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I. INITIAL CONSIDERATIONS

The decison as to which form of organization one should conduct his or her business fromisone
which should not be overamplified. It should be arrived at only after careful considerationby the dient in
consultationwithhisor her attorney and CPA. Thereisno standard recommendation an advisor can make
in counsdling the business client who comesto himfor adviceonthisissue. Eachtimeadient waksin the
door for consultation on these issues, the advisor is confronted with a Situation not unlike working with a
jigsaw puzzle. Each dlient's Stuation is made up of different pieces, al scrambled up, and it is for the
advisors to sort them out and try to put them together to arrive at the best resuilt.

The choice of entity process was further complicated by the development of the Limited Ligbility
Company (“LLC") and the Registered Limited Ligbility Partnership (“RLLP’) under the various stateslaws
beginning in 1987 whenWyoming became the first Sate to adopt legidation authorizing the formation and
operation of the LLC. With the adoption of the so-caled “Check-the-Box” regulations by the IRS in
1997, the LLC has so revolutionized the area of business organizations that some legd scholars have
suggested that the proliferationof state businessorgani zationstatutes could be reduced to only two statutes,

one designed to provide governance rules for public companies and one designed to provide governance

1 This paper was presented at a seminar sponsored by Lorman in December of 2005.
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rulesfor nonpublic companies? Inthe February 1997 issue of The BusinessL awyer, therewas published

an edited verson of comments made by lawyers and law professors who participated in an Internet
symposum entitled “On-Line Symposum onthe Future of Limited Liability Entities” inwhichthisideawas
suggested by a number of the participants.® 1t was suggested that this could happen because (i) al closdly
held entities - LLCs, limited partnerships, closely held corporations, general partnerships, limited lighility
partnerships (LL Ps), and thelimitedligbilitylimited partnership (LLLP) - sharethe same governanceissues,
which can be accommodated in one satute; and (i) the differences in governance between closdly hdd
entitiesand publidy held entitiesis enormous and not comfortably accommodated inone statute (hencethe
development of closdly held corporation statutes in some states).*  Another participant commented that
“[f]he taxation provisons werethe tall waggingthe dog. With this problem out of the way, there ssemsto
be little need for statutes creating severa business association forms.”

In the same symposum, professor Bernard Black, of Columbia Universty School of Law,
suggested that “limited partnerships will be dmost dead as avehicle for new enterprisesin five years...”
Indeed, in the experience of thiswriter, Snce the LLC legidaionwas adopted in Louisang, the use of the

limited partnership seems to be limited to family limited partnerships used in estate planning circles and, in

2 Larry E. Ribstein and Mark A. Sargent, "Check-the-Box and Beyond: The Future of Limited Liability

Entities," a Symposium published in The Business Lawyer, Section of Business Law, American Bar Association, pp. 605-
652, @ p. 610.

3 Id.
4 Id. at p. 611.
5 Id. at p. 612, comment of Harold Federow of the University of Washington.
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the early days of the LLC, (i) when the client was a promoter who was smply more accustomed to the
limited partnership formof operationand didn't fed comfortablewithhisownlack of experiencewithLLCs
and (i) for certain FHA/HUD red edtate projects because those agencies were said to still be somewhat
unfriendly to the LLC formof ownership as opposed to the limited partnership. Aseach year passed after
the creation of the LLC inthe U.S,, the resstanceto thair use has givenway to complete dominanceinthe
fidd.

Depending upon circumstances such as the number of persons to be involved in the ownership and
management of the business, among other factors, the menu of forms of business ownership now generdly
indudes the following:

Sole proprietorship;

Co-ownership in indivison;

Generd partnership;

Limited partnership;

Regigered limited liahility partnership;
Limited ligbility company;

C corporation;

S corporation;

Red Edate Investment Trudts,

Red Edate Mortgage Investment Companies,
11. “Close Corporation” under Delaware,
Cdifornia, New York and Texas law.

©COoNoOUO~WDNE

o
o

Notethat the “joint venture’ isnot listed as one of the choices which are available. Thisis because
it is aterm which does not appear in Louisana statutory law, and dthoughit is commonly used by parties
in agreements and by the courts, it is not technicaly congstent with Louisanas civil law system.

Essentidly, ajoint ventureis, accordingto Louisana case law, isa partnership under Louisanalaw.

The jurigprudence has established that the essentid ements of ajoint venture are generdly the same as
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those of partnership, i.e. two or more parties combining their property, labor, skill, etc. in the conduct of
aventurefor joint profit, witheach having some right of control, and at mutud risk visavislosses. Walker
v. Simmons, 155 So. 2d 234 (La. App. 3rd Cir. 1963); Marine Services, Inc. v. A-1 Industries, 355
So. 2d 625 (La. App. 4th Cir. 1978).

Therequisites for the establishment of a partnership, under the case law, are applicable to ajoint
venture, and are as follows:

@ A contract between two or more persons,

2 A juridica entity or person is established;

3 Contribution by dl parties of either efforts or resources,

4 The contribution must be in determinate proportions,

) There must be ajoint effort;

(6) There must be mutud risk vis-a-vislosses,

@) There must be asharing of profits.

Thelogicd congderationsin selecting the form of abusiness enterprise include the organizationd
and management structure, the capital structure, methods of finanang the business, the avail ability of limited
lidbility for the owners, continuity of existence, transferability of interests, flexibility, complexity, cost
congderations and tax condderations. The fact that tax condderations play an important role in the
deliberative process should be awarning to the legd advisor that if he or she does not have expertiseinthe
fidd of tax law, then the legd advisor must get the client's CPA or tax advisor involved in the process.

However, the decison is not one to be made soldly on the basis of tax motivations.
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Inchoosing the best formof business entity for a particular client's needs, one must consider basic

ownership issues, objectives and gods.

A.

Factorsto be considered.

1.

2.

Will the owners creste a new business or convert an existing busness?

The number of owners of the business.

Will any of the owners be other business entities such as corporations, LLCs, or

partnerships?

What will be the nature of business to be operated by the entity? For example, if itisa
personal service business, specia provisons inthe Interna Revenue Code will gpply tothe
entity if operated in a corporate form. A C Corporation may be subject to personal
halding company tax if the income is principally investment income. The nature of business
aso may affect the goplication of the passve activity lossrules.

The duration of the enterprise.

The projected profitsor losses of the business. If significant losses are projected, apass-
through entity suchasthe partnership or S Corporation (induding the LL C taxed as either)
may be preferable to facilitate deduction of the losses at the individua owner level. Even
within the choices of pass-through entities, one taxable under Subchapter K of the IRC
(partnership taxation) may be preferred sincethe partners or members receive outside tax
basisfor their dlocable share of debt of the partnership.

The capitd requirements of the business. The greater the capita requirements, the more
likely the ownerswill want an entity that allowsthemto withdraw the capital at alater date
without tax consegquences, suchasa partnership or Scorporation(indudingthe LLC taxed
aseither). On the other hand, if Sgnificant fundsare to be accumulated inthe businessout
of current profits, a C corporation will generdly alow the accumulationat a dightly lower
tax rete.

Will the owners be active participants or passive investors? |f the owners are not going
to be active in the business, then a generd partnership may be inadvisable. It may be
desrable to use alimited partnership or LLC that dlows alocation of income other than
on apro ratabass.
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10.

11.

12.

13.

14.

15.

16.

17.

Will the prospective owners make different types of contributions. i.e., cash, property, or
services? If apersonwill berendering persond servicesin exchangefor an equity interest,
it may be better to use a partnership or LLC inwhich he or she receives an interest in
future profits as aresult of the contribution of services, rather than a share of the capital.
A receipt of ashareinthe capital may result in immediate income tax consegquences to the
owner contributing services.

Will there be loansto the business from owners or others? If the loans will be from the
owners, then an S corporation form will dlow its shareholders to increase their basis for
deducting losses by the amount of such loans. If therewill beloansfrom third parties, then
the partnership form (including the LLC taxed as a partnership) will alow its partners or
members to increase their basis by their respective shares of the company loans.

The income tax brackets among the owners and the enterprise.

The wedth of the owners. Do they have anything to lose?

Thefamily satus of the owners; in particul ar, estate planningobjectivesand considerations.
Income shifting is not as beneficia asit oncewas. The creation of ownership interestsin
younger family members may reduce the Sze of the older family member's federa gross
estate for estate tax purposes.

The domedtic location of the U.S. business. Not al states recognize S corporation status
for state income tax purposes. Although it took severd yearsto reach this point, dl 50
states now formdly have adopted limited ligbility company legidaion. There may,
however, be subgtantia differencesbetween states as to certain agpects of limited ligbility
company law.

The form of compensation to be paid to the owners; i.e., sdary, interest, rent, dividends,
roydlties, etc.

Will there be didributions of capital in the near future as a result of refinancing,
redemptions, partid liquidations of the business, and other transfers to the owners? The
partnership, LLC, or sole proprietorship dlows such digtributions to be made with few
unfavorable tax consequences.

Will there be redtrictions on transfers of ownership? If free trandferability of interestsis
desirable, an S corporation may not bethe best choice, since sharehol ders should generdly
regtrict transfers to only digible shareholders to protect the S dection.
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18.  The form of management desired. Aredl ownersto have equd say in the management;
is there to be centralized management; and do the organizers want the multiple tiered
management structure provided by corporate law?

B. Goals of the owners.

1. Limited Ligbility. The owners generdly want limited ligbility. It will be difficult for the
owners to achieve limited liability with respect to sgnificant borrowing unless the entity has substantial
assets of itsown to serve as collaterd. Nonetheless, insulation from liability for torts and trade creditors
may be achieved through the use of either alimited partnership, acorporation or LLC.

2. Smplicity. The ownersdo not like to spoend agreat ded of time on the formdities of the
governance of the entity.

3. Low Cost. Codt items include accounting cogts, legd fees, filing cogts, and syndication
costs.

4, Transfer Redrictions. Theownersgeneraly want restrictionsonownershiptransfers, unless

they arelooking to tap into public capital markets.

5. Tax-free Withdrawas. Owners generdly want the ability to liquidate their interestsin the

business with the least amount of tax and non-tax costs.

6. Tax Benefits Losses Owners often want the tax benefits of having losses pass through

to them directly.

7. Tax Benefits Prafits. The owners want the lowest tax on prafits, taking into account the

double taxation generaly inherent in using the C corporation.

8. Tax-Free Cash Flow.
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9. Passve Income. Owners may be seeking passve income to offset passve losses.
[I. WHY TAX FACTORSMUST BE CONSIDERED

Asgde from the rules gpplicable to REIT's, REMIC's, and trusts, which are beyond the scope of
this program, there are bascdly three different classifications of business organizations for tax purposes,
each with its own subchapter of the Internd Revenue Code (“1RC”) containing specidized rules relaing
how they aretaxed. If you include the sole proprietorship, there are four:

1. Sole proprietorship;
2. C corporation;

3. Scorporation;

4. Partnership.

Generdly only the C corporation pays income taxes asa separate entity. However, because the
S corporation, the partnership and the limited partnership have specidized rules rdating to transactions
betweenthe entity and its owners and the method of determining the alocationof profitsand lossesamong
the owners, each hasits own set of advantages and disadvantages under the tax laws.

Over many yearsof taxadminigtration, the tax dynamics of the choice of entity process have tended
to flip flop with variations in individud and corporate tax rates and other corporate and individua tax
atributes. Advisers trained more than 25 years ago learned that use of C corporations and the
accumulation of earnings inside the C corporation was the best advice® Thiswasat atime prior to 1979

whenmaximumindividud tax rates were 70% and maximum corporate tax rateswere 46%. Thedynamics

6 Calvin H. Johnson, Tax Notes, May 17, 2004, p. 872.
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of choice of entity from atax standpoint are driven by the relationship between corporate, individua and
capitd gainstax rates. FHuctuations in the rdationship of these rates and their relationship to one another

have resulted in fluctuations in what is the best entity form.

Professor Cdvin H. Johnson, of the University of Texas, describes the optimum strategy at the
beginningof this period asthe “ accumul ation-bailout” or “growthstock” strategy.’ “ Accumul ation-bailout”
refers to the Strategy of retaning earnings indde a C corporation over many years and then taking
advantage of the “bailout” technique that was avallable under the tax law at the time which dlowed oneto
sl the assets of a C corporation, liquidate the C corporation and pay only one level of tax. Thiswas
available under what was known as the General Utilities Doctrine, named after a U.S. Supreme Court
decision of 1934, which was later codified in former IRC §337.

Professor Johnson indicates that since 1979, the changesin the tax laws have resulted in five flip
flopsinthe optimum tax vehidle? Hesuggeststhat after 1979 and through 1986, a passthrough tax regime
was better than a C corporation for distributions during the life of the taxpayer. Then, with the passage of
the Tax Reform Act of 1986, avoiding corporate tax yielded the best result, whether savings were taken
out during the life of the taxpayer or after death.® Increasesin theindividual tax ratesin 1993 resulted in

“accumulation-bailout” becoming, once agan, the optimum strategy for post-death distributions, but not

7 Id. @ 873.
8 Id. @ 877.
9 Id.
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for life ime digtributions. The reduction in the capitd gans rates to 20% in 1997 made accumulation-

ballout again the best drategy for life time digtributions. Findly, the reduction in individud rates in 2003

made individud current didtribution of income (zeroing out C corporation earnings, if in a C corporation)

the optimum drategy.

The five mgor tax law revisons which impacted the choice of entity decison most dramaticaly

over this 25 year period were the following:

1.

The Economic Recovery Tax Act of 1981 reduced the maximum tax rete on invesment
income from 70 percent to 50 percent. The capitd gainstax rate dropped from 28% to
20% under this law. The 50% maximum individud rate compared to a 46% maximum
corporatetax rate. Theseratesweretoo closeto create any Sgnificant tax detriment from
usng the corporateformas the bail out strategy was still available, but combined withthe
capital gainstax break this structure resulted in avoiding the C corporation as being the
best strategy.

The Tax ReformAct of 1986 created “rate inverson,” meaning that corporate rates were
for the firgt time higher than individud tax rates. Thisrate inverson meant thet there was
no tax advantage to using the corporate rate form for business operating in the maximum
tax rate environment. The 1986 Tax Reform Act reduced the maximum corporatetax rate
from 46% to 34% and aso reduced the maximum rate onindividud income from50% to
28%. The tax rate on capital gains was increased from 20% to 28%. Perhaps more

ggnificantly, the Act repeded the Generd Utilities Doctrine thus dimingting the “bail out”
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drategy by making it impossible to exit the C corporationwithout paying taxesat both the
corporate level and the individud leve.

The Omnibus Budget Revenue Reconciliation Act of 1993 ended rate inverson by
increesing the individud maximum rateup to 41%. The act created anew 39.2% bracket
which, when combined with the phase out of theitemized deductions for higher income
taxpayers, added an additional 1.2% to the maximum bracket. The 1993 Act aso added
anew 35% tax rate for corporate income exceeding $10 million per year. According to
Professor Johnson, the rise in the individual tax rate “reduced the advantage of the
individua-tax only regime by enough that the corporate accumulation became viable, at
least for estate-planning purposes.”1©

The Taxpayer Relief Act of 1997 reduced the maximum rate on capitd gains from 28%
to 20%.

In 2003 The Jobs and Growth Tax Relief Reconciliation Act reduced the maximum rate
on individuas from 41% to 36% and the capitd gains rate from20% to 15%. According
to Professor Johnson, the “drop in capita gansratesfavored accumulations, but the drop
inindividud tax rates overwhelmed that advantage and caused a flip once more, aganst
the corporate formfor life-use savings.™*!* Congressaso defined dividends ascapita gain,

dlowing dividend digributions from C corporations to benefit from the 15% capita gain

10

11

Id. at 880.

Id.
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rate.

Thus, fromWorld War 11 to 1986, the maximum individud rate exceeded the maximum corporate
rate by a least 20%; then the Tax Reform Act of 1986 flipped the relaionship, with the maximum
corporate rate being 34% and the individud rate being 28%. The OBRA 93 changed the playing field on
practitioners and taxpayers again in the choice of entity andyss whenit increased the maximum individud
tax rates above the maximumcorporatetaxrates(39.6% maximumindividud rate compared to a maximum
corporate rate of 35%. The Jobsand Growth Tax Rdlief Reconciliation Act of 2003 (the* 2003 Tax Relief
Act”) changed the dynamics again by narrowing the gap between corporate and individua rates by

lowering the maximumindividud tax rate, and reducing tax rates on capital gains and corporate dividends.

OnOctober 4, 2004, the president sgnedinto law the Working Families Tax Relief Act of 2004.
Also in October of the same year, Congress passed the American Jobs Creation Act of 2004 which
includes some ggnificant revisons to Subchapter S which, once again, modified the dynamics of the choice
of entity process.

The basic rate structures under current law are as follows,

1 Corporations with less than $10,000,000 in taxable income are subject to graduated
income tax rates. The margind rate is 15% onthe firg $50,000 inincome, 25% onthe next $25,000, and
34% on income between $75,000 and $100,000. A rate of 39% is applied to taxable income between
$100,000 and $335,000, which is designed to offset the benefit of the 15% and 25% graduated rates for

corporations with larger taxable income. Taxable income between $335,000 and $10 million istaxed a
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arate of 34%. A rate of 35% isapplied to taxableincome between $10 million and $15 million; and arate
of 38% is applied to income of $15 millionto $18,333,333. The 38% rate is, once again, designed to
offsat the bendfit of the graduated rate structure for the corporations with taxable income over $15 million.
Corporations with taxable income over $18,333,333 are taxed at aflat rate of 35%. Most corporations
aretaxed at margind rates of either 34% or 35%.
2. Under the 2003 Tax Rdlief Act, individuds are now taxed at amaximum individud rate of
35%, down from the 39.6% maximum rateintroduced by OBRA 93. The 2003 Tax Relief Act reduced
the tax ratesfor the top four individual brackets to 25%, 28%, 33% and 35% (from27%, 30%, 35% and
38.6%), retroactive to January 1, 2003. The phase out of itemized deductionsfor higher incometaxpayers
increases the effective rate for the top bracket taxpayers to 36%. Under pre-2003 Tax Relief Act law,
individuals paid tax at ordinary income rates on dividends. The 2003 Tax Relief Act taxes qualified
dividend income at the same rates that gpply to net capitd gain
3. Prior to July 28, 1997, the maximum rate gpplicable to an individud's net long term capital
ganswas 28%. IRC 8 1(h). Under the provisons of the Taxpayer Relief Act of 1997, capita ganswere
subjected to various rates, depending on the type of asset and the length of time the asset was held.
- Assets held one year or less were taxed at the individud taxpayer's regular tax
rate, i.e. up to 39.6% federd tax at the time the Act was passed..
- Assets hdd more than one year but less than 18 months were taxed a a
maximum rate of 28%.

- Assets held morethan 18 months (adjusted net capital gain) were taxed at 10%
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or 20%.

- Gain on sdle of collectibles was taxed a a maximum rate of 28%.

- Gain dtributable to depreci ation of section 1250 property (buildings) was taxed
a amaximum rate of 25%.

After the Economic Growth and Tax Relief Reconciliation Act of 2001 (the “2001 Tax Relief
Act”), anindividud’ sadjusted net capital gain was taxed a a maximum rate of 20%. However, adjusted
net capita gain was taxed at a maximum rate of only 10% to the extent it would have been taxed a 10%
or 15% if it had been ordinary income. For qudified five year gain, i.e,, adjusted net capitd gain from
capita assets held for more than five years before sale, the 10% rate was reduced to 8%. The 20% rate
was reduced to 18% if the holding period for the capita asset began after December 2000. Adjusted net
capita gan was net capital gan for the tax year (i.e. the excess of net long-term capita gans over net
short-term capita gain) thet is taxed at a maximum rate of 28% (gain on the sdle of most collectibles and
gan on the unexcluded part of IRC 81202 small business stock) or 25% (unrecaptured 81250 gain, i.e.
gan attributable to red estate depreciation).

The 2003 Tax Rdief Act reduced the 10% tax rate on adjusted net capital ganto 5%, and reduces
the 20% tax rate on adjusted net capital gain to 15%. The 2003 Tax Rdief Act diminated the 8% and
18% maximum rates on qudified five year gan. The Act did not lower the 25% maximum rate on
unrecaptured 81250 gain, or the 28% maximum rate on “28% rate gan”. For tax years beginning after
2007, and before 2008, the 5% rate on adjusted net capital gainsis reduced to 0%.

4, 50% of an individud’s gain on sde of “quaified smal business stock” held for more than
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5yearsisexcluded. IRC 8 1202. The definition of “qudified smdl business stock” ishighly redrictive,

limiting the availability of the 50% exdusion to few businesses.

A.

a

Stock must be acquired by the taxpayer at origina issue inexchange for (i) money
or other property (except stock) or (ii) compensation for services to the
corporation other than underwriting services. IRC § 1202(c)(2).

“Qudifiedsmdl busnesscorporation” isgenerdly aC Corporationwithaggregate
gross assets not exceeding $50,000,000 any time after August 9, 1993 and
through the issuance of its stock. IRC 8 1202(c)(2)(A), (d)()(A).

Corporation must meet active business requirement unless it is an digible
corporation licensed under 8 301(d) of the Small Business Investment Act of
1958.

d. Active business requirement test requires:

(i) Atleast 80% of corporation's assets used in an active trade or businessother
than: persond services, banking, insurance, finanang, leasing, investing, or other
amilar business; faming; any business invaving the production or extraction of
products subject to depletion alowances; and any business of operating a hotel,
motdl, restaurant, or Smilar business.

(i) Corporationmust be one other than: a DISC or former DISC; a corporation
that has in effect an eection to claim a possession tax credit or has a subsidiary
that has such an dection in effect; a cooperative.

(i) The corporationfalsthe active busnessrequirement at any time during which
it holds more than 10% of assets in excess of liailities in stock or securitiesin
corporations other than its own subsidiaries, except for working capitd; or more
than 10% of its assets in real estate which is not used in the active conduct of a
“qualified trade or business.” Active conduct of qudified trade or business does
not include owning, renting, or dedling in redty. IRC 8§ 1202(e)(7).

EXAMINATION OF THE ADVANTAGES AND DISADVANTAGES OF EACH
ALTERNATIVE FORM

Tax and Non-Tax Advantages And Disadvantages Of The Sole Proprietor ship
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a) Non-Tax Advantages of the Sole Proprietor ship

(1) Smplicity- for the unsophigticated client, sole proprietorship may offer an advantage
since the owner does not have to concern himself with the need to learn the different legal
requirements asto how a corporation (whether C or S) or an LLC functions. Sinceprior to 1997,
the Louisana LL C statute required at least two members, it was generdly not available to the sole
proprietor athough there may have beenways for the sole proprietor to get around this limitation.
Withthe advent of the Check-the-Box Regulations in 1997 and the Sngle member LLC under the
Louisana statute dlowed by way of an amendment to the statute in 1997 following the adoption
of the Check-the-Box Regulations, thereis little reason for the sole proprietor not to choose the
LLC asaform of entity if he otherwise would have chosen to do business as a sole proprietor.
The sole proprietorship was often the best choice for some clients who smply could not manage
to keep up with the various lega and tax requirements of the separate legd entity. Many of the
comments that are listed below now apply equaly to the sngle member LLC.

(2) Cost of operation- withthe sole proprietorship, youdon't have to pay alawyer to set
it up and teach you how to operate it. Only one set of books and only one income tax return are
required.

(3) Centralized management - sole proprietor isking of the hill, but can delegateto others
to act ashisagent if he so chooses.

(4) Hexibility - should the sole proprietor decideto bring inanother personas partner or
co-owner, he hasthe freedom to choose from among any of the typesof entities available without
having to worry about how to get therefromhere. For instance, if the sole proprietor later decides
to bring another personinto his business who has property whichhe would liketo contributeto the
business in return for his ownership interest, generaly, the two parties can fredy choose from
among the various forms of business entitiesinorder to combine their interests. They will generdly
be able to do so without any legd impediments and usudly minima tax impediments.

b. Tax Advantages of the Sole Proprietor ship

(1) Simpliaty-only one income tax returnis required and the businessowner does not have
to learn the corporate or partnership tax rules.'?

(2) No Double Taxation-unlike the C corporation, an individua may operate as a le

12 Although practically every businessman will rely on his CPA or other tax professional for the expertise, every
client should be made to realize that to be an effective and successful businessman he must study and learn the general
tax rules which affect his business.
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proprietorship under a trade name and not have to worry about the separate corporate tax.
Money or property can be taken out of the business or used in the business & any time without
having to look to the C corporation, S corporation, or partnership tax rulesto determine the tax
CONSeqUENCES.

(3) Hexibility-should the sole proprietor decide to bring in another person as partner or
co-owner, he has the freedom to choose from among any of the types of entities available without
having to worry about how to get there from here. In most cases, this can be done as a tax free
transaction, whether it bein a corporate form (IRC 8351) or a partnership form (IRC 8§721) for
tax purposes.

¢) Non-Tax Disadvantages of Sole Proprietorship

(1) TheObvious-Unlimited Liahility - withthe sole proprietorship, the owner isligble for
each and every debt or obligation of the business, and his only protection is through insurance.

(2) Sourcesof Financing - usudly limitedto bank loans. No accessto the public funding
markets suchas publidy offered securities. However, should the sole proprietor decideto pursue
finanaing from outsde investors, because he is operating as a sole proprietor, he does have the
flexibility to incorporate his business in order to do 0.

(3) Absence of Separate Entity Flows Both Ways - debts of the individual are debts of
the busnessand viceversa. If thereisaseparatelega entity such asacorporation or partnership,
the owner may seek bankruptcy relief without the assets of the corporation or partnership coming
under the direct adminidration of the bankruptcy estate. The converse is aso true - that the
corporation or partnership may seek bankruptcy relief without the assets of the owners coming
under the jurisdiction of the bankruptcy court (See U.S. Bankruptcy Code §8101(41), 109 &
541).

(4) Lack of Continuity of Existence - this distinction may only be technica in nature
depending upon the Sze of the sole proprietor's business. Technically speaking, the sole
proprietorship terminateswiththe death of the owner, but if the owner hashbuilt up anorganization
of sufficient Sze, the business may continue to be operated by his successors through the
successon administration process.

(5) Sdle Proprietor Can Now Be a Limited Liability Company - note that prior to the
1997 Legidative Acts, La. Rev. Stat. 812:1304 provided that: “Two or more persons capable of
contracting may formalimited liability company...” Therefore, the sole proprietor had only three
choices avalable to hm: (i) the sole proprietorship; (ii) the C corporation; and (iii) the S
corporation. In 1997 this provison was amended to read: “[o]ne or more persons capable of
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contracting may form alimited ligbility company...” Therefore, because the angle member LLC
may be formed quite inexpensvey, the question we should ask is “why not choose an LLC for
those who otherwise might have chosen to operate as a sole proprietor?’

d. The Tax Disadvantages of Sole Proprietorship

(1) Tax Cost of Sde of Busness- whenasole proprietor sdlls his business, he sdlls each
component part (plant, equipment, receivables, good will, etc) some of which may be taxed at
ordinary income rates and some may be taxed at capita gainsrates. The sale by a partner of his
partnership interest will generdly be treated as the sde of a capita asset digible for capita gainor
loss treatment, except to the extent of the gain on unredlized recaivables and inventory items held
by the partnership. (IRC §741). The sde of corporate stock will generdly be taxed asthe sde
of acapitd assat dso. The sgnificance of this distinction has not been that greet in recent years,
but is more sgnificant sSince capital gains tax breaks were brought back into the tax lawsin 1997
and have now been liberdized even more by the 2003 Tax Relief Act.

Also, the manner of trangferring the businessis limited to the sde of individud assets and
assumption of liabilities, while inthe sde of acorporate business, for instance, the owners may sell
the corporation’s assets or may sdl the stock of the corporation. The asset sale is generdly
considered to be dightly more expensive than the stock sale from a closing cost/legad work
standpoint, dthough depending on the amount of diligence exercised by the parties to the
transaction, this may often not be the case.

(2) No Ability to Provide Tax Free Fringe Benefits - shareholder/employees of a C
corporation may receive certain tax free fringe benefits without restriction such as employer
provided hedth care, certain meds and lodging, and life insurance. The same benefits are not
avallable to the sole proprietor except that salf-employed individuds aredlowed a deduction for
the amount paid during the taxable year for insurance which congtitutes medica care for the
taxpayer, hisspouse and dependents. Thisis adeduction that prior to 2003 was dlowed only at
reduced percentages (60% for years through 2001, 70% for 2002 and 100% for years
thereafter). IRC 8162(1).

(3) Limitation on Deduction of Investment Interest - the deduction by an individua of
investment interest is limited to the amount of invesment income of the taxpayer for the taxable
year. Any amount not alowed as a deduction for the year is carried forward to be allowed asa
deduction in future years where there is investment income againg which it may be offset (IRC
8163). C corporations are not subject to thislimitation, while the effect of the S corporation tax
ruleswould be to passthe interest deductionthrough to the sharehol derswhereit would be subject
to the limitation of §163.
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(4) Passve Activity Rules Apply-the only entity to which the passve activity rulesdo not
apply isthe non-closaly held C corporation.

(5) Higher individud income tax rates - 35% maximum individua rate compared to 34%
maximum rate for most C corporations (but with graduated rates of 15% on the first $50,000 in
income, 25% on the next $25,000, and 34% on income between $75,000 and $100,000, €tc.).
On top of this, SAf Employment taxes areimposed on dl active trade or business income of the
sole proprietorship. |RC 81401 (15.3% on sdf-employment income up to the contribution and
benefit base for the year and 2.9% on amounts in excess thereof (without limit). In the sole
proprietorship format, there is no ability to escape Sdf Employment tax. This is important
consdering that the 2.9% medicare tax on trade or business income applies to dl such income
without limit.

B. CO-OWNERSHIP IN INDIVISION
a. Availability

Thisform of ownership is redlly only available for the ownership and management of red
estate invesments or other specific items of movable property because it would be nearly
impossible to conduct a going concern type business as co-owners in indivison without the
relationship being found to be one of partnership under Sate law as well asthe tax law.

1 La C.C. Art 2801 defines a partnership as“ajuridica person, digtinct from its
partners, created by a contract betweentwo or more persons to combinether effortsor resources
indetermined proportions and to collaborate at mutua risk for their common profit or commercia
benefit.”

0] Essentid elements of a partnership;

@ Consent and intent of the partiesto form apartnership. A partnership may
be inferred if the dements of one are present and intended even if the parties did not
conscioudy consider or intend it to be a partnership.

2 Partners must share the risk as well asthe profits.
3 Each partner must make a contribution that has economic vaue.

There are no clear cut rulesinmeking adetermination of whether a partnership exists and
each caseisjudged onitsown individud facts. Carr vs. Masters, 469 So.2d 147 (La. App. 4th
Cir. 1985).  The legd rdationship of parties is not conclusvely controlled by terms which
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parties useto designate thair rdationship, especidly withregard to third parties; rather, courtslook
to the totdity of the circumstancesand not just the written agreement to determine whether ajoint
venture was entered into.

Perhaps more importantly, whentwo or more persons or concerns enter into an agreement
whichthe law definesas apartnership or joint venture, it becomes ajuridica entity, and ligbility of
partiesis determined by the law relaing to partnership or joint venture, even though partiesmay
not have thought of such consequences and even sought to avoid such consequences as
salestax implications and liability to third parties. Cajun Electric Power Co-Op, Inc. v.
McNamara, 452 So. 2d 212 (La. App. 1st Cir. 1984).

Thuscases have hdd that certain relationships congtituted a partnership under the lawv even
where the written agreement between the parties disclaimed any intention to create a partnership
or joint venture. Cases have dso held that certain relationships did not condtitute ajoint venture
or partnership even though the written agreement between them claimed that the parties intended
that a partnership be established. One such case of the latter type involved a Situation where the
court found that one party did not assume any risk of lossesin the venture and thus there was no
joint venture or partnership formed. Hodges v. Decoteau, 314 So.2d 500.

2. Whether the partieshave used theword “ partnership” or notisimmateria indetermining
whether the effort isa partnership. Marie vs. Savoie, 470 So.2d 367 (La. App. 5th Cir. 1985);
Harrisv. Wallette 538 So.2d 728 (La. App. 2d Cir. 1989)

3. Consent to form a partnership may be inferred from circumdtantia evidence. Carr v.
Master, 469 So.2d 1147 (La. App. 4th Cir. 1983).

4. In apartnership the parties mutualy consent to forma partnership and to participatein
the profits which might accrue from property, kill or indudry, fumnished to the business in
determined proportions by them; the parties agreeto shareinthe lossesaswdl asthe profitsof the
venture; the property of the enterprise forms a community of goods in which each party has a
proprietary interest; the parties agree to proceed at their mutud risk. Amacker v. Kent, 80 So.
717 (La 1919); Dardenv. Cox, 123 So.2d 68 (La. 1960); Gravois v. New England Ins. Co.,
553 S0.2d 1034 (La. App. 4th Cir. 1989), La. C. C. Art. 2801.

A closereading of the above casesillugratesthat it is difficult for two or more people to
go into a business together and not fal within the definition of a partnership.

b. Non-Tax Advantages of Co-ownership in Indivision

(1) Simplicity - Co-owners share the fruits and products of the thing held in indivison;
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whenfruitsand products are produced by aco-owner, other co-owners are entitled to their shares
of the fruits or products after deduction of the costs of production. C.C. Art 798. Use and
management of the thing held in indivison is determined by agreement of dl the co-owners, if itis
not determined by an agreement of al the co-owners and partition is not available, a court, upon
petition by a co-owner, may determine the use and management. C.C. Arts. 801 & 803.

Just like the sole proprietorship, co-owners are generdly free to place their co-owned
property into a business entity should they determine to do so, and this can often be done without
adverse tax consequences regardless of which type of entity is chosen.

(2) PatitionGenerdly Avalable to Terminate Co-Ownership - No one may be compelled
to hold athing in indivison with another unless the contrary has been provided by law or juridica
act. C.C. Art 807. The parties may stipulate to exclude partition for up to fifteen years, or such
other period asprovided inR.S. 9:1702 (99 yearsfor co-owned nuclear generating plant), or other
specific law. C.C. Art 807.

(3) Tranderability of Fractiond Ownership Interest - A co-owner may fredy lease,
dienate, or encumber hisshare of the thing held in indivision, but the consent of al the co-owners
isrequired for the lease, dienation, or encumbrance of the entirethinghdd inindivison. C.C. Art.
805. However, notethat property of the former community whichissubject to co-ownership with
a former spouse is subject to specia rules enacted pursuant to Act 433 of the 1995 Regular
SessionoftheLegidaure as Civil Code Articles 2369.2 through 2369.8. Generdly, aspouse may
not aienate, encumber, or lease former community property or his undivided community interest
inthat property without the concurrence of the other spouse, except asprovided inthese articles.
I nthe absence of such concurrence, suchdiendion, encumbrance, or leaseisardative nullity. The
rulesalow for a spouse to dienate, encumber, or leaseamovable issued or registered inhisname
and movables which are dienated, encumbered or leased in the regular course of business of a
former community enterprise by the spouse who is a sole manager of the former community
enterprise. Otherwise, court approva is required.

4 Co-Owners are Accountable to One Another for Expenses of Management - A
co-owner who onaccount of the thing hed inindivisonhasincurred necessary expenses, expenses
for ordinary maintenance and repairs, or necessary management expenses paid to a third person,
is entitled to rembursement fromthe other co-ownersinproportionto ther shares. La. C.C. Art.
806. A co-owner isresponsbleto hisco-ownersfor hisshare of necessary management expenses
pad to a third person. The co-owner may be entitled to receive compensation for his own
management of the thing that isheld in indivision under a management plan adopted by agreement
of dl the co-owners, by judgment, or under the law of unjust enrichment. See commentsto C.C.
Art. 806. Under the doctrine of unjust enrichment, a party who has received a benefit from the
actions of another may be required to compensate such person if the following factors are
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established:
0] the defendant must be enriched, ether by a benefit received or detriment avoided;
(i) the plaintiff has been impoverished,
(i) defendant's enrichment and plaintiff's impoverishment must be causdly connected;
(iv) nether the enrichment nor the impoverishment were justified;

(v) thereisno other adequate remedy at law. Fidelity & Deposit Co. of Maryland v.
Smith, 656 F.2d 1076 (5th Cir. 1984); Diggs v. Hood, 772 F.2d 190 (5th Cir. 1985);
Minyard v. Curtis Products, Inc., 205 So.2d 422 (1967); Edmonston v. A Second
Mortgage Company of Sidell, Inc., 289 So.2d 116 (La. 1974); Cahn v. Cahn, 468
S0.2d 1176 (La. 1985).

(vi) However, the theory of unjust enrichment cannot be applied to compel a co-owner
of property to pay rent to another co-owner. A co-owner has the right to occupy the
premises without the obligation of paying rent to the other co-owners for occupancy of
their undivided interests. The non-possessory co-owners remedy inthe event of adispute
isto seek partition. Juneau v. Laborde, 82 So.2d 693 (1955); Sewart v. Crump, 59
$S0. 903 (1912); Cahnv. Cahn, supra, and Campbell v. Pasternack Holding Co. Inc.,
No. 92-CC-3244, 625 S0.2d 477 (La. 1993).

) Continuity - Thereis, of course, no entity to be terminated, however, successful
operation and/or co-existence as co-owners in indivison is in large part dependent upon
relaionships. Thedeath, bankruptcy or incapacity of aco-owner will likely cause disruption of the
operation. A bankruptcy filing by one co-owner can result in the sde of the entire interest in the
property (including the non-filing co-owner’ sinterest) by a bankruptcy trustee if partition in kind
isimpracticable, sde of the debtor’ s undivided interest would redlize Sgnificantly lessthansale of
the property free of the interest of the non-filing co-owners, the bendfit to the estate outweighs the
detriment, if any, to the nonfiling co-owners, and the property is not used in certain power
generation fadilities. If the property is former community property, the debtor’s spouse has the
right to purchase the property at the price at which the trustee sde is to be consummeated. 11
U.S.C. 88363(h) & (i).

(6) Capitd Structure - Basicdly the same asthe sole-proprietorship except that finendng
whichinvolvesthe granting of security interestsinthe co-owned property will normaly requirejoint
action by the co-owners.  Although a co-owner may grant a security interest in his undivided
interest, lenders will substantialy discount the vaue of thet interest in vauing it as collaterd.
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c. Tax Advantages of Co-Ownership in Indivison

(1) Simplicity-Eachco-owner reports his revenue, expensesand generd tax consequences
from the co-owned property in proportion to his percentage of ownership in the property on his
own individud tax return the same as he would if operating as a sole proprietor. No double
taxation.

2 LikeKind Exchanges- Note that incomparisonto red property invesments held
in apartnership, an owner of an undivided fractiona interest in immovable property may engage
in atax free like kind exchange of hisinterest in the property for other red property, whether the
acquired property be in full ownership or as co-ownership in indivison. IRC §1031. However,
the tax free like kind exchange is not available for exchanging partnership interests. IRC
81031(a)(2). Whether an organization is an entity separate from its owners for federa tax
purposesisa matter of federa law and does not depend on whether the entity isrecognized asan
entity under state law. Treas. Reg. 8301.7701-1(a)(1). A joint venture or other contractual
arrangement may create a separate entity for federal tax purposes if the participants carry on a
trade, business, financid operation, or venture and divide the profits therefrom, but the mere co-
ownership of property that is maintained, kept in repair, and rented or leased does not congtitute
aseparate entity for federal tax purposes. Treas. Reg. 8301.7701-1(a)(2). A business entity with
two or more membersis classfied for federal tax purposes as elther acorporationor apartnership.
InBradford v. Commissioner, 12 F.3d 166 (9" Cir. 1993), the court hdd that a co-ownership
arrangement among 78 investorsin computer equipment subject to a 7 year lease managed by a
third party manager condtituted a partnership for federa tax purposes. Seedso Accord Bussing
v. Commissioner, 88 T.C. 449 (1987), af'd on reh'g, 89 T.C. 1050 (1987); Alhouse v.
Commissioner, T.C. Memo 1991-652. Among thefactorsthe courtsconsder arethelimitations
on the co-owners to I, lease, or encumber ather the co-ownership interest or the underlying
property, and the manager’ s effective participation in both profits (through aremarketing fee) and
losses (through advances).

With the popularity in recent years of the tax free like kind exchange in the real estate
invesment area, particularly under the deferred exchange rules, a new market has been created
for fractiond interestsin red estate offered by nationd firms seeking to fill the need for investors
who prefer not to get involved in the direct management of the red property or who need aquick
dedl to get in within the 45 day deadline for identifying replacement property under the deferred
exchange rules. These firms offer undivided fractiond interests in mgor red estate properties
which are managed under a management contract.

The proliferationof these arrangements and the uncertainty which can surround the determination
of whether theseinterestswill be treated as undivided ownership interestsinreal etate (digible for tax free
like kind exchanges) or partnership interests (not digible for likekind exchange) resulted inthe IRSissuing
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guidance on theissue. In Rev. Proc. 2000-45, 2002-2 C.B. 438, the Servicefird indicated thet it would
not issue advance rulings or determination|etterson theissue. The Service came back two yearslater and
issued Rev. Proc. 2002-22 in which it indicated that it will consider ruling requests on the subject if the
request satisfies certain conditions. Among the more sgnificant conditionsthat must be shownto exist are:

@
(b)
(©

(d)

(€

()

@
W
0]
()

(k)

Co-owners mugt hold title as tenants in common under loca law.

The number of co-owners can not exceed 35 persons.

The co-owners may not file a partnership or corporate tax return, conduct
business under acommon name, execute an agreement identifying the co-owners
as partners, shareholders, or members of abusiness entity or otherwise hold the
group out as a partnership or other entity.

Co-owners may enter into alimited co-ownership agreement that mayrunwiththe
land which may provide for rights of first refusd on sale of an interest in favor of
the other co-owners, the sponsor or alessee, or providing that certain decisions
of the co-owners may be made by mgority vote of the co-owners (subject to
limitations below).

Co-owners must retain the right to approve the hiring of any manager, the sdle or
other disposition of the property, any leases of the property, and the creation of
a blanket lien. Any sale, lease, or re-lease of a portion or dl of the property,
negotiationor renegotiationof indebtedness secured by ablanket lien, hiring of any
manager or negotiation of any management contract must be by unanimous
gpprova of the co-owners. For dl other actions, the co-owners may agreeto be
bound by amgjority vote of the co-owners. A co-owner who has consented to
an action in conformity with these requirements may grant a power of attorney to
the manager or other person to execute documents, but may not provide the
manager or other person with agloba power of attorney.

Each co-owner must have therights to transfer, partition, and encumber the co-
owner’s undivided interest in the property without agreement or gpprova of any
person, subject to the right to provide for rights of first refusal.

If property is sold, the proceeds after payment of any blanket lien must be
distributed to the co-owners.

Each co-owner must share in al revenues and codts in proportion to their
undivided interest in the property.

Co-owners mug share in debt secured by a blanket lien in proportion to their
undivided interests.

A co-owner may issue anoptionto purchasethe co-owner’ sinterest provided the
exercise price is a fair market value as of exercise date. A co-owner may not
have a put option to sl his or her interest to the sponsor, lessee, another co-
owner or the lender.

Co-ownersactivitiesmust be limited to those cusomarily performedinconnection
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with the maintenance and repair of red property.

()] Co-owners may enter into management or brokerage agreements whichmust be
renewable no lessfrequently thanannudly, withan agent, who may be the sponsor
or aco-owner, but who may not be a lessee. The management agreement may
dlow for mantenance of a common bank account for collection of rents and
payment of expenses, however, the manager mugt disburse to the co-ownerstheir
shares of net revenues within 3 months of the date of receipt of those revenues.

(m  All leesing arrangements must be bona fide leases for federa tax purposes.

") The amount of any payment to the sponsor for acquisition of the co-ownership
interest must reflect the far market vaue of the co-ownership interest (or the
sarvices rendered) and may not depend in whole or in part on the income or
profits derived by any person from the property.

d. Non-Tax Disadvantages of Co-Owner ship in Indivision

(1) Unlimited Liability of Co-Owners - Thereis no separate legd entity to separate the
co-owners from third parties, and therefore, co-owners are lidble for al debts incurred by them
in connection with the co-owned property. Note, however, that one co-owner may not obligate
the other co-owner to third persons, but may seek reimbursement from other co-owners for

necessary expenses, expenses for ordinary maintenance and repairs, or necessary management
expenses pad to athird person.

(2) PatitionisAvailadle - Just as partitionwaslisted as an advantage of co-ownership in
indivigon, it may likewise be liged among the disadvantages, depending upon which side of a
dispute one happens to be on.

(3) Owner controls only his own interest - no power to bind co-owners contractudly -
no mgority rule. This places limitations on the ability of co-owners to gain access to various
methodsof capitdizationand/or finanang without unanimous consent and action of the co-owners.

e. Tax Disadvantages of Co-Ownership in Indivision

(1) Inabilityto Make Special Allocations of Profits and Losses - partners in apartnership
may agree among themsdves to dlocate items of income, deductions, credits, and gain or lossin
proportions other than in proportion to their capita interests. Aslong as the specid dlocations
have “subgtantiad economic effect”, a substantiad amount of tax saving can be effected between
partners who are otherwise in different tax Stuations. This is not avalable to co-owners in
indivison.
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C. GENERAL PARTNERSHIP
a. Non-Tax Advantages of The General Partnership

(N} Separate Juridicd Entity - Although the generd partnership does not afford one
the same limited ligbility that may be offered by a corporation or an LLC, the partnership is a
Separate juridical entity from its partners. As such, a partnership as principa obligor is primarily
ligble for itsdebts. A partner isbound for his virile share of the debts of the partnership but may
plead discussion of the assets of the partnership. La. C.C. Art. 2817.

2 Hexibility. Hexibility under state law to design the partnership agreement relative
to governance (mgority rule), termination, transferability of interests, rights upon withdrawal,
procedures for capital cals, continuity of existence, etc.

3 Hnancing. In dedling with lenders, some sophisticated lenders may prefer the
partnership form because of the lower overdl tax burden on the entity as compared to C
corporations.

4 SmplicityinOperation. Informal method of governanceand operation -contrasted
to the corporation, partnership law imposes no particular requirements concerning the caling or
conducting of partnership meetings.

) Ability to compd expulsonof apartner for just cause. C.C. Art. 2818 & 2820.

(6) Generdly, securities law will not be applicable because generdly not a“ security”
if each partner participates in management.

@) Cost of credit may be less because of personal lighility of members- as compared
to Corporation or LLC - dthough the same thing can be accomplished with Corporation or LLC
by use of persond guarantee and without exposing members to unlimited liability to al creditors
including tort creditors.

8 Abundanceof caselaw dlowsfor predictability in certainlitigationcontexts, at least
as compared tothe LLC.

9 Capital Structure. Financed generdly through partner contributions to capita,
partner loans to partnership (note, if unsecured, they are subordinated to dl other creditors - C.C.
Art. 2833) and conventiona lending. However, flexibility both from legd and tax standpoint alows
for conversion to corporation or LLC if necessary to enable access to venture capital through
private or public markets.
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b. Tax Advantages of the General Partnership

@ No Double Taxation - a partnership is not a taxable entity. It merely reportsiits
income and losses on an information return (IRS Form 1065) and the individua partnersinclude
on thar own individud tax return their share of partnership items of income, deduction or loss
which are passed through to them by the partnership. Theindividua partner's income from the
partnership is taxed under rules that gpply to individuas generdly.

2 Partner Can Deduct Share of Partnership L osses - subject to the passve activity
rules, if the business operations result in aloss a partner may deduct the loss againgt his persona
income. The loss may be deducted only to the extent of the adjusted basis of the partner'sinterest
in the partnership at the end of the partnership year in which such loss occurred, subject to the at
risk limitations. If the partner's share of losses generates a net operating |oss on the partner's
individua income tax return, the loss may be carried back three years and forward fifteen years.

(3)  Optiona Adjusment to Basis of Partnership Property for Certain Didributionsto
Partners, and for Certain Transfers of Partnership Interests - under IRC 88734, 743 and 754 of
the IRC, the partnership may adjust its basis in partnership assets in order to give a purchaser of
a patnership interest a cost basis in his share of partnership assets. Basis adjustment is also
avalable for step up inbasis at death of apartner. Property (such asapartnership interest) passing
from a decedent at desth takesatax bass inthe hands of the heirsequa to far market vaue a the
date of death. Under §743, if an dection isfiled under §754 by the partnership, the partnership’s
basis in its assets, to the extent allocable to the partnership interest which has passed at degth, is
increased to fair market vaue of the partnership interest Similar basis adjusment is available in
the case of gain or loss on certain distributions of partnership property to a partner.

4 Ability to Make Specid Allocations of Income, Expense and Credit Items -
partners may agree among themsalvesto specidly alocate any item of income, deduction, credits
or gan or loss aslong asthe alocations have “ substantia economic effect”.

Example Partner A contributes $10,000 cash to the partnership, and
Partner B contributes depreciable property worth $10,000 but with a
basis of $2,000. The partners can agree that, on asae of the property,
the firs $8,000 of gain on the sdleisto be dlocated only to Partner B. In
fact, under §704(c) as amended by the Tax Reform Act of 1984 and the
§704(c) regulations whichbecame findinDecember of 1993, the partners
are required to dlocate “built-in" gain or loss such as this on contributed
property to the contributing partner.

) Contributions of property in exchange for partnership interests are generdly tax
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free except where property is subject to indebtedness. A shareholder must recognize gain on the
contribution of appreciated property to an'S corporationunlessimmediately after the transfer, the
transferorsof property to the corporation, as a group, own at least 80% of the corporation's stock
by vote and by value. IRC 88 351, 368. A partner who contributes appreciated property to a
partnership generdly recognizes no gain regardiess of the proportion of ownership interestsinthe
partnership. IRC 8 721. But see section 704(c) dlocating built in gain to the contributing partner
whenthe partnership sdisthe property or if the propertyis distributed to another partner within five
years of contribution and section 707(a)(2) causing a partner to recognize gain or loss on a
disguised sale of property to a partnership.

(6) No gainor lossgeneraly recognized by partnership upondistributionof partnership
propertyto apartner. AnScorporation recognizesgain on thedistribution of appreciated property
to a shareholder. IRC 88 311(b) and 336(a). The distribution of appreciated property from a
partnership to a partner generdly is tax free to the partnership. IRC § 731(b). But see IRC §
751(b) triggering gain or loss on a disproportionate distribution of certain “hot assets’ inpartia or
complete liquidation of a partner's interest in the partnership.

(7)  Aexibility

8 Availability of qudified penson plans and contribution limits are now generaly
same as for corporations.

9 Partners who perform services for the partnership are treated as employees for
purposes of tax free fringe benefits under section 132 consgting of:

0] no-additional cost services provided by employer to an employee,;
(i) qudified employee discounts;

@)  working condition fringe benefits provided, in property or services, to an
employee.

(10)  Entity cdculations and tax returns with pass through to partners of income, 10ss,
gain, deduction and credits with maintenance of character a individud levd.

(11) Recept of patnership interest for services may be tax free if the partnership
interest is subject to a substantid risk of forfeture or is non-transferrable under IRC 883. The
receipt of aninterest in partnership profits-only may be non-taxable to the service provider under
certancircumstances. SeelRC 8721, Campbell v. Commissioner, TC Memo 1990-162, rev'd
943 F2d 815 (8th Cir. 1991); Treas. Reg. § 1.721-1(b)(1); Rev. Proc. 93-27, 1993-24 IRB 63;
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Rev. Proc. 2001-43, 2001-34 IRB. However, see Prop. Reg. §1.721-1(b)(1), the preamble
thereto, and IRS Notice 2005-24 IRB. Under these proposed regulations, to the extent a
partnership interest is transferred to a partner in connection with the performance of services
rendered to the partnership, it would be treated as a guaranteed payment for services under IRC
8707(c). IRC 8721 generdly would not gpply and the transaction would be one to which IRC
883 and its regulations goply. Under Proposed Reg. §81.83-3(1), a partnership and al of its
partners may eect asafe harbor under whichthe fair market vaue of an interest thet is transferred
in connection with the performance of servicesistreated as being equd to the liquidationvaue of
that interest.

(12) Note that because the IRS has long recognized that generd and limited
partnerships can convert from one form to the other without causing atermination - if after the
conversonthe old partnership'sbusinessis continued and % interest inprofits, |osses, etc. remans
the same, IRS has ruled in PLR’ sthat conversionto LLC doesn' t terminate the partnership for tax
purposes if these requirements are met. PLR 91-19-029; PLR 90-29-019; PLR 90-10-027.
Therefore, professiona and other generd partnershipsmay convert to LLC without terminaing the
higtoric tax partnership.

(13) A mgor advantage which the partnership has over the Scorporationisthe gaility
to include in a partner’ s basis of his partnership interest his alocable share of partnership debts.
Unlessthe S corporation shareholder resdes in the 11th Circuit, the shareholder may not include,
ether in stock basis or in the basis of any indebtedness from the corporation to the sharehol der,
any share of corporate liahilities, even if the shareholder is persondly ligble for repayment of the
lidbilities unlessthe debt is in the form of a direct |oan from the shareholder to the corporation.
Compare Selfev. U.S, 778 F.2d 769 (11th Cir. 1985) with Harrisv. U.S, 902 F.2d 439 (5th
Cir. 1990); Est. of Leavitt v. Comm'r, 875 F.2d 420 (4th Cir. 1989), aff'g 90 TC 206 (1988);
Brown v. Comm'r, 706 F.2d 755 (6th Cir. 1963). The significance of the basis provisions
includes:

a A partner may deduct his or her share of partnership losses only to the extent of
the partner's basisin his or her partnership interest. IRC 8§ 704(d).

b. Likewise, ashareholder in an S corporation may deduct hisor her share of losses
of the corporationonly to the extent of the shareholder'sbasisinhis stock or basis
inany indebtedness of the corporationto the shareholder. IRC Section 1366(d).

C. By dlowing the partner to include partnership debt inbasis, the partner's ability to
deduct partnership losses is enhanced as compared to the S corporation.
Although the at risk rules and the passve activity rules have reduced some of the
importance of the didinction, the partnership offers advantages to investors who

Baringer
Choice of Entity

-29-



have assumed persond liahility for business debts or who have used qualified
nonrecoursefinancing and either materidly participate in the business or cantake
advantage of the $25,000 active red estate exception to the passive activity loss
rules. IRC 88 465 and 469.

d. Note, however, that a limited partner does not qudify for the active rea estate
exception unless and until the regulaions provide otherwise. IRC § 469(i)(6). A
member in an LLC probably will be considered alimited partner for purposes of
the passve activity loss rules. Treas. Reg. 1.469-5T(e)(3)(B) - treating a
partnership interest as alimited partnership interest if state law limitsthe holder’s
ligbility for partnership obligations to a“ determinable fixed amount (for example,
the sum of the holder’s capital contributions to the partnership and contractua
obligations to make additiona capital contributions to the partnership).”

e The indluson of partnership debt in the basis of the partner’s interest in the
partnership aso enhancesthe partner's ability to receive tax free didributions from
the partnership. Under IRC 731(a)(1), in generd, digtributions from the
partnership to apartner aretax freeto the extent of the partner'sbassinhisor her
partnership interest). Likewise, under 81368, distributionsfrom an Scorporation
to ashareholder are generdly tax freeto the extent of the shareholder'sbasisinhis
stock.

(14) A patnership may, under certain circumstances, treat paymentsin liquidetion of
apartner'sinterest that exceed the partner'sinterest in partnership property asthe retiring partner’s
digtributive share of partnership income or as a guaranteed payment. IRC 736(a). Payments
received as adidributive share divert partnership income fromthe remaining partners. Treas. Reg.
1.736-1(a)(4). Paymentsreceived asaguaranteed payment are deductible by the partnership and
are ordinary incometo the recipient. Therefore, there is added flexibility available in Sructuring a
retiring partner's liquidating distributions.

c. Non-Tax Disadvantages of Partner ships

@ Partners in generd partnership have unlimited liability for ther virile share of
partnership debts. Eveninapartnershipin commendam, theremust be a least one genera partner
who has unlimited lighility.

2 Lack of continuity of existence - reduction of membership to one person will
terminate partnership. This can occur through the deeth, interdiction, bankruptcy, withdrawa of
one or more partners, or seizure of a partnership interest that is not released within 30 days,
whereby there is |eft only one partner. C.C. Arts. 2818, 2819 & 2826. Chapter 7 bankruptcy
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order for relief to the partnership aso terminates same.

3 Lack of free transferability of partnership interests. Unlessotherwise providedin
the partnership agreement, admission of new partner requires unanimous agreement of partners.

4 The corporate vehide is better known and understood by investors and ther
advisors, and the law relating to corporations is more devel oped and better defined than the law
relaing to partnerships.

) Acts of any partner in ordinary course of business bind the entity, and indirectly,
the other partnersfor ther virile share. Restrictions on this authority are not binding ongood faith
thirdparties. C.C. Art. 2814. Therefore, every partner can make his own decison and bind the
partnership with third parties.

(6) If a partnership has been congtituted without a term, and in the absence of
agreement otherwise, apartner may withdraw fromthe partnership without consent of his partners
at any time, provided he gives reasonable notice in good faith at atime that is not unfavorable to
the partnership. Entitles the withdrawing partner to the vaue of his share at the time membership
ceased. Thus, partners may be forced to buy out a partner while compared to a corporation, no
such right exists unless provided by shareholder agreement, or through exercise of dissenter’s
rights. Eveninmost negotiated partnership agreementsthereis some mechanism designed to alow
withdrawa of partners. Partnership interest is terminated by deeth, interdiction, bankruptcy or
saizure of his interest (creditor of partner can compd liquidation of interest). These events can
compe abuyout of the interest which may be devadtating if partner'sinterest islarge. C.C. Art.
2823 & 2824 require payment in cash pluslegd interest from date of termination of interest.

@) The sometimes vague nature and parameters of the fiduciary dutiesof partnersin
a partnership provide flexibility to the courts but uncertainty to planners and partners.

8 In the absence of contrary agreement, partnership law gives to every partner,
regardless of the gze of his capita investment, equd vote in the management of the partnership,
equa sharein the profits, losses, benefitsand digtributions of the partnership. Therefore, fromthe
drafting standpoint, the partnership agreement is more difficult and comprehensve an undertaking
as compared to an incorporation.

9 Clams of partners againg the partnership in their capacity as unsecured creditor
are automatically subordinated to the clams of other creditors.

d. Tax Disadvantages of Partnerships
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@ Complexity - the tax laws reletive to partnerships are very complex.

2 Certainty as to Tretment - there are many issues which commonly arise in
partnership taxation for which there may not be clear answers. This may be true now more than
ever withthe anti-abuse regulaions contained in Tress. Reg. 81.701-2. In May of 1994 the IRS
released these regulations which contain a very broad rule that would permit the IRS to recast
transactions that use a partnership to achieve a reault that is inconggtent with the intent of
Subchapter K:

0] The regulaioniseffective, for the most part, for transactions occurring onor after
May 12, 1994. The provisons of subpart (e) and (f), which indude rules on “abuse of
entity treatment” and specific examples rdative to those rules apply to transactions that
occur on or after December 29, 1994. The anti-abuse rule provides that if a partnership
isformed or availed of witha principal purpose of substantialy reducing the present vaue
of the partners aggregate federd tax liabilityinamanner that isincongstent with the intent
of Subchapter K, the Commissoner can recast the transaction, even if the taxpayer
complies with the literd language of the IRC or the regulations.

(i) The regulation states that the intent of subchapter K is to permit taxpayers to
conduct business for joint economic profit through a flexible arrangement that accurately
reflects the partners: economic agreement without incurring an entity-level tax, but not to
achievetax resultsincons stent withthe underlying economic arrangements or the substance
of the transaction. All facts and circumstances are taken into account in determining the
purposes for structuring the transaction.

(i)  Theregulations contain abroad lis of ways inwhichthe transactionmay be recast,
induding disregard of the partnership, treatment of purported partners as not partners,
treatment of partners as owning directly a share of partnership assets, or disregard of the
partnership's alocation provisons.

3 No tax free reorganization rules for partnerships as there are for corporations.

4 Traps for the Unwary - for example, termination of partnership for tax purposes
in the event of asde or transfer of a’50% or more interest in the partnership.

) Certain fringe benefits that are available to owner/employeesin a C corp. are not
available to the partner in a partnership:

0] Until 2003, ability to receive tax deductible medica benefits was limited for the
partners. 1RC 8162(1) self-employed persons (which includes partnersin a partnership)
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are dlowed a deduction on ther individud return an amount equal to the applicable
percentage of the amount paid during the taxable year for insurance which constitutes
medicd care for the taxpayer, his spouse and dependents. Based upon the latest
amendments to IRC 8163(1), for 1999 through 2001 the applicable percentage limit was
60%; for 2002 the limit was 70%; for 2003 and thereafter, such expenses are 100%
deductible. These limits were amended in each of the years between 1995 and 1998.

(i) Excdusonfrom income under IRC 8119 of employer provided medls and lodging
is generdly not avallable for partners in a partnership. 8119 dlows for excluson from
income of medls and lodging provided by an employer to anemployeefor the convenience
of the employer if the meds are furnished onthe bus ness premises of the employer or, as
to lodging, the employee is required to accept such lodging on the premises of the
employer as a condition of employment. The excluson gppliesonly to employessand thelr
spouses or dependents. The Tax Court and the Fifth Circuit have hdd that partners (and
by extenson S Corporation shareholder-employees) can be treated as employees. G.
Papineau, (1951) 16 TC 130, not acq. 1952-2 CB 5; A. Armstrong v. Phinney. 21
AFTR2d 1260, 394 F.2d 661, 68-1 USTC 19355 (5™ Cir. 1968). However the IRS,
aswdl asa number of other courts, disagree. Rev. Rul. 80, 1953-1 CB 62; Comm'r V.
Doak, 49 AFTR 1491, 234 F.2d 704, 56-2 USTC 19708 (4™ Cir. 1956), rev’ g (1955)
24 TC 569; Comm'r v. Robinson, 5 AFTR2d 315, 273 F.2d 503, 60-1USTC 19152
(3 Cir. 1959), re' g(1958) 31 TC 65, cert. den. (1960) 363 U.S. 810; U.S. v. Briggs,
50 AFTR 667, 238 F.2d53,56-2USTC 110,020 rev’' g(1955, DC Co) 51 AFTR 1084,
56-1 USTC 19164.

(i) Partners not treated as employees for cafeteria plan purposes.

(iv) Excluson from income for vaue of qudified transportation under IRC 124 not
available to partners.

(6) Passive activity rules gpply to income and losses passed through to partners.

@) 8108 - income from discharge of indebtednessis passed through to partners and

the insolvency exception is determined a the partner level rather than at the entity leve.

8 Note that the American Jobs Creation Act of 2004, passed by Congress in

October 2004, made a changeinthetax consequencesof transactions where the partnership issues
apatnership interest in satisfaction of partnership debt. Under pre-2004 Jobs Act law, no IRC
provision required a partnership that transferred a capitd or profits interest in the partnership in
satisfaction of a debt to redize debt cancelation income. It was, therefore, unclear whether a
partnership in these transactions had to recognize debt cancellation income. The 2004 Jobs Act
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provides that, for purposes of determining whether a partnership has debt cancellation income, if
the patnership trandfers a capital or profits interest in the partnership to a creditor of the
partnership in satisfaction of its indebtedness, whether recourse or non-recourse, the partnership
istreated as having satisfied the debt wtih an amount of money equd to the farr market vaue of the
partnership interest. |RC 8108(e)(8) asamended by 2004 Jobs Act 8896(a). If debt cancellation
income is recognized, it is included in the digtributive shares of the taxpayers that were partners
immediately before the discharge.

Example: ABC Partnership with three partners owes a
creditor $100,000. ABC Partnership stisfies the debt
by trandferring to the creditor a partnership interest that
has a FMV of $70,000. ABC is treated as having
stidfied the debt with $70,000 in cash and thus has
cancellationof indebtednessincome of $30,000. $10,000
cancelation of indebtedness income is included in the
incomeof A,B & C.

9 Note that the 2004 Jobs act also includes changes designed to prohibit basis
reduction to bads of corporate stock in a corporation that is a partner in the partnership. In
dlocatiing any basis reduction in partnership property under IRC 8743(b) as a result of a
digribution: (1) no dlocation may be made to stock in a corporation thet is a partner in the
partnership, or to the stock of any person related to the corporation; and (2) any amount not
dlocable to stock because of the rule in (1) is dlocated to other partnership property. This
provision was included to address a perceived abuse which came to light in the Enron debacle.

(10) The 2004 JobsAct dso changed the law ondlowance of lossesfrombuilt-inloss
property contributed to a partnership. The act provides that if built-in loss property (basisin
excessof FMV at time of contribution) is contributed to a partnership: (1) the built-inlossistaken
into account only in determining the amount of items alocated to the contributing partner; and (2)
except as provided in regulaions, in determining the amount of items alocated to other partners,
the bagis of the contributed property in the hands of the partnership istreated as being equd to its
fair market value a the time of contribution. Thus, a partner contributing built-inloss property to
a partnership cannot transfer the loss to another person by transferring his partnership interest. If
the partnership interest is trandferred, the built-in loss is diminated.

(11) Inardated change, the 2004 Jobs Act provided for mandatory bas's adjustment
to partnership property on the transfer of partnership interests with substantia built-in losses.
Under prior law, the basis of partnership property was not adjusted as aresult of atransfer of a
partnership interest unless the partnership made a 8754 basis adjustment election. If a 8754
election was in effect, basis adjustments were made relating to the transferee partner in order to
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account for the difference between the transferee partner’s proportionate share of the adjusted
basis of the partnership property and thetransfereepartner’ sbasisinits partnership interest. These
adjustments were intended to gpproximate the result of adirect purchase of the property by the
transferee partner. In the absence of an eection, if a partner bought an interest in a partnership
with a built-in loss, the transferee partner could be allocated a share of the loss when the
partnership disposed of the property (or depreciated the property} even though the priceit paid
for the partnership interest had aready taken that built-in loss into account. The 2004 Jobs Act
providesthat the basis adjusment is now mandatory if the partnership hasasubstantid built-inloss
after thetransfer. For this purpose, apartnership hasasubstantial built-inlossrelaing to atransfer
of apartnership interest if the partnership’s adjusted basis in its property exceeds the fair market
vaue of the property by more than $250,000.

Additionaly, under prior law a partnership digtributionwas generdly atax-free transaction
in which neither the partnership or the partner recognized gain or loss. Where a partner received
adidribution in liquidation of hisinteres, the bas's of the property distributed to the partner was
equa to the partner’s adjusted basis in his partnership interest (minus any cash didtributed in the
transaction). In a nonliquidating distribution, the digtributee partner’s basis in the distributed
property was equa to the partnership’s adjusted basis in the property immediately before the
digtribution, but could not exceed the partner’ sadjusted basis inthe partnership interest (minus any
cash digributed). No adjustments were made to the basis of the partnership’s undistributed
properties unless the partnership made a 8754 eection. If a 8754 dection was in effect,
adjusments were made by the partnership to increase or decrease the adjusted basis in the
remaining partnership assets to reflect any increase in the adjusted basis of the distributed
properties in the hands of the distributee partner (or gain or loss recognized by the distributee
partner). To the extent the basis of the distributed properties increased (or loss was recognized),
the partnership’s basis in itspropertieswas decreased by alikeamount; likewise, to the extent the
basis of the distributed properties decreased (or gain was recognized), the partnership’sbassin
itsremaining properties was increased by alike amount. Under these rules, apartnership withno
IRC 8754 eection in effect could have distributed property withabass lower thanthe distributee
partner’ s proportionate share of the adjusted basis of dl partnership property and left theremaining
partners with a smdler net built-in gain or alarger net built-in loss than before the digtribution.

The 2004 Jobs Act providesthat the bas's adjustment is mandatory if thereisa substantial
basis reduction. Thereisa substantia basis reduction rdaing to adigribution if the sum of (i) the
amount of the partner’s loss on the digtribution and (i) the basis increase to the distributed
properties is more than $250,000. Once again, this change was to remedy what Congress
perceived to be abuses of the partnership lawsin the tax shelter area.

e. Some Other General Features of Partnerships

Baringer
Choice of Entity

- 35-



@ When a partnership issueis not addressed directly in Title XI of Book I11 of the
Civil Code, the Civil Code Articles on Obligations govern. See also LSA 9:3401-9:3427.

2 Asagenerd rule, eachpartner participates equdly inprofits, commercia benefits,
and losses of the partnership, unless agreed otherwise. Absent a contrary agreement, a partner's
contribution to capital is restored to the partners according to the contribution made. C.C. Art.
2803

3 Partners have complete freedom to contract regarding the manner and extent to
which they participate in profits, benefits, assets and losses of the partnership. For example, the
partnership agreement can limit the participation of a partner inprofitsto twenty-five percent, but
reman slent asto losses. In thisStuation, it is presumed that the partner's participation in losses
is aso twenty-five percent.

4 A partnership isfree to adopt a name with or without the indusion of the names
of any of the partners. When no name is adopted for the partnership, the business must be
conducted in the name of al the partners. C.C. Art. 2805.

) An immovable acquired in the name of a partnership is owned by the partnership
if, a the time of the acquisition, the partnership contract isinwriting. If the contract of partnership
was not in writing at the time of the purchase of the immovable, the immovable is owned by the
partners. Asto third parties, the individua partners shal be deemed to own immovable property
acquired inthe name of the partnership until the contract of partnership isfiled for registry withthe
secretary of state. C.C. Art. 2806. Under Act No. 136 of the 2005 Regular Session of the La.
Legidature, whenever immovable property is acquired by one or more persons acting in any
capacity for and inthe name of any partnership whichhas not been created by contract as required
by law and the partnership is subsequently created by contract inaccordance with Title X1 of Book
[11 of the Civil Code, the partnership’s existence shdl be retroactive to the date of acquisition of
an interest in such immovable property, but thisiswithout prgudice to the rights vaidly acquired
by third parties in the interim between the date of acquisition and the date the partnership was
created by contract. See C.C. Art. 2807.5.

(6) The Louisana Civil Code requires unanimity, unless otherwise agreed, on four
types of mgjor partnership decisons.

I. Decisons to amend the partnership agreement;

. Decisgons to admit new partners;

il Decisons to terminate the partnership;

V. Decisonsto permit a partner to withdraw without just causeiif the partnership has
been condtituted for aterm.

Baringer
Choice of Entity

- 36-



All other partnership decisons can be made by mgority vote, athough this can be
amended by contract also. C.C. Art. 2807.

) A partnership contract is required to be filed with the Secretary of State and the
recorder of mortgagesinthe parishinwhichthe partnership mantains itsprincipa place of busness
and has severa specific requirements:

0] Name and Tax Identification Number of the
Partnership;

(i) Municipd address of the partnership's principa place of business in the
Sate; and

(i) Name and address of each partner, including partners in commendam, if
any. LSA 9:3402, 9:3403, 9:3406.

8 When dl fees have been paid, the secretary of state shall register the partnership
contract, and issue a certificate of registry cartifying that the contract of partnership is filed and
registered. This certificate shal be conclusive evidence of due regidtration. LSA 9:3405.

9 A contract of partnership filed for registry withthe secretary of gate within five (5)
days of execution, exclusive of legd holidays, is deemed filed for registry on the month, day, year
and hour of execution. LSA 9:3408.

(10)  One of the most important provisions of the partnership lawsis contained in Article
2817 of the Louigana Civil Code. While apartnership is primarily lidble for the partnership debts,
each partner is bound for hisvirile share of the debts of the partnership. However, a partner may
plead discussionof the assets of the partnership. If a partner properly pleads discussion, then the
damant may only recover againg the partner if the partnership's assets have been exhausted or
the partnership has been dissolved. The partner has the burden of pointing out the partnership
assets. The partnersarenot solidarily liable, but rather eachisliable only for hisvirile share, except
where solidary ligbility isimposed under some other theory, such as a contractua agreement.

(11) A partnership may be a debtor in bankruptcy in a case under Chapter 7 and 11.
11 U.S.C. §8101(41) and 109(a). A partnership may be adebtor in a bankruptcy case under
Chapter 12 if more than 80% of its gross income during the immediatdy preceding taxable year
prior to commencement of the case was fromafarming operationand more than 50% of the equity
in the partnership is held by one family, or by one family and the relatives of the members of such
family, and such family or such relatives conduct the farming operation, and (i) more than80% of
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the vaue of its assets are related to the farming operation; (ii) its aggregate debts do not exceed
$1,500,000 and not less than 80% of itsaggregate noncontingent liquidated debts arise out of the
farming operation; and (iii) interests in the partnership are not publicly traded. 11 U.S.C. 88
101(18) & (20) & § 109(f). A partnership doesnot, however, receiveadischargein abankruptcy
case under Chapter 7. 11 U.S.C. 8727(a)(1).

(12) In 1992 the Legidaiure enacted Louidana Revised Statutes 9:3441-3447
concerning the merger and consolidation of partnerships. Some of these provisionswereamended
in 1995 under Act 847 of the Regular Sesson.  Generally, any one or more partnerships or
partnerships in commendam may merge or consolidate with or into a domestic business or
nonprofit corporation, limited liability company, partnership, or partnership in commendam.

D.LIMITED PARTNERSHIPS (THE PARTNERSHIP IN COMMENDAM)
a. Non-Tax Advantages of Limited Partnership

(N} Limited ligbility for owners

2 Centraized management in one or more genera partners.

3 May use corporate genera partner to totaly avoid unlimited liability of individuas.
For tax purposes, prior to adoption of the so-caled “check-the-box” regulations, one had to be
aware of rules on associations taxable as corporations and take those into consideration when
forming alimited partnership usng a corporate genera partner. Treas. Reg. sections 301.7701-2,
301.7701-3 (1967); Rev. Proc. 89-12, 1989-1 C.B. 798. Corporate characteristics were:

® Associates,

(D) An objective to carry on business and divide gains therefrom,

@iy  Continuity of life;

(iv) Centrdized management;

v) Liability for corporate debts limited to corporate property;

(Vi) Free transferability of interests.

A drict numerical test was gpplied to the foregoing, suchthat if the entity being tested had
“morecorporatecharacteristicsthannoncorporatecharacteristics,” it wasanassociation; otherwise
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it was a partnership.® Each characterigtic had equa weight, and ties were resolved in favor of
partnership classfication unless other factors of mgor sgnificance indicated that association
classification was more appropriate. Note that a dummy corporate general partner could result
inafinding that liability for debts was limited to corporate property. Rev. Proc. 92-88.

Now, under the “check-the-box” regulations, effective January 1, 1997, the limited
partnership will dways betreated asa partnership for tax purposes unlessit elects to be taxed as
acorporation.

4 If partnership agreement does not entitle limited partners to gppoint and remove
generd partners, they may be in aweaker positionthan shareholdersina corporationor members
inan LLC. Whether thisis an advantage or a disadvantage depends upon who your client is.

) Subject to contrary agreement, limited partners may have greater rights of
ingpection than shareholders in corporation. C.C. Arts. 2813, 2807, 2818-22, & 2836, and
greater rights than shareholders to withdraw and compe liquidation of their interest.

(6) Civil Code provisions dlow for adoption of corporation-like rules onthe election
of generd partners and trandfer of limited partnership interests, without risking unlimited ligbility.

b. Tax Advantagesof Limited Partnerships
Q) See dl of those listed for generd partnerships.

2 Limited partners may receive bass for proportionate share of non-recourse
lidhilities

3 As compared to S corporations, the partnership doesnot have alimitationon the
number of permitted partners. Thereis no restriction on the type or character of partnersthat are
permitted. Non-resdent aliens may own limited partnership interests. A partnership can own
100% of the stock of another corporation, aslong asit isnot an S corporation.
c. Non-Tax Disadvantages of Limited Partner ships

Q) See some of those listed as advantages, depending upon who you represent.

2 Risk of exposure to unlimited ligbility for limited partners who participate in

13 Former Treas. Reg. section 301.7701-2(a)(3).
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management. Note, however, the adoption, through Act 847 of the 1995 Regular Session of the
Legidature, of an amendment to Article 2844 of the Civil Codeto liberdize and more specificaly
define the circumstances under whichalimited partner may involve himsdf inmanagement without
exposing himsdf to unlimited ligbility of a generd partner. Article 2844 now provides as follows:

A. A patner incommendamisnot lidble for the obligations of the partnership unless such
partner is aso agenerd partner or, in additionto the exercise of such partner's rights and
powers as a partner, such partner participates in the control of the business. However, if
the partner in commendam participatesinthe control of the business, such partner isliable
only to persons who transact business with the partnership reasonably believing, based
upon the partner in commendam's conduct, that the partner in commendam is a generd

partner.

B. A partner incommendamdoes not participatein the control of the business within the
meaning of Paragraph A of this Article solely by doing one or more of the following:

(1) Being a contractor for or an agent or employee of the partnership or of a
genera partner.

(2) Being anemployee, officer, director, or shareholder of a genera partner that
iS a corporation or a member or manager of a generd partner that is a limited

liability company.

(3) Conaulting with and advising the genera partner with respect to the business
of the partnership.

(4) Acting assurety for the partnership or guaranteeing or assuming one or more
specific obligations of the partnership.

(5) Taking any action required or permitted by law to bring or pursue aderivative
action in theright of the partnership.

(6) Reguedting or attending ameeting of partners.

(7) Proposing, approving, or disapproving, by voting or otherwise, one or more
of the following matters.

(& The continuation, disolution, termination, or liquidation of the
partnership.
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(b) The dienation, exchange, lease, mortgage, pledge, or other trandfer
of al or subgtantiadly dl of the assets of the partnership.

(¢) Theincurrence of indebtedness by the partnership other than in the
ordinary course of its business.

(d) A changein the nature of the business.
() Theadmisson, expulson, or withdrawd of agenerd partner.
() Theadmisson, expulson, or withdrawa of a partner in commendam.
(9 A transaction involving an actua or potentia conflict of interest
between a generd partner and the partnership or the partners in
commendam.
(h) An amendment to the contract of partnership.
(i) Matters related to the business of the partnership not otherwise
enumerated in this Paragraph, which the contract of partnership statesin
writing may be subject to the gpprova or disgpprova of partners.

(8) Liquidating the partnership.

(9) Exercigngany right or power permitted to partnersin commendam under this
Chapter and not specificaly enumerated in this Paragraph.

C. Theenumeration in Paragraph B does not mean that the possession or exercise of any
other powers by alimited partner congtitutes participationby such partner in the business
of the partnership.

3 For limited partners, the inability to participate in management is a disadvantage,
athough this has been significantly ameliorated by the amendmentsto Article 2844.

d. Tax Disadvantages of Limited Partnerships
@ Complexity of the tax rules.

2 Risk of reclassificationas association taxable as a corporationwas a disadvantage
prior to January 1, 1997, if drafter of the contract was not knowledgesble in the tax law and
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engaged in the use of dummy corporate generd partners. Thisrisk has now been eliminated by
the adoption of the “check-the-box” regulations.

3 Cannot use alimited partnership in a public offering, or in publicly held company
engaged in active trade or business. IRC 87704 deems publicly held partnerships to be
corporations for tax purposes except for those which have more than 90% of ther income from
passive income sources.

4 IRC 8469(h)(2) states that except asprovided in regulaions, limited partners do
not materidly participate in the business. Under Temp. Reg. 81.469-5T(€)(2) this rule can be
overcome, but the ways of overcoming the rule are more redtrictive than for generd partners.
Therefore, ailityto overcome passive activitylossrulesfor limited partners may not be acceptable.
Treas. Reg. 81.469-5T(e)(3) defines a limited partnership interest as an interest with respect to
which the ligbility of the holder is limited under Sate law to a determinable amount. It is unclear
whether this gppliesto LLC members.

e. Some Other Features of Limited Partnerships

Q) To the extent not incong stent withthe partnership incommendamrules, the generd
rules of partnership aso agpply. Query: whether limited partners are subject to the same fiduciary
duties imposed upon general partners. There is nothing in the Civil Code or in the LouiSana
published casesto indicate otherwise. Judge Mary Ann Via Lemmon of the U.S. Digtrict Court
for the Eastern Didrict hasruled in an unpublished opinion in the context of amation for summary
judgment that because C.C. Art. 2809 (“partner owes fiduciary duty to the partnership and to his
partners’) is not inconastent with the provisons governing partnerships in commendam, limited
partners have the same fiduciary duty that generd partners have.

2 For the ligbility of a partner in commendam to be limited asto third parties, the
partnership must have aname that appearsinthe partnership contract; and it must includelanguage
that clearly identifies it as a partnership in commendam, such as “limited partnership” or
“partnership in commendam” and the name mugt not imply that the partner in commendam isa
genera partner. C.C. Art. 2838.

3 Partner in commendam must agree to make a contribution to the partnership. It
may condst of money, things or performance of non-manageria services. The partnership
agreement mug state either itsagreed vaue or amethod of determining it. The contract should so
date the time or circumstances upon which the money or other things are to be ddlivered, or the
sarvices are to be performed, and if it failsto do so, payment is due on demand. C.C. Art. 2840.

4 A contract of partnership in commendam must be in writing and filed for registry
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with the secretary of state. Until the contract is filed, partners in commendam are ligble to third
parties in the same manner as genera partners. C.C. Art. 2841.

E. THE REGISTERED LIMITED LIABILITY PARTNERSHIP ("LLP").

In 1992, the Louisana Legidature enacted Louisiana Revised Statutes 9:3431-3433 to alow
certain partnerships to apply for Satus as aregistered limited liability partnership.

A Louisana partnership can convert to an LLP by amerefiling with the Secretary of State. An
LLP givesits partners the protection from ligbility due to the errors, omissions, negligence, incompetence
or mafeasance committed by another partner or partnership representative on a bass amilar to that
provided to shareholders of professona corporations under Title 12. While the LLP does not limit the
lidbility of a partner for any other debt or obligation of the partnership, it dlows a partnership to obtain
limited protection generdly afforded the corporati onentity without the extraexpense and tax consequences
of organizing a corporation.

The remainder of the advantages and disadvantages of the LLP would be the same asthose set out
above for the partnership, but add to them the disadvantage of a lack of substantial jurisprudence
interpreting this law.

It isimportant to note, however, that the liability protection offered by the LLPiseedly logt if the
partnership fals to file its annud eection with the secretary of state. However, expiration of the LLP
registration does not affect the juridical persondity of the partnership which makes the eection, and the
registration as alimited liability partnership does not by itsdlf create a separatejuridica entity. SeeHart
v. Theus, Grisham, Davis& Leigh, L.L.P., 38,503 (La. App. 2 Cir. 7/2/04), 877 So.2d 1157. Inthis

case a Monroe law firm operated under a written partnership agreement since 1987. The partnership
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agreement contained amandatory arbitrationclause. 1n 1993 the partnership registered asalimited liability
partnership. When one of the partners later withdrew from the partnership he tried to get around the
mandatory arbitrationclause by arguing that the registrationas an LLP terminated the prior partnership and
created anew one. The 2™ Circuit noted that the registration as an LLP is smply the means by which a
partnership may obtain the limited ligbility protection provided by the statute. The court was persuaded
by the language of La. R.S. 9:3435 which provides that LLP s are regular partnerships governed by the
Civil Code and that upon lapse of an LLP s regidration, the LLP continues to function under the Civil
Code s generd laws of partnership.

F. THELIMITED LIABILITY COMPANY (“LLC")

a. Non-Tax Advantagesof LLC’s

Q) Because the LL C does not have the same types of rules concerning the issuance
of ownership interests, or discrimination within classes and series of such interests, some
commentators believe that the LLC affords more flexibility in capita structure than do
corporations.*

2 Limited ligbility for members.

3 The LLC is generdly not subject to the same redrictions as corporations in the
context of digtributions to owners. Corporationsarelimited to paying dividends or redeeming their
own stock out of surplus (R.S. 12:8855 and 63) while the LLC is limited only by solvency
concerns and any preferentia rightsof certain membersor classes of membersinliquidetion. (R.S.
12:81327). The LLC has 9gnificantly more flexibility in the design of its management Structure.
Thereisno required separationof powers between owners (stockhol ders) and tiers of management
(directors and officers) unless the organizers desire to design the same into the management

structure of the LLC. No rules concerning discrimination within classes and series of ownership
interestslikewith corporations except to the extent the organizerswishto build suchlimitationsinto

14 See Keati nge, Ribstein, Hamill, Gravelle and Connaughton, "The Limited Liability Company: A Study of the
Emerging Entity," The Business Lawyer, Vol. 47, February, 1992, p.375,386.
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the design of the LLC; thusthere is more flexibility in design of the capitd Structure,

4 Unlike the Limited Partnership - members do not lose limited ligbility by
participating in management. Moreover, the LLC gtatutes expresdy authorize limitations on the
lidbility of members and managers for breaches of duty, while the partnership law contains no such
express authorization. (SeeR.S. 12:81315 as compared to La. Civ. Code Art. 2809).

) For what its worth- note the digtinctionbetween 81328 - Liability of member or
manager to the LLC for unlawful digtribution versus 8892 and 93 - Liability of director or
shareholder to corporation or creditors of corporation.

(6) Right of member under default rules to withdraw and receive fair value of the
member'sinterest as of the date of the member's withdrawa. (81325). Prior to amendment of
§1325 pursuant to Act 847 of the 1995 Regular Session of the Legidature, this section provided
that upon withdrawa, the withdrawing member was entitled to the far vaue of his capital
contribution.  Anyone who drafted an LLC operating agreement relying upon the former default
rule should examine those agreementsto determine how this change inthe law may affect the rights
of the members. See Sage v. Radiology and Diagnostic Services, L.L.C., 2001-2445
(LaApp. 1 Cir. 11/8/02), 831 So.2d 1053, in which the 1% Circuit ruled that the amendment to
the default ruleswas prospective only, meaning that any LLC formed prior to the effective date of
the amendment which did not opt out of the defaullt rule, isgoverned by the origind verson of the
Satute.

@) As compared to Limited Partnerships - Members or managers managing LLC's
have more freedom in removing managers than limited partners in removing managing generd
partners because generd partnersin a Limited Partnership are ownersand have to be bought out
to be removed while an LLC can Smply replace one manager with another.

(8 Unlike a corporation 81321 allows a member's contribution to the LLC to be
made in form of obligation to perform servicesin future. Note that under §1322B, if a member
does not maketherequired contributionof services, “he or his personal representative is obligated,
at hisor his persond representative’ soption, to ether contribute cash equal to that portionof vaue
of the stated contributionwhichhas not been made or forfet his entire membership interest, or, in
the case of a personal representative, forfet dl rightsinsuch membership interest to which he may
otherwise be entitled.”

(9  Securities Laws Applicability -

The Securities Act of 1933, the Securities Exchange Act of 1934, and the Louisiana Blue
Sky Laws have defined “security” in broad terms, including suchphrases as“investment contract”
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and “any instrument commonly known as asecurity.”* The broad construction which courtshave
givento the meaning of terms suchas"invesment contracts’ led to arapidly expanding application
of the term “security” to numerous, unrdated commercid activities.

This question of what is an investment contract is of Sgnificant practica importance. I
partnership and LLC interests are securities, they cannot be offered or sold without registrationor
exemptiontherefrom under the federd and state securities laws. If they are securities, subgtantial
disclosure obligations are triggered dong withthe risk of ligbility under the antifraud provisions of
the securitieslaws.

The U.S. Supreme Court has said that an“invesment contract” is*acontract, transaction
or scheme whereby a personinvests his money inacommonenterpriseand is led to expect profits
soldy from the efforts of the promoter or athird party.” SEC v. W. J. Howey Co., 328 U.S. 293,
298-99 (1946).

In the Fifth and Eleventh federa circuits, the common enterprise requirement is satisfied
if agngle investor is dependent uponthe expertise of asingle promoter. Villeneuve v. Advanced
Business ConceptsCorp., 698 F.2d 1121 (11th Cir. 1983); aff'd en banc, 730 F.2d 1403; SEC
v. Continental Commodities Corp., 497 F.2d 516 (5thCir. 1974). Theinvetment may be any
tangible and definable congderation in return for an interet which has subgtantialy the
characteristicsof asecurity. International Brotherhood of Teamstersv. Danid, 439 U.S. 551
(2979).

Theterm “soldy” has created difficultiesinthe courts becauseits literd gpplication would
mean that only purchasers who have remained entirely passve would be considered to have
purchased securities. This would exclude many Stuations in which the economic redlities of the
transaction would require even an engaged investor to rely on the entrepreneuria or managerid
ills of the promoter. Neverthedess, it isthisaspect of thetest which will no doubt be most crucid
to the determination of whether an LLC membership interest is a security.

Some courts have found a * security” where the investors had significant control powers,
but the investors were unsophisticated or otherwise unable realigtically to exercise these powers.
SEC v. Aqua-Sonic Products Corp., 687 F.2d 577; Hecht v. SEC, 459 U.S. 1086 (1982).

Thetest for whether the invesment successis* soldy fromthe effortsof a promoter or third
party”, at least inthe 5th Circuit, is “whether the efforts made by those other than the investor are
the undeniably sgnificant ones, those essential managerid effortswhich affect thefailure or success

15 See 15 USCS §8 77b(1), 78c(a)(10), and La. R.S. 51:702(15(a).
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of the enterprise” SEC v.Glenn W. Turner Enterprises, Inc., 474 F.2d 476 (9th Cir. 1973);
SEC v. Koscot Interplanetary, Inc., 497 F.2d 473 (5th Cir. 1974). In the partnership context,
some cases have hdd that the partners ability to exercise their powers is determinative. One
leading case relied exclusvely on the powers granted the generd partner under the partnership
statuteor agreement, without regard to the partner's exercise of these powers. Goodwin v. Elkins
& Co., 730 F.2d 99 (3rd Cir.) cert. denied 469 U.S. 831 (1984). Under thisandyss, it does not
matter whether apartner has actudly exercised the managerid power or delegated it to others such
as management or an executive committee.

The 5th Circuit, however, hashdd that “the merefact that aninvesment takesthe form of
agenerd partnership or joint venture does not inevitably insulate it from the reach of the federal
securities laws.” Williamson v. Tucker, 645 F.2d 404 (5th Cir.),cert denied, 454 U.S. 897
(1981). Although the court noted that the partner who clams his generd partnership interestisan
investment contract has a difficult burden to overcome, three examples of how this could be
established were offered:

(1) an agreement among the parties leaves o little power in the hands of the partner or
venturer that the arrangement in fact distributes power as would alimited partnership; or
(2) thepartner or venturer is so inexperienced and unknowledgeable inbusiness affarsthat
he is incgpable of intdligently exercisng his partnership or venture powers; or (3) the
partner or venturer is so dependent on some unique entrepreneurial or manageriad ability
of the promoter or manager that he cannot replace the manager of the enterprise or
otherwise exercise meaningful partnership or venture powers. 645 F.2d a 424, n. 15.

Other courts, while emphasizing these powers, have allowed some room for extrinsic
evidence asto whether the partner redisticaly could exercise such powers. Rivanna Trawlers
Unlimited v. Thompson Trawlers, 840 F.2d 236 (4th Cir. 1988); Koch v. Harkins, 928 F.2d
1471 (9th Cir. 1991).

Thereisthus anotion that a generd partnership interest is at least closetoaper se“non-
security”. In summing up the case law, it seems that as long as the partnership agreement leaves
at least amgjority of the partners with ultimate control, then the generd partnership interests will
not be considered securities, unlessit can be shown that it was "not possible” for the partnersto
exercise thar powers. Rivanna Trawlers, at 241. Anayss of the efforts of others criterion
necessitates consideration of the generd partner's statutory control rights, contractud rights and
actua behavior.

Onthe other hand, limited partnership interestsare ordinarily considered securities because
alimited partner who exercises too much control loses hislimited lighility, and as such, the limited
partners must be dependent on the efforts of others to generate profits from the enterprise. See
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Mayer v. Oil Field Sys. Corp., 721 F.2d 59 (2d Cir. 1983); SEC v. Holschuh, 694 F.2d 130
(7thCir. 1982); SEC v. Murphy, 626 F.2d 633 (9th Cir. 1980); Goodman v. Epstein, 582 F.2d
388 (7thCir. 1978); Hirschv. DuPont, 396 F.Supp. 1214 (S.D.N.Y . 1975) aff'd 553 F.2d 750
(2d Cir. 1977). There are afew casesthat suggest that alimited partnership interest may not be
aninvesment contract if: (1) the limited partnersinfact exercise substantia control over the limited
partnership; and (2) there are only asmal number of limited partners.

Smilar concepts are being applied to LLC's.  If member-managed: perhaps there the
strongest argument would seem to be non-security because by definition, members manage and
don't rely on others for success or falure of ther invesment. But without the personal lidbility
which agenera partner has, there may be lessincentive to be highly informed about the business.
At the same time, persond liability discourages involvement of unsophigticated investors.

Aswithgenerd partnershipsand limited partnerships, the key questioniswhether the LLC
members rely on the efforts of others. LLC' s areat least andogous to limited partnerships. The
lack of state law prohibitionon participationincontrol of the LLC would indicatethat there should
be no presumption that the LLC members are dependent on the efforts of others for the success
or falure of the venture.
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In SEC v. Parkersburg Wireless, Ltd, Liability Company, 991 F.Supp. 6 (D.D.C.
1997), the court applied the Howey test to find that a “security” existed for the purposes of the
federa securitieslaw.  In SEC v. Shreveport Wireless Cable Television Partnership,
Fed.Sec. L.Rep. (CCH) 190,322 (D.D.C. 1998), the court applied the Williamson v. Tucker
andysisto reach the same conclusion.

By comparison, in a case tha did not invove SEC enforcement, Keith v. Black
Diamond Advisors, Inc., Fed.Sec.L.Rep. (CCH) 190,448 (S.D.N.Y. 1999), the court
concluded that the LL C interests were not securities for the purposes of the 1993 Securities Act
because under the Howey test, the members had broad powers, and therefore could not expect
that their profits would be dependent upon the efforts of others.

For now, the case law on the issue inthe LLC context isscant. For amorein depth look
a the caselaw and a couple of varying opinions on how that case law should be applied to LLC's,
see"AreLimited Liability Company Interests Securities?’, M. A. Sargent, 19 Pepp. L. Rev. 1069-
103, April '92; "The LLC asa Security," M. |. Steinberg, K.L. Conway, 19 Pepp. L. Rev. 1105-
22, April '92; Robert R. Keatinge et d, "The Limited Liability Company, A Study of the Emerging
Entity", 47 Bus. Law. 378 (1992).

The gtate of Cdifornia enacted legidation in 1994 to include securities law coverage of
LLCs Essentidly following the traditiond investment contract concept, Cdifornia amended the
section of its law defining a security to include the following:
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Security means...interest in a limited liability company and any class or
series of such interests (including any fractiond or other interest in such
interest), except amember shipinter estinalimitedliability company
in whichthe person claiming this exception can provethat all of the
members are actively engaged in the management of the limited
liability company; provided that evidencethat membersvote, or the right
to information concerning the business and afars of the limited liability
company, or the right to participate in management, shdl not establish,
without more, that dl membersare actively engaged inthe management of
the limited ligbility company... (Emphasis added).

As of the Spring of 1996, approximately 28 states had enacted legidation of some type
addressing the securities law treatment of LLC interests. The gpproach of those states that have
legidated on the issue varies significantly from state to State. Therefore, anyone dealing with
solicitation of LLC members outside of Louisana should conault the state statutes for individua
treatment. As of the end of 2005 regular legidative sesson, Louisana has not legidated on the
issue.

A few other cases from around the country have been reported on theissue. In Nelson
v. Stahl, 173 F.Supp.2d 153 (S.D.N.Y. 2001), the plaintiffs alleged securitiesfraud inconnection
with the sdle of thar stock in a corporation and their interests in several LLCs.  Applying the
Howey test, the court concluded that the interestsinthe LLC were not securities. The court stated
that, whether or not the members in fact abdicated ther authority, the legd structure they selected
precluded a finding that the membership interests were securities. The plaintiffs owned, in the
aggregate, 60% of the membership interests in the LLCs and the LLC agreements vested
management in the members. The membershad accessto informationregarding the affairs of the
LLC and had ultimate control over the LLC' s affars. The court declined to treat the purchase of
the LLC interestsas part of the purchase of the stock in arelated entity so asto entertain the Rule
10b-5 action with respect to al of the transactions.

In Great Lakes Chemical Corporation v. Pharmacia Corporation, 788 A.2d 544
(Dd. Ch. 2001) the plaintiff aleged that the seller warranted in the purchase agreement thet the
ownership interests the plaintiff purchased were securities. The court held that a reference to the
interestsas* equity securities’ inthe section of the agreement warranting title to the interests did not
condtitute awarranty that the interests were securities under the federa securities laws.

InTschetter v. Berven, 621 N.W.2d 372 (S.D. 2001) the South Dakota Supreme Court
gpplied the Howey and Williamson tests to conclude that the plaintiff’ s membership interestsin
the LLC inquestion (arestaurant) were not securities under South Dakotalaw. The court pointed
out that the operaing agreement vested management in the members and gave the members
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subgtantia power and authority. The court aso stated that the record established that the plaintiffs
were informed and active in the affairs of the LLC and were aware of and capable of exercising
their powers asmembers. Although the LLC' smanagement was contracted out to another entity,
the court said the LL C retained the ability to terminate the management contract uponafailure to
perform as required, and the members retained substantia power and the ability to conduct the
necessary oversight of the LLC’ soperations. A dissenting opinion characterized the Situation as
one inwhichthe plantiffs had very little control and concluded that a question of fact existed asto
whether the membership interests were securities.

INKFC Ventures, L.L.C.v.MetairieMedical Equipment Leasing Corp., No. Civ.A.
99-3765, 2000 WL 726877 (E.D. June 5, 2000), the issue was whether the plaintiff’'s LLC
membership interest was a security under federa securitieslaws. In response to the defendants
motion for falure to sate a clam for securities fraud, the court hdd that it was possible that the
plantiff’ smembership interest was a security. Thefocuswasupon whether theinvestment involved
anexpectationof profitsto be derived soldy from the efforts of others. The LLC inquestionwas
manager-managed, and the operating agreement gave the manager full power and discretion to
manage the affairs of the LLC. The operating agreement did not permit a member to act asthe
LLC s agent and largdy limited the member’s role to voting on extraordinary matters such as
dissolution. The manager was aso an 85% member of the LLC. Thus, the court concluded the
membership interest might be a security.  However, the plaintiff’s dlegations of fraud lacked
particularity, and the court dismissed the claims subject fifteen days for the plaintiff to amend and
plead with sufficient particularity.

(10) TheLLC affordsthe memberstremendous flexibility in designing the management
scheme and system of internd governance to suit the desires of the members. They may custom
design their management procedures to be as smple as management through its members
according to the default rules of the statute or they can design the LLC to function exactly like a
corporation does. An overriding principle thet is clearly set forth in the rules of condruction in
81367 of the LLC datute is that “[i]t is the policy of this Chapter to give maximum effect to the
principle of freedom of contract.”

(11)  With the amendments to the LLC datute in 1997, LLC's under the Louisiana
datute are avalable to sole proprietorsasasngle member LLC. Formationof anLLCfor asingle
member can be extremey smple and inexpensive, thus leaving little reasonfor the sole proprietor
not to choose this form of entity where, otherwise, he might have chosen to remain as a sole
proprietor rather thanincur the expense of incorporationaswell as the formdities of operationthat
go dong with it. Under the Louisiana statute, prior to July 8, 1997, it took two or more persons
toformanLLC. §1304. Therewere some State statuteswhich alowed for snglemember LLC's
a thetimethar LLC statuteswere enacted. 1nresponseto the adoption of the so-called “ Check-
The-Box” regulations which became effective on January 1, 1997, the Louisana legidature
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amended the provisions of 88 1301(10) & 1304 to alow for single member LLCs under the
Louisana statute. In the single member context, the LLC offers smplicity as one of its mgor
advantages. In most cases, a written operating agreement will not be necessary. There are no
stock certificates to be prepared, no organizationa meetings to be documented and the articles of
organization can be fairly standardized from the practitioner's standpoint.

(120 Under the Louisana default rules, ajudgment creditor may apply to a court for an order
charging amembership interest of a member with payment of the unsatisfied amount of ajudgment
with interest. 81331. The statute provides that, to the extent so charged, the judgment creditor
shdl have only the rights of an assignee of the membership interest. An assignee is entitled to
recaive such digtributions, to share in such profits and losses, and to recaeive such dloceation of
income, gain, loss, deduction, credit or smilar item to which the assgnor wasentitled to the extent
assigned. 81330A. The statute does not indicate whether the judgment creditor canaso proceed
to cause a sheiff's sde of the member’s interest but, assuming that the creditor can do so,
presumably, dl that could be sold would be the rights of an assignee unlessthe members approve
the purchaser for admission as amember. See §1332A. Also, note that until the assgnee of an
interest in a LL C becomes a member, the assignor continues to be amember. This meansthat a
member’sinterest might be seized and sold at a sheriff’s sde by a seizing creditor in which case
the creditor, if it purchased the interest at the sheriff’ ssale, might find itsdlf paying income taxes on
profits alocated to the membership interest while the debtor/member continues to vote the
membership interest, including the vote on decisions such aswhether to makedistributions. Could
the members get together and decideto amend the operating agreement to create different classes
of membersfor purposes of digtributions to the pre udice of the seizing creditor? Theseareamong
the many questions which will have to be dedlt with in the courts as time and experience with the
LLC law progress. InHerringv. Keasler, 563 S.E.2d 614 (N.C.App. 2002), the court granted
acharging order, but the court concluded that the North Carolina LLC act did not authorize the
forced sale of the interest. The court quoted from the Satute to the effect that a charging order
entitles the judgment creditor to receive distributions and dlocations to whichthe judgment debtor
would be entitled, but does not dissolve the LLC or entitle the judgment creditor to become or
exercise any rights of amember. The court’ s reasoning for finding forced sde was not permitted
was that the forced sde of amembership interest to satisfy a debt would “necessaxily ental the
transfer of amember’s ownership interest to another, thus permitting the purchaser to become a
member” inviolaionof statutory provisons that require consent of al membersto admit aperson
as a member. See, however, In the Matter of Daugherty Construction, Inc., 188 BR 607
(Bankr. D.Neb. 1995); Broyhill v. DeLucca (In re: Del.cca), 194 BR 65 (Bankr. ED. Va
1996); In re: Garrison-Ashburn, L.C., 253 BR 700 (Bankr. E.D.Va. 2000); Inre: IT Group,
Inc., 302 BR 483 (Bankr. D.Dd. 2003); and In re Ehman, 319 BR 200 (Bankr. D.Ariz.
1/13/05), for the interaction of the bankruptcy statutes on executory contracts and assumption
thereof and the provisions of LLC law rdative to transferability of membership interests.
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Given the Louidana statutory framework, there isthe potential to usethe LLC to affect
discounting in the determination of fair market value which would come into play in assessng
creditors rights in severa settings, induding negotiations witha saizing creditor and in valuation of
LLC membership interests for bankruptcy purposes. Simply by virtue of the differencesin state
law gpplicable to LLC membership interests such discounts might be greater than minority interest,
liquidity and marketakility discounts which would be otherwise available if the same thing were
done withcorporate stock. These same vauation principles and statutory aspects of LL Cscarry
over into the edtate tax areato make LL Cs aworthwhile ingrument to examine for implementing
edtate tax planning objectives. 1

b. Tax Advantagesof LLC’s

@ Generdly, for LLCsformed after January 1, 1997, unlessthe LLC eectsto be
taxed as a corporation, it will be treated as a partnership for tax purposes governed by subchapter
K of the IRC. LLCs formed prior to January 1, 1997 are subject to a different set of rules.
Revenue Ruling 88-76, 1988-2 C.B. 360 held that an LL C formed under Wyoming's LLC law
would be treated as a partnership for federal income tax purposes. A smilar concluson was
reached by IRSInPLR8937010foran LLC formed under FHooridalaw. Subsequently, IRSissued
anumber of favorable rulings on LLC's formed under a number of different state laws, including
Louisana. See PLR 94-04-021 (November 1, 1993) (LouisanaLLC). Notethat in Rev. Rul.
94-5,1994-2, IRB 21, the Servicewarned that because of the flexibility afforded by the Louisana
LLC datute, aLouisana LLC could be classfied as a partnership or as an association taxable as
a corporation depending upon the provisons included in the organizationa agreements. Prior to
January 1, 1997, whether an LLC was taxed as a partnership or asa corporationdepended upon
whether the LLC was designed in a way that it complied with the myriad of these and other
revenue rulings and privateletter rulingswherethe IRS had ruled that L L C'sformed under the laws
of many of the gates qudified for taxation as partnerships. Qudification for partnership taxation
was dependent upon gpplication of former treasury regul ationsknown asthe "Kintner Regulations'.
Former Treas. Reg. Section 301.7701-2.

The Kintner regulations identified four corporate characteristics which distinguished associations
taxable as a corporation from partnerships. Those corporate characteristics were:

I. Continuity of life;
. Centralized management;
ii. Limited lighility; and

16 Caution is advised here as the tax rules in this area are extremely complicated, beyond the scope of

this outline, and the IRS has, since January of 1997, embarked upon an all out attack on the transfer tax benefits of family
limited partnerships and family limited liability companies.
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iv. Free transferability of interests*’

If more than two of these corporate characteristics werefound to exis, the LLC would be taxed
asacorporation. Becausethe LLC statute dlows for flexibilityindesigning the LLC, one had to
be extremdy wary of the possbility that cusomized designs might run the risk of losng the
partnership taxationtreatment. For instance, the IRS in Rev. Rul. 88-76 found that the Wyoming
LLC lacked freetranderability of interests. Anorganization possessed the corporate characteristic
of freetrandferability if a member was able to substitute another personfor themselves“without the
consent of other members” Rev. Rul. 88-76. That ruling hed that the LL C lacked the corporate
characterigtic of freetransferability because the consent of al memberswas required in order for
an assignee of an interest to become a substitute member of the LLC.

Therefore, if the drafter decided to provide in the organizationa agreement that no consent was
required for an assignee to become amember, the law alowed that tobe done. However, indoing
30, the organization would then have the additiona corporate characteristic of free transferability
of interests, and therefore could end up being treated as a corporation for federal tax purposes.
Free transferability of interests could be traded off for centralized management by reserving to the
individua membersmanagement authority under 881316 & 1317 and perhapssavethe partnership
tax treatment.

Prior to the adoption of the IRC 87701 Check the Box regulations this area was a mapractice
case looking for a placeto happen. If the client had cometo you and decided to gowiththe LLC
form of entity because of its partnership tax treatment, he would be talking to a mapractice
attorney if that turned out not to be the case.

On January 1, 1997, the so-called “ Check the Box” regulations [26 CFR 301.7701-2(b)(1)]
became effective which dramaticaly amplified the determination of whether the LLC and other
unincorporated associations are to be taxed as corporations or as partnerships. Essentidly, under
these regulaions the entity may smply elect to be taxed as either a corporation or a partnership
without regard to the corporate characteristics. Thusan LLC istreated smilar to a corporation
for lidility purposes but as a partnership for tax purposes under federd law. Under these
regulations, the LLC istaxed as a partnership unless it eects to betreated asa corporationfor tax
purposes.

Perhaps one of the most important devel opments brought about by the Check the Box regulaions
wasthe trestment of Sngle member LLC's. Theregulationsindicate that, for federd tax purposes,

17 See Former Treas. Reg. Section 301.7701-2(2)(3).
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an LLC which has asingle owner and does not eect to betreated as a corporation is, for federal
tax purposes, disregarded as an entity separate from its owner.

(2) AnLLCisableto achievesmilar benefits of consolidation for tax purposeswhich are
avalable to C corporations through owning subsdiary LLC membershipsin single member LLCs
but without certain disadvantages arisng under the consolidated tax return regulaions. Whaolly
owned subsidiary LLCs that have not “checked the box” to be taxed as a corporation are
disregarded for tax purposes and treated as one LLC taxed as either a partnership or a C
corporation, depending upon how the ultimate parent LL C has elected to be taxed.

(3) AnLLC will be entitled to use the cash method of accounting unlessits members are
C corporations or the LLC isatax shelter. IRC §8448 and 446.

(4) TheLLC taxed asapartnership, in contrast to the C corporation, isnot subject to the
accumulated earnings tax (IRC 88531-537) and the personal holding company tax (IRC 88541-
547).

(5) See the Tax-Advantages of the Generd Partnership discussed above. All of these
being avalable to the LLC taxed as apartnership, they can be listed here as tax advantages of the
LLC. Likewise, asthe LLC may dect to be taxed as a C Corporation, any advantages listed
under that entity also gpply to the LLC, but the LL C thenhasthe additiond flexibility afforded by
the dtate statute to design the LL C to operate in ways a corporation cannot.

(6) Thesngleemember LLC owned by anindividua, now availablein Louisanaunder the
1997 amendmentsto the LLC statute, is treated as a sole proprietorship under the “check-the-
box” regulations and is essentidly disregarded dtogether for tax purposes. Theindividua member
of agngle member LLC smply reports dl of hisincome and expenses of the LLC on a Schedule
Cto hisindividual Form 1040 just like a sole proprietor would.

@) A mgor advantage which the LLC in Louisana has over the C Corporation and
the S Corporation isthat the LLC pays no franchise tax under Louisana s franchise tax Statute.
For state income tax purposes, an LLC “istreated and taxed in the same manner that it is trested
and taxed for federa income tax purposes.” R.S. 12:1368.

(8 Under partnership taxation, the LL.C hasdl of the basic advantages of partnership
taxationwhichincludethe abilityto make specia dlocations of profits, gains, losses, deductionand
credit items among its members, enhanced bads rules dlowing for indusion in the members tax
basisfor their membership interest, their pro rata share of debt insde the LLC, and genera pass
through taxation.
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9 The IRS has ruled that an LLC owned entirely by a husband and wife under
community property laws may betreated asadisregarded entity or as a partnership. Rev. Proc.
2002-69 (1RB 2002-4, Nov. 4, 2002). A qudified entity isabusnessentity that iswholly owned
by a husband and wife as community property under the laws of a state, a foreign country, or a
possessionof the United States and in which no other person would be considered an owner for
federd tax purposes and which has not elected to be treated as a corporation under Treas. Reg.
8301.7701-2. If the entity and the husband and wife as community property owners, treat the
entity as a disregarded entity for federal tax purposes, the IRS will accept the position that the
entity isa disregarded entity for federa tax purposes. If the entity and the husband and wife as
community property owners, treat the entity as a partnership for federa tax purposes and file the
appropriate partnership returns, the IRS will accept the positionthat the entity is a partnership for
federad tax purposes. If the parties change their reporting positions, the change will be treated as
aconverson of the entity.

(10) Rev. Rul. 2004-41, 2004-18 |.R.B. 845, held that the IRS may not collect the
employment tax ligbility of an LLC from the members of the LLC if those members are not ligble
for the LLC's debts under state law. The IRS warned that LLC members may be exposed to
lidbility in connection with fraudulent transfers of assets from the LLC and under the trust fund
pendty provisons of IRC 86672 which dlows the IRS to assess the trust fund portion of the
employment taxes againg any “responsible person.”

c. Non-Tax Disadvantagesof LLC’s

@ Uncertainty asto what types of circumstances, if any, beyond those or lessthan
those used in the normd corporate vel piercing cases will give rise to persond ligblity. Thisis
represented by the limited jurisprudence addressing these issuesiin the LL C context.

2 Until al states adopted L L C legidationtherewas potential for persond liability to
exist where interstate business was conducted. Thisconcernisnot as muchof aconcernasit was
inthefirg few years of the LLC development in thelaw. Now al 50 states have LLC Satutes.

3 Uncertainty represented by the lack of jurisprudence, generdly, interpreting the
LLC Law.

4 Cost Condderations. This writer finds the multi-member LLC generdly more
expendve to formthanthe basic incorporationamply because of the number of decisons that have
to be made indesigning and customizing the LL C to fit the needs and desires of the organizers. On
the other hand, this writer has found that the formation of a Sngle member LLC takeslesstime,
effort and cost to the client than does the incorporation for the one-shareholder corporation

) Complexity. For the multi-member LLC, the LL C is congderably more complex

Baringer
Choice of Entity

-60-



in the formation process than a corporation, dthough depending upon the design, it may be much
more Smplein its operation. Because of the flexibility alowed in the design of the management
provisions and the provisons dedling with the rights of the membersin reation to one another, in
this writer's practice there seems to be considerably more customization of both the operating
agreement and the articles of organization.

d. Tax Disadvantagesof LLC’s

(1) ForthoseLLCsformed prior to January 1, 1997, therewasarisk of being reclassified
as an associationtaxable as a corporationif the drafter was not careful. Thisisno longer aconcern
for those LLCsformed after January 1, 1997.

(2) AnLLC may berequired to usethe caendar year (or year used by its partners) unless
a“section444" dectionismadeto use afiscd year (requiring thet interest be paid onany deferrd).

3 Sdle or exchange of 50% or more terminates LL C/Partnership for tax purposes.

4 Under the Check the Box regulations, it would seem clear that for the LLC taxed
as a patnership, IRC 8108, deding with the trestment of income from the discharge of
indebtedness, would apply to the LLC as though it were apartnership. 8108(a)(b) & (g) indicate
that the affect of discharge of indebtedness and the insolvency determination for purposes of
determining whether income fromdischarge of indebtednessis recognized or not apply at partner
leve for partnerships but at corporate level for S Corporations. In apartnership under state law
it makes sense to make insolvency determination at the individua partner level because partners
have lidhility for partnership debts. Creditors can pursue partners after partnership assets have
been exhausted. However, the same is not true for the LLC. Members are not liable for LLC
debts. Thus, the rule applicable for S Corporations would make more sense for the LLC.

) UnlessReg. 1.469-5T isamended to change rulefor LLCs, in order to maeridly
participate for passve activity loss limitations, LLC member should expect to have to show he
participated for more than 500 hoursin LLC's Trade or business.

(6) Income alocated to membersof an LLC engaged in active trade or business will
be treated as self-employment income for members actively involved in the business, contrasted
to the owner employee of acorporation, beitaC or S corporation, who istreated as an employee
inwhich case the corporation pays one-hdf of the total FICA and Medicare payrall tax. Definitive
guidance has yet to beissued by the IRS regarding the ability of an LLC member to receive non-
sf employment income didributions from an LLC in which the member is actively engaged in
management. Self employed persons pay the full FICA and Medicare tax as salf-employment tax
and do receive a deduction for one-hdf of the sdf-employment tax, however, through that
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deduction they only receive pay back to the extent of the income taxes saved. The employee of
the corporation pays no part of the employer share of thesetaxes and has no taxable income from
the employer's payment of them. This could be asgnificant disadvantage of the LLC in an active
trade or business context.

@) There are many individua examples of Stuaions in which the provisons of
subchapter C of the IRC may be more advantageous or disadvantageous than the provisons of
subchapter K depending upon the context of a given situation. In additionto those noted above,
afew other examplescanbefound in areas such as (i) use of profitsinterests as compensation to
executives, (i) use of equity interests as compensation to executives, (iii) acquisitions and exit
drategies, and (iv) foreign operations. For an excelent discussion of some of these areas, see
Melone, “ Subchapter K ina Subchapter C World: Operational Issues,” Journal of Limited Liability
Companies, Winter 1997, Vol. 4, Number 3, at p. 100.

(8 Asnoted in an earlier footnote, the 2000 session of the Louisana Legidature, in
grappling witha substantial budget deficit, saw the introductionof abill (H.B. 130) that would have
imposed regular C corporationtaxationand corporatefranchisetaxesonthe LLC at the stateleve.
This would have diminated the advantageous tax benefit of having an entity with limited liability
taxed as a flow through entity at the dtate level. There were at least two previous atemptsin the
legidature to impose the franchise tax on the LLC, each of whichfalled. With the number of
corporations that have converted and continue to be converted for the purpose of avoiding the
dtate corporation franchise tax, it remains uncertain how long the legidature can continue to alow
those dollars to be drained from the state budget.

9 Inregardto IRS collectionactions againg LL Cs, the IRS Office of Chief Counsel
issued CCM 2002235023 (June 28, 2002) to daify the application of collection procedures
agang LLCsin five different scenarios

(A)  Whoisliableforthe tax resulting fromthe operation of amulti-member LLC? The
treatment of a multi-member LLC will depend on whether the LLC has eected to be
treated as a corporation. If the LLC has not elected to be treated as a corporation, the
Chief counsel held that in a multi-member LLC that the membersquatax partners will be
lidble for the income taxes on the income of the LL C, and the LL.C as employer would be
lidhle for employment taxes. Because the employment tax is a ligbility of the LLC it is
asserted againgt the LLC not the individua members. Unlike the employment taxes of a
genera partnership, those taxes may not be asserted directly against the members because
members are not liable for the obligations of the organization under sate law. The CCM
goes on to note, “These members, however, may be liable for the trust fund recovery
pendty, depending onthe facts and circumstances of each case” If the LLC haselected
to be taxed as a corporation, the LLC isliable for both income and employment tax from
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operations. While the members are not directly ligble for the obligations of the LLC,
induding the tax ligbility of the LL C, asaresult of state law, they may be lidble for the trust
fund recovery penalty under IRC 86672, depending on the facts and circumstances. Of
more recent vintage, see Rev. Rul. 2004-41, 2004-181.R.B. 845, discussed above, which
held that the IRS may not collect the employment tax lidbility of an LLC from the members
of the LLC if those members are not liable for the LLC' s debts under state law.

(B)  Who isliablefor the tax resulting from the operation of a Sngle member
LLC? Deermining who isthe taxpayer for the lidbility arisng from asingle member LLC
will depend on the LLCs eection. If the LLC has not elected to be treated as a
corporation, the LLC will be disregarded for federa tax purposes and the Sngle member
is the taxpayer. In this case, the IRS may recover the tax liability for both income and
employment taxes attributable to the operations of the LL C from the property and rights
to property of the member. Aswith multi-member LL Cs, the lighility of the memberswill
turn on whether the LLC has made an election to be taxed as a corporation. This
conclusioniscongstent withILM 199922053 (April 16, 1999) inwhichthe Chief Counsel
confirmed the holding of Notice 99-6 that, dthough, asagenerd rule, members of LLCs
arenot persondly liable for employment taxesincurred by the LL C unlessa sngle member
LLC dects association gatus under the “check-the-box” regulaions, the sngle member
isligble for employment taxes incurred by the LLC. While not addressing the question of
whether the property of the angle member LLC may be reached by the government in
order to satisfy the member’s other tax ligbilities, the Chief Counsel noted, “. . but the
angle member owner under state law hasno interest inthe assetsof the LLC. Inshort, the
Service may not look to the LLC' s assets to satisfy the tax ligbility of the sngle member
owner. The sarvice, however, may take collection action againg the single member’'s
ownership interest inthe LLC.” This postion confirmed its holding in ILM 199930013
(April 18, 1999) in which the Chief Counsd held that as ageneral rule the service may not
levy onthe assets of a sngle member LLC (regardless of whether it isdisregarded for tax
purposes) to collect a tax liability of its owner. If the LLC elected to be taxed as a
corporation, then the LLC isliable for the income and employment taxes. Asin the case
of amulti-member LLC, the member will not be directly ligdle for the obligations of the
LLC, but may be liable for the trust fund portion under 86672, if the factud requisitesare
present.

(C)  If the Service makes an assessment againgt adisregarded LLC isthat a
vaid assessment againg the sngle member owner? The Chief Counsdl held that an
assessment made againgt adisregarded LLC isvdid assessment againgt the Sngle member
owner. “In effect, because of the close relationship of the disregarded LLC to the single
member owner, an assessment againg the disregarded LLC is tantamount to an
assessment againg the single member owner.”
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(D)  If the IRS files a Notice of Federa Tax Lien (“NFTL") naming the
disregarded LL C asthetaxpayer, isthat avaid NFTL againgt the single member owner?
A NFTL identifying the disregarded LLC asthe taxpayer may be avalid notice againgt the
sngle member owner, depending onthe facts of each case. While the CCM setsforththe
government’s position is that a NFTL need not precisdy identify the taxpayer; rather, the
NFTL is vdid if it subgtantidly complies with the filing requirement so that congructive
notice is provided to third parties and does not need to identify the member specificdly,
it recommends that the NFTL befiled inthe name of the single member owner for the tax
ligbilities generated by the disregarded LLC.

(E)  Arethere state law theoriesthat the IRS could use to collect the Sngle
member owner’ s liability from the disregarded LLC? Inthose circumstancesin which the
IRS isatempting to reach the assets of asingle member LLC to satisfy the obligations of
the member, it may ether (1) levy uponthe member’ sownership interest inthe disregarded
LLC and I that interest, (2) file suit to foreclosethe federd tax lienagaingt the ownership
interest, (3) assert dter ego liability againg the LLC (sometimes referred to as “reverse
piercing”) or (4) seek to hold the LLC liable under nominee or transferee liahility.

CCM 200216028 (March 20, 2002). The Office of Chief Counsd advised thet if the
IRS makes an assessment againd a disregarded sngle member LLC and provides a
collection due process notice to the disregarded LLC, the IRS should issue a separate
collection due process notice to the sngle member owner of the LLC if his nameis added
to the assessment, evenwhenthe sngle member owner received actua notice and was not
prejudiced by the IRS s error.

G. THE C CORPORATION
a. Non-Tax Advantages of C corporation
(1)  Limited lidbility for the owners.
2 Centraized management.
3 Free transferability of interests.
4 Unlimited in terms of types and methods of financing through the public markets,
withthe exception that the corporation cannot offer flow through taxationthat a partnership, LLC

and limited partnership can offer to investors.

) Wealth of jurisprudence on various issues provides for greater certainty of the
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goplicable law.

(6) Unlike Partnerships and LLC's, unlessthe shareholders have agreed otherwise
through buy/sdl agreement, shareholder is not entitled to withdraw and compel payment of far
vaue of hisinterest in corporation. Thus - greater potentia for oppressionof minority. Therefore,
whether this feature is an advantage or a disadvantage depends upon the circumstances of the
particular client.

) No limit, unless sated in articles of incorporation, as to continuity of existence.

(8 Many business people are generdly morefamiliar with corporate law and in many
ingtances prefer the corporate form smply because its what they know best and fed most
comfortable with.

b. Tax Advantagesof C corporation
Q) Tax rules are smpler than the rules for S corporations and partnerships.

2 For a corporation with modest annua taxable income bel ow the $100,000 leve,
coupled withthe intentionnot to distribute earnings any time soon, there may be anear-term benefit
to take advantage of the graduated corporatetax rates. Sucha planshould be weighed againg the
effects of (i) a second tax on the didtribution of earnings at a later time, and (ii) the repeal of
General Utilities should the assets of the business be sold at alater time.

3 To some extent, the effect of doubl e taxationmay beavoi ded for owner/employees
of the corporation who may be able to pay out much of the earnings in the form of deductible
compensation such as saaries and bonus. Beware, however, of the tax rules on reasonable
compensation. It is a favorite tactic of the IRS to propose adjustments on audit reducing the
amount alowed as deductible compensation on the basis that sdariesare excessve and areinfact
dividend distributions which do not generate a deduction for the corporation.

4 C corporations are not subject to the passve activity loss rules that gpply to
individudsunlessitisaclosey held C Corp. or apersonad service corporation. A closdly hdd C
Corp isone morethan50% of stock of whichisowned by 5 or fewer individuads. Persond service
corporation means a corporation the principa activity of which is the performance of personal
services subgantialy by employee-owners. Employee-owner being any employee owning stock.

Useful if one wants to have an affiliated group of corporations filing consolidated tax
returns to permit income and losses redized from multiple businesses to be offset against one
another without exposing the assets of one business to the risks of another.
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©)
freg, induding:

a

b.

Fringe benefits may be received by sharehol der-employees of aC corporationtax

$50,000 of coverage under group-term life insurance policy. IRC 879.
Hedlth and disability insurance premiums. IRC §106.

Reimbursements for medica expenses, whether paid by employer provided
insurance policy or by the employer. IRC §88104(a)(3), 105(b).

Qudifiedtransportationfringes $60 per monthof trandt passesand transportation
to and fromwork ina commuter highway vehicle and $155 per monthinparking.
IRC §132(a)(5), (f).

Benefits provided under a cafeteria plan. IRC 8125.

These bendfits, if provided by an LLC to a member (if the LLC istaxed as a
partnership), a partnership to apartner or an S corporation to a 2% sharehol der,
generdly are taxable to the employee-owner of the business. See IRC §8105(Q)
(hedlth and disbility benefits are not tax free to sdf-employed individuas);
8132(f)(5)(E) (qudified transportation fringes may not be received tax-free by
sdf-employed individuas); Prop. Treas. Reg. 1.125-1, Q & A - 4 (benefitsunder
acdfeteria planare not avalable tax free to self-employed individuds). A member
of an LLC, apartner in a partnership, and a 2% shareholder in an S corporation
may receive up to $50,000 of group term life insurance from the pass-through
entity only if the employee-owner meets the definition of "employee" under IRC
§3401(c) for purposes of the withholding tax. See Treas. Reg. 8§1.79-0;
§31.3401(c)-1(e). To qualify the employeeowner must be subject to the control
and directionof the entity for which the employee-owner performs services. See
Treas. Reg.  831.3401(c)-1(b). Generaly, doctors, attorneys, other
professiondss, contractors, subcontractors and others who are in an independent
trade or business, or professon in whichthey offer their servicesto the public, are
not employees who may receive group-term life insurance tax free.

The member of an LLC, apartner in apartnership, and a2% shareholderinan S
corporation are now permitted to deduct up 100% of hedth insurance premiums
paid during the taxable year under IRC §162(1).

The LLC member in an LLC taxed as a partnership, the partner in a partnership
and the shareholder inan S Corporationmay not be digible for the exclusonfrom
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6.

income of meals and lodging provided by an employer which were discussed
ealier in this outline while the employeefowner of a C Corporation is digible for
thisexcluson. IRC §119.

Stock based retirement plans suchas stock bonus plans and ESOP's and incentive

stock option plans are available only to corporations. See IRC s 409 (ESOPs), 422 (incentive
stock bonus options), and 401(k) (cash or deferred arrangements that are part of stock bonus

plans).

7.

If anindividud investor isina hightax bracket, the businessis expected to operate

a a profit or generate passve losses which the investor will not be able to use, and there are no
plans that the business will make distributions, prior to 2003, a C corporation might be the best
choice. With the reduction in the maximum individud tax rate in 2003 from 39.6% to 35%, the
advantage isminimdl.

a

Busnessprofitsaretaxed at the maximum federal corporate rate of 35% (34% for
maost corporations), rather thanthe 35% (39.6% prior to 2003) top individud rate.

an individud shareholder may liquidate his or her investment, recognizing capita
gain on asde of the stock, taxed at advantageous capita gans rates instead of
35% onordinary income items composing the individud assets of a businessif one
is comparing the sole proprietorship, sngle member LLC (taxed as a sole
proprietorship) or the partnership form. Beginning in 2003, some net long term
capital gain tax rates have been reduced further.

Only stock in a C corporation canqudify as qudified smdl business stock, which
if sold five or more years after its purchase, will result ingaintaxed at 14% rather
than 35%.

If the shareholder holds onto the stock until death, heirs will inherit stock with
FMV basis under IRC 8§1014(a) and can sdl the stock without recognizing gain.

If the stock isIRC 81244 stock, up to $50,000 ($100,000 on ajoint return) of
lossrecognized onthe sale, exchange, or worthlessness of the stock is anordinary
loss. IRC §1244.

c. Non-Tax Disadvantages of C Cor poration

@

As compared to generd partnerships and LLC's where management is reserved

to members, the shareholders have only indirect control in management by virtue of their eection
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of board of directors. While mgority rule generdly prevails, from the stockholders standpoint,
the only things they control directly are the eection of directors and the gpprova of certain mgjor
corporate transactions such as merger, liquidation, and sde of substantidly dl of the assets.

2 As compared to sole proprietorship, the C corporation is more complex and
expensve,

3 Shareholders do not have the right to withdraw and demand payment for their
stock as compared to partnersina partnership or membersin an LLC who may be able to do so.

4 As compared to the LL C, the corporate form requires adherence to much more
formdityin operationand documentation of corporate decisionmakingprocessinorder tomantan
limited lighility protection.

d. Tax Disadvantages of C corporation
@ Double taxation assured through the reped of the General Utilities doctrine.

2 The corporate AMT. For corporate business income sheltered by rapid
depreciationfor tax purposes, the adjustments set forthin|RC 856(g) provide sgnificant exposure
to corporate AMT. Inmogt cases, the marginaly higher individua AMT rate (21% vs. 20%) will
not militate in favor of C corp. Satus.

3 In cases in which a corporation's management proposes to distribute earnings, S
Corp., LLC or partnership satus is generdly preferable.

4) Pendty taxes such as 8531 tax on unreasonable accumulations of earnings equa
to 15% (28% prior to the 2003 Tax Relief Act) of the accumulated taxable income; and the
personal holding company tax under 8541 equal to 15% (28% prior to the 2003 Tax Relief Act)
of undigtributed persona holding company income.

) The 86 Act included a number of changesin the accounting area, one of which
generdly requires the use of the accrual method of accounting for C corporations other than
qudified persona service corporations and corporations with less than $5,000,000 in gross
receipts. IRC 88446 & 448.

(6) L osses suffered by C corporationare not passed through to shareholders but may
be carried forward under the net operating loss provisions of §172.

) Pass through taxation may be preferable if the investors are individuads who are in
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31% tax bracket or lower, sncethe corporationwill paytax onitstaxable income at arate of 34%
on income in excess of $75,000 up to $10,000,000 and 35% on amounts in excess of
$10,000,000. If the corporation is a qudified persona service corporation, it is not digible for
graduated tax rates, and mug pay tax at rate of 35% on dl of itsincome. IRC 811(b)(2). A
qudified persona service corporation isany corporation subgtantialy al of the stock of whichis
held by: (i) employees performing services for the corporation in connection with the activitiesin
the fidds of hedth, law, enginearing, architecture, accounting, actuaria science, performing arts or
conaulting, (i) retired employees who had performed such services for the corporation, (jii) the
edtate of such individuds, or (iv) any other person who acquired stock from such a person.

8 If the business plans to make digtributions, a pass through entity, particularly one
taxed under Subchapter K (Partnership or LL C) will be preferable to a C corporation, regardiess
of the tax brackets of the owners. Thisisbecausedigtributionsfrom an LLC taxed asapartnership
are generdly tax free, both to the LLC and the members. IRC 731. On the other hand, the
income of the corporation is subject to double tax.

9 If the business will have deductions that exceed its income, a pass through entity
suchasan LLC taxesasa partnership may be the better choice. Lossesof theLLC or partnership
are passed through to the members/partners and may be avalable to offset income from other
SOUrces.

(10) C Corporation capitd gans are taxed as ordinary income while individuas now
have subgtantid savings on capita gains pursuant to the provisons of the Taxpayer Relief Act of
1997.

H. THE SCORPORATION
a. Non-Tax Advantages of S cor poration

@ Busnessowners prefer the corporate form of ownership, and S corp. givesthem
that with flow through taxation.

2 Limited liahility for active owners. Limited lighility is more predictable than with
the LL C because of abundance of case law outlining circumstances where corporate veil will be
pierced.

3 All of the other corporate attributes:

(i) centrdized management;
(i) continuity of existence;
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(i) freetransferability of shares (subject to S corp. limitations on who can be a
shareholder and number of shareholder's).

4 In some respects, the tax status is more assured than with partnerships or LLCs,
athough new provisons were added to the law inthe Small Business Job Protection Act of 1996,
tax reform acts which have followed the 1996 Act and regulations promulgated since then which
aredesigned to liberdize the tax rules gpplicable toqudificationas an S Corporationand to reduce
the likelihood and adverse consequences of an inadvertent termination of S status. Prior to the
adoption of the so-called "Check the Box" regulations, the requirements of Subchapter S were
more essly satisfied with greater certainty than the partnership tests under the IRC 87701
regulations onassoci ations taxabl e ascorporations when comparing the S Corporationto the LLC.
That can redlly no longer be said for LLCs formed after January 1, 1997.

b. Tax Advantages of S Corporation

@ Flow through taxation. Corporation generally doesnot pay acorporatelevel tax.'®
Income and lossisgenerdly passed through to shareholders and reported onther persona returns.
An Scorporationisrequired to computeits income or loss for federal income tax purposesin the
same manner that individuas compute their income, with severd statutorily crested exceptions.

2 S corporations can be parties to tax free corporate reorganizations under IRC
8368 while partnerships and (including LLC's taxed as partnerships may not).

3 Although with the present circumstances where the maximum federd individua
income tax rates on ordinary income are hardly any different thanthe maximum federd corporate
income tax rates, consdering the effects of the corporate AMT and the repeal of the General
Utilitiesdoctrine, inmany cases, the S corporation should be considered. Sincethe capita gains
of the S corporation are passed through and reported on the individual shareholder’s return, the
capita gans will be taxed much more favorably under the recently added capital gains breaks
avalableto individuas

4 A common use of the S corporation eection is to pass through to g/h's the
operating losses that may be anticipated in the start up phase of a corporation's business. The
same principle may be applied to anticipated | osses froma predi ctable downturn for an existing C
corporation. Since losses can be sustained only for a finite period, the decison to utilize the S
corporation eection during a loss period should take into account planning considerations for

18 Note that S Corporations with a prior C Corporation history may under certain circumstances pay a

corporate tax, such as on built in gains which are recognized after a conversion to S Corp. status.
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subsequent periodsinwhichincomeis expected. Among the congderationsis the fact that, once
terminated, anew S dection generaly requires afive year waiting period.

) If an existing C corporation has net operating losscarryovers, adecisonto make
an S dection should perhaps be deferred to enable the corporationto utilize the carryovers, snce
they cannot be used by the S corporation or its shareholders. This should certainly be weighed
againg the effect of adday on the amount of potentia built-in gain.

(6) S corporation election effectively reverses the reasonable compensation issue in
the audit context. Instead of the IRS seeking to minimize compensation to slockholder employees
by dlegingcompensationis unreasonably high so asto reduce deductible compensationand create
net taxable income subject to corporate taxes, the IRS ends up arguing that compensation to
shareholder employees is unreasonably low because shareholder employees are trying to avoid
payrall taxes on their income by having it pass through as net income on their K-1's. The S
Corporation eection tends a so to have a amilar affect on thin capitdization or debt/equity issues
which may be present in a C Corporation.

) A difference as to voting rightsdoes not disqudify an S corporation. IRC 81361
(c)(4) provides that a corporation is not treated as having more than one class of stock solely
because there are differences in voting rights among the shares of commonstock. So therecanbe
two classes of stock solely for voting purposes.

8 So long as the holder does not have any proprietary interest, phantomstock does
not congtitute asecond classof stock. See Berkwitz v. Humphrey, 163 F. Supp. 78 (ND Ohio,
1958); PLR's 8907032, 8838049, and 8834085, which hdd that phantom stock plans did not
create a second class of stock sincethe employeesdid not have vating rightsand their rights were
not assgnable.

9 Fringe benefits which may be received tax free by an employee owner of an S
corporation include:

a Meds and lodging furnished onthe business premises and for the convenience of
the employer. IRC §119; Armstrong v. Phinney, 394 F.2d 661 (5th Cir. 1968).
But see the cases and ruling cited above which hold otherwise. The IRS has not
acquiesced in the Armstrong decision.

b. Benefits under educationa assistance programs. IRC 8127(c)(2).
C. Dependent care assistance. IRC 8§129(e)((3).

d. No additional cost services, qudified employee discounts, working condition
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fringes, on-premises ahletic fadlities, and de minimus fringes excluded from
income under 8132. Treas. Reg. 81.132-1(b)(1), (2)(ii), (3) & (4).

(10) Capital gans are passed through and reported on individual stockholders' tax
returns where they will be digible for capital gains tax bresks made available under the Taxpayer
Relief Act of 1997.

(11) S Corporation is the only flow through form of entity available for banking
businesses.

c. Non-Tax Disadvantages of S cor poration

@ Limitation on the number of shareholder's (under the 2004 Jobs Act limited to
100).

2 Limitation of who may be a shareholder (only individuds, estates and certain
trusts). Certain liberalized rules were adopted in the Smdl Business and Job Protection Act of
1996 to dlowaQudified S Subsidiary to have an S Corporationas ashareholder and to liberdize
afew of the other rules on who may be a stockholder of an S Corporation. Nevertheless, there
reman dgnificant limitations here that may make the S Corporation unavailable for many clients.
This often aills over into banking relationships where pledge of the stock is required for aloan.
If bank executes on pledge and takes stock, S corporation status will be terminated.

3 Potential adverse implications to outside shareholder's who must report and pay
taxes on their share of corporation’'s income, but who may have no assurance that funds will be
digtributed by the corporation with which to pay the taxes. Beware of potentia problems for
shareholder'sof the S Corporationin Chapter 11 Bankruptcy. Net operating losseswill have been
passed through to stockholders and used to offset other income. Therefore, unlike the C
Corporationwhichwill often have NOL carryoversto shdter profitsneeded to bring the company
out of the reorganization process, the S Corporation will have none, and if the shareholder's have
used thar NOL's againgt other income, they may haveto pay income taxes on those profitswithout
the benefit of distributions from the corporation to pay the taxes.

4 Record-keeping and accounting functions tend to be dightly more complex than
the C corporation.

d. Tax Disadvantages of S cor poration

(@D} S corporation status limited to corporations:
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(i) with no more than 100 shareholders;

(i) which do not have as a shareholder a person (other thanan estate and certain
trusts) who isnot anindividua (unless the S Corporationis aquaified Subchapter
Ssubsidiary, a“QSub”);

(iif) which do not have a nonresident dien as a shareholder;
(iv) which have no more than one class of stock.

Prior to January 1, 1997 the limit on the number of shareholderswas35. 1n 1997 it was
increased to 75. Now, the 2004 Jobs Act has liberdized the rules even further. It
increases the number of shareholdersan S corporationmay haveto 100. 1n addition, the
2004 Jobs Act providesthat afamily may elect for dl family membersto be treated asone
shareholder. Thisappliesregardlessof whether thefamily member holdsthe stock directly
or istreated as ashareholder by reason of being a beneficiary of andecting amdl business
trust or a qudified subchapter S trust. Family members include the common ancestor,
lineal descendants of the common ancestor, and the spouses (or former spouses) of the
lineal descendants or common ancestors. An individual is not considered a common
ancestor if, as of the later of the effective date of this rule or the time the S corporation
election is made, the individud is more than Sx generations removed from the youngest
generationof shareholderswho would (but for this limitation) be family members. For this
purpose, a spouse (or former spouse) istreated as being of the same generation as the
individua to which such spouseis (or was) married. The dection for dl family members
to be treated as one sharehol der may be made by any family member and remainsin effect
until terminated as provided by the IRS in regulations to be promulgated. IRS has
authority to wave an inadvertently invaid eection for dl family membersto betreated as
one shareholder. IRS was aso given additiond authority to walve inadvertantly invdid
QSub dections or terminations of such dections. In order to receive rdidf, the QSub and
its shareholder (the S corporation parent) must: within a reasonable period after
discovering the circumstances causing the invaidity take steps so that the corporation
qudifiesasaQSub and agreeto IRS prescribed adjustments cons stent with the treatment
of the corporation as a Qsub during the relevant period.

2 The following corporations are indigible to be S corporations:

(i) financid indtitutions as to which IRC 88585 or 593 gpply and which use bad
debts reserves (large banks that may not use bad debt reserves and small banks
that use the specific charge off method of accounting for bad debts may elect S
corporation status after the Smdl Business Job Protection Act of 1996, if they

Baringer
Choice of Entity

-73-



otherwise qudify for S status);
(i) insurance companies,

(iii) corporations as to which eection under IRC 8936 (Puerto Rico and
possession tax credit) isin effect;

(iv) aDISC or former DISC (Domestic International Sales Corporation).

3 Possbility of inadvertent terminations of S corporation status. Shareholder buy/sell
agreements and/or trandfer redtrictions in articles of incorporation are essentia to protect againgt
this. However, see IRC 81362(f)(1)(B) for rules authorizing the IRS to grant relief from certain
inadvertent terminations.

4 Shareholdersmud pay tax on corporate income, regardless of whether or not the
corporation distributes funds to them with which to pay the tax. Shareholder agreements are
essentid here dso.

) Basis Limitations. While the S corporation and partnership share the restriction
that investors may not deduct losses in excess of the basis of ther ownership interests, an S
corporation sharehol der receives no basi's onaccount of corporate-level indebtedness- evenif the
shareholders guaranteethe debt. Uri V. Commissioner, 91-2,USTC 150,556 (10TH Cir. 1991)
The portionof operating | osses financed by shareholder guaranteed debt may be carried over until
such time as the shareholder’s basis is increased, e.g., as a result of future operating income,
additional capital contribution or 1oan by the shareholder, or a lender's cdl on the guaranty. In
order to provide basis to the sharehol der, the shareholder must borrow the fundsand, inturn, loan
them to the S corporation.

(6) S corporation may not make specid dlocations of income, loss, gain, deduction
and credits like the partnership can.  Single class of stock limitation limits S corporation to
dlocation of income and loss on adtrict per sharebasis. Specid allocationsmay, to somedegree,
beaccomplished through multiple entitiessuchas combinations of partnershipswith S corporations.

@) S corporation must recognize gain on the didtribution of appreciated assets. By
contragt, gain or lossis not generaly recognized by a partnership when it distributes property to
its partners. Except for built-ingainfroma prior period of operations as a C corporation, the gain
to the S corporation is passed through to the shareholders and added to the basis of their stock.
Built-in gain from prior C corporation years is recognized on a digribution is taxed at the
corporation level within ten years after aconversonfromCto S.

Baringer
Choice of Entity

-74-



8 An S corporation may face difficulty in liquidating a target corporation with
acquisitions in taxable stock acquisitions. See PLR 8818049.

9 An S corporation will be deemed to have more than one class of stock if dl the
outstanding shares do not confer identica rights to distributions and liquidation proceeds. Reg.
§1.1361-1(1).

(10)  AnScorporation'selectionisterminated if morethan 25% of itsgrossreceiptsare
passive investment income for more than three years and has subchapter C earnings and profits,
and there is dso acorporate level tax on the excess passve investment income in such cases.

(11)  Prior to January 1, 1997, S corporation could not be a member of an afiliated
group of corporations, i. e. it could not own 80% or more of the stock of another corporation.
This was repedled by the Small Business Job Protection Act of 1996. Prior to this reped, an S
corporation could achieve some of the same benefits of consolidationthrough ownership of limited
partnership interests (e.g. with its gh's), this approach had severa limiting factors. (i) no
participation in management; (ii) a portion of the income or lossis diverted to the other partners;
(i) this structure places some limitations on the transfer of funds between businesses. However,
S corporation could use an LLC more effectively to achieve such objectives.

|. REAL ESTATE INVESTMENT TRUSTS ("REIT'S")

a Although beyond the scope of a generd seminar on business entities, agenera understanding
of the REIT should be acquired if only to know thet it is out there should the client have a need for it.

b. The REIT is afiction of the tax law. For state law purposes, a REIT may be organized asa
corporationor anunincorporated trust or association. Taxationof the REIT'sis covered by sections 856-
860 of the IRC. The datute applies conduit principles to the extent REIT income is distributed to the
beneficial owners on a current basis. Such income is taxable to the distributees, rather than to the REIT,
and its character as capita gan or ordinary income is preserved in the hands of the didtributee. Entity
concepts control if the REIT generates a net operating loss or if REIT income is not digtributed in full, net
operating losses are not passed through to the owners and undistributed income istaxed to the REIT rather
thanto itsowners. The REIT wascreated by congressto encourage widespread ownership of passivered
edate investments by smal investors.

¢. The REIT must be a corporation or association that but for the REIT provisons of the Code,
would be taxed as a corporation for federa tax purposes. It must be managed by trustees or directors,
and its beneficid interests must be represented by transferrable shares or certificates of beneficia
ownership. After itsfirgt taxable year, it must have at least 100 beneficid owners, and no fiveindividuas
ownership may total more than 50% of the value of the REIT'sbeneficid interests. At least 95% of the
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gross income of the REIT mug be derived fromdividends, interest, rentsonrea property, gains from sde
or other digposition of stock, securities, interestsinreal property, and interestsin mortgages on red estate
among afew others. At least 75% of the REIT'sassets must be redl property, mortgageson red property,
interests in other REIT's, cash and cash items, and government securities. During each taxable year, a
REIT must digtribute no less than 95% of certain types of income.

J. REAL ESTATE MORTGAGE INVESTMENT COMPANIES ("REMIC'S")

a. REMIC'sare governed by sections 860A-860G of the Code. They are intended to hold fixed
pools of mortgages secured by interests in real property and to issue multiple classes of interests therein.
A REMIC isnot ataxable entity for federa income tax purposes, and the income of aREMIC istakeninto
account by the owners of the REMIC.

The IRC defines a REMIC as any entity which meets the requirements set out in the code.
Therefore, aREMIC may, for state law purposes be a corporation, partnership, trust, an LLC or smply
a segregated pool of assetsthat is not a separate entity.
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