


vAn Act r e l a t i n g :  t o  l im i  t e d  l i a b i l i t y  compan i e s .  "

C O M M I T T E E  R E P O R T

/ 7!
H O U S E

Mr .  S p e a k e r Da t e ___________

The  Comm i t t e e  on JUDICIARY h a s  had

u n d e r  c o n s i d e r a t i o n .  A M a j o r i t y  o f  t h e  m emb e r s  o f  t h e  C o m m i t t e e  

( ) r e c omme n d s  i t  DO PASS

( ) r e c om me n d s  i t  DO NOT PASS

( ) r e c omme n d s  i t  DO PASS WITH ATTACHED AMENDMENT ( S )

( ) r e c omme n d s  i t  BE REPLACED WITH CS FOR ________________ AND THAT

CS FOR DO PASS



As per request by Representative Brown

L etter of Intent CSSB #354am

The H o u s e  J u d i c i a r y  C o m m i t t e e  has had c o m m ittee su bsti t u t e  for 
S e n a t e  Bill # 3 5 4 a m ( L i m i t e d  Liab ility Companies) u n d e r  c o n s i d e r a t i o n  
a n d  has held public h e a r i n g s  concerning the bill.

Q u e s t i o n s  h a v e  been r ais ed before the c o m m i t t e e  similar to those
r a i s e d  b e f o r e  the Senate J u d i c i a r y  Committee, in p a r t i c u l a r  in r e g a r d  
to w h a t  b o d y  of law w o u l d  govern w h e n  q u e s t i o n s  arose us to u n d e r­
c a p i t a l i z a t i o n  and using a limited lia bility c o m p a n y  to p e r p e t r a t e  
a f r a u d  on the pubxic.

T h e  bill is si 1 .it n j : . C o m m i t t e e  is c o n c e r n e d  w i t h
^ I  n g,reâ ri.-â j i.̂ rr-.i r e s e a r c h  has indicaxoc cnat CRSre is i l u i e  
h i s t o r y  in this respect. The Committee, therefore, feels it important  
to e x p r e s s l y  state the legislat ive intent to those situat i o n s  in 
w h i c h  the e s t a b l i s h e d  body of law concer n i n g  c o r p o r a t i o n s  and 
"p i e r c i n g  the c o r p o r a t e  veil" would apply to limited li ability 
c o m p a n i e s .

T h e  J u d i c i a r y  c o m m i t t e e  recognizes that in c e r tain c i r c u m s t a n c e s  the 
v e i l  by w h i c h  the limited liability c o mpa ny p rote c t s  its m e mbers  
f r o m  p e r s o n a l  l i a b ility f^r the debts of the c o mp any ou ght to be 
pierced, h o l d i n g  the m e m b e r s  personally liable. The c o m m ittee feels 
that c i r c u m s t a n c e s  g iving rise to personal liabilit y of m e m b e r s  
o u g h t  to be c l o s e l y  akin to the kinds of c i r c u m r 'ances w h i c h  p e r­
mit  a c o u r t  or admi listrative agency to set asice t e "corporate 
v eil" for the p u r p o s e  of holding c o r p orate s h a r eholders p e r s o n a l l y  
liable  for the debts of the corporation. Thus, in situat ions w here  
the c o u r t  w o u l d  set aside the Corporate e n t i t y  to hold share h o l d e r s  
liable w h e n  the c o r p o r a t i o n  is acting as the alter ego of the

sh a r e h o l d e r s ,  nr is undercapitalized, or w here a c o r p o r a t e  fiction 
is uSed as a m  ns of e v a ding legal obligations, c i r c u m v e n t i n g  
statutes, p e r p e t r a t i n g  foruud, achieving or p e r p e t r a t i n g  monopoly, 
or for p r o t e c t i o n  of cr ime and justification of wrong, or any other 
c i r c u m s t a n c e s  w h i c h  mig ht give rise to the d i s r e g a r d  of the corp orate 
veil, the c o m m i t t e e  e x p e c t s  the courts to treat the limited li ability 
c o m p a n y  in the same manner.

In o t h e r  worus, th^ limited liability c o m p a n y  act s h o u l d  not be 
u t i l i z e d  as a d e v i c e  by w h i c h  the o r g a n i z e r s  could avoid p e n a l t i e s  
for f r a u d u l e n t  or non -lcgal propositions any more than they could 
if they w e r e  i n c orporators of a regular corporation.

i?ospecfcEully s u b m i t t e d ,

R e p r e s e n t a t i v e  T e r r y  Gardiner 
C h a i r m a n
House J u d i c i a r y  C o m m i t t e e



As per reouest by Representative Brown

A m e n d m e n t  to C S S B  #354 (Limited L i a b i l i t y  Companies)

A d d  n e w  Subparagraph....
AS 1 0 . 5 0 . 1 2 0 ( c )

In t h o s e  i n s t a n c e s  in w h i c h  the v a H * 3'”/ of the limit ed liability 
c o m p a n y  is b r o u g h t  into q u e s t i o n  c . .e of under capitalization*, 
use of the l i mited l i a b il ity c o mpany  to p e r p e t r a t e  a fraud on c r e d i t o r s  
of the c o m p a n y  or use of the limited c o m p a n y  to v i o l a t e  public policy, 
t he p r o t e c t i o n  of the limit ed liab ility c o m p a n y  m a y  be d i s r e a a r d e d  and



SENATE JO l RNAL
A LA SKA  S T A T E  L EG IS LA TU R E

NINTH LEG ISLATURE - SECOND  SESS IO N

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 **5
President of the Senate 
M a s k a  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 a l L  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

3<I9
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HB which branch of government occupied that space. In
5 5 0 doing that, the legislature went beyond a specific
am contractual agreement reached with the executive branch
S 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 L aw 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, I am making available the opinion I 
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 
Comm i t t e e , 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 . H a m m o n d ,
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’s 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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There are a great many problems facing this state. I IIP
know that legislators want to deal with those problems 550
just as the administration wants to deal with them. I 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 I 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. I 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 c o n­
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

H
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 
SEN A TE  BILL N O . 607 amended b y  the House was referred 
to the Secretary for enrollment.
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CS Message of February 1 ? was read, stating the House has
HB passed COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. 606 amended
6 0 6  ant* transmitting same for consideration, 

am

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

SB The Judiciary Committee has had SENATE BILL NO. 670 (num- 
6 7 0  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 1 s 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 (Jo . 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 w a 3 signed by Senator Ziegler, Chairman, and 
concurred In by Senators Miller, Meland and Tllllon.

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 Tllllon.

SENATE DILI. NO. 6/2 was referred to t lie 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 Tllllon signed: "No recommends
I ton."

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 C om­
mittee .
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INTRODUCTION AND REFERENCE OF SENATE BILLS

SB SENATE BILL NO. 6 7 8  by the Health, Education and Social 
6 7 8  Services Committee, entitled:

"An Act relating to the public school foundation pr o­
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.

SB SENATE BILL NO. 679 by the Health, Education and Social 
679 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 t o 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 KIJCR,".."

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.

COM M U N IC A T IO N S

Memorandum of Poliruary 20 was received ft on J. H. Hogan, 
Director of the Legislative Finance III vision. 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 o b­
jection the Senate reverted to:

STANDING COMMITTEE REPORTS

SB The Judiciary Committee has had SENATE BILL NO. 35A 
3 5 II (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 Tllllon signed: "No
recommendatIon."

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:

u y m n  o p  i . K o i r m c v i  i i i T i - m  

H e :  C R 8 B  3 5 A — U n t i e d  l . n b l l l t ’ c o m p a n i e s

H i e  S e n a t e  J u d i c i a r y  c o u r a d t U i  h h *  l i n e  (tlic e t p l l . u i e u  b i l l  u n d e r  

c o m  I t e r a t i o n  u l n a e  m w  lr. t h e  l y / ‘ c e s e l n r . .  I I  w a r  r e n t  u s  b y  

I h e  .‘I c i m t e  t ' n m a v r e r  r o m m l i t t c  T o r  c u r  r e v i e w  an.', f o r  p o s s i b l e  

a m e n d e ,  m s .

W f  l i a v e  o n n c l d n r t d  II.l- b i l l ,  t a k e ,  p u b j i u  l e a l  l u u i y ,  a n d  H i e  

C o m m i t t e e  r . u L o l l t u t c  f o r  S e n a t e  t i l l  35'. ifTM'fn i * t  t h e  f i n a l  

• • o r k  p r o d u c t  c f  n i l  | c n p l e  w i n :  p c v t  s h o w n  e i  I n t e r o t t  I n  t i n  l e g i t *  

l a )  l o r , .  T t : . t i l l  a u t l i u r l i . "  H i t  t r e a t  I o n  > 1  l i m i t e d  1  l a b  1 1 1 1 < c o e -  

p a t . l e a .  T h e  l ' r a l t n .  l i a b i l i t y  o c i r p a n y  li n e i t h e r  a  c e r r o r s t I o n ,

»  p m l n ' t s h l p  n  l l r  t i e d  p a r l u .  i s l . t r  n>.i * tr.l v e n t u r i ,  f t s t l i t r ,  

t l  l o  .in o r c a i . t - n l  t e r  w h i c h  W  a i d  c n n t l i  t i n  o i g . M l r e r e  e !  t h e  

' o m i u m y  l o  h a v e  l i m i t e d  l l i t t l l l t ;  a c  I r  ( h e  f i n e  w i t h  c c i | o i a t e  

o f t  I. t . i l t  h u t  w h i c h  w . u l d  e n a b l e  H i e  roi . . | s i . y  t<  t <  t a i o r t  « •  a  

; a r t i u u  c h i p ,  t h e r e b y  e n a b l i n g  t i n  c i V . M . l t c r e  t o  l i v e  I n  t h e  b n c t  

d  h n i h  p o s s i b l e  w o r l d s ,

I f  c a r l  « l n  c i t l e r l u  a r e  m e t ,  I t  i t  l i k e l y ,  w c  l t d ,  t h a t  t h e  I n ­

t e r n a l  H e v c u i u e  S e r v i c e  w i l l  f u r n i s h  u c  w i l l :  a  f a v o r a b l e  r u l i n g  a r  

l o  t h e  m o d e  o f  l u n a t i o n  t o  b e  a p p l i e d  t o  t h e  c o m p a n y .

T h e  D i r e c t o r  o f  t h e  D l v l n l o n  o f  B a n k i n g ,  S e c u r i t i e s ,  S m a l l  L o a n s  

a n d  c o r p o r a t i o n s ,  M t l e e  S .  S c h l u a P c r g ,  I s  o n  r e c o r d  b e f o r e  o u r  

c o m m i t  l e e  d a  b e i n g  I n  f a v o r  o f  t h e  n e t .  H e  h a a  d e v o t e d  a  g r e a t  d e a l  

o r  l i m e ,  r e s e a r c h  a n d  a n a l y s i s  t o  t h e  b i l l  a n d  f e e l s  t h a t ,  I f  e n ­

a c t e d  I n t o  l a w ,  I t  m i g h t  d o  f o r  t h e  s t a l e  o f  A l n e k a  w h a t  c  i r p o r a -  

i l o i n  h a v e  d o n e  f o r  t h e  s t n t e  o f  D e l a w a r e  I n  t e r m s  o f  i n c o m e  t o  

o u r  s t a t e .

W h e n  w e  b e g a n ,  M r .  S c h l o n h o r g ’n  f i v e  n r n a s  o f  o o n c o r n  w a r e :

1 .  A p p l i c a b i l i t y  o f  f e d e r a l  a r i d  s t a t e  s e c u r i t i e s  l a w n  

t o  a  l i m i t e d  l i a b i l i t y  c o m p a n y ;

2. A l l e n  o w n e r s h i p  d i s c l o s u r e ;

1 ,  L i m i t e d  l i a b i l i t y  c o m p a n y  n a m e ;

A .  P i e r c i n g  t h e  c o r p o r a t e  v e i l ;  a n d ,

1 .  M t a c o l l a n a o u a  d r a f t i n g  c h a n g e s .
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SJR
'17

Aa to the Items 1, 2, 3i and 5, there are no p r ob l em s  In the c o m­
mi t t e e  s ub s ti t ut e , In his opinion. V e  concur. As to Item A, the 
J u d i c i a r y  c o m m i t t e e  r e c o g n i z e s  that In c e r ta i n c i r c u m st a nc e s the 
ve i l by w h i c h  the l i mi t ed  li a bi l it y  company pr o t e c t s  ltr. m em b er s

f ro m  personal lia b il i ty  for the debts o f  the c o m o a n y  ou gh t  tc be 
pierced, h o l d i n g  the me m b e r s  pe r s o n a l l y  liable. T h e  c o m m i t t e e  feels 
that c i r c u ms t an c es  g i v i n g  ri s e to pe r so n al  l i a b i li t y of membe r s 
ou g ht  to be c l o s e l y  a k i n  to t h e kinds o f  ci r cu m s t a n c e s  w h i c h  p e r­
mit a court or a d m i n i s t r a t i v e  agency to set as id e  the " c o r po r at e  
veil" for the p u r p o s e  o f  h o l d i n g  corp o ra t e s h a r e h ol d er s  p e rs o n a l l y  
liable for the de bt s  o f  the corpor at i on .  Thus, In s it u a t i o n s  where 
the court w o u l d  set a s i d e  the c o r p or a te  enti t y to h o ld  s h a r e h ol d er s  
liable when the c o r p o r a t i o n  Is acti n g as the al t e r  ego of the 
s hareholders, or Is u n de r ca p i t a l i z e d ,  o r  whe r e a c o r p o r a t e  fiction 
la used as a mea n s of e v a d i n g  legal ob l ig a ti o ns ,  c i r c u m v e n t i n g  
statutes, p e r p e t r a t i n g  fraud, a c h i e v i n g  or p e r p e t r a t i n g  m on opoly, 
or for p r ot e c t i o n  of cri m e and J u s t i f i c a t i o n  o f  wrong, or any o t h e r  
circums ta n ce s  w h i c h  m i g h t  gi v e rise to the d i s r e g a r d  o f  the co r p o r a t e  
veil, tho c o m m i t t e e  e xp e ct s  the courts to treat the l im ited l i ability 
c omp a ny  In the s a m e  manner.

(The p r e ce e dl n g p a r a g r a p h  was fu r nished the c o m mi t te e  by Hr. 
S c h l o a b e r g . )

In other words, the limit e d li a bility compa n y act 3 h ou l d not be 
u ti l i z e d  as a d e v i c e  by wh i c h  the org a ni z er s  could av oi d  p e nalties 
for fraudulent or non - le g nl  p r o o o a l t I o n s  any m o r e  than they could 
If they were I n c o r po r at o rs  of a r e g u la r  corporation.

C ha i rm a n
S e n at e  Jud i ci a ry  C o m m it t ee

SENATE BILL NO. 3ti,l was referred to Ihe Rules Committee.

CONSIDERATION OF THE CALENDAR

SEC'iND REAPIN'; OF SENATE RESOLUTIONS

SENATE JOINT RESOLUTION NO. "7 (Congressional action on 
II.R. 2 0 0 ) 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 I line.

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

N a y s : 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 
SENATE BILL NO. 491 (state- aid to school districts 
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) 
was read the second lime.

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 j 35. 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 
reud the second time.

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 
o r d e r e d .

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:

SJR
47

SB
491

HE
120

SCS
HB

120
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SCS Yeas: 20 Bradley, Butrovich, Chance,
HB Colletta, Croft, Ferguson, Hohman,
120 Huber, Kerttula, Meland, Miller,

Orsinl, Poland, Rader, Ray, Rndey, 
Sackett, Tllllon, Willis, Ziegler

N a y s : 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.

HB HOUSE BILL NO. 1|2^ (membership of the advisory board on
l)2 t 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. i)2l| was adopted.

SCS SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL No. wus
HB read the second time.
H2‘(

Senator Kerttula moved and naked nanlmoua consent that 
SENATE COMMITTEE SUBSTITUTE FOR HOUSE BILL NO. Ii2t 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‘l wn 3 
read the third time.

The question being: "Shall SENATE COMMITTEE SUBSTITUTE
FOR HOUSE BILL NO. H2J! (membership of the advisory board 
on alcoholism) pass the Senate?" The roll was taken with 
the following result:
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7eas: 20 Bradley, Butrovich, Chance,
Colletta, Croft, Ferguson, Hohman, 
Huber, Kerttula, Meland, Miller, 
Orsinl, Poland, Rader, Ray, Rodey, 
Sackett, Tllllon, Willis, Ziegler

Nay 3 : o

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, 3 lgned 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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HB
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SCR
78
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ANNOUNCEMENTS

Joint Gas Pipeline 
Impact Committee 
w/Resources and 
State Affairs

Judiciary

Commerce

Finance

Court Bldg.

Room 5 
Capitol

Room 6 
Capitol

Hth Floor 
Capitol

Feb 20 1:00 p.m.

Feb 22 1:30 p.m.

Feb 23 3:00 p.m.

Feb 2U 2:00 p.m.

ADJOURNMENT

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



C O R P O R A T I O N  V- P A R T N E R S H I P  

N O N - T A X  C O N S I D E R A T I O N S

C O R P O R A T I O N

LIFE P e r p e t u a l  in most cases.

ENTITY S e p arate legal person.

L I A B I L I T Y  No indivi d u a l  liability.

T R A N S F E R  OF I N T E R E S T  In absence of r e s trictio ns
interes t may be sold to 
s t r a n g e r s .

:APITAL C a p i t a l  may be e n l i sted
by sale of stock.

BUSINES S A C T I O N  A c t i o n  a u t h o r i z e d  by
sp e c ified perc entage  
of d i r e ctors and/or 
s t o c k h o l d e r s .

L I M I T E D  L I A B I L I T Y  C O M P A N Y

P A R T N E R S H I P L I M I T E D  LIABILITY C O M PAN Y

Ag r e e d  term, or life 
of any partner.

Not a separate entity 
from individual partner.

General p a r t n e r  i n d i v i d u­
ally liable for all o b l i­
gations. L i m ited p a r t n e r  
usually liable to the 
amount of capital c o n t r i­
bute d  .

New p a r t n e r s h i p  a g r e e m e n t  
u s ual ly required.

A g r e e d , 
y e a r s .

N o t  to e x c e e d  30

New capital s e c ured only 
by loans, increase in m e m­
be r s h i p  or new c o n t r i b u t i o n s  
by exis ting partners.

U n a n i m i t y  of p a r tners  
u s u ally required.

Se p a r a t e  legal entity.

No individual liability.

May be transferred; h o wever 
if all other m e m b e r s  do not 
a p p r o v e  of tne p r c p o s e u  transfer 
by unanimous w r i t t e n  consent:, the 
transferee has no right to p a r t i­
cipate  in tne m a n a g e m e n t  and 
affairs of tne company or to beccne 
a member, but is e n t i t l e d  only to 
r e c eive his share of tne profit 
or return of contributions .

Capital is c o n t r i b u t e d  in money 
or prope rty at inception or during 
the course of o p e r ation as set out 
in the A r t icles of Organization.

Action authorized by m a j o rity in^ 
interest of tne members.
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C O R P O R A T I O N

C R E D I T  C O N S I D E R A T I O N S  T h e  c o r p o r a t i o n  p o s s e s s e s

c r e d i t  a b i l i t y  a p a r t  f r o m  ■ 

s t o c k  m e m b e r s h i p .  C e r t i ­
f i c a t e s  of s t o c k  m a y  be 
u s e d  as c o l l a t e r a l .

M A N A G E M E N T  S h a r e h o l d e r s  m a y  i n v e s t

w i t h o u t  p a r t i c i p a t i o n  in 
m a n a g e m e n t .

f L E X I 3 I L I T Y  A  c o r p o r a t i o n  o p e r a t e s

w i t h i n  its c o r p o r a t e  
f r a n c h i s e  g r a n t e d  by 
t h e  s t a t e  o r  s t a t e s  in 

w h i c h  it is a u t h o r i z e d  to 

d o  b u s i n e s s .

B ■ T A X  F A C T O R S

T A X  3 U R D E N  A s  a s e p a r a t e  l e g a l

T p e r s o n a l i t y  a c o r p o r ­
a t i o n  is s u b j e c t  to 

t a x a t i o n ,  in a d d i t i o n  
to t h e  t a x a t i o n  o f  

th e  i n c o m e  r e c e i v e d  as 

d i v i d e n d s  b y  its m e m b e r s .

E l e c t i n g  "S m a l l  B u s i n e s s  

C o r p o r a t i o n " . (1) E a c n  

s h a r e h o l d e r ' s  p r o p o r t i o n a t e  
s h a r e  o f  t h e  c o r p o r a t i o n ' s  

u n d i s t r i b u t e d  t a x a b l e  i n c o m e  
is i n c l u d e d  in t h e  g r o s s  

i n c o m e  of t h e  s h a r e h o l d e r .  

T h e  c o r p o r a t i o n  p a y s  n o  t a x  
t h e r e o n .  T h i s  s u b s t a n t i a l l y  

p a r a l l e l s  t h e  t a x a t i o n  o f  a 

p a r t n e r ' s  i n c o m e  f r o m  t h e  

p a r t n e r s h i p .

T

P A R T N E R S H I P

C r e d i t  is c o i n c i d e n t a l  

w i t h  m e m b e r s h i p  a n d  
p a r t n e r s  a s s u m e  j o i n t  
a n d  s e v e r a l  r e s p o n s i b i l i t y .

I n t e r e s t s  in p a r t n e r s h i p s  
a r e  n o t  o r d i n a r i l y  a c c e p t e d  

as b a s i s  f o r  l o a n  o r  c r e d i t .

A l l  g e n e r a l  p a r t n e r s  i n v o l v e d  M a n a g e m e n t  of t h e  c o m p a n y  is in the 

in m a n a g e m e n t  r e s p o n s i b i l i t y  m e m b e r s  u n l e s s  m a n a g e m e n t  b y  a

m a n a g e r  o r  m a n a g e r s  t o  o e  e l e c t e d  

b y  t h e  m e m b e r s  is p r o v i d e d  in the 
A r t i c l e s  of O r g a n i z a t i o n .

F l e x i b i l i t y  is p e r h a p s  t h e  L i m i t e d  

L i a b i l i t y  C o m p a n y ' s  s t r o n g e s t  poirz 

T h e  A r t i c l e s  of O r g J n i z a t i o n  
w i l l  c o n t a i n  a m i n i m u m  c f  r e s t r i c­

t i o n s  a n d  the w o r k i n g  r u l e s  of the 
c o m p a n y  .may b e  c r a f t e d  in tne 

f o r m  of an o p e r a t i n g  a g r e e m e n t .

A  p a r t n e r s h i p  is a c o n t r a c ­

t u a l  r e l a t i o n s h i p  w h i c h  
m a y  b e  a l t e r e d  b y  u n a n i m o u s  
a g r e e m e n t  o f  t h e  p a r t n e r s .

L I M I T E D  L I A B I L I T Y  C O M P m MY

C r e d i t  w i l l  b e  e x t e n d e d  to t n e  

c o m p a n y  o n  tne s t r e n g t n  o f  its 
c o n t r i b u t e d  or t o - b e - c o n t r i b u t e d  
c a p i t a l .

E a c h  p a r t n e r  is t a x e a  o n  

h i s  p r o p o r t i o n a t e  s h a r e  
of i n c o m e  w h e t h e r  d i s t r i ­

b u t e d  o r  not.

P r i v a t e  r e v e n u e  r u l i n g  w i l l  b e  
r e q u e s t e d  of t h e  I n t e r n a l  R e v e n u e  
S e r v i c e  r e q u e s t i n g  t h a t  the c o mpaiy 

b e  c l a s s i f i e d  as a p a r t n e r s h i p  
f o r  f e d e r a l  t a x  p u r p o s e s . A s  

d r a f t e d  t h e  L i m i t e d  L i a b i l i t y  
C o m p a n y  w i l l  l a c k  at l e a s t  t w o  and 

p e r h a p s  t h r e e  o f  c n a r a c t e r -
i s t i c s  of a c o r p o r a t i o n ;  t h e  t n i r d  

c e n t r a l i z a t i o n  of m a n a g e m e n t ,  w i l l  

b e  l a c k i n g  if., m a n a g e m e n t  is 
r e s e r v e d  to t h e  m e m b e r s .
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C O R P O R A T I O N P A R T N E R S H I P L I M I T E D  L I A B I L I T Y  C O M P A N Y

T AX C O NCERN

PE N S I O N  TRUST

In c lose corporations, 
gross c o r p o r a t e  income i s ' 
r e d u c e d  by reasonable 
salarie s paid  to officer- 
s t c c k h o l d e r s . A c c u m u l a t i o n  
of p r o f i t s  m a y  be made up 
to at least $150,000 or to 
such larger e xtent as not 
to c o n s t i t u t e  avoidance 
of s u r t a x  by the stock­
holders and an unreasonable 
a c c u m u l a t i o n  in terms of 
the r e q u i r e m e n t s  of business. 
C o r p o r a t i o n  taxes, plus 
i n d i v i d u a l  t.ixes on the 
c o m p e n s a t i o n  for services 
or dividends, represent 
the tax b u r d e n  of the 
c o r p o r a t e  investment, as 
ag a i n s t  the individual 
tax pai d by partners.

A l l  earn ings and profits 
are taxable to the i n d i­
vidual partner, unaff e c t e d  
b y  a c c u m u l a t i o n s  of earn ings 
However, once so taxed, t h e r e­
after any d i s t r i b u t i o n s  of 
these earnings are tax e x emp t 
to the individual partner.

All earnings and taxes are 
taxable to tne m e m b e r s  w n etner  
distri b u t e d  or not. It is 
c o n t e m p l a t e d  that the distri b u t i o n  
rules and basis rules now appli- _ 
cable to tne p a r t n e r s h i p  interest 
will also be a pplica ble to a 
limited liability company.

Lt>%zzs !

E l e c t i n g  "Small Business
Jorooratioi.  U n d i stributed

income of an
is

taxable
e l e c ting corporat ion 
taxable p r o p o r t i o n a t e l y  
to ea ch shareholder.
S u b s e q u e n t  distri b u t i o n s  out 
of this income to the s h a r e­
hold e r s  are tax free. This 
s u b s t a n t i a l l y  parallels the 
t axation of a partner's income 
from the partnership.

C o r p o r a t e  contribution s to 
a p e n s i o n  trust, within 
the a m o u n t  a l lowed by law 
are d e d u c t i b l e  by the c o r­
poration. S t ockhola er- 
e m p l o y e e s  may be covered 
to same e x t e n t  as other

M e m b e r s  of a p a r t n e r s h i p  
are not em ployees and are 
not prcper b e n e f i c i a r i e s  
under an e x e m p t  Pension 
Trust. However, under the 
S e l f - E m p l o y e d  Ind ividuals 
Tax R e t i r e m e n t  A ct of 1962,

Unknown but it is s u g g e s t e d  that 
the rules now applicab le to a 
Subcha pter S c orporation  which 
impose the limits.of the Reogh 
P i r n  will also be applicable.

-3-



TK

SOCIAL S E C U R I T Y  TAX

A S S I G N A B I L I T Y  OF 
I N T EREST OR INCOME

employees, so long as 
there is no d i s c r i m i n a t i o n  
in favor of such s t o c k­
holders .

E l e c t i n g  "Small Business 
C o r p o r a t i o n " . An electing  
c o r p o r a t i o n ' s  co ntri b u t i o n s  
to a p e n s i o n  trust, w i t h i n  
the a m ount a l lowed by law, 
are d e d u c t i b l e  by the 
c o r p o r a t i o n  from its taxable 
i n c o m e .

C o m p e n s a t i o n  p a i d  to s t o c k­
holding  officers and 
e m p l oyees is subject to 
Social Secur i t y  Taxes.

E l e c t i n g  "Small Business 
C o r p o r a t i o n " . C o m p e n s a t i o n  
pa i d  to s t o c k h o l d i n g  
O f f i c e r s  and e mployees is 
subject to Social Security 
T a x e s .

An u n q u a l i f i e d  transfer of 
stock o r d i n a r i l y  r e q u iring  
no o t h e r  person's consent, 
will e n t it le transferee to 
d i v i d e n d s  or d i s t r i b u t i o n s

E lecting "Small B u s i n ess 
C o r p o r a t i o n " . T r a n s f e r e e  
is e n t i t l e d  to div idends 
and distribut ions, but 
the stock m u s t  be trans­
ferred to an individual 
or estate and the t rans­
feree m u s t  consent to the 
c o n t i n u a t i o n  of the "tax 
option" status.

C O R P O R A T I O N PARTNERSHIP. L I M I T E D  L I A 3 I L I T Y  C O M P A N Y

partners w h o  own m o r e  than 
10% of the capita l or 
p rofi t interest in the part- 
n e r s n i p  may, d educt the f u ] 1 
amount of their c o n t r i b u t i o n  
to a pension plan up to 
$ 7 , 5 0 0 .

P artners do not pay Social 
Securit y Taxes upon their 
salaries from the p a r t n e r­
ship. However, they are 
require d to pay the tax on 
self-e m p l o y m e n t  income.

C o m p e n s a t i o n  for s e r v i c e s  
paid to employee, w h e t h e r  
m e m b e r  or not, s u b j e c t  to social 
s e c u r i t y  tax. D i s t r i b u t i o n  of 
p r ofi ts to m e m b e r s  w o u l d  not 
b e .

Any assig n m e n t  of i n t e r e s t  
r equires consent of the 
other partners and may 
create a new partnership.

A m e m ber's i n t erest in a L i mited 
L i a b i l i t y  C o mpany m a y  pe t r a n s­
ferred (see page 1). Income from 
date of trans fer taxed to t r a n s­
feree. May be capital gain to 
trans f e r o r  on t r m s f e r  of his 
interest.



C O R P O R A T I O N P A R T N E R S H I P L I M I T E D  L I A B I L I T Y  C O M P A N Y

COMMUNITY
P R O P E R T Y
STATES

DUAL M E M B E R S H I P S

D i v i d e n d s  fr om i n v e s t­
ments mad e f r o m  c o m m u n i t y  
p r o p e r t y  b e c o m e  community 
p r o p e r t y .

E l e c t i n g  "Small Business 
C o r p o r a t i o n " . Dividend s 
from i n v e s t m e n t s  made from 
c o m m u n i t y  p r o p e r t y  become 
c o m m u n i t y  property.

B e c a u s e  it w o u l d  be 
e x t e n d i n g  its credit, lia­
bil i t y  and the powers of 
the B o a r d  of D i r e ctors  
b e y o n d  legal scope, a 
c o r p o r a t i o n  c a n n o t  be a 
d i r e c t  m e m b e r  of a p a r t n e r­
ship in some states. Can 
in Alaska.
E l e c t i n g  "Small Business 
C o r p o r a t i o n " . Stock may 
not be held  by either a 
p a r t n e r s h i p  or another 
c o r p o r a t i o n .

W h e t h e r  income is c o m m unity  
or s e p a r a t e  income depends 
upon the law of the state 
of domicile.

A  p a r t n e r s h i p  m a y  own some 
or all of the stock of a 
c o r p o r a t i o n  and so function  
in two capacities.

Same as partnership, witn  
the results d e p e n d i n g  on 
the comir.unif-y p r o p e r t y  laws 
in the several states. A l a s k a  
does not have c o m m u n i t y  
property.

A  Limited L i a b i l i t y  C o m p a n y  
enjoys f l e x i b i l i t y  in this 
area and may be o wned by otner 
entities or i n d i v i d u a l s  and 
particip ate in otier entities 
and business enterprises.

(i ) An e l e cting "small b u s i n e s s  c o r p o r a t i o n "  is a d o m e s t i c  c o r p o r a t i o n  w h i c h  does not have more than 10 s hareholders 
and w h i c h  otherwis e comes w i t h i n  the r e q u i r e m e n t s  of S u b c h a p t e r  "S" of the Internal Revenue Code, and w h o s e  snare- 
holders e l e c t  to i n clude ir. tneir p e r s o n a l  income the c u r r e n t  taxable income o£ the corporation.

-5-



May 19, 1976

The Honorab l t  Ter ry  Gar d i ne r  
Pouch V
Juneau,  AK 99811 

Dear Ter ry :

In response to y ou r  l e t t e r  o f  May 18, p l ea se  be adv i s e d  t ha t  we have no 
s t a t i s t i c a l  f o r  e s t im a t i n g  the impact o f  the l i m i t e d  l i a b i l i t y  compan i es .
The proponents o f  t h i s  l e g i s l a t i o n  have es t imat ed  t h a t ,  based on t h e i r  r e ­
sea r ch ,  t he re  may be up to 5,000 companies o r g a n i z i n g  i n  the S t a t e  o f  A l aska .
We have no ba s i s  on wh i ch  to c on f i rm  c r  r e f u t e  t h e i r  e s t im a t e .

The exac t  e f f e c t  o f  the enac tment  o f  t h i s  l e g i s l a t i o n  i s  d i f f i c u l t  to a s c e r t a i n  
a t  t h i s  p o i n t .  The law was d r a f t e d  w i t h  the i n t e n t  tha t  t hose companies are 
to be t r ea t ed as l i m i t e d  p a r t n e r s h i p s  for  tax purposes .  Our r e v i ew o f  the 
law would i n d i c a t e  t ha t  t h i s  i s p ro bab l y  c o r r e c t .  A c t u a l l y ,  the f i n a l  d e ­
c i s i o n  w i l l  be made by the I n t e r n a l  Revenue S e r v i c e  a f t e r  the law Is e n a c t e d .
To the best  o f  ou r  knowledge ,  t he r e  is no reason to b e l i e v e  t h a t  the S t a t e  o f  
Alaska w i l l  l ose any revenue as a resu l t ,  o f  t h i s  l e g i s l a t i o n ,  s i n c e  i t  wou ld 
appear tha t  the m a j o r i t y  o f  o r g a n i z a t i o n s  t ak i ng  advantage  o f  t h i s  law wou ld 
have o rgan i z ed  as p a r t n e r s h i p s  anyhow.

Our f i s c a l  note  a n t i c i p a t e d  revenue b e i ng  genera ted through our  normal  a u d i t  
of re t u r ns  f i l e d  and d i d  not  take i n t o  c o n s i d e r a t i o n  the a d d i t i o n a l  e s t ima t ed  
$1,000,000 wh i ch  w i l l  be gene ra t ed  in the form o f  f i l i n g  fees from the 5,000 
companies wh i ch  may o r g a n i z e  und'-r t h i s  s t a t u t e .

In summary, based on our  r e s e a r c h ,  i t  does not  appear t h a t  the S ta te  o f  Alaska 
w i l l  i n c u r  any loss o f  t ax  revenues from the enactment  o f  t h i s  l e g i s l a t i o n .
In f a c t ,  the S t a t e  shou l d  r e c e i v e  a d d i t i o n a l  revenue in the form o f  f i l i n g  
fees wh i ch I t  wou ld not no rma l l y  r e c e i v e .

I f  you have any f u r t h e r  ques t i ons  r ega rd i ng  t h i s  l aw,  p l e a s e  f e e l  f r e e  to 
c on ta c t  me.

S i n c e r e l y ,

) ‘ 
S t e r l  i ng U i l  1 agher
Commiss i oner
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D E P A R T M E N T  O F  L A M

Pouch K,  C a p i t o l  B l d g .  
J u n e au ,  A l a s k a  99811

May 2 0 ,  1 9 76

JAYS. HAMMOND. GOVERNOR

The H o n o r a b l e  T e r r y  G a r d i n e r  
Cha i rman
House J u d i c i a r y  Commi t tee 
Pouch V
Jun e au ,  A l a s k a  99811

Re :  SB 35** -  L im i t e d  L i a b i l i t y  Companies
Dea r  R e p r e s e n t a t i v e  G a r d i n e r :

You have r e q u e s t e d  t h i s  o f f i c e  f o r  an o p i n i o n  f o r  t he  
J u d i c i a r y  Commi t tee r e g a r d i n g  th e  method o f  t a x a t i o n  which wou ld 
be imposed on a l i m i t e d  l i a b i l i t y  company.  B e c au s e ,  a s  you s t a t e  
i n  y o u r  l e t t e r ,  t h e  t ime  b e f o r e  a d j o u r nmen t  i s  s h o r t ,  and because  
o f  t h e  un ique  c h a r a c t e r  o f  t h e  l i m i t e d  l i a b i l i t y  company,  I  w i l l  
be u n a b l e  t o  g i v e  you a d e f i n i t i v e  answe r  t o  y o u r  o p i n i o n  
r e q u e s t .  A c c o r d i n g l y ,  I  w i l l  i n s t e a d  i n d i c a t e  t o  you o u r  b e s t  
j udgment  on t h i s  m a t t e r ,  r e a l i z i n g  t h a t  che I n t e r n a l  Revenue 
S e r v i c e  w i l l  make t h e i r  own d e t e r m i n a t i o n  on th e  q u e s t i o n  w i th  
r e g a i ’d t o  f e d e r a l  income t a x e s .

F o r  p u r p o s e s  o f  s t a t e  Income t a x e s  l e v i e d  unde r  AS *13. 
2 0 ,  a l i m i t e d  l i a b i l i t y  company w i l l  be t r e a t e d  a s  s p e c i f i e d  
by th e  I n t e r n a l  Reve ue Code and t h e  r e g u l a t i o n s  and r u l e s  
ad op t ed  by th e  I n t e r n a l  Revenue S e r v i c e  ( I R S ) .  S i n c e  l i m i t e d  
l i a b i l i t y  compan ies  do no t  e x i s t  i n  any o t h e r  s t a t e ,  and th e  
I n t e r n a l  Revenue S e r v i c e  w i l l  n o t  i s s u e  a r u l i n g  w i t h  r e g a r d  t o  
t h e i r  t a x  s t a t u s  u n t i l  SB 35** becomes l aw ,  no one can say w i t h  
c e r t a i n t y  how t h e y  w i l l  be t r e a t e d .  A f a i r  j u d gmen t ,  howeve r ,  
can be made by t e s t i n g  th e  e l emen t s  o f  a l i m i t e d  l i a b i l i t y  
company unde r  SB 35** a g a i n s t  t h e  r e q u i r e m e n t s  o f  S e c .  7 701  o f  
t h e  I n t e r n a l  Revenue Code and t h e  r e g u l a t i o n s  p r omu lg a t e d  
t h e r e u n d e r .  I n  v i ew i n g  SB 35*1 I n  t h e  l i g h t  o f  S e c .  7 7 01  o f  the  
I n t e r n a l  Revenue Code and Reg.  3 0 1 . 7 7 0 1 - 2 ,  i t  i s  o u r  b e s t  
j udgment  t h a t  t h e y  w i l l  be t a x e d  as p a r t n e r s h i p s .  Tha t  i s  
no t  t o  s a y ,  howeve r ,  t h a t  t h e  IRS wou ld  n o t  d e t e rm i n e  o t h e r w i s e ,  
s i n c e  o b v i o u s l y  t hey  m i g h t .  No one can say  w i t h  c e r t a i n t y ,  but  i t  i s  o u r  b e l i e f  unde r  p r e s e n t  r u l e s  t h a t  i t  wou ld be t a x e d  as 
a p a r t n e r s h i p  f o i  s t a t e  income t a x  p u r p o s e s .



The H o n o r a b l e  T e r r y  G a r d i n e r  
May 2 0 ,  1 9 76  
Page 2

F o r  o t h e r  t a x e s  imposed by the  s t a t e ,  such a s  b u s i n e s s  
l i c e n s e  t a x e s  and e x c i s e  t a x e s ,  t he  method o f  t a x a t i o n  does n o t  
v a r y  w i t h  t h e  t y p e  o f  t a x p a y e r .  A c c o r d i n g l y ,  SB 35^ s h o u l d  no t  
change t h e  method o f  t a x a t i o n  f o r  o t h e r  t a x e s ,  and a l i m i t e d  
l i a b i l i t y  company wou ld be s u b j e c t  t o  t a x  as  any o t h e r  p e r s o n  
whe t h e r  i n d i v i d u a l ,  c o r p o r a t i o n  o r  p a r t n e r s h i p .

S i n c e r e l y ,
AVRUM M. GROSS

JRM: chp
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F A U L K N E R ,  B A N F IE L D ,  D O O G A N  & H O L .  !r S
H E R B E R T  L F A U L K N E R  H 8 8 r -19721 S U I T E  201. 311 F R A N K L I N  S T R E E T
N O R M A N  C  B A N F I E L D  
FR A N K  M. D O O G A N

J U N E A U .  A L A SKA  9 9 8 0 1
T C L  S 8 6 - 2 2 IO  

a r e a  c o d e  9 0 7M I C H A E L  M.  H O L M E S  
R A N D A L L  J.  W E O D L E  
W IL L IA M  B.  R O Z E L L M ay 4, 1976
J A N  V A N  O O R T  

L A W R E N C E  T. F E E N E Y  
C H A R L E S  N. D R E N N A N  
P A T R IC K  E .  M U R P H Y  
T O M  B A T C H E L O R

T h e  H o n o r a b l e  T e r r y  G a r d i n e r  

Chairman, H o u s e  J u d i c i a r y  Committee 

S tate of A l a s k a  

P o u c h  V
Juneau, A l a s k a  99811

Re: SB 354 —  L i m i t e d  L i a b i l i t y  Companies

Dear C h a i r m a n  Gar diner:

P lease b e  a d v i s e d  that Huna  T o t e m  Corporation, a 

v i l l a g e  c o r p o r a t i o n  organized under the p r o v i s i o n s  of 

the A l a s k a  N a t i v e  Clai ms S ettlem ent A c t , s u p p o r t s  

g e n e r a l l y  the l i mite d liability c o m p a n y  c o n c e p t  and 

s u p p o r t s  s p e c i f i c a l l y  the version of SB 354 w h i c h  is in 

y o u r  committee.

J V D / a m z

c c : G e r a l d  G r a y
F r a n k  See, Sr
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THE L E G I S L A T U R E  O P  THE STATE OF ALASKA 
F ISCAL NOTE 

Second Session - Ninth legislature

I. R E Q U E S T
B i l l  No. CS SB 354 AM
Title: r'An Act re l a t e d  to L i m i t e d  L i a b i l i t y  C o m p a n i e s "

R e q u e s t e d  by: House Judiciary Committee Date I Ua-lZ-iy Z6
R e tur n Date Requested: 05-17-76
Agency: Revenue________________  Program: Aud LI

II. F I S C A L  D E T A I L
Budget R e q u e s t  Unit(s) Affected: Audit

A. E X P E N D I T U R E S : (Thousands of dollars)

O B J E C T FY 76 FY 77 FY 78 FY 79 FY 80 FY 8 1
100 P E R S O N A L  S E R V I C E S 39.4 39.4 63.1 63.1 86.8
200 T R A V E L 4.0 4.4 6.8 7.0 9.4
300 C O N T R A C T U A L 25.5 19.0 21.2 23.3 25.6
^100 C O M M O D I T I E S .4 .4 .6 . 6
500 E Q U I P M E N T 1 .2 .6 6
"6 00 L A N D  5 S T R U C T U R E S
700 GRANTS, CLAIMS, ETC.

T O T A L
-0- 70.5 63.2 92.3 94.0 123.2

B. F U N D I N G : (Thousands of dollars)

G E N E R A L  FUND -0- 70.5 63.2 92.3 94.0 123.2
F E D E R A L  FUNDS
O T H E R

C. POSITIONS:

P E R M A N E N T / T E M F O R  A R Y 0 / 0 2 / 0 1 2 / 0 I 3 / 0 I 3 / 0 4 / 0
MAN M ONTHS (°./T.) 1 “ / .Jlh. / 0 1 24 / 0 1.56— / 0 _lfLZ.(L .

T I J . A N A L Y S I S  (See Fiscal Note Preparation Instructions, Section III)

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 Lo 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. A T T A C H M E N T S

/

V,. DATE: 0 - L7 - 76 P R E PARED BY:
A -

Original: L e g i s l a t i v e  Finance 
c c : B udget and Management

Prime Sponsor- (First Le gislator Named)

H/S 50



M E M O R A N D U M / ; 4

M a y  26, 1 9 7 6

TO: S t e v e  Cowper and T e r r y  G a r d i n e r
RE: S en a t e  B i l l  354 AM

As you a r e  b o t h  p r o b a b l y  aware th e  most im p o r t a n t  
a s p e c t  o f  any b u s i n e s s  o p e r a t i o n  i s  t he  d i s t r i b u t i o n  o f  any 
income o r  l o s s .

I n  g e n e r a l ,  income and l o s s  t o  a c o r p o r a t i o n  a p p e a r  as 
an i n c r e a s e  i n  the  v a l u e  o f  the  company' s  s t o c k  o r  in t he  
fo rm o f  d i v i d e n d s .  In  the  case  o f  l o s s ,  l ow e r  v a l u e s  o f  
s t o c k  and no d i v i d e n d s .  Of c o u r s e  many t a x  a p p l i c a t i o n s  
e x i s t  w i t h  r e g a r d  t o  income o r  l o s s  f o r  e x amp l e ,  t a x  l o s s  
c a r r y  f o rw a r d s  and d e f e r r e d  t a x e s .  The l o s s  a s  income is  
d i s t r i b u t a b l e  t o  t h e  s h a r e s .

In t he  case  o f  a s o l e  p r o p r i e t o r s h i p  the  p r o p r i e t o r
must ( o b v i o u s l y )  b e a r  d i r e c t l y  t h e  bu rden  o r  b e n e f i t ;
t hough  t h e r e  a r e  some t a x  b e n e f i t s  t o  t he  p r o p r i e t o r ,  t hey
have l i t t l e  v a l u e .

P a r t n e r s h i p s  g e n e r a l l y  a t t r i b u t e  d i s t r i b u t i o n  p e r  
ag r eemen t  o f  the  p a r t i e s  n o r m a l l y ,  a l o n g  the  l i n e s  o f  t h e i r  
f i n a n c i a l  i n t e r e s t s .  P a r t n e r s  a r e  g e n e r a l l y  i n d i v i d u a l l y  
l i a b l e  f o r  a l l  o b l i g a t i o n s .  L im i t e d  p a r t n e r s h i p  p a r t n e r s  
a r e  l i a b l e  t o  t he  e x t e n t  o f  c a p i t a l  c o n t r i b u t e d .

L im i t e d  l i a b i l i t y  compan ies  who ge t  l e t t e r s  o f  i n t e n t  
t o  c o n t r i b u t e  c a p i t a l  o r  p r o v i s i o n a l  l e t t e r s  o f  c r e d i t ,  o r  
who have t h e  s t r e n g t h  and c o n n e c t i o n s  t o  have l ong l i n e s  o f
bank c r e d i t ,  g a i n  a d i s t i n c t  t a x  ad v an ta g e  th r o u g h  the I LG.

EXAMPLE: Two " h e a v y s "  c o n t r i b u t e  $ 55 K each = 110 K
Ten o t h e r s  c o n t r i b u t e  $ 10 K each = 100 K
12 I n d i v i d u a l s   ̂ 2̂ TT) K

The LLC t a k e s  the  210 K p l u s  i t s  " l i n e "  o f  c r e d i t ,
$ 700  K, and beg ins  o p e r a t i o n s - - d r i l I s  a w i l d c a t  w e l l  f o r  
e x amp l e .  " L o s s e s "  a r e  i n c u r r e d  f o r  t h r e e  y e a r s  = each 
member o f  t h e  LLC has h i s  p r o p o r t i o n a t e  s h a r e  o f  l o s s  
" d i s t r i b u t e d "  t o  h im.  lie may r e d u c e ,  in p r o p e r  c i r c u m s t a n c e s ,



TO: S t e v e  Cowper and T e r r y  G a r d i n e r
May 26 ,  1976 
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h i s  t a x a b l e  income i n  o t h e r  v e n t u r e s  by the  amount o f  t h i s  
l o s s .  T h i s  o s s ,  l i k e  h i s  g a i n ,  i s  a s s e s s e d  i n  the  amount 
o f  h i s  i n t e r e s t .  I f  t he  c a p i t a l  and th e  b o r r owed  f unds  
( c r e d i t  l i n e )  a r e  h ig h  ( $ 9 1 0 , 0 0 0 )  and i f  a l l  o f  t he  o p e r a t i o n  
showed a l o s s  t hen  the  p a r t n e r s  ( 1 - 2 )  wou ld  have a " l o s s "  
t h e y  c o u l d  u s e ,  i n  t h i s  ex amp l e ,  27 1/2% o f  9 1 0 , 0 0 0  o r  
$ 2 5 0 , 2 5 0 .  The amount o f  i n v e s tm en t  was $55 K so the  l i m i t e d  
l i a b i l i t y  a l l o w s  a l o s s  f i v e  t im e s  g r e a t e r  t han the  amount 
o f  i n v e s tm e n t .

The o t h e r  p a r t n e r s ,  5 - 1 2 ,  have j u s t  shy o f  1 / 2  i n t e r e s t  
(5% o f  t o t a l  i n v e s t  ea ch )  t h e i r  l o s s  b e n e f i t  wou ld be o n l y  
5% o f  4 0 9 , 5 0 0  ( 2 0 , 4 7 5 ) .  F o r  t h e  sm a l l  p a r t n e r ,  he g e t s  a 
t a x  b e n e f i t  two t ime s  h i s  i n v e s tm e n t .  I f  t h i s  were t o  
c o n t i n u e  s e v e r a l  y e a r s  t h e  b e n e f i t  wou ld be s u b s t a n t i a l  when 
p r o f i t s  were f i n a l l y  made and d i s t r i b u t e d .  P a r t n e r s  couTd 
c a r r y  t a x  l o s s e s  f o rw a r d  t o  a p p l y  a g a i n s t  f u t u r e  d i s t r i b u t i o n  
o f  income.  (Numbe r l e s s  t a x  " a d v a n t a g e s "  e x i s t  a l o n g  s i d e  
t h i s  one examp l e  o f  l o s s - - c a r r y  f o r w a r d . )  Income c o u l d  be 
d i s t r i b u t e d  f o r  up t o  f i v e  y e a r s  w i th  no t a x  l i a b i l i t y .  I f  
p r e v i o u s  l o s s e s  were i n c u r r e d  as p a r t  o f  a p l a n .  Of  c o u r s e  
in o i l  i f  you h i t  a b ig  one t ax  l i a b i l i t i e s  a r c  i r r e l e v a n t .

In my v i ew t h e r e  wou ld  bo a d e f i n i t e  t ax  ad v an ta g e  f o r  
members o f  I .LC's in  A l a s k a  i f  SB 554 becomes 1 awT The re 
wou ld ,  c o n c u r r e n t l y ,  lie a t a x  d i s a d v a n t a g e  t o  the  s t a t e  
s i n c e  we use the  F e d e r a l  Revenue Code which c o n t a i n s  a l l  the 
Lo opho1e s . The S t a t e  c o u l d  l o s e  f a r  more than i t  g a i n ed  in 
f i l i n g  Tees .  L i k e l y  as not  most o f  t h e s e  Co rps  would no t  be 
"A 1a s k a n "  C o r p s .  F u r t h e r ,  t h e  a p p l i c a t i o n  o f  t h i s  t o  m u l t i n a t i o n a l  
c o r p o r a t i o n s  s h o u l d  be t h o r o u g h l y  and c a r e f u l l y  r e s e a r c h ed  
and i n v e s t i g a t e d .

See A t t a ch ed
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l*l\, [c ii+~~ (tj y*v Lj 2 /u'yj pJ' l̂ l [c

A  lTI/v-X V/ ̂ Xc^v^L-o " * \ (w C L v ^ a - < ^ r « J L l  Xusl~u. J. Lr~ ~̂V'»

Tl_~<^ v^-c*v-^0^ t,~j ( C^j

C ?

1 a }c J cJ l Ct>7V^O c i ^ l A .
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H O Y T  M.  C O L E  
R O B E R T  L .  H A R T I G  
J A M E S  D .  R H O D E S  
J O H N  K .  N O R M A N  
R O B E R T  J. M A H O N E Y  
K E I T H  A .  G O L T Z  
B E R N A R D  J.  D O U G H E R T Y

A  P R O F E S S I O N A L  C O R P O R A T I O N  
A T T O R N E Y S  A T  L A W  

S U I T E  201  
7 1 7  K  S T R E E T  

A N C H O R A G E ,  A L A S K A  9 9 5 0 1  
( 9 0 7 )  2 7 4 - 3 5 7 0

Februar y 24, 1976
S .  R O D N E Y  K L E E D E H N

M E M O R A N D U M

RE: CS Senate Bill #354, Limited Li ability C o m pany Act

Senate Bill 354 was introduced by Senator C o l l e t t a  in the 
first session of the ninth legislature and hearings on the 
bill have been held in the Senate C o m merce and Ju diciary 
C o m m i t t e e s .

The bill should provide additional revenues to the State of 
A l ask a in excess of one m i l lio n dollars per year. This r e­
venue will be derived from filing fees and annual fees for 
the regi stration of the limited liability company.

The Act is designed to provide a business entity to be used 
by perso ns d esiring to invest both in Alaska and outside Alaska. 
Through its use as an investment entity outside Alaska, the 
Act w o u l d  provide revenue to the state witl out correspondi ng 
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 p a r t n e r s h i p  or limited 
partne r s h i p  fo m.

Miles Schlosber , Director of tho Division of Banking, S e c u r i­
ties, Small Loai s & Corporations, has testified before the
Senate Judiciary Committee on two occ asions and the a d m i n i s­
tration has taken a position of "in favor" in their lettei to
Senator Jalmar M. Kerttula of May 5, 1975.

E nclosed are explanat ory materials to assist you with regard 
to the propose d legislation.

obert L. Harfzig



M E M O R A N D U M  

LIMITED L I A B IL ITY COMPAN Y

The limited liability c o m pany  has p r e decesso rs in 

N ew Jersey, Pennsylvania, M i c h i g a n  and Ohio. In New Jersey 

ar.d Ohio it was known as a "limited p a r t n e r s h i p  association" 

and in Pennsylvania and M i c h i g a n  as a " partnership a s s o c i a­

tion" .

The business entity w h i c h  we will now call the 

limited liability company had its origins in the third quarter 

cf the 19th century. It was adopted in Pennsylva nia in 1874, 

in M i c h i g a n  in 1877, in New Jersey in 1880, and in Ohio in 

1831. No other states have used this form of business entity.

The reason for its creat i o n  seems to be the p a r t i­

cularly restri c t i v e  corpo r a t i o n  statutes c ommo n in the late 

part of the i9th century. At that time in the d evel o p m e n t  

of the corporate entity, the restrictions in some states 

included the limitation of business to one state, the l i m i t a­

tion cf the c o r p o r a t i o n 1s business to a sole purpose stated 

in the A r t icles of Incorporation and various similar confining 

requirements. In the early days of the d e v e l o p m e n t  of the 

corporation, the case law also was extremel y restr i c t i v e  on 

what a corpor a t i o n  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 authorize d to do on ly what the 

Crown specifically authorized it to do.



ArA <-

In the early 20th century, these restr i c t i o n s  on 

c o r p o r a t e  acti vity were greatly reduced and have continued 

to be reduced through the introduction of the D e l a w a r e  c o r­

porate statute and the Model Business C o r p o r a t i o n  Act, upon 

w h i c h  m a n y  states have based their c o r p o r a t i o n  statutes.

T hese statutes gave much greater freedom to the shareholders 

and the board of dire ctors to structure the a ctivi t i e s  of 

the c o r p o r a t i o n  to m e e t  their particular needs. This has 

e speci a l l y  been true in the ci se or c l osel y held c o r p o r a t i o n 

w hich m o s t  often is a family corporation. Indeed, some states 

have adopted statutes which govern the a c t ivi ty of such close 

c o r p o r a t i o n s  and give them wide latitude in arranging their 

affairs. As these new corporate statutes were a d o p t e d  by 

the various states and the case law governing the activities  

of c o rporatio ns began to be less restrictive, the v e h i c l e  of 

the limited p a rtners hip association or p a r t n e r s h i p  a ssociatio n  

fell in to disuse.

In introducing the Limited Liability C o m p a n y  Act in 

the State of Alaska, it is our desire to provide to investors, 

and p a rti cularly real estate investors, the o p p o r t u n i t y  to 

utilize this new form of business entity to conduct their 

business affairs with less expense and fewer restrictions.

The O h i o  statute proves to be not usable for these 

o b j e c t i v e s  because of its preclusion of dealing in real estate
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from the uses of the Ohio  L i mited P a r t n e r s h i p  Association,

(Ohio Rev. Stats. §1783. 03.).

Also, the statutes in the other states are s u b s t a n­

tially m o r e  r e s t r i c t i v e  than the A l aska l e gislation being 

i ntroduced and thus provide a less useful v e h icle for conduct 

of a business. For example, the N e w  Jers ey statute (NJ Stats. 

Ann. §42.3-1) r e q uires that the p rincipal place of business 

of a New J ers ey limited p a r t n e r s h i p  a s s o c i a t i o n  m u s t  be 

e s tab lished and m a i n t a i n e d  within the State of N e w  Jersey.

The Ohio and M i c h i g a n  statutes, though a little less r e s t r i c­

tive, still require that that o r g a n i z a t i o n  shall have its 

princi pal office or principal place of business within the 

state. The Pennsylvan ia statute was repealed in 1966, except 

as to professions whi ch are not permitted to incorporate in 

the state.

The Alask a proposed legi slation does away vith this 

r e q u i r e m e n t  as to the principal o f f i c e  or principal place of 

business. The reason for this is the desire to d r a w  to the 

state investors interested in organizing under the Alaska 

L i mited Liabi l i t y  C o mpany  Act for business or i nvest ment in 

other states as well as the State of Alaska. The legislation 

require s a registe red agent in the state which w ould always 

insure a resid ent on w h o m  process can be served in suit against 

the limited liability company.

-3-



The l egislation proposed would provide a good amount 

of revenue each year to the state as there are pr ovisions in 

the proposed legislation for the following fees:

1. A  filing fee upon formation of the Limited Liability 

Company, w h i c h  is based on capital invested upon a 

sliding scale to a m a ximum of $1,000;

2. An annual fee of $100;

3. A  filing fee for amendment to the C e r t i f i c a t e  of O r g a n i­

zation of $25.00; and

4. A  filing fee of $25.00 upon dissolution.

It is suggested that this form of business entity 

will d r a w  a substantial number of investors from other states 

who, up to this time, have used the limited partnership, c o r­

por ation or joint venture vehicle for their i n v e s t m e n t s .

In the first ten mo nths of 1974, a p p r o x i m a t e l y  1,300 

limited par tnerships were filed in the State of Texas, which 

requires a filing of the limited p a rtnership within  the state.

In Texas this is used as a revenue m e a s u r e  and there is a 

r equir e m e n t  of a filing fee which rapidly reaches the m a x i m u m  

fee of $2,500 at capital contributed of $500,000. This figure 

would not at all be uncommon in the real estate m a r k e t  of today.

It is estimated that in excess of half of these 

limited partnerships would be drawn to use the Limited L i a b­

ility C o m p a n y  authorized by the proposed legislation in the
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State of A l a s k a  to conduct their business or to direct their 

investments, thus providing this increased revenue for the 

State. This figure is only for the State of Texas and it is 

suggested that this legislation would be attra ctive to i n v e s­

tors of all states and may substantially c o n t r i b u t e  to the 

r e ven ue of our state.

In addition, it is hoped that in drawing investors 

to the state for the purpose of uti lizing our Limited Liability 

C o m p a n y  A c t  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 w o r k  for real estate p e r­

sonnel, title companies, and all those persons who assist in 

transactions conce rning real estate. In addition, it will be 

ne c e ssary for each limited liability c o m p a n y  to establish and 

m a i n t a i n  a registered agent in the state and it will be n e c e s­

sary for the state to employ a number of additional persons to 

file and a dminister the limited liability companies.

The provisions of the act enable the persons forming 

a limited liability company to provide for m a n a g e m e n t  of the 

limited liability company either by the member s or by a manager 

or m a n a g e r s  elected by the members  of the limited liability 

company. The voting power of the m e m b e r s  is to be in p r o p o r­

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  m emb er 

would have u liability not to exceed his c o n t r i b u t i o n  to the 

company or any a mount  w hich he is co mmitted to c o n t r i b u t e  but 

has not as yet contributed. Why would this vehicle be used 

rather than a limited partnership? Because it comb ines the 

attracti ve c h a r a c t e r i s t i c s  of a c o r p o r a t i o n  with  the a t t r a c­

tive c h a r a c t e r i s t i c s  of a partnership.

It is hoped that in submitting a request  for a p r i­

vate ruling from the Internal Revenue Service of the United 

States T r e a s u r y  Department, a ximited liability company could 

obtain p a r t n e r s h i p  c l a s s i f i c a t i o n  for tax purposes.

Th e r e  are four chara c t e r i s t i c s  in distin g u i s h i n g  

between p artn ership c l a s s i f i c a t i o n  and c l a s s i f i c a t i o n  and tax a­

tion as an a s s o c i a t i o n  or c o rporation for purposes of the 

Internal Revenue Code. These are: (1) cent ra l i z a t i o n  of

management; (2) contin u i t y  of life; (3) free transferability  

of interests; and (4) limited liability.

In order to be taxed as an association, an entity 

m u s t  have m o r e  corporate charac t e r i s t i c s  than p a r t n e r s h i p  c h a­

racteristics. A similar problem with  regard to taxation is 

faced by the limited p a r t n e r s h i p  vehicle which v/ould often 

request advanced revenue rulings to make  the limited p a r t n e r­

ship a ttrac t i v e  to an investor.

As drafted, the limited liability company obviously 

would always have limited liability.



It is expected that the Internal Reve nue Service 

would rule favorably o n  the con tinuity of life characteritttic 

because of provi sion 10.50.180 w h i c h  states that a limited 

liability company shall be dis solved upon the death, r e t i r e­

ment, resignation, expulsion, bankruptcy, d i s s o l u t i o n  of a 

m e m b e r  or occu rrence of any other event w h i c h  terminates the 

c o n t inued m e m b e r s h i p  of a m e m b e r  in the limited liability 

company, un less the business of the limited liability c o m pany 

is c o n t i n u e d  by the con sent of all the remaining m e m b e r s  

thereof. Thus, w i t h o u t  consent of all the remaining members, 

the limited liability compan y would be d i s s ol ved upon one of 

the stated events.

Free transferability of interests is treated in 

Section 10.50.170. This section provides that a m e m b e r  may 

always transfer his interest in the limited liability company, 

but unless unanimous approval is o btained from the other m e m­

bers, the member transferring an interest, can transfer merely 

the p rofit and loss interest and not a right to share in the 

m a n a g e m e n t  of the limited liability company.

As to the char acteristic of c e n t r a l i z a t i o n  of m a n a g e­

ment, the provisions of the proposed legis lation enable the 

me m b e r s  of the limited liability company to choose whethe r the 

limited liability company will be gove rned by themselves as 

m e m b e r s  or by a manager or m a n a g e m e n t  elected by them. If the



mei bers choose to retain management, the limited liability 

c o m p a n y  w o u l d  also lack the c o r p ora te character istic of c e n­

tra l i z a t i o n  of management.

Thus, it can be seen that at least two and possibly 

three of the corporat e c h a r a c t e r i s t i c s  may be lacking in the 

c l a s s i f i c a t i o n  of the limited liability comp any as a p a r t n e r­

ship or as an a s s o c i a t i o n  for the purposes of the Internal 

R e v e n u e  Code.

In conclusion, a limited liability company offers 

the investor a business entity which combines the attract ive 

eleme n t s  of both a p a r t n e r s h i p  and a corporation. It combines 

the limited liability o f fered to shareholders of a c o rporatio n 

w i t h  the tax treatment of a partnership.

T h e  p o s sibilities of increased revenue to the state 

have been set forth and it appears that increased revenues in 

e xcess of one m i l l i o n  dollars may be ob tained with very little 

increased expense incurred.

- 8 -



§ 301.7641 PROCEDURE AND ADMINISTRATION

S U P E R V IS IO N  O F  O P E R A T IO N S  O F  C ERTA IN  
M A N U F A C T U R E R S

§ 3 0 1 .7 6 4 1  [C o m p r i s e s  Code  sec t ion 
7 6 4 1 ,  see 2 6  U .S .C .A .  ( I . R .C .  
1 9 5 4 )  § 7 6 4 1 ]  

§ 8 0 1 .7 6 4 1 - 1  S u p e rv is io n  o f  o p e r a ­
t ions  o f  c e r t a in  m a n u fa c t u r e r s

F o r  regu la t ion s  under section 7641, 
except the p rov is ions th e re o f re la t ing  
to the m anu fac tu re  o f  opium su itab le  
f o r  smoking purposes, see Subparts  E,

I / F
F, G, and H o f  P a r t  45 o f  this chipUf 
(M isce l laneous Stamp Tax Refpil*. 
t io n s ) .  F u r  regu la tions relating to tW 
manu fac tu re  o f  opium suitable f i f ! 
smoking purposes, see 26 CFR (193$) 
150 (N a rco t ic s  Regu la tions 3, 3 P .£  
1402 ) as made app licab le to aectlob 
7641 o f  the 1954 Code by Treasury D *  
cision 6091, approved August 16, 19ft| 
(1 9  F .R .  5167 ) .
Added Nov. 3. 1967, 32 F .R . 15241.

PO SSE SS IO N S

§ 30 1 .7 65 1  [C om p r i s e s  Code  section 
7 6 5 1 ,  s ee  2 6  t . S .C .A .  ( I . R .C .  
1 - 5 4 )  § 7 6 5 1 ]  

§ 3 0 1 .7 6 5 2  [C o m p r i s e s  Code  section 
7 6 5 2 ,  see 2 6  I J .S .C .A . ( I . R .C .  
1 9 5 4 )  § 7 6 5 2 ]  

§ 3 0 1 .7 6 5 3  [C o m p r i s e s  C ode  sec t ion  
7 6 5 3 ,  see 2 6  IJ .S .C .A . ( I . R .C .  
195-1) § 7 6 5 3 ]

§ 8 0 1 .7 6 5 4  [C om p r i s e s  Code section 
7 6 5 1 ,  see 2 6  IJ .S .C .A . (I .R .C . 
1 9 5 4 )  § 7 6 5 4 ]

1
§ 3 0 1 .7 6 5 5  [C om p r i s e s  Code sectlos 

7 6 5 5 ,  see 2 6  IJ .S .C .A . (I .R .C . 
1 9 5 1 )  § 7 6 5 5 ]

D E F IN IT IO N S

§ 8 0 1 .7 70 1  [C o m p r i s e s  C od e  sec t ion  
7 7 0 1 ,  see 2 6  I J .S .C .A . ( I . R .C .  
1 9 5 1 )  § 7 7 0 1 ]  

§ 3 0 1 .7 7 0 1 - 1  C la s s i f ic a t io n  o f  o r ­
g an iza t io n s  f o r  t a x  puq>oscs

( a )  Person . The te rm  "p e rson "  in ­
c ludes an ind iv idua l, a corpo ra t ion , a 
pa r tnersh ip , a trust o r  estate, a jo in t -  
stock company an association , o r  a syn­
dicate, group, pool, jo in t  venture , o r  
o th e r  un incorpo ra ted o rgan iza t ion  o r  
g roup . Such term a lso  includes a 
gua rd ian , committee, trustee , exeeutor, 
a dm in is tra to r ,  t rus tee  in bankruptcy , 
rece iver , assignee f o r  the benefit o f  
c red ito rs , conservator , o r  any person 
act ing in a fiduc ia ry  capacity.

(b )  S tandards . The In te rn a l Reve­
nue Code prescribes certa in  categories, 
o r  classes, into which va r iou s  o rg an iza ­

t ions f a l l  f o r  purposes o f  taxation. 
These categories , o r  classes, include as­
soc iations (w h ich  a re  taxable as corpo­
ra t io n s ) ,  pa rtnersh ips , and trusts. The 
tests, o r  s tandards , which a re to be ap­
plied in de te rm in ing  the classification 
in which an organ izat ion belongi 
(w he th e r  it is an association, n partner­
ship, a trust , o r  o the r taxable entity) 
a re determined under the In te rna l Rev­
enue Code. Sections 301.7701-2 to
301.7701 4 set fo r th  these tests, o; 
s tandards , which a re  to be applied in 
determ in ing whethe r an organization is
( 1 )  an association (see § 301.7701-2),
( 2 ) a pa r tne rsh ip  (see § 301.7701-3 ) , or
( 3 )  a t rus t (see g 301 .7701 -4 ) .

( c )  E ffect o f  loca l law . As indicated 
in pa rag raph  (b )  o f  th is section, the 
classes into which o rgan iza t ions are to 
be placed f o r  purposes o f  taxation are 
determined under the In te rn a l Revenue 
Code, Thus , a p a r t ic u la r  organization 
might be c lassified as a t ru s t  under the

K e p t  t o  d a t e  b y  U .  S .  C o d e  C o n g r e s s i o n a l  a n d  A d m i n i s t r a t i v e  N e w s  P a m p h l e t s
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D E F IN IT IO N S § 301.7701-2

of one S tate and a co rpo ra t ion  u n - ] §  3 0 1 . 7 7 0 1 - 2  A ssoc ia t ion s , in e lud -
the law o f  ano the r State . However, 
purposes o f  the In te rn a l  Revenue 

this o rgan iza t ion  would be un i ­
classed as a t rus t , an association 

therefore , taxab le  as a co rpo ra - 
or some o th e r  entity , depending 

its nature under the c lassification 
o f  the In te rn a l  Revenue Code.

, the term “ p a r tn e rsh ip ”  is not 
to the common-law meaning o f  

but is b ro ade r  in its scope 
includes groups not commonly 

»d partnersh ips. See § 1.7G1-1 o f  
chapter ( In com e  Tax  Regu la t ion s ) 

301.7701-3. The te rm  “ c o rp o ra ­
ls not lim ited to the a rt i f ic ia l  en­

tity usually known as a corpo ra t ion , but 
includes a lso an assoc ia tion , a t rus t  
classed as an association because o f  its 
nature o r its activ ities , a jo in t-s tock  
company, and an in su rance  company. 
Although it is the In te rn a l  Revenue 
Code rather than loca l law which es­
tablishes the tests o r  s tandards  which 
will be applied in de te rm in ing  Hie c lass ­
ification in which an o rgan iza t ion  be­
longs, local law  governs in de term in ing 
whether the lega l re la t ionsh ips  which 
have been estab lished in the fo rm a t ion  
ot an o rgan izat ion a re  such that the 
standards a re  met. Thus , it is loca l law 
which must be app lied in determ in ing 
such matters as the lega l re la t ionsh ips 
of the members o f  the o rgan iza t ion  
among themselves and with the public 
al large, and the in terests o f  the mem­
bers o f  the o rg an iza t ion  in its assets. 
Nevertheless, the labe ls app lied by loca l 
law to o rgan izat ions, which may now o r  
hereafter be au thor ized  by loca l law, a re 
in and o f  themse lves o f  no importance in 
the c lassification o f  such o rgan iza t ion s  
for the purposes o f  taxa t ion  under the 
internal Revenue Code. Thus , a p ro fe s  
aional service o rgan iza t ion , fo rm ed un ­
der the law o f  a State au tho r iz ing  the 
formation by one o r  more persons o f  a 
so-called p ro fe ss iona l serv ice c o rp o ra ­
tion, would not be c lassified f o r  p u r ­
poses o f  taxa tion  as a “ c o rp o ra t ion "  
merely because the o rgan iza t ion  was so 
labeled under local law . See M o rr is sey  
et a I. v. Commiss ioner, 2 %  U.S. 344 
(1935). The c lass i fication in which 
professional serv ice o rgan iza t ion  be­
longs is determined under the tests and 
standards set fo r th  in §§ 301 .7701 -2 , 
301.7701-3, and 301 .7701 -4 .
Added Nov. 3, 1907, 32 F .R .  15241.

iug o rg an i z a t i o n s  labe led  
p o r a t i o n s "

•cor-

( a )  Charac te r is t ic s  o f  co rpo ra t ions .
( 1 )  The term  “ assoc ia t ion ”  r e f e r s  to an 
o rgan iza t ion  whose cha racte r is t ics  r e ­
qu ire  it to be classified f o r  purposes o f  
taxation as a corpo ra t ion  ra th e r  than as 
ano the r type o f  o rgan iza t ion  such as a 
pa r tne rsh ip  o r  a t ru s t .  T he re  a re  a 
number o f  m a jo r  charac te r is t ic s  o rd i ­
n a r i ly  f^und in a  pure co rpo ra t ion  
which, taken togethe r d is t ingu ish it 
f r om  o ther o rgan iza t ions . These n re :  
( i )  Associates, ( i i )  an ob jec t ive  to ca r ry  
on business and divide the gains th e re ­
from , ( i i i  cont inu ity  o f  l i fe ,  ( i v )  cen­
tra l i z a t ion  o f  management, ( v )  l iab i l i ty  
f o r  co rpo ra te  debts limited to corpo ra te  
property , and ( v i )  f re e  t ran s fe ra b i l i t y  
o f  in terests . W hethe r a p a r t i c u la r  o r ­
ganization is to be classified as an asso­
c iation must be determ ined by tak ing 
into account the presence o r  absence o f 
each o f  these co rpo ra te  characte r is t ic s . 
The presence o r  absence o f  these cha r ­
acterist ics w i l l  depend upon the fac ts  in 
each ind iv idua l case. In addit ion to the 
m a jo r  characte r is t ic s  set f o r th  in this 
subparag raph , o th e r fa c to rs  may be 
found in some eases which may be 
significant in c la s s i fy ing  an o rg an iza ­
tion as an association, a pa r tnersh ip , 
o r  a trust . An o rg an iza t ion  w i l l  be 
treated as an association i f  the corpo ­
ra te  characte r is t ics a re  such tha t the 
o rgan iza t ion  more nea r ly  resembles a 
co rpo ra t ion  than a p a r tn e rsh ip  o r  trust. 
See Morr issey  et a l. v. Commissioner 
(1 9 3 5 )  290 U.S. 344.

( 2 )  Since associates and an objective 
to c a r ry  on business f o r  jo in t  profit a re  
essentia l characte r is t ic s  o f  a l l  o rg an i­
zations engaged in business f o r  profit 
(o th e r  than the so-ca lled one-man co r ­
po ra t ion  and the sole p ro p r ie to rsh ip ) ,  
the absence o f  e ithe r o f  these essential 
characte r is t ics  w i l l  cause an  a r r a n g e ­
ment among co-owners o f  p rope r ty  f o r  
the development o f  such p rope r ty  f o r  
the separa te  profit o f  each not to be 
classified as an association . Some o f 
the m a jo r  characte r is t ic s  o f  a co rpo ­
ra t ion  a re common to t ru s ts  and corpo­
rat ions, and o thers  a re  common to p a r t ­
nerships and corpo ra t ions . Cha rac te r ­
istics common to t rusts  and co rp o ra ­
t ions a re  not m ate r ia l in a ttempting to 
d istingu ish between a t ru s t  and an 
association , and characte r is t ics  com­
mon to pa r tnersh ips and co rpo ra t ions
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a re  not m ate r ia l in attempting to dis­
t inguish between an assoc ia tion and 
a pa r tnersh ip . F o r  example, since 
cen tra l iza t ion  o f  management, c on t inu ­
ity  o f  l i fe , f re e  t r a n s fe ra b i l i t y  o f  in ­
terests , and lim ited l iab i l i ty  a re  gen­
e ra l l y  common to t rusts  and corpo­
rat ions , the de te rm ina t ion o f  whethe r a 
t ru s t  which has such charac te r is t ic s  is 
to be treated f o r  tax purposes as a 
t ru s t  o r  as an association depends on 
whethe r there  a re  associates and an 
objective to c a r ry  on business and di­
vide the gains the re f rom . On the o ther 
hand, since associates and an objective 
to c a r ry  on business and divide the 
gains the re f rom  a re  g en e ra l ly  common 
to both corpo ra t ions and pa rtnersh ips , 
the determ ination o f  whethe r an o rg an i­
zation which has such cha racte r is t ics  is 
to be treated fo r  tax purposes as a p a r t ­
nersh ip o r  as an association depends on 
whethe r there  exists cen tra l iza t ion  o f  
management, con t inu ity  o f  l i fe ,  free 
t ran s fe ra b i l i t y  o f  in terests , and limited 
l iab i l i ty .

( 3 )  An un incorpo ra ted  o rgan iza t ion  
sha l l  not be c lassified as an association 
unless such o rgan iza t ion  has more c o r ­
porate characte r is t ic s  than noncorpo ­
rate characte r is t ics . In  de term in ing 
whethe r an o rgan iza t ion  has more c o r ­
porate characte r is t ics  than noncorpo ­
rate  characte ris t ics , a l l  characte r is t ics  
common to both types o f  o rgan iza t ions 
sha l l  not be considered. F o r  example, i f  
a limited pa r tne rsh ip  has centra lized 
management and free  t r a n s fe ra b i l i t y  o f  
in terests but lacks con tinu ity  o f  l i fe  
and limited l iab i l i ty , and i f  the lim ited 
pa r tne rsh ip  has no o th e r  cha ra c te r is ­
tics which a re  signif icant in d e te rm in ­
ing its c lassification, such limited pa rt 
nersh ip  is nol c lassified as an assoc ia ­
tion. A lthough the limited p a r tn e r ­
ship a lso  has associates and an ob jec­
tive to c a r ry  on business and divide the 
gains the re f rom , these characte r is t ics  
a re  not considered because they a re  
common to both corpo ra t ions and p a r t ­
nerships.

( 4 )  The ru les o f  this section and
301.7701 3 and 301.7701 1 a re ap ­

p licab le on ly  to taxab le  yea rs  beginning 
a f t e r  December 31, 1!)(',(). However, fo r  
any  taxab le  yea r beginning a f t e r  De­
cember 31, 1960, but be fo re  October 1, 
10(11, any amendment o f  the agreement 
estab lish ing the o rgan iza t ion  w i l l ,  in 
the case o f  an o rgan iza t ion  in existence 
on November 17, I960 , be treated f o r  
purposes o f  de te rm in ing  the c lass i f ica ­

tion o f  the o rgan izat ion as being in ef­
fec t as o f  the beginning o f  such taxable 
y e a r  ( i )  i f  the amendment o f  the agree­
ment is made he fo re  October 1, 19G1. 
and ( i i )  i f  the amendment results in 
the classification o f  the organization 
under the ru le s  o f  this section and §5 

301 .7701-1 , 301.7701-3 , and 301 7701-4 
in the same manner as the organiza­
tion was classified f o r  tax purpo.es on 
November 17, 1960.

(5.) The ru le s  o f  paragraph (h )  of 
th is section a re  applicable only to tax­
ab le  years beginning a f te r  December 
31, I9 60 . However, in the case o f an 
o rgan iza t ion  fo rmed as a partnership 
association , a business trust, an ordi­
na ry  business corporation , or a pro­
fess iona l serv ice organization formed 
under a local law o r  regulatory rule 
specifica l ly au thor iz ing  the formation 
o f  such o rgan izat ions , the rules o f  para­
g raph (h )  o f  this section shall not ap­
p ly  to any taxab le yea r ending on nr 
be fo re  December 31 ,1964 , i f  such organ­
ization made its re turn fo r  any such 
taxab le  year , filed at o r p r io r  to the time 
( in c lud ing  extensions the reo f) that the 
re tu rn  fo r  such taxable year was re­
quired to be filed, ns i f  its income were 
subject to the tax imposed by section 
11 o f  the Code ( re la t ing  to tax imposed 
on co rp o ra t ion s ) .

<b) Continu ity  o f  li fe . ( 1) An or­
ganization has continuity o f  li fe if the 
death, insanity, bankruptcy, retirement, 
resignation, o r  expulsion o f  any mem­
ber w i l l  not. cause a dissolution nf the 
o rgan iza t ion . On the other hand. If 
Ihe death, insanity , bankruptcy, retire­
ment, resignation, o r  expulsion of any 
member wi l l cause a dissolution of the 
o rganization , continuity o f  l i fe  does not 
exist. I f  the retirement, death, nr In­
san ity  o f  a genera l partner o f  a limit­
ed pa r tne rsh ip  causes a dissolution of 
Ihe partnersh ip , unless Ihe rcmninitif 
genera l pa r tners  agree to continue the 
pa r tne rsh ip  o r  unless all remaining 
members agree to continue the partner­
ship, cont inu ity  o f  l i fe  docs not rxli l . 
See G lc iisder Text i le  Company (19(2) 
46 H.T.A. 176 (A ., C.H. 1942 -1 ,3 ) .

( 2 )  F o r  purposes o f  this paragraph, 
disso lution o f  an organization mean* »• 
a l te ra t ion  o f  the identity o f an organ­
ization by reason o f  a change in the re­
la t ionship between its members as de­
termined under local law. For exam­
ple, since tile resignation o f  a partner 
from  a genera l partnership destroy-* 
the mutual agency which exists hrlwrr*
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snip Act, such a genera l pa rtnersh ip  
cannot achieve effective concentrat ion 
o f  management powers and, the re fo re , 
centra l ized management. U sua l ly ,  the 
act o f  any  p a r tn e r  w ithin the scope o f 
the pa rtne rsh ip  business binds a l l  the 
p a r tn e rs ;  and even i f  the pa r tners  
agree among themselves tha t the pow­
ers o f  management sh a l l  be exc lus ive­
ly in a selected few, this agreement w i l l  
be ineffective as aga inst an outs ide r 
who had no notice o f  it. In  addition, 
limited pa rtne rsh ips  sub jec t to a s ta t ­
ute correspond ing to the U n i fo rm  L im ­
ited P a r tn e rsh ip  Act, gene ra l ly  do not 
have centra lized management, but cen­
tra lized management o rd in a r i ly  does 
exist in such a lim ited pa r tne rsh ip  i f  
subs tan t ia l ly  a l l  the interests in the 
pa r tne rsh ip  a re  owned by the limited 
partners .

( d )  L im ited l iab i l i ty .  ( 1 )  An o rg an ­
ization has the corpo ra te  characte r is t ic  
o f  lim ited l iab i l i ty  i f  under loca l law 
there is no member who is pe rsona l ly  
liab le f o r  the debts o f  o r  c la ims against 
the o rgan iza t ion . Pe rsona l l iab i l i ty  
means that, a c red ito r  o f  an o rg an iz a ­
tion may seek persona l sa t is fac t ion  
f rom  a member o f  the o rgan iza t ion  to 
the extent tha t the assets o f  such o rg an ­
ization a re  insufficient to sa t is fy  the 
c red itor's  c la im . A member o f  the o r ­
ganization who is pe rsona l ly  l iab le  fo r  
the ob ligations o f  the o rgan izat ion may 
make an agreement under which ano th ­
e r  person, whether o r  not a member o f  
the o rgan iza t ion , assumes such liab i l i ty  
o r  agrees to indemnify  such member 
fo r  any such liab i l i ty . However, i f  un ­
der loca l law the Member remains liab le 
to such c red ito rs  no tw ithstanding such 
agreement, there exists persona l l i ab i l ­
ity with respect to such member. In 
the case o f  a genera l pa r tne rsh ip  sub ­
ject to a s tatute  co r respond ing to the 
Un i fo rm  Pa r tn e rsh ip  Act, pe rsona l l i a ­
bi lity  exists with respect to each gen­
e ra l pa r tner . S im i la r ly ,  in the case o f  
a limited pa r tne rsh ip  subject to a s ta t ­
ute cor respond ing to the U n i fo rm  L im ­
ited Pa r tn e rsh ip  Act, persona l l iab i l i ty  
exists with respect to each genera l p a r t ­
ner, except as p rovided in subparag raph 
( 2 ) o f  Ih is  pa rag raph .

( 2 )  In tin* ease o f  an o rgan iza t ion  
formed as a limited pa rtnersh ip , pe r ­
sonal l iab i l i ty  does nol exist, f o r  p u r ­
poses o f  this pa rag raph , with respect 
lo  a genera l p a r tn e r  when be has no 
substantia l assets (o th e r  than his in ter

est in the p a r tn e rsh ip ) which could be 
reached by a c red i to r  o f  the organiza­
tion and when no is mere ly  a "dummy”  
act ing as Ihe agent o f  the limited part­
ners. Notw iths tand ing the formation 
o f  the o rgan iza t ion  as a limited partner­
ship. when the limited pa r tners  act as 
the p i in c ip a ls  o f  such genera l partner, 
persona l l iab i l i ty  w i l l  exist with respect 
to such limited pa rtne rs .  A lso, i f  a cor­
porat ion is a genera l pa r tne r , personal 
l iab i l i ty  exists with respect to such gen­
e ra l p a r tn e r  when the corporation has 
substantia l assets (o th e r  than its inter­
est in the p a r tn e rsh ip ) which could be 
leached by a c red i to r  o f  the limited 
pa rtnersh ip . A genera l pa r tne r may 
contribute his services, hut no capital, 
to the o rgan iza t ion , hut i f  such general 
p a r tn e r  has substantia l assets (other 
I linn his in te rest in the partnership), 
there exists persona l l iab i l i ty . Further­
more, i f  the organ izat ion is engaged in 
f inancia l transactions which involve 
la rge  sums o f  money, and i f  the general 
pa r tners  have substantia l assets (other 
than I he ir  in terests in the partnership), 
there exists persona l l iab i l i ty  although 
the assets o f  such genera l partners 
would he insufficient lo  sat is fy  any sub­
s tan tia l portion o f  the obligations of 
the organ izat ion , In addition, although 
the genera l p a r tn e r  has no substantial 
assets (o th e r  than his interest in the 
p a r tn e r sh ip ), persona l l iabi lity  exists 
with respect to such general partner 
when lie is not mere ly  a "dummy" act­
ing as the agent o f  the limited part­
ners.

( e )  Free t ran s fe rab i l i ty  o f  interests.
( I )  An o rgan iza t ion  has the corporate 
characte r is t ic  o f  free t ransferabi l ity  of 
in terests i f  each o f  its members or those 
members owning substant ia l ly  a l l of the 
interests in the nrgnmzntinn have the 
power, without the consent of other 
members, to substitu te fo r  themsolvci 
in the same o rgan izat ion a person who 
is not a member o f  the organization. 
In o rd e r  f o r  this power o f substitution 
to exist iii the corpora ls sense, the 
member must he able, without the eon- 
sent o f  o ther members, to confer upon 
his substitute a l l the attributes of his 
interest in the organization , Thus, the 
characte r is t ic  o f  f ree  transferabi lity of 
in terests does mil exist in il case in 
which each member can, without the 
consent o f  o the r members, assign only 
his r ight to share in profi ts but cannot 
so assign his rights to participate in 
the management o f  the organization 
Fu r the rmore , a lthough the agreement
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provides f o r  the t r a n s f e r  o f  a member ’s 
interest, there  is no power o f  subst i tu ­
tion and no f re e  t ran s fe ra b i l i t y  o f  in ­
terest i f  under loca l law a t r a n s fe r  o f  a 
member’s in te re s t  resu lts in the d isso lu ­
tion o f  the old o rgan iza t ion  and the 
fo rmation o f  a new organization .

( 2 )  I f  each member o f  an o rg an iza ­
tion can t r a n s f e r  his in terest to a pe r ­
son who is not a member o f  the o rg an i­
zation o n ly  a f t e r  having offered such in ­
terest to th r  o th e r members a t its f a i r  
market va lue , it w i l l  be recognized that 
a modified fo rm  o f  f r e e  t ran s fe rab i l i ty  
o f in terests e x is t j .  In  de term in ing the 
classification o f  an o rgan izat ion , the 
presence o f  th is modified corporate  
characteristic w i l l  be accorded less s ig­
nificance than i f  such characte r is t ic  
were present in an unmodified fo rm .

( f )  C ross re fe rence . See pa rag raph
(b ) o f  § 301 .7 701 -3  f o r  the application 
to limited pa rtnersh  os o f  the ru le s  re ­
lating to c o rp o ra l  iracteris t ics .

(g )  Examples. m e  app lica tion o f  
the ru les described in this section may 
be i l lu s t ra ted  by the fo l low ing  exam ­
ples:

Example ( 1 ) .  (D e le te d )
Example (£ ) .  A g r ou p  o '  seven doc to r*  f o rm* 

a clinic f o r  the pu rpose  o f  fu rn ish ing , f o r  profi t, 
medical am i su rg ica l  serv ices to tho public. 
They each t r a n s f e r  asse ts  to the c lin ic , and 
their agreemen t p rov ides  th a t except upon com* 
plf ta Ih iu ldnt lon o f  the o rgan isa t ion  on the vo le  
of th re e - fou r th s  o f  Its members ,  no membe r linn 
any Ind iv idua l Inte rcut In Its assets . T h e i r  
agreement a lso  p rov ides that n e i th e r  ih e  death , 
Insanity, bank rup tcy ,  re t i remen t ,  res ignat ion , 
nor expuls ion o f  a  m em be r  shah cause the d ls- 
solution o f  the o rgan iza t ion .  However ,  under 
tho app l icab le  loca l law . a  m em be r  who with* 
draws does have the power to disso lve Ihe 
organization. Wh i te  the ag reemen t provides 
that the m anagemen t  o f  the c lin ic I* to ho 
vested exc lus ive ly  In an executive  committee  
of fou r  members  e lected l»y a l l  the members , 
this p rov is ion Is ine f fec t ive  as aga ins t  out* 
sldent who hud no notice o f  I t ;  and there fo re ,  
tho act o f  a n y  m em be r  w ith in the scopo o f  tho 
organizat ion ’ s business hinds tho o rgan izat ion  
Insofar as such ou ts ide rs  u ro  con c i in ed .  W h l lo  
tho ag reemen t dec la res  that each Ind iv idua l 
doctor a lone  Is l iab le  f o r  acts o f  ma lpract ice , 
members o f  the  c lin ic a re , never the less ,  person * 
ally liab le f o r  a l l deb ts  o f  the c l in ic  Inc lud ing 
claims based on ma lp rue tU  o. N o  m em be r  has 
the righ t,  without tho consen t o f  a l l  tho e the r 
members, to  t r a n s f e r  Ids Inte res t to a  docto r 
who Is not a m em be r  o f  the ctiltlc. The  o rg a n i ­
sation ban assoc ia tes and an ob jec t ive  l o  c a r ry  
on business and div ide the ga ins  (he re f rom . 
However, It duos not have the co rpo ra te  c h a r ­
acteristics o f  c on t inu i ty  o f  li fe , cen t ra l ized  m a n ­
agement, limited l iab i l i ty ,  and f ree  t rans fe r*  
Ability o f  Inte res ts . The  o rgan iza t ion  wi ll  ho 
classified an n pa r tn e rsh ip  f o r  a l l  pu rposes o f  
tho In te rna l  Revenue Code.

E> ample ( 3 ) .  A g r o u p  o f  t w e n t y  f i v e  l a w y e r s  
form' An o r g a n i z a t i o n  f o r  ( h e  p u r p o s e  o f  f u r *  
dia l l ing , f o r  p i o f t t .  l e g a l  s e r v i c e s  t o  t h e  p u b l i c .

T h e i r  a g re emen t  prov ides  th a t  the o rgan iza t ion  
w i l l  d isso lve upon the dea th , insan i ty ,  b a n k ­
ruptcy . re t i remen t ,  o r  e xpu ls ion  o f  a  member .  
W h i l e  th e i r  O fr reemcnt p rov ides th a t  the m a n ­
agemen t o f  the o rgan iz a t ion  is to be vested e x ­
c lus ive ly  In an  execut ive  c omm it tee  o f  f ive m em ­
bers e lected by  a l l  the  membe rs ,  th is p rov is ion 
Is Ine f fect ive os aga in s t  ou ts ide rs  who had no 
notice o f  i t ;  and , th e re fo re ,  the act o f  any  
membe r  w ith in  the  scope o f  the o rg an i z a t io n ’ s 
business binds the o rgan iz a t io n  I n s o fa r  as such 
outs ide rs  a ro  concerned . M embers  o f  the o r g a n ­
iza t ion a re  pe rsona l ly  l i ab le  f o r  a l l  debts , o r  
c la ims aga inst ,  the o rgan iza t ion .  No  membe r  
has tho r igh t , w i thou t  tho consent o f  a l l  the 
o the r  membe rs ,  to t r a n s f e r  his in te re s t  to  a 
law ye r  who  Is not a  m em be r  o f  tho o rgan izat ion . 
Th o  o rgan iza t ion  has assoc ia tes and an ob ject ive  
to c a r r y  on business and  d iv ide the ga ins th e r e ­
f rom . Howeve r ,  th e  f o u r  c o rpo ra te  c h a ra c t e r ­
ist ics o f  l im ited  l iab i l i ty ,  cen tra l ized  m an ag e ­
ment ,  f ree  t r a n s f e r a b i l i t y  o f  Inte res ts , and c o n ­
t inu ity  o f  li fe  a re  absen t In th is  ro se .  Tho  
o rgan iza t ion  wi l l be c lass if ied as a  pa r tne rsh ip  
fo r  a l l  pu rposes o f  the In t e rn a l  Revenue Code.

E x am p le  ( 4 ) .  A g roup  o f  tw en ty - f iv e  persons 
fo rm s  an o rgan iz a t io n  fo r  th o  purpose o f  e ng ag ­
ing In rea l  esta te  Inves tmen t  act iv it ies , Each  
membe r  has the powe r  to d isso lve  the o rg a n i z a ­
tion at a n y  t ime. The  m anagem en t  o f  the 
o rgan iza t ion  Ih vested exc lu s ive ly  In an exe cu ­
ti ve comm it tee  o f  live m embe rs  e lected by a l l  
the membe rs ,  and unde r the app l icab le  loca l 
law', no one ac t ing  w i thou t  the a u th o r i t y  o f  
th is committee  has the pow e r  to hind tho o r ­
gan iza t ion  by  his acts . U n d e r  tho app l icab le  
loca l law', each m em be r  Is pe rsona l ly  l iab le  fo r  
tho ob l iga t ions o f  the o rgan iza t ion .  E v e r y  m e m ­
ber has tho r igh t to  t r a n s f e r  I l ls In te res t  to 
a pe rson who Is not a  m em be r  o f  the o r g a n ­
iza t ion , hut ho must  f ir st  adv ise  the o rg a n i z a ­
tion o f  the proposed t r a n s f e r  and give It the o p ­
po r tun i ty  on a vote o f  the m a jo r i t y  to pu rchase  
tho In te res t  nt I ts  f a i r  m a rk e t  value. T h e  o r ­
gan iza t ion  lias assoc ia tes a nd  an  ob ject ive  to 
c a r r y  on business and  d iv ide  the ga ins th e r e ­
f rom . W h i le  tho o rgan iz a t io n  doe* have tho 
cha rac te r i s t ics  o f  c en t ra l iz ed  m anagemen t  and 
a  modi fied fo rm  o f  f re o  t r a n a fo rnb l l l t y  o f  In ­
te rests . It does no t have the co rpo ra te  c h a r ­
acte r is t ics  o f  c on t inu i ty  o f  l i fe  and l im ited l i a ­
bi li ty  U nd e r  tho c i rcumstances  presented , the 
o rgan i z a t ion  wi ll  he class if ied as a pa r tne rsh ip  
f o r  a l l  pu rposes o f  the In te rn a l  R evenue  Code.

E xamp le  ( 5 ) .  A g roup  o f  tw en ty - f iv e  persons 
fo rm s  an o rgan iz a t io n  f o r  the  pu rpose  o f  e n ­
gag ing In rea l esta te  Investment act iv i t ies .  U n ­
d e r  th e i r  ag reemen t ,  the o rgan iz a t ion  Is to  have 
a  l l f o  o f  tw en ty  y ea rs ,  and unde r the app licab le  
loca l law, no m em be r  has th o  power to  dissolve 
tho o rgan iza t ion  p r io r  to the exp i ra t ion  o f  that 
period T h o  m anagemen t  o f  the o rgan iz a t ion  Is 
vested exc lus ive ly  In an execu t ive  comm it tee  o f  
five members  e lected by a l l  the membe rs ,  and 
tinder the app l icab le  loca l btw no one act ing 
w ithout the a u th o r i t y  o f  th is c omm it tee  line 
the power to  hind the o rgan iza t ion  by his 
acts . U nd e r  the app l icab le  local law, each 
membe r  Is pe rsona l ly  l iab le  fu r  the ob l iga t ions 
o f  the o rgan iza t ion . E v e r y  membe r  has tho 
r ight to  t r a n s f e r  his Inte res t to a  pe rson who 
Is not a  membe r  o f  the o rgan iza t ion ,  hut ho 
imirit first adv ise the o rgan iza t ion  o f  Ihe p r o ­
posed t r an s fe r  and  g ive It th > oppo r tun i ty  on a 
vote o f  the m a jo r i t y  to  pu rchase  tho Inte rest 
at Its f a i r  m a rke t va lue  T h e  o rgan iza t ion  has 
associa tes and an ob je c t iv e  to c a r r y  nil business 
and div ide the  ga ins the re f rom . W h i le  th o  o r -
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pan lza t lo n  does not have  the co rpo ra te  c h a r ­
a c te r i s t ic  o f  limited li ab i li ty .  It docs have  c on ­
t inu i t y  o f  li fe , cen t ra l ized  m anagemen t ,  and  n 
mod I f led fo rm  o f  f re e  t r a n s fe ra b i l i t y  o f  Inte res ts . 
T h e  o rgan iza t ion  wi ll  he c lass if ied a s  an  a ssoc ia ­
t ion f  e nil purposes o f  the In te rn a l  Revenue 
Cod

Exam p le  ( 6 ) .  A g roup  o f  tw en ty - f iv e  persons 
fo rm s  nil o rgan iza t ion  f o r  pu rposes o f  engag ing 
In rea l  esta te  Inves tmen t act iv it ie s . Each 
mem be r  has the power to d isso lve  ttie o r g a n i ­
za t ion  a t  any  t ime. Th e  m anagem en t  o f  the 
o rgan iza t ion  Is vested exc lus ive ly  In an execu ­
ti ve  commit tee  o f  live members  e lected by a ll  
the members ,  and unde r the app l icab le  local 
law. no one ac t ing  w ithou t thr; a u th o r i t y  o f 
this comm it tee  has tho power to  hind the 
o rgan iza t ion  by his nets.  U nd e r  the app licab le  
loca l law . tho l iab i l i ty  o f  each m em be r  f o r  the 
ob l iga t ions o f  the o rgan iza t ion  Is l im ited to 
paid and  .subscribed capita l . E v e r y  membe r  
has the r ight to  t r a n s f e r  his In te re s t  to a person 
who Is not a membe r  o f  the o rgan iza t ion ,  bu t  he 
must tlrat adv ise the o rgan i z a t ion  o f  the p r o ­
posed t r a n s f e r  and give. It the opp o r tun i ty  on  n 
vo to  o f  the  m a jo r i t y  io  pu rchase  the Inte res t nt 
I ts  f a i r  m a rke t  value. The  o rgan iz a t ion  has a s ­
soc iates and an ob jec t ive  to  c a r r y  on business 
and d iv ide the ga ins th e re f rom . Wh i le  tho o r ­
gan iza t ion  does not have  the cha ra c te r i s t i c  o f  
con t inu i ty  o f li fe , it docs have  lim ited l iab il i ty , 
cen t ra l ized  management , and ii modi fied fo rm  
o f  f r e e  t r an s fe rab i l i ty  o f  In te res ts . The o r g a n ­
iza t ion  wi ll  ho c lassif ied as an assoc ia t ion fo r  
a l l  pu rposes o f  the In te rn a l  R evenue  Code.

E x am p le  ( 7 ) .  A g roup  o f  tw en ty - f iv e  persons 
fo rm s  an o rgan iza t ion  f o r  the pu rpose  o f  In v e s t ­
ing In secur it ies so as to educate the members  
In pr inc ip les and te r l i l ih iues o f  Inves tmen t p r a c ­
tices am i lo  sha re  the Income f r om  such In v e s t ­
ments . Whi le  the ag reemen t s ta te s  that the 
o rgan iza t ion  will  ope ra te  unt i l  t e rm ina ted  by a 
th re e - f o u r th s  voto of (be  to ta l i i i innhersh lp and 
wi ll  not te rm ina te  upon the w i thd raw a l  o r  dea th 
o f  tiny member . Under l lm  app l icab le  loca l law. 
a membe r  has Ihe  power lo  d isso lve  the o rg a n ­
iza t ion a t  any  l ime. Th e  business o f  the o r ­
gan iza t ion  Is ca r r ied  on hy the membe rs  at 
r e gu la r  mon th ly  meet ings ami buy o r  sell  
act ion m ay  be taken on ly  when voted by 
a m a jo r i t y  o f  the o rgan iza t ion 's  membersh ip 
present . E lected officer* p e r fo rm  on ly  m in i s ­
te r ia l  funct ions such as pres id ing ut meet ings 
and c a r ry in g  out th« di rec t ion*  o f  the member* .  
Members  o f  the o rgan iz a t ion  a re  pe rsona l ly  Hu* 
bln f o r  a l l  debts of, o r  clii lm.s aga ins t ,  tho I T -  

guni/.utinn. No membe r may  t r a n s f e r  Ids m em ­
bership . Tho o rgan iza t ion  has assoc ia tes m i l  
an ob jec t ive  to c a r r y  on business a nd  div ide Ihe 
ga ins th e re f iom , Howeve r ,  the o rgan iza t ion  
does i i o |  have tho c o rpo ra te  cha rac te r i s t ics  o f  
l im ited  l iab i l i ty ,  f re e  t r an s fe ra b i l i t y  of In te res ts , 
e o n i ln u l i y  o f  life, and cen tra l ized management .  
Thu o rgan iza t ion  wi l l he t rea ted  iu» a p a r t n e r ­
ship f o r  nil purposes o f  the I n te rn a l  Revenue  
Code.

( h )  OluMsilicnHon o f  p ro fe ss iona l 
service organizations. ( l )  ( i )  A p ro fe s ­
s iona l service o rgan iza t ion  is I routed 
as a co rpo ra t ion  ( o r  as an association 
and, I l ie re fo re , taxab le  as a c o rp o r a t i o n ) 
on ly  i f  il lias sufficient. c o rpo ra te  chnr- 
ncteriit lica to he c lassifiab le as a c o rpo ­
rat ion under pa rag raph ( a )  o f  Ib is sec­
tion, ra th e r  than as a pa r tn e rsh ip  o r  
p rop r ie to rsh ip . F o r  purposes o f  de te r ­

m ining the c lassification o f  an o rgan i­
zation unde r these regu la t ions , the term 
“ p ro fe ss iona l serv ice o rg an iza t ion ,”  as 
used in th is pa rag raph , means an o rgan­
ization fo rmed by one o r  more persons 
lo  engage in a business invo lv ing  the 
pe r fo rmance  o f  p ro fe ss iona l services 
f o r  pro fit which under loca l law, may 
not be organ ized and operated in the 
fo rm  o f  an o rd in a ry  business corpora ­
tion having the usua l cha rac te r is t ics  o f 
such a co rpo ra t ion . Thus, even i f  a pro­
fess iona l service o rgan iza t ion  is o rgan­
ized as an o rd in a ry  business co rpora ­
tion, th is pa rag raph applies i f  such cor­
poration is sub jec t to loca l regu la to ry  
ru les  which deprive such corpo ra t ion  o f 
the usua l characte r is t ics  o f  an o rd ina ry  
business •orporation . Th is  paragraph 
app lies irrespective o f  whethe r an o r­
ganization is labeled unde r  loca l law 
as a p ro fe ss iona l serv ice corporation, 
a p ro fe ss iona l service association, a 
I rust, o r  otherwise.

( i i )  In de term in ing whether a pro ­
fess iona l service o rgan iza t ion  has Ihe 
m a jo r  characte r is t ic s  o rd in a r i ly  found 
in a business corpo ra t ion  and whether 
any o th e r  s ignif icant fa c to rs  a re to be 
taken into account in c las s i fy ing  the or­
ganization , the special p ro fess iona l re­
quirements o f  Ihe p ro fess ion  engaged in 
by the members o f  the organization 
must lie taken into consideration . A l­
though such an o rgan iza t ion  may have 
associates and is engaged in business 
f o r  profit, the re la t ionsh ips  o f  the mem­
bers o f  such an o rgan iza t ion  to each 
o th e r as well as the ir  re la t ionsh ips to 
employees, to c l ients , patients, o r  cus­
tomers and lo  the public a re  inherently 
d i f fe ren t f rom  the re la t ionsh ips charac­
teristic o f  an o rd in a ry  business corpo­
ration . In determ ining the nature of 
these re la t ionsh ips , consideration must 
be given In the law under which Ihe 
o rgan iza t ion  is fo rmed , the character, 
a rt ic les  o f  association, bylaws, o r other 
documents re la t ing  to Ihe fo rmation of 
the o rgan izat ion , and a l l  o ther facts 
and ru les gove rn ing  o r  perta in ing lo 
such re la t ionsh ips in the usual course 
o f  the practice o f  the p ro fess ion  o f  the 
part ic ipants.

( 2 )  A p ro fe ss iona l serv ice organiza­
tion does not have continu ity  o f  life 
within the meaning o f  paragraph (b) 
o f  this section i f  the death, insanity, 
bankruptcy , ret irement, resignation, ex­
puls ion, p ro fe ss iona l disquali f ication, or 
election to inconsistent public office of 
any member wi l l (dete rm ined without
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I

regard  to any ag reement among the 
members) cause under loca l law the dis­
so lu tion o f  the o rgan iza t ion . A busi­
ness corpo ra t ion  has a con t inu ing  iden­
tity as an entity  which is not dependent 
upon a s h a reh o ld e r ’s active pa r t ic ipa ­
tion in any  capacity in the production o f  
the income o f  the co rpo ra t ion . F u r th e r ­
more, the in te re s t  o f  a sha reho !d f  : n an 
o rd ina ry  business corpo ra t ion  ii des 
a r igh t to share in the profits o f  t . 
poration, and such r igh t is not lega l ly  
dependent (dete rm ined w ithou t regard 
to any agreement among the sh a re ­
ho lders ) upon his pa rt ic ipa t ion  in the 
production o f  the co rpo ra t ion 's  income. 
However, the in te rest  o f  a member o f  a 
p ro fess iona l serv ice o rgan iza t ion  gen­
e ra l ly  is in ex tr icab ly  bound to the estab 
lishment and continuance o f  an employ­
ment re la t ionsh ip  with the o rgan izat ion , 
and he cannot sha re  in the pro fi ts  o f  a 
p ro fess ional serv ice o rgan iza t ion  unless 
he a lso  sha res  in the pe r fo rmance  o f  the 
services rendered by the o rgan izat ion . 
Fo r purposes o f  th is pa rag raph , the 
term "employment re la t ionsh ip "  is used 
to describe such active pa rt ic ipa t ion  by 
the member and is not restr icted to the 
eommon-law meaning o f  such term. I f  
local law , app licab le regu la t ions , o r  p ro ­
fessional ethics do not pe rm it a member 
of a p ro fe ss iona l service o rgan iza t ion  to 
share in its pro fi ts  un less an employ­
ment re la t ionsh ip  exists between him 
and the o rgan iza t ion , and i f  in such 
case, he o r  his estate is requ ired  to d is ­
pose o f  his in te rest  in the o rgan iza t ion  
if the employment re la t ionsh ip  te rm i­
nates, the continu ing existence o f  
the o rgan iza t ion  depends upon the 
will ingness o f  its remain ing members, 
if any, e ithe r to agree, by p r i o r  a r ­
rangement o r  a t the time o f  such 
termination, to acqu ire  his interest 
or to employ his proposed successor. 
The continued existence o f  such a p ro ­
fessional serv ice o rgan iza t ion  is s im i la r  
to that o f  a pa rtne rsh ip  fo rmed under 
the U n i fo rm  Pa r tn e rsh ip  Aet, whose 
business continues pu rsuan t to an ag ree ­
ment p rov id ing  that the business wi l l 
bo continued by the remain ing mem­
bers a f t e r  the w ithd rawa l o r  death o f  
a partner (see pa rag raph  (b )  o f  this 
section), and is essentia l ly  d i l fe rent 
from the cont inu ity  o f  l i fe  possessed 
by an o rd in a ry  business corpo ra t ion . 
Consequently, such a p ro fe ss iona l s e rv ­
ice o rganization lacks continu ity  o f  l i fe  

Ct) In  app ly ing  the ru les o f  p a ra ­
graph ( c )  o f  th is section, re la t in g  to

cen tra l iza t ion  o f  management, a p ro ­
fess iona l serv ice o rgan iza t ion  does not 
have cen tra l iza t ion  o f  management 
where the m anage rs  o f  a p ro fe ss iona l 
serv ice o rgan iza t ion  under loca l law 
a re  not vested with the cont inu ing ex ­
c lusive a u th o r i ty  to determ ine any  one 
o r  more o f  the fo l low ing  m at te rs :  ( i l  
The h i r in g  and fi r ing o f  p ro fe ss iona l 
members o f  the o rgan iza t ion  and its p r o ­
fess iona l and lay employees, ( i i )  the 
compensation o f  the members and o f  
such employees, (H i )  the condit ions o f  
employment— such ns wo rk ing  hours , 
vacat ion periods, and sick leave, ( i v )  
the persons who w i l l  be accepted as 
c lients o r  patients , ( v )  who w i l l  handle 
each ind iv idua l case o r  matter, ( v i )  the 
p ro fe ss iona l po lic ies and procedures to 
be fo l low ed  in hand ling  each ind iv idua l 
case, ( v i i )  the fees to be charged by the 
o rgan izat ion , ( v i i i )  the na tu re  o f  the 
records to be kept, th e i r  use, and th e i r  
disposit ion , and ( i x )  the times and 
amounts o f  d is t r ibu t ions  o f  the e a rn ­
ings o f  the o rgan iza t ion  to its members 
as such. Moreover , a lthough  a measure 
o f  cen tra l con tro l may exist in a p ro fe s ­
s iona l serv ice o rgan iza t ion , the man­
agers o f  a p ro fe ss iona l serv ice o rg an iza ­
tion in which a member re ta in s t rad i ­
tiona l p ro fe ss iona l respons ib i l i ty  c an ­
not have the con t inu ing  exc lus ive a u ­
tho r i ty  lo  determ ine a l l  o f  the matters 
described in the preceding sentence. I n ­
stead. such m easu re  o f  cen tra l con tro l 
is no more than that ex ist ing in an o rd i ­
na ry  la rge  p ro fe ss iona l pa r tne rsh ip  
which has one o r  more so-ca l led manag­
ing pa r tn e rs  and in which a member 
reta ins the t rad i t iona l p ro fe ss iona l a u ­
tonomy with respect to p ro fe ss iona l de­
cis ions and the  t rad i t iona l respons ib i l ­
ity o f  a p ro fe ss iona l person to the client 
o r  patient. Such measure o f  centra l 
con tro l is essen t ia l ly  d i f fe ren t f r om  the 
cen tra l iza t ion  o f  management existing 
in an o rd in a ry  business corpo ra t ion . 
T he re fo re ,  c en t ra l iza t ion  o f  manage­
ment does not exist in such a p ro fe s ­
sional service organ izat ion .

(• I ) A p ro fe ss iona l serv ice o rg an iza ­
tion has the c o rpo ra te  characte r is t ic  o f  
limited l iab i l i ty  w ith in the meaning o f 
pa rag raph  (c l) o f  th is section on ly  i f  
the pe rsona l l iab i l i ty  o f  its members, in 
the ir capac ity  as members o f  the o r ­
ganization , is no g re a te r  in any  aspect 
than that o f  s liareholdcr-etnp loyees o f  
an o rd in a ry  business corporat ion . I f  
under loca l law  and the ru les  pe rta in ­
ing to p ro fe ss iona l practice, a mutua l
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agency re la t ionsh ip , s im i la r  to that 
ex is t ing  in an o rd in a ry  p ro fe ss iona l 
pa rtne rsh ip , exis ts between the mem­
bers o f  a p ro fe ss iona l serv ice o rg an i­
zation , such o rgan iza t ion  lacks the c o r ­
porate  charac te r is t ic  o f  lim ited l iab i l ­
ity.

( 5 )  ( i )  I f  the r ig h t  o f  a member o f
a p ro fe ss iona l serv ice o rgan iza t ion  to 
share in its p ro fi ts  is dependent upon 
the existence o f  an  employment r e l a ­
t ionship between him and the o rg an iza ­
tion, f r e e  t r a n s fe ra b i l i t y  o f  in terests 
w ith in  the mean ing o f  pa rag raph  (e )  
o f  th is section exists on ly  i f  the mem­
ber, w ithou t the consent o f  o th e r mem­
bers, may t r a n s f e r  both the r ig h t  to 
share in the p ro fi ts  o f  the o rgan iza t ion  
and the r ig h t  to an employment r e la ­
t ionship with the o rgan iza t ion .

( i i )  The  co rpo ra te  characte r is t ic  o f  
free t r a n s fe ra b i l i t y  o f  in terests exists 
in a modified fo rm  w ith in the meaning 
o f  pa rag raph  ( e )  ( 2 )  o f  th is section 
when a sha reho ld e r  in an o rd ina ry  
business co rpo ra t ion  can t r a n s fe r  his 
in te rest  in such co rpo ra t ion  on ly  a f t e r  
having o ffe red such in terest to the o ther 
sha reho lde rs  a t  its f a i r  market value. 
In such a case, the so-ca lled r ight ol 
f i rs t  re fu s a l  app lies  on ly  to an interest 
which is a r ig h t  to share in the profits , 
the assets, and the management o f  the 
enterp r ise . However, i f  the interest o f  
a member o f  a p ro fe ss iona l service o i-  
gan iza t ion consti tu tes a r ig h t  to share 
in the p ro fi ts  o f  the o rgan iza t ion  which 
is con tingen t upon and inseparab le  from  
the member's con t inu ing  employment 
re la t ionsh ip  with the o rgan iza t ion , and 
the t r a n s f e r  o f  such interest is subject 
to a r ig h t  o f  first re fu sa l ,  such interest 
is sub jec t to a power in the o th e r mem­
bers o f  the o rg an iza t ion  to determine 
not on ly  the ind iv idua ls  whom the o r ­
gan iza t ion is to employ, but a lso  who 
may sha re  with them in the pro fi ts  o f 
the o rgan iza t ion . The possession by 
o th e r members o f  the power to de te r ­
mine, in connection with the t r an s fe r  
o f  such an in terest , whom the o rg an iza ­
tion is to employ is so substant ia l a 
h ind rance  upon the free  t ran s fe rab i l i ty  
o f  in terests in the o rgan iza t ion  that 
such power prec ludes the existence o f 
a modified fo rm  o f  f ree  t ran s fe rab i l i t y  
o f  in terests . T h e re fo re ,  i f  a member 
o f  a p ro fe ss iona l serv ice o rgan izat ion 
who possesses such an in terest may 
t r a n s f e r  his in te rest  to a qua li f ied pe r­
son who is no* a member o f  the o rg an i­

zation on ly  a f t e r  hav ing  first o ffered his 
in terest to the o th e r  members o f  the 
o rgan iza t ion  at its f a i r  m arket value, 
the co rpo ra te  cha rac te r is t ic  o f  free 
t r a n s fe ra b i l i t y  o f  in te rests  does not 
exist.
Added Nov. 3, 19G7, F .R . 15241.

§ 301.7701-3 Partnerships
( a )  In genera l .  The term “ pa r tne r­

sh ip" is b roade r  in scope than the com­
mon law meaning o f  pa r tne rsh ip  and 
may inc lude groups not commonly 
ca l led pa r tnersh ips . Thus, the term 
“ pa r tn e rsh ip "  inc ludes a syndicate, 
group, pool, jo in t  venture , o r  o th e r un­
incorpora ted o rg an iza t ion  through o r  by 
means o f  which any business, financial 
opera tion , o r  ven tu re  is ca r r ied  on, and 
which is not a co rpo ra t ion  o r  a trust or 
estate w ith in the meaning o f  the In ­
terna l Revenue Code o f  1954. A jo in t 
undertak ing  mere ly  to sha re  expenses is 
not a pa r tnersh ip . F o r  example, i f  two 
o r  more persons jo in t l y  construct a 
ditch mere ly  to d ra in  su r fa ce  water 
f rom  the ir  p ropert ies , they arc not pa rt­
ners. Mere co-ownersh ip o f  property 
which is maintained , kept in repair , and 
rented o r  leased does not. constitute a 
partnersh ip . F o r  example, i f  an indi­
v idua l owner, o r  tenants in common, o f 
fa rm  p roperty  lease it to a fa rm e r  fo r  a 
cash ren ta l o r  a sha re  o f  tin1 crops, they 
do not necessari ly  c reate a partnersh ip 
thereby. Tenants in common, however, 
may be pa r tn e rs  i f  they active ly carry 
on a trade, business, f inanc ia l opera­
tion, o r  venture  and divide the profits 
thereo f . F o r  example, a partnersh ip  ex­
ists i f  co-owners o f  an apartment build­
ing lease space and in addition provide 
services to the occupants e ither direct­
ly  o r  through an agent.

<b) L im ited pa rtn e rsh ip s— (1 ) In
genera l . An o rgan iza t ion  which quali­
fies as a lim ited pa r tn e rsh ip  under State 
law  may be classified f o r  purposes of 
the In te rna l Revenue Code as an ordi­
na ry  pa r tne rsh ip  o r  as an association. 
Such a limited pa r tne rsh ip  will be treat­
ed as an association if , apply ing the 
pr inc ip les set fo r th  in ij 301.7701 -2, the 
o rgan iza t ion  more n ea r ly  resembles a 
corpo ra t ion  than an o rd in a ry  partner­
ship o r  o th e r  business entity .

( 2 )  Examples. The principles of 
this pa rag raph may be i l lustrated by 
the fo l low ing  examp les :

K e p t  to  d n t o  b y  U ,  S .  C o d e  C o n y r c s s l o n . a l  a n d  A d m i n i s t r a t i v e  N o w s  P a m p h le t s
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DEFINITIONS § 301 .7 7 0 1 -4
Example (t). Throe Individuals form an or­

ganization which qualifies ns a limited partner­
ship under the laws of the State In which the 
organization was formed. The purpose of the 
organization Is to acquire and operate various 
pieces of commercial and other Investment 
property for profit. Each of the three Indi­
viduals who are general partners Invests JMO.OOO 
In the enterprise. Five million dollars of addi­
tional capital is raised through contributions of 
1100,000 or more by each of thirty limited part­
ners The three general partners are personally 
capable of assuming a substantial part of the 
obligations lo be incurred by the organization. 
While a limited partner may assign Ms right to 
receive* a share of the profits and a return of his 
conti ibuiion. his assignee docs not become a 
substituted limited partner except with the 
unanimous consent of the general partners. The 
llfo of the organization as stateil In the certifi­
cate Is 2d years, but the death, insanity, or re­
tirement of a genera! partner prior to the ex­
piration of the 20-year period will dissolve the 
organization. Th< general partners have ex­
clusive authority to manage tin? affairs of the 
organization but ran act only upon the unani­
mous consent of nil of them. The organization 
has associates and an objective to carry on 
business and divide the gains iM'refrcns, which 
characterize both partnerships and corporations. 
While the organization has the corporate char­
acteristic of centralized management, since sub­
stantially till of the interests In the organiza­
tion are owned by the limited partners, it dons 
not have the characteristics of continuity of llfo, 
free transferability of InlerestK, or limited lia­
bility. The organization will be classified as a 
partnership for all purposes of the Internal 
Ho venue Code.

Example <2). Three individuals form an or­
ganization which qualifies as a limited partner­
ship under the laws of the Slate In which the 
organization was formed. The purpose of the 
organization Is to acquire and operale various 
pieces of cointnciclal and other liivosliuent prop, 
erty for profit. The certificate provides that ill© 
life of the organization Is to lie M years, unless 
a general partner dies, becomes insane, or re­
tires during sindi period. On the occurrence of 
such dentil. Insanity, or retirement, the remain­
ing general pari tiers may continue Hie business 
of the partnership for the balance of the III- 
year period under a right so to do stated In 
the certificate. Kadi of the three Individ­
uals who Is a general partner invests $r»ft.fn)0 
In the enterprise and has means lo satisfy lho 
business obligations of the organization to a 
substantial extent. Five million dollars of addi­
tional capital Is lalsed through the sale of free­
ly transferable Interests In nnioonls of $I0,<>00 
nr less lo limited partners. Nine hundred such 
Interests are sold, The interests of the 9«»0 
limited parlurts are fully tmnsfetable, that Is, 
a transferee acquires all the attributes of tbo 
transferor's Interest In tin* organization. Tim 
general partners have exclusive control over 
management of the business, their Interests are 
not (rnnsfct'nhlc, nnd their liability for debts of 
the organization Is not limited lo their capital 
contributions. The organization Inis associates 
ami an olijeelive lo carry on business and divide 
llio gains therefrom. It does not Imvo the cor­
porate dmrnctei isllrs of limited liability and 
continuity of life. It lias centralized manage­
ment. however, since the three general part­
ners exercise exclusive control over the man­
agement of the business, a ml since substantially 
nil of Hie Interests In Hie organization are

owned by the limited partners. While the 
Interests of the general partners are not trans­
ferable. Jin transferability test of nn association 
Is met since substantially all of the Interests 
In tbo organization are represented by trans­
ferable interests. Tin* organization will be 
classified as a partnership for all purposes of 
the Internal Kevciiuc Code.

( c )  P a r tn e rsh ip  associations. The 
laws o f  a number o f  States prov ide f o r  
the fo rm a t ion  o f  o rgan iza t ions com­
mon ly  known as pa r tne rsh ip  assoc ia ­
t ions. Such a pa r tne rsh ip  association 
w i l l  be treated as an association i f ,  ap­
p ly ing  the pr inc ip les set fo r th  in § 
301 .7701-2 , the o rgan iza t ion  more near­
ly  resembles a corpo ra t ion  than the 
o ther types o f  business entities.

( d )  P a r tn e r .  The term " p a r tn e r 1' 
means a member o f  a pa rtnersh ip . 
Added Nov. 3. 10(17. 32 F .R . 15241.

§ 301.7701-4 Trusts
( a )  O rd in a ry  trusts . In genera l , the 

term  " t r u s t ”  as used in the In te rn a l 
Revenue Code re fe rs  lo  an a rrangement 
created e ithe r by a wi l l o r  by an in ter 
v ivos dec la ra t ion  whereby trustees take 
t it le  to p rope r ty  f o r  the purpose o f  p ro ­
tecting o r  conse rv ing  it f o r  the benefi­
c ia ries under the o rd in a ry  ru les  app lied 
in chancery o r  probate courts. U sua l ly  
the beneficiaries o f  such a t ru s t  do no 
more than accept the benefits the reo f 
and a rc  no t the v o lu n ta ry  p lanne rs  o r  
c rea to rs  o f  the t ru s t  a rrangement. 
However, the beneficiaries o f  such a 
trust, may lie the persons who create it 
and it w i l l  be recognized as a t ru s t  un­
de r ttie In te rna l Revenue Code i f  it was 
created f o r  the purpose o f  pro tecting o r  
conserv ing the t ru s t  p roperty  f o r  bene­
fic iaries who stand in the same re la t ion  
to the trust  as they would i f  the trust 
had been created by o thers  f o r  them. 
G enera l ly  speaking, an a rrangement 
w i l l be treated as a t rus t under the I n ­
terna l Revenue Code i f  it can lie shown 
tha t the purpose o f  the a rrangemen t is 
to vest in trustees responsib i l i ty  f o r  
the protection and conservation o f  p rop ­
e r l y  f o r  beneficiaries who cannot share 
in the d ischarge o f  this responsib i l i ty  
and. the re fo re , a re  not associates in n 
jo in t  ente rp r ise  f o r  the conduct o f  busi­
ness f o r  profit.

( b )  UusincsH trusts . The re  a re  other 
a rrangements which a re  known as 
trusts because the legal t it le to p roperty  
is conveyed to trustees fo r  the benefit o f

I n t o r n n l  R e v e n u e  C e d e  r e f e r e n c e s  a r e  I d e n t i c a l  w i t h  2 0  U . S .C .A .  ( I .R .C . I 9 f i< 1 )  s e c t i o n s
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