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1. THE BOTTOM LINE 

An LLC cannot render legal services in California.1 

A sole practitioner should not incorporate unless concerns about wrongful ac-
tions by employees push the sole practitioner into a professional corporation.  
In that case, the new professional corporation should be an S corporation for 
tax purposes.  A sole practitioner who joins an LLP and wants to contribute 
to the LLP receivables and other assets of the professional corporation will 
probably need to participate in the LLP through the professional corporation.  

It will rarely make sense to convert a professional corporation from a 
C corporation to an S corporation.  Only in extremely rare circumstances 
should a professional corporation convert to an LLP. 

Two or more attorneys practicing together should use an LLP and not a pro-
fessional corporation or a general partnership.  If they are using a general 
partnership now, they should convert to an LLP.  If they are using a profes-
sional corporation with more than one shareholder, they should consider 
bringing new partners into an LLP of which the professional corporation is 
one of the partners. 

                                      
1  Cal. Corp. Code §  17701.04(b).  The Business & Professions Code does not au-

thorize an LLC to render legal services. 
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2. TYPES OF ENTITIES 

In California, the alternatives for the private practice of law are: 

 a sole proprietorship, 

 a general partnership, 

 a registered limited liability partnership (an “LLP,” only for accountants, 
architects, lawyers, land surveyors and civil, electrical and mechanical engi-
neers) 

 a professional corporation  (taxed as a C corporation or an S corporation, 
rarely as a QSub). 

In other states limited liability companies (“LLCs”) can render legal services, 
but not in California.2 

3. IS A BUSINESS ENTITY NEEDED? 

3.1 A corporation or LLP is useful when liability can be imposed on a 
owner of the law practice without wrongful action by that owner. 

3.1(a)  Employees, like anyone else, are liable for their own wrongful 
acts. 

  Employers are also liable for wrongful acts that employees 
commit in the course of their employment, even if the employee 
is violating company policy or specific instructions when the 
wrongful act occurs.  The Latin name for this rule is “respondeat 
superior.” 3 

                                      
2  Cal. Corp. Code § 17701.04(b), (e). 

3  B. Witkin, Summary of California Law, IV Agency and Employment, § 165 (10th 
Ed. 2012). 
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3.1(b)  All general partners are liable for all other general partners’ 
promises and contracts involving the partnership business and 
for the wrongful acts of all partners and employees of the 
partnership in the course of the partnership business.4 

3.2 Changes in federal and California tax laws in the 1980s greatly reduced 
the tax benefits of incorporating.   

3.2(a)  Although federal tax rates have changed over the years, for 
most attorneys saving taxes is not an important reason to incor-
porate.  

3.2(b)  However, in choosing a business entity it is important to mini-
mize the risk of high tax rates and a possible double tax on 
operating profits. 

3.3 Generally, the primary reason to incorporate or to use an LLP is the 
desire for limited liability:  to protect the owner’s personal assets 
and/or the assets of other businesses from creditors of the practice.   

                                      
4  Cal. Corp. Code §§ 16305, 16306. 

This is important: 

An attorney cannot limit his liability for his own negli-
gence or his other wrongful acts.  

Again:  An attorney cannot limit his liability for his own 
negligence or his other wrongful acts.  

But an attorney can limit her liability for no-fault liabili-
ties, including the wrongful acts of his partners and employ-
ees. 

She can also consider the ease with which her creditors 
can take her  assets after there is a judgment against her. 
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3.4 Other factors to consider include the availability and sufficiency of 
E&O and EPL liability insurance and the fact that the personal guar-
antees of the shareholders/partners generally will be required by les-
sors, lending institutions and, possibly, others. 

3.5 Other non-tax reasons to incorporate or to use an LLC in certain sit-
uations include the availability of (a) continuity of the practice in the 
event of the death of the attorney, and (b) centralized management of 
the firm.  

Also, forming a business entity with another attorney can smooth the 
transition when an attorney dies or is incapacitated, preserving the val-
ue of the practice for the attorney’s family.5 

4. LIABILITY ANALYSIS 

4.1 In considering whether to use an entity, the first question is: “What are 
the liabilities that could result from the operation of this business?”   

 An attorney in private practice will need errors and omissions 
(E&O) liability insurance.  Usually as much coverage as the at-
torney can get.  That’s a given.  

4.2 Professionals and their staffs sometimes embezzle from the firm or cli-
ents, harass and discriminate against each other and against people out-
side the firm.  Attorneys and their firms sometimes imperfectly follow 
California and federal labor and ERISA laws. 

4.2(a)  Employment practices liability (“EPL”) coverage is available 
and should be seriously considered.  It is expensive because the 
risks are high. 

                                      
5  Bus. & Prof. Code §§ 6180 et seq. and 6190 et seq. (court procedures to rescue a 

practice from an attorney who dies or for any other reason cannot attend to it); Cal. Prob. Code § 
9764 (appointment of a “practice administrator” to wind down or sell the practice; note that a sole 
practitioner can and should nominate a practice administrator). 
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4.2(b)  If all of the activities which may generate liabilities will be 
conducted by the sole practitioner, there is no protection to be 
gained from incorporating and the practice should be conduct-
ed as a sole proprietorship (“Keep it simple.”), whether or not 
adequate insurance is available. 

4.2(c)  If liability may be imposed on the sole practitioner without 
wrongful action on his or her part, the business should be con-
ducted in a professional corporation if insurance is not availa-
ble to cover all of the risks that concern the attorney.   

 An LLP can’t be used by a sole practitioner.6 

4.3 General partners have unlimited liability for the actions of the other 
partners within the scope of the partnership business, as well unlimited 
liability for other claims against the partnership, for example, as an 
employer.7 

4.3(a)  Because these “vicarious” liabilities can be limited by using an 
LLP, it almost always makes sense to use an LLP rather than a 
general partnership. 

4.3(b)  In theory, a professional corporation with multiple sharehold-
ers is an alternative to the general partnership.  However, the 
corporate structure is somewhat rigid for a professional prac-
tice.  Also, several tax concerns arise with a corporation that 
are just not issues with an entity taxed as a partnership (which 
includes LLPs). 

                                      
6  Cal. Corp. Code §§ 16301(8)(A), (9), 16953(a). 

7  Cal. Corp. Code §§ 16305, 16306. 
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5. C CORPORATIONS 

5.1 Corporations provide the most time-tested protection for a shareholder 
from claims that arise in the corporation’s business through no fault of 
that shareholder.   

5.2 Corporations have their own income and their own expenses.  The ex-
cess of income over deductible expenses is taxable income.8   

5.2(a)  A corporation that is a C corporation pays its own taxes on 
this taxable income.9  The taxable income of a C corporation 
does not flow through to its shareholders and they do not pay 
tax on the C corporation’s taxable income. 

5.2(b)  In contrast, the tax items of an S corporation flow through to 
the shareholders and they pay tax on those items on the share-
holders’ personal tax returns.10 

5.3 For most C corporations, low federal income tax rates currently apply 
to the first $75,000 of taxable income of a C corporation.11  

5.3(a)  Personal service corporations (“PSC”) cannot use these lower 
rates.  The highest federal corporate tax rate (35%) applies 
to all of the taxable income of a PSC. 12  

                                      
8  I.R.C. § 63(a). 

9  I.R.C. § 11 (corporate tax rate), 1361(a)(2) (defining a “C corporation”). 

10  I.R.C. § 1366. 

11  I.R.C. § 11(b)(1). 

12  I.R.C. § 11(b)(2). 
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5.3(b)  A PSC is one engaged in health, law, engineering, architec-
ture, accounting, actuarial science, performing arts, or consult-
ing and (basically) owned by its employees.13 

5.4 Generally, a C corporation cannot use the cash method of accounting, 
which most small law firms use.14  However, a PSC can use the cash 
method of accounting, even if it has more than $5 million in gross re-
ceipts.15 

5.5 A C corporation does not have the many restrictions that apply to 
S corporations (for example, the one-class-of-stock rule and eligible 
shareholder rules).16 

5.6 Certain tax-free fringe benefits are available to the owners of the busi-
ness only if they are employees of a C corporation.17  But this is not re-
ally a big reason to use a C corporation.  

5.7 The profits of a C corporation are subject to a “double tax.”  Cash or 
property that a C corporation distributes to its shareholders will be 
taxed twice. 

5.7(a)  A C corporation pays tax on its own taxable income.18 

5.7(b)  No corporate deduction or credit is allowed for distributions to 
shareholders. 

                                      
13  I.R.C. § 448(d)(2). 

14  I.R.C. § 448(a)(1).   

15  I.R.C. § 448(b)(2). 

16  Compare I.R.C. § 1361(b), (c) (eligibility requirements for . 

17  See Section 6.2(f) at page 14 below. 

18  I.R.C. § 11. 
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5.7(c)  Shareholders generally pay tax on corporate distributions to 
them from a C corporation.19  In addition to the 20% maximum 
federal tax rate on qualifying dividends,20 the 3.8% tax on net 
investment income21 also applies to high-income taxpayers.  
There is no special California income tax rate for dividends. 

5.7(d)  For corporations and shareholders in the highest tax brackets, 
the effective tax rate on distributed income exceeds 64% under 
current law, taking into account California and federal taxes. 

 To avoid this, a C corporation must “zero out” – that is, 
pay all the profit to the shareholder as compensation.  The 
compensation is taxed once, because it is deductible to the 
corporation and ordinary income to the employee-
shareholder.22 

 If the compensation of a shareholder-employee exceeds a 
reasonable in amount, the IRS or Franchise Tax Board can 
recharacterize the excess as a dividend.23   

o The corporation loses its deduction on the “dividend” 
and pays tax at the top rates, so its taxes increase.   

                                      
19  I.R.C. §§ 301(c), 312, 316. 

20  I.R.C. § 1(h)(11) 

21  I.R.C. § 1411. 

22  I.R.C. §§ 61(c)(1) (including wages in gross income of the employee), 162(a)(1) 
(allowing the employer a deduction for the wages). 

23  I.R.C. § 162(a)(1); Treas. Reg. § 1.162-7.  Once the tax authority asserts that the 
amount exceeds a reasonable amount, the burden is on the taxpayer to prove that it is reasonable.  
Chicago Stadium Corp. v. U.S., (N.D. Ill. 1991) 
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o A well-advised the shareholder would amend his or 
her personal tax return to seek a refund, paying federal 
income tax and net investment income tax on the “div-
idend” at rates lower than the rates for wages, and 
would seek refunds or credits for the overpaid em-
ployment taxes (mostly Medicare taxes, for which no 
wage limits apply, unlike FICA taxes). 

o If the corporation’s income is earned by the attorney’s 
personal services, all of the compensation will proba-
bly be reasonable in amount.24  The concern arises to 
the extent that the corporation’s income is earned by 
others (associates, legal assistants, independent con-
tractors, low-paid shareholders).25 

 The double tax problem is particularly acute if the corpo-
ration has appreciated property.  For this reason, real 
estate, art, collectibles and other appreciating assets 
should never be held in a corporation – whether it is a 
C corporation or an S corporation. 

5.8 Modest additional legal and accounting expenses are generally incurred 
when a sole proprietorship converts to a partnership, LLP or profes-
sional corporation. 

 Organizing an LLP or partnership with a written agreement is 
somewhat more expensive that organizing a professional corpo-
ration, for which the documents are much more standardized. 

                                      
24  Shipyard River Terminal Co. v Comm’r, 3 T.C.M. 1292 (1944) (90% of the reve-

nue resulted from the personal efforts of the shareholder-employee). 

25  Thomas Curtis, M.D. v Comm’r, 67 T.C.M 1958 (1994) (two employee-
shareholders; total staff, including contracted psychologists, of 60 to 80 people; part of compensa-
tion deduction for one employee-shareholder disallowed). 
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5.9 Modest additional employment taxes are generally incurred when a 
sole proprietor becomes an employee of a professional corporation. 

5.10 Corporate formalities must be observed to achieve limited liability.26 

6. MINIMIZE THE DOUBLE TAX ON CORPORATE PROFITS WITH AN 
S CORPORATION ELECTION 

 A new professional corporation should consider electing “S corporation” status 
for tax purposes. 

6.1 Advantages: 

6.1(a)  Generally, there is no federal income tax on an S corporation’s 
income.27 

6.1(b)  Lower or no state tax.  A lower 1.5% California franchise tax 
rate applies to S corporations.28 

6.1(c)  Generally, there is no tax on cash distributions from the 
S corporation to its shareholders of profits earned while the 
S corporation election was in effect.29 

 However, distributions of appreciated property by the 
S corporation generate gains which are taxed to the share-
holders.30 

                                      
26 See “Achieving Limited Liability” at page 27 below. 

27  I.R.C. § 1363(a). 

28  Cal. Rev. & Tax. Code § 23802(a), (b)(1).  An $800 minimum tax also applies.  
Cal. Rev. & Tax. Code § 23802(c).  Compare this to the California 8.84% franchise tax on 
C corporations.  Cal. Rev. & Tax. Code § 23151(e).  The California franchise tax is deductible in 
computing federal income tax.  I.R.C. § 164. 

29  I.R.C. § 1368(b)(1), (c)(1). 
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 Distributions of C corporation earnings are also taxable to 
the shareholders.31 

6.1(d)  For the shareholders who are active in the corporation’s busi-
ness, neither the active pass-through income nor the distribu-
tions from the S corporation are subject to the 3.8% federal net 
investment income tax (the “NIIT”).32 

6.1(e)  Employment taxes may be reduced by taking a modest salary 
from the S corporation and receiving distributions of earnings 
instead.33 

6.2 Disadvantages: 

6.2(a)  All of an S corporation’s income is subject to individual rates 
for federal income tax purposes.  The highest maximum federal 
income tax rate for individuals (39.6%)34 is somewhat higher 

                                                                                                                        

(footnote continued from previous page) 
30  I.R.C. § 311(b). 

31  I.R.C. § 1368(c)(2). 

32  Treas. Reg. §§ 1.1411-4(b), 1.1411-7(d)(3).  For the shareholders who are 
not active in the practice, the NIIT will apply to all flow-through income, to gain on sale of the 
shares, and to taxable distributions of C corporation profits.  I.R.C. § 1411.  But not to tax-free 
distributions of S corporation profits. 

33  I.R.C. § 1402(a)(2) (dividends are not “net earnings from self-employment” and so 
are not subject to self-employment tax, including the Medicare tax).  A salary is probably too 
modest if it does not cover an employee-shareholder’s living expenses or the corporation cannot 
otherwise demonstrate that it is adequate for the services rendered.  Watson v. U.S., 714 F. Supp. 
2d 877 and 954 (S. D. Iowa 2010), aff’d 668 F3d 1008 (8th Cir. 2012), cert. denied, 133 S. Ct. 
364 (2012). 

34  I.R.C. § 1. 
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than the federal income tax rates for PSCs (35%).35  The max-
imum California personal income tax rate (12.3%)36 is higher 
than the California franchise tax rate (8.84%) for C corpora-
tions.37  But the effective combined federal and California tax 
rate on the S corporation’s income is lower than the effective 
tax rate on C corporation income that is distributed to share-
holders as dividends (and therefore subject to the double tax). 

6.2(b)  An S corporation’s income is taxed directly to shareholders, 
whether or not distributions are made.38 

6.2(c)  Eligibility requirements must be satisfied and only one class 
of stock is permitted.39 

 Every S corporation should be carefully monitored to 
avoid an inadvertent termination of the election or oth-
er adverse consequences.40 

                                      
35 I.R.C. § 11(b)(2).  The federal limits on itemized deductions for individuals effec-

tively add 1.2% to the federal income tax rate of many California taxpayers in high tax brackets.  
I.R.C. § 68. 

36  Cal. Rev. & Tax. Code § 17041. 

 37 Cal. Rev. & Tax. Code § 23151(e).  The California taxes are deductible for federal 
tax purposes.  I.R.C. § 164.  The federal and California itemized deduction limits that are based 
on adjusted gross income, taken together, increase the effective federal income tax rate for indi-
viduals by almost two percentage points over the nominal rates mentioned in this paragraph.  
I.R.C. §68; Cal. Rev. & Tax. Code § 17077.  The California personal income tax rate is 13.3% 
for income over $1 million.  Cal. Rev. & Tax. Code § 17043. 

38  I.R.C. § 1366. 

39  I.R.C. § 1361(b).  Differences in voting rights are permitted.  I.R.C. § 1361(c)(4). 

40  I.R.C. § 1362(d). 
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 Shareholders of an S corporation should enter into a 
buy-sell agreement to protect the fragile S election. 

6.2(d)  If a C corporation makes the S election, the pre-election appre-
ciation (the “built-in gain”) in assets acquired by the corpora-
tion before the effective date of the S election generally will be 
taxed to the corporation if and when the assets are sold or dis-
tributed during its first ten S corporation years.41  The “built-in 
gain” tax is designed to mimic the double tax. 

 For a cash-method law practice, some accounts receivable 
are built-in gain assets, subject to a double tax when col-
lected.  These are the accounts receivable that are on the 
balance sheet on the first day of the S corporation elec-
tion.42  One or more shareholders of a professional C cor-
poration should consider buying the receivables at the end 
of the last C corporation year, accelerating the corpora-
tion’s income into that year; the corporation should con-
sider borrowing to pay bonuses in the last C year to offset 
the accelerated income; all with the goal of avoiding the 
double tax.43 

 The built-in gain tax applies only to gain realized in the 
first 10 years as an S corporation.44  This can include cor-
porate goodwill if the practice is sold.45 

                                      
41  I.R.C. § 1374. 

42  Treas. Reg. § 1.1374-4(b). 

43  The buyers of the receivables would pay the corporation as the receivables are col-
lected.  The corporation would report the income in the last C year, electing out of the installment 
method of reporting.  I.R.C. § 453(d) (election out).  Otherwise, the unrecognized installment in-
come would be subject to the double tax when it is recognized in an S year.  Treas. Reg. § 
1.1374-4(h). 

44  I.R.C. § 1374(d)(7)(A). 
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6.2(e)  Restrictions apply to an S corporation’s use of a taxable year 
other than the calendar year.46 

6.2(f)  A corporation can deduct the costs of fringe benefits it pro-
vides for its employees, including employees who are also its 
shareholders, and for income tax purposes the employees of a 
C corporation do not include in their income the value of most 
of these fringe benefits.  If a corporation elects S status, em-
ployees who are also shareholders must include in their income 
the value of: 

 Group life insurance premiums,  

 Accident or health plan premiums, 

 Death benefits,  

 Meals on the employer’s business premises and  

 Lodging furnished by the employer as a condition of em-
ployment.47 

6.3 C corporation status generally should be continued if the corpo-
ration will generate losses that can be carried back to recover 
taxes previously paid; or 

                                                                                                                        

(footnote continued from previous page) 
45  Treas. Reg. § 1.1374-3(c). 

46  I.R.C. §§ 444, 1378. 

47  I.R.C. § 1372.  Employees who hold less than 2% of the outstanding shares of the 
S corporation are not subject to the rule.  However, constructive ownership rules apply, so an em-
ployee with no shares could be subject to this rule.  J. Eustice & J. Kuntz, FEDERAL INCOME 

TAXATION OF S CORPORATIONS ¶ 11.04 (4th ed. 2015). 
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 The corporation has an unused net operating loss carry-
forward.48 

7. PROFESSIONAL CORPORATIONS 

7.1 The General Corporation Law applies to professional corporations if 
the Moscone-Knox Professional Corporation Act does not have a spe-
cific rule.49 

7.2 The Professional Corporation Act applies to law corporations because 
providing legal services requires a license under the Business & Profes-
sions Code.50 

7.3 The articles of incorporation of a professional corporation must state 
that it is one.51 

7.4 The State Bar requires the bylaws to include its rules regarding shares 
of a law corporation.52 

7.5 Directors and officers:  “A professional corporation which has only 
one shareholder need have only one director who shall be such share-
holder and who shall also serve as the president and treasurer of the 
corporation….  A professional corporation which has only two share-

                                      
48  I.R.C. §§ 172 (net operating loss carrybacks and carryforwards), 1371(b) (C corp 

losses can’t offset S corp income), 1374(b)(2) (allowing NOL carryforwards from C corporation 
years to offset the corporate-level built-in gain tax). 

49  Cal. Corp. Code § 13403. 

50  Bus. & Prof. Code § 6064; Cal. Corp. Code §  13401(a), (b). 

51  Cal. Corp. Code §  13404. 

52  Section 2), Attachments, to State Bar Form LC101.  
http://www.calbar.ca.gov/Portals/0/documents/lawcorp/LawCorp_Application_r.pdf.  See the 
form of insert to law corporation bylaws attached to this outline. 
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holders need have only two directors who shall be such shareholders. 
The two shareholders between them shall fill the offices of president, 
vice president, secretary and treasurer.”53  Each director, shareholder, 
and each officer of a law corporation must be an attorney.54 

7.5(a)  If an attorney is not married to an attorney, the couple’s living 
trust will need a special trust that enables only the attorney to 
vote the shares of the professional corporation. 

7.6 Before the corporation renders legal services, it must register with the 
State Bar.55   

7.6(a)  To do so, the professional corporation must have adequate se-
curity for claims.56 

7.6(b)  The only way to provide security for claims: 

All law corporations, except as otherwise provided in 
this rule, must provide a Law Corporation Guarantee 
providing that the shareholders jointly and severally 
agree to pay all claims established against the law corpo-
ration for errors and omissions arising out of the render-
ing of professional services. The guarantee must name 
each shareholder and be executed by each.57 

                                      
53  Cal. Corp. Code § 13403(a). 

54  Bus. & Prof. Code § 6165. 

55  Id.; Bus. & Prof. Code §§ 6160, 6161. 

56  Bus. & Prof. Code § 6171(b). 

57  Cal. State Bar Rule 3.158(A)(1).  Compare the requirement for accountancy corpo-
rations:  “Insurance for each claim in an amount equal to at least $100,000 per licensee, provided 
that the maximum amount for each claim shall not be required to exceed $1,000,000, and that the 
minimum amount guaranteed for all claims during any one calendar year shall be at least an 

      (footnote continued on next page) 
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7.6(c)  Use State Bar Form LC101, Application for Issuance of a Cer-
tificate of Registration as a Law Corporation. 

7.7 A law corporation must annually renew its certificate of registrations 
from the State Bar.58  A law corporation that fails to submit a complete 
Annual Renewal and fee will be suspended and will not be entitled to 
practice law.  It may be reinstated upon submission within one year of 
the renewal, fee, and any penalty.  If the suspension lasts more than 
one year, the registration of the law corporation may be involuntarily 
terminated. 59 

7.8 If an attorney-shareholder dies, the shares must be bought back by the 
professional corporation or bought by an attorney within six months.  
Otherwise, the professional corporation ceases to be registered to pro-
vide legal services.60 

8. AVOID THE DOUBLE TAX ON CORPORATE PROFITS WITH A GENERAL 
PARTNERSHIP 

8.1 A general partnership is not subject to the double tax.61  The income 
of the partnership is taxed to the partners.62  Consequently, the double 

                                                                                                                        

(footnote continued from previous page) 

amount equal to $250,000 per licensee, provided that the maximum amount shall not be required 
to exceed $3,000,000.”  Cal. Admin Code Title 16, § 75.8. 

58  Cal. State Bar Rule 3.156(A). 

59  Cal. State Bar Rule 3.156(B). 

60 Bus. & Prof. Code § 6171.1. 

61 The tax discussion in this outline applies to general partnerships and LLPs that are 
classified as partnerships for tax purposes, and not as corporations.  For domestic entities that are 
not corporations, the default classification is adopted by filing a corporate or partnership return.  
To adopt the alternative to the default, file Form 8832, Entity Classification Election.  Treas. Reg. 
§ 301.7701-3(c).  These rules are known as the federal “check-the-box” regs.  California con-
forms generally. 
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tax can be avoided by never using a corporation and by using an LLP 
when limited liability becomes important. 

8.2 For income tax purposes, an LLP is a general partnership.63 

8.3 Other benefits of general partnerships as compared to S corporations: 

8.3(a)  No eligibility concerns; 

8.3(b)  Ability to make adjust inside tax basis when a partnership in-
terest is sold or inherited, if a permanent election is made to 
make this adjustment for all transfers of interest in that LLC;64 

8.3(c)  Easy to bring members in and out and to adjust interests, can 
use profits interests vs. capital interests; 

8.3(d)  Distributions and allocations can be tailored precisely (because 
there is no one-class-of-stock rule for general partnerships, so 
general partnership can have preferred interests and special al-
locations); 

8.3(e)  Distributions of appreciated assets rarely trigger tax;65 and 

8.3(f)  Entity-level borrowings can give partners tax basis in their 
partnership interest to absorb partnership losses.66 

                                                                                                                        

(footnote continued from previous page) 
62  I.R.C. §§ 701, 702. 

63  Treas. Reg. § 301.7701-2(a) 

64  I.R.C. §§ 743, 754. 

65  I.R.C. § 731. 

66  I.R.C. §§ 722, 752. 
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8.4 The conversion of an S corporation or a C corporation to a partnership 
or LLP – no matter how achieved – is treated as a taxable liquidation 
of the corporation.67 

 Consequently, a professional corporation with appreciated assets 
-- including goodwill -- will rarely convert to an partnership or 
LLP. 

 Note that there are usually no serious tax impediments to con-
verting an LLP or partnership to a corporation – except the 
threat of the eventual double tax.68  The negotiations to obtain 
the necessary partner consents can be difficult, because the entity 
is moving along a continuum from a more flexible to a more rig-
id capital structure as it moves from partnership to C corporation 
to S corporation.  

8.5 Concerns about using general partnerships: 

8.5(a)  All partners are jointly and severally liable for all obligations 
of the general partnership, unless a creditor agrees otherwise.69 

 The reason to use an LLP is to avoid this rule. 

8.5(b)  Each partner is an agent of the general partnership and can 
bind it.70 

8.5(c)  A partnership agreement need not be written or signed by the 
partners.71 

                                      
67  PLR 94-04-021 (Nov. 1, 1993). 

68  I.R.C. § 351 (tax-free exchange of assets for stock). 

69  Cal. Corp. Code §§  16305, 16306(a). 

70  Cal. Corp. Code §  16301. 
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8.5(d)  Restrictions apply to a general partnership’s use of a taxable 
year other than the calendar year.72 

9. AVOID UNLIMITED LIABILITY FOR THE PARTNERSHIP OBLIGATIONS WITH 
A REGISTERED LIMITED LIABILITY PARTNERSHIP (AN “LLP”) 

9.1 The Why 

9.1(a)  This is the reason to use an LLP: 

[A] partner in [an LLP] is not liable or accountable, di-

rectly or indirectly, including by way of indemnifica-

tion, contribution, assessment, or otherwise, for debts, 

obligations, or liabilities of or chargeable to the part-

nership or another partner in the partnership, whether 

arising in tort, contract, or otherwise, that are incurred, 

created, or assumed by the partnership while the part-

nership is [an LLP], by reason of being a partner or 

acting in the conduct of the business or activities of the 

partnership.73 

                                                                                                                        

(footnote continued from previous page) 
71  Cal. Corp. Code §  16101(10). 

72  I.R.C. §§ 444, 706. 

73  Cal. Corp. Code §  16306(b). 
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9.1(b)  Note that using an LLP does not “affect the liability of a part-
ner of [an LLP] to third parties for that partner’s tortious con-
duct.”74 

9.1(c)  A majority in interest can provide in the partnership agreement 
or by vote that all of the partners will be personally liable for a 
specific debt.75 

 Partners who do not hold a majority in interest will want 
to see the partnership agreement prohibit this without 
unanimous consent of the partners. 

 Partners in an LLP can individually guarantee specific ob-
ligations of the LLP.76 

9.1(d)  A partner of an LLP is not a proper party to a suit against the 
LLP unless the suit also alleges tortious conduct by the partner 
or that the partnership agreed that each partner would be liable 
for the debt.77 

9.1(e)  The liability limitations of an LLP do not apply to law LLPs 
unless the LLP “has a currently effective certificate of registra-
tion issued by the State Bar.”78 

                                      
74  Cal. Corp. Code § 16306(e). 

75  Cal. Corp. Code § 16306(d). 

76  Cal. Corp. Code § 16306(h). 

77  Cal. Corp. Code § 16306(g); compare Cal. Corp. Code §  16307(circumstances in 
which a partner in a general partnership can be named in an action against the general partner-
ship). 

78  Cal. Corp. Code § 16306(f). 
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9.2 Requirements for an LLP That Provides Legal Services 

9.2(a)  Each of the partners must be licensed to practice law in Cali-
fornia or another state.79 

9.2(b)  The LLP must be licensed by the State Bar to engage in the 
practice of law.80 

9.3 The How 

9.3(a)  An LLP must use “LLP” or a permitted variant in the name of 
the entity.81 

9.3(b)  To become an LLP, the entity must first be a general partner-
ship.82  Limited partnerships, sole practitioners and profession-
al corporations cannot become LLPs.83 

9.3(c)  To become an LLP a general partnership files with the 
California Secretary of State Form LLP-1, Application to 
Register a Limited Liability Partnership (LLP), and pays a 
$70 filing fee.84  If the filing is proper and the Secretary of 
State accepts it, the entity remains an LLP until it converts 

                                      
79  Cal. Corp. Code § 16101(8)(A). 

80  Id. 

81  Cal. Corp. Code § 16952. 

82  Cal. Corp. Code § 16953(a). 

83  Id.  A professional corporation can be a partner in an LLP.  California State Bsar 
Rule 3.171.  A sole practitioner with a professional corporation will often become a partner in an 
LLP through that attorney’s professional corporation, because the corporation owns the receivables 
that the attorney wants to contribute to the LLP as a capital contribution in exchange for an interest 
in the LLP. 

84  Bus. & Prof. Code § 6174; Cal. Corp. Code § 16953(a), (b). 
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back to a general partnership or dissolves.  The statute 
provides that a paperwork error or missed filing will not 
terminate the LLP status with the Secretary of State. 85  The 
State Bar is not so forgiving. 

9.3(d)  The conversion of a general partnership to an LLP is a tax-free 
transaction.86 

9.3(e)  The liability protection does not apply until the LLP registers 
with the State Bar.87 

 The LLP files with the State Bar an Application for  Issu-
ance of a Certificate of Registration as a Limited Liability 
Partnership (LLP), Form LLPApp.88 

 The effective date of the registration with the State Bar 
(and the effectiveness of the liability protection) is the day 
the State Bar receives a complete application.89 

9.4 Security for Claims 

9.4(a)  Like a professional corporation, an LLP must provide security 
for claims.90  The most common way to provide security is 

                                      
85  Cal. Corp. Code § 16953(d), (e). 

86  Rev. Rul. 95-55, 1955-2 C.B. 313. 

87  Cal. Corp. Code § 16306(f). 

88  The filing fee (from the instructions to the form):  “A $50 per partner (minimum of 
$100, up to a maximum of $2,500) non-refundable fee must accompany this application” 

89  Cal. State Bar Rule 3.172(B).  

90  Cal. Corp. Code § 16956(a), (2). 
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with an errors and omissions (“E&O”) liability insurance poli-
cy.  How much coverage is required? 

[T]he total aggregate limit of liability under the policy or 
policies of insurance for [LLPs] with five or fewer [at-
torneys] shall not be less than one million dollars 
($1,000,000), and for [LLPs] with more than five [attor-
neys] rendering professional services on behalf of the 
[LLP], an additional one hundred thousand dollars 
($100,000) of insurance shall be obtained for each addi-
tional [attorney]; however, the maximum amount of in-
surance is not required to exceed seven million five hun-
dred thousand dollars ($7,500,000) in any one designat-
ed period, less amounts paid in defending, settling, or 
discharging [E&O claims]. The policy or policies may 
be issued on a claims-made or occurrence basis, and 
shall cover (i) in the case of a claims-made policy, 
claims initially asserted in the designated period, and (ii) 
in the case of an occurrence policy, occurrences during 
the designated period. For purposes of this subpara-
graph, “designated period” means a policy year or any 
other period designated in the policy that is not greater 
than 12 months. The impairment or exhaustion of the 
aggregate limit of liability by amounts paid under the 
policy in connection with the settlement, discharge, or 
defense of claims applicable to a designated period shall 
not require the partnership to acquire additional insur-
ance coverage for that designated period. The policy or 
policies of insurance may be in a form reasonably avail-
able in the commercial insurance market and may be 
subject to those terms, conditions, exclusions, and en-
dorsements that are typically contained in those policies. 
A policy or policies of insurance maintained pursuant to 
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this subparagraph may be subject to a deductible or self-
insured retention.91 

9.4(b)  To register with the State Bar, the LLP must state that it has 
provided adequate security for claims.92 

9.4(c)  At dissolution, the LLP must provide at least three years of 
“tail” coverage.93 

9.4(d)  As alternatives to the insurance coverage, the LLP could keep 
these amounts in a bank account, self-insure up to these 
amounts, or certify in a public document to a net worth of at 
least $15M.94  From this it is possible to get a sense of the po-
litical deal that lead in 1996 to LLPs for accountants and attor-
neys. 

9.5 Annual Filings 

9.5(a)  Unlike a general partnership, an LLP must pay an annual min-
imum tax, which is currently $800.95  The tax is due for all 
years until the LLP converts back to a general partnership or 
dissolves.96 

                                      
91  Cal. Corp. Code § 16956(a)(2)(A) 

92  Bus. & Prof. Code § 6174.5. 

93  Id. 

94  Cal. Corp. Code § 16956(a)(2)(B), (C), (D), (c).   

95  Cal. Rev. & Tax. Code § 17948. 

96  Id. 
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9.5(b)  Like a general or limited partnership (and unlike a corporation 
or LLC), an LLP is not required to file an annual statement of 
information with the Secretary of State. 

9.5(c)  An LLP must annually renew its certification with the State 
Bar by submitting an Annual Renewal with a fee.  The Annual 
Renewal reports any changes to the information last provided 
to the State Bar.97 

 An LLP that fails to submit a complete Annual Renewal 
and fee will be suspended by the State Bar and lose its sta-
tus as a registered LLP. It may be reinstated upon submis-
sion within one year of the renewal, fee, and any penal-
ty.98 

 If the suspension lasts more than one year, the certifica-
tion of the limited liability partnership will be involuntari-
ly terminated by the State Bar.99 

9.6 Limits on Distributions 

9.6(a)  An LLP cannot make a distribution if, after the distribution: 

 It would not be able to pay its debts as they become due in 
the usual course of the practice. 

 Total liabilities would exceed total assets.  If there are 
partners with preferred interests, the amount that the LLP 
is required to distribute to them on dissolution is added to 
liabilities. 

                                      
97  Cal. State Bar Rule 3.176(A). 

98  Cal. State Bar Rule 3.176(B). 

99  Id. 
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 The statute does not say if these are conjunctive or dis-
junctive.  Chapter 5 of the General Corporation Law and 
Section 17704.05 for LLCs are much more specific.100 

9.7 Fast Facts from the State Bar 

9.7(a)  “Currently, there are approximately 2,700 certified limited lia-
bility partnerships. The program has been in operation since 
January 1996.”101 

10. ACHIEVING LIMITED LIABILITY 

 When a corporate or LLP structure is adopted principally to minimize the risk of 
personal liability, it is critical to operate the business in a way that minimizes 
the risk that a claimant will “pierce the corporate veil,” resulting in sharehold-
er/partner liability for the entity’s obligations.  

10.1 It is imperative to amend and restate the partnership agreement for a 
general partnership that becomes an LLP.  The partnership is likely to 
have provisions that will entirely defeat the LLP election if they are left 
in the agreement.102 

10.2 Accordingly, particular attention must be directed to the formalities of 
conducting the business in the entity, such as: 

 For a corporation, regularly prepare shareholders’ and directors’ 
minutes; 

                                      
100  The LLC Act uses the same two tests, but prohibits the distribution if either clause 

applies. 

101  http://calbar.ca.gov/Attorneys/MemberServices/LimitedLiabilityPartnership.aspx 

102  See the examples attached. 
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 For a California LLP, consider eliminating in the partnership 
agreement any requirement of annual meetings; 

 Show the full corporate or LLP name on all stationery, business 
cards and invoices; 

 Shareholders who are also officers of a corporation must sign docu-
ments in their capacity as officers (not as “owners”); 

 Eliminate oral and written references to another shareholder as 
“my partner”; 

 Don’t refer to “principals” without an explanation that makes ex-
plicit that the “principal” is not a “partner.”  So “William Staley, 
Principal/Shareholder” is better than “William Staley, Principal.” 

 Maintain separate personal and corporate/LLP bank accounts; 

 Carefully document and account for transactions between the share-
holder/partner and the corporation/LLP (such as salary, bonuses, 
rents, royalties, loans, contributions to capital and distributions to 
shareholders/members); and when there are multiple partnerships, 
LLPs, LLCs and corporations under common control, document 
transactions among the entities with leases, invoices, promissory 
notes and corporate resolutions, and account carefully for the transac-
tions. 

 It is important to have the board of directors approve all dividends 
and distributions, even routine S corporation distributions. 

 The board of directors or a compensation committee should document 
the compensation package of each shareholder, the objective data on 
which the committee relied, and how the committee reasoned from 
the data to its conclusions. 

10.3 In addition to these formalities, each entity must have an adequate 
combination of capital and insurance to satisfy reasonably anticipated 
claims against the practice. 
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 If the entity does not have enough capital and can’t afford sufficient 
insurance, the officers/partners should document their attempts to ob-
tain insurance. 

 Because S corporations, LLCs and partnerships can distribute earn-
ings without adverse tax consequences, it is possible that the earnings 
will be distributed and not retained as capital.  This may increase the 
need for insurance to avoid the “thin capitalization” problem.  This 
factor should be considered in connection with the legal limitations on 
distributions.103 

 However, a corporation or LLP generally should have no more capi-
tal than is necessary to run the practice and to minimize the “alter 
ego” risk. 

10.4 To avoid confusion regarding the capacity in which a particular docu-
ment is signed, any document requiring the signature of the entity 
should identify the entity, the person signing on its behalf, and the of-
fice held by that person.  The following is an example of a proper sig-
nature block for a corporation: 

ANYLAWYER, INC., 
a California professional corporation 
 
By        
 Donna J. Any, President 

10.4(a) This form of signature clearly indicates that the document is 
being signed by and on behalf of the corporation and not by an 
individual. 

10.4(b) Signing properly helps to prevent individual liability for claims 
against the entity and helps to preserve its legal status as a sep-
arate entity. 

                                      
103 Cal. Corp. Code § 500 et seq. 
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[This space intentionally left blank.] 

10.4(c) For an LLP, the signature is similar: 

ANYLAWFIRM LLP, 
a California registered  
limited liability partnership  
 
By     
 Donna J. Any, Partner 
 

10.5 The failure of officers, directors and shareholders/partners to conduct 
business as required by law may have serious adverse consequences. 

10.5(a) Third parties could succeed in “piercing the corporate veil,” 
potentially resulting in shareholder/partner liability for the enti-
ty’s obligations. 

 It’s not yet clear whether the “veil” of an LLP can be 
pierced.  Don’t be the test case. 

10.5(b) The corporation could be disregarded as a taxable entity in 
certain circumstances, resulting in direct taxation of the share-
holders on corporate income.104  Or the form of transactions 
and agreements between the shareholders and the corporation 
could be disregarded, potentially resulting in various adverse 
income tax consequences (for example, unintended dividends 
to the shareholders or no compensation on which to deductible 
base contributions to a qualified retirement plan). 

[End of outline.] 

                                      
104  The IRS has successfully asserted this recently to ignore family limited partnerships 

that the partners themselves did not respect. 
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AMENDED AND RESTATED 
BYLAWS 

OF 
ABC, 

A LAW CORPORATION 
 
 
1. PROFESSIONAL LAW CORPORATION 

This corporation is a professional corporation organized under the Cali-
fornia General Corporation Law and the Moscone-Knox Professional Corpora-
tion Act to practice law in California.  This corporation is a close corporation. 

1.1 Shares of the capital stock in this corporation may be owned only 
by an active member of the State Bar or by a person who is licensed to practice 
law in the jurisdiction or jurisdictions in which the person practices, and any 
shares issued in violation of this restriction shall be void.  (California Corpora-
tions Code Section 13406 and Rule IV.C.1 of the Law Corporation Rules of 
the State Bar of California (the “Law Corporation Rules”).) 

  No shareholder of this corporation shall enter into a voting trust, 
proxy, or any other arrangement vesting another person (other than another 
shareholder of this corporation) with the authority to exercise the voting power 
of any or all of his or her shares of this corporation, and any such purported 
voting trust, proxy or other arrangement shall be void.  (California Corpora-
tions Code Section 13406.) 

1.2 The shares of this corporation owned by a person who 

1.2(a) dies; 

1.2(b) ceases to be an eligible shareholder, or 

1.2(c) becomes a disqualified person as defined in Sec-
tion 13401(e) of the California Corporations Code, for a period exceeding 
90 days, shall be sold and transferred to the corporation or its shareholders on 
such terms as are agreed upon by the corporation and its shareholders.  Such 
sale or transfer shall occur not later than 90 days after the date he ceases to be 
an eligible shareholder, or 90 days after the date he becomes a disqualified per-
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son.  (California Corporations Code Section 13407; Rule IV.C.2 of the Law 
Corporation Rules.) 

1.3 This corporation and its shareholders may, but need not, agree 
that shares sold to this corporation by a person who becomes a disqualified 
person for any reason other than disbarment may be resold to such person if 
and when such person again becomes an eligible shareholder.  (Rule IV.C.3 of 
the Law Corporation Rules.) 

1.4 The share certificates of this corporation shall contain an appro-
priate legend setting forth the foregoing restrictions.  (Rule IV.C.4 of the Law 
Corporation Rules.) 

1.5 The income of this corporation attributable to its practice of law 
while a shareholder is a disqualified person shall not in any manner accrue to 
the benefit of such shareholder or his shares.  (Rule IV.C.5 of the Law Corpo-
ration Rules.) 

1.6 This corporation may purchase its own shares without regard to 
any restrictions provided by law upon the repurchase of shares, if at least one 
share remains issued and outstanding.  (California Corporations Code Sec-
tion 13407.) 

1.7 California Corporations Code Section 13407 provides that if this 
corporation fails to acquire all of the shares of a shareholder who is disquali-
fied from practicing law in California or of a deceased shareholder who was, 
on his or her date of death, licensed to practice law in California, or if such a 
disqualified shareholder or the representative of such a deceased shareholder 
fails to transfer said shares to this corporation, to another shareholder of this 
corporation, to a person licensed to practice law in the jurisdiction or jurisdic-
tions in which the person practices, or to a person licensed to practice law in 
California, within 90 days following the date of disqualification, or within six 
months following the date of death of such shareholder, as the case may be, 
then the certificate of registration of this corporation may be suspended or re-
voked by the State Bar. In the event of such suspension or revocation this cor-
poration shall cease forthwith to practice law in California.  (California Corpo-
rations Code Section 13407.) 

[End of sample bylaw provisions.] 
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A FEW TROUBLESOME PROVISIONS  
OF GENERAL PARTNERSHIP AGREEMENTS 

 
 
 a) Additional Capital Contributions.  No further contributions to 
capital shall be required or made by any Partner, except by mutual consent of 
the Partners.  Partners may make loans to the Partnership on terms to be agreed 
by the Partners.  [This is OK for an LLP.  Check for mandatory capital calls 
that a bankruptcy trustee might be able to make.] 
 
 [For an LLP, consider removing all provisions for personal liability of 
the partners for partnership debts.  These can be in several places in a general 
partnership agreement.] 
 
 c) Prior Acts.  No Partner shall be liable for any obligation incurred 
by any other Partner, either before or after this Agreement is signed, except 
obligations incurred pursuant to this Agreement in connection with or on behalf 
of the Partnership.  [Bad exception for an LLP.] 
 
 e) Continuing Effect.  If a Partner withdraws from the Partnership, 
transfers his or her entire Interest in accordance with the Agreement, or 
otherwise ceases to be a Partner, he or she shall remain liable for all obligations 
and liabilities incurred by the Partnership prior to the effective date of such 
occurrence and shall be free of any obligation or liability on account of the 
activities of the Partnership from and after such time.  [The whole provision is 
bad for an LLP.] 
 
 g) Limitations on Liability 
 
  i) Return of Capital.  No Partner shall be liable personally 
for the return of the capital of the Partners; this return is to be made solely from 
the assets of the Partnership in accordance with this Agreement.  [OK for an 
LLP.] 
 
  ii) Shared Liabilities.  If for any reason one or more 
Partners become liable personally for any obligation of the Partnership, such 
liability shall be borne by the Partners in proportion to their relative Percentage 
Interests at the time that the liability was incurred.  [An LLP disaster.] 
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 j) Third Party Claims.  The Partners acknowledge the possibility 
that the Partnership and the Partners could incur liabilities to various Persons as 
a result of claims made by such Persons based upon various legal and equitable 
theories (including breach of implied warranties and strict liability).  Upon 
receipt of notice by the Partnership or any of the Partners of any such claim, the 
recipient shall immediately notify the Partnership and each Partner of the claim.  
All costs and expenses, including attorneys' fees, incurred in connection with 
discharging or otherwise satisfying any such claim or defending against any 
lawsuit or other legal proceeding arising from a claim shall be an expense of the 
Partnership.  The obligation of the Partners to bear the foregoing costs and 
expenses in proportion to their Percentage Interests shall survive the dissolution 
of the Partnership.  [Bad for an LLP.] 
 
 l) Franchise Tax Liabilities.  If the partnership [used as a 
liquidating trust alternative] becomes personally liable for franchise tax 
liabilities relating to the Corporation, such franchise tax liabilities and all costs 
and expenses, including without limitation attorneys' and accountants' fees, 
incurred in connection with discharging or otherwise satisfying any such claim 
and/or defending against any lawsuit or other legal proceeding arising from a 
claim relating to such franchise tax liabilities shall be an expense of the 
Partnership and shall be borne by the Partnership.  The obligation of the 
Partnership to bear the foregoing franchise tax liabilities and all costs and 
expenses shall survive the dissolution of the Partnership and, in such event, 
shall be an obligation of the Partners in proportion to their Percentage 
Interests.  [Bad for an LLP.] 
 
 n) Negative Capital Accounts.  If a Tax Liquidation occurs, then: 
 
  i) Distributions shall be made pursuant to Section ___ 
(Application of Proceeds) to the Partners who have positive Capital Accounts; 
and 
 
  ii) If any Partner's Capital Account has a deficit balance 
(after giving effect to all contributions, distributions and allocations for all 
taxable years, including the year during which such liquidation occurs), such 
Partner shall contribute to the capital of the Partnership the amount necessary 
to restore such deficit balance to zero.  [An LLP disaster.] 
 

[End of examples.] 


