Series LLCs: Practical Pointers an<
Tax Implications

lllinoisan can now enjoy the
cost-effective protection
afforded by the series limited
liability company. However,
advisors need to beware the
danger in failing to properly
separate assets in the series
and to note unanswered
questions about taxation the
series LLC.

By Randail H. Borkus and
Kimberly J. Myers
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n [llinois series limited liability company
(“ISLLC”) is a single legai entity thar aitows 11s
members to partition assets and liabilities among
various “series” and permits different economic
arrangements for each series within the single entity.

From an asset protection viewpoint, separating “high Lability” assets and
businesses from other assets, especially from “low or no liability™ assets, is
always a good idea. For example, an individual who owns an airplane and
rental real property should not own both within the same legal entity. More-
over, large amounts of liguid assets such as cash and securities should not be
held in the same legal entity as an airplane, rental real property, or trucking
business. ;

Smart business practices require that every individual business or major
business asset be segregated into different limited liability entities. In the per-
fect scenario, someone owning 35 rental properties would have 35 separate
limited liability companies, one for each rental properiy. Not surprisingly,
this becomes impractical for many clients because of the administrative, com-
pliance, and government costs that are inherent to such 2 structare.

So what is a cost-effective way for a businessperson who owns 35 rental
properties to protect his or her assets from unrelated Liabilities between the
different properties? lllinois limited liability company law has an answer.

The ilinois Serles Limited Liability Company )

Effective August 16, 2005, Illinois amended its Limited Liability Company
Act (805 ILCS 180/1-1 et seq) (“Act™) to permit the designation of “series™
of ownership interests. Section 37-40(a) of the Act states as follows:

An operating agreement may establish or provide for the establishment of desig-

nated series of members, managers or limited liability company interests having

separate rights, powers or duties with respect to specified property or obligations
of the limited liability company or profits and losses associated with specified
property or obligations, and to the extent provided in the operating agreement, any
such series may have 2 separate business purpose or investment objective.

805 ILCS 180/37-40(a).
The uniqueness of the “series” structure is that the members of an ISLLC
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can hold separate property interests in
separate series that are compartmental-
ized for liability purposes. The profits
and losses as well as the assets and
Liabilities of each series are legally sepa-
rated from each other.

The significant advantage of this
structure is the ability of a business
owner to hold all of his, her, or its in-
vestment properties or lines of business
in one master LL.C (with an uniimired
number of other members), without the
attendant cost of forming and maintain-
ing multiple legal entities. An ISLIC is
similar in structure to a parent company
with multiple tiers of subsidiaries, inso-
far as the risks and labilities associated
with each series are insulated from the
risks and liabilities of every other series.

However, unlike the “affiliated com-

_pany” structure, an ISLLC may sig-
nificantly reduce legal, accounting, and
other administrative and compliance ex-
penses (including taxes). Therefore, the
ISLLC has the effect of accommodating
multiple subsidiaries without the asso-
ciated organization, maintenance, and
compliance expenses.

Formation reguirements

The importance of separateness. Sec-
tion 37-40(b} of the Act zllows for
limitation on liabilities with respect to
each series by providing that all debts,
liabilities, and obligations with respect
to a particular series shall be enforce-
able against the assets of such series only
and not against the assets of the ISLLC
generally or any other series, and none of
the debts, liabilities, and obligations with
respect to the ISLL.C generally or of any
other series shall be enforceable against
the assets of such separate series.

This limitation on liability is available
provided the ISLLC conforms as follows:

{1) the operating agreement must create -

one oOr more separate series; (2} separate
records for any such series must be main-
tained; (3) the assets associated with
each series must be held and accounted
for independently from the other assets
of the LLC or any other series; (4) the
operating  agreement must provide for
such separate accounting of assets and
liabilities; (5) notice of the limitation
on liabilities of a separate series shall be
set forth in the articles of organization;
and (6) the LLC must file a “certificate
of designation” with the office of the II-
linois Secretary of State for each separate
series of the LLC.

In the case where a client fails to
follow the separateness requirements de-
scribed above, hazards loom.

Fiercing the veil. When a series is
operated in a manner truly independent
and separate from other series, there
is no greater public policy reason for
disregarding the “internal” shields of an
ISLLC than there is for disregarding the
overall shield of an LLC or a corpora-
ton.

However, where assets or operations
are commingled, the separateness re-
quirements are ignored, series are un-
dercapitalized (or under insured), the
conduct or representations of the ISLLC
contradict the constructive notice of seg-
regation given in the articles of organiza-
tion, or other abusive facts are present,
courts can be expected to exercise their
equitable powers to “pierce the veil” of
the ISLLC.

The piercing-the-veil doctrine is an
equitable doctrine, giving courts discre-
tion in applying it to prevent the mem-
bers of an ISLLC from abusing their
limited liability shield. Creditors and
tort claimants may argue thar the ISLLC
failed to provide sufficient notice of the
separateness of each series and thus that
the court should exercise its equitable
powers to disregard the separate sta-
tus of each series and apply all of the
ISLLC’s assets to satisfy the creditor’s
claim.}

On its face, a creditor’s claim of lack-
of-notice should fail. Section 37-40(b) of
the Act states “[t]he fact that the articles
of organization contain the foregoing
notice of the imitation on liabilities of a
series and a certificate of designation for
a series is on file in the Office of the Sec-
retary of State shall constitute notice of
such limitation on liabilities of a series.”
8035 ILCS 180/37-40(b).

Nonetheless, it is in a client’s best
interest to take every feasible step to give
potential creditors actual notice of the
existence of a separate series.

How to avoid the pitfalis

To ensure the asset protection ben-
efits of an ISLLC, the members must
observe the formalities and operate each
series as a separate business from the
other series and the ISLLC itself. Fol-
lowing are steps that an ISLLC can
take to increase the likelihood that
creditors will receive actual notice of
the segregated status of each series.

As required in section 37-40(c),

VOL. 95 | JANUARY 2007 | ILLINOIS BAR JOURNAL | 3




LLCs | Continued

each series must adopt a distinctive busi-
ness name that is distinguishable from
the names of the other series but includes
the full name of the ISLLC. For example,
if the Borkus Family held Blackacre,
Whiteacre, and Greenacre in different
series of an ISLLC, The Borkus Fam-
ily Series LLC, the ISLLC would file a
certificate of designation for each of the
series. The series’ legal names could be
“Blackacre Series of The Borkus Fam-
ily Series LLC”™, or “Whiteacre Series
of The Borkus Family Series LLC,” and
“Greenacre Series of The Borkus Family
Series LLC.” In these examples, a credi-
tor dealing with the Greenacre Series
would have a difficult time showing a
justifiable belief that it was dealing with
the entire Borkus Family Series LLC.

In all cases, each separate series’ man-
ager should sign all contracis, deeds,
instruments, and other documents on
behalf of that series in a way that puts
the creditos, recipient, or public at large
on notice that the document is being ex-
ecuted solely on behalf of a specific series
within an ISLLC. The signature block of
the contract might look like this:

Whiteacre Series of The Borkus

Family LLC

By:

Manager, Whiteacre Series of The

Borkus Family Series LLC

The members should use series-spe-
cific checks, business cards, and statio-
nery to give notice to third parties that
they are dealing with a separate series of
the ISLLC. These formalities are easy to
observe and bolster the protection that
the Act provides to the ISLLC.

Deeds to real property must be re-
corded in the name of each individual
series to provide constructive notice on
creditors. Pocket deeds and improperly
recorded deeds provide a formidable ar-
gument for a creditor to use against the
limitation of liability of an ISLLC and
the separate series.

Additionally, when real property is
transferred to an ISLLC, take special
care to avoid termination of coverage
under the members’ title insurance pol-
icy. In Gebbardt Family Restaurant,
LLC v Nation’s Title Ins Co of NY2
the court held that a transfer of land
from two family members to an LLC, of
which they were the only members, ter-
minated coverage under a policy naming
the individual family members as the in-
sured parties.* Mortgage companies will
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also require notice of any transfer*

Assets of separate series must not be
commingled. A separate bank account
must be established and separate books
and records must be maintained for each
individual series.

There should also be adequate capi-
talization and liability insurance depend-
ing on the nature and extent of the busi-
ness. Though not required by statute, the
members should have annual meetings
and produce statements about the past
business year and expectations for the
future. The meetings should be docu-
mented in a minute book and kept in the
ISLIC’s office and also in the attorney’s
office.

Loans between each series must be
properly documented as arms-length
transactions and approved by the man-
ager or managing members of each series
involved.

Transactions between the series
should be conducted in an arm’s-length
manner at fair market values using the
appropriate interest rates (AFR).* When-
ever possible, appraisals, valuations and
comparables must be obtained in con-
nection with any sales, leases, and other
transfers between series.

How are assels in
the series taxed?

The primary tax issue is whether the
ISLI.C and its separate series should
be treated as separate taxable partner-
ships or as a single partmership. Under
federal tax law, it is unclear whether
each separate series is owned by the
LLC itself as an umbrella entity or the
LLC is a transparent legal vehicle with
the members owning the series directly.
LLCs are most often drafted with the
intent of being taxable as a parmership
under subchapter K of the Tax Code
rather than as a corporation.¢ To date,
the Treasury Department has not issued
any direct guidance on the tax treatment
of series LLCs.

However, [ilinois law gives us flex-
ibility. Under section 37-40(b} of the
Act, the LLC and its series may elect to
consolidate their operations as a single
taxpayer to the extent permitted under
applicable law. In general, an entity o
ganized under state law will not always
be recognized as a separate entity for
federal tax purposes’ (e.g., a separate
series of a series LLC). Therefore, it may
be reasonable ro surmise that the IRS
could treat the ISLLC and its separate



series as a single tax entity, regardless of
the number of series registered, but the
reality is that the issue remains ambigu-
ous without the IRS’s firm gunidance.

While the assets and liabilities of each
series within an ISLLC are segregated for
state law purposes, federal income tax
treatment of the series LLC and each of
its series remains potentially erratic.

Further study reveals varying opin-
ions. It has been argued that one must
examine the LLC’s lines of business and
profitloss sharing arrangements to de-
termine if the series actually constitutes
separate businesses for which separate
returns will be required.®

Others argue thar common owner
ship among the separate series is the key.
In the case of certain business trusts that
create numerous series, it has been held
that each series be treated as a separate
tax entity due to a lack of common own-
ership of the individual series.?

Therefore, each member should own
a percent of the total interest of each
individual series. For example, in an
ISLLC consisting of series A, B, and C,
and members X, Y, and Z, the owner-
ship interests among each of the series
may vary as follows: Series A: one-third
each; Series B: 10 percent to X, 10 per-
cent to Y, 80 percent to Z; and Series C:
45 percent to X, 45 percent to Y, and 10
percent to Z.

Additionally, members may want
each series to be managed by the same
manager(s) when possible. Arguably, if
commonality of members and managers
among the series is shown, the IRS may
have difficulty finding that each series
constitutes a separate taxable entity.

Accounting issues

Section 37-40(b) of the Act also pro-
vides that where separate series are cre-
ated, separate records for each series
must be maintained, and the assets as-
sociated with any such series shall be
accounted for separately from the other
assets of the ISLLC or any other series.
Of course, the members and/or manag-
ers of the ISLLC will want to maintain
separate accounting records for each
series so thart the economic performance
of each series can be determined.

The ISLLC’s managers must also be
able to ascertain the activity in each
series for purposes of allocating gen-
eral overhead expenses among the series
(such as fees for accounting, legal, and
other professional advisors, as well as

operating expenses such as rent, filing
fees, taxes, etc.).

Finally, the ISLLC will issue its mem-
bers K-1s so that the members may re-
port their share of the income and losses
on their personal tax returns. Assuming
the ISLLC js treated as a single partner-
ship for tax purposes, the appropriate
method of generating each investor’s K-
1 would be to aggregate each investor’s
share of the profits and losses from each
of the respective series, net the resulss
from all the series, and issue each mem-
ber a single K-1. From the members
perspective, the ease of having to deal
with only one K-1 is an attractive feature
of an ISLLC.

Conclusion

The principal benefit of the ISLLC is
that it insulates the liability associared
with the assets of any one particular
seri&cﬁmnd}eassetsoftbclSlLCgcnep
ally, as well as assets held in other series.
The ability to place multiple assets in a
single LLC, yet insulate the assets and
liabilities, eliminates the administrative
burden and expense of forming mul-
tiple LLCs to hold separate business or
investment interests. Before setting up
an ISLLC, however, an advisor must un-
derstand the tax consequences that result
from the overall business structure and

ownership interests. W

If your client fails to follow the
separateness requirements of
the LLC Act, hazards loom.

Theoretically, the IRS could
treat the ISLLC and its separate
series as a single tax entity, but

the issue remains ambiguous
without the IRS’s firm guidance.
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