
Notable Partnership
Articles From 2013

By Bradley T. Borden

The partnership tax articles published in student-
edited journals in 2013 once again provide broad
coverage of important partnership tax matters.
They tackle some timely issues and other seemingly
timeless ones. For example, one article discusses the
cost of guaranteeing partnership liabilities, which
involves issues raised in recently proposed regula-
tions. Two articles address the tax treatment of
publicly traded partnerships (PTPs) and recom-
mend reform to help reduce some perceived abuses.
One of them uses the Blackstone Group LP public
offering as a case study. Two other articles examine
the anachronistic definition of limited partner in the
self-employment setting. Another considers why
partnerships have not yet caught on with start-up
companies that have global ambitions and seek
venture capital. Two articles deal with distributions
from partnerships: one describing the complex
rules and another suggesting reform. Two address
discounts for interests in family-controlled partner-
ships. And the final article discusses the tax treat-
ment of charitable contributions of property held by
developer partnerships.

As with other years, the authors of the articles
include academics, practitioners, and student law
review editors — some of whom appear regularly
in these annual reviews. The articles appear in

general law reviews, tax law reviews, and general
business law reviews. They provide an eclectic view
of partnership taxation and give us reason to antici-
pate more great work to come this year.

Allocation of Partnership Liabilities
A few years ago, in Canal Corp. v. Commissioner,1

the Tax Court disallowed an allocation of a partner-
ship liability to the purported guarantor of the
liability. The guarantor voluntarily offered the guar-
antee as part of a fairly elaborate financing arrange-
ment. The Tax Court’s decision to disregard the
allocation of the liability depended in part on the
small likelihood that the guarantor would ever be
called upon to satisfy it. The holding has drawn
criticism by members of the partnership tax bar.2
Nonetheless, the court’s focus on a partner’s likeli-
hood of satisfying a liability is not without merit. By
assuming no more than a remote possibility of
having to satisfy the partnership’s liability, the
guarantor in Canal Corp. would have been able to
avoid the tax consequences of a disguised sale and
reap the tax benefits of not reporting gain on it.3

In other situations, guaranteeing a partnership
liability may ensure that a partner can claim a
deduction that would otherwise be disallowed be-
cause of insufficient basis in a partnership interest
or because an allocation that causes a deficit capital
account balance lacks economic effect.4 A deduction
provides a tax benefit by reducing the guarantor’s
taxable income. A rational person would most likely
be willing to guarantee a partnership’s liability to
obtain a tax benefit if the cost of assuming the
liability were less than the benefit. Although deter-
mining that cost can be difficult, in many situations
it appears to be relatively small compared with the
benefit of taking a deduction or avoiding gain
recognition. An article from 2013 presents a model

1135 T.C. 199 (2010).
2See, e.g., Richard M. Lipton and Todd D. Golub, ‘‘The Tax

Court Drains Canal Corporation’s Leveraged Partnership Trans-
action,’’ 113 J. Tax’n 340 (2010).

3See section 707(a) and reg. section 1.707-3, -4, and -5
(governing disguised sale transactions).

4See section 704(b) and (d); reg. section 1.704-1(b)(2)(ii)
(defining economic effect); and reg. section 1.702-1(b)(5), Ex-
ample 1 (illustrating that an allocation of loss that would cause
a partner to have a deficit capital account balance may be
disregarded if the partner is not obligated to restore those
balances).
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for measuring the cost of assuming a partnership
liability and thereby helps explain the significance
of guaranteeing that liability.

Bradley T. Borden, Joseph Binder, Ethan Blinder,
and Louis Incatasciato, ‘A Model for Measuring
the Expected Value of Assuming a Tax-Partnership
Liability,’ 7 Brook. J. Corp. Fin. & Com. L. 361
(2013). This article reviews the rules governing the
allocation of liabilities and how those allocations
can affect the deductibility of allocated losses. It
describes how members of tax partnerships5 can
shift the economic risk of loss to allocate or reallo-
cate the partnership liability and the economic
benefit that a member of a tax partnership obtains
in the form of freed deductions that may result from
those shifts. The principal contribution of the article
is its examination of the cost that a member of a tax
partnership incurs to assume a partnership liability.
The article describes how the cost of guaranteeing a
partnership liability is a function of the amount of
the liability guaranteed, probability of partnership
default, and time value of money. The combination
of those factors often results in the cost of assuming
a partnership liability being very low, almost al-
ways lower than the benefit of taking a deduction
currently or avoiding gain recognition.

The expected cost of the default is the amount
that the guarantor would have to pay multiplied by
the probability of making that payment, discounted
to the present value. The article discusses problems
in determining the probability of default, but it also
presents information about default rates for rated
debt. Except for the lowest rated debt, default rates
generally tend to be low. Consequently, the prob-
ability that a partnership will default on a loan is
generally low, and the cost of guaranteeing a part-
nership liability is usually very low. To compare
that cost with the current benefit from assuming the
tax liability, the cost must be discounted to present
value. Except when the probability of default is
very high because the debt is junk, the expected cost
discounted to the present value will be less than the
benefit derived from taking a deduction or avoiding
gain recognition.

For example, if assuming a greater share of a
partnership liability provides a 35 percent tax sav-
ings in the form of a current deduction, the partner-
ship’s probability of defaulting within five years
after the assumption would have to exceed 35
percent to make the cost of assuming the larger

share of the liability greater than the benefit ob-
tained from the deduction. To put that probability
in context, consider that only debt with a Moody’s
rating below B had an average default rate greater
than 35 percent within five years after issuance
from 1983 to 2010.6 Because any debt with a rating
of Baa or below from Moody’s is junk, the cost of
guaranteeing a partnership liability generally
would be significant only if the liability were junk.
In all other situations, members of tax partnerships
would obtain a financial benefit by assuming
greater partnership liability if doing so would free
up current deductions. That benefit increases con-
siderably if the likelihood of partnership default or
of making payment on the liability is low.

The court in Canal Corp. found that the probabil-
ity that the guarantor would be liable to satisfy the
obligation in case of default was extremely remote.
The unlikelihood of the guarantor paying when
paired with the unlikelihood of the partnership
defaulting makes the cost of guaranteeing a part-
nership liability very low. Taxpayers and their ad-
visers understand that, and they use so-called
bottom-dollar guarantees7 to shift liabilities among
members of tax partnerships, realizing that the
bottom-dollar guarantor will recognize the tax ben-
efit of the guarantee but in all likelihood will never
be called upon to satisfy it. As a consequence, the
guarantor gets something (the tax benefits) for
almost nothing (the remote possibility of paying the
liability). Treasury is, of course, well aware of that
fact and has published proposed regulations in an
attempt to limit the use of some types of liability
allocations.8 The proposed regulations would rec-
ognize a partner’s obligation to make a payment
(and the existence of the obligation) only if an
arrangement satisfies the following requirements:

1. the partner or a related person is required to
maintain a commercially reasonable net worth
throughout the term of the payment obligation
or is subject to commercially reasonable con-
tractual restrictions on transfers of assets for
inadequate consideration;

2. the partner or a related person is required to
periodically provide commercially reasonable
documentation regarding its financial condi-
tion;

5The authors use the term ‘‘tax partnership’’ to refer to
entities subject to partnership taxation, including limited liabil-
ity companies, limited partnerships, and limited liability part-
nerships.

6See Moody’s Investor Service, ‘‘Special Comment: Corporate
Default and Recovery Rates, 1920-2010’’ (Feb. 28, 2011) (report-
ing ‘‘statistics on the default, loss, and rating transition experi-
ence of corporate bond and loan issuers’’).

7A guarantee of an amount of a partnership liability that is a
fraction of the value of partnership assets, which obligates the
guarantor to pay only if the assets lose almost all their value.

8REG-119305-11.
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3. the term of the payment obligation does not
end before that of the partnership liability;

4. the payment obligation does not require that
the primary obligor or any other obligor of the
partnership liability directly or indirectly hold
money or other liquid assets in an amount that
exceeds his reasonable needs;

5. the partner or related person received arm’s-
length consideration for assuming the pay-
ment obligation; and

6. for a guarantee or similar arrangement, the
partner or related person is or would be liable
up to the full amount of its payment obligation
if, and to the extent that, any amount of the
partnership liability is not otherwise satisfied.9

Those recognition factors appear designed to
ensure some likelihood that the guaranteeing part-
ner ultimately will have to pay a partnership liabil-
ity, if the partnership defaulted. The proposed
regulations do not attempt to quantify a minimum
likelihood, but because a partner would have to
satisfy all the factors listed above, the prospect of
being obligated to make a payment is real. The
partner’s likelihood of paying a partnership liability
is different from the partnership’s likelihood of
defaulting on an obligation, the latter of which was
the focus of the article. The article and proposed
regulations thus suggest that the likelihood that a
partner will ultimately be called upon to satisfy a
liability is a function of the probability (1) that the
partnership will default, and (2) that the guarantee-
ing members of the tax partnership will have to
make a payment. With bottom-dollar guarantees
and high-quality debt, the likelihood that a partner
would ever be obligated to pay a portion of the
liability would be miniscule, so the cost of the
guarantee would be very small. A partner would
provide that guarantee to obtain a virtually cost-
free tax benefit.

The proposed regulations do not, however, ex-
plicitly examine the relationship between the cost of
guaranteeing a partnership liability and the benefit
the guarantee provides. Tax law should not provide
a guaranteed tax benefit in the form of freed-up
deductible losses if the cost of guaranteeing a
liability is almost nonexistent because the probabil-
ity of having to pay the liability is so small. The
proposed regulations take a step toward finding a
workable solution for allocating partnership liabili-
ties, but a multifactor approach is not without

weaknesses.10 Surely this area of the law is in its
infancy, and the proposed regulations are a mere
shadow of changes to come.

Publicly Traded Fund Manager Partnerships
The number of PTPs appears to be growing, so it

is fitting that they found their way into academic
journals this past year. Now that an article has
broken the ice in academic journals, perhaps others
will follow.
Emily Cauble, ‘Was Blackstone’s Initial Public
Offering Too Good to Be True?: A Case Study in
Closing Loopholes in the Partnership Tax Alloca-
tion Rules,’ 14 Fla. Tax Rev. 153 (2013). The tax
treatment of PTPs is an uncommon topic in aca-
demic journals. So it was especially nice to see
professor Emily Cauble’s article published last year.
Despite the growing use of PTPs, Cauble cautions
against their expansion. She uses Blackstone as an
example of potentially deleterious consequences of
extending flow-through taxation to a broader range
of publicly traded entities.

Blackstone owns interests in several subsidiary
partnerships and corporations. Those subsidiary
entities own interests in other partnerships, which
are various private equity, real estate, and hedge
funds. The subsidiary entities receive both carried
interest and management fees from the funds.
Amounts allocated to the subsidiary partnerships
retain their character and flow through in that
character to the Blackstone public investors.
Amounts allocated to the subsidiary tax corpora-
tions are subject to tax at the corporate level, and
Blackstone reports those allocations as gross income
only if the subsidiary corporations make dividend
payments to it. The funds allocate the income to the
subsidiary entities in a way that maximizes the
benefits of the PTP rules.

Partnerships whose interests are traded on estab-
lished securities markets or readily tradable on a
secondary market are generally taxed as corpora-
tions.11 That general rule does not apply, however, if
at least 90 percent of a partnership’s income is
qualifying income12 — income from dividends,
interest, real property rentals and sales, oil and gas
operations, and the sale of capital assets (that is,
passive income).13 Management fees allocated to
Blackstone’s subsidiary entities are not qualifying
income because they represent compensation for

9Prop. reg. section 1.752-2(b)(3)(ii).

10See, e.g., Blake D. Rubin, Andrea M. Whiteway, and Jon G.
Finkelstein, ‘‘A ‘Guaranteed’ Debacle: Proposed Partnership
Liability Regulations,’’ Tax Notes, Apr. 14, 2014, p. 219.

11See section 7704(a).
12See section 7704(c).
13See section 7704(d).
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services, not passive income. Income from the car-
ried interest may consist of one or both of qualify-
ing and nonqualifying income. To ensure that
Blackstone avoids the general tax corporation clas-
sification under the PTP rules, the funds allocate the
qualifying income portion of the carried interests to
the subsidiary partnerships. That income flows
through to Blackstone as qualifying income that
does not disrupt its flow-through status. The funds
allocate the remaining portion of the carried inter-
ests and the management fees to the corporate
subsidiaries, which must report and pay tax on
those allocated amounts.14 Any dividends distrib-
uted by the corporate subsidiaries to Blackstone
would come within the definition of qualifying
income, so Blackstone would meet the 90 percent
test and retain flow-through status.

Cauble is critical of the tax treatment given to
Blackstone. She recognizes that without the subsid-
iary partnerships and corporations, Blackstone’s
qualifying income would be significantly less than
90 percent of its total income, and it would therefore
not qualify for flow-through taxation. She confirms,
however, that the nonqualifying income allocated to
the subsidiary corporations is subject to corporate
taxation, and dividends paid by those entities are
subject to a second level of tax. Consequently, the
Blackstone structure allows qualifying income to
flow through to its members tax free but subjects
nonqualifying income to an entity-level tax. Cau-
ble’s concern is that ‘‘if Blackstone Group LP earned
directly the income to which it is entitled, less than
90 percent of Blackstone Group LP’s income would
consist of qualifying income, and, as a consequence,
Blackstone Group LP would be treated as a corpo-
ration for tax purposes.’’ Thus, the structure allows
Blackstone to receive income from the funds and
retain flow-through status, which would be un-
available to it without the structure. That result
troubles Cauble.

Others might be troubled by the structure be-
cause tax law appears to require a partnership to
create a complicated ownership structure and jump
through several unnecessary and inefficient hoops
to obtain tax treatment that the law seems to
condone. Tax law appears to allow the flow-
through of passive income and require the double
taxation of all other income of publicly traded
entities. The Blackstone structure achieves that re-
sult. Congress had clear concerns about granting
flow-through tax treatment to all PTPs, so it pro-
vided generally that they should be subject to

corporate tax. Nonetheless, it carved out an excep-
tion for partnerships that derive almost all of their
income from passive sources.

Cauble uses a fairly technical analysis of the law
to illustrate that the partnership tax allocation rules
are likely insufficient to require a reallocation of the
fund income to overcome the result of the Black-
stone structure. That is unsurprising because the
test for substantial economic effect (substantiality in
particular) is almost impossible to apply, and deter-
mining whether allocations are in accordance with
partners’ interests in a partnership is probably
impossible in most situations.15 Consequently,
Cauble recommends that the IRS challenge the
structure using section 482. Her technical argument
for using section 482 appears to be sound, but it
does not answer why disallowing this structure is a
better idea than sanctioning it or providing for the
economic equivalent explicitly through a law that
allows the separate treatment of income. A look at
the legislative history of the PTP rules illustrates the
law’s purpose.

Congress identified four reasons for generally
treating PTPs as corporations: (1) the proliferation
of PTPs has generated concern about the long-term
erosion of the corporate tax base; (2) PTPs resemble
publicly traded corporations in their business func-
tions and in the way their interests are marketed; (3)
limited partners resemble corporate shareholders as
a practical matter; and (4) the availability of PTPs as
an alternative to corporations creates an unintended
unfair competitive advantage for some types of
businesses.16 Regarding the fourth reason, Congress
was concerned that ‘‘mature businesses with a
steady cash flow, [which] can be marketed effec-
tively as publicly traded partnerships because of
the tax-advantaged yield, are unfairly favored over
start-up companies or those with high capital ex-
penditures, which cannot take advantage of the
publicly traded partnership structure.’’17 The analy-
sis of the Blackstone structure should consider the
concerns Congress had when it enacted the PTP
rules. If the structure is consistent with the purposes
for granting flow-through treatment to some PTPs,
it should qualify for that treatment.

Congress’s third reason reflects the entity classi-
fication rules that were in effect in 1987 but no
longer exist. At that time, the Kintner regulations
governed entity classification and applied a version
of the corporate resemblance test that considered

14If a fund has income from non-U.S. sources, it will gener-
ally allocate that income to a foreign corporate subsidiary, which
does not pay U.S. income tax on the income.

15See Borden, ‘‘The Allure and Illusion of Partners’ Interests
in a Partnership,’’ 79 U. Cin. L. Rev. 1077 (2011); and Gregg D.
Polsky, ‘‘Deterring Tax-Driven Partnership Allocations,’’ 64 Tax
Law. 97 (2010).

16See H.R. Rep. No. 100-391, pt. 2, at 1065-1066 (1987).
17Id.
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factors such as continuity of life, centralized man-
agement, limited liability for members, and free
transferability of interests.18 Congress cited those
factors in the legislative history accompanying the
PTP rules.19 The corporate resemblance and multi-
factor tests were abandoned in 1997 with the prom-
ulgation of the check-the-box regulations.20 That
makes Congress’s third reason irrelevant today.
Because tax law no longer uses entity attributes to
classify entities generally, arguably, those attributes
should not factor into the distinction between PTPs
taxed as corporations and those that qualify for
flow-through taxation. Consequently, any current
rationale for the distinction must lie in the first,
second, or fourth reason.

The first reason focuses on erosion of the tax
base. Granting flow-through taxation to Blackstone
would not appear to necessarily lead to erosion of
the corporate tax base. If Blackstone did not qualify
for flow-through taxation, the publicly traded struc-
ture, with its entity-level tax, might not appeal to
investors, so it would exist only in a private format.
Because this is not the type of business that is
commonly publicly traded, the threat of other pub-
licly traded companies (other than private equity
funds) changing their entity structure is small.
Consequently, the first concern does not support an
entity-level tax on Blackstone.

The second reason focuses on the business func-
tions of PTPs and the manner in which their inter-
ests are marketed. The interests of all PTPs are
marketed similarly, so that concern should be irrel-
evant in distinguishing between PTPs that are sub-
ject to corporate tax and those that are not. Business
functions, however, appear relevant to the distinc-
tion. Congress retained flow-through treatment for
PTPs that have income from passive sources be-
cause there is less reason to treat them as corpora-
tions, either because investors could earn that
income directly or because the income is already
subject to corporate-level tax. Thus, if a partner-
ship’s business functions had produced mainly
passive income, Congress would have been uncon-
cerned about it being subject to corporate tax.
Congress recognized that interest income derives
from the type of investment that an individual
could own and earn from directly, so it did not see
fit to subject that income to entity-level taxation.
Because dividends are subject to double tax, Con-

gress was unconcerned about imposing another
layer of tax on PTPs that held corporate stock. The
analysis of the Blackstone structure and its tax
treatment should examine whether Blackstone’s
business functions are similar to those of publicly
traded corporations subject to an entity-level tax or
more like those of partnerships that qualify for
flow-through taxation.

That analysis is complicated, however, by uncer-
tainty about the nature of the business functions of
a private equity fund. For example, the First Cir-
cuit’s recent holding that a private equity fund
carried on a trade or business suggests that much of
the fund’s income may not be the passive type that
Congress looks for in granting an exception to the
corporate tax treatment of PTPs.21 Although the
court did not address the nature of the private
equity fund for federal income tax purposes, it
relied on the federal income tax definition of trade
or business, and the decision raises the question
whether private equity funds engage in active
trades or businesses.22 If Blackstone and other pri-
vate equity funds in fact carry on the trade or
business of managing acquired companies, Black-
stone would appear to have the type of business
function that Congress intended to be subject to
corporate tax.

Another question is whether the carried interests
are simply disguised management fees that should
be taxed at ordinary rates.23 If that question were
answered unfavorably to Blackstone and other pri-
vate equity funds, they would have almost no
qualifying income and would not qualify for the
flow-through exception to the PTP rules. Those are
questions that the PTP rules don’t answer, and,
until they are addressed, the assumption appears to
be that private equity funds do not engage in a
trade or business and that the nature of carried
interest income is determined at the partnership
level of the partnership that generates the income.
Until the law answers those questions differently,
private equity funds like Blackstone do not appear
to have the business functions of most publicly

18See reg. section 301.7701-2 and -3; and T.D. 6503. See also
Steven A. Dean, ‘‘Attractive Complexity: Tax Deregulation, the
Check-the-Box Election, and the Future of Tax Simplification,’’
34 Hofstra L. Rev. 405 (2005) (recounting the history of the entity
classification rules).

19See H.R. Rep. No. 100-391, pt. 2, at 1064 (1987).
20See reg. section 301.7701-2 and -3; and T.D. 8697.

21Sun Capital Partners III LP v. New England Teamsters &
Trucking Industry Pension Fund, 724 F.3d 129 (1st Cir. 2013).

22See, e.g., Steven M. Rosenthal, ‘‘Private Equity Is a Business:
Sun Capital and Beyond,’’ Tax Notes, Sept. 23, 2013, p. 1459.

23There is much commentary on this question. See, e.g.,
Borden, ‘‘Profits-Only Partnership Interests,’’ 74 Brook. L. Rev.
1283 (2009); Victor Fleischer, ‘‘Two and Twenty: Taxing Partner-
ship Profits in Private Equity Funds,’’ 83 N.Y.U. L. Rev. 1 (2008);
David A. Weisbach, ‘‘The Taxation of Carried Interests in Private
Equity,’’ 94 Va. L. Rev. 715 (2008); and Howard E. Abrams,
‘‘Taxation of Carried Interests,’’ Tax Notes, July 16, 2007, p. 183.

COMMENTARY / LAW REVIEW SUMMARIES 2013

TAX NOTES, June 30, 2014 1517

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



traded companies. Consequently, Congress’s sec-
ond reason doesn’t appear to justify an entity-level
tax today.

Congress’s fourth concern could be viewed either
as a reason to subject Blackstone to entity-level tax
or as support for not imposing it. Blackstone is an
established firm and can use its size to tap into
public funds. Other private equity firms do not
have that luxury, so Blackstone has an advantage
over them. It would argue, however, that the struc-
ture provides the opportunity for a broader cross
section of society to invest in private equity. Thus,
that factor appears to be a tossup at best.

Because the purpose of the PTP rules seems to
favor flow-through tax treatment of Blackstone, the
structure does not appear abusive. Blackstone has
found a way to split income in such a way that the
passive income flows through to the members tax
free, as allowed under the PTP rules, and the
non-passive income is subject to double taxation as
required by the PTP rules. The private ordering of
that tax treatment does not appear abusive based on
the history of the PTP rules. Still, the application of
the partnership tax rules to PTPs can be difficult
and may warrant different treatment.

The potential for frequent transfers of partner-
ship interests generally complicates the application
of partnership tax to PTPs. Partnerships must track
built-in and reverse built-in gain and loss and
allocate them to the appropriate partners.24 If part-
nership interests change hands frequently, as they
could with PTPs, partnerships will have great dif-
ficulty applying those rules accurately, and gain
and loss could be allocated in a manner inconsistent
with partnership flow-through taxation. The rules
are especially difficult to apply if a partnership
holds depreciable property. Unsurprisingly, there-
fore, the application of flow-through rules to large
partnerships is susceptible to criticism. Those con-
cerns might form a better basis for arguing against
granting flow-through treatment to PTPs.
Karen C. Burke, ‘Passthrough Entities: The Miss-
ing Element in Business Tax Reform,’ 40 Pepp. L.
Rev. 1329 (2013). Professor Karen C. Burke also
takes note of the Blackstone structure and considers
whether public trading of an entity should be the
demarcation line between entity taxation and flow-
through taxation. She considers those matters in the
context of the current corporate tax reform propos-
als, which generally seek to lower the corporate tax
rate and broaden the corporate tax base. To fund a
lower corporate tax rate, Congress would most
likely have to raise the tax on flow-through income
or subject more of it to the corporate tax, Burke

observes. Owners of flow-through entities and the
partnership tax bar would undoubtedly oppose any
law that subjected flow-through income to higher
taxes.

A lower corporate tax rate and integration of
corporate and individual rates would help elimi-
nate the double tax imposed on corporations. Burke
recognizes, however, that if the corporate tax rate
becomes lower than the individual tax rate, indi-
viduals could use corporations to shelter income.
They would prefer to have corporations earn and
retain income at the lower corporate rates instead of
having it flow through to the members subject to
the higher individual rates. The lower corporate
rates would also encourage shareholder-owners to
disguise compensation as dividends, requiring a
more rigorous look at the rules governing the
classification of compensation for employment tax
purposes.

A lower corporate rate without some changes to
flow-through taxation makes other reform alterna-
tives seem more attractive, so Burke considers the
possibility of subjecting large flow-through entities
to corporate taxation. She acknowledges that size
alone does not distinguish publicly traded entities
from private entities because some private entities
are much larger than some publicly traded entities,
in which case the larger private entity would have
access to flow-through taxation. Nonetheless, the
larger size of some entities, with the possibility of
frequent transfers of interests, complicates the ap-
plication of the rules.

Burke says that the continued expansion of PTPs
and the growth of private equity signal a need to
rethink the public trading line that separates entities
subject from those not subject to corporate taxation.
Her concerns mirror those raised by professor An-
drea Monroe in her work25 — namely, proponents
of flow-through taxation tend to overlook the abu-
sive use of it to create shelters and drain revenue
from corporate and individual tax bases. Reform of
flow-through taxation often results in greater com-
plexity, with little evidence that the changes deter
tax-motivated planning. Burke therefore suggests
an entity-level tax to enhance efficiency and im-
prove compliance (by requiring tax collection from
fewer entities instead of from all the individual
members of those entities).

Large partnerships have difficulty complying
with all the technical rules of flow-through taxation,
and Burke is concerned that some types of tax

24See section 704(c).

25See Monroe, ‘‘Integrity and Taxation: Rethinking Partner-
ship Allocations,’’ 64 Ala. L. Rev. 289 (2012) (reviewed in Borden,
‘‘Notable Partnership Tax Articles of 2012,’’ Tax Notes, May 6,
2013, p. 639).
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partnerships operate under special rules outside
subchapter K. She finds unconvincing the argument
that managers of widely held partnerships are
unfamiliar with their members’ individual profiles,
so they cannot structure affairs to benefit any par-
ticular member. She is therefore critical of the
aggregation method used by securities partnerships
to allocate built-in gain and loss. She is also critical
of those entities’ use of so-called stuffing alloca-
tions. Consequently, Burke suggests that tax law
consider imposing an entity-level tax on some se-
curities partnerships as well as PTPs.

That broader reform may be the most appropri-
ate way to address the many issues that flow-
through taxation raises, but U.S. tax advisers would
most likely find ways to exploit the new regime to
reduce taxes. Then again, there is much less abuse
of flow-through tax rules in jurisdictions such as
Canada that have integrated corporate and indi-
vidual taxes, so perhaps corporate tax reform could
help reduce flow-through tax abuse.

Definition of Limited Partner
The student-edited articles from a couple of years

ago included professor Kristin Balding Gutting’s
call for a statutory reform of the section 469(h)(2)
per se limited partner rule.26 Treasury has since
proposed regulations that would address the issues
raised in Gutting’s article and would define a
limited partnership interest based on managerial
rights.27 Even though tax law refers to limited
partners in many provisions, most of them predate
the state law changes in the last few decades that
give more managerial authority to members of tax
partnerships who have limited liability. Congress
needs to consider further changing tax law to better
reflect the current state of affairs in state law. Two
recent articles make recommendations along those
lines regarding the limited partner rule in the
self-employment tax.
David W. Mayo and Rebecca C. Freeland, ‘Delim-
iting Limited Partners: Self-Employment Tax of
Limited Partners,’ 66 Tax Law. 391 (2013); and
Laura E. Erdman, Note, ‘Reinterpreting the Lim-
ited Partner Exclusion to Maximize Labor Income
in the Self-Employment Tax Base,’ 70 Wash. & Lee
L. Rev. 2389 (2013). These two articles have much in
common. They both do a wonderful job of recount-
ing the history of section 1402(a)(13), which pro-
vides that allocations to limited partners generally

are not included in the computation of the limited
partners’ self-employment tax base. They also re-
count the development of state law, which has
resulted in the proliferation of limited liability com-
panies and limited liability partnerships, and the
changes in many state laws to allow limited part-
ners to participate in partnership management
without jeopardizing their limited liability shield.

In light of those changes, the IRS in 1997 at-
tempted a regulatory amendment to the section
1402(a)(13) definition of limited partner to extend it
to members of other entities, but Congress inter-
vened. The articles provide excellent reviews of the
IRS’s attempt to promulgate those regulations and
the congressional response, which appears to leave
the law unchanged. In the self-employment tax’s
current state, however, its application is inconsis-
tent and inequitable. The definition of limited part-
ner in section 1402(a)(13) and other provisions is
also anachronistic. Consequently, the definition is in
need of repair, and both articles suggest a similar
fix.

Part of the impetus for each article also appears
to be the Tax Court’s decision in Renkemeyer v.
Commissioner.28 In that case, three lawyers were the
partners of an LLP law firm, and almost all of the
firm’s revenue was from the partners’ legal services.
The law partners also formed an S corporation
(which was wholly owned by the lawyers’ em-
ployee stock ownership plan) to be a partner, but
the court disregarded the firm’s allocation of in-
come to the S corporation. One question presented
by the case was whether the allocations of partner-
ship income to the law partners should be included
in their self-employment tax base. The court found
that the members of an LLP not only have limited
liability, but also provide management services. The
court also recognized that to become an LLP, a
general partnership typically files a statement of
qualification with the secretary of state.

The Tax Court said that Congress intended for
the section 1402(a)(13) definition of limited partner
to extend only to partners who do not actively
participate in the partnership’s business operations.
When it enacted the provision, Congress was con-
cerned that some public employees would invest in
limited partnerships to receive income credits to-
ward Social Security coverage. Lawmakers in-
tended section 1402(a)(13) to prevent that use. They
wanted to ensure that people with labor income
qualified for the benefits and that limited partners
did not perform services for limited partnerships.
Based on that history of the provision, the Tax Court

26Gutting, ‘‘Keeping Pace With the Times: Exploring the
Meaning of ‘Limited Partner for Purposes of the Internal
Revenue Code,’’’ 60 U. Kan. L. Rev. 101 (2011) (reviewed in
Borden, ‘‘From Allocations to Series LLCs: 2011’s Partnership
Tax Articles,’’ Tax Notes, Mar. 12, 2012, p. 1433).

27See REG-109369-10; and prop. reg. section 1.469-5(e)(3)(i). 28136 T.C. 137 (2011).
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held that income allocated to active partners of
LLPs is part of the partners’ self-employment tax
base.

In their article, Mayo and Freeland identify sev-
eral other code provisions that incorporate the
definition of limited partner directly or indirectly.
Erdman’s article emphasizes the distinction be-
tween the section 1402(a)(13) rule, which incorpo-
rates the definition of limited partner, and the
absence of a reference to the term ‘‘limited partner’’
in new section 1411, which is supposed to extend a
portion of the employment tax to higher incomes
(even though revenue from section 1411 goes to the
general fund, not a trust fund). Erdman also recog-
nizes the problems of the per se passive activity
classification of a limited partner in section
469(h)(2).

Both articles recognize the need for change and
recommend a new definition of limited partner that
focuses on the level of the partner’s activity. Mayo
and Freeland believe the 1997 regulatory definition
could provide the needed remedy for section
1402(a)(13) and could be valid. Erdman worries,
however, that given lawmakers’ response to the
1997 proposed regulation, it may be necessary for
Congress to fix the definition by changing section
1402(a)(13).

The Mysterious Life of Corporate Start-Ups
Several of the 2013 articles reveal some of the tax

benefits of partnership flow-through taxation. Be-
cause of those benefits, the number of tax partner-
ships and the percentage of businesses operating
partnerships continue to increase. Nonetheless, one
type of business entity — the start-up — remains
impervious to the tax-partnership movement.
Susan C. Morse, ‘Startup Ltd.: Tax Planning and
Initial Incorporation Location,’ 14 Fla. Tax Rev. 319
(2013). In this article, professor Susan Morse de-
scribes why the place and type of entity formation
matter for tax reasons but recognizes that tax con-
cerns do not always influence entity choice. She
focuses on start-ups, which she defines as relatively
new, U.S.-based private business enterprises with
global ambitions. Thus, she excludes from consid-
eration the innumerable businesses that start each
year with a local focus. Based on initial public
offering data, interviews with attorneys who repre-
sent start-ups, and interviews with entrepreneurs,
Morse shows that a significant percentage (as much
as 95 percent) of U.S.-based start-ups incorporate in
Delaware. She explains that incorporating in Dela-
ware has negative tax consequences, including the
loss of flow-through taxation for losses typically
recognized by those businesses following start-up.
Morse reports that the tax losses resulting from
incorporation are worth billions to investors and
business owners. Delaware corporations also lose

the benefits of incorporating in foreign tax havens.
Morse focuses on why start-ups forgo both benefits,
but this review focuses on her discussion of lost
flow-through benefits.

Path dependency appears to be the predominant
reason start-ups continue to incorporate in Dela-
ware despite the loss of significant tax benefits they
could obtain by using a tax partnership. For ex-
ample, venture capitalists insist that start-ups incor-
porate in Delaware, so entrepreneurs incorporate
there to qualify for venture capital funds. Morse
reports that part of that path dependency derives
from the attorneys who serve as gatekeepers for
start-ups. Because attorneys form Delaware corpo-
rations regularly, they are familiar with Delaware
law and have the documents for creating them. The
frequent use of Delaware corporations and famil-
iarity with Delaware law drive down the cost of
forming those entities to $2,000 to $3,000 per start-
up. Attorneys estimate that the cost to form an LLC,
on the other hand, could be as much as $10,000.
Because start-ups often lack significant resources,
forming an LLC at the higher cost can be cost
prohibitive. Business owners and investors also
heed the advice of their attorneys, who generally
recommend that start-ups form as Delaware corpo-
rations. Finally, even though corporations have tax
costs, investors understand and know about those
costs and appear willing to accept them. The pri-
mary reason start-ups incorporate in Delaware
therefore appears to be purely one of path depen-
dency, with attorneys, as gatekeepers, recommend-
ing Delaware corporations and reinforcing that
dependency.

Morse appears to be spot on with her analysis
and reporting, but the practices and decision-
making in this area are somewhat surprising. Busi-
ness and property owners all across the country use
LLCs regularly, including those who are just start-
ing a business. Many of them would lack the
resources to pay $10,000 to form an LLC. Nonethe-
less, attorneys who represent small businesses have
developed templates that they use to form LLCs for
their clients at less than $10,000. Because they can
develop those systems, attorneys who represent
start-ups should be able to quickly reduce the cost
of LLC formation if clients decide to use LLCs
instead of corporations.

The absence of significant analysis of noncorpo-
rate entities may also be partly to blame for attor-
neys’ hesitancy to recommend them to clients.
Morse points out that attorneys and investors un-
derstand the concept of corporate stock and can
grasp the distinction between common and pre-
ferred stock. If commentators, including academics,
began to devote more time to LLCs, it might
become easier to understand the capital structure of
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those entities, and the language and structure of
LLCs might become as common as that of corpora-
tions. Arguably, the efficient markets cannot be
denied forever. LLCs will eventually overtake Dela-
ware corporations as the entity of choice if the lost
tax benefits truly are in the billions of dollars.

Distributions and Dispositions of Interests
‘‘Complex’’ is a common descriptor of partner-

ship taxation. The articles that address distributions
from tax partnerships illustrate and analyze that
complexity.
Daniel L. Simmons, ‘The Tax Consequences of
Partnership Break-Ups: A Primer on Partnership
Sales and Liquidations,’ 66 Tax L. 653 (2013). In this
article, professor Daniel Simmons provides a com-
prehensive description of the tax treatment of dis-
tributions from tax partnerships and transfers of
tax-partnership interests. It is a must-have desk
reference for anyone practicing partnership taxa-
tion. Its 79 pages affirm the complex nature of the
law governing distributions and dispositions. Sim-
mons clearly explains the tax treatment of disposi-
tions of tax-partnership interests, liquidations, and
nonliquidating distributions. The article includes
in-depth coverage of the section 754 election and
basis adjustments under sections 734 and 743. It
also covers the effect of section 751 on the character
of gain recognized by a selling partner and on the
potential gain recognition of a distributee. The
sheer length of the article is a testament to the
complexity of this area of the law. On cue, Monroe
(even though her article appeared before the publi-
cation of this one) writes critically of the complex
nature of the distribution and disposition rules.
Andrea Monroe, ‘Taxing Reality: Rethinking Part-
nership Distributions,’ 47 Loy. L.A. L. Rev. ____
(Winter 2013) (forthcoming). Monroe writes criti-
cally of the complex nature of the partnership
distribution and disposition rules. She recognizes
that tax law has multiple sets of rules governing
distributions. Among them are the general rule that
allows for tax-free distributions; the anti-mixing-
bowl rules, which impose tax on some distribu-
tions; and the section 751 rules, which impose tax
on distributions that involve specific types of prop-
erty that generate ordinary income. Monroe dem-
onstrates how those multiple sets of rules create
complexity and provide an opportunity for well-
advised tax partnerships to use the rules to reduce
tax liability. She thus argues that the rules are
inequitable because they provide a tax benefit to
some tax partnerships but not others, and they
reduce the tax liability of wealthy taxpayers. That
inequity makes the rules problematic.

Monroe contends that the complexity of the rules
derives from their general nonrecognition orienta-
tion. Nonrecognition of distributions gives partner-

ships the opportunity to structure transactions that
are not subject to taxation, even though they are
economically equivalent to taxable transactions.
Congress recognized that potential and enacted
several rules to help curb the use of the distribution
rules for that purpose. Monroe claims that the law
could be much simpler if it generally required gain
recognition on distributions. Applying an aggregate
theory of partnership taxation, she argues that a
distribution from a partnership to a partner is an
exchange of property and should therefore gener-
ally be a taxable event.

Monroe’s recommendation could simplify part-
nership taxation, but potentially at a cost. For
instance, the article suggests that the purpose for
allowing nonrecognition is to give partners flexibil-
ity in ordering their affairs. Taxing distributions
could have a chilling effect on economic activity
because some partnerships that would otherwise
dissolve might remain intact. Business and property
owners may decide not to form partnerships be-
cause dissolution could be taxable. Even though
corporate tax is imposed on distributions, that fact
may not justify a tax on distributions from partner-
ships. A recommendation to abandon the existing
law would be better supported with a more thor-
ough analysis of the theory of taxing distributions.

Moreover, Monroe’s discussion focuses on sec-
tion 751 and mentions the other distribution rules in
very general terms. Although the various rules deal
generally with distributions, they address a diverse
set of transactions. A one-size-fits-all rule may not
accommodate all the issues that arise in distribu-
tions from partnerships. Further analysis of each
rule and how recognition would affect it would be
helpful.

Finally, the deemed exchange mechanism that
Monroe describes would affect tax partnerships as
well as the distributees. Her analysis did not ad-
dress the tax treatment of the distributing tax part-
nership. Thus, the reader is left to wonder whether
the tax partnership, which also does a deemed
exchange under her proposal, would recognize gain
or loss on the distribution. The proposed rules
would have to consider how to allocate those gains
and losses.

Taxing partnership distributions generally could
deter some parties from forming partnerships and
dissuade partners from dissolving. Those effects
may prevent resources from being put to their
highest and best use. For example, two parties may
wish to join resources in a partnership to see how
the combination will perform. If they can do so tax
free and later separate tax free if the combination is
unsuccessful, they may decide to test the partner-
ship. If they face the possibility of paying tax on a
breakup, they may decide that the potential tax cost
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makes the experiment untenable. Similarly, assume
that after conducting a business together for some
time, two partners decide it’s time to part ways.
One of the partners would like to try something
different, and the other partner would like to join
with someone else who is interested in carrying on
the business. If the partners cannot separate tax
free, they may decide to stay together. The partner
who wishes to leave may, however, be less moti-
vated in the continuing partnership and may cause
it to perform below its optimum level. Meanwhile,
the person who wants to join is unable to bring new
talents to the endeavor. Consequently, the tax-
induced decision to not break up creates ineffi-
ciency. Any decision to invert the partnership tax
distribution rules must consider those and other
types of factors that a rule change would affect.

Other Topics
The remaining topics from the 2013 partnership

tax articles cover the valuation of interests in family
limited partnerships and charitable contributions
by partnerships.
John F. Coverdale, ‘Of Red Bags and Family Lim-
ited Partnerships: Reforming the Estate and Gift
Tax Valuation Rules to Achieve Horizontal Eq-
uity,’ 51 U. Louisville L. Rev. 239 (2013). Professor
John F. Coverdale writes to express frustration with
minority and marketability discounts that apply to
transfers of interests in FLPs and family-controlled
LLCs (collectively FLPs). In his view, the difference
between equal amounts of assets held directly and
in an FLP is tantamount to the difference between
equal amounts of gold held in bags of different
colors. The FLP structure has as much economic
significance to Coverdale as the color of the bag has
to the value of gold, so tax law should not provide
a discount to FLP interests.

Because he perceives no economic significance in
the FLP, Coverdale argues that the discounts
granted to FLP interests violate horizontal equity by
subjecting the FLP assets to a lower estate and gift
tax than if they were transferred directly. He sug-
gests that they violate vertical equity because only
taxpayers with larger estates can afford to pay to
form an FLP. Despite the intuitive appeal of that
argument, further investigation suggests that FLPs
can have economic significance, and the analysis of
the discounts in FLP interests must account for
differences in FLPs.

Even though family members hold FLPs, they
may disagree about the ultimate disposition of the
FLP assets. If they fail to agree, the discounted value
of an FLP interest could reflect its actual value
because the member cannot readily liquidate the
interest and cannot unilaterally control the disposi-
tion of the FLP assets. That difference is very real in
many situations, but Coverdale appears to brush it

aside by assuming that FLP members will always
vote in unison. Unfortunately, Coverdale provides
nothing to support his conclusion about unified
families. In fact, he reports that only 2 percent of the
estates between $1.5 million and $2 million reported
an FLP, and only 12.4 percent of estates with more
than $20 million reported one. Those numbers
suggest that the total percentage of estates that
report FLPs is well below 10 percent, a fairly
minuscule amount. The low use rate suggests that
perhaps members of wealthy families prefer the
direct transfer of assets and the payment of a higher
estate tax instead of owning property jointly
through cumbersome FLPs. Smaller estates would,
of course, have no use of FLPs because they can
pass assets tax free if the value of the assets is less
than the unified estate tax credit. Those with suffi-
cient assets to warrant the use of an FLP would
have the resources to pay for one, so FLPs do not
give the largest estates a benefit that other estates
cannot enjoy.

FLPs find their place in estate and gift tax plan-
ning, but the notion of discounting the value of FLP
interests raises a broader issue. If courts can justify
discounting the value of an FLP interest, they
should also consider discounting the income allo-
cated (but not distributed) to a partner who lacks
control and cannot easily liquidate his partnership
interest. If the partnership does not distribute the
income allocated to that partner, that income is
subject to the same factors that courts rely on to
grant FLP discounts. Horizontal equity would ap-
pear to justify subjecting shares of allocated, but
undistributed, income to discounts that are similar
to those granted in the estate and gift context. That
topic is worthy of serious consideration. If courts
cannot get to minority and marketability discounts
of income allocated to minority members of tax
partnerships, they should not be able to grant
discounts for estate and gift tax purposes. The same
principles should govern both situations.

Kevin A. Lucid, Note, ‘It’s a Tax Thing: The
Misnamed ‘Heightened Scrutiny’ Standard for
Evaluating Family Limited Partnerships,’ 26 Quin-
nipiac Prob. L. J. 403 (2013). In this student note,
Kevin A. Lucid describes the IRS’s mostly unsuc-
cessful attempt to bring assets back into an estate
from an FLP using section 2036(a). Lucid explains
that despite a so-called heightened scrutiny stan-
dard, several taxpayers have been able to demon-
strate a bona fide transfer of assets to an FLP and
avoid having the full value of the assets included in
their estates. Unfortunately, even though academics
and others dislike the discounts granted for FLP
interests, taxpayers appear to have the upper hand
in valuation disputes if transfers to FLPs and trans-
fers of FLP interests are properly structured.
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Nick Zemil, Note, ‘Testing a Partnership’s Contri-
bution of Appreciated Real Property to Determine
Developer or Investor Status,’ 32 Va. Tax. Rev. 841
(2013). The character of property contributed to a
charity can affect the amount of the deduction that
the contributor can take for the contribution. For
example, a contributor generally may deduct the
fair market value of contributed property, but a
developer can deduct only an amount equal to the
basis of the contributed property if the disposition
of the property would result in ordinary income to
the developer.29 In this student note, Zemil does an
admirable job of discussing the factors courts con-
sider to determine whether property results in
ordinary income on its disposition. He also con-
cludes that courts would apply the test at the
partnership level if the tax partnership contributed
the property. The article serves as a good reminder
of an issue that could trip up unwary tax partner-
ships that are considering a charitable contribution.

Conclusion
Student-edited academic journals continue to be

a good source of top-quality tax-partnership ar-
ticles. The 2013 articles provide excellent insight
into many important topics. Undoubtedly 2014 will
produce additional insight into this important area
of the law. The authors, editors, and publishers who
present these articles do a great service to the
profession.

29See section 170(e)(1)(A).
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