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Without a doubt, the limited liability company (LLC) has achieved a huge “market share”
in organization of business entities, including farm and ranch businesses, in just over three
decades.1 Commencing with the first enactment of enabling legislation in 1977, by the turn
of the century, all 50 states had enacted statutory authorization for the hybrid entity (some
structural features and limited liability of a corporation and the tax status of a partnership),
largely due to its unique features and because of its relative simplicity. However, the statelevel enactments were far from uniform, and it was not until 1992 that a “Prototype Limited
Liability Company Act” was proposed by a committee of the American Bar Association and
the Uniform Limited Liability Company Act was promulgated by the National Conference
on Uniform State Laws.2
Several states have now enacted second generation LLC Acts and a modicum of uniformity
is emerging. Nonetheless, the interrelationships of LLC law and tax law continue to raise
significant issues which are important in forming and managing an LLC.
Decisions on entity classification

An issue that arises almost immediately in the process of forming an LLC is the matter of
the tax classification of the entity. Effective in 1997, the Internal Revenue Service and the
Department of the Treasury adopted a proposal to simplify entity classification regulations
to allow taxpayers to treat domestic unincorporated business organizations as partnerships
or as associations on an elective basis.3 The options came to be known as the check-the-box
procedure. In effect, the regulations allow a business entity not required to be treated as a
corporation to choose its classification.
Under the regulations, a business entity that is not specifically classified as a corporation
can elect its initial classification with four possible changes by election in addition to the
default rules.4

Default rules. Under the default rules, a domestic eligible entity is treated as a partnership
for tax purposes if the entity has two or more members.5 The entity is disregarded as an
entity separate from its owners for federal tax purposes if the entity has a single owner6 or
a two-member LLC if one of the members has no economic interest in the entity.7
Partnership electing to be an association. Under an election by a partnership entity to shift
to being taxed as an association, the partnership contributes all assets and liabilities to the
association (which means corporate taxation) and the partnership liquidates by distributing
the stock of the association to its partners.8
______________________________________________________________________
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Association electing to be a partnership. The association
distributes all of its assets and liabilities to its shareholders
(in a corporate liquidation) and the shareholders contribute
all of the distributed assets and liabilities to a newly-formed
partnership.9
Association electing to be a disregarded entity. The association
distributes its assets and liabilities to a single owner in liquidation
of the association (in a corporate liquidation).10
Disregarded entity electing to be an association. The owner of
an eligible entity contributes all assets and liabilities of the entity
to an association in exchange for stock of the association.11
Change in classification
A change of classification can be made by filing Form 8832,
Entity Classification Election.12 The election is effective on
the date specified in the election or the date filed if no date
is specified.13 If an entity makes an election to change its
classification, the entity cannot change its classification again
for 60 months (unless there is a change in ownership of more
than 50 percent).14 A change in the number of owners of an entity
does not, however, result in the deemed creation of a new entity
for purposes of the 60-month limitation.15
Tax consequences of change in classification
The regulations make it clear that the tax treatment of a
change in classification of an entity for federal tax purposes
is determined under the Internal Revenue Code “and general
principles of tax law.”16 That appears to mean any change in
classification of an association (taxed as a corporation) to a
partnership-type entity would be subject to corporate liquidation
rules. Likewise, any change to a new type entity faces the regular
rules on entity formation and the regular rules applicable to
entity liquidation.
Other conversions
Partnership to LLC. The conversion of a general or limited
partnership to an LLC taxed as a partnership can be accomplished
without recognition of gain or loss.17 Upon conversion, the tax
year of the converting partnership does not close with respect
to any or all of the partners and the resulting LLC does not need
a new taxpayer identification number).18
LLC to partnership. No gain or loss is ordinarily recognized
on contribution of LLC property (which had been under a
partnership classification) to a general or limited partnership in
exchange for a partnership interest.19
Merger of S corporation into an LLC. On the merger of an
S corporation into an LLC, IRS has ruled that the transaction
is treated as a transfer of assets to the LLC followed by a
distribution of the interest to the S corporation shareholder or
shareholders with gain recognized as though the S corporation
had sold the property to the shareholder at the time of the
distribution.20 A merger of an S corporation into a disregarded
entity (LLC) was treated as a deemed sale of assets.21 However,
in a 2005 letter ruling, an S corporation conversion into an
LLC was considered a type F reorganization22 with no gain or
loss recognized.23 The same result obtained on conversion of
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an S corporation into an LLC taxed as an association in a 2008
ruling.24
Changes needed in operating agreement
If an LLC commences operations under the default provision
(taxed as a partnership), as is often the case because of the
likelihood of start-up losses in the early years of the entity),
the initial operating agreement typically reflects partnership tax
treatment. A later election to shift to taxation as an association with
a filing of Form 8832 may require amendments to the operating
agreement in implementation of the shift in classification.
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