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Preface

The increasing emphasis in our culture on service and service industries and the shift away from large corporations for innovation
and job growth have spurred the growth of small business entities. Working closely with entrepreneurs, California attorneys
demand focused information to assist them in providing quick, accurate legal and practical guidance to their clients.

The first edition of Selecting and Forming Business Entities contained in one volume all the forms necessary to structure each of
the commonly used business entities. This new, two-volume edition continues the practical advice and easy access to useful
information of the first edition.

To make content and forms easily accessible and useful in this book, chapters contain brief discussions of significant elements in
forming and operating each entity, checklists and charts to guide the practitioner in identifying issues that regularly arise when
forming an entity, and extensive forms to enable practitioners to implement a selected course of action. These forms include
official Secretary of State forms necessary for forming an entity, as well as detailed long-form operating agreements, articles of
incorporation, bylaws, and other attorney-drafted forms, each with comprehensive annotations to guide the practitioner on the
proper use of each clause.

In addition, to assist practitioners in selecting the most appropriate entity for a particular business, Chapter 2 gives a brief initial
overview of each type of entity, then compares and contrasts ease of formation, transaction costs, federal and state income taxes,
management, transferability of interests, and liability of owners for each entity.

This book does not provide information on procedures that are required following the formation of an entity. For example, to
operate a business, most owners must also procure financing, issue shares or interests and qualify or file for an exemption for
those shares, obtain business licenses and permits, transfer property to the entity, and file tax returns. Two other CEB titles,
Financing and Protecting California Businesses (Cal CEB 2006) and Advising California Employers and Employees (Cal CEB

2005) provide information on these important procedures for start-up businesses.

CEB gratefully acknowledges the California attorneys who wrote chapters for this new edition and generously provided their
knowledge and specialized skills. For their biographical information, see About the Authors. CEB would also like to thank the
members of the Partnerships and LLCS Committee of the Business Law Section of the State Bar of California for their generous
assistance in drafting this book and for their review of the manuscript, practical comments, and other substantial contributions. In
addition, CEB acknowledges the contributions of the other practicing attorneys who reviewed each chapter manuscript and
contributed many helpful suggestions to the text. For a list of their names, see Special Acknowledgments.

CEB Attorney Editor Jean Magistrale and Legal Editors Sally St. Lawrence, Kristin Schwaighart, Enrique DeAnda, Christopher
J. Dow, Alice Kostin, and Andy Rosner contributed to this book. Administrative support was provided by Akanke Peyton and
Nila Kanzaria. Karen Lamoreux handled copyediting and production. Robert W. Burke and Kathryn Te Selle created the index.
Composition was performed by CEB's Electronic Publishing staff.

May 2010 Update

CEB gratefully acknowledges and thanks the authors of this update, who include Carol A. Brittain, of San Francisco; Edward
Gartenberg, of Gartenberg Gelfand Wasson & Selden LLP, Los Angeles; David A. Hatch of Hooper, Lundy & Bookman, Inc.,
Los Angeles; Alan M. Insul, of Woodland Hills; Thomas A. Maier, of Futterman & Dupree LLP, San Francisco; Charles E.
Mckee, of Nevers, Palazzo, Maddux & Packard, Westlake Village; Charles B. Oppenheim, Hooper, Lundy & Bookman, Inc., Los
Angeles; David M. Serepca, of McMahon Serepca LLP, San Carlos; Whitney M. Skala, of San Diego; W. Rod Stern of
Murtaugh Meyer Nelson & Treglia LLP, Irvine; Charles E. Toombs, of MclInerney & Dillon, PC, Oakland; and Ellis G. Wasson
of Gartenberg Gelfand Wasson & Selden LLP, Seal Beach. Their biographies are listed in the About the 2010 Update Authors

section.

CEB Attorney Editor Jean Magistrale and Legal Editors Sally St. Lawrence and Philip Weverka contributed to this title.
Administrative support was provided by Kenya Denman and Nila Kanzaria. Laura Linden handled copyediting and production.
Kathryn Te Selle updated the index. Composition was performed by CEB's Electronic Publishing staff.

Michael Fenger
Practice Group Manager
Buviness Law

Pamela J. Jester
Dirrector

© The Regents of the University of California
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areas of joint ventures, general corporate and business transactions in real estate and other industries, and related federal and state
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pass-through entities. A former Certified Public Accountant, Mr. Brigante was named a southern California "Super Lawyer
Rising Star" by Los Angeles Magazine. He is a member of the Orange County Bar Association; the Business, Tax, and Real
Property Law Sections of the State Bar of California; and the Partnerships and LLC Committee of the Business Law Section. Mr.
Brigante is the author of Chapter 12, "Converting Existing Entity to Limited Liability Company."

CAROL A. BRITTAIN received her A.B. in 1974 from Miami University 1n Ohio, her M.B.A. in 1977 from the Thunderbird
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and acquisitions. She has special expertise in licensing matters and in ownership expansion and transition for privately held
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committee of the International Law Section of the State Bar of California. A frequent speaker on panels and programs, Ms.
Brittain is the co-author of Chapter 2, "Evaluating Entity Choices."

ELSPETH DELANEY-PAUL received her B.A. in 1994 from Brandeis University (summa cum laude) and her J.D. in 1998
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Association. Ms. Delaney-Paul is the co-author of Chapter 10, "Professional Corporations."

DEMETRIOS DIMITRIOU received his B.A. in 1954 from the University of California (Berkeley) and his J.D. in 1959 from
the University of California, Hastings College of the Law. Mr. Dimitriou, a San Francisco sole practitioner and specialist in the
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He has spoken and written widely on these subjects and has served as an expert witness on the law governing attorneys. He is the
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EDWARD GARTENBERG received his B.A. in 1971 and his J.D. in 1974 from Columbia University. Mr. Gartenberg, a
founder of the Los Angeles firm of Gartenberg Gelfand Wasson & Selden LLP, practices in the areas of securities and business
litigation and arbitration. He is a former Staff Attorney and Special Counsel for the Division of Enforcement of the United States
Securities and Exchange Commission, and a former Special Assistant United States Attorney for the United States Attorney's
Office. Mr. Gartenberg is an arbitrator for the National Association of Securities Dealers. He is Chair of the Partnerships and
Limited Liability Companies Committee of the Business Law Section of the State Bar of California, a past Chair of the Business
Section of the Beverly Hills Bar Association, and a former member of the Board of Governors of the Beverly Hills Bar
Association. Mr. Gartenberg has spoken and written widely on partnerships, limited liability companies, and securities law. He is
the co-author of Chapter 6, "Limited Partnerships."

ALAN M. INSUL received his B.A. in 1973 from the University of California (Los Angeles) and his J.D. in 1978 from the
Southwestern University School of Law, where he was a member of the Moot Court Honors Program and served as summer law
clerk to the Hon. Lynn Compton, Presiding Justice, Division 2, District 2 of the California Court of Appeals. He has been CEO
to companies in the telecommunications industry. Currently in private practice in Woodland Hills, Mr. Insul specializes in
corporate, real estate, and business law. Mr. Insul is a member of the Business Law Section and the Real Estate Section of both
the California State Bar and the Los Angeles County bar associations. He is Vice-Chair and Managing Editor of the Business
Law News, the official publication of the California State Bar's Business Law Section. He is currently a member of the Steering
Committee of the Real Property Brokerage Subcommittee of the California State Bar's Real Property Section. He has written a
weekly business column for the Valley Business Journal. Over the last 35 years he has served on numerous charitable boards of
directors in both the private and public sectors. He is the author of Chapter 3, "Selecting a Business Name," and Chapter 7,
"Limited Liability Partnerships."

THOMAS A. MAIER received his B.A. in 1976 from Southern Illinois University, his J.D. in 1979 from the University of



California, Berkeley, School of Law, and his LL.M. in 1980 from New York University Law School. A partner at Futterman &
Dupree LLP, San Francisco, Mr. Maier specializes in general business and tax law. He is a member of the California Bar
Association, the International Fiscal Association, the San Francisco Bar Association, and the Alameda County Bar Association.
Mr. Maier has served as an Adjunct Lecturer at Golden Gate University in San Francisco, a presenter at the University of
California, Berkeley, School of Law, co-chair of the East Bay Tax Club, and chair of the Alameda County Bar Association
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structuring, drafting, and executing business entity formations, as well as capitalizations, syndications, shareholder agreements,
and securities law compliance and disclosure. He also represents clients in governance and compliance, asset transfers, mergers
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Georgetown University. Mr. Skala practices law in San Diego, with an emphasis on corporate and real property acquisitions and
financings and on corporate and partnership formation and operating matters. He is the author of Chapter 8, "S and C
Corporations."
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member of the Tax Sections of both the Orange County Bar Association and the State Bar of California and is also a member of
the Orange Coast Estate Planning Council. He is the co-author of Chapter 2, "Evaluating Entity Choices."

CHARLES E. TOOMBS received his B.A. in 1974 from the University of California (Berkeley), his J.D. in 1984 from the
University of San Francisco, and his LL.M. in taxation in 1987 from New York University. Mr. Toombs is an attorney and
shareholder with the law firm of McInerney & Dillon, PC in Oakland, and specializes in tax, business, corporate, nonprofit, and
real estate matters. He has served as Chair of the Business Law Section Executive Committee of the Alameda County Bar
Association and as a member of the Budget Committee of the Kensington Community Service District, and he is a past member of
the Kensington Community Council. He is an author of Advising California Partnerships (3d ed Cal CEB 1999) and is the author
for this book of Chapter 5, "General Partnerships."
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University of Southern California, his J.D. in 1995 from Western State University, and his LL.M. in corporate law and
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office of Gartenberg Gelfand Wasson & Selden LLP, specializes in corporate transactions, taxation, and mergers and acquisitions.
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as tax planning for closely held businesses. He is the co-author of Chapter 6, "Limited Partnerships."
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The following attorneys served as consultants for this book by reviewing and commenting on one or more chapters. Their
suggestions have made the book more accurate, more practical, and more reflective of actual practice. To each of them we express
our special thanks:

Allan B. Duboff

Loeb & Loeb LLP, Los Angeles

Sara Langford Ennor

Law Offices of Sara Langford Ennor, San Leandro

Lee Kolodny

Akin Gump Strauss Hauer & Feld, Los Angeles

Jeffrey R. Matsen

Bohm Matsen Kegel & Aguilera, LLP, Costa Mesa

Charles E. McKee

Nevers, Palazzo, Maddux & Packard, Westlake Village
Robert C. Norton

Stone Rosenblatt & Cha, Woodland Hills

Partnerships and Limited Liability Companies Committee of the Business Law Section
State Bar of California

Justin A. Radell

Akin Gump Strauss Hauer & Feld, Los Angeles

Lemoine Skinner IT1

Goodson Wachtel and Petrulis, a Professional Corporation, Los Angeles
Eric Sternberger

San Rafael

Suzanne L. Weakley

California Continuing Education of the Bar (CEB), Oakland

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/Special Acknowledgments
Special Acknowledgments
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associate at Thelen Reid Brown Raysman & Steiner, LLP, for help in drafting the chapter.

Chapter 8: The author, Whitney M. Skala, is grateful for the assistance of Terrence Smith, Esq., in the preparation of this
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chapter. They would also like to thank Maureen Houlihan for her help in assembling the manuscript.
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the form are the responsibility of the author of the chapter, Charles E. McKee.

In addition, CEB wishes to express its continuing gratitude towards the authors of the previous edition of this book. Their names
are listed below together with their affiliations at the time.

John R. Bonn

Sheppard, Mullin, Richter & Hampton, LLP, San Diego
Richard G. Burt

San Jose

Colby A. Campbell

Trainor Robertson, Sacramento

Leonard E. Castro

Musick, Peeler & Garrett, Los Angeles

Demetrios Dimitriou

San Francisco

James F. Fotenos

Greene Radovsky Maloney & Share LLP, San Francisco
David M. Greenberg

Larkspur

Jack J. Johal

Hanson Bridgett Marcus Vlahos Rudy LLP, Sacramento
Steven J. Kirschner

Los Angeles

Paul L. ("Chip") Lion, I

Morrison & Foerster, Palo Alto



Mark D. Lubin

Stein & Lubin, LLP, San Francisco

Debra Nicholson

Law Offices of Lawrence L. Hoffman, Tahoe City
Laurence H. Pretty

Pretty & Schroeder, Los Angeles

Whitney M. Skala

San Diego

Charles E. Toombos

Mclnerney & Dillion, PC, Oakland

Robert C. Trask

Metropolitan Pacific Capital, LL.C, Santa Monica
Jeffrey A. Unger

Beverly Hills
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As of January 1, 2010, an attorney who does not carry professional liability insurance must inform a client, in writing, at the time

of the engagement. Cal Rules of Prof Cond 3-410. See §§1.22-1.23.

The Second Appellate District of California held that a former law firm client waived his right to arbitration of a fee dispute
under the Mandatory Fee Arbitration Act by requesting affirmative relief for the law firm's alleged malpractice. Fagelbaum 5
Heller LLP v Smylie (2009) 174 CA4th 1351, 95 CR3d 252. See §1.20.

Effective January 1, 2010, the Uniform Limited Partnership Act of 2008 (Re-RULPA) (Corp C §§15900-15912.07) applies to all
California limited partnerships. Discussions throughout the book have been revised as appropriate to accommodate this final

phase-in of the new law. See, e.g., §§2.60, 2.68, 2.70, 2.72, 2.106, 2.182, 4.21, 12.24, 12.29, and chap 6.

A limited partner has no fiduciary duty to the limited partnership or the other partners solely by reason of being a limited
partner. Corp C §15903.05(a). See §2.182.

The Secretary of State has adopted detailed regulations governing approval of business entity names. See 2 Cal Code Regs
§§21000-21009. The regulations provide guidelines for the Secretary of State to use to determine whether proposed business
entity names are the same as, deceptively similar to, or substantially the same as an existing name. See §§3.6, 3.20, 3.22, 3.27.

Effective January 1, 2010, if the United States Postal Service returns a notice of expiration of a fictitious business name to the

county clerk as undeliverable, the clerk is not required to retain the notice. Bus & P C §17929(e). See §3.9.

For taxable years beginning on or after January 1, 2011, a foreign corporation taxpayer that satisfies any of four conditions set

forth in Rev & T C §23101(b) is "doing business" in California for the taxable year. See §4.11.

An apportioning trade or business (other than one that derives more than 50 percent of its gross business receipts from
conducting one or more specific "qualified" business activities) may now make an irrevocable annual election to apportion income

with a single sales factor formula. See §4.12.

The California Court of Appeal has held that there is no fiduciary duty under California law owed to creditors by directors of a
corporation solely by virtue of its operating in the "zone" or "vicinity" of insolvency. Berg ¢5 Berg Enters. v Boyle (2009) 178 CA4th
1020, 100 CR3d 875. See §4.16.

Profit sharing is not presumed to create a partnership when the profits are received in payment for services as an independent

contractor. Zhe Fifth Day, LLC v Bolotin (2009) 172 CA4th 939, 91 CR3d 633 (dissenting opinion of Mosk, J). See §5.3.

Limited partners may take any action required or permitted by law to pursue, settle, or terminate a derivative action on behalf of
the limited partnership without incurring the liability of a general partner. See §6.11.

Business and Professions Code §§6174 and 6174.5, signed by the Governor on January 25, 2010, and effective as emergency
legislation the same day, codify the obligations of LLPs engaged in the practice of law. See §§7.8, 7.29.

Investors had shareholder standing to bring action to invalidate election of directors, even though no shares had been issued. Haah

v Kim (2009) 175 CA4th 45, 95 CR3d 515. See §8.48.

The legislature amended Corp C §20, effective January 1, 2010, to eliminate the requirement that an electronic transmission to a
shareholder or member satisfies the federal Electronic Signatures in Global and National Commerce Act (E-Sign Act) (156 USC
§§7001-7006) and to provide that a shareholder's consent to electronic transmissions include a written statement. See §8.61.

The exclusion ceiling for public transit has been increased temporarily, during the period from February 17, 2009, through
January 1, 2011, to equal the exclusion ceiling for qualified parking. See §10.12.

The Supreme Court denied certiorari in Ventas Fin. I, LLC v California Franchise Tax Bd. (2008) 165 CA4th 1207, 81 CR3d 823, cert
denied (2009) __ US __, 173 L Ed 2d 1076, 129 S Ct 1917, a case in which the Court of Appeal held that when a foreign LLC
conducts business both within and outside of California, the LLC is entitled to a refund of an amount of its annual California fees
apportioned based on the extent of out-of-state business it conducted. See §11.7.
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Cutoff Dates

We completed legal editing and analysis of authorities cited in this publication as of February 19, 2010, and monitored
developments through March 18, 2010.

CEB Citation
Cite this publication as: Selecting and Forming Business Entities (2d ed Cal CEB 2007).
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§1.1 I. SCOPE OF CHAPTER

Business attorneys and their clients need to understand the terms and scope of the professional engagement and
the respective responsibilities of each party. An attorney-client engagement agreement helps accomplish this objective
by identifying the client, establishing the scope and terms of the engagement, and setting the fee.

Before drafting the attorney-client engagement agreement, the attorney should consider the ethical issues raised by
the California Rules of Professional Conduct, ethics opinions, statutory provisions, and court rules. Because satisfactory
engagement arrangements in one area of law may not be suitable in another, a standard agreement may be difficult to
create. Engagement agreements require the same degree of custom drafting as any other business contract.

This chapter briefly discusses the practical and ethical concerns arising from initiation, as well as termination, of the
attorney-client relationship. For a letter of nonengagement, see §1.26. For a complete letter of engagement, see
§8§1.27-1.42. For a letter of disengagement on completion of legal services, see §1.43. For a letter of disengagement
before legal services are completed, see §1.44.
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Il. ETHICAL ISSUES IN REPRESENTING BUSINESS ORGANIZATIONS

§1.2 A. Determining Whether Representation Is Appropriate

Before representing a prospective client who requires advice in organizing and operating a business entity, the
attorney must gather enough preliminary information to determine whether it is appropriate to represent the client,
including:

e The identities, brief background biographies, and business affiliations of each of the principals (e.g., members,
officers, shareholders, partners) of the business to be organized;

e The identities, brief background biographies, and business affiliations of any persons who are expected to enter
into material relationships with the business to be organized;

e A summary of the business operations in which the entity plans to engage and the business plan of the entity in
sufficient detail to permit the attorney to identify potential areas of legal advice and services that the client will
need during the business's organizational and initial operating stages; and

e Any trade names under which the individuals or the business entity operate or will operate.

This information will help the attorney learn at the earliest possible stage whether the subject matter of the
representation falls within his or her areas of professional expertise. See §1.3. At a minimum, the attorney should know
enough to prevent unnecessary delay or other prejudice to the client's interests if the attorney must later refer the client
to another attorney or otherwise decline further representation.

NOTE: An attorney has a duty to protect confidential information acquired from a potential client during the information-
gathering stage whether or not the attorney accepts the engagement. See Bus & P C §6068(e). There is a limited
exception to this confidential communication privilege. An attorney may, but is not required to, reveal a client
confidence to the extent that the attorney reasonably believes it is necessary to prevent a criminal act likely to
result in death or substantial bodily harm. Bus & P C §6068(e). See Cal Rules of Prof Conduct 3-100(B).

The preliminary information gathered by the attorney should enable him or her to identify any potential conflicts of
interest before discussing significant confidential information and rendering substantive legal advice. Although issues of
professional competency and conflict of interest must be continually reviewed during the subsequent stages of the
attorney-client relationship, the initial screening process should help eliminate unnecessary problems that might
otherwise result if the attorney proceeds prematurely.
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§1.3 B. Assessing Attorney's Professional Competence to Represent Client

Before advising a client on any matter, the attorney must have the skill and expertise to handle the matter
competently. Cal Rules of Prof Cond 3-110; ABA Model Rules of Prof Cond 1.1. Advising a client about organizing or
operating a business entity requires not only competence in the business organization of sole proprietorships,
corporations, partnerships, limited liability partnerships, limited liability companies, and associations but also expertise in
other areas of law (e.g., taxation, securities regulation, estate planning, family, labor, real property, intellectual property).
In addition, the attorney may need to be familiar with special areas of law that apply to the specific business entity to be
formed. Some of these issues may be within the range of a general or business attorney's expertise; others may not.

As pointed out in Cal Rules of Prof Cond 3-110(A), an attorney may not intentionally, recklessly, or repeatedly fail to
perform legal services with competence. "Competence" is defined to mean that the legal services must be rendered
with diligence, learning, and skill and the mental, emotional, and physical ability reasonably necessary for the
performance of such services. Cal Rules of Prof Cond 3-110(B). See, e.g., In re Brockway (2006) 4 Cal St Bar Ct Rptr
944, 2006 Cal Op Lexis 3 (attorney violated Rule 3-110(A) and acted in reckless disregard of client's cause by not
completing or filing documentation for client, thereby missing urgent deadline relevant to client's matter). If an attorney
does not have the requisite competence, he or she can either (Cal Rules of Prof Cond 3-110(C)):

e Associate with or professionally consult with another attorney who is reasonably believed to be competent, or
e Acquire sufficient learning and skill to become competent before performance is required.

For further information on the applicability of Cal Rules of Prof Cond 3-110, see Layton v State Bar (1990) 50 C3d
889, 268 CR 845; Horne v Peckham (1979) 97 CA3d 404, 158 CR 714, disapproved on other grounds in ITT Small
Bus. Fin. Corp. v Niles (1994) 9 C4th 245, 256, 36 CR2d 552. In addition to liability for negligence, an attorney is
subject to discipline for failure to associate or consult with a specialist if he or she lacks necessary knowledge or
experience. See Lewis v State Bar (1981) 28 C3d 683, 170 CR 634.

At every stage of an engagement, attorneys should review their ability to provide the necessary level of competence.
They should be candid with their clients about the need to associate with another attorney or to refer their clients to
another attorney.
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§1.4

C. Identifying Potential Conflicts of Interest

Among other responsibilities, an attorney representing a client has the following duties:

The duty of undivided loyalty to the client (e.g., Flatt v Superior Court (1994) 9 C4th 275, 36 CR2d 537);
The duty to avoid representing adverse interests (Cal Rules of Prof Cond 3-300, 3-310);

The duty to keep the client reasonably informed and make available copies of significant documents when
necessary to keep the client informed (Bus & P C §6068(m); Cal Rules of Prof Cond 3-500); and

The duty to maintain client confidences and secrets (Bus & P C §6068(e); Goldstein v Lees (1975) 46 CA3d
614, 120 CR 253; California State Bar Formal Opinion No. 1993-133).

When an attorney represents more than one client in a matter, the attorney-client engagement letter must address
these four conflicting duties in a manner consistent with Cal Rules of Prof Cond 3-310(C). In Gong v RFG Oil, Inc.
(2008) 166 CA4th 209, 82 CR3d 416, the court found that counsel was disqualified from concurrently representing the
majority shareholder and the corporation in a suit by a minority shareholder for involuntary dissolution. Given the
plaintiff's allegations that the majority shareholder misused corporate funds, interests of the corporation and the majority
shareholder were adverse; counsel would be unable to satisfy the duty of undivided loyalty to either client. 166 CA4th at

216.

NOTE: An attorney who is "of counsel” to a firm or other lawyer may be subject to the rule that imputes a conflict of

© The

interest to members of the same firm, with the consequence of automatic disqualification. See People ex rel
Department of Corps. v Speedee Oil Change Sys., Inc. (1999) 20 C4th 1135, 86 CR2d 816. For further
information regarding the "of counsel" relationship, including a definition of the term, its uses, current status, and
scope, see American Bar Association, Senior Lawyers Division, The Of Counsel Agreement: A Guide For Law
Firm and Practitioner (3d ed 2005).
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§1.5 1. Conflicts Among Parties

Attorneys hired to form or advise a business entity are often asked to represent individuals with conflicting interests.
Although the interests of associated individuals may differ with respect to capital investments, liquidity, control,
allocations of profits and losses, and taxes, prospective clients commonly ask a single attorney to represent both the
entity and multiple participants with divergent interests.

An attorney may not represent multiple parties with conflicting interests except with the informed written consent of
each party. Under Cal Rules of Prof Cond 3-310(C):

A member shall not, without the informed written consent of each client: (1) Accept representation of more
than one client in a matter in which the interests of the clients potentially conflict; or (2) Accept or continue
representation of more than one client in a matter in which the interests of the clients actually conflict; or (3)
Represent a client in a matter and at the same time in a separate matter accept as a client a person or
entity whose interest in the first matter is adverse to the client in the first matter. [Emphasis added.]

Thus, the attorney must comply with Rule 3-310(C) with respect to both potential and actual conflicts. Three distinct
conflict-of-interest scenarios may confront an attorney:

(1) If no potential or actual conflict exists, Cal Rules of Prof Cond 3-310 does not apply.

(2) If a potential conflict exists at the beginning of the attorney-client engagement or subsequently arises during the
course of representation, Rule 3-310 applies and requires the attorney to obtain the client's written consent to initial or
continued representation.

(3) If an actual conflict exists at the beginning of the attorney-client engagement or subsequently arises during the
course of representation, Rule 3-310 applies and requires the attorney to obtain the client's written consent to initial or
continued representation. Even if the client's written consent was obtained when a potential conflict existed or arose,
another written consent is required when the potential conflict becomes an actual conflict.

An attorney representing more than one client should be alert for possible conflicts of interest throughout the entire
period of representation. If multiple representation initially appears appropriate but interests diverge or an actual conflict
arises during the course of representation, the attorney must inform the parties in writing of the nature of the conflict
and its foreseeable consequences. The attorney should obtain the parties' informed written consent to continued
representation despite any prior consents that the parties may have granted. Cal Rules of Prof Cond 3-310(C)(1)-(2).

Unless the engagement letter makes it clear that any communication received by the attorney from one client cannot
be kept secret from the other clients, the attorney may be placed in an ethically untenable position. If one of the clients
disclosed a secret to the attorney that was material to the representation, the attorney would be required to disclose to
the other clients that such a communication was received (without disclosing the content of the communication) and
then would be forced to withdraw from representing the group. Instead of giving each client this power to force the
attorney to withdraw, the engagement letter should prohibit the clients from giving the attorney information that cannot
be disclosed to the other clients.

Explicit ethical guidelines apply for an attorney representing an organization. See Cal Rules of Prof Cond 3-600(A);
Responsible Citizens v Superior Court (1993) 16 CA4th 1717, 20 CR2d 756. The attorney must explain the client's
identity to management, investors, employees, members, or other constituents when the organization's interests are or
may become adverse to those of the individuals representing the organization. Cal Rules of Prof Cond 3-600(D). On
the duty of an attorney representing a corporation or another organization when corporate and individual interests differ,
see ABA Model Rules of Prof Cond 1.13.

NOTE: Nothing in Rule 3-600 prohibits an attorney from representing an organization and its directors, officers,
employers, shareholders, or other constituents except as provided in Cal Rules of Prof Cond 3-310. See Cal
Rules of Prof Cond 3-600(E). See also Gong v RFG Qil, Inc. (2008) 166 CA4th 209, 82 CR3d 416 (corporate
counsel disqualified from concurrently representing majority shareholder and corporation when they had adverse
interests under Rule 3-310 because, given that plaintiff's claim was maijority shareholder's alleged misuse of



corporate funds, counsel could not satisfy undivided duty of loyalty).

For a form of disclosure of potential conflicts between an individual client and the business entity, see §1.38. For a
form of disclosure of potential conflicts among multiple clients, see §1.39. For a form of disclosure and waiver of conflict
with another client of the firm, see §1.40.
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2. Conflicts Between Attorney and Client

§1.6 a. Prior Relationship

An attorney may not accept or continue representation of a client without providing written disclosure to the client if
the attorney:

e Has a legal, business, financial, professional, or personal relationship with a party in the same matter (Cal Rules
of Prof Cond 3-310(B)(1));

o Knows or reasonably should know that the attorney previously had a legal, business, financial, professional, or
personal relationship with a party or witness in the same matter and that that relationship would substantially
affect the representation (Cal Rules of Prof Cond 3-310(B)(2));

e Has or had a legal, business, financial, professional, or personal relationship with another person or entity who
the attorney knows, or reasonably should know, would be substantially affected by resolution of the matter (Cal
Rules of Prof Cond 3-310(B)(3)); or

e Has or had a legal, business, financial, or professional interest in the subject matter of the representation (Cal
Rules of Prof Cond 3-310(B)(4)).

Disqualification of the attorney does not require proof that the attorney actually possesses confidential information.
The attorney's knowledge of confidential information is presumed if a substantial relationship has been shown to exist
between a former representation and the current one, and when it appears from the nature of the former representation
or the relationship of the attorney to the former client that confidential information material to the current dispute would
normally have been imparted to the attorney Largo Concrete, Inc. v Liberty Mut. Fire Ins. Co. (ND Cal, Jan. 2, 2008,
No. C 07-04651 CRB) 2007 US Dist Lexis 95690.

For a form of disclosure and waiver of conflict with another client, see §1.40.
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§1.7 b. Investment in Client's Business

Conflicts arise if the attorney wants to invest in a client's business, accept an economic interest in the business in
lieu of fees, or enter into transactions to provide goods or nonlegal services to a client. In any business transaction with
a client or in any situation in which an attorney otherwise knowingly acquires a pecuniary interest adverse to the client,
the attorney must (Cal Rules of Prof Cond 3-300; see ABA Model Rules of Prof Cond 1.8, 1.13):

e Fully disclose the transaction in writing to the client;

e Ascertain the fairness of its terms;

e Advise the client in writing that the client may seek independent legal advice;
e Provide the client with a reasonable opportunity to seek such advice; and

e Obtain the client's informed written consent to the transaction.

The attorney may also need to disclose the transaction in writing to others (e.g., directors, shareholders, limited
partners) and obtain their informed written consent.
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§1.8 c. Ownership Interest in Exchange for Services

When an attorney accepts an ownership interest in an enterprise in payment for services, the attorney obtains a
financial interest in the business, invoking the ethical concerns discussed in §1.7. The attorney may have to disgorge all
or part of the property if disputes arise over the reasonable value of the attorney's services and subsequent events
demonstrate that the fee was unconscionable. The attorney's interest in a business enterprise may also make him or
her a "business partner" of the client and create a future conflict of interest between the two.

Few California cases directly address the acceptance of attorney fees in the form of an interest in a business or
property. In Hawk v State Bar (1988) 45 C3d 589, 247 CR 599, however, the court held that an attorney's acquisition of
a note secured by a deed of trust on the client's property as payment for attorney fees was subject to former Cal Rules
of Prof Cond 5-101 (now Cal Rules of Prof Cond 3-300). Rule 3-300 applies to situations in which the attorney obtains
a pecuniary interest in a client's business or assets as part of a fee arrangement. The rule requires the client's written
consent following the attorney's fair and full disclosure of the arrangement and its ramifications. The client must also be
advised of the right to seek the advice of an independent attorney and be given a reasonable opportunity to seek that
advice. See Ritter v State Bar (1985) 40 C3d 595, 221 CR 134. Any acquisition of an interest in a client's business
under terms generally available to the public would not, however, violate Rule 3-300.

Rule 3-300 also applies when an attorney intends to use a lien provision in a retainer agreement as security for
payment of his or her attorney fees. Fletcher v Davis (2004) 33 C4th 61, 14 CR3d 58. In Fletcher, the California
Supreme Court held that such a provision in a retainer agreement is a charging lien, which can be created only with
the client's prior written consent in compliance with the requirements of Rule 3-300. The court clarified that in California
a charging lien can be created only by contract; the lien does not arise automatically from the fact that the attorney
performed services on the client's behalf. The court specifically excluded contingency fee matters from its opinion in
Fletcher. However, in a formal ethics opinion, the California State Bar has indicated that an attorney need not comply
with Rule 3-300 when entering into a contingency fee agreement that includes a provision for a charging lien. California
State Bar Formal Opinion No. 2006-170.
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§1.9 d. Service as Both Counselor to and Director or Officer of Entity

Attorneys are often asked to serve as directors or officers of corporations and may be asked to serve in similar quasi-
managerial capacities in other forms of business ventures. Many pitfalls may arise in such an arrangement, including
the following:

o [f the attorney is serving the entity both as counsel and in a managerial role, the attorney's advice may be less
independent and therefore subject to material conflicts of interest.

e Because of the attorney's profession and training, he or she may be held to a higher standard of conduct in the
managerial capacity than a nonattorney.

e At a committee or management board meeting, other managers may have difficulty distinguishing when the
attorney's statements constitute legal advice and when they are made as a manager in a business context.

e Economic benefits resulting from the attorney's managerial role would be subject to Cal Rules of Prof Cond 3-
300.

Any actual or apparent impairment of the attorney's independence of judgment in such dual roles may be a source of
misunderstanding and liability. For these and other reasons, many experienced attorneys and law firms refuse, as a
matter of policy, to serve in management roles.
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§1.10 D. Limiting Advice to Attorney's Area of Expertise

Depending on the extent of the client's business experience, the attorney may be asked to advise on business as
well as legal issues that arise during formation of the business entity. For example, an attorney representing an
entrepreneur may find it necessary to supplement legal advice with a candid discussion of the client's financing needs
and unrealistic economic expectations and the tax consequences of certain business decisions. In many circumstances,
it may be difficult to separate the two types of advice.

Because attorneys providing business advice to their clients may be held to the same professional standards as
those rendering legal advice, attorneys should always limit advice to their area of expertise. See Libarian v State Bar
(1943) 21 C2d 862, 136 P2d 321.
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§1.11 E. Fee Disgorgement

If an attorney fails to comply with the California Rules of Professional Conduct, attorney fees earned and collected
may be subject to refund to the client As the court in Goldstein v Lees (1975) 46 CA3d 614, 618, 120 CR 253, stated:

It is settled in California that an attorney may not recover for services rendered if those services are
rendered in contradiction to the requirements of professional responsibility.
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§1.12 lll. DOCUMENTING THE ATTORNEY-CLIENT RELATIONSHIP

Although Bus & P C §6148 does not require a written attorney-client engagement agreement in all situations (see
§1.14), it is generally sound practice to use a written agreement for any client who is starting a business venture. A
written engagement agreement may clarify the identity of the parties, the scope of the engagement, and the
compensation arrangement. In addition to establishing a professional tone at the outset of the attorney-client
relationship, the agreement may address such issues as conflicts of interest. See the form of engagement letter in
§8§1.27-1.42.

An engagement letter need not necessarily contain all the suggested provisions contained in the forms in
§8§1.27-1.42. The attorney should edit the suggested material to reflect the attorney's own needs for completeness, the
relative sophistication of the client, the attorney's historical relationship with the client, the level of economic risk that the
representation entails for the attorney, and other business and practical considerations relevant to the engagement. The
attorney should also include additional provisions as appropriate for the particular area of practice involved and suitable
for the attorney's professional needs and practices.

NOTE: With respect to the scope of the engagement, the California Rules of Court provide for limited scope
representation in some civil cases. See Cal Rules of Ct 3.35-3.36.

The attorney may also find it necessary to draft written nonengagement or disengagement letters. See forms in
§8§1.13, 1.24-1.25.
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§1.13 A. Nonengagement Letters

Regardless of whether an engagement agreement is formally entered into by the parties, an attorney-client
relationship may be considered to arise even if the attorney never undertakes representation of the prospective client.
The key to determining the existence of an attorney-client relationship is whether legal advice is given—even if the
person never becomes a client. See Fox v Pollack (1986) 181 CA3d 954, 226 CR 532; Miller v Metzinger (1979) 91
CA3d 31, 154 CR 22.

To prevent the unintended creation of an attorney-client relationship, the attorney should consider sending the
prospective client a nonengagement letter. See §1.13. The letter should inform the person that the attorney is not
representing him or her. If a statute of limitations issue is involved, the attorney should address this issue in the letter
without giving specific advice concerning any particular limitations period. The attorney should return any documents
received from the prospective client and, if appropriate, recommend alternative counsel.

If the attorney decides to represent only one of two spouses, the attorney may wish to send a nonengagement letter
to the other spouse clarifying this issue. Such a letter may be necessary, for instance, when the attorney drafts a
spousal consent form for a business buy-out agreement for a general or limited partnership or a limited liability
company. See chaps 5, 6, 11. See Business Buy-Sell Agreements §4.64 (Cal CEB 1991). If the attorney does not
intend to represent the client's spouse in such a situation, the attorney should be sure to avoid giving legal advice to
the spouse.
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B. Engagement Letters

§1.14 1. Written Fee Agreement

Fee agreements for legal services in the formation and counseling of business entities generally must be in writing.
See Bus & P C §6148. Fee agreements under §6148 constitute confidential communications between the attorney and
client. Bus & P C §6149. Because of the nature of services offered by attorneys in the formation and counseling of
business entities, contingent fee arrangements (governed by Bus & P C §6147) are not typically entered into or
appropriate in this context.

An unwritten fee agreement is enforceable under Bus & P C §6148 under any of the following conditions:

¢ |t is reasonably foreseeable that the total expense to the client, including fees and costs, will not exceed $1000.
Bus & P C §6148(a).

e Foreseeable prejudice to the rights or interests of a client presents an emergency need for legal services, or a
writing is otherwise impractical. Bus & P C §6148(d)(1).

e An agreement regarding fees can be implied by the facts that (a) the attorney has previously rendered services
of the same general kind and (b) the client has paid for them. Bus & P C §6148(d)(2).

e After full disclosure of Bus & P C §6148, the client knowingly states in writing that a written fee agreement is not
required. Bus & P C §6148(d)(3).

e The client is a corporation. Bus & P C §6148(d)(4).

The emergency-need exception to the in-writing requirement is unlikely to apply to the formation of a business
venture. The corporate client exception might apply if the client is a corporation that is a principal party in the formation
of a limited partnership or limited liability company, but there is no exception from the written agreement requirement
for a client organized in the form of any type of entity other than a corporation (e.g., general or limited partnership,
business trust, limited liability partnership, or limited liability company).
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§1.15 2. Statutory Requirements Governing Fee Agreements

Fee agreements must contain the following information:

e The general nature of the legal services to be provided to the client (Bus & P C §6148(a)(2));

e The respective responsibilities of the attorney and client in performing the agreement (Bus & P C §6148(a)(3));
and

e The hourly and other standard rates, including fees and charges that apply to the representation (Bus & P C

§6148(a)(1)).

Unless exempt from the requirements of Bus & P C §6148, a fee agreement that does not comply with these
requirements is voidable at the client's option. If the agreement is voided by the client, however, the attorney remains
entitled to collect a reasonable fee for services rendered. Bus & P C §6148(c). In In re Harney (1995) 3 Cal St Bar Ct
Rep 266, 1995 Cal Op Lexis 17, the Review Department of the State Bar Court held that violation of Bus & P C
§§6147-6148 should not be considered disciplinable offenses.
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3. Attorney Fees

§1.16 a. Amount of Fee

Under Cal Rules of Prof Cond 4-200(A), an attorney may not enter into an agreement for, charge, or collect an
illegal or unconscionable fee. Unconscionability is determined on the basis of all facts and circumstances existing at the
time the agreement is entered into, unless the parties intend the fee to be affected by later events. Once established in
a written agreement, the fee may not be increased by the unilateral act of the attorney. See Severson & Werson v
Bolinger (1991) 235 CA3d 1569, 1 CR2d 531.
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§1.17 b. Advance Fees

An engagement agreement may provide for the payment of advance fees, i.e., fees received from a client for work or
services to be performed after the fees are received. Prepaid fees may be called nonrefundable fees, minimum fees,
flat fees, or similar designations. On nonrefundable fees, see §1.18.

With the exception of true retainer fees (see Baranowski v State Bar (1979) 24 C3d 153, 164 n4, 154 CR 752), there
is no universal agreement on the proper treatment of advance fees. Some consider fees paid in advance to be funds
held by the attorney for the client's benefit until the agreed-upon services have been rendered. Under this view, the
funds belong to the client until earned and should be maintained in the attorney's client trust account. Others believe
that such fees belong to the attorney and need not be placed in the trust account. To avoid misunderstandings, this
issue should be addressed and resolved in the engagement letter.

If, for example, the engagement letter provides that client funds are received as security for fees to be paid to the
attorney for future services, the funds must be deposited in the client trust account and promptly withdrawn by the
attorney when earned. Cal Rules of Prof Cond 4-100. "No funds belonging to the member... shall be deposited" in the
trust account. Cal Rules of Prof Cond 4-100(A). When funds belong in part to the attorney and in part to the client, "the
portion belonging to the member or law firm must be withdrawn at the earliest reasonable time after the member's
interest in that portion becomes fixed." Cal Rules of Prof Cond 4-100(A)(2). In other words, an attorney cannot
commingle his or her funds with funds belonging to a client or, in effect, commingle attorney funds with funds belonging
to a client by keeping funds in a trust account after the attorney's right to those funds becomes fixed (i.e., after the fees
have been earned).
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§1.18 c. Nonrefundable Fees

Attorneys sometimes attempt to protect themselves against defaulting clients by providing that the deposit for fees
will be partially or fully nonrefundable. There is no explicit statutory or ethical prohibition against nonrefundable fees. As
a general rule, attorney and client are free to contract as they wish regarding fees. See CCP §1021.

However, to be enforceable, a provision for nonrefundable fees must comply with Cal Rules of Prof Cond 4-200
(member may not charge or agree to illegal or unconscionable fee). In addition, Cal Rules of Prof Cond 3-700(D)(2)
provides that an attorney whose employment has terminated must promptly "refund any part of a fee paid in advance
that has not been earned." Failure to refund an unearned fee can result in discipline. See Matthew v State Bar (1989)
49 C3d 784, 263 CR 660; In re Lais (1998) 3 Cal St Bar Ct Rptr 907, 1998 Cal Op Lexis 11. The refund requirement
does not apply "to a true retainer fee which is paid solely for the purpose of ensuring the availability of the member for
the matter." Cal Rules of Prof Cond 3-700(D)(2).

For a nonrefundable fee clause that may be included in the engagement letter, see §1.31.

CAVEAT: Attorneys should be aware of the risk that a nonrefundable fee will be found to be refundable in any
particular fee dispute. See Peck, Nonrefundable Fees and Toxic Fee Provisions, Cal Law 14 (June 2006).

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/1 Attorney-Client Relationship/§1.19 d. Financial
Arrangements Among Attorneys

§1.19 d. Financial Arrangements Among Attorneys

When the engagement agreement includes a provision for division of attorney fees among attorneys who are not
partners, members, or employees of the same firm, the client must consent in writing to the arrangement after full
written disclosure. Cal Rules of Prof Cond 2-200. Further, the total fee charged may not be increased solely because
of this division, and the fee may not be unconscionable. Cal Rules of Prof Cond 2-200.

Absent client consent, an agreement between attorneys to divide a fee is unenforceable unless they are members of
the same firm. See Scolinos v Kolts (1995) 37 CA4th 635, 44 CR2d 31. Not only is client consent required, the
agreement must be in writing and signed by the attorneys and client for the provision dividing attorney fees to be
enforceable. See Margolin v Shemaria (2000) 85 CA4th 891, 102 CR2d 502.

Rule 2-200 applies in every instance in which the amount of compensation paid to the outside attorney is based on
fees received from the client or client matter. Rule 2-200 applies irrespective of whether the fee paid to the outside
attorney is for work performed or for referring the client matter. See Chambers v Kay (2002) 29 C4th 142, 126 CR2d
536.

However, the outside attorney may be entitled to compensation based on quantum meruit even though the
requirements of Rule 2-200 are not complied with. See Huskinson & Brown v Appel & Wolf (2004) 32 C4th 453, 9
CR3d 693.
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§1.20 4. Arbitration Provisions

A written agreement to submit an existing controversy or one arising thereafter to arbitration is valid and enforceable.
CCP §1281. See Grafton Partners LP v Superior Court (2005) 36 C4th 944, 955, 32 CR3d 5 (distinguishing arbitration
agreements from predispute jury trial waivers and specifically upholding the former). Clearly worded arbitration clauses
in initial fee agreements are enforceable with respect to fee disputes, malpractice claims, or any other issues that the
parties may wish to submit to arbitration as a way to resolve any disputes that arise between them. See Powers v
Dickson, Carlson & Campillo (1997) 54 CA4th 1102, 63 CR2d 261.

A client may not be forced to submit to binding arbitration of a fee dispute, however, even if the original fee
agreement provides for it. Under the Mandatory Fee Arbitration Act (MFAA) (Bus & P C §§6200-6206), the arbitrator's
decision is advisory, rather than binding, absent a written agreement signed by the parties to the dispute. Under the
MFAA, the parties may only agree to binding arbitration after a fee dispute arises. Bus & P C §6204(a). In addition,
arbitration is voluntary for the client but mandatory for an attorney if started by the client. Bus & P C §6200(c). If the
parties have not agreed that the MFAA arbitration will be binding, either party may seek a trial de novo after the
arbitrator's decision. Bus & P C §6204(a). Moreover, if the parties have not agreed that the arbitration will be binding, a
party unhappy with the result of the arbitration is entitled to invoke a pre-existing contractual agreement to arbitrate
under the California Arbitration Act (CAA) (CCP 1280-1294.2). Schatz v Allen Matkins Leck Gamble & Mallory LLP
(2009) 45 C4th 557, 87 CR3d 700.

The attorney must notify the client of the right to arbitrate through the mandatory fee arbitration program before
initiating arbitration through another forum. This notice cannot be given until after a fee dispute has actually arisen. Bus
& P C §6201(a).

The California Supreme Court has held that an attorney fee agreement containing a provision for arbitration of any
fee dispute is enforceable against the client unless the client chooses to accept the benefits of the mandatory fee
arbitration program under the MFAA. If the client fails to invoke his or her rights under the MFAA, then the fee
agreement's arbitration provisions are enforceable. Aguilar v Lerner (2004) 32 C4th 974, 12 CR3d 287; Ervin, Cohen &
Jessup, LLP v Kassel (2007) 147 CA4th 821, 54 CR3d 685.

Compliance with the mandatory fee arbitration act does not prevent any subsequent action by the client based on
the same facts that formed the basis of the fee dispute. Liska v Arns Law Firm (2004) 117 CA4th 275, 12 CR3d 21.

When a malpractice claim is asserted in the context of a fee dispute, the arbitrator in the mandatory fee arbitration
program (see Bus & P C §§6200-6204.5) may not award affirmative relief, in the form of damages or offset or
otherwise, for injuries related to the malpractice claim. See Fagelbaum & Heller LLP v Smylie (2009) 174 CA4th 1351,
1362, 95 CR3d 252 (former client waived right to MFAA arbitration of fee dispute by requesting affirmative relief for
firm's alleged malpractice (citing Bus & P C §6201(d)(2)). Evidence relating to claims of malpractice and professional
misconduct, however, may be admitted by the arbitrator to the extent that those claims bear on the fees, costs, or both,
to which the attorney is entitled. Bus & P C §6203(a).

With respect to modifying existing fee agreements to include arbitration provisions, ethical considerations require that
the attorney fully disclose the terms and consequences of the provision and that the client knowingly consent. See
Mayhem v Benninghoff (1997) 53 CA4th 1365, 62 CR2d 27 (discussing ethical considerations after professional
relationship has begun).

The statute also provides for mediation of fee disputes. See Bus & P C §6200(c). For a fee dispute arbitration
provision, see §1.32. For malpractice arbitration clauses, see §1.33.
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§1.21 5. Judicial Reference as Alternative to Arbitration

In some situations, the attorney may not wish to have arbitration provisions in the engagement letter. An alternative
would be to provide that disputes concerning fees or attorney malpractice be heard by a "judicial reference." The judicial
reference procedure is set forth in CCP §§638-645.2. It provides that a referee may be appointed on agreement of the
parties to hear and make a determination on any or all of the issues and "to report a statement of decision." CCP
§638(a). When the referee is appointed by agreement of the parties (a referee may also be appointed by the court on
its own motion or the motion of any party; see CCP §639), the referee's decision becomes the decision of the court,
and judgment may be entered on it. CCP §644(a). For a judicial reference clause that may be included in the
engagement letter, see §1.34.

NOTE: The engagement letter should include either a provision for arbitration or one for judicial reference. Otherwise,
there is a risk that fee disputes will be decided by jury trial. The California Supreme Court has held that the
parties may not waive the right to jury trial before a dispute arises. Grafton Partners LP v Superior Court (2005)
36 C4th 944, 32 CR3d 5.
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§1.22 6. Other Matters

In addition to the possibilities discussed in §§1.14-1.21, a written fee agreement may be used to:

e Establish the time the attorney-client relationship begins;

e Define the termination of the engagement;

e Explain conflicts of interest between jointly represented clients and between attorneys and their clients;

e Obtain waivers of such conflicts;

e Confirm that the "client" is the business entity to be formed rather than the entity's owners; or

e [f necessary, comply with the duty to inform a client in writing if the attorney does not carry professional liability
insurance (Cal Rules of Prof Cond 3-410).

The agreement may also clarify the scope of the engagement (see, e.g., form in §1.36, which excludes tax advice from
the scope of services to be rendered) and explain when the attorney may withdraw from, and the client may terminate,
the relationship (see §1.37). It might also be prudent that the fee agreement identify which individual is the responsible
client representative, i.e., the person the attorney reports to and can look to as having the authority to bind the client
with respect to the various determinations that need to be made in rendering the legal services. See §1.28.

For an example of a complete written fee agreement, see §§1.27-1.42. For a more detailed discussion and examples
of relevant fee clauses, see Fee Agreement Forms Manual (2d ed Cal CEB 2007).
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§1.23 7. Checklist: Elements to Consider for Inclusion in Engagement Letter
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. Identification of the client(s).
. Identification of other party(ies) to the transaction.
o Identification of other participants, e.g., accountants, investment bankers, or tax or securities specialists.

. Significant areas of responsibility for the attorney.

. If the attorney is authorized to engage outside experts, the identification of those experts and agreement on
who will be responsible for paying them.

o Whether work will be delegated to attorneys within the firm.

° If time is a critical factor, the timetable for accomplishing significant tasks.
. The extent of the attorney's authority.

° The responsibilities of the client or clients.

. In a partnership or corporation, who will be responsible for communications with the attorney and have
decisionmaking authority.

. The billing arrangement.

o If a retainer is being paid, its terms and conditions, including:
. Is it refundable?

. Is it earned when paid?

° Will it bear interest, and, if so, for whom?

° Is it applicable to fees, expenses, or both?

° Must it be replenished and, if so, when?

o Whether the attorney is receiving security for payment and, if so, its terms.

. Disclosure of actual or potential conflicts of interest and of the actual and reasonably foreseeable adverse
consequences to the client.

. Whether the attorney representing a partnership is authorized to continue to represent that entity even if its
interests conflict with those of a partner.

o Whether the client has been advised to seek separate counsel before entering into the engagement
agreement and, if so, whether the client has consulted with independent counsel or has declined to do so.

° If multiple clients are to be represented, disclosure of actual or potential conflicts of interest and of actual and
reasonably foreseeable consequences to the clients of such conflicts, such as an explanation of the limits of
the attorney-client privilege and the risk of future withdrawal of the attorney and need for all clients to retain
new counsel.

. Written disclosure if the attorney does not carry professional liability insurance (see Cal Rules of Prof Cond 3-
410).

Comment: An engagement letter need not contain all these provisions. On the required contents of an engagement
letter, see §1.15. The attorney should draft an engagement letter to reflect the attorney's own needs for completeness,
the relative sophistication of the client, the attorney's historical relationship with the client, the level of economic risk that
the representation entails for the attorney, and other business and practical considerations relevant to the engagement.
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C. Disengagement Letters

§1.24 1. Disengagement Letter on Completion of Legal Services

A disengagement letter may be necessary in two different situations. One would be to advise the client that the
attorney has completed the legal services specified in the engagement agreement. When it is used for this reason, a
disengagement letter accomplishes the same goal as a nonengagement letter, i.e., it informs the client that the attorney
will not be rendering any additional services unless the client indicates otherwise. If the attorney has not addressed
client file retention issues in the engagement letter (e.g., who will retain the original copies of documents), it would be
appropriate to do so in the disengagement letter.

For a disengagement letter advising the client that the attorney has completed the agreed-on legal services, see form
in §1.43.
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§1.25 2. Disengagement Letter Terminating Professional Relationship Before Legal Services
Completed

In addition to the use discussed in §1.24, above, a disengagement letter also may be used is to advise the client that
the attorney has decided to terminate the professional relationship before the attorney has completed the services for
which he or she was hired. In Gonzalez v Kalu (2006) 140 CA4th 21, 43 CR3d 866, the court held that CCP §340.6,
which provides a 1-year statute of limitations for malpractice suits, is tolled as long as the client believes the attorney is
still representing the client in the matter. The decision in Gonzalez underscores the importance of using disengagement
letters in situations when the agreed-on services may not have been completed. For a form of disengagement letter
terminating the professional relationship before the completion of legal services, see form in §1.44.
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§1.26 A. Form: Nonengagement Letter
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[Law firm letterhead)]
_ _[Date]_ _

__[Name and address of nonclient]
Dear _ _[Name of nonclient]_ _:

This letter confirms that you _ _[contacted me by _ _[telephone/letter]_ _/met with me]_ _ on _ _[date]_ _ to
discuss _ _[describe subject matter or problem]_ _ and whether this firm would be willing to represent you as
your attorney. | have reviewed the matter _ _[fogether with all the documents you _ _[sent me/left with me]_ ] _.
Unfortunately, | have concluded that the firm will not be able to represent you in this matter.

In concluding that the firm will not be able to represent you, neither I nor this firm is expressing an opinion
of the merits of your _ [matter/case] . You should not refrain from seeking legal assistance from another firm
because of our decision not to represent you. Because any advice or opinions given during our initial
consultation were only preliminary and not based on a thorough analysis of your _[matter/case]_ _, you
should not rely on these comments. Instead, you should seek the advice of another attorney.

It is important for you to know that every legal matter has deadlines. Failure to meet those deadlines can
cause you to lose _ _[your case/important legal rights] __. Because there may be critical dates that | have not
mentioned, you should take steps to immediately contact another attorney to preserve any rights you may
have. __[You may wish to contact _ _[name and address of attorney] _, who may be able to assist you in this
matter.]

Because this office has not given you any legal advice or agreed to represent you, there is no charge for any
legal fees or expenses. Thank you for the opportunity to review this _ _[matter/case]_ _.

__[Enclosed are the materials you furnished for my review.]_ _
Sincerely yours,
__[Name of law firm]_ _

By: _ [Signature of attorney]__
_ _[Typed name]_ _
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B. Engagement Letter

§1.27 1. Form: Salutation and Introduction

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42
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1.27-1 Salutation and introduction

[Law firm letterhead]

__[Date]_ _
__[Name and address of _ _[sole client/first party of multiple clients] ] _
__[Name and address of second party of multiple clients]

Dear _ _[Name(s) of client(s)]_ _:

As we have discussed, | have prepared this letter to set out the details of our relationship, our agreement for
the legal services to be provided, and the fees and costs relating to such services. If this letter accurately
describes the services we are to perform for you and the terms for payment of the resulting legal fees and
expenses that you will incur, please countersign one of the duplicate originals of this letter and return it to us.
This agreement will not take effect, and we will have no obligation to provide legal services, until you return a
fully executed copy to us.
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§1.28 2. Form: Legal Services

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42
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1.28-1 Legal services

Legal Services. You have asked us to provide legal services on your behalf. The legal services to be
provided by us consist of our representing you in _ _[describe scope of legal services to be rendered, e.g.,
organization of a new entity for your proposed business venture, to be known as _ _[name of proposed entity] __ (the
Company)]_ _. These services include analysis and consultation to confirm the appropriateness of the company
form for your business and to determine the structure of the Company. The services also include preparation
of organization documents and related documents and preparation and filing of any documents or notices
necessary to comply with federal or state securities laws and regulations applicable to the entity mutually
decided on. Unless otherwise mutually agreed in writing, our services do not include advising on or obtaining
business licenses, permits, bonds, or insurance; reviewing proposed leases, employment agreements, sales
agreements, or other transactional documents; or drafting buy-sell agreements for the Company's owners.

If you wish that we provide any legal services not covered by this agreement, a separate written agreement
between you and us may be required. Any such additional services will be provided on the terms and at the
hourly rates described in this agreement unless covered by a separate written agreement.

We will perform the legal services called for under this agreement, keep you informed of progress and
developments, and respond promptly to your inquiries and communications. You will cooperate with us to the
extent necessary to complete the services described in this letter; keep us reasonably informed of
developments, changes in your legal status, and your address, telephone numbers, and whereabouts; and
timely make any payments required by this agreement.
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§1.29 3. Form: Attorney Fees and Costs

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42
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1.29-1 Attorney fees

Fees. You will pay us attorney fees for the legal services provided under this agreement at the respective
hourly rates of the individuals providing the services. The rates fall within the following ranges:
$ [amount]_ _to $_ [amount]_ _ per hour for partners; $ [amount]  _to $_ [amount] _ per hour for
associates; $ [amount]_ _to $_ [amount]_ _ per hour for law clerks; and $ [amount]_ _to $_ [amount]_ _
per hour for paralegals. If we change these rates in the future, we will apply the new rates to work done 30
days after receipt of written notice from the firm of those rate changes. If you choose not to consent to the
changed rates, you may terminate our services under this agreement by written notice effective when we
receive it.

We will charge in increments of _ _[specify unit, e.g., one-tenth of an hour]_ _, rounded off for each particular
activity to the nearest _ _[specify unit, e.g., one-tenth of an hour]_ _. The minimum time charged for any
particular activity will be _ _[specify unit, e.g., one-tenth of an hour]_ _.

We will charge for all activities undertaken in providing legal services to you under this agreement,
including but not limited to the following: conferences (including preparation and participation), review and
preparation of correspondence and legal documents, legal research, and telephone conversations. When two or
more of our firm's personnel are engaged in working on the matter at the same time, such as in conferences
between them or with you, the time of each will be charged.

1.29-2 Costs

Costs. In addition to paying fees for legal services under this agreement, you will reimburse us for all costs
we incur on your behalf in rendering such services. These costs include but are not limited to the following: all
postage, telephone tolls, photocopying costs (at $_ _[amount]_ _ per page for in-house copying and invoice
cost for outside vendor copying charges), word-processing charges (at $_ _[amount]_ _ per hour), express
delivery charges, travel expenses, filing fees, and other similar costs.
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§1.30 4. Form: Estimated Fees and Costs

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42
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1.30-1 Estimated fees and costs

Estimated Fees and Costs. We estimate that the total amount of fees and costs for the services described in
this letter will be approximately $_ _[amount]_ _ if the organization is structured generally in the manner
discussed in our meeting of _ _[dafe]_ _. You understand that the amount of such fees may vary significantly
from the estimate in the event of material changes to the transaction as it is currently proposed or as a result
of unforeseen circumstances or developments. We will endeavor to keep you apprised if we anticipate any
significant changes to such estimated fees during the course of the engagement, but we may not always be
able to predict the timing or magnitude of such changes. Nevertheless, you acknowledge that we have not
agreed to any maximum fee or any other promise about the total amount of legal fees and costs to be incurred
by you under this agreement.
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§1.31 5. Form: Payment of Fees and Costs

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42
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1.31-1 Payment of fees and costs

[Add one of the following alternatives]
[Alternative 1: Advance fees]

Payment of Fees. You will pay to us an initial deposit of $ _[amount]_ _, to be received by us before we
begin our engagement for legal services. We will deposit this amount in a trust account as an advance against
fees and costs to be incurred. You authorize us to withdraw the principal from the trust account to pay
attorney fees and costs as they are incurred by you. If, at the termination of services under this agreement, the
total amount incurred by you for attorney fees and costs is less than the amount of the initial deposit, the
difference will be refunded to you. Whenever the full amount of any deposit has been applied to attorney fees
or costs incurred by you, we may, at our option, request you to pay an additional deposit in an amount to be
determined in our reasonable discretion. Deposit of such additional amounts will be made in the same manner
as the initial deposit.

We will send monthly statements to you indicating attorney fees and costs incurred and their basis, any
amounts applied from client trust account deposits, and any current balance owed. You will pay any balance in
full within 30 days after the statement is mailed. Any balance remaining unpaid after 30 days will bear interest
at the rate of _ _[number]_ _ percent per annum but in no event higher than the maximum interest permitted by
law.

[Alternative 2: Nonrefundable fees]

Payment of Fees. We will charge you an initial nonrefundable fee of $ [amount] _ , which will be credited
against fees, costs, and expenses incurred. This cash payment will be due and payable on execution of this
agreement and will, under all circumstances, be nonrefundable. We will bill against this amount at our hourly
rates, as set forth above, and also for the payment of other costs and expenses incurred, as set forth in the
preceding paragraph. If, and when, our charges for legal services and expenses exceed $ [amount]_ _, you
will be responsible for paying all additional fees and expenses as they are incurred. In no event will any portion
of this initial nonrefundable fee be refunded.

[If applicable, add the following option to Alternative 2]
[Option: Trial retainer]

In addition to the provisions relating to the initial nonrefundable fee in the preceding paragraph, if it
becomes necessary for us to prepare for a trial, you agree to pay us a trial retainer no later than 2 weeks after
we conclude that it is necessary to prepare for the trial. The amount of the trial retainer will be based on the
estimated fees, costs, and expenses which may be incurred in trial preparation, in attendance at trial, and for
related expenses. The amount of the trial retainer will be determined in consultation with you and deposited in
our client trust account, and funds will be withdrawn and credited against actual fees and expenses incurred.
Upon our rendering of a final statement for services, we will refund any credit balance due you remaining in
our client trust account or you will pay any outstanding balance then due.

Comment: For a discussion of nonrefundable fees, see §1.18.
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1.32-1 Arbitration of fee disputes

Arbitration of Fee Disputes. If there is any disagreement between the parties to this agreement concerning
fees, this agreement, or any other claim, including a claim of attorney malpractice, relating to your legal matter
that arises out of your legal representation, you agree to submit that dispute to binding arbitration under the
rules of the _ _[name of arbitration provider]_ _. The prevailing party will be entitled to reasonable attorney fees
and costs incurred in enforcing any arbitration award or engaging in any court proceedings.

Comment: For a discussion of arbitration, see §1.20. As an alternative to arbitration, the attorney and the client may
wish to provide for a determination of disputes by judicial reference. For a clause providing for judicial reference, see
form 1.34-1. For a discussion of judicial reference, see §1.21.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/1 Attorney-Client Relationship/§1.33 7. Form:
Arbitration of Attorney Malpractice

§1.33 7. Form: Arbitration of Attorney Malpractice

The form text in this section is part of a larger form. For your convenience, downloading any one of the sections included in the form will download the
entire form. The form begins in §1.27 and ends in §1.42

p To download Word version, p To download WordPerfect version,
right click and choose right click and choose
Save Target As Save Target As
1.33-1 Arbitration of attorney malpractice

Arbitration of Attorney Malpractice. If any dispute arises between the parties to this agreement regarding
allegations of attorney malpractice, the parties agree that the dispute will be resolved by arbitration in
accordance with Code of Civil Procedure §§1280-1294.2. The matter will be arbitrated in _ _[city] _, California,
and will be decided by three arbitrators appointed as set forth below:

(1) Within _ _[e.g., 30]_ _ days after notice by either party to the other requesting arbitration and stating the
basis of the party's claim, one arbitrator will be appointed by each party. Notice of the appointment will be
given by each party to the other when made. If the other party fails to designate an arbitrator within the agreed
time, the arbitrator appointed by the first party shall serve as sole arbitrator.

(2) When each party has appointed an arbitrator, the two arbitrators will immediately choose a third
arbitrator to act with them. If the two arbitrators fail to select a third arbitrator within _ _[e.g., 10]_ _ days after
the second arbitrator is appointed, at the request of either party, the additional arbitrator will be promptly
appointed by _[e.g., the Superior Court for the County of _ _[county]_ _, in accordance with Code of Civil
Procedure §1281.6/the chair of the local bar association fee arbitration panel/other named individual]_ _. The party
making the application will give the other party _ _[e.g., 10]_ _ days' notice of the application.

1.33-2 Definition of "service"

_ _[Except as otherwise provided in this agreement, "service"/"Service"]_ _ will include personal delivery as
provided in Code of Civil Procedure §§413.10-413.40 (governing service of a summons) or the deposit of a
writing in the United States mail in accordance with Code of Civil Procedure §§1010-1013a, except that Code of
Civil Procedure §1013 (extending the time for exercising a right or performing an act) will not apply.

1.33-3 Attorney fees and costs

All reasonable expenses incurred in the arbitration proceedings or in subsequent court proceedings to
enforce the arbitration award, consisting of all fees and costs attributable to the arbitration or enforcement
proceedings (including attorney fees, fees of expert witnesses, and arbitrator fees), will be awarded to the
prevailing party. If a party either dismisses or abandons its claim or counterclaim before the rendering of an
arbitrator's award and after commencement of the arbitration hearing, the other party will be considered to be
the "prevailing party" under this agreement. If both parties receive an award on their respective claims, the
party in whose favor the larger award is rendered will be considered to be the "prevailing party" under this
agreement.

1.33-4 Offers

At any time after the initiation of proceedings under the arbitration provisions of this agreement and not
less than 30 days before the date set for commencement of the hearing, any party may serve a written offer on
any other party to allow an award to be entered in accordance with the terms and conditions stated in the
written offer. If the offer is accepted, the offer (together with the written acceptance of the offer) will be
submitted to the arbitrator and an award will be entered in the same manner and with the same effect as if the
award had been rendered after a full hearing before the arbitrator. If no written acceptance of the offer is served
within 15 days before the date set for the commencement of the hearing or within 20 days after the offer is
mailed (whichever occurs first), the offer will be considered to have been withdrawn and cannot be given in
evidence at the arbitration hearing. If the party receiving the written offer fails to obtain a larger monetary or



more beneficial arbitration award than that contained in the offer, the party to whom the offer was made must
pay to the offering party the offering party's fees and costs (including attorney fees, fees of expert witnesses,
and arbitrator fees). The offering party's fees and costs must be included in the arbitration award except to the
extent that the arbitrator determines, based on clear and convincing evidence, that such fees and costs are
unconscionable.

Comment: For a discussion of arbitration, see §1.20.
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1.34-1 Judicial reference of disputes

Judicial Reference of Disputes. Except to the extent that a dispute about attorney fees or attorney
malpractice may be subject to the provisions of Business and Professions Code §§6200-6206, the attorney and
client agree that in any civil action or proceeding involving a dispute arising out of or relating to this
agreement, the action or proceeding shall be heard by a judicial reference, as provided in Code of Civil
Procedure §§638-645.2. Except for disputes that may be subject to Business and Professions Code
§§6200-6206, disputes arising out of this agreement include the reasonableness of the attorney's fees or costs
incurred, the time expended by the attorney, the quality of legal services rendered by the attorney, issues
relating to the timeliness, termination, or completion of the legal services provided, or any other issues arising
out of or relating to this agreement.

The attorney and client agree to the appointment of a single referee and shall use their best efforts to agree
on the selection of the referee. If the attorney and client are unable to agree on a referee within 10 calendar
days of a written request to do so by either the attorney or client, either the attorney or client may thereafter
seek to have a referee appointed under Code of Civil Procedure §§638 and 640.

The attorney and client agree that the selected or appointed referee shall have the power to decide all issues
in the action or proceeding, whether of fact or of law, and the referee shall issue a statement of decision on the
issues.

Comment: This clause may be used as an alternative to the provisions for arbitration in the forms in §§1.32 and
1.33. On judicial reference as an alternative to arbitration, see §1.21.
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1.35-1 Document retention

Document Retention. It is our policy to retain and ultimately destroy all files, documents, records, and
writings related to each engagement for which we have been retained without notifying clients or former clients
of the destruction of these items. Therefore, to be certain that we have not retained any material that you may
need or desire, we will return to you all original documents you made available to us (together with copies of
any other files, documents, records, and writings relating to this engagement) if you instruct us in writing
within 90 days after our mailing to you of our letter informing you that we have completed our services within
the terms of this agreement.

Comment: This provision enables the firm to limit its responsibility for maintaining and storing client materials, shifting
to the client any file-maintenance obligations. The firm will need to develop a file-retention policy before using this form,
both with respect to clients' needs and with respect to the firm's own needs and decisions regarding maintaining or
storing file material for its own uses and purposes. California State Bar Formal Opinion No. 2001-157 deals with the
ethical duties of an attorney regarding the retention of former client files. The opinion is instructive in discussing the
issues involved but does not set forth any specific time requirements for retaining client files after completing a
representation.
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1.36-1 Tax advice

Tax Advice. Our firm has not been retained to provide you with any tax advice concerning this matter.
Therefore, you should consult with your tax advisers about this matter and have them contact us so that we
can coordinate our services with theirs consistent with your stated objectives.

Comment: This provision illustrates the kind of exclusion a firm might include in an engagement letter to ensure that
the client understands the limits or scope of the professional engagement.
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1.37-1 Withdrawal and termination

Withdrawal and Termination. Our firm reserves the right to withdraw from representing you if you fail to
follow the terms of this agreement, you have misrepresented or failed to disclose material facts to the firm, or
you choose not to follow our advice. If we are required to file a motion to withdraw as your attorneys, you
have agreed that any of the above will constitute good cause for withdrawal. Good cause for withdrawal will
also be any circumstance that would render our continuing representation unlawful or unethical. You retain the
right to terminate this firm as your attorney at any time, in which case we ask to be advised of your decision in
writing. On our termination, you will be responsible for the balance due us for costs and services rendered to
the time of termination.

Comment: This provision is designed to impress on the client the responsibility the client has in the engagement and
to remind the client that the quality of the firm's services will to a large extent depend on the facts and representations
made by the client to the firm.
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1.38-1 Potential conflicts—individual client

Conflicts. As we have discussed with you, we do not believe, based on the information you have provided
us, that our representation of you and the entity created by formation of the Company currently involves any
objectionable conflicts of interest. You should be aware, however, that your individual interests and objectives
on certain issues may become inconsistent with the interests and objectives of the Company.
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1.39-1 Potential conflicts—multiple clients

Conflicts. As we have discussed with you, we do not believe, based on the information you have provided
us, that our representation of the multiple _ _[e.g., owners of the Company]_ _ and the entity created by
formation of the Company currently involves any objectionable conflicts of interest. You should be aware,
however, that your individual interests and objectives on certain issues may become inconsistent with the
interests and objectives of the other _ [e.g., owners of the Company]__ and the entity itself.

1.39-2 Balancing of interests

Our representation of multiple interests has significant implications that you should consider. For example,
rather than our vigorously asserting a single client's interest on an issue, there likely will be a balancing of
interests. Because parties to a new business venture have different talents, energy, and financial acumen,
aggressive advocacy for a party could result in more favorable treatment for that party as compared with the
more even-handed approach we would follow in representing multiple interests.

[Explain general conflicts that may arise, such as the following]

Participants' interests and objectives in the organization, financing, and management of the Company may
differ with respect to their capital investments, liquidity needs, control objectives, allocations of profits and
losses, individual tax postures, or other factors. In the formation of any company, an inherent conflict exists
between the interests of members who will be active managers and the interests of those who will be passive
investors in the business. Those who actively manage the company may seek to receive compensation based
on a share of profits and may also receive separate salaries or fees for specific services. Those who have no
active role in management typically depend solely on their share of the profits for a return on their investment.
Accordingly, diverging interests among the members and other participants in the venture may arise at any
point in the formation and operation of the Company. In particular, the participants in the venture have the

following inherent conflicts of interests: _ _[specify particular conflicts arising in connection with organization of
company]_ _.
1.39-3 Loss of attorney-client communications privilege

Our multiple representation will also result in the loss of the attorney-client privilege for communications
between each of you and members of our firm. Thus, any communication relating to this engagement received
by our firm from any party to this agreement will not be kept confidential from the others. Otherwise, the
communicating party could force the attorney to withdraw from representing all the parties. For example, this
situation may arise if the communicating party admits to fraudulent activities involving the Company.

1.39-4 Necessity of consents for representation

Further, in the event of a dispute among the Company members, partners, shareholders, and other
participants, we may be precluded from further representing the Company or any individual party without first
obtaining the consent of all concerned. In addition, any consenting party may withdraw his, her, or its consent
to our multiple representation at any time, in which event we would be required to discontinue our
representation of all parties to this agreement.

1.39-5 Rules governing representation of multiple clients

For these reasons, our normal practice is to represent only one party. You have advised us, however, that



none of you currently wishes to seek other counsel and instead that you wish that we represent your multiple
interests in the formation of the entity. As attorneys, we are governed by specific rules relating to our
representation of clients when present or potential conflicts of interest exist. Some of these rules are described
below:

(1) We may not accept or continue representation of a client without providing written disclosure to the
client if we have a legal, business, financial, professional, or personal relationship with a party in the same
matter or if we previously had such a relationship that would substantially affect our representation.

(2) We may not accept or continue representation of a client without providing written disclosure to the
client if we have or had a legal, business, financial, professional, or personal relationship with another person
or entity we know or reasonably should know would be substantially affected by resolution of the matter.

(3) We may not accept or continue representation of a client without providing written disclosure to the
client if we have or had a legal, business, financial, professional, or personal interest in the subject matter of
the representation.

(4) We may not, without the informed written consent of each client, (a) accept representation of more than
one client in a matter in which the interests of the clients potentially conflict; (b) accept or continue
representation of more than one client in a matter in which the interests of the clients actually conflict; or (c)
represent a client in a matter and, at the same time in a separate matter, accept as a client a person or entity
whose interest in the first matter is adverse to the client in the second matter.

(5) We may not, without the informed written consent of a client or former client, accept employment adverse
to a client or former client if, by reason of the representation of the client or former client, we have obtained
confidential information material to the employment.

In representing an organization, certain special rules apply:

(1) We must conform our representation to the concept that the client is the organization itself, acting
through its highest authorized officer, employee, body, or constituent overseeing the particular engagement.

(2) In dealing with an organization's directors, officers, employees, members, shareholders, or other
constituents, we must explain the identity of the client for whom we act whenever it is or becomes apparent
that the organization's interests are or may become adverse to those of the constituent or constituents with
whom we are dealing.

(3) We must not mislead a constituent into believing that it may communicate information to us in a way that
will keep the information confidential from the organization or other constituents being represented by the firm.

In order to comply with these rules that are designed to protect the separate interests of participants in the
Company, we request that each of you sign and return to us a copy of this letter acknowledging that:

(1) You have been advised of the conflicts associated with your respective interests and of your right to
obtain independent legal counsel regarding these conflicts;

(2) You have had an opportunity to obtain independent counsel regarding this consent; and

(3) You nevertheless want us to represent you in connection with the matters discussed above.
1.39-6 Right to seek independent counsel

We want to stress that each of you remains completely free to seek independent counsel at any time even if
you decide to sign the consent set forth below. We strongly urge you to do so if you have any questions
concerning your individual interests. Should you have any questions concerning this letter or the consent,

please discuss them with us, or seek the advice of independent counsel, before signing and returning the
enclosed copy of this letter.
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1.40-1 Waiver of conflict of interest-client and another client of the firm

Conflicts. As we have discussed with you, you have retained us in connection with _ _[describe legal services
to be rendered, e.g., organization of a corporation for your proposed business venture] . We currently represent
_ _[name of other client]_ _ in connection with various legal matters unrelated to your matter. We believe that
there may be a conflict of interest between you and _ _[name of other client] _ because _ [reason for
conflict]_ _.

Despite the fact that we have made the foregoing disclosures to you, two ethical considerations are raised
by this type of legal representation. The first ethical consideration is the potential for, or your perception of,
divided loyalties on our part. For instance, you might become concerned that our representation of you might
potentially be negatively affected by our representation of _ _[name of other client]_ _ in connection with current
or subsequent matters unrelated to your matter. We agree that our representation of you shall not be
negatively affected by our representation of _ _[name of other client]_ _ in connection with current or
subsequent matters unrelated to the your matter. In reliance on such assurance, you hereby agree that our
representation of _ _[name of other client]_ _ in connection with current or subsequent matters unrelated to your
matter does not present such a concern.

The second ethical consideration is the sharing of confidential client information. Confidential information
which we have obtained, or may obtain, from our representation of you is protected from disclosure to
_ _[name of other client]_ _ and any other third party, by the attorney-client privilege and attorney work-product
doctrine and shall not, therefore, be disclosed.

Other potential conflicts of interest could exist as a result of our representation of you and _ _[name of other
client]_ _. As a practical matter, it is impossible to anticipate and describe all potential conflicts of interest that
could arise. Because such conflicts of interest could arise, however, we must ask you to make an informed
acknowledgment of the terms and limits of our representation.

In this regard, we must advise you of the following terms and provisions of the California Rules of
Professional Conduct Rule 3-310 which provides:

If a member has or had a relationship with another party interested in the representation, or has an interest
in its subject matter, the member shall not accept or continue such representation without all affected clients'’
informed written consent.

A member shall not concurrently represent clients whose interests potentially conflict, except with their
informed written consent.

A member shall not accept employment adverse to a client or former client where, by reason of the
representation of the client or former client, the member has obtained confidential information material to the
employment except with the informed written consent of the client or former client.

As used in this rule "informed” means full disclosure to the client of the circumstances and advice to the
client of any actual or reasonably foreseeable adverse effects of those circumstances upon the representation.

By signing below, you acknowledge your informed consent to our present representation of _ _[name of other
client]_ _ with respect to matters unrelated to your matter in accordance with the provisions of this letter. You
acknowledge and agree that at no time will our representation of _ _[name of other client] _ _ with respect to



matters unrelated to your matter in strict compliance with all ethical rules and with the provisions of this letter,
be construed, claimed, or deemed to be a conflict of interest or a breach or violation of our fiduciary duty to
you.

We shall secure a similar conflict waiver from _ _[name of other client]_ _.

You are urged to consult with independent counsel or other advisors in evaluating this written waiver. If
additional information or details are required in this regard, please contact the undersigned at your earliest
convenience.
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1.41-1 Closing and signature

On receipt of the above fees and costs deposit and an executed duplicate original copy of this agreement,
we will begin rendering the legal services outlined above. We look forward to working with you on your new
business venture.

Sincerely yours,
_ _[Name of law firm]_ _

By: _ [Signature of attorney]__
_ _[Typed name]_ _
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1.42-1 Client consent

[Add one of the following alternatives]
[Alternative 1: Individual client]
CONSENT

The undersigned has read the foregoing terms for the provision of legal services by _ _[name of law firm]_ _
and agrees to these terms and conditions.

Date: __[Signature of client]__
_ _[Typed name]_ _
_ _[Capacity] _ _

[Alternative 2: Multiple clients]
CONSENT

_ _[Name of attorney] __ of _ _[name of law firm]_ _ (Law Firm) has explained to each of the undersigned the
present and future conflicting interests in the formation of _ _[name of proposed business entity] _ (Company)
and has informed each of us of the possible consequences of these conflicts and the fact that there is no
attorney-client privilege protecting confidential communications between the Law Firm, the Company, and all
the undersigned.

We acknowledge and understand that, on the formation of the Company, the Law Firm will represent the
Company and will not represent the individual interests of any of us. We understand that we have the right,
and acknowledge that we have had the opportunity, to seek independent counsel before signing this consent.
We also understand that we have the right to seek independent counsel at any time in the future. Each of the
undersigned nevertheless desires and consents to representation by the Law Firm to the extent described
above.

Date: __[Signature of first client]__
_ _[Typed name]_ _
_ _[Capacity] _ _

Date: __[Signature of second client]__
_ _[Typed name]_ _
_ _[Capacity]_ _
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[Law firm letterhead]

__[Date]_ _
__[Name and address of _ _[sole client/first party of multiple clients] ] _
__[Name and address of second party of multiple clients]_ _

RE: _ [Title of matter]
Dear _ _[Name(s) of client(s)]_ _:

Enclosed please find the executed final documents relating to the above matter, together with our closing
statement reflecting the balance of fees and costs due us for our services. It is our understanding that we have
completed the assignment for which you have retained us.

Now that this matter has been concluded, we have designated it as a closed file. It will be retained and
ultimately destroyed in accordance with our office file retention policies. During our representation, we have
provided you with copies of all the significant documents in the above matter and urge you to preserve your
copies of those documents so that you will have access to them if needed. Please advise us, however, if you
believe that work still remains to be done by us or if you expect us to perform any follow-up tasks.

We have returned to you all original documents that you made available to us. Because it is our policy to
ultimately dispose of all closed files, please let us know immediately if you want the original or a copy of
anything in our closed file. Unless we hear from you within 90 days after we mail this letter, we will assume
that nothing in our closed file needs to be retained by us for your use or benefit or returned to you.

If you have any question about any of the above information or matters, please let us hear from you at your
earliest convenience. We have appreciated working with you and hope to continue serving your legal needs in
the future.

Sincerely yours,

_ _[Name of law firm]_ _

By: _ [Signature of attorney]__
_ _[Typed name]_ _

Comment: This letter sets forth a basic file retention policy that should be modified as appropriate for the attorney
and client. On what constitutes a "client file" and the ethical considerations involved in file disposal, see SF Bar Ass'n
Legal Ethics Committee Formal Opinion 1996-1. On the use of disengagement letters generally, see §§1.24-1.25.
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[Law firm letterhead]

__[Date]_ _
__[Name and address of _ _[sole client/first party of multiple clients] ] _
__[Name and address of second party of multiple clients]_ _

RE: _ [Title of matter]
Dear _ _[Name(s) of client(s)]_ _:

Pursuant to our fee engagement letter dated _ _[date] _, we are exercising our right to terminate our
representation of you in the above matter.

We regret that it is not feasible for us to continue any representation of you, and we will not represent you
for any purpose on or after _ _[date]_ _.
[/f applicable, add the following option]
[Option: Pending litigation matter]

We are enclosing a substitution of attorneys which will substitute you as your own attorney so that you may
seek other counsel. We would appreciate your signing this and returning it in the enclosed envelope. Once you
have done so, you are your own attorney, and you will be receiving notices from other attorneys as to which
you may have to seek the advice of other counsel or respond promptly.

Additionally, there are certain rigid time limitations which must be met in your pursuit of this matter. We do
not undertake to advise you as to such limitations. If you intend to pursue this matter, we suggest you seek
advice from other counsel without delay so he or she may advise you accordingly. We will, of course,
cooperate with any lawyer representing you by providing him or her with your file materials and discussing the
matter with him or her.

[Continue]

If you need a lawyer referral, the _ _[name of county] _ County Bar Association's Lawyer Referral Service

may be of assistance to you. Again, we are sorry that we are unable to continue your representation.
Sincerely yours,
_ _[Name of law firm]_ _

By: __ [Signature of attorney]__
_ _[Typed name]_ _

Comment: If applicable, enclose a substitution of attorney form and a self-addressed stamped envelope. On the use
of a disengagement letter to terminate representation before legal services are completed, see §1.25.
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§2.1 I. SCOPE OF CHAPTER

To assist attorneys in deciding which form of business entity to recommend to clients, this chapter identifies the
differences among sole proprietorships, corporations (both C and S corporations), general partnerships, limited
partnerships, limited liability companies (LLCs), and limited liability partnerships (LLPs), with brief discussion of other
forms available to operate a business.

Following in §§2.2-2.97 is a brief overview of the types of forms and entities through which business may be
conducted in California. Sections 2.98-2.199 analyze factors to consider in choosing an appropriate form or entity for
the business. Notification of tax authorities upon an entity's formation is included in §§2.200-2.203. Charts comparing
the business and tax aspects of common entities and an initial client interview sheet concerning business aspects of the
proposed enterprise are included in §§2.204-2.205. The chapter also includes forms to obtain federal and state tax
identification numbers and the Secretary of State's list of business entity filing fees. See §§2.207-2.209.
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§2.2 Il. CHARACTERISTICS OF MAJOR BUSINESS ENTITIES

One of the first and most important decisions a business owner makes is to choose the legal form or entity through
which the business will be operated. The forms of business available in California provide varying levels of personal
asset protection for the business owner, various tax advantages and disadvantages, complexity or simplicity of
operation of the business, and other characteristics and choices. The traditional business forms of sole proprietorship,
corporation and partnership were joined in the mid 1990s by newer forms of limited liability entities, all discussed and
compared in §§2.3-2.97 below, along with brief reference to other less common forms of business entities. More detail
on each of these forms of business is found in the following chapters.
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§2.3 A. Sole Proprietorships

A sole proprietorship is the simplest form of business organization, in which an individual engages in business
personally and without either co-owners or the use of an entity such as a corporation. A sole proprietorship avoids
many of the formalities and reporting requirements of business entities, but the business owner is personally liable for
the debts and obligations of the business.
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§2.4 1. Formation

Creating a sole proprietorship does not involve registration with any governmental agency, except possible filings to
obtain a local or municipal government business license and a fictitious business name (also called colloquially a
"DBA," for "doing business as"). If a fictitious business name is used, the owner must file a DBA with the county
recorder in the county where the proprietorship's principal place of business is located and may also file in any other
county. Bus & P C §17915. The filing fee is usually modest. Periodic renewals of registrations are required. On
obtaining a fictitious business name, see §§3.8-3.12.
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§2.5 2. Personal Liability

A sole proprietor has unlimited personal liability for the debts and obligations of the business. Possible alternatives to
a sole proprietorship are formation of an S or C corporation (see §8.5) or a single-member limited liability company
(LLC) (see chap 11), which provide protection from personal liability. See §§2.17, 2.38. If more than one owner is
involved, the business is a partnership. See §§2.49-2.59; chap 5.
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§2.6 3. Anonymity

A sole proprietor operates the business under his or her own name or under a fictitious business name (DBA)
application and registration, in which the owner's name is public record.
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§2.7 4. Management and Control

A sole proprietor is the manager and operator of the business, but he or she may have employees.
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§2.8 5. Working Capital

A sole proprietor funds the business either out of personal funds and property or with borrowed funds, which he or
she would be personally liable to repay.
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§2.9 6. Securities Issues

A sole proprietorship issues no stock or other securities.
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§2.10 7. Change of Ownership

If a sole proprietor ceases to operate the business, it terminates. Alternatively, the assets and liabilities of the sole
proprietorship can be sold to a buyer, at which time the business terminates. If a new owner is added to the business
in addition to the sole proprietor, the business becomes a partnership, unless an entity such as a corporation or LLC is
formed.
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§2.11 8. Termination

A sole proprietorship terminates when the owner discontinues the business, winding up any pending obligations,
contracts, and registrations (such as business licenses or permits) and completes all required tax filings regarding
income, employees, and related matters.
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§2.12 9. Who May Operate as Sole Proprietor

All businesses may operate as sole proprietorships. Attorneys, accountants, architects, and medical professionals
may also offer their professional services as sole proprietors.
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§2.13 10. Taxation

Income and expenses of a sole proprietorship are reported as personal income and expenses on Schedule C of the
owner's federal and state income tax returns. See IRC §§61(a), 62(a); Rev & T C §§17071-17072. Employment taxes
and workers' compensation insurance must be paid on employees' wages.
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§2.14 11. Estate Planning

Sole proprietorships do not provide tax advantages for estate planning purposes.
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§2.15 B. Corporations

A corporation is a limited liability entity in which the owners, called shareholders, are generally not liable for the
corporation's debts and obligations solely by reason of the owners' status as shareholders. Corporations formed "for
profit" are governed by the General Corporation Law (Corp C §§100-2319) of California's Corporations Code. For a
comprehensive discussion of corporations, see chap 8. See also Organizing Corporations in California (3d ed Cal CEB
2001).

Professional corporations are formed as "for profit" corporations and include additional restrictive language in their
articles of incorporation, limiting ownership to certain licensed professionals. For a detailed discussion of professional
corporations, see chap 10.

Nonprofit corporations, which are not discussed in this publication, are governed by Corp C §§5000-10841. For
additional information on nonprofit corporations, see Advising California Nonprofit Corporations (3d ed Cal CEB 2009).
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§2.16 1. Formation

A corporation is created by filing articles of incorporation with the Secretary of State and payment of a filing fee,
currently $100. Corp C §200(c); Govt C §12186(c). In addition, bylaws must be adopted, setting forth the corporate
housekeeping rules of the corporation. The shareholders may negotiate and enter into an optional, separate
shareholder "buy-sell" agreement including restrictions on the sale or transfer of shares, a formula for valuation of the
shares upon a transfer, supermajority voting provisions, and other clauses.
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§2.17 2. Personal Liability

Shareholders are not personally liable for corporate debts and obligations unless the shareholders:

e Personally guarantee corporate debts or obligations;

e Engage in tortious conduct;

e Receive improper distributions;

Are subject to "alter ego" claims for commingling personal and corporate matters; or
e Breach duties to other shareholders or the corporation.

Shareholders who also serve as officers and directors may have additional liability exposure due to the additional
control they have over corporate matters.
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§2.18 3. Anonymity

Shareholders' names are not public record, but other shareholders may obtain the names from the corporation's
records. Names of officers and directors are public record.
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§2.19 4. Management and Control

In a corporation, the incorporators appoint the initial directors, unless the directors are named in the articles of
incorporation. See Corp C §210. Following the issuance of shares, the shareholders annually elect a board of directors
who set policy for the corporation. The board of directors then elects officers to manage the day-to-day affairs of the
corporation. Officers include at least a president, a corporate secretary, and a treasurer/chief financial officer.
Shareholders exercise no management functions in the corporation, and if they do (except as duly elected directors or
officers), the shareholders risk losing their limited liability protection.
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§2.20 5. Working Capital; Shares Issued

Shareholders contribute assets (either cash or property) to the corporation, in exchange for shares of stock. If the
assets contributed are non-cash, the fair market value of the assets establishes the price of the stock, as determined
by the board of directors. A corporation may issue one or more classes or series of common or preferred stock with full,
limited, or no voting rights and with other rights, preferences, privileges, and restrictions as stated in the articles of
incorporation or a separate document. At least one class or series of stock must have voting rights and unlimited
dividend and liquidation rights. Corp C §400(a). By varying the rights of different classes and series of stock, some
shareholders may have superior rights with regard to voting control, distributions, and other aspects.
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§2.21 6. Securities Issues

Shares of stock in a corporation are generally characterized as securities. All offers and sales of securities in
California require qualification with the Commissioner of Corporations unless either the transaction or the security itself
is exempted from qualification. The securities laws of other states (so-called "blue sky" laws) may also apply to offers
or sales of stock made outside California. In addition, federal securities laws should be considered. Regulatory filings
may be required either to qualify an offering and sale or to receive an exemption. Corp C §§25000-25707; 10 Cal Code
Regs §§250.9-260.617. See §8.7; Financing and Protecting California Businesses (Cal CEB 2006). See also Marsh &
Volk, Practice Under the California Securities Laws (rev ed 1973). For federal securities law practice, see Loss &
Seligman, Fundamentals of Securities Regulation (5th ed 2004).
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§2.22 7. Change of Ownership

A shareholder can readily transfer stock to a new owner, subject to restrictive agreements among shareholders
(sometimes called shareholder "buy-sell" agreements), restrictions in a close corporation's articles of incorporation (see
§9.26), and securities law requirements. Change of ownership does not dissolve or terminate a corporation.
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§2.23 8. Termination

A corporation usually has no fixed termination date and can be dissolved by action of 50 percent or more of the
voting power of the corporation's shareholders and the filing of a certificate of election with the Secretary of State. Corp
C §8§204(a)(4), 1900(a), 1901.
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§2.24 9. Who May Form Corporations or Professional Corporations

One or more natural persons, partnerships, associations, or domestic or foreign corporations may form a corporation.
Corp C 200(a).

Professionals permitted to form professional corporations are attorneys, accountants, and architects, as well as
dentists, nurses, chiropractors, psychologists, clinical social workers, and others. See §10.4. "Professional services" do
not include services provided by businesses which require only a nonprofessional, occupational license under the
Business and Professions Code. See 87 Ops Cal Atty Gen 109 (2004). See also chap 10.
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§2.25 10. Taxation

A new corporation is always formed under state law and will be taxed under IRC subchapter C unless an election is
made to be taxed under subchapter S. If no election is made, the corporation is referred to as a "C corporation" or "C
corp." Net income of a C corp is taxable by both the federal and state governments at corporate tax rates. See §2.121.
In addition, if the C corporation makes a distribution of dividends to its shareholders, the shareholders report the
dividends received as income and must pay federal and state income taxes on the dividends. This is commonly referred
to as "double taxation," because the C corporation's net income is taxed twice: first at the corporate level, and again if
distributed as dividends to the shareholders. A corporation cannot deduct as an expense dividend payments made to
shareholders.

Double taxation may be minimized in certain cases by the payment of wages to shareholder-employees, by payment
of fair market rent or royalties to use assets owned by a shareholder, or by payment of fair market interest on a debt
owed to a shareholder. In addition, a corporation that retains most of its income as capital reinvestment in the business
may benefit from the corporate tax structure because the marginal rates applicable to corporations may be lower than
the marginal rates applicable to individuals. See §2.121.

California corporations must pay a minimum annual tax of $800 (called a franchise tax) to the State of California's
Franchise Tax Board for the privilege of doing business. Employment taxes and workers' compensation insurance must
be paid on employees' wages.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.26 11. Estate Planning

§2.26 11. Estate Planning

C corporations may provide some tax advantages for estate planning.
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§2.27 C. S Corporations

The shareholders of a corporation (see §2.15) may elect for the corporation to be taxed under IRC subchapter S, if
the corporation meets certain qualifications to become an S corporation, including a maximum of 100 shareholders; the
shareholders must be individuals who are United States citizens or legal United States residents, or must be a certain
type of trust or estate, and must have only one class of stock. When a qualified trust is a shareholder of an S
corporation, each potential current beneficiary of the trust is treated as a separate shareholder. Treas Reg §1.1361-
1(e)(1). Related shareholders, whether owning shares directly or by deemed ownership as a beneficiary of a trust, may
be treated as a single shareholder pursuant to family attribution rules. Treas Reg §1.1361-1(e)(3).

Such a corporation is sometimes referred to as an "S corporation" or "S corp."

Except as provided in §§2.28-2.30 below, all comments in §§2.15-2.26 above concerning C corps also apply to S
corps. For restrictions on a corporation's ability to qualify as an S corp, see §2.129; see generally §§2.128-2.134.
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§2.28 1. Formation

Formalities of creation for an S corporation are the same as for a C corporation (see §2.16), with an additional
action by the shareholders to elect S corporation status and filing IRC Form 2553 to that effect with the Internal
Revenue Service as well as Form 100S with the Franchise Tax Board. There is currently no fee to file the form with the
IRS to become an S corp. An S corp is permitted to have up to 100 shareholders, all of whom (with some narrow
exceptions) must be natural persons and cannot be non-resident aliens. It cannot have more than one class of stock.
IRC §1361(b)(1). Shares that differ only as to voting rights are deemed to be the same class of shares.

NOTE: The Service has provided a simplified method for taxpayers to request relief for a late S corporation election
and a late corporate classification election intended to be effective on the same date that the S corporation
election was intended to be effective. See Rev Proc 2007-62, 2007-41 Int Rev Bull 786.
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§2.29 2. Taxation

The advantage over a C corporation is that an S corporation's net income, losses, and tax credits are for California
and federal tax purposes "passed through" to the corporation's shareholders, without being taxed at the corporate level.
Thus "double taxation" is largely eliminated (except that California imposes a 1.5-percent tax on S corporation income;
Rev & T C §§23151, 23501, 23802(b)(1)), with a tax result similar but not identical to that of a partnership. In all other
respects, an S corp is operated as a C corp with regard to corporate governance by a board of directors and
management by officers.
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§2.30 3. Estate Planning

S corporations may provide some tax advantages in estate planning.
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§2.31 D. Close Corporations

A close corporation (also called a statutory close corporation) is a corporation with no more than 35 shareholders
who agree in writing to relax various corporate control and operating requirements otherwise required under the
General Corporation Law. Corporations Code §300 specifies which provisions of the Code cannot be relaxed or varied.
See §9.14.

Except as provided in §§2.32-2.35 below, all comments in §§2.15-2.26 above concerning C corporations also apply
to close corporations.

For a comprehensive discussion of close corporations, see chap 9.
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§2.32 1. Formation

A close corporation is formed in the same way as any "for profit" corporation (see §2.16), with additional specific
wording required in the articles of incorporation regarding election of close corporation status, placement of a legend on
the stock certificates to that effect, and a written agreement among the corporation and its shareholders specifying the
corporate formalities to be relaxed. Corp C §8§300, 418(c). An existing corporation can also elect close corporation
status by amending its articles of incorporation to add the required wording, but only if the amendment is approved by
all shareholders. Corp C §158(b).
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§2.33 2. Termination

A close corporation's existence is terminated in the same manner as any other corporation (see §2.23). Without
terminating its existence, however, a close corporation can elect to become a regular C corp by amending its articles of
incorporation to delete the provisions electing close corporation status, by the affirmative vote of two-thirds of each
class of outstanding shares (or by a lesser percentage in some circumstances). Corp C §158(c).
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§2.34 3. Taxation

A close corporation is taxed as a C corporation or, if the shareholders make an election to do so, as an S
corporation. See §2.29.
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§2.35 4. Estate Planning

Close corporations may provide some tax advantages in estate planning and may reduce estate tax by use of a
shareholder "buy-sell" agreement that restricts shareholder rights and thereby reduces the fair market value of the
shares. See generally Corp C §300.
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§2.36 E. Limited Liability Companies (LLCs)

A limited liability company (LLC) is a non-corporate business organization with one or more owners (called
members) who normally do not have personal liability for the debts and obligations of the LLC. See Corp C §17101(a).
See also Corp C §§17000-17656 (Beverly-Killea Limited Liability Company Act). An LLC may be described as a hybrid
of a corporation (with limited liability for its members) with the tax attributes of a partnership (eliminating double taxation
on the entity's income as well as on distributions to the members, with tax levied only at a single level).

For a comprehensive discussion of LLCs, see chap 11; see also Forming and Operating California Limited Liability
Companies (2d ed Cal CEB 2007).
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§2.37 1. Formation

An LLC is created by filing executed articles of organization on Form LLC-1 with the Secretary of State and payment
of a filing fee, currently $70. Corp C §§17050(a), 17051 (contents); Govt C §12190(b). Members enter into an operating
agreement among themselves to establish operational and financial aspects of the LLC's operation. An oral operating
agreement among the members is legally sufficient, but a written agreement is recommended for certainty of the terms
intended.

NOTE: A business entity, including an LLC, that comes into existence after the establishment of a contract made on its
behalf or in its name may enforce that preorganization contract if it adopted or ratified the agreement. 02 Dev.,
LLC v 607 S. Park, LLC (2008) 159 CA4th 609, 71 CR3d 608.
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§2.38 2. Personal Liability
Members of an LLC are not personally liable for debts and obligations of the LLC, unless the members:

e Personally guarantee debts of the LLC;

Participate in tortious conduct;

Receive improper distributions; or

Are subject to "alter ego" claims for commingling personal and LLC matters.

Members who also serve as managers may have additional liability due to the additional control they have over LLC
matters, to the extent they engage in improper conduct,.
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§2.39 3. Anonymity

Names of LLC managers are public record due to filings with the Secretary of State. Unless members serve as
managers, their names are not public record.
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§2.40 4. Management and Control

LLCs are structured more flexibly than corporations, vesting management in one or more managers (who may but
need not be members) and consolidating all aspects of and agreements about the LLC's operations and finances in a
single document called an operating agreement. If permitted by the operating agreement, an LLC's managers (whether
members or non-members) may for convenience in dealing with third parties have officer titles such as president,
secretary, and CFO/treasurer, and the LLC may have a board of directors. An operating agreement need not be written,
but a written agreement is recommended for certainty of the terms intended.
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§2.41 5. Working Capital; Membership Interests Issued

An LLC is funded through its members' capital contributions of cash and property, and through loans from its
members and third parties. In exchange for their capital contributions, members receive membership interests issued by
the LLC as provided in the articles of organization, in the LLC operating agreement, or (if not specified in the operating
agreement) upon the vote of a majority in interest of the other members, followed by execution of the LLC operating
agreement. Corp C §§17100(a). Unless the articles of organization or the operating agreement provide otherwise,
members are not required to contribute funding in excess of their original capital contributions. Corp C §17200(b).

By varying the rights of different classes of membership interests, some members may have superior rights with
regard to voting control, distributions, and other aspects. Corp C §17102. Because of the organizational and structural
flexibility of LLCs, the ability of members to engage actively in management without risk of liability, and the ability of
members to receive special allocations and deduct losses, LLCs may be attractive to investors in real estate ventures.
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§2.42 6. Securities Issues

Whether membership interests in a particular LLC constitute securities under the federal securities laws is
determined on a case-by-case basis. A membership interest in an LLC constitutes a security under the California
Corporate Securities Law of 1968 (Corp C §§25000-25707) unless all the members engage actively in the
management of the LLC. Corp C §25019.

All offers and sales of securities in California require qualification with the Commissioner of Corporations unless
either the transaction or the security itself is exempted from qualification. The securities laws of other states (so-called
"blue sky" laws) may also apply to offers or sales of membership interests outside California. Federal securities laws
should also be considered. Regulatory filings may be required either to qualify an offering and sale or to receive an
exemption. Corp C §§25000-25707; 10 Cal Code Regs §§250.9-260.617. See §11.11; see also Forming and Operating
California Limited Liability Companies, chap 12 (2d ed Cal CEB 2007). See also Marsh & Volk, Practice Under the
California Securities Laws (rev ed 1973). For federal securities law practice, see Loss & Seligman, Fundamentals of
Securities Regulation (5th ed 2004).

If a member transfers or assigns a membership interest to a third party, and if the assignee is not then admitted to
the LLC as a member (see §2.43), the assignee has no rights to participate in the management of the LLC. Without
management rights, the assignee holds a passive investment that may be classified as a security. See §11.9.
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§2.43 7. Change of Ownership

If a member transfers or assigns a membership interest to a third party, the assignee becomes a member of the LLC
only upon the affirmative vote of a majority in interest of the other members (except as otherwise provided in the
articles of organization or in the operating agreement), followed by execution of the operating agreement. Corp C
§8§17100(a), 17303(a).

If an assignee is not admitted as a member of the LLC, the assignee holds only an "economic interest" in the LLC,
meaning that the assignee is entitled to share in the income, gains, losses, deductions, distributions and other
economic aspects of the LLC, but has no voting or management rights and (with certain exceptions) no right to
information about the LLC's business and affairs. Corp C §§17001(n), (z), 17106. See §2.42.

The operating agreement may provide for the termination, in whole or in part, of a member's membership interest or
economic interest in the LLC. Any such provision in the operating agreement is enforceable according to its terms,
unless the member establishes that the provision was unreasonable at the time the operating agreement was made. If
a member's economic interest is so terminated, then the member is entitled to receive a return of his or her contribution.
Corp C §§17100(c), 17005(b).
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§2.44 8. Termination

An LLC is dissolved and its affairs wound up at the time or on events (if any) specified in the articles of organization
or a written operating agreement, or by the affirmative vote of a majority in interest of the members (or a greater
percentage if specified in the articles or operating agreement). The LLC's managers then file a certificate of dissolution
with the Secretary of State. Corp C §17350. Notwithstanding the filing of a certificate of dissolution, a majority in
interest of the LLC's members may file a certificate of continuation. Corp C §17357.
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§2.45 9. Who May Form LLCs

One or more individuals, partnerships, limited partnerships, trusts, estates, associations, corporations, LLCs, or other
entities may form an LLC. Corp C §§17001(t), (x), (ae).

LLCs may not be formed to render professional services, as defined in Corp C §§13401(a) and 13401.3. Corp C
§17375. See Forming and Operating California Limited Liability Companies §7.13 (2d ed Cal CEB 2007). Therefore,
attorneys, accountants, architects, and medical professionals are not permitted to practice through an LLC. For
information on entities available to these professionals, see §2.97 and chap 10.
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§2.46 10. Taxation

Like a partnership, an LLC is generally not subject to federal or California income tax (unless it elects to be taxed as
a corporation). See §§2.25, 2.117, 2.145. California permits the formation of single-member LLCs. Corp C §§17001(t),
17050(b). A single-member LLC is treated as a sole proprietorship for federal and California income tax purposes
unless the LLC elects to be treated as a corporation. See §2.117.

An LLC must pay a minimum annual franchise tax of $800 to the State of California's Franchise Tax Board, plus a
statutory fee of an additional $900 or more for any year in which the LLC's total gross revenue from all sources derived
from or attributable to California is $250,000 or more. Rev & T C §17942(a). See §2.158.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.47 11. Estate Planning

§2.47 11. Estate Planning

LLCs may provide some tax advantages for estate planning.
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§2.48 F. General Partnerships

A general partnership is an association of two or more persons to carry on a business as co-owners, whether or not
the persons intend to form a partnership. Corp C §§16101(9), 16202(a). Individuals and entities may be partners in a
general partnership. Corp C §16101(13). A partnership is an entity distinct from its partners and may be formed by
written, oral, or implied agreement among the partners. See Corp C §§16101(8), 16201. Although an oral or implied
agreement among the partners is legally sufficient to create a general partnership, a written partnership agreement is
recommended for certainty of the terms intended.

For discussion of general partnerships, see chap 5; see also Advising California Partnerships, chap 5 (3d ed Cal
CEB 1999).
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§2.49 1. Formation

Creating a general partnership currently requires no filing with the Secretary of State or any other governmental
authority. However, a general partnership may file a statement of partnership authority (see Corp C §16303(a)) with the
Secretary of State's office along with a filing fee, currently $70. Corp C §16113(a); Govt C §12187(a). The general
partnership may also record its partnership agreement at the county level at the county recorder's office where the
general partnership is located. See Corp C §16303(b).
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§2.50 2. Personal Liability

General partners are personally liable, jointly and severally, for all debts and obligations and most wrongdoing of the
partnership, unless agreed otherwise by the claimant or provided by law, and except for any partnership obligation
incurred before a person is admitted as a partner. Corp C §16306(a)-(b). A judgment against a partnership may not be
satisfied from a partner's separate assets unless there is also a separate judgment against the partner individually, or
under other specified circumstances. Corp C §16307(c)-(d). All partners have fiduciary duties of loyalty and care to
each other. Corp C §16404.
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§2.51 3. Anonymity

Names of general partners are public record only if a statement of partnership authority (Corp C §16303) or a
fictitious business name application is filed or the partnership agreement is recorded. A fictitious business name is
sometimes referred to colloquially as a "DBA," meaning "doing business as."
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§2.52 4. Management and Control

General partnerships do not have a board of directors or officers as corporations do, but instead are managed and
operated by the partners themselves, although a partnership may have employees. Each partner is an agent of the
partnership and can bind the partnership in the ordinary course of business. Corp C §16301(1).
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§2.53 5. Working Capital; Partnership Interests Issued

A general partnership's working capital usually comes from partners' contributions of cash and property and may
come from secured or unsecured loans from partners or third parties. General partnerships are usually not attractive
investments to passive investors because of personal liability for partnership debts and obligations and the lack of easy
transferability of partnership interests. Unless otherwise provided in the partnership agreement, each partner is entitled
to receive an equal share of the partnership profits and a share of the partnership losses in proportion to the partner's
share of the profits. Corp C §16401(b).
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§2.54 6. Securities

Ownership interests in a general partnership are usually not characterized as securities, due to the personal
involvement of the partners in management of the business.
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§2.55 7. Change of Ownership

All partners must agree to the admission of new partners. Corp C §16401(i). Unless the partnership agreement
provides otherwise, a general partner may assign his or her economic interest in the general partnership, but the
assignee is entitled only to an economic interest and does not become a partner. Such an assignment does not by
itself cause the dissolution of the partnership or the dissociation of the assignor. Corp C §16503.
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§2.56 8. Termination

Dissociation of a partner (whether through withdrawal, retirement, or death) does not necessarily result in dissolution
and winding up of a general partnership. A partnership formed for a definite term or undertaking is dissolved and wound
up on dissociation of a partner unless a majority in interest of the remaining partners agrees within 90 days to continue
the partnership. Corp C §16801(2). By contrast, a partnership at will (that is, without a definite term or undertaking) is
dissolved on a dissociation only on the affirmative vote of at least half the partners. Corp C §16801(1). The partnership
agreement may vary these provisions.

On dissolution, all the partners may agree to reconstitute as a new partnership to carry on the business of the
dissolved partnership. Corp C §16802.
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§2.57 9. Who May Form General Partnerships

Two or more individuals, corporations, business trusts, estates, trusts, partnerships, limited partnerships, LLCs,
associations, joint ventures, governments (and subdivisions, agencies, and instrumentalities), and other legal or
commercial entities may form a general partnership. See Corp C §16101(9), (13). Attorneys, accountants, architects,
and medical professionals may practice as general partnerships, but personal liability is joint and several among all
partners. Therefore a limited liability entity such as a professional corporation or a limited liability partnership (LLP) may
be preferable. See §2.97; see also chaps 7, 10.
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§2.58 10. Taxation

Although a general partnership is generally not subject to federal income tax or to California income or franchise tax,
the partnership's net income and losses are reportable on the partnership's tax return and the percentage of income
and loss allocated to each partner is reported on each individual partner's personal income tax return. See §§2.116,
2.135. Employment taxes and workers' compensation insurance must be paid on employees' wages.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.59 11. Estate Planning

§2.59 11. Estate Planning

General partnerships do not provide tax advantages for estate planning purposes.
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§2.60 G. Limited Partnerships

NOTE: As of January 1, 2010, the Uniform Limited Partnership Act of 2008 (Re-RULPA) (Corp C §§15900-15912.07)
became applicable to all California limited partnerships, with a few exceptional transition provisions described in
Corp C §§15912.01-15912.07. As of January 1, 2008, Re-RULPA governs foreign limited partnerships whenever
formed (Corp C §15912.04). The Corporations Code sections cited below refer to Re-RULPA.

A limited partnership is a partnership formed by two or more persons or entities and having both (1) one or more
general partners, who engage actively in the management and control of the business and have unlimited personal
liability for the partnership's debts and obligations, and (2) one or more limited partners, who are not personally liable
for the partnership's debts and obligations unless they participate in the control of the business. Corp C
§§15901.02(m), (p), (y)-

For discussion of limited partnerships, see chap 6; see also Advising California Partnerships, chap 7 (3d ed Cal CEB
1999).
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§2.61 1. Formation

A limited partnership is formed by the partners signing and acknowledging a Certificate of Limited Partnership
(Secretary of State Form LP-1), recording it with the Secretary of State, and paying a filing fee, currently $70. Corp C
§15902.01; Govt C §12188(b). An oral partnership agreement among the partners is legally sufficient, but a written
partnership agreement is recommended for certainty of the terms intended. Corp C §§15901.02(x), 15902.01.
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§2.62 2. Personal Liability

The general partner(s) of a limited partnership can be an individual or an entity such as a corporation. Corp C
§15901.02(y). If the general partner is an entity with limited liability (such as a corporation or limited liability company
(LLC)), then the owners of the general partner avoid the personal liability an individual general partner could incur, but
use of an entity as a general partner increases the administrative and accounting costs associated with operation of
two entities (i.e., the limited partnership itself and a limited-liability general partner).

General partner(s) of a limited partnership are, jointly and severally, personally liable for partnership obligations to
the same extent as a general partner of a general partnership.

Limited partner(s) are not personally liable for partnership debts and obligations, unless they participate in control of
the partnership business. If the limited partnership operates outside California, the laws of other states may apply in
determining a limited partner's liability.
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§2.63 3. Anonymity

Names of general partners appear on the certificate of limited partnership filed with the Secretary of State and are
public record. Names of limited partners are not public record.
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§2.64 4. Management and Control

General partner(s) manage the business of a limited partnership and may receive a salary or other payment for
doing so. Limited partners who also participate in management of the partnership risk losing their limited liability
protection.
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§2.65 5. Working Capital; Partnership Interests Issued

Partners contribute cash and property to the limited partnership in exchange for their ownership interests. Because
of limited liability and pass-through tax treatment, limited partnership interests are attractive to certain passive investors,
especially in connection with real estate ventures and tax-advantaged investments. However, because limited partners
cannot participate in management without the risk of incurring general partner liability, a limited partnership investment
is generally unattractive to venture capitalists.

Both general and limited partnership interests can be issued in more than one class, with the limited partnership
agreement establishing the rights, powers, and duties of each class, including with regard to voting. Corp C
§§15903.07, 15904.09. By varying the rights of different classes of partnership interest, some partners may have
superior rights with regard to voting control, distributions, and other aspects.
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§2.66 6. Securities Issues

Limited partnership interests are generally characterized as securities. All offers and sales of securities in California
require qualification with the Commissioner of Corporations unless either the transaction or the security itself is
exempted from qualification. The securities laws of other states (so-called "blue sky" laws) may also apply. Filings may
be required either to qualify an offering and sale or to receive an exemption. Corp C §§25000-25707; 10 Cal Code Reg
§§250.9-260.617. See §6.8; see also Financing and Protecting California Businesses (Cal CEB 2006).
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§2.67 7. Change of Ownership

A limited partnership interest is personal property and is transferrable in whole or in part. A transfer does not
dissolve a limited partnership or entitle the transferee to become a partner or to exercise any rights of a partner. Corp C
§§15907.01-15907.02.
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a. Departing Partners

§2.68 (1) Under CRLPA

As of January 1, 2010, the California Revised Limited Partnership Act (CRLPA) (former Corp C §§15611-15723) no
longer governs limited partnerships (other than in a few transitional situations), and dissociation of a partner is governed
by Re-RULPA. See §2.69.
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§2.69 (2) Under Re-RULPA

A general partner has the power to dissociate at any time, but the general partner may be liable to the limited
partnership if the dissociation is wrongful, for example, in breach of the limited partnership agreement or prior to the
termination of the limited partnership. Corp C §§15906.03-15906.04.

A limited partner has no right to dissociate from the limited partnership before the termination of the limited
partnership, but the limited partner may be dissociated by permission or action of the limited partnership. Corp C
§15906.01.
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b. New Partners

§2.70 (1) Under CRLPA

As of January 1, 2010, CRLPA no longer governs limited partnerships (other than in a few exceptional transitional
situations), and admission of a partner is governed by Re-RULPA. See §2.71.
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§2.71 (2) Under Re-RULPA

A new general partner is admitted as provided in the limited partnership agreement, as the result of a conversion or
merger, or with the consent of the limited partners on departure of a previous general partner. Corp C §§15904.01,
15908.01(c)(2).

A new limited partner is admitted as provided in the limited partnership agreement, as the result of a conversion or
merger, or with the consent of all the partners. Corp C §15903.01.
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8. Termination

§2.72 a. Under CRLPA

As of January 1, 2010, CRLPA no longer governs limited partnerships (other than in a few exceptional transitional
situations). Termination of a limited partnership is governed by Re-RULPA. See §2.73.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.73 b. Under Re-RULPA

§2.73 b. Under Re-RULPA
A limited partnership dissolves and its activities are wound up only on the occurrence of (Corp C §15908.01):

e An event specified in the limited partnership agreement;

e The consent of all general partners and of limited partners owning a majority of the rights to receive distributions;
or

e On departure of a general partner, under certain circumstances. See §6.125.
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§2.74 9. Who May Form Limited Partnerships

One or more individuals, partnerships, limited partnerships, trusts, estates, associations, corporations, LLCs, or other
entities may form a limited partnership. See Corp C 15901.02(m), (p), (9), (y). However, attorneys, accountants,
architects, and medical professionals are not permitted to practice through limited partnerships. For information on
entities available to these professionals, see §2.97.
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§2.75 10. Taxation

A limited partnership, like a general partnership, is not subject to federal or state income tax at the entity level unless
it elects to be taxed as a corporation. Unlike a general partnership, a limited partnership is subject to an annual
franchise tax of $800 paid to the State of California's Franchise Tax Board. Rev & T C §§17935, 23153. Employment
taxes and workers' compensation insurance are required on employees' wages.
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§2.76 11. Estate Planning

Limited partnerships may provide some tax advantages in estate planning.
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§2.77 H. Limited Liability Partnerships (LLPs)

Limited liability partnerships (LLPs) are a relatively recent development, and some risk exists in their use because
statutory interpretation and case law are not yet as extensive as that for more established entity forms such as
corporations and general and limited partnerships.

California authorizes the formation of LLPs by attorneys, accountants, and architects under the Uniform Partnership
Act of 1994 (RUPA) (Corp C §§16100-16962), which also governs general partnerships. Corp C §16101(8), (14); see
Corp C §§16951-16962 (limited liability partnerships). An LLP is therefore a form of general partnership with some
limited liability permitted.

For discussion of LLPs, see chap 7; see also Advising California Partnerships, chap 9 (3d ed Cal CEB 1999).
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§2.78 1. Formation

Formalities of creation for a limited liability partnership (LLP) require executing a Form LLP-1 and filing it with the
Secretary of State with a fee, currently $70. Corp C §16953(a)-(b); Govt C §12189(a). An LLP is also required to
provide security for claims against it through either insurance, a deposit with a financial institution, or meeting certain
net worth requirements. Corp C §16956. A legal services LLP must also register with the State Bar of California. See
State Bar LLP R 4.1-4.6.
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§2.79 2. Personal Liability

An LLP is a form of general partnership in which a partner is not liable for the debts and obligations of the LLP or
for the tortious conduct of other partners (unless the partners agree otherwise) if all of the following are true (see
§§7.4-7.5):

e The LLP is registered as an LLP;
e |[fitis a law services LLP, the LLP is registered with the State Bar of California; and
e Certain security requirements are met.

A partner may not limit liability for his or her own tortious conduct, but is protected from vicarious liability for the acts
of his or her partners. Corp C §16306(c)-(e).
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§2.80 3. Anonymity

The names of members of LLPs are public record.
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§2.81 4. Management and Control
An LLP is managed by its partners.
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§2.82 5. Working Capital

Owners of an LLP fund the business either with personal funds and property or with borrowed funds. The LLP's
lenders may require personal guarantees from the partners.
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§2.83 6. Securities Issues

Ownership interests in a general partnership are usually not characterized as securities, due to the personal
involvement of the partners in management of the business. See §7.10; see also Advising California Partnerships, chap
5 (3d ed Cal CEB 1999).
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§2.84 7. Change of Ownership

Transfer of LLP interests may be made only to licensed professionals and otherwise have the same restrictions and
requirements as other securities.
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§2.85 8. Termination

An LLP continues in existence until a notice of cessation is filed with the Secretary of State or until the LLP has been
dissolved and finally wound up. Corp C §§16953(e), 16954 (b).
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§2.86 9. Who May Form LLPs

Use of an LLP is restricted to certain licensed professionals, specifically attorneys, accountants, and architects. See
§7.3.
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§2.87 10. Taxation

A California LLP is generally treated as a partnership for federal and California income tax purposes. See
§§2.116-2.117.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.88 11. Estate Planning

§2.88 11. Estate Planning

An LLP does not provide tax advantages for estate planning purposes. Ownership is restricted to specified licensed
professionals.
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§2.89 I. Other Forms of Business

The brief descriptions in §§2.90-2.96 are intended not as complete discussions of the entities named, but rather as
definitions to assist an attorney in differentiating these entities from those discussed more fully in this publication. For
additional information on the following forms of business, see Organizing Corporations in California, chap 1 (3d ed Cal
CEB 2001).
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§2.90 1. Unincorporated Associations

An unincorporated association is an unincorporated group of two or more persons joined by mutual consent for a
common lawful purpose. Corp C §18035. See generally Corp C §§18000-24001.5. Unincorporated associations include,
among other things, joint stock associations (Corp C §§22000-22003) and real estate investment trusts (Corp C
§8§23000-23006). Real estate investment trusts ("REITs") are discussed below in §2.91.

Except as otherwise provided by law, an unincorporated association is liable for its own acts and omissions and for
those of its directors, officers, agents, and employees acting within the scope of their offices or employment, to the
same extent as if the association were a natural person. Corp C §18250. Judgments may be enforced only against the
property of the unincorporated association except in specific circumstances. See, e.g., Corp C §§18260, 18270,
18605-18640, 22002, 23002, 24001.5.

An unincorporated association is taxable as a partnership unless it elects to be taxed as a corporation. Treas Reg
§301.7701-3.

Ownership interests in unincorporated associations are included in the definition of securities under California law.
Corp C §25019. All offers and sales of securities in California require qualification with the Commissioner of
Corporations unless either the transaction or the security itself is exempted from qualification. The securities laws of
other states (so-called "blue sky" laws) may also apply to offers or sales outside California. Federal securities laws
should also be considered. Regulatory filings may be required either to qualify an offering and sale or to receive an
exemption. Corp C §§25000-25707; 10 Cal Code Regs §§250.9-260.617. For more discussion of unincorporated
associations, see Advising California Nonprofit Corporations, chap 2 (3d ed Cal CEB 2009); on offers and sales of
securities in California, see Financing and Protecting California Businesses (Cal CEB 2006). See also Marsh & Volk,
Practice Under the California Securities Laws (rev ed 1973). For federal securities law practice, see Loss & Seligman,
Fundamentals of Securities Regulation (5th ed 2004).
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2. Entities Formed to Hold Real Estate

§2.91 a. Real Estate Investment Trusts (REITs)

A real estate investment trust (commonly called a "REIT" and pronounced "reet") is a type of unincorporated
association (see §2.90) or trust formed to engage in certain real estate transactions and investments. The REIT is
managed by, or under the direction of, one or more trustees for the benefit of the holders or owners and must meet
requirements under Corp C §23000 to be recognized as a REIT. Investors in a qualified REIT are not personally liable
for debts or obligations of the REIT. Corp C §§23001-23004.

A REIT itself pays little or no federal or California income tax if it meets certain requirements, including annual
distribution of at least 90 percent of its taxable income to its investors/shareholders. Amounts retained by the REIT are
taxable at the corporate rate. See IRC §§856-860; Treas Reg §1.857-1.

Ownership interests in REITs issued under the authority of the Real Estate Commissioner may be exempt from
California securities registration requirements. See Corp C §25100(e).

For further discussion of REITs, see California Real Estate Finance Practice: Strategies and Forms (Cal CEB 2000).
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§2.92 b. Condominiums

A condominium is a format for the purchase and ownership of real property in which each owner holds (1) ownership
of the owner's own unit, and (2) an undivided interest in the common areas and facilities of the entire property. CC
§§783, 1350-1376. The condominium format can be used both for units in residential multiple-unit properties (such as
apartment buildings) as well as for commercial units (such as suites in office buildings and retail stores in shopping
centers). The covenants, conditions, and restrictions recorded against the entire project restrict the use of the property
and define the responsibilities of the association as a whole as well as of the owners individually.

Ownership interests in condominiums issued under the authority of the Real Estate Commissioner may be exempt
from California securities registration requirements. See Corp C §25100(e).

For further discussion of condominiums, see Forming California Common Interest Developments (Cal CEB 2004) and
Advising California Common Interest Communities (Cal CEB 2003).
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§2.93 c. Stock Cooperatives

A stock cooperative is a corporation formed to hold title to real property, and the corporation's shareholders receive
a right of exclusive occupancy in a portion of the property. CC §§1351(m), 1350-1376.

Ownership interests in stock cooperatives issued under the authority of the Real Estate Commissioner may be
exempt from California securities registration requirements. See Corp C §25100(e).

For further discussion, see Forming California Common Interest Developments (Cal CEB 2004) and Advising
California Common Interest Communities (Cal CEB 2003).
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§2.94 3. Cooperative Corporations

Cooperative corporations conduct business primarily for the mutual benefit of their members as patrons of the
corporation. The earnings, savings, or benefits of the cooperative corporation are used for the general welfare of the
members or are proportionately and equitably distributed to its members or patrons on the basis of their patronage of
the corporation. Corp C §12201; see generally Corp C §§12200-12704.

Cooperative corporations formed under Food & A C §54001-54294 and Consumer Cooperative Corporations formed
under Corp C §§12200-12704 may be exempt from securities registration requirements. See Corp C §25100(m), (r).

For further discussion, see Advising California Common Interest Communities (Cal CEB 2003).
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§2.95 4. Business Trusts (Massachusetts Trusts)

The infrequently used business trust (sometimes called a "Massachusetts trust") is an unincorporated business
association. Investors contribute property to the trust, which then issues trust certificates to the investors (called
"beneficiaries"). Management of the trust is conducted by trustees. As with limited partnerships, the beneficiaries do not
have a managerial role and are not personally liable for the debts or obligations of the trust. Interests in a business
trust may be characterized as securities. See §8.7.

The Internal Revenue Code does not use the term "business trust,” and a business trust must elect to be taxed as a
corporation, partnership, or sole proprietorship. See Treas Reg §301.7701-4(b).

Converting an existing business trust to a corporation is governed by Corp C §200.5.
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§2.96 5. Joint Ventures

A joint venture is an entity or contractual arrangement formed for a limited or temporary business purpose such as a
single project. See Pellegrini v Weiss (2008) 165 CA4th 515, 525, 81 CR3d 387 ("The essential element of a joint
venture is an undertaking by two or more persons to carry out a single business enterprise jointly for profit."). Joint
ventures are usually interpreted under laws controlling general partnerships, but some courts have used breach-of-
contract analysis to determine rights and remedies between joint venturers, rather than applying principles of general
partnerships. See, e.g., Elsbach v Mulligan (1943) 58 CA2d 354, 369, 136 P2d 651.

Because the term "joint venture" is sometimes used loosely to apply to a variety of business arrangements, care
should be taken to analyze, structure, and document the parties' intended rights and obligations. Ownership interests in
a joint venture may be characterized as securities. See §8.7.

For tax purposes, joint ventures are taxed as general partnerships. See §2.58.
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§2.96A 6. Family Limited Partnerships (FLPs) and Family Limited Liability Companies (FLLCs)

Family limited partnerships (FLPs) and family limited liability companies (FLLCs) can be used as estate planning
vehicles. Valuation discounts for estate and gift tax purposes and limited liability for most or all of the owners may
apply to each of these entities. These two entities have enjoyed the most popularity as family business entities, due in
part to their flow-through nature for income tax purposes and in part to the flexibility in management that they can
provide.

FLPs can be used to transfer interests in a family business or real estate from the owner to the FLP and, ultimately,
to the next generation. A properly organized FLP can (a) reduce gifts taxes; (b) permit retained management and
income from transferred property; and (c) avoid inclusion of the transferred interest in the property in the transferor's
gross estate at death. The transfer of minority interests to the FLP can be structured to take advantage of valuation
discounts and reduced liquidation rights. For further discussion of limited partnerships, see §§2.60-2.76 and chap 6. For
further discussion of estate planning for family businesses, see §2.199. For further discussion of FLPs, see California
Estate Planning, chap 18 (Cal CEB 2002).

NOTE: The Uniform Limited Partnership Act of 2008 (Re-RULPA) (Corp C §§15900-15912.07), which is applicable to
virtually all limited partnerships as of January 1, 2010, eliminates the statutory right of limited partners to remove a
general partner that existed under prior law. Thus limited partners have no statutory right to remove a general
partner.

Although LLCs were not traditionally used for estate planning, they have become increasingly useful for estate
planning purposes as FLLCs. Unlike FLPs, no one is liable for the debts of the entity. See Estate Plan, chap 18.
California law allows the formation of single-member LLCs. Corp C §17050(b). This difference from FLPs may make
the FLLC more attractive when only one person will form the entity. Further, if limited liability is the most important
factor for a family and most family members will be involved in management, the FLLC may be more appropriate
because limited liability is extended to all members and managers. If a limited partner were to participate in
management of an FLP, he or she would lose the protection of limited liability. Unlike the FLP, family members may
actively participate in the business operation of an FLLC without automatically losing protection from personal liability.

NOTE: If a practitioner believes that an FLP is a better estate planning device, consideration should be given to
forming an FLLC as a general partner of the FLP. The older generation would contribute assets to the FLP in
return for limited partnership interests, which would then be given to family members. This two-tier structure limits
the liability of the older generation through the FLLC but may allow discounts to be calculated on the gift of the
limited partnership interests.
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§2.97 J. Entities Available to Attorneys, Accountants, Architects, and Medical Professionals

Attorneys, accountants, architects, and medical professionals may act as sole proprietors. See §2.12. They may also
provide professional services through the following entities:

e Professional corporations (see chap 10); and
e General partnerships (see chap 5).

Attorneys, accountants, and architects may also provide professional services through a limited liability partnership
(LLP). See chap 7.

Professional services cannot be rendered in California through limited liability companies (LLCs), whether organized
in California or elsewhere. Corp C §17375.
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§2.98 lll. FACTORS IN SELECTING MOST APPROPRIATE FORM FOR DOING BUSINESS

A variety of factors should be considered in determining the most appropriate form for doing business. Some of the
more significant factors are discussed below in §§2.99-2.199, but their relative importance can and should be weighed
only in the context of a client's particular circumstances.
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§2.99 A. Costs and Ease of Formation; Agreements Among Owners

The costs and ease of forming a business enterprise depend more on the scope and complexity of the specific
business venture than on the chosen form of entity. For example, a limited liability company (LLC) formed to engage in
a complex transaction, with detailed allocations of profits and losses and sophisticated management controls, may be
much more complicated and costly to form than a one-shareholder corporation engaging in a simple business. For a list
of filing fees associated with formation of various business entities, see the form in §2.209.
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§2.100 1. Sole Proprietorships

A sole proprietorship is the simplest form of business organization, in which an individual engages in business
personally, without co-owners and without the use of an entity such as a corporation. A sole proprietorship avoids many
of the formalities and reporting requirements of business entities. Creation of a sole proprietorship does not involve
registration with any governmental agency, except possible filing to obtain a local or municipal government business
license and a fictitious business name (also called colloquially a "DBA," for "doing business as"). If a fictitious business
name is used, the owner must file a DBA with the county recorder in the county where the proprietorship's principal
place of business is located, and may also file in any other county. Bus & P C §17915. The filing fee is usually modest.
Periodic renewals of registrations are required.
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2. Corporations

§2.101 a. C Corporations

Among all the limited liability entities available to a business, a corporation may be the simplest and least expensive
to form and set up, due to long usage and commonly agreed provisions for the operative documents. Creation of a new
corporation includes the following:

e Preparing and filing articles of incorporation with the Secretary of State (current filing fee: $100; Govt C
§12186(c)). See §§8.13-8.20.

e Preparing and adopting bylaws. See §§8.22-8.27.

e Selecting and recruiting a board of directors. See Comments to forms in §§8.43, 8.44.

e Holding and documenting an initial meeting (or preparing a unanimous written consent of the board) to complete
organization of the corporation, including appointing officers, issuing stock to shareholders, establishing a fiscal
year, adopting forms of stock certificate and corporate seal, and related matters (although an incorporator may
take some of these actions (Corp C §210)). See §8.28.

No standard form for articles of incorporation is offered on the Secretary of State's website, because of the variations
and optional provisions which can be included. However, a basic form suitable for tailoring is posted on the Secretary of
State's website. For the website address, see the Directory. See also the form in §9.35. For attorney-drafted clauses
for the articles of incorporation, see §§8.38-8.57.

Within 90 days after filing the articles of incorporation and annually thereafter, a Statement of Information (Domestic
Stock Corporation) (Form Sl 200 C) must be filed with the Secretary of State (current filing fee: $25; Govt C
§12186(g)), giving the names and addresses of current officers and directors and other basic information. For the
website where this form may be obtained, see the Directory. See also the form in §8.125.

Before incorporation, federal and state securities law should be reviewed to determine whether registration or
qualification of the offering or the shares of stock must be made with the appropriate regulatory authorities. Exemptions
from registration and qualification may be available.

The corporation and its shareholders need not negotiate a detailed agreement governing the structure and operation
of the corporation, but may instead rely on the provisions of the General Corporation Law (Corp C §§100-2319). A
detailed shareholder "buy-sell" agreement or specially drafted articles of incorporation may be advisable or necessary,
however, if the parties want to restrict the transferability or voting rights of corporate stock or provide for different
classes of stock. The cost of negotiating and drafting a shareholder "buy-sell" agreement varies according to the
complexity of the agreement and the shareholders' goals and desires.

Among the points which may be addressed in a shareholder "buy-sell" agreement are:

e A right of first refusal for the corporation and other shareholders to buy back shares a shareholder wishes to sell;

e The mandatory or optional repurchase of shares on a shareholder's death, disability, or termination of
employment;

e The formula for determining the purchase price for shares in the future;

e The terms of payment on shares repurchased;

e A "come along, bring along" clause in which minority shareholders agree to participate in a sale of the
corporation to a third party, as long as the minority receive the same consideration for their shares as the
maijority;

e The percentage vote needed to issue additional shares and to amend or terminate the shareholder "buy-sell"
agreement; and

e Dispute resolution and controlling law provisions, along with other effectuating provisions.

A corporation is taxed under IRC subchapter C unless it elects to be taxed as an S corporation (see §2.102). A
corporation not electing S corporation status is sometimes referred to as a C corporation.

For a comprehensive discussion of corporations, see chap 8; see also Organizing Corporations in California (3d ed
Cal CEB 2001).
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§2.102 b. S Corporations

Shareholders of a corporation formed as described in §2.101 may approve a resolution to be taxed under IRC
subchapter S by executing and filing Form 2353 with the Internal Revenue Service. There is currently no filing fee.

To qualify for S corporation status, a corporation may have only one class of stock and have no more than 100
shareholders, including only individuals who are United States citizens or legal United States residents, as well as
certain trusts and estates. When a qualified trust is a shareholder of an S corporation, each potential current beneficiary
of the trust is treated as a separate shareholder. Treas Reg 1.1361-1(e)(1). Related shareholders, whether owning
shares directly or by deemed ownership as a beneficiary of a trust, may be treated as a single shareholder pursuant to
family attribution rules. Treas Reg 1.1361-1(e)(3).

For restrictions on a corporation's ability to qualify as an S corporation, see §2.129; see generally §§2.128-2.134. For
tax implications of S corporation status, see §8.5.
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§2.103 c. Close Corporations

Formalities of creation for a close corporation are the same as for a C corporation (see §2.101), but with additional
specific wording required in the articles of incorporation regarding election of close corporation status, as well as a
legend placed on the stock certificates to that effect. Corp C §418(c).

A close corporation (also called a statutory close corporation) is a corporation with no more than 35 shareholders,
who usually agree among themselves to relax various corporate control and operating requirements otherwise required
under the General Corporation Law. Corporations Code §300(c) specifies which provisions of the Code cannot be
relaxed or varied. See §9.14.

In forming a close corporation, a separate written agreement should be entered into among the shareholders
specifying which corporate control and operating requirements are affected. The cost of negotiating and preparing the
agreement varies according to the complexity of the agreement and the shareholders' goals and desires.

See generally Corp C §300. For further discussion of close corporations, see chap 9.
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§2.104 d. Professional Corporations

Attorneys, accountants, architects, medical professionals, and members of other specified professions are permitted
to practice through professional corporations. A professional corporation is formed as a C corporation (see §2.101) and
includes additional restrictive language in its articles of incorporation, limiting ownership to licensed professionals. The
professional corporation may, if it otherwise qualifies, also be structured as a close corporation (see §2.103) or elect to
be taxed as an S corporation (see §2.117). Attorneys forming a professional corporation must also register it with the
State Bar of California and, as with accountants, meet certain security requirements. For the website address where the
forms are available, see the Directory. See also the forms in §§10.76-10.78.

Individuals providing professional services "pursuant to a license, certification or registration authorized by the
Business and Professions Code, the Chiropractic Act, or the Osteopathic Act" and providing any services as licensed
yacht and ship brokers may do so through a corporation designated in its articles of incorporation as a professional
corporation. Corp C §§13401(a), 13401.3. Professionals permitted to form professional corporations are attorneys,
accountants, and architects, as well as dentists, nurses, chiropractors, psychologists, clinical social workers, and certain
others. "Professional services" do not include services provided by businesses which require only a nonprofessional,
occupational license under the Business and Professions Code. See 87 Ops Cal Atty Gen 109 (2004). See also chap
10.
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§2.105 3. General Partnerships

A general partnership is an association formed by two or more consenting parties to carry on as co-owners a
business for profit. The partners themselves may be individuals, partnerships, corporations, limited liability companies
(LLCs), and other legal or commercial entities. Corp C §16101(13).

The partnership agreement between or among the partners may be oral or implied, but a written agreement is
advisable for certainty of the terms agreed. Corp C §16101(8). The scope of and limitations to the partnership
agreement are described in Corp C §16103. The cost of negotiating and preparing the agreement depends on the
structure of the partnership, the nature of its business, and the shareholders' goals and desires.

No filing is required with the Secretary of State or any other governmental authority. However, a general partnership
may file a Statement of Partnership Authority (Form GP-1) (see Corp C §16303(a)) with the Secretary of State's office,
accompanied by a filing fee, which is currently $70. Corp C §16113(a); Govt C §12187(a). For the website address of
the form, see the Directory. See also the form in §5.48. In addition, a general partnership may record its partnership
agreement with the county recorder's office where the general partnership is located. The requirements for statements
filed by the partners are addressed in Corp C §16105.

Interests in general partnerships are generally not characterized as securities because all general partners are
deemed personally involved in the management and control of the business. Corp C §§25000-25707; 10 Cal Code
Regs §§250.9-260.617.

For discussion of general partnerships, see chap 5; see also Advising California Partnerships, chap 5 (3d ed Cal
CEB 1999).
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§2.106 4. Limited Partnerships

NOTE: As of January 1, 2010, the Uniform Limited Partnership Act of 2008 (Re-RULPA) (Corp C §§15900-15912.07)
became applicable to all California limited partnerships, with a few exceptional transition provisions described in
Corp C §§15912.01-15912.07. As of January 1, 2008, Re-RULPA governs foreign limited partnerships whenever
formed (Corp C §15912.04). The Corporations Code sections cited below refer to Re-RULPA.

A limited partnership is a partnership formed by two or more persons or entities and having (a) one or more general
partners, who engage actively in the management and control of the business and have unlimited personal liability for
the partnership's debts and obligations, and (b) one or more limited partners, who are not personally liable for the
partnership's debts and obligations unless they participate in the control of the business. Corp C §15901.02(m), (p), (y).
Persons who may serve as general or limited partners are individuals, partnerships, limited partnerships (domestic or
foreign), trusts, estates, associations, corporations, limited liability companies, or other entities. See Corp C
§15901.02(y) (Re-RULPA).

A limited partnership is formed by filing a Certificate of Limited Partnership (Form LP-1), recording it with the
Secretary of State, and paying a filing fee (currently $70; see Govt C §12188(b)). For the website of the form, see the
Directory. See also the form in §6.38.

An oral partnership agreement among the partners is legally sufficient, but a written partnership agreement is
recommended for certainty of the terms intended. Corp C §15901.02(x).

Before formation of the limited partnership and the offering of partnership interests, federal and state securities law
should be reviewed to determine whether registration or qualification of the offering or the limited partnership interests
must be made with the appropriate regulatory authorities. Exemptions from registration and qualification may be
available. See §6.8.

For discussion of limited partnerships, see chap 7; see also Advising California Partnerships, chap 7 (3d ed Cal CEB
1999).
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§2.107 5. Limited Liability Partnerships (LLPs)

A limited liability partnership (LLP) is a general partnership which executes and files the Registered Limited Liability
Partnership Registration (Form LLP-1) with the Secretary of State (current filing fee: $70; see Govt C §12189(a)) and
whose partners are only those licensed to practice law, public accountancy, or architecture. For the website address of
forms necessary to register an LLP with the Secretary of State and with the State Bar of California, see the Directory.

An LLP must maintain one or more types of security in the required amounts for claims based on acts, errors, or
omissions arising from the practice of the profession concerned. Corp C §16956(a)(1). See §7.26. This security may be
provided by obtaining professional liability insurance, by escrowing cash or cash equivalents, or by certifying that the
LLP has at least the required minimum net worth. Corp C §16956. Each partner in an LLP is deemed to guarantee the
difference between the amount of security required by statute and the amount of security actually provided by the LLP.
Corp C §16956(a)(1)-(3). If the LLP relies on certification of its net worth, then at the time Form LLP-1 is filed with the
Secretary of State to register the LLP, an additional form entitled Alternative Security Provision (Secretary of State Form
LLP-3) concerning the security provisions must also be filed. An annual update must be filed each year thereafter; the
filing fee is currently $30. See Govt C §12189(f). For the website address of Form LLP-3, see the Directory.

An LLP must comply with all registration and filing requirements of the state board, commission, or other agency that
prescribes the rules and regulations governing the particular profession. Corp C §16953(h). For example, State Bar
rules require execution and filing of an Application for Issuance of Certificate of Registration as a Limited Liability
Partnership. A copy of this form may be obtained from the State Bar Office of Certification; for the website address, see
the Directory. See also the form in §7.39.

Because LLPs are a relatively recent concept, some risk exists in their use because statutory interpretation and case
law are not yet as extensive as that for more established entity forms such as corporations and general and limited
partnerships.

For further discussion of LLPs, see chap 7; see also Advising California Partnerships, chap 9 (3d ed Cal CEB 1999).
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§2.108 6. Limited Liability Companies (LLCs)

A limited liability company (LLC) is formed by filing the Articles of Organization (Form LLC-1) with the Secretary of
State, together with a filing fee, which is currently $70. Corp C §17050(a); Govt C §12190(b). For the website address
of the form, see the Directory. See also the form in §11.39. The articles must be signed and filed by the organizer of
the LLC, who need not be or become a member or manager of the LLC. Corp C §17050(a).

Within 90 days after filing the articles of organization and biennially thereafter, a Statement of Information (Secretary
of State Form LLC-12) must be filed with the Secretary of State (current filing fee: $20; Govt C §12190(k)), giving the
names and addresses of the LLC managers and the chief executive officer, if any, or if there are no managers, of each
member, and other basic information. For the website address where the form may be obtained, see the Directory.

Before or after filing the articles of organization, all members of the LLC must enter into an operating agreement.
Corp C §17050(a). Although the operating agreement may be oral (Corp C §17001(ab)), it is advisable that the
agreement be written for certainty of the terms intended. The cost of negotiating and preparing an operating agreement
depends on the complexity of the business contemplated and the variations on financial and other terms desired by the
members of the LLC. The flexibility which makes LLCs so attractive to its owners can also impede negotiations among
the members as to the financial and other terms of the operating agreement, delaying its completion. The failure to
complete and execute an operating agreement does not invalidate the LLC's formation, but makes uncertain the terms
governing the relationship among the members.

Because LLCs are a relatively recent concept, some risk exists in their use because statutory interpretation and case
law are not yet as extensive as that for more established entity forms such as corporations and general and limited
partnerships.

For detailed information on formation, see chap 11; see also Forming and Operating California Limited Liability
Companies, chap 7 (2d ed Cal CEB 2007).
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§2.109 B. Ability to Raise Capital; Securities Law Aspects

All offers and sales of securities in California require qualification with the Commissioner of Corporations, unless
either the transaction or the security itself is, under the law or a rule of the Commissioner, exempted from qualification.
Corp C §§25000-25707; 10 Cal Code Regs §8§250.9-260.617. Generally speaking, a security is found to exist when a
person has invested value in a common enterprise with an expectation of profit to be derived substantially from the
efforts of others. See, e.g., SEC v W. J. Howey Co. (1946) 328 US 293, 90 L Ed 1244, 66 S Ct 1100. Shares of stock
in a corporation and limited partnership interests are generally characterized as securities. See, e.g., Corp C §25019;
10 Cal Code Regs §260.000.
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§2.110 1. Sole Proprietorships

Sole proprietorships are funded by the owner, through either personal funds or personal borrowing. Because there
are no investors and no stock or other securities are issued, no securities issues arise.
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§2.111 2. Corporations, Including S Corporations and Close Corporations

A corporation is funded through:

e |ts shareholders' equity capital contributions (either cash or in kind) in exchange for issuance of shares of stock;
e Funds loaned to the corporation by its shareholders; and/or
e Borrowing from third parties.

Borrowing from third parties can be secured by liens on corporate assets or by guaranties provided by individual
shareholders.

Corporations may be more attractive to so-called "risk capital" from passive investors such as venture capitalists
because (a) corporations offer limited liability and the relatively free transferability of corporate shares, and (b) the
consequences and mechanisms of investing in corporate stock may be more widely understood than investing in
partnerships or LLCs.

All offers and sales of securities in California, including shares of stock in a corporation, require qualification with the
Commissioner of Corporations unless either the transaction or the security itself is exempted from qualification. The
securities laws of other states (so-called "blue sky" laws) may also apply to offers or sales outside California. Federal
securities laws should also be considered. Regulatory filings may be required either to qualify an offering and sale or to
receive an exemption. Corp C §§25000-25707; 10 Cal Code Reg §§250.9-260.617. See §8.7; see also Organizing
Corporations in California, chap 4 (3d ed Cal CEB 2001); Marsh & Volk, Practice Under the California Securities Laws
(rev ed 1973). For federal securities law practice, see Loss & Seligman, Fundamentals of Securities Regulation (5th ed
2004).
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§2.112 3. General Partnerships

A general partnership's capital usually comes from the partners' capital contributions and from secured or unsecured
loans from partners or third parties. A partnership's ability to borrow may depend on the creditworthiness of the
individual partners and the value of partnership assets that can be offered as collateral for a secured loan. General
partnerships are usually not attractive to passive investors, because of the risk of personal liability for partnership debts
and the lack of free transferability of partnership interests.

Interests in a general partnership are ordinarily not considered to be securities subject to federal and California
securities law, due to the personal involvement of all partners in the management of the business.
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§2.113 4. Limited Partnerships

A limited partnership's sources of capital include those available to a general partnership, plus the capital
contributions of limited partners. Because of limited liability and pass-through tax treatment, limited partnership interests
are attractive to certain passive investors, especially in connection with real estate ventures and tax-advantaged
investments. However, limited partnership interests are generally unattractive to venture capitalists because limited
partners cannot participate in management without the risk of incurring general partner liability.

All offers and sales of securities in California, including limited partnership interests, require qualification with the
Commissioner of Corporations unless either the transaction or the security itself is exempted from qualification. The
securities laws of other states (so-called "blue sky" laws) may also apply to offers or sales outside California. Federal
securities laws should also be considered. Regulatory filings may be required either to qualify an offering and sale or to
receive an exemption. Corp C §§25000-25707; 10 Cal Code Reg §§250.9-260.617. See §6.8; see also Advising
California Partnerships (3d ed Cal CEB 1999); Marsh & Volk, Practice Under the California Securities Laws (rev ed
1973). On federal securities law practice, see Loss & Seligman, Fundamentals of Securities Regulation (5th ed 2004).
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§2.114 5. Limited Liability Partnerships (LLPs)

In California, limited liability partnerships may provide only legal services, public accountancy services, and
architectural services, and (except for related entities; see §7.3) may have only licensed persons as members. Funding
options for an LLP are the same as for a general partnership. See §2.112.

Because California LLPs are governed by California's general partnership statute (Corp C §§16100-16962),
partnership interests are unlikely to be treated as securities for purposes of federal and state securities laws.
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§2.115 6. Limited Liability Companies (LLCs)
An LLC is funded through:

e Its members' equity capital contributions (either cash or in kind) in exchange for membership interests;
e Funds loaned to the LLC by its members; and/or
e Borrowing from third parties.

Borrowing from third parties can be secured by liens on corporate assets or by personal guaranties provided by
members.

Because of (a) the organizational and structural flexibility of LLCs; (b) the ability to engage actively in management
without concern for personal liability; and (c) the ability to make special allocations and deduct losses, LLCs may
become attractive to venture capitalists and passive investors.

Whether membership interests in a particular LLC constitute securities under the federal securities laws is
determined on a case-by-case basis. An interest in an LLC will constitute a security under the California Corporate
Securities Law of 1968 (Corp C §§25000-25707) unless all the members actually actively engage in the management
of the LLC. Corp C §25019. See §11.9. See also Forming and Operating California Limited Liability Companies, chap
12 (2d ed Cal CEB 2007); Marsh & Volk, Practice Under the California Securities Laws (rev ed 1973). For federal
securities law practice, see Loss & Seligman, Fundamentals of Securities Regulation (5th ed 2004).

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.116 C. Income Tax
Considerations

§2.116 C. Income Tax Considerations

Sections 2.117-2.154 provide a general overview of the federal income tax rules applicable to various entities.

For a comprehensive discussion of taxation of LLCs, see Forming and Operating California Limited Liability
Companies, chap 5 (2d ed Cal CEB 2007).

For detailed discussion of taxation of partnerships, see Advising California Partnerships (3d ed Cal CEB 1999). See
also Bonn, Taxation of Partnerships (1987); 1 McKee, Nelson & Whitmire, Federal Taxation of Partnerships and
Partners (4th ed 2007); Willis, Pennell & Postlewaite, Partnership Taxation (6th ed 1997).

For an in-depth analysis of the taxations of corporations, see Bittker & Eustice, Federal Income Taxation of
Corporations and Shareholders (7th ed 2000). For a brief review of corporate income tax issues, see Organizing
Corporations in California (3d ed Cal CEB 2001). For a discussion of tax issues related to S corporations, see Eustice &
Kuntz, Federal Income Taxation of S Corporations (4th ed 2001).

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.117 1. Classification of
Entities for Tax Purposes

§2.117 1. Classification of Entities for Tax Purposes

A corporation (other than an S corporation) is a tax-paying entity that must pay income tax on its taxable income. An
S corporation is a "flow-through" or "pass-through" entity that reports items of income, loss, deduction, gain, and credit,
to be allocated to—and the tax paid by—the individual shareholders based on their percentage of ownership. Other
entities, such as general partnerships, limited partnerships, LLPs, or LLCs, may elect to be taxed either as a
corporation or as a flow-through entity.

Whether an organization is an entity separate from its owners—and eligible to elect tax treatment either as a
corporation or as a flow-through entity—is determined under federal tax law and does not depend on whether the
organization is recognized as a separate entity under state law. Once the existence of an entity separate from its
owners is established, an election to be treated either as a corporation or a flow-through entity is made under the
Internal Revenue Code check-the-box regulations. Treas Reg §§301.7701-1—301.7701-3. The federal check-the-box
election also governs for California tax purposes. 18 Cal Code Regs §23038(b)-1—23038(b)-3.

Under the check-the-box regulations, entities classified as trusts, or those formed as a corporation under state law,
as well as joint stock companies, insurance companies, or banking institutions, and any organizations that are taxable
as corporations under any other provision of the IRC are taxable as a corporation. Treas Reg §§301.7701-1(b),
301.7701-2(b).

Entities that are not required to be classified as corporations or trusts can elect to be taxed either as a corporation or
as a flow-through entity. Treas Reg §301.7701-3(a). An entity with two or more members will be taxed either as a
corporation or a partnership. An entity with only one member will either be taxed as a corporation or be disregarded
(i.e., reported as Schedule C income if the owner is an individual, or reported as branch or division income if the owner
is another entity). Treas Reg §301.7701-2(a).

An entity having the right to elect its tax status will be treated as a partnership (or as a disregarded entity if it has a
single owner) if no affirmative steps are made to elect otherwise. Treas Reg §301.7701-3(b). The election to be taxed
as a corporation can be made using IRS Form 8832 and will be effective on the date specified by the taxpayer as long
as the date selected is not more than 75 days before the election is filed and not more than 12 months after it is filed.
Treas Reg §301.7701-3(c).

If an entity makes an election to be taxed as a corporation, the entity cannot change its tax classification for 60
months thereafter, unless more than 50 percent of the then-current owners were not owners at the time the election
was made and the IRS consents to the change in classification. Treas Reg §301.7701-3(c)(1)(iv). The 60-month
waiting period does not apply following an election that is made effective at the time of formation of the business entity.
Treas Reg §301.7701-3(c)(1)(iv).
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§2.118 2. Tax Considerations on Formation

Ordinarily, business entities are not taxed on the receipt of capital contributions by their shareholders, partners, or
members, irrespective of whether the contributions are cash, property, or services. IRC §721 (partnership, LLP, and
LLC), IRC §1032 (corporation).

Contributing shareholders, partners, or members are not taxed when they contribute cash in exchange for an interest
in the business entity. However, depending on the nature of the contribution, a shareholder, partner, or member may be
taxed when he or she receives an interest in the entity in exchange for a contribution of property or services. See
§§2.119-2.120.
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§2.119 a. Contributions of Property

Contribution of property to a corporation (including an S corporation) in exchange for corporate stock is a taxable
event for the contributing party unless the transaction constitutes a transfer to a controlled corporation within the
meaning of IRC §351. When the contribution of property to a corporation is taxable, the shareholder will recognize gain
on a "deemed sale" of the property for the fair market value of the shares received. Consequently, the shareholder will
recognize taxable income in an amount equal to the difference between the fair market value of the shares received
and the shareholder's adjusted tax basis in the property contributed to the corporation. IRC §1001.

The contribution of property to a partnership (including LLPs or LLCs that are treated as partnerships for tax
purposes) does not usually trigger tax liability for the contributing partner. IRC §721(a). However, if the contributed
property is subject to a liability, the contributing partner or member will recognize gain to the extent that the liability
exceeds the partner's or member's adjusted tax basis in the partnership (LLP or LLC) after the contribution, including
the tax basis of the contributed property and the partner's or member's share of the partnership's liabilities after the
contribution.

"Disguised sale" rules may require the transaction to be taxed as a sale of the property to the partnership when the
contributing partner receives a direct or indirect distribution from the partnership (other than the partnership interest) in
exchange for a contribution of property. IRC §707(a)(2)(B). In addition, contribution of marketable securities to a
partnership may result in recognition of gain if diversification results. See IRC §721(b).
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§2.120 b. Contribution of Services

Contribution of services to a corporation (including an S corporation) in return for stock is generally taxed to the
contributing party as ordinary income equal to the fair market value of the stock received. See IRC §61. Placement of
certain restrictions on the transferability or vesting of the shares may enable the shareholder to defer the recognition of
the taxable income. IRC §83.

Subject to certain exceptions, contribution of services to a partnership (or LLP or LLC taxed as a partnership) in
return for an interest solely in the profits of the partnership, but not an interest in the underlying capital, is not a taxable
event for the contributing partner. Rev Proc 93-27, 1993-2 Cum Bull 343, clarified by Rev Proc 2001-43, 2001-2 Cum
Bull 191; Campbell v Commissioner (8th Cir 1991) 943 F2d 815. However, receipt of a capital interest in the entity in
exchange for services results in taxable income to the contributing partner. Treas Reg §1.721-1(b)(1).
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3. Tax Considerations During Operation
a. C Corporations

§2.121 (1) Entity Level Tax; Double Taxation

The net income of a C corporation (as opposed to an S corporation; see §2.127) is subject to taxation at the
corporate level at rates up to 35 percent federal and 8.84 percent California. See IRC §11(a); Rev & T C §23153(e).
Dividends paid to shareholders are not deductible to the corporation and are taxable to the receiving shareholder at the
federal income tax rate applicable on the individual's tax return (limited to capital gains rates of 15 percent until Dec. 31,
2010, and potentially as high as 35 percent beginning Jan. 1, 2011) and California ordinary income rates of up to 9.55
percent (10.55 percent in the case of millionaires). IRC §1; Rev & T C §17041(a)(2). Consequently, income distributed
to shareholders is subject to double taxation at an effective tax rate in excess of 50.7 percent. On a sale of the assets
and the liquidation of the corporation, there will be a similar potential for double taxation. See §2.150.

Double taxation may be avoided on dividends paid by a C corporation to a shareholder that is also a C corporation.
IRC §§561-565; Rev & T C §24402. The California income tax deduction pursuant to Rev & T C §24402 is permitted
whether or not the dividend relates to income that was included in a taxpayer-corporation's California taxable income.
See Farmer Bros. v Franchise Tax Bd. (2003) 108 CA4th 976, 134 CR2d 390. However, the deduction for a dividend
paid to a C corporation will not avoid the double-taxation issue if the dividend received is then paid to the shareholders
of the receiving corporation.

Double taxation can be avoided or reduced by paying reasonable wages to shareholder employees, or by paying
interest on debt owed to the shareholders, or paying rents or royalties on property leased or licensed from the
shareholders. The payment of reasonable salaries, interest, rents, or royalties will be deductible to the corporation and
recognized as ordinary income to the receiving shareholder. These transactions, however, are subject to close scrutiny
by the IRS. Therefore, they should be carefully documented and steps taken to ensure that the amounts paid are
reasonable. See, e.g., O.S.C. & Assocs. v Commissioner (9th Cir 1999) 187 F3d 1116 (large salaries paid to
shareholders roughly in proportion to ownership interests were disguised dividends); Label/Graphics, Inc. v
Commissioner (9th Cir 2000) 221 F3d 1091 ("uncharacteristically large bonus" deemed to be disguised dividend).

Double taxation may become a non-issue for corporations that reinvest their income (rather than pay dividends),
since the tax payable at the corporate level may be at a lower rate than if taxed to the individual shareholder. The
corporate federal tax rates are as follows (IRC §11):

TAXABLE INCOME TAX RATE
First $50,000 15 percent
Between $50,000 and $75,000 25 percent
Over $75,000 and less than $10 million 34 percent
Over $10 million 35 percent

The maximum individual federal tax rate is 39.6 percent. See IRC §1.

While retention of corporate earnings for necessary capital investment in the business is beneficial, accumulation of
earnings inside the corporation without a reasonable business purpose, or simply to avoid the additional tax resulting
from dividend distribution, is dangerous. Retention of earnings in excess of the corporation's anticipated needs can
subject the corporation to an accumulated earnings tax (IRC §§531-537) or treatment as a personal holding company
(IRC §8§541-547). For a discussion of the accumulated earnings tax, see Advanced Delivery & Chem. Sys. Nevada, Inc.
(2003) TC Memo 2003-250.
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§2.122 (2) Tax Effect of Asset Distribution

Distribution of assets owned by the corporation as dividends results in recognition of taxable income by the
corporation in an amount equal to the current value of any built-up appreciation in the asset. IRC §311(b). At the same
time, if the current fair market value of the asset is less than the corporation's adjusted tax basis, the accrued loss can
only be recognized if the distribution to the shareholder is in liquidation of the corporation. IRC §336(d).
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§2.123 (3) Inability to Use Losses

If a corporation loses money during the taxable year, the loss will be trapped in the corporation and cannot be
deducted by the shareholders. The net operating loss deduction can be carried back 2 years and carried over for 20
years as a deduction against the corporation's future income. IRC §172(b)(1)(A).

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.124 (4) At-Risk Rules;
Passive Loss Rules

§2.124 (4) At-Risk Rules; Passive Loss Rules

Corporate deductions may be limited by the at-risk rules (IRC §465) and the passive loss rules (IRC §469) if five or
fewer shareholders collectively own 50 percent or more of the corporation's stock, and by the passive loss rules in the
case of personal service corporations. IRC §§465(a)(1)(B); 469(a)(2)(B)(j)(1), (a)(8)(c); 542(a)(2). Under the passive
loss rules the corporation's passive losses can be deducted against "net active income" but not against portfolio
income. IRC §469(e)(2).
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§2.125 (5) Method of Accounting

A C corporation must generally report its taxable income on an accrual basis. IRC §448(a)(1). However, corporations
with annual gross receipts of less than $5 million dollars, and qualified personal service corporations, are permitted to
report their taxable income on a cash basis. IRC §§448(b)(2)-(b)(3).
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§2.126 (6) Taxable Year

A C corporation (other than a personal service corporation) may adopt a taxable year without regard to the taxable
year of its shareholders. IRC §441.
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§2.127 b. S Corporations

The net income of an S corporation is not taxable at the corporate level. Instead, it flows through to the individual
shareholders. A corporation becomes an S corporation by filing an election with the IRS pursuant to IRC §1362. The
tax election does not change the nature of the entity as a corporation, nor alter its impact as a liability shield.
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§2.128 (1) Flow-Through Entity

An S corporation, as a general rule, does not pay federal income tax. Instead, the corporation's items of income and
deductions are allocated to the individual shareholders in proportion to their stock ownership. The items of income and
deduction retain the character that each had in relation to the S corporation.

The shareholder's adjusted tax basis in his or her stock is increased by the share of income recognized, and
decreased by the share of deductions taken. IRC §1367. The shareholder's loss deduction is limited to the basis that he
or she has in the stock, plus the basis of any debt owed by the corporation to the shareholder. IRC §1366; Diane S.
Blodgett (2003) TC Memo 2003-212.

A filing of bankruptcy by the S corporation does not terminate the S election. Consequently, any gain recognized on
liquidation of assets during the bankruptcy proceeding flows through to the individual shareholders. Alphonse Mourad
(2003) 121 TC 1.

In addition to the individual shareholders paying California income tax based on the income and deductions flowing
through from the S corporation, the S corporation itself pays California income tax equal to 1.5 percent of the S
corporation's taxable income. Rev & T C §§23151, 23501, 23802(b)(1).
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§2.129 (2) Qualifying for S Corporation Status

In order to qualify as an S corporation, the corporation must meet the requirements of IRC §1361(b). Specifically, the
corporation cannot:

e Have more than 100 shareholders;

e Have a shareholder other than an individual, an estate, a tax exempt organization, or certain qualified trusts (i.e.,
corporate and partnership shareholders are not permitted);

e Have a shareholder who is a non-resident alien;

e Have more than one class of stock (however, differences solely in voting rights are permitted);

e Be an insurance company;

e Be a foreign corporation;

e Be a domestic international sales corporation; or

e Have an IRC §936 election in effect (involving Puerto Rico and possession tax credit).

The corporation's S corporation status may be inadvertently terminated at any time should it fail to meet any of the
above requirements. IRC §1362(d)(2). Once the S election is terminated, whether inadvertently or intentionally, the
corporation may not normally make another S election for 5 years. IRC §1362(g).
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§2.130 (3) Distributions to Shareholders

An S corporation shareholder is taxed on his or her share of the corporation's income, regardless of whether or not
the income is distributed to the shareholder.

Distributions received by the shareholder are not taxable to the shareholder, except to the extent that the money
(and the fair market value of property) distributed exceeds the shareholder's basis in his or her stock plus the basis of
debt owed by the corporation to the shareholder. IRC §1368. The shareholder's basis in his or her shares is reduced
by the amount of money (and fair market value of property) which is received in the distribution. IRC §1367.

As with a C corporation, distribution by an S corporation of property (rather than cash) is deemed to be a sale of the
property at its then fair market value. Consequently, the corporation will recognize any accumulated capital gain in the
property, but not recognize any loss except on a liquidating distribution. IRC §311(b). On receipt of property as a
distribution, the shareholder takes a fair market value adjusted tax basis in the distributed property. IRC §301(d).
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§2.131 (4) At-Risk Rules; Passive Loss Rules

The corporation's items of income and deduction flow through to each individual shareholder without reference to the
at-risk rules or passive loss rules. Instead, the at-risk rules (IRC §465) and the passive loss rules (IRC §469) apply at
the shareholder level.
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§2.132 (5) Method of Accounting

Unlike C corporations, S corporations may generally report their taxable income using the cash method of
accounting. IRC §446(a). The cash method may not be used, however, if the S corporation comes within the technical
definition of a "tax shelter" within the meaning of IRC §448(a)(3). The accrual method of accounting will be required by
the tax shelter definitions whenever more than 35 percent of the corporation's losses are allocated to shareholders who
do not actively participate in the corporation's management. IRC §§448(d)(3), 461(i)(3), 464(e)(2), 1256(e)(3).
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§2.133 (6) Taxable Year

S corporations are generally required to use a calendar year for tax purposes. IRC §441.
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§2.134 (7) Difference in Tax Treatment Between Partnerships and S Corporations

S corporations, like partnerships (and LLCs electing partnership taxation), are flow-through entities for tax purposes.
However, there are several significant distinctions between the tax treatment of S corporations and other flow-through
entities that should be considered during the formation stage of the business entity. The specific differences are as
follows:

e S corporation distributions must be in proportion to each shareholder's ownership of stock. Unlike a partnership
or an LLC, an S corporation may not specially allocate profits or losses. Income and loss allocations must be
based exclusively on stock holdings. IRC §1366. Further, allocations cannot be adjusted through use of different
classes of stock, since an S corporation may have only one class of stock (allowing only differences as to voting
rights). IRC §§1361(b)(1)(D), (c)(4).

e Corporate debt does not increase the shareholder's adjusted tax basis in his or her stock (compare with
partnerships and LLCs; see §§2.138, 2.147).

e An S corporation cannot increase its adjusted tax basis in assets owned inside the corporation on death of a
shareholder or sale of shares of the corporation. Pursuant to IRC §754, a partnership (or LLC electing
partnership tax treatment) may elect to increase its inside tax basis on assets held by the partnership to match a
new partner's outside basis in his or her partnership interest (resulting from the stepped-up basis on the death of
a partner, pursuant to IRC §1014, or as a result of the new basis resulting from the purchase of an existing
partner's interest in the partnership). Because there is no equivalent of the §754 election for S corporations, if
the corporation's assets are later sold, the corporation will recognize income equal to the full amount of its gain,
including any pre-death or pre-purchase appreciation that could have been avoided if an equivalent to the §754
election were available.

e Gain is normally recognized by the shareholder on contribution of appreciated property. Unless the transaction is
structured to constitute a tax-free exchange under IRC §351 (transfers to controlled corporations), on contribution
of appreciated property to an S corporation in exchange for S corporation stock the shareholder will be taxed as
if he or she had sold the property to the corporation, and would be liable for tax on the difference between the
property's then fair market value and the shareholder's adjusted tax basis in the contributed property. IRC
§1001. In contrast, contribution of property to a partnership in exchange for an interest in the partnership will not
ordinarily trigger tax liability. IRC §721(a).

e An S corporation ordinarily recognizes gain on distribution of appreciated property, and the recognized gain flows
through to the individual shareholders in proportion to their interests in the corporation. IRC §§311, 336.
However, no loss is recognized on the distribution of depreciated property unless the distribution is in liquidation
of the shareholder's interest in the corporation. In a partnership or an LLC, neither gain nor loss is normally
recognized on distribution of property. See §§2.136, 2.146.

e S corporation income and loss is not included in the shareholder's self-employment earnings total. Iltems of
income and loss that pass through from an S corporation to its shareholder are treated as distributions based on
ownership, and not included in determining the shareholder's self-employment tax liability. Therefore, the
shareholder does not pay self-employment tax on the distribution and cannot reduce his or her self-employment
tax liability on other income by virtue of losses flowing through from the corporation. Further, the shareholder
cannot make retirement plan contributions that are based on having self-employment income. See Ding v
Commissioner (9th Cir 1999) 200 F3d 587; Durando v U.S. (9th Cir 1995) 70 F3d 548.
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c. Partnerships

§2.135 (1) Flow-Through Entity

Partnerships do not pay federal income tax. IRC §701. Instead, the partnership's income and deductions flow through
to, and are taxed to or deducted by, the partners. Income and deductions normally retain the character they had in the
partnership. IRC §702(b). Consequently, partnership income is not subject to potential double taxation, and partnership
losses can be fully deductible by the individual partners, but not in excess of their adjusted tax basis in the partnership
interest (IRC §704(d)) and subject to the at-risk and passive loss rules (IRC §§465, 469).

Such flow-through treatment can be a disadvantage for the owners of a profitable partnership that reinvests a
significant portion of its profits since the partners would be taxed on their allocable share of the profits without receiving
cash distributions from which to pay the tax.
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§2.136 (2) Distributions

Distributions of cash or property by a partnership to its partners are not normally taxable events, either to the
partnership or the individual partners. IRC §731. However, distributions of cash or property, including deemed
distributions resulting from the reduction in a partner's share of partnership debt, will be taxable if and to the extent that
the value of the distribution exceeds the partner's adjusted tax basis in his or her partnership interest immediately
before the distribution. IRC §731(a)(1).

A partner who previously contributed property with unrecognized, taxable gain may be required to recognize the gain
that was not recognized at the time of contribution if, within 7 years of the contribution, either (a) the partnership
distributes the previously contributed property to another partner (IRC §704(c)), or (b) the partnership distributes
different property to the contributing partner (IRC §737(d)(1)).

Gain may also be recognized by a partner when the partnership distributes marketable securities, or when a
partnership owning unrealized receivables (including depreciation recapture) or appreciated inventory makes
distributions that alter the partners' proportionate interests in each property. IRC §§731(c), 751(b).

A partner's basis in his or her partnership interest is reduced by the amount of distributions made to the partner. IRC
§705(a)(2). Generally, a partner takes an adjusted tax basis in any property distributed to him or her by the partnership
equal to the partnership's adjusted tax basis in the property immediately prior to the distribution. IRC §732.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.137 (3) Special
Allocations

§2.137 (3) Special Allocations

"Special allocations" of profits, losses, deductions, and credits (i.e., allocations not in proportion to percentage
ownership) may be made among the partners, as long as they have "substantial economic effect." IRC §§704(a),
704(b)(2); Treas Reg §1.752-3. The substantial economic effect test applicable to special allocations is set forth in
Treas Reg §1.704-1(b)(2).
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§2.138 (4) Debt Increases Basis

A partner's share of partnership debt is deemed to be a contribution of money by the partner to the partnership, and
the partner's basis in his or her partnership interest is increased accordingly. IRC §§705, 752(a). Conversely, decreases
in a partner's share of partnership debt are deemed to be a distribution of money to the partner, and the partner's basis
in his or her partnership interest is decreased. IRC §§705, 752(b).

Allocation of partnership debt among partners depends on whether the debt is recourse or nonrecourse. Recourse
partnership debt is shared among the partners in the same manner as they share the "economic risk of loss" with
regard to the debt. Treas Reg §1.752-2. Detailed analysis of the sharing of economic risk of loss is complex; however,
the allocation of recourse debt will most typically follow each partner's ultimate responsibility for the payment of the
recourse debt. Allocation of nonrecourse partnership debt is more complicated, but often results in allocating the
nonrecourse debt among partners in the same manner in which the partners share profits. Treas Reg §1.752-3.

An individual partner's increase in adjusted tax basis resulting from the partnership debt can result in the individual
partner being allowed to take greater loss deductions (compared to an S corporation).
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§2.139 (5) Section 754 Election

A partnership can elect to adjust the partnership's adjusted tax basis in the assets owned by the partnership to
match any increase or decrease in an individual partner's adjusted tax basis in his or her partnership interest occurring
either because of the death of a partner or because of the sale of any partnership interest. IRC §§734, 743, 754-755.
As a result, a purchasing or inheriting partner will not be taxed on the built-in gain inherent in the partnership's asset at
the time of inheritance or purchase, when the partnership subsequently sells the underlying assets or distributes them
to a partner.
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§2.140 (6) At-Risk Rules

A partner may deduct his or her allocable share of partnership losses only to the extent of his or her amount "at
risk." IRC §465. A partner's at-risk amount equals his or her capital investment, plus his or her allocable share of the
partnership debt for which he or she is personally liable. Generally, partnership nonrecourse debt is not included in the
at-risk computation, except to the extent that it is "qualified nonrecourse financing" (most commonly nonrecourse debt
secured by real property). IRC §465(b)(6).
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§2.141 (7) Passive Loss Rules

A partner may deduct passive losses only against passive income, and not against active or portfolio income. IRC
§469. A partner who does not "materially” participate in the partnership business activity is deemed to have passive
income or losses from the partnership.
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§2.142 (8) Deemed Termination of Partnership

A partnership is deemed to have terminated for tax purposes if 50 percent or more of the interests in a partnership
are sold or exchanged within 12 months. IRC §708(b)(1)(B). On deemed termination, the partnership assets are
deemed to be distributed proportionally to the partners and then recontributed back to the partnership. Any partner
whose deemed distribution exceeds his or her adjusted tax basis in the partnership interest will recognize gain to the
extent of that excess. IRC §731(a)(1).
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§2.143 (9) Method of Accounting

Partnerships generally may use the cash method of accounting for reporting taxable income. IRC §§446(a)-(c). A
partnership must use the accrual method of accounting, however, if any partner is a C corporation and the partnership
has average annual gross receipts over the past 3 years in excess of $5 million dollars. IRC §§448(a)(2), (b)(3), (c).
Finally, a partnership must use the accrual method of accounting if it is a "tax shelter" within the meaning of IRC
§448(a)(3) (including a limited partnership that allocates over 35 percent of the partnership's losses to limited partners).
IRC §8§448(d)(3), 461(i)(3), 1256(e)(3).
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§2.144 (10) Taxable Year

A partnership must adopt a taxable year corresponding to that used by its majority or principal partners. IRC §706(b).
If the majority or principal partners do not all have the same fiscal year, the partnership is generally required to adopt a
calendar year for tax purposes.
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d. Limited Liability Companies

§2.145 (1) Flow-Through Entity; Election of Corporate Treatment

Pursuant to IRS and California check-the-box regulations, an LLC is treated as a partnership for income tax
purposes unless it elects to be treated as a corporation. See §2.117.

As a flow-through entity (partnership tax characteristics), the income and losses of the LLC flow through to, and are
taxed to or deducted by, the individual members. Income and losses normally retain the character they had in the LLC.
Thus, an LLC choosing partnership characteristics can avoid double taxation, and losses may be fully deductible by the
individual members (but not in excess of the individual member's adjusted tax basis in the LLC). IRC §§702, 704(d).

As with a partnership, flow-through tax treatment can be disadvantageous to the owners of a profitable LLC that
reinvests a significant portion of its profits, since the members will be taxed on their allocable share of the profits
without receiving cash distributions from which to pay the tax.

An LLC that elects corporate tax characteristics may be subject to double taxation and other tax characteristics of a
corporation. See §§2.121-2.126.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.146 (2) Distributions

§2.146 (2) Distributions

An LLC's distributions to its members generally are not taxable either to the LLC or the individual members. IRC
§731. However, if the value of the distribution by the LLC exceeds the individual member's adjusted tax basis in his or
her LLC interest, gain is recognized by the individual member to the extent of the excess. IRC §731(a)(1).

As with a partnership, a member who contributes property with built-in gain may be required to recognize all or part
of that gain if, within 5 years of the initial contribution, either (a) the LLC distributes the contributed property to another
member (IRC §704(c)) or (b) the LLC distributes different property to the contributing member (IRC §737).

In addition, gain may be recognized to the individual partner when an LLC distributes marketable securities or certain
unrealized receivables or appreciated inventory. IRC §§731(c), 751(b).

A member's adjusted tax basis in his or her LLC interest is reduced by the distributions made to the member. IRC
§705. Generally, a member will take an adjusted tax basis in any property distributed by the LLC to the member equal
to the LLC's adjusted tax basis in the property immediately prior to the distribution. IRC §732.
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§2.147 (3) Application of Partnership Tax Rules to LLCs

Most commonly, LLCs are treated as partnerships for federal income tax purposes (and single-member LLCs,
including LLCs owned solely by a husband and wife as community property, at their election are treated as sole
proprietorships or partnerships for tax purposes). See Rev Proc 2002-69, 2002-2 Cum Bull 831. Unless an election is
made to treat the LLC as a corporation for tax purposes, the partnership tax discussion in §§2.135-2.144 will apply to
LLCs. Briefly, the partnership tax principles applicable to LLCs are as follows:

e An LLC may make special allocations of profit, loss, deductions, and credits (rather than in proportion to
ownership) as long as the allocations have "substantial economic effect.”

e Debt incurred by the LLC should increase the individual member's adjusted tax basis in his or her LLC interest.
Because the individual members may not be personally liable for the LLC's debt, the allocation for purposes of
each individual member's adjusted tax basis will likely be made as if the debt is nonrecourse.

e An LLC may make the IRC §754 election to adjust the inside basis of LLC-owned assets to reflect change in the
outside basis of an individual member resulting from the death of a member or the sale of a member's interest.

e Each individual member's ability to deduct losses of the LLC is subject to the at-risk rules limitations set forth in
IRC §465.

e Each individual member of the LLC is subject to the passive loss rule of IRC §469. However, it is unclear
whether members who participate in management of the LLC will be deemed to "materially participate” in the
LLC's business. Therefore, it is unclear whether a managing member's losses will be characterized as active or
passive under the passive loss rules.

e An LLC will be deemed to terminate for tax purposes if 50 percent or more of the membership interests in the
LLC are sold or exchanged within 12 months. IRC §708(b)(1)(B).

e An LLC's method of accounting for tax purposes is determined under the same general criteria used by
partnerships, except that a single-member LLC must use the accounting method of its member.

e LLCs are generally subject to the same limitations as partnerships in adopting a taxable year, except that single-
member LLCs must use the same taxable year as its member.

For a comprehensive discussion of the taxation of LLCs, see Forming and Operating California Limited Liability
Companies, chap 5 (2d ed Cal CEB 2007).
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§2.148 (4) Election to Apply Corporate Tax Rules to LLCs

Although LLCs usually elect to be treated as partnerships for tax purposes, under the check-the-box regulations an
LLC may elect to be treated as a corporation for tax purposes. For a discussion of the tax rules applicable to
corporations, see §§2.121-2.126.
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4. Taxation on Disposition and Liquidation
a. Corporations

§2.149 (1) Dispositions of Shares

A shareholder's disposition of shares of corporate stock generally constitutes a taxable event. Gain or loss is
recognized equal to the difference between the value of the money and property received for the stock and the
shareholder's adjusted tax basis in the stock. IRC §1001. The gain or loss will generally be treated as resulting from
the disposition of a capital asset. IRC §1221. Consequently, gain on the sale of stock held for at least 12 months will
be subject to a maximum federal income tax rate of 15 percent, as compared to the top marginal rate of 39.6 percent
on ordinary income. Losses recognized on the sale of stock may be subject to the capital loss limitations, potentially
resulting in the deduction being spread out over several years (if the shareholder does not have sufficient offsetting
capital gains). IRC §§1211-1212.

The sale of an individual shareholder's stock in the corporation is not a taxable event to the corporation.
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§2.150 (2) Liquidation of Corporation

On liquidation of the entire corporation, or on a distribution to one or more shareholders (but not all shareholders) in
complete liquidation of their shares in the corporation, each shareholder whose shares are being liquidated will
recognize capital gain or capital loss equal to the difference between the fair market value of cash and property
received and the shareholder's adjusted tax basis in the shares. IRC §§302, 331, 1001.

At the same time, to the extent that the distribution to the shareholder is made in property (rather than in cash), the
corporation must recognize gain on an amount equal to the fair market value of the property being distributed less the
corporation's adjusted tax basis in the property. IRC §336. Consequently, the liquidating distribution may result in
double taxation.

Double taxation cannot be reduced or avoided simply by transferring appreciated property from the corporation to an
LLC or a limited partnership, and then distributing membership or limited partnership interests to the corporation's
shareholders. In Pope & Talbot, Inc. v Commissioner (9th Cir 1999) 162 F3d 1236, the liquidating corporation tried to
minimize double taxation by arguing that its distribution of limited partnership interests to the shareholders resulted in a
distribution of property to the shareholders having a lower fair market value than if the original corporate property had
been distributed directly to the shareholders. The court rejected this argument and determined the taxable gain based
on a deemed sale of the corporation's underlying assets (without taking into account the restrictions imposed by
creation of the limited partnership interest).
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§2.151 (3) Merger of Corporation

Merger of a corporation into another entity may result in a tax-free reorganization under IRC §368. Consequently, it
may be advantageous to structure a business as a corporation if the owners believe the company may be acquired by
another entity sometime in the future.

It may be possible to convert an LLC or a partnership into a corporation without triggering tax. IRC §351. However,
the IRS may not treat the conversion as tax-free if it is immediately followed by a reorganization. Rev Rul 70-140,
1970-1 Cum Bull 73; West Coast Mktg. Corp. (1966) 46 TC 32.
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b. Partnerships

§2.152 (1) Disposition of Partnership Interest

A partner's disposition of all or any portion of his or her partnership interest is generally a taxable event. IRC §741.
Gain or loss is recognized in an amount equal to the difference between the value of money and property received for
the partnership interest and the partner's adjusted tax basis in the partnership interest. The gain or loss (except to the
extent that it is attributable to unrealized receivables—including recapture—or inventory) is treated as resulting from the
disposition of a capital asset. IRC §§741, 751(a). Consequently, gain on the sale of a partnership interest held for at
least 12 months will be subject to the lower maximum rate for federal income tax purposes, and losses may be subject
to the capital loss limitations.
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§2.153 (2) Liquidation of Partnerships

On liquidation, a partnership does not ordinarily experience a tax recognition event (IRC §731(b)), and the partners
are generally taxed only to the extent that the value of the money and property received in liquidation of their
partnership interest exceeds the partners' adjusted tax basis (unless the distributions are disproportionate with respect
to unrealized receivables or inventory). IRC §§731(a), 751(b). Thus, partnerships generally do not experience double
taxation on liquidation. The individual partner's recognition of gain or loss on liquidation of the partnership interest is
generally treated as a capital gain or loss. Therefore, the gain on liquidation of a partnership interest held for at least 12
months may be subject to the lower maximum rate for federal income tax purposes, and any loss may be subject to the
capital loss deduction limitations.
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§2.154 c. Limited Liability Companies

LLCs are taxed as partnerships unless they elect to be taxed as corporations. Consequently, the consequence of
disposition or liquidation of an interest in an LLC is as set forth with respect to partnerships (See §§2.152-2.153) or
with respect to corporations (See §§2.149-2.151), depending on whether or not the election is made.
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D. State Taxation

§2.155 1. Corporations

Corporations are subject to the California franchise tax on principles similar to the federal corporate income tax. The
maximum rate of tax is 8.84 percent. Rev & T C §23151(d). After the corporation's first taxable year, the minimum
franchise tax is $800 each year. Rev & T C §23151(d)(1).
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§2.156 2. S Corporations

An S corporation is subject to California franchise tax on roughly the same principles as the federal corporate income
tax rules applicable to S corporations, unless the corporation is an ineligible corporation within the meaning of Rev & T
C §8§23800.5 and 23801. However, an S corporation is required to pay California franchise tax in an amount equal to
1.5 percent of the corporation's net income (Rev & T C §23802(b)(1)), and after the corporation's first taxable year is
subject to the $800 minimum annual franchise tax. Rev & T C §§23153(d)(1), 23802(c).
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§2.157 3. Partnerships

California's tax treatment of partnerships generally corresponds to the federal tax treatment of partnerships. Rev & T
C §17851. Consequently, California does not tax partnership income at the entity level, but instead partnership income
and loss flows through to, and are taxed to or deducted by, the individual partners.

Limited partnerships and limited liability partnerships are subject to the $800 minimum annual franchise tax, but
general partnerships do not pay the $800 minimum annual franchise tax. Rev & T C §§17935(a), 17948, 23153(d)(1),

(€)(4).
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§2.158 4. Limited Liability Companies

LLCs are subject to the California rules applicable to partnerships, unless they elect to be taxed as corporations (in
which event they are subject to the California rules applicable to corporations).

In addition, LLCs are subject to the $800 minimum annual franchise tax (Rev & T C §§17941(a), 23153(d)(1)) and
also must pay an additional annual fee if the LLC's total revenue (gross receipts) from all sources derived from or
attributable to California is at least $250,000. Rev & T C §17942. The attorney should keep in mind that "gross
revenue" includes any proceeds of liquidating assets or selling real estate, so that an LLC holding real estate, for
example, may incur the maximum annual fee of $11,790 in a year that the real estate is sold, even if the rental
revenue is only enough to trigger the $900 annual fee. The annual fee (over and above the $800 minimum annual
franchise tax) is determined as follows:

TOTAL INCOME ANNUAL FEE
Less than $250,000 $0

$250,000 to less than $500,000 $900
$500,000 to less than $1,000,000 $2500
$1,000,000 to less than $5,000,000 $6000
$5,000,000 or more $11,790

NOTE: An appellate court has held that the California annual fee paid by LLCs (based on worldwide gross receipts) is
unconstitutional under the commerce clause of the United States Constitution when paid by a foreign (non-
California) LLC that did not conduct any business in California. Northwest Energetic Servs., LLC v California
Franchise Tax Bd. (2008) 159 CA4th 841, 71 CR3d 642.

The California Franchise Tax Board has established a procedure for submitting protective claims for the refund of
previously paid fees. See §11.7.
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E. Other Tax Considerations

§2.159 1. Self-Employment Income

Self-employment income is subject to a 15.3-percent federal tax (12.4 percent for "old-age, survivors, and disability
insurance" (Social Security) applicable to the first $106,800 of self-employment income (for 2010, and adjusting each
year thereafter for inflation); and 2.9 percent for "hospital insurance" (Medicare) applicable to all self-employment
income). See IRC §1401. Generally, "net earnings from self-employment" include gross income derived from any trade
or business carried on as an individual, plus a partner's share of income or loss carried on by a partnership of which he
or she is a member. IRC §1402(a). For application of the self-employment tax rules to each type of entity, see
§§2.160-2.162, below.
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§2.160 a. Corporations

Wages paid to a shareholder are not subject to self-employment tax, but are subject to Social Security and Medicare
taxes in an equal amount that are imposed one-half on the employer and one-half on the employee. Any profits of the
corporation that are paid as dividends to the corporation's shareholders are exempt from self-employment tax. IRC
§1402(a)(2).

A shareholder's share of income received from an S Corporation is not taxable as self-employment income. Ding v
Commissioner (9th Cir 1999) 200 F3d 587.
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§2.161 b. Partnerships

Generally, a general partner's allocable share of partnership income is treated as self-employment income and is
subject to self-employment tax. IRC §1401-1402.

A limited partner's allocable share of partnership income, however, is not ordinarily treated as self-employment
income, unless it is paid to the limited partner as a "guaranteed payment" for services rendered, within the meaning of
IRC §707. IRC §1402(a)(13). But see discussion of Prop Treas Reg §1.1402(a)-2 in §2.162, below.
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§2.162 c. Limited Liability Companies

Treatment of income or loss from an LLC will depend on whether the LLC has elected to be treated as a partnership
or corporation for federal tax purposes. See the rules applicable to each entity in §§2.160-2.161, above.

Treatment of members of an LLC who do not participate in the management of the LLC is uncertain. Under former
proposed regulations, non-managing members were treated similarly to limited partners, and the allocable share of LLC
income was not treated as self-employment income. Former Prop Treas Reg §1.1402(a)-2. The current proposed
regulations that define limited partner would require a managing member or a member who materially participated in
the company's trade or business to include his or her distributive share of partnership income in the computation of
self-employment income. Prop Treas Reg §1.1402(a)-2. This is inconsistent with the express language of IRC §1402(a)
that excludes the distributive share of a limited partner (unless it is a guaranteed payment), but may be given effect it
as applies to LLCs.
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§2.163 2. Fringe Benefits

Fringe benefits, such as health insurance and other items, can be deductible to the business entity and excluded
from the employee's taxable income. IRC §§106, 162. The ability of an owner-employee to exclude the cost of the
fringe benefit from taxable income on the owner's personal tax return is dependent on the type of business entity
selected. The specifics follow.
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§2.164 a. Corporations

A corporation may deduct the cost of fringe benefits, and an owner-shareholder may exclude the value of the fringe
benefit from taxable income, so long as the benefit plan does not improperly discriminate in favor of highly
compensated employees (including owners). IRC §§105, 106.

An S corporation shareholder-employee who owns more than 2 percent of the outstanding shares of the corporation,
however, must include the value of any medical insurance received in his or her taxable income. IRC §1372; Rev Rul
91-26, 1991-1 Cum Bull 184.
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§2.165 b. Partnerships

A partnership may treat the cost of medical insurance as a "guaranteed payment" within the meaning of IRC §707(c)
and deduct the cost (thereby reducing the income that will flow through to the individual partners). In that situation, the
value of the insurance received will be treated as taxable income to the partner receiving the benefit, deductible by the
partner to the extent allowed under IRC §162(a).

Alternatively, the partnership may elect not to deduct the cost of the insurance. In that event, the partnership's
income will be greater to the extent of the premium paid but not deducted, and the increased income will be allocated
to the individual partners in accordance with their respective ownership interests in the partnership. They may deduct
the cost to the extent allowed under IRC §162(a). Rev Rul 91-26.
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§2.166 c. Limited Liability Companies

Treatment of fringe benefits paid by an LLC will depend on whether the LLC has elected to be treated as a
partnership or corporation for federal tax purposes. See the rules applicable to each entity in §§2.164-2.165, above.
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F. Anonymity of Owners

§2.167 1. Sole Proprietorships

Sole proprietorships are operated either under the owner's own name or under another fictitious business name (also
colloquially called a "DBA," for "doing business as"). A DBA is obtained by registration with the county recorder of the
proprietorship's principal place of business, and other business licenses may be required by local government. In either
event, the owner's name is public or readily available by a search of local fictitious name and licensing records.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.168 2. Corporations,
Including S Corporations and Close Corporations

§2.168 2. Corporations, Including S Corporations and Close Corporations

The names of corporate shareholders are not a matter of public record, but the names and addresses of officers and
directors must be listed in the annual Statement of Information (Domestic Stock Corporation) (Form Sl 200 C) filed with
the Secretary of State. Corp C §1502(a). Shareholders may obtain the names and addresses of fellow shareholders
from corporate records.
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§2.169 3. General Partnerships
The names of partners in a general partnership need not be public record unless

e A statement of partnership is recorded (see Corp C §16105);
e The partnership uses a fictitious business name; or
e A statement of partnership authority is filed (see Corp C §16303).

If the partnership uses a name that does not include the surname of each general partner or if the name suggests
the existence of additional owners, the partnership must file and publish a fictitious business name statement. Bus & P
C §§17900(b)(2), 17917. The fictitious business name statement must contain the full name and residence address of
each general partner. Bus & P C §17913(b). See §§3.8-3.12.

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.170 4. Limited
Partnerships

§2.170 4. Limited Partnerships

The names of limited partners are not public record; only the names and addresses of the general partner(s) must
be shown on the Certificate of Limited Partnership (Secretary of State Form LP-1).

© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/§2.171 5. Limited Liability
Partnerships (LLPs)

§2.171 5. Limited Liability Partnerships (LLPs)

Registered LLPs are exempt from the fictitious business name requirements. Corp C §16961. However, the names
and addresses of all licensed persons must be disclosed in the application for certification required to be filed with the
State Bar by legal services LLPs. State Bar LLP R 4.0. Information provided to the State Bar under the LLP rules is
not confidential and will be disclosed on request of any interested person, except as prohibited by law. State Bar LLP R
12.0. Any partnership agreement provided to the State Bar is confidential.

The State Bar, Board of Accountancy, and California Architects Board may not disclose any information they receive
in the course of evaluating an LLP's compliance with applicable statutory and administrative registration or filing
requirements, unless compelled by a subpoena or other order of a court of competent jurisdiction. Corp C §16953(h).
The State Bar, Board of Accountancy, and California Architects Board are not prohibited from disclosing the manner in
which the LLP has satisfied any requirements of financial security for claims arising from the practice of law, public
accountancy, or architecture. Corp C §16953(h).
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§2.172 6. Limited Liability Companies (LLCs)

In an LLC managed not by its members but by a non-member manager, the names and addresses of the members
are not a matter of public record, but the names and addresses of the managers must be listed in the initial Limited
Liability Company Statement of Information (Secretary of State Form LLC-12) and in annual renewals. In a member-
managed LLC, however, the names of the member-managers will be public record because their names and addresses
must be listed in the Form LLC-12 filed annually by the LLC.
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G. Owners' Personal Liability for Business Debts and Obligations

§2.173 1. Sole Proprietorships

A sole proprietor's personal liability for the debts and obligations of the business is not limited to the assets of the
business, and liability insurance should be considered. In addition, a sole proprietor may consider forming a corporation
or an LLC, although creditors may nevertheless require personal guarantees from the owner for obligations of the
business.
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§2.174

2. Corporations, Including S Corporations and Close Corporations

Corporate shareholders, directors, and officers are ordinarily not liable for the debts and other obligations of a
corporation, although business creditors may require personal guarantees from shareholders of a thinly capitalized or
new corporation. As a separate legal entity, the corporation itself is liable for such debts and obligations. Individuals,
however, may be held liable:

To the extent that they have personally guaranteed corporate debts;

To the extent that they have received improper distributions (see Corp C §§506(a), 2009(a));

If a court "pierces the corporate veil" of a corporation to impose personal liability on the shareholders (see Stodd
v Goldberger (1977) 73 CA3d 827, 141 CR 67);

If a director, officer, or controlling shareholder breaches a duty to the other shareholders of the corporation
(Corp C §§204(a)(10), 309; see Jones v H. F. Ahmanson & Co. (1969) 1 C3d 93, 81 CR 592); or

If a director, officer, or shareholder participates in tortious conduct (see PMC, Inc. v Kadisha (2000) 78 CA4th
1368, 93 CR2d 663).
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§2.175 3. General Partnerships

The partners of a general partnership are (a) jointly and severally liable for the wrongful acts or omissions of any
partner acting in the ordinary course of partnership business or with authority of the partners, and (b) jointly liable for all
other debts and obligations of the partnership. Corp C §16306(a). Each partner is an agent of the partnership, with
authority to bind the partnership by his or her unilateral actions. See §2.181.

A partnership may obtain insurance against some potential liabilities and may be able to negotiate the terms of
indebtedness to limit a creditor's recourse against specific partners. Nevertheless, each partner's personal assets
ordinarily remain subject to the risks of the partnership business.
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§2.176 4. Limited Partnerships

The general partner of a limited partnership is liable for partnership debts and obligations to the same extent as the
partners of a general partnership. Corp C §15904.04(a). Like shareholders in a corporation, limited partners are not
normally liable for debts of the partnership. Corp C §15903.03(a). The liability of a limited partner is usually limited to
the amount of his or her agreed capital contribution and any distributions received by the limited partner from the
partnership at a time when the partnership's assets were insufficient to satisfy its liabilities. Corp C §15902.02.

Limited partners may become liable as though they are general partners if they participate in the control of the
partnership business. Corp C §15903.03(a). A limited partner may, however, be a director, an officer, or an employee
of a corporate general partner without adversely affecting his or her status as a limited partner. See Corp C
§15903.03(b).
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§2.177 5. Limited Liability Partnerships (LLPs)

The defining characteristic of an LLP is its elimination of the vicarious liability of partners for partnership debts, with
certain specified exceptions. Generally speaking, a partner is liable jointly and severally for all obligations of the
partnership unless otherwise agreed by the claimant or provided by law (Corp C §16306(a)), except that

e A partner is not personally liable for any partnership obligation incurred before admission as a partner (Corp C
§16306(b)), and

e A partner is not liable for debts or obligations of the partnership or another partner, whether in tort or in contract
(Corp C §16306(c)), that are incurred while the partnership is a registered limited liability partnership.

Despite these exceptions, the partners may agree by majority vote (or a different vote required in the partnership
agreement) to be liable as partners for specified debts and obligations of the partnership (Corp C §16306(d)).

A partner nevertheless remains liable for his or her own tortious conduct, but not that of the other partners (noting
that, for such protection to apply, a legal services LLP must be currently registered as such with the State Bar of
California). Corp C §16306(e)-(f). A partner may guarantee or provide collateral for obligations of an LLP. Corp C
§16306(h). See §2.79. For further discussion of LLP partner liability, see §§7.4-7.6.

Other than for changes to its partnership agreement and compliance with filing, registration, and financial security
requirements, a California LLP is governed by California's general partnership statute. Corp C §§16100-16962.
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§2.178 6. Limited Liability Companies (LLCs)

The owners of an LLC (called members) are not personally liable for the debts, obligations, or liabilities of the LLC
solely by reason of membership in the LLC, whether the debts, obligations, or liabilities arise in contract, tort, or
otherwise (Corp C §17101(a)), with the following exceptions:

e A member may be liable to third parties for the member's participation in tortious conduct and to the extent that
he or she personally guarantees debts of the LLC either through a written guarantee or in the articles of
organization or a written operating agreement (Corp C §17101(c), (e));

e A member may be obligated to return (or to face personal liability for) improper distributions from the LLC (Corp
C §§17254(e), 17255); and

e A member may be liable if a court "pierces the veil" of an LLC to impose personal liability on the member as an
"alter ego" of the LLC, in the same way that a shareholder of a corporation could be liable under similar
circumstances (Corp C §17101(b)).
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H. Management and Control; Fiduciary Duties

§2.179 1. Sole Proprietorships

A sole proprietor has full management and control of the business. Employees may be hired to assist in running the
business, but the sole proprietor has no partner-like fiduciary duty to those employees.
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§2.180 2. Corporations

Shareholders elect directors initially on formation (unless the initial directors are appointed by the incorporator; see
Corp C §210) and thereafter elect a board of directors annually. Corp C §301. The directors in turn appoint officers,
including at a minimum a president, secretary, and chief financial officer/treasurer. Corp C §312.

In a corporation, shareholders may serve as officers and directors without sacrificing limited liability protection, as
long as corporate formalities are respected. See Organizing Corporations in California, chaps 1, 1A (3d ed Cal CEB
2001). See also chap 9 of this book.

The board of directors determines corporate policy and authorizes corporate actions outside the ordinary course of
business, for example, raising capital, borrowing money, and acquiring or disposing of significant assets. Corp C
§300(a). The officers, elected annually by the board of directors, carry out policies established by the board and
manage the day-to-day affairs of the corporation. Shareholders, in the capacity of shareholders, cannot bind the
corporation and, except for close corporations, have no right to participate in the management and control of the
business unless elected as directors or officers.

In a corporation, management and control is vested in the officers and directors while ownership and voting powers
reside in the shareholders. This balance can be altered by creating voting and nonvoting classes of stock, entering into
voting trusts, creating committees of the board, drafting management agreements or shareholder agreements, or
including provisions in the articles of incorporation requiring supermajority votes for specified corporate actions.

When the number of shareholders is substantial, a corporation's directors and officers are more likely to operate
without input from shareholders except at annual shareholder meetings. If a corporation has only a few shareholders
who are also directors and officers, however, management of the corporation may not differ significantly in substance
from that of a partnership, although corporate formalities must be observed to avoid "alter ego" liability. A corporation
may formally vest management and control in the shareholders and avoid corporate formalities by electing to be a close
corporation and entering into a shareholder agreement. Corp C §§158, 186, 300(b). See §8.5, chap 9.

Members of a corporation's board of directors have a duty to act in good faith and in a manner the directors believe
to be in the best interests of the corporation and its shareholders and to exercise such care as an ordinarily prudent
person would in a similar situation. Corp C §309. The articles of incorporation may eliminate or limit the personal
liability of directors for monetary damages for breach of these duties, subject to exceptions for intentional misconduct or
violations of law. Corp C §204(a)(10). Officers are obligated not to engage in self-dealing, in which their personal
interests in transactions overrides the interests of the corporation and its shareholders. Corp C §310. The General
Corporation Law is silent regarding the fiduciary duties of shareholders; however, majority shareholders of the
corporation may owe certain fiduciary duties to minority shareholders. See Jones v H. F. Ahmanson & Co. (1969) 1
C3d 93, 81 CR 592.
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§2.181 3. General Partnerships

Unless the general partnership agreement provides otherwise, all partners have equal rights to manage and conduct
partnership business. Corp C §16401(f). Each partner is an agent of the partnership for the purpose of carrying on its
business, and the act of any partner for apparently carrying on the partnership's business in the usual manner binds
the partnership. Corp C §16301(1). The general partnership agreement may restrict the authority of a particular partner
to bind the partnership; however, a restriction on authority will not be effective against third parties who have no
knowledge of the restriction. Corp C §16301(1).

The fiduciary duties of general partners to the partnership and to each other are governed by Corp C §16404, which
establishes a duty of loyalty (Corp C §16404(b)) and a duty of care (Corp C §16404(c)), and specifies that partners
discharge their duties and exercise their rights consistently with the obligation of good faith and fair dealing (Corp C
§16404(d)). See §5.11-5.14.
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§2.182 4. Limited Partnerships

Limited partnerships are managed by the general partners. Limited partners may not participate in the control of the
business without risking loss of their limited liability protection. Corp C §§15901.13, 15903.03, 15904.08. General
partners may simultaneously hold interests as limited partners. Corp C §15901.13.

The fiduciary duties of general partners in a limited partnership are the same as those in a general partnership: the
duties of loyalty and of care, exercised consistent with the obligations of good faith and fair dealing. See §6.10. General
partners in a limited partnership have the following additional obligations (Corp C §§15901.10(b)(5)-(7), 15904.08):

e The general partner's duty of loyalty cannot be eliminated, but the limited partnership agreement may set
definitions of activities which do not unreasonably violate that duty and may establish the number or percentage
of partners who may authorize or ratify acts by the general partner(s) which would otherwise violate the duty of
loyalty;

e The general partner's duty of care may be reduced, but not unreasonably; and

e The general partner's obligations of good faith and fair dealing may not be eliminated, but reasonable standards
may be set by which to judge the general partner's performance in this regard.

A limited partner has no fiduciary duty to the limited partnership or the other partners solely by reason of being a
limited partner. Corp C §15903.05(a). Although a limited partner is required to discharge its duties and exercise its
rights consistent with the obligations of good faith and fair dealing toward the partnership and the other partners, the
limited partner does not violate such a duty or obligation merely because the conduct furthers the partner's own
interest. Corp C §15903.05(b)-(c).
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§2.183 5. Limited Liability Partnerships (LLPs)

An LLP formed under California law is subject to the same principles of management as a general partnership, with
the following principal differences: (a) the partners' liability is limited, and (b) the partnership agreement may provide,
on a specified vote of the partners, that particular partners will be personally liable for certain debts, obligations, or
liabilities of the partnership. Corp C §16306(d).

The members of an LLP are governed by California's general partnership statute and, accordingly, owe each other
the fiduciary duties of general partners to each other: the duties of loyalty and care, and the obligations of good faith
and fair dealing. Corp C §16404.
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§2.184 6. Limited Liability Companies (LLCs)

Unless an LLC's articles of organization state that it will be managed by managers, the LLC's business and affairs
are managed by its members. Corp C §17150. If an LLC is member-managed, the members have all the rights and are
subject to all the duties of managers set forth in the Corporations Code. Corp C §17150.

If an LLC is managed by managers, then the members do not participate in the management of the LLC's business,
are not agents of the LLC, and cannot bind it. Corp C §17157(b)(1). A written operating agreement may eliminate the
right of members to remove managers. Corp C §§17005(b), 17152(b).

If authorized in a written operating agreement, an LLC may have officers, including a chairman, president, vice
president, secretary, and chief financial officer. Corp C §17154. Officers have the powers and duties specified in the
operating agreement and determined from time to time by the members or managers. Either a member-managed or a
manager-managed LLC may have officers. See Corp C §17154(b).

In @ member-managed LLC (Corp C §17157(a)):

e Every member is an agent of the LLC for the purpose of carrying on its business or affairs, and
e The act of any member for apparently carrying on the business or affairs of the LLC in the usual way binds the
LLC.

In a manager-managed LLC (Corp C §17157(b)):

e Every manager is an agent of the LLC for the purpose of its business affairs, and the act of any manager for
apparently carrying on in the usual way the business or affairs of the LLC binds the LLC; and
e Members are not agents of the LLC and cannot bind it.

The articles of organization or the operating agreement may include limitations on the authority of members (in a
member-managed LLC) or managers (in a manager-managed LLC) to bind the LLC. Such provisions will not be
effective, however, against third parties who do not have actual knowledge of the restrictions. Corp C §17157(a), (b)(2),
(d).

An LLC provides management flexibility. If the LLC is managed by its members, the management can be as
decentralized and informal as that of a general partnership. Alternatively, (a) a corporate-style management structure
may be adopted, complete with officers and managers acting as would a board of directors (with the caveat that
managers, unlike directors, have agency power to bind the LLC); or (b) the LLC may adopt a centralized structure
analogous to a limited partnership, with a manager acting as would a general partner.

The fiduciary duties owed to the LLC and its members by the managers of the LLC are the same as those of a
partner to a partnership and to the partners of the partnership. Corp C §§17150, 17153. This is true whether the
managers are members who manage ("member-managers") or outsiders who manage ("non-member-managers"). The
fiduciary duties of a manager (whether a member-manager or a non-member-manager) may be modified only in a
written operating agreement and with the informed consent of the members. In some situations, a lower standard of
duty may be appropriate. Corp C §17005(d).

For further discussion, see Forming and Operating California Limited Liability Companies §§6.35-6.40 (2d ed Cal
CEB 2007).
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§2.185 I. Transferability of Interests; Liquidity

Although the ability to transfer ownership interests freely is an important planning consideration, it is usually not the
determining factor in the choice of entity. Generally, the fewer the number of owners, the less weight is given to this
factor. In a venture with only a few participants, the parties will generally want to restrict the transferability of ownership
interests. Furthermore, in most closely held businesses, there is no ready market for the ownership interests in the
business, regardless of the degree of transferability inherent in the form of business selected.
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§2.186 1. Sole Proprietorships

A sole proprietorship has no divisible ownership interests. If the business is sold or transferred, the owner sells the
assets and assigns the liabilities of the business directly to the purchaser.
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§2.187 2. Corporations, Including S Corporations

Other than limitations imposed by securities laws (see §8.7), there are no statutory limits on a shareholder's right to
transfer shares of stock and the consent of other shareholders to the transfer need not be obtained by law. In addition,
a transfer of shares does not terminate a corporation. In corporations with few shareholders or in close corporations,
however, the transfer or sale of shares is often restricted by a shareholder "buy-sell" agreement or by provision in the
articles of incorporation or bylaws. See Corp C §§204(a)(3), (b), 212(b)(1). Conversely, a ready market may not exist
for shares in a small, closely held corporation, resulting in difficulty in finding a buyer and in determining an appropriate
price for the shares.
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§2.188 3. General Partnerships

Interests in general partnerships are not easily transferred. Unless otherwise provided by specific agreement,
partners in a general partnership cannot convey their rights as a partner to another person, because the admission of a
new partner requires the consent of the other partners. Corp C §16401(i). A partner may assign his or her economic
interest in the partnership to a third party, but this transfers only the right to share in distributions and profit and loss
allocations and does not transfer voting rights, the right to participate in the management of the partnership business,
or the right to require accountings or inspect partnership records. Corp C §§16502-16503.
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§2.189 4. Limited Partnerships

The economic interest of a limited partner in a limited partnership is assignable without the other partners' consent,
but, as with general partnerships, this assignment transfers only the limited partner's economic interest (that is, the right
to share in distributions and profit and loss allocations) and does not transfer the limited partner's voting rights. Corp C
§8§15907.01, 15907.02. Unless the partnership agreement provides otherwise, the assignee of an economic interest
cannot be admitted as a substitute limited partner (thereby acquiring all rights of a limited partner, including voting
rights) without the consent of all general partners and a majority in interest of the limited partners. Corp C
§15907.02(h). Limited partnership agreements often provide, however, that an assignee will be admitted as a substitute
limited partner with the consent of only the general partners, eliminating the requirement of limited partner consent,
which is advantageous in limited partnerships with many limited partners.

The transfer of the general partner's interest in a limited partnership is subject to the same rules as transfers of
interests in general partnerships discussed above. The limited partners must approve the addition or substitution of a
new general partner. Corp C §15904.01.
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§2.190 5. Limited Liability Partnerships (LLPs)

An LLP is treated in the same manner as a California general partnership with respect to transferability of interests.
See §2.188.
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§2.191 6. Limited Liability Companies (LLCs)

The economic interest of an LLC member is assignable without the other members' consent, but transfer of an
economic interest transfers only the member's right to share in distributions and profit and loss allocations and does not
assign the member's voting and management rights. Corp C §17301(a). Unless the operating agreement provides
otherwise, the assignee of an economic interest cannot be admitted as a substitute member (thereby acquiring all the
rights of a member, including voting rights) without the consent of a majority in interest of the members who are not
transferring their interests. Corp C §§17301(a)(1), 17303.
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§2.192 J. Continuity of Business

The loss of an owner through disability, death, withdrawal, expulsion, or bankruptcy is of greatest concern when the
individual plays a significant role in management of a business. If the departing owner holds only a relatively small
ownership interest and does not have a significant management role, the departure may be of less concern in its effect
on the continuation and success of the business.
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A sole proprietorship has no continuity of business issues to address. If the owner is unable to continue the business
or decides to terminate it, then the assets are sold, the liabilities are paid by the owner or assumed by an acquiror, and
the business ceases.
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§2.194 2. Corporations, Including S Corporations

A corporation has an existence independent of its owners and is not terminated by death, withdrawal, or other events
affecting its shareholders, officers, or directors. The departure of a significant shareholder or officer can nevertheless
damage a corporation's viability. Unless its articles of incorporation provide otherwise, a corporation continues in
existence indefinitely until terminated by the affirmative act of its shareholders or by judicial decree.
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§2.195 3. General Partnerships

A general partnership formed for a definite term or undertaking is dissolved and wound up on the wrongful
withdrawal, death, bankruptcy, or termination of a partner, unless a majority in interest of the remaining partners
(including partners who have rightfully withdrawn after the first withdrawal) vote to continue the partnership. A general
partnership without a definite term or undertaking (that is, "at will") is dissolved and wound up only on the affirmative
vote of at least half the partners, except as provided in the partnership agreement. On dissolution, the partners may
agree to reconstitute into a new partnership to carry on the business of the dissolved partnership. Corp C §16801(1)-
(2). These rules may be varied in the partnership agreement.
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§2.196 4. Limited Partnerships

Neither the assignment of a limited partnership interest nor the departure of a limited partner causes the dissolution
of a limited partnership. Corp C §§15906.02, 15907.02(a)(2). However, the death, bankruptcy, withdrawal, removal, or
incompetence of a general partner will cause the dissolution of a limited partnership unless (Corp C §15908.01):

e The partnership agreement permits the remaining general partners to continue the business, and a remaining
general partner or partners elect to do so; or

e A majority in interest of the remaining partners agree to continue the business of the partnership and elect one
or more successor general partners if no general partner remains.
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§2.197 5. Limited Liability Partnerships (LLPs)

An LLP is governed by California's general partnership statute (Corp C §§16100-16962) and is accordingly treated
in the same fashion with respect to causes of dissolution. On the dissolution of general partnerships, see §2.56.
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§2.198 6. Limited Liability Companies (LLCs)

An LLC is not dissolved on the death, retirement, resignation, expulsion, bankruptcy, or dissolution of one or more of
its members. Corp C §17350.
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§2.199 K. Estate Planning for Families

Limited partnerships and LLCs can be used to provide centralized management and control of a closely held
business, so that ownership (and the related right to receive income) can be widely distributed among family members
of the next generation, while allowing management to be centralized in the hands of one or more family members who
are best suited to operate the business (or investments, such as rental real estate). As a result, the "restricted" interests
may be discounted for lack or marketability or lack of control, resulting in a lower valuation in the decedent's estate and
lower estate taxes. Consideration should be given to the pros and cons of using an LLC (with its additional annual fees)
or a limited partnership with a corporate general partner (with its additional maintenance and accounting fees). For
further discussion of family limited partnerships (FLPs) and family limited liability companies (FLLCs), see §2.96A.
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IV. NOTIFYING TAX AUTHORITIES ON FORMATION OF ENTITY

§2.200 A. Notifying IRS; Obtaining Federal Employer Tax Identification Number

All entities, except certain sole proprietorships, must obtain a federal employer identification number (FEIN) for tax
filing and reporting purposes. If the start-up business is conducted as a sole proprietorship, the sole proprietor does not
need to obtain a separate FEIN and may report the affairs of the business using his or her own social security number.
However, a sole proprietor must obtain a separate FEIN if he or she pays wages to one or more employees, or files
pension or excise tax returns.

A FEIN is obtained by filing IRS Form SS-4, Application for Employer Identification Number. See form in §2.207.

PRACTICE TIP: Form SS-4 should be filed as soon as possible so that the number may be obtained before the
deadline for filing a return or an information statement, or making a tax deposit.

NOTE: Form SS-4 includes a third party designee section in which the client may authorize another individual to
receive the client's FEIN. If the third party designee section is completed and Form SS-4 is properly signed by the
client, the third party designee may obtain the client's FEIN directly from the IRS without first having to file an IRS
Form 2848 (Power of Attorney).

There are several ways to file Form SS-4. They include any of the following methods:

e Online application. An application for an FEIN may be completed and filed online. Receipt of the FEIN is
immediate, and can be used to file a return or make a payment.

e Fax. Complete and fax Form SS-4 to the IRS, using the IRS Fax-TIN number.

e Telephone. Complete Form SS-4 and then call the IRS to obtain the number over the telephone. Receipt of the
FEIN is immediate, and can be used to file a return or make a payment. If requested by the IRS representative,
mail or fax the completed, signed Form SS-4 (including any third party designation) within 24 hours. The person
making the call must be authorized to sign the form or be an authorized designee. The practitioner must
accompany his or her request with a power of attorney signed by the client.

e Mail. Complete and mail Form SS-4 to the appropriate IRS office at least 4 to 5 weeks before the FEIN is
needed. The IRS will send the FEIN by mail within about 4 weeks.

For the website address of Form SS-4 and the address and phone numbers of relevant IRS offices, see the
Directory.

In the event that a return, filing, or payment becomes due before a FEIN has been assigned to the business, the
form requiring the FEIN should be completed by inserting "applied for" in the appropriate space along with the date.
Any payments should be mailed to the IRS Service Center responsible for the area where the principal place of
business is located. On the check or money order, the business proprietor should write his or her name (exactly as
shown on Form SS-4), address, kind of tax, period covered, and the date he or she applied for the FEIN.

For LLCs, the bottom of the Form SS-4, signed by the LLC, should designate the practitioner to receive the FEIN on
behalf of the LLC. If the attorney signs the Form SS-4 on behalf of the LLC, the attorney must accompany the Form
SS-4 with a power of attorney (IRS Form 2848) signed by the LLC.
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§2.201 B. Registering With California Employment Development Department

A business that has California employees must also register with the California Employment Development
Department (EDD) using EDD Form DE 1. See form in §2.208. This form must be filed within 15 calendar days
following the date aggregate wages paid to employees exceed $100, or following a change in ownership of the
business.

The completed form may be submitted to the EDD by mail or fax, or by calling the EDD's "Tele-Reg" number and
submitting the information verbally. The EDD advises against using e-mail or other unsecured methods of
communication, as the form contains the owner's confidential information. Once the registration form is processed, a
separate EDD Employer Account Number will be assigned to the business for use in all future communications with the
EDD. For additional information regarding the tax obligations of California employers, see EDD Publication DE 44,
California Employer's Guide. An online version of EDD Form DE 44 is available on the EDD website. For completed
samples of most EDD forms, see the Sample Forms Guide (DE 45). For information about where to submit the
completed form and for website addresses, see the Directory.

NOTE: New businesses are not required to notify the California Franchise Tax Board (FTB) to obtain a tax
identification number. Businesses use the federal employer identification number (FEIN). The California Secretary
of State assigns an identification (file) number when a corporation files its articles of incorporation. The FTB may
require this number for compliance, such as for the election of S corporation status. See §8.5.
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§2.202 C. Notifying California State Board of Equalization

The California State Board of Equalization (SBE) administers the state sales and use tax. If a California business
intends to sell or lease tangible or personal property that would ordinarily be subject to sales tax if sold at retail, the
business must obtain a seller's permit from the local SBE office. Seller's permit applications are available for
downloading and printing at the SBE website. See Directory.

Any person who engages in business as a seller without a required seller's permit (or after a permit has been
suspended or revoked), as well as each corporate officer that engages in the sales, is guilty of a criminal misdemeanor
punishable by fine, imprisonment, or both. Rev & T C §§6071, 7153.

PRACTICE TIP: Counsel should advise clients to contact the local SBE office to determine whether telephone
registration is possible under the "Express Registration" program or, if not, then the best time to visit the local field
office and the paperwork requirements.
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§2.203 D. Notifying Local Taxing Authorities

Start-up businesses should contact local government authorities to determine whether any local business taxes apply
to the business and, if so, how to comply. Many larger cities have local tax ordinances requiring businesses to obtain
licenses and pay taxes based on gross receipts or payroll.

The practitioner should carefully review the client's proposed business activities to determine the applicable licenses
and permits particular to the business, including city and local permits. Information is available through these resources;
for their websites, see the Directory:

e The California Business Portal sponsored by the California Economic Development Partnership;
e The Small Business Assistance Center of the California Tax Service Center; and
e The CalGOLD website, sponsored by the California Environmental Protection Agency.
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V. CHARTS

§2.204

A. Business Aspects of Commonly Used Entities

General
Partnership (GP)

Limited
partnership (LP)

Corporation
(C corp, S corp,
and close corp)

Limited Liability
Company (LLC)

Authority
(Secretary of
State Form GP-
1)) can be made
with the Secretary
of State or the
county recorder.
See form in
§5.48.

(Secretary of
State Form LP-1)
with the Secretary
of State. See form
in §6.38.

State. An S corp
also files Form
2553 with the IRS.
See sample form
of articles of
incorporation in
§9.35.

1. Number of Two general Two partners One shareholder One member
owners partners minimum. | minimum (i.e., minimum. An S minimum.
one general corp can have no
partner and one more than 100
limited partner). shareholders, and
a close corporation
no more than 35.
2. Formation of No filing required Formed by Formed by Formed by
the entity to form the entity, executing and executing and filing | executing and
but an optional filing a Certificate articles of filing Limited
filing (Statement of Limited incorporation with Liability Company
of Partnership Partnership the Secretary of Articles of

Organization
(Secretary of State
Form LLC-1)) with
the Secretary of
State. See form in
§11.39.

The filing fee is
currently $70.

The filing fee is
currently $70.

The filing fee is
currently $100.

The filing fee is
currently $70.

3. Anonymity of
owners

Names of general
partners are public
record only if a
Form GP-1 or a
fictitious business
name (or "DBA" or
“doing business
as") application is
filed.

Names of general
partners are public
record.

Names of limited
partners are not
public record.

Names of
shareholders are
not public record,
but can be
obtained by other
shareholders.

Names of officers
and directors are
public record.

Names of
managers are
public record.

Names of
members are not
public record
unless they serve
as managers.

4. Owners'
agreement on the
terms of their
business
relationship

(Cost and
complexity of a
written agreement
depend on the
structure and
business of the
entity, the goals
of the various
owners, and other
factors.)

Although an oral
agreement is
permitted
regarding the
terms of the
partnership, a
written partnership
agreement is
strongly
recommended for
certainty.

Although an oral
agreement is
permitted
regarding the
terms of the
partnership, a
written agreement
is strongly
recommended for
certainty.

A corporation must
adopt written
bylaws to govern
its internal
housekeeping such
as election of
directors and
officers.

In addition,
shareholders may
negotiate and enter
into an optional,
separate
shareholder "buy-
sell" agreement
including
restrictions on the
sale or transfer of

Although the
terms of an LLC
may be oral
among the
members, a
written agreement
is strongly
recommended for
certainty.




shares, a formula
for valuation on a
transfer,
supermajority
voting provisions,
and other clauses.

5. Management

All general

General partner(s)

A corporation's

An LLC can be

and control partners have manage the goals and policies managed by its
equal rights in business of an are established by members or by
management of LP. its board of non-member
the partnership Limited partner(s) directors, who are managers,
unless the enaa inp in elected by the depending on the
partnership gaging shareholders. The LLC operating
management of X
agreement the partnershi board of directors agreement.
provides ne part P appoints officers .
- risk losing the : If an LLC is
otherwise. : (president,
protection of managed by non-
GPs are flexible, | limited liability secretary, member
: .’ ) treasurer/CFQO) to
and a wide variety imol tth managers, then
of control and implement the members do not
management policies and run articipate in

9 the corporation day P P
structures are to da management.
available by y: An LLC's
agreement. Shareholders manacers

(except those in (whetger members
close corporations) oF non-members)
have no right to mav for
participate in day- y for .
convenience in
to-day dealing with third
management of the arties have
corporation, but gfficer titles such
shareholders can ident
also be directors 220‘:2';’:' e:nl:l
and officers without Yy .
X CFOltreasurer, if
losing the ermitted by the
protection of g eratin y
limited liability. P 9
agreement.
6. Agency Each general General partner(s) | Officers are agents | Member-
authority of partner is an are agents of the of the corporation. managers and
owners and agent of the LP. Neither directors non-member
management partnership. - nor shareholders managers acting
General partners Ic;Ic:nrlltgtth;e:/réner(S) have authority to under the
have a parent apparent agenc bind the operating
Pp: ppare gency corporation. agreement have
authority in authority to bind . :

. . o authority to act in
carrying on the the partnership. The corporation's the ordinar
ordinary course of bylaws or y

. : course of
business, and resolutions of the .

! X . business of the
their acts bind the board of directors .
partnership can restrict the LLC, and their
Restrictions in the ability of officers to acts bind the LLC.
partnership act, for example, Any limitations on
agreement by requiring dual the authority of
restricting the signatures on member-
authority of a contracts or bank managers and
general partner accounts, but the non-member
will not be restrictions are not | managers will not
effective against effective against be effective
third parties third parties against third
unless they have without actual parties without
knowledge of the knowledge of the actual knowledge
restriction. restrictions. of restrictions.

7. Owners' General partners General partner(s) | Shareholders are Members of an

personal liability
for business

are jointly and
severally liable for

of an LP are
personally liable

not personally
liable for corporate

LLC are not
personally liable




debts and

(1) the acts or

for partnership

debts and

for debts and

obligations omissions of any obligations to the obligations unless obligations of the
general partner same extent as a shareholders (1) LLC, unless
acting in the general partner of | personally members (1)
ordinary course of | a general guarantee personally
partnership partnership. corporate debts; guarantee debts of
business or with Limited partner(s) (2) receive the LLC; (2)
the authority of t P I improper receive improper
the general ﬁ;ilgcafofersona y distributions; (3) distributions; (3)
partners and (2) . engage in tortious fail to pay taxes;
partnership debts pa(rjtnet:ﬁ,hlp:. debts conduct; (4) are (4) engage in
and obligations. 32|es(,)s tlg: lons, subject to "alter tortious conduct;
General partners participateyin ego” C.'a‘".‘s for or (5) are subject
also have control of the commingling to ‘l'alter ego”
fiduciary duties of | partnership personal and Cla|ms. for_
confidentiality business corporate matters; commingling
loyalty, and cére ) or (_5) breach personal and LLC
to each other If the LP operates | duties to other matters.
’ outside California, | shareholders or
the laws of other the corporation. Members who
states may apply also serve as
in determining a Shareholders who managers may
limited partner's aIsp serve as havg additional
liability officers and liability due to the
) directors may have | additional control
additional liability they have over
due to the LLC matters.
additional control
they have over
corporate matters.
8. Obtaining A GP's working An LP's sources A corporation is An LLC is funded

working capital
and investors

capital usually
comes from
partners'
contributions of
cash and
property, as well
as from secured
or unsecured
loans from
partners or third
parties.

GPs are usually
not attractive
investments to
passive investors
because of
personal liability
for partnership
debts and
obligations and
the lack of easy
transferability of
partnership
interests.

of working capital
include those
available to a
general
partnership.

Because of limited
liability and pass-
through tax
treatment, LPs are
attractive to
certain passive
investors,
especially in
connection with
real estate
ventures and tax-
advantaged
investments.

However, limited
partners cannot
participate in
management
without the risk of
incurring general
partner liability,
making investment
as limited partners
generally
unattractive to
venture capitalists.

funded through its
shareholders'
capital
contributions of
cash and property
and from loans
from shareholders
and third parties.
Different classes
and series of stock
with varying rights
can alter control of
the corporation as
well as
distributions.

Because of limited
liability, relatively
easy transferability
of corporate shares
under law
(excluding
restrictions in a
shareholder "buy-
sell agreement”)
and extensive case
law interpreting
corporate law,
corporations may
be more attractive
as an investment
vehicle to venture
capitalists than
other entity
structures.

through its
members' capital
contributions of
cash and property
and from loans
from its members
and third parties.

Because of the
organizational and
structural flexibility
of LLCs, the ability
to engage actively
in management
without risk of
liability, and the
ability to receive
special allocations
and deduct
losses, LLCs may
be attractive to
venture capitalists
and investors in
real estate
ventures and tax-
advantaged
investments.




9. Must
ownership
interests be
registered or
qualified with
state and/or
federal regulators
as "securities"?

No.

Interests in GPs
are generally not
characterized as
securities because
all general
partners are
deemed
personally
involved in the
management and
control of the
business.

Yes, absent an
exemption.

An exemption
from securities
qualification may
be available for
offers and sales of
LP interests,
depending on the
facts and
circumstances of
the offering.

Yes, absent an
exemption.

An exemption from
securities
qualification may
be available for
offers and sales of
stock in a
corporation,
depending on the
facts and
circumstances of
the offering.

Possibly.

A membership
interest in an LLC
constitutes a
security unless all
the members
actually actively
engage in the
management of
the LLC. An
exemption may
nevertheless be
available.

10. Continuity of
business:
departure of an
owner

Dissociation of a
partner (whether
through
withdrawal,
retirement, or
death) does not
necessarily result
in dissolution and
winding up of a
GP.

A GP formed for a
definite term or
undertaking is
dissolved and
wound up on
wrongful
withdrawal, death,

Departure of
general partner:
Generally, an LP
dissolves and
must wind up on
departure of a
general partner
unless a
remaining general
partner continues
or a new general
partner is
admitted.

Departure of a
limited partner: A
limited partner can
withdraw, but only

A corporation has
an independent
existence and is
not terminated by
the withdrawal,
death, or other
event affecting its
shareholders,
directors, or
officers.

An LLC member
may withdraw at
any time on notice
to other members,
but if the
withdrawal is not
permitted by the
articles or the
operating
agreement, then
the withdrawing
member becomes
holder of an
economic interest
only and is liable
for damages to
the LLC.

bankruptcy, or on a date or The operating

termination of a events specified agreement may

partner unless in the LP separately specify

majority in interest | agreement. that the LLC can

of remaining terminate a

partners vote to member's

continue the membership or

partnership. economic

A GP at will is interests.

dissolved and

wound up only on

the vote of at

least half the

partners, except

as provided in the

partnership

agreement.

On dissolution,

the partners may

agree to

reconstitute into a

new partnership to

carry on the

business of the

dissolved

partnership.
11. Continuity of The consent of all | Arrival of a A corporation has New members
business: arrival the general general partner: A | an independent may acquire LLC
of a new or partners is new general existence and is interests (1) from
additional owner required to admit partner is not terminated by the LLC as

a new partner, admitted as the withdrawal, provided in the

unless the GP provided in the LP | death, or other articles of

agreement

agreement and/or

event affecting its

organization or the




provides
otherwise.

A general partner
may assign his or
her economic
interest in the GP,
but the assignee
is entitled only to
an economic
interest in
distributions and
not to voting or
management
rights, unless the
partnership
agreement
provides
otherwise.

by consent of the
partners.

Arrival of a limited
partner: An LP
interest is
personal property
and is usually
assignable, but
assignment does
not dissolve the
LP or entitle the
assignee to rights
as a partner. A
new limited
partner is
admitted on
compliance with
the LP agreement
or by consent of
the partners.

shareholders,
directors, or
officers.

Stock owned in a
corporation may be
transferred more
easily than LP or
LLC interests.
There are generally
no statutory limits
on the right of a
shareholder to
transfer stock, and
the consent of
other shareholders
to the transfer is
not required,
unless restricted by
bylaw or in a
shareholder "buy-
sell" agreement.

operating
agreement or by
majority vote of
the members, or
(2) from other
members on
consent of all
members except
as otherwise
provided in the
articles of
organization or the
operating
agreement.

12. Termination

GP is subject to
dissolution and
winding up on
certain

LP is subject to
dissolution and
winding up on
certain

No fixed
termination date
unless stated in
the articles of

LLC is subject to
dissolution and
winding up on
certain

attorneys,
accountants, and
architects?

joint and several,
so a professional
corporation (PC)

accountants, and
architects may
incorporate as

occurrences, occurrences. incorporation. occurrences.
including
departure of a
partner.
13. Available to Yes, but liability is | No. Yes, attorneys, No, but attorneys,

accountants, and
architects are
permitted to use

Advantageous for
estate planning
purposes?

advantages for
estate planning.

advantages for
estate planning.

advantages for
estate planning.

or LLP may be professional limited liability
preferable. corporations (PCs). | partnerships
(LLPs).
14. No tax Potential tax Potential tax Potential tax

advantages for
estate planning.

Comment: The brief summaries in this chart should not be relied on without further investigation of applicable law.
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§2.205 B. Tax Aspects of Commonly Used Entities
C S Partnership | Limited
Corporation | Corporation | (general Liability
partnership, | Companies
LP, LLP)

1. Flow- No Yes Yes Yes

through tax

treatment?

(avoidance of

double tax)

2. Ability to No, No, flow- Yes Yes

elect either corporate through only

flow-through only

or corporate

taxation?

3. Ownership

Characteristics

a. More than Yes No Yes Yes

100 owners?

b. Owners Yes No Yes Yes

other than

individuals,

estates and

trusts?

c. Non- Yes No Yes Yes

resident alien

owners

permitted?

d. More than Yes No, except Yes Yes

one class of differences

stock/interest as to voting

permitted? rights

e. Permitted to | Yes No Yes Yes

be member of

affiliated

group?

4. Are

contributions

to capital

taxed?

a. To the No No No No

entity ?

b. To

contributing

party?

(1) Property? Yes, unless | Yes, unless | Generally no | Generally
toa toa no
controlled controlled
corporation corporation
(IRC §351) (IRC §351)

(2) Services? | Yes (IRC Yes (IRC No, if only No, if only
§83) §83) profits profits

interest interest




received; received;
Yes, if Yes, if
capital capital
interest interest
received received
5. Accounting Accrual, Cash, Cash, unless | Cash,
Method unless gross | unless tax C unless C
receipts do shelter corporation corporation
not exceed is one of the | is one of
$5 million or partners and | the partners
corp is gross and gross
qualified receipts receipts
personal exceed $5 exceed $5
service million or tax | million or
corporation shelter tax shelter
6. Taxable Fiscal year Usually Same tax Same tax
Year selected by | calendar year as year as
corporation, | year majority or majority or
except for principal principal
personal partners, or members,
service Calendar or Calendar
corporations Year Year
7. Double tax | Yes No No No
on liquidation?
8. Partnership
tax features.
a. Special Yes, but No Yes, if Yes, if
allocations? only through substantial substantial
preferred economic economic
stock effect effect
b. Flow- No Yes, subject | Yes, subject | Yes,
through to basis to basis subject to
losses? limitation limitation basis
and at risk and at risk limitation
and passive | and passive | and at risk
loss rules loss rules and passive
loss rules
c. IRC §754 No No Yes Yes
adjustment of
entity's inside
basis in
assets to
match owner's
adjusted basis
on death or
transfer of
assets?
d. Owner's tax | No No Yes Yes
basis
increased by
owner's share
of entity debt?
9. California $800 Flow- Flow- Flow-
tax treatment | minimum through through through
franchise tax | taxation; taxation; taxation;
$800 $800 $800
minimum minimum minimum
franchise franchise tax | franchise
tax, plus (except tax, plus
1.5-percent | general additional
income tax partnership annual fee




does not pay
$800
minimum)

of $900 or
more if
gross
revenue
exceeds
$250,000
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§2.206 C. Client Interview Sheet

p To download Word version, p To downioad WordPerfect version,
right click and choose right click and choose
Save Target As Save Target As

INITIAL PARTICIPANTS
1. Who will initially participate in the business?

As owner(s):

Name:

Address:

Telephone:

Social Security /Taxpayer I.D. number:

Family and/or prior business relationship to other participants:

Contribution:

Cash:

Property and its value:

Other:

Precontribution payments (if any):

Percentage interest to be held in the business:

Percentage voting interest (if different):

Percentage of time to be devoted to business:

Management function:

Anticipated salary from business:

Taxable year, if different from calendar:

Guaranteed minimum return (if any):

As creditor(s):

Name:

Address:

Telephone:

Investment in business:

Credit extended:

Other investment:




Conditions:

Management function (if any):

Other pertinent information:

2. What is the maximum number of persons expected to participate?
LENDERS TO BUSINESS

3. List all persons (participants or outsiders) who have made, or are expected to make, loans to the
business.

Name(s) of lender(s):

Address(es):

Amount of loan:

Date of loan:

Interest rate on loan:

Form of loan, term:

Security or guaranties, if any:
4. List any additional lenders who are expected to provide financing after the business gets started.

Name(s) of lender(s):

Address(es):

Amount of loan:

Date of loan:

Interest rate on loan:

Form of loan, term:

Security or guaranties, if any:

CONTROL ISSUES

5. Is the business expected to remain in the control of a closed group within the foreseeable future?

6. Are additional participants expected to join in the near future?

INFORMATION ABOUT THE BUSINESS

7. What is the type or nature of the business, and, if appropriate, in what form (e.g., sole proprietorship) is it
now operating?




8. Is incorporation required, regulated, or prohibited by statute?

9. Does the particular business require special permits or licenses? If so, in what name(s) will they be
issued?

10. Do the regulatory provisions applicable to the business either restrict who may be shareholders (e.g.,
alcoholic beverage licensees) or require consent to issue shares (e.g., employment agencies)?_

11. What is the preferred name for the business? Alternatives?

12. Is the business expected to operate at a loss for an initial period?
DURATION OF THE BUSINESS

13. What is the expected duration of the business?

14. Is it desired that the business survive the death, retirement, or other withdrawal of any participant?

15. Is any participant's departure from the business within the foreseeable future a reasonable
probability ?

Comment: The information collected using this interview sheet will be useful in organizing any type of business
entity. At the initial interview, it is important to advise the client of securities laws restrictions applicable to both the
offering and later transfer of shares and to the solicitation of investment capital, including loans.

Question 2, concerning the number of persons expected to participate in the business, is significant in several
respects. If there are no more than 35 shareholders, a corporation may be eligible for close corporation status. Corp C
§158. See §2.31. An S corporation is limited to 100 shareholders. IRC §1361(b). See §2.27. In addition, some
exemptions from qualification under the securities laws also impose maximum number requirements. A husband and
wife are ordinarily counted as one person. See Corp C §§158(d) (close corporation), 25102(f)(4) (limited offering
exemption), 25102 (h)(5) (small offering exemption); IRC §1361(c)(1) (S corporation).

Concerning Questions 5 and 6, which address control issues, if control is expected to remain with a closed group, a
limited liability company or general or limited partnership may be indicated. See §§2.36-2.47, 2.60-2.71. If additional
parties are expected to join in the near future, then before the initial issuance of shares is made, the parties should
anticipate whether the additional participants will receive newly issued shares or shares transferred to them from the
original participants.

Concerning Questions 7 through 12, the nature of the business will influence the type of entity that should be
formed. Most banks and savings and loan associations organized under California law must be corporations. See Fin C
§102. Incorporation by professionals, permitted under California law, is subject to additional regulations. See generally
chap 10. However, if the venture is of a highly speculative nature and there is a significant risk of ultimate insolvency,
and if the owner could offset the loss against other income, the best vehicle may be a corporation that complies with
IRC §1244. See §8.121. If losses are expected initially, and profits are anticipated after a year or two of operations, it
may be better from a tax standpoint to set up a limited liability company, limited partnership, or an S corporation or to
delay incorporation until the business begins to show a profit. The tax advantages of delaying formation of an entity
must, however, be weighed against delaying the advantages of limited liability protection afforded owners of an entity.

Concerning Questions 13 through 15 on duration of the business, perpetual existence is an advantage of the
corporate form. See §2.194. However, the operations of limited liability companies, general partnerships, and limited
partnerships may continue indefinitely, despite deaths or withdrawals, by advance agreement of the partners or
members. See §§2.195-2.196, 2.198.



© The Regents of the University of California



Source: Business Law/Selecting and Forming Business Entities/2 Evaluating Entity Choices/ VI. FORMS/§2.207 A.
Form: Application for Employer Identification Number (IRS Form SS-4)

VI. FORMS
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rorm 99~4 Application for Employer Identification Number OMS No. 1545-0003

fRev. January 2010) {For use by employers, corporations, partnerships, trusts, estates, churches, |EIN

Doppartment of the Treasury

government agencies, Indian triba! entities, certain individuals, and others.)

wntemal Revenue Semvics > See separate instructions for each line. » Keep a copy for your records.
1 Legal name of entity (or individual) for whom the EiN is being requested
.E‘ 2  Trade name of business (if different from name on line 1} 3 Executar, administrator, trustee, “care of” name
©
2
Q4a Mailing address {room, apt., suite no. and strest, or P.O. box) |8a Street address (if different) {Do not enter a P.O. box.)
£
G.[4b City, state, and ZIP code (if foreign, see instructions} 5b City, state, and ZIP code (if foreign, see instructions)
8
g_. 6  County and state where principal business is located
>
7a Name of responsible party 7b  SSN. [TIN, or EIN
ga is this application for a limited liability company (LLC) (or . 8b If 8ais "Yes,” enter the number of
aforeign equivalenty? . . , . . . . . . [J1 Yes [] Mo LLCmembers . . . . »
B¢ If Bais “Yes,” was the LLC organized in the United States? . . . . . ., [3Yes {]No
8a Type of entity (check only one box). Caution, if 8a is “Yes." see the mstrucnons for the correct box ta check.
{3 sole proprietor {(SSN) i {1 Estate (SSN of decedent) L
L] Partnership [ Plan administratar {(TIN)
] Corporation {enter form number to be filed} » O Trust (TN of grantor)
D Persgnal service corporation D National Guard [ statesiocal govarnment
tJ Church or church-controlled organization [] Fammers’ cooperative (] Federal government/military
L] Other nonprafit organization {specify) » 1 memic [ ndian tribal gavernments/enterprises
] Other (specify) » Group Exemption Numbar {(GEN) if any »
8b if a corporation, name the state or foreign country State Forsign country
(if applicable} where incorporated
10  Reason for applying (check only one box) O aanking purpose (specify purpose) »
O Started new business (specify type) » [T cnanged type of organization {specify new type)
O Purchased going business
L Hired employees (Check the box and see ling 13.) [ Created a trust {specify typo) »
0 Compliance with IRS withholding regulalions 1 Created a pension plan (specify type} »
L[] Other (specify) »
11 Date business started or acquired (month, day, year}. See instructions. 12 Clesing month of accounting year
14 |f you expect your employment tax liabifity to be $1,000
13  Highest number of employees expected in the next 12 months (enter -0- if none). or less in a full calendar year and want to file Form 944
- annually instead of Forms 941 quarterly, check hera.
If no employees expected, skip line 14. (Your employment tax fiability generally will be $1,000
. or less if you expesct to pay $4,00Q or less in total
Agricultural Househald Other wages.) If you do not check thig box, you must file
! Form 941 far every quarter.
16  First date wages or annuities were paid (month, day, year). Note. If applicant is a withholding agent, enter date income will first be paid to
nonresident alien {month, day, year) ., ., . . . . . . . . N &
16 Check one box that best describes the principal activity of your business. D Health care & social assistance D Wholesale- aqent/broner
[J construction T Rental & teasing [ Transportation & warehousing (] Accommodatian & food service [ Wholesate-other [ Retad
[] Realestate [ Manufacturing ] Finance & insurance [l Other {specify}
17  Indicate principal line of merchandise sold, specific construction work done, products produced, or services provided.
18 Has the applicant entity shown on line 1 ever applied for and received an EIN7 [] Yes [} No
H “Yes." write previous EIN here W .
Complete this section only if you wanl to authorize the named indwidual to receive the entity's EIN and answer questions abcut the comoletion of this form.
Third Designee’s name . Designea’s telephone number (include area code!
Party ( )
Designee | Address and ZIP coda Designea’s fax number (include arsa cade;
( )
Under penalties o° perjury, | deciare that | have examined this applisat:on, and 10 the best of my knowledge and belief it is trug, corrpet, and complete. | Applicart's telephene aumber (include ares coce)
Mame and title ‘type or print clearly) ™ { )
Applicant s fax number imc-ude area codel
Signature » Cate & ( )
For Privacy Act and Paperwork Reduction Act Notice, see separate instructions. Cat. No. 16055N Form 88-4 (Rev. 1-2010)



Form $S-4 (Rev. 1-2010)

Page 2

Do | Need an EIN?

File Form SS-4 if the applicant entity dees not already have an EIN but is required to show an EIN on any retumn, statement,
or other document.! See aiso the separate instructions for each line on Form SS-4.

IF the applicant...

AND...

THEN...

Started a new business

Does not currently have {nor expect to have)
employees

Complete lines 1, 2, 4a-8a, 8b—c (if applicable), 9a,
9b (if applicable), and 10~14 and 16-18.

Hired {or will hire) empioyees,
including household employees

Does not aiready have an EIN

Complete lines 1, 2, 4a~6, 7a-b (if applicable), 8a,
8b—c (if applicable), 9a, 9b {if applicabte). 10-18.

Opened a bank aceount

Needs an EIN for banking purposes only

Complete lines 1-5b, 7a-b (if applicable), 8a, 8b—
(if applicable), 9a, 9b (if appiicable}, 10, and 18.

Changed type of organization

Either the legal character of the organization or its
ownership changed (for example, you incorporate a
sole proprietorship or form a partnership) 2

Complata lines 1-18 {as appiicable).

Purchased a going business 3

Does not already have an EIN

Compiets lines 1-18 {(as appficable).

Created a trust

The trust is other than a grantor trust or an [RA
trust ¢

Complete lines 1-18 {as applicable).

Created a pension spian as a
pian administrator

Needs an EIN for reporting purposes

Complete linas 1, 3, 4a-5b, 9a, 10, and 18.

Is a foreign person needing an
EIN to comply with IRS
withholding requlations

Needs an EIN to complete & Form W-8 {other than
Form W-8ECI), avoid withholding on portfolio assets,
or ciaim tax treaty benefits &

Complete lines 1-5b, 7a-b (SSN or ITIN optional),
8a, 8b—c {if applicabie), 9a, b (if applicable), 10,
and 18.

Is administering an estate

Ngeds an EIN to repott estate income on Form 1041

Complete lines 1~8, 9a, 10-12, 13-17 (if applicable).
and 18.

Is a withholding agent for
taxes on non-wage income
paid to an alien (i.e.,
individual, corporation. or
parinership, etc)

is an agent, broker, fiduciary, manager, tenant, ar
spouse who is required to fils Form 1042, Annual

Withhotding Tax Return for U.S. Source Income of
Forgign Persons

Complete lines 1, 2, 3 (if applicable), 4a-5b, Ta~b (if
applicable), 8a, Bo~¢ (if applicabie), 9a, Sb (if
applicabte), 10, and 18.

Is a state or local agency

Serves as a tax reporting agent for public assistance
recipients under Rev, Prog, 80-4, 1880-1 C.B, 5817

Compilete lines 1_,'2, 43-5b, 9a, 10, and 18.

Is a singla-member LLC

Needs an EIN to file Form 8832, Classification
Election, for filing emplayment tax returns and
excise tax returns, or for state reporting purposes &

Complete lines 1-18 (é\s applicable).

Is an S corporation

Needs an EIN to file Form 2653, Election by a Small
Business Gorporation °

Comptete linss 1~18 (as applicable).

For exampie, a sole propnetorship or self-employed farmer who sstablishes a gualified retirement pian, or is required to file excise, employment, alcahol,

tobacce, or firearms retums, must have an EIN. A partnership. corporation, REMIC (real estate mortgage investment conduit), nonprofit arganization
(church, club, ete.), or farmers’ cooparative must use an EIN for any tax-related purpase even if the entity doss not have emptoyees.

~

However, do not apply fer a new EIN if the existing entity only (8) chenged its business name, (b) elected on Form 8832 to change the way it is taxed (or is

covered oy the defauit rules), or (c) terminatea its pannership stajus becsusa at ieast 0% of the total nierests in parinership capital and profits were sold or
exchangad within a 12-month period. The EIN of the tenminaied pantinership should cont:nue to be used. Sae Regulalions section 3011.6109-H{a){2)ii).

w

wo@ @

w

Do not use the EIN of the prior business uniess you bucamne the “owner” of a corporation by scquinng its stock.

However, grantor trusts that do not file using Ophanal Methed 1 and IRA trusts that are required to file Fonm 980-T, Exempt Orgar-zation Business Income Tax
Aeturn, must have an EIN. Far more information on grantor trusts, see the Instructions for Form 1041,

A plar adninistrator $ the person or group of persons spegified as the administrator by the instrument under which the pfan is operatec.

Entities applyiry to be a Qualified Intermediary {QY) need a QI-EIN even if they already have an EIN. See Rev. Proc, 2000-12.

See awo Household employer on page 4 of the instructions. Note. Stals or local agencies may need an EIN for athar reasons, for example, hired emgployess.
See Disregarded entities on page 4 of the instructions for deta:ls on compieting Farm $8-4 for an LLC.

9 An existing corporation that is electing ot revoking S corparation status shouid use ils previously-assigned EIN.




Instructions for Form SS-4  {Z e v tener

(Rev. January 2010)

Application for Employer Identification Number

Section references are to the Internal Revenue Code unless
otherwise noted.

What’s New

Name of responsible party. The instructions for Line
7a-b have been changed to request the name of the
responsible party. See Lines 7a—b, Name of responsible
party on page 3 for detalils.

Election to file Form 944. Eligible employers may now
elect to file Form 944 annually instead of Forms 941
quarterly. See Line 14. Do you want to file Form 9447 on
page 5 for details.

General Instructions

Use these instructions to complete Form SS-4, Application
for Employer Identification Numbet. Also see Do / Nesd an
EIN? on page 2 of Form §S8-4,

Purpose of Form

Use Form SS-4 to apply for an employer identification
number (EIN). An EIN is a nine-digit number (for example,
12-3456789) assigned to sole proprietors, corperations,
partnerships, estates, trusts, and other entities for tax filing
and reporting purposes. The information you provide on this
form will establish your business tax account,

An EIN is for use in connection with your business
activities only. Do not use your EIN in place of your
oY) social security number (SSN).

Reminders

Apply online. Generally, you can apply for and receive an
EIN online using the Internet. See How To Apply later.

This is a free service offered by the Internal Revenug
Service at www.irs.gov. Beware of websites on the
ZOLIL) Infernet thal charge for this free service.

File only one Form $S8-4. Generally, a sole propristor
should file only one Form S5-4 and needs only one EIN,
regardless of the number of businesses operated as a sole
proprietorship or trade names under which a business
operates. However, if the proprietorship incorporates or
enters into a partnership, a new EIN is required. Also, each
corporation in an affiliated group must have its own EIN,

EIN applied for, but not received. If you do not have an
EIN by the time a return is due, write "Applied For™ and the
date you appiied in the space shown for the number. Do not
show your SSN as an EIN on returns.

If you do not have an EIN by the time a tax deposit is
due, send your payment to the Internal Hevenue Service
Center for your filing area as shown in the instructions for
the form that you are filing. Make your check or meney order
payable to the "United States Treasury” and show your
name {as shown on Form 58-4), address, type of tax, period
covered, and date you applied for an EIN.

Electronic filing and payment. Now, more than ever
before, businesses can enjoy the benefits of filing and

paying their federal taxes electronically. Whether you rely on
a tax professional or handle your own taxes, IRS offers you
convenient programs to make filing and paying easier.
Spend less time and worry cn taxes and more time running
your business. Use e-file and the Electronic Federal Tax
Payment System (EFTPS) to your benefit.

» For e-file, visit www.irs.gov for additional information.

e For EFTPS, visit www.eftps.gov or call EFTPS Customer
Service at 1-800-555-4477, 1-800-733-4823 (TDD), or
1-800-244-4829 (Spanish).

Federal tax deposits. New employers that have a federal
tax obligation will be pre-enrolied in the Electronic Federal
Tax Payment System (EFTPS). EFTPS allows you to make
all of your federal tax payments online at www.efips.gov or
by telephone. Shortly after we have assigned you your EIN,
you will receive instructions by mail for activating your
EFTPS enroliment. You will also receive an EFTPS
Personal Identification Number (PIN) that you will use to
make your payments, as well as instructions for obtaining an
Internet password you will need to make payments online.

If you are not required to make deposits by EFTPS, you
can use Form 8109, Federal Tax Deposit (FTD) Coupon, 1o
make deposits at an authorized depcesitary. If you would like
to receive Form 8109, call 1-800-828-4833, Allow 510 6
weeks for delivery. For more information on federal tax
deposits, see Pub. 15 (Circular E), Employer's Tax Guide.

How To Apply

You can apply for an EIN online, by telephone, by fax, or by
mail depending on how soon you need to use the EIN. Use
only one methad for each entity so you do not receive more
than one EIN for an entity.

Online. Taxpayers and authorized third party designees
located within the United States and U.S. possessions can
receive an EIN online and use it immediately 1o file a return
or make a payment. Go to the IRS website at www.irs.gov/
businesses and click on Empioyer 1D Numbers.

Taxpayers who apply onfine have an option to view,
@ print, and save their EIN assignment notice at the

end of the session. (Authorized third party designees
will receive the EIN but the notice will be mailed to the

applicant.)

Applicants who are not located within the United
States or U.S. possessions cannot use the onfine
InTR] application to obtain an EIN. Please use one of the
other methads to appiy.
Telephone. You can receive your EIN by telephone and
use it immediately to file a return or make a payment. Call
the IRS at 1-800-829-4933. The hours of operation are 7:00
a.m. to 10:00 p.m. local time (Pacific time for Alaska and
Hawaii). The person making the call must be authorized to
sign the form or be an authorized designee. See Third Party
Designee and Signature on page 6. Also see the T/F on
page 2.
Note. International applicants must call 215-516-6999.
if you are applying by telephone, it will be helpful to
complete Form SS-4 before contacting the IRS. An IRS

representative will use the information from the Form 5S-4
to establish your account and assign you an EIN. Write the

Cat. No. 82736F



number you are given on the upper right corner of the form
and sign and date it. Keep this copy for your records.

If requested by an IRS representative, mail or fax the
signed Form $8-4 {including any Third Party Designee
authorization) within 24 hours to the IRS address provided
by the IRS representative.

Taxpayer representatives can apply for an EIN on
@ behalf of their client and request that the EIN be
faxed to their client on the same day. Note. By using

this procedure, you are guthorizing the IRS fo fax the EIN
without a cover sheet.

Fax. Under the Fax-TIN program, you can receive your EIN
by fax within 4 business days. Complete and fax Form SS-4
to the IRS using the appropriate Fax-TiN number listed
below. A long-distance charge to callers outside of the local
calling area will apply. Fax-TIN numbers can only be used to
apply for an EIN. The numbers may change without notice.
Fax-TIN is available 24 hours a day, 7 days a week.

Be sure to provide your fax number so the IRS can fax
the EIN back to you.

Note. By using this procedure, you are authorizing the IRS
to fax the EIN without a cover sheet.
Mail, Complete Form $S-4 at least 4 to 5 weeks before you
will nesed an EIN. Sign and date the application and mail it to
the service center address for your state. You will receive
your EIN in the mail in approximately 4 weaeks. See also
Third Party Designee on page 6.

Call 1-800-829-4933 to verify a number or to ask about
the status of an application by mail.

Where to File or Fax

If your principal business,
otfice or agency, or legal
residence in the case of an

File or fax with the “Internal
Revenue Service Center”
at:

individual, Is located in:

Attn: EIN Operation
One of the 50 states or the Cincinnati, OH 45999
District of Columbia

Fax-TIN: 859-669-5760

if you have no legal
residence, principal piace of
business, or principal office

Attn: EIN Operation
Phitadeiphia, PA 19255

or agency in any state: Fax-TIN: 215-516-1040

How To Get Forms and Publications

Internet. You can access the IRS website 24 hours a day,
7 days a week at www.irs.gov to download forms,
instructions, and pubiications.

Phone., Call 1-800-TAX-FORM (1-800-829-36786) to order
forms, instructions, and publications. You should receive
your order or notification of its status within 10 workdays.
DVD for Tax Products. For small businesses, return
preparers, or others who may frequently need tax forms or
publications, a DVD containing over 2,000 tax products

(including many prior year forms) can be purchased from the
National Technical information Service (NTIS).

To order Pub.1796, |RS Tax Products CD, call
1-877-233-6767 or connect 1o www.irs.gov/cdorders.

Tax Help for Your Business

IRS-sponsored Small Business Workshops provide
information about your federal and state tax obligations. For

information about workshops in your area, call
1-800-829-49383.

Related Forms and Publications

The following forms and instructions may be useful to filers
of Form SS-4.

s Form 990-T, Exempt Organization Business Income Tax
Return.

o Instructions for Form 890-T.

+ Schedule C (Form 1040), Profit or Loss From Business.
s Schedule F (Form 1040), Profit or Loss From Farming.
® |nstructions for Form 1041 and Schedules A, B, D, G, |, J,
and K-1, U.S. Income Tax Return for Estates and Trusts.

* Form 1042, Annual Withholding Tax Return for U.S.
Source income of Foreign Persons.

® |nstructions for Form 1065, U.S. Return of Partnership
Income.

¢ Instructions for Form 1066, U.S. Real Estate Mortgage
investment Conduit (REMIC} Income Tax Return.

® Instructions for Forms 1120.

» Form 2553, Election by a Small Business Corporation.

¢ Form 2848, Power of Attorney and Declaration of
Representative.

e Form 8821, Tax Information Authorization.

e Form 8832, Entity Classification Election.

For more information about filing Form $5-4 and related
issues, see:
¢ Pub. 51 (Circular A}, Agricultural Employer’s Tax Guide;
Pub. 15 (Circular E), Employer's Tax Guide;
Pub. 538, Accounting Pericds and Methads;
Pub. 542, Corporations;
Pub. 557, Tax-Exempt Status for Your Organization;
Pub. §83, Starting a Business and Keeping Records;
® Pub. 966, The Secure Way to Pay Your Federal Taxes for
Business and Individual Taxpayers;
¢ Pub. 1635, Understanding Your EIN;
e Package 1023, Application for Recognition of Exemption
Under Section 501(c}(3) of the Internal Revenue Code,; and
e Package 1024, Application for Recognition of Exemption
Under Section 501(a).

Specific Instructions

Print or type all entries on Form S5-4. Follow the
instructions for each line 1o expedite processing and 10 avoid
unnecessary IRS requests for additional information. Enter
“N/A" {nonapplicable) on the lines that do not apply.

Line 1. Legal name of entity (or individual) for whom the
EIN is being requested. Enter the legal name of the entity
{or individual) applying for the EIN exactly as it appears on
the social security card, charter, or other applicable legal
document. An entry is required.

Individuals. Enter your first name, middle initial, and
last name. If you are a sole proprietor, enter your individual
name, not your business name. Enter your business name
on line 2. Do not use abbreviations or nicknames on line 1.

Trusts. Enter the name of the trust as it appears on the
trust instrument.

Estate of a decedent. Enter the name of the estate. For
an estate that has no legal name, enter the name of the
decedent followed hy “Estate.”

Partnerships. Enter the legal name of the partnership
as it appears in the partnership agreement.

Corporations. Enter the corporate name as it appears
in the corporate charter or other legal document creating it.

Plan administrators. Enter the name of the plan
administrator. A plan administrator who already has an EIN
should use that number.

Instr. for Form $S5-4 (2010)



Line 2. Trade name of business. Enter the trade name of
the business if different from the legal name. The trade
name is the “doing business as” (DBA) name.

Use the full legal name shown on line 1 on all tax

returns fited for the entity. (However, if you enter a
) frade name on fine 2 and choose to use the trade
name instead of the legal name, enter the trade name on all
returns you file.) To prevent processing delays and errors,
always use the legal name only (or the trade name only) on
all tax returns.
Line 3. Executor, administrator, trustee, ‘‘care of”’ name.
Trusts enter the name of the trustee. Estates enter the name
of the executor, administrator, or other fiduciary. If the entity
applying has a designated person to receive tax information,
enter that person's name as the “care of” person. Enter the
individual's first name, middle initial, and last name.
Lines 4a-b. Mailing address. Enter the mailing address
for the entity's correspondence. If the entity’s address is
outside the United States or its possessions, you must enter
the city, province or state, postal code, and the name of the
country. Do not abbreviate the country name. If line 3 is
completed, enter the address for the executor, trustee or
“care of” person. Generally, this address will be used on all
tax returns,

If the entity is filing the Form SS-4 only to abtain an EIN
for the Form 8832, use the same address where you wouid
like to have the acceptance or nonacceptance letter sent.

File Form 8822, Change of Address, to report any
@ subsequent changes to the entity’s mailing address.

Lines Sa-b, Street address. Provide the entity’s physical
address only if different from its mailing address shown in
lines 4a~b. Do not enter a P.O. box number here. if the
entity’s address is outside the United States or its
possessions, you must enter the city, province or state,
postal code, and the name of the country. Do net abbreviate
the country name.

Line 6. County and state where principal business is
located. Enter the entity’s primary physical location.

Lines 7a—b. Name of responsible party. Enter the full
name (first name, middie initial, last name, if applicable) and
SS8N, ITIN, or EIN of the entity’s responsible party as
defined below.

Responsible party defined. For entities with shares or
interests traded on a public exchange, or which are
registered with the Securities and Exchange Commission,
“responsible party” is (a) the principal officer, if the business
is a corporation, (b) a general partner, if a partnership, (¢)
the owner of an entity that is disregarded as separate from
its owner {disregarded entities owned by a corporation enter
the corperation’s name and EIN), or (d) a grantor, owner, or
trustor, if a trust,

For all other entities, “responsible party” is the person
who has a level of control over, or entitlement to, the funds
or assets in the entity that, as a practical matier, enables the
individual, directly or indirectly, to control, manage, or direct
the entity and the disposition of its funds and assets. The
ability to fund the entity or the entitlement to the property of
the entity along, however, without any corresponding
authority to control, manage, or direct the entity (such as in
the case of a minor child beneficiary), does not cause the
individual to be a responsible party.

If the person in question is an alien individual with a
previously assigned individual taxpayer identification
number (ITIN), enter the ITIN in the space provided and
submit a copy of an official identifying document. 1f
necessary, complete Form W-7, Application for IRS
Individual Taxpayer ldentification Number, to obttain an ITIN.

Instr. for Form SS-4 (2010)

You must enter an SSN, ITIN, or EIN on line 7b unless
the only reason you are applying for an EIN is io make an
entity classification eiection (see Regulations sections
301.7701-1 through 301.7701-3) and you are a nonresident
alien or other foreign entity with no effectively connected
income from sources within the United States.

Lines Ba-c. Limited liability company (LLC} information.
An LLC is an entity organized under the laws of a state or
foreign country as a limited liability company. For federal tax
purposes, an LLC may be treated as a partnership or
corporation or be disregarded as an entity separate from its
owner.

By default, a domestic LLC with only one member is
disregarded as an entity separate from its owner and must
include all of its income and expenses on the owner’s tax
return (for example, Schedule C (Form 1040)). Also by
default, a domestic LLC with two or more members is
treated as a partnership. A domestic LLC may file Form
8832 to avoid either default classification and elect to he
classified as an association taxable as a corporation, For
more information on entity classifications {including the rules
for foreign entities), see the instructions for Form 8832,

If the answer to line Ba is “Yes,” enter the number of LLC
members, If the LL.C is owned solely by a husband and wife
in a community properly state and the husband and wife
choose to treat the entity as a disregarded entity, enter “1°
on line 8b.

Do not file Form 8832 if the LLC accepts the default

classifications above. If the LLC is eligible (o be
LRUIL} ireated as a corporation that meetis certain tests and
it will be electing S corporation status, it must timely fite
Form 2553. The LLC will be treated as a corporation as of
the sifective date of the S corporation election and does nat
need to file Form 8832. See the Instructions for Form 2553,

Line 9a. Type of entity. Check the box that best describes
the type of entity applying for the EIN. If you are an alien
individual with an ITIN previously assigned to you, enter the
ITIN in place of a requested SSN.

This is not an efection for a tax classification of an
A entity. See Disregarded entities on page 4.
CAUTION

Sole proprietor. Check this box if you file Schedule C,
C-EZ, or F (Form 1040) and have a qualified plan, or are
required to file excise, employment, alcohol, tobacco, or
firearms returns, or are a payer of gambling winnings. Enter
your SSN (or ITIN} in the space provided. If you are a
nonresident alien with no effectively connected income fram
sources within the United States, you do not need to enter
an SSN or [TIN.

Corporation. This box is for any corporation other than
a personal service corporation. If you check this box, enter
the income tax form number to be filed by the entity in the
space provided.

If you entered “11208" after the “Corporation”
checkbox, the corporation must fife Form 2553 no
C

D) /ater than the 15th day of the 3rd month of the tax
year the election is to take effect. Until Form 2553 has been
received and approved, you will be considered a Form 1120
filer. See the Instructions for Form 2553

Personal service carporation. Check this box if the
entity is a personal service corporation. An entity is a
personal service corporation for a tax year only if:

* The principal activily of the entity during the testing period
(prior 1ax year) for the tax year is the performance of
personal services substantially by employee-owners, and

¢ The employee-owners own at least 10% of the fair market
value of the outstanding stock in the entity on the last day of
the testing period.



Personal services include performance of services in
such fields as heaith, law, accounting, or consulting. For
mare information about personal service corporations, see
the Instructions for Form 1120 and Pub. 542.

If the carporation is recently formed, the testing

period begins on the first day of its tax year and ends
et on the earlier of the last day of its tax year, or the last
day of the calendar year in which its tax year begins.

Other nonprofit organization. Check this box if the
nonprofit organization is other than a church or
church-controlied organization and specify the type of
nonprofit organization (for example, an educational
organization).

If the organization also seeks tax-exempt status, you
must file either Package 1023 or Package 1024. See
() Pub. 557 for more information.

If the organization is covered by a group exemption letter,
enter the four-digit group exemption number (GEN} in the
last entry. (Do not confuse the GEN with the nine-digit EIN.)
It you do not know the GEN, contact the parent organization.

Get Pub. 557 for more information about group exemption
numbers.

if the organization is a section 527 political organization,
check the box for Other nonprofit organization and specify
“section 527 organization” in the space to the right. To be
recognized as exempt from tax, a section 527 political
organization must electronically file Form 8871, Political
Qrganization Notice of Section 527 Status, within 24 hours
of the date on which the organization was established. The
organization may also have to file Form 8872, Politicat
Organization Report of Contributions and Expenditures. See
www.jrs.gov/polorgs for more information.

Plan administrator. 1f the plan administrator is an
individual, enter the plan administrator's taxpayer
identification number (TIN) in the space provided.

REMIC. Check this box if the entity has elected to be
treated as a real estate mortgage investment conduit
{REMIC). See the Instructions tor Form 1066 for more
information.

State/iocal government. If you are a government
employer and you are not sure of your social security and
Medicare coverage options, go to www.ncsssa.org/
ssaframes.htmlto cbtain the contact information for your
state's Social Security Administrator.

Other. If not specifically listed, check the “Other" box,
enter the type of entity and the type of return, if any, that will
be filed (for example, “Common Trust Fund, Form 1065" or
“Created a Pension Plan”). Do not enter “N/A.” If you are an
alien individual applying for an EIN, see the Lines 7a-b
instructions on page 3.
¢ Household employer. If you are an individual that will
employ someone to provide services in your household,
check the “Other” box and enter “Household Employer” and
your SSN. If you are a trust that qualifies as a household
employer, you do not need a separate EIN for reporting tax
information relating to household employees; use the EIN of
the trust.

* Household employer agent. If you are an agent of a
household employer that is a disabled individual or other
welfare recipient receiving home care sarvices through a
state or local program, check the "Other” box and enter
“Household Employer Agent.” (See Rev. Proc. 80-4, 1980-1
C.B. 581 and Notice 2003-70, 2003-43 {.R.B. 816.) If you
are a state or jocal government also check the box for state/
local government.

* QSub. For a qualified subchapter S subsidiary (QSub)
check the “Cther” box and specify "QSub.”
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¢ Withholding agent. If you are a withholding agent
required to file Form 1042, check the “Other” box and enter
“Withholding Agent.”

Disregarded entities. A disregarded entity is an eligible
entity that is disregarded as separate from its owner for
federal income tax purposes. Disregarded entities include
single-member limited liability companies {LLCs) that are
disregarded as separate from their owners, qualified
subchapter S subsidiaries (qualified subsidiaries of an 5
corporation), and certain qualified foreign entities. See the
instructions for Form 8832 and Regulations section
301.7701-3 for more information on domestic and foreign
disregarded entities,

A disregarded entity must have an EIN if it is subject to
employment taxes or certain excise taxes. For wages paid
during 2008 and in prior years, the reporting and payment of
employment taxes for empioyees could be made using the
name and EIN of either the owner or the disregarded erity
(as explained in Notice 99-6, 1999-3 |.LR.B. 12).

For wages paid on or after January 1, 2009, the
disregarded entity is required to use its name and EIN for
reporting and payment of employment taxes. A disregarded
entity is also required to use its name and EIN to register for
excise tax activities on Form 837, pay and report excise
taxes reported an Forms 720, 730, 2290, and 11-C, and
claim any refunds, credits, and payments on Form 8849,
This requirement for reporting and paying excise taxes
became effective after December 31, 2007. See the
instructions for the employment and excise tax returns for
more information.

Complete Form SS-4 for disregarded entities as follows.
« |f a disregarded entity is filing Form SS-4 to obtain an EIN
because it is required to report and pay employment and
excise taxes (see above) or for non-federal purposes such
as a state requirement, check the “Other” box for line 9a and
write “disregarded entity” (or “disregarded entity-sole
proprietorship” if the owner of the disregarded entity is an
individual).
¢ if the disregarded entity is requesting an EIN for purposes
of filing Form 8832 to elect classification as an association
taxable as a corporation, or Form 2558 to elect S
corporation status, check the “Corporation” box for line 9a
and write “single-member” and the form number of the
return that will be filed (Form 1120 or 11208)}.
¢ If the disregarded entity is requesting an EIN because it
has acquired one or more additional owners and its
classification has changed to partnership under the default
rules of Regulations section 301.7701-3(f), check the
“Partnership” box for line 9a.

Line 10. Reason for applying. Check only one box. Do
not enter “N/A.” A selection is required.

Started new business. Check this box if you are
starting a new business that requires an EIN. If you check
this box, enter the type of business being started. Do not
apply if you already have an EIN and are only adding
another place of business.

Hired employees. Check this box if the existing
business is requesting an EIN because it has hired or is
hiring employees and is therefore required to file
employment tax returns. Do not apply if you already have an
EIN and are only hiring employees. For infarmation on
employment taxes (for example, for family members), see
Pub. 15 (Circular E}.

You may have to 