
IRS CIRCULAR 230 DISCLOSURE: To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax advice contained in this communication (including any attachments) is not intended or written to be used or relied upon, and cannot be used or relied upon, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) promoting, marketing, or recommending to another party any transaction or matter addressed herein.  If you are not the original addressee of this communication, you should seek advice based on your particular circumstances from an independent adviser.  

Methods of Raising Money
There are three options to raise additional money: (1) capital contributions from investors, (2) a loan to the partnership, or (3) the sale of the limited partner’s interest in the partnership
.

Capital Contribution from new Investors.  Capital contributions from new investors would raise money for the partnership in a tax free manner.  

Pursuant to IRC §§ 721-723, the contribution of money (or property) to a partnership in exchange for a partnership interest will generally not result in tax to the contributing partner, the partnership or the existing partners.  

However, under IRC §752(b), the admission of new partners (regardless of how much money they contribute) could result in a tax consequence to the existing partner to the extent the existing partner is relieved of his share of partnership liabilities and does not have sufficient basis in the partnership to offset the deemed distribution.  
The basis, character and holding period of the partnership’s assets all remain the same.  

Loan.
A private money loan to the partnership would also raise additional money for the partnership in a tax free manner.  A loan is beneficial to the existing partners because it increases their bases and capital accounts.  A loan is beneficial to the partnership and existing partners because they can deduct the interest payments (to the extent the loan proceeds are used in the trade or business of the partnership).  
Interest payments to the lender would be ordinary income, and principal payments would simply be a return on capital.  

Sale of Limited Partner’s Interest.  The sale of a limited partner’s interest (or some portion thereof) will not raise money for the partnership, but will raise money for the selling partner.
   The selling partner will recognize gain (or loss) on the sale.  Pursuant to IRC §§741 and 751, gain is capital, except to the extent some gain is attributable to unrealized receivables or inventory items, in which case it will be ordinary income.  
There is no tax consequence to the partnership and the partnership’s basis in its assets remains the same (although the new partners may want the partnership to take a §754 election to adjust its basis under §743(b)).  

There is no immediate tax consequence to the purchaser.  The purchaser will take a basis in the partnership equal to the purchase price, plus his or her share of partnership liabilities assumed.  IRC §§742, 752.    

Getting the Money to the Limited Partner


If the goal is to get some portion of the new money to the existing limited partner, there are several methods of achieving this: (1) direct sale of limited partner’s interest, (2) distribution to limited partner from partnership, or (3) loan from partnership to limited partner.  


Sale of Limited Partner’s Interest.  As discussed above, this is the most direct means of getting some of the investor’s money to the existing limited partner.  From a tax perspective, it is also the least desirable given the recognition of gain (or loss) from the sale of the limited partnership interest.  It is also the least likely to be challenged by the IRS.  

Distribution of Cash from Partnership to Partner.  If the money is contributed or loaned to the partnership, the partnership can then distribute the proceeds to the existing limited partner.  The distribution of cash to a partner will only result in income to the extent the amount distributed exceeds the partner’s basis in the partnership.  As a result, the general rule is that a distribution will generally not result in income to the partner.  

As a practical matter, the treatment of the distribution will differ depending on whether the money was acquired via a capital contribution or via a loan to the partnership.
If the money distributed to the limited partner came from cash contributed by new investors, the existing limited partner may have income if the cash distributed exceeds his basis in the partnership.  This may result because unlike a loan, cash contributed to the partnership will not increase the existing partner’s basis.
  

If the money distributed to the existing limited partner came from a loan to the partnership, the partner will only have income if the cash distributed exceeds his basis in the partnership. As a practical matter, because the partner’s basis will be correspondingly increased by his share of the liability assumed by the partnership, the subsequent distribution of the same money will not result in any tax liability.  

Loan from Partnership to Partner.   Finally, the partnership may loan the new money to the existing limited partner, regardless of whether the money lent was obtained via new capital contributions or via a loan to the partnership.    

Pursuant to IRC §707(a), loans between a partnership and a partner are generally treated as loans between the partnership and a third party.  As such, the partner would not recognize income upon receipt of the loan, and would be entitled to a deduction for interest in the event the loan was used in the course of the partner’s trade or business.  

However, the IRS can elect to treat the loan as a deemed distribution to the partner triggering the rules discussed above.  Although there are several factors to be considered in structuring the loan, the IRS will be more inclined to accept the stated loan treatment if the partner has an unconditional, legally enforceable obligation to repay a sum certain at a determinable date.  
Effect of Previous Depreciation Deductions

The partnership has depreciated its asset(s).  If new partners are admitted, there are issues as to (1) the effect of the previous deductions on the new partners, and (2) the depreciation of the partnerships assets after the new partners are admitted to the partnership.  


Effect of Past Depreciation.  The new partners will not have any immediate liability for past depreciation deductions taken by the partnership prior to their admission as partners.  To the extent a past deduction is challenged by the IRS, only the partners at the time the deduction was taken would have any liability to the IRS.  

Future liability for past depreciation taken may arise by virtue of the fact the partnership may have depreciation recapture in the event a depreciable asset is sold.  IRC §1245 (personal property); §1250 (real property).  Whether the deprecation recapture (if any) is allocated to a new partner depends on whether the partner was admitted (1) after making a cash contribution, or (2) after purchasing some portion of the existing partner’s interest.  
The regulations generally try to allocate recapture to the partner or partners who enjoyed the depreciation deduction in the first place.  Accordingly, if a partner obtains an interest after making a cash contribution to the partnership, the depreciation recapture attributable prior to the new partner’s admission to the partnership should be allocated to the partner who took the deduction. 

However, if a partner sells his interest to a new partner, depreciation recapture will be allocated to the new partner just as though he were the partner who took the deduction.  Treas. Reg. §1.1245-1(e)(2)(ii)(B).  

Future Depreciation.  In the typical case of the contribution of property with a tax basis less than its book value, the Code and Regulations have procedures to ensure that the non-contributing partners are allocated there legitimate share of depreciation based on the book (market) value of the property.  IRS §704(c)(1)(A); Treas. Reg. §1.704-3(b).  While the rules are fairly complex, stated very generally, the non-contributing partners are generally allocated more depreciation than the contributing partner to compensate for the fact the contributing partner has already depreciated the asset.  

In a situation where a new partner acquires an interest in a partnership where the assets have a basis less than their value, it is unclear whether (1) the same rules apply, (2) and if they do not, whether the partnership can specifically allocate additional depreciation to the new partners so that they can fully enjoy the depreciation.  More research would be needed in this regard, but I assume that a special allocation to the new partners would be permissible.  
� Technically, the sale option would only raise money for the selling partner, not the partnership.  





� In the event more than 50% of the total interests in the partnership are purchased, the partnership will terminate which will result in taxable events.  These are not discussed here.  


� The IRS could also reclassify the distribution as a deemed sale of the limited partner’s partnership interest.  
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