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Introduction: Who This Guide Is For 

You know the Delaware C corp playbook cold. You understand SAFEs, convertible notes, 

preferred stock, liquidation preferences, 409A valuations, protective provisions, ISO 

versus NSO grants, QSBS eligibility, and the mechanics of a priced round. You have been 

through at least one cap table exercise with a real attorney. The entire C corp framework is 

your native language. 

This guide is not going to explain those things to you from scratch. It is going to do 

something more useful: translate every one of them into their LLC equivalents, explain 

where the LLC is structurally superior to the C corp for a specific type of company, and give 

you the decision framework to know which structure is right for your agentic AI startup. 

The trigger for writing this guide is a genuine structural change in the economics of 

building technology companies. Agentic AI has quietly broken the core assumption that 

made the Delaware C corp the default choice for serious tech startups: the assumption that 

you would need years of losses, a large team, and multiple rounds of institutional capital 

just to survive long enough to find product-market fit. A surprising number of AI-native 

companies can now reach cash-flow breakeven on a small friends-and-family round and a 

tight, technically capable founding team. When you can get to profitability on $300,000 to 

$500,000 instead of $3 million to $5 million, the entire question of legal structure 

deserves a fresh look. 

The structure that emerges from that fresh look is what this guide calls the "free flow LLC." 

The concept is simple: design your company from day one to reach positive cash flow on 

less than $1 million in total seed investment, structured as an LLC rather than a Delaware 

C corp. This is not a structure for lifestyle businesses or companies that cannot attract real 

capital. It is a deliberate strategic choice that several technically capable, capital-efficient 

AI teams are already making quietly -- and that most C corp veterans have never seriously 

considered because the standard startup playbook has always defaulted to the Delaware C 

corp without asking whether it actually fits. 

This guide will give you everything you need to make that decision with clear eyes. We will 

cover the tax differences, the governance translation, the SAFE and stock option 

equivalents, the distribution waterfall, the operating agreement mechanics, and the full 

LLC-to-C-corp conversion playbook for when institutional capital eventually makes sense 

-- if it ever makes sense. By the time you finish, you will be able to evaluate the free flow 

LLC as a genuine strategic option rather than an exotic alternative that only non-serious 

founders consider. 
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Section 1: Why Agentic AI Changes the Entity Question 

1.1 The Old Assumption That Broke 
For most of the past two decades, the conventional wisdom about serious tech startups 

could be summarized in a single sentence: you will lose money for years, and you need 

institutional capital to survive long enough to matter. That assumption shaped everything 

downstream of it -- the fundraising arc, the legal structure, the governance model, the 

compensation philosophy, and the entire cultural framework around building for scale. 

That assumption was largely correct for a long time. Building a real software product 

required a team of engineers. Reaching customers required sales and marketing 

headcount. Keeping customers required customer success staff. The human capital 

required to do those things at even a modest scale dictated a funding need that, in turn, 

dictated the Delaware C corp and all the institutional machinery that goes with it. 

Agentic AI has broken that assumption at its foundation. AI agents can now handle a 

substantial share of the work that junior engineers, customer support reps, SDRs, content 

marketers, documentation writers, and research analysts used to do. Not perfectly -- but 

well enough to replace significant headcount at the early stages of a company's life. When a 

two-person founding team can build a working product, run their own outbound, handle 

tier-one support without hiring, and generate real monthly recurring revenue, the 

economics of launching a technology company have changed in ways that have not yet 

been fully absorbed by the startup ecosystem's conventional wisdom. 

The downstream consequence of that change is that the legal structure optimized for the 

old economics is no longer the obvious default for every serious tech company. For a 

company that can realistically reach positive cash flow on a small amount of capital, the 

Delaware C corp is optimized for a problem the company may never have. 

1.2 The Tectonic Shift in Startup Economics 
The shift we are describing is not marginal. Traditional B2B SaaS assumed you needed 

engineers to build and maintain the product, sales and marketing headcount to generate 

and close pipeline, and customer success staff to keep churn down. That human stack 

dictated your funding ask, because early capital mostly bought you people and time. 

Agentic AI is dismantling that equation. 

AI agents can now handle a large share of tier-one customer support, do the heavy lifting 

on research, outbound, and content, and generate, refactor, and test significant amounts of 

code and documentation. The result is a new class of thin companies with tiny teams, high 

output, and cost structures that look nothing like the SaaS incumbents of the last decade. 

This is not a marginal efficiency tweak -- it is a change in the basic unit of execution. 
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Legacy SaaS incumbents face a genuinely difficult structural problem as a result. They 

must keep their existing platform alive, with a large aging codebase, heavy infrastructure 

footprint, and a services organization all tuned for pre-AI economics, because that is where 

their current revenue lives. At the same time, they need to build a next-generation 

AI-native platform before someone else does it for them. That leaves them running two 

platforms on a single P&L. AI-native challengers do not have this problem. They can 

launch directly into vertical niches with a clean, AI-first architecture, nail the features 

customers actually use, and wedge themselves in under the old pricing umbrella at a 

fraction of the cost. 

The practical consequence for founders is that many AI-native startups may not need 

traditional outside capital at all -- or at least not in the stages and amounts that have been 

standard. If you can launch with one to three founders plus a swarm of AI agents, your 

burn rate looks very different from any predecessor company. Combine that with tight 

vertical focus and fast time to value, and you have a credible path to cash-flow breakeven 

with dozens of customers instead of thousands. 

1.3 Introducing the Free Flow LLC 
The term "free flow LLC" describes a company designed from day one to reach positive 

cash flow on less than $1 million in total seed investment, structured as an LLC rather than 

a Delaware C corp. The "free flow" refers to the pass-through of profits directly to founders 

and early investors -- without the double taxation of a C corp, without waiting for a distant 

liquidity event, and with the flexibility to reinvest or distribute based on the actual needs 

and preferences of the people building the company. 

Before you dismiss this as the option for lifestyle businesses, consider the actual math on 

the alternative. VC-backed startups pay out to founders at roughly a 2.5% rate across the 

full distribution of outcomes. Taking institutional capital means the tail starts to wag the 

dog: how much to raise next, when to exit, whether to accept an acqui-hire at a number 

that works for the fund but not for you. These are decisions that should belong to founders. 

A lot of them quietly sign those decisions away in the first term sheet. 

The free flow LLC does not close off the venture path. If your AI startup develops into a 

genuinely venture-scale opportunity, you can convert to a Delaware C corp, issue 

QSBS-eligible stock from that point forward, and walk into your first institutional round 

with real revenue, clean books, and meaningful negotiating leverage rather than a slide 

deck. The point is that the choice should be deliberate. Agentic AI has opened up a path to 

profitability that did not exist at this cost level three years ago. A business plan that does 

not at least evaluate the free flow LLC strategy is leaving a serious option on the table. 
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1.4 When the Free Flow LLC Is Right -- and When It Is Not 

Start as an LLC if: 

•​ Your realistic plan is to reach positive cash flow on $1,000,000 or less in 

friends-and-family and angel money. 

•​ Your early investors are primarily U.S. individuals who would benefit from 

pass-through losses and near-term distributions. 

•​ You want the option to build a durable, highly profitable business that may never need 

hyper-growth institutional capital. 

•​ You are entering a vertical niche where lean AI economics let you own the market 

without institutional-scale headcount. 

 

Form a Delaware C corp from day one if: 

•​ Raising institutional VC is not just a possibility but a central part of your plan within 

12 to 24 months. 

•​ You need standardized stock option plans to recruit top-tier technical talent from the 

start. 

•​ The realistic outcome set includes IPO or a nine-figure strategic sale where QSBS could 

be life-changing for investors. 

•​ Your investor base includes tax-exempt institutions, foreign investors, or entities that 

require a C corp blocker. 

 

Use the LLC-then-C strategy if: 

•​ You want to capture early-stage tax efficiency and loss pass-through while proving unit 

economics. 

•​ You are not sure whether VC will be required and want to maintain optionality. 

•​ You want to negotiate from strength with real revenue when you do approach 

institutional investors. 
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Section 2: The Full LLC vs. C Corp Comparison 

2.1 The Fundamental Legal Difference 
A C corporation is a statutory entity formed under state corporation law. It has 

shareholders who own stock, a board of directors that governs the company, officers who 

manage day-to-day operations, and a governance framework prescribed by the applicable 

state corporate statute -- most often the Delaware General Corporation Law. That 

framework is highly standardized by design: investors and their lawyers can rely on a 

predictable set of rules without reading every foundational document from scratch. 

A limited liability company is also a statutory entity, but it was designed around a 

completely different philosophy. Where corporate law prescribes and standardizes, LLC 

law enables and defers. The operating agreement -- not the state statute -- is the primary 

governing document, and it can be customized to fit almost any arrangement the parties 

agree to. Both provide limited liability protection for their owners. The difference is that 

the C corp fits a specific template and the LLC can fit almost any template you design. 

The practical implication of that difference runs through every aspect of how the two 

structures work, from how profits are taxed to how governance decisions get made to how 

early employees are compensated. The rest of this section is your translation dictionary. 

2.2 Tax Treatment -- The Most Important Difference 
The single most important practical difference between a C corp and an LLC is how profits 

and losses are taxed. Understanding this clearly is the foundation for every other decision 

in this guide. 

A C corporation pays corporate income tax on its profits at the entity level. When those 

after-tax profits are distributed to shareholders as dividends, shareholders pay income tax 

on those dividends again at the individual level. This is the double taxation that every 

attorney mentions when comparing the two structures. For a C corp that is burning cash 

and never distributing dividends, double taxation is largely theoretical. For a C corp that is 

profitable and wants to get cash out to its founders and investors, it is a real and 

substantial cost. 

An LLC with more than one member is taxed as a partnership by default. Profits and losses 

pass through the entity to its members and are taxed once, on the members' personal 

returns, at their individual income tax rates. The LLC pays no corporate income tax. This is 

the fundamental tax advantage of the LLC, and for a profitable, cash-generating AI startup, 

it can mean materially more after-tax dollars in the pockets of the people building the 

company. 
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The pass-through treatment has a second important feature that matters at the early stage: 

losses also pass through. In a classic C corp, early operating losses are trapped at the 

corporate level as net operating loss carryforwards. They may help offset future corporate 

income, but the founders and early investors cannot use those losses to offset gains 

elsewhere in their personal portfolios. In an LLC taxed as a partnership, early operating 

losses flow through to members and can offset other income, subject to the at-risk and 

passive activity loss rules. For high-income angel investors with capital gains elsewhere, 

the downside protection from LLC loss pass-through is a real, present-day financial benefit 

rather than a theoretical future write-off. 

C Corporation LLC (Partnership Tax) 

Entity pays corporate income tax on profits No entity-level income tax 

Shareholders taxed again on dividends 

(double taxation) 

Profits taxed once on members' personal 

returns 

Early losses trapped at corporate level as 

NOL carryforwards 

Early losses pass through to members; can 

offset other income 

Deferred liquidity event required to get 

money out tax-efficiently 

Ongoing distributions possible as profits are 

generated 

QSBS (Section 1202) available on qualifying 

C corp stock 

QSBS not available on LLC units 

S corp election available for small 

domestic-only companies 

Can elect C corp taxation (rarely advisable) 

Founder compensation mechanism / W-2 

salary (employee of company) 

Guaranteed payments + profit distributions 

(member, not employee) 

 

2.2a How Active Founders Get Paid -- Guaranteed Payments and 

Distributions 

This is one of the most practically important topics in the guide and one that the standard 

LLC-versus-C-corp comparison almost always omits. If you are an active founder running 

the company day-to-day, the mechanism by which you extract income from your LLC is 
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fundamentally different from what you are used to in a C corp -- and the tax implications 

are more complex than the simple "no double taxation" framing suggests. 

In a C corp, founders who work in the business are employees of the company. They 

receive a W-2 salary, the company withholds payroll taxes, and the salary is a deductible 

expense that reduces the company's taxable income. The salary is subject to FICA taxes -- 

7.65% from the employer and 7.65% from the employee, up to the applicable wage base -- 

and the founders pay income tax on the salary at ordinary rates. Simple and familiar. 

An LLC taxed as a partnership does not work that way. A member who owns more than a 

de minimis interest in an LLC cannot be a W-2 employee of that LLC for the services they 

provide as a member. Instead, active founders have two mechanisms for extracting 

compensation, and the distinction between them matters. 

The first mechanism is a guaranteed payment. A guaranteed payment is a payment from 

the LLC to a member for services or the use of capital, made without regard to whether the 

LLC has income. It functions economically like a salary -- the founder receives a fixed 

periodic amount to cover living expenses regardless of how the business is performing in 

any given month. Guaranteed payments are deductible by the LLC before calculating each 

member's allocable share of profits and losses, and they are reported on Schedule K-1 as 

ordinary income to the recipient. Critically, guaranteed payments are subject to 

self-employment tax at the full 15.3% rate on the first $168,600 of net SE income (2024 

threshold; indexed annually) and 2.9% above that. 

The second mechanism is a profit distribution. This is the "free flow" concept in action: 

once the LLC has generated taxable income and members have been allocated their shares 

of that income for tax purposes, the managers can distribute cash to members in 

proportion to their unit ownership (or as otherwise specified in the operating agreement). 

Distributions themselves are not taxable events -- members have already paid tax on their 

allocated share of LLC income through the pass-through mechanism, so a cash distribution 

is simply a movement of previously taxed dollars. 

Here is where the picture becomes more complex, and where C corp veterans almost 

always get surprised. In a partnership-taxed LLC, the IRS generally requires active 

member-founders to pay self-employment tax not just on guaranteed payments, but on 

their full distributive share of ordinary business income attributable to their services. This 

means that if your LLC generates $600,000 in net ordinary income and you own 60%, 

your $360,000 allocable share may be subject to SE tax -- not just the guaranteed payment 

you drew. The rules around exactly which income is subject to SE tax are fact-specific and 

have been the subject of ongoing IRS guidance and litigation, but the general principle is 

that active member income from services is not sheltered from SE tax simply by being 

structured as a distribution rather than a payment. 
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This is the self-employment tax consideration that the standard LLC tax comparison 

frequently glosses over. For a profitable free flow LLC, SE tax can represent a meaningful 

cost that narrows -- though rarely eliminates -- the tax advantage over the C corp structure. 

The practical implication for founders is a compensation design question that should be 

worked through with a CPA before the company becomes profitable. A common approach 

for active founding members is to establish reasonable guaranteed payments sized to cover 

personal living expenses and create predictable cash flow, then layer profit distributions on 

top as cash accumulates. The guaranteed payments give founders a regular income stream 

without requiring the company to have been profitable in that specific period. The 

distributions give founders the benefit of the free flow structure as the company matures. 

For C corp veterans used to thinking about reasonable compensation requirements in the 

S-corp context, the LLC framing is somewhat different: there is no IRS requirement to pay 

yourself a specific minimum as a guaranteed payment, but active members should work 

with counsel to document the business rationale for their compensation structure, 

particularly as the company becomes profitable and distributions grow. 

One structural option worth mentioning is the S-corp election for an LLC, which would 

allow founders to pay themselves a W-2 salary and potentially limit SE tax to that salary 

rather than the full distributive share. However, the S-corp election comes with significant 

restrictions -- no more than 100 shareholders, U.S.-citizen-or-resident owners only, a 

single class of stock, no preferred units -- that make it incompatible with most of the 

investor structures described in this guide. It is rarely the right answer for a free flow LLC 

with outside investors, but it is worth knowing exists for a single-founder LLC that is 

generating significant profit and has no outside capital. 

The bottom line for active founders in a free flow LLC: plan to take guaranteed payments 

for living expenses during the early stage, plan for profit distributions as the primary 

economic reward as the company matures, and budget for self-employment tax on your full 

share of active business income rather than just on guaranteed payments. Your CPA should 

model this out explicitly as part of the entity decision, because the real after-tax 

comparison between the free flow LLC and the C corp depends on it. 

2.3 Governance Structure -- Your Translation Dictionary 
The C corp governance framework assigns specific roles and documents to specific 

functions: the certificate of incorporation establishes the company and defines the capital 

structure, the bylaws govern how the board and stockholder meetings work, a separate 

stockholder agreement handles transfer restrictions and investor rights, and an investor 

rights agreement handles information and registration rights. These are four distinct 

documents with a well-established division of labor. 
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The LLC collapses all of that into one document: the operating agreement. The operating 

agreement defines who owns what, how the company is managed, what decisions require 

member approval, how profits and losses are allocated, how distributions are made, and 

what happens in an exit. This is both a strength and a challenge. The strength is flexibility 

and consolidation -- one document to rule them all, with no risk of conflicts between 

separate instruments. The challenge is that every operating agreement is potentially 

different, and investors' counsel must read it carefully rather than relying on a standard 

form. 

C Corp Concept LLC Equivalent 

Certificate of Incorporation + Bylaws Operating Agreement (one document does 

both jobs) 

Board of Directors Managers (manager-managed) or Members 

(member-managed) 

Shareholders Members 

Shares / Common Stock Units / Common Units / Membership 

Interests 

Preferred Stock Preferred Units 

Stockholder Agreement Incorporated into the Operating Agreement 

Investor Rights Agreement Incorporated into the Operating Agreement 

Protective Provisions (charter) Consent Rights (operating agreement) 

Stock Ledger / Cap Table Unit Register / Cap Table 

Authorized Shares Unit authorization defined in the operating 

agreement 

Dividend Distribution 

Board Seat Manager designation right 

venturemechanics.com   |   Page 14 



THE FREE FLOW LLC   |   Venture Mechanics 

C Corp Concept LLC Equivalent 

Unanimous Written Consent Written Consent of Members or Managers 

Section 102(b)(7) exculpation Exculpation provision in operating 

agreement 

 

2.4 Management Structures -- How LLCs Actually Get Run 
C corps have a single management model: shareholders elect a board of directors, the 

board hires officers, and the officers run the company. LLC law offers two fundamentally 

different management models, and choosing between them is one of the first decisions you 

make when forming an LLC. 

In a member-managed LLC, all members participate in management decisions. This is 

analogous to a general partnership structure and works reasonably well for a two or three 

person founding team where everyone is actively involved. As soon as you bring in outside 

investors who are not involved in operations, member-managed becomes cumbersome -- 

every significant decision potentially requires consultation with all members. 

In a manager-managed LLC, one or more designated managers (who can be individuals or 

entities) are responsible for running the company. Members who are not managers have 

defined rights -- consent rights over major decisions, information rights, distribution rights 

-- but do not participate in day-to-day management. This is the right structure for any LLC 

with outside investors. It mirrors the C corp model where the founders and officers run the 

company and investors have defined contractual protections rather than day-to-day 

control. 

The operating agreement defines everything: who the managers are, how they are 

appointed and removed, what decisions managers can make unilaterally, what decisions 

require a vote of members, and what decisions require the consent of specific classes of 

unit holders. This is where the equivalent of the C corp's board mechanics, protective 

provisions, and officer authority all live. 

2.5 Ownership and Dilution -- How Units Work 
LLC members own units or membership interests rather than shares of stock. 

Economically, units function identically to shares -- they represent a fractional ownership 

interest in the company, they entitle the holder to a proportionate share of distributions, 

and they carry voting rights as defined in the operating agreement. Legally, they are a 

distinct concept with their own tax treatment and transfer mechanics. 
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One important difference from the C corp model is that LLCs do not have authorized but 

unissued units in the same statutory sense that C corps have authorized shares. Instead, 

the operating agreement defines what unit classes exist and governs how new units can be 

issued. This means every significant new issuance -- a friends-and-family round, an angel 

investment, a profits interest grant -- typically requires an amendment to the operating 

agreement or the exercise of previously granted manager authority. 

Dilution mechanics work identically in concept. When new units are issued to an investor, 

existing members' percentage ownership decreases proportionally. Anti-dilution 

protections, pre-emptive rights, and pro-rata participation rights can all be written into the 

operating agreement with exactly the same economic effect as their C corp counterparts. 

The legal language is different; the financial math is the same. 

The cap table for an LLC looks almost identical to a C corp cap table: columns for each 

member or unit holder, rows for each class of units, and a fully diluted calculation that 

includes all outstanding units plus any units reserved for profits interest holders. The main 

practical difference is that standard cap table platforms like Carta are built primarily for C 

corps, so LLC cap tables are often managed in spreadsheets or less specialized tools. 

2.6 Formalities and Administrative Overhead 
Running a Delaware C corp the right way requires ongoing administrative work: regular 

board meetings and stockholder meetings, detailed minutes and resolutions for every 

significant decision, adherence to bylaws, annual franchise tax filings, and increasingly 

complex equity administration as the cap table grows. For an established, well-funded 

company, this is entirely manageable. For a two-person AI team sprinting toward first 

revenue, it is a real drag on the attention and budget you need elsewhere. 

LLC formalities are dramatically lighter. Most LLC statutes require only whatever meetings 

and records the operating agreement specifies -- there are no statutory annual meeting 

requirements, no mandatory minutes, and no prescribed governance procedures beyond 

what the parties have agreed to. The flip side of that flexibility is that you have to build the 

governance framework you actually want into the operating agreement from the start, 

rather than relying on statutory defaults. 

Delaware franchise tax is worth mentioning separately. Delaware C corps pay franchise tax 

based on either authorized shares or assumed par value capital -- and the calculations can 

produce surprisingly large bills for startups with many authorized shares. Delaware LLCs 

pay a flat annual fee of $300, regardless of size or structure. For an early-stage company 

watching every dollar, that difference is not trivial. 
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Section 3: The Delaware Question for LLCs 

3.1 Why Delaware C Corp Has Such a Strong Network Effect 
The "only incorporate in Delaware" advice is not wrong -- it just applies more strongly to 

some situations than others, and the startup ecosystem has a tendency to apply it 

universally without examining the underlying logic. 

The Delaware Court of Chancery is a genuinely excellent business court. It has expert 

judges, no juries, decades of sophisticated corporate precedent, and the ability to resolve 

business disputes quickly and predictably. The Delaware General Corporation Law is 

well-drafted, frequently updated, and offers real flexibility in governance structures, 

investor rights, and transactional arrangements. VCs and their attorneys have spent years 

learning the DGCL and do not want to relearn a new state's law for every deal. 

All of that is real. For a multi-billion-dollar company navigating a contested merger, a 

derivative lawsuit, or an institutional governance fight, the Delaware Chancery Court's 

depth of precedent genuinely matters. For a two-year-old AI startup with three employees, 

twenty customers, and $500,000 of capital raised, it is largely theoretical. Most early-stage 

disputes are resolved long before anyone files in the Chancery Court. You are orders of 

magnitude more likely to fail because you ran out of customers than because you lacked 

sufficient Delaware precedent. 

The more honest version of the "use Delaware" argument is a network effects argument: 

the VC ecosystem has standardized on Delaware, and swimming against that current 

creates friction at the moment you are trying to raise. That friction is real, but it matters far 

less when you are arriving at the fundraising conversation with real revenue and 

demonstrable unit economics rather than a deck and a dream. 

3.2 Delaware LLC vs. Other States 
Delaware LLCs are a valid middle path. A Delaware LLC gives you access to the Court of 

Chancery, a sophisticated LLC statute, and a clear conversion path to a Delaware C corp 

when institutional capital eventually makes sense. The annual fee is $300. If you are 

confident you will want to convert to a Delaware C corp at some point, starting as a 

Delaware LLC keeps you in the same state throughout and simplifies the conversion 

paperwork. 

Home state LLCs are the most common choice for early-stage companies that are not 

specifically optimizing for the VC path. Incorporating in California, Texas, New York, or 

wherever you actually operate avoids the dual registration cost of maintaining a Delaware 

entity and foreign-qualifying in your home state. When you convert to a C corp for 
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institutional funding, you convert to a Delaware C corp at that point -- a straightforward 

process that adds modest legal cost and resets your governance framework cleanly. 

3.3 The Optics Problem -- And Why It Matters Less Than You Think 
Here is the honest version of what happens when you walk into a VC fundraising process as 

an LLC: some investors will give you an immediate eye-roll. Some will ask why you are not 

"serious" about building a venture-scale company. Some will say their LPs require C corp 

structures and send you home to convert before they will continue the conversation. 

These objections are real. They are also mostly a proxy for a deeper question: is this team 

building something that can scale? The LLC structure itself is not the issue -- it is a signal 

that reads as unconventional, and unconventional signals require explanation in a process 

where investors are filtering for confidence, not novelty. 

The LLC optics problem largely dissolves when you are showing real cash flow rather than 

a slide deck. An investor who would dismiss you for being an LLC when you have 

$800,000 in ARR and 80% gross margins is probably not an investor you want on your 

cap table. The investors who matter -- the ones who evaluate on substance -- will engage 

with the structure question as a business decision rather than a screening criterion. 

Arriving with leverage changes the conversation. 
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Section 4: The Equivalent of SAFE Notes 

4.1 A Quick Primer on How SAFEs Work 
If you have spent any time in the startup ecosystem since 2013, you know what a SAFE is. 

The Simple Agreement for Future Equity was created by Y Combinator as a cleaner 

alternative to the convertible note for pre-seed and seed financing. A SAFE is not debt -- it 

does not accrue interest, it has no maturity date, and it imposes no repayment obligation if 

the company never raises a priced round. It converts automatically into equity at the next 

priced equity financing, at the better of a valuation cap or a discount to the round price. 

SAFEs now account for 93% of pre-priced rounds according to Carta -- more than 14 times 

as common as traditional convertible notes. That dominance is driven by several 

advantages: SAFEs are simpler and faster to execute, they eliminate negotiation over 

interest rates and maturity dates, they keep debt off the balance sheet, and they align 

investor returns with company success rather than creating repayment pressure. 

4.2 Using SAFEs with an LLC 
The standard YC SAFE is written for C corps -- it converts into Preferred Stock in a future 

priced round. You cannot drop it into an LLC without modification. But the underlying 

economics and mechanics can be adapted for an LLC structure with relatively modest 

drafting work. A modified SAFE for an LLC would convert into preferred units rather than 

Preferred Stock, and the conversion mechanics would reference the operating agreement's 

unit classes rather than a corporate certificate. The valuation cap and discount mechanics 

work identically. 

Alternatively, some LLC founders use direct unit investment at a negotiated valuation for 

their pre-seed rounds, issuing preferred units directly rather than using a convertible 

instrument. This has the advantage of clarity -- investors know exactly what they own from 

day one -- at the cost of requiring a valuation negotiation at the earliest stage, which many 

founders prefer to defer. 

4.3 The Venture Mechanics SAFE -- Key Enhancements 
Venture Mechanics has published a SAFE template that improves on the standard YC form 

in two important ways. The first is restoring hybrid terms: the latest YC SAFE forces 

founders to choose between a discount and a valuation cap, while the VM SAFE allows 

both, giving investors the better of the two at conversion. The second is an optional 

conversion to Common Stock: after three years, or at any time before a qualifying liquidity 

event, SAFE holders by majority vote can convert their investment to Common Stock at the 

valuation cap price, giving them actual shareholder status and the right to vote on events 
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like a sale of the company. For an LLC adapting this structure, the equivalent would be 

conversion to common units. 

This provision directly addresses one of the core objections to SAFEs in a free flow LLC 

context: what happens to investors if the company becomes profitable and self-sustaining 

without ever doing a priced round? The optional conversion ensures they retain 

meaningful rights even in that scenario. 

See the links at the bottom of this article for downloading both conventional C-Corp and 

LLC versions of the VM Safe. These templates are free to use but should always be 

reviewed by your counsel before use, as laws can vary by state. 

4.4 The QSBS Problem -- The Biggest Investor Objection 
QSBS -- Qualified Small Business Stock under IRC Section 1202 -- is the single strongest 

argument against staying an LLC for the long term if you are building toward a very large 

outcome. Following enhancements in the One Big Beautiful Bill Act of July 2025, QSBS 

now allows investors to exclude up to $15 million, or up to 10 times their investment 

amount (whichever is greater), in federal capital gains when they sell qualifying stock. 

The critical constraint: QSBS only applies to stock in a qualifying C corporation. LLC units 

do not qualify. There is no workaround. If your company remains an LLC through its exit, 

investors cannot access QSBS treatment on their gains. 

This matters in practice in two ways. First, sophisticated angel investors who are aware of 

QSBS will ask about it, and the correct answer for an LLC is "not available yet." Second, if 

your likely investor base includes high-income individuals who would benefit most from 

the QSBS exclusion, the LLC structure imposes a real economic cost on those investors 

relative to the C corp alternative. The response to this objection is not to ignore it but to 

think through it honestly, including whether your company's likely investors, exit timeline, 

or business type would actually qualify for QSBS anyway. 

4.5 The LLC-Then-QSBS Playbook 
The most strategically sophisticated approach to the QSBS question is not to avoid it -- it is 

to sequence the structure to capture both early-stage LLC benefits and eventual QSBS 

eligibility. Start as an LLC. Capture pass-through losses and tax efficiency during the 

experimental early months. Prove your unit economics with real revenue. When you see a 

credible path to venture-scale growth and institutional capital -- and when the QSBS 

holding period math starts to matter for your likely investors -- convert to a Delaware C 

corp. Issue new C corp stock at the conversion, and the QSBS holding period clock starts 

from that date. 
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Arriving at conversion with real revenue also means you can negotiate better terms on that 

first priced round, should you elect to raise one. An investor who puts $2 million into your 

C corp at conversion valuation, holds for the applicable period, and exits at a large multiple 

has a meaningful QSBS exclusion -- without you having given up the early-stage tax 

advantages during the formative period. 

4.6 Other Early Investment Instruments for LLCs 
Revenue-based financing is particularly well-suited to the free flow model. An investor 

provides capital in exchange for a percentage of monthly revenue until a total repayment 

cap is reached. There is no equity dilution, no board seat, no conversion, and no exit 

required. For a profitable or near-profitable AI startup with predictable revenue, 

revenue-based financing can fund growth without altering the ownership structure at all. 

Convertible loans function like traditional convertible notes: debt that converts to LLC 

units at a future financing event. They carry the same balance sheet costs as any debt 

instrument. For most free flow LLC situations, a SAFE equivalent or direct unit investment 

is preferable. Direct unit investment at a negotiated valuation is the simplest approach -- 

an investor buys units at an agreed price per unit, becomes a member immediately, and 

participates in distributions from day one. This requires doing the valuation negotiation 

upfront, which can be a drawback at the very early stage, but for a company with real 

revenue it is clean and avoids conversion mechanics entirely. 
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Section 5: The Equivalent of Stock Options 

5.1 Why LLC Equity Compensation Is Harder to Explain 
Stock options are one of the most widely understood concepts in the startup talent market. 

Everyone who has worked at a tech company knows what options are, roughly how vesting 

works, and what it means to have a strike price below the current fair market value. ISOs, 

NSOs, cliff vesting, four-year schedules -- these are the lingua franca of startup equity 

compensation. LLC equity compensation does not have that same cultural familiarity. 

Profits interests, phantom equity, unit options -- these are legitimate and often 

tax-advantaged instruments, but the candidate sitting across the table at a recruiting 

conversation is unlikely to have encountered them before. 

That said, in a lean AI startup paying closer to market compensation rates and offering real 

distributions from actual profits, the role of equity as a recruiting tool is somewhat 

different. You are not asking someone to work below market rate in exchange for a lottery 

ticket on a distant exit. You are offering meaningful current compensation plus meaningful 

participation in the ongoing economics of the business. For the right candidate, that is a 

more compelling pitch -- not a lesser one. 

5.2 Profits Interests -- The LLC Equivalent of ISOs 
The closest equivalent to a stock option in an LLC is a profits interest. A profits interest is a 

membership interest in an LLC that entitles the holder to participate in the future profits 

and appreciation of the LLC above the value at the time of grant. The key word is "future" 

-- the profits interest holder participates only in growth from the grant date forward. This 

is functionally analogous to a stock option with a strike price equal to the current fair 

market value. 

The critical tax advantage of profits interests over options is that, if structured correctly, 

the grant of a profits interest is not a taxable event. The recipient does not recognize 

income when the interest is granted, even though they are receiving something of potential 

value. This is the opposite of NSO treatment, where the recipient recognizes ordinary 

income at exercise equal to the spread between the exercise price and fair market value. A 

properly structured profits interest grant avoids that tax cost entirely, and the recipient 

eventually pays capital gains rates on the appreciation when the interest is sold or the 

company exits. 

The mechanics work as follows. When you grant a profits interest, the LLC must establish 

the current fair market value of all existing units -- the equivalent of the 409A valuation 

process in a C corp. Any future distributions or exit proceeds attributable to value above 

that established threshold go to the profits interest holder. Any proceeds attributable to 
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value that existed at the grant date go to the existing unit holders. This is implemented 

through a hurdle or threshold value in the profits interest award agreement. 

Vesting works identically to C corp option vesting. Time-based vesting with a one-year cliff 

and monthly vesting thereafter is the standard. The operating agreement should authorize 

the managers to grant profits interests under a defined plan without requiring a full 

amendment for each grant. 

5.3 The Section 83(b) Election for Profits Interests 
Even though a properly structured profits interest is not taxable at grant, filing a Section 

83(b) election within 30 days of the grant is generally advisable. This election locks in the 

tax treatment at grant, starts the capital gains holding period clock, and protects against 

the risk that some future IRS challenge would seek to recharacterize the grant as taxable. 

The election costs nothing if the interest is worth nothing at grant -- which it should be, 

given the threshold structure. It can save substantial taxes if the company later exits at a 

value far above the grant-date threshold. The mechanics are the same as for restricted 

stock in a C corp: file within 30 days, include a copy with your tax return, and keep a copy 

permanently. 

5.4 Phantom Equity -- The Simple Alternative 
Phantom equity is a contractual right to receive a cash payment equal to what the holder 

would have received if they had owned actual LLC units or profits interests. No actual 

ownership interest is transferred. The company simply makes a promise to pay. The 

advantages are administrative simplicity and management control: no operating 

agreement amendments, no K-1 complications, and no concerns about inadvertently 

creating partner status for the recipient. 

The significant disadvantage is tax treatment. Phantom equity payouts are ordinary 

income to the recipient and deductible as compensation to the company -- the same 

treatment as cash compensation. There is no capital gains rate advantage. For a high-value 

exit, the difference between ordinary income and long-term capital gains rates can be 

enormous. Phantom equity is best used for employees who need a simple, understandable 

incentive where the tax treatment difference is not significant enough to matter for your 

recruiting calculus. 

5.5 The Tax Distribution Requirement -- Do Not Skip This 
This is one of the most practically important provisions in any LLC with multiple members, 

and one of the most commonly overlooked by founders who are new to the structure. In an 

LLC taxed as a partnership, all members -- including profits interest holders -- are 

allocated their proportionate share of the LLC's taxable income each year, regardless of 
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whether any cash is actually distributed. This means a profits interest holder who receives 

no cash from the company could still owe taxes on income allocated to their interest. 

The solution is a mandatory tax distribution provision in the operating agreement. This 

provision requires the company to distribute, to each member, an amount equal to the 

highest marginal federal and state income tax rate multiplied by that member's allocated 

share of taxable income -- sized to cover the tax bill, not to generate a profit. Do not draft 

an operating agreement for a multi-member LLC with profitable operations without this 

provision. A profits interest holder or early investor who is surprised by a six-figure tax bill 

on income they never received in cash is a serious governance problem waiting to happen. 

5.6 The Order of Operations for LLC Equity Compensation 
Before granting any profits interests, establish the current fair market value of the LLC. For 

very early-stage companies with minimal operations and no significant revenue, this can 

be a straightforward determination. As the company matures and generates real revenue, 

the valuation analysis becomes more rigorous, and the threshold value you set at grant 

becomes more important. 

Draft the profits interest award agreement and vesting schedule before the grant. The 

award agreement should specify the threshold value, the vesting schedule, what happens 

upon termination, and the tax treatment provisions. Issue K-1s annually to all profits 

interest holders who are members of the LLC. This is different from the C corp model 

where option holders receive no tax forms until exercise -- as soon as someone becomes a 

member by virtue of their profits interest, they are a partner for tax purposes and receive a 

K-1 each year. 

C Corp Equity Compensation LLC Equivalent 

ISO (Incentive Stock Option) Profits Interest (most common; favorable 

capital gains treatment) 

NSO (Non-Qualified Stock Option) Unit Option (less common; ordinary income 

at exercise) 

Restricted Stock Award (RSA) Restricted Unit Award 

Restricted Stock Unit (RSU) Phantom Equity Unit (no actual 

membership transfer) 

Phantom Stock Phantom Equity 
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C Corp Equity Compensation LLC Equivalent 

409A Valuation Fair Market Value Determination (same 

concept; LLC-specific methods) 

Option Pool Profits Interest / Unit Reserve (authorized 

in operating agreement) 

Exercise Price / Strike Price Threshold Value / Hurdle (fair market value 

at grant date) 

Vesting Schedule Vesting Schedule (identical mechanics) 

Section 83(b) Election Section 83(b) Election (still recommended 

for profits interests) 

Form W-2 / 1099 for option exercise income Schedule K-1 for allocated LLC income 

(annual) 

No tax forms until exercise K-1 issued annually from date of 

membership 
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Section 6: The Capital Stack and Distribution Waterfall 

6.1 How Distributions Work in an LLC 
The LLC equivalent of a C corp dividend is a distribution. Distributions are payments of 

cash or property from the LLC to its members, made in accordance with the distribution 

provisions of the operating agreement. Unlike C corp dividends, which are paid to 

shareholders in proportion to their share ownership, LLC distributions can be structured 

with far more flexibility -- different timing, different amounts to different classes, and 

different priority rules. 

Distributions in an LLC can be discretionary or mandatory. Discretionary distributions are 

declared by the managers at their discretion, subject to any mandatory provisions in the 

operating agreement (like tax distributions). Mandatory distributions are required by the 

operating agreement when certain conditions are met -- for example, a mandatory 

distribution of a percentage of net cash flow after debt service and capital reserves. From a 

tax perspective, distributions from an LLC are not themselves taxable events in most cases. 

Members have already paid tax on their allocated share of LLC income through the 

pass-through mechanism, so distributions are simply a return of capital or a distribution of 

previously taxed earnings. This is fundamentally different from C corp dividends, which 

are taxable income to shareholders. 

6.2 Building the Distribution Waterfall 
The distribution waterfall in an LLC operating agreement is the functional equivalent of 

the liquidation preference stack in a C corp's certificate of incorporation. It defines who 

gets paid, in what order, and in what amounts when the LLC distributes cash -- whether 

through ongoing operations, a recapitalization, or a sale of the company. 

A typical waterfall for an LLC with outside preferred unit investors works as follows. First, 

the LLC distributes to preferred unit holders an amount equal to their invested capital, 

potentially plus a preferred return equivalent to an accrued dividend. Second, if the 

preferred units are participating, the LLC distributes the remaining proceeds pro-rata 

among all unit holders including the former preferred unit holders. If the preferred units 

are non-participating, the remaining proceeds go entirely to common unit holders after the 

preference is satisfied. The critical point for C corp veterans is that this waterfall is entirely 

a function of the operating agreement -- you can design it to be simple or complex, and you 

can write provisions that do not exist in the standardized C corp preferred stock 

framework. 
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6.3 Preferred Units -- The Translation from Preferred Stock 
Preferred units in an LLC can carry virtually all the same economic and governance rights 

as Preferred Stock in a C corp. Liquidation preference is implemented as a priority 

distribution right in the waterfall. A 1x non-participating liquidation preference means 

preferred unit holders get their invested capital back before common unit holders receive 

anything, and then common unit holders take the remainder. A 1x participating preference 

means preferred unit holders get their capital back and then participate pro-rata in the 

remaining proceeds alongside common unit holders. 

Anti-dilution protection works identically in concept. Broad-based weighted average, 

narrow-based weighted average, and full ratchet are all available options, implemented 

through unit conversion formulas in the operating agreement rather than stock conversion 

mechanics in a corporate charter. Information rights, pro-rata rights, and consent rights 

for preferred unit holders are all standard provisions in operating agreements for LLCs 

with outside investors -- they simply live in a single document rather than two or three. 

6.4 The "Free Flow" Feature -- Distributions as a Strategic Tool 
One of the most genuinely attractive aspects of the free flow LLC for profitable AI startups 

is the ability to use ongoing distributions as a strategic tool -- something that is simply not 

available in the same way to a C corp that is burning cash and waiting for a distant exit. 

With real cash flow and a well-designed distribution provision, the managers of a free flow 

LLC can choose to do a combination of things with profits: reinvest most or all of the cash 

into product development or acquisitions; distribute enough to cover members' tax bills on 

their allocated income; and distribute additional amounts to keep founders and early 

investors financially bought in for a longer, more strategic exit rather than feeling 

pressured by an uncertain liquidity horizon. 

This last point is more important than it sounds. One of the structural problems with the 

VC-backed C corp is that founders and early employees who have been working below 

market for years, holding paper equity with no liquidity, eventually face enormous 

personal financial pressure. That pressure drives suboptimal decisions: premature exits, 

acceptance of bad acqui-hire terms, and the gradual departure of key people who need to 

actually pay their mortgages. A company that can distribute meaningful cash to its team 

while still investing heavily in growth removes that pressure -- and can afford to be patient 

for the right outcome. 

The LLC structure also opens up a micro-PE path that is effectively closed to C corps: using 

the company's own cash flow to fund bolt-on acquisitions of complementary businesses. A 

profitable AI platform generating $2 million to $3 million in annual free cash flow can use 
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that cash to acquire smaller tools, data sets, customer relationships, or teams -- building 

value through acquisition without diluting the cap table or seeking outside capital. 
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Section 7: Governance Deep Dive 

7.1 The Operating Agreement Is Everything 
Every time a C corp attorney says "investors don't like LLCs because they're too 

customizable," what they really mean is that an LLC with a poorly drafted or incomplete 

operating agreement is a governance disaster waiting to happen. The operating agreement 

is the constitution of the LLC. If it is well-drafted, comprehensive, and designed for the 

actual situation of the company, the LLC governance framework is just as reliable and 

investor-friendly as any C corp. If it is vague, incomplete, or borrowed from a generic 

template without customization, it creates exactly the uncertainty that investors are right 

to be concerned about. 

For a free flow LLC with outside investors, the operating agreement should be treated with 

the same level of care and professional attention as the package of documents for a C corp 

Series Seed round. This is not an area to economize on legal fees. A few thousand dollars 

more in upfront legal work produces a document that clearly defines all important rights, 

eliminates ambiguity, and creates investor confidence -- rather than one that generates 

questions and negotiations at every subsequent decision point. 

7.2 What Goes in a Well-Drafted Operating Agreement 
The operating agreement for a free flow LLC with outside investors should address the 

following topics at a minimum. Each corresponds to a document or provision that C corp 

veterans will recognize from the standard corporate governance stack. 

Formation and Membership 
Identify the members, their initial capital contributions, and their initial unit ownership. 

Define the unit classes. Specify how new members can be admitted and on what terms. 

Management Structure 
Specify manager-managed structure. Identify the initial managers. Define how managers 

are appointed, replaced, and removed. Define the scope of manager authority and the 

decisions that require member versus manager approval. This is the operating agreement 

equivalent of the board structure, officer authority, and delegation provisions in C corp 

governance documents. 

Voting and Consent Rights 
Define what decisions require a vote of members, what threshold constitutes approval, and 

what decisions require the specific consent of preferred unit holders. This is the functional 

equivalent of the protective provisions in a C corp charter. Standard matters requiring 
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preferred unit holder consent include: new unit issuances at a price below the preferred 

purchase price; amendments that adversely affect preferred unit rights; liquidation, 

dissolution, or sale of substantially all assets; incurrence of debt above a threshold; and 

changes to authorized unit classes. 

Economic Rights 
Define the distribution waterfall. Specify mandatory tax distributions. Define the 

allocations of income, gain, loss, and deduction among members for tax purposes. Define 

how the economics change in an exit versus an ongoing distribution context. This section 

requires careful attention from a tax attorney, as partnership allocation rules are complex 

and non-compliance creates problems. 

Transfer Restrictions 
This is the LLC equivalent of the right of first refusal and co-sale provisions in a C corp 

stockholder agreement. Restrict members from transferring units without consent of the 

managers or a majority of unit holders. Provide the company with a right of first refusal on 

any proposed transfer. Provide preferred unit holders with co-sale rights if a founder 

transfers a significant block of units. 

Drag-Along and Tag-Along Rights 
Drag-along rights allow a majority to compel all members to approve a sale of the 

company, preventing a minority member from blocking a transaction the majority wants to 

complete. Tag-along rights allow minority unit holders to participate in a sale on the same 

terms as the selling member. Both function identically to their C corp equivalents. 

Information Rights 
Define what financial and operational information the company must provide to members 

and how frequently. Standard provisions include quarterly unaudited financial statements, 

annual financials, and notice of material events. Preferred unit holders typically receive 

enhanced information rights compared to common unit holders. 

Conversion Provisions 
If you anticipate converting the LLC to a C corp, include provisions in the operating 

agreement that address the conversion mechanics, including how units will convert to 

shares, how the waterfall economics will be preserved in the corporate structure, and what 

member approvals are required. Addressing these mechanics upfront eliminates a 

significant source of negotiation and delay when the conversion actually happens. 
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7.3 Consent Rights vs. Protective Provisions -- Key Differences 
The protective provisions in a C corp charter are binding as a matter of corporate law -- 

they attach to the shares of Preferred Stock and cannot be waived by the board alone. The 

consent rights in an LLC operating agreement are binding as a matter of contract -- they 

are enforceable, but they depend on the operating agreement being well-drafted and 

comprehensive. 

In practice, the distinction matters in two ways. First, operating agreement consent rights 

can be more or less specific than statutory protective provisions, because the parties have 

complete drafting flexibility. Second, if the operating agreement is ambiguous or silent on 

a particular situation, the default rules under applicable LLC law may not give preferred 

unit holders the protection they assumed they had. This is why careful, comprehensive 

drafting matters so much -- there is no statutory backstop of the kind that Delaware 

corporate law provides for stockholder protective provisions. 
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Section 8: The Funding Stack for a Free Flow LLC 

8.1 Phase 1: Founders and Friends-and-Family 
The pre-seed stage for a free flow LLC is intentionally simple. At this stage, you are not 

trying to optimize for institutional scalability -- you are trying to get enough capital to build 

something worth funding further, while keeping the governance structure clean and the 

operating agreement manageable. 

The two most common approaches are direct unit investment and SAFE equivalents. 

Direct unit investment works well when the founding team is small and the investors are 

unsophisticated in the legal sense -- they do not need complex rights. A SAFE equivalent 

deferring the valuation conversation to a later round is the right approach when the 

company is too early to negotiate a credible valuation. 

At this stage, keep the operating agreement simple. A short-form operating agreement that 

establishes the management structure, allocations, and basic transfer restrictions is 

sufficient. Reserve the more complex provisions for when you have institutional capital 

involved. Suggested capital target for the pre-seed stage: enough to build the first working 

version of the product and reach initial customers. For most agentic AI companies, that is 

$50,000 to $200,000 -- a fraction of what a comparable C corp startup would have raised 

for the same purpose three years ago. 

8.2 Phase 2: Angels and Early Believers 
The seed stage of a free flow LLC is where the operating agreement begins to earn its 

complexity. You are bringing in investors who have real rights expectations, and the 

governance framework needs to reflect that. The typical seed-stage structure uses preferred 

units with a 1x non-participating liquidation preference, pro-rata rights for future rounds, 

information rights, and consent rights over major decisions. 

The investor pitch at the seed stage for a free flow LLC is different from the standard C 

corp seed pitch in one important way: you are selling investors on the idea that 

pass-through tax treatment, near-term distribution potential, and a cash-first business 

model are genuine advantages rather than consolation prizes. Sophisticated angel investors 

who understand these benefits can be strong early partners. Seed-stage capital target: 

enough to reach cash-flow breakeven or strong enough MRR to negotiate from a position 

of strength -- typically $200,000 to $700,000 for a lean AI startup. 

 

venturemechanics.com   |   Page 32 



THE FREE FLOW LLC   |   Venture Mechanics 

8.3 Phase 3: Revenue-Based and Non-Dilutive Capital 
One of the genuine advantages of the free flow LLC model is that a profitable or 

near-profitable company has access to non-dilutive capital sources that are effectively 

unavailable to a cash-burning C corp. Revenue-based financing is the most relevant of 

these. Providers advance capital against recurring revenue at terms that translate to an 

effective interest rate in the range of 6% to 18% annualized, depending on the provider and 

the company's metrics. For a company with $500,000 or more in ARR and strong gross 

margins, revenue-based financing can fund a doubling of the growth budget without any 

equity dilution. 

SBIR and STTR grants from federal agencies are available to LLCs and can provide 

$50,000 to $2 million in non-dilutive funding for companies with a genuine technology 

development mission. Customer prepayments and multi-year contract structures are also 

often overlooked as a capital source. A customer who is genuinely dependent on your AI 

platform and wants pricing certainty may be willing to prepay one or two years of 

subscription fees at a modest discount -- functionally equivalent to a short-term, 

no-interest loan, validated by the most credible signal possible. 

8.4 Phase 4: Converting to C Corp for Institutional Capital 
The decision to convert to a C corp for institutional capital is not a failure of the free flow 

LLC strategy -- it is the strategy working exactly as designed. You have proven the business 

model, accumulated real revenue, and are entering the institutional market from a position 

of genuine strength rather than hope. 

Statutory conversion is available in more than 40 states and allows the LLC to convert to a 

C corp without liquidating assets or forming a new entity. Units convert to shares 

according to a conversion ratio defined in the conversion documents. The process typically 

takes 30 to 60 days with experienced counsel and costs $2,000 to $10,000 in legal fees 

depending on complexity. Most importantly, you are entering the institutional fundraising 

process as a different kind of company. You have real revenue, proven unit economics, and 

a functioning product with actual customers. You can be selective about which investors 

you work with, because you do not need the money to survive -- you want it to accelerate 

growth that is already happening. 
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Section 9: Exit Paths from an LLC 

9.1 Direct Sale / Acquisition of the LLC 
When a buyer acquires an LLC, they can structure the transaction as either a unit purchase 

or an asset purchase. A unit purchase is the equivalent of a stock acquisition in the C corp 

context: the buyer acquires the membership interests directly and takes on all the assets 

and liabilities of the LLC as a going concern. An asset purchase allows the buyer to select 

specific assets -- IP, contracts, technology, customer relationships -- while leaving certain 

liabilities behind. 

Asset acquisitions are more common for LLC acquisitions than for C corp acquisitions, 

partly because LLCs offer buyers an attractive tax feature: when an LLC's assets are 

acquired, or when a unit acquisition is treated as an asset acquisition for tax purposes, the 

buyer can often get a step-up in the tax basis of the acquired assets to fair market value. 

This step-up allows the buyer to depreciate and amortize the full purchase price over time, 

generating future tax deductions. For a buyer choosing between an LLC and a C corp 

acquisition target, the LLC's asset step-up can translate to a meaningful after-tax value 

difference -- which can justify a higher purchase price. 

9.2 The Private Equity Acquisition Path 
Private equity firms are comfortable acquiring LLCs and often prefer the structure for 

companies with strong recurring revenue and a profile suited to the PE operating model. 

PE firms are primarily focused on cash generation, leverage, and distribution -- all of 

which are easier to optimize in an LLC with a clean waterfall and pass-through tax 

treatment than in a C corp subject to double taxation. 

For a profitable free flow LLC with $2 million to $10 million in ARR, a PE acquisition is a 

realistic and often attractive exit path. The buyer brings capital and operating leverage, the 

founders receive a combination of upfront cash and retained equity in the recapitalized 

structure, and the business continues to operate with the same team under a more formally 

governed structure. The LLC's flexibility in designing the waterfall and rollover mechanics 

makes these transactions structurally cleaner than comparable C corp recapitalizations. 

The PE path also opens up what might be called the micro-PE model for the LLC itself. A 

free flow LLC with strong cash flow and a scalable AI platform can effectively function as 

its own private equity vehicle, acquiring smaller competitors, complementary tools, or 

adjacent customer relationships using its own cash flow rather than outside capital. This 

compounding strategy -- building value through organic growth and cash-funded 

acquisitions rather than dilutive capital raises -- is one of the genuinely distinctive strategic 

options that the free flow LLC enables. 
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9.3 Converting Before Exit for QSBS Optimization 
If a strategic acquisition or public offering becomes realistic and QSBS treatment would 

produce meaningful tax savings for your investors, converting to a C corp before the exit 

process begins is worth serious consideration. If you convert to a C corp and your investors 

receive C corp stock in exchange for their LLC units, the stock issued at conversion may be 

eligible for QSBS treatment if it meets all the Section 1202 requirements going forward. 

The holding period clock starts at conversion. 

The conversion decision requires careful tax planning and should happen well before the 

exit process begins, not in the middle of it. Work with a qualified M&A attorney and a tax 

advisor who understands both LLC conversions and QSBS mechanics. Done correctly, the 

conversion can add significant after-tax value to the exit for everyone on the cap table. 

9.4 Distributions as the Exit 
For a durable, high-margin AI business that does not need or want a traditional exit event, 

ongoing distributions can themselves be the economic realization of the equity value that 

has been built. A free flow LLC with $3 million in ARR, 80% gross margins, and $1.5 

million in annual free cash flow can distribute $1 million to its members each year while 

retaining $500,000 for growth. Over five years, those distributions exceed what most 

seed-stage exits would produce for the earliest investors after dilution, fees, and the VC 

fund's own economics. 

This path requires alignment among all members that the distribution model serves their 

economic interests better than a conventional exit -- including with any preferred unit 

investors whose rights may have been designed with an exit event in mind. For the right 

company and the right team, it is the most financially rational path available. 
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Section 10: The LLC-Then-C Strategy 

10.1 Triggers That Should Prompt Conversion 
The LLC-then-C strategy is a deliberate sequencing decision, not a fallback. The LLC 

captures the early-stage advantages: pass-through losses for investors, tax efficiency on 

early profits, lower governance overhead during the sprint to product-market fit. The 

conversion to a C corp captures the institutional advantages: standardized governance, 

QSBS eligibility from the conversion date, and access to investors for whom the LLC 

structure is genuinely problematic. 

The specific triggers that should prompt serious consideration of conversion are: receipt of 

a term sheet from an institutional investor who requires a C corp structure; a QSBS 

analysis showing that the holding period and exclusion math is significant for your investor 

base; and the addition of foreign investors or tax-exempt U.S. investors who require a C 

corp blocker. 

The trigger that should NOT prompt conversion is external pressure from advisors or 

investors who default to the C corp recommendation without analyzing your specific 

situation. "Most startups use a C corp" is not a compelling argument for a company with 

real revenue, demonstrated unit economics, and investors who are benefiting from 

pass-through tax treatment. Evaluate conversion on its specific merits for your situation. 

10.2 How Statutory Conversion Works 
Statutory conversion is the cleanest and most commonly used mechanism for converting 

an LLC to a C corp. Available in more than 40 states, it allows the LLC to become a 

corporation as a matter of law, without liquidating assets, dissolving the entity, or forming 

a new company. The existing contracts, licenses, customer relationships, and IP all remain 

in the same legal entity. 

The process works as follows. The members approve the conversion by the threshold 

specified in the operating agreement, typically a majority or supermajority of units. The 

company files a certificate of conversion and a certificate of incorporation with the state. 

Units convert to shares according to a conversion ratio defined in the conversion plan. The 

operating agreement is superseded by the new certificate of incorporation and bylaws. 

Before filing the conversion documents, the company and its counsel must: determine the 

conversion ratio, draft the new certificate of incorporation and bylaws to reflect existing 

economic and governance rights, address the treatment of any outstanding SAFE 

equivalents or convertible instruments, and ensure that the converted C corp meets all 

QSBS requirements going forward. Timeline and cost: 30 to 60 days from the decision to 

proceed, with legal fees of $2,000 to $10,000 depending on complexity. 
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10.3 Setting Up QSBS From the Conversion Date 
The stock issued at conversion can be QSBS-eligible from the conversion date if all Section 

1202 requirements are met going forward. The requirements that matter most: the 

company must be a domestic C corporation; aggregate gross assets must not exceed $75 

million at the time of issuance; stock must be acquired at original issuance; the company 

must be in an active trade or business in a qualifying industry; and the investor must hold 

the stock for the applicable period. 

One practical note: existing LLC members who receive C corp shares in the conversion are 

treated as receiving those shares at original issuance for QSBS purposes. The holding 

period clock starts at conversion, not at the time of the original LLC unit investment. This 

means a pre-conversion angel investor who has held LLC units for two years does not get 

credit for that holding period for QSBS purposes -- the clock restarts at conversion. Plan 

the conversion timing with this in mind if your investors are approaching the QSBS 

holding period threshold. 

10.4 Negotiating Leverage at the Conversion Round 
The most important strategic benefit of the LLC-then-C strategy is the negotiating leverage 

that comes from arriving at the institutional market with a proven, profitable business 

rather than a promising but unproven concept. Consider the difference between a founder 

who has a Delaware C corp formed 12 months ago, $50,000 in ARR, and a compelling 

product vision -- versus a founder who has just converted from an LLC, has $1.5 million in 

ARR growing 15% month over month, 80% gross margins, and a team that has been 

operating efficiently on a fraction of the capital a comparable company would have raised. 

The second founder can walk away from a term sheet with a 2x liquidation preference and 

aggressive protective provisions. The first cannot. 

That leverage is worth more than the legal fees of a conversion, the tax cost of the 

structural change, and the optics cost of being an LLC earlier in the company's life. It is 

what separates a founder who enters the institutional market on their own terms from one 

who takes whatever terms are offered because they need the money to survive. 
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Section 11: Practical Playbook -- Making the Decision 

11.1 The Six Questions You Need to Answer 
Before you choose a structure, work through these questions honestly. The answers will tell 

you what the right choice is for your specific situation. 

The Decision Framework 

1. What is our realistic path to cash-flow break-even, and how much capital does it require? 

If the honest answer is less than $500,000, the free flow LLC deserves serious 

consideration. If it is more than $1 million, you are likely in C corp territory. 

2. Are our early investors U.S. individuals who benefit from pass-through losses? If yes, the 

LLC's tax advantages are real and present-day, not theoretical. 

3. Do we plan to raise institutional VC within 12 to 24 months? If this is central to the plan, 

not optional, form as a C corp from day one. 

4. How important is QSBS exclusion to our likely investors? Work through the actual math 

rather than treating QSBS as binary. 

5. Are we building a durable cash-generating business, a venture-scale rocket ship, or 

something that could evolve into either? LLC for the first; C corp for the second; LLC-then-C 

for the third. 

6. If we start as an LLC, what specific events will trigger conversion? Write down the triggers 

before you form the LLC. 

11.2 The State of Incorporation Decision 
For a free flow LLC that expects to remain an LLC for its full operating life, or that will 

convert to a C corp in a different state, incorporating in your home state is typically the 

simplest and least expensive path. You avoid the cost of maintaining a Delaware entity plus 

foreign qualifying in your home state. When you convert to a C corp for institutional 

capital, you convert to a Delaware C corp regardless of where the LLC was formed. 

For a free flow LLC that is confident it will convert to a Delaware C corp within three years, 

starting as a Delaware LLC is worth considering -- it keeps you in the same state 

throughout and simplifies the conversion filing. The cost premium over a home state LLC 

is modest. Regardless of state, work with a qualified startup attorney who has experience 

with both LLCs and C corps. 

 

venturemechanics.com   |   Page 38 



THE FREE FLOW LLC   |   Venture Mechanics 

11.3 Getting the Operating Agreement Right 
Invest appropriately in the operating agreement. For a single-founder LLC with no outside 

investors, a simple operating agreement is fine. For an LLC with more than one founder or 

any outside investors, the operating agreement needs to be comprehensive and 

professionally drafted. The most common mistakes founders make are: using a generic 

single-member template that does not address outside investor rights; failing to include tax 

distribution provisions; drafting vague or incomplete consent rights; and failing to address 

conversion mechanics, leaving a conversion-related negotiation for when time pressure is 

highest. 

Build the equity incentive plan into the operating agreement from the start. Authorize the 

managers to grant profits interests under a defined plan, establish the parameters for those 

grants, and include the standard award agreement as an exhibit. Doing this upfront is far 

cheaper than retrofitting it later. 

11.4 The Mindset Shift Required 
The most important thing to understand about the free flow LLC is that it represents a 

fundamentally different theory of company building than the institutional venture path. 

The venture path is optimized for one specific outcome: a large-scale exit that generates 

returns for a fund. Everything about the Delaware C corp is optimized for that outcome. 

The free flow LLC is optimized for a different set of outcomes: durable, profitable 

operation; capital efficiency; ongoing cash distributions; and the option to pursue a large 

exit when the opportunity arises from a position of strength rather than necessity. 

Agentic AI has made that path available to a much larger set of companies than it was three 

years ago. The cost of building and operating a real software business has collapsed. The 

argument that serious tech companies must raise institutional capital to survive is weaker 

than it has ever been. For founders who have internalized the Delaware C corp as the only 

legitimate starting point for a real company, revisiting that assumption is not a capitulation 

to lesser ambitions. It is a recognition that the economics have changed, and that the best 

structure is the one that fits the actual economics of the company you are building -- not 

the one that fits the narrative of a company that is designed to need institutional capital 

from day one. 
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Appendix A: Complete Glossary -- C Corp Concepts 
Translated to LLC Equivalents 

C Corp Concept LLC Equivalent Key Differences 

Stockholder / Shareholder Member Members own interests, not 

shares; governed by operating 

agreement 

Shares / Stock Units / Interests Economically equivalent; 

legally distinct 

Common Stock Common Units Same economic concept; 

different legal instrument 

Preferred Stock Preferred Units Same rights available; all 

defined in operating 

agreement not charter 

Certificate of Incorporation Articles of Organization LLC formation doc is simpler; 

operating agreement does the 

heavy lifting 

Bylaws Operating Agreement 

(governance provisions) 

All governance lives in one 

document 

Stockholder Agreement Operating Agreement 

(member provisions) 

No separate document 

needed 

Investor Rights Agreement Operating Agreement 

(investor provisions) 

Info rights, pro-rata, all in 

one place 

Board of Directors Managers (manager-managed 

LLC) 

No statutory board 

requirement; structure 

defined in operating 

agreement 

Officer (CEO, CFO, etc.) Officer or Manager (same 

titles often used) 

Authority defined in 

operating agreement 
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C Corp Concept LLC Equivalent Key Differences 

Authorized Shares Unit authorization (operating 

agreement) 

No statutory 

authorized/unissued concept 

ISO (Incentive Stock Option) Profits Interest More tax-favorable; no 

exercise price needed 

NSO (Non-Qualified Stock 

Option) 

Unit Option Less common; ordinary 

income at exercise 

Restricted Stock Award (RSA) Restricted Unit Award Same concept; Section 83(b) 

election still advisable 

Restricted Stock Unit (RSU) Phantom Equity Unit No actual membership 

transfer; contractual cash 

payment 

409A Valuation Fair Market Value 

Determination 

Same purpose; LLC-specific 

methodologies apply 

Option Pool Profits Interest / Unit 

Reserve 

Authorized in operating 

agreement 

SAFE LLC SAFE / Unit SAFE Standard YC SAFE requires 

modification for LLC units 

Convertible Note LLC Convertible Note Same mechanics; converts to 

units instead of shares 

Liquidation Preference Distribution Preference / 

Waterfall 

Same economic concept; in 

operating agreement 

Anti-Dilution Protection Anti-Dilution (operating 

agreement) 

Same formulas: weighted 

average, full ratchet 

Protective Provisions Consent Rights Contract-based vs. 

statute-based; same function 

Drag-Along Rights Drag-Along Rights Same concept; in operating 

agreement 
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C Corp Concept LLC Equivalent Key Differences 

Tag-Along / Co-Sale Rights Tag-Along / Co-Sale Rights Same concept; in operating 

agreement 

Pro-Rata Rights Pro-Rata Rights Same concept; in operating 

agreement 

Information Rights Information Rights Same concept; in operating 

agreement 

Dividend Distribution Distributions not a second 

taxable event for LLC 

members 

Cap Table Unit Register / Cap Table Same spreadsheet concept; 

fewer standard platforms 

QSBS (Section 1202) Not available; requires C corp QSBS clock starts at C corp 

conversion 

Section 83(b) Election Section 83(b) Election Same 30-day filing 

requirement 

Form W-2 / 1099 for option 

income 

Schedule K-1 for allocated 

income 

K-1 issued annually from date 

of membership 

Delaware General 

Corporation Law 

State LLC Act LLC law is more flexible; 

defers to operating agreement 
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Appendix B: Key Questions Before You Choose Your 
Structure 

Work through each of these questions in writing before making the entity decision. The 

answers are more useful than any general advice because they are specific to your actual 

situation. 

About Your Capital Plan 
•​ What is the minimum amount of capital needed to reach positive cash flow? Is that 

number below $500,000, between $500,000 and $1 million, or above $1 million? 

•​ Are institutional investors a central part of your plan within the next 12 to 24 months, 

or optionally available if the opportunity arises? 

•​ What is the likely composition of your early investor base? Primarily U.S. individuals? 

Tax-exempt institutions? Foreign investors? 

About Your Tax Situation 
•​ Do your early investors have significant capital gains or other income that would 

benefit from LLC pass-through losses in the early stage? 

•​ What is the realistic exit timeline and exit size? Does QSBS provide a meaningful 

exclusion for your investors given those projections? 

•​ Have you worked through the QSBS math specifically, including asset thresholds, 

business type restrictions, and holding period requirements? 

About Your Team and Recruiting 
•​ How important is equity compensation as a recruiting tool for the specific team you 

are building? 

•​ Are the candidates you need to recruit familiar enough with profits interests that a 

clear explanation will suffice, or does the ISO/NSO framework provide a material 

recruiting advantage? 

•​ What is your plan for incentivizing early employees in the LLC structure, and have 

you designed the profits interest plan before you need it? 

About Your Business Model 
•​ Is your realistic best-case outcome a durable profitable business that generates strong 

distributions, a venture-scale business requiring institutional capital, or something 

that could evolve into either? 

•​ What does your unit economics model look like with AI in the equation from day one, 

and what capital efficiency does it imply? 

•​ Does your pricing model work with the LLC structure, or does it depend on 

institutional investors for credibility with enterprise customers? 

If You Choose an LLC 
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•​ What specific events will trigger conversion to a C corp? Write them down before 

forming the LLC. 

•​ What state will you incorporate in, and have you compared the Delaware LLC option 

against your home state? 

•​ Have you engaged an attorney with both LLC and C corp experience to draft the 

operating agreement? 

•​ Is the tax distribution provision in your operating agreement? Is the profits interest 

plan authorized and documented? 
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Appendix C: Suggested Reading From Venture 
Mechanics 

All of the following articles are available at venturemechanics.com/blog and provide 

deeper exploration of the topics covered in this guide. 

On the Free Flow LLC and AI Company Economics 
•​ "LLCs Strike Back: Why AI-Native Startups Shouldn't Default to Delaware C Corps" -- 

Ron Wiener, April 2026 

•​ "The Business Plan Mistake Most Founders Are Making in the Agentic AI Boom" -- 

Ron Wiener, May 2026 

•​ "The Tectonic Shift AI is Causing In Startup Economics" -- Ron Wiener, April 2026 

On SAFEs and Early-Stage Investment Instruments 
•​ "Why SAFE Notes Are So Rapidly Overtaking Convertible Notes as the Structure of 

Choice for Pre-priced Rounds" -- Ron Wiener, May 2026 

•​ "Rethinking the SAFE: How Venture Mechanics Improves on the YC Template" -- 

Ron Wiener, July 2025 

On Equity Compensation and Exit Strategy 
•​ "The Inconvenient Truth About Stock Options -- A Founder's Wake-Up Call" -- Ron 

Wiener, August 2025 

•​ "Secondary Markets Are Changing the Game for Founders" -- Ron Wiener, August 

2025 

•​ "How Changes to QSBS (Section 1202) in the OBBBA Further Incentivize Investing in 

Startups" -- Ron Wiener, July 2025 

 

Download the Venture Mechanics SAFE Template 

The VM Hybrid SAFE Note and Term Sheet referenced throughout this guide are available 

at venturemechanics.com/blog -- search for "Rethinking the SAFE." 

 

Disclaimer 
This guide is for informational purposes only and does not constitute legal or tax advice. The laws 

governing LLCs, C corporations, QSBS eligibility, and related matters are complex and subject to change. 

Always consult a qualified attorney and CPA before making entity formation, structuring, or tax decisions. 

The information in this guide reflects the law as understood as of May 2026 and may not reflect subsequent 

changes. 
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