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This is a guide
to understanding
general partnerships.

This publication is designed to help
potential partners understand the advan-
tages and disadvantages of a partnership
and to guide development of partnership
agreements. Primary focus is on agricultural
business partnerships, but the issues raised
apply to other businesses.

Partnership details appropriate for a
specific situation can be obtained from
attorneys, accountants or other business
advisors. This publication should serve as a
guide in understanding partnerships so that
a professional can be used more effectively.

We will restrict the discussion here to
the general partnership. Although limited
partnerships may apply to some farm busi-
nesses, their problems are sufficiently
unique to require further legal guidance.
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A partnership is an association
of people who co-own a business

for profit.

partnership is an association of two

people or more (may include

husband and wife) who co-own a busi-
ness for profit. Individuals forming a part-
nership contribute their capital, labor and
skills to the business and share with each
other the management responsibility, capital
growth and returns from the business.
Profits and losses may be divided among the
partners in any manner which is agreed
upon by the partners. There is no set pattern
of ownership or operation. The partners
determine the terms of the partnership in
their partnership agreement.

The business relationship among indi-
viduals who are conducting a common busi-
ness determines whether a partnership
exists for tax and liability reasons. A part-
nership has three basic characteristics that
distinguish it from other business organiza-
tions. A business association is a partnership
when two people or more:

1. share control and management,
2. share profits and losses, and
3. share ownership and control of property.

Any one characteristic in and of itself may
not define a partnership, but one character-
istic in combination with the others may be
sufficient evidence to show the existence of
a partnership. For example, a father and son
that operate a farm together, share profits
and losses and own common assets could be
considered partners.” However, the owning
of property together in itself doesn’t neces-
sarily qualify as a partnership. Nor does the
sharing of the crop on a gross receipts basis
between a landowner and a tenant indicate
a partnership arrangement.

A business partnership is flexible to
different situations. To a young person, it
may be an opportunity to enter business
with parents. To someone with limited capi-
tal and a desire to enlarge the business, it is
a needed source of capital. Legally, it is a
type of business organization. Other types
include the sole proprietorship and the
corporation.

*For simplicity, all hypothetical cases in this publication assume a
father-son partnership. The same result would be obtained if the
partnership is a mother-son, mother-daughter or any combination
of family members. Partners need not be related, but since most
farm partnerships are family operated, we will refer to family
members.




There are two kinds
of partnerships: general

and limited.

A general partnership consists of
partners who share management and
ownership of the business. Each partner is
liable for partnership obligations for the
settlement of debts or judgments against the
business. A limited partnership is organized
with one limited partner or more and at
least one general partner. Limited partners
are capital investors in a partnership and
may not participate in its business manage-
ment or operation. The general partners
must assume all management responsibili-
ties and risk in the farm. The limited
partners are liable for partnership obliga-
tions only up to the amount of their invest-
ment in the partnership. A limited partner
who does participate in management
becomes liable as a general partner.

Limited partnerships are potentially
useful in family businesses when one
partner or more wants to retire from active
involvement in the farm’s operation but
wishes to continue the capital investment in
the farm. A capital return can be paid to the
limited partners to compensate them for
their investment. The general partners
assume management and active involve-
ment in operating the farm.

When two individuals or more
decide to operate a business
venture, they are forced to
consider business organizations
appropriate for multiple owners.
In profit organizations this is called a
partnership or a corporation. Sole proprietor-
ship is always an alternative, but it forgoes

many advantages. However, partnerships
also have some disadvantages. Compare the

advantages and disadvantages of a partner-
ship with corporate organizational structure
and the sole proprietorship before deciding

to form a partnership.

Many of the advantages of a
partnership are extensions of
the advantages of the sole
proprietorship.

Both are characterized by the relative
ease of organization and operation. Busi-
nesses can be formed and dissolved with
few legal restrictions. Flexibility and maxi-
mum individual freedom are present. There
are no boards of directors, no officers are
specified and no formal meetings with min-
utes are required. The expense of forming
and dissolving the business can be held to a
minimum.

In certain situations, partnerships
have advantages over sole proprietorships.
As agricultural businesses grow and become
more capitalized and complicated, the man-
agement responsibility becomes more criti-
cal. A partnership business can pool man-
agement abilities into one business and pos-
sibly be more profitable as a result.
Individuals can combine their skills to
strengthen the business to their mutual
benefit.

Modernization and labor-saving tech-
nology are usually associated with busi-
nesses operated by more than one person.
For many individuals with limited capital
and a desire to avoid hiring labor, a partner-
ship with another individual who has similar
objectives may be feasible. If two individuals
or more pool their capital resources, econ-
omies may be possible that were not present
in smaller businesses. Likewise, it may be
possible for the partnership to obtain larger
loans and a better credit rating than smaller,
less efficient operations.

Young people need help to get estab-
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lished in the agricultural business. They may
need a business to operate, training and
experience in management, and capital.
Established farmers often want to be
relieved of some of the responsibilities
involved in operating the business, or may
be looking forward to retirement. A suitable
farm partnership can help in achieving these
goals. A younger person can benefit from
the senior partner’s experience and counsel,
and the business can gain from the new
vigor and ideas contributed by the junior
partner.

Tax paid under a partnership arrange-
ment is merely an extension of a sole pro-
prietorship. A partnership pays no income
taxes as such—profit is allocated to the
partners and the individuals pay the tax.
Whether individuals in a partnership pay
less tax than under a corporate structure
depends upon the business profit level.

Joint Federal return tax rates for indi-
viduals in 1988 are 15 percent of the first
$29,750 of taxable income and 28 percent
above $29,750 taxable income. A 5 percent
surtax is assessed between $71,900 and
$149,250 of taxable income. Corporate rates
for 1987 are 15 percent of the first $50,000
taxable income, 25 percent for the next
$25,000, and 34 percent of all taxable
income over $75,000. Corporate income can
be split between salaries and corporate
profit and each can be taxed as separate
entities. Therefore, make tax comparisons
for each business situation.

Unlimited liability may be a
disadvantage in a partnership.

The partnership is responsible for busi-
ness debts, actions and mistakes of each
partner. The partners prosper or fail
together. For the partner with considerable
capital assets outside the business, a part-
nership may make those assets vulnerable to

risks not associated with a corporate struc-
ture. However, for most family operations
with adequate insurance for unexpected
disasters, this disadvantage may be worth
the risk.

Management of the partnership busi-
ness is usually shared equally by the
partners. For the success of the partnership,
it is almost imperative that management be
joint to avoid disillusionment resulting from
a dominating partner. In some cases, how-
ever, sharing management responsibilities
results in divided authority and ineffective
management. Each is responsible, but no
one takes the responsibility to act. Unless a
partnership addresses itself to the problem
of decisive action, the business may drift
with ineffective leadership.

Limited and uncertain business life
are characteristic of either a partnership or
sole proprietorship. The business is orga-
nized and operated for the benefit of the
individuals. Once this benefit disappears,
through changing goals, death or other cir-
cumstances, the business is dissolved. Multi-
ple ownership in a partnership can extend
the business life over many generations to
transfer capital and management to the
younger families. When an agricultural busi-
ness becomes large enough to operate profit-
ably with hired management, the corporate
structure may offer business continuity not
possible in a partnership.

Established farmers looking for a
partner may have difficulty in finding some-
one qualified and agreeable. Because a
partnership is perhaps the most intimate of
all business relationships, a partner must be
selected more carefully than an employee.
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Every effort should be made
to ensure that the partnership
will be successful.

Although a partnership’s success is
not always determined by the partners
themselves, they do have the responsibility
to use everything in their power to work
toward that objective. The following are
points to consider and discuss when forming
a partnership. They can be divided into three
areas: the partnership agreement, the rela-
tionship between partners, and the business.

The partnership agreement
is a blueprint.

Since the partnership agreement is a
blueprint for the organization and operation
of the business, it has a central role in total
partnership success, and is the mechanism
through which each partner relates to the
partnership. Unless the partners are satistied
with the agreement, there is a tendency to
shift personal resources (money and/or
labor) to other uses.

The agreement should be equitable
and fair to each party. Parties should share
in the partnership proceeds according to
their contributions of capital, labor and
management. Each partner has alternative
uses for contributed resources. Each partner
must feel compensated in the agreement in
relation to the other partners, or the partner
will be dissatisfied with the total operations.

Individuals who own most of the capi-
tal resources is a common situation in
father-son partnerships. Although the
agreement should direct more payments to
the largest capital contributor, he should not
use his stronger bargaining position to domi-
nate the agreement terms at the expense of
the other partner(s). It may be necessary for
the partner with the largest capital re-
sources to sell a share of the personal prop-

erty to the entering partner, and either
finance the new partner directly or assist
that partner in finding commercial financ-
ing. This does not require, however, that all
capital from each partner be contributed to
the partnership. For example, in a father-son
operation, the land need not be included in a
partnership. But the partnership should
compensate the landowner-partner for capi-
tal input and operate the land as a unit
rather than as a private business outside the
partnership.

The partnership should usually com-
bine all income-producing enterprises into
one operating unit. Failure often results
when the business is divided so that each
party receives income from the particular
unit or units he manages. There is a tend-
ency, under split operations, for each
partner to favor his part of the business and
neglect the rest.

Furthermore, business personal prop-
erty should be merged into partnership
property at the start of the agreement. Each
partner no longer owns equipment or live-
stock in his own name, but holds shares of
the personal property in the partnership.

Special problems occur if a family
partnership is started too soon. In some
cases, the partnership should not be created
immediately upon completion of the high
school education. Individuals must deter-
mine if they can, and want to, work together
in a common business. Also, the younger
person must decide whether to enter busi-
ness or to obtain education beyond high
school. It is a good idea for children to work
for wages as employees, or under a wage
and profit arrangement for a period of time
until these decisions can be made. Both of
these arrangements are less formal, and
such relationships are easier to sever than a
partnership. Also during this period, the
young person may want to acquire some
capital items, but hold them as personal
property and receive payment for their use
until a partnership is formed. After deciding




to form a partnership, each can contribute
capital to the business.

Partners must relate well
to each other.

It is essential that partners relate well
to each other and are able to live with and
overlook each other’s faults. Both need to be
tolerant and understanding and have the
ability to forgive. Harsh words should be
avoided. Family farming programs are more
often divided because of disagreements over
trivial matters than over major issues.

Older partners tend to be conserva-
tive. They have many years and much capi-
tal at stake in the business. In these days of
rapid changes on the farm, however, one
can be too conservative. Some young
partners tend to be venturesome, and par-
ticularly so when operating with someone
else’s money. The ability to compromise is
essential. Ideally, partners should enjoy
operating the business together. But, only

conscientious effort by both can achieve this
ideal.

In no other occupation are the home
and business so closely related as in agricul-
ture production. The spouses must like the
business, respect the other partners, and get
along with the other partners’ spouses. Fric-
tion among them contributes to impossible
situations. A spouse who is not happy with a
situation may complain about the long
hours or the low level of spendable income,
making both parties dissatisfied. If all parties
will be actively involved in the partnership,
the spouses should become full partners in
the business.

Because a partnership is an intimate
business relationship, the partners are
members of a business family. They should
work towards similar objectives to make the
business succeed. Problems frequently
appear in partnerships because goals and
values between families diverge. It is doubly
important that partners respect and honor
each other’s opinions. And, as these goals
and values affect the business, a suitable
compromise should be worked out in the
agreement.

Joint participation in managerial deci-
sions is another must. If the business is a
partnership, one partner is not in charge of
the business and the other simply a worker.
Both are in charge. For example, in a father-
son agreement, the father’s tie-breaking vote
on the basis of seniority can become particu-
larly disturbing to the son. It’s a good idea
for partners and spouses to set time aside
each month for a business conference to
study business progress and openly discuss
any problems. Communications may break
down when time is not planned for open
discussion.

The less experienced partner may not
be a competent manager when the agree-
ment is started. This partner needs to
develop management skills so there should
be a general understanding and plan for him
to grow into management responsibility.
Also, it should be conceded that each
partner will make some mistakes. Through
guidance, however, such mistakes can be
kept to a minimum. Partners’ qualities may
complement each other to offer an oppor-
tunity for specialization of responsibilities.
Certain areas of management can often be
assigned to each party in the agreement.




The partnership will not be
successful if business earnings
are inadequate.

No matter how equitable an agree-
ment may be and how well partners get
along, the partnership will not be successful
if business earnings are inadequate. Income
must be high enough to support multiple
owners and compensate individuals for their
capital resources. Often it may be necessary
to buy or rent more land. It may mean a
larger livestock enterprise. But growth and
expansion usually involve more debt to
finance the capital expenditures and larger
interest and principal payments.

Size of business, however, is not the
only criterion for operating a profitable busi-
ness. Favorable price relationships, the
application of proven technical practices,
efficient production and marketing, and skill
in handling finances and investments are all
essential elements.

A joint business operation requires a
careful record of all financial transactions.
Inventory records are needed at the begin-
ning as well as at the end of each business
year. Good account records lead to
increased earnings. Such records are needed
not only for monthly and yearly settlements,
but also for business improvement. One
partner may keep the records, but the other
partners should be fully informed on the
financial conditions of the business and have
ready access to the records at all times.




A written partnership
agreement is recommended,
but not required.

ral partnership agreements are
common and valid if the character-
istics of a partnership are clearly
present. Likewise, a partnership may be
present even without an oral agreement if
the actions of the parties meet the require-
ments of a partnership. Although partner-
ships may be successfully operated without
a written agreement, it is strongly advised
that the agreement be in writing.

The ownership and operational terms
of a partnership agreement are not inherent
to the business structure, but are reached
through the consent of the parties involved.
To develop common goals, each partner
must understand the other’s proposal. In
drafting the partnership contract, partners
can come to a more complete accord by
detecting and correcting misinterpretations.
Writing out the terms fosters preciseness
and clarity. It is the end result of the bar-
gaining process. While the agreement serves
as a blueprint for action, the written agree-
ment also serves as a way to evaluate inten-
tions against the results. It is present as a
reminder of each partner’s commitment and

should be reviewed for possible changes as
conditions change.

Partnerships should be informal and
flexible business arrangements. However,
writing and signing a partnership agreement
contributes necessary formality and stabil-
ity. It denotes that a business is being
created and fosters a businesslike attitude
toward the new association.

Many oral agreements are successful
because the partners jointly agree upon the
decisions facing the business. But there is no
assurance that a partner will always be
present. The early death of one partner
demands the dissolution of a partnership.
But how? One way to convey those wishes is
through the partnership agreement. It could
save problems and cost for the estate, as
well as ensure a procedure to continue the
business, if the surviving partner(s) choose
to do so.

The partnership agreement

is a statement of terms.

A partnership agreement is a state-
ment of terms under which partners bind
themselves to organize and operate until the
agreement is changed. Because partners are
members of a business family, the agree-
ment deals with the intra-family relation-
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ship. Litigation over the agreement usually
involves only the members of the family.
Therefore, the agreement is written for
them.

The agreement should serve as a
blueprint for the organization and operation
of the business. It should be specific enough
so each partner knows his rights and obliga-
tions, but not so detailed that a business
decision cannot be made without reference
to the agreement. The agreement should
include guidelines for future decision mak-
ing and cover major aspects of the business
organization, operation and dissolution. And
as conditions change, the agreement should
be amended to reflect these changes.

The agreement should be simple in
form and understood by all parties involved.
Likewise, it should be legally sound and the
terms operationally feasible. To ensure that
these points are covered, it is advisable to
have an attorney prepare the document.

Professionals, however, cannot decide
what the terms of the agreement should be.
Only the parties involved can do that. It may
be helpful to use Extension Bulletin E-2119S,
Partnership Agreement Worksheet, to decide
and detail terms before contacting a lawyer.
Following are highlights of some of the
issues, tax considerations and alternative
terms of a partnership agreement. Topic
headings conform to the headings in the
Partnership Agreement Worksheet.

How to use the Partnership
Agreement Worksheet.

Preliminary Statements: Most agricultural
partnerships are not newly established busi-
nesses, but continuations of existing busi-
nesses with additional ownership. Special
problems are created when a new partner
with little capital enters an existing business.
Will the new partner acquire property from
the existing business which in turn will be
his capital contribution to the partnership?
Property acquired by purchase is property

that the present owner sells to the entering
partner. Under this alternative, the present
owner must report the sale for income tax
purposes and pay any taxes due on the sale.
The entering partner will have a new cost
basis from the property which will be con-
tributed to the partnership. Prices for the
sale must be determined and repayment
terms and interest rate established, if the
seller finances the transaction. If the money
is borrowed from a commercial lender, a
loan must be arranged for the entering
partner. In many cases, it is necessary for
the existing owner to co-sign the notes for
the beginning partner to obtain the loan.

Property acquired by outright gift
from the present owner to the entering
partner results in different tax treatment.
Neither the donor nor the donee pays
income tax on the transaction in this case.
The donor’s cost basis on gift property is
transferred to the new owner and forms the
cost basis to the partnership.

Gifts valued over $10,000 in cash or
property in any one year to one donee may
be subject to a federal gift tax and require
filing a federal gift tax return by the donor.
The donor pays any tax due. Consult an
attorney or accountant for assistance in
completing the return and other implica-
tions of the federal gift tax law.

Entering partners need not acquire
property from the present owner. Previously
owned capital may form the only capital
contribution by the new partner.

Name and Place of Business: A partnership
may exist without a name. However, a part-
nership name gives status or recognition to
the business organization. Fewer difficulties
are presented if a partnership name is
chosen. The partnership name and partner
names should be recorded in the county
Register of Deeds Office. This gives public
notice that a partnership has been formed
and operates a business.

Nature of the Business: The nature of the




business is usually broad enough to allow
for many activities under the agreement. If
the partners intend to limit partnership
activities to one specific enterprise, or more,
a more restrictive statement can be made.

Duration: From a business accounting and
tax standpoint, all major changes in the
agreement should be made at the end of the
business year. The agreement can be for one
year or longer periods. However, a one year
period provides more flexibility for changes
than agreements for a longer period. Usu-
ally, the agreement runs indefinitely from
one year to the next if no changes are
requested by the partners.

Partner contributions to
the partnership are capital

and personal services.

Capital contributions consist of cash,
personal property or real property. Alterna-
tive capital contributions can be an outright
transfer of property to the partnership or
use only, (but not ownership) by the part-
nership. An outright contribution to the
partnership transfers ownership of all the
contributed property to the partnership. The
contributing partner loses all personal rights
to the items contributed. Compensation for
the capital contributions is through profit
sharing. Contribution of services are labor
and management.

Cash Contributions: In some businesses,
contributions consist almost entirely of cash.
In agricultural businesses, cash contribu-
tions usually play a minor part because the
partnership is the successor to an existing
business. When cash does become part of
the contribution, it can be an outright
transfer to the partnership or a loan. Rather
than contribute property outright to the
partnership, each partner has the option to
contribute cash directly to the partnership.
The partnership, in turn, can purchase the
individually owned property from each
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partner. If property is sold to the partner-
ship, the selling partner must report the
transaction as a sale for income tax pur-
poses, and pay the capital gain or ordinary
income tax due at the time of transfer. This
is the main disadvantage of the procedure.
The main advantage is simpler accounting
for the partnership, and possibly a higher
cost basis for the acquired capital assets.

A partner may also make a loan to the
partnership. Due to high capital require-
ments in agricultural production, partners
with adequate resources may lend the part-
nership money. The partnership usually pays
interest on the loan and repays the principal
over a stated time period.

Personal Property Contributions: Most
agricultural partnership capital accounts are
in personal property. The capital consists of
feed, crops and supplies, breeding and
feeder livestock, and machinery and equip-
ment. When personal property is contrib-
uted outright to the partnership, values must
be assigned to the property to determine
each partner’s contribution. The transfer of
personal property to partnership ownership
does not result in income taxes paid at the
time of the transfer. The partnership
assumes the cost basis of capital assets from
the partner’s depreciation schedule.

Outright contribution of personal
property in equal shares by each partner is
not required. However, experience with
agricultural partnerships has shown equal
ownership to be a more workable arrange-
ment. The entering partner acquires equal
ownership of personal property through
purchase or gifts prior to the formation of
the partnership. Personal property is inven-
toried and values are assigned to each
partner’s share. In a purchase, the entering
partner pays for the property through inter-
est and principal payments to a commercial
lender or the existing owner, depending
upon who finances the purchase. Repay-
ment schedule and interest charged should
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be detailed in a note. The entering partner’s
newly acquired property serves as his equal
share of outright capital contribution to the
partnership.

Unequal contribution of personal
property by each partner to the partnership
is possible in situations where the entering
partner does not want to obligate himself to
large debt commitments. The partner with
the larger personal property contribution
should be compensated for his investment
through a larger share of residual profits.
The plan also requires the entering partner
to acquire a larger share of partnership
assets at some future date. Ways to accom-
plish this are covered in the section entitled
“Future Capital Contributions.”

An alternative to outright contribution
is partner lease of personal property by the
partnership, as discussed under real prop-
erty contributions. The partner owning the
property is the lessor and the partnership is
the lessee. The lessor receives a payment
under the lease from the partnership and
reports the income for taxes as ordinary
income. Depreciation remains an expense to
the lessor. Payment by the lessee would be a
business expense.

The lease agreement should detail
whether the lessor or lessee purchases
replacement property, who owns the off-
spring (if breeding livestock are leased),
lease payments, length of lease and other
terms. Not only is the lease agreement a
special consideration, but also it requires
extra record keeping for separate deprecia-
tion schedules, separate accounting of indi-
vidual pieces of property owned by the les-
sor and partnership, and the replacement of
leased property. Most cases would demand a
program for eventual partnership ownership
of the leased personal property.

Real Property Contributions: In most agri-
cultural production businesses, real estate
accounts for 70 to 80 percent of all capital
under business control. Not all capital in real
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estate is owned, since rented land may be an
important source of capital. A partnership
may rent land much like any other business.
Real estate owned by a partner can be con-
tributed outright to the partnership the
same as personal property, and real estate
title is transferred into the partnership
name. The income tax treatment from this
transfer is the same as for personal
property.

Agricultural partnerships need not
own real property, but can retain the owner-
ship in each partner’s name. The partners
contribute the “use only” of real estate to
the partnership for either a share of the
partnership profits or a fixed rental pay-
ment. The partnership never owns the real
property, but has use of the real estate. The
landowning partner is compensated for his
larger investment, either as a predetermined
figure from profits, or as a larger percentage
of profits. In most cases, the partnership
pays the real estate fixed costs, such as
taxes, insurance and minor repairs or
improvements—with the payment or larger
share of profits going to the landowning
partner to compensate for interest on
investment and improvement depreciation.
An alternate proposal would make the share
of profits higher for the landowning partner,
but obligate him to the real estate fixed
costs.

Substitute Payment: On farms with real
estate debt, some partnerships will substi-
tute interest and principal payments to
lenders rather than give the landowning
partner a larger share of profits. If this
alternative is chosen, the partnership
agreement should specify that real estate
payments are in lieu of profit distribution so
that it is clear that nonlandowning partners
have no residual ownership rights in the real
estate.

If the real estate contribution for use

only is about equal for each partner,
partners share equally in residual profit.




Again, the partnership agreement should
spell out this arrangement so the partners
realize they have no ownership in other
partners’ real estate. The major difficulty in
use only of real estate is the division of part-
nership profits for a fair and equitable share
to all parties concerned.

When property is contributed outright
to a partnership or when real estate is
owned by the partnership, improvements to
the property are owned by the partnership.
A difficult question concerning payment and
ownership of new improvements emerges
when one partner or more contributes realty
for use only by the partnership.

For example, if a permanent building
is erected on property, the use only is con-
tributed to a partnership and is paid for out
of partnership funds. If, upon dissolution,
the landowning partner receives the building
in addition to this partnership liquidation
share, he receives a windfall at the expense
of his partners. Or, suppose the landowning
partner dies and the remaining partners
purchase the real property from the estate.
The nonlandowning partners pay for the
capital item twice, in effect—once as a share
in the partnership and again when the prop-
erty is purchased from the deceased’s estate.
Hence, improvements to real property
owned by one partner should be paid for by
the partner who owns the property and, in
turn, is compensated for its use. If
improvements are paid from partnership
funds, they should be treated as partnership
assets, and the nonlandowning partners
should be entitled to their proportionate
shares of the improvement value at partner-
ship dissollution. To avoid misunderstand-
ing, provision should be made in the agree-
ment concerning disposition of such
improvements.

If the real estate is leased to the part-
nership, a landlord-tenant relationship is
established between the partnership and the
landowning partner. Rent payments are
made from partnership funds. The partners
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decide whether the payment will be for cash
or a crop share. In this case, all ownership
expenses on the real estate will be paid by
the landowning partner from the rent
income.

Under the farm lease arrangement,
any net income to the landowning partner is
ordinary income from investments, and does
not qualify as income subject to Social
Security. Because many fathers in a father-
son partnership are attempting to increase
their Social Security basis, this plan may
reduce future Social Security benefits.

An alternative lease agreement would
have the partnership pay the real estate
fixed costs (taxes, insurance and minor
repairs or improvements), plus allocate a
fixed amount of net farm profit for interest
on investment and improvement deprecia-
tion. In this framework, the interest alloca-
tion does qualify as income subject to Social
Security.

Future Capital Contributions: The initial
agreement determines the capital contribu-
tion for each partner at the start of the part-
nership. Partners may wish to agree at the
outset regarding additional capital contribu-
tions to the partnership. Upon the mutual
consent of the partners, a general statement
can be made concerning this contribution,
or a certain amount or percentage annual
contribution specified. The need for this sec-
tion arises when the partnership is initially
established with unequal capital
contributions.

In a father-son partnership, the
partners may want to devise a gradual
transfer of partnership assets from the
father to the son. This will enable the
younger partner to acquire, over time, a
larger interest in the business. The addi-
tional capital contribution by one partner
can be through gifts between partners, pur-
chase between partners, or unequal re-
investment of business profits at the year-
end accounting.
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For example, a father-son partnership
started with $100,000 of capital assets, with a
70 percent contribution by the father and 30
percent by the son. If the business has
profits of $10,000 each year, shared 70-30,
respectively, the father may withdraw all his
profits and the son reinvest his share. The
father’s capital contribution remains at
$70,000, but over a 10- to 12-year period at
$3,000 or more each year, the son'’s capital
ownership of the partnership equals his
father’s. If profits are split according to capi-
tal contribution and the son’s share of capi-
tal increases over time, his share of profits
should also increase over time.

Withdrawals of Capital Contributions: In
some partnership situations, it may be desir-
able for one partner or more to be able to
withdraw part of their capital contribution.
In a father-son partnership, for example, the
father may want to reduce his capital con-
tribution and let the son increase his share.
Usually, businesses increase in size over time
and normal growth allows one partner to
increase his capital contributions without
decreasing another partner’s total capital.

Labor Contributions: A partner should
devote full time to the partnership. If one
partner works for wages outside the part-
nership or carries on another business, it
should be covered in the partnership agree-
ment. The agreement should state how
much time can be devoted to other activities
and how much partnership salary will be
reduced, if any.

Sharing ordinary income
(net farm profit) is essential to
the partnership relation.

Contributions made by partners to the
partnership are compensated through dis-
tribution, either as salaries, interest alloca-
tions or ordinary income. A partnership is
not subject to income taxes. Partners are
liable for paying income tax on their respec-
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tive shares of income, regardless of whether
the actual funds have been distributed to
the partners or left in the partnership for
reinvesting and debt servicing.

Salaries: Periodic distribution of partner-
ship funds can be made to each partner
through salaries. Salaries are set at a level to
compensate partners for labor and man-
agement services devoted to the business.
Partners that contribute labor and man-
agement equally will generally have equal
salaries. Usually, salaries are figured as an
expense of the partnership before ordinary
income is determined for the partnership tax
return.

Drawing Accounts: Rather than distribut-
ing funds to partners through salaries, or as
a means to make an unequal distribution of
funds, “drawing accounts” may be estab-
lished for partners to withdraw part of the
business profits. The profit not withdrawn
remains in the partnership for reinvestment
and payment of partnership debts. Partners
can withdraw money for their personal use
during the year or wait until a settlement
date. If drawing accounts are desired, a pro-
vision for them should be included in the
partnership agreement.

Sharing of Ordinary Income: This section
of the agreement spells out how ordinary
income will be shared among partners. In
most partnerships ordinary income should
be shared according to contributions, even
when contributions are unequal. If salaries
are paid to reflect labor and management
services, ordinary income should be shared
at the same percentage as the partnership
capital contribution. Sharing ordinary
income according to capital contribution is
not required, but each partner will be
treated equitably if this principle is followed.

In a father-son partnership, the
partners may desire that the younger
partner receive periodic increases in his
profit share as his capital contributions
increase. A planned acceleration of his share




in profits can provide incentive for the
younger partner to accumulate a larger capi-
tal base and stay in the farm business. If a
shift in proportion of shares is planned, a
schedule showing this shift is necessary.
Losses are generally shared in the same
proportions as profits. If losses are not to be
shared the same as profits, the partnership
agreement should contain a provision for
this purpose.

Keeping proper accounts and
records is essential.

Proper partnership accounts must be
kept for tax purposes, business evaluation
and partners’ information. The partnership’s
fiscal year must be the same as that of the
principal partners unless documentation to
the Internal Revenue Service establishes a
business purpose for the difference. Like-
wise, partners may not change their indi-
vidual tax year to a partnership tax year
without a business purpose. Since most
individuals file on a calendar year basis, the
partnership will also be on a calendar year.

The partnership is the basic account-
ing unit and must file an annual information
return even though it pays no tax. The part-
nership accounts must be kept so that part-
nership income having special treatment in
the individual return is stated separately.
These include short-term capital gains, gains
and losses from the sale or exchange of
property used in a trade or business, chari-
table contributions, dividends that qualify
for deductions, and tax exempt interest. The
partnership accounts may be on the cash or
accrual method of accounting.

In addition to income tax records, the
business should keep records for manage-
ment purposes to show the business
strengths and areas for business improve-
ment. Capital accounts must also be kept to
show each partner’s capital contributions,
withdrawals and reinvestments of profits.
These capital accounts are necessary for
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equitable distribution of profits or losses, to
know each partner’s capital in the partner-
ship, and for income tax records when an
individual sells partnership property.

The partnership agreement may spec-
ify who will keep the records and reaffirm
the right of each partner to inspect the part-
nership books and a full disclosure of part-
nership business information. It can state
the accounting method and the kind of
accounts and records that will be kept.

A partnership bank account is highly
recommended. All partnership transactions
can be handled from this account and all
individual transactions handled from per-
sonal accounts. This separates the partner-
ship’s financial affairs from the individual
partners. Partners may use personal funds
while on partnership business, but can be
reimbursed from the partnership account.

A partnership agreement may
limit the partners’ power.

The partnership agreement may place
some limits on partners acting individually
for the partnership or on partners’ personal
activities. These may be included to fix the
rights and liabilities of the partners. The
partner who acts contrary to his limited
authority may still bind the partnership, but
he will be liable to his partner for any loss
caused to the partnership. For example, the
partnership may limit a partner’s ability to
purchase major capital items without first
consulting with the other partner.

Limitations may be placed on the per-
sonal activities of a partner because of the
intimacy of the partnership relationship.
Through mismanagement of personal
affairs, a partner may jeopardize his share of
the partnership assets, and indirectly, the
property of the individual partners. One
such limitation may be on personal debts of
any one partner.
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Partners share management
responsibilities.

Partners characteristically share
management responsibilities equally, but
they can allocate specific managerial duties
by agreement. Partnership business may be
carried on most effectively if management
duties are divided on the basis of each
partner’s interests and abilities. They may be
divided by crop and livestock enterprises or
jobs to be performed. This allows one
partner to specialize in the technical aspects
of one enterprise and share this information
with other partners before decisions are
made, while other partners specialize in
other areas.

Partnerships dissolve when
a partner ceases to be associated
with the partnership.

Dissolving the partnership does not
necessarily require liquidation of the busi-
ness. With properly drawn transfer guide-
lines in the agreement, the business can con-
tinue as a new partnership or as a different
business form.

Partnerships may dissolve for many
reasons. The agreement should provide pro-
visions for the most likely causes of dissolu-
tion by outlining procedures for (1) liquida-
tion and distribution of partnership assets,
or (2) provisions for purchasing a departing
partner’s assets.

1. Voluntary Dissolution: a partnership may
be dissolved if the partners voluntarily and
unanimously agree to do so. The agreement
should spell out when this can occur and
how partnership assets will be distributed.

2. End of Term: Some partnerships may be
organized for a limited term and disbanded
at the end of the term. If this procedure is
desired, a special provision can guide this
dissolution.
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3. Withdrawal of a Partner: A partnership
cannot function effectively without the con-
sent of all partners. If one partner wants to
be disassociated from the partnership, pro-
visions in the agreement can outline the
procedure for making the division with
limited family friction. The agreement can
specify proper motive, time of division and
procedure for buying out or liquidating the
departing partner’s assets.

4. Retirement of a Partner: Retirement is a
planned withdrawal from a partnership.
Provisions can specify when the partner can
retire under normal conditions, and how the
retiring partner will be compensated for his
share of partnership assets.

5. Death of a Partner: Appropriate buy and
sell agreements or liquidation procedures
can direct the payment to the estate for the
partnership interest of the deceased partner.

6. Various other reasons may result in part-
nership dissolution: Some of these would
include incapacity of a partner, expulsion of
a partner, and admission of a new partner.
Appropriate provisions may cover these
situations.

Liquidation: Partners may prefer to liqui-
date upon dissolution rather than to con-
tinue the business. Liquidation can result
from a sale of partnership assets or a divi-
sion of assets to partners according to their
proportional ownership share. Any special
provisions for evaluating partnership assets
or dividing certain property should be given.

Each partner will pay capital gains
taxes if the selling price of capital assets is
above the cost basis. Capital assets and other
assets not classified as capital assets will be
taxed as ordinary income. Depreciation
recapture on depreciable assets or invest-
ment tax credit recapture will need to be
considered.

Buy and Sell Agreements: In most situa-
tions, dissolving a partnership will not result
in business liquidation. The remaining




partners will buy out the departing partner’s
partnership interest and form a new busi-
ness organization. The buy and sell agree-
ment should cover at least three major
areas.

1. When a partner leaves the partnership, it
can be mandatory or optional for the
remaining partners to purchase the depart-
ing partner’s business interests. Usually, the
situation requires the departing partner to
sell his entire partnership interest.

2. Values must be placed upon the partner-
ship interest held by the departing partner.
Various methods are available to establish
this value at the time of departure through
appraisers, book values or by agreement.
Because prices change rapidly, market
values are usually used. The partnership
could annually determine (by mutual
agreement) a fixed buyout value. An advan-
tage of this procedure is that values are cer-
tain and determined by the partners them-
selves. The major disadvantage, in practice,
is that values change rapidly and partners
fail to update the agreement to reflect these
changes.

3. Financial arrangements must be estab-
lished for payment to the departing partner.
Cash settlement is usually preferred but
generally the remaining partners do not
have enough savings to follow this alterna-
tive. Remaining partners could borrow the
money from commercial lenders, but this
might put them deeply into debt, or make it
impossible for them to borrow the desired
amount. Reimbursing the departing partner
in installments may be preferred. The terms
of the settlement, interest rates, payment
period, number of payments and security
should be spelled out. Liquidation of some
assets may be required to purchase the
ownership from the departing partner.

In case of a partner’s death, partner-

ship life insurance may serve as a method to
finance the purchase. The insurance would
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provide liquidity at death to make the pur-
chase. If life insurance is used, the agree-
ment should specify the kind and amount of
insuranee, who pays the insurance premium,
what happens to the insurance policy if a
partner departs other than through death,
and who receives the insurance benefits.
Usually, partners insure each other with the
purchaser being the beneficiary. If partner-
ship funds are used to pay the premiums,
the partnership receives any cash values
when a partner departs for reasons other
than death. The individual receives any cash
values if the premiums are paid from per-
sonal resources.

Other provisions may be important in an
agreement. These may include partner
housing and vacation, admitting new
partners, length a partner may continue to
draw a salary, and share of profit, if
incapacitated.

Partners need to test their
proposed plan.

Pretesting the proposed plan will
determine if the financial terms are feasible
before the agreement takes effect. This may
be done by making an estimate of the
receipts, expenses and net returns for a typi-
cal year under the plan of operation they
propose to follow. If such estimated results
reveal any kind of disappointments, it is not
wise to complete the agreement unless
adjustments are made or plans can be devel-
oped to increase the total income. A pretest
also forces parties to consider all phases of
their proposed operation and business rela-
tionships before an agreement is concluded.




There are two theories of

partnership taxation.

wo general theories of the taxation
of a partnership have evolved, the

. aggregate theory and the entity theory.
Both theories are recognized in taxing a
partnership and its partners. In the aggre-
gate theory, the partnership is viewed as a
collection of taxable individuals with a busi-
ness relationship. The partnership itself has
no existence distinct from its members and,
therefore, is said to be an aggregate of its
members. This theory is reflected in the
partnership tax return which requires a
partner to include in his personal tax return
his share of specified gains, losses, deduc-
tions and credits of the partnership.

The entity theory views the partner-
ship as a separate organization from the
partners. This theory is reflected in the part-
nership tax return which allows a partner to
be treated as if he were an outsider conduct-
ing business with the partnership, such as
renting property to the partnership or
receiving a cash wage from the partnership.

The partnership agreement is very
important in determining how partnership
transactions will be allocated and taxed. In
general, allocations of partnership income,
deductions, capital gain, loss or credit to the

17

partners will be controlled by the partner-
ship agreement. In the absence of a provi-
sion in the agreement, the allocations will be
made according to the manner in which
general profits and losses are shared by the
partners.

A partnership is formed by
having partners contribute
assets, services and, possibly
liabilities.

A typical father-son partnership
involves 50 percent ownership by each in
the partnership personal property assets. To
achieve this, the son purchases enough
assets from his father, so that (combined
with whatever livestock and machinery he
may already own) it will equal his father’s
contribution. The father continues to own

the real estate, and leases it to the
partnership.

The income tax cost basis to the part-
nership (of the assets contributed) is the cost
basis in the hands of the contributor. The
contributor’s cost basis in the partnership is
the cost basis of the assets he contributed to
the partnership, which is adjusted each year
in the partnership tax return to reflect the
net profit, withdrawals and operating losses.




When a partner sells his interest in the part-
nership, he is taxed on his individual cost
basis in the partnership, which is not always
the same as his share of the partnership cost
basis.

Table 1 (p. X) is an example of the dif-
ferences that can occur in the tax basis of
partners’ contributions of property to a farm
partnership when a son purchases 50 per-
cent ownership at market value in his
father’s business. The son then contributes
his purchased assets to the partnership and
the father contributes the other 50 percent.
The tax ramifications of this example should
be checked for any recent changes in the tax
law.

Purchased breeding livestock cur-
rently on the father’s depreciation schedule
have a fair market value of $30,000 and an
undepreciated cost basis of $8,000. The son’s
acquisition of $10,000 worth of livestock
results in a $6,000 gain to the father ($10,000
purchase price for half the livestock—
$4,000—half of his $8,000 basis). The son’s
contribution to the partnership carries a
$10,000 basis, but the father’s $10,000 market

value contribution, only a $4,000 basis. The
$4,000 is the undepreciated value left on the
$10,000 market value retained.

The raised breeding livestock have an
$18,000 market value. The sale of a half
interest to the son results in a $9,000 gain to
the father and a contribution by the pur-
chasing partner to the partnership of a
$9,000 basis, which is depreciable by the
partnership. The father’s $9,000 contribution
of raised livestock has a zero basis.

Some feeder cattle had been pur-
chased for resale by the father. The son’s
acquisition of half at a fair market value of
$5,000 results in a $5,000 basis contribution
to the partnership. The purchase price to the
father was $6,000, so he has $2,000 of ordi-
nary income ($5,000 minus ($6,000 -+ 2)). His
contribution of half the cattle, or $5,000, at
fair market value contributes $3,000 of
basis.

The 50 percent ownership of machin-
ery and equipment was sold to the son at the
undepreciated value to the father. Conse-
quently, the fair market values and basis of

Table 1. Example of difference in basis of partners’ contributed property

to a partnership.

Property Son Father Partnership
Fair Fair Fair
Tax Market Tax Market Tax Market
Basis Value Basis Value Basis Value
Breeding livestock
Purchased by father $10,000 $10,000 $ 4,000 $10,000 $14,000 $20,000
Raised by father 9,000 9,000 —0— 9,000 9,000 18,000
Market livestock purchased
for resale by father 5,000 5,000 3,000 5,000 8,000 10,000
Basis of machinery and
equipment 15,000 15,000 15,000 15,000 30,000 30,000
Raised feed, crops and
market livestock 6,000 6,000 —0— 6,000 6,000 12,000
Purchased feed and crops
by the father 2,000 2,000 —0— 2,000 2,000 4,000
TOTAL $47,000 $47,000 $22,000 $47,000 $69,000 $94,000
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contribution of each partner are identical.
There is no taxable gain or loss to the father
on the sale.

The $12,000 worth of feed, crops and
raised market livestock were on inventory in
the prior business. A purchase of 50 percent
ownership from the father results in $6,000
of ordinary income to him. Contribution to
the partnership provides a $6,000 basis for
the purchasing partner’s contribution and a
zero basis for the father’s contribution.

The result of these transactions is
$10,000 taxable income to the father in the
year of partnership formation ($6,000 feed,
crops, etc.; $2,000 purchased for resale) and
capital gains of $15,000 ($6,000 gain on pur-
chased breeding livestock and $9,000 gain
on raised livestock). If there is any deprecia-
tion recapture on breeding livestock or
machinery it is ordinary income and must
be reported in the year of sale. The tax
impact of these sales on the father can be
reduced by electing to treat the breeding
livestock as an installment sale, thereby
spreading the taxable income over future
years as the note is paid. The sale of the
feed, crops and market livestock in a casual
sale of this type would be eligible for an
installment sale.

The contributed basis of the machin-
ery is equal to its cost. The basis of the son’s
contribution of feed and crops is a deduct-
ible operating expense of the partnership in
its first year of operation.

For ordinary expense items in inven-
tory, such as feed, seed, fertilizer and pur-
chased livestock, partnership expense
deductions can be larger by having the
partnership purchase the ordinary expense
items from the prior business. The income,
however, is taxable to the prior business
owner. The tax impact on the prior business
owner needs to be weighed against the
results of the potential business deduction
for the partnership.
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To make adjustments in this situation,
the purchasing partner could acquire the
full value of specific assets from the prior
owner (making the immediate tax impact
less) and contribute these assets to the part-
nership. Such assets might be the machin-
ery, equipment and purchased livestock.

However, the specific asset selection
must be done carefully to avoid investment
tax credit and depreciation recapture. This
maneuvering reduces the father’s taxable
income on the sale, but he is likely to run
into a more difficult tax situation when he
sells his interest in the partnership, since his
basis in the partnership will be considerably
lower.

Annual income and expenses of

a farm partnership are reported
on a single Schedule 1040F for
the total partnership.

A single depreciation schedule can be
set up using the adjusted basis of the assets,
as contributed by each of the partners, or
each partner’s share of the capital assets can
be depreciated separately. In an equal part-
nership, the tax benefits and burdens can be
shared equally, regardless of any inequity
this may cause between the partners. For
example, depreciation on the cows that the
son purchases from the father could be
shared with the father who contributed
raised cows with a zero basis, and, therefore,
were nondepreciable. If equal sharing is not
desired, a provision can be included in the
partnership agreement to allocate deprecia-
tion from specific assets to a partner. New
regulations as a result of the 1984 Tax
Reform Act may change the flexibility of
depreciation allocations.

For example, the father receives a
payment equal to the real estate deprecia-
tion for recovery of his investment in build-
ings and other real estate improvement. The




payment is an expense to the partnership
and income on the father’s Schedule E as an
offset to the depreciation on his real estate.
Fixed expenses on the real estate, such as
property taxes, insurance and minor repairs,
can be paid by the partnership. An interest
allocation to the father completes the pay-
ments by the partnership for the use of his
real estate.

The net farm profit from Schedule F
is carried to page 1 of a Form 1065—U.S.
Partnership Return of Income. Any pay-
ments to partners for salaries or interest
allocation for use of real estate are deducted
as guaranteed payments. The ordinary
income is carried to appropriate lines in
Schedule K of Form 1065.

Capital sales, if any, are reported on a
Form 4797 and Schedule D, and the net gain
or loss is shown in Schedule K. The holding
period of the partnership also includes the
period during which the contributing
partner held the property.

The Form 1065 Schedule shows the
total partnership, income, capital gains and
losses, credits and other items that are allo-
cated to individual partners. A very similar
form, The K-1, is completed in triplicate to
show the individual's amount of each item.
One copy of the K-1 for each partner is filed
with IRS with the 1065; a second is filed by
the partner with the individual’s return and
the third is retained with the partnership
records. The individual partner then com-
bines the items allocated to him on the K-1
in his individual tax return with any other
income, capital gains and losses, and credits
he may have.

Table 2 illustrates Form 1065 Sched-
ule for a partnership tax return with a
$44,000 net farm profit. Each partner
received a $15,000 annual salary. Partner A
(father) received, in addition, a $6,000 inter-
est allocation for the use of his real estate,
also as a guaranteed payment. The partner-
ship ordinary income after the above alloca-
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tions was $8,000 to be distributed equally. In
addition, the partnership sold $2,400 of
raised breeding stock for a long-term gain
and claimed a $5,000 direct expense deduc-
tion on the purchase of a new forage
chopper for $12,000. The calculation of net
earnings from self-employment includes the
$44,000 net profit less the $5,000 direct
expense deduction.

It is necessary to maintain
individual partner’s capital
accounts in the partnership.

Individual partners’ capital accounts
provide the taxable basis of a partner’s
ownership in the business when he disposes
of his share of the partnership or the part-
nership is dissolved. A partner’s beginning
count is the total of the adjusted basis of the
property he contributes to the partnership.
This is reduced to the extent that other
partners assume any liabilities he contrib-
utes to the partnership. The basis of the
partnership interest of each of the other
partners is increased by their share of the
assumed liabilities.

The capital account of a partner is
increased annually by his share of the tax-
able income from the partnership. A
decrease is required for distributions or
withdrawals of money or property from the
partnership, or his share of partnership
losses.

These accounts are maintained in the
Form 1065 section entitled “Reconciliation
of Partner’s Capital Account” and in each
partner’s Schedule K-1. The partnership
illustrated in Table 1 and Table 2 would look
like Table 3 (p. 22) if the partnership had
$44,000 of taxable income and $21,000 was
withdrawn by the father and $15,000 by the

SOIl.
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A Schedule L (Balance Sheet) must be
maintained on the cost basis of partnership
property to support the capital accounts for
each partner. The balance sheet for this
operation might look like Table 4 (p. 23). It
has been assumed that $20,000 was paid for
feeder cattle purchased for sale during the
year and not sold at year end. Also, $12,000
worth of new machinery was purchased and
$5,000 is currently owed on it. If the part-
nership meets certain requirements outlined
in the instructions, the balance sheet items
do not have to be completed. However, a
partnership return must still be filed.

A partnership is terminated in
two ways.

A partnership terminates if an aggre-
gate of 50 percent or more of the capital and
profits interest are sold within a 12 month
period, or if the partnership business is dis-
continued. The termination can result from
death of a partner, buyout of one partner by
another, sale of partnership assets and dis-
tribution of proceeds to the partners, or the
outright distribution of partnership assets to
the partners. In any case, the tax basis for a
partner of the proceeds of the sale, or of the
assets distributed, is not the partnership’s
basis in the property. The partner’s basis in
the partnership must be allocated over the
property or funds received.

The sale of a partnership interest is
generally viewed as the sale of a capital
asset that will produce capital gain or loss.
There are two exceptions, however, that
affect the sale of a farm partnership. Sub-
stantially appreciated inventory and unreal-
ized receivables (i.e., cooperative revolving
funds or crops and market livestock sold for
which all the income has not yet been
received) will be treated as ordinary income.
Inventory items are substantially appre-
ciated in value if their fair market value
exceeds: (1) 120 percent of the partnership’s
basis in them; and (2) 10 percent of the fair

21

market value of all partnership property
other than money. Inventory in a farm part-
nership would include feed, seed, fertilizer,
crops and market livestock. The basis of
feed, seed, fertilizer and crops is zero, even
when purchased by a cash basis partnership,
since the items are included in cash
expenses. The basis of market livestock
would be cost, the same as for income tax
purposes.

It appears that it would be difficult to
obtain capital gain treatment for all of a
partner’s interest in a farm partnership
unless at the time of sale the inventory is
reduced to a very low valuation (less than 10
percent) of the fair market value of total
partnership property including machinery
and equipment, breeding livestock and real
estate.

If the son was bought out at the end
of the year, for example, his valuation or
adjusted basis in the partnership is $49,700 .
This must be allocated over the partnership
assets to determine his ordinary income and
capital gains on the sale.




Table 2. Schedule K, Form 1065—Partners’ Shares of Income, Credits,
Deductions, Etc.

m Partners’ Shares of Income, Credits, Deductions, etc.

Partnership Father’'sK-1

Son’s K-1

(a) Distributive share items (b) Total amount | (b) Total amount (b) Total amount
1 Ordinary income (loss) from trade or business activity(ies) (page 1, line 21) 1 | 3000 I 1 4 OO0 1 P o0
2 Netincome (loss) from rental real estate activity(ies) (Schedule H, line 17) Z I el 4 2 |
3a Gross income from other rental activity(ies) 3a |§ l / /
b Minus expenses (attach schedule) 3b [$ I % / Z /
- ¢ Balance net income (loss) from other rental actmty(nes) > %% %r % |
2 4 Portfolio income (loss): /W
g a Interest income. . 4a 42 4a
o b Dividend income 4b 4b 4b
E ¢ Royalty income . . 4c 4c 4c
E d Net short-term capital gain (loss) (Schedule D, line 4) 4d 4d 4d
e Net long-term capital gain (loss) (Schedule D, line 9) . 4e 4e 4e
f Other portfolio income (loss) (attach schedule) ! 4f Af 4f
5 Guaranteed payments ) 5 20,000 5 2 3 Q00 5 {5 | (@0 e)
6 Net gain (loss) under section 1231 (other than due to casualty or theﬂ) 6 2,400 6 ! 5 200 6 | . 20
7 Other (attach schedule) = 5 7 7 1
" 8 Charitable contributions (attach list) . 8 8 8
é w | 9 Expense deduction for recovery property (section 179) 9 5,000 9 o2, S00O 9 3.,§00
2 ] 10 Deductions related to portfolio income (do not include investment interest expense) 10 10 10
11 Other (attach schedule) 11 11 11
12a Credit for income tax withheld 12a 12a 12a
b Low-income housing credit (attach Form 8586) 12b 12b 12b L
i ¢ Qualified rehabilitation expenditures related to rental real estate actmty(les) (attach 7
% schedule) . ’ [
g d Credit(s) related to rental real estate activity(ies) other than 12b and 12c (attach 7
schedule) . : 12d 12d 12d
e Credit(s) related to rental actmty(les) otherthan 12b, 12c and 12d (attach schedule) 12e 12e 12e
13 Other (attach schedule). . asioE Me nE . 13 13 13
& | 14a Net earnings (loss) from self-employment . 14a = 9, [ole]e) 14a QQ,S‘OQ 14a I‘olS'DO
= —EE b Gross farming or fishing income . 14b 14b 14b
©w E| ¢ Gross nonfarm income . 14c¢ 14c 14c
oRe °
Table 3. Form 1065—Reconciliation of Partners’ Capital Accounts.
BN Reconciliation of Partners’ Capital Accounts
(Show reconciliation of each partner’s capital account on Schedule K-1 (Form 1065), Question I.)
(a) Capital account at | (b) Capital contributed (c) Income (loss) from |(d) Income not included| (e) Losses not included (f) Withdrawals and (g) Capital account at

beginning of year

during year

lines 1,2, 3c, and 4 of

in
Sch. K

nontaxable income

column (c), plus

in column (c), plus
unallowable deductions

distributions

end of year

fé‘i,ooo

O

*‘} 4,000

2,400

ffé,ooo

#74,40 0

Schedule K-1 for the Son.

“Specially allocated direct expense deduction

I Reconciliation of partner’s capital account:

(d) Income not included

(a) Capital account at
beginning of year

(b) Capital contributed
during year

(c) Income (loss) from
lines 1, 2, 3, and 4 below

in column (c), plus
nontaxable income

(e) Losses not included
in column (c), plus
unallowable deductions

(f) Withdrawals and
distributions

(g) Capital account
at end of year

47 oo

@

f/q,ooo

$/, 200

2,500

s 000

9 7,700

Schedule K-1 for the Father.

I Reconciliation of partner’s capital account:

(d) Income not included

(a) Capital account at
beginning of year

(b) Capital contributed
during year

(c) Income (loss) from
lines 1,2, 3, and 4 below

in column (c), plus
nontaxable income

(e) Losses not included
in column (c), plus
unallowable deductions

(f) Withdrawals and
distributions

(g) Capital account
at end of year

22, OO0

4,

t.

A5 OO

f/, 200

12 500

121,000

ii;lcg 100
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Table 4. Schedule L—Balance Sheets.

LY LR Balance Sheets

(See the Instructions for Question M Before Completing Schedules L and M.)
Beginning of tax year End of tax year
Assets (a) (b) (d)

1 Cash . . . . . o T, —~ Q ~ T ////////////////
2 Trade notes and accounts receivable . . . . . 7//////////////////////////////-////////////////////////////////

a Minus allowance for baddebts . . . . . . .

InventoriesTEED CROPS ) MagieT LUESTRCKL, ///////////////////////////////// 1,000 ////////////////////////////////// L OO
Federal and state government obligations . ////////////////////////////////////% /////////////////////////////////////

Other current assets (attach schedule) . . . //////////////////////////////////// ////////////////////////////////////

Mortgage and real estate loans . . . . . . . ////////////////////////////////// //////////////////////////////////%

ONO G AW

Other investments (attach schedule) . . . . . /////////////////M /////////////////////////l////////%
Buildings and other depreciable asset MKHNEQ‘/ { 20,000 //////////////////////////////////////

a Minus accumulated depreciation . /= 9“'}5'.‘”. O

9 Depletable assets BReEDRNG (AVESTOCK | "13,00@ //

N

a Minus accumulated depletion . . . . . . . —O— ' 9

10 LMand (net ofanlytan(i:rtiiiattion) ....... i , o

11 Intangible assets (amortizableonly). . . . . . - //////////////////////////////////m W///////////////
a Minus accumulated amortization . . . . . . S

12 Other assets (attach schedule) . . . . . . . W //A - WW

13 TOTALassets . . . . . '%q 0o %////////////% 79 dpo

. Accoumspaya:).::bilitiésa.nd-CalpitéI lllll / / i V/////////////%/ fSOOO/ /
15 Mortgages, notes, bonds payable in lessthan Lyear ()] i,

16 Other current liabilities (attach schedule) . . . . // ////// ///////////////////////////////%

17 Allnonrecourseloans . . . . . . . . . . /// /////////////////////////////////////

18 Mortgages, notes, bonds payable in 1 year or more ////////////////////,//////////// ’//////////////////////////////////

o grrasmmerensrenis - e ey
21 TOTAL liabilities and capital . . . . . . . . ////////////////, "éﬂ SO0 ///////////////// 7‘7 40
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This general partnership agreement is entered intothis — day of 19

by and between and

ARTICLE I: Name and Place of Business

A. The name of this partnership is

business

as shall be agreed upon by the partners.

ARTICLE III: Duration

The term of this agreement shall be fromthe —_ day of 19 )
tothe _ dayof , 19 , and from year to year
thereafter unless written notice of termination is given by either party to the otheratleast _ months

before the end of the agreement year.

24




ARTICLE IV: Contributions and Capital Withdrawal

A. Original cash contributions by each partner:

1. Outright cash contribution ...............................
2, Cash loans to the partnership . .. ccccousvss irnisnnssenss
g Interest rate PaTADBIE om0

b. Principal repayment terms...........................

B. Original personal property contributions by
each partner:

1. Market value of outright contributions

a. Income tax cost basis

b. Fixed real estate expenses paid by ...................

¢. New improvements paid by ...........................

d. Compensation paid to owner for

GBI MUBE o wcn.v v s s i s P A K

2. Market value of outright contribution ..................
a. Income tax cost basis ...

3. Property leased to the partnership ......................
a. Annual lease payment ...

b. Fixed real estate expenses paid by ...................

¢. New improvements paid by ...........................

d. Datelease ends ........coooeemin i

25
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D. Each partner shall leave in the business as additional contributions to partnership capital the profits not
distributed to him at each annual accounting. Though neither partner shall be required to make additional
capital contributions, other than profit distribution, each partner may make additional capital contributions to
the partnership at such times, and in such amounts, as the partners may agree.

E. The capital contributions of the partners shall not be subject to withdrawal except upon dissolution.

F. Each partner shall contribute his full-time labor to the partnership and shall not engage in non-partnership work
for profit.

G. Improved real property, the “use only” of which contributed herein, shall remain individual property and shall

not become partnership property. All other contributed property shall be partnership property. All property to be

contributed by the partners shall be contributed on, or before,the __ day of
19

H. Improvements upon real property owned by a partner, the “use only” of which is contributed herein, shall be paid
by the owner, unless there is special agreement otherwise in writing. Each partner agrees to improve his separate
property in the best interests of the firm. In the event any improvements are made (with partnership funds) upon
the separate property of the individual partner who contributes its “use only”, it shall be partnership properrty
and the individual partner shall be responsible to the partnership for the undepreciated income tax valuation of

the improvements, when use of the property by the partnership is terminated.

ARTICLE V: Distribution of Salaries, Profits and Losses

A. The partnership shall pay each partner an annual salary of $

, -ome of th parthership shall be in the same proportion that the value of his
: value of all capital contributions in the partnership business. Ordinary income
in the partnership business account for re-investment and payment of partnership debts, unless a

partial or complete distribution is agreed upon by the partners at the annual accounting.
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ARTICLE VI: Accounts and Records

A.

shall have the responsibility and duty to
establish and maintain the account books and records of this partnership for the purpose of showing partnership
income and expenses, each individual’s capital and income status, the financial condition of the business and
otherinformation necessary for good management of the business. At the close of each fiscal year, he shall make

a full accounting. The books shall be open to inspection by the partners at any reasonable time.

B. The partnership accounts shall be kept on a calendar year cash basis.

A capital account shall be maintained showing the ownership interest of each partner. The capital account of
each partner shall consist of his original contributions plus any additional contributions, including any part of his
share of partnership profits not withdrawn from the partnership, minus his share of partnership losses and
capital distributions made to him.

There shall be a partnership bank account into which all partnership receipts shall be deposited, and fr mwhlch

all partnership expenses shall be paid by check except small items amountingto less than $

’

which may be paid by either party. For such cash _expendit es, | ies to this dgreement shall be re-

imbursed at the end of each month Checks drawn on thc parmershlp b nk account may be 51gned by any one of

the following persons:

ARTICLE VII Partners’Powers and Limitations

A.

Without consent of the other partner, no partner shall:
(1) Make, execute, or deliver an assignment of partnership property for the benefit of creditors.
(2) Contract to sell or lease all or substantially all of the property of the partnership.
(3) Submit a partnership claim or liability to arbitration.
(4) Confess a judgment against the partnership or any of his partners.
(5) Do any act that would make it impossible to carry on the ordinary business of the partnership.
(6) Admit a new member to the partnership.
(7) Act as surety, guarantor, or accommodation party to any obligation in the name of the partnership.
(8) Sell or mortgage, lease or assign, any partnership real property.
(9) Borrow or lend money on behalf of the partnership.
(10) Compromise any claim due the partnership.
(11) Hire or dismiss any employees.
(12) Contract or incur expenses or indebtedness on behalf of the partnership in any transaction involving more

than $
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ARTICLE VIII: Management

A. Partners shall have equal voice in the management of the partnership business.

B. Each partner shall devote his full time and best efforts to the partnership business.

ARTICLE IX: Voluntary Dissolution

A. The partnership may be dissolved at any time by unanimous agreement. Upon dissolution, no further business
shall be transacted by the partners, except that necessary for the orderly winding up of the affairs of the
partnership and distribution of its assets.

B. Upon the termination of this agreement, an ending inventory of partnership property shall be taken and

appraised jointly by the partners to determine the market value.
C. The partners shall share in the value of partnership property in the same pro
the ownership interest of each partner.

D. If at the termination of this a

rs) buying out 1

arrived at by

years

ays prior 0 the time of retirement.

2. The partnership shall be dissolved on the death, insanity, or other total legal or physical disability of a partner.

3. Upon the retirement, incapacity, or death of a partner, the remaining partners shall have the option to purchase
theretired, incapacitated, or decreased partner’s interest in the partnership at market value, as determined by the
remaining partners, and the departing partner or his representative.

4. Theremaining partners shall have full authority to manage partnership affairs during liquidation, and shall make

an accounting to the other partner, or his legal representative, when the partnership affairs are concluded.

ARTICLE XI: Arbitration

If differences should arise between the partners, they may elect to arbitrate a settlement. If they elect to arbitrate,
they agree to use the following procedure and to abide by the resulting decisions. Each partner, or his representative,
shall each select one arbitrator and the arbitrators shall determine the bases of settlement which to them seem
equitable.

In witness whereof, the parties hereto have set their hand this ___ day of 19
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