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Avoiding Legal Malpractice in LLC Formations

by Gianfranco A. Pietrafesa

T
his article highlights the issues an attorney

needs to be aware of when forming a limited

liability company (LLC) in New Jersey. By

being aware of the issues, and following some

practical suggestions, an attorney can mini-

mize or even avoid claims of legal malpractice

when forming an LLC.1

This is not, however, an article on how to form an LLC or

draft an operating agreement. Nor does this article address the

elements of a cause of action for legal malpractice or the

defenses available to such a claim.2 Nor does it address ethical

issues, such as identifying and addressing conflicts of interest

and confirming the fee arrangement in writing.3

Choice of Entity—Know the Differences between LLCs and

Corporations

When asked to form an LLC, an attorney should question

a client to determine whether an LLC is the proper type of

entity to be formed. Although LLCs are the entity of choice,

comprising over 80 percent of all entities formed in New Jer-

sey,4 sometimes there are good reasons to form a corporation.

One example would be if the client wants to offer stock

options to key employees. Although LLCs may offer some-

thing similar to stock options, the client needs to know the

challenges and complexities of using an LLC instead of a cor-

poration in this regard. Therefore, an attorney needs to know

the basic differences between LLCs and corporations.

One difference involves the number of formalities that

must be observed by a corporation vis-à-vis an LLC. A corpo-

ration requires an organizational meeting to adopt bylaws,

elect officers, issue shares of stock, etc.,5 and annual meetings

of shareholders to elect directors.6 By contrast, an LLC is not

required to observe such formalities.7

Another difference involves management. A corporation

has a centralized management where shareholders elect direc-

tors and the board of directors elects officers.8 The directors and
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officers, not the shareholders, manage

the corporation.9 By contrast, an LLC

may be member-managed or manager-

managed,10 and an LLC provides its own-

ers with the flexibility to define the man-

agement structure in its operating

agreement.11 An LLC may have central-

ized management (like a corporation), be

managed by one or more managers (like

a limited partnership), or be managed by

all members (like a general partnership). 

Another difference involves transfers

of equity. In a corporation, shareholders

may freely transfer shares of stock

(unless there is a shareholders agree-

ment restricting such transfers).12 In an

LLC, however, members may transfer

only economic rights (i.e., the right to

receive income allocations and cash dis-

tributions). A person receiving an LLC

interest receives an economic interest

and is a transferee. Such a person will

not become a member (which gives him

or her certain rights, such as the right to

vote and manage the LLC) unless the

other members agree to allow him or

her to become a member of the LLC.13

Understand Basic Differences in

Taxation

An attorney forming an LLC also

needs to know the basic tax differences

between LLCs and corporations; for

example, pass-through versus double

taxation. A single-member LLC is a dis-

regarded entity, and its income and

other tax items are reported on Schedule

C of the sole member’s personal income

tax return. A multimember LLC is con-

sidered a partnership for tax purposes,

and its income and other tax items are

allocated among the members as set

forth in the operating agreement (e.g.,

based on their ownership percentages or

unreturned capital contributions) and

reported on the members’ personal

income tax returns. 

Clients need to know that, generally,

the LLC does not pay income taxes, but

the LLC’s members pay taxes on their

allocated share of the LLC’s income,

whether or not they receive any cash

distributions from the LLC (commonly

known as phantom income). Clients

also need to know that a person cannot

be both a member and an employee of

an LLC for tax purposes.14 Instead, such

a member is considered self-employed

for tax purposes, resulting in the mem-

ber paying all employment taxes (e.g.,

Social Security and Medicare), including

the employer’s share of these taxes. 

By contrast, a corporation pays taxes

on its income, and the shareholders pay

taxes on dividends received from the cor-

poration, thus resulting in double taxa-

tion. If a corporation elects to be taxed as

an S corporation, there is one level of tax-

ation. An S corporation’s income is allo-

cated among the shareholders based on

their ownership interests. The sharehold-

ers pay taxes on their allocated share of

the corporation’s income, which is

reported on their personal income tax

returns. Therefore, the tax treatment of

an S corporation is similar to an LLC;

however, with an S corporation income

must be allocated based on the share-

holders’ respective ownership interests.15

Unlike an LLC, there is no flexibility in

making special allocations among share-

holders of an S corporation.16

Limit the Scope of Services

If an attorney is not comfortable pro-

viding tax advice (or advice on any

other issues, such as securities laws), he

or she may limit the scope of services in

his or her engagement letter.17 In such a

scenario, the attorney should work with

his or her client’s accountant or with a

tax attorney or experienced corporate

attorney. Otherwise, the client will

expect his or her attorney to provide

advice on all aspects and issues associat-

ed with doing business as an LLC.

Understand New Jersey LLC Law

Once it is determined that an LLC is

the correct entity, an attorney must

understand the law governing LLCs,

including the differences between the

new and old laws. The New Jersey

Revised Uniform Limited Liability Com-

pany Act (NJ-RULLCA)18 became effec-

tive on March 18, 2013, for newly

formed LLCs, and on March 1, 2014, for

all LLCs, which is when the prior statute

was repealed.19 NJ-RULLCA made signif-

icant changes to New Jersey’s LLC law.

To name but a few differences, the new

law provides for equal distributions to

members regardless of their contribu-

tions or ownership interests in the LLC,

includes specific fiduciary duties on

managers or members of an LLC (dis-

cussed below), and does not provide for

a buyout of a resigning or withdrawing

member’s ownership interest for fair

value.20 This is the law governing an

LLC, unless the operating agreement

alters these statutory defaults.

In this regard, an attorney needs to

know which statutory provisions can be

altered or eliminated and which statuto-

ry provisions cannot (because they are

mandatory).21 If an attorney does not

understand NJ-RULLCA, he or she will

not be able to draft an effective operat-

ing agreement. 

Know the Issues to be Addressed in an

Operating Agreement

An attorney forming an LLC needs to

know what provisions should be includ-

ed in an operating agreement and

whether to alter or eliminate certain

statutory default provisions.22 For exam-

ple, the parties may want to alter or

eliminate the fiduciary duty of loyalty,

which prohibits self-dealing and compe-

tition with the LLC.23 If a member of an

LLC lends money or leases real or per-

sonal property to the LLC, he or she is

engaged in self-dealing. Although self-

dealing sounds bad, it is common in

small businesses. Therefore, self-dealing

should be addressed in the operating

agreement; for example, by outlining

when and how a member may lend



money or lease property to the LLC.24

The members of the LLC may also

want the ability to compete with the

LLC. For example, the LLC may have

been formed to hold a parcel of real

estate. Under the fiduciary duty of loyal-

ty, if a member wants to acquire another

parcel of real estate, he or she must bring

that opportunity to the LLC. If he or she

doesn’t, he or she is deemed to be com-

peting with the LLC, which is a violation

of the fiduciary duty of loyalty.25 LLCs

that are real estate holding companies

usually eliminate this aspect of the fidu-

ciary duty in their

operating agree-

ments.

The operating

agreement should

also address when

and how distribu-

tions are made to

members, includ-

ing whether tax

distributions must

be made to mem-

bers. If the operat-

ing agreement

does not address

distributions, then

cash is distributed

equally to all members, including disso-

ciated members,26 regardless of their

ownership interests and capital contri-

butions.27 In an LLC, income may be

allocated, but no cash distributed, to

members for a variety of reasons, includ-

ing the fact that the LLC needs the cash

to fund operations. A tax distribution

intends to provide cash to members so

they can pay their taxes based on their

allocated income. 

The operating agreement should

address the voting rights of members;

otherwise, the statutory default provi-

sions will apply. For example, the statute

provides for equal voting of all members

regardless of their capital contribu-

tions.28 The member contributing the

majority of the capital will not want

equal voting. The statute also provides

for unanimous approval of extraordi-

nary actions, such as mergers.29 The

members of the LLC may not want

unanimous approval; they may want

majority or super-majority approval to

prevent a minority member from having

the power to veto extraordinary matters.

There are other provisions that

should be included in an operating

agreement aside from provisions alter-

ing or eliminating default provisions in

the statute. For example, allocations of

income and loss were addressed in the

repealed statute,30 but are not addressed

in NJ-RULLCA. Therefore, they need to

be addressed in the operating agree-

ment. There are numerous other issues

that should be addressed in an operating

agreement, including the consequences

of a member failing to make a promised

capital contribution to the LLC and a

member dying, becoming disabled,

departing through resignation or termi-

nation, etc.31

Understand the Economics of the Deal

An attorney needs to understand the

economic terms of the deal in order to

properly draft an operating agreement.

Without knowing the economics, an

attorney will not know how to draft the

allocation and distribution (including

liquidating distribution) provisions of

an operating agreement. For example, if

one member is contributing cash and

the other member is contributing servic-

es, is cash flow distributed 50-50 or is it

first distributed to the financier until he

or she receives the return of his or her

capital contribution? In other words,

does the financier receive a return of his

or her money before the service member

receives any cash distributions? 

Upon liquidation of the LLC, are liq-

uidating distributions to be made based

on capital account balances, ownership

percentages or some other

method of distribution?

There are real economic

differences. An example

would involve two mem-

bers, each owning 50 per-

cent of an LLC. The finan-

cier contributes $50,000

and the service member

contributes $10,000 and a

promise to provide servic-

es. Assume the LLC sus-

tains a $20,000 loss in its

first year of business and

the members decide to liq-

uidate the LLC at the end

of the year. If liquidating

distributions are based on capital

accounts, the financier would receive

$40,000 ($50,000 capital contribution

less $10,000 loss) and the service mem-

ber would receive nothing ($10,000 con-

tribution less $10,000 loss). If liquidat-

ing distributions are based on

ownership percentages, the financier

and service member would each receive

$20,000 ($60,000 total contributions

less $20,000 loss, times 50 percent),

which hardly seems fair to the financier.

Without knowing the economics, and

without explaining the different conse-

quences to clients, an attorney may

draft an operating agreement that has

unintended results. 

Use Checklists and Forms
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An attorney should use a checklist

when forming an LLC, especially when

drafting an operating agreement. It is

probably impossible to address every

issue in an agreement, but using a

checklist will minimize the possibility of

forgetting to address an important issue.

There are numerous checklists available,

both in print and online, including a

comprehensive checklist published by

the American Bar Association.32

For the same reason, an attorney

should also use form operating agree-

ments to begin the drafting process.

However, an attorney should not be a

slave to the form. In other words, a form

is a good starting place, but an attorney

needs to revise and customize the form

agreement to ensure it meets the needs

of the specific LLC. There are several

sources of good forms of operating

agreements.33

Explain Operating Agreement to

Clients

Once an attorney drafts an operating

agreement, he or she should meet with

the clients to summarize and explain its

important provisions. Although an

unpublished decision, attorneys should

read Cottone v. Fox Rothschild,34 which

holds that an attorney must explain the

provisions of an agreement to a client,

even if he or she is a sophisticated busi-

ness client. It modifies and extends the

principles established by the New Jersey

Supreme Court in Conklin v. Hannoch

Weisman35 about explaining the risks of

transactions to clients in terms they can

understand based on their needs and

sophistication.

If a meeting or telephone conference

cannot be arranged because of a client’s

schedule, reluctance to meet, or other

reasons, an attorney should send a letter

to the client summarizing and explain-

ing the important provisions in the

agreement and offering to answer any

questions. It is a best practice to do so

even after meeting with a client.

Confirm it in Writing

Finally, attorneys provide legal

advice, but clients make decisions. An

attorney may recommend a proposed

course of action, but clients make deci-

sions on whether to spend the money

on such recommendations. In such an

event, it is a best practice for an attorney

to confirm his or her advice and the

client’s decisions in writing, which may

minimize or even prevent future misun-

derstandings.

Conclusion

An attorney needs to be aware of

and understand the issues outlined in

this article and should discuss them

with clients when forming an LLC. By

doing so, an attorney will likely mini-

mize or even avoid a claim of legal mal-

practice. �
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