Drafting LLC operating agreements:

issues, tips, and models

imited liability company operating agreements are not one-size-
fits-all.

Adapting a real estate development LLC agreement to a technology
company'’s needs, for example, is likely to result in critical omissions
and inappropriate provisions.

Create custom-fit operating agreements and save hours of custom
drafting time with Joseph W. Boucher's Drafting LLC and Partnership
Agreements. It provides 21 complete operating agreements for 12
different industries. Each agreement is annotated with provision-
specific suggestions like:

“Specifically defining the purpose of the Company can help to avoid
potential future conflicts of interest among members and the Company. Members will
always owe a fiduciary duty to the Company (unless contracted away in the
Operating Agreement). Therefore if members anticipate additional businesses in the
future, a purpose statement can be used to protect the future interests of both the
Company and the individual members at the Company’s outset.”

“For companies with members that are not involved with the day-
to-day operations of the business, the use of a budget provision can act as a means
for the more passive members to monitor the company’s progress. The use of a
budget provision also allows the members to have control over a manager who has
great latitude in day-to-day decision-making on the Company’s behalf.”

“The restrictions on transfers of interests are a critical section of
the Company’s operating agreement. Review the different options or limitations with
the parties to ensure that the parties understand the nature of the acquired interest
and generally the lack of a public market for LLC interests. Frequently, it is useful to
restrict transfer of interests in the initial years of a company to assure the
relationships that the initial members bring to the Company are protected from the
whims of one member.”

“Review the purchase method with the members. By using a
combination of cash and a promissory note, a member buying out another member’s
interest can restrict outsiders from becoming members of the company without
requiring a large immediate cash outlay. However, if a company has (or will have)
extensive cash reserves, one lump payment will allow the company to move on from
a disgruntled member immediately.”

“It is important to address the methods of valuation of
the Company with the owners. The owners need to understand how their ownership
will be valued in the future, and have a comfort level with the valuation process. It is
easier to address the valuation process at the beginning of the member’s relationship
with the Company, as opposed to when a member is trying to terminate the
relationship. Due to the difficulty in determining a valuation when members have had
a falling out, the use of an independent valuation (in the absence of previously agreed
upon valuation of the Company) can be an effective but costly solution.”
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In addition to the

21 annotated operating
agreements, you receive industry-
specific drafting advice, issue-
spotters, questions to ask clients,
management issues to resolve,
and specific drafting points. 825
letter-sized pages, with CD. $69
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Small
construction LLCs

“The loan

provision in this sample is useful to
include in construction entities. Often, the
member will need to outlay personal cash
for materials used on various jobs. By
specifying that such activity constitutes a
loan rather than a capital contribution, the
Company’s obligations to repay debt
compared to distributions of profit is
clearly outlined between its members.”

Continued inside...
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Entity Choices and Common Issues §1:33

Under the C-Corp entily form, the owners lice Lthe double luxation conse-
eueicess and must annge 1o have cash available at the time of the tais
o puy the Luxes.

I contrust, under an LLC/Parnership entiy form the owners would not
marmnally fisca o i soneseaquene for splitling the buildings, Thus, the awners
would not require evailable eash to complete the runsuction.

Comontion ET—— C/Purinerstigs

Price 2,000 2,000 52,000
Tax Rasis S0 S El

Ciain 2,000 2,000 S2000

“Tax Rate 5% 0% (3

Tux ($300) El EQ

Nel S1.700 S2000 S2000
Distribution | §1.700 2000 S2.000

10 Owngrs

Tax Thasis S S0 30

Net 1,700 1,700 52,000

Capital Gains | 15% 15%, 23

Tk Rate

“Tuxes (8235) ($300) )

Nelto §1.445 S0 52,000

Owners

Cish &7 87 Mune Nevessary

Available

Tax consequences.
Simple charts illustrate
the tax consequences of
entity selection.

§10:01 Drafting LLC & Partnership Operating Agreements

I. Initial Issues

§10:01 Stage One - Inltlal Formation
Technalogy aperating agreements are essentially na different than other aperating
agreements, One characes islit ol enlities is Ual Uey have dillerent slsges, and hee
ifferent stages may have different requirements for their opersting agreements
Ths lirst stage: is Ure iitial kerrmiation, OlLen Lhis is simullaneots wilh the tchnok
ofy creation by the soentists. these creators are typically university facufty or
nesesarchiens Lt b cresstend o new Lechialugy Uiey wish (o commercialize.

inttizlly. the creators protect thesr technology using their own funds to do so. 1hus.
thery ypically sewd ony o simph opesating agresment lur
agreement allocates owmership and management nghts
lrom

The operating
lso typically pravents them
= mariey tial they con-

arving this venture for up o thres: yesrs loe more th

tributed. They should commit 1o developing this new technology in the venture

§10:02 Stage Two - Money From Outslders

Net, the initisl developers of the technology seek tn mise maney from outsiders
including lamity and friends.

AL this stape of the venture, the developers must have 3 more complex aperating
agresrmen This secon slajge operating agresment may e mulipe dases of own-
ership 1 allow for the inial developers 1o maintain control of the technology while
inlusing Lhe cumggany with cash capital

Depending on whether the faculty and researchers are working for 3 public or pri-
water institution, there: ey be i technology Lramsler ollice of state gavemmen th
an ability to make some claim of ownership m the entity based upon providing fa
and lianial support Lo the inilial developers, The lechnology Lrarmbes agency ne
an equity stake to protect intellectual property developed at an institution and to pro-
e

alion. The agency et cerlain ights and respor
bilites for their stake in this company

§10:03 Stage Three - More Complex Ownership
i stage three of the development of a technolngy company, the operating agree.
menl may require mendments 1o Lake inlo stceunt equity slakes such s profis inter-
ests, unit option plans for emplagees and consultants, a5 well as complex preferred
tumership structure.

Financing stages.
Ditferent points in the
fund-raising cycle are
discussed, and issues
are identified.

Initial Issues: State Regulations, New or Pre-
Existing Practices, Employment Agreement
Severance Payments

Specific Drafting Points: Organization —
Purpose, Capital Contributions,
Management, Members, Allocations and
Distributions, Books and Records, Transfer
of Units, Dissolution and Liquidation
Forms: Sample Operating Agreement

Initial Issues: Stage One — Initial Formation,
Stage Two — Money From Outsiders, Stage
Three — More Complex Ownership, Stage
Four — Additional Capital

Specific Drafting Points: Purpose, Capital

Contributions, Pre-emptive Rights,

Management, Board of Advisors, Members,

Allocations of Profits and Loss, Books and
Records, Transfer of Interests, Dissolution
and Liquidation, Definitions, General
Provisions — Securities Laws

Forms: Sample Operating Agreement

Initial Issues: Stages of the Entity,
Intellectual Property Issues, Increase in
Capital

Specific Drafting Points: Purpose, Capital
Contributions, Additional Fundraising,
Management, Members, Allocations of
Profits and Loss, Books and Records,
Transfer of Interests, Dissolution and

Agricultural Businesses Form 2-1

Form 2-1 Real Estate LLC

OPERATING AGREEMENT
oF
FARMACRE REAL ESTATE, LLC

1HIS AREEMEN] 5 made and entered into on this 1st day of January, 2009, by and
sy Juhn Farmer (husband), Jane Farmer (wikk), Asen Farmer (inctive son), Dooie
Farmer linactive daughter], and Charles Farmer (active sonl {the "Members™), and FaK-
MIACRE REAL ESTATE, LLC, 4 Jinsert uppropriote stul [x.g,, Wisconsin] lmited Rabilily
company (the "Company”)

WITNESSCTIE

WHEREAS, the Company was dul\p organized under (insert qooropngte state Statte.
fe s [1ha: "Act”) by hawing the: Organiror file
With the offce of the [Insert appropriats office e &, Wisconsin Departmart of Finan-
il Irsdilutions]] Artices el Organization, e Lerms of which ar: hessby incorporaled
herain by reference; and

WHFRFAS, the: Momars hessty afirm thrir Mombership in tho Comgany, specify
Ing: the terms under which the Company shall operate;

KOW, THERFEORF, in ennsidoratin of the premis
contained and for good and valuable consideration, the receipt and sufficiency of which
are hereby acknowledged, the partics do herehy gme tn manage and aperte the
Company pursuant e this Agreement as follows:

and mutual promises horein

. Organirstinn and Namr. On lnnuiary 1, 2009, the Company was ceganized o3 2
manzger managed imited Rability company under the name Tarmacre Riesl
Fatatr, 11 C. The actians of [insert name af drafting attorney] a5 Organises of the
Company In orzanizing the Company and executing and filing Its Articles of

Organiratinn aer: herchy mtificrd, approved and cnfirmed.

Pringipal Office and Registered Agent. The Company's principal office shall be

at [arideoss (o.g, 1001 Farmacre Baad, Wausau, Wiseonsin 54403)] (the "Frin

cipal Office), or at any other place as the Members shall from time to time des-

ignate. Lnless and until changed by the Members in the manner provided by

law, the Company rad office shall be at [address (=g 1001 Farmacre
isensin S4403)] (the *Rogictorrd (FF

agent for service of procsss shall be lohn Farmer (the * nzplslnveu Agent"]

. Burpase. The Campany may FAEAE in ary [wful bisiness pormitted undor tho
et or the laws of any jurisdictien in which the Comgany may 6o business.

"

Roard, Waus, J, and thr rgisterod
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Form 4-1 Drafting LLC & Partnership Operating Agreements
Form 4-1 sample Operating Agreement
OPERATING AGREEMENT
oF
[INSERT NAME OF COMPANY HERE].
IHIS AGREEMEN 15 made and entered inte 3s of the  th day of L2

[thes "Cliseiu “), by and arnong [INSTRT MEMBER 1 NAME], [INSCRT MCMBDER 2
WAME], and [INSERI MEMBER 3 NAME]
RECITALS:

WHERENS, the parties herels desire Lo become Members of a limited liability com-
pany organized under the laws af the State of [JNSFAT STATF OF ORGANFATION] under
the name of [INFERT NAME OF COMPANT] [*Company”}

NEW, THEREFORE, in consideration of the mutual agreements contained herein
and other good and valusble consideration, the recsipt and sullicency of which are
hereby acknawlesged, the parties heretn hereby agree 25 follaws:

ARTICLE |
Qrganizati Prouisi

Section 1.1, Ogoniratinn and Name. The Compaay has hoen organied as an
[INSERT STATE OF ORGANIZATION] limited liability comgany under [INSERT STATE] Um-
itedd [INSFRT STATUTF], 2w amended [“the 4]

Section 1.2 Nane. The name of the Company is INSERT COMPANY NAMEL"

ity Company Act

ection 1.3, Principal Office and Repistered Asent, The Company's principa! office
shall L al JINSERT ADDRESS (L "Principal Dllice™), or sl such olhes place
state of INSERT STATE NAME] 35 the Manaper shall from time to time desiznate. The
Company's regisdered wllice shall be el [INSERT OFFICE ADDAESS] (Lhe “Tegislersd
ffice”), ar at such other place within the State of (IVSER T STATE NAMET 35 the Manag-
e sl ram G Lo Uime desigrate, The regilensd sgenl lor service of process shall be
INAME GF REGISTEREDR AGENT],

Section 1.4, Purpuse snd Powers. The Comgary's printipal purpose sl be W con-
duct such activities a5 are reasonably mcidental to the ownership and eperation of 3
busies engaged in the manulstiune o Bigh-prssure boses and e uded and molded
plastic and rubber products. Netwithstanding the foregoing, the Company shall have
the posweer 1 B arry anel al ssets snd Uritgs necessiary, Sppropriate incidental Lo or con-
vement for the furtherance and accomplishment of such purpose and for the protec-
i smud benedit ol iLs business, s long s suth sctivities may be bwlully csrried on o

wilkin Lhe

Liquidation, General Provisions, Tax
Allocation Provisions
Forms: Sample Operating Agreement

Initial Issues: Low Capital Needs, Intellectual
Property Protection

Specific Drafting Points: Purpose, Capital
Contributions and Equity Structure,
Management, Allocations of Profit and Loss,
Transfer of Units, Dissolution and
Liquidation, Books and Records

Forms: Sample Operating Agreement



§5:02 Drafting LLC & Partnership Operating Agreements

§5:02 Monogement P .
A Gienerally. in terms of the management of a wholesale company, the funda- t 1

nnotated Critical issues.
agement? Or, arc there members outside of the capital providers who bring a

uningue skill, takenl, v understanding of munmgenent? : d : f . h
agreements. The o b e . Each industry-specific chapter
ertiance shrould reflect the ownership ul the capital and the investments made by
. the varieus partics, i.c., the members that contributed the most moncy have the . . .
attern operatin ot vt o bt i . Do o oy st sl begins with the important
fundamental decisions facing the company.

O the wiber band, ifl the inftil stan-up cupital is provided by third parties. . .
or financed through non-member debt (such as hanks or other instinmional t f 1 t t
agreements are oo orcomomed o poivt invee ettt v e v quesuons 1or clients to answer

) . or uninterested in performing management durics, then the whalesale company . .
mary be managed by a dilferent structure. For example, managenent of the day-
sprinkled with e L M and which your operating
power lo mike mijor decisivns reserved W members providing (he cash or debt
. capital o the eampany. Fxamples of major decisions thet might he reserved 1o
explanatorv practice o s Sl ot s o1 decpon s o 3 tergr of acreement must address
company with anather whalesale campany, sale of the company; refinancing the *

o) compumy, amd or taking on additivnal debt un behall of the company.

tips.

§5:03 Family Businesses
Often wholesale businesses are abso fmily businesses, Family businesse:
can be provided for in the operating
andl aibso interest bulders in the company that
credit or capital like other passive investors).

ment succession pl
are passive (yet arc not pr

[For exiuples of provisions with regards 1o Gunily bosinesses and the
‘unique management issucs that arise in such situations, sce Chapter 2, Agricul-
tural Businesses.]

Many times, ance a family wholesale husiness has heeomes cstahlished,
senior members of Gmily uoils may have signilicant impoel on e devision
making process of the company cven thongh ey are no longer as involved
witht the day-to-day vperations, Ondinarily in fumily businesses the clienl does
ot want ownership interest the family business o end up in the hands of third
parties, therefure it is important for the dralling allomey W discuss resincling
transfer of the interests in the company to oaly insiders and is usually of great
mport 1o the clien.

ndusiypecic | About the Author | NN

agreements.

21 complete
operating
agreements are
provided for 12
different industries.

Joseph W. Boucher practices business and tax law in Madison,
Waisconsin, at Neider & Boucher, S.C. He focuses on business entity
planning and early stage business formation.

He has served as a chair of the Wisconsin state committee on LLC
legislation, and lectures on business law to graduate and undergraduate
students at the Wisconsin School of Business.

Since 1994 he has been a co-author of the State Bar’s Wisconsin Limited
Liability Handbook, and since 1991 he has been a co-author of
Organizing a Wisconsin Business Corporation. Milwaukee magazine and
Super Lawyers has named him one of the best business lawyers in Wisconsin.

Mr. Boucher is a CPA, and received his MBA and JD from University of Wisconsin-

Madison.
About the book and CD [N
Joseph W. Boucher’s Drafting LLC and use. It may be searched by key phrase, case
Initial Issues: Early Stage Is Partnership Agreements contains 825 pages in ~ name, topic, or form. The CD’s forms and
Similar to Other Companies, =~ a 6 x 9 softcover. The first chapter is chapters are also provided in Word in case you
Capital Fundraising Stage devoted to entity comparison, complete do not want to work with the CD’s database.
Specific Drafting Points: with charts showing the tax effects of
Purpose, (?ap1ta1 ) various transactions in different entities. $69 buys the book and CD. New editions are
Contributions and Equity The remaining 12 chapters are industry- published every other year, and may be
Structure, Management, . . . . . .
. focused, and provide drafting advice, issue-  returned if not to your liking. The update
Members, Allocations of ) : . .
Profit and Loss, Books/ spotters, questions to ask clients, service may be cancelled at any time.
Elections/Budgets/Fiscal management issues to resolve, and specific
Year, Transfer of Interests, drafting points.
Dissolution and Liquidation, (800) 440-4780 or
Definitions Included at no extra charge is an intuitive, full- cehi
: ’ JamesPublishing.com
Forms: Sample Operating text CD which requires no installation before WWWJa esPublish g-co

Agreement



Annotations to agreements [(S8 T BEe B0 L)

“Pay careful attention to
this provision if one or more members are
inactive. If so, then the inactive members
may wish to restrict activities that may be
performed without his or her consent. For
example, an inactive member could be a
parent who has retired or a sibling who is
no longer active in the Company.”

Joint ventures

“By
sharing the decision-making process
amongst the two joint venturers, the
Construction Manager is able to exercise
his or her authority on the project site
without the concern that one entity’s
workers are receiving preferential
treatment due to any company ties to the
Construction Manager.”

“When forming the joint venture, the
drafting attorney must consult with the
client to determine whether it is more
efficient to have one company handle the
administrative work, or if each company
should handle different aspects of the
administrative work to spread the
responsibility among both parties.”

“Including the advance payment provision
in the agreement will allow the project to
move forward despite any short term
financial hardship suffered on the part of
one of the joint venturers. Also, each
member should coordinate with its
bonding company to ensure that the
project will be properly bonded.”

“For short term projects, the
drafting attorney should consider
discussing restrictions on transfer of
interests by members with the client.
Bringing in an additional party or
attempting to assign membership interests
can cause costly delays in a construction
project. Generally, members in these
short-term entities are “locked in” for the
project’s duration.”

Wholesale LLCs

“Many
wholesale companies have members that
make capital contributions to the entity in
the form of cash and/or commercial
storage space due to the capital intensive
startup costs. Another form of initial
capital contribution that a member may
make is to provide credit for the Company
so it may pay overhead expenses such as
rent, employee wages, and costs for

inventory. In any entity it is important for
the members to understand capital
contribution expectations from the start.”

“Discuss
limiting the members’ abilities to make
withdrawals and receive distributions in a
wholesale LLC. Wholesale companies will
often need to maintain proper cash
reserves for purchasing additional or new
inventory lines. By limiting members’
abilities to demand repayment of capital
contributions and/or distributions during
the infancy of the company, the wholesale
business will be able to focus its efforts
on sales and operations.”

Retail LLCs

“Many newly formed retail companies have
members that make capital contributions to
the entity in the form of sweat equity rather
than cash. The non-cash contributions of
members must be properly defined and
valued in the exhibits of the operating
agreement at the time of the entity’s
formation. Other members may contribute
cash or provide credit for the Company so
it may pay overhead expenses such as rent,
employee wages, and costs for inventory.
Both cash and non-cash contribution
expectations should be outlined amongst
the members so each member understands
his or her capital requirements.”

“The manager of the
company has responsibility for the day-to-
day operations of the business. For
certain actions or events of the company,
the members are required to give approval
by an “Affirmative Vote” as defined in
section 4.03 of this agreement. In many
cases for retail companies, the manager
will need to have the authority to make
decisions under a short time schedule,
thus the drafting attorney must carefully
draft the Manager’s duties and
responsibilities to allow for responsive
decision making.”

Real estate development LLCs

“Additional
capital contributions alter the ratio of
ownership of the members. It is generally
a good idea to characterize any
additional contributions as loans to keep
the ownership ratio from changing.”

“It is a bad idea to permit a
member to freely withdraw his or her
contributions. This is typically a long term
investment. Members should not be able

to randomly and haphazardly withdraw
their contributions.”

“If there is a
membership deadlock then some
mechanism is necessary to resolve the
deadlock. There is generally no easy way
to resolve a deadlock. There are just
various options, some of which you and
the clients are comfortable with, and some
of which you are not. This sample
provides one method, but there are
others. Carefully review the various
options with the clients.”

“This section in
involuntary transfers can be quite
complicated depending upon the
circumstances you wish to cover. Even
though it is a simple operating agreement
you can still have one member who may
get divorced, become incompetent, go
bankrupt, etc. Thus, you want to cover
all potential possibilities here in the
terms of transfer.”

“This sample option
procedure provides two timelines: one for
the company and one for members.
These different time lines can be varied
based upon the particular circumstances.
However, each should be relatively short
because the longer these option sales
drag out the more tenuous the
relationships typically become.”

Service LLCs

“Consult with the entity’s
members as to when the additional
fundraising occurs because the members’
capital accounts typically get revalued.
This can be a complicated issue to deal
with because you have multiple capital
accounts for book and tax purposes.”

“In this sample agreement,
this Company also has an additional level
of management with a Board of Directors.
Through the use of a board of directors,
the Company can get many of the control
and strategic planning benefits of a
member-managed LLC, but retain the
binding authority benefits of a manager-
managed LLC.”

Technology LLCs

“The use of pre-
emptive rights to acquire proportional
amounts of the Company’s unissued units
gives the founders and initial investors the
ability to maintain their equity position
and avoid dilution.”



Send me one copy of Joseph W. Boucher's Drafting LLC and Partnership Agreements and its CD. Include an invoice for $69 plus
$5.98 shipping. If not satisfied, | may return the book and CD within 30 days. Send the new editions (published every other year) on the
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FOUR EASY WAYS TO ORDER
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LLC operating agreements
Drafting issues vary materially industry to industry. Limited liability
company operating agreements need to deal with those differing
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O Charge $69 to my credit card: O Visa 1 Mastercard 0 AMEX

Card #: Exp. Date:

3(or 4)-digit security code:

Invoice option

Q Bill firm $74.98 (shipping included) 1 Bill me the same
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