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1.         Purpose. What activities will the company be allowed to perform?  The company’s purpose (recited 

in the articles of organization and operating agreement may be broad (i.e., for any lawful 

purpose) or it may be limited to dealing with a particular project (i.e., purchasing, 

renovating, leasing, selling and operating a particular piece of real estate).  Usually, the 

purpose of the company cannot be changed without either a super majority or the 

unanimous approval of the members entitled to vote. 

 

2. Types of Members.  

 

A. Operating/Founding Members.  The operating/founding members will have full voting 

rights and will be in complete control of the company except to the extent they elect to 

delegate control to the operating manager (see “Management”). 

 

B. Employee/Family Members.  The employee members can either be voting, limited voting 

or non-voting (see “Voting”).  They can either receive a full share of the profits and 

distributions based upon their percentage of ownership or a profit and distribution share 

only on significant events, i.e., sale, going public or a merger (see “Distributions and Tax 

Allocations”). There may be additional restrictions on their ability to transfer their 

membership interests, how they are valued and/or the payment schedule on repurchase (see 

“Transfers”). 

 

C. Investor Members.  If the company requires additional capital to meet or complete its 

purpose then the company may have investor members.  They may be voting, limited 

voting, have a right to veto certain transactions or non-voting (see “Voting”).  They will 

usually have a priority return as to cash flow and liquidation (see “Priority Distributions”).   

Most investor members may be given an exit strategy either at the option of the investor 

members or the company or both. 

 

D. New Members.  Will the admission of new members require unanimous approval of 

existing members, approval of a certain vote of members, approval solely by the manager, 

or otherwise? 

 

3.    Initial Capital. The amount and form of each member's initial capital contribution to the company must be 

determined.  A capital contribution may take the form of cash, property, services rendered, 

or a promissory note or other binding obligation to contribute cash or property or to perform 

services.  There are possible negative income tax consequences from the contribution of 

property for membership interests and there are negative income tax consequences for the 

member who receives membership interest in exchange for services rendered or to be 
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rendered.  There are alternative planning techniques to avoid these negative tax 

consequences of receiving membership interests for services rendered such as employee 

loans to purchase equity, repaid annually from one-half the bonuses paid to the employee.   

 

4.  Additional  

Funding. The operating agreement should address what happens if the company requires additional 

funding from the members.  The members can agree that, like stockholders in a corporation, 

they will obligate only themselves to make the initial capital contributions to which they 

have agreed.  The operating agreement can also provide for an obligation to make 

additional capital contributions or loans to the company for a limited period of time.  If 

such a provision is desired, the power to make a call for additional capital contributions 

and or loan may be placed in the hands of the operating manager, the members, or a third 

party such as the company's accountant.  Parameters can be set forth for additional capital 

contributions such as minimum and/or maximum amounts, and a cap on aggregate 

additional contributions.  Consequences of defaulting on a required additional capital 

contribution should be set out, such as an adjustment of percentage interests in the event 

of such a default or treating the contributions of the non-defaulting members as loans with 

a fair interest rate. 

 

5.   Voting. Will all of the members have an equal opportunity to vote on any matters relating to the 

company?  Some classes of members may have only limited voting rights on certain 

matters and in some cases a class of members may be totally non-voting (employees or 

family members).  Typically, some or all the members are, at a minimum, granted the right 

to vote on certain "extraordinary" matters such as the sale, merger or change in nature of 

business, large company debt or purchases and employment compensation for members.  

In some cases, certain “extraordinary” matters required a super majority or unanimous vote 

of the members.   If members are given voting rights, the operating agreement should 

include procedures for calling and holding meetings of the members, including the type of 

vote (e.g., majority, supermajority) required to make certain decisions.  The agreement may 

provide for approval of items by written consent or telephonically. 

 

6.  Management. What is the governance/control structure?  How should the management of the company 

be delegated?  The law allows for a great deal of flexibility in structuring the management 

of the company and there are in fact many ways to structure the management.  At one end 

of the spectrum, the company may be organized so that all members have an equal right to 

take part in all decisions.  At the other end of the spectrum, the company may be structured 

so that all decision-making authority is delegated to a single operating manager (who may, 

but need not, be a member of the company).  Hybrid system can be developed where 

decision making authority with respect to the daily operations is delegated to a manager 

while decision making authority for "extraordinary" decisions is retained by the voting 

members pursuant to unanimous vote, majority vote or otherwise.  Corporate type 

structures (equivalent of a Board of Directors and officers) can also be utilized.  Voting 
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provisions should be included for the ability to replace or remove the operating manager 

(or the management group). 

 

7. Operating  

Manager. An operating manager functions essentially like the president or chief executive officer 

(“CEO”) of a corporation and subject to the terms and conditions contained in the operating 

agreement.  As with a corporate CEO, an operating manager’s management discretion is 

subject to a fiduciary duty to the LLC and the manager is required to exercise good faith 

business judgment. The operating manager, as with a CEO, may, but need not, be an owner.   

 

8.  Dispute  

Resolution. What happens in the event of deadlock?  Deadlock is less likely when management 

authority is vested in a single operating manager.  However, where authority is placed in 

the hands of a group of members or operating managers, or a group of members or 

operating managers has veto power over some or all of the company's actions, a deadlock 

may arise.  The operating agreement should include provisions to break deadlocks in 

voting.  A few alternatives include binding arbitration, mutual buy/sell rights, forced buy-

out, and/or providing dissenting members with the right to withdraw and receive the value 

of their interest (See “Buy-Out Provisions”). 

 

 

9.  Distributions and 

     Tax Allocations. Typically, cash distributions from operations and tax allocations of profits and losses are 

made in proportion to each member's ownership interest.  However, there is a great deal of 

flexibility in apportioning distributions and allocations.  Certain members can be entitled 

to “Priority Returns” (see “Priority Returns”) or disproportionate allocations of cash flow, 

income and losses.  Profit and loss allocations should generally follow the way cash is 

distributed to allow for proper maintenance of the members' capital accounts and prevent 

adverse tax consequences.  However, these adverse tax consequences can be            

minimized or eliminated by the operating agreement containing certain provisions required 

by the Internal Revenue Code. 

 

10.  Types of Distribution 

       and Timing. What should be distributed to the members and when should distributions be made?  

Typically, (i) cash flow (usually defined as all cash receipts less all cash payments, 

including debt service) is distributed on a periodic basis (i.e., monthly, quarterly, annually 

and (ii) mandatory minimum distributions to fund the tax liability of members resulting 

from allocations of the company's taxable income).  Distributions with respect to capital 

transactions (e.g., sale or refinance proceeds) can be treated the same as operating cash 

flow or can be treated differently.  Sometimes, the operating manager is given the authority 

to determine what is distributable and when.  
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11.  Priority Return. If the member is  a mere investor in the Company, should the member to get a priority 

return either on the amount of investment and/or a return of the member’s investment?  It 

may be appropriate for a member who contributes significant cash to ask for a reasonable 

return (calculated on a cumulative basis) on their unpaid capital contributions and that any 

distribution of cash flow or proceeds from a sale or refinancing should be made first to the 

preferred investors until their capital contributions and accrued priority returns are fully 

paid.  After that, cash flow or other proceeds are generally distributed in accordance with 

the members’ percentage interests.    

 

12.  Compensation. Will the members or any managers be compensated for services rendered to the company?  

What is the approval process for establishing and changing member compensation?   No 

person is entitled to compensation unless provided for in the operating agreement.   

 

13.  Standard of Care. What is the duty or standard of care which must be adhered to by the members and the 

manager?  The operating agreement may provide a standard such that the manager has the 

same standard of care and duty of loyalty as directors of a corporation or the same standard 

of care and duty of loyalty as general partners of a partnership.  Also, as part of the loyalty 

issue, it is common for an operating agreement to provide that any proposed transaction 

with a related party should be made at arm’s-length and be fair to the company. 

 

14.  Indemnification. Will the company provide for and/or advance indemnification to the members or the 

operating manager for acts undertaken on behalf of the company?  It is common to 

indemnify the members and operating managers for liability resulting from acts undertaken 

on behalf of the company except for fraud, gross negligence or intentional breach of the 

operating agreement by the person seeking indemnification. 

 

15.  Transfers. To what extent will the members be able to transfer their interests in the company?  At one 

extreme, the operating agreement may provide that no transfers are permitted under any 

circumstances.  At the other extreme, the agreement may provide that interests are freely 

transferable, which may cause the membership interests to be regulated by federal or 

Maryland securities laws.  Distinction can also be made between a transfer of economic 

rights (i.e., solely the right to receive distributions) as compared to full membership rights 

(i.e., the right to receive distributions and the right to manage or vote as provided in the 

agreement).  Examples are: (i) interests are transferable only with the consent of the 

manager and/or a designated vote of the members; (ii) interests are freely transferable to 

family members but are otherwise not transferable (if the client is interested in family 

transfers, you can present the client with a separate memorandum on family limited liability 

companies); or (iii) interests are transferable  to third parties can be restricted by such things 

as, (a) rights of first refusal, (b) “bring along rights,” where any member can, pro rata, join 

along in the sale on the terms offered in the right of first refusal made to another  member 

and (c) the third party cannot be a voting member with the unanimous consent of the 

remaining members.  
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16.  Withdrawal. Under what circumstances a member may withdraw from the company and, if permitted, 

whether the withdrawing member will receive the value of his or her interest?  Unless 

otherwise provided in the operating agreement, the law allows any member to voluntarily 

withdraw, and requires withdrawal in the event of such things as bankruptcy, insolvency, 

death, and incompetence.  In those cases, the law gives the company the option (not the 

obligation) of paying the withdrawn member the fair value (not defined) of their interest. 

It is generally advisable to have an absolute prohibition on withdrawal in all circumstances 

(similar to being a shareholder in a corporation) without the right to receive the value of 

the member's interest to avoid a hardship on the company.  In the alternative, members can 

be allowed (or required in the event of bankruptcy, death, etc.) to withdraw without 

receiving the value of their interest, in which case, they will continue as an interest holder, 

but not have membership rights, such as voting and the right to inspect company records. 

   

17. Buyout  

Provisions. What events will trigger a buyout of a member's interest?  Will the buy-out be mandatory 

or optional?  The following are events (both voluntary and involuntary) which typically 

trigger a buyout provision: (i) death; (ii) disability;  (iii) termination of employment of a 

member who is also an employee (different rules may apply “for cause” or without “for 

cause”; (iv) bankruptcy or other legal event which would cause an involuntary transfer of 

the ownership interest; (v) other causes of involuntary withdrawal; or (vi) divorce of a 

member if a spouse is awarded an interest in the company. 

 

 What type of buyout provision is activated upon the occurrence of a trigger event? There 

are essentially three types of buyout rights/obligations: (i) a mandatory buy-sell whereby 

the company and/or the other owners are obligated to purchase, and the seller is obligated 

to sell if the option is exercised; (ii) a call provision whereby the company and/or the other 

owners have the option to purchase, and the seller is obligated to sell; and (iii) a put 

provision whereby the seller has the option to require the company and/or the other owners 

to purchase the seller's interest. 

 

 What purchase price will be paid once a buyout provision is activated?  There are a variety 

of methods for determining the purchase price upon a buyout such as: (i) use of book value; 

(ii) allow owners to determine an "agreed value" (to be adjusted at specified times); (iii) 

use financial statement-based valuation formula appropriate to the particular business; (iv) 

use valuation based on outside appraisal.   

 

 Will some or all of the employees be subject to cutback percentages on the purchase price of 

their membership interests if they fail to remain an employee of the company for a minimum 

period of time?  On a purchase from employees will there be a covenant not to compete? If 

yes, what are the terms?    
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 How will purchase price be paid?  The purchase price can either be all cash or paid over 

time through a note.  It is common to structure payment as a note to avoid imposing a urden 

on the purchaser. What will the terms of the note be?  The interest rate, term and will 

repayment be deferred, if the company does make a certain amount of income after a 

purchase? Will the Seller be required to execute a Covenant Not to Compete?  Consider 

whether any security (such as personal guarantees, restrictions on distributions, liens on 

corporate assets etc.) will be provided with respect to deferred payments. Also, with respect 

to buyouts triggered by death or disability, the use of insurance may be helpful to fund the 

payment obligation.  If insurance is used, how much insurance will be purchased?  Will all 

of the insurance will be term insurance, or will there be a permanent component to the life 

insurance?  Who will own the life insurance? i.e., the Company, the members or a trust 

established for each member’s family’s benefit. 

 

 In the case of a deadlock a “reverse offer” might be valuable.  A reverse offer provides that 

one member can offer to purchase another member’s interests (usually with a minimum 

purchase price).  The members who have received the offer can either sell their interest or 

purchase the member’s interest that made the original offer on the same terms as the initial 

offer.  This is a self-policing method to break-up a deadlock because the member who is 

triggering this provision must run the risk he will be purchased under the terms of his offer. 

 

  If you have any questions, please contact me.   

 

 

 


