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OWNERSHIP OPTIONS AVAILABLE TO
AGRICULTURAL ENTERPRISES

Carol R. Goforth*

A. Introduction to Part |

1. Scope of This Article

This article is the first of two articles that together will provide an overview of most of the
available organizational choices for persons interested in owning and operating an agricultural
enterprise. Part | will address sole proprietorships, general partnerships, limited liability partnerships,
limited partnerships, and limited liability partnerships. Part Il will address the rules applicable to limited
liability companies, corporations, and cooperatives.

The information provided in this article is general in nature does not purport to address the
specific rules which apply to each of the options in each of the 50 states. For example, all 50 states
have statutes governing the formation and operation of limited partnerships. Most of those statutes
are based on a model act but have been modified in various ways so that the law of each state is at
least slightly different from that of every other state. Notwithstanding the variation in laws from state to
state, there are many attributes of limited partnerships that are generally true no matter which state
law would apply. This article focuses primarily on these general rules, although it also includes
references to most of the major variations on the important rules applicable to each of the entities or
options discussed here.

A generic article of this kind may do more harm than good if the reader fails to understand that
this is only an introduction to the topic of organizational options and not a text geared towards the
specific rules that will apply in any given jurisdiction. The general information contained in this article
is not intended as a substitute for the individualized advice available from experienced counsel.
Rather, it is designed to help the reader learn about and compare the various options for ownership
and operation of an agricultural operation.

Because this article may be consulted by attorneys as well as those who do not have a legal
background, the text is written to be understandable by anyone. Footnotes contain more detailed
information and citations that are likely to be of interest primarily to persons who already have a legal
background, even if their normal areas of expertise do not include the law applicable to business
enterprises.

*Clayton N. Little Professor of Law, University of Arkansas School of Law.



This article does not address non-profit organizations or trusts, even though both of these may
be employed in connection with certain agricultural operations. Rather, the focus of these materials is
on the business forms listed above.

2. Business and Tax Considerations

Although the emphasis in this article will be placed on the business attributes of each of the
available options, it is practically impossible to separate business and tax considerations when it
comes to choice of entity determinations. This article, therefore, includes both business law and most
of the major tax considerations relating to each of the various forms of business enterprise that are
discussed.

This article is organized by considering each of the different organizational options in turn, and
each option is further divided into a consideration of business characteristics and tax status. For some
of the options, additional information will be provided in a third subsection.

With regard to the business characteristics for each of the alternatives discussed, there is a
brief overview of the form of business under state law, including an overview of how the organizational
choice is selected, how it is owned, and default rules concerning such things as management rights,
allocation of profits and losses, distributions, and transferability of ownership interests. This overview
does not seek to take into account every similarity or difference between entity forms, but rather
focuses on what will probably be the most significant factors when comparing one entity against
another.

Certain potentially significant issues, such as the way in which federal and state securities
laws may apply to different organizational choices, are also beyond the scope of this article. As
mentioned earlier, the emphasis is on the attributes of each of the various organizational options under
state law with regard to how the particular enterprise would be created and operated.

Also as mentioned earlier, this article addresses the basic tax considerations simply because
these are often critical in making a decision of which form of ownership makes the most sense from
an economic perspective. The tax considerations are made somewhat more complex by three facts:
(1) the label applied to the entity or form of organization in question under state law will not control the
label utilized for federal or state tax purposes; (2) many of the new forms of business enterprise do not
fit easily into the rules that were drafted before state law of business organizations developed to the
point where it is today; and (3) federal and state tax laws are not always in complete agreement. This
article generally looks only at federal tax law.

Speaking very generally, there are only three different models of taxation employed in
connection with for-profit business enterprises. With some of the options, the organization is ignored
for tax purposes (for example, the sole proprietorship, joint ownership, and the single-member LLC are
generally disregarded for federal income tax purposes, with any income or loss being reported directly
by the owner). With most of the organizations discussed in this article, the prevailing model will be
partnership taxation, and special care will be taken in this article to refer to “tax partnerships” and “tax
partners” when the label is intended to refer to tax considerations rather than organizational status
under state law. Thus a limited liability company (LLC) may be referred to as a “tax partnership,” and
its members as “tax partners” because the federal income tax code does not recognize the LLC as a
separate taxable entity. (LLCs will actually be addressed in part Il of this series, but this same analysis
will apply to organizations set up as general partnerships, limited partnerships, limited liability



partnerships (LLPs), and limited liability limited partnerships (LLLPs).) Finally, the tax code recognizes
corporations, although there are two options for the taxation of a tax corporation (subchapter C and
subchapter S). Both of these options will be discussed, at least in general terms, in the second article
in this series.

Again, the purpose of including a discussion of tax considerations in this article is not to
replace the particularized advice of a tax specialist. These materials are intended only as an overview
to the tax issues, and the advice of a tax specialist such as a certified public accountant will generally
be essential to assure the proper operation of any business organization, assuming that the goal of the
entity is to pay required taxes but no more than necessary.

3. Special Rules Applicable to Agricultural Operations

Several states impose limitations on the ownership and operation of specified types of
agricultural operations. These “anti-corporate” farming statutes vary widely from state to state,
although they typically focus on such issues as the number of shareholders, the relationship among
the shareholders, whether a family member “actually” conducts farming operations, and notification
requirements. Colorado, lowa, Kansas, Minnesota, Missouri, Nebraska, North Dakota, Oklahoma,
South Carlina, South Dakota, Texas, West Virginia and Wisconsin all have such statutes.

The specific limitations on what can and cannot be done vary tremendously from state to state,
and most jurisdictions do not have any such statutory restrictions on the ownership or operation of
farms. However, in states that do have such provisions, they must be complied with. Challenges to
the statutes have generally not been successful. For example, the Nebraska statue has been upheld
against a void-for-vagueness challenge.*

It is also worth emphasizing that although these limitations and restrictions are often referred to
as “anti-corporate” statutes, this label is not entirely accurate. Many of the restrictions may be applied
to non-corporate enterprises. For example, the Nebraska statute has been applied by the Nebraska
Supreme Court to a cooperative,? and limited liability companies have been statutorily declared to be
syndicates and, as such, subject to the Nebraska constitutional restrictions on farm ownership.?

More recently, South Dakota adopted a state constitutional provision which prohibits most corporations
and “syndicates” from acquiring an interest in “real estate used for farming.” The South Dakota
prohibition applies to any “limited partnership, limited liability partnership, business trust, or limited
liability company,” but does not include general partnerships unless nonfamily farm syndicates or

1. Hall v. Progress Pig, 610 N.W.2d 420 (Neb. 2000).

2. Pig Pro Nonstock Cooperative v. Moore, 568 N.W.2d 217 (Neb. 1997).
3. Neb. Rev. Stat. § 21-2602(2) (1997).

4. S.D. Const. Art. XVII, § 21.



nonfamily farm corporations are partners.® Family farm corporations and syndicates are exempt from
the provision.®

The purpose of this discussion is not to outline all of the potential rules affecting corporations or
other businesses that seek to conduct agricultural operations in any of the 50 states. Rather, it is to
alert the reader that many states do have special limitations and reporting obligations which should be
researched on a case-by-case basis.

Some of the forms of business organization discussed in these two articles will be subject to
varying requirements in one or more states; others (such as the sole proprietorship) should not be
affected by these so-called “anti-corporate” farming statutes. However, although the popular literature
tends to refer to these requirements and restrictions as being “anti-corporate,” it would be a mistake to
believe that only corporations are affected by such provisions. Moreover, familiarity with the
requirements in one jurisdiction does not assure familiarity with the requirements in other states.

In general, any time a business organization seeks to undertake agricultural operations in any
state, the state statutes should be examined to determine if there are applicable reporting
requirements or other limitations. Failure to abide by such restrictions may prove to be an expensive
proposition.” It is therefore advisable to consult with experienced counsel before undertaking farming
operations utilizing any of the business forms discussed here, with the exception of the sole
proprietorship, which does not appear to be affected by such statutes in any state. The following
materials do not emphasize any of these requirements, and instead focus on the general attributes of
each of the forms of business under consideration.

B. Sole Proprietorship

1. Business Law Status

A sole proprietorship is a business owned and operated by a single individual. While that
individual may hire employees or other agents to assist him or her in conducting business operations,
the proprietor is the sole owner of the business. Moreover, the business has no legal existence
independent of the proprietor. There is no entity that can sue or be sued or that can shield the
proprietor from personal liability for debts arising out of the business.

Because there is no separate legal entity, in most states there is no statute that governs the
formation and operation of a sole proprietorship. The business will be subject to state laws and

5. Id.

6. S.D. Const. Art. XVII, § 22(1). There are other exemptions as well, including exemptions
for certain cooperatives, nonprofit corporations, per-existing ownership arrangements, research and
experimental operations and certain other arrangements. S.D. Const. Art. XVII, § 22.

7. For example, the South Dakota provisions permit the state Attorney General to commence
an action to enjoin illegal purchase or to force divestiture of land or livestock. S.D. Const. Art. XVII, § 24.
The Nebraska Attorney General has also successfully sought divestiture, obtaining a settlement in May of
2001 against Christensen Farms, pursuant to which Christensen Family Farms was required to divest itself
of all agricultural property.



regulations governing the operation of a business under a fictitious name, rules requiring licenses and
permits for certain types of agricultural operations, and to general principles of agency and
employment law if and when the sole proprietor hires agents or employees to assist with business
operations.

In general, the proprietor has sole control over the business and all decisions relating to its
operation. All debts of the business are also debts of the proprietor, and business assets can be
seized to pay for personal debts of the proprietor.

Because the business has no legal existence apart from the proprietor, the proprietor will be
able to use business assets for personal purposes and personal assets to meet business obligations.
There need be no segregation of assets or income. All earnings or losses are attributed and taxed
directly to the proprietor. There is no need for formal distributions from the business. There is also no
specific procedure necessary to sell all or part of the business or to terminate operations. All assets
are treated as being owned directly by the proprietor and can be sold by him or her at will. If the
proprietor sells a partial interest in the business, there is at least the risk that this will convert the
operation into a general partnership. This possibility will be discussed in more detail in part D.1. of this
article.

2. Tax Status

A sole proprietorship has no separate tax status. It is not an entity recognized under the
Internal Revenue Code but is treated as an extension of the owner (proprietor). This means that the
proprietor is required to report all items of income and expense on his or her personal tax return.
There is a separate schedule on which to calculate profit and loss from a business, but there is no
separate tax on income earned from such an enterprise (other than self-employment income, which is
no more than the taxpayer’s share of social security and medicaid taxes as both employee and
employer). Rather, the income is added to any other taxable income attributable to the proprietor.
Similarly, if there is a loss from the business, such loss can generally be deducted from other taxable
income earned by the proprietor.

C. General Partnerships
1. Business Law Status

The general partnership is a very flexible form of enterprise. State partnership statutes provide
default rules (i.e., rules which will govern the relationship of the parties absent specific agreement to
the contrary). These default rules cover issues such as management rights and the way to calculate
each partner's share of profits and losses. However, the partners in a partnership agreement are
generally free to change these default provisions by agreement. For example, absent agreement to
the contrary, all partners have equal management authority and are entitled to share equally in the
profits and losses of the enterprise (after a return of each partner's initial contribution). However, these
provisions can be changed by agreement, and it is not at all unusual to see a general partnership with
a managing partner or executive committee with full management powers and with allocations of profit
and loss among the partners that are not equal.

The partnership form of enterprise has been around for many years and is familiar to most
legal and accounting professionals who have a business practice. As such, there is a high familiarity
factor and there are a number of resources which can be relied upon for forms and research.



However, there have been some very significant developments in the recent past, and with the spread
of more modern partnership statutes, some of the tried and true ways of doing things may no longer
be the best.

a. The Different Uniform Partnership Acts

If this article had been written a few years earlier, the discussion of partnership law would have
been considerably simpler. At that point in time, every state, except Louisiana, had adopted a version
of the Uniform Partnership Act, a piece of model legislation originally promulgated by the National
Conference of Commissioners on Uniform State Laws (NCCUSL) in 1914. This model act, known as
the UPA, resulted in a great deal of consistency in the way in which partnerships operated, even
though most states had incorporated at least minor revisions to the statute as adopted in each
jurisdiction.®

However, even though the UPA provided for a great deal of consistency and relative certainty,
there were certain issues that led to a number of problems. Over the years, an increasing number of
commentators suggested that it was time to revisit the question of what the ideal state partnership
statute should look like. The NCCUSL undertook the reform project, and eventually promulgated a
Revised Uniform Partnership Act (which was typically referred to as RUPA) in 1992.° The timing was,
in some respects, unfortunate. Limited liability partnership (LLP)" legislation was sweeping the nation
after having been “invented” by Texas in 1991. The original RUPA, however, did not incorporate
language authorizing or otherwise dealing with LLPs, and thus in some sense the model legislation
was outdated from the moment it was promulgated. Moreover, there were other criticisms of the act
which prompted the NCCUSL to consider a number of amendments to the RUPA.

The first set of amendments to the RUPA were approved by NCCUSL in 1993. The changes
basically responded to a number of comments and suggestions, and at the same time the official
name of the act was changed to the Uniform Partnership Act (1993). Additional amendments were
adopted in 1994, at which time the act was renamed the Uniform Partnership Act (1994). In 1996,
further changes were made to add provisions dealing with LLPs, and the name of the statute was
changed to Uniform Partnership Act (1996). Additional changes have been made in subsequent
years, and it appears that more may be adopted in the future.™

Given the speed and frequency with which the uniform act has been amended, the choice to
change the nomenclature of the uniform act is quite understandable. "RUPA" may have been a
convenient acronym for the Revised Uniform Partnership Act. Re-RUPA (for Revised, Revised
Uniform Partnership Act) or Re-Re-RUPA (for three sets of revisions) certainly would not be. On the

8. The UPA, or Uniform Partnership Act (1914) may be found in volume 6 of the Uniform Laws

Annotated. References in this article to the UPA are to sections of the uniform act only, rather than to the
page numbers in these volumes.

9. RUPA, or the Uniform Partnership Act (1997), may be found in volume 6 of the Uniform
Laws Annotated. References in this article to RUPA are to sections of the uniform act only, rather than to
the page numbers in these volumes

10. LLPs will be considered in more detail in part F.1. of this article..

11. See official commentary to RUPA.



other hand, there is plenty of room for confusion when a state adopts the Uniform Partnership Act
(1996) in a year other than 1996 and uses the official name of the act in the state statute.

Because a growing number of American jurisdictions have adopted the newer versions of the
Uniform Partnership Act, and because the newer statute does make some potentially significant
changes in the law applicable to partnerships, both statutes will be discussed here. Notwithstanding
the official name of the newer uniform act, it often becomes difficult to keep references straight when a
single document speaks about both the original UPA and the new UPA. Therefore, this article will refer
to the UPA and the RUPA to explain general rules applicable to partnerships. The general rules may
have been changed in any given state, and it is the applicable state statute which will control, rather
than the terms of the uniform acts themselves or the general principles enunciated here.

b. General Principles of Partnership Law
i. Formation and Nature of Business

Regardless of whether the UPA or the RUPA controls in a given situation, a general partnership
is an association of two or more persons who have agreed to carry on a business as co-owners for a
profit.”® No particular formalities are required to form a general partnership: there is no filing
requirement and the "agreement" to form a partnership need not be in writing and need not contain any
particular language.® In fact, it is possible to form a "partnership" without ever using the words
"partner” or "partnership," and RUPA expressly states that intent to form a “partnership” as such is not
required.” (This is not a change from earlier law, because case law had generally interpreted the UPA
to operate in this manner, as well.)

How then is a partnership created? Both the UPA and the RUPA provide that joint ownership of
property, whether as a joint tenancy, tenancy in common, tenancy by the entireties, joint property,
common property, or part ownership does not of itself establish a partnership.” In addition, both
uniform acts specify that the sharing of gross returns does not of itself establish a partnership,
whether or not the persons sharing them have a joint or common right or interest in any property from
which the returns are derived.”® On the other hand, both statutes also state than an agreement to
share profits creates a presumption (or prima facie case) that a general partnership exists."” The
presumption can be rebutted if it is proven that the profits were paid as interest on a debt, as
compensation to an employee, or in other enumerated situations.”® However, even though the
presumption can be rebutted, sharing of profits is a risky proposition unless a partnership relationship

12. UPA § 6(1); RUPA 88§ 101(a) & 202(a).

13. UPA § 6; RUPA § 202.

14. RUPA § 202(a).

15. UPA § 7(2); RUPA § 202(c)(1).

16. UPA § 7(3); RUPA § 202(c)(2).

17. UPA § 7(4); RUPA § 202(c)(3).

18. UPA § 7(4)(a) - (e); RUPA § 202(c)(3)(i) - (iv).

7



is intended. The statutory rules create a very fine line, and the case law interpreting these rules is
neither completely consistent nor predictable.

Ideally, a partnership will be documented by a written agreement, preferably drafted by
experienced counsel. This serves several important functions: (1) it serves as a written record of the
parties’ actual agreement in case of future disputes, death of a partner, or imperfect memories; (2) it is
more likely to cause parties to reflect on the more significant aspects of the partnership relationship
and agree in advance as to how to deal with certain contingencies; and (3) it minimizes the risk that
the parties will be surprised by the default rules contained in the partnership statute, which will apply
unless the parties have agreed otherwise. (Some of the default rules may not be what people would
expect or want in their business relationships.)

The foregoing discussion applies equally to the UPA and the RUPA. There is, however, one
significant difference between partnerships formed under the two statutes: under the RUPA, the
general partnership is explicitly recognized as an entity distinct from the partners.” This matters
primarily in the event of litigation. Under the RUPA, where the partnership is an entity distinct from the
partners, it can sue and be sued in its own name. Under the UPA, the individual partners must bring
any action, or be sued in their own names. This rule may, however, have been changed in any given
state.

ii. Liability of Owners

One of the biggest drawbacks to the general partnership form of enterprise is that all partners
have unlimited personal liability for all debts of the partnership. This means that if one partner in a
farming partnership defrauds creditors of the partnership or steals money from them, all partners of
the firm are personally liable for the full amount of any judgement entered because of the first partner’s
misconduct. Personal liability for entity debts covers contractual obligations of the business as well as
tort liability. Here there is another potentially significant difference between the rules adopted by the
UPA and the RUPA: the two statutes have different rules concerning the nature of each partner’s
individual liability for partnership debts.

The UPA was somewhat convoluted in its language and provided for joint and several liability in
some instances and joint liability in others.” At the risk of oversimplifying, all liability under the UPA
was joint, unless the partnership obligation arose out of the wrongful acts of another partner or out of
another partner’s breach of trust.” In these cases, the partners’ liability became joint and several.

The distinction is important because of the nature of joint and several versus joint liability. Joint
liability means that each partner is liable only for his, her or its pro-rata share of the obligation, and
every partner is an indispensable party to a legal action to enforce a partnership obligation. Joint and
several liability means that any partner can be held liable for the full amount, even if other partners

19. RUPA § 201(a).
20. UPA § 15; RUPA § 306(a).
21. UPA § 15(a) & (b).

22. UPA §§13,14 & 15.



cannot be found or joined in the litigation. A partner paying more than his, her or its pro rata share
would then have the burden of pursuing the other partners for contribution.

The UPA rule placed a very high burden on many partnership creditors. Consequently, several
states modified these rules by amending their versions of the UPA, so that there was far less than
uniformity on the question of what type of liability was imposed on general partners. According to the
commentary to the official version of the UPA, as of 1996, some 18 states had adopted statutory
language which essentially imposed joint and several liability on all partners for all partnership
obligations.” Some others had changed this rule by case law or statutes outside of the partnership
act itself.

In contrast to the complicated rules of the UPA, the RUPA simply provides for joint and several
liability for all partnership debts.*

iii. Management and Authority

The starting point for considering the management rights of partners in a general partnership is
the applicable statute. Both the UPA and the RUPA provide that, absent agreement to the contrary,
partners in a general partnership are presumed to have equal rights to manage the partnership.” In
addition, all partners are agents of the partnership, with at least apparent authority to bind the
partnership to acts within the usual course of the partnership’s business.?® This apparent authority
ceases only if the person with whom the partner is dealing knows of a restriction on that partner’s
actual authority. Otherwise, even if the partners have agreed to the contrary, any partner can bind the
partnership so long as the act appears to be in the partnership’s ordinary course of business.

Although the RUPA retains the same substantive default rules concerning management and
apparent authority as appeared in the UPA, the newer statute does add some new provisions relative
to the way in which a partnership might choose to operate. In particular, the RUPA provides for both a
statement of partnership authority and a statement of denial.”” Neither of these documents have any
corollary under the UPA. Under the newer statute, these documents can affect a partner’s authority in
various ways.

23. See commentary to UPA § 15.
24, RUPA § 306(a).

25. The UPA simply says that this default rule is subject to the contrary agreement of the
parties. UPA § 18. At first glance, it may be hard to figure out what RUPA provides with regard to
management rights, because the statutory provision dealing with management appears to be mandatory,
indicating without qualification that each member has equal rights. RUPA 8§ 401(f). However, an earlier
provision in RUPA makes virtually all of the statute subject to the contrary agreement of the parties,
including these management rights. RUPA § 103.

26. UPA § 9; RUPA § 301(1).

27. RUPA §§ 303, 304.



First, however, the documents must be appropriately completed and filed. The RUPA requires
any statement of partnership authority to identify the partnership's "chief executive office."*® According
to the comments to section 106 of the RUPA as promulgated by the National Commissioners, this
language was taken from the UCC® and is apparently intended to refer to:

the place from which in fact the debtor manages the main part of his business
operations.... Doubt may arise as to which is the "chief executive office" of a
multi-state enterprise, but it would be rare that there could be more than two
possibilities.... [The rule] will be simple to apply in most cases....*

Since there is no case law under the RUPA helping to define the term, this projection of simplicity may
be overly optimistic.

In addition, there is some question about the effect of a statement of authority. What good
does it do? The RUPA suggests that such a statement "may state the authority, or limitations on the
authority, of some or all of the partners to enter into other transactions on behalf of the partnership and
any other matter."* However, as against persons who are not partners, only grants of additional
authority appear to be binding, except that properly filed denials or revocations of authority can
effectively limit prior grants of additional authority.® Thus, the primary benefit of these statements is
likely to be to provide affirmative proof of expanded authority, rather than to protect a partnership by
limiting one or more partners' authority. In any event, because these provisions are so new, they are
certainly worthy of some consideration before they are relied upon to change the normal rules of
partnership authority.

iv. Fiduciary Obligations

A topic closely related to management power and authority is the nature of a partner’s fiduciary
relationship to the partnership and to the other partners. The UPA did not expressly define the extent
of a partner’s fiduciary obligations, although case law generally imposed very broad, fiduciary
obligations on all partners. The nature of this duty may be best exemplified by the following quotation
from Benjamin Cardozo, then chief judge of the New York Court of Appeals and a jurist of considerable
renown: “Many forms of conduct permissible in a workaday world for those acting at arm's length, are
forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of

28. This term was not used in the UPA, and is not defined in RUPA, but must be included in

the statement. The concept of the chief executive office is also very important throughout RUPA. It affects
the law which governs the partnership, the place where records are to be kept and many other issues, as
well as being required to be identified in most of the filings permitted or required under RUPA. See RUPA

§§ 106(a), 303(a)(1)(i), 403(a), 905(b)(6), 906(b), 907(b)(3), 1001(c)(2), 1003(a)(2) & (c), and 1102(a)(2) .

29. See comment to RUPA § 106: "The concept of the partnership's "chief executive office" is
drawn from UCC Section 9-103(3)(d)."

30. Paragraph 5 of the Official Comment to UCC Section 9-103(3)(d), quoted in the comment to
RUPA § 106.

31. RUPA § 303(a)(2).
32. RUPA § 303.

10



the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the
standard of behavior.”®

One of the problems with this standard is that, since it did not appear in the UPA, it was not
expressly made subject to the partner’s rights to contract around the default rules. Thus, the extent to
which fiduciary duties needed to be addressed in partnership agreements was the subject of some
debate. In addition, the absence of a statutory formulation meant that the boundaries of the fiduciary
duties were uncertain and subject to change as creative lawyers came up with convincing arguments
as to why the times or standards of acceptable conduct had changed.

The NCCUSL, after a great deal of debate, elected not to impose such sweeping obligations
upon partners, at least not as a matter of statutory default rules.* On the other hand, the
commissioners also decided that it was not appropriate to allow partners to completely undermine all
fiduciary or fiduciary-type obligations simply by contracting around them.* Thus, there are significant
limitations on the right of partners to agree to change the fiduciary duty rules under the RUPA. Possibly
because of the attempt to resolve the dispute between those who favored very strong fiduciary rules
and those who favored complete freedom to contract around any statutory obligations, the RUPA’s
fiduciary duty provisions were among the most controversial of all of the RUPA'’s provisions.

In essence, although the RUPA expressly incorporates principles of law and equity to the
extent they are not displaced by particular provisions of the Act,*® under this new statute partners are
presumed to owe one another only two fiduciary duties: the duty of loyalty and the duty of care.*” The
duty of loyalty is limited to an obligation to account for property or anything of value derived by the
partner from conducting partnership business or winding it up, an obligation to avoid dealing with the
partnership as a adverse party, and the obligation to refrain from competing with the partnership in the
conduct of the partnership business before the dissolution of the partnership.® This duty may not be
eliminated, although a partnership agreement may identify specific types or categories of activities that
do not violate the duty of loyalty, so long as such provisions are not manifestly unreasonable.® In
addition, the partnership agreement may allow a specified percentage of partners to authorize or ratify
a specific act or transaction that otherwise would violate the duty of loyalty, so long as they do so after
full disclosure of all material facts.®

33. Meinhard v. Salmon, 249 N.Y. 458, 164 N.E. 545 (NY App. 1928).
34. RUPA § 404.

35. RUPA § 103.

36. RUPA § 104.

37. RUPA § 404(a).

38. RUPA § 404(b)(1) - (3).

39. RUPA § 103(b)(3)(i).

40. RUPA § 103(b)(3)(ii).
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A partner's duty of care to the partnership and the other partners in the conduct and winding up
of the partnership business is limited to refraining from engaging in grossly negligent or reckless
conduct, intentional misconduct, or a knowing violation of law.** This duty cannot be “unreasonably”
reduced.”

Finally, although it is not described as a fiduciary obligation, the RUPA does specify that a
partnership shall discharge his duties “consistently with the obligation of good faith and fair dealing.
The partners may not eliminate the obligation of good faith and fair dealing, although a partnership
agreement may prescribe the standards by which the performance of the obligation is to be
measured, if the standards are not manifestly unreasonable.*

143

Although they are relatively new, a great deal has already been written about these provisions.
Some commentators have praised the efforts of the drafters, but the RUPA approach has created
considerable opposition from both ends of the spectrum. Those who favor the traditional approach are
appalled that the standard of care is so low, and that the statute identifies what purports to be the
“only” fiduciary duties of partners, although partners clearly could agree to accept additional
obligations. On the other hand, those who favor allowing partners to set their own standards of care
object to the fact that the RUPA includes mandatory minimum standards vis-a-vis the duty of care and
duty of loyalty which cannot be eliminated or even “unreasonably” limited.

V. Sharing of Profits and Losses

One of the most important aspects of partnership law, and indeed the law applicable to almost
any business association, is the way in which the law assigns participants the right to participate in
profits and losses of the venture. Partnership law is particularly problematic because the default rule
(i.e., the rule which will apply in the absence of any agreement by the participants to the contrary) may
be counter-intuitive. Under both the UPA and the RUPA, the default rule is that all partners are to
share equally in the profits and losses of the enterprise (after the return of each partner’s
contribution).” Moreover, partners are not entitled to any remuneration for services rendered to their
partnership.® These rules may come as a surprise to the partners in a number of situations. A couple
of examples may serve to illustrate some of the issues created by these default rules.

Consider the overly-simplified example of Abby, who in this hypothetical wants to form a
partnership to help her with her small farming operation. She owns a small dairy farm, complete with
milking equipment and a small herd of dairy cows. Now that her husband has died, she does not
believe she can manage the farm operations by herself. In order to induce two individuals, Bert and
Candace, to run the farm for her, she agrees to contribute the farm and its operating assets to the

41. RUPA § 404(c).

42. RUPA § 103(b)(4).

43. RUPA § 404(d).

44, RUPA § 103(b)(5).

45, UPA § 18(a); RUPA § 401(b).
46. UPA § 18(f); RUPA § 401(h).
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partnership. These assets are valued at $900,000. Bert and Candace, in turn, agree to front operating
expenses for the year in the amount of $50,000 each (including necessary upkeep and repalrs). At the
end of the year, if the partnership has made $100,000 in profits, how is that amount to be shared? The
answer is that, absent agreement to the contrary, each partner would share equally, despite the wildly
unequal contributions. Abby may be very surprised by this result.

Sometimes it is not the “wealthy” investor who is unpleasantly surprised by the default rules.
Supposed Donald is an experienced farmer but lost his farm to bankruptcy. His friend, Francesca, is
willing to fund a new farming operation, specializing in organic produce for local sale, provided that
Donald agrees to provide services for the operation. They form a partnership in which Francesca
agrees to contribute $250,000 in cash up front, and Donald agrees to contribute his services. They do
not have any agreement about his salary or what happens if there are losses. Suppose after twelve
months of operations, the business is broke. They rented the land, so they do not have it to sell. After
selling all of the partnership assets, there are no outside creditors left, but no money either. Imagine
Donald’s surprise if Francesca comes to him and says that he owes her $50,000 for his share of the
losses! In some jurisdictions, Francesca would have such a claim. There is a contrary view on this
problem, which suggests that Donald has indeed shared in the losses because he lost the value of his
services which we presume to be equal to Francesca’s contributions.”” Under this view, however, if
there is $100,000 left at the end of the year, should Donald be paid half of it to equalize the return of his
“contribution”? This result appears unlikely.

There are also a variety of tax and other issues that arise in the context of services-only
partners, which further supports the conclusion that this is a topic which should be carefully
considered by persons considering the partnership form of business. ldeally, legal and tax advisors
should be consulted to minimize the risk of unpleasant surprises.

One other point should be made. The RUPA provides (at least in the absence of an agreement
to the contrary) that the partners in a general partnership are deemed to have an account which is to
be “credited with an amount equal to the money plus the value of any other property, net of the amount
of any liabilities, the partner contributes to the partnership and the partner's share of the partnership
profits” and “charged with an amount equal to the money plus the value of any other property, net of
the amount of any liabilities, distributed by the partnership to the partner and the partner's share of the
partnership losses.”® These rules basically describe a “capital account,” which would be the typical
way in which a partner’s right to share in profits and losses in accounted for over time. In fact, the
Internal Revenue Code sometimes requires that such an account be maintained if the partnership has
made certain allocations of losses that it wants to have respected for federal tax purposes.®
However, because these rules do not require that the value of services are presumed to be included in

47. For contrasting views on whether someone in Francesca’s situation might prevail, compare

Richert v. Handley, 50 Wash.2d 356, 311 P.2d 417 (1957) and Richert v. Handley, 53 Wash.2d 121, 330
P.2d 1079 (1958) (services-only partner who received no other compensation should not have to contribute
towards losses), with Kovacik v. Reed, 49 Cal.2d 166, 315 P.2d 314 (1957) (services-only partner liable for
share of losses in venture).

48. RUPA § 401(a)(1) & (2).
49, For a more detailed discussion of the requirements concerning the maintenance of capital

accounts in order to insure that any special allocation of income or loss have “substantial economic effect,”
see infra part C.2. of this article..
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the partner’s “capital account,” the RUPA is unlikely to solve the potential uncertainty that may exist if
partners make contributions in different ways and fail to address how losses are to be shared.

Vi. Transfer of Ownership in the Partnership

Consider now the issue of a partners’s ownership interest in the partnership. What is it that
the partner owns? How is that ownership conveyed? Can creditors of a partner recover against that
partner’s interest in a partnership, and if so, how?

There are a couple of reasons why the rules applicable to the transferability of partnership
interests deserve some special consideration. First, they are very different from the rules applicable in
the corporate setting, or indeed, the rules applicable to most property interests. In a corporation, a
shareholder is generally entitled to sell his, her or its stock at any time to any purchaser, and the
purchaser simply steps into the rights held by the selling shareholder. This is also true of most kinds
of ownership interests. In the corporate setting, while this right can be modified by agreement, the
default rule essentially codifies what has long been regarded as a central attribute of the corporate
form: free transferability of interests. In contrast, a partner in a partnership is not generally entitled to
transfer all of the attributes of ownership to any other person, absent the unanimous consent of every
other partner. The default rule under both the UPA and RUPA is that a partner can transfer his or her
economic right in profits and distributions but not any of the other rights traditional vested in partners.
The assignee would not become a partner, but only an assignee with very limited rights. Again, these
rules are subject to contrary agreement of the parties, but absent such an agreement, a partner’s right
to sell are limited.

This leads to the second reason why these rules are important and another difference between
owning a partnership interest and owning other types of property. Consider the case of a corporation,
ownership of which is usually evidenced by shares of stock. A shareholder has very limited rights and
very limited responsibilities as a result of such stock ownership. In most cases, it should not matter
who else owns shares. In a partnership, however, every partner has certain agency powers to bind
the partnership, and the financial worth of every partner may be important to both the ability of the
partnership to borrow funds and to repay them without increasing the individual liability of other
partners. Thus, who one’s partners are can matter greatly.

In addition, the lack of free transferability has economic consequences that may be important
in any given situation. EXxit strategies are always worth considering, and the fact that it may be hard to
sell partnership interests (both in terms of finding a buyer and in terms of getting the required
consents) may mean that this is economically less attractive than some other forms of business
enterprise. (On the other hand, if one of the intended purposes is to insulate assets of the business
from claims by creditors of the individual participants, this may be an actual advantage in some
situations.)

The basic rules are not hard to state. Both the UPA and the RUPA make a partner's interest in
a partnership personal property.® The uniform acts also provide that a partner's interest may be
assigned.® Such assignment, however, does not automatically guarantee that the assignee will
become a partner. Under both the UPA and the RUPA, absent agreement of the other partners, the

50. UPA § 26; RUPA § 502.

51. UPA § 27; RUPA § 503.
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assignment entitles the assignee to receive only the profits to which the assignor would have been
entitled.® No other rights are transferred. In other words, absent the agreement of the other partners,
an assignee of a partnership interest receives only the economic rights of a partner and not the
management rights. The non-economic rights, including the right to manage and to vote in partnership
decisions, remain with the assignor, who continues as a partner in the partnership until and unless
removed as provided by law or the applicable partnership agreement.

However, partners may admit new partners by unanimous consent or, if they have provided
otherwise in their agreement, under any procedures to which they have agreed.” It is relatively
common to have partners pre-approve certain classes of transferees for admission to the partnership
as partners, particularly family members or successor enterprises in the event that one or more of the
original partners is a corporation or other business entity. It is also relatively common for partnership
agreements to provide that the only approval necessary to admit new or substitute partners is from
certain specified partners, or a specified percentage, less than 100 per cent, of the partners.

The UPA does not expressly provide for restrictions on the assignment of a partner’s economic
interest in a partnership, although these are not unheard of.* The RUPA essentially continues these
rules but expressly allows restrictions on the usual principle of free assignability of economic rights.*®

Because a partner's interest in the partnership is personal property, it should be possible for a
partner’s creditor to obtain and perfect a security interest under the Uniform Commercial Code.*® The
UPA and the RUPA also permit a creditor to obtain a "charging order" against a debtor partner's
interest,”” although the procedure is designed for collecting judgments rather than securing the debt at
the outset of a transaction. In addition, the process is somewhat confusing and appears to be rarely
utilized in practice.

Anyone who advances credit to an individual based on such person’s ownership interest in a
general partnership should be aware that, absent agreements to the contrary, foreclosure of that
interest will gain the creditor only the partner’'s economic rights and not any management authority.
Moreover, the partnership agreement may impose restrictions even on the ability of a partner to
transfer the economic rights. The partner has no direct control over a proportional interest in the

52. UPA § 27; RUPA § 503.
53. UPA § 18(g); RUPA § 401(j).

5. Some courts have approved such restrictions under the UPA as adopted in the applicable
jurisdiction. See e.g., Nicolas M. Salgo Assocs. v. Continental Ill. Properties, 532 F. Supp. 279 (D.D.C.
1981) (applying District of Columbia law; anti-assignment provision applied to transfer, including transfer by
operation of law). On the other hand, unreasonable restraints on the transfer of partnership interests have
been prohibited. See Battista v. Carlo, 57 Misc. 2d 495, 293 N.Y.S.2d 227 (1968) (court narrowly
interpreted restriction in partnership agreement so as to preclude only sales to nonpartners).

55. RUPA § 103 contains no provision limiting the ability of partners to contract around any of
the default rules relating to transfer of partnership interests.

56. See, e.g., Madison Nat'l Bank v. Newrath, 261 Md. 321, 275 A.2d 495 (1971).
57. UPA § 28; RUPA § 504.
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partnership's assets, nor any right to grant a lien on any part of partnership property without consent of
the other partners. Moreover, a lender to a partner who is unable to pay a debt which is secured by a
partnership interest in effect ranks below creditors of the partnership if the partnership is also
insolvent. Partnership creditors will generally have superior rights in regards to partnership property.

Vii. Dissolution and Termination

Before describing the statutory rules governing the termination of general partnerships, it is
important to review some of the legal terminology because some commonly used English words are
given special meanings in this context. Both the UPA and the RUPA divide the demise of a
partnership into three phases: dissolution, winding up, and termination.® A partnership that has
“dissolved” continues its existence for the purpose of winding up its business. Termination occurs
when the winding up process is complete. Regrettably, this does not accord with the every-day
meaning typically associated with these terms. Further confusing matters is the fact that “termination”
under federal income tax law is a concept which does not correlate with state law and may not occur
even though a partnership has dissolved and terminated under state law.

The initial step in the dissolution process is the dissociation of one or more partners. Under
both the UPA and the RUPA, dissociation means a partner's withdrawal from the partnership, either
voluntarily (such as by retirement or simply announcing an intent to withdraw) or involuntarily (such as
by death, incapacity or removal by the other partners).® Under the UPA, dissociation triggers
automatic dissolution of the partnership (dissolution being defined as the change in relationship
caused by any partner's ceasing to be associated with the partnership).* Under the RUPA,
dissociation need not be followed by dissolution and winding up.®* Rather, the RUPA provides that
dissolution may be followed by winding up of the business or, in certain circumstances, the business
may be continued and the dissociating partners paid off.

Actually, the business of a partnership may be continued even after a partner's withdrawal
under either the UPA or the RUPA. Under the UPA, it is possible only if the partnership agreement
provides for it or if the dissolution is wrongful (which means either that the partner's withdrawal is in
contravention of an express provision in the partnership agreement or that it occurred before the
expiration of a definite term or the completion of a particular undertaking for which the partnership was
formed).®” Under the RUPA, even where a partner has rightfully dissociated, the statutory default rule
is that remaining partners can elect to continue the business.® Moreover, under the RUPA, a wrongful
dissociation is presumed not to trigger dissolution and winding up.*

58. UPA §8§ 29, 30 & 37; RUPA §8§ 601, 802 - 807.
59. UPA § 29, 31; RUPA §§ 601 - 603.

60. UPA § 29.

61. RUPA § 603(a).

62. UPA § 38(2)(b).

63. RUPA § 802(b).

64. RUPA § 801(2)(i).
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The RUPA is not entirely clear as to whether a partner's withdrawal triggers dissolution at all.
It may be that a wrongful withdrawal triggers neither dissolution nor winding up, or that it triggers
dissolution without the winding up (which is what the UPA would have provided). In any event, the
RUPA is slightly more flexible with regard to continuation of the business after a partner's withdrawal,
but the flexibility in no way diminishes the need to pay particular attention to drafting partnership
agreement provisions which carefully explain the parties' rights and obligations in the event of
withdrawal of one or more partners.

Under the UPA, dissolution is triggered by any of the following:®

1.

N

Withdrawal of a partner--A partner has the legal ability to quit the partnership at any
time, even if the partnership agreement purports to prohibit such withdrawal. If a partner
withdraws in violation of a provision in a partnership agreement, the partnership may
recover any damages caused by the wrongful withdrawal (such as the value of the lost
services or the cost of finding a replacement), and the partner may lose the right to
participate in winding up the partnership's business.

Death of a partner who is an individual.

Bankruptcy of any partner or the partnership itself.

Expulsion of a partner pursuant to a right granted in the partnership agreement--The
power to expel exists only if there are bona fide reasons for the expulsion in accordance
with the terms of the agreement.

Events specified in the partnership agreement--Many partnership agreements contain a
specific undertaking or time period, which, when complete, will trigger dissolution of the
partnership.

Agreement of all partners--This is a statutory right; the partnership agreement can also
provide for dissolution upon the vote of less than all of the partners.

Any event making it unlawful to carry on the business of the partnership or for these
partners to do so.

Judicial dissolution--Upon partners' petition, a court may order dissolution upon proof
that a partner has repeatedly breached his or her partnership obligations, the business
can be carried on only at a loss, or "circumstances render a dissolution equitable."

The UPA only permits expansions of the causes of dissolution. There is no statutory authority
to reduce the list of things that will trigger dissolution.* However, the UPA does allow the partners to
agree, either in advance or at the time, that upon certain events of dissolution the remaining partner or
partners may or will continue the business and succeed to its assets and liabilities, cashing out the
departing partner or that partner's survivor's legal representative.

All of these events are listed in UPA 8 31. See also RUPA § 801.

A few jurisdictions by modification of the UPA or, more rarely, by case law permit the

partners to vary this list by agreement.
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The RUPA contains many of these rules, as well.*” However, this statute does appear to make

most of the list of events which would ordinarily trigger dissolution subject to contractual modification

in a partnership agreement.®
2. Tax Status
a. Introduction to Partnership Income Taxation

One of the primary advantages of the partnership form of business is that there is no entity-
level tax imposed on partnerships. (Note that it is possible that a partnership can elect to be taxed as

a corporation if it so desired.® Under our current tax structure, however, it is quite unlikely that a
partnership would elect corporate tax status.)

Assuming that a partnership (regardless of whether it is formed under a version of the UPA or
the RUPA) files no special election to be taxed as a corporation, the basic framework of partnership
taxation follows: Each item of income and loss is passed through to the partners in accordance with
either the default rules or the partnership agreement if the parties have agreed to a different allocation.
Although there are limits on the extent to which partners can utilize partnership losses to offset other
income, in general, partnership taxation is likely to be more advantageous than corporate taxation,
which imposes one level of tax on earnings of the entity and then another level of tax when income is
distributed to the shareholders as dividends. Moreover, corporate losses can only be utilized by the
corporation and may not be used by shareholders to offset other items of income at the personal level.

Partnerships and partners are taxed pursuant to rules contained in Subchapter K of the Internal
Revenue Code.” While Subchapter K consistently refers to partnerships and partners, it is important
to remember that, with very few exceptions, these rules will basically apply to all unincorporated
businesses. Thus, references in the Internal Revenue Code to “partnerships” and “partners” should
be understood as references to entities taxed as partnerships and persons taxed as partners,
regardless of how they are characterized by state law. With some notable exceptions, the following
discussion will also apply to other unincorporated businesses.

As with state partnership law under the UPA, Subchapter K represents a blending of the
aggregate and entity concepts. If partnerships were treated as a pure aggregate (i.e., no more than an
association of individuals), each partner would be treated as if he owned an undivided interest in the
partnership assets and conducted a proportionate share of the partnership business. The partnership

67. RUPA § 701.

68. RUPA does not list most of these circumstances in the statutory section which restricts
the power of partners to contract around statutory default rules. See RUPA § 103.

69. Treas. Reg. §§ 301.7701-1 through -3, 26 C.F.R. 301 (1997). These regulations are
generally referred to as the “Check-the-Box” regulations, because they presume partnership taxation for
unincorporated domestic businesses with 2 or more members allow any such enterprise to elect corporate
tax status by “checking a box” on an election form.

70. I.R.C. §§ 701-761.
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