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INTRODUCTION 

The limited liability company ("LLC") has become one of the most popular choices of 
entity for all kinds of businesses in all kinds of industries. 

LLCs offer great flexibility in capital structure - convenient for startup businesses 
with creative management and capitalization models. LLCs afford liability protection that 
equals - and in some states, may even exceed - the protection offered by older forms like 
corporations and limited partnerships. This makes LLCs an attractive investment vehicle 
for asset protection planning for individuals and large organizations. Last but certainly not 
least, LLCs generally elect to be taxed as partnerships, creating significant tax efficiencies 
and planning opportunities. This makes LLCs particularly attractive in the real estate and 
financial industries. 

This paper will focus on the fact patterns that work best with LLCs, discuss how to 
structure and document LLCs in those contexts, and point out some common pitfalls and 
mistakes in the use and structure of LLCs. 

I. Limited Liability Companies - an Overview. 

LLCs can be set up as very basic and simple business forms, or they can be highly 
customized, complex entities. The great flexibility of the LLC is its greatest asset, but that 
same flexibility can create a trap for owners lacking knowledgeable legal, tax, and 
accounting advisors. 

At its most basic level, an LLC is a business organizational form that offers limited 
liability protection to its owners. An LLC will be treated as a partnership for tax purposes 
unless it elects to be taxed as a corporation. Therefore, an LLC combines the limited 
liability protection of corporations with the tax advantages and structural flexibility of 
partnerships. 
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A. Formation. 

In almost every state, an LLC is formed by filing Articles of Organization with 
the Secretary of State. In North Carolina, the filing fee is $125. 

B. Annual Reports. 

Most states require LLCs to file annual reports with an annual fee. In North 
Carolina, the annual fee is $200. Currently, there is no annual franchise tax liability 
for LLCs in North Carolina. Some states (notably California) do impose franchise 
taxes on LLCs. 

C. Limited LiabilifJl. 

Business entities can be exposed to liability for many different kinds of 
claims. For example: 

1. Vicarious Liability For Acts of Employees; 
2. Vicarious Liability For Acts of Partners/Co-Owners; 
3. Accidents on the Premises --"Slip and Fall" Cases; 
4. Workmen's Compensation Claims; 
5. Breach of Contract Actions (Lease Agreements, Employment 

Agreements); 
6. CommercialjFinancial Obligations (Debt Obligations); 
7. Employment Discrimination; and 
8. Product Liability and Environmental Contamination Cases. 

In order to guarantee limited liability protection to its owners, the LLC must 
be validly formed and operated as a separate legal entity. Thus, as with 
corporations, certain corporate law type formalities must be observed. Thus, in 
order to prevent the piercing of the corporate LLC veil, the LLC must be treated as a 
distinct separate legal entity separate and apart from the business affairs of the 
owners. Therefore, separate books and records must be kept to track business 
affairs of the LLC. 

Generally, if the LLC owners comply with these formalities, personally owned 
assets of the LLC members won't be subject to claims of third parties against the 
LLC. 

There are a few exceptions to the liability shield offered by LLCs. First, the 
separateness of the legal entity will be disregarded in those extreme circumstances 
where owners have treated the business as an extension of themselves or have 
structured the corporate form to defraud creditors or other third parties such that a 
basic injustice would be served by recognizing the corporate form. This is known as 
"piercing the corporate veil." 
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Second, business owners are always liable for their own personal actions, 
even if the action is connected with the business of the LLC. For example, an LLC 
does not provide a shield for the tortious or negligent conduct of the business 
owner; and LLC owners are often required to provide personal guaranties of the 
LLCs debts or performance of business obligations (such as leases, bank debts, or 
employment agreements). 

D. Ownership and Management of an LLC. 

The owners of an LLC are called "members" rather than partners or 
shareholders. A person becomes a member by being named as such in the Articles 
of Organization, acquiring an interest in the LLC or by unanimous consent of the 
other members. Unless otherwise agreed, the LLC will be "member managed" which 
means that the members of an LLC manage the LLC by majority rule with one vote 
each, regardless of economic contribution or ownership percentage. This is the 
same "one partner, one vote" rule found in a partnership. 

In a member-managed LLC, it is possible to give members voting power tied 
with their economic contributions or ownership interests. This is a convenient way 
to provide for rule by majority in interest rather than a per capita majority. 

As an option, an LLC can be "manager managed". This means that the 
members are not necessarily managers, but that a person or group of persons is 
designated to "run" the LLC. The members must specifically agree to this 
arrangement either by designating managers in the Articles of Organization or in the 
LLC Operating Agreement. 

The concept of "managers" is similar to the concept of a Board of Directors of 
a corporation. Managers function like a combination of Board of Directors and 
corporate officers. As such, management decisions are made by the majority of the 
managers (like a Board of Directors), but managers also, acting alone, have the 
power to bind the LLC and take actions on its behalf (much like corporate officers). 

An LLC operating agreement can also create officer positions (such as 
Presidents, Vice Presidents, Treasurers, and so on) and vest in those positions 
powers and duties similar to those traditionally vested in corporate officers. 

E. Operating Agreements. 

The North Carolina LLC law provides a "default" set of rules outlining the 
rights of managers and members, but the owners of the business will almost always 
wish to vary this by agreement. One such default rule is the "one member, one vote" 
rule - almost every business wishes to instead operate on votes based on a 
"majority in interest." In order to establish the rights, obligations and 
responsibilities of the members and managers, the parties to an LLC must enter into 
a written operating agreement setting out the members' specific rights, obligations 

3 



and duties. Note that in Delaware and some other states, these agreements are 
called "limited liability company agreements." 

F. Lack ofPrecedent Governing LLCs. 

Because LLCs have been available for less than twenty years (as opposed to 
well over a hundred years for corporations), the courts have not had an opportunity 
to hear and decide many cases relating to LLCs. Therefore, the body of case law 
governing LLCs is more limited than for corporations, and the parties must look to 
the statute and the express terms of the operating agreement for guidance. Also, the 
Internal Revenue Code does not take into account the state law differences between 
LLCs and traditional partnerships, which can lead to confusing results. This is 
especially notable in the rules governing tax basis arising from debt, and in recourse 
vs. nonrecourse liabilities. 

II. Taxation Characteristics of Limited Liability Companies 

As discussed above, an LLC will be treated as a partnership for tax purposes unless 
it elects a different treatment. As a result, the application of the partnership income tax 
rules generally will apply to LLCs. 

A. Pass Through Income Taxation. 

LLCs are not subject to a separate level tax on LLC income. Instead, items of 
income and loss of the LLC are passed through to the members and taxed at their 
individual tax rates. I.R.C. Section 702(a). Therefore, as with S corporations, income 
from the LLC will be subject to income tax at the members' individual tax rates 
(which may exceed the C corporation tax rates). 

B. No Double Taxation on LLC Income. 

Under I.R.C. Section 731(a)(1), LLC distributions will cause gain recognition 
to the distributee-member only to the extent that the actual amount of cash 
distributed exceeds that member's adjusted income tax basis in his membership 
interest. As with S corporations, as LLC income is earned and is taxed to the 
members at their individual rates, the members' adjusted income tax basis in their 
LLC interests will be increased by each member's distributive share of LLC income. 
I.R.C. Section 705(a)(1). Therefore, once the members pay tax on their LLC income, 
the members generally can then withdraw these earnings out of the LLC free of 
additional income taxes. 
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C. Deductibility of Operating Losses. 

As with S corporations (but unlike C corporations), members of an LLC are 
allowed to deduct losses of the LLC on their personal returns. I.R.C. Section 
702(a)(7). However, as with S corporations, LLC members may not deduct LLC 
losses in excess of the member's adjusted income tax basis in his LLC interest. I.R.C. 
Section 704(d). 

However, in contrast to S corporations, with LLCs, each member is entitled to 
take his or her pro rata share of LLC debts into account in determining that 
member's deductibility of LLC losses. I.R.C. Section 752(a). This is true even where 
the LLC indebtedness is attributable to loans from outside third parties. 

D. In-Kind Distribution ofAppreciated Property. 

The most unique tax characteristic of LLCs results from the fact that, in 
general, no gain or loss is recognized on the distribution of appreciated property 
from an LLC to one or more LLC members. Under I.R.C. Section 731(a)(1), a 
distribution to an LLC member will cause gain recognition only to the extent that 
actual cash received exceeds that member's adjusted income tax basis in his or her 
LLC interest. 

For this reason, whenever it is anticipated that the business entity will hold 
potentially appreciating assets (such as real estate), it is usually advisable to 
structure the business entity as an LLC in light of the possibility that the members 
may wish to distribute this property in-kind to one or more of the members. 

E. No Limitations on Capital Structure. 

Unlike the case with S corporations, there are no limitations on the business 
structure of an LLC. Thus, unlike S corporations, LLCs may: 

1. be a member of an affiliated group (i.e. an LLC may own more than 
80% of another corporation); 

2. have an unlimited number of owners; 

3. have nonresident aliens as members; 

4. have individuals, partnerships, corporations, other LLCs, estates or 
any types of trusts as LLC members. 
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