Limited Liability Company (LLC)

Benefits

Why More Business Owners Choose LLCs

A Limited Liability Company (LLC) is often described as the combination of a partnership and a corporation. This is because an LLC combines the tax advantages and management flexibility of a partnership with the liability protection of a corporation.

Forming an LLC has become a popular alternative for sole proprietors and partnerships that have thought about forming a corporation in order to protect personal assets. LLCs also avoid "double taxation" because the income of the LLC itself is not taxed at the company level. Instead, taxes on profits and deductions of losses are computed at the individual level on the personal tax return of each LLC member (owner).

Advantages of an LLC

· Limited Liability. Like the shareholders of a corporation, the owners (called 'members') of an LLC have limited liability for business debts. If the LLC is properly structured and managed, each owner's personal assets will be protected from lawsuits and judgments against the business, so each owner's liability is limited to the amount each has invested in the company. 

· Pass-Through Taxation. If an LLC has only one owner, the Internal Revenue Service will automatically treat the LLC as a sole proprietor for tax reporting purposes (Form 1040 Schedule C). 
Similarly, an LLC with multiple owners will, by default, be taxed as a partnership, reporting on Form 1065 and Schedules K-1 for each owner. Owners report their share of the profits and losses of the LLC on their personal tax returns, and no separate tax is assessed on the company itself. Note: If you want your LLC to be treated as a corporation that has to file its own corporate tax return, we can tell you how to file papers with the IRS to make it happen. 

· Citizenship. All owners of a Subchapter S Corporation ('S Corp') are required to be citizens or permanent residents of the United States. There is no such requirement for a general, or 'C,' corporation or for an LLC. 

· Management Flexibility. LLCs have much more management flexibility than corporations. Also, an LLC may be managed either directly by its owners or by a manager who may be one of the members or may be anon-owner hired to run the business. Although an S corporation is limited to 100 owners, an LLC may have an unlimited number of owners. 

In addition to options as to management style (all members, single member or group of members), an LLC can have voting and nonvoting membership interests.  This allows for a larger ownership group while limiting who has a vote in day-to-day management.

Some states offer interesting LLC management and allocation options.  For example, Nevada allows for “series” of LLC interests, including a special class of member known as a “noneconomic” member.  Also, Nevada allows certain expenses and income to be allocated to one series to the exclusion of the other series of LLC ownership.  We can help you select the proper state for your LLC.

· Simple Recordkeeping. Unlike corporations, LLCs are not required to hold an annual meeting and draft meeting minutes. Note, however, that an LLC does need an operating agreement that will specify how and by whom the company will be managed, each owner's name, the amount of ownership interest held by each owner, and many other items. 
· Deductible Expenses. Similar to a corporation, normal business expenses like an owner's salary may be deducted from the profits of an LLC before the LLC's income is allocated to its owners for tax purposes. 

· Flexible Profit & Loss Allocations. Unlike a corporation, an LLC is not required to allocate profits and losses in proportion to ownership interest ("member interest'). This means that the owners of an LLC can agree to allocate the company's profits and losses among themselves however they see fit and not necessarily based on the percentage of the company each owner controls. 

· Nationally Recognized. The LLC is now a recognized business structure in all 50 states and the District of Columbia. 

LLC Taxes

Tax Benefits of a Limited Liability Company

Like a sole proprietorship or partnership, an LLC enjoys pass-through taxation. This means that owners (also known as "members") report their share of profits or losses in the company on their individual tax returns. The Internal Revenue Service (IRS) does not assess taxes on the company itself. This avoids the "double taxation" that general, or "C," corporations experience, where profits are taxed once at the corporate level and dividends are taxed again at the shareholder level.

LLCs can offer an additional tax advantage over a corporation because the allocation of earnings among owners is flexible. Profits and losses in an LLC do not necessarily need to be distributed in proportion to ownership. The owners of an LLC can agree to allocate the company's profits and losses among themselves however they see fit and not necessarily based on the percentage of the company each owner controls.

Taxation of LLCs

Single-Owner LLCs - Unless the owner of the company specifically elects to do otherwise, the IRS will automatically classify a single-owner LLC as a sole proprietor. The owner of the LLC reports the company's profits or losses on Schedule C of their personal tax return (usually Form 1040).

Multiple-Owner LLCs - Similarly, unless they elect to do otherwise, LLCs with multiple owners (i.e. multiple members) are automatically taxed as partnerships at the federal level. Though the LLC itself does not pay taxes to the IRS, it does file Form 1065 "U.S. Partnership Return of Income" and issues each owner a Schedule K-1 that reports each owner's individual share of profits or losses. Owners then file their personal tax returns (usually Form 1040) and report their income or loss from the LLC on Schedule E.

Corporate Taxation Election - Any LLC may elect to be taxed by the IRS as a corporation. With pass-through taxation, LLC owners are required to pay taxes on the entire income that the LLC has allocated to them. Even if an LLC leaves money in the bank to support next year's business operations, owners still have to pay taxes on all reported LLC profits as if the profits had been distributed as cash to the owners.

In contrast, C corporations use their own cash on hand to pay taxes on the corporation's profits. A C corporation's owners do not have to pay individual taxes on profits unless the corporation pays a cash dividend to the owners or they receive a salary as an employee.

Another potential tax advantage to being treated as a corporation is that with corporate taxation, the first $100,000 in income is taxed at corporate tax rates that are generally lower than the individual tax rates assessed on individuals who own all or part of an LLC.

For specific guidance, LLC owners should consult their accountant or tax advisor to discuss whether it makes sense to elect corporate taxation. If the owners of an LLC decide to elect corporate taxation, they can accomplish this election by filing Form 8832 with the IRS.

Even if you are not sure whether you want your LLC to be taxed on a pass-through basis or a corporate basis, you can still form your LLC now and decide later how you want your LLC to be taxed.

LLC Compliance

Keeping your LLC in Good Standing

Failure to understand and fulfill ongoing legal and tax requirements is one of the main reasons that Limited Liability Companies (LLCs) lose their good standing with the state. The Secretary of State may refuse to say that an LLC is "in good standing" and may revoke an LLC if the LLC does not comply with certain annual maintenance requirements. This can make it easier for a creditor or adversary to "pierce the veil" and hold the LLC's owners personally liable for the financial obligations of the company. Compliance with federal, state, and local requirements is a key part of asset protection, and customers should discuss regulations specific to their business with their legal and tax advisors.

How to Protect Your Assets

· Initial registration and licensing. To protect their personal assets, business owners can form an LLC  by filing Articles of Organization, or an equivalent document, with the Secretary of State in the state of formation. Multiple-member LLCs or single-member LLCs that will hire employees obtain a federal tax ID number  from the IRS by filing Form SS-4 with the IRS. Other state or local filings, such as business licensing or state or municipal tax registrations, may also be required. 

· Annual federal, state and local filings. Most states have an annual franchise tax and/or annual report filing fee. LLCs may also be liable for payroll tax, property taxes, sales and use taxes (sometimes called "seller's permits" or vendor’s licenses) or business license renewals. The Department of Revenue or equivalent office in the state of formation of the LLC, as well as the states in which the company is doing business, are typically good starting points for research on annual state requirements. Of course, LLC owners also file individual federal and state income tax returns and may be responsible for annual requirements at the county or city level. 

· Creating and maintaining internal records. An LLC is governed by its operating agreement, an internal document that designates how and by whom the company will be run, the name of each member and the amount or percentage of interest (ownership) held by each member. Though LLCs are not required to hold annual meetings or draft meeting minutes like a corporation, it is good practice for an LLC to follow some formalities. To maintain its records, an LLC may hold organizational or annual meetings of members and document important information like financial activities and contracts. LLCs are required to keep a formal record of all amendments to the operating agreement and any change in the members or membership interests. 

Doing Business in Multiple States

When an LLC operates outside its state of formation, it generally needs to register to do business in every state in which it operates. This process is sometimes referred to as "qualification" and involves filing a Certificate of Authority or other similar document, and getting a business license, in each additional state in which the business will operate. J. A. Kruse Law Firm can assist in qualification filings in any or all U.S. States. Doing business in a jurisdiction without authority from that state government can result in penalties and other legal implications.

You will need a certificate for each non-domestic state as a “foreign” entity, and there is usually a requirement of a domestic statutory agent.  Your statutory agent is the person who can be served by third parties and the state in the event of a lawsuit or other legal action or proceedings.

LLC vs. S Corporation

Choosing Between an LLC and S Corp

The Limited Liability Company (LLC) and the Subchapter S Corporation ("S Corp") share the benefit of pass-through taxation. This means that owners in the company report their share of profits and losses on each owner's individual tax return. The Internal Revenue Service (IRS) assesses no separate tax on the company itself. This is in contrast to the C Corporation, where "double taxation" occurs when the C corporation first pays taxes on its own earnings; shareholders then pay additional taxes on the dividends they receive.

Limited Liability Company Advantages

Though the tax status of an S Corp is similar to that of an LLC, the LLC can offer small business owners advantages over the Subchapter S Corporation:

· An LLC is typically easier to form. The state requirements for forming a corporation, and then electing to have it be taxed as an S corporation, are more complex and time-consuming than the simple filing of a Certificate of Formation or Articles of Organization needed to form an LLC. Unless they elect to do otherwise, single-member LLCs are automatically taxed as sole proprietors by the IRS. 
Similarly, LLCs with multiple owners are automatically taxed as partnerships at the federal level. No separate filing is required to elect pass-through taxation for an LLC. In contrast, after a corporation is formed it must file IRS Form 2553, "Election by a Small Business Corporation," within 75 days of the corporation's formation to obtain pass-through status as an S corporation. 

· LLCs are not required to hold annual meetings or keep formal meeting minutes. Corporations, including Subchapter S Corporations, have a formal annual meeting and record-keeping requirement that LLCs do not. 

· LLC owners don't need to worry about the formalities of issuing stock. A corporation must issue shares of stock as evidence of ownership, but an LLC does not issue stock. 

· There is no limit to the number of members who may own an LLC. In contrast, Subchapter S Corporations are limited to a total of 100 shareholders. 

· Members of an LLC do not need to be U.S. citizens or permanent residents. In contrast, all S Corp owners must be U.S. citizens or permanent residents. 

· A company may be listed as the owner of an LLC. In contrast, all shareholders in a Subchapter S corporation must be individuals, so another company may not be a shareholder in an S Corporation. In an LLC there is no such requirement. An owner/member can be another LLC or other entity. 

· An LLC does not need to distribute income in proportion to ownership. The shareholders of a Subchapter S corporation must receive dividends according to the number of shares they own. In contrast, LLC members may split profit and loss in any way they choose as long as they follow IRS guidelines for special allocations. 

This brochure does not address some of the unique estate tax planning that an LLC can accomplish.  To learn more, call us to schedule an appointment for a more comprehensive discussion of your facts and issues.
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