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I. INTRODUCTION

The term "limited liability company" has been confusing to lawyers
and lay people alike because it triggers mental associations with the
limited partnership and with the company or corporation. In fact, these
associations are intended, because a limited liability company ("LLC")
is an entity that partakes of characteristics of both a limited partnership
and a corporation. Like limited partnerships, limited liability companies
that qualify will be accorded pass-through taxation on their income.
Like corporations, the liability of all members and managers-those who
hold ownership interests in or manage the limited liability company or
both-is absolutely limited to the extent of their investment in the
entity. It is this duality that drove the development of limited liability
companies and advocates their use in many situations.
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The purpose of this Article is to outline the following: the historical
development of this new form of entity, including its adoption by
Georgia; the principal characteristics of a limited liability company, with
relevant comparisons to the characteristics of other forms of entity,
including C and S corporations and limited partnerships; the manner in
which a limited liability company may qualify for partnership (flow-
through) taxation for federal and state purposes; various legal and
operational issues implicated by limited liability companies and their
resolution in the Georgia Limited Liability Company Act; and general
planning issues in the effective utilization of a Georgia limited liability
company.

II. HISTORICAL BACKGROUND AND LEGISLATWE HISTORY

The first domestic statute providing for the creation of a "limited
liability company"' ("LLC") was enacted in Wyoming, in 1977.2 The
genesis for such entities is unclear, although they apparently were
initially developed for use as ownership vehicles for the oil and gas
industry. Although the Internal Revenue Service ("IRS" or "Service")
issued a private letter ruling to one Wyoming LLC stating that it would
be treated as a partnership for tax purposes, the Service contemporane-
ously issued proposed regulations to deny partnership classification to
any organization when no individual had liability for the debts of the
organization.3 The IRS withdrew the regulations in 1982 because of
unfavorable commentary and instituted a study to review the proper
classification of LLCs.4

Florida followed Wyoming in enacting its own LLC Act in 1982, which
was generally modeled on the Wyoming Act (although permitting LLCs
greater flexibility).' However, due to continuing uncertainty both as to
the manner in which LLCs would be classified for tax purposes by the
Service, as well as whether the liability protection provisions would be
effective, few businesses availed themselves of the opportunity to form
LLCs in either Wyoming or Florida. Only in 1988, when the Service
concluded that the standing partnership classification regulations should

1. Other unincorporated organizations affording limited liability existed prior to the
creation of limited liability companies, including the Massachusetts business trusts. See
generally GEORGE GLASON BOGERT & ED REiz, THE LAW OF TRUSTS AND TRUSTEES § 247
(1977); 13 AM. JUR. 2D 371-468 (explanation of the history and use of such organizations).

2. WyO. STAT. ch. 17-15 (1977).
3. See Priv. Ltr. Rul. 81-06-082 (Nov. 18, 1980); Prop. Treas. Reg. § 301.7701-2,45 Fed.

Reg. 75709 (1980).
4. See I.R.S. News Release IR-82-145 (Dec. 16, 1982).
5. FLA. STAT. ANN. ch. 608 (West 1992).
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be applied to LLCs-that is, that limited liability alone should not
preclude classification of an LLC as a partnership-did it issue Revenue
Ruling 88-76,6 which concluded that a Wyoming LLC formed under the
default provisions of that Act would be classified as a partnership and
thereby would be afforded single-level taxation. Issuance of this revenue
ruling signaled the viability of this new form of entity. A swift response
at the state level has resulted. Since 1990 over thirty states have
enacted some form of LLC Act, while at least fifteen other states have
legislation pending or under study.

The explosion in interest in LLCs is driven by both tax and business
considerations. The goal is to have an entity that has the corporate
characteristic of limited liability and that has flow-through tax
characteristics such that income is taxed only once, that is at the owner
level, and not twice, as is the case with regular corporations, which are
taxed at both corporate level and owner level. LLCs are in large
measure a response to limitations on the availability of S corporations
for federal and state tax purposes. Thus, LLCs are not limited, like S
corporations, to one class of shareholder. LLCs are not limited, like S
corporations, to United States individuals (and estates and certain
trusts) as shareholders. LLCs can have preferred interests and
participating debt. LLCs are not limited, like S corporations, to thirty-
five shareholders. And, LLCs can hold control (i.e., own eighty percent
or more) of a corporation without losing their flow-through tax status.7
It is questionable whether there would be a need for LLCs if Subchapter
S corporations truly were taxed like partnerships and could operate with
the flexibility of partnerships.

Another impetus behind LLCs is the attractiveness of these entities to
professionals who wish to limit their professional liability to their own
negligence while avoiding so called "collateral" or "derivative" liability
for the errors and omissions of their colleagues. Finally, there can be
little question that LLCs are in part attractive because of the lingering
stigma attached to partnerships as the vehicles through which so much
of the real estate collapse of the late 1980s was experienced.

Georgia's legislation on LLCs was conceived and drafted by a
committee composed of members of the Atlanta Bar Association's
Business and Finance and Tax Law Sections and the State Bar of
Georgia Corporate and Banking Law Section.8 In its work, the

6. Rev. Rul. 88-76, 1988-2 C.B. 360.
7. I.R.C. § 1361.
8. The committee was cochaired by Robert P. Bryant, a partner at King & Spalding and

Chair of the Partnership Committee of the State Bar Corporate and Banking Law Section,
and by Patrick G. Jones, a partner with Nelson, Mullins, Riley & Scarborough and member
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Committee drew heavily on the ABA prototype LLC Act as well as other
states' LLC legislation.

Georgia's LLC legislation was enacted in a two-step process. First,
during 1991-1992, the committee drafted the Foreign Qualification of
LLCs Act This was introduced to the Georgia General Assembly,
through the sponsorship of Representative Thurbert E. Baker and with
the endorsement of the Atlanta Bar Association. This Act, which
enabled foreign LLCs to qualify to do business in Georgia, was signed
into law on April 16, 1992, with an effective date of July 1, 1992.10
Second, through 1992 and into 1993, the drafting committee developed
a comprehensive LLC Act for all LLCs organized or operating in Georgia.
This Act was introduced and passed by the Georgia General Assembly
at its 1993 session.1 The Georgia LLC Act was signed into law by
Governor Miller on April 5, 1993, with an effective date of March 1,
1994. The Georgia LLC Act is contained in Title 14, Chapter 11 of the
Official Code of Georgia Annotated ("O.C.G.A."). 12

III. PRINCIPAL CHARACTERISTICS OF GEORGIA LLCs

Many of the early LLC statutes, such as the Wyoming Statute, 3 are
what are referred to in the literature as "bullet proof' statutes. An LLC
organized under one of these statutes will always constitute an
association taxable as a partnership for federal income tax purposes. In

of the Board of Directors of the Atlanta Bar Tax Section. In addition to the authors of this
article, other members of the committee were, Jeffrey R. Banish, Cassady V. Brewer,
Stephen L. Camp, William J. Carney, Reginald J. Clark, Theodore A. Erck, III, Dorothy B.
Franzoni, Bernard L. Greer, Jr,, Randolph A. Marks, Robert C. Marshall, James F.
McEvoy, Albert G. Moore, Jr., Robert J. Muething, David W. Santi, James A. Tramonte,
and Michael G. Wasserman. Janet K. Jackson of the office of the Secretary of State
actively advised the Committee on matters of particular concern to the Secretary of State.
George E. Hibbs was instrumental in eliciting Rep. Baker's interest in and support of the
LLC legislation while Messrs. Tom Boller and Rusty Sewell were actively involved in the
legislative process.

9. Ga. H.R. Bill 1649 Reg. Sess. (1992).
10. Id. The Foreign Qualification of LLCs Act is repealed by the Georgia LLC Act as

of March 1, 1994, as the Georgia LLC Act addresses foreign as well as domestic LLCs after
that date. O.C.G.A. §§ 14-11-1 to -19 (1992). Probably the most important provision of the
Act is the explicit recognition that the laws of the jurisdiction of organization will
determine limitations on liability of owners and agents of the foreign LLC. O.C.G.A. § 14-
11-2 (Supp. 1993). In the new statute effective March 1, 1994, this appears at O.C.G.A.
§ 14-11-701 (Supp. 1993).

11. This legislation, entitled House Bill 264, was sponsored by Representatives Baker,
Coleman, Thomas, and Chambless. Ga. H.R. Bill 264 Reg. Sess. (1993).

12. O.C.G.A. ch. 14-11 (Supp. 1993).
13. WYo. STAT. ch. 17-15 (1977).
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addition to the Wyoming statute, Colorado, Virginia, Nevada, and West
Virginia also have "bullet proof" statutes.

The more recently enacted statutes tend to opt for the greatest
possible flexibility in the creation of LLCs. These "flexible" statutes,
such as those of Delaware, Florida, Kansas, Texas, Maryland, and
Oklahoma, permit parties to structure their LLC in such a fashion so as
to be taxable as either a partnership or a corporation for federal tax
purposes. Although the greater flexibility of these statutes makes it
possible to address business needs with great flexibility, it also creates
opportunities for professional foot faults, not only through inadvertently
failing to achieve the desired partnership tax status, but also as to
issues of entity governance.

The Georgia LLC statute falls decidedly into the flexible model. In
working with the Georgia LLC Act, it is helpful to keep in mind several
overriding principles that guided the drafting effort. The first principle
that the drafters used in preparing the Georgia statute was to endorse
freedom of contract to the fullest extent possible. In only a few cases are
statutory strictures mandatory. In almost all cases, the rights of the
parties can be varied by agreement. As a counterpoise to this desire for
contractual flexibility, however, was a desire for clarity of the governing
rules where the parties do not formalize their agreements. Based upon
years of practice in the partnership area, a number of committee
members expressed concerns about the uncertainty of many legal issues
affecting partnerships. Such uncertainties can result from the parties'
failure to reach, or articulate, a meeting of the minds as well as from
basic ambiguities in the law of partnerships. Accordingly, the statute
provides clear and often elaborate default rules in the absence of an
agreement to the contrary.14

To avoid the serious proof difficulties that can arise from oral
agreements in complex business relationships, a third overriding
principle was that in order for the parties to avail themselves of freedom
of contract with respect to their LLC, their decisions must be evidenced
in writing in the governing instruments for the LLC. Thus, the Georgia
LLC act places a premium on the drafting and implementation of a well
written agreement. Finally, because of the desire to facilitate use of the
new statute by Georgia practitioners, analogous provisions of the
Georgia Business Corporation Code,15 Georgia Revised Uniform Limited

14. For example, the statute contains detailed rules that address a variety of governing
issues such as methodology for calling and holding meetings, which are absent from the
Uniform Partnership Act ("UPA") and Georgia Revised Uniform Limited Partnership Act
("GRULPA"). O.C.G.A. §§ 14-11-309 to -310.

15. O.C.G.A. ch. 14-2 (1989).
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Partnership Act ("GRULPA"')" and Georgia version of the Uniform
Partnership Act ("UPA")17 were liberally borrowed from and incorporat-
ed into the new statute.

In the process of constructing a new form of entity which at various
times partakes of characteristics of a limited partnership, a general
partnership, or a corporation, the drafters of the Act confronted several
instances where the conventions of one business form had to be chosen
over the others. For example, the organization of an LLC follows the
corporate model"8 in that the articles of organization of an LLC may be
signed by a nonmember, while the certificate of limited partnership must
be signed by all the general partners.19 The drafters also imported
conventions into LLCs of both business forms where no analogous
provision for one form existed with respect to the other form. Thus,
detailed corporate-style derivative actions were included," although
only a limited right exists for partners in a limited partnership.
Although generalizations are treacherous, Georgia LLCs will usually
more closely resemble a limited partnership (or in some cases a joint
venture) in documentation and matters of governance than a C
corporation or an S corporation.

The primary difference between a Georgia LLC and a Georgia limited
partnership is that the limited partnership is managed by one or more
general partners who are personally liable for the obligations and debts
of the partnership. In a Georgia LLC, no member has personal liability.
In states other than Georgia, another critical difference between LLCs
and limited partnerships is the degree of participation or control
permitted to be exercised by limited partners (usually little or none) as
compared to LLC members.2 The salient characteristics of a Georgia
LLC are reviewed below.

A. 7ypes of Business

A Georgia LLC may be formed for any lawful purpose. 2 Unless the
articles of organization or a written operating agreement provide a more
limited purpose, the LLC is presumed to be empowered to engage in any
lawful business in which corporations for profit, professional corpora-
tions, limited partnerships, or general partnerships formed in Georgia

16. Id. ch. 14-9.
17. Id. ch. 14-8.
18. Id. § 14-2-201.
19. Id. § 14-9-204.
20. Id. § 14-11-801.
21. Contrast O.C.G.A. § 14-9-303 (1989), which protects Georgia limited partners.
22. O.C.G.A. § 14-11-201 (Supp. 1993).
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may engage. Thus, professionals are permitted to practice in the form
of LLCs. The ramifications of this decision are discussed in greater
detail below. O.C.G.A. section 14-11-2012s also makes clear that if
there is another provision of law-for example, a banking statute-that
requires an entity to be organized in a special way or precludes an entity
from being organized as an LLC, the special provision controls.

B. Formation and Governing Instruments

The key documents for purposes of the Georgia LLC statute are the
articles of organization and the operating agreement. The articles of
organization for an LLC are analogous to, and similar in form to, the
limited partnership certificate filed in order to create a limited partner-
ship.' For many LLCs, the operating agreement is analogous to and
will generally be similar in content and form to a joint venture or limited
partnership agreement. In the case of LLCs in which management is
delegated to one or more managers, the operating agreement may also
include provisions similar to corporate bylaws or shareholder agree-
ments.

Georgia LLCs may be formed by one or more organizers.25 The
organizers must file articles of organization with the Secretary of State
that contain the name(s) of the organizers and the name of the LLC, as
reserved with and approved by the Secretary of State as distinguish-
able.26 The name must contain the words "limited liability company"
or "limited company" or L.L.C., LLC, L.C., or LC. Unlike a limited
partnership, here the LLC follows the corporate model. The articles can
be signed by anyone.27 LLCs must also maintain a registered office and
agent and provide the mailing address of the LLC, the name and address
of a registered agent, and other required information to the Secretary of
State.' Such information does not have to be included in the articles
of organization.

Thus, the articles of organization need be only a skeletal document.
Indeed, in the drafting process, the Secretary of State's office expressed

23. Id. § 14-11-201.
24. Id. § 14-9-201.
25. There is no prohibition on LLCs being organized with only one member. The tax

treatment of one member LLCs is unclear. Some contend a one member LLC may be
taxable as a sole proprietorship under the theory that multiple associates are not required
to obtain partnership status. Cf Hynes v. Commissioner, 74 T.C. 1266 (1980) (one-owner
trust classified as association). But see Rev. Rul. 77-214, 1977-1 C.B. 408; contrast Rev.
Rul. 93-4, 1993-3 I.R.B. 5 (Jan. 19, 1993).

26. O.C.G.A. § 14-11-207 (Supp. 1993).
27. Id. § 14-11-205.
28. Id. § 14-11-206.
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a strong preference to keep the filing requirements to a minimum. The
articles must also include the latest date on which the LLC is to
dissolve.'

Although not required, examples of provisions that might be included
in the articles of organization are provisions designating managers, if
the LLC is to be manager-managed; specific restrictions on the authority
of members or managers; and special requirements with respect to the
execution or delivery of documents in order to bind the LLC. Nothing
in the statute precludes issues of importance from being included in the
articles of organization. In some cases, inclusion of key provisions as a
form of public record may be advisable, as is routine with corporate
practice.

For example, to document the position that the LLC is taxable as a
partnership, a statement that the LLC is member-managed (if such is
the case), an express statement of the restriction on the transfer of
interests, or the specified operative dissolution provisions could be
included. However, other than the name, which must comply with
O.C.G.A. section 14-11-20730 by not being confusingly similar, and the
date of the latest date of dissolution, nothing else is required by the
statute.

A Georgia LLC's governance provisions generally will be set forth in
its operating agreement, although the provisions could be included in the
articles of organization. The operating agreement will usually be a
much more detailed instrument than the articles of organization.
Although the operating agreement may be oral or written, in most
instances the statutory default rules apply unless overruled in the
articles of organization or in a written operating agreement. On the
positive side, the statutory default rules will generally result in the
entity being classified as a partnership for tax purposes. On the
negative side, the parties may not want the statutory default rules for
reasons discussed in more detail below.

C. Capital Contributions/Finance

Like both Georgia corporations"' and limited partnerships, 2 an LLC
member's capital contribution may take many forms including cash,

29. O.C.G.A. §§ 14-11-203 to -204. The Articles may also contain information regarding
the vesting of management of the LLC in one or more managers, and any other provisions
not inconsistent with law. Id.

30. O.C.G.A. § 14-11-207 (Supp. 1993).
31. Id. § 14-2-621.
32. Id. § 14-9-503.
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property, promissory notes, or services rendered or to be rendered.'
Like limited partnerships,84 an LLC may issue ownership interests for
various quanta of consideration, and discrimination between or within
classes of interests is permissible and achievable through the use of
special allocations and distribution preferences.3 5

The drafters made no effort to define how such contributions are
accounted for because determinations are generally driven by tax and
accounting considerations not susceptible to statutory resolution. To be
enforceable, an obligation to make capital contributions must be in the
articles of organization, the operating agreement, or another writing"
Although it is not required to, an LLC may issue interest certificates."7

O.C.G.A. section 14-11-403 provides for allocations of profits and losses,
as distinguished from distributions." These will often be largely driven
by tax considerations. It should be noted that in the absence of a
written operating agreement, profits and losses are allocated on a per
capita basis.3 9

Distributions are addressed separately," in part to highlight what
every tax attorney knows: income and cash often have little to do with
one another. They are discussed in greater length below. Again, the
most important point for the practitioner to note is that distributions are
also shared on a per capita basis unless otherwise agreed to in the
written operating agreement.41

D. Management, Duties, and Indemnification

By statutory default, a Georgia LLC is managed by its members
unless the articles of organization or written operating agreement vests
management in a manager or managers selected by a majority of
members.42 A manager's rights and authority to so manage an LLC,
as well as any restrictions thereon, must be set forth in the governing
documents.43 If the LLC is managed by its members, each member

33. Id, § 14-11-401.
34. Id. § 14-9-503.
35. Cf O.C.G.A. §§ 14-11-403 to -404 (Supp. 1993).
36. O.C.G.A. § 14-11-402 (Supp. 1993).
37. Id. § 14-11-501(b).
38. Id. § 14-11-403.
39. Id. § 14-11-406.
40. Id. § 14-11-404.
41. Id. § 14-11-406.
42. Cf O.C.G.A. § 14-11-304(a), (b) (Supp. 1993).
43. If the manager of an LLC is also a member of that LLC, the manager also

independently possesses the same rights and authority to act with respect to an LLC that
any member has, subject to any analogous restrictions placed on members. O.C.G.A. § 14-
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functions as an agent of the LLC whose actions will be binding on the
LLC. If, however, a manager or managers are provided for, the manager
functions as agent of the LLC, to the exclusion of members acting solely
in their capacity as such." This is yet another example of why a
written operating agreement is essential.

In a manager-managed LLC, managers may often function as does a
corporate board of directors. In LLCs which follow the joint venture
model, the manager or managers may more closely resemble a managing
partner model. If an LLC is instead member-managed, it may more
closely resemble a general partnership (and some Georgia limited
partnerships'), in which every partner participates in management.
In every case, the individuals controlling the business entity will be
deemed agents of the entity.

Members and managers of an LLC are not liable to the LLC or each
other if their management actions are believed in good faith to be in the
best interests of the LLC, subject to a prudent person standard of
care." Members are not liable to a manager-managed LLC or any
other member solely by reason of acting in their capacity as a mein-
ber.47 Subject to the provisions of governing documents, an LLC may
expand, restrict, or eliminate any duties and liabilities of members or
managers, except that the LLC may not indemnify members or
managers for intentional misconduct or knowing violations of law, or for
transactions triggering the receipt of personal benefits in violation of an
existing operating agreement."' Corporate directors and general
partners in limited partnerships are both subject to fiduciary duties and
indemnification provisions similar to those imposed on managing
managers and members of an LLC.49 The drafters thought that any
attempt to further limit the duties of members or managers of an LLC
might be held to be contrary to public policy and would force the courts
to develop an ad hoc response through responding to unnecessary
litigation. By adopting this well understood standard, the courts should
be dissuaded from creating more open-ended standards through
resolving litigation.

11-304(d) (Supp. 1993).
44. O.C.G.A. § 14-11-301(b) (Supp. 1993); Id. § 14-11-301(bXl).
45. As noted earlier, Georgia, unlike most other states, does not impose a control test,

whereby if a limited partner participates too actively in management and control of a
partnership's business, he may be held liable as general partner.

46. O.C.G.A. § 14-11-305 (Supp. 1993).
47. Id. § 14-11-305(1).
48. Id. § 14-11-305 (Supp. 1993). These parallel the provisions of GRULPA, O.C.G.A.

§ 14-9-108 (1989).
49. O.C.G.A. § 14-2-30 (1989); Id. § 14-2-851 (1989); Id. § 14-9-108 (1989).
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In an effort to address some of the concerns that have historically
arisen concerning matters of title in the real estate area, O.C.G.A.
section 14-11-302 provides a procedure by which a copy of an LLC's
articles of organization may be filed with the superior court clerk of the
county where real property belonging to the LLC is located.' In such
a case, the limitations on authority of members or managers contained
in the articles of organization are conclusively resolved in favor of the
LLC. The intention is to create a document analogous to partnership
statements often seen under the UPA.5'

Also borrowed from the corporate code are rules to ensure that
transactions in which members or managers have interests that conflict
with the interests of the LLC will be approved by disinterested
persons. 2 The parties may vary this limitation under their written
operating agreement. Before doing so, however, drafters should consider
whether they wish to abandon the statutory safe harbor that these
provisions create, and the well understood principles that derive from
the corporate code model, in favor of the uncertainty of individualized
agreements.

Under the statutory default, most management decisions can be made
by a majority vote of the members or managers, depending on which
group has management authority. Certain other decisions, however,
require unanimous approval. In either case, in the absence of a written
operating agreement to the contrary, all such determinations are made
on a per capita vote basis.53 This is yet another example of the critical
importance of the need for a written operating agreement for LLCs.

E. Limited Liability

The members, managers, agents, and employees of a Georgia LLC are
not liable for the debts, obligations, or liabilities of the LLC.54 Like
corporate shareholders or limited partners, members may be held liable
to their organization to the extent of funded capital contributions, but
are not subject to enforcement of creditors' claims against the LLC
(apparently including any right to enforce agreed upon contributions of
members that are not specifically enforceable under the terms of the
governing documents). General partners, on the other hand, remain
personally liable for all partnership debts and obligations.

50. Id. § 14-11-302.
51. Id. § 14-8-10.1.
52. Id. § 14-11-307. Compare id. § 14-2-861(b) (1989).
53. Id. § 14-11-308.
54. Id. § 14-11-303.
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Any limitation on liability of LLC managers and members must be
read in conjunction with the provision of the Georgia LLC Act that
provides that the Act is not intended to alter any law applicable to the
relationship between a person rendering professional services and a
person receiving those services, including liability arising out of those
services.' The ramifications of this rule are discussed at greater
length below.

F LLC Interests/Admission of Members

An LLC membership interest is composed of two elements: the
economic rights and liabilities associated with an interest, and the
participation, management, and control rights associated with an
interest. Each of these components may be uniquely delineated for each
separate interest in an LLC. Under the statute, the economic rights
pertaining to any LLC membership interest may be transferred without
the prior consent of other members under the Act, subject to contrary
provisions in governing documents. However, unanimous approval of the
members-unless the governing documents stipulate a lesser required
vote-is required for an economic interest owner or an unaffiliated
individual to become a member of the LLC.'

This dichotomy in LLC interests and restrictions on transferability
follows the familiar rules applicable to limited partnership interests.57

The lack of free transferability is not typical of corporate shares,
although it is often imposed contractually in closely held businesses.
Indeed, imposing restrictions on transferability of interest is generally
a critical element of achieving the desired tax results for S corporations
due to external restrictions on who or what can own such interests.

G. Transfer of Interests

An LLC interest is deemed personal property, and economic rights are
freely assignable unless otherwise agreed.' The transfer of interests
occurs under the same provisions of the governing documents as the
admission of new LLC members.

H. Distributions

Subject to the statutory default provision of per capita distributions,
a Georgia LLC may allocate distributions to its members in any manner,

55. See id. § 14-11-314 (Supp. 1993).
56. Id. §§ 14-11-502 to -503.
57. Id. § 14-9-702 and -301.
58. Id. § 14-11-502.
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but such allocations must be in the articles of organization or a written
operating agreement to be given effect. 9 The governing documents
may also provide when members may receive distributions prior to
dissolution of the LLC. Unless otherwise provided, no member has the
right to a distribution in any form other than cash."°

Distributions must be made subject to dual equity and balance sheet
solvency tests."1 At first blush, one may question the inclusion of this
provision in the statute. The provision was included, however, because
the drafters felt it to be a matter of prudent policy and beneficial to the
use of the LLC form. In effect, the statute creates a special limitation
on actions to reclaim wrongful distributions. It may well limit the
applicable remedies under which such distributions can be attacked by
creditors.

The statutory scheme of distributions in LLCs is similar to that of a
partnership, in which the partnership agreement allocations are
discretionary, and is unlike that of a corporation, in which every share
within a single class or series must be treated equally or pro rata in
accordance with stock holdings.

I. Events of Dissociation and Dissolution

O.C.G.A. section 14-11-405 provides the standards for dissociation that
can trigger liquidation of an LLC.6" This statutory default ensures that
the LLC obtains treatment as a partnership for federal tax purposes.
However, the statutory default of liquidation on dissociation can be
varied by contract. The flexibility incorporated in the statute, although
desirable for business purposes, can result in the LLC failing this critical
test and inadvertently being taxed not as a partnership, but a corpora-
tion.

The Georgia LLC Act provides by default that certain events,
including the voluntary withdrawal, death, bankruptcy, redemption, or
removal of a member, result in the dissociation of a member.63 This is
important because an LLC is dissolved when certain specified events
occur, including-again, subject to contrary agreement in the articles of
organization or in a written operating agreement-the dissociation of a
member, unless within ninety days of the event of dissociation the other
members vote to continue the LLC. 4 If during this ninety day period

59. Id. § 14-11-404.
60. Id. § 14-11-406.
61. Id. § 14-11-407 (which follows O.C.G.A. § 14-2-640 (1989)).
62. Id. § 14-11-405.
63. Id. § 14-11-601.
64. Id. § 14-11-602.
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dissolution is not averted and the LLC is continued, the LLC commences
"winding up" in the same manner as a partnership does, with marshal-
ing of assets, payment of creditors, and distribution of the balance of
assets to the members in accordance with the agreement. Only after
this process has been completed does an LLC file a certificate of
termination.65 Thus, LLCs are like partnerships with respect to
dissolution. Rather than marking the end of existence as an entity, as
is the case with corporations, dissolution of an LLC indicates the
commencement of the winding up process.

The Georgia Act also provides for judicial and administrative
dissolution of an LLC where it is either not reasonably practicable to
carry on the LLC's business in accordance with its governing documents,
or where the LLC has failed to comply with Secretary of State require-
ments." These provisions are, again, analogous to those applied to
corporations. 7 One advantage of the new limited liability company
statute is the provisions of O.C.G.A. sections 14-11-606 through 14-11-
608.6 These provisions give the dissolving limited liability company a
procedure for barring claims, both known and unknown, against the
dissolved LLC within a relatively short period of time.

J. Remedies/Derivative Actions

The Georgia LLC Act provides a default rule of unanimous approval
of members for certain fundamental actions such as dissolution, merger
or sale of substantially all assets, admission of members, amendment of
articles of organization or written operating agreement, reduction in
capital, and approval of distributions.69 This requirement may be
varied in the articles or written operating agreement.

Unless otherwise provided in the articles of organization or written
operating agreement, dissenters' rights are afforded to LLC members
who are opposed to any fundamental action of the LLC that will
otherwise be approved, whereby the member in question demands and
obtains payment of the fair value of its interest.7" Formal dissenters'
rights procedures are established in the Act. These procedures are
adapted from and generally follow the corporate statutes.71

65. See id. §§ 14-11-604 to -609 (Supp. 1993).
66. Id. § 14-11-603.
67. Id. §§ 14-2-1420 to -1423; Id. § 14-9-802 (limited partnerships).
68. Id. §§ 14-11-606 to -608.
69. Id. § 14-11-308(b).
70. See id. §§ 14-11-1001 to -1006.
71. Id. §§ 14-2-1320 to -1327.
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The right to inspect the organization's operational, accounting, and tax
records is also separately available to LLC members, upon reasonable
request, although a formal right to an accounting is not required by the
Act.72 Nevertheless, the governing documents may provide for the
imposition of penalties on members or managers who fail to perform in
accordance with the terms of the LLCs governing documents.73

If certain preconditions regarding a formal written demand and lapse
of time are met, members of an LLC have the right to commence a
derivative action in the name of the LLC to recover a judgment in its
favor. The court in which such an action is brought may dismiss the
action if it determines that certain qualified parties have concluded such
action would not be in the best interests of the LLC.74 This detailed
procedure is adapted directly from the Georgia Corporate Code75 and
is much more detailed than the rules applicable to limited partner-
ships.76 Unlike dissenter's rights, this right to derivative action cannot
be varied by contract.

K Foreign LLCs

The registration of foreign limited liability companies in Georgia is
governed by O.C.G.A. sections 14-11-701 to -712.7 The provisions are
substantially similar to the corporate and partnership filing require-
ments.

78

L. Mergers and "Conversions"

In general, Georgia LLCs are permitted to merge with or into other
domestic and foreign business entities, other than a corporation,
provided the statute governing the other form of entity permits such
mergers and a written agreement is executed by the constituent
parties.7" The merger provisions were paired by conforming changes
to GRULPA regarding limited partnerships. The Corporate Code,
however, was not amended to permit mergers with LLCs in response to
concerns that the conforming amendments would be too substantial and
that more thought was required by the corporate bar. Also, concern was

72. Id. § 14-11-313.
73. Id. § 14-11-304(c).
74. See id. §§ 14-11-801 to -805.
75. Id. §§ 14-2-740 to -747.
76. Id. §§ 14-9-1001 to -1004.
77. Id. §§ 14-11-701 to -712.
78. Id. §§ 14-2-1501 to -1519 and §§ 14-9-901 to -908.
79. Id. §§ 14-11-901 and -902.
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expressed that permitting corporations to merge into LLCs might have
significant unintended consequences to shareholders.

Although Georgia corporations are not permitted to merge with LLCs
or with limited partnerships, other provisions have been made for a
corporation simply to elect to become an LLC by filing a certificate of
election with the Secretary of State.' Indeed, O.C.G.A. section 14-11-
212 is one of the most original and creative ideas in recent LLC
drafting.81 This provision of the statute, which originated with the
Committee Chairman, Bob Bryant, permits various existing entities to
elect LLC status by simply filing a certificate of election with the
Secretary of State. This extremely flexible approach will make the
utilization of the new Act extremely simple for many existing businesses,
particularly for professionals and existing firms that wish to avail
themselves of this new form of business.

Practitioners should remember, however, that electing LLC status can
have extraordinary tax consequences to a corporation and its sharehold-
ers. Such an election will be treated as the liquidation of the corpora-
tion-a transaction potentially triggering taxable gain to the electing
corporation and the corporation's shareholders.

M. Other Administrative Matters

LLCs must file annual registration with the Secretary of State similar
to the filings for Georgia corporations and limited partnerships.82 Fees
for various filings are contained in O.C.G.A. section 14-11-1101. 83

IV. STATE AND FEDERAL INCOME TAXATION OF LLCs
The primary tax goal of an LLC is qualification and taxation as a

partnership. The obvious benefit of taxation as a partnership, rather
than as a corporation, is that partnerships are not deemed to be separate
taxable entities. The taxable income, loss, credits, and deductions of a
partnership flow through to its partners, who report such items on their
own returns to the extent they are utilizable. On the other hand,
corporations are taxed twice on their income: once at the entity level at
corporate rates, and again to shareholders when they receive distribu-
tions to the extent such distributions exceed shareholder capital
contributions or are deemed dividends. A secondary benefit to taxation

80. Id. § 14-11-212.
81. Id.
82. Id. § 14-11-1103.
83. Id. § 14-11-1101.
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as a partnership is the LLC's ability to specially allocate these same
items of income, loss, credits, and deductions among its members."

The Georgia LLC Act specifies that both Georgia and foreign LLCs
will be classified as partnerships for Georgia tax purposes unless
classified otherwise for federal tax purposes, in which case the LLC's
federal tax classification will carry through for Georgia purposes.8'
Therefore, it will be critical for a Georgia LLC to meet the federal
criteria for classification as a partnership.

Revenue Ruling 88-76" and all subsequent revenue and private
letter rulings87 determining the classification of an LLC for tax
purposes apply the standard federal test, namely, whether an unincorpo-
rated organization lacks at least two of the four characteristics that the
Service deems to be corporate characteristics. Those four corporate
characteristics are: limited liability of owners, that is, no personal
liability of any interest holder under the laws of the state of organization
for debts of or claims against the organization; centralization of
management, that is, an individual or group of individuals, not including
all interest holders, has continuing exclusive authority to make all
necessary business decisions; continuity of life, that is, certain events
(including the death, insanity, bankruptcy, retirement, resignation or
expulsion of an interest holder) do not cause dissolution of the organiza-
tion; and free transferability of interests, that is, each interest holder (or
those holders owning substantially all of the interests in the organiza-
tion) can assign such holder's entire interest to another individual, not
already an existing interest holder, without the consent of all existing
holders.

Every Georgia LLC will statutorily possess the corporate characteristic
of limited liability. Official Code of Georgia Annotated section 14-11-303
states:

A person who is a member, manager, agent, or employee of a limited
liability company is not liable, solely by reason of being a member,
manager, agent, or employee of the limited liability company, under a
judgment, decree, or order of a court, or in any other manner, for a
debt, obligation, or liability of the limited liability company, whether

84. In accordance with partnership tax provisions of the Internal Revenue Code and
Treasury Regulations, the Service will respect special allocations to partners/members
subject to satisfying the "substantial economic effect" test articulated in extraordinarily
complex regulations under I.R.C. § 704; Treas. Reg. § 1-704-1.

85. O.C.G.A. § 14-11-1104 (Supp. 1993).
86. Rev. Rul. 88-76, 1988-2 I.R.B. 360.
87. Cf Rev. Rul. 93-3, 1993-2 I.R.B. 6; Rev. Rul. 93-5, 1993-3 I.R.B. 6; Rev. Rul. 93-6,

1993-3 I.R.B. 8, and 93-38, 1993-21 I.R.B. 4.
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arising in contract, tort, or otherwise, or for the acts or omissions of
any other member, manager, agent, or employee of the limited liability
company, whether arising in contract, tort, or otherwise.'

Therefore, a Georgia LLC must be carefully organized and operated in
such a manner as to avoid at least two of the other three corporate
characteristics. Each of the three remaining corporate characteristics
will be examined below, including any "safe harbor" statutory default
provisions and potential drafting "foot faults" relating to each character-
istic.

A. Centralization of Management

Current Treasury regulations provide that an organization has
centralization of management if any person or group of persons that does
not include all members of such organization has continuing exclusive
authority to make all necessary business decisions, and such authority
does not require ratification by members of the organization.89 In a
limited partnership context, the existence of a general partner with sole
management rights effects centralized management. Likewise, where an
LLC is managed by one or more "managers" as such, with sole authority
to manage the LLC, the LLC will have centralized management.' The
issue technically may be less clear where the term "management" is
defined in LLC governing documents in a different and narrower way
than it is defined in the statutory provisions, or when the managers'
ability to bind the LLC is significantly limited. However, the Service
seems to look primarily at the fact of management, rather than the
method and scope of management, in determining whether centralized
management exists. Thus, where one subset of three members of a
twenty-five member LLC was chosen to manage the LLC, the Service
found centralized management.91 The one safe harbor available to
avoid centralized management is when management authority is
reserved to all members of an LLC.92 In that case, the LLC resembles
a general rather than a limited partnership. The Service deems general
partnerships, at least those organized in Uniform Partnership Act states
such as Georgia, not to have centralized management because each
general partner has statutory management rights.9 3

88. O.C.G.A. § 14-11-303 (Supp. 1993).
89. Tress. Regs. § 301.7701-2(e)(1) (1993).
90. See, e.g., Rev. Rul. 93-38, 1993-21 I.R.B. 4 (an LLC managed by three managers

elected on an annual basis held to be centrally managed).
91. See Rev. Rul. 88-76, 1988-2 C.B. 360.
92. Priv. Ltr. Rul. 90-10027 (Dec. 7, 1989).
93. See Treas. Regs. § 301.7701-2(cX4) (1993); Priv. Ltr. Rul. 88-47-003 (Aug. 22,1988).
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B. Continuity of Life

An organization possesses the corporate characteristic of continuity of
life if the "dissociation"--generally, the death, insanity, retirement,
bankruptcy, redemption, resignation, or expulsion--of a member of such
organization does not result in the dissolution of the organization. For
instance, a corporation has continuity of life because it will continue to
exist despite a 'shareholder's dissociation. On the other hand, a
partnership will dissolve upon an event of dissociation of any partner in
the case of general partners, and of a general partner in the case of a
limited partnership.

The Service will determine that an organization lacks continuity of life
if, upon an event of dissolution, the organization must either terminate
or obtain the requisite consent to continue its business.' The Georgia
LLC Act provides that an LLC member will be dissociated from the LLC
upon the occurrence of certain enumerated events.9' "Subject to
contrary provision in the articles of organization or a written operating
agreement," the LLC will dissolve ninety days after any event of
dissociation with respect to any member, unless the LLC is continued by
written consent of all other members." Therefore, an LLC with
statutory default dissociation and dissolution provisions will definitely
lack continuity of life. On the other hand, requiring a unanimous vote
to continue the LLC's business upon every event of dissociation may
impose significant burdens on the operation of the LLC.

It is possible to draft the LLC governing documents in such a way as
to lessen this burden, either by limiting the events that will cause a
dissolution or by easing the consent requirement to continue an LLC
upon dissolution. However, great risks arise of running afoul of the
Service's test. For instance, an agreement might provide that the
occurrence of a statutory cause of dissociation of only one specified
member of an LLC will cause dissolution of the LLC. Before pursuing
this route, however, the drafter should consider whether that member
should also be a manager of the LLC.97 The Service has indicated that
an LLC lacks continuity of life if its operating agreement requires both
unanimous managers' consent and majority (versus unanimous)
members' consent to continue the LLC upon the occurrence of a statutory

94. Prop. Treas. Regs. § 301.7701-2(bXl), 57 Fed. Reg. 32472 (1992).
95. O.C.G.A. § 14-11-601(a) (Supp. 1993).
96. Id. § 14-11-602(4).
97. In Priv. Ltr. Rul. 9210019 (Dec. 6, 1991), a Texas LLC utilized such a provision

with respect to a member/manager and was found to lack continuity of life, when
continuation of the LLC had to be approved by member vote.
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event of dissolution.9" However, a pre-agreement between members to
continue the business of an LLC upon an event of dissociation or
dissolution may cause the LLC to possess continuity of life."

C. Free Transferability of Interests

An organization possesses the corporate characteristic of free
transferability of interests if each of its members or those members
holding "substantially all" of the interest in the organization have the
power, without the consent of the other members, to substitute for
themselves in the same organization a person who is not a member of
the organization. lo This substitution must encompass both the
economic rights and the rights to participate in management and control
of the organization appertaining to membership in the organization.
Like limited partnerships, the ability to freely transfer the mere right
to share in profits or the economic ownership interest in an LLC does
not equal free transferability for purposes of the Service's test.101

Furthermore, a mere right of first refusal for the nontransferring
members of an LLC will not, itself, negate free transferability. 2

Free transferability of interest in an LLC hinges on two factors: the
type of consent that is necessary, and the percentage of interests with
respect to which transfer is restricted.0 3 The safe harbor, contained
in Georgia's statutory default provision, lies in requiring unanimous
member approval for the transfer of every membership interest in an
LLC.M4 With respect to variations on the type of consent required for
a transfer, the Service has determined that free transferability is lacking
for LLCs when transfers are conditioned upon the consent of the
managers and a majority of members, as well as when transfers are
conditioned upon the consent of managers or by members owning at
least two-thirds of outstanding units, excluding the transferred units.05

98. Priv. Ltr. Rul. 92-26-035 (Mar. 26, 1992).
99. See Priv. Ltr. Rul. 89-37-010 (June 16, 1989). But see Prop. Treas. Regs.

§ 301.7701-2(b)(2), 57 Fed. Reg. 32472 (1992), which states that such an agreement (i.e.,
that upon an event of dissociation of the LLC business will continue) does not establish
continuity of life if, under local law, such event causes dissolution of the organization in
such event notwithstanding the agreement.

100. Treas. Regs. § 301.7701-2(d) (1993).
101. Id.
102. Id.
103. Rev. Proc. 92-33, 1992-1 C.B. 782.
104. See O.C.G.A. §§ 14-11-505(c) and -503(1) (Supp. 1993).
105. See Priv. Ltr. Rul. 92-19-022 (Feb. 6, 1992); Priv. Ltr. Rul. 92-18-078 (Jan. 31,

1992).
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With respect to the percentage of shares which are restricted, the term
"substantially all" interests has not been defined specifically for LLCs,
but has been discussed by the Service in the context of limited partner-
ships. In Revenue Procedure 92-33, the Service held that free transfer-
ability is lacking when interests exceeding twenty percent of all
partnership interest in profits, losses, deductions, and credits are subject
to transfer restrictions.106 This rule was applied without reference to
limited or general partner interest. It is therefore theoretically possible
to exempt a certain member or member/manager's interests from any
restrictions on transferability, so long as more than twenty percent of
total LLC interests in allocable items are validly restricted.

The above discussion of statutory default provisions and possible
variations in each of these areas is intended to illustrate the absolute
necessity for careful contemplation of the goals of an LLC's members and
managers, in conjunction with the technical aspects of qualification as
a partnership for tax purposes. If an LLC is to be member-managed
(and therefore centrally managed), then continuity of life must be
avoided and the LLC members must cede free transferability of their
interests. Otherwise, the LLC will possess a preponderance of corporate
characteristics and be taxable as a corporation. If an LLC is to be
member-managed, it would appear that free transfer of membership
interest is permissible-but only if member management is not so
circumscribed as to be deemed centralized for purposes of the regulatory
standards. The bottom line in drafting the Georgia LLC's governing
documents is this: make sure someone familiar with the partnership tax
qualification provisions has reviewed the LLC governing documents.

V. SPECIAL LEGISLATIVE CONCERNS

During the legislative process, two issues emerged that concerned the
legislature and required specific responses from the drafting committee.
The drafters assumed that the courts would ultimately formulate
doctrines using historic common law principles as to when the limitation
on liability of members can be pierced, principles generally referred to
in the corporate context as "piercing of the corporate veil." Certain
legislators expressed a desire to make such doctrines explicitly applica-
ble to LLCs. In order not to unduly chill the use of LLCs, the language
that now appears as the second sentence of O.C.G.A. section 14-11-314
was added to make clear that the general laws with respect to the
disregarding of legal entities apply. However, because of the informal
nature of LLCs, the language also makes clear that the failure to

106. Rev. Proc. 92-33, 1992-1 C.B. 782.

1993]



46 MERCER LAW REVIEW [Vol. 45

observe formalities is not germane for this purpose."7 In this particu-
lar area, LLCs enjoy an advantage over corporations.

Another legislative concern was whether ownership interests in LLCs
constitute securities. Under general principles, an interest in a general
partnership is usually not a security. On the other hand, an investment
contract or a limited partnership interest generally is a security. 8

Because of the variety of businesses and circumstances that are
anticipated to adopt the LLC form, and in response to concerns
expressed by representatives Denmark Groover, Ray Barnes, and
sponsor Thurbert Baker, language that now appears as O.C.G.A. section
14-11-1107(n) makes clear that the general test for the determination of
whether LLC interests constitute securities will continue to apply.'
In this regard, both legislators and practitioners agreed that it was wise
to rely on general principles to answer this question.

Thus, whether an LLC interest will constitute a security under these
tests will require a case by case analysis. Therefore, practitioners will
need to carefully consider the securities implications of each formation.
At least with respect to member-managed LLCs, however, there is an
excellent argument that such interests do not constitute securities.

107. O.C.G.A. § 14-11-314 (Supp. 1993).
108. Even where an interest in a company does not constitute stock, it still constitutes

a security if it is an investment contract. The Supreme Court has specifically ruled that
stock constitutes a security in all cases, regardless of the fact that 100% of the stock of the
corporation is being sold. See SEC v. Howey, 328 U.S. 293 (1946). An investment contract
is "a contract, transaction or scheme whereby a person invests his money in a common
enterprise and is led to expect profits solely from the efforts of the promoter or a third
party .... . Id. at 299. Because the limited partners are generally precluded from
participating in the control and management of a limited partnership, it has generally been
held that a limited partnership interest is a security. See, e.g., Briskin v. Glickman, 267
F. Supp. 600 (S.D.N.Y. 1967); L&B Hosp. Ventures, Inc. v. Healthcare Intl, 894 F.2d 150
(5th Cir.), cert. denied, 111 S. Ct. 55 (1990). Not all limited partnership interests are
automatically securities, however. See, e.g., Bank of Am. Natl Trust & Say. Ass'n v.
Rittenhouse Assocs., 595 F. Supp. 800 (E.D. Pa. 1984). -Similarly, under the UPA, a
general partner has the right to participate in the management of the entity and generally
is not thought to have an interest as a security. When, however, the general partnership
agreement restricts the participation of a general partner, the general partnership interest
can constitute a security, See, e.g., Pawgaw v. Silverstein, 265 F. Supp. 898 (S.D.N.Y.
1967); but see New York Stock Exch. v. Sloan, 394 F. Supp. 1303 (S.D.N.Y. 1975) and
Hirsch v. DuPont, 396 F. Supp. 1214 (S.D.N.Y.), affd, 553 F.2d 750 (2nd Cir. 1977).

109. O.C.G.A. § 14-11-1107(n) (Supp. 1993).
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VI. LLCs AND PROFESSIONALS

As noted above, LLCs generally offer their owners protection from
liabilities of the business enterprise on the same basis as shareholders
of a corporation.

The Georgia Limited Liability Company Statute specifically permits
professionals to elect to practice through as an LLC. Specifically
adverted to in the preamble, this general legislative intent is codified at
O.C.G.A. section 14-11-1107(f), which provides:

The laws of this state relating, to establishment and regulation of
professional services are amended and superseded to the extent such
laws are inconsistent as to form of organization with the provisions of
this chapter and are deemed amended to permit the provision of
professional services within this state by limited liability compa-
nies.'o6

However, O.C.G.A. section 14-11-1107(g) adds that the permission to
organize a professional practice is also subject to the respective
professions' governing boards."' Most importantly, the statute does
not alter the liability of a professional resulting from the professional's
own malpractice.1 2 Thus, use of an LLC will not shield professionals
from their own errors and omissions. By its terms, however, it will serve
to protect professionals from personal liability for the errors and
omissions of their professional colleagues, so called "derivative" or
"collateral" liability, unless some other statute or principle of law
requires a contrary result."3

It is noteworthy that the LLC statute is substantially broader than the
Professional Corporation ("PC") statute. 1 4  Thus, the professional
corporation statute specifically limits the use of PCs to certified public
accountants, architects, chiropractors, dentists, professional engineers,
land surveyors, lawyers, psychologists, medical and surgical physicians,
optometrists, osteopaths, podiatrists, veterinarians, registered profession-

110. Id. § 14-11-1107(f) (Supp. 1993). Because of the breadth of the language contained
in this section, it is also arguable that acts such as the Medical Practice Act, particularly
O.C.G.A. § 43-34-26 (1989), have been modified. A similar argument could also apply with
respect to the fee splitting statute. Id. § 43-34-37(a)(9).

111. O.C.G.A. § 14-11-1107(g) (Supp. 1993).
112. Id. § 14-11-314.
113. Note possible attacks on this limitation where a professional negligently fails to

supervise another. Also note the general judicial hostility on attempts to limit liability.
See, e.g., Downey v. Bexley, 253 Ga. 125, 317 S.E.2d 523 (1984) (citing Zagoria favorably
in the medical context).

114. O.C.G.A. §§ 14-7-1 to -7 (1989).
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al nurses, and harbor pilots."5 This implies that professions not so
denominated, cannot use the PC statute.16

Also interesting is the simplicity with which a professional firm may
elect to come under the LLC statute as contrasted with the much more
detailed requirements of the professional corporation statute. Thus, for
example, there is no limitation on purpose,"7 nor a requirement that
there be a licensed professional as a member."' There is no restriction
on ownership of an LLC." 9 Although transfers of LLC interests are
restricted, this rule can be varied by agreement. 2 ° Similarly, there is
no requirement that the name of the entity reflect professional corpora-
tion or association status.' 2'

In the face of the broad statutory grant, whether specific professions
may organize as LLCs requires an analysis of the licensing authority of
each board, an analysis which is outside of the scope of this Article.
Note, however, that each profession will be confronted with this issue
separately. Thus, for physicians, the issue depends on whether the
medical board moves to prohibit such actions. 22 Similarly, although
accountants were one of the moving forces behind the enactment of the
LLC statute in Georgia, and the statute specifically addresses changes
to permit use of this format, it apparently will still be necessary for the
State Board of Accountancy to promulgate amendments to its regulations
to conform and explicitly permit the use of the LLC format. The current
language in the regulations provides, "A licensee may practice public
accountancy only in a proprietorship, a partnership, a professional
association or a professional corporation, organized in accordance with
the [PC statute].123

Although it seems reasonably clear that lawyers are permitted to
organize as, or elect the status of, LLCs, the consequences for lawyers
are less clear than for other professionals. As noted above, by its terms
the LLC statute will result in limitations on liability for members as to
contractual obligations of the firm. And, on its face, the- new Act should

115. Id. § 14-7-2(2).
116. See 77 Op. Atty. Gen. 14 (Ga. 1977).
117. Contrast O.C.G.A. § 14-7-3 (1989).
118. Id. § 14-7-4(a),(b).
119. Contrast id. § 14-7-4(c).
120. Contrast the statutory limitations imposed on transferability of a PC's stock. Id.

§ 14-7-5.
121. Contrast id. § 14-7-6.
122. See id. § 43-34-20(1).
123. GA. CoMP. R. & REGS. 20-12.16. In January 1992, the AICPA approved a change

permitting the practice of accountancy in any form permitted by state law. AICPA Press
Release, January 15, 1992.
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also protect lawyers from personal liability and legal malpractice actions
arising out of acts of other members of the firm.

This latter issue is clouded, however, by the unfortunately overbroad
language of the supreme court in the one case in Georgia which has
addressed the issue as to lawyers. The problem is the meaning and
scope of the supreme court's treatment of the Georgia Professional
Corporation Act, O.C.G.A. sections 14-7-1 to -7124 in First Bank &
Trust Co. v. Zagoria.125

Although the issue was uncertain, prior to Zagoria there was at least
substantial authority for the proposition that the professional corpora-
tion statutes limited the liability of lawyers in the firm for the errors or
omissions of other lawyers. Thus, ABA Formal Opinion No. 303,126
approved the formation of professional corporations by lawyers, provided
the lawyers rendering the service to the client remained personally liable
to the client and the restrictions on the liability of other lawyers in the
professional corporation were made apparent to the client.

Following this logic, the Rhode Island Supreme Court accepted the
limitations on limited liability in that state's professional corporation act
as a matter of legislative power.27 In contrast, the Hawaii Supreme
Court ruled that liability of an incorporated attorney for malpractice
could not be limited through use of a PC. 128

With this background, Zagoria may well be an example of hard cases
making bad law. In that case, Stoner, a shareholder of a two lawyer law
firm organized as a professional corporation was sued by clients to
recover escrow funds that had been entrusted by the clients of the PC to
the PC in connection with representation of these clients by the PC's
other shareholder, Zagoria, in closing real estate transactions. The
clients' funds were in effect embezzled and stolen by Zagoria from the
PC escrow account. Stoner had no role in the representation of the
clients or the improper withdrawal of the funds. Apparently, however,
since the account was a firm escrow account, Stoner either had joint
signature power over or the power to monitor the accounts. When sued,
Stoner contended he could not be held personally liable for Zagoria's
actions, because he was a mere shareholder. The court of appeals

124. O.C.G.A. §§ 14-7-1 to -7.
125. 250 Ga. 844, 302 S.E.2d 674 (1983).
126. 48 A.B.A. J. 159 (1962).
127. See In re Rhode Island Bar Aas'n, 263 A.2d 692 (1970).
128. See Petition of Bar Aas'n of Hawaii, 516 P.2d 1267 (1973). See also In re Florida

Bar, 133 So. 2d 554 (1961) (court approved formation of PCs by lawyers in Florida, but did
not address whether lawyer/shareholders could be insulated from personal liability for legal
malpractice by other professionals).
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accepted this argument.' On appeal, however, the supreme court
reversed. That court, in extremely broad statements not necessary to
the case, relied on its inherent power to regulate the practice of law as
permitting it to reach the result.' 0

It is possible to read Zagoria narrowly for the proposition that a
lawyer in a firm cannot use the corporate shield to protect himself from
claims arising from acts of his cosignatory that he was in a position to
monitor. Thus Zagoria could easily be limited in many particulars,
perhaps the most important being that lawyers should only have
derivative liability for cases of negligent failure to supervise that give
rise to actual fraud by the coworker. Unfortunately, however, these
sound readings are certainly questionable. The breadth of the language,
provoked 6y the justifiable outrage the court felt at such conduct, is
broader than necessary to the decision of the case.

Interestingly, in other contexts, the supreme court has repeatedly
upheld the constitutionality of a variety of the statutes limiting various
causes of action as being legitimately within the scope of the legislative
power.13 Thus there is an excellent argument that the explicit policy
statements represented by the LLC statute..2 should be given effect to
limit these causes of action against lawyers who are not directly liable
for negligence or malpractice. Why this admitted legislative power to
limit causes of action should not apply when clearly articulated, as in
the case of the LLC statute, is unclear.

At a minimum, with the new LLC statutes, law firms electing LLC
status will be able to raise the issue and relitigate Zagoria in the context
of a clear statement of legislative policy. It is hoped that in the face of
this clear statement of legislative policy, the courts will use the
opportunity to limit Zagoria to appropriate situations of negligent
supervision and actual fraud. In any event, even if Zagoria is extended
to apply to LLCs, such entities may provide significant benefits in other

129. Zagoria v. DeBose Enters., 163 Ga. App. 880,296 S.E.2d 353 (1982), rev'd, 250 Ga.
844, 302 S.E.2d 674 (1983).

130. See 250 Ga. at 845, 302 S.E.2d at 675.
131. See, e.g., The Workers Compensation Act, O.C.GA. tit. 34 (1989); City of Macon

v. Benson, 175 Ga. 502, 166 S.E. 26 (1932). The Retraction Statute applicable to libel
actions. See Kelly v. Hall, 191 Ga. 470, 12 S.E.2d 881 (1941). The Tax Reform Act which
imposed a $250,000 cap on punitive damages. Bagley v. Shortt, 261 Ga. 762, 410 S.E.2d
738 (1991). The Medical Malpractice Reform Act requires all suits for professional
malpractice, including those against lawyers, to be accompanied by an affidavit. Lutz v.
Foran, 262 Ga. 819, 427 S.E.2d 248 (1993); Cheeley v. Henderson, 261 Ga. 498, 405 S.E.2d
865 (1991).

132. O.C.G.A. § 14-11-1007(h) (Supp. 1993). The Georgia Professional Corporation Code
is considerably less clear on this issue.
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areas. LLCs could provide limitations on liability as to matters of
contract, such as leases, equipment financing and general account
creditors, and nonprofessional claims, such as allegations of Title VII or
nonprofessional personal injury or intentional tort claims.

There is little to be lost and much to be gained by any professional
organization electing LLC status. The simplicity of management, the
flexibility of operation, and the simplicity of the election procedure
suggest that this would be a viable alternative for all professionals,
including accountants, doctors, architects, engineers, environmental
engineers, and virtually any other kind of service industry giving rise to
substantial risks for claims growing out of alleged errors and omissions.

Professionals electing LLC status should be aware, however, of the
trap of electing LLC status without a written agreement. In the absence
of a written agreement, the LLC format opts for a unanimous consent to
matters of firm governance, liquidation in the event of dissociation of a
member, per capita voting, and per capita distributions of profits, losses,
and distributions. Few professional firms operate on this basis. Imagine
the surprise of a professional firm, which has elected LLC status without
obtaining a written operating agreement, when a disaffected former
member seeks to set aside or disavow an action to which that member
objects, or seeks financial accommodations upon withdrawals from the
firm that are inconsistent with the firm's unwritten agreement!

Another issue of particular concern to professionals is the applicability
of IRC § 1256(e)(3)(B) and whether LLCs are required to adopt the
accrual method of accounting.'33 The answer turns upon whether LLC
members are classified automatically as limited partners.

VII. OTHER ISSUES

Before Georgia practitioners elect to use limited liability companies,
they should carefully review other issues that can make use of LLCs
disadvantageous. Perhaps most important is the uncertainty that
surrounds the transaction of business by such entities in states which do
not recognize the entity. The concern is that the limitation on liability
accorded to shareholders will not be recognized because the entity will
not be recognized. The concern is similar to that which for some years
raised questions as to limitations of the liability of shareholders of
Massachusetts business trusts. 3 4

133. I.R.C. § 1256(e)(3)(B).
134. Although most states have recognized limitations on shareholder liability for

Massachusetts business trusts, Texas has been for many years the leading state
expounding the minority rule that Massachusetts business trusts, as forms of entities other
than corporations and limited partnerships specifically sanctioned by statute, will not be
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Another is the issue of multistate tax planning. Although the vast
majority of states which have addressed the issue have concluded that
LLCs will be taxed for state law purposes the same as under the
applicable federal principles, this issue is not always clear. Perhaps the
most noteworthy exception to this rule is Florida which has ruled that
LLCs will be specifically taxable as corporations.13

VIII. CONCLUSION

The Georgia LLC statute presents significant planning opportunities
for businesses and professionals. As acceptance for this new hybrid
entity continues to grow, practitioners will need to understand how to
manipulate these entities to achieve both tax and business planning
opportunities for clients.

recognized as achieving limited liability in Texas. Thompson v. Schmitt, 274 S.W. 554
(1925); Loomis Land & Cattle Co. v. Diversified Mfg., 533 S.W.2d 420 (1976).

135. F.S. § 608.471(l) (1992).
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