive
revenue that may be received by an
S corporation before risking termina-
tion. Limited liability companies do
not suffer from these limitations when
they are taxed as partnerships.

Another major advantage of
partnership taxation, compared to
S corporation taxation, is that income
and loss my be specially allocated
to different partners (within statutory
parameters). S corporation sharehold-
ers must receive their pro rata share
of the corporation's income and loss.
The availability of the special alloca-
tion is probably most important in
capital intensive organizations,
including real estate transactions,

where pass-.hrough loss treatment
may be an important factor in the
investment decision.

Other differences between the fed-
eral income taxation of S corporations
and partnerships include different
tax treatment on liquidation and
basis treatment of a member's or
shareholder's debt.

Unfortunately, tax questions arise
when an LLC is classified as a partner-
ship, in part because several tax issues
turn on tine distinction between gener-
al md limited partners. Tine distinc-
tion between general and limited
partners creates interpretive questions
because an LLC member is neither a
limited nor a general partner. There
are also unresolved tax issues con-
cerning accounting method, passive
loss limitations, at-risk limitations,
the unified audit rules, and self-
employment taxes. Even so, the com-
bination of partnership tax treatment
and organizational flexibility are gen-
erally viewed as advantages of the
LLC compared to the Scorporation,
and in many instances these more
sophisticated tax issues will not be
determinative of entity choice.

Estate and gift tax valuation issues
also may be important in the selection
of an entity for a closely held (espe-
cially family) business. Tire trouble-
some valuation issues that arise in Lire
use of other organizations also exist
for LLC use. One of the valuation
pressure points, for example, is IRC
§ 2704(b), a successor to the old anti-
freeze § 2036(c). Section 2704(h)
imposes valuation limitations in the
family business setting when there
are greater liquidation restrictions by
agreement than according to state law.
This places a premium on the careful
crafting of the LLC. Further, adminis-
trative rulings like Rev. Rul. 93-12,
which deals with minority discount,
would apply by analogy to the LLC.

Finally, state tax treatment of LLCs
may be important in entity selection.
Indeed, state revenue loss projections
because of LLCs have been hotly
contested in many state legislatures.
Revenue projections may vary widely,
depending on the assumptions used
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concerning which entities will choose
or convert to the LLC form. A lack of
uniformity characterizes the state tax
treatment of LLCs. Several states
simply mirror the federal income tax
scheme and classify LLCs as partner-
ships for state tax purposes. Delaware,
Minnesota and other states require
LLCs to pay a minimum annual filing
fee or tax. Florida and Texas tax LLCs
essentially as corporations under their
income or business franchise taxes. In
other states, like Illinois, the taxing
structure is more complicated and
somewhat ambiguous.

Multi-State
LLC Operations

One problem with the use of LLCs
is their "extra-territorial™ use in multi-
state business. Fortunately, this prob-
lem is becoming less important as
more states adopt LLC legislation
that provides for registration of
foreign LLCs. When an LLC does
business in a state that does not
statutorily recognize LLCs, a risk
exists that tire forum (non-adopting)
state will not recognize the limited
liability of the LLC granted by the
adopting state.

"Comity," as a general matter,
requires the forum state to recognize
and admit the operation of the laws
of the domiciliary state (the state of
organization) when those laws are
not contrary to its own public policy.
Matters of comity, therefore, often
involve difficult policy issues unique
to the forum state. Two lines of rea-
soning exist to resolve the problem:
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"One problem with ihe use of LLCs is
their extra-territorial' use in multi-state
business. Fortunately, this problem is
becoming less important as more states
adopt LLC legislation that provides for
registration of foreign LLCs™

e The forum state may recognize
the limited liability of the LLC be-
cause it already recognizes by statute
the limited liability of corporations
and limited partnerships.

e The forum state may reason
that the public policy of the state is to
grant limited liability only by express
statute and, in the absence of statute,
that the forum state does not recog-
nize the limited liability of LLCs. Ulti-
mate resolution of this "comity" issue
also may involve general conflicts of
laws, full faith and credit, due process
and the commerce clause.

State Operating Provisions
and Choice of Entity

The various state LLC acts
address the same organizational
issues addressed by statutes govern-
ing other business organizations. LLC
statutes, for example, address forma-
tion, contributions, filing, agency
powers of members, governance
rights of members, liability of mem-
bers, organizat: mal record and infor-
mation requirements, sharing and
allocation of profits and losses, the
identirication of dissolution events,
effect of occurrence of dissolution
events, and rights or liquidation.
Because of the present lack of unifor-
mity in state LLC acts, it is not possible
to state general principles that apply
in every state. However, a common
statutory LLC pattern does exist:

1 Almost all state acts provide
for two organizational documents,
usually identified as the "articles of
organization™ and the "operating

agreement." The authoritative weight
given these documents is consistent
with flexibility, one of the hallmarks
of the LLC. As a result, many matters
may be agreed on by the members.

A trend may be developing that the
operating agreement serves as the
basic organizational document (like
the limited partnership agreement)
and the articles serve only a notice
function (like the certificate of limited
partnership). Several states more
closely follow the corporate model,
however, under wh’cn tine articles
play a far greater role in the hierarchy
of authority than that just described.

2. Except in a few states, gover-
nance and agency authoiity is vested
in the members unless otherwise
provided in the organizational docu-
ments. The documents usually may
vest governance in either "managers"
or in "members."”

3. The statutes provide for dis-
solution on the happening of specified
events and at the end of a term of
years (usually 30). Whether the
parties may continue the business
after dissolution or may avoid disso-
lution altogether is uniquely a matter
of the particular state law and also has
federal income tax implications.

4. Upon dissolution or withdrawal
of a member, the statutes provide for
a "buy-out" or "put" of that member-
ship interest, much like that afforded
by tire Revised Uniform Limited
Partnership Act.

5. States have treated voting and
profit sharing either on the basis of
membership (one person/one vote,
per capita) or on the ratio of the

Probate & Property



member’s original contribution or capi-
tal account to the total original contri-
bution or the total capital accounts of
all members (pro rata). Again, the vot-
ing and prolit sharing arrangements
may vary in the LLC documents.

development for business planners.

It offers many advantages over other

business organizations. It is, however,
only an additional arrow in the busi-

ness planner's quiver of available or-

ganizations and clearly not a panacea.

6. One of the most important state Indeed, the demise of other business

law LLC attributes is the limited liabil-
ity of members. Particularly in LLCs
with a small membership, however,
there are several ways this advantage
may be nullified in the normal course
of business, much as limited liability
is subject to nullification in the close »
corporation context. Tort liability, for 1
example, wili accrue to any individual
member who has personal responsi-
bility in the commission of the tort. -
Contract liability for the debts of the
organization is often dealt with con-
tractually by using guarantees and
similar arrangements. "Piercing the
veil" issues, although generally an
open question for LLCs, also may be
addressed by courts. Finally, creditors
and others might attempt to assert the
law of agency in an attempt to find
personal liability.

Rules of thumb for LLC use are
difficult to state because of the flexible
LLC structure. Nonetheless, commen-
tators have suggested the LLC be used
f r real estate investment, receivables
financing, corporate joint ventures and
entrepreneurial and family businesses.
Most states also allow professionals to
organize as, and use, LLCs subject to
the state's professional corporation act.

Foreign investors may favor LLCs
over unfamiliar forms of business sudi
as the corporation. The comfort level
of foreign investors may play an
increasingly important role, given the
current status of the North American
Free Trade Treaty'. Finally, many
knowledgeable lawyers believe that
the LLC choice is most appropriate to
organizations that otherwise would
choose a different flow-through tax
entity such as a partnership, limited
partnership or S corporation.

Conclusion

The limited liability company
isan important organizational
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forms due to the LLC is probably
greatlv exaggerated, because most
LLCs will suffer the disadvantages of
lack of free transferability of interests
and lack of perpetual life. As a result,
many, perhaps most, entities choosing
to operate as C corporations before the
advent of LLCs probably will continue
to choose C corporation status. More-
over, federal income tax classification
as a partnership brings the LLC under
the same package of "tax shelter" rules
designed to combat abusive limited
partnerships. These rules include, for
example, the publicly traded limited
partnership rules, the passive activity
loss limitations and the at-risk rules.

The primary advantage of the
LLC may be its efficiency in accom-
plishing business planning goals
that already can be accomplished
by using a combination of other
organizations.

Although the LLC form of
business is an extremely important
addition to the existing menu of busi-
ness entities, the LLC is neither the
first nor the last business form to
evolve through time. LLC use must
be matched carefully to client needs,
just as the use of more familiar
organizations must be matched to
client needs.

Thomas Earl Geu is an assistant
professor of law, University of South
Dakota. Geu is a Section co-advisor
to the Limited Liability Drafting
Committee of NCCUSL.

VALUATIONS

Accurate. Inexpensive.
And We Do The Legwork.

Bankers, accountants, attorneys, actuaries and others needing to know a
partnership's fair market value depend on Partnership Valuations, Inc. for

answers.

Our independent appraisal reports cost only
s700 and meet all IRS and DOL requirements.
We handle eveiy detail — data gathering, past
performance analysis, report writing — and
present it in a neatly bound report. We work

hard, so you don't have to.

Judge for yourself. Call today for a free

copy of a recent report. Learn why more
professionals are turning to "the partnership
expert".. .and why 97% of our customers are repeat customers.

PARTNERSHIP VALUATIONS, INC.
0 . Box 1SW =Amupctk MD 21 KM=(8001-12M 656
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MEMORANDUM Gantz Powell & Brundin

T0; Senator Tim Kelly
Senate Labor & Commerce Committee

ATTN: Josh Fink (Via Fax 465-3756)

FROM: Robert L. Manley
Chairman, Working Group on Limited Liability Companies

Composed of Members of the Tax Law and Business Law
Sections of the Alaska Bar Association

Senate Bill 347
Limited Liability Companies

DATE: March 22, 1994

I am writing to provide you with some additional 1information on

Jimited liability companies. LLC"s are a relatively new form of
-usiness entity in the United States. At the present time, 37
states have enacted LLC legislation and legislation 1is pending in a
number of other states. Enclosed for your reference 1is a brief

bliography on the subject.

LLC 1is a business entity which combines the best features of a

corporation and a partnership. Like corporate shareholder, LLC
owners are not responsible for company liabilities beyond their
investment. Like a partnership, there is no corporate double
taxation. Rather, owners (like partners) incur federal income

taxation at the individual 1level based on the profits and losses
allocated to chem.

The proposed legislation is drawn largely from a prototype act
drafted by a working group of the Business Law Section of the
American Bar Association with 1input from the Alaska Department of
Labor & Commerce. The Alaska working group has modified various
provisions to conform with Alaska procedure and additional
developments in the law.

At this point, the lack of LLC legislation puts Alaska at a
competitive disadvantage in attracting investment from outside.
This 1is particularly so with foreign investors who are familiar with
the limited liability company format because it 1is commonly used 1in
European, Asian and South American countries.

An LLC can provide investors with conduit tax treatment, Jlimited
liability for investors, and freedom from many of the restrictions
imposed on S-corporations and limited partnerships. As indicated
LLC legislation is particular important to facilitate foreign
investment. At the present time, non-resident aliens may not be
S-corporation shareholders. Thus, in order for those 1investors to

secure limited liability, they must operate as C-corporation
shareholders (subject to double taxation) or as limited partners in
a limited partnership (giving up operational control).

: UbbZ:60 t6. 22 cww
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Hughes Thorsness
Gantz Powell & Brundin

attorimetg at law

On the estate planning side, the primary asset of many small
businessmen 1is the S-corporation stock of their business. The tax
laws governing S-ccrporations prohibit many types of estate planning
trusts from acting as S-corporation shareholders. Thus, the
businessmen must accept certain limitations on estate planning if
they also want corporate liability protection and the avoidance of
double taxation. Even where businesses could organize as
S-corporations, the partnership-type conduit tax treatment available
to LLCs provide significant advantages 1in the allocation of tax
attributes amowg 1investors, the ability to create tax basis by loans
to the company and in areas of the passive loss and at-risk tax

limitations.

The LLC 1is 31so useful to major corporations participating 1in joint
ventures. Most large <corporations create corporate subsidiaries
which 1in turn form a partnership or joint venture. That way, profits
and losses are allocated in the partnership among the two subsidiary
corporations and the subsidiary corporations are able to transfer
income to the parent corporations by way of dividends subject to the
wholly owned subsidiary deduction. This, however, creates an extra
legal entity and additional accounting complications both
operationally and for the consolidated tax return.

We urge your support of this important piece of legislation.

JSJSsiXwui
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limited liability companies bibliography
By: Robert L. Mnley

f

1. L. Ribstein and R. Keatinge, Limited Liability Company
(Shepards / McGraw-Hill 1992).

2. R. Keatinge, L. Ribstein, S. Hamill, M. Gravelle, and
S. Connaughton, The Limited Liability Company, a _S.tudv of the
Emerging Entity. 47 Business Lawyer 375 (1992). An 85-page
article covering most of the relevant tax and non-tax issues.

3. special study, Limitad-LiabUityY CamkELame LLLC) Can Be
Preferred Choice of Entity (RIA/Federal Tax Coordinator, August,
1992). A 10-page article covering basic entity choice 1issues

including a good checklist of; federal tax <consequences to
consider in making a choice of entity.

1
4. F. Wirtz and K. Harris. .The Emerging.Use of the Limited
Liability Company, 1992 Taxes 337 (1992). A 20-page article
covering basic classification issues, entity comparison and the
conversion of existing entities into limited liability companies.

5. C. Price, Tax Aspects of Limited Liability Companies,
1992 Journal of Accountancy 48 (1992), A brief summary of
limited liability company issues.;

I
6. R. Platner, Limited Liability CompaniesAre
Increasingly Popular, 20 Taxation; for Lawyers 225 (1992).
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March 21, 1334

Mr. Robert Manley
509 West Third Avenue
Anchorage, Alaska 99501

Dear Bob:

I enjoyed talking to you this morning regarding Arizona®s
experience with 1its limited liability company statute. |
understand that the Alaska legislature ia considering adopting
limited liability company legislation and that elements of the
banking industry have expressed concern about the Iliability and
signing authorization aspects of the legislation as they relate to
banking activities.

As we discussed, 1 am not aware of any banks in Arizona that
have had difficulties with these issues. I noted that our firm
represents banks and that wa provided oducational seminars to thsae
clients when the legislation was passed. Wa advised the banks
that, from a liability perspective, they should assume that an LLC
ia analogous to a cloeely-held corporation. IfT the bank does not
feel comfortable landing to a closely-held corporation on the basis
of the corporation7a acaots, the bank will usually require security
oGCersonaI guarantees. The same result applies in the case of an
LLC.

With respect to aigning authorization, |1 understand that the
Alaska legislation 1is baaed on the ABA Prototype Act, which
specifically provides that a manager in a manager-managed llc has
the authority to bind the Illc, and that a member in a member-
managed LLC has the authority to bind the LLC. A bank can review
the publicly-filed Articles of Organization to determine whether
the LLC is manager-managed or member-managed, the some way that a
bank will review the publiely-filed Articles of Incorporation 1in
the caaa of a corporation, The diligence thon required in
confirming that tha party signing has appropriate authority ie the
same diligence that is required in determining whether a corporate
officer has tha roquioite authority, e.g-, a vreview of
LLC/corporate records and tho receipt of appropriate certificataa.

SSIWSdOHi S3H5HH wyir:60 fb. .?? aow
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Page 2

in short, LLC signing authorization does not present any unique
problems.

More important than the foregoing tvro issues, in my Judgment,
is t-he fact that over 35 states have adopted LLC legislation and
the remaining states have legislation pending. The legislation has
proven to be worJcable in the states in which it has boon adopted.
A Uniform Limited Liability Company Act is also in the proceco of
being drafted. In short, LLC"e are hero to stay. States that
choose not to adopt LLC legiolation may find themselves at a
competitive disadvantage in the area of capital formation.

Pleaaa feel free to call me at ((602) 382-6239 if ”bu have any
questions or comments.

Very truly yours,

MPF:mo
cc: Danielle Lopez
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Danielle Lopez

Office of Rep. Brian Porter

House of Representatives

Alaska State Legislature

Alaaka State Capitol ;
Juneau, AK 99801-1182

P»e: Alaska Limited Liability Company Act

Dear Ma. | cpez:

I spoke this morning with Robert Manley regarding the Alaska limited Liability
Company Act, which 1 understand is based on the ABA Prototype Act From my
discussion with him, | understand that there Is some question with regard to the
operation of LLCs. In my experience, there have cot been any problems with respect to
the operation of limited liability companies (LLGi).

By way of background, | am a member of the committee that drafted the
Prototype, chair of an American Bar Association (ABA) Subcommittee on LLCs, the
ABA Liaison to the National Conference of Commmiraera on Uniform State Laws
drafting committee drafting a Uniform Limited Liability Company Act and co-author of
f&bstdn and Keatinge on Limited Liability Companies, a two-volume treatise on the subject
This is not to indicate that 1 am particularly wise, but rather to support the fact that 1
spend | fair amount of time discussing the development of LLCs around the country with
others working in this ansa. With the exception of the change of some documents to
reflect the new type of organization, the development of LLCs has not caused a change
in the manner of conducting commercial or real estate transactions. Now that more than
thirty-six states have LLC legislation, use of LLCs is becoming more regularized and
lender# and title insurance companies have developed ways of dealing with LLCs.

The Prototype Limited Liability Company Acts is based primarily on the Revised
Uniform Limited Partnership Act. As such, many of the authority issues are exactly the
same as those far a limited partnership. We did not include the identification of a
specific member or manager in the articles of organization for the same reasons that no
person other than the organizer is identified in the articles of incorporation under most
corporation acts. As in all transactions with any type of business organization, the lender

SSJNSaOHI S3HOriH HfcUlioO rt. 11 <jyw
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will need to satisfy itself with the authority of person executing documents,\whether it is
an officer of a corporation, a general partner in a general or limited partnership or a
member of a member-managed LLC or a manager of a manager-managed LLC. Once

lenders and others have focused on this similarity, they seem to have rto trouble dealing
with LLCs.

I think that the "newness™ of I IC s wiD not cause a problem for lenders and others
dealing with the entity. If you have any questions in this regard, please contact me.

encl.

* %

TOTAL PAGE.003
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March 21. 1994

Senator Tim Kelly
Alaska State Legislature
State Capitol Building
Juneau, Alaska 98801

Dear Senator Kelly:

We are in support of SB 347 providing for the formation, registration and regulation of limited
liability companies (LLC). We feel that the LLC offers business owners the desirable benefit of
protection from personal liability for the debts of the business. The LLC also allows for a great
deal of flexibility in making day-to-day business decisions such as business structuring and
acquisitions, financing techniques, distributing earnings to members, providing compensation and
fringe benefits, managing cash flow, and estate planning.

In addition, the more states that recognize limited liability companies, the more useful this type of
entity is to business operations with interstate activities. It is our understanding that, at the current
time, 37 states have adopted limited liability company legislation.

We ask that you support this legislation.

Sincerely,

Jo/m A. Letoumeau
Tax Director

Coopers & Lybrara > a morrner firm of Cnnp#ff. A L.yDr/inn
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March 21, 1994

Senator Tim Kelly
Alaska State Legislature
State Capitol Building
Juneau, Alaska 98801

Dear Senator Kelly:

We are in support of SB 347 providing for the formation, registration and regulation of limited
liability companies (LLC). We feel that the LLC offers business owners the desirable benefit of
protection from personal liability for the debts of the easiness. The LLC also allows for a great
deal of flexibility in making day-to-day business decisions such as business structuring and
acquisitions, financing techniques, distributing earnings to members, providing compensation and
fringe benefits, managing cash flow, and estate planning.

In addition, the more states that recognize limited liability companies, the more useful this type of

entity is to business operations with interstate activities. It is our understanding that, at the current
time, 37 states have adopted limited liability company legislation.

We ask that you support this legislation.

Sincerely,

Christy K. Morse
Tax Manager
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MICHAEL O WHITE
reply to:

Anchorage

Senator Tiro Kelly
Chairman

Senate Labor & Commerce
State Capital, Room 101
Juneau, AK 99801-1182

Re: House Rill 420

Dear Senator Kelly:

This letter is sent in regard to the Sponsor Substitute for
Senate Bill 347 which deals with a new form of business entity,
limited liability companies. I am very much in favor of this bill.
Having a limited liability business entity would provide Alaskan
business investors with partnership tax treatment along with
corporate-type limited liability.

Sincerely,

HARTIG, I JES, NORMAN,
MAHONEY TARDS

By:
PBB/kp

kp\doca\579\kally.ltr

JUNEAU, ALAQKA *0801
TELEPHONE: (9071688-8110
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February 22, 1994

Senate Judiciary Committee
Alaska State Legislature
State Capitol

Juneau, AK 99801-1182

Re: Limited Liability Company Bill
Dear Sirs:

On February 17, 1994 the Board of the Alaska Society of Certified
Public Accountants unanimously voted to endorse the introduction
of legislation allowing businesses to form and operate as a
Limited Liability Company in the State of Alaska.

The membership of the Alaska Society of Certified Public
Accountants 1is State wide. The Board 1is representative of the
membership.

In order for the State to continue to grow through new commerce,
it is important that there is flexibility in the type of entity a
business can forn. The State should be able to offer the same
type of entities as any other state offers (right now there over
30 States that allow Limited Liability Companies).

We look forward to the passage of this law in a swift and
expedient manner. Businesses that want to operate as a Limited
Liability Company may not wait for the legislature, and will seek
an operating "home"™ 1in some other state.

Very truly yours,

William D. Arnold
President



DIVISION OF LEGAL SERVICES

LEGISI-ATIVE AFFAIRS AGENCY
STATE OF ALASKA

(007) 405-3807 or 405-2450

1'/1X (007) 405-2020 130 Seward Street, Suite 400
Moil Slop 3101 Juneau, Alaska 00801-2105
MEMORANDUM March 22, 1994
SUBIJECT: Sectional summary of SB 347 (Work Order No. S-LS1419\J)
TO: Senator Tim Kelly
Chair, Senate Labor and Commerce Committee
Attn: Josh
FROM: Theresa L. Bannister

Legislative Counsel

You have requested a sectional summary of the above-described hbill.

As a preliminary matter, note that a sectional summary of a bill should not be
considered an authoritative interpretation of the bill and the bill itself is the best
statement of its contents.

Section 1. Contains a new chapter on limited liability companies.

Sec. 10.5d.010 states that a limited liability company ("company") may be organized
for any lawful purpose.

Sec. 10.50.015 requires a company to comply with other applicable laws.

Sec. 10.50.020 requires a company name to contain certain words or abbreviations.
Allows the name to use the name of a city, borough, or village but not to contain
certain words or to otherwise imply the company isa municipality. Prohibits a person
from adopting a name containing "limited liability company" unless the person is
organized under this chapter or is registered as a foreign limited liability company
under this chapter.

Sec. 10.50.025 requires a company name to be distinguishable on the records of the
Department of Commerce and Economic Development ("department™) from certain
other names.

Sec. 10.50.030 authorizes certain persons to reserve a company name.



See. 10.50.035 establishes the procedure for leserving a company name.

Sec. 10.50.040 authorizes the holder of a reserved name to transfer the name to
another person. Establishes how the transfer is accomplished.

Sec. 10.50.045 requires a company to maintain in this state a registered office and a
registered agent for the service of process.

Sec. 10.50.050 establishes how a company may change its registered office or agent
and how an agent may change the agent’s address.

Sec. 10.50.055 establishes when a change of a registered office, a registered agent or
the address of a registered agent becomes effective.

Sec. 10.50.060 authorizes a registered agent to resign. Indicates how the agent may
resign and when the resignation becomes effective.

Sec. 10.50.065 appoints the commissioner of the department under certain
circumstances as the agent of a company for the service of process, notice, or
demand. Establishes how a person may serve the commissionei. Directs the
commissioner to keep a record of documents served on the commissioner. States
that this section does not affect the right to serve process, notice, or demand on a
company in another manner permitted by law.

Sec. 10.50.070 authorizes one or more persons to organize a company. Establishes
the procedure for organization.

Sec. 10.50.075 identifies what the articles of organization must contain, which includes
certain information about any election to continue the company until a certain date
or event.

Sec. 10.50.080 determines when a company’ organization is effective. Provides that
the company’s existence terminates if its articles are nonconforming and not cured
within the specified time.

Sec. 10.50.0S5 states that a company’s existence continues until specified date or
event, except under certain circumstances, if the company has made an election to
continue until the certain date or event and the election is stated in the articles of
organization. Prohibits revocation of an election unless ceitain specified persons
revoke the election. Allows an election to expressly limit the membership termina-
tions that can cause dissolution.

Sec. 10.50.090 establishes that articles of organization that are file-stamped and
marked with the filing date are conclusive evidence that the company is organized.
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Sec. 10.50.100 authorizes a company to amend its articles at any time and indicates
the procedure for doing so.

Sec. 10.50.105 authorizes a company to restate its articles and establishes the
procedure for doing so.

Sec. 10.50.110 declares that the members of a company manage the company, unless
an operating agreement names a manager for the company or the chapter provides
otherwise. Declares that if an operating agreement authorizes a manager for the
company, the manager has the exclusive power to manage the company to the extent
of the authorization.

Sec. 10.50.115 requires over one-half of the members to approve before a manager
is appointed, removed, or replaced, unless an operating agreement provides
otherwise.

Sec. 10-50.120 allows a manager to be other than an individual or a company
member, unless a company operating agreement provides otherwise.

Sec. 10.50.125 establishes how long a manager holds office.

Sec. 10.50.130 declares that a member who is not a manager of a company that is
managed by a manager does not have a fiduciary duty of a manager to the company
or to other members when acting solely as a member, unless an operating agreement
provides otherwise.

Sec. 10.50.140 requires the members and the managers to account to the company
and hold as trustee for the company certain identified benefits obtained without the
described consent, unless an operating agreement provides otherwise.

Sec. 10.50.145 establishes what authorization is required for company affairs,
depending on whether the company is managed by its members or by managers.

Sec. 10.50.155 indicates that a person may become a company member if the person
acquires a company interest in certain ways.

Sec. 10.50.160 establishes when a person's admission to membership in the company
is effective.

Sec. 10.50.165 establishes the conditions for an assignee of a company interest to
become a company member.

Sec. 10.50.170 establishes the rights, powers, and liabilities of an assignee who
becomes a member.
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Sec. 10.50.180 establishes that when an assignee of a member's entire membership
interest becomes a member with respect to the assignor’ entire interest, the assigning
member ceases to be a member, unless otherwise provided in an operating
agreement.

Sec. 10.50.185 states that a person’s company membership terminates if the person
withdraws voluntarily from the company. Authorizes a member to voluntarily
terminate a company membership at any time, unless an operating agreement
provides otherwise.

Sec. 10.50.190 establishes that, if a company has a definite term or undertaking, the
voluntary withdrawal of a member before the end of the term or the accomplishment
of the undertaking is a breach of the operating agreement, unless the operating
agreement provides otherwise.

Sec. 10.50.195 establishes that a company can recover damages from a member who
withdraws wrongfully. Authorizes the company to offset the damages against a
distribution owed to the member and to pursue other remedies against the member.

Sec. 10.50.205 states that, except as otherwise provided in an operating agreement
for the removal of a member, a person’s company membership terminates if the
person assigns all of the membership interest and if a majority of the members who
have not assigned their interests authorize the removal of the member.

Sec. 10.50.210 states that a person’s company membership terminates if the member
dies or is declared incompetent by a court, unless otherwise provided in an operating
agreement.

Sec. 10.50.215 states that the company membership held by a trust or trustee
terminates when the trust terminates and that a company membership held by an
estate terminates when the estate’s entire company interest is distributed by the
estate, unless otherwise provided in writing in an operating agreement or by the
written consent of all of the members.

Sec. 10.50.220 states that the company membership of a member that is a separate
limited liability company terminates when the member dissolves and begins to wind
up, unless otherwise provided in writing in an operating agreement or by the consent
of all members. Also states that the membership of a corporate member terminates
when the corporation is dissolved and 90 days elapse without reinstatement, unless
otherwise provided in writing in an operating agreement or by the consent of all
members.

Sec. 10.50.225 identifies other events that terminate a company membership.
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Sec. 10.50.240 provides that secs. 10.50.185 - 10.50.225(a)-(b) don’t applv to the
termination of a membership unless the member is also a company manager, if an
election has been made to continue the company until a certain date or event..

Sec. 10.50.250 states that a company member is an agent of the company for the
purpose of conducting the company’s affairs, except under certain circumstances,
including where the articles name a manager for the company. If a manager is
named, the manager is an agent ~fthe company for the purpose of conducting its
affairs, except in certain circumstances. Establishes when a member’s or manager’s
act binds the company.

Sec. 10.50.255 states that an admission or representation by a company member
about the company is evidence against the company, except in certain circumstances,
including where the articles name a manager for the company. If a manager is
named, an admission or representation by a manager is evidence against the company
under certain circumstances, and the admission or representation by a member acting
solely as a member is not evidence against the company.

Sec. 10.50.260 indicates when a company is charged with the knowledge of or a notice
given to a member or manager.

Sec. 10.50.265 states that a company member is not liable, solely by reason of being
a member, for a company liability.

Sec. 10.50.275 authorizes a company to issue company interests for property, services,
or a promissory note or other obligation to contribute property or services.

Sec. 10.50.280 states that i member’s promise to contribute property or services to
the company is enforceable only if the promises is in a writing signed by the member.
Makes the promise enforceable even if the member is unable to perform because of
death, disability, or other reason, unless otherwise provided by an operating
agreement. Requires a company member who has not made the required
contribution of property or services to contribute cash equal to the shortfall. States
that an assignor of a company interest remains liable for a contribution even if the
assignee becomes a member with respect to the assigned interest, unless otherwise
provided in an operating agreement.

Sec. 10.50.285 prohibits the compromise of a compray member’ obligation to make
a contribution, unless otherwise provided in an operating agreement.

Sec. 10.50.300 declares that, unless otherwise provided in writing in an operating
agreement, members are to be repaid their contributions to capital and share equally
in the assets of the company after liabilities are satisfied.
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Sec. 10.50.305 requires interim distributions to members to be made according to an
operating agreement, if an operating agreement provides for the distributions. The
operating agreement may authorize different interim distributions for different classes
of members.

Sec. 10.50.310 requires interim distributions to members to be equal, unless ar
operating agreement provides for the distribution.

Sec. 10.50.315 indicates at what times a company member is entitled to an interim
distribution.

Sec. 10.50.320 directs a company to distribute to a terminated member any
distribution that the r 'ember was entitled to receive before the termination, except
where the member is removed or the termination does not cause dissolution. In
addition, directs the company to distribute to the terminating member the amount of
the member’s company interest. Establishes *he amount of the interest if a company
operating agreement does not establish the amount or how to calculate the amount.
If an election has been made to continue the company until a certain date or event,
the distribution provisions don’t apply unless the member is also a company manager.

Sec. 10.50.325 prohibits a member from demanding and receiving a distribution in
other than cash, unless otherwise provided in an operating agreement. Prohibits a
company from compelling a company member to accept assets in a form other than
cash under certain circumstances.

Sec. 10.50.330 states that a company member entitled to receive a distribution
becomes a creditor of the company and is entitled to all available creditor remedies.

Sec. 10.50.350 states that property transferred to or otherwise acquired by a company
is the property of the company and not of the members individually. States that a
company may acquire, hold, and convey property in the name of the company. States
that when the company acquires an interest in real property the company holds the
title and not the members individually.

Sec. 10.50.355 indicates how a company’s property may be transferred, depending on
whose name the property is held in and whether the company has a manager.

Sec. 10.50.360 authorizes a company to recover its transferred property if the
company proves certain facts, unless certain circumstances exist.

Sec. 10.50.365 authorizes, under certain circumstances, the transfer, free of company
or member claims, of company property held in the name of a person other than the
company.
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Sec. 10.50.370 states that a company interest is personal property.

Sec. 10.50.375 authorizes the assignment of a company interest. States that an
assignment entitles the assignee to receive, to the extent assigned, only the
distributions to which the assignor is entitled. States that an assignment does not
dissolve the company or entitle the assignee to participate in the management and
affairs of the company, to become a member, or to exercise member rights. The
assignor continues to be a member unless the assignee becomes a member with
respect to the interest. Allows a written operating agreement to vary the terms of
the section. States that certain activities of a member do not amount to assignments
and do not terminate the membership or the rights and powers of the member,
unless otherwise provided in an operating agreement.

Sec. 10.50.380 authorizes a court to charge a member’s company interest for payment
of a judgment creditor against the member. Indicates the effect of the charge.

Sec. 10.50.385 states that in the case of a member’s death or incompetency tie
member’s legal representative has the rights of an assignee of the member’s company

interest.

Sec. 10.50.390 states that if a member (not an individual) terminates or is dissolved,
the member’s legal representative or successor has the rights of an assignee of the
member’s interest.

Sec. 10.50.400 identifies the events that dissolve a company and require winding up
of its affairs.

Sec. 10.50.405 authorizes the superior court to order a company’s dissolution under
certain circumstances.

Sec. 10.50.410 indicates who may wind up a company’s affairs, unless otherwise
provided in an operating agreement.

Sec. 10.50.415 identifies the acts that a person winding up a company’s affairs may
perform.

Sec. 10.50.420 establishes when, how, and under what circumstances a member or
manager can bind a company that is dissolved and winding up its affairs.

Sec. 10.50.425 establishes the manner and priority for the distribution of a company’s
assets upon its winding up.

Sec. 10.50.430 allows a company to file articles of dissolution with the department
after it dissolves. Describes what the articles must state.
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See. 10.50.435 establishes how a company after its dissolution may dispose of the
known claims against it. Declares under what conditions a known claim against the

company is barred.

Sec. 10.50.440 establishes how a company after its dissolution may dispose of
unknown claims against it. Declares that unknown claims are barred unless the
claimant takes certain action within three years after the later of certain events.
Authorizes the claimant to enforce a claim against the company’s undistributed assets
or against company members under certain circumstances: limits a member’s total
liability.

Sec. 10.50.500 authorizes a company to merge or consolidate with or into a domesti ¢
or foreign limited liability company, subject to the law applicable to the other
company and unless otherwise provided in an operating agreement.

Sec. 10.50.505 authorizes the rights of, or interests in, a party to a merger or
consolidation to be exchanged for or converted into cash, property, obligations, rights
or other interests of, or interests in, the surviving or resulting company.

Sec. 10.50.510 establishes what member or other approval is required before a
company may approve a proposed merger or consolidation. Authorizes a party to
a merger or consolidation to abandon the merger or consolidation as provided in ‘he
merger or consolidation agreement.

Sec. 10.50.515 requires the company surviving or resulting from a merger or
consolidation under this chapter to file articles of merger or consolidation with the
department. The articles must be signed by each company that is a party to the
merger or consolidation.

Sec. 10.50.520 describes what the articles of merger or consolidation must state.

Sec. 10.50.525 requires articles of merger or consolidation to be signed by a company
that is a party to the merger or consolidation.

Sec. 10.50.530 states that articles of merger or consolidation constitute articles of
dissolution for a company that is not the surviving or resulting company in a merger
or consolidation.

Sec. 10.50.535 indicates when a merger or consolidation takes effect.

Sec. 10.50.540 states that a merger or consolidation agreement may amend a
company’s operating agreement or adopt a new operating agreement for the
company, if the company is the surviving or resulting company in a merger or
consolidation. Authorizes an approved merger or consolidation agreement to provide
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that a company’ operating agreement will be ihe operating agreement of the
company that is the surviving or resulting company. States when an amendment to
an operating agreement or the adoption of a new operating agreement under this
section is effective. States that this section does not limit the accomplishment of a
merger or other matter covered by the section by other means allowed under an
operating agreement, another agreement, or another law.

Sec. 10.50.545 describes the general effects of merger or consolidation. These include
the termination of companies that are not the surviving or resulting companies and
the transfer of the applicable rights, privileges, immunities, powers, franchises,
restrictions, disabilities, and duties of the participating companies to the surviving or
resulting company.

Sec. 10.50.550 describes the effects of merger or consolidation on the property of the
participating companies.

Sec. 10.50.555 describes the effect of merger or consolidation on the liabilities of the
participating companies.

Sec. 10.50.560 declares that creditor rights and liens on the property of a company
that is a party to a merger or consolidation are not impaired by the merger or
consolidation.

Sec. 10.50.565 states that upon a merger or consolidation a company’s interests that
are to be converted or exchanged into other property under the merger or
consolidation agreement are converted as provided by the merger or consolidation
agreement. States that the former holders of interests so converted have the rights
provided in the merger or consolidation agreement or otherwise provided by law.

Sec. 10.50.590 defines "limited liability company" for secs. 10.50.500 - 10.50.590.

Sec. 10.50 600 states that, subject to this state’s constitution, a foreign .ompany’s
organization, internal affairs, and the liability and authority of its managers and
members are governed by the law of the jurisdiction where the company is organized.
Prohibits the department from denying registration to a foreign company because of
differences between the law of this state and the jurisdiction where the foreign
company is organized.

Sec. 10.50.605 requires a foreign company to register with the department before
conducting affairs in this state. The foreign company is required to deliver an
application for registration to the department.

Sec. 10.50.610 requires the registration application to be signed by a person who is
authorized to sign by the law of the jurisdiction where the company was organized.
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Sec. 10.50.615 describes what the registration application must state.

Sec. 10.50.620 prohibits the department from filing the registration of a foreign
company unless the company name satisfies certain requirements.

Sec. 10.50.625 authorizes a foreign company to amend its registration by filing articles
of amendment with the department.

Sec. 10.50.630 establishes what the articles of amendment must state. Authorizes the
amendment of the application in any way as long as the amended application only
contains provisions that are otherwise allowed by this chapter to be contained in an
application for registration at the time of the amendment.

Sec. 10.50.635 requires a foreign company to maintain an agent in this state for the
service of process. Indicates which persons qualify to be an agent.

Sec. 10.50.640 establishes the procedure for changing a foreign company’s registered
agent or the agent’s address.

Sec. 10.50.C45 provides guidelines for when the change of registered agent or agent
address for a foreign company becomes effective.

Sec. 10.50.650 describes how a registered agent of a foreign company may resign as
the registered agent. Requires the department to mail a copy of the resignation to
the company. Indicates when the resignation becomes effective.

Sec. 10.50.655 authorizes a foreign company to cancel its registration by filing an
application for cancellation with the department.

Sec. 10.50.660 describes what an application for cancellation must state.

Sec. 10.50.665 describe.*, the form, manner, and execution of an application for
cancellation of the registration of a foreign company.

Sec. 10.50.670 states that the cancellation of a registration does not terminate the
authority of the department to accept service of process on the foreign company with
respect to causes of action arising out of the company’s conduct of affairs in this
state.

Sec. 10.50.675 prohibits an unregistered foreign company conducting affairs in this
state from maintaining a action or other proceeding in a cour< f this state until it has
registered. States that the failure to register does not impair the validity of the
company’s contracts or acts, affect the rights of another party' to a company contract
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to maintain an action or other proceeding on the contract, or prevent the company
from defending an action or other proceeding in a court of this sta:e.

Sec. 10.50.680 states that a foreign company that conducts affairs in the state without
being registered appoints the department as its agent for service of process with
respect to a cause of action arising out of conducting affairs in this state.

Sec. 10.50.685 provides for seivice on the commissioner in the manner provided
under sec. 10.50.065(b) and under certain circumstances. Requires the commissioner
to keep a record of the processes, notices, and demands served on the commissioner.
States that this section does not affect the right to make service in another manner
permitted by law.

Sec. 10.50.690 states that a foreign company conducting affairs in this state without
registration is liable to the department for certain fees and penalties.

Sec. 10.50.700 states that a foreign company that conducts affairs in this state without
registration is subject to a civil penalty and authorizes the attorney general to recover

the penalty.

Sec. 10.50.710 authorizes a court, under certain circumstances, to issue an injunction
against a foreign company conducting affairs in the state in violation of this chapter.
Indicates how long the injunction may continue.

Sec. 10.50.715 states that a member or manager of a foreign company is not liable
for the debts and obligations of the company solely because the company conducts
affairs in this state without registration.

Sec. 10.50.720 lists the transactions that do not constitute conducting affairs for a
foreign company in this state.

Sec. 10.50.730 authorizes a court action to be brought by or against the company in
the name of the company.

Sec. 10.50.735 prohibits a person from bringing a court action on behalf of a company
in the name of the company unless the requirements of the section are met. Sets out
these requirements.

Sec. 10.50.740 prohibits a company from asserting the lack of authority of a company
member or manager to bring court action on behalf of a company as a defense to the
action or as a basis for bringing a subsequent action on the same cause of action.

Sec. 10.50.800 declares that, unless an operating agreement provides otherwise, a
company member or manager is not liable to the company or the company members
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for damages or other relief for an act or a failure to act on behalf of the company
unless the act or failure to act amounts to gross negligence or wilful misconduct.
Provides that an operating agreement may limit or eliminate the personal liability of
a company member or manager for breaches of duty under secs. 10.50.130 -
10.50.140 or subsec. (a).

Sec. 10.50.805 authorizes a company to use an operating agreement to authorize the
company to indemnify a company member or manager for judgments, settlements,
penalties, fines, or expenses incurred by the person under certain circumstances.

Sec. 10.50.810 states that a company member is not a proper party to a proceeding
by or against the company just for being a member, except in certain circumstances.

Sec. 10.50.820 states that a company operating agreement may authorize a company
to issue a certificate as evidence of a company interest and to authorize and provide
for the assignment or transfer of the interest represented by the certificate.

Sec. 10.50.830 establishes how a document is to be delivered to or filed with the
department.

Sec. 10.50.840 establishes the department’s procedure and criteria for filing
documents. Prohibits the department from filing a document if the section’

requirements are not met.

Sec. 10.50.850 establishes who is to sign documents filed with the department and
how the documents are to be signed Authorizes a person to sign as an attorney-in-

fact.

Sec. 10.50.855 establishes a procedure for obtaining a court order to direct the
department to file certain documents.

Sec. 10.50.860 directs the department to charge fees for filing and other services it
provides under the chapter.

Sec. 10.50.870 requires a company, unless otherwise provided in writing in an
operating agreement, to maintain certain described records at its principal place of

business.

Sec. 10.50.875 authorizes a company member to inspect and copy the company's
records under certain conditions.

Sec. 10.50.880 requires certain persons to disclose to a member under certain
circumstances true and full information of all matters that affect the members of a
company.
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Sec. 10.50.890 states that a company’s failure to maintain a required record or
information does not make a member or manager liable for the company's

obligations.

Sec. 10.50.900 authorizes the department to adopt regulations to implement the
chapter, in addition to any regulations the department is required to adopt under this

chapter.

Sec. 10.50.910 authorizes a company organized and existing under this chapter to
conduct its affairs and exercise the powers granted by this chapter in another
jurisdiction, subject to the laws of that jurisdiction.

Sec. 10.50.920 declares the chapter’s support of the principle of freedom of contract
and enforceability of operating agreements States that the rule that statutes in

derogation of the common law are to be strictly construed does not apply to the
chapter.

Sec. 10.50.990 defines terms for the new chapter.
Sec. 10.50.995 gives the new chapter a short title.

section 2. Amends the for-profit corporations code to prevent that code from
prohibiting a limited liability company from using "limited" in its name.

Section 3. Describes how a section of the new chapter amends the Alaska Rules of
Civil Procedure.

section 4. Makes the Act effective January 1, 1995.
If I may be of further assistance, please advise.
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Overview

Limited liability companies (LLC) are hybrid entities possessing corporate and partnership
attributes. Under existing Alaska law, corporations pay an income tax while partnerships do
not. This legislation does not address how the LLCs will be taxed for state purposes. Of 36
states which have enacted LLC legislation, the vast majority have adopted federal Internal
Revenue C”de (IRC) provisions which classify LLCs as partnerships. Without a further
clarification in this bill, Alaska would similarly follow with partnership classificatipn pursuant to
AS 43.20.021 which incorporates IRC provisions by reference, including definitions of
corporations and partnerships.

If LLCs are determined to be partnerships they will join another group of tax return filers,
namely subchapter S corporations that generally do not pay tax at the corporation level.
Instead, the income is passed through to the recipient level which are often times individuals.
It is anticipated that numerous existing corporations will migrate toward becoming LLCs and
that new business ventures will initially register as LLCs to escape liability for state corporation
net income tax.

The impact of LLCs on state revenues in the other 36 states that have enacted similar
legislation remains unclear. LLCs are relatively recent entities (they have become an
available form of business organization in a majority of states only within the past year), and
states have developed little specific experience within the past year. Those states that have
projected revenues to remain neutral or increase are relying on individual income taxes and
fees from increased business filings. Alaska has no similar tax base. Other states have
projected losses on an annual basis including California (S50 million), New York ($70 million)
and Minnesota ($2 million).

All but two of the states that have enacted LLC legislation have a state individual income tax
which insures that taxes are not avoided by choosing LLC status. The two states, Florida and
Texas, which like Alaska, have no individual income tax have classified LLCs as corporations
for lax purposes. This follows the similar trend seen with subchapter S corporations where
states with no individual income tax have closed the tax loophole.

Operating Costs
Department of Revenue does not anticipate that this bill will affect its operating budget. The
status of the corporation, whether a regular corporation or LLC, will not affect their corporation

tax filing requirement with the Department. Although LLCs will not incur a corporaion net
income tax, they will be required to file returns.

Iph:cssh3-)7.idc
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Revenue

Over the past 3 years, Department of Commerce and Economic Development has
experienced an average of 1100 new corporations registered each year.

For calendar year 1992 tax filing period, Department of Revenue received 3000 corporation
net income tax returns indicating a tax liability owed. Total revenue collected from the returns
amounted to $32,455,000 or an overall average of $10,818 per taxpayer. Of the returns filed.
1800 had a tax liability of less than $500 per return. This group averaged $100 per
corporation in tax liability.

If 10% (or 110) of new corporations registered as LLCs, the potential loss in tax revenue
would be a range of from $11,000 (110 X $100) to $1,189,980 (110 X $10,818) per year.
Subsequent years would experience the cumulative effect of corporations registered as I.LCs
in prior years.

Although it is not known how many corporationo will register as LLCs, Department of Revenue
estimates that between 10% and 50% of corporations may be affected. Following are tables
which reflect impact on revenue under low and high range scenarios.

Effect of Filers Fiscal Year Revenue Impact (10% of Corporations Register as LLC)

From:

FY 95* FY 96 FY 97 FY 98 FY99 FY 00
FY 95 (5.5 - 595.0) (11.0- 1,190.0) (11.0-1,190.0) (11.0-1,190.0) (11.0 - 1,190.0)  (11.0-1,190.0)
FY 96 (11.0-1,190.0) (11.0- 1,190 0) (11.0-1,190.0) (11.0 - 1,190.0)  (11.0 - 1,190.0)
FY 97 (11.0 - 1,190.0) (11.0- 1,190.0) (11.0 - 1,190.0) (11.0- 1,190.0)
FY 98 (11.0 - 1,190.0) (11.0 - 1,190.0)  (11.0- 1,190.0)
FY 99 (11.0 - 1,190.0) ° 8o o
FYO0O (11.0 -1,190.0)
Total (5.5 - 595.0) (22.0 - 2,380.0) (33.0 * 3,570.0) (44.0-4,760.0) (55.0 - 5,950.0) (66.0 - 7,140.0)
Effect of Filers Fiscal Year Revenue Impact (50% of Corporations Register as LLC)
From:

FY 95* FY 96 FY 97 FY 98 FY99 FY 00
FY 95 (27.5 - 2,975.0) (55.0 - 5,950.0) (55.0 - 5,950.0) (55.0 - 5,950.0) (55.0 - 5,950.0)  (55.0 - 5,950.0)
FY 96 (55.0 - 5.950.0) (55.0 - 5.950.0) (55.0 - 5,950.0) (55.0 - 5,950.0)  (55.0 - 5,950.0)
FY 97 (55.0 - 5,950.0) (55.0 - 5,950.0) (55.0 - 5,950.0)  (55.0 - 5,950.0)
FY 98 (55.0 5,950.0) (55.0 - 5,950.0) (55.0 - 5,950.0)
FY 99 (55.0 - 5,950.0) (55.0 - 5,950.0)
FY 00 (55.0 - 5,950.0)
Total (27.5-2,975.0) (110.0- 11,900.0) (165.0-17,850.0) (220.0 - 23,800.0) (275.0-29,750.0) (330.0-35,700.0)

* Since this bill doesn't become effective until January 1,1995, Department of Revenue will oniy receive half of a year's revenue
(from estimated payments through June 30, 1995) for FY 95.
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O O O O o o o
© O O O oo o
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FISCAL NOTE
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oopt. Affected: Alaska Court System

Titlo: An Act relating to limited liability BRU; Trial Courts
companies Components:

Sponso-: Judiciary

Requestor COMPONENT SERIAL NO. 768

EXPENDITURES/REVENUES (Thousands ot Dollars)

OPERATING EXPENDITURES
PERSONAL SERVICES
TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES
GRANTS & CLAIMS

TOTAL OFERATING

CAPfTAL EXPENDITURES
CHANGE IN REVENUES ( )

FUND SOURCE (TTiousancs ot Dollars)
1002 Federal Receipts

003 GF Match

1004 GF

1005 GF/Program Receipts

1006 GF/MHTIA

Other
TOTAL

POSH IONS
FULL-TIME
PART-TIME
TEMPORARY

Estimate ot current yoar (FY 94) cost: 5 None

ANALYSIS: (Attach a separate page if necessary)
No fiscal impact.
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Agency: Alaska Coun System Date: 03/21/94

Approved by: Arthur H. Snowden, H, Administrative Director
Agency: Alaska Court System 03/21/94
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