
USE OF LIMITED PARTNERSHIP TO INVEST IN
DEPRECIABLE REALTY

By ELLSWORTH HALL, I1*

Whether your client is a real estate developer in search of "equity
money" for an apartment project or a doctor anxious to participate
in group ownership of improved realty, in order to obtain a
depreciation deduction to reduce what he considers an intolerable tax
burden, you may be faced with the necessity of deciding upon the form
of ownership for a real estate venture. One possibility, all but forgotten
in most areas of law, which is being dusted off and put to use with
increasing frequency of late, is the limited partnership. It is to re-
acquaint the average practitioner with the nature and characteristics of
the limited partnership and to suggest that it may often be the most
advantageous form of ownership that this article is written. Herein we
will primarily be concerned with the ownership of depreciable realty,
and in particular new depreciable realty, as distinguished from
unimproved land, although the limited partnership may also be a
proper device in which to hold the latter. Georgia has adopted the
Uniform Limited Partnership Act' and, while this article may refer
from time to time to the law in Georgia, citations will also be given
to the Uniform Act, and observations made herein are equally valid
wherever the Uniform Act has been adopted.

BASIC NON-TAX CHARACTERISTICS OF THE LIMITED PARTNERSHIP

In Georgia a limited partnership is formed by two or more persons
filing a sworn certificate setting forth the basic characteristics of the
partnership in the Office of the Clerk of the Superior Court where the
land lies,2 and it must have as members one or more general partners
and one or more limited partners.3 There should also be a partnership
agreement of which the certificate is a sort of "short form". The
limited partnership may carry on virtually any kind of business, with
a few exceptions which the statute enumerates4 and which in Georgia
are primarily of a financial and public utility nature. A limited partner

* Partner in firm of Bloch, Hall, Hawkins and Owens, Macon, Georgia, LL.B., 1956,
University of Virginia; Member of Georgia Bar.

I. GA. CODE ANN. § 75-4 et seq. (Rev. 1964).
2. GA. CODE ANN. § 75-403 (Rev. 1964); UNIFORM LIMITED PARTNERSHIP ACT § 2

[Hereinafter cited as ULPA].
3. GA. CODE ANN. § 75-402 (Rev. 1964); ULPA § I.
4. GA. CODE ANN. § 75-404 (Rev. 1964); ULPA § 3.
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is not ordinarily liable for the debts of the limited partnership,5 but the
"price that he pays" for this limited liability is that he has no voice
or control over the operation of the business and if he takes part in
the control of the business he becomes liable as a general partner. 6 The
status of a general partner is just the opposite; he is personally liable
for the partnership debts, but he and his fellow general partners have
full control of the operation of the business, with a few enumerated
exceptions.7 The death of a general partner dissolves the partnership,
unless the business is continued under a right stated in the certificate
or with the consent of all partners,8 but the death of a limited partner
does not.9 The statute gives limited partners priority over general
partners upon dissolution of the partnership. 0

FEDERAL INCOME TAX CHARACTERISTICS OF LIMITED PARTNERSHIPS

Before discussing the taxation of limited partnerships, it may be well
to review some of the income tax characteristics of depreciable real
estate investments.

Taxwise, the distinctive character of real estate investments emanates
primarily from the deduction for depreciation, the advantages of which
are greatly increased in the early years of investment when so-called
"accelerated" methods are used (double declining balance or sum-of-
the-years digits). Such accelerated methods may be used only when the
owner is the first user of the property (i.e. when he buys it before it is
used or builds it)." The deduction under an accelerated method is much
larger in the early years of investment than it would be under the
straight-line method; however, the deduction grows progressively
smaller and eventually becomes smaller than the straight line
deduction. However, a project is usually switched to the straight line
method before the latter occurs.

The depreciation deduction may (and under accelerated methods
usually does in the early years) produce a loss for tax purposes, even
though the real estate venture is in fact profitable. Moreover, the cash
receipts from the property may exceed the cash expenditures, thereby
producing tax free cash for the owner, in addition to a tax deduction
to apply against the owner's income from other sources.

5. GA. CODE ANN. §§ 75-402, 404 (Rev. 1964); ULPA §§ 1, 7.
6. GA. CODE ANN. §§ 75-408,411 (Rev. 1964); ULPA §§ 7-8.
7. GA. CODE ANN. § 75-410 (Rev. 1964); ULPA § 9.
8. GA. CODE ANN. § 75-421 (Rev. 1964); ULPA § 20.
9. GA. CODE ANN. § 75-422 (Rev. 1964); ULPA § 21.
10. GA. CODE ANN. § 75-424 (Rev. 1964); ULPA § 23.
II. INT. REv. CODE Of 1954, § 167(c).
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For example, consider an apartment project with gross rents of
$170,000.00, cash expenses of $135,000.00 (including interest on its
mortgage loan), a depreciation deduction of $65,000.00 (calculated by
an accelerated method), and total principal payments on its mortgage
loan of $15,000.00. For income tax purposes, the property shows a loss
of $30,000.00 (rents minus cash expenses minus depreciation).
However, it actually produces cash for its owners in the amount of
$20,000.00 which can be calculated by adding to the net income for tax
purposes of $30,000.00 the depreciation deduction of $65,000.00 and
subtracting the principal payments of $15,000.00. Thus, the project in
effect produces "tax free" cash of $20,000.00 and an income tax
deduction ("tax shelter") of $30,000.00 to apply against the owner's
income from other sources. If the owner were a doctor in the 50% tax
bracket, he would have to earn net fees of $100,000.00 to generate the
same amount of spendable cash. Thus, if the return on such a real
estate investment is calculated as an"after tax" return in the hands of
a high bracket tax-payer, it becomes quite impressive.

Viewing this result as too good to remain true, the Congress moved
on three primary fronts in the Tax Reform Act of 1969 to lessen the
benefits of real estate depreciation; however, a desire to provide an
incentive for the construction of housing caused it to deal benignly with
residential realty:' 2

(1) Depreciation'-3-The use of accelerated methods of depreciation
(200% declining balance and sum-of-the-year digits) has now been
limited to new residential rental housing. The fastest write-off allowable
for other new real properties is the 150% declining balance method. The
fastest method permitted on used residential property is 125% declining
balance (provided it has a remaining useful life of 20 years or more)
and other used real estate is limited to the straight line method.

(2) Depreciation Re-capture" -The depreciation deduction reduces
ordinary income and also reduces the basis of the property. If the
property is held over six months and sold at a sufficient gain, the tax-
payer is in effect taxed on the depreciation previously taken, since it
has reduced his basis; however, absent corrective legislation, this gain

12. In order to avoid a discussion of the various effective dates contained in the new tax bill,
this article pre-supposes a project conceived after the publication date hereof so that the laws
discussed are fully applicable to it. Obviously, this article attempts to set forth only these
amendments which deal most directly with the subject-matter and not with all the changes which
may conceivably affect real estate investments.

13. Tax Reform Act of 1969, § 521, amending INT. REV. CODE of 1954, § 167.
14. Tax Reform Act of 1969, § 521, amending INT. REV. CODE of 1954, § 1250.
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would be a long term capital gain. In 1964 the law was amended to
convert this long term capital gain to ordinary income to the extent of
the depreciation taken in excess of straight line depreciation; however,
the law provided that this "depreciation re-capture" would decline by
1% per month after the property had been "held" 20 months with the
result that there would be no re-capture and the gain would be long
term capital gain in its entirety after the property had been "held" for
ten years." This rule is continued in effect by the 1969 Act only with
respect to new residential rental property financed pursuant to Sections
221(d)(3) or 236 of the National Housing Act or similar state or local
programs. For other residential rental property the re-capture declines
1% per month after the property has been held 100 full months, so that
there is no re-capture if the property is sold after being held 16 years
and 8 months. All other real estate is subject to full recapture of
"excess" depreciation regardless of the length of time held.' 6

(3) Tax Preference Income"7 -The 1969 Act imposes a 10%
minimum tax on income "sheltered" by certain deductions regarded as
"tax preferences", including excess depreciation; however, this section
is applicable only to the extent that the total preference exceed $30,000
plus the income tax otherwise payable by the taxpayer after reduction
for certain credits. The exemptions contained in the tax preference
sections seem sufficiently high so that the average investor is unlikely
to be affected by these sections. Moreover, the 10% tax is hardly
alarming, although it obviously must be taken into consideration when
applicable.

Leaving aside the question of tax preferences, which seems to be of
limited application, it is apparent that the 1969 Act has severely
effected the after-tax return on new and used real estate other than
residential. At the other extreme, new Section 236 and 221 (d) (3)
projects have not been affected at all. Other new residential properties
have been affected only by the re-capture provisions, which will
increase the tax impact, if and when the property is sold prior to being
held 16 years and 8 months. This holding period will be distasteful to
investors who invest purely to obtain tax shelter, since projects being
depreciated at accelerated rates usually begin showing a profit around
the tenth year. Under the new law, as under the old, the services of an

15. INT. REV. CODE of 1954, § 1250. Note, that the "holding period" in this sense does not
necessarily begin when the taxpayer acquires title but is basically calculated from the time that
the property is first used while owned by the taxpayer. For exact details see sub-section (e).

16. See supra note 14.
17. Tax Reform Act of 1969, § 301, adding INT. REV. CODE of 1954 §§ 56-58.
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accountant to project anticipated income and expenses will be
indispensable in predicting tax consequences.

Thus far, the discussion has set forth some of the advantages of
depreciable real estate investments to the "owner"; however, if the
"owner" is some sort of business organization, it is not enough that
these advantages accrue to it, they must be "passed through" to the
individual investor. This brings us to a discussion of the taxation of
the limited partnership.

Basically, a limited partnership is treated for federal income tax
purposes the same as an ordinary partnership with general and limited
partners being treated identically. Thus, if the project shows a profit
for tax purposes, there will be no tax at the partnership level and each
partner will report his share of the income on his individual return.' 8

If the income item in question were long term capital gain at the
partnership level, it will retain that characteristic on the individual
returns." Net losses also generally pass through and may be deducted
by the partners; 0 however, in this respect the nature of a limited
partnership causes a special problem.

THE BASIC PROBLEM

In the case of either type of partnership and either general or limited
partners, a partner is not permitted to deduct his share of partnership
losses if they exceed his basis in his partnership interest.2' Moreover,
"cash flow" distributed to a partner in excess of his basis will result
in taxable gain."

For a general partner in a real estate venture this rule is unlikely to
pose much of a problem since a general partner's basis includes not
only his investment in the partnership but also his share of the
partnership debts" due to the fact that a general partner is liable for
such debts. Thus, the general partner is permitted to include his share
of the mortgage loan in his partnership basis. On the other hand, a
limited partner is not liable for such debts and is not ordinarily
permitted to add any portion of the debt to his basis. In the case of
an investment which consistently produces a tax loss, this rule, when
applicable, will soon preclude the limited partner from deducting his

18. INT. REV. CODE of 1954, §§ 701-702.
19. INT. REV. CODE of 1954, § 702.
20. Id.
21. INT. REV. CODE of 1954, § 704(d).
22. INT. REV. CODE of 1954, § 731.
23. INT. REV. CODE of 1954, § 752.
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share of losses, because a partner's basis is reduced by his share of all
losses incurred. Since the investment by the partners is usually
relatively small (the bulk of the funds being furnished by the mortgage
lender), the limited partner's basis will soon be reduced to zero, and
he will be precluded from taking further losses and, as stated, will
realize gain on the distribution of "cash flow".

However, "where none of the partners have any personal liability
with respect to a partnership liability (as in the case of a mortgage on
real estate acquired by the partnership without the assumption by the
partnership or any of the partners of any liability on the mortgage),
then all partners, including limited partners, shall be considered as
sharing such liability under Section 752 (c) in the same proportion as
they share the profits. 24

Therefore, where the attractiveness of the investment depends upon
the ability of the limited partner to deduct losses, it is absolutely
essential that no personal liability exist. Any procedure that will
preclude personal liability will do the job; however, the most obvious
one would be by inserting a provision in the note similar to the
following: The liability of the maker and the partners therein is limited
as set forth in the security deed (mortgage) of even date herewith which
secures this note, and by inserting a clause along the following lines in
the security deed (mortgage): Neither the grantor nor any limited or
general partner therein shall be personally liable for the payment of the
note secured hereby or for the violation of any covenant, condition or
warranty set forth in said note or in this security deed (mortgage); that
is to say, any such liability shall be collectible only from or out of the
security described herein.

Alternatively, the loan can be closed in the name of some other
entity, such as a nominee corporation, and title transferred to the
limited partnership without any assumption of liability.

Admittedly, the lender's consent to either procedure cannot always
be obtained; however, such terms can be negotiated in many cases.
Moreover, they are readily available on apartment projects financed
pursuant to Sections 221 (d) (3) or 236 of the National Housing Act.

It can be seen from the above discussion that the federal tax law
creates an anomaly: if no partner is liable, there is no basis problem;
if every partner is liable, there is no basis problem. Anything in between
causes a problem for the partners not liable.

This obviously suggests another approach to the problem that can

24. Treas. Reg. § 1.752-1(e) (1960).
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be used, even though the mortgage loan cannot be obtained without
"personal" liability. Suppose that every few years after their basis are
in danger of becoming exhausted, the limited partners, for a valid
consideration, each agree to become liable to the lender for the re-
payment of a certain portion of the mortgage loan, such portion being
large enough to cover each partner's anticipated share of the tax losses.
The limited partners should be allowed to increase their basis in this
event. Moreover, a limited partner who is unwilling to become liable
as a general partner may not object to this sort of "piece-meal"
liability. Whether a sophisticated investor would look with favor on
this approach is another question.

AVOIDANCE OF BEING TAXED AS "ASSOCIATION"

If the problem of being permitted to add the mortgage to the basis
is the first hurdle that must be overcome to utilize the limited
partnership effectively, the second is the avoidance of characterization
as an "association" for tax purposes. The revenue code expressly
provides that the term "corporation" includes an "association '25

which is subjected to taxation as a corporation, a result that will
preclude the tax results desired for investment in depreciable realty.

Treasury Regulations Sections 301.7701-2 through 301.7701-4 sets
forth the criteria which govern in determining whether an organization
is an association, a partnership, or a trust. While recognizing that other
factors may be significant in some cases, the Regulations set. forth six
characteristics ordinarily found in a corporation:"

(I) Associates;
(2) An objective to carry on business and divide the gain therefrom;
(3) Continuity of life;
(4) Centralization of management;
(5) Liability for corporate debts limited to corporate property;
(6) Free transferability of interests.

The Regulations then go on to state that, since the first two
characteristics are possessed by both partnerships and corporations,
only the last four will be considered. "An unincorporated organization
shall not be classified as an association unless such organization has
more corporate characteristics than non-corporate characteristics
. . . . For example, if a limited partnership has centralized
management and free transferability of interests, but lacks continuity

25. INT. REv. CODE of 1954, § 7701 (a) (3).
26. Treas. Reg. § 301.7701-2 (a) (I) (1965).
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of life and limited liability, and if the limited partnership has no other
characteristics which are significant in determining its classification,
such limited partnership is not classified as an association. '27

Basically then, determining whether or not a limited partnership
retains its partnership status depends upon a finding that it does not
possess more than two of the last four characteristics. (The proviso
". .. has no other characteristics which are significant . . ." is not
defined in the Regulations, but should be kept in the back of the mind
of the draftsman).
Continuity of Life-This, of course, refers to the corporate
characteristic of continuing in existence, regardless of what happens to
its shareholders. The rule set forth is not entirely clear. However, this
regulation concludes: "Accordingly, a general partnership subject to a
statute corresponding to the Uniform Partnership Act and a limited
partnership subject to a statute corresponding to the Uniform Limited
Partnership Act both lack continuity of life."' ' Thus, in a state in
which the Uniform Partnership Act applies, the draftsmen should be
careful that the partnership agreement does not purport to grant any
greater continuity of life than the statute affords. Moreover, it would
appear prudent to limit the life of the partnership to a specific number
of years.
Centralization of Management-What is referred to here is the
corporate characteristic of being governed by a board of directors. The
regulations, after stating at one point that any organization in which
less than all the members have exclusive authority to make the
management decisions possesses this characteristic, nevertheless
conclude: "In addition, limited partnerships subject to a statute
corresponding to the Uniform Limited Partnership Act, generally do
not have centralized management, but centralized management does
exist in such a limited partnership if substantially all the interests in
the partnership are owned by the limited partner." 9 Although
"substantially all" is not defined in the regulations, two examples are
set forth in which the regulations state centralized management does
exist. In one example the general partners contributed three per cent
of the capital and in the other they contributed six per cent.3 Since the
limited partners typically contribute most of the capital in a real estate
venture, this characteristic may be difficult to avoid. In any event there

27. Treas. Reg. § 301.7701-2 (a) (3) (1965).
28. Treas. Reg. § 301.7701-2 (b) (3) (1965).
29. Treas. Reg. § 301.7701-2 (c) (4) (1965).
30. Treas. Reg. § 301.7701-3 (b) (2) (1965).

[Vol. 21



LIMITED PARTNERSHIP

would seem to be nothing that can be done from a drafting standpoint
to improve this situation.
Limited Liability-The regulations state that this characteristic exists
if there is no member who is personally liable for the debts of the
organization. However, if the general partner in a limited partnership
has no substantial assets (other than his interest in the partnership)
which could be reached by a creditor of the organization and is a mere
dummy acting as the agent of the limited partners the limited
partnership will be found to have limited liability. The Regulations
expressly state that if a corporation is a general partner, it will be
deemed to have personal liability if it has substantial assets, other than
its partnership interest, that can be reached by the partnership's
creditors .3 Obviously, the safe course to take here is to have at least
one financially responsible general partner. Where a corporation is to
be the sole general partner, the tax adviser should make certain that it
has substantial other assets subject to creditor's claims. (Note,
however, that a limited partnership with a corporation as sole partner
will almost certainly possess centralization of management.)3 2

Free Transferability of Interest-An organization has this
characteristic, say the Regulations, if all members or those owning
substantially all of the interests in it, have the power, without the
consent of other members, to substitute for themselves a person who
is not a member of the organization.as

Under the Uniform Limited Partnership Act, a limited partner has
the right to assign his interest (which basically give the assignee the
right to receive the monies to which the assignor was entitled but
confers no other rights) but does not have the right to make the
assignee a "substituted limited partner" without the consent of all
members of an express power to do so set forth in the partnership
certificate .3 It seems clear from the language of the Regulation that
this power does not constitute free transferability. A general partner
has the same right to transfer his interest that he would have as a
partner in a general partnership.a Thus, unless some peculiar local law

31. Treas. Reg. § 301.7701.2 (d) (2) (1965).
32. For reasons obscure to the writer, the I.R.S. has informally indicated that it will not rule

that a limited partnership is taxable as a partnership where the sole general partner is a
corporation in which the limited partners own directly or indirectly more than 20% of the
outstanding stock or is a member of an "affiliated group" with such a corporation. Stock
attribution rules will be applied. Tax Management Memorandum TM 69-21, October 20, 1969.

33. Treas. Reg. § 301.7701-2 (e) (1) (1965).
34. GA. CODE ANN. § 75-420 (Rev. 1964); ULPA § 19.
35. GA. CODE ANN. § 75-410 (Rev. 1964); ULPA § 9.
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grants the right to transfer a general partnership interest, general
partnership interests do not possess this characteristic. In any event, the
writer suggests that the draftsman make sure that this corporate
characteristic does not exist by expressly making all partnership
interests non-transferable except with unanimous consent of all
members.

COMPARISON WITH OTHER FORMS OF OWNERSHIP

Without attempting to set forth all of the short-comings of other
forms of organization, a few of them will be enumerated here.
Corporations-Absent a valid sub-chapter selection, use of the
corporate form will result in double taxation if there is net income and
will preclude the investors from deducting losses on their individual
returns. Moreover, after June 30, 1972, a corporation which has no
current or accumulated earnings and profits, because of the use of
accelerated depreciation, will no longer be able to distribute "cash
flow" to its shareholders tax-free. 3

1 If the corporation is liquidated or
its stock sold within three years, the collapsible corporation rules will
usually convert capital gain to ordinary income.3 7 The practitioner who
looks to the sub-chapter S election to grant relief from double taxation
and to pass through losses will usually be disappointed. Even if the
number of investors is small enough to qualify, the rents from the
project will likely make the corporation ineligible for the election,U
except during the construction period or when the property consists of
an "operating" type of business such as a garage, hotel, or motel.3

Finally, even if the corporation qualifies to make the election, the
stockholders may not get a full "pass-through" of losses, since they
are not permitted to deduct losses in excess of their basis for the stock
and the basis will not include any part of the mortgage loan. 40

Massachusetts Trusts-With the possible exception of a trust that
holds title to property subject to a net lease, a Massachusetts trust is
almost always taxable as a corporation and is unsuitable for the
reasons set forth in the discussion of corporations.4

Real Estate Investment Trusts-Sections 856-858 of the Internal
Revenue Code govern the taxation of Real Estate Investment Trusts,

36. Tax Reform Act of of 1969, § 442, amending INT. REV. CODE OF 1954, § 312.
37. INT. REV. CODE of 1954, § 341.
38. INT. REV. CODE of 1954, § 1372-4 (e) (5).
39. Treas. Reg. § 1.1372-4 (b) (5) (iv) (1965).
40. INT. REV. CODE of 1954, § 1374 (c)(2).
41. Treag-Reg. § 301.7701-2 (a) (2) (1965).
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which may be loosely regarded as the real estate equivalent of mutual
funds. These trusts will not be discussed further, although they possess
several of the desired characteristics, since the code requirement that
there be at least 100 owners4 2 and the fact that losses are not passed
through to the investors will ordinarily preclude the use of these trusts.
General Partnerships and Joint Ventures-These organizations possess
all of the desired tax results; and, indeed, offer an advantage over the
limited partnership tax-wise, since the basis problem discussed above
in connection with limited partnerships will not ordinarily exist.
However, limited liability and the concentration of management power
in the hands of the developer are absent. Although the latter can be
supplied in large part by the partnership agreement, the investors may
be unwilling to yield all of their management powers when they have
unlimited liability.
Tenancy in Common -Like the general partnerships and joint
ventures, this form of organization (or lack of organization) does not
have the attributes of limited liability and concentration of
management authority. Moreover, in the case of a rental project in
which services are furnished to tenants, the tenants-in-common who
own it are likely to be regarded as a partnership for tax purposes.43 An
attempt to draft an agreement to overcome the basic inadequacies of
this arrangement, such as the need for unanimous consent to sell, lease,
mortgage, etc., is likely to result in it being regarded as a partnership
for all purposes.

STRUCTURING THE PARTNERSHIP AGREEMENT

The general partner, or partners, should obviously be the real estate
developer(s) who conceived the project, who will then be in a position
to exercise professional management control without interference from
the limited partners. To be sure, the developer will be exposed to
unlimited liability, a burden not to be lightly undertaken; however, the
form of organization and term of the agreement can at least partially
ameliorate this. First, as stated above, if the applicable corporate law
poses no bar," a corporation may usually be the sole general partner.
Even though, as stated above, it must have substantial assets to avoid
the limited partnership's being characterized as having limited liability
under the tax regulations; it is apparent that the use of such a

42. INT. REV. CODE of 1954, § 856 (a) (5).
43. Treas. Reg. § 1.761-1 (a) (1965).
44. The Georgia corporate law authorizes this. See GA. CODE ANN. § 22-202 (b) (10).
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corporation still imposes some limitation on liability. Moreover, the
partnership agreement can afford some relief, for example by providing
that the general partners can advance funds to the partnership to meet
excess construction costs or operating losses as loans, re-payable from
cash flow and/or from proceeds of the sale of the project. Also, the
agreement should absolve a general partner from liability to partners
of any type for decisions made in good faith. Finally, exposure to
unlimited liability may well be a reasonable price for the real estate
developer to pay to tap a source of funds not available in any other
form of organization-the tax investor. Such an investor is interested
almost solely in the tax benefits to be derived, and has no interest in
interfering with the management of the project. Indeed, he may not
care to see it. Almost invariably, he will insist upon limited liability
and thus is a "natural" limited partner. Prospective investors of this
type may come quickly to the mind of the practitioner from among his
own clients. Moreover, any successful accounting firm will know many
prospects and may be willing to mention the project to some of them.

The investor-limited partner, although forbidden to take part in the
management of the business, may nevertheless be granted some control
in the partnership agreement over those things which effect him most
vitally. For example, the agreement may provide that the project may
not be sold nor the mortgage refinanced, nor the specified method of
depreciation changed without the consent of a majority or more of the
limited partners.

An additional income tax advantage of the limited partnership is
derived from the INTERNAL REVENUE CODE of 1954, § 704 (a) which
states: "A partner's distributive share of income, gain, loss, deduction,
or credit shall, except as otherwise provided in this section, be
determined by the partnership agreement."

This section further provides (insofar as relevant here) that a
partner's share of any such item shall be determined in accordance with
his share of taxable income or loss, unless the partnership agreement
specifies a different allocation of that item and the principal purpose
of any such allocation in the. partnership agreement is not tax
avoidance or evasion . 5

Probably, no provision of the law is more murky than this, and no
good purpose would be served by attempting to explore its uncertain
outer limits here. However, it should be remembered that the possibility
of some "maneuvering" exists. Regardless of whether or not any such

45. INT. REV. CODE Of 1954, § 704 (b).
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special allocations are to be made,-a well-drawn agreement should
specifically provide for the disposition of "cash flow", as well as net
income, and for the proceeds derived from any sale or re-financing of
the project.

Still another tax advantage of the limited partnership, which will not
be discussed in detail, is the possibility of compensating the real estate
developer or attorney or accountant without his having to pay any
present income tax. If he is granted an interest in partnership capital,
he will be deemed to realize income immediately; however, if he is
granted only an interest in partnership income, he will incur no present
tax and will be taxed only as the income is received.4

221 (d)(3) AND 236 PROJECTS

No discussion of the limited partnership as a vehicle for real estate
investment would be complete without mention of the projects in which
it is probably most commonly employed today-the 221(d)(3) or 236
project. 47 These Federal Housing Administration Plans (hereinafter
referred to as FHA) are apartment projects financed by insured loans
equaling 90% of cost, with mortgage funds normally supplied by
Federal National Mortgage Association and repayable monthly over a
40 year term. Unless the owner is a non-profit organization, the
amount of "dividend" (this term is used here to refer to distributions
from any form of organizations, not just corporations) permitted to be
distributed each year is limited to 6% of the equity investment (i.e. 6%
of the total cost). Among the factors that make the limited partnership
form ideal for holding these investments are the following:

1. The loan is easily obtainable without any personal liability
being imposed.

2. The 1969 amendments to the depreciation and recapture rules
do not apply to them. Thus, they will afford substantial tax shelter to
the investor. Indeed, the permitted dividend is so small that the "tax
shelter" afforded is the prime current inducment for investment in
these projects.

3. Because of the housing shortage in the country and the federal
government's realization that investors will not invest in these projects
unless "tax shelter" is available, it seems unlikely that any changes,
administrative or legislative, will be made in the taxation of these
projects in the near future.

46. Treas. Reg. § 1.721-1 (1965).
47. Such projects are those authorized by Sections 221 (d) (3) or 236 of the National Housing

Act. See supra note 14.
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4. Supervision of these projects by the FHA gives the investor a
feeling of security.

5. A national market is beginning to develop in limited partnership
interests in these apartments. In 1968, Congress authorized the
formation of a private corporation48 known as the National Housing
Corporation for Partnerships, which in turn was authorized to form a
limited partnership. Both the corporation and the limited partnership
which are now in existence, are authorized to become limited partners
in limited partnerships which own 221 (d) (3) and 236 projects, and are
seeking such investments. In general, high bracket taxpayers are
becoming increasingly willing to invest in these projects although
located far from home.

CONCLUSION

In the case of a 221 (d) (3) or 236 project, the writer feels that the
conclusion will be inescapable in vitually every case that the limited
partnership form should be employed. Whenever any other type of
depreciable realty investment is proposed, the practitioner will find it
well worth his time and in the best interest of his clients to consider
carefully the use of the limited partnership and to employ it where
indicated.

48. 42 U.S.C. § 3932 (1964).
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