


VAn Act relating: to limited liability companies.”

COMMITTEE REPORT

/7
HOUSE
Mr. Speaker Date
The Committee on JUDICIARY has had

under consideration. A Majority of the members of the Committee

( )recommends it DO PASS

( )recommends it DONOT PASS

( )recommends it DOPASS WITH ATTACHED AMENDMENT (S)

( )recommends it BEREPLACED WITH CSFOR AND THAT

CS FOR DO PASS



As per request by Representative Brown

Letter of Intent CSSB #354anm

The House Judiciary Committee has had committee substitute for
Senate Bill # 354am(Limited Liability Companies) under consideration
and has held public hearings concerning the bill.

Questions have been raised before the committee similar to those
raised before the Senate Judiciary Committee, 1in particular in regard
to what body of law would govern when questions arose us to under—
capitalization and using a limited liability company to perpetrate

a fraud on the pubxic.

The bill is sil it n j: .Committee 1is concerned with
Nlon g reYi.a iNT-.1 research has indicaxoc cnat CRSre is iluie
history in this respect. The Committee, therefore, feels it important

to expressly state the legislative intent to those situations 1in
which the established body of law concerning corporations and
"piercing the corporate veil” would apply to limited liability
companies.

The Judiciary committee recognizes that in certain circumstances the
veil by which the limited liability company protects its members
from personal liability f~r the debts of the company ought to be
pierced, holding the members personally liable. The committee feels
that circumstances giving rise to personal liability of members
ought to be closely akin to the kinds of circumr®ances which per—
mit a court or admi listrative agency to set asice t e "corporate
veil"™ for the purpose of holding corporate shareholders personally
liable for the debts of the corporation. Thus, 1in situations where
the court would set aside the Corporate entity to hold shareholders
liable when the corporation 1is acting as the alter ego of the

shareholders, nr is undercapitalized, or where a corporate fiction

is uSed as a m ns of evading legal obligations, circumventing
statutes, perpetrating foruud, achieving or perpetrating monopoly,

or for protection of crime and justification of wrong, or any other
circumstances which might give rise to the disregard of the corporate
veil, the committee expects the courts to treat the limited liability
company in the same manner.

In other worus, th™ limited liability company act should not be
utilized as a device by which the organizers could avoid penalties
for fraudulent or non-lcgal propositions any more than they could
if they were 1incorporators of a regular corporation.

i?ospecfcEully submitted,

Representative Terry Gardiner
Chairman
House Judiciary Committee



As per reouest by Representative Brown

Amendment to CSSB #354 (Limited Liability Companies)

Add new Subparagraph....
AS 10.50.120(c)

In those instances in which the vaH*3%"”/ of the limited liability
company 1is brought into question c . e of under capitalization™*,

use of the limited liability company to perpetrate a fraud on creditors
of the company or use of the limited company to violate public policy,
the protection of the limited liability company may be disreaarded and
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ALASKA STATE LEGISLATURE
NINTH LEGISLATURE - SECOND SESSION

JUNEAU. ALASKA Friday February 20, 1976

Fortieth Day

Pursuant to adjournment, the Senate was called to order b,
President Croft at 10:16 a.m.

The roll call showed all members present.
The prayer was offered by the Chaplain, Father Dale Sarles.

Senator Kerttula moved and asked unanimous consent that the
Journal for the thirty-ninth legislative day be approved
as certified. Without objection, it was so ordered.

MESSAGES FHOM THE GOVERNOR

CS

February 19, 1976 HB

5b0

The Honorable Chancy Croft i)

President of the Senate
Maska State Legislature
Juneau, Alaska 99811

Dear Mr. President:

X have this day vetoed Committee Substitute for House
Bill no. 550 amended Senate. The portion of the bill
which required the voto is that which attempts to give
to the Legislative Affairs Agency the power to allocate
office space in the capitol building excopt for that
occupied by the Governor"s Office. Since allL floors of
the capitol building but the third and fourth are
already occupied by the legislature, the reason for the
bill appears to be to give the Legislative Affairs
Agency control over the fourth floor.

Initially this bill would have given the Legislative
Council administrative control over space assigned to
the legislature. In the Senate the bill was amended to
grant the Legislative Affairs Agency control over the
physical space in tho capitol building regardless of

3XI9
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which branch of government occupied that space. In
doing that, the legislature went beyond a specific
contractual agreement reached with the executive branch
for the allocation of office space prior to the be—
ginning of the session. More significantly, the
legislature has attempted to establish a scheme whereby
it may now engage in the administrative function of
allocating office space. I am advised by the Depart-—
ment of Law that insofar as the bill attempts to do
that, it apparently violates the doctrine of separation
of powers.

Rather than engage in any extended legal discussion in
this message, 1 am making available the opinion |
received from the Department of Law on the subject. You
will note that the Department finds two basic legal
defects with the bill. First the Department feels that
the amendment on the floor of the Senate changed the
subject of the bill, which resulted in the original
title of the bill not adequately expressing its subject
matter. The Department also raises the strong pos—
sibility that the bill violates the separation-of-
powers principle.

I sincerely hope that my veto does not result in
another legal confrontation between the legislative and
the executive branches of government. During the last
three years, two suits have already been brought by the
legislature against the administration in an effort to
expand legislative powers. The legislature has lost
both of those suits. In Egan v. Pipeline Impact
Committee, C. A. No. 74-236, Super. Ct., 1st Jud. Dist.
(Alaska 1974), appeal dismissed, Sup. Ct. No. 2424,
Order of Nov. 7, 1975, the Superior Court held that
while the legislature might impose conditions for
allocation on impact funds, it could not administer the
allocation of those funds. In Bradner v . Hammond,

C. A. No. 75-383 (1st Jud. Dist® (Alaska 1578V), the
Superior Court in Ketchikan recently held that the
legislature could not expand its confirmation powers
beyond that permitted in the Constitution. That latter
decision, of course, has brought into question a whole
host of confirmations which, until now, have been
submitted to the legislature out of comity rather than
necessarily legal obligation.

Tho administration has already triad hard to accom—
modate the legislature > need for space. During the
period of one year the legislature has increased its
total office space from 47,907 square feet to 67,900
square feet. Its space in the capitol building has
been increased from 29,600 square feet to 40,800 square
feet. After an initially confused situation over
whether executive offices would move from the capitol,
extensive good faith negotiations wero held with the
legislature to reach an amicable resolution. We
thought we had achieved that resolution. We also
thought that we had 3et the tone for additional nego—
tiations in the future to provide adequate working
space for the legislature. This bxll x*emoves the
discussion from one of cooperation to a point of
confrontation.
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Cs
There are a great many problems facing this state. 1 1P
know that legislators want to deal with those problems 550
just as the administration wants to deal with them. 1 am
think it is disheartening for the general public to see 5
public time and money being spent on this type of
business. Surely the legislative branch and the
executive branch have better things to do than to
confront each other in court over whether or not
particular legislators are entitled to a particular
office on a particular floor of a state building.

I have advised individual legislators and 1| advise the
legislature as a whole that the administration stands
prepared to try to reach long-range solutions to the
space problem and to continue our dealings in good
faith with the legislature to do so. | have no in—
tention, however, of accepting another effort by the
legislature to extend its constitutional powers by
usurping authority of the executive branch. I think
this bill would be destructive even if it were con—
stitutional, for it makes it more difficult to reason
together. The problem is simply compounded by the
bill*s legal defects.

MESSAGES FROM THE HOUSE

Message of February 19 was read, stating the House has . SB
passed SENATE BILL NO. 607 (budget information available 607
to the legislature) with the following amendment: am

Page 1, line 12: After "year" ahange the period to
a comma and add:

"except that following a guber—
natorial election year the advance
copy shall be provided by the
second Monday in January."

and transmitting SENATE BILL NO. 607 amended by the House
for consideration.

Senator Ray moved and asked unanimous consent that the
Senate concur in the House amendment to SENATE BILL NO.
607. Without objection the Senate concurred and
SENATE BILL NO. 607 amended by the House was referred
to the Secretary for enrollment.
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Message of February 1? was read, stating the House has
passed COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 606 amended

ant* transmitting same for consideration,

FIRST READING AND REFERENCE OF HOUSE BILLS

COMMITTEE SUBSTITUTE FOR HOUSE BILL HO. 606 amended, en—
titled:

"An Act relating to appointments to vacancies In the
office of United States senator.™

was read the first time and referred to the State Affairs
Committee.

STANDING COMMITTEE REPORTS

The Judiciary Committee has had SENATE BILL NO. 670 (num-
ber of superior court judges) under consideration and a
majority of the committee recommends It do pass. The
report was signed by Senator Ziegler, Chairman, and con-—
curred In by Senators Miller, Melar.d and Poland. Senator
Tilllon signed: "No recommendation.™

Senator Ziegler moved and asked unanimous consent that the
letter of legislative intent be spread in the Journal.
Without objection, the letter follows:

*LETTER OF LEGISLATIVE [INTENT

Re: Senate Bill 670 - relating to the number of superior
court Judges.

The captioned bill would increase the number of superior
court Judges in our state from 17 to 18. Four of those
Judges, rather than 3, will be assigned to the First Judi—
cial District.

We are advised by tho Supreme Court that if the legislation
becomes law, the new superior court Judge will be stationed
permanently in Sitka. We have heen assured that no new
Judge will be appointed to the district court bench in

that city, although a vacancy now exists which 1s boing
filled aB of this date on a temporary basis.

In other wordo, the district court Judgeship will become
vacant, and the"superlor cdurt Judge will handle the" case—
load of both courts.

Respectfully submitted,

Senator Robert H. Ziegler, Sr.
Chairman, Senate Judiciary Committee”

SENATE BILL (& . 670 was referred to the Finance Committee.
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The Finance Committee has had SENATE BILL NO. 61)0 (special
appropriation to ACTION for the Foster Grandparent Program)
under consideration and a majority of the committee recom—
mends that it do pass. The report was signed by Senator
Ray, Chairman, and concurred in by Senators Rader, Chance,
Poland, Sackett and Ferguson. Senator Butrovlch signed:
"No recommendation."”

SENATE BILL NO. 640 was referred to the Rules Committee.

The Finance Committee has had SENATE BILL NO. 664 (making
of reparations to the taxpayer for late payment of tax
refunds) under consideration and a majority of the commit—
tee recommends it do pass. The report was signed by
Senator Ray, Chairman, and concurred in by Senators Rader,
Chance, Poland, Sackett and Ferguson. Senator Butrovich
signed: "No recommendation."”

SENATE BILL NO. 664 was referred to the Rules Committee.

The Judiciary Committee has had SENATE BILL NO. 671 (ap—
pointment and qualifications of acting magistrates) under
consideration and the committee recommends it do pass.
The report wa3 signed by Senator Ziegler, Chairman, and
concurred In by Senators Miller, Meland and TIllllon.

SENATE BILL NO. 671 was referred to the Rules Committee.

The Judiciary Committee has had SENATE BILL NO. 6/2 (small
claims and magistrate Jurisdiction) under consideration
and tlie committee recommends it do pars. The report was
signed by Senator Ziegler, Chairman, and concurred In by
Senators Miller, Meland and TIHIllon.

SENATE DILI. NO. 6/2 was referred to tlie Rules Committee.

The Judiciary Commltt.ee has tiad SENATE HILL NO. 6/3 (Judi—
cial appointments) under consideration and a majority of
the committee recommends It do puss. The report, was signed
by Senator Ziegler, Chairman, and concurred In by Senators
Miller and Meland. Senator TIlllon signed: "No recommends
Iton."

SENATE BILL NO. 673 was referred to the Rules Committee.

INTRODUCTION AND REFERENCE OF SENATE RESOLUTIONS
SENATE CONCURRENT RESOLUTION NO. R'J by the Judiciary Com—
mittee by request

Supporting ttie Governor®s position for a delay In off—
shore lease sales for the Oulf or Alaska.

was read the first time and referred to the Resources Com-—
mittee .
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INTRODUCTION AND REFERENCE OF SENATE BILLS

SENATE BILL NO. 678 by the Health, Education and Social
Services Committee, entitled:

"An Act relating to the public school foundation pro—
gram; and providing for an effective date."”

was read the first time and referred to the Health, Educa-—
tion and Social Services Committee and the Finance Commit—
tee.

SENATE BILL NO. 679 by the Health, Education and Social
Services Committee, entitled:

"An Act relating to the public school foundation pro—
gram; and providing for an effective date."

wac read the first time and referred to the Health, Educa-—
tion arid Social Services Committee and the Finance Com—
mittee .

Senator Kerttula moved and asked unanimous consent that
the Senate recess to a call of the Chair for the ptti-

pose of Democratic and Republican party caucuses.” Without
objection, the Senate recessed at 10:29 a.m.

APTt'h KICR"."
Tin: Senate reconvened at 11:02 a.m.

Senator Kerttula moved and asked unanimous consent that
the Senate revert to Communications. Without ohjowt"on,
tl was ac ordered.

COMMUNICATIONS

Memorandum of Poliruary 20 was received fton J. H. Hogan,
Director of the Legislative Finance HNlvision. This memo—
randum appears an Senate and House Supplement No. 3 to

today"s Journal.

Senator Ziegler moved and asked unanimous consent the
Senate revert to Standing Committee Report!). Without ob—
jection the Senate reverted to:

STANDING COMMITTEE REPORTS

The Judiciary Committee has had SENATE BILL NO. 35A
(limited liability companies) under consideration and the
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committee reports It back as follows: Senator Ziegler,
Chairman, recommends It be replaced with COMMITTEE SUBSTI —
TUTE FOR SENATE BILL NO. 35h and that the committee substi—
tute do pass with the following amendment:

Page 17, line 17:

After "$100" delete the period and Insert: “for
each year or part thereof the company Is delinquent
in filing."

Senators Miller, Meland, Poland and TIlIllon signed: "No
recommendatlon.”

Senator Ziegler tnuved and asked unanimous consent that the
letter of legislative Intent accompanying the report be
spread In the Journal. Without objection, the letter
follows:

uym n op i.Koirmcvi i
He: CRBB 35A- Untied 1.nblllt=” companies

Hie Senate Judiciary couradtUi hh* line (tlic etpll.uieu bill under
com Iteration ulnae n w Ir. the 1y/ = ceselnr.. Il war rent us by
the Acimte t'nmavrer rommlittc Tor cur review an.®, for possible
amende, ms .

Wf liave onncldnrtd Il.I- bill, take, pubjiu leal luuiy, and Hie
N - 'f 'f N N
Committee r.uLolltutc for Senate till 350, 1 TM ni*t the final

eeork product cf nil Jcnple win: pcvt shown ei Interott In tin legit*
la) for,. Tt:. till autliurli." Hit treat lon >1 limited 1lab1111< coe-
pat.lea. The I'raltn. liability ocirpany i neither a cerrorstlon,

» pmln®tshlp n Ilr tied parlu. isl.tr n>i * tr.l venturi, ftstlitr,

tl lo .in orcai.t-nl ter which W d cnntlhi tin oig.Mlrere e! the

“omiumy lo have Timited Ilittlllct; ac Ir (he fine with ccilJoiate
oft I. t.ilt hut which w.uld enable Hie roi..|si.y t< t< taiort «e+ a
;artiuu chip, thereby enabling tin ciV.M.ltcre to live 1In the bnct

d hnih possible worlds,

If carl «ln citlerlu are met, It it likely, wc 1td, that the In—
ternal Hevcuiue Service will furnish uc will: a favorable ruling ar

lo the mode of lunation to be applied to the company.

The Director of the DIlvinlon of Banking, Securities, Small Loans
and corporations, Mtlee S. SchluaPcrg, Is on record before our
commit lee da being In favor of the net. He haa devoted a great deal
or lime, research and analysis to the bill and feels that, If en—
acted Into law, It might do for the stale of Alneka what ¢ irpora-
iloin have done for the stnte of Delaware In terms of income to

our state.

When we began, Mr. Schlonhorg™ five nrnas of ooncorn ware:
1.  Applicability of federal arid state securities lawn
to a limited liability company;

2. Allen ownership disclosure;
1, Limited liability company name;
A. Piercing the corporate veil; and,

1. WMtacollanaoua drafting changes.
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SB Aa to the Items 1, 2, 3i and 5, there are no problems In the com—

35" mittee substitute, In his opinion. Ve concur. As to Item A, the
Judiciary committee recognizes that In certain circumstances the
veil by which the limited liability company protects Itr. members

from personal liability for the debts of the comoany ought tc be
pierced, holding the members personally liable. The committee feels
that circumstances giving rise to personal liability of members

ought to be closely akin to the kinds of circumstances which per—
mit a court or administrative agency to set aside the "corporate
veil™ for the purpose of holding corporate shareholders personally
liable for the debts of the corporation. Thus, In situations where
the court would set aside the corporate entity to hold shareholders
liable when the corporation Is acting as the alter ego of the
shareholders, or 1Is undercapitalized, or where a corporate fiction

la used as a means of evading legal obligations, circumventing
statutes, perpetrating fraud, achieving or perpetrating monopoly,

or for protection of crime and Justification of wrong, or any other
circumstances which might give rise to the disregard of the corporate
veil, tho committee expects the courts to treat the limited liability
company In the same manner.

(The preceedlng paragraph was furnished the committee by Hr.
Schloaberg.)

In other words, the limited liability company act 3hould not be
utilized as a device by which the organizers could avoid penalties
for fraudulent or non-legnl proooaltlons any more than they could
If they were Incorporators of a regular corporation.

Chairman
Senate Judiciary Committee

SENATE BILL NO. 3ti,l was referred to lhe Rules Committee.
CONSIDERATION OF THE CALENDAR
SEC"iND REAPIN"; OF SENATE RESOLUTIONS

SJR SENATE JOINT RESOLUTION NO. "7 (Congressional action on
"7 11.R. 200) wan rend the second time.

Senator Kerttula moved and asked unanimous consent that
SENATE JOINT RESOLUTION NO. <17 be considered engrossed,
advanced to third rending and placed on final passage.
Without objection, It was no ordered.

SENATE JOINT RESOLUTION NO. 17 wan read the third 1 lire.

The question being: "Shall SENATE JOINT RESOLUTION NO. «7
(Congretiaionnl act lon on Il.R. 200) pasa the Senato?" The
roll was taken with tho following result:
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Teas: 20 Bradley, Butrovlch, Chance, SJ
Colletta, Croft, Ferguson, Hohman, 4
Huber, Kerttula, Meland, Miller,
Orsinl, Poland, Rader, Ray, Rodey,
Sackett, TIllllon, Willis, Ziegler

Nays: 0

And so, SENATE JOINT RESOLUTION NO. 47 passed the Senate
and was referred to the Secretary for engrossment.

SECOND READING OF SENATE BILLS

Senator Rader moved and asked unanimous consent that SB
SENATE BILL NO. 491 (state- aid to school districts 491
affected by state actl.ltles) be returned to the Rules
Committee. Without objection, It was so ordered.

SECOND READING OK HOUSE DILLS

HOUSE BILL NO. ™20 (eye examinations for needy persona) HE
was read the second lime. 120

Senator Ray moved and asked unanimous consent, for adop—
tion of the Finance Committee report, thus adopting the
Senate committee substitute offered by that committee,
page j35. Senator Kerttula objected, then withdrew his
objection. Without further objection, SENATE COMMITTEE
SUBSTITUTE POR HOUSE BILL NO. 120 was adopted.

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 120 was SCS
reud the second time. 158

Senator Kerttula moved and aBked unanimous consent that
SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 120 be
considered engrossed, advanced to third reading and
placed on final passage. Without objection, it was so
ordered.

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 120 was
read the third time.

The question being! "Shall SENATE COMMITTEE SUBSTITUTE

POH HOUSE BILL NO. 120 (eye examinations for needy persona)
pass the Senate"."" The roll was taken with the following
result:

R
!
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Yeas: 20 Bradley, Butrovich, Chance,
Colletta, Croft, Ferguson, Hohman,
Huber, Kerttula, Meland, Miller,
Orsinl, Poland, Rader, Ray, Rndey,
Sackett, TIIllon, Willis, Ziegler

Nays: 0

And so, SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL HO. 120
passed the Senate.

Senator Kerttula moved and asked unanimous consent that
the roll call on the passage of SENATE COMMITTEE SUB—
STITUTE FOR HOUSE BILL NO. 120 bo considered the roll call
on the effective date clause. Without objection, it war
so ordered.

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 120 was
referred to the Secretary for engrossment.

HOUSE BILL NO. 1]2¢ (membership of the advisory board on
alcoholism) was read the second time.

Senator Chance moved and iisked unanimous consent for
adoption of the Health, Educution and Social Services
Committee report, thus adopting the Senate committee
aabatltute offered by that committee, page Without
objection, SENATE COMMITTEE SUBSTITUTE FOR HOUSF. BILL
NO. 2] was adopted.

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL No. wus
read the second time.

Senator Kerttula moved and naked nanlmoua consent that
SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. [li2t be
considered engrossed, advanced to third reading and
placed on final passage. Without objection, It was so
ordered.

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 12 Fwn3
read the third time.

The question being: "Shall SENATE COMMITTEE SUBSTITUTE
FOR HOUSE BILL NO. H2X (membership of the advisory board
on alcoholism) pass the Senate?” The roll was taken with
the following result:
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Teas: 20 Bradley, Butrovich, Chance,
Colletta, Croft, Ferguson, Hohman,
Huber, Kerttula, Meland, Miller,
Orsinl, Poland, Rader, Ray, Rodey,
Sackett, TIlllon, Willis, Ziegler

Nay3 : 0

And so, SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL
NO. <)2i passed the Senate and was referred to the Secre—
tary for engrossment.

UNFINISHED BUSINESS

The reconsideration of HOUSE BILL HO. 551 (supplemental
appropriation to Legislative Affairs Agency) was not
taken up this legislative day. HOUSE EILL NO. 551 was
signed by the President and Secretary and returned to
the House.

SPECIAL ORDERS

Senator Ferguson moved and asked unanimous consent that
he be excused from a cull of the Senate February 23.
Without objection, Senator Ferguson was excused.

ENOROSSMKHT AND ENROLLMENT

The following have been engrossed, 3Ilgned by tho
President and Secretary and transmitted to the House
for Its consideration:

SENATE JOINT RESOLUTION NO. 17

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 120

SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO.

SENATE CONCURRENT RESOLUTION NO. 78 has been enrolled,
signed by the President and Secretary, Speaker and Chief
Clerk, and the engrossed and enrolled copies were trans—
mitted to the office of the Governor at 3:15 p.m.
February 19, 1976.
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ANNOUNCEMENTS
Joint Gas Pipeline
Impact Committee
w/Resources and
State Affairs Court Bldg.
Judiciary Room 5
Capitol
Commerce Room 6
Capitol
Finance Hth Floor
Capitol
ADJOURNMENT

February 20, 1976

Feb
Feb

Feb

Feb

2U

1:00 p.m.
1:30 p.m.

3:00 p.m.

2:00 p.m.

Senator Kerttula moved and asked unanimous consent that

the Senate adjourn until 2:00 p.m. February 23,

1976.

Without objection, the Senate adjourned at 11:35 a.m.

Beverly Keithahn
Secretary of the Senate

February

1976



CORPORATION V- PARTNERSHIP

NON-TAX CONSIDERATIONS

LIFE

ENTITY

LIABILITY

TRANSFER OF INTEREST

APITAL

BUSINESS ACTION

CORPORATION

Perpetual 1in most cases.

Separate legal person.

No individual Iliability.

In absence of restrictions
interest may be sold to
strangers.

Capital may be enlisted
by sale of stock.

Action authorized by
specified percentage
of directors and/or

stockholders.

LIMITED LIABILITY COMPANY

PARTNERSHIP

Agreed term, or life
of any partner.

Not a separate entity
from individual partner.

General partner individu—
ally liable for all obli—
gations. Limited partner
usually liable to the
amount of capital contri—
buted .

New partnership agreement
usually required.

New capital secured only

by loans, 1increase in mem—
bership or new contributions
by existing partners.

Unanimity of partners
usually required.

LIMITED LIABILITY COMPANY
Agreed, Not to exceed 30
years.

Separate legal entity.

No individual liability.

May be transferred; however

if all other members do not

approve of tne prcposeu transfer

by unanimous written consent:, the
transferee has no right to parti—
cipate 1in tne management and
affairs of tne company or to beccne
a member, but is entitled only to
receive his share of tne profit

or return of contributions.

Capital 1is contributed in money

or property at inception or during
the course of operation as set out
in the Articles of Organization.

Action authorized by majority in®
interest of tne members.



CREDIT CONSIDERATIONS

MANAGEMENT

FLEXI3ILITY

Bm TAX FACTORS

TAX 3URDEN

CORPORATION

The corporation possesses
credit ability apart from m
stock membership. Certi —
ficates of stock may be

used as collateral.

Shareholders may 1invest
without participation 1in
management.

A corporation operates
within 1its corporate
franchise granted by

the state or states 1in
which it is authorized to
do business.

As a separate legal
personality a corpor —
ation 1is subject to
taxation, 1in addition

to the taxation of

the income received as
dividends by 1its members.

Electing "Small Business
Corporation™. (1) Eacn
shareholder®s proportionate
share of the corporation’s
undistributed taxable
is included 1in the gross
income of the shareholder.
The corporation pays no tax
thereon. This
parallels the
partner®s 1income
partnership.

taxation of a
from the

income

substantially

PARTNERSHIP

Credit 1is coincidental

with membership and

partners assume joint

and several responsibility.
Interests in partnerships
are not ordinarily accepted
as basis for loan or credit.

partners involved
responsibility

All general
in management

A partnership 1is a contrac—
tual relationship which

may be altered by unanimous
agreement of the partners.

Each partner 1is taxea on
his proportionate share
of income whether distri—

buted or not.

LIMITED LIABILITY COMPmMY

be extended to tne
tne strengtn of 1its
to-be-contributed

Credit will
company on
contributed or
capital.

Management of the company is 1in the
members unless management by a
manager or managers to oe elected
by the members 1is provided in the
Articles of Organization.

Flexibility 1is perhaps the Limited
Liability Company®s strongest poirz
The Articles of OrgJdnization
will contain a minimum cf restric—
tions and the working rules of the
company .may be crafted in tne
form of an operating agreement.

Private revenue ruling will be
requested of the Internal Revenue
Service requesting that the compaiy

be classified as a partnership
for federal tax purposes.As
drafted the Limited Liability

Company will lack at least two and
perhaps three of cnaracter-
istics of a corporation; the tnird

centralization of management, will
be lacking if., management 1is

reserved to the members.



TAX CONCERN

PENSION TRUST

CORPORATION

In close corporations,
gross corporate income 1is
reduced by reasonable
salaries paid to officer-
stcckholders. Accumulation
of profits may be made up
to at least $150,000 or to
such larger extent as not
to constitute avoidance

of surtax by the stock-—
holders and an unreasonable
accumulation in terms of

the requirements of business.

Corporation taxes, plus
individual t.ixes on the
compensation for services
or dividends, represent
the tax burden of the
corporate investment, as
against the individual
tax paid by partners.

Electing "Small Business
Jorooratioi. Undistributed
taxable 1income of an
electing corporation is
taxable proportionately

to each shareholder.
Subsequent distributions out

of this income to the share—

holders are tax free. This
substantially parallels the

taxation of a partner®s income

from the partnership.

Corporate contributions to
a pension trust, within

the amount allowed by law
are deductible by the cor—
poration. Stockholaer-
employees may be covered

to same extent as other

PARTNERSHIP LIMITED LIABILITY COMPANY

All earnings and profits All earnings and taxes are
are taxable to the indi— taxable to tne members wnetner
vidual partner, unaffected distributed or not. It is

by accumulations of earnings contemplated that the distribution
However, once so taxed, there—ules and basis rules now appli-
after any distributions of cable to tne partnership interest
these earnings are tax exempt will also be applicable to a

to the individual partner. limited Iiabiliti/compafy.

Unknown but it 1is suggested that
the rules now applicable to a
Subchapter S corporation which
impose the limits.of the Reogh
Pirn will also be applicable.

Members of a partnership
are not employees and are
not prcper beneficiaries
under an exempt Pension
Trust. However, under the
Self-Employed Individuals
Tax Retirement Act of 1962,

-3-



SOCIAL SECURITY TAX

ASSIGNABILITY OF

INTEREST OR

INCOME

CORPORATION

employees, so long as
there 1is no discrimination
in favor of such stock—
holders .

Electing "Small Business
Corporation™. An electing
corporation®s contributions
to a pension trust, within
the amount allowed by law,
are deductible by the
corporation from its taxable
income.

Compensation paid to stock—
holding officers and
employees 1is subject to
Social Security Taxes.

Electing "Small Business
Corporation™. Compensation
paid to stockholding
Officers and employees 1is
subject to Social Security
Taxes.

An unqualified transfer of
stock ordinarily requiring
no other person®s consent,
will entitle transferee to
dividends or distributions

Electing "Small Business
Corporation™. Transferee
is entitled to dividends
and distributions, but
the stock must be trans—
ferred to an individual
or estate and the trans—
feree must consent to the
continuation of the "tax
option" status.

PARTNERSHIP. LIMITED LIA3ILITY COMPANY

partners who own more than
10% of the capital or

profit interest in the part-
nersnip may, deduct the fu]l
amount of their contribution
to a pension plan up to

$7,500.
Partners do not pay Social Compensation for services
Security Taxes upon their paid to employee, whether
salaries from the partner— member or not, subject to social
ship. However, they are security tax. Distribution of
required to pay the tax on profits to members would not
self-employment income. be.
Any assignment of interest A member®s 1interest in a Limited
requires consent of the Liability Company may pe trans—
other partners and may ferred (see page 1). Income from
create a new partnership. date of transfer taxed to trans—
feree. May be capital gain to
transferor on trmsfer of his
interest.



COMMUNITY
PROPERTY
STATES

DUAL MEMBERSHIPS

(1) An electing

holders elect to

"small

include

business corporation”
and which otherwise comes within the requirements of Subchapter "S"
income the current taxable

CORPORATION

Dividends from invest—
ments made from community
property become community
property.

Electing "Small Business
Corporation”. Dividends
from investments made from
community property become
community property.

Because it would be
extending its credit, lia—
bility and the powers of
the Board of Directors
beyond legal scope, a
corporation cannot be a
direct member of a partner—
ship in some states. Can
in Alaska.

Electing "Small Business
Corporation”™. Stock may
not be held by either a
partnership or another
corporation.

ir. tneir personal

PARTNERSHIP

Whether 1income is community
or separate income depends
upon the law of the state
of domicile.

A partnership may own some
or all of the stock of a
corporation and so function
in two capacities.

is a domestic corporation which does not have more than
Internal
income 0f the corporation.

of the

LIMITED LIABILITY COMPANY

Same as partnership, witn

the results depending on

the comir.unif-y property laws

in the several states. Alaska
does not have community
property.

A Limited Liability Company
enjoys flexibility in this
area and may be owned by otner
entities or individuals and
participate 1in otier entities
and business enterprises.

Revenue Code, and whose snare-

10 shareholders



May 19, 1976

The Honorablt Terry Gardiner
Pouch V
Juneau, AK 99811

Dear Terry:

In response to your letter of May 18 please he advised that we have no
statistical for estimating the impact of the limited liability companies.
The proponents of this legislation have estimated that, based on their re-
search, there may be up to 5000 companies organizing in the State of Alaska.
We have no basis on which to confirm cr refute their estimate.

The exact effect of the enactment of this legislation is difficult to ascertain
at this point. The law was drafted with the “intent that those companies are
to be treated as limited Rartnersmps for tax purposes. Qur review of the

law would indicate that this is probably correct. Actually, the final de-
cision will be made by the Internal Revenue Service after the law Is enacted.
To the best of our knowledge, there is no reason to believe that the State of
Alaska will lose any revenue as a result, of this legislation, since it would
appear that the majority of organizations taking advantage of this law would
have organized as partnerships “anyhow.

Our fiscal note anticipated revenue being generated through our normal audit
of returns filed and did not take into consideration the additional estimated
$1,000,000 which will be generated in the form of filing fees from the 5,000
companies which may organize und'-r this statute.

In summary, based on our research, it does not appear that the State of Alaska
will incur any loss of tax revenues from the enactment of this legislation.

In fact, the State should receive additional revenue in the form of filing
fees which It would not normally receive.

If you have any further questions regarding this law, please feel free to
contact me.

Sincerely,

Sterl ing U?I lagher‘
Commissioner



i JAYS. HAMMOND. GOVERNOR

DEPARTMENT OF LAM

Pouch K, Capitol Bldrlr
Juneau, Alaska 9981

May 20, 1976

The Honorable Terry Gardiner
Chairman

House Judiciary Committee
Pouch V

Juneau, Alaska 99811

Re: SB ss~ - Limited Liability Companies
Dear Representative Gardiner:
ffice or an ogornron for the
0

You have requested this o

Judiciary Committee rg ardrng the method 0f taxat n whrch would
be im osed on a limite ahility com%ang ecause g % state
In ¥o etter, the time before adjour nt |s hort, ecause
0f the ﬁrnrrﬂue character of the ||m|te liahi |ty com an
be unab lve you a definitive answer to your o nron

uest. %ordrn Ity | wr|| Instea ﬂ In dhcat to you our best

ment on this ter, realiz In?n at che Internal Revenue
er Jjce will e helr own determination on the question with
regai'd to federa Income taxes

Fo PraBOfeS of state Incom%etaxes Igvred undeFIe *13,

20, a limite | |tl}/ comganx w trea ecl

by the Interpal Reve e t 0ns an rules
adogted by the Internal Revenue Servrce IRS Srnce limited
lability companres do not exrst in ang thef. state, and the
Internal” Revenue Service will not issué a ruling wr regard to
their. tax ﬁtatus until SE 5** becomes | a no (?n canﬁ with
cert%mt ow they will be treated. A I Ju 8 ent.  however,
can be made by testrng the eIements of a limited liabilit
compan)( under 35+ agarnst he requirements of Seci. /701 of
the Internal Revenue Cbde and he re ula tions promur_}ate
thereun?er. In vrewrn B 35*1 gzht_of,Sec. 701 of the
Interna Revenu n 7701- 1t 1S our best
1nudgment thah th e er e t s pa&tnersgrps. _That |s .
ot” to %ay, wever, }] he S would not etﬁrmrne otherwise,
srnce 0 vrBUﬁ the mr hro one CH §a¥ Wit 5erta{ntg but
rrsourerfnr sen rue at 1t ‘would be taxed as
a partnership foi state ome tax purposes.



norabple Terry Gardiner

. For other taxes imposed by the state, such as business
license taxes ang exclse taxes, theymet%oa o% taxation does not

vary with the type of taxpayer. Accordingly, SB 35" should not
fhaﬁq?_ the meth%%l o? ﬁaxg% n for other tagxgs, an3 a F|m|ted
1ability company wou e subject to tax as.any other person
whether “individual, corporation or partnership.

Sincerely,

AVRUM M. GROSS

\]RM:chp



HERBERT L FAULKNER H88r-19721
NORMAN C BANFIELD

FRANK M. DOOGAN

MICHAEL M. HOLMES

RANDALL J. WEODLE

WILLIAM B. ROZELL

JAN VAN OORT
LAWRENCE T. FEENEY
CHARLES N. DRENNAN
PATRICK E. MURPHY
TOM BATCHELOR

LAW OFFICES OF

FAULKNER, BANFIELD, DOOGAN & HOL. 'r$
SUITE 201 311 FRANKLIN STREET
JUNEAU. ALASKA 99801

TCL S86-2210
area code 907

1976
The Honorable Terry Gardiner
Chairman, House Judiciary Committee
State of Alaska
Pouch V
Juneau, Alaska 99811
Re: SB 354 - Limited Liability Companies

Dear Chairman Gardiner:

Please be advised that Huna Totem Corporation, a
village corporation organized under the provisions of
the Alaska Native Claims Settlement Act,supports
generally the limited liability company concept and
supports specifically the version of SB 354 which is
your committee.

JvD/amz
cc: Gerald Gray
Frank See, Sr

in
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THE LEGISLATURE OP THE STATE OF ALASKA

FISCAL NOTE

Second Session - Ninth legislature
REQUEST
Bill No. CS SB 354 AM
Title: r'An Act related to Limited Liability Companies"”
Requested by: House Judiciary Committee Date | Ua-1Z-iy 26
Return Date Requested: 05-17-76
Agency: Revenue Program: Aud LI

FISCAL DETAIL
Budget Request Unit(s) Affected: Audit

A. EXPENDITURES: (Thousands of dollars)

OBJECT FY 76 FY 77 FY 78 FY 79 FY 80 Fy 8l
100 PERSONAL SERVICES 39.4 39.4 63.1 63.1 86.8
200 TRAVEL 4.0 4.4 6.8 7.0 9.4
300 CONTRACTUAL 25.5 19.0 21.2 23.3 25.6
100 COMMODITIES 4 4 6 6
500 EQUIPMENT 1.2 6 6
600 LAND 5 STRUCTURES
700 GRANTS, CLAIMS, ETC.
TOTAL
-0- 70.5 63.2 92.3 94.0 123.2
B. FUNDING: (Thousands of dollars)
GENERAL FUND -0- 70.5 63.2 92.3 94.0 123.2
FEDERAL FUNDS
OTHER
C. POSITIONS:
PERMANENT/TEMFOR ARY 0/ O 2/ 012/0 1370 13 /0 410
MAN MONTHS (=./T.) 1< 7/ Jih. / 0124/ 0 1%/ 0 _IfLZ.(L
TI1J. ANALYSIS (See Fiscal Note Preparation Instructions, Section 111)
This is a new type of organization for Alaska as well as the rest of the United
States. The sponsors anticipate up to 5,000 companies will organize under this
statute in the first year. It is imperative that there be sufficient staffing
to deal with Lhe many problems which will arise in how to file in Alaska as well
as how L0 determine what portion of their income is taxable in Alaska. The
positions requested are one (1) office auditor and one (1) tax examiner.
It is anticipated that these positions will generate $200,000 in additional
revenue in the first year.
IV. ATTACHMENTS
/
%. DATE: 0 - L7 - 76 PREPARED BY:
Original: Legislative Finance
cc: Budget and Management

H/S 50

Prime Sponsor- (First Legislator Named)



MEMORANDUM
[ 4

May 26, 1976

T0:  Steve Cowper and Terry Gardiner
RE: Senate Bill 354 AM

ou ar%uboth grobably aware tﬂ wg%“%nlﬂortant

spect 0¥ n siness operation Is t lon of an
?n ome ofr Hs P y
. In general, mcome ang I?]ss to a corporatjon apﬁear as
?n incredse. in éhe value of the c?m ays stock 0
orm of gmden In the case 0 lower vaues 0
stock an no d|V|dends Of couyse ¥ tax apfghcauons
exist rggar to mcom or 10ss examp tax 10ss
8arr?/ orwa and d ﬁrre taxes. The [0SS 'as income IS
Istfibutable to the shares.

In the case of a sqle proprietorship the Broprietor
must (obvmusyg bear directly the burden or benefit;
ﬁhough there a[ some tax berefits to theproprietor, they
ave~ little value.

Partnerships generally attribute distribytion per
agreement of t|!1% rties nyormafl¥, a?ong tLe l1,|ne,s,8? their
financigl mfere%\)s Partners are generally Individually
||ab\e fPr all obligations L|m|te Bartnersh|p partners
are lrable to the extent of capita ntributed.

Limited liability companjes WhP ?et letters of intent
t% contribute cagnal or provisional Tetters of credit, or
who have the strength and connections to have longlines of
bank credit,gain a distinct tax advantage through = the | LG,

EXAMPLE:  Two "heavys" contribute § 55 K each= 110K

Ten others” contribute  $ 10 K each = 100 K
12 Individuals AT K

The LC takes the 210 K plus .its "ling" of credit,
$700 K . be Ing operation d()rl‘ls a wildcat well %or
exargg os es ate incurred for three Xears = each
I r.of the LLC has his proportionate share of |oss
d|str|buted to h|m lie may reduce, In proper circumstances,



TO: Steve_Cowper and Terry Gardiner

Ma 22 %bg P y

Page 2

his taxalﬁle income in other ventures bg the amount of this
loss.  This o0ss, like his gain, 1S as essed In the amount
of his interest. |f the ca8|ta| and the [rowed funds
(creddt ||ne% are hlﬂh $910,000) and Tl f the operation
showed a oS then the partners (1-2) wou have "] ss
&hey could use, in this example, 1/2% of 910, 000

250,250. The amount of |nvestment was $55 K so the ||m|ted
ltability allows a loss five times greater than the amount
of Investment.

The other partners, 5-12, have just sh¥ of 1/2 interest
éS% ?t total invest_each) the|r loss” benefit would be only
% or 409,500 (20,475). " For the smal artner, he gets a
tax benefit two times his |nvestment [t this
conttnue seve{al ){ears the (fn(f fit would be sub antlal when
profits were fina |y made an |str| uted. Partners couT
c?rty tax losses forward to agg a a|nst future d|str|but|on
of _Income. NF mberless tax van eX|st along ]s %
this .one example of loss--carry orward) Incom f e
distri uted for up to five years with ng" tax lia
ﬁ]hew? losses .were [ncurréd a Part of a plan. Of course

If you hit a big one tax [fabilities "arc irrelevant.
m}/ view there would bo de ite tax advanta]%
members of .LC's [n Alaska 53 ecomes
would, concurrently, lie a tax 54 anta e to the state
smce we use_the Federal Revenue ode w |ch contains  all the
Roles The Sta e could lose far more than it amed In
|I| q( Tees. Likely as not most of these Corp wo not be
1as Corpﬁ urther, the a plication o‘ his to rp]ultmatmnal
rpor tlons s(?ul be thorough and carefu researc
and’ Investigate

See Attached
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COLE, HARTIG, RHODES, NORMAN, MAHONEY, & GOLTZ

A PROFESSIONAL CORPORATION
ATTORNEYS AT LAW

HOYT M. COLE SUITE 201
ROBERT L. HARTIG

JAMES D. RHODES 717 K STREET

JOHN K. NORMAN ANCHORAGE, ALASKA 99501
ROBERT J. MAHONEY

KEITH A. GOLTZ (907) 274-3570

BERNARD J. DOUGHERTY

February 24, 1976

S. RODNEY KLEEDEHN

MEMORANDUM

RE: CS Senate Bill #354, Limited Liability Company Act

Senate Bill 354 was introduced by Senator Colletta in the
first session of the ninth legislature and hearings on the
bill have been held in the Senate Commerce and Judiciary
Committees.

The bill should provide additional revenues to the State of
Alaska in excess of one million dollars per year. This re—
venue will be derived from filing fees and annual fees for
the registration of the limited liability company.

The Act 1is designed to provide a business entity to be used

by persons desiring to invest both in Alaska and outside Alaska.
Through 1its use as an investment entity outside Alaska, the

Act would provide revenue to the state witl out corresponding
liability of any kind.

Use of the limited liability company will not in any way
reduce income taxes payable to the state as it will be used
mainly by investors currently using a partnership or limited
partnership fo m.

Miles Schlosber , Director of tho Divisionof Banking, Securi—
ties, Small Loai s & Corporations,has testified before the
Senate Judiciary Committee on two occasions and the adminis—
tration has taken a position of "in favor™ 1in their lettei to
Senator Jalmar M. Kerttula of May 5, 1975.

Enclosed are explanatory materials to assist you with regard
to the proposed legislation.

obert L. Harfzig



MEMORANDUM

LIMITED LIABILITY COMPANY

The limited liability company has predecessors in
New Jersey, Pennsylvania, Michigan and Ohio. In New Jersey
ar.d Ohio i1t was known as a "limited partnership association”
and in Pennsylvania and Michigan as a "partnership associa—
tion" .

The business entity which we will now call the
limited liability company had 1its origins 1in the third quarter
cf the 19th century. It was adopted in Pennsylvania in 1874,
in Michigan 1in 1877, in New Jersey 1in 1880, and in Ohio 1in
1831. No other states have used this form of business entity.

The reason for its creation seems to be the parti—
cularly restrictive corporation statutes common in the late
part of the 19th century. At that time in the development
of the corporate entity, the restrictions in some states
included the limitation of business to one state, the limita—
tion cf the corporationls business to a sole purpose stated
in the Articles of Incorporation and various similar confining
requirements. In the early days of the development of the
corporation, the case law also was extremely restrictive on
what a corporation could do and how it could do it, because
of the roots in the English system that a corporation, being
chartered by the Crown, was authorized to do only what the

Crown specifically authorized it to do.



ArA <-

In the early 20th century, these restrictions on
corporate activity were greatly reduced and have continued
to be reduced through the introduction of the Delaware cor—
porate statute and the Model Business Corporation Act, upon
which many states have based their corporation statutes.

These statutes gave much greater freedom to the shareholders
and the board of directors to structure the activities of

the corporation to meet their particular needs. This has
especially been true in the ci se or closely held corporation
which most often is a family corporation. Indeed, some states
have adopted statutes which govern the activity of such close
corporations and give them wide latitude 1in arranging their
affairs. As these new corporate statutes were adopted by

the various states and the case law governing the activities
of corporations began to be less restrictive, the vehicle of
the limited partnership association or partnership association
fell in to disuse.

In introducing the Limited Liability Company Act 1in
the State of Alaska, it is our desire to provide to investors,
and particularly real estate investors, the opportunity to
utilize this new form of business entity to conduct their
business affairs with less expense and fewer restrictions.

The Ohio statute proves to be not usable for these

objectives because of its preclusion of dealing in real estate



from the uses of the Ohio Limited Partnership Association,
(Ohio Rev. Stats. 81783. 03.).

Also, the statutes in the other states are substan-—
tially more restrictive than the Alaska legislation being
introduced and thus provide a less useful vehicle for conduct
of a business. For example, the New Jersey statute (NJ Stats.
Ann. 842.3-1) requires that the principal place of business
of a New Jersey limited partnership association must be
established and maintained within the State of New Jersey.

The Ohio and Michigan statutes, though a little less restric—
tive, still require that that organization shall have its
principal office or principal place of business within the
state. The Pennsylvania statute was repealed 1in 1966, except
as to professions which are not permitted to incorporate 1in
the state.

The Alaska proposed legislation does away vith this
requirement as to the principal office or principal place of
business. The reason for this 1is the desire to draw to the
state investors interested 1in organizing under the Alaska
Limited Liability Company Act for business or investment in
other states as well as the State of Alaska. The legislation
requires a registered agent in the state which would always
insure a resident on whom process can be served in suit against

the limited liability company.



The legislation proposed would provide a good amount
of revenue each year to the state as there are provisions in
the proposed legislation for the following fees:

1. A filing fee upon formation of the Limited Liability
Company, which is based on capital invested upon a
sliding scale toa maximum of $1,000;

2. An annual fee of $100;

3. A filing fee for amendment to the Certificate of Organi—
zation of $25.00; and

4. A filing fee of $25.00 upon dissolution.

It is suggested that this form of business entity
will draw a substantial number of investors from other states
who, up to this time, have used the limited partnership, cor—
poration or joint venture vehicle for their investments.

In the first ten months of 1974, approximately 1,300
limited partnerships were Tfiled in the State of Texas, which
requires a TfTiling of the limited partnership within the state.
In Texas this is used as a revenue measure and there IS a
requirement of a filing fee which rapidly reaches the maximum
fee of $2,500 at capital contributed of $500,000. This figure
would not at all Dbe uncommon in the real estate market of today.

It i1s estimated that in excess of half of these
limited partnerships would be drawn to use the Limited Liab—

ility Company authorized by the proposed legislation 1in the



State of Alaska to conduct their business or to direct their
investments, thus providing this increased revenue for the
State. This figure 1is only for the State of Texas and it is
suggested that this legislation would be attractive to inves—
tors of all states and may substantially contribute to the
revenue of our state.

In addition, it is hoped that 1in drawing investors
to the state for the purpose of utilizing our Limited Liability
Company Act as a vehicle for investment in other states, such
investors will also use the device as an investment entity in
our state, thus providing increased work for real estate per—
sonnel, title companies, and all those persons who assist 1in
transactions concerning real estate. In addition, it will be
necessary for each limited liability company to establish and
maintain a registered agent in the state and i1t will be neces—
sary for the state to employ a number of additional persons to
file and administer the limited liability companies.

The provisions of the act enable the persons forming
a limited liability company to provide for management of the
limited liability company either by the members or by a manager
or managers elected by the members of the limited liability
company. The voting power of the members 1is to be 1in propor—
tion to their investment in the capital of the company. As

with a corporation, the liability of the limited liability



company is to be limited to assets of the company. A member
would have u liability not to exceed his contribution to the
company or any amount which he is committed to contribute but
has not as yet contributed. Why would this vehicle be used
rather than a limited partnership? Because it combines the
attractive characteristics of a corporation with the attrac-—
tive characteristics of a partnership.

It is hoped that in submitting a request for a pri—
vate ruling from the Internal Revenue Service of the United
States Treasury Department, a ximited liability company could
obtain partnership classification for tax purposes.

There are four characteristics in distinguishing
between partnership classification and classification and taxa—
tion as an association or corporation for purposes of the
Internal Revenue Code. These are: (1) centralization of
management; (2) continuity of life; (3) free transferability
of interests; and (4) limited liability.

In order to be taxed as an association, an entity
must have more corporate characteristics than partnership cha—
racteristics. A similar problem with regard to taxation 1is
faced by the limited partnership vehicle which v/ould often
request advanced revenue rulings to make the limited partner—
ship attractive to an investor.

As drafted, the limited liability company obviously

would always have limited liability.



It is expected that the Internal Revenue Service
would rule favorably on the continuity of life characteritttic
because of provision 10.50.180 which states that a limited
liability company shall be dissolved upon the death, retire—
ment, resignation, expulsion, bankruptcy, dissolution of a
member or occurrence of any other event which terminates the
continued membership of a member in the limited liability
company, unless the business of the limited liability company
is continued by the consent of all the remaining members
thereof. Thus, without consent of all the remaining members,
the limited liability company would be dissolved upon one of
the stated events.

Free transferability of interests 1is treated in
Section 10.50.170. This section provides that a member may
always transfer his interest in the limited liability company,
but unless unanimous approval 1is obtained from the other mem—
bers, the member transferring an interest, can transfer merely
the profit and loss interest and not a right to share in the
management of the limited liability company.

As to the characteristic of centralization of manage—
ment, the provisions of the proposed legislation enable the
members of the limited liability company to choose whether the
limited liability company will be governed by themselves as

members or by a manager or management elected by them. If the



mei bers choose to retain management, the limited liability
company would also lack the corporate characteristic of cen—
tralization of management.

Thus, it can be seen that at least two and possibly
three of the corporate characteristics may be lacking in the
classification of the limited liability company as a partner—
ship or as an association for the purposes of the Internal
Revenue Code.

In conclusion, a limited liability company offers
the investor a business entity which combines the attractive
elements of both a partnership and a corporation. It combines
the limited liability offered to shareholders of a corporation
with the tax treatment of a partnership.

The possibilities of increased revenue to the state
have been set forth and it appears that increased revenues 1in
excess of one million dollars may be obtained with very little

increased expense 1incurred.



§ 301.7641

SUPERVISION OF OPERATION
UFACTU

MAN

§ 301.7641 [Comprises Code section
7641, see 26 US.C.AA. (I.R.C.
1954) § 7641]

§ 801.7641-1 Supervision of opera-
tions of certain manufacturers

For regulations. under section 7641,
except the provisions thereof relatin
to the manufacture of opium suitable
for smoking purposes, see Subparts E,

PROCEDURE AND ADMINISTRATION

S OF CERTAIN
RERS

I/F
F, G, and H of Part 45 of this chipUf
(Miscellaneous Stamp Tax_ Refpil*.
tions), Fur regulations relating to tW
manufacture 0f opium suitable fif!
smoking purposes, see 26 CFR (193%
150 (Narcotics Regulations 3, 3 P.
1402) as made applicable to aectiob
7641 of the 1954 Code by Treasury D*

g cision 6091,67approved August 16, 19t

19 F.R. 5167).
dded Nov. 3. 1967, 32 F.R. 15241.

POSSESSIONS

§ 301.7651 [Comprises Code section
7651, see 26 t.S.C.A. (l.R.C.
1-54) §7651]

§ 301.7652 [Comprises Code section
7652, see 26 1J.S.C.A. (I.R.C.
1954) §7652]

§ 801.7654 [Comprises Code section
7651, see 26 1J.S.C.A. (IR.C.
1954) 8§ 7654]

1
§ 301.7655 [Comprises Code sectlos
7655, see 26 1.S.C.A. (IR.C.

§ 301.7653 [Comprises Code section 1951) § 7655]
7653, see 26 1J.S.C.A. (I.R.C.
195-1) § 7653]
DEFINITIONS

§ 801.7701 [Comprises Code section
7701, see 26 1.S.C.AA. (lL.R.C.
1951) §7701]

§ 301.7701-1 Classification of or-
ganizations for tax pug>oscs
(a) Person. The term "person" in-

cludes an individual, a corporation,, a e

partnership, a trust or estate, a joint-
stock company an association, or a syn-
dicate, group, pool, joint venture, "or
other unincorporated organization or
group. Such term also includes a
guardian, committee, trustee, exeeutor,
administrator, trustee in bankruptcy,
receiver, assignee for the benefit of
creditors, conservator, or any person
acting in a fiduciary capacity.

b)” Standards. "The Internal Reve-
nue Code prescribes certain categories,
or classes, into which various organiza-

tions fall for purposes of taxation.
These categories, or classes, include as-
sociations ?Whlch are taxable as corpo-
rations), partnerships, and trusts. The
tests, or standards, which are to be ap-
plied in determining the classification
Inwhich_an organization belongi
(whether it is an association, n partner-
ship, a trust, or other taxable entity)
are determined under the Internal Rev-
nue_Code. Sections 301.7701-2 to

3017701 4 set forth these tests, o
standards, which are to be applied in
determining whether an organization is

1) an association (see § 301.7701-2),

2 apartnershlp (see§301.7701-3), or

3) atrust (see g301.7701-4).

~(c)  Effect of local law. As indicated
in paragraph (b;} of this section, the
classes into which organizations are to
be placed for purposes of taxation are
determined under the Internal Revenue
Code, Thus, a particular organization
might be classified as a trust under the

Kept to date by U. S. Code Congressional and Administrative News Pamphlets

4344



DEFINITIONS
of one State and a corporation un-]8 301.7701-2 Associations,

the law of another State. However,
purposes of the Internal Revenue
this organization would be uni-
classed as a trust, an association
therefore, taxable as a corpora-

.or some other entity, dependin

its nature under the Cclassification

of the Internal Revenue Code.

,the term “partnership” is not

to the common-law meaning of

. but is broader in its sCope
includes groups not commonly
 partnerships. See § 1.7G1-1 of
chapter Slncome Tax Regulations)
301.7701-3. The term “corpora-
s not limited to the artificial en-
tity usually known as a corporation, but
includes also an association, a trust
classed as an association because of its
nature or its activities, a joint-stock
company, and_an insurance company.
Although it is the Internal Revenie
Code rather than local law which es-
tablishes the tests or standards which
will be applied in determining Hie class-
ification in which an organization be-
longs, local law governs in de_term|n|_nﬁ
whetner the legal relaﬁlonshlfs whic
have been established in the formation
of an organization are such that the
standards are met. Thus, it is local law
which must be applied in determining
such matters as the legal relationships
of the members of the organization
among themselves and with the public

al large, and the interests of the mem-

bers of the orﬁanlzatlon in_its assets.
Nevertheless, the labels applied by local
law to organizations, which may now or
hereafter be authorized by local law, are
inand of themselves of no importance in
the classification of such organizations
for the purposes of taxation under the
internal Revenue Code. Thus, a profes
aional service organization, formed un-
der the law of a State authorizing the
formation by one or more persons of a
so-called professional service corpora-
tion, would not be classified for pur-
poses of taxation as a ‘“corporation”
merely because the organization was so
labeled under local law. See Morrissey
et al. v._Commissioner, 2% U.S, 344
(1935).  The classification in which

Professlonal service organization De-
ongs is determined under the tests and
standards set forth in 8§ 301.7701-2
301.7701-3, and 301.7701-4.

Added Nov. 3, 1907, 32 F.R. 15241.

8301.7701-2

. Ass inelud-
lug organizations labeled -cor-

porations”

(a][ Characteristics of corporations.
(1) The term “association” refers to an

g organization whose characteristics re-

quire it to be classified for purposes of
taxation as a corporation rather than as
another type of organization such as a
partnership or a trust. There are a
number of major characteristics ordi-
narily fAund in a pure corporation
which, taken together distinguish it
from other organizations. These nre:
(i) Ass,omates,d[n -an obhecuv_e to carr

on business and divide the gains theré-
from, (iii continuity of life, (iv) cen-
tralization of management, (v) liability
for corporate dehts limited to corporate
property, and (vi) free transferability
of Intefests, Whether a_particular of-
ganization is to be classified as an asso-
ciation must be determined by takin

into account the presence or absence 0

each of these corporate characteristics.
The presence or absence of these char-
acteristics will depend upon the facts in
each individual case. In addition to the
major characteristics set forth in this
subparagraph, other factors may be
found. in some eases, which may be
significant in classifying an organiza-
tion as an association, a partner_smB,
or a trust. An organization will be
treated as an association if the cor{)o-
rate characteristics are such that the
organization more nearly resembles a
corporation than a partnérship or trust.
See Morrissey et al. v. Commissioner
(1935) 290 U.S. 344.

(2) Since associates and an objective
to carry on business for joint profit are
essential characteristics of all organj-
zations enga?ed In business for profit
(other than the so-called one-man cor-
Eoratmn and the sole Propnetorsmp)
he absence of either of these essential
characteristics will cause an arran?e-
ment among co-owners of property for
the development of such propert¥ for
the separate profit of each not to be
classified as an association. Some of
the major characteristics of a corpo-
ration are common to trusts and corpo-
rations, and others are common to part-
nerships and corporations. Character-
istics ‘common to trusts and corpora-
tions are not material in attempting to
distinguish between a trust and an
association, and characteristics com-
mon to partnerships and corporations

Internal Revenue Code references arc Identical with 26 U.S.C.A. (I.R.C.1954) sections
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| 3017701-2

are not material in attempting to dis-
tinguish between an associafion and
a partnership.  For exam?le, since
centralization of mana?emenJ continu-
ity of life, free transferability of in-
terests, and limited liability are gen-
erally common to_trusts and corpo-
rations, the determination of whether a
trust which has such characteristics is
to be treated for tax purposes as a
trust or as an association depends on
whether there are associates and an
obéecnve to carry on business and di-
vide the gains therefrom. On the other
hand, since associates and an objective
to ,carr% on business and divide the
ains therefrom are generall;t/ common
0 both corporations and partnerships,
the determination of whether an organj-
zation which has such characteristics is
to be treated for tax purPloses as a part-
nership or as an association depends on
whether there exists centralization of
mana?ement, continuity of life, free
transferability of interests, and limited
liability.

(3) An unincorporated organization
shall not be classified as an association
unless such or(t;anlz,atlon has more cor-
porate characteristics than noncorpo-
rate characteristics.  In determining
whether an or?amzanon has more cor-
porate characferistics than noncorpo-
rate characteristics, all characteristics
common to both ,t(ypes of organizations
shall not be considered. For'example, if
a limited partnership has centralized
management and free transferability of
interests but lacks continuity of life
and limited liability, and if the limited

Fartnership has no_other characteris-
ics which are significant in determin-

ing its classification, such limited part
rtyershlp is nol classified as an associa-
ion.
ship | n.
tive to carry on business and divide ‘the
gains therefrom, these characteristics
are not considered because they are

common to hoth corporations and part-

Although the limited partner-
also has "associates and an_objec-

PROCEDURE AND ADMINISTRATION

tion of the organization as beln% in ef-
fect as of the beginning of such taxable
year (i) if the amendnient of the a%ree-
ment is made hefore October 1, 19GL
and (i) if the amendment results in
the classification of the organization
under the rules of this section and ss
301.7701-1, 301.7701-3, and 301 7701-4
in the same manner as the organiza-
tion was classified for tax purpo.es on
November 17, 1960.

(5) The rules of paragraph (h) of
this ‘section are applicable onB/ fo tax-
able years beginning after December
31, 1960. However, ‘In the case of an
organization formed as a partnership
association, a business trust, an ordi-
nary business corporation, or a pro-
fessional service organization formed
under a local law 0r regulatory rule
specifically authorlzm? the formation
of such organizations, the rules of para-
graph (h) of this section shall not ap-
Bly to any taxable year ending on nr
béfore December 31,1964, if such organ-
ization made its return for any Such
taxable year, filed at or eror to the time
(including extensions thereof) that the
return for such taxable year was re-
quired to be filed, ns if its”income were
subject to the tax imposed by section
1 0f the Code (relating to tax imposed
on corporations). _

<p) Continuity of life. (1) An or-
ganlzatllon has continuity of life if the
eath, insanity, bankruptcy, retirement,
resignation, or expulsion “of any mem-
ber will not. cause a dissolution nf the
organization. Qn the other hand. If
lhe death, insanity, bankruptcy, retire-
ment, resignation, or expufsion of any
member will cause a dissolution of the
organization, continuity of life does not
exist. If the retirement, death, nr In-
sanity of a general partner of a limit-
ed partnership causes a dissolution  of
lhe partnership, unless Ihe remninitif
general ﬁartners agree to continue the
partnership or unless all remaining
members agree to continue the partner-

nerships. %hip,GclontidnU|t¥ oi,llifeC docs not(lrél(izl).
4) The rules of this section and 9&€ GICIISEL 1EXUTE Lompany
i %% S in SEEO0 aft HTA. 116 (A, CH. 1942-13).

plicable only to taxable years beginning
after December 31, 1!)('.,({ “However, for
any taxable
cember 31, 1960, but efore” October 1,
10(11, any amendment of the agreement
establishing the organization™ will, in
the case of an organization in existence
on November 17 1960, be treated for

purposes of determining the classifica-

ear beginning after De-

(2) For purposes of this paragraph,
dissolution of an organization mean* »e
alteration of the identity of an organ-
ization by reason of a change in the re-
lationship between its members as de-
termined under local law. For exam-
Fle, since tile resignation of a partner
rom a general partnership destroy-*
the mutual agency which exists hrlwrr*
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§ 301.7701-2

snip Act, such a general partnership
cannot achieve efféctive concentration
of management powers and, therefore,
centralized management, Usually, the
act of any partner within the scope of
the partnership business binds all the
partners; and even if the partners
agree among themselves that the pow-
ers, of management shall be exclusive-
ly in a selected few, this agreement will
be ineffective as against an outsider
who had no notice of it. In addition,
limited partnerships subject to a stat-
ute corresponding to the Uniform Lim-
ited Partnership “Act, generally do not
have centralized management, "hut cen-
tralized management “ordinarily does
exist in such a limited partnership if
substantially all the inferests in the
partnership” are owned by the limited
partners.

(d)
ization_has the corporate characteristic
of limited lability if under local law
there is no member who is personall
liable for the debts of or claims against
the or(%anlzatlon. _ Personal liability
means that, a creditor of an Qr?an[za—
tion may seek personal satisfaction
from a member of the organization to
the extent that the assets of such organ-
ization are insufficient to satisfy "th
creditor's claim. A member of the or-
anization who is personally liable for
e obligations of the organization ma
make an agreement undér which anoth-
er person, whether or not a member of
the organization, assumes such liability
or agrees to indemnify such member
for any such liability. "However, if un-
der local law_the Member remains liable
to such creditors notwithstanding such
agreement, there exists personal liabil-
ity with respect to such member. In
the case of a general partnership sub-
ject to a statute corresponding to the
Uniform Partnership Act, personal lia-
bility exists with respect. to each gen-
eral “partner. Similarly, in the case of
a limited partnership Subject to a stat-
ute corresponding to the Uniform Lim-
ited Partnership "Act, personal I|ab|||t¥

exists with respect to each general part-

ner, except as provided in subparagraph
(2) of Ihis paragraph.

(2) In tin* ease of an organization
formed as a limited partnership, per-
sonal liability does nol exist, for pur-
\ooses of this paragraph, with respect
0 a general partner when be has no
substantial assets (other than his inter

y Partners have subs

PROCEDURE AND ADMINISTRATION

est in the partnership) which could be
reached by a creditor of the organiza-
tion and when no is merely a "dummy”
acting as Ihe agent of the limited part-
ners.” Notwithstanding the formation
of the organization as a limited partner-
ship. when the limited partners act as
the piincipals of such general partner,
Personal liability will exist with respect
0 such limited partners. Also, if a cor-
P_ora,t!on is a general partner, personal
lability exists with respect to such gen-
eral partner when the corporation "has
substantial assets (other than its inter-
est in the partnership) which could be
leached by a creditor of the limited
partnership, A general partner ma?/
contribute his services, hut no capita
to the or%anlzatlon, hut if such general
Eartner, as substantial assets “(other
linn his interest in the partnership),
there exists personal liability. Further-

Limited liability. (1) An orgammore, if the organization is engaged in

financial transactions which ~ involve
large sums of money, and if the general

ha antial assets™(other
han Ihejr interests in the,P_artnershlp)],
there exists personal liabi ItY althoug
the assets of such general partners
would he insufficient 10" satisfy any sub-
stantial portion of the obligations of
the organization, In addition; although
the ?eneral partner has no substantial
assefs (other than his interest in the
partnershlpz, personal liability exists
with respect to such general "partner
when lie is not merely a "dummy" act-
ing as the agent of ‘the limited part-
ners.

(e) Free transferability of interests.
(1) "An organization has" the corporate
characteristic of free transferability of
interests if each of its members or those
members owning substantially all of the
interests in the nrgnmzntinn have the
power, without the consent of other
members, to substitute for themsolvci
in the same organization a person who
is not a member of the organization.
In order for this power of substitution
to exist iii the corporals sense, the
member must he able, without the eon-
sent of other members, to_confer upon
his substitute all the attributgs of his
interest in the orqanlzatmn Thus, the
characteristic of Tree transferability of
interests does mil exist in il case in
which each member can, without the
consent of other members, assign only
his right to share in profits but cannot
so asSign his rights ‘to participate in
the management™ of the organization
Furthermare, although the “agreement

Kept to dnto by U. 8. Code Coiiurcssinniil anil Administrative Nows Pamphlets
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provides for the transfer of a member's
Interest, there is no power of substitu-
tion and no free transferability of in-
terest if under local law a transfer of a
member's interest results in the dissolu-
tion of the old organization and the
formation of a new organization.
(2) 1f each member of an organiza-
tion can transfer his interest to a per-
son who is not a member of the organi-
zation onlzl after having offered such in-
terest to thr other members at its fair
market value, it will be recognized that
a modified form of free transferability
of interests existj. In determining the
classification of "an organization, the
presence _of this modified corporate
characteristic will be accorded less_sig-
nificance than if such characteristic
were present in an unmodified form.
Cross reference. See paragraph
Eb), of §301.7701-3 for the application
0 limited partnersh os of the rules re-
lating to corporal iracteristics.
(g) Examples. me application of
the rules described in this section may
b? illustrated by the following exam-

es.

Example (1). (Deleted)

Example (£). A group o' seven doctor* form*
a clinic for the purpose of furnishing, for profit,

medical ami sur?lcal services to " tho public.
They each transfer assets to the clinic, and
their agreement provides that except upon com*
plfta [Niuldntlon of the organisation on the vole
of three-fourths of Its members, no member linn
any Individual Intercut In Its assets. Their
agreement also provides that neither ihe death,
Insanity, bankruptcy, retirement, resu};natlon,
nor expulsion of a member shah cause the dls-
solution of the or%amzanon. However, under
tho applicable local law. a member who with*
draws does have the power to dissolve lhe
organization. White the agreement Erowdes
that the management of the clinic I* to ho
vested exclusively In an executive committee
of four members” elected Iwy all the members,
this provision s ineffective as agamst out?
sldent who hud no notice of It; and therefore,
tho act of any member within the scopo of tho
organization’s business hinds tho_organization
Insofar as such outsiders uro conciined. Whllo
tho agreement declares that each Individual
doctor”alone Is liable for acts of malpractice,
members of the clinic are, nevertheless, person*
ally liable for all debts of the clinic Including
claims based on malpruetUo. No member has
the right, without tho consent of all tho ether
members, to transfer |ds Interest to a doctor
who Is not a member of the ctiltic. The organi-
sation han associates and an objective lo Carry
on business and divide the gains (herefrom,
However, It duos not have the corporate char-
acteristics of continuity of life, centralized man-
agement, limited liabllity, and free transfer*
A|I|t_¥_ of Interests, Theé organization will ho
classitied an n partnership for all purposes of
tho Internal Revenue Code.

E>ample (3). A group of twenty five lawyers
form" An organization for (he purpose of fur*
dialling, for pioftt. legal services to the public.

8301.7701-2

Their agreement provides that the or%anlzatmn
will dissolve upon the death, insanity, bank-
rugtcy. retirement, or expulsion of a ‘member.
While their Ofrreement provides that the man-
a?ement of the organization is to be vested ex-
clusively In an executive committee of five mem-
bers elected by all the members, this provision
Is Ineffective 0s against outsiders who had no
notice of it; and, therefore, the act of any
member within the scope of the organization’s
business binds the organization Insofar as such
outsiders aro concerned. Members of the organ-
ization are personally liable for all debts, or
claims against, the organization. No member
has tho Tight, without™ tho consent of all the
other members, to transfer his interest to a
lawyer who Is_not a member of tho organization.
Tho'organization has associates and an_objective
to carry on business and divide the gains there-
from. "However, the four corporate character-
istics of limited liability, centralized manage-
ment, free transferability of Interests, and con-
tinuity of life _are absent In this rose. Tho
organization will be classified as a partnership
for all purposes of the Internal Revenue Code.

Example (4).. A group of twenty-five persons
forms an organization for tho puri),os,e, of enEqa%-
ing In real "estate Investment activities, Eac
member has the power to dissolve the organiza-
tion at any time. The management of the
organization |h vested exclusively In an execu-
tive committee of live members” elected by all
the members, and under the applicable_ ‘local
law', no one acting without the authority of
this. committee has the power to hind tho or-
?anlzatlon by his acts. Under tho applicable
ocal law', each member Is pe_rsonaIIEy liable for
tho obligations of the organization. Every mem-
ber has tho r|th to transfer Ills Interest to
a person who Is not a member of the organ-
ization, hut ho must first advise the or%anlza-
tion of the proposed transfer and give It the op-
Portumty on a vote of the majorlt){ to purchase
ho Interest nt Its fair market value. The or-
ganization lias associates and an objective to
carry on business and divide the gains there-
from.  While tho organization doé* have tho
characteristics of centralized management and
a modified form of freo tranafornbll|t¥ of In-
terests. It does not have the corporate char-
acteristics of continuity of life and limited lia-
bility . Under tho circimstances presented, the
organization will he classified as a partnership
for all purposes of the Internal Revenue Code.

Example (5). A group of twenty-five persons
forms an orqamzatlon for the purpose of en-
8ag|ng In real estate Investment activities. Un-

ef their agreement, the organization Is to have
a Ilfo of twenty years, and under the applicable
local law, no member has tho power to dissolve
tho_organization prior to the expiration of that
period” Tho manaqement of the organization Is
vested exclusively In an executive committee of
five members elécted by all the members, and
tinder the applicable local btw no one acting
without the authority of this committee line
the power to hind "the organization by his
acts. . Under the applicable’ local law, ~each
member Is personally liable fur the obligations
of the organization. Every member has tho
right to transfer his Interest to a person who
Is"not a member of the organjzation, hut ho
imirit first advise the or?amzatlon of lhe pro-
posed transfer and give [t th >opportunity on a
vote of the majority to purchase tho |nterest
at Its fair market value. The organization has
associates and an objective to carry nil business
and divide the gains therefrom. While tho or-

Internal Revenue Code reference* are Identical with 20 U.S.C.A. (ILH.C.I'LVI) loctinn*
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panlzatlon does not have the corporate char-
acteristic of limited liability. It docs have con-
tinuity of life, centralized 'management, and n
modIfled form of free transferability of Interests.
The organization will he classified as an associa-
883 fe nil purposes of the Internal Revenue

Example (6). A group of twenty-five persqns
forms nil or?amzatmn for purposes of enga |nﬁ
In real esfate Investment activities. acl
member has the power to dissolve ttie or?anl-
zation at, an){ time. The management of the
organization 1s vested exclusively In an execu-
tive committee of live members” elected by all
the members, and under the applicable ‘local
law. no one acting without thr, authority of
this committee has tho power to hind” the
organization by his nets. Under the applicable
local law. tho liability of each member for the
obligations of the organization Is limited to
ﬁal and.subscribed caﬁltal. Every member
as the right to transfer his Interest fo a Berson
who Is not a member of the organization, but he
must tlrat advise the organization of the pro-
posed transfer and give. [T the opportunity on n
voto of the majority io_purchase the Interest nt
Its fair market value. The organization has as-
sociates. and an opjective to carry on business
and_divide the gains therefrom. ‘While tho or-
ganization does not have the characteristic. of
continuity of life, it docs have limited liability,
centralizéd management, and ii modified form
of free transferability of Interests. The organ-
ization will ho classified as an association” for
all purposes of the Internal Revenue Code.

Example (7). A group of twenty-five persons
forms an organization for the purpose of Invest-
ing In securities so as to educate the members
In"principles and terlilihiues of Investment prac-
tices ami lo share the Income from such Invest-
ments, While the agreement states that the
organization will operate until terminated by a
three-fourths voto or (be total iilinnhershlp and
will not terminate upon the withdrawal or death
of tiny member. Under IIm applicable local law.
a member has Ihe power lo dissolve the organ-
ization at any lime. The hbusiness of the or-
ganization Is” carried on hy the members at
re?_ular monthly meetings ~ami  buy or sell
action. may Dbe taken anly when “voted by
a majority_ of the qrganization's membership
present, ‘Elected officer* perform only minis-
terial functions such as presiding ut meetings
and carrying out th« direction* of the member*,
Members of " the orqamzaupn are personally Hu*
bin for all debts of, or cliilms against, tho .-
guni/.utinn_ No member may transfer Ids mem-
bership.  Tho organization "has associates mil
an_objective to carry on business and divide |he
ains therefiom, "However, the organization
0es .0, have tho corporate characteristics of
limited |_|ab|||tP/_ free transferahility of Interests,
eonilnuliy of fife, and centralized ‘management.
Thu organization will he treated iw a Bartner-
sch|éJ for nil purposes of the Internal Revenue

ode.

PROCEDURE AND ADMINISTRATION

mining the classification of an organi-
zation under these regulations, the term
“professional service organization,” as
used in this paragraph, means an organ-
ization formed bg one or more persons
lo engage in a business involving the
Ferformance of professional services
or profit which under local law, may
not be organized and operated in the
form of an ordinary business corpora-
tion having the usual characteristics of
such a corporation. Thus, even if a pro-
fessional service organization is organ-
ized as_an ordinary business corpora-
tion, this paragraph” applies if such cor-
poration s subject to local regulatory
rules which deprive such corporatjon of
the usual characteristics of an ordinar

business. sorporation. This paragrap

applies _irrespective of whether an or-
ganization is labeled under local law
as a ?rofesswnal service corporation,
a professional service assoclation, a
[rust, or otherwise.

(i) In determining whether a pro-
fessional service organization, has Ihe
major characteristics ordinarily found
in a business corporation and whether
any other significant factors are to be
taken into account in classifying the or-
ganization, the special professional re-
quirements of Ihe profession engaged in
by the members of the organization
must lie taken into consideration. Al-
though such an organization may have
associates and is engaged in business
for profit, the relationiships of the mem-
bers of such an organization to each
other as well as their relationships to
employees, to clients, patients, or cus-
tomers and lo the public are inherently
different from the relationships charac-
teristic of an ordinary business corpo-
ration. In_ determining the nature of
these relationships, consideration must
be given In the law under which Ihe
or?_anlzatmn is formed, the character,
articles of association, bylaws, or other
documents, relating to Ihe formation of
the orqamzatlon, “and all other facts
and rules governing or pertaining lo
such relationships in the usual course

(h) OluMsilicnHon of. professionapf the,[?ractice of the profession of the
part icipants.

service organizations. () (i) A Frofes-
sional service organization is lrouted
as a corporation %or as an association
and, Ilierefore, taxable as acorporation)
only if il lias sufficient. corporate chnr-
ncteriitlica to he classifiable as a corpo-
ration under paragraph (a) of Ibis sec-
tion, rather thanas a partnership or
proprietorship. For purposes of deter-

~(2) A professional service organiza-
tion ‘does not have continuity of"life

within the meanln% of paragraph ,&b)
of this section if the death, insanity,
bankruptcy, retirement, resignation, ex-
pulsion, professional disqualification, or
election to inconsistent public office of
any member will (determined without
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regard to any agreement among the
members) cause under local law the dis-
solution of the organization. A busi-
ness corporation has a continuing iden-
tity as an entity which is not dependent
upon_a shareholder's active partjcipa-
tion_in any ca?amty in the_production of
the income of the corporation. Further-
more, the interest of a shareho!df :nan
ordinary business corporation i des
a right to share in the profits of t .
poration, and such rlght is not legally
dependent (determined without regard
to any agreement among the share-
holders) upon his participation_in the
roduction of the corporation's income.
owever, the interest of a member of a
professional service organization gzen-
erally is inextricably botnd to the estab
lishment and continuance of an em?_loy-
ment relatlonshlﬂ with the organization,
and he cannot share in the profits of a
ﬁrofesswnal service organization unless
e also shares in the performance of the
services rendered hy the organization.
For purposes of this paragraph, the
term "employment relationship" is used
to describe such active participation by
the member and is not restricted to the
eommon-law meaning of such term. If
local law, applicable Tegulations, or pro-
fessional ethics do not permit a member
of a professional service organization to
share in its profits unless an employ-
ment relationship exists between  him
and the or%_amzanon, and if in such
case, he or his estate Is required to dis-
pose of his interest in the organization
If the employment relationship termi-
nates, the ‘continuing existence of
the —organization depends upon the
willingness of its remaining members,
if any, either to at%ree, by prior ar-
rangement or at fhe time of such
termination, to acquire his interest
or to employ his proposed successor.
The continued existence of such a pro-
fessional service organization is similar
to that of a partnership formed under
the Uniform_Partnership Aet, whose
business continues pursuant to an agree-
ment providing that the business will
bo continued by the remaining mem-
hers after the withdrawal or death o
a partner (see paragraph (b) of this
section), and _is essentially “dilferent
from the continuity of life possessed
Eyan ordinary business corporation.
,onseque,ntlY,, such a professional serv-
ice organization lacks continuity of life

Ct) In applying the rules of para-
grap?1 (c) %ﬁ‘) B{higJ section, relatinpg to

8301.7701 2

centralization of management, a pro-
fessional service organization does not
have centralization of management
where the managz_ers of a professional
service organization under local law
are not vested with the continuing ex-
clusive authority to determine any one
or more of the following matters: (il
The hmnq and firing of professional
members 0T the organization and jts pro-
fessional and lay employees, (ii) the
compensation of the members, and of
such employees, F]HI) the conditions of
employment—such ns waorking hours,
vacation periods, and sick leave, (iv)
the persons who will be accepted as
clients or patients, (v) who will handle
each individual case or matter,Jw) the
Erofessmnal,polmes,and procedures to
e followed in handling each individual
case, (vii) the fees to be charged by the
organization, (viii) the nature of the
records to be kept, their use, and their
disposition, and (ix) the times and
amounts of distributions of the earn-
ings of the organization to its members
as such. Moreover, aIthougih, a measure
of central control may exist in a profes-
sional service organization, the man-
agers.of a professional service organiza-
tion in which a member retains tradi-
tional professional responsibility can-
not have the continuing exclusive au-
thorlt_% lo determine all"of the matters
described in the preceding sentence. In-
stead. such measure of Central control
Is no more than that existing in an ordi-
nary large professional Fartnershlp
which has one or more so-called manag-
mt{; partners and in which a membeér
refains the traditional professional au-
tonomy with respect to professional de-
cisions and the traditional resR()ns_lblI-
ity of a professional person to the client
or Fatle,nt. Such measure of central
control is essentially different from the
centralization of management existing
in an ordinary business corporation.
Therefore, centralization of manage-
ment does not exist in such a profes-
sional service organization.

() A professional service organiza-

f tion has the corporate characteristic of

limited liability within the meaning of
?aragraph cl)” of this section only if
he personal liability of its members, in
their capacity as members of the or-
anization, is no greater in any aspect
an that of sliareholdcr-etnployees of
an ordlnarly business corporation,
under local law and the rules pertain-
ing to professional practice, a mutual

Intorn.il Revenue Code retorencos nr. Identical with 2(i U.S.C.A. (I.R.C.18Y4) oo tions
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§ 301.7701-2

agency relationship, similar to that
existing in an_ordinary professional

Bartnership, exists between the mem-
ers of a professional service organi-
zation, such organization lacks the cor-

ptorate characteristic of limited liabil-
ity.

(5) (i) If the right of @ member of
a professional service organization to
share in its profits is deFendent upon
the existence of an employment rela-
tionship between him and the organiza-
tion, free transferability of interests
within the meaning of Par,agraph (e)
of this section exists only if the mem-
ber, without the consent of other mem-
bers, may transfer hoth the right to
share in the profits of the organization
and the right to an employment rela-
tionship with the organization.

(if) The corporate characteristic of
free transferability of interests exists
in @ modified form within the meaning
of paragraﬁh %e) (2) of this section
when a shareholder in an ordinary
business corporation can transfer his
interest in such corporation only after
having offered such interest to the other
sharefolders at its fair market value.
In such a case, the so-called right ol
first refusal_aﬁplles only to an interest
which is a right to share in the profits,
the assets, and the management of the
enterprise.  However, if the interest of
a member of a professional service oi-
ganization constitutes a right to share
in the profits of the organization which
is contingent upon and ‘inseparable from
the member's _continuing employment
relationship with the organization, and
the transfer of such interest is subject
to a right of first refusal, such interest
Is subject to a power in the other mem-
bers of the organization to determine
not only the individuals whom the or-
ganization is_to employ, but also who
may share, with them in the profits of
the’ organization. The possession by
other members of the
mine, in connection with the transfer
of such an interest, whom the organiza-
tion s to emplo% IS S0 substantial a
hindrance upon the free transferability
of interests in the organization that
such power precludes the existence of
a modified form of free transferabiljty
of interests. Therefore, if a member
of a professional service organization
who Iposse_sses such an interest may
transfer his interest to a qualified pef-
son who is nox @ member of the organi-

power to deter- |

PROCEDURE AND ADMINISTRATION

zation only after having first offered his
interest to the other members of the
organization at its fair market value,
the corporate characteristic of free
grxa}gtsferablllty of interests does not

Added Nov. 3, 1967,  F.R. 15241,

§ 0L7701-3 Partnerships

(@) . In general

ship” is broader in scope than the com-
mon law meaning of partnership and
maP/ include %roups not commonly
called partnerships. Thus, the term
“partnership” _includes a syndicate,
group, pool, joint venture, or other un-
Incorporated organization through 0r_b>(
means_of which” any business, financia
operation, or venture is carried on, and
which is not a corporation or a trust or
estate within the meanmg of the In-
ternal Revenue Code of 1954, A joint
undertaking merely to share expenses is
not a partnership.” For example, if two
or more persons jointly construct a
ditch merely to drain surface water
from their properties, they arc not part-
ners. Mere co-ownership. of property
which is maintained, kept in repair, and
rented or leased does not. constitute a
partnership. For example, if an indi-
vidual owner, or tenants in common, of
farm property lease it to a farmer for a
cash rental or a share of tinlcrops, they
do not necessarily create a partnership
thereby. Tenant$ in common, however,
may be partners if theY_ actively carry
on ‘a trade, business, financial” opera-
tion, or venture and divide the profits
thereof. For examFIe, a partnership ex-
ists if co-owners of an apartment build-
ing lease space and in addition provide
services to the occupants either direct-
ly or through an agent.

<) Limited  partnerships— (1) In
eneral. _An organization which quali-
les as a limited partnership under State
aw may be classified for purposes of
the Intérnal Revenue Code as an ordi-
nar){] partnership or as an association.
Such a limited partnership will be treat-
ed as an association if, ap7pl mg the
principles set forth in ij 301.7701 -2, the
organization more nearly resembles a
corporation than an ordinary partner-
ship or other business entity.

(2)  Examples.  The principles of
this "paragraph ma>r be illustrated hy
the following examples:

Kept to dnto by U, S. Code Conyrcsslon.al and Administrative Nows Pamphlets
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Example (t). Throe Individuals form an or
ganization which qualifies ns a limited partrer:
ship under the lans of the State In which the
organization wes formed. The purpose of the
organization Is to acquire and operate various
pieces of comercial and other Investment
property far profit Each of the three Indi-
viduals who are gereral partrers Invests MOA0D
In the enterprise. Five million dollars of addi-
tional capital is raised through contributions of
1100000 or more by each of thirty limited part
rers The three gereral partrers are personally
capable of assuming a substantial part of the
obligations lo be incurred by the organization.
While a limited partrer may assign Ms right t©
recave* a share of the profits and a retum of his
conti ibuiion.  his assignee docs not become a
substituted limited partrer except with the
unanimous cornsent of the gereral partrers. The
IO of the organization as statell In the certifi-
cate Is A years, but the death, insanity, or re
tirement of a general partrer prior t the ex-
piration of the 20year period wll dssohe the
organization. Th< gereral partrers have ex-
clusive authority to manage tir? affars of the
organization but ran act only upon the unani-
mous consent of il of them. The organization
hes assodates and an objective tO carry an
business and divide the gains iMrefrans, which
characterize both partnerships and corporations.
While the organization hes the corporate char-
acteristic of centralized management, since sub
stantially tll of the interests In the organiza
tion are owned by the limited partrers, it das
not have the characteristics of continuity of Ilg
free transferability of Inlerest or limted lia
bility. The organization will be classfied as a
partnership far al purposes of the Intermal
Hovenue Code.

Example <2). Three individuals form an or-
ganization which qualifies as a limited partrer
ship under the lans of the Slate In which the
organization wes formed The purpose of the
organization Is to acquire and operale various
pieces of cantndclal and other liivoslivent prop,
erty for profit  The certificate provides that ill©
life of the organization Is to lie M years, unless
a gereral partrer dies, becomes insane, or re
tires during sindi period On the oocourrence of
such dentil. Insanity, ar retirement, the remain-
ing gereral paritiers may continue He business
of the partrership far the balance of the III-
year period under a right so tO do stated In
the certificate Kadi of the three Individ-
wels who Is a ral partrer invests $sftO
In the enterpﬁse%ﬁj has means lo satisfy Iho
business obligations of the organization to a
substantial extent.  Five million dollars of addi-
tiaal captal Is lalsed through the sale of free
ly transferable Interests In miconls of $Q<00
r less lo limited partrers. Nine hundred such
Interests are sold The interests of the 30
limted parlurts are fully tmsfetable, that Is,
a trarsferee acquires dl the attributes of tho
trarsferor's Interest In it organization. Tim
cereral partrers have exclusive aowol oer
management of the business, their Interests are
ot (mrsfetrhlg nnd their liability far debts of
the organization Is not limited lo their capital
contributions.  The organization Inis assodates
ami an olijeelive lo carry on business and divide
llio gains therefrom It does not Imvo the cor
porate dmrncteiislirs of limited liability and
continuty of life It lias centralized manage-
ment. however, since the three gereral part
rers exercise exclusive aowral ower the man-

of the business, aml since substantially
rnl of He Interests In He organization are

§ 301.7701-4

owned by the limited partrers.
Interests of the gereral partrers are not trans
ferable Jin transferability test of nn assodation
Is met since substantially all of the Interests
In tho organization are represented by trans
ferable interests  Tin* ization wll be
classified as a partrership far all purposes of
the Intermal Kevciiuc Code.

While the

(c) Partnership associations.. The
laws of a number of States provide for
the formation of or?anlza_lons com-
monly known as partnership associa-
tions; Such a partnership, association
will be treated as an association if, ap-
glymg the ernmple_s set forth in §
01.7701-2, the organization more near-
ly resembles a corporation than the
other types of business entities.

(d) Partner, The term "partner!
means a member of a partnership.
Added Nov. 3. 10(17. 32 F.R. 15241.

§ 0L7701-4 Trusts

(a) Ordinary trusts. _In general, the
term "trust” as used in the Internal
Revenue Code refers lg an arrangement
created either by a will or by an inter
vivos declaration whereby trustees take
title to property for the purpose of pro-
tecting or conserving it for the benefi-
ciaries under the ordinary rules applied
in chancery or probate courts. Usually
the beneficiaries of such a trust do no
more than accept the benefits thereof
and arc not the voluntary planners or
creators of the trust "arrangement.
However, the beneficiaries of “such a
trust, may lie the persons who create it
and it will be recognized as a trust un-
der ttie Internal Revenue Code if it was
created for the Purpose of protecting or
conserving the trust property for bene-
ficiaries who stand in the same relation
to the trust as they would if the trust
had been created by others for them,
Generally speaking, an arrangement
will be treated as a trust under the In-
ternal Revenue Code if it can lie shown
that the purpose of the arrangement is
to vest In trustees responsibility for
the protection and conservation of prop-
erly for beneficiaries who cannot share
In ‘the discharge of this responsibility
and. therefore, are not associates in n
joint enterprise for the conduct of busi-
ness for profit.

(b) UusincsH trusts. There are other
arrangements which are known as
trusts hecause the legal title to property
Is conveyed to trusteés for the benefit of

Intornnl Revenue Cede references are Identical with 20 U.S.C.A. (I.R.C.I19fi<1) sections
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