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Essay Question
Recommendation of Type of Business Organization for A, B and C

Alice, Bob and Charles (A, B and C) have already done some good
research in the types of business organizations available for forming their
business. Since there are three of them, a sole proprietorship would, of
course, not be available, however, they could form a partnership (P/S), or
an LLC (Limited Liability Company) or a Corporation.

Partnership Possibility

A parinership is defined as an association of two or more persons
who carry on as co-owners a business for profit. Depending on jurisdiction,
intent to form a P/S may or may not be required at the time of formation.
There are two types of partnerships - a General Partnership (GP) and a
Limited Partnership (LP) (there is also a third type of partnership called the
Limited Liability Partnership, which is only used for professionals, such as
attorneys, who cannot be shielded from liability for their own negligence). A
General Partnership could be an option for A, B and C and offers certain
advantages and disadvantages. The advantage is ease of formation. A, B
and C meet the definition of a P/S, and no formal filing is required with the
state to form a P/S. Additionally, no governing documents need to be filed
with the state, and there is no formation cost involved in establishing this
form of business (apart from attorney fees to advise them). If a P/S is going
to be formed, although not required by statute, it is strongly advised that
the partners draft a P/S Agreement that can act as a contract in
establishing how the partners will relate to various salient matters that arise
in the course of conducting business. If the P/S Agreement is not drafted,
the P/S default statutes will apply, and this can have significant
consequences. For example, P/S default law assumes the partners agree
to share in profits, share in losses (it is said that "losses follow profits') and
share in management of the P/S. Here, A, B and C may or may not want
this default arrangement, as their capital contribution to the P/S is different.
Carl is contributing the only monetary contribution of $100,000 of
unsecured debt; Bob is providing service as his contribution, and Alice is
also contributing service. The UPA default rules do not recognize service
as a capital contribution, thus if the P/S dissolves, or issues simply arise
during the P/S, Carl will be the only one authorized to receive profits from
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the company. This also raises issues with creditors, so it is extremely
important that a P/S agreement be drafted if this business organization is
to be established. The P/S agreement would also address any
modifications to the transfer of any one partner's interest, if the transfer
deviates from the default rule, which only allows transfer of economic
interest (personal property) and not of voting or management rights, or the
right to attend meetings.

A P/S, at common law, was viewed as an aggregate of partners; at
modern law it is viewed as an entity that can exist apart from the
aggregate. The UPA 1914 reflects the aggregate approach, whereas the
RUPA 1897 reflects the entity approach. What is significant for A, B and C
is to know that under the modern approach, there is a partnership entity.
Dissociation by one partner will not necessarily trigger dissolution of the
company, whereas the statutory aggregate approach triggered dissolution
upon dissociation or death of a partner. Again, however, these are default
statutory provisions that can be overridden by the P/S agreement. The two
characteristics of aggregate approach to P/S that has carried over into the
entity approach that are signficant are joint and several liability and taxation
as a "pass through" entity, meaning that the P/S is invisible to the IRS and
distributions are taxed on a partner's individual tax return. The P/S entity is
not taxed.

The main reason | would not advise this form of business to A, B and
C has to do with liability. Because each partner is jointly and severally
liable, there is no shield from liability for ali partners' negligent (and
intentional) acts. Here, A has signed two contraccts prior to Clowns R Us
being formally established. In a P/S, that means B and C are jointly and
severally liable for performance on those contracts. A limited P/S could
provide liability but only to the limited partners, who are not permitted any
management control of the company, A, B and C want to share. In a LP,
only the general managers manage, and since A, B, and C want to share
control, a LP is not the best approach.

The LLC
The LLC is an excellent business structure for A, B, and C. It offers

the advantages of both a corporation and a P/S. lt is like a corporation in
that it provides flexible management possibilities. The LLC can elect to be
taxed either as a corporation (double taxation) or as a P/S (pass through),
and it would be more advantageous {o choose pass through, given how
small the business is.

Most significant to an LLC is the Operating Agreement (OA). LL.C's
are described as "creatures of contract". Formation of an LLC requires
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filing with the Secretary of State (in CA), and though an OA is not required
by law, it is essential to the stability of the company that the "members" of
the LLC draft an OA. The members are to an LLC what the partners are to
P/S. They are the owners of the company. As with the P/S Agreement, the
OA addresses issues that can arise regarding capital contribution, debt,
equity, death, divorce, distributions, withdrawai of a member, breach of
fiduciary duty, and so on. And, as with a P/S, the statutory rules are the
default rules. A, B and C's OA would need to specify member draws from
the company. Since C is putting in $100,000 of debt that he's being
charged 15% on, he is funding the company with debt, and an agreement
regarding share of profits differing from the default presumption of pro rata
share in profits and losses would need to be stated in the O/A.

An LLC can be either member managed or non-member managed.
Only managers of the LLC have fiduciary duty as Agents of the LLC, and
since A, B and C want to share control (management) of whatever
company is formed, each of them will be authorized to enter into contracts
that are binding.

Although an LLC has more formation cost than a P/S, its greatest
advantage is that it provides limited liability to its members. Unlike a P/S,
there is no joint and several liability, therefore its members are only at risk
to lose their capital contribution to the LLC. Because the LLC is well suited
for small business ventures, this is an ideal business structure for A, B and
C to establish "Clowns R Us".

The Corporation

A, B and C could aiso form a corporation for "Clowns 'R Us". Like an
LLC, there are formation requirements, though more extensive than what is
required for an LLC. To form a corporation, A; B and C will need to file the
necessary documents with the Secretary of State (in CA) and of course
there is a filing fee associated as well. At the time of incorporation, Clowns
R Us will need to submit the senior foundational document called the
Articles of Incorporation (or "charter"). The charter will need to describe the
issuance of shares, classes of shares, and significant matters regarding
directorships, and shareholder voting. After the filing and submission of the
Articles, the By-laws governing document for the organization will need to
be drafted. The By-laws are to a corporation what the OA isto an LL.C - it
elaborates on the Articles and indicates the policies and procedure for
management of the corporation.

Private corporations can either issue shares that are traded on public
stock exchanges, or, if a closely held corporation, will issue shares that are
owned by the shareholders. A closely held corporation is not a legal term
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but simply refers to a corporation that has a relatively small number of
shareholders and whose shares are non-publicly traded. Clowns R Us
would be a closely held corporation, and in this type of organization, the
shareholders are often hands on with management and are also directors
and officers. In otherwords, A, B and C would be shareholders, likely they
would all be directors, and they would have officer functions.

One closely held corporation that is often created isan S
Corporation, which is simply an IRS election to form a simple corporation
that has less than 75 shareholders and non-publicly traded shares. There
is also a statutory close corporation that, in the state of Delaware and other
jurisdictions, offers great control to the shareholders, even permitting
elimination of a board altogether. This is not recommended, however, for
A, B and C, as it can create unnecessary complications with creditors if
there isn't a board to whom they can look for fiduciary responsibility.

A corporation, like an LLC, offers limited liability. All that the
shareholders are at risk to lose is their capital investment. Here, Carl could
lose the most, as he is putting in $100,000 at 15% interest and is funding
the company with debt rather than equity. Carl might want to see if he can
get a loan at a better interest rate than 15%. However, if a corporation is to
be formed, A, B and C might also want to look for other investors in the
company, who could bring equity into the company by buying shares in
Clowns R Us. A corporation can be funded either with debt or with equity. If
they can find investors or lenders willing to fund Clowns R Us with debt, A,
B and C will have the most control over the company, though less liquidity.

Because a corporation has shareholders, directors and officers, and
the corporation, itself, fiduciary duties can become more complex, and one
has to remember and know the duties specific to each function, the laws
associated with each function, and when one is wearing a particuiar "hat".
For a relatively small company like Clowns R Us, this might introduce a
level of management complexity unnecessary for the purposes of their
company.

On the issue of liability, like an LLC, a corporation provides limited
liability. Because A has signed two contracts prior to incorporation of
Clowns R Us, she is liable for performance on those agreements. If a
corporation is formed, Clowns R Us would need to adopt the contracts,
however it could not ratify the contracts, since the corporation didn't exist at
the time the contracts were made, and ratification acts retroactively. Thus
A will need to get a novation from the other parties releasing her of
performance on the contract and forming new contracts with Clowns R Us.

Given the nature of Clowns R Us, in evaluating the advantages and
disadvantages to forming either a P/S, an LLC, or a corporation, | would
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advise A, B and C to establish an LLC.
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