











1991] LIMITED LIABILITY COMPANY ACT 825

and credit must be allocated to its shareholders on a pro rata basis
in accordance with their share ownership percentages during the
taxable year of the corporation.?*® However, a partnership is al-
lowed to make special allocations of any of these items to a partic-
ular partner or partners, provided that the allocations have “sub-
stantial economic effect.”?!

Finally, a partnership provides more desirable tax consequences
than an S corporation with respect to contributions and distribu-
tions of appreciated property.z°? In order for contribution of prop-
erty to an S corporation to be a nontaxable transaction, the con-
tributing shareholders must be in “control” of the corporation
immediately after the contribution.?’® In contrast, there is no con-
trol requirement that must be met to make a partner’s contribu-

200. Id. §§ 1366(a), 1377(a).

201. Id. § 704(b)(2); Treas. Reg. § 1.704-1(b)(2) (as amended in 1988). A detailed explana-
tion of the substantial economic effect test is beyond the scope of this article, but generally
speaking, it requires that partnership capital accounts be maintained in a particular man-
ner, that deficit capital accounts be restored upon liquidation of a partner’s interest, that
liquidating distributions be in an amount equal to the liquidated partner’s capital account,
and that the allocation not merely provide an after-tax benefit to one partner while leaving
the other partners’ after-tax positions unchanged. Treas. Reg. § 1.704-1(b)(2) (as amended
in 1988). Special allocations allow the partners to distribute tax items among themselves as
they wish, provided that economic consequences result.

202. Under federal income tax law, a contribution of services in exchange for an interest
in the capital of a partnership, unlike a contribution of property, is a taxable transaction.
Treas. Reg. § 1.721-1(b)(1) (1956). The partner contributing services is treated as receiving
ordinary income equal to the fair market value of the interest in the year the interest be-
comes transferable or is no longer subject to a substantial risk of forfeiture. LR.C. § 83(a)
(1991); Treas. Reg. § 1.83-3(b) (as amended in 1985). The partnership, in turn, is entitled in
that year to either deduct the fair market value of the interest or to capitalize its value,
depending on the nature of the partner’s services. Treas. Reg. §§ 1.721-1(b)(2)(i) (1960),
1.707-1(c) (as amended in 1983). A partner who receives such a restricted partnership inter-
est in exchange for services is permitted to make an election to be taxed on the income at
the time of receipt. See LR.C. § 83(b). This election should be considered if the interest has
minimal value at the time of receipt, but is expected to appreciate substantially by the time -
the restriction lapses. The receipt of a profits interest in a partnership in exchange for past
services has been held to be a taxable event. Diamond v. Commissioner, 492 F.2d 286, 291
(7th Cir. 1974); Campbell v. Commissioner, 59 T.C.M. (CCH) 236, 249 (1990). However,
there is substantial authority supporting the proposition that a receipt of profits for the
future performance of services does not result in taxable income to the partner. See Kobor
v. United States, 88-2 U.S.T.C. (CCH) 1 9477 (D.C. Cal. 1987); Gen. Couns. Mem. 36,346
(July 23, 1975).

The issuance of S corporation stock in exchange for services is also a taxable transaction
and subject to the LR.C. § 83 recognition rules. See L.R.C. §§ 1371(a)(1), 351(d)(1) (1991).

203. “Control” means the direct ownership of stock possessing at least 80% of the com-
bined voting power of all classes of voting stock and at least 80% of the total number of
shares of all classes of non-voting stock. I.R.C. § 368(c) (1991); Rev. Rul. 59-259 1959-2 C.B.
115.
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tion of appreciated property to the partnership a nontaxable
transaction.2%*

With respect to distributions of appreciated property, an S cor-
poration recognizes taxable income as if it had sold such property
to the receiving shareholder for the fair market value of the prop-
erty at the time of distribution.?°® A distribution of the property by
a partnership to one of its partners, however, does not result in
taxable income to the partnership.?°®

If classified as a partnership, then, an LLC will have significant
advantages over an S corporation with respect to ownership struc-
ture, allocations of tax items and tax treatment of contributions
and distributions of appreciated property.

2. LLC Compared to Limited Partnership

Because it can provide limited liability to all its owners, an LLC
which is classified as a partnership will in many instances be able
to offer more desirable allocations for outside basis purposes than
a limited partnership. The temporary regulations addressing the
inclusion of liabilities in a partner’s outside basis®**? provide that
“recourse” liability of the partnership, which for purposes of the
section 752 regulations means liability for which one or more of the
partners bears the economic risk of loss,?°® is included in the
outside bases of only those partners so obligated, in proportion to
their respective obligations to discharge the liability.?°®

In contrast, “nonrecourse” liability, which for purposes of the
section 752 regulations means liability as to which no partner bears

204. LR.C. § 721 (1991).

205. Id. § 1371(a), 311(b)(1). LR.C. § 311(b)(1) statutorily repealed the General Utilities
doctrine, named for General Utils. & Operating Co. v. Helvering, 296 U.S. 200 (1935), where
the IRS argued unsuccessfully that a distribution of appreciated property to a shareholder
should result in a taxable gain to the distributing corporation.

206. LR.C. § 731(b) (1991). The only exception to this rule is where a distribution in
exchange for all or part of a partner’s partnership interest results in the alteration of the
partners’ respective interests in unrealized receivables and substantially appreciated inven-
tory of the partnership. See id. § 751; Treas. Reg. § 1.751-1 (as amended in 1971).

207. The temporary regulation is referred to herein as the “section 752 regulations.”
Temp. Treas. Reg. §1.752-1T (as amended in 1989).

208. Id. § 1.752-1T(d)(1). A partner bears the economic risk of loss for a liability to the
extent that the partner would bear the economic burden of discharging the liability if the
partnership were unable to do so. Id. § 1.752-1T(a)(1)(iii).

209. Id. § 1.752-1T(b).
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the economic risk of loss,?'° is included in the outside bases of all
partners in proportion to their profits interests in the partner-
ship.?* In a limited partnership, therefore, all liabilities except
those (1) for which the limited partners bear the economic risk of
loss through a guarantee or other arrangement or their status as
creditors with respect to the liability and (2) those that for state
law purposes are with recourse only to partnership property are
allocated entirely to the general partners, since they alone are per-
sonally obligated for all such partnership liabilities. Unless a sub-
stantial amount of a limited partnership’s liabilities have been
guaranteed or otherwise become ultimate obligations of the limited
partners or are with recourse only to partnership property securing
those obligations, partnership liabilities will have little upward im-
pact on the outside bases of the limited partners.

In the typical LLC, however, all members have limited liability.
All LLC liabilities, except those that are personally guaranteed by
one or more members or with respect to which one or more mem-
bers are the creditors are allocated to all the members’ outside ba-
ses in accordance with their profits interests.?? Therefore, the LLC
more effectively facilitates the sharing among all owners of outside
bases arising from liabilities than does the limited partnership. To
the extent members can avoid personal guarantees, or other obliga-
tions for LLC liabilities, the effect will be to prevent a situation in
which some members have very low outside bases, severely limiting
their ability to receive tax-free distributions of cash or property,
while other members will have outside bases in substantial excess
of the tax-free distributions they anticipate to receive over the life
of the LLC. ’

In addition, an LLC member may be able to achieve material
participation in the LLC, such that the income and losses passed
through to the member are considered active income and losses -
under the IRC’s passive loss rules, without risking personal liabil-
ity. In contrast, a limited partner who materially participates in
the partnership’s business within the meaning of the passive loss
rules may risk liability as a general partner for the partnership’s

210. Id. § 1.752-1T(e)(2).

211. Id. § 1.752-1T(e)(8)(ii).

212, Id. § 1.752-1T(d)(3)(ii)(B) (4)(ii)(B) (stating that the liabilities of an entity which is
treated as a partnership for federal income tax purposes, but which provides all members
with limited liability, will constitute nonrecourse liabilities for purposes of the § 752
regulations).
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obligations.?!®
IV. Securrries Law CONSIDERATIONS

A membership interest in an LLC, like a general or limited part-
nership interest, will constitute a security subject to the Securities
Act of 1933214 (“Securities Act”) if it is determined to be an “in-
vestment contract” within the meaning of the Securities Act.?*®

SEC v. W.J. Howey Co.?*® provides the general definition of an
investment contract. Under Howey, an investment contract exists
if a person invests money or other legal consideration in a common
enterprise with the expectation of profits derived solely from the
efforts of others.?!” The vast majority of LLCs, like their partner-

213. For a detailed discussion of the impact of the passive loss rules on the LLC, see
Jordan & Kloepfer, supra note 198; For a list of the activities in which a limited partner
may engage without being deemed a general partner, see supra note 108.

214. 15 U.S.C. § 77a to 77bbbb (1988 & Supp. I 1990).

215. The term “investment contract” is included in the definition of “security” in the
Securities Act. 15 U.S.C § 77b(1). The term has been held to bring within the scope of the
Securities Act “those schemes which involve in substance, if not form, securities.” SEC v.
Glenn W. Turner Enters., 474 F.2d 476, 482 (9th Cir. 1973), cert. den. 414 U.S. 821 (1973).
Because general and limited partnership interests are not specifically listed within the Se-
curities Act’s definition of security, investment contract analysis is used to determine
whether a particular general or limited partnership interest constitutes a security. See, e.g.,
Rivanna Trawlers Unlimited v. Thompson Trawlers, 840 F.2d 236, 240-41 (4th Cir. 1988)
(applying investment contract analysis to a general partnership interest); Rodeo v. Gillman,
787 F.2d 1175, 1177-78 (7th Cir. 1986) (applying investment contract analysis to a limited
partnership interest); SEC v. Murphy, 626 F.2d 633, 640 (9th Cir. 1980) (applying invest-
ment contract analysis to a limited partnership interest). Likewise, investment contract
analysis will be applied to determine whether a membership interest in an LLC constitutes
a security within the meaning of the Securities Act. However, no cases or Securities and
Exchange Commission no-action letters have been found addressing the security status of
an LLC membership interest.

It is conceivable that a membership interest which closely resembles a corporate equity
interest could be deemed “stock” within the meaning of 15 U.S.C. § 77b(1) and thus consti-
tute a security. Cf. Cole v. Ford Motor Co., Fed. Secs. L. Rep. (CCH) 1 99,403 [1983-84
Transfer Binder] (W.D. Pa, 1983) (instrument issued to automobile dealer by automobile
manufacturer in connection with manufacturer’s financing of dealer’s business held to be
stock but not an investment contract under the Exchange Act of 1934).

216. 328 U.S. 293 (1946).

217. Id. The definition of “security” under the Virginia Securities Act, VA. CObE ANN. §
13.1-501 to -527.3 (Repl. Vol. 1989 & Cum. Supp. 1991), includes the term “investment con-
tract” and is otherwise almost identical to the Securities Act’s definition. Compare VA. Cobe
ANN. § 13.1-501 (Cum. Supp. 1991) with 15 U.S.C. § 77b(1) (1988). The SCC has stated that
investment contract analysis may be applied to an LLC membership interest and that
whether such an interest constitutes a security should be determined on a case-by-case ba-
sis. Letter from Robert G. Lewis, Deputy Director, Division of Securities and Retail
Franchising of the SCC (May 17, 1991). California and a number of other states, however,
apply a “risk capital” test which is more likely to classify a transaction as involving a secur-
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ship counterparts, will meet the investment,?’® common enter-
prise®*'® and expectation of profits elements of the definition.22°
Therefore, whether a particular LLC membership interest is a se-
curity under federal securities law usually will turn on whether
profits are derived solely from the efforts of others.?*!

The cases applying the Howey test have not given a literal read-
ing to the term “solely.”?2? Instead, they consider this element met
if others provide “those essential managerial efforts which affect
the failure or success of the enterprise.”?*® Generally speaking,
under the Howey test as interpreted by the courts, a limited part-
nership interest is presumed to be a security,?** while a general
partnership interest (whether in a general or limited partnership)
is presumed not to be a security.??®

ity than the Howey test. See generally Campbell, The Federal Definition of a Security - An
Examination of the “Investment Contract” Concept and the Propriety of a Risk Capital
Analysis under Federal Law, 12 Tex. TecH L. Rev. 911, 922 (1981).

218. Periodic capital calls to limited partners made at the discretion of the general part-
ner have been held to constitute offerings of separate securities to the limited partners
under the Howey test. See Goodman v. Epstein, 582 F.2d 388, 414 (7th Cir. 1978), cert.
denied 440 U.S. 939 (1979); accord, Interpretive Release on Regulation D, Securities Act
Release No. 33-6455, Fed. Secs. L. Rep. (CCH) 1 2,380 (Mar. 3, 1983), Question 34 (discre-
tionary capital calls in an oil and gas limited partnership are not included in the initial
offering price for the limited partnership interests for Regulation D purposes; instead they
are geparate offerings, although subject to integration with the initial offering).

219. The circuits are split as to the type of common enterprise test to apply. Some cir-
cuits apply a horizontal commonality test, which requires the joint participation of more
than one investor in the investment of funds or the sharing of profits. Other circuits recog-
nize a vertical commonality test as an alternative to the horizontal commonality test.

The circuits that recognize the vertical commonality test are themselves split: some apply
a broad interpretation, which is satisfied merely if the success or failure of an investment is
primarily dependent on the expertise or efforts of a promoter, while others use a narrow
interpretation which requires that there be some mutuality of financial interest between the
investor and the promoter with respect to the investment.

A partnership or LLC should always meet the horizontal commonality test unless it only
has one investor in addition to its promoter. A one investor - one promoter partnership or
LLC will meet the broad interpretation of the vertical commonality test and, based on the
circumstances, may meet the narrow interpretation. For a detailed discussion of this issue,
see Note, Defining an “Investment Contract:” The Commonality Requirement of the
Howey Test, 43 Wasu. & Lee L. Rev. 1057 (1986).

220. Several courts have held that an expectation of profits can exist even where the in-
vestors are primarily motivated to invest because of favorable tax benefits. See, e.g., Good-
man, 582 F.2d at 407; Stowell v. Finkell Inv. Servs., 489 F. Supp. 1209, 1221 (S.D. Fla.),
aff'd, 641 F.2d 323 (5th Cir. 1980).

221. See, e.g., Rivanna Trawlers, 840 F.2d at 240 (where the court, without discussion,
assumed the first three parts of the Howey test to exist).

222. See id. at 240, n.4, and cases cited therein.

223. Glenn W. Turner Enters., 474 F.2d at 482.

224, See, e.g., Murphy, 626 F. 2d at 640; Goodman, 582 F.2d at 406.

225, See, e.g., Rivanna Trawlers, 840 F.2d at 240; Fund of Funds v. Arthur Andersen &
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These presumptions, however, can be overcome. With respect to
a limited partnership interest, if the limited partner is given veto
power over the general partner or partners on a wide range of mat-
ters, the profits of the partnership will not be considered to be de-
rived solely from the efforts of persons other than the limited part-
ner.2?¢ Conversely, a general partnership interest will be considered
a security if the general partner is so dependent on a manager or
management group (which could include other general partners)
that the general partner is unable to replace the manager or man-
agement group or otherwise exercise ultimate control.??” This situ-
ation will exist if the partnership agreement or other agreements
leave such little power in the hands of the general partner that the
interest resembles a limited partnership interest.??®

.The same presumptions will almost certainly be applied in the
LLC context. If the LLC is managed by managers, a presumption
will be created that the membership interest of a member who
does not serve as a manager constitutes a security. Otherwise, the
presumption will be that none of the membership interests are se-
curities. While these presumptions will be rebuttable based on the
specific management form of the LLC under review,??® they serve
as good rules of thumb in assessing the applicability of the Securi-
ties Act to different LLC management structures.

Co., 545 F. Supp. 1314, 1348 (S.D.N.Y. 1982); Kline v. Aircoa Equity Interests, Fed. Secs. L.
Rep. (CCH) 1 94,855 [1989-90 Transfer Binder] (D. Colo. 1989).

226. See, e.g., Bamco 18 v. Reeves, 675 F. Supp. 826, 830 (S.D.N.Y. 1987); Bank of Am.
Nat’l Trust & Savs. Ass’n v. Hotel Rittenhouse Assocs., 595 F. Supp. 800, 806-07 (E.D. Pa.
1984).

221. Rivanna Trawlers, 840 F.2d at 241; Williamson v. Tucker, 645 F.2d 404, 423 (5th
Cir.) (dicta), cert. denied, 454 U.S. 897 (1981).

228. Rivanna Trawlers, 840 F.2d at 241, n.7; Matek v. Murat, Fed. Secs. L. Rep. (CCH) 1
94,108 [1988-89 Transfer Binder] (9th Cir. 1988). But see Williamson, 645 F.2d at 423 (stat-
ing that the inability to exercise ultimate control can also exist if a general partner is so
inexperienced that he is effectively unable to exercise his partnership power, or if a manager
has a unique expertise vital to the partnership’s business).

229. For example, if no managers are used but the LLC’s management structure gives
certain members substantially disproportionate voting power in comparison to other mem-
bers, the other members’ membership interests may be considered securities. An LLC could
initially have a management structure which results in membership interests not constitut-
ing securities and later modify its management form such that some or all of its membership
interests become securities. Such a conversion should be deemed a sale of securities under
Securities Exchange Commission Rule 145, 17 C.F.R. § 230.145 (1991). See Campbell, Rule
145: Mergers, Acquisitions and Recapitalization Under the Securities Act of 1933, 56
ForbHAM L. Rev. 277, 288-90 (1987) (stating that a change in the issuer’s form of entity
should always constitute a sale of securities under federal law if it involves a material altera-
tion in the rights of entity owners).
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V. MuLTISTATE TRANSACTIONS

A. Foreign LLCs Transacting Business in Virginia

In addition to establishing a statutory framework for the Vir-
ginia LLC, the Act recognizes and regulates LLCs organized in
other states or jurisdictions that transact business in the Common-
wealth. The Virginia Act provides that an LLC organized under
the laws of another state or jurisdiction will be governed by those
laws with respect to “its formation and internal affairs and the lia-
bility of its members and managers,”?*® with two limitations.

First, the Act’s recognition of foreign law is subject to any limi-
tations imposed by the Virginia Constitution.?®* No LLC statute
presently in effect, including the Colorado statute which requires
an LL.C to be managed by members, appears to offend the Virginia
Constitution. However, if a foreign LL.C were considered a “foreign
corporation” within the meaning of article IX, section 5 of the
Constitution of Virginia, that provision would prohibit the foreign
LLC from engaging in the business of a public service enterprise in
the Commonwealth.?3?

Second, a foreign LLC is not permitted to exercise rights and
privileges greater than those enjoyed by a Virginia LLC. Therefore,
a foreign LLC is not permitted to engage in the rendering of pro-
fessional services in the Commonwealth.?3?

The Virginia Act does not demarcate the exact parameters of a
foreign LLC’s “internal affairs.” However, by analogy to the corpo-
rate internal affairs doctrine, the matters governed by a foreign
LLC’s jurisdiction of organization should include (1) procedural
matters such as the original organization of the LLC, the election
or appointment of its managers, the adoption of its operating
agreement, the holding of member and manager meetings, the
methods of voting (including cumulative voting) and the right to
inspect the LLC’s records, (2) the declaration or payment of distri-
butions and redemptions of outstanding membership interests, (3)
the status of persons as members, (4) the management participa-
tion, liquidation and voting rights of a member, (5) the enforce-
ability of voting trusts, (6) the fiduciary duties of a member hold-

230, Va. CopE AnN. § 13.1-1051 (Cum. Supp 1991).
231. Id. ’

232. VA. Consr. art. IX, § 5.

233. See supra note 27 and accompanying text.
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ing a majority interest in the LLC to minority members, (7) the
existence and extent of a member’s liability to the LLC, and (8)
the existence and extent of a manager’s liability to the LLC, its
members and creditors.?**

A foreign LLC transacting business in Virginia is required to
register with the SCC.2*® Registration is accomplished by a person
with authority to act on behalf of the LLC under the laws of the
jurisdiction of its organization filing an application on a form pre-
scribed by the SCC.22¢ The application must set forth, among other
things, the state or other jurisdiction of the LLC’s formation, the
date of formation, the registered office and agent of the LLC in
Virginia, and a copy of the LL.C’s articles of organization.?*

The penalty for an unregistered LLC transacting business in
Virginia is that suit may not be brought in a Virginia court, al-
though the LLC is permitted to defend a suit brought against it in
such a forum.?®® In addition, after a hearing for which the individ-
ual has received notice, a fine of between $500 and $5,000 may be
imposed on each member, manager, or employee of an unregistered
foreign LLC who does business in Virginia and knows that regis-
tration is required and has not been obtained.?®® The transactions
that do not constitute doing business in Virginia under the Act for
purposes of registration of a foreign LLC are virtually identical to
those that do not constitute doing business in Virginia for pur-
poses of a foreign corporation registering under VSCA.2¢°

B. Virginia LLCs Transacting Business Outside the
Commonwealth

VSCA does not expressly require that Virginia courts defer to
the law of the jurisdiction under which a foreign corporation is in-
corporated with respect to matters of shareholder liability.?** An

234. Cf. Kozyris, Corporate Wars and Choice of Law, 1985 Duke LJ. 1, 15 n.46 (listing
matters which are governed by a corporation’s jurisdiction of incorporation under the corpo-
rate internal affairs doctrine as set forth in the RESTATEMENT (SECOND) oF CONFLICT OF Laws
§§ 302-307, 309 (1971)).

235. Va. Cope ANN. § 13.1-1052 (Cum. Supp. 1991).

236. Id.

237. Id.

238. Id. § 13.1-1057(A),(B).

239. Id. § 13.1-1057(C).

240. Compare id. § 13.1-1059 with id. § 13.1-757(B).

241. However, VSCA does state that its provisions do not authorize the Commonwealth
to regulate the organization or internal affairs of a foreign corporation authorized to trans-
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express provision is unnecessary, given that courts have firmly es-
tablished that the law of the jurisdiction of incorporation will gov-
ern such matters.?*2 In contrast, the Act’s recognition of the law of
the jurisdiction of organization of a foreign LLC as governing the
liability of its members is a response to uncertainties concerning
the liability treatment of LL.Cs transacting business outside the ju-
risdiction of their organization.

Currently, only two states’ legislatures other than Virginia’s have
expressly directed their courts to apply the laws of the jurisdiction
of an LLC’s organization as to matters of member liability.?¢* The
courts of seven other states would probably reach this same result,
although not statutorily obligated to do so0.2** The courts of the
remaining states have expressed no position as to which state’s law
should govern with respect to the liability of an LLC member.

A case frequently cited for its refusal to apply the law of the
jurisdiction of an entity’s organization with respect to owner liabil-
ity is Means v. Limpia Royalties.?*® In Means, suit was brought in
Texas to rescind the purchase of an interest in a business trust?®
organized in Oklahoma.?*” The investor had purchased the interest
on the representation of the promoters of the trust that he would
not be subject to personal liability for the trust’s obligations.?*®

act business in Virginia. Id. § 13.1-761(C) (Repl. Vol. 1989).

242. See RESTATEMENT (SECOND) OF CoNrFLICT OF Laws § 307 and reporter’s notes (1971).

243. Those states are Colorado and Kansas. See CoLo. Rev. StaT. § 7-80-901; KaN. STAT.
ANN. § 17-7636(a).

244, Those states are Utah, Texas, Nevada, Wyoming, Florida, Indiana and Maryland.
The Utah Act provides for the registration of foreign LLCs, but states that its provisions do
not “govern the organization and internal affairs of a foreign limited liability company.”
UrTal CoDE ANN. § 48-2b-143(1), -144. The Texas and Nevada Acts have a similar provision.
1991 Tex. Sess. Law Serv. Ch. 901, § 46, Article 7.01; 1991 Nev. Stat. Ch. 442, to be codified
at Nev. Rev. Star. § 551. The Wyoming and Florida Acts do not recognize foreign LLCs at
all. It seems unlikely, though, that the courts of those states would not respect the law of
organization of a foreign LLC as to member liability, since they grant limited liability to
members of domestic LLCs. See Fra. STAT. § 608.435, -436; Wyo. StaT. § 17-15-113, -121.

Although Indiana has not adopted an LLC statute, an LLC may register to transact busi-
ness in Indiana as a foreign LLC. Inp. CoDE ANN. §23-16-10-1 to -10.1-1 (Burns 1989 &
Supp. 1990). An LLC may register to transact business in Maryland as a foreign corpora-
tion. Memorandum from Kaye Brooks Bushel, Assistant Attorney General, State of Mary-
land to Dean W. Kitchen (Jan. 24, 1990). In either state, the ability to register would proba-
bly be construed as approval of the law of the jurisdiction in which a foreign LLC is
organized as to member liability.

245, 115 S.W.2d 468 (Tex. Civ. App. 1938).

246, See supra note 3 for a brief discussion of the history of the business trust.

247. Means, 115 S.W.2d at 469.

248, Id. at 474-75.
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Oklahoma law did provide limited liability to shareholders of such
a trust; however, Texas law treated such shareholders as general
partners for liability purposes.?® The Texas court ruled that prin-
ciples of comity could not displace Texas’ established public policy
with respect to the liability of shareholders in a business trust.?®°
Accordingly, the court allowed recision of the purchase on the ba-
sis that the promoters made material misrepresentations concern-
ing the limited liability of shareholders in the trust.?®*

In Farmers’ & Merchants’ National Bank v. Anderson,®®® a
Texas bank brought suit in Iowa against several shareholders of a
business trust organized in Texas when the trust defaulted on a
note held by the bank.2®® Iowa law provided limited liability to the
shareholders in such a trust unless they mutually agreed to share
its liabilities.?** Because the shareholders had not made such an
agreement, the court dismissed the suit holding that Iowa public
policy overrode principles of comity in this instance.?®® Therefore,
applying the same reasoning as the Means court, the Anderson
court reached the opposite result with respect to trust shareholder
liability.

These two cases illustrate the inconsistent treatment that LLCs
will experience if courts of other jurisdictions allow notions of local
public policy to influence their decisions with respect to LLC
member liability. Such inconsistent decisions can only invite fo-
rum-shopping. The need for coherence with respect to fundamen-
tal issues such as member liability presents a compelling reason for
following the law of the state in which an LLC is organized with
respect to the liability of its members.2*® Abiding by the law of an
LLC’s jurisdiction of organization will allow the LLC to be a viable

249. Id.

250. Id. at 475.

251. Id.

252. 216 Iowa 988, 250 N.W. 214 (1933).

253. Anderson, at 989-91, 250 N.W. at 216.

254, Id. at 995, 250 N.W. at 217.

255. Id. at 999, 250 N.W. at 219-20.

256. The application of the law of the jurisdiction of organization to the internal affairs of
an entity has constitutional underpinnings in the Full Faith and Credit Clause and the
Commerce Clause. See Kozyris, supra note 234, at 30-46. The enforcement of the law of a
corporation’s state of incorporation with respect to matters of shareholder liability will in-
sure uniform treatment of the corporation’s shareholders as well as yield to the law of the
state most likely to have the dominant interest in the determination of the issue. RESTATE-
MENT (SECOND) or ConrLICTS OF LAws, § 307 comment a (1971). Similarly, it has been ar-
gued that for practical reasons the liability of owners of a business trust must be determined
under the laws of a single state, that of the trust’s formation. Note, supra note 3, at 1145-46.
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choice of entity in today’s increasingly national and international
business markets.

Because no cases have addressed the issue of member liability in
multistate transactions, no assurances can be given that an LLC’s
members will be insulated from personal liability in jurisdictions
that have not adopted LLC statutes. However, as stated above, a
committee has been formed to study the advisability of a uniform
LLC statute.2” Such a statute would clear the way for nationwide
recognition of the LLC’s limited liability. Until that time, Virginia
practitioners representing LLCs will want to make members well
aware of the risks associated with conducting business in other
jurisdictions.

Certain steps can be taken to mitigate the possibility of personal
liability being imposed on LLC members.?®® If an LLC will be
transacting business in a jurisdiction that does not provide for re-
gistration of foreign LLCs, an attempt should be made to register
the LLC as a foreign corporation.?®® In addition, the articles of or-
ganization should not list as a specific purpose of an LLC that it
will transact business in a jurisdiction which does not recognize the
limited liability of LLCs, since such a provision could be inter-
preted to be a consent to be governed by that jurisdiction’s laws.

257. See supra note 12 and accompanying text.

9258. Colorado has attempted to ‘statutorily mitigate the possibility of personal liability
being imposed on members of Colorado LLCs. Coro. REv. Stat. § 7-80-106. This statute
provides:

It is the intention of the general assembly by the enactment of {the Colorado Act]
that the legal existence of limited liability companies formed under [the Colorado
Act] be recognized beyond the limits of this state and that, subject to any reasonable
registration requirements, any such limited liability company transacting business
outside this state be granted the protection of full faith and credit under section 1 of
article IV of the Constitution of the United States.

Id.

259, The West Virginia Secretary of State has refused to allow a Florida LLC to register
as a foreign corporation. Telephone interview with Robert E. Wilkinson, Deputy Secretary
of State of West Virginia (May 21, 1991). The California Secretary of State did not permit a
Wyoming LLC to register as either a foreign corporation or limited partnership. Letter from
Bill Holden, Staff Counsel, Corporate Division, California Secretary of State, to Michael L.
Kreuger (Sept. 20, 1990). Even if permitted, registration as a foreign limited partnership
would be undesirable because at least one LL.C member would need to be designated as the
“general partner” of the LLC, exposing that person to potential personal liability in the
state of registration.
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VI. Usk or THE LLC IN SELECTED SITUATIONS

Though it provides flexibility in both management and financial
structure, there are limits to the situations in which the LLC will
be used. Because of the restrictions on transfer of membership
rights and continuation of the LLC’s business upon an event of
withdrawal of a member, the LL.C will not be a publicly-traded
entity.2e°

Even for some smaller businesses, such as service providers, the
LLC may not be the most desirable entity. For example, a personal
service corporation may be able to consistently eliminate any taxa-
ble income through payment of reasonable salaries and bonuses.
Since such an entity will not generate taxable income, a C corpora-
tion may be desired in order that shareholder employees may be
provided certain tax-favored employee fringe benefits not available
on a tax-favored basis to partner/employees of a partnership and
more than two percent shareholder/employees of an S corpora-
tion.?®* It also should be remembered that the LLC will not be
available to a sole proprietor who seeks limited liability, since an
LLC must have at least two members.2®? In this situation, an S
corporation may be the appropriate entity.

However, assuming that tax classification and choice-of-law is-
sues are resolved favorably, the LLC could become the entity of
choice in a variety of situations. The following examples are pro-
vided as a point of departure in illustrating the benefits available

260. See supra notes 122, 123, 133 and accompanying text. Even if an LLC could achieve
partnership classification without these restrictions, certain publicly-traded LLCs would be
subject to taxation as corporations under the publicly-traded partnership provisions of the
tax code. LR.C. § 7704 (1988).

261. Unlike a C corporation employee, a partner in a partnership, or an employee who
owns over two percent of an S corporation, is taxed on the value of the following employee
fringe benefits: (1) the $5,000 death benefit exclusion under LR.C. § 101(b), (2) the exclu-
sion from income of amounts paid for an accident and health plan under LR.C. § 105(b)-(d),
(3) the exclusion from income of amounts paid by an employer to an accident and health
care plan under I.R.C. § 106, (4) the exclusion of the cost of up to $50,000 of group-term life
insurance on an employee’s life under LR.C. § 79, and (5) the exclusion from income of
meals or lodging furnished for the convenience of the employer under LR.C. § 119. S. Rep.
No. 640, 97th Cong., 2d Sess. reprinted in 1982 U.S. Cope CoNc. & ApMIN. NEws 3253, 3272-
73 (1982). The preceding provisions extend tax-favored treatment to common law employees
but not to self-employed individuals, such as partners, as defined under tax code § 401(c)(1).
See LR.C. §§ 101(b)(3), 105(g) (1991), 106, Treas. Reg. § 1.79-0 (as amended in 1983). LR.C.
§ 1372(a) excludes more-than-2% S corporation shareholders from such tax-favored treat-
ment. LR.C. § 1372(a).

262. See supra note 34 and accompanying text.
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from the LLC in specific business settings.

The LLC will have a number of advantages over the limited
partnership in the context of closely-held real estate ventures.
While both the LLC and the limited partnership will enjoy the
benefits of partnership tax treatment, the LLC will facilitate shar-
ing of outside bases arising from liabilities among all the mem-
bers?®® and thus the making of tax-free distributions of cash and
property in which all members can participate. If qualified non-
recourse real estate financing is obtained,?%* the more balanced al-
location of liabilities to members bases also will increase the
amount of losses with respect to which all members will be entitled
to a deduction.?®®

Furthermore, although no assurances can be given, the LL.C may
permit a member to materially participate in the management of
the project, such that the member’s income and loss from the LLC
(other than, with limited exceptions, rental income and loss)?¢® are
active under the passive loss rules, without risking personal liabil-
ity for the project’s debts and obligations due to such activity.2%?

Structuring a computer software, bio-technology or other high
technology enterprise as an LLC will yield a number of benefits.
Limited liability is a high priority in such an enterprise due to the
possibility of errors and omissions liability for technology malfunc-
tions. The LLC or the S corporation, then, will be the appropriate
entity.?®® If a software program, medical device or pharmaceutical
is successful, entity-level taxation on the increased license fees for
the technology or the appreciation recognized on the technology’s

263. See supra text accompanying notes 210 and 211.

264. See supra note 198.

265. See id.

266. For a definition of rental activity, see LR.C. § 469(3)(8) (1991) and Temp. Treas. Reg.
§ 1.469-1T(e)(3) (as amended in 1989).

267. However, members of an LLC may be unable to avoid personal liability outside of
their membership capacities with respect to two principal sources of liability for real estate
developers: acquisition debt and environmental compliance. Lenders probably will want per-
sonal guarantees from LLC members for loans used to acquire real estate. As stated above,
environmental liability can be imposed on a managing member personally, based on his
status as an “operator” of LLC property. See supra note 113 and accompanying text. How-
ever, an adequately capitalized LLC should insulate its members from tort creditors as well
as routine trade creditors.

268. A C corporation would not be a desirable entity because undistributed license or
royalty income of a C corporation may be subject to tazation at a 28% rate pursuant to the
IRC’s personal holding company provisions. See generally ILR.C. §§ 541-47 (1991).
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sale?®® can be avoided using either the LLC or the S corporation.?”®

Beyond this similarity, though, the LLC will provide a number
of advantages not available with the S corporation. Corporations
and other business entities, as well as foreign individual investors
who are not U.S. residents, will be able to make equity investments
in a technology enterprise structured as an LLC. Membership in-
terests with preferential distribution or conversion features may be
offered without terminating pass-through income tax treatment. If
the technology is patentable and the LLC either develops the tech-
nology from conception or acquires it before it is reduced to prac-
tice, the members of the LL.C who are individuals will be entitled
to long-term capital gain treatment on their allocable share of in-
come arising from the sale of the technology, even if payments are
periodic or contingent on productivity.?”* Furthermore, although
no assurances can be given, the partnership classification of the
LLC arguably may allow persons who do not have investment
funds but who have valuable technical or other abilities to provide
future services in exchange for a fully-vested interest in the LLC’s
profits without recognizing taxable income on the transaction.?”2
Since ownership interests in these types of enterprises are almost
always illiquid due to their high failure rate, the inability in an
LLC to transfer all membership rights without the consent of the
remaining members is not a substantial disadvantage.

Another situation in which the LLC may be the entity of choice
is in a joint venture between large corporations. Large corporations
typically participate in joint ventures by forming special purpose
subsidiaries which serve as partners in a joint venture partnership.
The subsidiaries provide the parent corporations with insulation
from liability, while the partnership’s pass-through treatment
yields a more desirable income tax result than the dividends-re-
ceived deduction that would be available if the parent corporations

269. Generally, a sale of technology is deemed to occur upon the transfer of all substantial
rights to the technology, even if such transfer is in the form of a license. See, e.g., LR.C. §
1235 (1991) (relating to transfers of patent rights).

270. This ability to avoid taxes assumes the S corporation does not have C corporation
earnings and the income does not constitute “excess net passive income” of the corporation,
which under IRC § 1375 will be taxed at the highest corporate rate. LR.C. § 1375 (1991).

271. LR.C. § 1235(a) (1991); Treas. Reg. § 1.1235-2(d)(2) (as amended in 1980). The Rev-
enue Reconciliation Act of 1990, Pub. L. No. 101-508, § 11101, 1990 U.S. Cope ConeG. &
ApMIN. NEws, 104 Stat. 400 (establishing a maximum ordinary income rate of 31% and a
maximum net capital gains rate of 28%); see L.R.C. § 1(a)-(e), (i) (1991). In addition, an
individual can use capital gains to offset capital losses that exceed $3,000 per tax year.

272. See supra note 202.
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were to structure the venture as a corporation in which each par-
ticipated as a shareholder.??® In addition, use of an unincorporated
entity for the venture entity allows large corporations to avoid dis-
closure and waiting-period requirements under the Hart-Scott-
Rodino Antitrust Improvements Act.?™* A joint venture LLC by it-
self will provide the tax and liability advantages associated with
the joint venture partnership owned by special-purposé subsidiar-
ies, without the inconveniences associated with a tiered-entity ap-
proach. Also, since the LLC is an unincorporated entity, use of the
LLC as the venture vehicle should not trigger Hart-Scott-Rodino
disclosure and waiting-period requirements.

VII. CoNCLUSION

The LLC represents the latest advance in business entities. Yet,
because the Act borrows heavily from VSCA and VRULPA, many
of its features already will be familiar to the Virginia practitioner.
An LLC that is classified as a partnership and that is assured of
limited liability in all jurisdictions will combine ownership, opera-
tional, tax and liability advantages in a way that its nearest rela-
tives, the S corporation and the limited partnership, cannot. If tax
classification and choice of law issues are resolved in the LLC’s
favor, it will no doubt become an often-used tool of the business
planner.

273. For example, if two corporations are 50% shareholders in a joint venture corpora-
tion, the joint venture corporation will be taxed on its income and will provide each parent
corporation with a dividends-received deduction of 80%, leaving 20% of the dividend in-
come taxable at both the joint venture corporation level and the parent corporation level.
See LR.C § 243(c) (1991). In contrast, if the venture is structured as a partnership in which
each parent’s wholly-owned subsidiary owns a 50% interest in the partnership, the partner-
ship will pass-through its income equally to the subsidiaries. The income will be taxed at
the subsidiary level, but each subsidiary, because it is at least 80%-owned by its parent, will
provide a 100% dividends-received deduction to its parent. See id. § 243(a)(3). The result
will be that income from the venture will only be taxable at one level: that of the parents.

274. 16 C.F.R. § 801.40 (1991) makes the Hart-Scott-Rodino Antitrust Improvements Act
of 1976 [hereinafter Hart-Scott-Rodino Act}], codified as § 7A of the Clayton Act 15 U.S.C. §
18a (1988 & Supp. I 1990), applicable to joint ventures in which a corporation is used as the
venture entity. Hart-Scott-Rodino Antitrust Improvements Act of 1976, Pub. L. No. 94-435,
§ 201, 1976 U.S. Cope Cong. & ApMmIN. NEws 90 Stat. 1390; see also S. AxinN, B. Foce. M.
StoLL & B. PRAGER, AcquisiTioNs UNDER THE HART-ScOT-RODINO ANTITRUST IMPROVEMENTS
Act § 3.04][3][a] (1988) [hereinafter AXINN]. Transactions that are subject to the Hart-Scott-
Rodino Act require, among other things, the filing of a notification with the Federal Trade
Commission and the Justice Department accompanied by a $20,000 fee and the observance
of a 30-day post-filing waiting period before closing the transaction. 15 U.S.C. § 18a(b)(1);
Pub. L. 101-162, 103 Stat. 998 Section 605. For a more detailed discussion of these require-
ments, see AXINN, supra, at §§ 7.01 -8.05.






