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Staying out of litigation, to the extent possible, is high on everyone’s priority list.  Litigation is 

costly and time consuming.  If you get into high stakes litigation, you need to be able to get out 

quickly.  Here are some common scenarios and tips on how you can stay out of litigation, or reduce 

the cost of litigation, if it becomes unavoidable: 

 

1. Buy/Sell Agreements:  In any agreement, but especially in Buy/Sell Agreements and 

Dealer Agreements, the devil is in the details.  One word can change the meaning of an 

entire sentence.  For example, the language of a buy/sell contract can determine whether 

the buyer will have the right to renegotiate the deal at closing.  One well-placed sentence 

can make all the difference. With a well-drafted contract and a skilled negotiator, a buyer 

will not be able to re-negotiate at closing unless a major issue is found during due diligence. 

(Examples include environmental contamination or a building with major defects or 

systems that are failing or need to be replaced).  That said, it is not uncommon for buyers 

these days to expect to be able to renegotiate the deal at closing if the seller has no leverage.  

A skilled contracts attorney will know the language that will give the seller the leverage 

they need.  One sentence removed or missing from a contract can cost millions.  One 

sentence added to, or deleted from, a Dealer Agreement can determine whether you will 

be able to get the benefit of your bargain when you sell. Expertise is valuable. Use it. 

 

2. Corporate/LLC Compliance:  Corporations must comply with certain legal requirements, 

or they can lose their limited liability or their tax elections, either of which can be very 

costly.  Even fixing the problems created by failure to attend to these issues can be costly, 

but much less costly than getting caught by the IRS with your pants down.  To avoid that, 

make sure your accountant and attorney are communicating on changes they are making to 

your corporation or limited liability company.  To protect owners from exposure to 

corporate liability hold annual meetings to elect officers and directors and make sure they 

are documented with minutes.  Make sure the shareholders are electing directors and the 

directors are electing officers unless you are filling a vacancy, and then follow your 

corporate By-Laws and Articles of Incorporation.  By-Laws and Articles of Incorporation 

are binding contracts.   Failure to follow them can have consequences just like breaching a 

contract can have consequences.  If you have multiple owners who are all getting along, 

make sure you have an owners’ agreement (shareholders’ agreement or operating 

agreement) that protects your ownership interests from disputes among owners.  A small 

investment now could save you hundreds of thousands of dollars in litigation fees later if a 

dispute does arise. 
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3. Limited Liability Companies and S Elections:   If you have a limited liability company and 

your accountant has made an S election for your LLC, make sure your Operating 

Agreement does not permit, and that you are not making, distributions to members that are 

disproportionate to membership holdings.  In other words, if two members of the LLC each 

own 50 percent, then 50 percent of distributions made each year need to go to each member.  

That is because an S election means you must be treated like an S corporation for tax 

purposes.  If no election has been made to be treated like a corporation, then the members 

can agree to disproportionate distributions.  Also make sure a Q-sub election has been made 

if your shares are held in a Trust.  If your LLC violates the S corporation rules after making 

an S election, it will be treated like a C corporation for tax purposes for all the years it 

violated the rules, instead of being treated like a pass-through entity.  If you are treated like 

a C corporation then your corporation will owe taxes, and you will likely pay a lot more in 

taxes, and penalties and interest if you are audited and the auditor picks it up. If you did 

lose your S election, competent tax counsel can help you refile for it without triggering 

back taxes, penalties and interest.  

 

4. Family Planning:  If you own a family business and you are planning on passing the 

business down to another family member, make sure you run your estate plan past your tax 

attorney and your corporate attorney before you finalize it.   

 

Here’s one hypothetical demonstrating what can go wrong if you don’t:  A father running 

the business prepares for retirement by giving his son more responsibility for running the 

business.  The father develops great confidence in his son and leaves the control of the 

business to his son – or so he thinks.  The father has two other children with whom he 

wants his son to share the business profits.  He pays his son a salary, but has no employment 

agreement with his son thinking it isn’t needed because his son is in charge.  He decides to 

leave stock to all three children, 50 percent to his son and 25 percent to each of the other 

two children.  The Board of Directors has always been the father, mother and son.  When 

the father dies, it is now the mother and son and they decide to add the other two children 

to the board so that when the mother dies, it will be the three children on the Board.  After 

the mother dies, the two children not involved in the business want to learn more about the 

business.  The son thinks it is a great idea, and tries to support his siblings’ interest. He 

answers questions and generally encourages participation. Then a crisis adversely effects 

the business. This could be a financial crisis like the one in 2008 or a pandemic, or a 

business manager who is stealing. Suddenly the son must make many decisions quickly 

and does not have time to explain or include his siblings.  All they know is that their income 

from the business is going down and their sibling is not communicating with them.  The 

siblings become concerned and slowly issues begin to arise until the issues become 

challenges to the son’s authority and eventually a power struggle to control the business 

resulting in years of litigation.   

 

All of this could have been avoided by giving the son a controlling interest and a well-

drafted shareholders’ agreement and employment agreement (documents a corporate or 

buy/sell attorney would typically recommend and prepare) and a plan to provide the 

siblings who do not work in the business, with income but no voting control. Even non-
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voting minority shareholders have rights to challenge a majority shareholder if their rights 

as shareholders are being violated, but only if the son was doing something egregious 

would an issue arise, and then it should. 

 

A penny of prevention is worth a pound of cure. 

 

 

Erin K. Tenner is a partner with Gray·Duffy, LLP and has been legal counsel representing auto 

dealers in buying and selling auto dealerships for more than 30 years. She can be reached 

at 818-907-4071 or etenner@grayduffylaw.com. 

 

 
This article is not intended to be legal advice with respect to any particular matter. Readers should consult with an 

attorney before taking any action affecting their interests. 

 

Return to the newsletter. 

 

 

https://grayduffylaw.com/profiles/erin-tenner/
https://grayduffylaw.com/practiceareas/automotive/
https://grayduffylaw.com/practiceareas/automotive/
mailto:etenner@grayduffylaw.com
http://grayduffylaw.com/contact/
https://campaignlp.constantcontact.com/em/1101853765008/af4ed090-139c-4e08-a0b1-39949c975301

