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would not be passed on to the partners. Income distributions by the part-
nership would be taxed again to the partners and would not be deductible
by the partnership.® Furthermore, redemptions of partnership interests and
liquidating distributions by the partnership would trigger taxable capital
gains or possibly ordinary income.” The partnership could also be subject
to such delights as the personal holding company tax® or the accumulated
earnings tax.’

election under section 1362(a) to be taxed as an S corporation. Generally, pursuant to pro-
visions of the newly-enacted Subchapter S Revision Act of 1982, an S corporation is not
subject to federal income tax and shareholders are taxed much like partners in a partner-
ship, i.e., each item of income, loss, deduction, or credit is passed through to the shareholders
and reported on their individual returns. See L.LR.C. §§ 1363 & 1366 (West Supp. 1983).
An S corporation is now required to compute its taxable income in the same manner as
an individual except that items of income, deduction, loss, and credit are stated separately
(and passed on to the shareholders) and certain deductions prescribed in section 703(a)(2)
are disallowed. ]

6. Thus, income earned by the partnership would be taxed twice—once at the part-
nership level at regular corporate rates and once at the partner level at regular ordinary
income rates that could range as high as 50%. See I.R.C. § 1 (Supp. V 1981).

7. Distributions in redemption of stock are treated as a distribution in payment in
exchange for the stock if such distribution falls within one of the subparagraphs of section
302(b). As such, and assuming the stock is a capital asset in the hands of the shareholder,
it is likely that the shareholder would receive capital gain treatment. However, in certain
circumstances, such shareholder may still be faced with ordinary income treatment. If a
corporation redeems all or a part of its stock and if section 302(a) is not applicable, the
redemption will be treated as an ordinary distribution subject to the provisions of section
301. Such distributions are taxed as dividends to the extent of the corporation’s current
and accumulated earnings and profits. I.R.C. § 301(c)(1) (1976). The portion of such distribu-
tion not treated as a dividend is treated as a tax-free return of capital. I.R.C. § 301(c)(2)
(1976). The excess of the amount of the distribution over the adjusted basis of the stock
is treated as gain from the sale or exchange of property. I.R.C. § 301(c)(3) (1976).

In addition to the foregoing rules, if section 341 (the collapsible corporation rules) is
applicable, a shareholder may be faced with ordinary income treatment upon the sale or
exchange of his interest in the company. See B. BitTker & J. EusTiCE, TAxaTION OF COR-
PORATIONS AND SHAREHOLDERS ch, 12 (4th ed. 1979). Also, if a corporation is completely
liquidated within one calendar month and proper elections are made pursuant to section
333, a portion of the gain recognized by a shareholder could be taxed as ordinary income.
Pursuant to section 333, a qualified electing shareholder must recognize any gain to the
extent of the greater of (i) his ratable portion of the corporation’s earnings and profits,
or (ii) the amount of money and the value of stock or securities acquired by the corpora-
tion after December 31, 1953. A noncorporate shareholder must treat such gain as a divi-
dend to the extent of such shareholder’s ratable portion of post-1913 corporate earnings
and profits; the remainder, if any, of the gain is taxable as capital gain. I.R.C. § 333(¢)
(1976). A corporate shareholder receives capital gain treatment for the entire amount of
recognized gain. [.LR.C. § 333(f) (1976).

8. LR.C. §§ 541-547 (1976 & Supp. V 1981). These provisions generally provide that
if at least 60% of a corporation’s ‘‘adjusted ordinary gross income”’ is ‘‘personal holding
company income,”’ and if more than 50% in value of the stock of the corporation is owned
directly or indirectly (applying certain constructive ownership rules) by or for five or fewer
individuals, then a tax at the rate of 50% is imposed on the corporation’s ‘‘undistributed
personal holding company income.’’

9. LR.C. §§ 531-537 (1976 & Supp. V 1981). The accumulated earnings tax is im-
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If an enterprise is classified as a partnership for federal income tax
purposes, however, the federal income tax effects are quite different. Items
of income, gain, loss, deduction, and credit are passed through the entity
and reported by the members of the partnership on their respective
returns.'® Some nonliquidating distributions to partners may be treated
as guaranteed payments under section 707(c); distributions treated in this
manner would be taxable to the recipient as ordinary income, although
they would generally be deductible as ordinary and necessary business
expenses of the partnership.’' Other nonliquidating distributions usually
result in no gain or loss to the recipient.'? If any gain results, however,
it is generally taxable as capital gain.'’

posed on every corporation (other than personal holding companies, foreign personal holding
companies, and corporations exempt under section 501) “formed or availed of for the pur-
pose of avoiding the income tax with respect to its shareholders or the shareholders of
any other corporation, by permitting earnings and profits to accumulate instead of being
divided or distributed.” I.R.C. § 532(a) (1976). A corporation will be considered to be formed
or availed of for the ‘‘bad purpose’ if earnings and profits of the corporation are per-
mitted to accumulate beyond the reasonable needs of the business, unless the corporation
proves otherwise by a preponderance of the evidence. I.R.C § 533(a) (1976). Additionally,
the ‘‘fact that any corporation is a mere holding or investment company shall be prima
facie evidence of the purpose to avoid the income tax with respect to shareholders.’”” I.R.C.
§ 533(b) (1976). The accumulated earnings tax is imposed at a rate of 27-1/2% of the first
$100,000 of accumulated taxable income and 38-1/2% of accumulated taxable income in
excess of $100,000. I.R.C. § 531 (1976).

10. Section 701 provides that the partners, not the partnership, are liable for income
tax in their individual capacities. Section 702(a) provides generally that each partner must
account separately for his distributive share of certain specified gains and losses of the part-
nership, other items of income, gain, loss, deduction, or credit, and the partnership’s tax-
able income or loss not subject to separate computation—the ‘‘bottom line.”” L.R.C. § 702(a)(8)
(1976). Thus, unlike a regular corporation, a partnership is not a taxable entity; only the
individual partners report and are taxed on items of partnership gains and losses on their
separate tax returns. Thus, there is no double taxation.

11. Guaranteed payments that constitute capital expenditures must be capitalized and
added to the basis of the partnership assets pursuant to section 263. See Cagle v. Commis-
sioner, 63 T.C. 86 (1974), aff’d, 539 F.2d 409 (5th Cir. 1976); Rev. Rul. 75-214, 1975-1
C.B. 185.

12. LR.C. § 731(a) (1976). Gain will be recognized by a partner upon distribution-only
to the extent any money distributed exceeds the adjusted basis of the distributee partner’s
interest in the partnership immediately before the distribution. L.R.C. § 731(a)(1) (1976).
Loss will be recognized only with respect to certain distributions in liquidation of a part-
ner’s interest in the partnership. I.R.C. § 731(a)}(2) (1976). A partnership will not recognize
any gain or loss upon the distribution of property (including money) to a partner. I.R.C.
§ 731(b).

Different rules apply to certain liquidating distributions to a retiring partner or a deceased
partner’s successor in interest, as discussed infra text accompanying notes 136-45, and to
the distribution of unrealized receivable items and substantially appreciated inventory items.

13. L.R.C. § 741 (1976). However, if the partnership owns unrealized receivables or
substantially appreciated inventory items, as those terms are defined in section 751, gain
recognized by the partners may be taxable as ordinary income. I.R.C. § 751 (1976 & Supp.
V 1981). These rules are intended to prevent partners from converting potential ordinary
income into capital gains by selling or exchanging partnership interests. Additionally, sec-
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For federal income tax purposes, the Code defines a partnership to
include: ‘“‘a syndicate, group, pool, joint venture or other unincorporated
organization through or by means of which any business, financial opera-
tion, or venture is carried on, and which is not, within the meaning of
[the Code], a corporation or a trust or estate.”’'* This definition is much
broader than the common law meaning of the term ‘‘partnership,”’ and
arrangements that are not commonly considered partnerships under state
law may be partnerships for federal income tax purposes.!* Conversely,
an arrangement that constitutes a partnership under state law is not
automatically treated as a partnership for federal income tax purposes.'¢

In order for an enterprise to constitute a partnership under Louisiana
law, there must be a contract between two or more persons pursuant to
which they agree ‘‘to combine their efforts or resources in determined
proportions and to collaborate at mutual risk for their common profit
or commercial benefit.””'” All entities that are treated as partnerships for
federal income tax purposes would satisfy the ‘‘joint profit sharing”’ re-
quirement of Louisiana law.'* However, simply because an enterprise is
a partnership under Louisiana law does not automatically make it a part-
nership for federal income tax purposes.

An organization will be classified as an association taxable as a cor-
poration for federal income tax purposes only if certain criteria!® are met;
the organization’s classification under state law is immaterial.?* The
applicable Treasury Regulations list six major characteristics of a corpora-
tion: (i) the existence of associates, (ii) an objective to carry on business
and divide the gains therefrom, (iii) continuity of life, (iv) centralization
of management, (v) liability for corporate debts limited to corporate prop-
erty, and (vi) free transferability of interests.?' An organization will be
treated as an association taxable as a corporation if, after considering

tion 751(b) provides for the treatment of certain distributions which alter a partner’s in-
terest in unrealized receivables and substantially appreciated inventory items. See generally
W. McKEEg, W. NELsON & R. WHITMIRE, FEDERAL TAXATION OF PARTNERSHIPS AND PART-
NERS § 25.03 (1977) (hereinafter cited as McKEE, NELSON & WHITMIRE).

14. LR.C. § 761(a) (Supp. V 1981).

15. See Treas. Reg. § 1.761-1 (1982); Treas. Reg. §§ 301.7701-1(c), -3(a) (1967).

16. Treas. Reg. § 301.7701-1(c) (1967).

17. LaA. Civ. CoDE art. 2801.

18. The Treasury Regulations indicate that the presence of associates in the venture
and an objective to carry on a business activity and divide the gains therefrom are generally
common to both partnerships and corporations. Treas. Reg. § 301.7701-2(a)(2) (1967).
Therefore, if an enterprise is treated as a partnership for federal income tax purposes, such
enterprise must necessarily consist of one or more persons who have the common objective
to carry on a business and to share in the profits generated by such business. Thus, the
requirements of Civil Code article 2801 should be satisfied also.

19. Treas. Reg. § 301.7701-2 (1967).

20. Id. § 301.7701-1(c) (1967).

21. Id. § 301.7701-2(a)(1) (1967).
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all of the facts and circumstances, the organization’s characteristics cause
it to more nearly resemble a corporation than a partnership.?* Although
the Treasury Regulations state that ‘‘other factors’’ may be considered
in conjunction with the six ‘‘major characteristics’’ listed above,?* the
Internal Revenue Service has recently conceded that only the six major
characteristics will be considered.? ‘

The first two characteristics, the existence of associates and an objec-
tive to carry on business for joint profit, are common to both partner-
ships and corporations and are neutral in distinguishing the two types
of entities for federal income tax purposes.?* Thus, if an organization
has associates and an objective to carry on business for joint profit,
whether that organization will be classified as an association taxable as
a corporation will usually depend upon whether the organization possesses
more than two of the other four major corporate characteristics.?® If such
an organization lacks two or more of the remaining four major corporate
characteristics, it will be classified as a partpership for federal income
tax purposes.

Continuity of Life

An organization does not possess the corporate characteristic of con-
tinuity of life if the death, insanity, bankruptcy, retirement, resignation,
or expulsion of any member causes a dissolution of the organization.?’
If the retirement, death, or insanity of a general partner of a limited part-
nership causes its dissolution unless the remaining general partners or all
remaining partners elect to continue the partnership, then the corporate
characteristic of continuity of life will not be present.?® For this purpose,
the term ‘‘dissolution’’ means ‘‘an alteration of the identity of an organiza-
tion by reason of a change in the relationship between its members as
determined under local law.’’*® Thus, if any of the events described above
causes a dissolution of a partnership under local law, the corporate
characteristic of continuity of life does not exist.

The regulations also provide that where the term of an organization

22. Id. § 301.7701-2(a)(3) (1967).

23. Id. §§ 301.7701-2(a)(l), -2(a)(3) (1967).

24. In Larson v. Commissioner, 66 T.C. 159 (1976), acq. 1979-1 C.B. 1, the United
States Tax Court indicated that for the sake of predictability it would not consider other
factors for purposes of classifying an enterprise ‘‘unless their materiality [is] unmistakable.”’
Id. at 185, n.22, Following Larson, the Internal Revenue Service issued revenue ruling 79-106,
1979-1 C.B. 448, which lists seven factors that will not be considered as ‘‘other factors’’
for purposes of classifying certain unincorporated enterprises.

25. Treas. Reg. § 301.7701-2(a)(3) (1967).

26. Id.

27. Id. § 301.7701-2(b)(1) (1967).

28. Id. See generally McKEE, NELsON & WHITMIRE, supra note 13, { 3.06[4][a].

29. Id. § 301.7701-2(b)(2) (1967).
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is for a stated period of time or until the completion of a stated trans-
action, pursuant to an agreement among the parties or by local law, con-
tinuity of life does not exist if the effect of the agreement or local law
is that any member has the ‘‘power,”’ although not necessarily the con-
tractual ‘‘right,”’ to dissolve the partnership.?® The regulations further pro-
vide that a general partnership, subject to a statute which corresponds
to the Uniform Partnership Act, or a limited partnership, subject to a
statute which corresponds to the Uniform Limited Partnership Act or the
revised Uniform Limited Partnership Act, both lack continuity of life.*'
However, because Louisiana partnership law does not correspond to the
Uniform Partnership Act, the Uniform Limited Partnership Act or the
revised Uniform Limited Partnership Act, this provision of the regula-
tions is inapplicable to Louisiana partnerships.

Louisiana Civil Code article 2826 now provides that a partnership
will be terminated upon the occurrence of one of the following events:
(i) the unanimous consent of all partners, (ii) a judgment of termination,
(iii) the granting of an order for relief to the partnership under chapter
7 of the Bankruptcy Code, (iv) the reduction of its membership to one
person, (v) the expiration of a specified term, if any, or (vi) the attain-
ment of, or the impossibility of attainment of, the object of the partner-
ship. A partnership also terminates in accordance with provisions of the
partnership agreement.?? '

As previously noted, the Treasury Regulations provide that continuity

of life does not exist if the death, insanity, or retirement of a general

partner will cause a limited partnership to dissolve, unless the remaining
general partners or all of the remaining members agree to continue the

partnership.’® A Louisiana partnership in commendam is not subject to

a statute corresponding to the Uniform Limited Partnership Act or the

revised Uniform Limited Partnership Act, and the 1980 version of Civil

Code article 2826 did not provide for termination of a Louisiana partner-

ship in commendam upon any of the events set forth in the Treasury

Regulations. Until the law was changed retroactively in 1981,3¢ every Loui-

30. Id. § 301.7701-2(b)(3) (1967).

31. Id. All references to the Uniform Partnership Act, §§ 1-43, 6 U.L.A. 1-544 (1914),
throughout the regulations regarding the classification of associations are also deemed to
refer to the revised Uniform Limited Partnership Act, §§ 101-1105, 6 U.L.A. 173-229 (Supp.
1976). See Treas. Reg. § 301.7701-2(a)(5), T.D. 7889, 1983-22 I.R.B. 16.

32. La. Civ. CoDE art. 2826.

33. Treas. Reg. § 301.7701-2(b)(1) (1967).

34. Section 1 of Act 797 of 1981 amended and reenacted Civil Code article 2826 by
providing that a partnership also terminated upon the ‘‘retirement from the partnership,
or the death, interdiction, or dissolution of any general partner unless the partnership is
continued by the remaining general partners under a right to do so stated in the contract
of partnership or with the consent of all of the remaining general partners.”’ The provisions
of Act 797 of 1981 became effective September 11, 1981, but applied to all partnerships
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siana partnership in commendam that was formed without providing for
termination upon the occurrence of any one of the terminating events
included in the Treasury Regulations or without allowing at least one
member to terminate it at will possessed the corporate characteristic of
continuity of life.

In 1982, however, the Louisiana Legislature amended Civil Code article
2826% by deleting the language that had been added in 1981 and by adding
the following paragraph:

A partnership in commendam, however, terminates by the retire-
ment from the partnership, or the death, interdiction, or dissolu-
tion, of the sole or any general partner unless the partnership
is continued with the consent of the remaining general partners
under a right to do so stated in the contract of partnership or
if, within ninety days after such event, all the remaining partners
agree in writing to continue the partnership and to the appoint-
ment of one or more general partners if necessary or desired.>®

With this addition, a Louisiana partnership in commendam now lacks
the corporate characteristic of continuity of life, provided there are no
contrary provisions in the partnership agreement.

All Louisiana partnerships other than partnerships in commendam,
however, appear to continue to possess the corporate characteristic of con-
tinuity of life, absent provisions in the partnership agreement that comply
with the Treasury Regulations.

Centralized Management

If the partnership agreement or applicable state law grants the contin-
uing, exclusive authority to make management decisions regarding the
operation of a partnership to one or more persons in a manner similar
to a board of directors of a corporation, the partnership will possess the
corporate characteristic of centralized management.*’ Centralized manage-
ment can be established in a person or group of persons ‘‘by election
to office, by proxy appointment, or by any other means which has the
effect of concentrating in a management group continuing exclusive

existing on that date without divesting, however, vested rights or impairing contractual obliga-
tions. The provisions of Act 797 of 1981 were subsequently repealed, however, by Act 273
of 1982, which became effective on July 18, 1982.

35. 1982 La. Acts, No. 273, § 1.

36. La. Crv. CoDE art. 2826, para. 3. This language was derived from section 20 of
the Uniform Limited Partnership Act which provides as follows: ‘“The retirement, death
or insanity of a general partner dissolves the partnership, unless the business is continued
by the remaining general partners (a) under a right so to do stated in the certificate, or
(b) with the consent of all members.”” 6 U.L.A. 604 (1916).

37. Treas. Reg. § 301.7701-2(c)(1) (1967).
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authority to make management decisions.’’*® Such a management group
must possess the sole authority to transact ordinary business (as opposed
to the performance of ministerial acts) on behalf of the partnership without
the approval of the other members.*® ' :

The Treasury Regulations specifically provide that because of the
mutual agency relationship between partners in a general partnership sub-
ject to a statute similar to the Uniform Partnership Act, such a partner-
ship cannot have centralized management.*® This results from the fact that
the act of any partner in the ordinary course of partnership business
generally binds the partnership. Although Louisiana has not specifically
adopted the Uniform Partnership Act, the concept of a mutual agency
relationship among the partners in a Louisiana general partnership, similar
to that established by section 9 of the Uniform Partnership Act, is now
found in Civil Code articles 2814 and 2816.4' As a result, it is likely that
a Louisiana partnership having no partners in commendam will lack the
corporate characteristic of centralized management.*? This result follows

38. Id. § 301.7701-2(c)(2) (1967).

39. Id. § 301.7701-2(c)(3) (1967).

40. Id. § 301.7701-2(c)(4) (1967). Section 9 of the Uniform Partnership Act provides,
in part, as follows:

(1) Every partner is an agent of the partnership for the purpose of its business,
and the act of every partner, including the execution in the partnership name
of any instrument, for apparently carrying on in the usual way the business of
the partnership of which he is a member binds the partnership, unless the partner
s0 acting has in fact no authority to act for the partnership in the particular mat-
ter, and the person with whom he is dealing has knowledge of the fact that he
has no such authority,

(2) An act of a partner which is not apparently for the carrying on of the
business of the partnership in the usual way does not bind the partnership unless
authorized by the other partners.

6 U.L.A. 132 (1914). See also UniF. LTD. PARTNERSHIP AcT § 20, 6 U.L.A. 604 (1916)
- quoted supra note 36.

41. For a discussion of the concept of mutual agency as established by Civil Code
article ‘2814, see Note, Louisiana’s New Partnership Provisions: A Review of the Changes
and Some Continuing Problem Areas, 42 La. L. REv. 1429, 1431-32 (1982).

42. Even though Civil Code article 2807 provides that decisions regarding the manage-
ment and operation of the partnership must be made by a majority of the partners unless
the parties agree otherwise, it is not entirely clear whether such provision will result in cen-
tralized management. Since each partner in a Louisiana general partnership is a mandatary
of the general partnership for all acts in the ordinary course of a partnership’s business,
other than the alienation, lease, or encumbrance of an immovable, it is doubtful that a
Louisiana general partnership will have the corporate characteristic of centralized manage-
ment. Since any general partner can bind the partnership and other partners with respect
to most matters in the ordinary course of the partnership’s business, no person or group
of persons has the exclusive authority to make management decisions. See Treas. Reg. §
301.7701-2(c)(1), (3) (1967). For instance, if a majority of the partners of a general partner-
ship voted against a particular transaction affecting the management or operation of the
partnership, but a partner nonetheless entered into the transaction, the partnership would
still be bound; thus, the majority would not have exclusive control over management of
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even if the general partners appoint one or more persons as managing
general partners, because the other general partners have the power to
bind the partnership with respect to transactions in the ordinary course
of the partnership’s business or which benefit the partnership.*?

The Treasury Regulations also provide that partnerships subject to
a statute corresponding to the Uniform Limited Partnership Act generally
do not have centralized management.** However, centralized management
exists in such a partnership if substantially all of the interests in the part-
nership are owned by the limited partners.** The same rule should apply
to Louisiana partnerships in commendam, although there is no
jurisprudence to date on this point. The Internal Revenue Service’s private
rulings on the status of Louisiana partnerships in commendam have relied
solely on lack of continuity of life and limited liability for classifying
such entities for federal income tax purposes.*¢

On October 27, 1980, the Treasury Department proposed a modifica-
tion to the existing association regulations*’ to provide that references to
the Uniform Limited Partnership Act were also to be read as references
to the revised Uniform Limited Partnership Act.** At the same time,
however, an additional factor was added by the proposed regulations to
the effect that if the limited partners have the right to remove the general
partner, all of the facts and circumstances will be taken into account in

the partnership, and centralized management would not exist. On the other hand, an argu-
ment could be made that, because the Civil Code provides that management decisions must
be made by a majority of the partners, centralized management exists. Several courts have
rejected this argument, however, and it is further weakened by the fact that, unless other-
wise provided by agreement between the parties, a Louisiana general partnership establishes
a mutual agency among the parties. Such a ‘‘mutual agency’’ relationship is contrary to
the concept of centralized management in certain circumstances, because no person or group
of persons has exclusive management authority. See supra text accompanying note 40.

43. LA. Civ. CobpE arts. 2814, 2816. ““A partner who has no authority to act for the
partnership due to a stipulation in the partnership agreement can bind the partnership if
the third person with whom he deals neither knows nor has reason to know of the paftner’s
lack of authority to bind the partnership.”” La. Civ. CopE art. 2814, comment (a).

44, Treas. Reg. § 301.7701-2(c)(4).

45. Id. At one time the Internal Revenue Service took the position that if the interests
of general partners total at least 20% of all partnership interests, the limited partners should
not be considered as owning substantially all of the interests in the partnership. See Points
to Remember, 25 Tax Law. 177, 179 (1971) [hereinafter cited as Points]. Whether or not
this is the present position of the Internal Revenue Service is uncertain.

46. IRS Letter Ruling 8250041 (Sept. 13, 1982), 1982 Priv. LTR. RuL. (P-H) { 4499;
IRS Letter Ruling 8245046 (Aug. 11, 1982), 1982 Priv. LTrR. RuL. (P-H) § 6287; IRS Letter
Ruling 8226132 (Mar. 31, 1982), 1982 Priv. LTrR. RuL. (P-H) § 6367; IRS Letter Ruling
8152057 (Sept. 30, 1981), 1981 Priv. LTR. RuL. (P-H) § 6792; IRS Letter Ruling 8124153
(Mar. 23, 1981), 1981 Priv. LTR. RuL. (P-H) { 6665.

47. Treas. Reg. § 301.7701-2 (1967).

48. Proposed Treas. Reg. § 301.7701-2(a)(5) (1983). These regulations were adopted
on April 25, 1983. T.D. 7889, 1983-22 L.R.B. 16.
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determining whether or not the partnership has centralized management.*
Those regulations also provided that a substantially restricted right of the
limited partners to remove the general partner (e.g., in the event of the
general partner’s gross negligence, self-dealing, or embezzlement) would
not in itself cause the partnership to have centralized management.*°

Civil Code article 2820 allows a partnership to expel a partner by
majority vote for ‘‘just cause,”’ unless otherwise provided in the partner-
ship agreement. The comments to article 2820 give as examples of “‘just
cause’’ a partner’s failure to perform his obligations, engaging in activities
which prejudice the partnership’s business, and the willful or repeated
breach of the partnership agreement.’'

Applying the foregoing rules, most Louisiana partnerships in com-
mendam are likely to possess the corporate characteristic of centralized
management since usually only a small portion of the partnership is owned
by the general partners.*? This is true whether or not the partners in com-
mendam are able to expel the general partner. However, where the general
partner’s interest is substantial, the existence of the power of expulsion
may be relevant to the existence of centralized management. Nevertheless,
it appears that the expulsion power set forth in Civil Code article 2820
is a ‘‘substantially restricted”’ one within the meaning of the association
regulations so that its existence should be of no consequence to the
classification of a Louisiana partnership in commendam for federal in-
come tax purposes.

Limited Liability
For federal income tax purposes, the Treasury Regulations provide
that the corporate characteristic of limited liability exists

if under local law there is no member who is personally liable
for the debts of or claims against the organization. Personal li-
ability means that a creditor of an organization may seek per-

49. Treas. Reg. § 301.7701-2(c)(4), T.D. 7889, 1983-22 1.R.B. 16. Thus, even if a general
partner owns a substantial interest in a limited partnership, centralized management may
exist if the limited partners possess the power to remove a sole general partner and elect
a successor general partner. See Zuckman v. United States, 524 F.2d 729 (Ct. Cl. 1975);
Larson v. Commissioner, 66 T.C. 159, 178-79 (1976), acq. 1979-1 C.B. 1.

50. Id.

51. La. Crv. CopE art. 2820, comment (a).

52. See Points, supra note 45, at 179 (limited partners should not be considered as
owning substantially all of the partnership interests if the general partners own at least 20%
of all of the partnership interests). In most syndicated limited partnerships, the general partners
rarely own in excess of 20% of the total partnership interests. Therefore, it is likely such
partnerships will have the corporate characteristic of centralized management, and the other
three tests (especially limited liability and continuity of life) become much more important.
See private letter rulings cited supra note 46.
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sonal satisfaction from a member of the organization to the extent
that the assets of such organization are insufficient to satisfy the
creditor’s claim.**

The regulations further provide that in the case of a general partnership
subject to a statute corresponding to the Uniform Partnership Act, per-
sonal liability exists with respect to each general partner.’*

With respect to limited partnerships, the Treasury Regulations pro-
vide that personal liability does not exist with respect to a general partner
(individual or corporate) who has ‘‘no substantial assets (other than his
interest in the partnership) which could be reached by a creditor of the
organization and [who] is merely a ‘dummy’ acting as the agent of the
limited partners.”’** The United States Tax Court*® and the United States
Court of Claims®” have confirmed the conjunctive nature of the limited
liability test. Therefore, in order for the characteristic of limited liability
to exist, the general partners (individual or corporate) of a limited part-
nership must be ‘‘dummies’’ and lack substantial assets.

Acknowledging the conjunctive test described- above, the Court of
Claims in Zuckman v. United States*® noted that if a corporate general
partner were merely acting as the agent of the limited partners, the limited
partners, as principals, would be treated as general partners and would
be personally liable for partnership debts.®® If the general partner is not
merely acting as a dummy or agent of the limited partners, but is manag-
ing in his own right, personal liability for the partnership debts exists
with respect to him; thus, some member of the organization will always
be personally liable for the debts. Following the ‘‘agent’’ analysis applied
in Zuckman, then, it would appear impossible for the corporate
characteristic of limited liability ever to exist in a limited partnership. If
the general partner is not merely acting as a dummy or agent of the limited
partners, but is managing in his own right, personal liability for the part-
nership debts exists with respect to him; if, on the other hand, the general
partner is acting as an agent for the limited partners, the limited partners
will be treated as general partners and they will be personally liable for
the partnership debts. Thus, some member of the organization will always
be personally liable for the debts.

The Treasury Regulations provide very little guidance as to what con-

53. Treas. Reg. § 301.7701-2¢(d)(1) (1967).

S4. Id.

§5. Id. § 301.7701-2(d)(2) (1967) (emphasis added).

56. Larson v. Commissioner, 66 T.C. 159 (1976), acq. 1979 1-C.B. 1.

57. Zuckman v. United States, 524 F.2d 729 (Ct. Cl. 1975).

58. Id. at 741.

59. See Treas. Reg. § 301.7701-2(d)(2) (1967) (‘‘Notwithstanding the formation of the
organization as a limited partnership, when the limited partners act as principals of such
general partner, personal liability will exist with respect to such limited partners.’’).
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stitutes ‘‘substantial assets’’ for purposes of the limited liability test.
However, the Internal Revenue Service has in a series of revenue
procedures® set forth certain specified tests that must be satisfied before
it will rule on whether a limited partnership having a sole corporate general
partner will be treated as a partnership. Two of the criteria set forth in
those revenue procedures are: (1) The sole corporate general partner’s net
worth (at current fair market value) at all times during the existence of
the partnership, apart from its interest in the partnership, must be
represented to be equal to (a) 15% of total contributions to the partner-
ship (up to $250,000 of net worth) where the total contributions are
$2,500,000 or less and (b) 10% of total contributions to the partnership
where total contributions exceed $2,500,000. This test is applied cumula-
tively with respect to all partnerships in which the corporation acts as
general partner; and (2) the limited partners, individually or in the
aggregate, may not own (directly or indirectly through attribution)®' more
than 20% of the value of the outstanding capital stock of the corporate
general partner or any of its affiliates.®?

If the net worth requirement is not met, it would appear that the
Internal Revenue Service would not rule on whether the limited partner-
ship in question possessed limited liability even if the second criterion (the
control or ‘‘agency’’ test) was satisfied. Thus, at least for rulings pur-
poses, it appears the Internal Revenue Service interprets the substantial
net worth and agency tests of section 301.7701-2(d)(2) of the Treasury
Regulations in the disjunctive rather than the conjunctive. This ruling posi-
tion appears to conflict with the Tax Court, Court of Claims and the
Treasury Regulations, each of which applies the agency and net worth
tests conjunctively.

Because the Internal Revenue Service’s disjunctive interpretation may
be correct, although this is unlikely, Louisiana’s partnership law should
be examined in light of such interpretation. Civil Code article 2817 pro-
vides that ‘‘[a] partner is bound for his virile share of the debts of the
partnership.”” The comments to article 2817 provide that in delictual

- matters, the general partners’ liability is solidary.®® In contractual mat-
ters, however, a creditor who desires that partners be liable in solido for
a debt of the partnership must ‘‘obtain express agreement from the part-

60. See Rev. P. 72-13, 1972-1 C.B. 735; Rev. P. 74-17, 1974-1 C.B. 438; Rev. P. 75-16,
1975-1 C.B. 676.

61. LR.C. § 318 (1976). Although there is no statutory authority for applying the at-
tribution rules of section 318, the Internal Revenue Service has done so for ruling purposes.
See IRS Letter Ruling 8036033 (June 11, 1980), 1980 Priv. LTR. RuL. (P-H) § 6557 (section
318 attribution rules applied). There is some doubt as to whether the attribution rules of
section 318 should apply. See McKEE, NeLsoN & WHITMIRE, supra note 13, § 3.07[2].

62. Rev. P. 72-13, 1972-1 C.B. 735.

63. La. Civ. CopE art. 2817, comment (c).
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ners to the effect that they are solidarily liable for the debt.’’®* Thus,
unless otherwise provided in the articles of partnership, the personal
liability of each general partner in a partnership having more than one
general partner is limited to his virile share of partnership debts, although
the liability of all general partners taken together is not so limited.
However, there is no reference in the Civil Code as to whether a provi-
sion in the articles of partnership to the effect that partners are solidarily
liable for partnership debts will be effective as to creditors, although the
comments to article 2817 support the proposition.®®

The Internal Revenue Service has on occasion required, as a condi-
tion to issuance of a private letter ruling with respect to a Louisiana part-
nership (general or in commendam) having more than one general part-
ner, a provision in the partnership agreement to the effect that all general
partners agree to be liable in solido (after exhaustion of partnership assets)
for debts on which the partnership had personal liability.*¢ The rationale
is that virile share-liability prevents a creditor from collecting his entire
debt from any one general partner, thus limiting the liability of each
general partner. This position is probably erroneous, particularly in light
of the fact that contractual liability under the Uniform Partnership Act
is joint and not several as among the general partners;*’ only tort liability
is joint and several among them.®® Nevertheless, caution would dictate
a provision in any partnership agreement where there is more than one
general partner to the effect that the general partners agree to be liable

64. La. Civ. CoDE art. 2817, comment (c).

65. Unlike other Civil Code articles dealing with Louisiana partnerships, article 2817
makes no provision for modifying the rules of article 2817 by agreement among the part-
ners. Therefore, it is not entirely clear whether the partnership can provide that general
partners in a partnership (general or in commendam) are solidarily liable for debts of the
partnership. Since a partnership is created by contract, as provided in Civil Code article
2801 and comment (a) thereto, it would follow that the parties are free to contract as they
wish so long as the partnership agreement does not violate public policy. This theory is
supported by Civil Code article 2802 which provides in pertinent part that: *“The contract
of partnership is governed by the provisions in the Title: Of Conventional Obligations, in
all matters that are not otherwise provided for by this Title.”

Comment (b) to article 2802 further supports the position that the parties are free to
depart from provisions of the Civil Code that do not concern matters of public policy.
Although comment (b) to article 2802 seems to indicate that the sharing of debts is a matter
of public policy, it appears highly unlikely that a court would construe a provision in a
partnership agreement which gives creditors greater rights as violative of public policy. Com-
ment (c) to article 2817 provides that only by express agreement from the partners can
they be liable solidarily for a debt. The partnership agreement would appear to be an ade-
quate document for such expression.

66. IRS Letter Ruling 8245046 (Aug. 11, 1982), 1982 Priv. LTR. RuL. (P-H) { 6287;
IRS Letter Ruling 8226132 (Mar. 31, 1982), 1982 Priv. LTr. RuL. (P-H) § 6367; IRS Letter
Ruling 8152057 (Sept. 30, 1981), 1981 Priv. LTR. Rur. (P-H) § 6792.

67. UNIF. PARTNERSHIP ACT, § 15(b), 6 U.L.A. 174 (1914).

68. Id. § 15(a), at 174.
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in solido for all liabilities (tort, contractual, or otherwise) of the partner-
shlp, other than in rem or nonrecourse liabilities.®’

Free Transferability of Interests

The corporate characteristic of free transferability of interests exists
if each of the members of an organization, or those members owning
substantially all of the interests in an organization, has the power, without
the consent of other members of the organization, to substitute for
themselves a person who is not a member of the organization.” Thus,
if a member of an organization is not free to convey to another person
all of the attributes of an interest in a partnership without the consent
of other partners, the corporate characteristic of free transferability of
interests does not exist.”!

Under Louisiana law as it existed prior to 1980, a partner could donate
or sell his or its rights to share in the profits of the partnership with
a third person with respect to his partnership, but the donee or vendee
of such rights did not on that account become a partner.’?> Additionally,
Civil Code article 2871, before its repeal in 1980, provided that a partner
could enter into a partnership interest. This arrangement could be con-
summated without the consent of other partners in the partnership, but
the partner could not make the third person a partner in the original part-
nership without the consent of the other partners.” ’

Under current Louisiana law, the substance of old Civil Code article
2871 has been carried forward into new Civil Code article 2812, which
provides that a partner may ‘‘share’” his interest in a partnership with
a third party (presumably by way of an assignment of a portion of the
profits, gains and losses attributable to the interest in question) without
the consent of the other partners. However, the sharing partner cannot
make the third person a member of the partnership without the consent
of the other partners. Unfortunately, Act 150 of 1980 did not carry over
the substantive provisions of old Civil Code article 2815, which specifically
prohibited a third-party assignee of a partnership interest from becoming

69. The addition of a provision requiring contribution among the general partners (on
a per capita basis or in accordance with whatever ratio the partners can agree upon) should
not prevent a solidary liability provision from being effective for this purpose.

70. Treas. Reg. § 301.7701-2(e)(1) (1967).

71. Compare id. § 301.7701-3(b)(2), example (1) (1967) with id. § 301.7701-3(b)(2),
example (2) (1967).

72. La. Crv. CopE art. 2815 (as it appeared prior to its repeal by 1980 La. Acts, No.
150, § 1).

73. La. Crv. Copk art. 2871 (as it appeared prior to its repeal by 1980 La. Acts, No.
150, § 1); see also Bayou Verret Land Co. v. United States, 450 F.2d 850 (5th Cir. 1971);
United States v. Atkins, 191 F.2d 146 (5th Cir. 1951), cert. denied, 343 U.S. 941 (1952).
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a partner unless the other partners consented thereto. This omission leaves
some doubt as to whether an assignee, vendee, or donee of a partnership
interest can become a substituted partner without the consent of the other
partners, in the absence of a provision in the partnership agreement to
the contrary. Consequently, Louisiana partnership agreements should
specifically provide that no partner may transfer all or part of his interest
in the partnership to another and thereby automatically make his transferee
a substituted partner without the consent of all of the other partners,
or at least the other general partners. Such a provision should prevent
the partnership from possessing the corporate characteristic of free
transferability of interests.

For purposes of other federal income tax provisions (e.g., allocations
of income, gains, losses, and deductions), such an assignee could be treated
as a partner.”* However, because he would have no right to vote with
respect to the interest assigned, or otherwise exercise any management
rights which follow the partnership interest, he would not be a partner
under Louisiana law.” Consequently, the corporate characteristic of free
transferability of interests should not exist.

Basis

Section 704(d) provides that a partner’s distributive share of partner-
ship losses may be deducted only up to the adjusted basis of his interest
in the partnership at the end of the partnership year in which such loss
occurred. Any excess loss over his adjusted basis may be carried forward
and deducted at the end of the partnership year in which his basis is
increased.” A partner’s initial basis in his partnership interest is the sum

74. See Evans v. Commissioner, 447 F.2d 547 (7th Cir. 1971); Rev. Rul. 77-137, 1977-1
C.B. 178. In revenue ruling 77-137, an unadmitted assignee of a limited partnership interest
was treated as a partner for federal income tax purposes since the assignee ‘‘acquired substan-
tially all of the dominion and control over the limited partnership interest.’”’ This statement
probably resulted from the fact that the assignor agreed to exercise any residual rights (e.g.,
the rights to obtain information and inspect the partnership’s books and records) in favor
of the assignee.

At least one practitioner has expressed some concern that the Internal Revenue Service
might extend the scope of revenue ruling 77-137 to provide that virtually every limited part-
nership will possess the corporate characteristic of free transferability even though the part-
nership agreement (or local law) provides that a limited partner cannot cause his assignee
to become a substituted limited partner. Shop Talk, 47 J. Tax’~ 127 (1977). If the Internal
Revenue Service were to adopt such a position, partnership agreements should probably
prohibit any assignments whatsoever. However, the ruling probably stands only for the pro-
position that a person may be a partner for tax purposes without being a partner under
local law. The corporate characteristic of free transferability of interest is likely present
only when the transferor can automatically make his assignee a substituted partner.

75. LaA. Civ. CoDE art. 2812.

76. 1.R.C. § 704(d) (Supp. V 1981).
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