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CHOICE OF ENTITY AND COMPANY FORMATION

Recent trends have shown that Limited Liability Companies (LLC) have grown in popularity and
are surpassing common C Corporations and S Corporations in numbers. LLCs have a great
flexibility in their organizational structure and the ability to select whether it is taxed as a
partnership, corporation, or in instances of a single member LLC, a disregarded flow-through
entity. Frank Carroll's guide to entity choice made excellent comparison of the different entity
structures to each other. When electing to be taxed as an S Corporation, LLCs should be aware of
the many qualifications of an S Corporation and how their LLCs structure may or may not
disqualify them from S Status.

In setting up a Limited Liability Company, the checklist provided by Jason Stone provided an
opportunity to address many of the future issues and roadblock ahead of time and draft and
Operating Agreement accordingly. Some of the issues that may arise between members include:
Capital contributions, loyalty provisions, management rights, profit distributions, dispute
resolution, exit strategies, future capital calls and setting parameters in case of a 50/50 tiebreak.

BJ Miller outlined the different liability issues that new companies, particularly LLCs, face and
how to avoid making individual members, partners and shareholders personally liable for a
company's actions.

Kelly Deters and Kent Herink provided quick how-to guide's for getting new businesses properly
registered with the necessary government entities and avoiding trademark and trade name issues.

BEST PRACTICES FOR OPERATING YOUR BUSINESS

Our attorneys provided a number of checklists for companies to review and get going on the right
path to avoid the common pitfalls of failing business:
e Julie Johnson McLean and Beverly Evans - guides to obtaining financing, both
privately and through public offering.
Scott Mikkelsen - a list of the SBA qualified lenders for our clients.
e Jason Ross - quick guide to the different types of insurance a company might need,
when a company may need the insurance, and what to look for in an insurance

provider.

e Jason Ross - tips on standardizes contracts and forms to avoid problems and future
litigation.

e Scott Mikkelsen - checklist for holding Annual Meeting or consent minutes in lieu of
a meeting.

e Julie Johnson McLean - list of several considerations Companies should be aware of
as both debtors and creditors to avoid problems in bankruptcy proceedings.

We listed some of the key opportunities for businesses to be aware of in the Federal Economic
Stimulus Plan. Many of the regulations and qualifications for the programs have not yet been
released. We have provided a number of websites to follow the information. Please also be alert
to any emails from Davis Brown Law regarding the Stimulus bill as our attorneys become aware
of specific opportunities for our clients.
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BUSINESS SUCCESSION ISSUES

As noted in Business Entities, the structure of an organization can change over time and
Companies should adapt to the individual issues they face. Companies should address their issues
with management succession, gifting and estate planning with their advisors as soon as possible.

In addition to a Company's counsel, business owners should consult with their accountants,
financial planners, estate lawyer, and family members in setting a long-term plan in place. Each
set of advisors will have a different knowledge on the law, estate taxes, corporate and capital
gains taxes and the personal relationships necessary to carry out the plan.

It is much easier to plan ahead of time than to make one's wishes a reality than to attempt to

handle them upon one's death. Many succession plans and ownership transitions are best handled
over time and addressed on a periodic or annual basis.
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CHOICE OF ENTITY AND FORMATION

FRANK CARROLL, JASON STONE, KENT HERINK,
B.J. MILLER, AND KELLY DETERS

1:15 p.m. to 2:15 p.m.

* Choice of Entity
Limited liability issues
Intellectual property matters, including names, trade names, trade secrets
* Checklists to use when forming your company
» Composition of Board of Directors, Managers and Managing Partners
* Business licenses and permits
* Authority of Board of Directors, Managers and Managing Partners



ATTORNEY BIO
FRANK J. CARROLL

CONCENTRATION
Frank is a senior shareholder in the Davis Brown Law Firm Business Division. He has
a general practice in but not limited to Business Organizations and Transactions,
Mergers & Acquisitions, and Tax.

PROFESSIONAL RECOGNITIONS

- AV rated by Martindale-Hubbell. An AV® certification mark is a significant rating
accomplishment - a testament to the fact that a lawyer's peers rank him or her at the
highest level of professional excellence. A lawyer must be admitted to the bar for 10
years or more to receive an AV® rating.

- Chambers USA, Corporate/M&A Band 1

- Super Lawyers, Business/Corporate

- Best Lawyers in America® Corporate Law, Mergers & Acquisitions Law, Tax Law

SUMMARY

Frank’s broad corporate experience includes negotiating acquisitions, joint venture
relationships and investments made by venture capital firms. He drafts, reviews and
analyzes contracts for businesses in various industries and of various sizes. His
practice also includes planning tax consequences for taxable and tax-free acquisitions
and other numerous and varied business transactions.

REPRESENTATIVE ENGAGMENTS

His clients include Life Care Services and Newton Manufacturing. “Personable,
reliable, knowledgeable and commendable in communicating with the layperson,” he
recently represented Heidi Cessford Krabbe in the sale of Cessford Construction, as
well as dealing with other asset sales and takeovers.

MEMBERSHIPS

- Member of the American Bar Association in the Business Law and Taxation Sections
- lowa State Bar Association, Vice President

- lowa State Bar Association, Board of Governors

- Past chair the lowa State Bar Association Business Law Section and the Corporate
Counsel Section

-He was highly involved in the Limited Liability Company Committee in 1993 wherein
the lowa Limited Liability Company Act was drafted.

- For Profit Corporation Committee which reviewed amendments to the lowa Business
Corporation Act (2001-2002)
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BORN
ALBUQUERQUE, NEW MEXICO, 1947

EDUCATION

ST. LOUIS UNIVERSITY

(B.S., CUM LAUDE, 1969)
UNIVERSITY OF ILLINOIS (J.D., 1973)

ADMITTED TO BAR
1973, IOWA

AREAS OF LAW

AGRICULTURAL LAW

BUSINESS ORGANIZATIONS AND
TRANSACTIONS

MERGERS & ACQUISITIONS

TAX

MEMBERSHIPS

AMERICAN BAR ASSOCIATION
IOWA STATE BAR ASSOCIATION
POLK COUNTY BAR ASSOCIATION




OF NOTE

Between undergrad and law school, Frank was a C.P.A. with Arthur Young. He is an
Adjunct Professor at Drake University College of Law, Business Planning. He also
taught in the Masters of Tax Program at Drake University College of Law for six years.

PERSONAL
Frank and his wife, Marilyn, have three adult daughters. He was a member of the St.
Louis University Golf team and still enjoys golf and tennis.



ATTORNEY BIO
JASON M. STONE

CONCENTRATION

Jason Stone is a shareholder of the Davis Brown Law Firm in the Business Law Division. His
practice concentrates on the formation, acquisition, disposition, operation, and liquidation of
business entities of all types and sizes and he has served clients in the fields of real estate,
advanced technologies, health care, agriculture, manufacturing and finance.

REPRESENTATIVE ENGAGEMENTS

- Advising one of the nation's largest federated cooperatives on tax-free reorganizations,
liquidations and joint ventures;

- Advising a publicly traded diversified financial services company on tax-free reorganizations,
debt offerings and compensation matters;

- Advising a publicly traded manufacturing company on critical federal income tax issues;
- Advising a publicly traded media company on tax-free exchanges of personal property;

- Advising leading real estate companies on various corporate and tax matters including, but not
limited to, state and federal income and property tax matters, with a special emphasis on state
and federal income tax credits;

« Advising buyers and sellers on acquisitions and dispositions in transactions of various sizes;

« Advising numerous non-profit corporations on compliance matters including federal income
tax exemption, intermediate sanctions, and joint-ventures;

- Advising various business entities on state income, sales and use tax disputes; and

- Advising a community development entity on matters related to the deployment of its
$45,000,000 new market tax credit allocation.

SPEAKING, PUBLICATIONS AND SEMINARS

Jason is an active speaker and has given presentations on advanced like-kind exchange
techniques, distributions from partnerships and limited liability companies, structuring and
drafting partnership, LLP, LLLP and LLC agreements, and international taxation.
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BORN
DES MOINES, IOWA, 1973

EDUCATION

UNIVERSITY OF IOWA (B.S., 1996);
WASHBURN UNIVERSITY (J.D., MAGNA
CUM LAUDE, 2000); WASHBURN LAW
JOURNAL; NEW YORK UNIVERSITY
(LL.M., 2001)

ADMITTED TO BAR

2000, IOWA

AREAS OF LAW

* AGRICULTURAL LAW

* BUSINESS ORGANIZATIONS AND
TRANSACTIONS

* MERGERS & ACQUISITIONS

* TAX

MEMBERSHIPS

* AMERICAN BAR ASSOCIATION -
BUSINESS LAW SECTION

* IOWA STATE BAR ASSOCIATION, TAX
SECTION COUNCIL




In 2008, Jason presented at the University of lowa Spring Tax Seminar, Lorman Drafting
Partnership and LLC Operating Agreements, University of lowa/lowa State Bar Association
Tax Seminar, and the lowa State Bar Association’s 69th Annual Tax School.

Jason served as an Adjunct Professor of Law at Drake University, where he taught business
entity taxation.

MEMBERSHIPS

Jason is active in the American Bar Association, Section of Taxation, where he is a member of
the Partnership and Real Estate Committees and the Young Lawyer's Forum. He is also active
in the lowa Bar Association, Section of Taxation, and is a member of the Tax Section Council.
Jason has served as a member of the Planning Committee for the December Tax School and
Spring Tax Institute and as the Chair of the 2005 Spring Tax Institute Planning Committee.

COMMUNITY

Jason currently serves as a director for the lowa Wellness Council, a non-profit organization
dedicated to the promotion of health and wellness in the workplace.

PERSONAL
Outside of work, Jason enjoys spending time with his family and playing golf.
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ATTORNEY BIO
KENT A. HERINK

CONCENTRATION

Kent is a senior shareholder in the Davis Brown Law Firm’s Intellectual Property
Practice. He practices primarily in the area of Intellectual Property, thereby protecting
the innovations of the Firm’s clients.

PROFESSIONAL RECOGNITION
Best Lawyers in America®, Intellectual Property Law
SUMMARY

Kent has worked extensively in the biological sciences, with a particular emphasis in
the corn and soybean seed industry, tracking its dramatic evolution from largely
conventional cross-breeding and little or no statutory protections, through the first
utility patents on plants, to present day genetic transformation techniques and the
novel plants that are produced by those techniques.

Kent's other areas of expertise include protecting inventions involving human food and
animal feed products and dietary supplements. In this area, inventions focus on
extracting natural materials from plants and other organisms, novel chemical synthesis
methodologies resulting in compounds having human drug applications, and the bio-
engineering of organisms to produce food and dietary supplement ingredients.

Kent has also worked a great deal in the area of mechanical inventions, including
agricultural harvesting and processing equipment, building and construction systems,
and medical devices.

In addition to patent application work, Kent also works to protect the trademark,

copyright and other intellectual property of the firm’s clients, including litigation in the
federal courts on intellectual property matters.

MEMBERSHIPS

Kent is a past president of the lowa Intellectual Property Association, and has served
for many years on the Biosciences subcommittee of the American Bar Association.
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BORN
MARSHALLTOWN, IOWA, 1955

EDUCATION
COE COLLEGE

(B.A., MAGNA CUM LAUDE, 1976);
UNIVERSITY OF IOWA

(M.S., PHYSICS, 1979);
UNIVERSITY OF IOWA

(J.D., WITH DISTINCTION, 1982)

ADMITTED TO BAR
1982, IOWA

AREAS OF LAW

INTELLECTUAL PROPERTY (PATENTS,
TRADEMARKS, COPYRIGHTS)
PATENTS, TRADEMARKS AND
COPYRIGHT LAW

MEMBERSHIPS

AMERICAN BAR ASSOCIATION

IOWA INTELLECTUAL PROPERTY LAW
ASSOCIATION

IOWA STATE BAR ASSOCIATION
POLK COUNTY BAR ASSOCIATION




ATTORNEY BIO

B.J MILLER
CONCENTRATION

B. J. is a shareholder of the Davis Brown Law Firm. He joined the Business Division
in 2007 in the areas of Business Organizations and Transactions and Real
Estate Transactions

ACADEMICS

He graduated with high honors from Drake University Law School in 2002. He

received a Bachelor’'s degree in History from the University of Northern lowa in 1998.

PERSONAL

B. J.’s wife, Amy, is a registered nurse with Heartland Dermatology in Clive. In his
spare time, B. J. enjoys traveling, golf, and lowa Hawkeye athletics. An lowa native,
he was born in Buffalo Center and is a 1994 graduate of North lowa High School.
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BORN
BUFFALO CENTER, IOWA

EDUCATION

UNIVERSITY OF NORTHERN IOWA
(B.A., 1998);

DRAKE UNIVERSITY (J.D., WITH HIGH
HONORS, 2002)

ADMITTED TO BAR
2002, IOWA

AREAS OF LAW

BUSINESS ORGANIZATIONS AND
TRANSACTIONS

REAL ESTATE TRANSACTIONS




ATTORNEY BIO
KELLY DETERS

CONCENTRATION

Kelly is an associate of the Davis Brown Law Firm. She joined the Business Division in
August 2007 in the area of Business Organizations and Transactions and Telecommunications.

ACADEMIC

In 2007, Kelly received her law degree from the University of lowa College of Law, graduating
with highest distinction. At lowa, Kelly was a Merit Scholar Fellowship recipient and was
elected to the Order of the Coif. She was also a research assistant for Professor James
Tomkovicz and a member of the lowa Law Review.

OF NOTE

In July 2007 her note “The ‘Evaporation Point’: State vs. Sykes and the Erosion of the Fourth
Amendment Through the Search-Incident-to-Arrest Exception” was published in the lowa Law
Review.

She earned her bachelor's degree in history with a minor in political science from Northwestern
University in 2004, graduating summa cum laude, Phi Beta Kappa. Kelly grew up in Waterloo,
lowa and graduated valedictorian from Waterloo West High School.

PERSONAL

Kelly and her husband, Tony, currently reside in West Des Moines.
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BORN
WATERLOO, IOWA

EDUCATION

NORTHWESTERN UNIVERSITY
(B.A., SUMMA CUM LAUDE, 2004),
PHI BETA KAPPA;

UNIVERSITY OF IOWA

(J.D., WITH HIGHEST DISTINCTION,
2007), ORDER OF THE COIF,

IOWA LAW REVIEW

ADMITTED TO BAR
2007, IOWA

AREAS OF LAW

BUSINESS ORGANIZATIONS AND
TRANSACTIONS
TELECOMMUNICATIONS

MEMBERSHIPS
IOWA STATE BAR ASSOCIATION
POLK COUNTY BAR ASSOCIATION

POLK COUNTY WOMEN ATTORNEYS
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CHOICE OF ENTITY AND FORMATION

FRANK J. CARROLL
FRANKCARROLL@DAVISBROWNLAW.COM

TYPES OF ENTITIES AND ISSUES TO BE CONSIDERED IN SELECTING AN
ENTITY.

11

1.2

1.3

#1665881 v.2

lowa Entities. The number of entities in lowa that are available to conduct
general business activities seems to be ever expanding and always
changing. Currently, the types of business entities available to a business
entrepreneur are the following:

General partnership, (including a limited liability partnership).
Limited partnership, (including a limited liability limited partnership).
Limited liability company.

Corporation (either a “C” corporation or an “S” corporation)

This outline addresses the factors to be considered in deciding which
entity to use with a specific business venture.

Pass Through Entities. The following types of business organizations are
pass-through entities:

General partnerships
Limited partnerships

“S” corporations

Limited liability companies

A pass-through entity is not subject to income tax at the entity level.
Instead, the income or loss of the entity is passed on to the individual
owners for tax purposes.

Check the Box Reqgulations. As a result of “check the box” regulations,
unincorporated entities can choose whether to be treated as a partnership
or a corporation for tax purposes. The check the box regulations basically
provide that an unincorporated entity will be treated as a partnership for
tax purposes and will not be treated as a corporation unless a special
election is made by the entity.

THE DAVIS BROWN TOWER
215 10™ STREET, SUITE | 300
DES MOINES, IA 50309
515.288.2500
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CHOICE OF ENTITY AND FORMATION

1.4 Number of Entities. Attached to this outline as Exhibit “A” is a chart

showing the number and type of entities that were formed in each year
from 1990 to 2007.

1.5 Factors in Choosing an Entity. In deciding the appropriate entity, the

following is a list of some of the factors that should be addressed or
considered:

Cost and simplicity of formation.

Liability of owners.

Number, nature and age of owners.

Type of business.

Capital structure.

Projected profits or losses and tax consequences.

Projected distribution to owners (how much and when) and tax
consequences.

Compensation.

Management structure.

Il. GENERAL PARTNERSHIP

2.1  State Law Issues - Chapter 486A. Chapter 486A of the lowa Code

entitled the “lowa Uniform Partnership Act” (“IUPA”) governs the formation and
operation of a general partnership. Chapter 486A provides, in part, as follows:

2.1.1

2.1.2

2.1.3

Formation. A partnership is an association of two or more persons
to carry on as co-owners a business for profit, regardless of
whether or not the persons intend to form a partnership IC
8486A.201. The association can be written or oral.

Purpose. The partnership must carry on a business. IC
§ 486A.201.

Ownership Interest. A partner, as a partner, is entitled to certain
management rights and access to information as well as certain
economic rights. The only transferable interest of a partner is the
partner’s interest in profits and losses and rights to distributions. IC
§ 486A.502. The transfer of a transferable interest does not cause
the dissociation of the partner or dissolution of the partnership. The
transferor retains the rights and duties of a partner.

FRANK J. CARROLL
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2.2

214

2.1.5

2.1.6

2.1.7

2.1.8

2.1.9

CHOICE OF ENTITY AND FORMATION

Authority to bind. An act of a partner conducted for the purpose of
carrying on the business of the partnership binds the partnership
unless the partner had no authority to act and the other party had
knowledge or notice of this lack of authority. IC § 486A.301(1).

Management. Unless the partnership agreement provides
otherwise, each partner has equal rights in the management and
conduct of the partnership business. IC § 486A.401(6).

Ability to Modify Statute. The partnership agreement governs the
relationship among the partners and by and between the partners
and the partnership which can override the IUPA except in certain
specific areas. IC § 486A.103.

Fiduciary Duties. Each partner owes the duty of care and duty of
loyalty to the partnership and each partner. IC § 486A.404. The
duty of loyalty and duty of care can be “modified” but not eliminated
in the partnership agreement. IC § 486A.103.

Right to Withdraw. A partner has the power to dissociate at any
time, rightfully or wrongfully, by providing notice to the partnership.
IC § 486A.601(1). This right cannot be removed by the partnership
agreement but the partnership agreement can limit the right of such
partner to demand a distribution on dissociation. IC

§ 486A.103(2)(6).

Dissolution. A general partnership is not perpetual. The
partnership dissolves upon the occurrence of certain events. IC
8§ 486A.801.

2.1.10 Liability of owners. All partners are jointly and severally liable for

the obligations of the partnership. IC § 486A.306. The partnership
may elect to be a limited liability partnership. I1C § 486A.1001. If
the election is made, the partners are not personally liable for the
obligation of the partnership. I1C § 486A.306(3).

Tax Issues. The tax issues that need to be considered in connection with
a general partnership:

2.2.1 Operation of Partnership - Tax Consequences to a Partner. The

profits and losses of the partnership are allocated to the partners
pursuant to the partnership agreement. Treas. Reg. 1.704-1(b)(1).
Profits allocated to a partner are taxable to the partner regardless

of the receipt of any cash. Losses allocated to a partner may be

FRANK J. CARROLL
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CHOICE OF ENTITY AND FORMATION

deducted by the partner against other income of the partner subject
to certain limitations.

2.2.2 Operation of Partnership - Tax Consequences to Partnership. The

partnership does not pay tax with respect to its operating profit.

. LIMITED PARTNERSHIP.

3.1

State Law Issues - Chapter 488. Chapter 488 of the lowa Code entitled

“lowa Uniform Partnership Act (“IULPA”) governs the formation and
operation of a limited partnership. Chapter 488 provides, in part, as
follows:

3.1.1

3.1.2

3.1.3

3.1.4

3.1.5

3.16

Formation. In order to form a limited partnership, a certificate of
limited partnership must be filed with the Secretary of State. IC
§ 408.201(1).

Purpose. A limited partnership may be organized for any lawful
purpose. IC § 488.104(2). Note that a limited partnership may be
formed for both business and non-business purposes.

Ownership Interest. A limited partnership interest consists of a
partner’s right to manage the partnership and have access to
limited partnership information as well as the right to receive
distributions. The right to receive distributions is the only
transferable interest. I1C § 488.701. The transfer of a transferable
interest does not cause the limited partnership to dissolve and does
not entitle the transferee to participate in the management of the
limited partnership. The transferor retains all of the rights (except
to distribution), duties and obligations of a partner.

Authority to Bind. Only the general partner has the authority to bind
the limited partnership. IC § 488.302, 488.402.

Management. The general partner has the sole management rights
of the limited partnership. IC § 488.404. A limited partner can
participate in management without becoming liable for the
obligations of the Limited Partnership. IC § 488.303.

Modification of Statute. The partnership agreement governs the
relations among the partners and between the partners and the
partnership. IC 8§ 488.110. The partnership agreement can modify

FRANK J. CARROLL
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3.2

CHOICE OF ENTITY AND FORMATION

the statute in all respects except as specifically set forth in IC
§ 488.110(2).

3.1.7 Fiduciary Duty. The general partner owes a duty of loyalty and duty
of care to the partnership and the other partners. I1C § 488.408.
Each of the duties may be modified in the partnership agreement.
IC § 488.110(2)(d) and (e). A limited partner does not owe any
fiduciary duty to the partnership or partners. IC 8§ 488.305(]).

3.1.8 Right to Withdraw. A person does not have the right to withdraw as
a limited partner of the partnership before the termination of the
limited partnership. IC § 488.601(1).

3.1.9 Dissolution. A limited partnership can have a perpetual existence.
IC § 488.104(3). Unless otherwise provided in the partnership
agreement, the limited partnership is dissolved upon the
occurrence of certain events set forth in IC § 488.801.

3.1.10 Liability of Owners. A limited partner is not liable for the obligations
of a limited partnership (whether in contract, tort or otherwise)
regardless of whether the limited partner participates in the
management or control of the limited partnership. IC § 488.303.
The general partners are liable for all of the obligations of the
limited partnership. IC § 488.404. The general partner may avoid
such liability if the limited partnership elects to be a limited liability
limited partnership.

Tax Issues. The tax issued associated with a limited partnership are
substantially similar to the tax issues set forth in Section 2.2 relating to
general partnership.

V. LIMITED LIABILITY COMPANY (“LLC").

4.1

State Law Issues - Chapter 489. The lowa legislature enacted a new
limited liability company act, entitled “Revised Uniform Limited Liability
Company Act” (“RULLCA"), effective January 1, 2009. The RULLCA
currently governs the formation and operation of all limited liability
companies formed on or after January 1, 2009. The RULLCA will govern
all limited liability companies, including those formed prior to January 1,
2009, beginning January 1, 2011, but companies formed prior to the
effective date of the new act can elect to be governed by the new law
before 2011. Chapter 489 provides, in part, as follows:

FRANK J. CARROLL
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41.3

4.1.4
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4.1.6

4.1.7

4.1.8

CHOICE OF ENTITY AND FORMATION

Formation. One or more persons may form a limited liability
company by filing a certificate of organization with the Secretary of
State. IC § 489.201.

Purpose. The limited liability company may be formed for any
lawful purpose, regardless of whether for profit, unless a more
limited definition is set forth in the operating agreement. IC §
489.104.

Ownership Interest. An ownership interest in a limited liability
company is personal property. IC 8 489.501. An ownership
interest in a limited liability company is assignable in whole or in
part. An assignment of a membership interest entitles the assignee
to receive only distributions to which the assignor would be entitled.
IC § 489.502. Assignment does not entitle the assignee to
participate in the management and affairs of the limited liability
company or to exercise any rights of a member. IC 8§ 489.502.

Management. Unless the operating agreement provides for
management of a limited liability company by a manager or
managers, management of a limited liability company is vested in
its members. IC § 489.407. Thus, a limited liability company may
be member-managed or may be manager managed. The
distinction can be very significant.

Authority to Bind. A member does not have the authority to bind
the LLC solely by reason of being a member. IC § 489.301. The
operating agreement will generally designate who can bind the
company.

Modification. The operating agreement governs the relations
among the members and between the members and the company.
The operating agreement can modify the statute in all respects
except as specifically set forth in IC § 489.110.

Fiduciary Duties. Each member in a member-managed LLC and
each manager in a manager-managed LLC owes the duty of care
and duty of loyalty to the company and each member. IC

8 489.409. The duty of loyalty and duty of care can be “modified”
but not eliminated in the operating agreement. 1C § 489.110.

Right to Withdraw. A member has the right to withdraw from a
limited liability company at any time, rightfully or wrongfully, by
providing notice to the company. IC § 489.601.

FRANK J. CARROLL
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CHOICE OF ENTITY AND FORMATION

Liability of Owners. Generally, a member or manager of an LLC is
not personally liable solely by reason of being a member or
manager of the limited liability company. IC § 489.304. A member
of a limited liability company is personally liable under a judgment
or for any debt obligation or liability of the limited liability company
(whether in contract, tort or otherwise) under the same or similar
circumstances and to the same extent as a shareholder of a
corporation may be personally liable for any debt obligation or
liability a corporation.

4.2 TaxlIssues. The tax consequences associated with a limited liability
company are substantially similar to those set forth in Sections 2.2 of this
outline relating to general partnerships.

V. CORPORATIONS OPERATED AS A “C” CORPORATION.

5.1  State Law Issues - Chapter 490. Chapter 490 entitled “lowa Business

Corporation Act” (“IBCA") of the lowa Code governs the formation and operation of
corporations. Chapter 490 provides, in part, as follows:

5.1.1

5.1.2

5.1.3

5.1.4

5.1.5

Formation. One or more persons may act as an incorporator or
incorporators of a corporation by executing and delivering articles
of incorporation to the Secretary of State for filing. IC § 490.201.

Purpose. A corporation can engage in any lawful business. IC §
490.301.

Ownership Interest. The articles of incorporation must prescribe
the classes of shares and the number of shares of each class that a
corporation is authorized to issue. If more than one class of shares
Is authorized, the articles of incorporation must prescribe the
distinguishing designation for each class and the preferences,
limitations and relative rights of each class. IC § 490.601.

Authority to Bind. The bylaws or action by the board of directors
will generally designate who can bind the corporation.

Management. The business and affairs of the corporation are
managed by or under the direction of the Board of Directors.

IC § 490.801. The Board of Directors elect officers who shall have
the authority and shall perform the duties set forth in the bylaws to

FRANK J. CARROLL
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the extent consistent with the direction of the Board of Directors. IC
8§ 490.841.

5.1.6 Modification of Statute. Each of the sections of lowa Business
Corporation Act indicates whether that section can be modified by
the articles of incorporation or bylaws.

5.1.7 Fiduciary Duties. Each member of the Board of Directors in
discharging the duties of a director must act in good faith and in a
manner that a director reasonably believes to be in the best interest
of the corporation. IC § 490.830(l). In exercising its decision-
making function, the Board of Directors must discharge its duties
with care that a person in a like position would reasonably believe
appropriate under the circumstances. IC 8§ 490.830(2).

5.1.8 Right to Withdraw. A shareholder does not have any right to
withdraw from the corporation, unless provided in the articles of
incorporation, bylaws or agreement among the shareholders.

5.1.9 Liability of Owners. A shareholder of a corporation is not personally
liable for the acts or debts of the corporation. IC 8§ 490.622.

5.1.10 Dissolution. A corporation may dissolve upon a proposal by the
Board of Directors and the approval by the shareholders at a
meeting in which a quorum consisting of at least a majority of the
votes entitled to be cast exist. 1C § 490.1402.

5.2 TaxIssues - Tax consequences associated with “C” corporations.

5.2.1 Taxation of Operating Profits. The operating profits of the
corporation are taxed at the corporate level. IRC § 11. Operating
profits do not pass through to shareholders. Any distributions made
by the corporation to the shareholder are taxed to the shareholder
whether the distribution is in the form of the dividend, redemption or
liquidation.

VI.  “S” CORPORATION.

6.1 State Law Issues - Chapter 490. An “S” corporation is subject to the
provisions of Chapter 490.

6.2 Tax consequences associated with “S” corporations.
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6.2.1 Qualifications. A corporation may elect to be treated as an “S”

corporation with the consent of all of its shareholders and filing IRS
form 2553 with the Internal Revenue Service. An “S” corporation is
defined as a domestic corporation and is not an ineligible
corporation (as described in IRC § 1361(b)(2)) and which (i) has no
more than 100 shareholders, all of whom are individuals who are
citizens of the United States or certain trusts, estates, charities and
gualified retirement plans and (ii) has only one class of stock.

The American Jobs Creation Act of 2004 not only increased the
number of shareholders from 75 to 100, but also provided that all
“family” members can elect to be treated as one shareholder for
purposes of determining the number of shares in a corporation. A
family is defined as lineal descendants of a “common ancestor” (and
their spouses). The “common ancestor” cannot be more than six
generations removed from the youngest generation of shareholders
at the time the “S” election is made.

6.2.2 Taxation of Operating Profits and Losses. The profits and losses of

the “S” corporation are passed through to its shareholders. IRC §
1366. The income or loss passed through to the shareholder is
taxed at the shareholder level. Losses passed through to the
shareholder may be used by the shareholder to offset other income
of the shareholder subject to certain limitations.

VIl. COMPARISON OF “C” CORPORATIONS WITH PASS-THROUGH ENTITIES
(*S” CORPORATION, GENERAL PARTNERSHIP, LIMITED PARTNERSHIP
AND LIMITED LIABILITY COMPANY).

7.1

Advantages of using a pass through entity. The following are some of the

benefits associated with using a pass through entity (“S” corporation,
general partnership, limited partnership or limited liability company) as
opposed to a “C” corporation:

7.1.1

7.1.2

Avoid Double Taxation. A pass through entity avoids double
taxation. Unlike a “C” corporation in which the earnings of the “C”
corporation are taxed at the corporate level and then taxed again at
the shareholder level when the earnings are distributed to the
shareholder, a pass through entity has only one level of tax with
respect to the earnings of the entity.

Use of Losses. Losses of a “C” corporation can only be used

against the income of the “C” corporation. A pass-through entity
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allows the losses to be used by the investors, subject to certain
limitations.

7.1.3 Penalty Taxes. Pass-through entities are not subject to certain
penalty taxes, such as the accumulated earnings tax or personal
holding tax, which “C” corporations are subject to.

7.1.4 Cash Method of Accounting. Generally, “C” corporations are
required to use accrual method of accounting unless their gross
receipts are less than $5,000,000. Pass-through entities generally
have greater ability to use the cash method of accounting which
allows the taxpayer to have greater control over the timing of
income and expenses.

7.2 Advantages of a “C” corporation over a pass through entity:

7.2.1 Marginal Tax Rates. If the taxable income of the entity is projected
to be less than $50,000 and the entity is not a personal service
corporation, the use of a “C” corporation may result in a lower tax
rate. The tax rate for a corporation on its first $50,000 of income is
15% whereas an individual having $50,000 of pass through income
will be taxed at a marginal tax rate of 25%.

7.2.2 Tax Years. A “C” corporation can generally use any fiscal year that
it desires. A pass through entity has limitations on fiscal year to
avoid any deferral of income.

7.2.3 Fringe Benefits. Shareholder employees of a “C” corporation are
entitled to greater “fringe benefits” in that shareholder employees
are not required to include in income the cost of group health, group
life, accident and health insurance. Such fringe benefits are
generally not available to owner employees of a pass through entity.

7.2.4 Raising Capital. A “C” corporation is generally used if the entity is
intending to raise capital from a number of equity investors or if it is
contemplated that it could “go public”.

VIill. COMPARISON OF AN “S” CORPORATION WITH PARTNERSHIP TYPE
ENTITIES, (GENERAL PARTNERSHIP, LIMITED PARTNERSHIP AND
LIMITED LIABILITY COMPANY).

8.1 Status Advantages of Partnership Type Entities As Compared to “S”
Corporations
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Qualification. An “S” corporation is required to make a timely
election in order to be treated as an “S” corporation and an “S”
corporation must continue to meet certain requirements in order to
maintain its status as an “S” corporation (i.e. number of
shareholders, nature of shareholders and class of stock). As a
result, an “S” corporation is exposed to the possibility of losing its
“S” corporation status. Therefore, it is extremely important that the
shareholders of the “S” corporation enter into a stockholder buy-sell
agreement.

The partnership type entity is not required to make any special
election as a result of the “check the box” regulations. Likewise,
partnership type entities do not have any ongoing eligibility
requirements.

Entity Tax. An “S” corporation is generally not subject to income
tax except under certain exceptions.

Partnership type entities similarly have no entity level taxes.

Nature and Number of Shareholders. An “S” corporation has
limitations with respect to the number of shareholders and the type
of shareholders. An “S” corporation cannot have more than 100
shareholders. An “S” corporation shareholder must be either an
individual, estate, certain trusts, tax exempt organization or
qualified retirement plan. An “S” corporation cannot have a
corporation or partnership as a shareholder.

Partnership type entities do not have any limitation on the number
or type of investors.

Investment Limitations. An “S” corporation may only have one class
of stock outstanding. The stock of an “S” corporation must provide
that all of the shareholders participate equally and proportionately
with respect to dividend and liquidation distributions. This may not
meet the needs of specific investors.

A partnership type entity on the other hand may have several
classes of equity. This provides much greater flexibility in
structuring the financial interests of its members.
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8.1.5 Allocation of Profits and Losses. Since an “S” corporation can only

have one class of stock, it is prohibited from having any type of
special allocations of profits and losses to its investors.

A partnership type entity, on the other hand, may have preferred
returns and special allocation profits and losses to its investors in
order to meet the special financial needs of its investors provided
that such allocations of profits and losses have “substantial
economic effect.”

Advantages of an “S” Corporation.

8.3.1

8.3.2

Simplicity and Cost. An “S” corporation is generally simpler and
less expensive to form because the articles of incorporation and
bylaws are generally standard for such entities and the limited
liability protection is relatively more certain than the limited liability
protection for partnership type entities.

Technical Termination. A partnership type entity will be deemed to
terminate for tax purposes if 50% or more of the interests are sold
or exchanged within a 12 month period. Such a deemed liquidation
may be taxable to the investors and may cause the entity to lose
some of its tax elections.

No such deemed liquidation exists for “S” corporations.

IX. COMPARISON OF PARTNERSHIP TYPE ENTITIES.

9.1

9.2

9.3

Tax Matters. Generally, the tax consequences associated with general

partnerships, limited liability partnerships, limited partnerships, and limited
liability companies are relatively similar.

General Partnerships. A general partnership tends to be used less

frequently due to the fact that each of the general partners is personally
liable for the debts and obligations of the general partnership. As a result,
general partnerships will generally elect to be treated as a limited liability
partnership in order to avoid personal liability for the general partners.

Limited Liability Partnerships Compared to Limited Liability Companies. A

limited liability partnership is essentially a general partnership in which the
partnership and partners have elected to have limited liability protection.
As a result, a limited liability partnership and a limited liability company
may seem like substantially similar entities. However, there are several
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unigue issues that need to be taken into account before electing to use a
limited liability partnership or a limited liability company, such as:

9.3.1

9.3.2

9.3.3

Agency Status. The IUPA treats every partner of a limited liability
partnership as an agent of the partnership for purposes of
conducting partnership business. Consequently, even if an
individual partner has no actual authority to bind the partnership,
agency law deems the partner to have apparent authority with
respect to partnership business. For parties having no notice to the
contrary, they can rely on the apparent authority even if the
partnership agreement limits the partner’s authority to act.

The RULLCA provides that a member is not an agent of an LLC
solely by reason of being a member. Consequently, members do
not have apparent authority to bind the LLC.

Default Matters. Both the limited liability partnerships and the
limited liability companies have “default” provisions that need to be
addressed in the partnership agreement in the case of a limited
liability partnership or the operating agreement in the case of the
limited liability company. Failure to address these default matters
in the partnership agreement or operating agreement results in the
statute controlling activities of the partners or members as the case
may be. The default rules under the IUPA and the default under
the RULLCA are different and need to be reviewed with each entity
formation.

Fiduciary Duties. Limited liability partnership partners and limited
liability company members of a member-managed limited liability
company have similar fiduciary duties to each other and to the
respective entity. However, in a manager-managed limited liability
company, it may be possible to transfer most if not all of these
fiduciary duties to the managers. If the business is intended to be
operated more like a corporation with centralized management and
with the investors having little authority to act on behalf of the
business or as agents for the business, a manager-managed
limited liability may be the entity of choice.

Limited Partnerships. As is evident from the Exhibit “A”, the use of

limited partnerships has been drastically reduced since the introduction of
limited liability companies in lowa. A limited partnership still may be the
vehicle of choice for many real estate investors where the entity has a
number of passive investors and the general partner wants to maintain
absolute control over operations. Likewise, the limited partnership has

FRANK J. CARROLL

515.288.2500
FRANKCARROLL(@DAVISBROWNLAW.COM

© 2009 DAVIS BROWN KOEHN SHORS & ROBERTS P.C.



CHOICE OF ENTITY AND FORMATION

been used more frequently in family partnerships since it has historically
been the entity of choice for this estate planning technique.

X. SINGLE MEMBER LIMITED LIABILITY COMPANIES.

10.1

10.2

10.3

10.4

10.5

Status. While the check the box regulations provided certainty regarding
entity classifications for unincorporated entities, the regulations also
provided for single member limited liability companies. Unlike a general
partnership or a limited partnership, an LLC may have only one member.
According to the check the box regulations, while a single member LLC is
recognized as an entity for state law purposes, it is treated as a
disregarded entity for federal tax purposes.

Formation. For the single member limited liability company to be treated
as an entity for state law purposes, all of the formalities relating to the
formation and operation of a limited liability company must be complied
with in order for the single member limited liability company to be
recognized for state tax purposes. These items should include:

Filing a certificate of organization.

Establishing an operating agreement.

Obtaining separate bank accounts.

Obtaining reasonable capital.

Segregating activities and accounts of the entity and the owner.
Using the corporate name for all permits and contracts.
Conducting all business actions of the limited liability company.

Limited Liability Protection. It is important to recognize that while a single
member limited liability company provides limited liability protection to the
owner it does not protect the owner from liability for its own acts and
deeds operating the single member limited liability company.

Tax Treatment. As a disregarded entity for federal tax purposes, the
activities of single member limited liability companies are reported by the
owner.

Employer Identification Number. While the single member limited liability
company is generally a disregarded entity for tax purposes, it would
appear that the employer identification number of the owner would be
applicable to the single member limited liability company. However, this
has created a number of issues for single member limited liability
companies that have employees.
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As a result, the IRS issued IRS Notice 99-6 which provided that if a
corporation is the owner of a single member limited liability company, the
limited liability company may either (i) report and pay all employment taxes
with respect to employees of the limited liability company under the name
and employer identification number of the limited liability company, or (ii)
report and pay all employment taxes with respect to employees of the
limited liability company as if the employees of the limited liability company
are employed directly by the owner.

If the owner is an individual and the single member limited liability
company has employees, the entity must obtain its own employee
identification number; employment taxes cannot be reported or paid under
an individual’s social security number.

Use of Limited Liability Companies. Use of single member limited liability
companies have grown in popularity since the check the box regulations.
The following are some of the uses of single member limited liability
companies:

10.6.1 QSSS Alternative. Single member limited liability companies have
been used in lieu of qualified “S” subsidiaries because single
member limited liability companies can add additional members
without affecting the flow through nature of the entity. Additionally,
there is no one class of stock requirement to restrict investment
alternatives.

10.6.2 Real Estate Ownership. Single member limited liability companies
have been used to hold real estate and provide limited liability
protection to the owner and avoid transfer fees when the property is
sold. Since the single member limited liability company is
disregarded for tax purposes, the members should be able to
exchange their membership interest for real estate in IRC § 1031
exchange. PLR 9751012.

10.6.3 Tax-Free Reorganizations and Sales. Single member limited
liability companies have been used to participate in tax free
reorganizations, particularly mergers under IRC 81368(a)(1)(A).

10.6.4 Corporate Liquidations. Limited liability companies have
sometimes been used in connection with liquidations of a
corporation. If the corporation to be liquidated has future potential
liabilities, it may be possible to contribute the stock of the liquidating
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corporation to a single member limited liability company in order to
provide limited liability protection to the contributing entity.

ELECTING OUT OF PARTNERSHIP STATUS.

111

11.2

11.3

Elect Out of Check the Box. The check the box regulations provided a
default for unincorporated entities to be treated as partnerships for tax
purposes unless a contrary election is made. The regulations further
provide that unincorporated entities may specifically elect to be treated as
corporations. This allows unincorporated entities to be operated under
the less formal rules of a general partnership, limited liability partnership,
limited partnership or limited liability company and at the same time to be
treated as a corporation for tax purposes.

An unincorporated entity that elects to be treated as a corporation for tax
purposes may also elect to be treated as an “S” corporation. See PLR
9853045. An unincorporated entity that elects to be treated as an “S”
corporation for tax purposes must meet all of the requirements for an “S”
corporation at the time the election is made.

Limited Partnerships. The IRS has indicated that it will not rule where a
limited partnership can elect to be treated as a corporation and make a
valid “S” corporation election. See Rev. Proc. 2003-3.

SOURCES FOR OUTLINE

Frank Carroll & Bev Evans, Business Law Manual, Business Organization
Update VOL. | (Frank W. Pechacek, Jr. ed. lowa State Bar Association) (2005)

Frank Carroll, Tax Advantages and considerations, The Ins and Outs of Limited
Liability Companies In lowa (National Business Institute) (2005)

C. Wells Halls, 1ll, Ronald A. Levitt, Choice of Business Entity (American Bar
Association Committee on S Corporations) (2004)
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Exhibit A
lowa Entity Formation Trends?
LLPs Ltd. LLLPs LLCs Corporations Total
Partnerships

1990 | N/A 90(2.3%) N/A 4(.1%) 3,775(97.6%) | 3,869

(100%)

1991 | 1(.03%) | 98(2.3%) N/A 3(.07%) 4,074(97.6%) | 4,176

(100%)

1992 | N/A 102(2.3%) N/A 154(3.4%) 4,223(94.3%) | 4,479

(100%)

1993 | N/A 104(2.02%) 2(.04%) | 619(12.03%) | 4,423 5,148

(85.91%) (100%)

1994 | 30(.6%) | 123(2.2%) N/A 852(15.5%) 4,500(81.7%) | 5,505

(100%)

1995 | 77 140(2.2)% N/A 1,197 (18.4%) | 5,072(78.2%) | 6,486

(1.2%) (100%)

1996 | 85 187(2.7%) N/A 1,492 4,959(73.8%) 6,723

(1.3%) (22.2%) (100%)

1997 | 60(.8%) | 214(3.0%) N/A 1,952 4,966(69.1%) 7,192

(27.1%) (100%)

1998 | 93 191(2.9%) N/A 2,172 4,236(63.2%) 6,692

(1.4%) (32.5%) (100%)

1999 | 103 158(2.1%) N/A 2,777 4,408(59.2%) 7,446

(1.4%) (37.3%) (100%)

2000 | 105 175(2.3%) 11(.1%) | 3,062 4,321(56.3%) | 7,674

(1.4%) (39.9%) (100%)

2001 | 113 116(1.5%) 20(.3%) | 3,389 4,221(53.7%) | 7,859

(1.4%) (43.1%) (100%)

2002 | 106 102(1.1%) 32(.4%) | 4,341 4,335(48.6%) | 8,916

(1.2%) (48.7%) (100%)

2003 | 101 102(1.0%) 31(.3%) | 5,316 4,387(44.2%) 9,937

(1.0%) (53.5%) (100%)

2004 | 110 68(.7%) 27(.3%) | 5,391 3,730(40.0%) 9,326

(1.2%) (57.8%) (100%)

2005 | 118 85 (.7%) 46 (.4%) | 7,661 (61.9%) | 4,471 (36.1%) | 12,381

(1.0%) (100%)

2006 | 151 68 (.5%) 61 (.4%) | 9,226 (68%) 4,065 (30%) 13,571

(1.1%) (100%)
2007° | 85 (.9%) | 41 (.4%) 33 (.4%) | 6,385 (70.1%) | 2,566 (28.2%) | 9,110 (100%)

! Source: lowa Secretary of State Filings
% Totals for 2007 cover January 1, 2007 through September 30, 2007
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Dear Members of Newco, LLC:

The organization of Newco, LLC (the “Company”) has now been completed. As
you know, one of the primary reasons for organizing the Company was to provide
liability protection to the individual members. The purpose of this letter is to discuss
certain issues and procedures relevant to safeguarding the liability protection afforded
to members by organizing a limited liability company (“LLC”). The summaries below
are not a complete analysis of the areas discussed, but rather they are provided to give
a basic understanding of common areas in which members may be found personally liable
and certain procedures that should be followed in order to protect the Company’s
members. Because this discussion is general in nature, it should not be relied upon as
exhaustive. Please feel free to contact our office if you have any questions.

As we have discussed, LLC status generally shields the members of the
Company from personal liability for Company obligations. However, lowa law provides
that members of an LLC will have personal liability for the obligations of the LLC under
certain circumstances. Some of the instances in which personal liability may be
imposed on members include: (a) when a specific section of the limited liability company
act provides for personal liability; (b) when the company governing documents provide
for personal liability of members; (c) when the member has agreed to be personally
responsible for the obligation; (d) if the member personally participated in tortious or
criminal conduct giving rise to the obligation; (e) if the individual purports to act on
behalf of the company knowing that no company has been formed; (f) failure to pay
certain taxes; (g) to the same extent that shareholders of a corporation have personal
liability for the acts of the corporation.

Statutory Liability. Members of an LLC can be held personally liable under the
circumstances in which the limited liability company act provides for personal liability.
For instance, under current law if a member consents to an improper distribution that
member may be liable to the company to the extent of the improper distribution.

Governing Document Liability. Members of an LLC may be personally liable for
debts of the LLC if the LLC’s governing documents so provide. Please note that the
governing documents for the Company do not provide for personal liability of the
members but please keep this potential liability in mind for future reference.

Personal Agreement of Liability. Members of an LLC can be held personally
liable for the obligations of the LLC to the extent they personally agree to be obligated.
For example, a member who signs a personal guarantee of a loan or lease of the LLC
will be personally obligated to the extent of the guarantee. Further, a member may be
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found personally liable if they sign in an individual capacity as opposed to identifying the
LLC as the principal party and sign in a representative capacity.

Tortious Conduct and Violation of Law. While members cannot be held
vicariously liable for the actions of other members or agents of the LLC, members can
be held personally liable for their own tortious or criminal conduct. Further, the LLC
cannot shield the member from their own actions even if the member was acting in an
official capacity on behalf of the LLC at the time of the action.

Pre-Formation Liability. Members may be held personally liable if they purport to
act on behalf of an LLC knowing that no LLC has been formed. Since the Certificate of
Organization for the Company has already been filed with the Secretary of State, this
type of liability will not be applicable in this case, but is being highlighted for your future
reference.

Tax Liability. An LLC employer generally must withhold both income and social
security tax from an employee’s taxable wages. The procedures to be followed for these
withholding taxes are beyond the scope of this letter but you should be aware that
failure on the part of an employer to collect, account for and pay withholding taxes
subjects the employer to a significant monetary penalty. Those individuals responsible
for remitting the withholding tax may be held personally liable for failure to act and will
not be shielded from personal liability by the LLC.

Further, the State of lowa has a sales and use tax regime that may result in
personal liability for LLC members. If the nature of the Company’s business results in
imposition of a sales or use tax and the Company does not pay these taxes personal
liability may be imposed on the members.

Piercing the Liability Shield. LLC members may be subject to personal liability
under the same circumstances in which a shareholder of a corporation may be held
personally liable. Generally, if a court finds that the corporate privilege has been
abused, the corporate entity may be disregarded for the purpose of remedying the
abuse and the corporate shareholders may be liable for the corporation’s acts relating to
that abuse. This is commonly called “piercing the corporate veil.”

When determining whether to pierce the corporate veil, lowa courts generally
consider the following factors: (a) whether the corporation is adequately capitalized; (b)
whether the corporation keeps separate books or records; (c) whether the corporation
keeps its finances separate from the principals’ personal finances (including whether
corporate funds are used to pay for personal obligations); (d) whether the corporation
is used to promote fraud or illegality; (e) whether corporate formalities are followed
(note, under the Revised Uniform Limited Liability Act this factor is specifically excluded
from consideration); (f) whether the corporation is merely a sham.
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Reducing the Likelihood of Personal Liability. An LLC and its members can
reduce the possibility that the individual members will be subject to liability for LLC
obligations by following the guidelines listed below:

(@) The members should limit all guarantees to the extent possible. In the
event a personal guarantee is required, the members should attempt to limit the
amount guaranteed and/or the term of the guarantee.

(b)  The Company should be adequately capitalized to enable it to carry on
its business.

(c) The Company should obtain adequate insurance to meet all of its
insurance needs. It is suggested that the Company contact its insurance agent and
consider coverage including general liability insurance, fire and casualty insurance, life
and disability insurance for key personnel, insurance to fund repurchases of a
membership interest in the event of death or disability of a member, business
interruption insurance, and workers’ compensation insurance.

(d)  Although whether the Company has followed formalities relating to the
exercise of the Company’s powers or management of its activities is specifically
excluded from consideration when determining the personal liability of members under
the current limited liability act, the Company should observe all post-formation formalities.
These formalities include, but are not limited to, holding annual members’ meetings and
holding regular managers’ meetings if such meetings are required by the Operating
Agreement; keeping minutes of such meetings, and keeping clear records of all
Company activities.

(e)  Authorized persons should clearly indicate to parties with whom they
transact business that they are dealing on behalf of the Company and not in their
individual capacity. Further, they should execute all letters, contracts or other
documents, signed on behalf of the Company, in the Company’s name rather than in
their individual capacity. By way of example, below is a sample signature block for the
Company:

“Newco LLC

By:

John Smith, Manager”

H Company funds should not be commingled with the funds of the individual
members or any other entity involved with the Company. Further, Company funds
should not be used to pay personal obligations of the members or of any affiliated entity.
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(@)  The Company should maintain separate operations and records from
those of other entities and its members and managers.

(h)  All taxes, including withholding tax payments and sales and use tax
payments should be timely made.

Conclusions. As a reminder, the information contained in this letter only summa-
rizes various issues and procedures relating to maintaining liability protection and
should be considered a preliminary introduction only. Additional or different
considerations may apply in a particular case, and the law frequently changes.
Therefore, | encourage you to contact our office to discuss this letter in greater detail
if you have any specific questions or issues that you would like us to address.
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BUSINESS PERMIT AND LICENSE INFORMATION
KELLY A DETERS
KELLYDETERS@DAVISBROWNLAW.COM

After you decide how to structure your business, you will need to determine what
permits and licenses your business needs and how to apply. Some commonly needed
business permits and registrations are:

Federal Employer Identification Number (EIN).

1.1 Do you need an EIN? You will need an EIN if:

You have employees;

Your business is a corporation or a partnership;
You sell alcohol, firearms or tobacco; or

You need to pay federal excise taxes

1.2  More Information. You can get more information and apply for an EIN
online on the IRS website at: http://tinyurl.com/EmployerID. A sample EIN
application is also included with these materials.

I. lowa Permits and Registration

2.1 lowa sales tax permit. You will need an lowa sales tax permit if your
business is based in lowa and will be selling goods and/or services that
are subject to lowa sales tax.

2.2 Businesses with employees. If you have employees, you will need to
register with the lowa Department of Revenue for withholding purposes,
which can be done through the lowa Business Tax Registration form.

2.3 lowa Business Tax Registration Form. A sample lowa Business Tax
Registration form is included with these materials. This is a combined
business tax registration application, which allows you to do any of the
following with one form:
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apply for a sales tax permit;

apply for a use tax permit if you are an out-of-state retailer;
register to withhold lowa income tax if you have employees;
register to file corporation or partnership income tax returns; and
register for motor vehicle rental tax, hotel/motel tax or a household
hazardous materials permit.

2.4  More Information. You can get more information and file an lowa Business
Tax Registration form online on the lowa Department of Revenue website
at: http://tinyurl.com/IABusTax-Reqg.

Additional Permits and Licenses - lowa Business License Information
Center. Your business may be required to obtain additional permits or licenses
depending on the nature of your business.

3.1 lowa Business License Information Center. The lowa Business License
Information Center provides a comprehensive, searchable guide to lowa
registration, certification, licensing and permitting requirements, available
on the lowa Department of Economic Development website, at
http://www.iowalifechanging.com/business/blic.html.

3.2  More Information. Additional licensing information is also available at
http://tinyurl.com/licensinginfo.
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l. TRADEMARKS

A.

#1666436v2

Nature of Right. Trademarks protect business and product names.
A trademark is usually a word, phrase, symbol or logo used by a
manufacturer or merchant to identify its goods or services and
distinguish them from those of its competitors.

How Protected: Trademarks can be protected by

1. Federal Trademark Registration — The United States has a
federal statutory scheme of trademark protection known as
the Lanham Act. Under the Lanham Act an owner of a
federal trademark is presumed to own a valid mark and also
is presumed to have the exclusive right to use the trademark
in interstate, territorial and foreign commerce.

2. State Trademark Registration- Trademarks may also be
registered with the state of lowa, pursuant to lowa Code
Chapter 548.

3. Common Law Trademark Rights- In addition to the statutory

trademark protection, lowa has a history of enforcing
common law trademark rights.

How Enforced: Trademark rights can be enforced through litigation
in both state and federal courts. Remedies in both state and federal
courts include:

1. Injunctions
2. Damages, including treble damages in lowa;
3. Seizure and/or destruction of infringing goods.

Length of Protection — State trademark registrations last for ten
years and are renewable for successive ten-year terms. Under the
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common law, marks can be protected for as long as they are
continuously used in commerce.

TRADE NAMES

Trade names are covered under lowa Code Chapter 547. A person or co-
partnership conducting business under a name other than the true
surname of each person having an interest in the business must record
the trade name with the county recorder. Recording includes the names
and addresses of all owners and the business address of the business.
Failure to comply is a simple misdemeanor.
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

A project of the Limited Liability Company Subcommittee of the LLCs, Partnerships and

Unincorporated Entities Committee, Section of Business Law, American Bar Association
http://meetings.abanet.org/webupload/commupload/CL590000/newsletterpubs/LLCChecklist_v2.pdf
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MEMORANDUM
TO: File
FROM:
RE: LLC Formation Checklist
DATE: April 8, 2009
PART I. Information for Articles of Organization
A. State of organization:
Name of LLC:
C. LLC will be:
O Member Managed
O Manager Managed
O Other
D. Name of Registered Agent:
O Law Firm
(] Other:
E. Address of Registered Agent:
F. Principal Address of LLC:
G. Name and address of Organizer:
(] Law Firm
O Other
H. Effective date of organization:
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Professional LLC: Ll Yes I No
PART Il. Identification of Members
Members:
Name: United States Person

Yes No

State(s) of Residence or
in Which Taxable:

If entity: form of entity, jurisdiction of organization
and tax status:

Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:
E-mail Address:
Member #2
Name: United States Person:

Yes No

State(s) of Residence or
in Which Taxable:

If entity: form of entity, jurisdiction of organization and
tax status:

Taxpayer Identification
Number:

Address:

Telephone Number:

Fax Number:

E-mail Address:

JASON M. STONE
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Member #3

Name: United States Person:
Yes No

State(s) of Residence or
in Which Taxable:

If entity: form of entity, jurisdiction of organization and | Taxpayer Identification

tax status: Number:
Address: Telephone Number:
Fax Number:

E-mail Address:

Member #4

Name: United States Person:
Yes No

State(s) of Residence or
in Which Taxable:

If entity: form of entity, jurisdiction of organization and | Taxpayer Identification

tax status: Number:
Address: Telephone Number:
Fax Number:

E-mail Address:

O If a member is a trust, provide name of trustee and date of document
creating trust.

O If a member is an estate, provide name of legal representative, date of
death if applicable, and certified copy of appointing court order.

O If agent, provide name of principal, copy of appointing document, and
affidavit of effect.

Is any member an Affiliate of any other Member or Manager?

Identify other relationships between the Members and/or Manager
(personal, family, other business relationships).
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B. OFAC Compliance:

1. Confirmation that no initial manager or beneficial owner is on Office of
Foreign Asset Control (OFAC) Specially Designated Nationals (SDN) List.
L Yes O No
Date of List:
2. Responsibility for checking SDN upon admission of additional member(s):
(] Manager
O All Members
(] Legal Counsel
O Other:
PART Ill. General Provisions
A. General Provisions:
1. Effective date of operating agreement: , 20
2. Statement of LLC’s purpose:
3. Is this a single member LLC: I Yes 0 No
4. Fiscal year:
O Calendar year
O Other:
5. Assumed Name Filings:
Name File in State(s)
Name File in State(s)
B. Financial statements; accountant; accounting method; audits:
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1. LLC to be taxed under:

O Subchapter K
O Subchapter C
O Subchapter S

O Other
2. Financial Statements to Members
a. Regular financial reports provided to members
b. Audited financial reports provided to members
C. Any one or more of the foregoing provided to member, but only

upon members’ request (items __ ).
3. Accountant

(Name)

(Firm)

(Address)

(Phone)

(Fax)

(E-Mail)

4. Accounting Method:

(] Cash
(] Accrual
5. Audit or Review:
Audit Review
O Required O Required

(] At option of Managers (] At option of Managers
O At option of Members O At option of Members
O Who shall bear cost (] Who shall bear cost

6. Certification of Membership Interests: OO Yes 0 No
7. Power of Attorney to file Composite Return:

O Yes

O No
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C. Capital contributions:

1. Initial Contributions:

Member Form of Contribution Value
(if debt, how secured)?
1
2
3
4
5
6
2. Representations and warranties regarding debt and title related to

contributions:

D. Additional contributions:
1. Are additional contributions required? O Yes [ No

2. If agreed in advance:

Form of Value Date or Conditions of
Contribution Making Contribution

| O W[N] -

3. Are additional capital calls permitted?

O Yes
O No
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a. Triggering Events:

1) Who can make the capital call?
2 Specific event or circumstance or process?

b. Manager makes call; members must contribute pro rata

(1)  within days/weeks/months, or
(2 within the time period specified in call notice

C. Manager makes call; if % of members consent, members
must contribute pro rata

(1)  within days/weeks/months, or
(2 within the time period specified in call notice

d. Voluntary Contribution (changes sharing ratio/ operating
agreement may have pro-rata rights)

4, Consequences of failure to fund:
a. Reduction in share of profits
b. Reduction in share of profits and reallocation of capital
C. Preferential distributions to other members
d. Loan from company at __ %
e. Loan from non-defaulting member (and interest rate)
f. Personal liability on the part of member
g. Opportunities for other members to make up and defaulting

member is diluted
h Suspension of management authority or voting rights
I. Right to purchase defaulting member’s interest in the LLC
J. Forfeiture of defaulting member’s interest in the LLC
k. Automatic diversion of distributions to make up deficit (lien like)

5. Maintenance of Capital Accounts. Capital accounts will be maintained in
accordance with:

a. “Tax Basis”
b. “Tax Book Rules” (Treas. Reg. § 1.704-1(b)(2)(iv));
C. GAAP.

E. Services to the LLC:
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1. Will the LLC issue equity interests as compensation for services?

O Yes
O No

If yes, describe any vesting requirements:

2. For services by members?
O Yes
O No

3. For services by non-member employees?
O Yes
O No

F. Member guarantees of LLC obligations:
1. O No

2. O Partial
3. O Unlimited
G. Distributions:

1. General Questions About Distribution Scheme:

a. Will distributions be made in proportion to capital contributed?
b. Will any members receive a preferential return on capital?
C. Will any members receive a preferential return of capital?
d. Are preferences intended to be temporary or permanent?
e. Are distributions of operating income expected?
f. Will operating distributions and capital distributions be treated
differently?
g. Will losses be charged back?
2. Guaranteed Payments:
3. Distributions of Proceeds from Operations:
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Sharing Ratios and Economic Units

Member Sharing Ratio Economic Units
1
2
3
4
5
6
O In accordance with Capital Accounts
O As a preferred return on Capital Contributions (temporary or
permanent?)
O Other:

Distribution of Proceeds from Capital Transactions.

P00 o

In accordance with Capital Accounts

As preferred return on Capital Contributions
In accordance with Sharing Ratios

In accordance with Economic Units

Other:

OooooOonO

Liquidating distributions:

@rPo0oTw

State law creditors

In accordance with Capital Accounts

As preferred return on Capital Contributions

In accordance with Sharing Ratios

In accordance with Economic Units

As preferred return on capital contributions

Other:  (should it mirror distribution provisions? Not SE
problem if mirrors economic relationships)

OooooOood
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6. Distributions in kind:

O Prohibited (all distributions must be in cash)
(] Permitted if pro-rata among the members

O Other:
7. Tax Distributions:
O Yes
O No
a. O automatically at % of taxable income
b. O member applies to manager; manager approves
C. O member applies to manager, manager approves; members
approval required at %
d. O member applies to manager, manager approves; if manager

declines, special meeting of members is called (or consent
required) who have to approve at %

Allocations of Profits and Losses:

1. “Substantial Economic Effect” Safe Harbor

2. “Deficit Restoration Obligation”

3. “Alternate” Test

4. O In an amount equal to a preferred return
5. O In accordance with Sharing Ratios

6. O In accordance with Economic Units

7. O In accordance with capital accounts

8. O Using targeted capital accounts

9. O Other:

10. Allocation of Non Recourse Debit.

Code § 704(c) methodology and reverse 704(c) methodology:
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d

O

Loans from Members:

1.

May members make loans to the LLC?

O Yes

If Yes, who makes that determination?

O No

Are members obligated to make loans to the LLC?

O Yes
O No

If mandatory:

oo

Amount:

Interest Rate:

Term:

O Collateral:

O Not collateralized
Remedies upon default:

R R

If permitted:

oo

Amount:

Interest Rate:

Term:

Description of collateral:

© B B

Remedies upon default:

Recourse or Nonrecourse:

O Recourse

Transfers of membership interests:

1.

Voluntary transfers:

O Nonrecourse
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a. O Absolutely prohibited

b. O Permitted, but assignee is not admitted without consent of
% of the other members
C. O Permitted only with consent of ___% of the other members

d. O Permitted to:

1) O Spouse
2 (] Children
3) O Other relatives:

(4)
()

Trusts for any of the above
Controlled business entities but only under these
conditions:

o0

O Assignee automatically becomes member

O Assignee is not admitted without consent

(] Permitted only with consentof __ % of the
other members

Involuntary transfers.

a. O Assignee is not admitted without consent of all other
members
b. O Assignee not admitted without consent of % of

the other members
Right of first refusal/offer:
a. O Voluntary transfers:

1) O Exercisable by LLC
2 O Exercisable by members but not economic interest

holders

(€)) O Exercisable by members and economic interest
holders

4) O Exercisable by LLC first and members second

(5) O Exercisable by LLC first and members and economic

interest holders second
b. O Involuntary transfers

1) O Exercisable by LLC
2 O Exercisable by members but not economic interest
holders
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3) O Exercisable by members and economic interest

holders
4) (] Exercisable by LLC first and members second
(5) O Exercisable by LLC first and members and economic

interest holders second

L. Disengagement Arrangements:

1.

Type of arrangement:

P00 o

O Put

O Call

O Buy-Sell

O Russian roulette
O Other:

Circumstances for exercise of disengagement:

oo

Price:

O Any time

O Any time after

O In the event of deadlock

O In the event of certain deadlocks

(] Upon the dissociation of a member

O If non-reciprocal rights among members or classes of

members, describe rights of each here:

O Set by agreement by the members or managers on a regular
basis
(] “Book” value

Q) O As kept for tax purposes (prepared by the Company’s
regularly employed accountant)

2 O “Booked up” to fair market value of Company assets
O “Fair Market” determined by appraisal periodically or at time
of call, etc.

1) O As kept for tax purposes
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2 (] “Booked up” to fair market value of Company assets.

M. Dissociation:

1.

Voluntary withdrawal of a member
a. O A member may not voluntarily withdraw

1) Member’s interest is repurchased
2 Member becomes an assignee

b. (] A member may voluntarily withdraw

1) Member’s interest is repurchased (pursuant to terms set
forth in disengagement agreement section, above)
2 Member becomes an assignee

2. Death, disability, dissolution or bankruptcy of a member:
a. O Member’s representative or heir becomes a member without
further action
b. O Member’s representative or heir continues as an assignee
C. O Member’s interest is repurchased from the representative or
heir
d. (] Member’s representative or heir becomes a member only
with consent
e. Definition of disability:
1) Guardian/conservator appointed by court
2 Primary care physician or designee determines inability to
manage business affairs
3) Member has not performed business functions for
days
(4)  Agent pursuant to power of attorney notices Company
3. Dissolution/termination of a member’s existence as a member:
a. O Member’s interests are repurchased
b. O Member becomes an assignee
N. Consent for Approval of Amendments to Operating Agreement:
1. (] Unanimous consent of the members for all amendments
2. O Consent of % of the members is required for all

amendments (other than those that affect a member uniquely)
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3. O Consent of % of the members for amendments but
unanimous consent for some amendments, possibly including

Financial Arrangements

Any matter requiring unanimous approval in the operating
agreement

Admission and expulsion of members

Name

Purpose

Authority of members or managers

Dissolution

Other:

oo

S@ oo

Will the LLC be offering interests to the public?

O Yes
O No

Dissenters’ rights in the event of merger:

O Yes
O No

Derivative actions:

O Yes
O No

Tax Matters Partner:

PART IV. General Member Information

Classes of members:

1. (] One class

2. O Multiple classes of members
O Differing voting rights

O Differing economic rights
(] Other:

3. Initial voting rights:
JASON M. STONE
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ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Member Class of Voting Rights of Voting
Rights

OO W[N]

Manner of consenting:
1. Meetings with formal rules

2. Voting by Proxy

3. Consent
O Unanimous of the members
O Vote of members otherwise sufficient to act
O Other:

PART V. Information for Operating Agreement
if Member-Managed

Methods of measuring level of authorization or consent:
1. O Per capita

2. (] By sharing ratios/units

3. O By listed capital contributions

4. (] By current capital account balances

5. O Other:

Items requiring different levels of authorization or consent:

Member(s)

O]
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CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY
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t
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1. Acquire property
2. Maintain insurance
3. Borrow funds
4. Approve or initiate a Loan from a Member
5. CallalLoan
6. Investment of LLC funds in excess of $
7. Execute documents
8. Decisions with respect to investment of funds
9. Maintain records
10. Do other acts to carry on business in the usual way
11. Cause the LLC to participate in a reorganization, merger,
conversion
12. Dissolve the LLC
13. Sell all or substantially all of the property of the LLC outside
of the ordinary course of the LLC’s business
14. Incur indebtedness not in excess of $
15. Incur indebtedness in excess of $
16. Expend funds of the LLC not in excess of $
17. Expend funds of the LLC in excess of $
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CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Member(s) O
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18. Construct capital improvements not in excess of $
19. Construct capital improvements in excess of $
20. Cause the LLC to guarantee the obligation of any person or
to pledge its property to secure the obligation of any person
21. Lend money of the LLC to any person
22. File on behalf of the LLC under the reorganization,
insolvency or bankruptcy laws
23. Cause the LLC to require a capital contribution from its
Members
24. Amend the operating agreement
25. Determine the time and amounts of distributions to the
Members
26. Admit an assignee as a Member
27. Make tax elections
28. Commence litigation in the name of the LLC
29. Enter into agreements on behalf of the LLC
30. Exercise LLCs rights under rights of first refusal or buy/sell

agreements
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CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Member(s) O
M{M[s]u]|t
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31. Open bank accounts and signing checks
32. Approve payment of compensation to Members and other
agents
33. Approve reimbursement of expenses of managers
34. Determine to expel member for cause
35. Institute an action for judicial dissolution and winding up
36. Admit new member and modification of economic
relationships of members in connection therewith
PART VI. Information for Operating Agreement
if Manager-Managed
A. Initial Managers:

1. Number of Managers:
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Board of Managers?

O Yes
O No

Classes of Managers

O Yes
O No

Names, addresses and titles (if any) of Managers:

Manager #1

Name: Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:
E-mail Address:

Manager #2

Name: Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:

E-mail Address:
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Manager #3

Name: Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:
E-mail Address:

Manager #4

Name: Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:
E-mail Address:

Manager #5

Name: Taxpayer Identification
Number:

Address: Telephone Number:
Fax Number:
E-mail Address:

B. Qualification of Managers:

1. Must be members?

O Yes
O No
2. Must be individuals?
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D.

CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

O Yes
O No

Selection of Managers:

1.

2.

(|
(|

Unanimously selected by members
Selected by a majority of members consisting of %

Managers selected by particular members or classes of
membership interests:

Member / Number of Managers that Member can appoint
Class

Managers selected by cumulative voting

Special rule where manager removed for cause

O All of the members other than member who appointed the
manager

O The member appointed the manager

O Same rule as for other elections or appointment

O Majority of the members other than the member who
appointed the manager

O Majority of the members

Other:

Election or appointment of Managers:

1.

[0 Periodic election of managers

JASON M. STONE

515.288.2500
JASONSTONE@DAVISBROWNLAW.COM

2009 DAVIS BROWN KOEHN SHORS & ROBERTS P.C.

22




a. O Annual
b. O Other:

2. O Election or appointment only on the removal or departure of a
manager

3. O Specific succession provided in operating agreement:

E. Removal of Managers:

1. Who determines removal of manager?
a. O All of the members
b. O All of the members who appointed the manager
C. O % of the members who appointed the manager
d. O All of the members other than the member who appointed

the manager
e. O % of the members
f. O % of the members other than the member who
appointed the manager
g. (] All of the managers other than the manager being removed
h. O % of the managers other than the manager being
removed

i. O Other:

2. Removal only for cause?

CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

O Yes
O No
a. If yes, definition of “cause:”
1) O Fraud
(2 O Gross negligence
3 O Bankruptcy
4) O Disability; if so, definition of disability:

@ O Guardian/conservator appointed by court
(b) O Primary care physician or designee determines

inability to manage business affairs
JASON M. STONE
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(©) O Member has not performed business functions
for ___days
(d) O No performance of duties for Company in
days
(e) O Agent pursuant to power of attorney notices
Company of disability
(5) (] Willful misconduct
(6) O Conviction of a crime
(7 O Conviction of a crime against the Company
(8) O Violation of the operating agreement:
@ O Any violation
(b) O Material violation
(©) O Repeated violation
(d) O Violation of particular provisions:
9) O Other:
3. If yes, who determines whether “for cause” factors have been met?
a. O Same as determines removal of manager, above
b. O Adjudication
C. O Arbitration
F. Manner of consenting:
1. O Meetings with formal rules
2. (] Informal consent

CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

3. O Vote by Proxy?

G. Methods of measuring level of consent:

1. O Per capita
2. O Other:
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H.

CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Items requiring different levels of consent:

Action

Ratification | O
Manager(s) Required |t
by: h
S[M[S[uU[S|M [s U |}
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s|” e S
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b
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Acquire property

Maintain insurance

Borrow funds

Approve Loan from a Member

Call a Loan

Invest LLC funds in excess of $

Execute documents

Employ professionals and other agents

OO N g~ W N

funds

Decisions with respect to investment of

10. Maintain records

25

JASON M. STONE
515.288.2500

JASONSTONE@DAVISBROWNLAW.COM

2009 DAVIS BROWN KOEHN SHORS & ROBERTS P.C.




CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Action

Ratification | O
Manager(s) Required |t
by: h
S[M[S[U[S|[M [s [U ||
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11.

Do other acts to carry on business in
the usual way

12.

Cause the LLC to participate in a
merger/conversion/domestication/

13.

Dissolve the LLC

14.

Sell all or substantially all of the
property of the LLC outside of the
ordinary course of the LLC’s business

15.

Incur indebtedness not in excess of
$

16.

Incur indebtedness in excess of
$
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Ratification | O
Manager(s) Required |t
by: h
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b
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17. Expend funds of the LLC not in excess
of $
18. Expend funds of the LLC in excess of
$
19. Construct capital improvements not in
excess of $
20. Construct capital improvements in
excess of $
21. Cause the LLC to guarantee the
obligation of any person or to pledge its
property to secure the obligation of any
person
22. Lend money of the LLC to any person
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Action

Ratification | O
Manager(s) Required |t
by: h
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23.

Cause the LLC to commence an action
in bankruptcy

24,

Cause the LLC to require a capital
contribution from its members

25.

Amend the operating agreement

26.

Determine the time and amounts of
distributions to the members

27.

Admit an assignee as a member

28.

Make tax elections

29.

Commence litigation in the name of the
LLC

30.

Enter into agreements on behalf of the
LLC
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CHOICE OF ENTITY AND
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Action

Ratification | O
Manager(s) Required |t
by: h
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31.

Exercise LLC’s rights under rights of
first refusal or buy/sell agreements

32.

Open bank accounts and sign checks

33.

Approve payment of compensation to
members and other agents

34.

Approve reimbursement of expenses of
managers

35.

Determine to expel members for cause

36.

Institute an action for judicial dissolution
and winding up

37.

Admit new members and modification
of economic relationships of members
in connection therewith
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Duties of managers:

1. Duty of care
a. Gross negligence
b. Ordinary prudence
C. Other:

2. Right to compete:

a. (] Yes

b. O No

C. (] Yes, but limited to .

d. O No, but may invest in entities competing with the Company if
no management rights and investment in other entity does
not exceed a % interest in the competing
venture.

3. Duty to offer opportunities to the LLC:

O Yes, as to

O No

4. Expectation that manager will have other activities:
O Yes
(] No

J. Other Duty of Loyalty Issues:

K. Good Faith/Fair Dealing:

L. Member Approval of Conflict of Interest Transaction:
O Unanimous
O

M. Standard for Judicial Approval of Conflict of Interest Transactions between LLC
and Managers:

O Entire Fairness
O Arms Length

N. Management fee and arrangement:

JASON M. STONE

515.288.2500
JASONSTONE@DAVISBROWNLAW.COM

2009 DAVIS BROWN KOEHN SHORS & ROBERTS P.C.

30



CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

O. Titles of certain managers, if any:

P. Compensation of managers, if any:

PART VII. Other matters

A. Foreign qualifications:

O Yes
O No

If yes, specify where and registered agent/office. Keep in mind that each state
has its own requirements as to when state registration is required.

State RO/RA
B. Capital contribution agreement needed:
O Yes
O No

If yes, then provide for:

1. Disclosure that membership interests are not registered securities
2. Acquisition of membership / economic interests
3. Acceptance of contribution; consideration

a. Cash

b. Letter of Credit

C. Secured promissory note
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

d. Personal guaranty of company debt (if permitted by state law)
4. Representations as to investor suitability standards; other standards
5. Representations as to non-foreign person status; residence
6. Representations that all requested information was made available
7. Representations that investment intent only
8. Indemnification as to representations; security therefor

0. Transferability
10. Consider legal review of other offering documents

11. Other:

Business already in operation as a general or limited partnership or sole
proprietorship:

O Yes
O No
1. Transfer of documents of assets in exchange of capital contribution
a. Bill of sale for assets (request listing from client)
b. Assignment for intangible assets and other assets
2. Tax considerations for initial contribution (book-up; taxable event, etc.)

Tradename registrations with Secretary of State:

Advice given that name registration of company and of tradename does not give
trademark protection:

O Yes
O No

Intellectual Property Work Referred to:
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

F. Name of accountants; other legal advisors:
1. Tax Advisor
Name:
Address: Telephone Number:
Fax Number:
E-mail Address:
2. Estate planning attorney

Name:

Address:

Telephone Number:

Fax Number:

E-mail Address:

Financial advisor

Name:

Address:

Telephone Number:

Fax Number:

E-mail Address:
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Other Advisor

Name:

Address: Telephone Number:

Fax Number:

E-mail Address:

PART VIII. Dissolution, Winding up & Termination

A. Voluntary Dissolution:

1. Consent of members
a. O Unanimous consent of the members or classes of members
b. O Consent of Number or % of the members
C. O Will of any one member
d. O Other:

2. Specific event
a. (] Upon Sale of substantially all assets of the LLC
b. O Event making it unlawful to carry on business
C. O Disassociation of key person
d. O Date or Event Certain
e. O Other:

B. Involuntary Dissolution:

1. Judicial Dissolution

2. Administrative dissolution
a. Authority to reverse administrative dissolution?

3. Agreement to allow a court ordered dissolution

a. Oppression

b. Inability to operate except at a loss
C. Deadlock

d. Not reasonably practical standard
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CHOICE OF ENTITY AND FORMATION

ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Winding Up

a. Who has authority to wind up?

b. Articles or Certificate of Dissolution
C.

d. Change in fiduciary duties?

Termination

Publication requirement (Notice to known and unknown creditors)

PART IX. Dispute Resolution

A

Mediation required:

Arbitration:

O Yes
O No
O Yes
O No

Initiation of arbitration:

a. Who?

b. How?

O Single arbitrator

or
O Panel
Selection

O

O

Rules applied to arbitrators

(] Evidentiary:

O Procedural:

O Substantive:

Require written decision

O Yes
O No
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

6. Exclusive remedy
L Yes
O No
7. Binding
O Yes
L No
8. Limitations on Damages
L Yes;
O No
C. Waiver of jury trial:
O Yes
L No
D. Choice of venue:
O Yes
L No

PART X. Schedule of responsibilities

Task

Party Responsible Promised to client

by

Articles/Certificate of
Organization

File immediately? Yes/No
Delayed Effective Date? Yes/No

Operating Agreement

Capital contribution agreement

Manager employment
agreement(s)

Member employment
agreement(s)

Equity compensation documents
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CHOICE OF ENTITY AND FORMATION
ORGANIZATIONAL CHECKLIST FOR A LIMITED LIABILITY COMPANY

Task

Party Responsible Promised to client

by

Subscription agreements

Bills of sale for capital
contribution

Assignments for capital
contribution

Tax identification number (SS-4)

State Revenue Cabinet
initial filing registration

Company minute book

Foreign state qualifications

37
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M DAVISBROWN

LAW FIRM

SEMINARS, LECTURES & PUBLICATIONS

Seminars & Lectures:

- University of lowa College of Law, Spring Tax Institute speaker (2003, 2008)

- lowa State Bar Association Probate CLE speaker (1996, 1999, 2001, 2002, 2007)
- lowa State Bar Association Tax School speaker (2002)

- lowa State Bar Association Annual Meeting Speaker (2002)

- lowa State Bar Association Bridge the Gap speaker (2003)

Publications:
- Kurtz on lowa Estates, contributing author to 5th edition (expected publication 2009).

- lowa Laws Affecting IRAs, author, published on Leimburg Information Services, Inc.,
website.

- A Comparative Study of the Former Owner’s Right of First Refusal Upon a Lender’s
Resale of Foreclosed. Agricultural Land: A New Form of State Mortgagor Relief
Legislation, The Journal of Corporation Law, Vol. 13, No. 3, pg. 895 (Spring 1988).

MEMBERSHIPS

- Fellow of the American College of Trust and Estate Counsel (ACTEC)

- ISBA Probate Section Council (2005-2008)

- ISBA President's Task Force for CLE Reform (2005-2008)

- lowa State Bar Association Bridge the Gap CLE (chair, 2001; member, 1994-2000)

COMMUNITY

- lowa Health Foundation (Board of Directors, 1998 to present)

- Financial Planning Association of lowa (President and Board of Directors,
2000-2001)

- lowa Lutheran Hospital Foundation (Board of Directors, 1993-1998)

- Leadership lowa Graduate (1999-2000)

- Member, Forty Under 40 Class by The Des Moines Business Record (2003)

- Greater Des Moines Leadership Institute Graduate (1995)

PERSONAL

Tom is a third generation lawyer. He was born and raised in Belmond, lowa. Tom
and his wife, Susan, live in Urbandale with their two children. His hobbies include golf,
basketball, water and snow skiing, and personal finance.
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ATTORNEY BIO
COURTNEY A. STRUTT TODD

CONCENTRATION

Courtney is an associate of Davis Brown Law Firm. She joined the Business Division
in 2006 in the areas of Business Organization and Transactions, Mergers and
Acquisitions, Public Finance, Renewable Energy, and Tax.

ACADEMICS

Courtney graduated from Drake University Law School, receiving her J.D. in May
2006. She also received her M.B.A. from Drake University Graduate College of
Business in May 2006.

Courtney graduated from UNI in May 2003 with an Accounting major and a Computer
Information Systems minor. She holds a certificate in international business and has
also passed the Certified Public Accountant’s exam.

SUMMARY

She has been involved in the formation of businesses of every size and tax level,
including LLCs, S corps., C corps., and LLPs. She gives advice as to what type of
business they should be organized under. She has helped create renewable energy,
health care, small business, and professional entities.

Courtney has represented a number of cities, hospitals, 501(c)(3)s, and state entities
in obtaining public financing. She also has experience in dealing with state entities to
obtain financing for private institutions.

Courtney has dealt with both personal and corporate tax cases in keeping accurate tax
records. Her CPA authorization has allowed her to give companies cash flow and
regulatory advice in managing their finances.

OF NOTE

Courtney previously was a summer associate at the Davis Brown Law Firm. She was
the Managing Editor of the Drake Law Review, and received the Charles and Dora
Taylor scholarship as well as a general law scholarship.

COMMUNITY

Courtney has a certificate in coaching authorization. She currently is an Assistant
Varsity Volleyball Coach at Urbandale High School and serves as a Volleyball Camp
instructor. Courtney has been involved in the Volunteer Income Tax Assistance
Program, Big Brothers and Big Sisters of lowa.

PERSONAL

Courtney is a Des Moines native and a 1998 graduate of Urbandale High School. She
and her husband, Matthew, live in Ankeny.

#1554498

BORN
DES MOINES, IOWA 1980

EDUCATION

UNIVERSITY OF NORTHERN IOWA
(B.A., 2003)

DRAKE UNIVERSITY GRADUATE
COLLEGE OF BUSINESS

(M.B.A., 2006);

DRAKE UNIVERSITY LAW SCHOOL
(J.D. 2006);

DRAKE LAW REVIEW

ADMITTED
2006, IOWA

AREAS OF LAW

BUSINESS ORGANIZATIONS AND
TRANSACTIONS

MERGERS AND ACQUISITIONS
PUBLIC FINANCE

RENEWABLE ENERGY

TAX

MEMBERSHIPS

IOWA STATE BAR ASSOCIATION
AMERICAN BAR ASSOCIATIONS
IOWA SOCIETY OF PUBLIC
ACCOUNTANTS

POLK COUNTY WOMEN ATTORNEYS

LEX 45 MUNDI



ATTORNEY BIO
KRYSTLE L. CAMPA

CONCENTRATION

Krystle is an associate of the Davis Brown Law Firm. She rejoined the Business
Division in September 2008 in Business and Real Estate.
ACADEMICS

In 2007, Krystle received her law degree from Drake University Law School with High
Distinction. She was the Managing Editor of the Drake Law Review, received the
Charles and Dora Taylor scholarship, and was elected Order of the Coif.
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Current Status of Estate and Inheritance Taxes

The U.S. Estate Tax exemption equivalent increased to $3,500,000 for deaths in
2009 and the rate on the excess is 45%. Under current law there would be no U.S.
Estate Tax in 2010 and the exemption equivalent would decrease to $1,000,000 in
2011. The general consensus is that the U.S. Estate Tax laws will be amended to
preserve the $3,500,000 exemption equivalent and the current 45% rate.

The U.S. Gift Tax annual exclusion has increased to $13,000 for each donee of a
present interest gift. The Gift Tax lifetime exemption equivalent remains at $1,000,000.

lowa has an Inheritance Tax. Unlike the U.S. Estate Tax, the tax is imposed
based on family relationship so the tax is imposed only on property and certain assets
passing to individual beneficiaries who are not a spouse, direct ancestor or direct
descendant or stepchild.

Case Scenarios

Case Study #1

APPRAISAL AL

THE DAVIS BROWN TOWER
215 10™ STREET, SUITE | 300
DES MOINES, IA 50309
515.288.2500
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Al is the owner of a residential and commercial real estate appraisal company.
Under Al's leadership, the appraisal company has a significant share of the western
lowa marketplace. Barry has been employed at Accurate Appraisal LLC for the past 10
years. Although he is young (late 30s), Barry has helped grow the business into new
markets. Together, Al and Barry believe the growth potential for the Midwest region is
significant. Al's son, Andy, has been involved in the appraisal company for the past six
years. Al is conflicted because Barry is the future of the business but he doesn’'t want to
see Andy in a minority position.

Al has parlayed his good fortune into several real estate holdings. He owns a
200 acre ranch outside of Aspen, Colorado, which has appreciated significantly in value.
He also owns a 600 acre ranch in Montana.

Al has two daughters who are not involved in the appraisal company. Al's first
wife died at an early age and he has remarried. Al wants his second wife, Alice, to
receive the homestead and “enough money to live comfortably” but the rest of the
estate should be divided equally among the three children.

In an effort to simplify matters, Al formed a holding company that owns title to his
homestead, the Colorado ranch, the Montana ranch, and 80% of Accurate Appraisal. Al
sold the other 20% to Barry a couple of years ago, which he is purchasing on contract.

Homestead 250,000
Montana ranch 1,050,000
Colorado ranch 2,600,000
Accurate Appraisal LLC 6,000,000
TOTAL 9,900,000

NOTES FOR CASE #1.:
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NOTES FOR CASE #1.:
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Case Study #2

BAXTER DAIRY

Betty Baxter is the sole owner of Baxter Dairy, a “C” corporation. She is 66 years
old and is still active in the business. She works approximately 20 hours per week and
makes all significant decisions along with her two sons, Clyde and Dexter. In recent
years, in addition to being involved in significant decisions, Clyde and Dexter have
become exclusively responsible for managing day-to-day operations. Clyde and Dexter
are both in their mid-thirties. Clyde has four children. Dexter has three children.

Baxter Dairy is worth $4,000,000. Aside from her interest in the dairy, Betty
owns a residence worth $300,000, a portfolio of publicly traded stock worth $1,500,000,
and personal effects worth $200,000.

Betty does not use earnings from the business to support her standard of living.
She lives entirely off her securities portfolio.

Betty recently began to seriously think about estate planning. She wants Clyde
and Dexter to eventually take over the business. She also thinks that it would be wise
to implement a formal mechanism under which Clyde and Dexter would have actual
authority to run the business. She is aware that she has exposure to the federal estate
tax but she doesn’'t know the extent to which it would affect her estate.

Personal residence 300,000
NQ investments 1,500,000
Closely held stock 4,000,000
Retirement accounts 250,000
Life insurance 200,000
TOTAL 6,250,000

515.288.2500
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NOTES FOR CASE # 2:
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Case Study #3

FARMER FRANK

Frank and Fanny have farmed in central lowa all of their lives. They lived within
their means and Frank always poured his profits back into the farming operation. Over
the years, they have accumulated a nice net worth, though their lifestyle hasn’'t changed
much because the majority of their wealth is in their farmland. Their youngest, Fred,
has farmed with Frank for the past eight years and is starting to build his own farming
operation. Frank wants to see Fred continue farming the land. Their other four children
are not involved in the farm operation. There is no discord among the family members.
Frank and Fanny have a Will that was signed in 1986. Their wishes have not changed
much — they want to treat their five children equally.

Homestead 175,000
Bank accounts 50,000
Farmland

500 acres owned jointly 2,000,000
40 acres owned by Frank 100,000
160 acres owned by

Frank and Fred, T/C 200,000

2,300,000
Farm implements 50,000
Quialified retirement plans
Frank’'s IRA 60,000
Fanny’s IRA 15,000
75,000
TOTAL 2,650,000

515.288.2500
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NOTES FOR CASE #3:
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. COMMON TECHNIQUES IN ESTATE PLANNING

A.

Use of your annual exclusion gifts. Gifts are not subject to tax up to the
amount of the annual exclusion. You should make use of your annual
exclusion gifts and to the extent you are not using them, you should make
sure that you make gifts to your beneficiaries in an amount you are
comfortable with.

1. You may currently give $13,000.00 per donee or $26,000.00 for a
married couple.

2. You may make annual exclusion gifts not only to your family
members, but to anyone. If you are concerned about each family
member receiving the same amount, because they have different
number of children, you can deal with that situation by “making up”
for unequal gifts at your death, or by using a portion of your $1
million lifetime exemption to make gifts equal “by family” as
opposed to being equal for each beneficiary.

Use of lifetime unified credit exemption amount. As stated above, you and
your spouse can each give up to $1,000,000 of assets to your family now,
which will count toward the $3,500,000 unified credit amount for each
spouse, but would also allow all appreciation on the gifted assets between
the date of the transfer to the date of your death to accrue to the benefit of
your family rather than being included in your estate. If, for example, you
give away $1,000,000 worth of assets now, and die when the assets are
worth $2,000,000, your children will save estate taxes of approximately
$450,000 at current rates. Both the annual exclusion gifts and the lifetime
exemption gifts can be used in conjunction with the other techniques
discussed below.

Charitable Technigues. Many people use charitable trusts or foundations
to achieve their charitable goals while saving income and estate taxes.
This would include the following:

1. Charitable Lead Trust. A charitable lead trust is a technique in
which a charity receives a percentage of the trust assets for a
period of years, with the family members receiving the trust
assets after the term.

a) Example: If you contribute $1,000,000 to a charitable lead
trust for a term of 10 years, you could provide that the charity
receive $50,000 per year for 10 years, and any amounts left

515.288.2500
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in the trust at the end of the 10 years would be distributed to
your children, or a trust for your family members. You would
be making a $1,000,000 gift at the time you make the
charitable gift, but of that amount, approximately $400,000
would be treated as a charitable contribution, and only
$600,000 would be treated as a gift. If the fund earned 8%
per year, the fund would be worth over $1,400,000 at the
end of the 10 year term, after payments of $500,000 to
charity. You would be transferring $1,400,000 for a
reportable gift of $600,000, which saves transfer taxes on
$800,000 of appreciation. That would save $360,000 of
taxes at a 45% tax rate. This technique has several different
ways of being set up, all of which have slightly different
income and estate/qgift tax consequences.

Charitable Remainder Trust. A charitable remainder trust is
the opposite of a charitable lead trust; a non-charitable
beneficiary (such as yourselves or your children) receives the
annual income interest (5% or more) of the value of the trust
for a term of years or for the lifetime of a beneficiary or
another person. At the end of the term, the remaining trust
assets are distributed to a charitable organization, including a
family foundation or donor advised fund. In the above
example, the charitable deduction would be the $400,000
amount. This is also a good way to dispose of highly
appreciated stock (or other assets) by contribution to this
charitable trust without paying tax on the gain at the time of
sale.

a) Charitable Foundation or Donor Advised Fund. A charitable
foundation or donor advised fund is a way to create an
endowment with your charitable contributions in a way that
allows you to make large contributions to the foundation or
fund in any given year, with future distributions to the
charities you choose. This is particularly important if you are
going to have a year with large income, but you do not want
to make charitable contributions to the charities in as large
an amount as you may want to obtain as a charitable
deduction for income tax purposes.

Grantor Retained Annuity Trust (GRAT). This is a trust for a term
of years in which you would retain an income interest payable
annually. The trust assets remaining at the end of the term would
be distributed to a beneficiary, either an outright beneficiary or a

515.288.2500
© 2009 DAVIS BROWN KOEHN SHORS & ROBERTS P.C.



BUSINESS SUCCESSION ISSUES

trust. The idea is to retain an interest that actuarially approximates
the value of the trust, and then have the trust assets outperform the
retained income interest.

a) Example: You could transfer $500,000 to the trust for a 5
year term and retain the right to receive back $90,000 per
year for the 5 year period (it is usually a graduated payment,
beginning at a low figure and increasing by, for example,
10% per year so that you receive back a total of $450,000).
If the fund earns 8% per year, you will make a taxable gift at
the beginning of the term of $45,000 and the remaining fund
will, at the end of the term, be worth $99,000, or a gift of
approximately $45,000 worth of appreciation at no gift tax
cost. If the fund earns 10% per year, it will be worth
$146,000 at the end of the term, or a gift of over $100,000 at
no gift tax cost.

b) The downside of this technique is the possibility that the fund
will not earn enough to pay the annuity to you, or that the
GRAT “failed.” You also need to survive the term, although
you can use both spouses as beneficiaries. There is no tax
consequence of failure. The cost to you is the cost of
establishing and administering it. Many people do a series
of GRATSs with less money and for shorter terms to hedge
against the possibility of having a failure of a large amount.

C) Another possibility is to combine a GRAT with an asset that
is discounted, such as a minority interest in a real estate
entity, investment entity or operating entity. In the above
example, if you would transfer a minority interest in a
corporation to the GRAT, the value of the gift would not be
$500,000 but would be approximately $350,000.

Sale of Assets to Defective Grantor Trust. This is a technique in
which you sell assets (hopefully appreciating assets) to a trust or
trusts for the benefit of your children or grandchildren in exchange
for a promissory note (an installment contract sale). Over the term
of the note, which bears interest at a relatively low rate, the trust
pays you back, but any appreciation of the assets over the interest
rate inures to the children. If an asset whose value can be
discounted can be used, the savings, like in a GRAT, are
substantial.

a) The real benefit of this technique is that the trust is
structured so that the senior generation pays the income

taxes on the trust (there is no tax on the sale of assets even
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if there is appreciation); the parents are in effect paying their
children’s income taxes. This is not treated as a gift, so it is
a way to transfer substantial value to the next generation
without a tax cost.

b) This is a technique very similar to a GRAT, but uses a lower
interest rate and can probably transfer more value to the
next generation with less tax cost because of that and
because of the parents paying the taxes for their children.
This technique has more of a risk and is more costly to
implement, than is a GRAT.

Qualified Personal Residence Trust. This is a technique where you
put a primary or vacation residence into a trust and reserve the
right to live in the house for a period of years. At the end of the
term, the house is distributed to your beneficiaries, and any
appreciation in the value of the home between now and the end of
the term is allocated to the remainder beneficiaries.

a) The benefit of this is that you can give away a substantial
amount of appreciation without a gift tax cost. The detriment
is that after the end of the term of years, you cannot force
the remainder beneficiaries to let you live in the house or
even rent it to you. So, you would want to make sure that
the term is acceptable to you. Although this technique is
used for vacation residences quite a bit, an lowa personal
residence often does not appreciate enough from year to
year to accomplish much tax savings.

Family Limited Partnership or Limited Liability Company. This
technique is one in which you create a limited liability company or a
limited partnership to hold investment assets or other assets. Over
time, you could give interests in the company to your children (and
their families, if you wish), and could even use this as a way to
make your annual exclusion gifts without paying cash. The benefit
of giving an interest in a company instead of giving stock itself is
that the value of the gift could be discounted by 30-35% because
the company interest is not marketable and is only a minority
interest.

a) Example: You could contribute $1,000,000 of securities to a
limited liability company and retain 100% of the membership
interests in the company. You could then give each of your
children (and grandchildren if you wish) 2% of the
membership interests, which would have a liquidation value

of $20,000. Since the membership interest is not marketable
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and represents a minority interest in the Company, the
reportable gift tax value would be close to $13,000 to
$14,000 because of the marketability and minority discounts.
This technigue has been subject to a lot of IRS scrutiny over
the past several years, but most planners still recommend its
use if carefully planned and implemented.

7. Create a Generation Skipping Trust in your Estate Plan. You may
give up to $3.5 million to your grandchildren (not counting annual
exclusion gifts) without incurring a generation skipping transfer tax.
You can make your children lifetime beneficiaries of that trust, but if
drafted properly, the trust assets will not be included in your
children’s estates.

a) This may not seem like a big issue, but if each child receives
$650,000, if the value (after annual distributions) appreciates
by 3% per year, and if your children live 30 years longer than
you, each trust will have grown to over $1,600,000 at the
end of the term. Upon the death of your children, taxes of
$720,000 will be saved at current rates or $2,100,000 of total
tax savings. In addition, this generation skipping trust can
be used by your children as a place to invest more equity
assets that do not have a high annual rate of return but
which have more potential for appreciation.

Il. BUY/SELL AGREEMENT CHECKLIST

A.

What is a buy/sell agreement

1. A buy/sell agreement is a contract that provides for the disposition
of a shareholder’s stock upon his death, disability, termination of
employment or purchase of his stock.

Types of buy/sell agreements

515.288.2500
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Redemption agreement. This type of agreement binds both the
shareholders and the corporation. Upon the death of shareholder,
or if a shareholder wishes to sell his interest in the corporation, the
corporation is bound to purchase the stock. The agreement need
not be drawn to force the corporation to purchase the stock, but can
merely give the corporation the right of first refusals.

Cross-purchase agreement. This type of agreement binds the
shareholders to purchase each other’s shares upon death or other
disposition of stock. The agreement can be drawn to force the
purchase of the stock or merely to give the other shareholders the
right of first refusal. This type along with the redemption model are
the two most popular methods.

Basic Hybrid agreement. This agreement combines the elements of
a redemption agreement and a cross-purchase agreement. (cross-
purchase option, plus redemption of remaining shares)

Other Types:

a) Section 303 estate tax hybrid agreement. Redemption of
sufficient shares to pay estate taxes and administrative
expenses; cross-purchase of remaining shares.

b) Wait-and-see hybrid agreement. Shareholder option,
followed by corporate option, followed by shareholder option,
followed by mandatory corporate purchase of remaining
shares.

C. Need for a buy/sell agreement

1.

2.

It guarantees a market for the sale of the stock.
It fixes the value for estate tax purposes if:
a) The agreement was in existence at the time of death;

b) The agreement was binding upon lifetime transfers as well
as transfers taking place upon death; and

C) The agreement represented a bona fide business
arrangement and was not merely a device to pass the
decedent’s shares to the natural object of his bounty for less
than adequate and full consideration in money or money’s
worth.

515.288.2500
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D. Elements of a buy/sell agreement

1.

Redemption versus cross-purchase. In a redemption agreement,
corporate funds are used to purchase the stock. If funded by
insurance, the funds expended for insurance premiums would not
be deductible, and the insurance proceeds would not represent
taxable income to the corporation. The remaining shareholders
would own a larger portion of the corporation but would not receive
any increase in the cost basis of their stock.

a)

In a cross purchase agreement, each individual shareholder
must purchase the stock from the selling shareholder or from
the deceased shareholder’s estate. His own funds must be
used, and if funded by insurance, such insurance premiums
must be paid for with after-tax dollars. The main advantage
of a cross-purchase agreement is that the surviving
shareholders get a stepped-up basis in that portion of the
stock that was purchased.

Establishing a purchase price. The purchase price used in the
agreement can be established by the following methods:

a)

b)

Fixed dollar price for the stock. This merely sets a price for
the stock and does not reflect fluctuations in the market
value of the corporation’s assets.

Fixed dollar price, subject to annual review. This sets a price
for the stock, which is reviewed annually to reflect changes
in the corporation’s worth.

Book value at a specific date (i.e. date of death). This
method may call for only the book value, or the book value
increased to reflect the fair market value of marketable
securities and/or real estate.

The price determined by a qualified appraiser.

The price determine by a valuation formula. The formula can
reflect capitalized earnings based upon an agreed multiple,
or any other type of formula upon which the shareholders
may agree. This is most common means of establishing a
purchase price.

Required purchase or merely a right of first refusal. The agreement
may call for any of the following:
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a) Shareholders must sell and the corporation (or the remaining
shareholders) must buy.

b) Shareholders have an option to sell and the corporation (or
the remaining shareholders) must buy.

C) The corporation or the remaining shareholders have an
option to purchase and if exercised, the shareholder must
sell.

d) The agreement may merely give the corporation or the
remaining shareholders the right of first refusal.

E. Valuation formula for a buy/sell agreement
1. Definition - a valuation formula can help avoid litigation among the

stockholders and allow for estate planning. Its purpose is to set the
value of the stock that is being purchased.

2. Objectives of a buy/sell agreement valuation formula.

a)

To create a relatively simple valuation mechanism so that
shares can be readily valued and sold among current
stockholders and between current stockholders and the
corporate entity.

b) To create a simple valuation mechanism so that new
shareholders can buy into the business and old shareholders
can sell out of the business.

C) To assist in dispute resolution between disagreeing
shareholders regarding minority squeeze-outs, mergers, or
shareholder rights.

d) To provide litigation support or resolve disputes involving
contentions as to equity valuation.

e) To provide a basis for stock valuation for security and
collateral financing purposes.

3. Attributes of a valuation formula
a) Simplicity - to allow the stockholders of a closely held

corporation to use the formula quickly and easily.
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Rigor - to withstand IRS scrutiny or a challenge by dissenting
stockholders.

Comprehensiveness - to withstand charges that a particular
“generally accepted” valuation methodology was deliberately
excluded to achieve a particularly high or law value.

Flexibility - to allow stockholders to “manage” the value of
the common stock when desired.

Structure - to avoid or mitigate significant and unexpected
increases or decreases in stock valuation due to aberrational
short-term financial results

Accuracy - to allow current stockholders to evaluate the
potential for, and offers regarding, sales of a portion or the
entirety of the company.

4. IRS requirements

a)

In order to withstand IRS scrutiny, the following conditions
must be met:

(1) The quantitative components of the formula must be
reasonable.

(2) The formula must represent a valid valuation
methodology that is employed in the business and stock
appraisal profession.

(3) The owners of the corporate stock must abide by the
result of the buy/sell agreement consistently in all of the
stock transactions.

F. Funding the buy/sell agreement

1. Sinking fund. Although this funding mechanism is available for
either cross-purchase agreements or entity purchase agreements,
a corporation is unlikely to choose this route for an entity purchase
agreement because of excess accumulated earnings
considerations.

2. Life insurance. This is a more practical alternative for funding a
buy/sell agreement. For example, a closely held corporation might
hold insurance polices on each of its five stockholders equaling the
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value of their individual equity interests in the corporation, with the
value of the equity interests based on the buy/sell agreement
valuation formula. When one shareholder dies, the corporation
would use the policy proceeds to buy the interest from the
deceased owner’s heirs.

G. Major non-tax differences between cross-purchase and redemption

buy/sell agreements

1. Purchasing shares when insurance is not used as a funding device

a)

b)

Solvency and Liquidity

(1) Cross purchase. The net worth and liquidity of each

surviving shareholder must be examined to determine
whether each can afford to purchase a deceased
shareholder’s shares.

(2) Redemption. State law must be examined to determine

whether it would prohibit the corporation from redeeming
shares if the redemption would render the corporation
insolvent. The corporation may not have sufficient equity
or surplus to redeem the shares of a deceased
shareholder and a determination should be made under
state law as to whether there is a fraudulent conveyance.

Installment purchases

(1) Cross purchase. An installment purchase can help to

eliminate the need for insurance. The economic savings
or detriment to the purchasing shareholders would be the
difference between the present value of the insurance
premiums that are not paid and the present value of the
installment purchase payments that are contemplated to
be made.

(2) Redemption. An installment purchase can help to

eliminate the need for insurance. The economic savings
or detriment to the corporation would be the difference
between the present value of the insurance premiums
that are not paid and the present value of the installment
purchase payments that are contemplated to be made.

2. Purchasing shares when insurance is used as a funding device

a)

Payment of premiums and ownership of polices
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(1) Cross purchase. Each shareholder pays the premiums
on the life insurance polices on the lives of all the other
shareholders. If a large number of shareholders is
involved, then an escrow buy/sell agreement should be
used to hold and fund the policies.

(2) Redemption. Only one policy per shareholder is needed.
A redemption agreement has the virtue of simplicity when
a large number of shareholders are involved.

Failure to pay premiums

(1) Cross purchase. If the shareholder fails to pay the
premiums on the policies that he or she holds, such
policies may lapse. One solution may be to require timely
proof of payments.

(2) Redemption. Premiums will be paid by the corporation
so that the premium payments can be monitored by the
officers and directors of the corporation.

Bearing the burden of the cost of premiums

(1) Cross purchase. Premiums paid by younger
shareholders on the lives of older shareholders will be
greater than the premiums paid by older shareholders on
the lives the younger shareholders. If this allocation
presents a problem, it can be addressed by varying the
salaries of the shareholders accordingly.

(2) Redemption. Since the corporation pays the premiums,
the total cost of all premiums that will be indirectly borne
by each shareholder will be in direct proportion to his or
her shareholdings in the corporation. If this allocation
presents a problem, the salaries of the shareholders can
be varied accordingly.

Cash surrender value

(1) Cross purchase. If whole life insurance is used, the cash
surrender value is an asset of each shareholder.

(2) Redemption. If whole life insurance is used, the cash
surrender value is an asset of the corporation.
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3. Creditors

a) Cross purchase. Creditors of individual shareholders can
reach the cash surrender value and proceeds of life
insurance polices owned by them.

b) Redemption. Corporate creditors can reach the cash
surrender value and proceeds of life insurance policies
owned by the corporation.

4. Earnings per share

a) Cross purchase. Earnings per share will not be affected
since there is no contraction of outstanding shares.

b) Redemption. Earning per share may be affected since there
is a contraction of outstanding shares in the corporation and
book earnings will increase from the receipt of proceeds of a
life insurance policy on the death of a shareholder.

1. ADDITIONAL BUSINESS SUCCESSION PLANNING TECHNIQUES

A.

Key employee retention arrangements - This is a plan that will provide for
the succession of the business that is desired, while keeping the key
employees within the business. When there are only a few employees that
are essential to the on-going viability of the business it becomes essential
to include a means to retain these employees when the business is
transferred to the next generation.

Non-compete and Non-solicitation agreements - This type of agreement is
designed to prevent employees that are not retained in a succession plan
from competing with the business within a certain geographic area, while
preventing those non-retained employees from soliciting the current client
base or other employees away from your business.
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Stock recapitalizations (voting & non-voting) - Existing shares of a
corporation are exchanged for other types of an equity interests, such as
preferred stock or new common stock. This allows for transferring the
value of a business to the next generation without abdicating a large
degree of control. This technique also gives the next generation an
incentive to grow the business as the value of the stock given is based on
the future growth of the company.

Sub chapter S corporation conversions - If property is retained in a C-
corporation, then it might be advantageous, from a tax perspective, to
convert the business into an S corporation in order to accomplish a better
result upon distribution of the property. Generally, there will be a 10 year
period before such a distribution can occur. Thus, it becomes an important
component in a forward-looking succession plan.

Valuation issues - When forming a succession plan for a closely-held
business the use of valuation discounts can provide tax advantages when
distributing the value of the corporation to the next generation. Simply put,
an interest is reduced from its fair market value to reflect a lack of
marketability or a minority interest. There are several techniques which
incorporate these ideas and result in reducing gift and estate taxes.

IRC 8§ 6166 tax payment provisions - The amount of estate taxes that are
due can create a burden on a closely held business which is passed
through an estate. This tax burden could result in a forced liquidation in
order to pay the taxes owed. Internal Revenue Code § 6166 provides a
means to prevent such a liquidation. If the interest in the business
constitutes more than 35 percent of the adjusted gross estate, pursuant to
Section 6166, the executor may elect to pay the estate tax attributable to
the value of the business in 10 annual installments, beginning no later
than five years after the date of death.

1. There are quite a few requirements that are imposed by IRC 86166
in order to qualify for the postponement of estate taxes. A good
succession plan will look to various methods of paying for the
estate taxes owed through life insurance and other similar products.

IRC 8§ 303 stock redemptions - IRC § 303 allows an estate a one-time
opportunity to remove cash or other property from a business, at a very
low or non-existent tax cost, through a partial redemption of stock. This
technique is designed to provide enough liquidity to pay the taxes and
expenses due at upon death.
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1. Eligibilty for a Section 303 redemption depends on the stock value
of the business exceeding 35 percent of the estate. The maximum
amount that can be paid through a redemption equals the total
amount of the federal estate tax, state death taxes, funeral and
administrative expenses.

IRC 8§ 754 partnership elections - This election applies to a partnership
passed through an estate. The basis of the partnership property receives
a step-up (or step-down) in basis as it passes to the heirs. Thus, the heirs
will be able to take advantage of new depreciation deductions or reduced
gain upon a sale of the partnership interest.
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