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BEST PRACTICES FOR BUSY ATTORNEYS: BUSINESS FORMATION

Bradley W. Miller
Miller Law LLC
(614) 489-9481
brad@bradleymillerlaw.com

BUSINESS STRUCTURE

The first step in business formation, and one often overlooked by lawyers, is
determining the best structure for the business. The structure of a business incorporates
details such as the number of entities, function of each entity in the overall business
concept, and ownership. Each detail should be examined as part of the overall strategy of

setting up the business.
Single Entity Structure

The most basic business structure is one entity carrying out all the functions of the
business. A large majority of small businesses are structured this way. A single-entity
structure is simple, the least expensive option, and sufficient in most cases.

‘\/Owner\ji‘
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Company

Complex Business Structures

There are instances though where a more complex business structure will benefit
the owners. Such structures can range from simply using a separate fictitious or trade
name (DBAs) for each activity the business conducts to having multiple inter-related

entities with disparate owners.



Fictitious and Trade Names. The simplest structure is separating activities the
business conducts using fictitious or trade names (cumulatively referred to as DBAs).
This can be used where there is no liability benefit to be gained by having separate
entities, but for branding or internal reasons, such as accounting, it makes sense to
separate the activities. As an example, an architectural firm may want to create a DBA for
the 3D-drafting component of its business so it can market that service to other architects.
Because they are still the same entity though, all income and liability from the 3D-

drafting part of the business will go to the architectural firm.

Parent-Subsidiary. There are times where rather than just creating a DBA for a
specific activity within the overall business, it may make sense to create a separate,
wholly owned subsidiary company. If the architectural firm wanted to be able to sell off
the 3D-drafting part of the business, having it as a separate entity makes it much easier to
do that. A parent-subsidiary structure can also provide the parent with some liability
protection. For entities such as an LLC or corporation, the owners are generally not
responsible for the liabilities of the company. A parent company can use this liability
protection to provide some insulation from a high-risk subsidiary activity that is a small

part of its overall business.

Parent

Subsidiary A| |Subsidiary B

Multiple Entities with Common Ownership. The next step up in complexity is
creating multiple entities with common ownership. This could be two, three, four, or

more entities depending on the needs of the situation. The owners of each entity could be

individuals or could be a parent “holding” company with its own set of owners.



Parent

Company X Company Y

One reason you may want to use multiple entities is when there are multiple,
distinct sub-businesses within the overall business. These sub-businesses could be
unrelated, like a person who owns a law practice and also drives for Uber in the evenings.
For various reasons, including liability protection, you would want to keep the law firm
separate from the Uber driving. The sub-businesses could be related though, such as a
lawyer with a law practice who also owns a title agency. Beyond the regulatory and
ethical reasons, having multiple entities here would help to isolate the liabilities of the

law practice from those of the title agency.

Structuring a business with multiple entities can also be beneficial for asset
protection. As was mentioned before, one of the reasons to form an entity such as an LLC
or corporation is that it protects the assets of the owners from the liabilities of the
business (and vice versa). Similarly, the assets of one entity are generally protected from
the liabilities of another entity. Small businesses can take advantage of this by using one
entity to own the assets and another to conduct the operations of the business. If the
operating entity is sued and gets a judgment against it, the creditor can’t get to the major
assets. If the judgment is large enough or there are multiple judgments against it, the
operating entity can be dissolved and the owners still have the assets to sell or use to start

a new business later.

Transportation. Because vehicle accidents are common and can be expensive, a
business that owns a fleet of vehicles can protect them by setting up one entity to own the
vehicles and another to operate them. When an accident occurs, the responsible party

would be the operating entity, and the vehicles themselves would be protected.
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Operating
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Company

Manufacturing. Small manufacturing companies often have large pieces of
specific machinery that they couldn’t operate their business without. By keeping the
machinery in a separate entity, the business can ensure the machinery will be available

regardless of the liabilities of the business as a whole.

Parent

Operating

Company Machinery

Intellectual Property. For some businesses, their intellectual property, including
trademarks, copyrights, and patents, has significant value. Placing this IP in a separate
entity and then licensing it to the operating entity protects the IP from lawsuits. It also

makes it easier to sell or license to third parties. An example of a larger business using

this is Wendy’s restaurants. Wendy's has various entities for different parts of its business,

but its trademarks and IP rights in the Wendy’s name and logos are held by Oldemark
LLC.

Parent

Operating Intellectual
Company Property

Real Estate. Real estate holdings should almost always been held in separate
entities (normally LLCs). For a business that owns the land and/or building it operates

out of, having a separate real estate holding company protects the real estate from the



liabilities of the business. If the real estate is for investment purposes only, such as a
rental property, having separate entities for the real estate and management operations
protects the real estate from the operational liabilities, such as a slip-and-fall claim. And
if there are multiple pieces of real estate, each should be owned in a separate entity to

insulate them from the lenders of each other.

Parent

Real Estate Real Estate
1 2

Multiple Entities with Disparate Ownership. Sometime there are different parts
of a business, and each has its own set of owners. As an example, two individuals may
own a real estate investment company. Each property may have different investors. Each
piece of real estate could be its own entity, with its individual investors as owners. The
management company, owned by the two individuals, would have an ownership interest
in each of the different real estate entities. In this example, each piece of real estate is
protected from the others, and each investor is only an owner of the real estate they

specifically invested in.
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Disadvantages. The greatest disadvantage of these structures is their complexity.
The cost to set up and maintain such a structure will increase exponentially as the
complexity of the structure increases. At some point the administrative costs may

outweigh the benefits of the complexity. Therefore it is usually advisable to only make



the structure of a business as complex as it needs to be to accomplish its purpose. It can

be easy to get lost creating complexity merely for the sake of complexity.

ENTITY SELECTION

Only once you have determined the appropriate structure for the business can you

select the proper entity type.
Entity Types.

While there are many different types of entities recognized in Ohio, there are four

you will be most likely to consider.

Sole Proprietorship. If there is a single owner, the default entity type is sole
proprietorship. More accurately, a sole proprietorship is the absence of an entity — there
is no separation between the business and the individual owner. The owner is 100%
responsible for all the liabilities of the business. Similarly, all income and allocations of

profits and losses go directly to the owner.

There are no filing requirements to become a sole proprietorship. If the owner

wishes to use a name other than his or her own, they can file for a fictitious or trade name
with the Ohio Secretary of State (non-lawyers will often speak of this as “being a DBA”).

The filing fee for either of these name registrations is $50.00, making a name registration

cheaper than setting up an entity.

Often an individual owner will ask if it is worth setting up an entity or just being a
sole proprietorship. There are four reasons why it is beneficial for an owner to choose an
actual entity: 1) the cost to create an entity is low; 2) a sole proprietorship is not seen as
professional as a formal business entity, and some third parties may not be willing to deal

with a sole proprietorship; 3) having an entity shows that the person is serious about their



business, and that it is more than just a hobby, which can impact how they operate it; and
4) most importantly, the only way an owner can get any liability protection is through

forming an entity.

Partnerships. To be a partnership, there must by definition be more than one

member. The most common type of partnership is the general partnership. Where the

default for a single owner business with no formal entity is a sole proprietorship, the
default for multiple owners is the general partnership. Often a general partnership is

unintentionally created when two or more people start to do business together, even if

they have no desire to entire into any formal business [ORC §1776.22(A)]. A general
partnership can also be registered with the Secretary of State [ORC §1776.05].

In a general partnership, each partner is jointly and severally liable for the debts
and liabilities of the partnership, as well as of the other partners [ORC §§1776.35-36].

This means that if one partner incurs liability, the other partners may be equally
responsible for the entire liability. Because of this, there are few instances where a

general partnership is advisable.

A limited partnership is one where there is a general partner and at least one

limited partner. The limited partner is not liable for the debts and obligations of the
partnership [ORC §1782.19]. However, in exchange the limited partner may not have
operational control of the business. In this sense, the limited partner is essentially an

investor. The general partners have the ability to control the operations of the business,
and just like with a standard general partnership they are liable for the partnership’s

obligations. Limited partnerships are sometimes used in joint ventures where the general

partner is an entity with liability protection for its owners.

The final type of partnership is the limited liability partnership (LLP). In this

entity, all the partners have limited liability from the partnership as well as the other

partners [ORC §1776.36(C)]. In addition, unlike the limited partnership all partners are



able to actively participate in the operations of the business. This type of entity was very

common prior to the establishment of LLCs in Ohio in 1994, including with law firms.
Since then, most businesses tend to choose the LLC over the LLP if they don’t want to be

formed as a corporation.

Corporation. A corporation is simply a group of people authorized to act as a
single entity. The owners of a corporation are shareholders, who are not responsible for
the liabilities of the corporation. The shareholders elect and vest control of the business in

a board of directors [ORC §1701.59]. The directors may allocate the day-to-day
operations of the business to officers (e.g., President, CEO) [ORC §1701.64].

Corporations have strict formality requirements and must have annual meetings (both

shareholders as well as directors) and keep meeting minutes [ORC §1701.37].

A corporation is often overkill for a small business, where there are only a few
owners who are also the directors and officers. However there are some circumstances
where a corporation would be the best entity type. One such situation is where the owners
intend to seek outside venture capital or take the company public (register the company
on a stock exchange). Often venture funds will require the companies they invest in to be
corporations for tax purposes and because they are more familiar and comfortable with
the laws and protections of corporations over other types of entities. If either of these is a
goal for the owners, it is usually easier and much cheaper to set up as a corporation from

the beginning rather than change entity types midway later.

Limited Liability Company. The most common type of entity right now for
small businesses is the limited liability company (LLC), based largely on its flexibility.
LLCs give you the best of both corporations and partnerships. Like a corporation, the

members (what the owners of an LLC are called) are not liable for the debts, obligations,
or liabilities of the company solely because of their being a member [ORC §1705.48].
However, like a partnership there are few formalities that need to be followed — an LLC

does not have to hold annual meetings, and while it is advisable to do so, an LLC does



not need to keep accurate meeting minutes. Because an LLC is based on the principles of
contract, you can set it up more like a corporation, with a board of directors and officers,
like a general partnership with all owners having the same responsibilities, or anywhere

in between.

Since the majority of small businesses being set up by lawyers right now are

LLCs, the remainder of the materials will be focused on them.

Tax Treatment

The Internal Revenue Service (IRS) does not recognize an “LLC” for tax

purposes. Instead, it has adopted the “check the box” rule, whereby an LLC can choose
how it would like to be taxed [Treas. Dec. 8697 (1996)].

Types of Tax Treatments. By default, a single-member entity will be treated like

a sole proprietorship (considered a disregarded entity) with all allocations of income,

profits, and losses passing through to the individual owner. This is recorded on Schedule

C of their personal income tax return. The disregarded entity itself does not file a tax

return or pay taxes (on the federal level — state and local law may vary).

If there are multiple owners, by default the LLC will be treated like a partnership.

This means that, like with the sole proprietorship, the income, profits, and losses pass
directly to the members. This is usually done in proportion to each member’s percentage
ownership interest, but can be modified through the operating agreement. Each member’s

share is recorded on Schedule C of their personal income tax returns. Like a partnership,
the entity itself does not pay taxes (again, state and local law may vary). However, it does
file an informational return with the IRS that shows the allocations of income, profits,

and losses to each member.



If the members don’t want to go with the default tax treatment for the LLC, they
can select another type of tax treatment. The two types available are S-corporation and
C-corporation treatment. C-corp tax treatment is how large corporations such as
Microsoft and Apple are taxed. The company files its own return and must pay tax on its
income. If profits are distributed to shareholder as distributions, each owner then pays tax
on what they received. This is the famed “double taxation,” since the income is taxed

when the company receives it and when the individual receives it.

The members can also choose S-corporation tax treatment. The “S” in this case

stands for “small business.” Similar to partnership tax treatment, the company itself does
not pay tax; the income, profits, and losses pass through to the members. For an S-corp
though, these allocations must be proportional to the members’ percentage interests. To
qualify for S-corp treatment, there must be 100 or fewer owners, the owners must be

natural persons (not entities) who are U.S. citizens or residents, and there can only be one

class of stock/membership interest.

As a side note, someone will often ask whether they should be an LLC or an S-
corp. This is not a valid question, since they are trying to compare apples and oranges.
One of these — an LLC — is a type of entity. The other — S-corporation — is a tax
treatment. There is no S-corporation entity; you can be an LLC or a corporation, and then
choose S-corp tax treatment. And LLC is not a tax treatment nor recognized for (federal)
tax purposes. As an LLC you are either taxed as a disregarded entity/partnership, S-corp,
or C-corp. So it is impossible for you to choose between the two. Unfortunately, this
point is often confused or misstated by lawyers, including those who regularly do

business formation.

Selecting a Tax Treatment. There are usually two related considerations when
determining what type of tax treatment to choose for an LLC. The first is member
payment. Only employees of a business can be paid a salary. Owners of partnerships and

disregarded sole proprietorship cannot be employees. Payments to them are normally

10



considered to be out of the profits of the business and called “draws” or distributions. If
the owners of partnerships and disregarded sole proprietorships want to get a regular
payment, this is called a “guaranteed payment.” If the entity is taxed like an S-corp, the
owners can be considered employees of the company, and therefore can be paid a salary.
This salary must be reasonable based on their job in relation to the overall income of the

business.

The other consideration is self-employment tax. When an employee is paid a
salary (or wages), employment taxes are withheld by the employer and remitted to the
government. At the end of the year, the employee gets a W-2 tax form that lists the
amount of employment tax withheld. Owners of partnerships and disregarded sole
proprietorships do not withhold employment tax. Instead, they pay self-employment tax
on their share of profits. With S-corp treatment, if the owners are considered employees
and take a salary, the company must withhold and remit employment taxes on that salary.
Payments beyond the salary are considered distributions of profits and are subject to self-

employment tax.

The tax treatment decision is important because self-employment tax is often
more than the employment tax withheld from an employee salary. So a person can save
money by being an employee with a salary and withholding as opposed to everything
being subject to self-employment tax. However, there are administrative costs associated
with having employees; namely that you must run payments through a payroll system and
take care of the associated accounting. The threshold where the self-employment tax
savings outweigh the administrative costs of payroll, and therefore make it advantageous
to select S-corp tax treatment, will vary from business to business. The best advice is to

bring in an accountant who can look at the owners’ complete income and tax picture and

help the client determine which tax treatment would be best.
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Registering the Business

Registering with the Secretary of State. Once it has been decided that an LLC is
the best type of entity for the business, it must be registered with the Ohio Secretary of
State. An LLC is formed through the filing and acceptance of its articles of organization.
There are only three main requirements that the articles must address in order to be valid.
The Ohio Secretary of State has a form set of articles that complies with the minimum

legal requirements necessary.
Requirements.

1. Name of company. The name of an LLC must include the words “limited

liability company” or one of the following abbreviations: “LLC,” “L.L.C.,” “limited,”
“Itd.,” or “Itd” [ORC §1705.05(A)]. It must also be distinguishable on the records of the

Secretary of State from another entity or trade name [ORC §1705.05(B)].

2. Duration of existence. By default, the period of duration of an LLC is

perpetual [ORC §1705.04(B)]. There are a few instances where it may be preferable to

state a fixed period, such as where the company is created for a specific purpose, such as
a joint venture, and then dissolved once the purpose has been either accomplished or

frustrated.

3. Statutory agent. Every LLC must continuously maintain a statutory agent to

accept service of process on its behalf [ORC §1705.06(A)]. Normally this is a natural
person, but it can also be an entity. Traditionally a corporation was the only type of entity
that could serve as a statutory agent. However, Senate Bill 98 of the 130th General
Assembly, effective May 2014, expanded the types of entities that can serve as statutory
agent to essentially include any type of entity that is formed or registered to conduct

business in Ohio and has an Ohio business address.

12



4. Optional provisions. The articles may include a statement of the purpose of the

company. If none is provided, the purposes is assumed to be “any purpose or purposes for

which individuals lawfully may associate themselves...” [ORC §1705.02]. Similar to a
statement of the duration of existence, this is often unnecessary and limiting to the
company. The articles may also include any other provision not inconsistent with
applicable law that the members desire, including the date the company enters into

existence, so long as the date is within 90 days of the date of filing [ORC
§1705.04(A)(3)].

Execution. The articles must be signed by at least one member, manager, or other
person authorized to file the articles on behalf of the company. Signers are also known as
incorporators. If the incorporator is an entity, then the articles may be signed on behalf of
the entity by an authorized representative. By signing, the incorporator certifies that they

have the requisite authority to execute the document.

Filing. Articles may be filed by mail, in person at the Secretary of State’s office,

or online via the Secretary of State’s Ohio Business Central system. The current filing fee
for articles of organization is $125.00. The stated processing time for articles is 3-7
business days. The filing may also be expedited for an additional fee. Filings may be
expedited to be processed within 2 business days, within 1 business day, or within 4
hours if received by 1:00pm. If the articles otherwise comply with all the requirements of

Section 1705 of the Revised Code (also known as the “Ohio Limited Liability Company
Act” or the “Act”), the Secretary of State must accept them [ORC §1705.07(A)].

EIN Registration. Once the articles have been approved, the entity is official.
The next step is obtaining a federal tax ID number, also known as an Employer
Identification Number (EIN). This number is used to identify the business and is similar
to a personal social security number. The EIN is necessary to open a bank account for the

business, as well as being required for employment tax purposes.
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The EIN application can be completed online through the IRS website
(http://www.irs.gov/Businesses/Small-Businesses-&-Selt-Employed/Apply-for-an-

Employer-Identification-Number-(EIN)-Online). There is no cost to obtain an EIN, and it

is issued immediately at the end of the process. Alternatively, an EIN can be obtained via

fax or mail using form SS-4.

Requirements. The EIN application requires the name and address of the business.

It also asks for the industry and when the business was established. One owner must be
identified as the “responsible party.” This is the person or entity that the EIN will be

associated with.

An EIN can be applied for either by an owner of the entity or a third party
representative. To obtain an EIN on behalf of your client, you must follow the rules for
third party representatives. This includes having a signed, paper copy of the EIN
application on file as well as written authority from an owner of the company giving you

permission to obtain the EIN on their behalf.
Securities Law Issues

Not just an issue for large corporations, securities law issues can come up with

LLCs as well.

Determining if an Interest is a Security. The offer and sale of securities is
regulated by the Securities Act of 1933. An interest in an LLC isn’t specifically
mentioned in the Securities Act (LLC weren’t created until about 40 years later).
However, the U.S. Supreme Court in SEC v. W.J. Howey Co., 328 US 293 (1946),
defined a security as an investment with an expectation of profits solely from the efforts
of a third party. This definition has been extended to LLCs. Therefore, the interest of a
passive “investor” member in an LLC would be a security and subject to federal
securities law. An interest in an LLC is not a security under this definition, though, if the

owner 1is active in the business.
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In Ohio, the securities laws are found in Section 1707 of the Revised Code. The

Ohio Securities Act broadly defines securities and specifically includes membership
interests in limited liability companies [ORC §1707.01(B)]. There is no distinction of

whether the member is active in the business or not, so technically every membership

interest in an LLC is a security under state law.

Licensing Requirements. Both federal and state laws require dealers and
salespersons of securities to be registered. Provided that the LLC is selling its own
membership interests and not using a third party, these licensing requirements generally

will not apply.

Registration and Transfer Requirements. Unless otherwise exempt, a security
must be registered or the subject of a notice filing under both Ohio and federal law. There

are several exemptions that a membership interest in an LLC may qualify for.

Intra-State Offerings. Under Section 3(a)(11) of the Securities Act of 1933, any
company that 1) is organized in the state where it is offering securities, 2) carries out a
significant amount of its business in that state, and 3) makes offers and sales of its
securities only to residents of that state is exempt from federal registration. There is no
limit on the size of the offering or the number of purchasers. Most LLCs that are local

businesses will likely qualify for this exemption.

Ohio’s intra-state exemption is located in ORC §1707.03(0). It exempts from
registration the sale of a security by the issuer where there are 10 or fewer purchasers for
a period of one year from the date of the sale. It is important to note that a sale which
qualifies under the federal Act may still be subject to state registration if there are more

than 10 purchasers.

Assuming the company you are setting up has 10 or fewer members and they are

all Ohio residents, the initial set-up will normally qualify for this exemption. There would

15



therefore be no further securities requirements. If the initial set-up does not qualify for

the intra-state exemption, you will most likely turn to the private placement exemption.

Private Placement Offerings. A private placement offering under Section 4(a)(2)
of the Securities Act of 1933 is a transaction by an issuer where there is no public
offering. A qualifying offering that meets the requirements of the section are exempt from
registration. Rule 506 of Regulation D of 17 CFR 230 sets out objective “safe harbors”

for a sale under Section 4(a)(2). Under Rule 506(b), a sale is exempt if the issuer:

1. Does not generally solicit or advertise the securities;
2. Does not sell to more than 35 sophisticated non-accredited investors;
3. Gives non-accredited investors disclosure documents similar to those given

under a registered sale;

4. Is available to answer questions from prospective non-accredited purchasers;
and
5. Provides financial statements to non-accredited investors.

An accredited investor includes: 1) executive officers, directors/managers, or
general partners of the company; 2) any person whose individual net worth, or net worth
with spouse, exceeds $1,000,000; and 3) any person with an individual income exceeding
$200k in each of last two years, or joint income exceeding $300k, and has reasonable
expectation of reaching the same income level in the current year [17 CFR §203.215].

The initial members of an LLC are likely to be considered either managers or general

partners, and therefore be accredited.

The Rule 506(c) exemption was created as a result of the 2012 Jumpstart Our
Business Startups (JOBS) Act. It removes the general advertisement limitation. However,
all investors must be accredited, and the issuer must take reasonable steps to verify the

accredited status.
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Any sale conducted under a Rule 506 exemption must be reported, although not
registered, with the Securities Exchange Commission on Form D within 15 days of the

first sale of securities in the offering.

If a sale is brought under federal Rule 506, the federal exemption preempts state

law. However, Rule 506(b) generally corresponds with the exemption in ORC
§1707.03(X). Section 1707.03(X) requires a copy of the federal Form D to be filed with

the Ohio Department of Commerce Division of Securities, along with the required filing

fee.

OPERATIONS AND MANAGEMENT

If there is to be a disagreement between the members of an LLC, it is likely going
to be over the operations and management of the company. It is imperative these topics
are discussed and determined at the start of the business, and put down on paper for

future use.
Management Structure

An LLC must have at least one member, who can be either a natural person or
entity [ORC §1705.01(G) & (K)]. The management of an LLC can be either reserved for

the members or put into the hands of managers.

Member-Managed. Unless otherwise provided in the operating agreement, by
default the management of an LLC is vested in the members in proportion to their capital
contributions [ORC §1705.24]. This is generally the simpler form of the two and is akin
to the management structure of a partnership. This option is often used when all of the
members are natural persons who will be active in the business and therefore want to

have a voice in the day-to-day operations of the business.
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Each member of a member-managed LLC is deemed an agent of the company
[ORC §1705.25(A)]. The act of any member in carrying out the business of the company

in the usual course of business binds the LLC, unless the member in fact did not have the
authority to act on behalf of the company in the particular matter and the person the
member is dealing with has knowledge of that fact. It is important to note that this
authority is limited to actions done in the apparent carrying on in the usual way the
business of the company. Whether an action is in the usual way of the business of the
LLC will be a factual determination. However, if the business of the company is to own
real estate, for example, and a member enters into a contract to purchase an ice cream

truck to operate, that would likely be seen as outside the usual way of the business.

In addition, unless a member is authorized to do so or if the other members have

abandoned the business, the following actions require the unanimous consent of the

members:

1. Assigning the property of the company in trust for creditors or on the
assignee’s promise to pay the debts of the company;

2. Disposing of the good will of the business of the company;

3. Doing any other act that would make it impossible to carry on the ordinary
business of the company;

4. Confessing a judgment; or

5. Submitting a claim or liability of the company to arbitration or reference.

Generally, any decisions regarding the operations of the company will require at
least a majority of either the members or membership interests. The exact percentage and
whether it is of the members or membership interests should be stated in the operating
agreement, and if not is assumed to be a simple majority of the membership interests.
Individual members can be given control, through the operating agreement, of certain
aspects of the day-to-day operations much like officers of a corporation to facilitate

efficiency.
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Manager-Managed. The management of an LLC can also be given to a single or
group of managers [ORC §1705.29(A)]. Limited liability companies with passive

“investor” members often are set up this way. An LLC can only be manager-managed if it

is set out in the operating agreement; otherwise management by the members is assumed.

A manager-managed form is similar to the board of directors/shareholder
dichotomy of a corporation in that the authority to run the company is in the hands of the
managers, with certain voting rights over major issues that impact the essence of the
company reserved to the members. There can be any number of managers, and a manager

can be a natural person or entity. A manager need not be a member, but can be.

Except as provided in the operating agreement, every manager is an agent of the
company and the act of any manager in carrying out the business of the company in the
usual course of business binds the LLC, unless the manager in fact did not have the

authority to act on behalf of the company in the particular matter and the person the
manager is dealing with has knowledge of that fact [ORC §1705.25(B)]. Similar to

member-management, the authority of the managers to bind the LLC is limited to actions

done in the apparent carrying on in the usual way the business of the company.

Unless a manager is authorized to do so or the LLC is dissolved, a manager

cannot do any of the following:

1. Assign the property of the company in trust for creditors or on the assignee’s
promise to pay the debts of the company;

2. Dispose of the good will of the business of the company;

3. Do any other act that would make it impossible to carry on the ordinary
business of the company;

4. Confess a judgment; or

5. Submit a claim or liability of the company to arbitration or reference.
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A person who is both a manager and member of an LLC has the rights, powers,

restrictions, and liabilities of both a manager and member [ORC §1705.25(C)].

In a manager-managed LLC, the sections in the operating agreement relating to
the managers are very important. The powers and authority of the managers should be
clearly described, particularly if they are to be either more restrictive or more expansive
than what the Revised Code sets out. Similarly, the operating agreement should state how

managers may be removed and the process for electing and replacing them.
Operating Agreement

The operating agreement is the most important document for an LLC. It is similar
to a partnership agreement and governs the relations between the members, managers,
and company [ORC §1705.081(A)]. While binding on it, the LLC entity does not have to
sign the operating agreement. In many cases the terms of the operating agreement will
supersede the statutory default, and this can be used to provide more favorable terms to
the members and/or managers. An operating agreement can be entered into at any time
after the formation of the LLC — although as a practical matter, the best time to achieve
the unanimous agreement of the members is soon after the LLC is formed. A written
operating agreement is recommended; however oral agreements of the members can be

enforceable [ORC §1705.01(J)].

An operating agreement may not do any of the following [ORC §1705.081(B)]:

1. Vary the rights and duties relating to the articles of organization;

2. Unreasonably restrict the right of access of a member to the books and records
of the company;

3. Eliminate the duty of loyalty, although the operating agreement may identify
activities that do not violate the duty or authorize or ratify a specific act or
transaction that would otherwise violate the duty;

4. Eliminate the duty of care, although the operating agreement may prescribe
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the standards against which the duty is to be measured;

5. Eliminate the duty of good faith and fair dealing required of members,
although the operating agreement may prescribe the standards against which
the duty is to be measured;

6. Eliminate the duties of a manager as described in ORC §1705.29, although the
operating agreement may prescribe the standards against which the duty is to
be measured;

7. Vary the requirements for a judicial dissolution of the company; or

8. Restrict the rights of third parties as described in Chapter 1705 of the Revised
Code.

Structure and Control. In putting together a comprehensive operating

agreement, the first issues to decide relate to the structure and control of the LLC.

Management. An LLC can be managed by the members or by managers. See the
section above for a discussion regarding the two options. If all of the members of the

LLC are active in the business, it is common for the company to be member-managed. If

there will be any passive “investor” members, then the LLC is usually structured to be

managed by managers — often consisting of one or more active members.

It is sometimes advisable to structure the company to be manager-managed even
when all the members intend to be active in the business. An example of when this may
be appropriate is when one or more of the members, often holding significant or majority
interests, will be acting as officers or executives and conducting the business operations
of the company. The remaining members simply provide services or work in the
production of products, acting similar to employees. A manager-managed structure is also

preferred if the company intends to give equity interests to its employees.

When it comes to being manager-managed, there are various ways to structure the
management including a single member as manager, a management team (similar to a

board of directors), a non-member manager (similar to an executive director), and a
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corporate officers and directors format. Which method is best is mainly determined by

the preferences of the members.

Restrictions on and Replacement of Management. If the LLC is manager-
managed, then the operating agreement should include provisions for determining,
terminating, and replacing managers. Without these provisions, there is no mechanism for
the members to oversee the conduct of the managers outside of legal action or to replace
managers who have been terminated or resign. Some common reasons for removing a

manager include:

For cause;
The failure of the manager to maintain the required standards of care;
Upon the death, disability, or incapacity of the manager;

Malfeasance;

wok D=

In some instances where the managers are required to be members, if the
manager transfers all of its membership interest; and

6. Any act of moral turpitude that might affect the company.

The exact process for removing the manager should be laid out to minimize issues during

the transition.

The authority and limitation of the powers of the managers should also be

specified, particularly if the company wishes to deviate from the defaults of ORC

§1705.25(B). Some common restrictions, particularly in a closely-held LLC, include:

Entering into long-term contracts;
Indebtedness over a specified amount;
Confessing judgment or filing a petition of bankruptcy;

Admitting or removing members or other managers; and

A e

Selling the assets of the company so as to make it impractical to carry on the

business company, or otherwise dissolving it.
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For the most part, the managers can be given as much or as little power to act on

behalf of the company as the members want.

Membership Percentage vs. Units. Due to their historical roots limited liability
companies share many of the same characteristics as partnerships, and traditionally one
of those is the idea of percentage interest. In a partnership where there are three partners
with an equal interest, for example, each partner is said to own a 1/3 interest in the
partnership (or simply 1/3 of the company). The interest can be expressed as a fraction of
the total (e.g., 1/2, 2/3, 3/5) or a numeric percentage (e.g., 50%, 25%, 62%). This
partnership model is the default, and so the majority of LLCs designate membership

interest as percentage interest.

As a hybrid form of entity, an LLC can also follow a corporate structure issuing
membership units as opposed to shares of stock. Treating the interests as units rather than
percentages can be helpful if the LLC is intending to have many members, seek outside
funding, or where the members are more familiar and comfortable with the corporate
structure. Unlike with corporations, the filing fees with the Secretary of State do not

increase as the number of membership units authorized increases.

Voting. Voting by the members may be on a per person or per interest basis. In an
LLC where members have one vote per person, each member is equal to every other
member, regardless of their ownership interest. One-person-one-vote is favorable to
minority interest holders as it gives them a say in the affairs in the company that they
would likely otherwise not be entitled to. Conversely, one-person-one-vote is generally
disfavored by majority interest holders as it gives an equal vote to those who may not

have as much of a financial interest in the company.

In per interest voting, each member gets a vote proportional to their interest in the
business. So the vote of a member with a 35% interest in the company would be weighted

35%, and a 65% interest holder would have their vote weighing 65%. To make it easier to

understand, the percentages are often turned into whole numbers of votes — a 35%
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interest would entitle the member to 35 votes. If percentages are converted to whole
numbers of votes, the operating agreement can specify if the votes of the same member
need to be the same or can be different (e.g., if a 35% interest holder can vote 20 votes

for one candidate and 15 for another).

The percentage required for votes on various issues should be stated as part of the
operating agreement. The most common is a simple majority, defined as 50%+1. Simple
majority voting is used for ordinary operational issues. Supermajority is a percentage
greater than 50%+1 but less than unanimous. It is normally used for major actions of the
business, such as adding or removing a member. Exactly what percentage a supermajority
requires should be specified in the operating agreement, and it can vary from issue to
issue. Additionally, care should be taken to ensure that a supermajority vote isn’t really a
unanimous one in disguise. Unanimous decisions should be reserved for issues that
impact the structure or continuation of the business, since any member, no matter how
small their membership interest, has a veto. A vote to dissolve the business often requires

a unanimous vote.

Whenever the operating agreement states the percentage of votes needed on an
issue, the language that should be used when voting is done on a percentage basis is “the
affirmative vote of % of the membership interests of the company.” This makes it
clear it is not one-person-one-vote. If the intention is to have one-person-one-vote, then

“of the membership interests” can be replaced with “of the members.”

Meetings. Unlike a corporation, under Ohio law an LLC is not required to have
meetings of the members. If the members wish for mandatory member meetings,
however, that can be accomplished through a requirement in the operating agreement.
Even if member meetings are not mandatory, and in particular if there are passive
members, the company may want the operating agreement to include rules for meetings if

and when called.
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If the operating agreement is to allow for member meetings, the rules for calling
meeting should be specified. Without such rules, a minority member could become a
nuisance by calling for unnecessary meetings. An important part of these rules are the
notice provisions. The provisions should provide for how meetings can be called, the
length of time in advance notice must be given, how and if notice can be waived, and the
specific requirements management must follow in providing notice to the members. The
rules may also specify if meetings may be held telephonically/over the internet and the
proxy and quorum rights. The latter can protect majority interest holders from action

being taken in their absence.

Capital Contributions. The initial buy-in of a member requires a capital
contribution of some kind, whether it is through cash, property, the performance of work,
or a promise to contribute cash, property, or future work. During the life of the LLC,
however, it may require additional capital for operations or even expansion. Additional

contributions of capital by members can be either mandatory or discretionary.

If mandatory contributions are allowed, provisions should be put in place for a
member who is unable to make the additional contribution. Options can range from the
member’s percentage interest being reduce proportionally, to the LLC loaning the
member the money to be paid through distributions the member is otherwise entitled to,
to the member being in default of the operating agreement. Reasonable requirements
should be put in place for when and how a call for a mandatory contribution can be made.
The decisions regarding mandatory contributions should have the involvement of all

members.

If there will be no mandatory contributions, or if cash is needed by the LLC but a
request for mandatory contribution is not approved, the operating agreement should
include the ability for discretionary contributions of capital. If a member makes a
discretionary contribution, their percentage interest in the company should be adjusted

accordingly.
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Dissolution. The Revised Code provides for four events that can lead to the

dissolution of an LLC [ORC §1705.43(A)]:

The expiration of the stated period of existence of the company;
One or more events specified in writing in the operating agreement;

The unanimous consent of the members; and

W bdb =

Upon entry of a decree of judicial dissolution under ORC §1705.47.

Point number two essentially allows the members to designate any triggering
event for dissolution they want. This can be beneficial if, for example, the LLC is created
for a specific purpose such as a real estate purchase and subsequent sale. The operating
agreement can provide that the sale of the real estate and distribution of profits is an event

that triggers the dissolution of the company.

Distributions and Allocations. Normally tax provisions of some sort will be
included in the operating agreement. There are differing tax consequences for
distributions and allocations depending on the type of tax treatment that is selected by the
company. While details of the tax consequences of each treatment is beyond the scope of

this topic, having a basic understanding of how distributions and allocations are handled
is important in being able to properly draft and understand these provisions — and to

know when to consult with an accountant or tax professional.

Distributions and Dividends. For an LLC taxed as a C-corporation, payments
made to a member with respect to the member’s interest in the company are considered
dividends under Section 301 of the Internal Revenue Code. A member pays no tax on the
cash or fair market value of property received up to the member’s basis in the company
— it is deemed a return of their capital contribution. Once all the member’s capital

contributions have been returned, any additional distributions they receive will be

considered a taxable event, normally as a capital gain. Any payments made to the extent
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of earnings and profits of the company are considered dividends instead of distributions,

and are taxable to the recipient member.

For an LLC taxed as an S-corporation, most payments will be considered
distributions. As with C-corporations, payments up to the value of the member’s capital
contribution will be tax-free returns of capital, and payments exceeding the contributions

are taxable [I.R.C. §1638].

For an LLC taxed as a partnership, there is generally no tax on payments up to the

value of the basis of the member’s interest in the company [I.R.C. §731]. Payment in

excess of the basis of the member’s interest is taxable.

Guaranteed Distributions. Even when the members intend to invest all profits

back into the company, it is a good idea to provide for distributions to cover each
member’s tax liability from the profits of the LLC. If S-corporation tax treatment has
been chosen, the distributions must be in proportion to each member’s interest in the

company in order for the LLC to maintain its tax status. If the members have chosen
C-corporation taxation for the company, this will be unnecessary since profits and losses

are not allocated to the members.

Tax Allocations. For an LLC taxed as a C-corporation, the members do not
recognize the profits and losses of the business. The business itself recognizes these on its

corporate return.

For an LLC taxed as an S-corporation, the profits and losses of the business are

allocated in proportion to the membership interest of each member in the company.

For an LLC taxed as a partnership, the allocation of profits and losses is where

things get tricky. Under I.R.C. §702, each member is allocated profits and losses based

on the owner’s distributive share. By default, the distributive share of each member is
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equal to their percentage interest in the company [I.R.C. §704(a)]. However, this may be
changed by the language of the operating agreement, and is often done so to provide for a
more equitable tax effect for the members. To be effective, any such special allocation

based on the operating agreement must have “substantial economic effect” [I.R.C.

§704(b)(2)]. Guidance on whether a special allocation meets that requirement can be

found in Section 704-1(b)(2) of the Treasury Regulations.

Transfers of Interest and Valuation. Whether the LLC is a closely-held
company or an entity with outside investors, the provisions in the operating agreement
relating to the sale and transfer of membership interests are important ones. The various
provisions below are some of the more common ones used in operating agreements.
Some of these provisions can also be used in a buy-sell agreement to help with business

transitions.

Withdrawal Rights. Restrictions on the ability of a member to withdraw is fairly
common in LLCs, especially when the operating agreement contains mandatory
contributions or when members have personally guaranteed company debts. Withdrawing
members have the right to receive the fair market value of their interest [ORC §1705.12],
so without a restriction on withdrawals a member, on a whim, could force a liquidation of
company assets to fulfill the obligation. If members are allowed to withdraw, the
operating agreement should allow the company and/or the other members to acquire the
withdrawing member’s interest. Particularly with closely-held LLCs, the members may
wish to tightly regulate who is a member. Including valuation and payment terms, as well
as what happens if neither the company nor members wish to acquire the interest, will

help ensure a smoother transition.

Right of First Refusal. A right of first refusal allows the owner of the right the
opportunity to match any bona fide offer made by a third party to purchase the interest of
a member. The right can be in the company and/or the other members of the LLC; if both

company and members have the right, an order of priority should be established. This is
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another way that the company and other members can control who can become a

member.

Push-Pull Provisions. Push-pull provisions are sometimes found in the operating

agreement of two-member LLCs. They provide each member the right to make an offer
to purchase the other member’s interest. That member may either accept the first
member’s offer, or they may instead purchase the first member’s interest at the same price

per interest as the original offer. As an example of this, a member with a 60% interest in
the company may make an offer to buy out the minority member at $10,000 per interest.
The minority member may either accept the offer and sell their interest for $400,000, or
they must pay the majority owner $600,000 ($10,000 x 60%) for their interest. Either

way, one member must sell their interest to the other.

Push-pulls can create a disadvantage when one member — usually the majority

owner — has a significant financial advantage over the other. The majority member can
set the purchase price per interest high enough so that they know the minority member
can’t afford to decline the offer and purchase the majority interest, but it still be lower

than a third-party purchaser would be willing to pay for the interest. The minority interest

holder ends up with less value for their interest than they would otherwise get.

If the members of the LLC have a similar percentage interest in the company and
both members have substantial financial resources, the initial offeror may be forced to
make an offer that is above what a third party purchaser would pay for the interest to

ensure that the other member would not decline the offer and instead purchase the
offering member’s interest. This can occur if the offering member believes that the value

of the company will be much greater in the future than it is now. In this situation, the

seller can obtain a greater value for their interest than they would otherwise get, and the
purchaser gets the full value of the company in the future — which could be much greater

than the price paid for the interest.
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Redemption and Interest-Purchase Rights. Redemption rights may be placed on
an interest in an LLC to allow the company the opportunity to purchase the interest from
the member at current fair market value. Similarly, interest purchase rights allow another
member to purchase the interest of another member. The redemption or purchase right
can be available at any time, or triggered by a specified event, and the method of
determine the value of the interest should be clearly set out. This is a method of getting
rid of an unwanted member by forcing their involuntary withdrawal. However, these
rights encumber the membership interest and so will reduce the value of the interest to a

third-party purchaser.

Anti-Dilution Rights. Anti-dilution rights are provisions in an operating agreement
that permit an existing member to match all or a portion of an offering made to a third-
party investor. This protection allows a member to prevent their membership interest
from being diluted when the company is seeking outside capital. Once an offer is made to
and accepted by a third party, the member may make their own contribution of capital to
the company so that their percentage interest does not change despite the new
contribution from the investor. In the alternative, the member may make a small

contribution that minimizes the decrease in their percentage interest.

Anti-dilution protection is often given as enticement to investors who want to
make sure that they have a guaranteed rate of return on their investment. Conversely and
for the same reason, having anti-dilution rights in place can be a deterrent to future

investors seeking similar guarantees.

Tag-Along and Drag-Along Rights. If a member is negotiating the sale of all or
part of their membership interest in the LLC to a third party, tag-along rights allow the
members of the company holding those rights the ability to participate in the sale as well.
Normally each member is allowed to participate on a pro-rata basis among those
members wanting to participate in the sale. Tag-along rights can be a way to reward the

existing or founding members of the LLC.
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Drag-along rights provide that if a majority interest holder wants to sell their
interest to a third party, and the third party desires to purchase all of the shares of the
company, the minority interest holders must sell their interests to the third-party
purchaser. The minor benefit for those members is that the third party must purchase their
interests upon the same terms and conditions as the selling member. Drag-along rights
benefit the majority interest holder who would not be able to otherwise sell their interests

in the LLC.

Mandatory Sale Triggering Events. The operating agreement can contain
provisions that tie membership interests to certain artificial requirements or events.

Requirements could include continued employment with the company or the member not
having a conviction for certain crimes. Once a triggering event occurs — such as the
member no longer being employed by the company or being convicted of one of the
specified offenses — the member is forced to sell their membership interest back to the

company and/or other members.

Mandatory triggering events like this can be useful to a small LLC in particular.
However, the provisions must clearly define the trigger event and the procedure to relieve

the member of their interest.

Involuntary Transfers. Often in a closely-held LLC the members do not want to

become a co-member with someone they did not initially intend. Certain events such as
the death or divorce of a member can effectuate a transfer of the member’s interest that

contradicts this intent. An operating agreement (or buy-sell agreement) can contain

provisions to force an heir or successor-in-interest to sell the interest back to the company
and/or the other members upon an involuntary transfer event such as the member’s death.

The operating agreement should contain directions on how the interest is to be valued.

Valuation Methods. There are three major methods of determining the value of a

membership interest in an LLC. The first is predetermined valuation. In this method,
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agreed upon values for either the interest or the entire company is agreed upon by the
members. The values are then stated either in the operating agreement or another
document (such as a buy-sell). This method only works if the values are frequently
updated, which does not often occur in most LLCs. It also requires the agreement of all

the members, which can be challenging the more members there are.

The second method is formula valuation. Instead of a set value being stated, a

formula is agreed upon by the members to use to determine the value of the company or
interests. This formula should also be frequently reviewed to ensure it takes into account
changes in the company. A good tip when using such a formula is to ensure that if a

measurement device is to be used, such as a book value, it should be selected by a

disinterested third party such as the company’s accountant.

The final method is appraisal valuation. This method requires an appraiser to be

brought in to determine value. To avoid animosity, the appraiser should be agreed upon
by the involved parties — ideally at the time the operating agreement is drafted. Best

practices here would be to select an appraiser or firm and have an appraisal when the
operating agreement is drafted. This valuation is a baseline to ensure consistent standards
are used. This same appraiser or firm would then be called on for any subsequent
valuations, utilizing the same standards as were used previously. Many feel the appraisal

method provides for the most fair and accurate valuation of a business.

Value Premiums and Discounts. The value of a membership interest can be
increased or decreased based on the amount of control that comes with it. A majority
interest, for example, may command a premium because with it would come control of
the affairs of the business. A minority interest, on the other hand, may be valued lower by
a third party since the interest holder will have less of a voice in the decision-making of
the LLC. It is possible to make accommodations for these premiums and discounts in the

operating agreement or other documents that sets out the valuation method to be used.
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Payment Terms. Specific payment terms can also be included in the operating
agreement. These payment terms can specify the method of payment, lengths of time for
payments (e.g., payment due 6 months after the interest is transferred), the number of
payments, interest rates, and whether a promissory note is to be used. Having payment
terms can allow a company or members who are unexpectedly forced to purchase a
membership interest to successfully do so without having to liquidate the assets of the

company.

Sample Drafting Checklist. There is no one “right” way to draft an operating
agreement, but the following is an example checklist of the areas that a good operating
agreement will address. Additional topics may be necessary depending the circumstances
and needs of the particular LLC. Remember that while the goal is to be comprehensive in
covering all the areas that need to be addressed by the operating agreement, it must be

easy for the members and managers to use and understand.

Definitions (may or may not be a separate section)

Formation and Organization
* Name of company

* Purpose

Principal place of business

Effective date

Term of existence

Member Contributions
* Initial capital contributions
* Additional capital contributions

* Loans to the company
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* No right to receive return of property

Allocations and Distributions

* Determination of offering of distributions

* Liquidation distribution

* Allocation of distributions among members

* Allocation of profits and losses among members

* Partnership tax issues (if partnership tax treatment)

* Guaranteed payments to cover liabilities

Managers (if manager-managed)

* Number and election of managers

Determination of the number of managers

- Minimum number of managers

Initial managers

How managers are elected

Qualifications of managers

* Power and authority of managers
- Power and authority to conduct the affairs of the business
- Percentage vote required to take action

- No non-manager has the ability to bind the company or act on its 