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AGRICULTURE AND LIMITED PARTNERSHIPS' T : )
’ THEIR COMPATIBILITY - Aywmwml&mmmwlmmw

Stephen F. Matthews and V. James Rhodes*

' investment in agriculture during the 1970s has taken a

myriad of forms though one investment vehlcle has dominated

" the 1mag1nat10n of non farm investors: the'llm}ted partner-

| ship, better known as a "fund" . The purposeﬂof this paper is

to examine’ the ba51c characterlstlcs of this legal entlty,
both in the abstract and as applled |

| A llmlted partnership is a partnershlp hav1ng as members
one or more general partners and one or more 11m1ted partners.
As a bu31ness organlzatlonal form, the 11m1ted partnershlp is
wholly a creature ofustatutory prov1sxon; unllke the_general,
partnershipﬁwith itsjcommon‘law foundation., onee seemingly
restrlcted to Broadway productlons and 011 and gas exploration,
limited partnershlps spread into agrlculture w1th1n a rela-
tively recent¢per;od. In cattle feedlng the ploneers in pub-
“lic fund offerings date back no farther than the late 1960s,
yet by 1973rfunds had become so widespreadgin'cattle.feeding
that estimates place as much‘as $350-400 million of tak—induced
~equity capltal in this 1ndustry,_channeled prlmarlly through |
the cattle feedlng funds /I, pg. l_7. The ‘egg industry now

has two large funds, the earlier. formed only in late 1972;“
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Limited partnerShipsﬁare also present’infthetCOmmodity_areas
of grape/w1ne productlon, c1trus, and plstachlo nuts.

- As an 1llustratlon of the tax shelter glamour of the

o cattle feedlng funds, consider an 1nvestor 1n the 50% tax
bracket contrlbutlng $10 000 to be mlngled w1th s1m11ar
amounts from one hundred other well-heeled lnvestors. Flgurei;
l shows the tax deferral beneflts potentlally avallable to-fdv‘
the 1nd1v1dual 1nvestor in‘a fund. As shown 1n the flgure,
“the 1nvestor has achleved a flrst—year tax. sav1ngs of $7,500.
By contlnulng to relnvest the proceeds from each cattle sale;:s”x
‘the 1nvestor w111 be postponlng tax- llablllty on h1s orlglnal o
equlty contrlbutlon until the fund is- termlnated vBy termi-
natlng hlS lnvestment in a year when hlS tax bracket is lower,u'
the. 1nvestor w111 be able to actually reduce hlS tax 11ab111ty,~'
1n addltlon to the tax deferral Thls example assumes the ln—‘k
'_vestor broke even on h1s 1nvestment. Should the venture yleld'.~
| proflts, so;much’the better.
Basic Characteristics of the?f"
lelted Partnershlp

Because the general partners have excluslve management *-d
control [Z} Sectlon.;7, thelr number 1s restrlcted to smaller
numbers on. a practlcal ba51s. Otherw1se, management would be
too burdened with dlsputes and control struggles. The general
partner class is often a 51ngle corporatlon, espec1ally 1n the
agrlcultural llmlted partnersh1ps.' B |

The llmlted partners may be 1nd1v1duals or any other



i

Figure 1. First-Year Tax Benefits For a Fund Investor

 Source of Funds - Use of Funds o

' Investor's Cash  $10,000 Purchase 100 steers $25,000
SR o : ‘ @$250/head - g
‘Bank Borrowings  _30,000 Feed, medicine, 15,000
- ($5,000 nonre- c management ser~' :
course) vy e o v1ces

Total‘ ~ $40,000 Total  $40,000

Flrst—Year Tax Sltuatlon vf’;

Reportable tax loss,"_i' $15 000

Tax Sav1ng for Investor o
in 50% tax-bracket , '$H7,500 o
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types ofA"person" that the state statutes together withhjudicial
“interpretation will allow. It is not uncommon to find trusts,
estates, and/corporations as limited partners. ’ﬁowever; the
‘majority Qf limited partners ére generally;individuals. The
,stereotype*limited partner is a doctor, lawyer; movie star,:or -
_sports superstar. To the degree that any members of these |
Qroups possess lerge annual.incones and'incnrethe prcspect of

a huge taxl“hite",’this Qeneralization might'he described‘es

fairly accurete.‘ The size of the limited,pertner'class varies;
determined-iargely by the amounts of individnel contributionsi
and.the reqﬁirements'for the proposed'businessr_.A commoncCOunt

for this class in the cattle feeding limited partnershlps will

’be between 50 and 200 investors, yet numbers: much 1arger, as
welllas smaller,'are not infrequent. 1In actuai_practice in the
'agricnituraifﬁentureS’the’ceneral partnerucleSS is often made
np'cf a'single,corporatibn which makes a'ncminalvcapitel con+ '
tribntiOn,eif'any. Hence, the limited partners supply substan— ’V/

“tially all the risk capltal for the bu51ness venture.

Liability

: Thefgenerai‘partners are subject to.thelliabilities'of
pertners,infa'qenerelhbartnership, i.e.,_unlimited iiability. ;
'iTheﬂlimitea-partners have their liabiiity»feétricted,to the B

" amount of their contributions as statedhinithehcertificate;

plus any undistributed profits.  This cheracteristicbcf limited
liability:has‘nede the’iimited'partnership:ettractive'to in- |

vestors in many speculative ventures as oil exploration, realty



developments,:and cattle feeding.

Management:Control

- By statute, all the management control powers of a :
,llmlted partnershlp are vested in the class of general part—
’ners.:»Shouldza llmlted partner be deemed to have exerc1sed
“control", the 1iabilitydof a general partner°wiil be thrust
vupon'him. The restralnlng hand on general partners was concep-
tually to be- subjectlon to unllmlted llablllty /3, pg. 7177.
,Reallstlcally, a corporate general partner is all too oftenv,
“a thinly capltal;zed‘sheTl. The 1nterp051tlon of a corporatlon
as a general:partner would apparently shreld its shareholders
from the unlimited,liability castjupon‘thepgeneral partner'

corporation.

Costs of Organlzatlon

| The organlzers of a llmlted partnershlp fund will incur
a great deal of legal, accountlng, and prlntlng expense-lnf'

Setting up the partnership'agreement and in’drafting and”regis—

tering a prospectus statement with state and federal securltles o

agenc1es;j 'For a publlc offerlng these costs w1ll ‘range gener—;
Tvally from $50 000 to $200,000 /4, pg. 23;7 The fund promoter,'
usually the proposed general partner, is llable for these ‘or-

: ganlzatlonal~costs. Accordlngly, the general partner s proflt

share, management fee, or other source of remuneratlon w111

' generally assume the character of a repayment for the organi-

zational,coSts; Alternatively, some funds arevstructured,so



that upon formation a fixed amount or percentage of contribu;
tions will be applied to the payment of such expenses, thereby

relieving the promoter of liability.

Securities‘Regulationi

It is“wéll—settled'that the sale of lnterests in limited
partnerships is to be treated as the sale‘of."securities"275;7.
The salevof-securities is regulated’by'both.the’federal and‘ |
state securities laws., The federal laws arevenforced by'the
vSecuritieseExchange-Commission (SEC) . ThefSEq requiresithat.
full disclosure of all relevant.investmentiinforﬁation be nade,'
embodied’chief1y in the form of'a‘prospectusastatement. A
prospectusVis an informational booklet‘required‘to be deliVered
tO'potential:inﬁestors With’solicitation effOrts during'the ‘
registration period. State regulation'of securities is pro-
-v1ded for 1n "blue sky" statutes, so named because early abuse
in securltles deals featured land tracts in the blue sky 1n
l‘fee 51mple,byBlue sky laws also generally‘requlre the filing
of\relevantvinvestment material with‘the state seCuritiesvcole
missioner and the'delivery of a prospectus to,potential in-
vestors. Registration with state securitiesbagencies must be
accompllshed in addltlon to the flllng procedure w1th the fed-'
'eral agency (SEC) These filing procedures are costly and

'tlme—consumlng and present a major plannlng obstacle to the

fund organ;zers..



Federal Inoome_TaXation

A iimited partnership may be taxed'either as'an "associ-
'atiOn" or as a "partnership"; The determlnatlon is based prln—
c1pally upon the absence or presence of varlous assoc1at10nal
characterlstlcs, set out in the Treasury regulatlons [_6;7
The reason for the effort to avoid taxatlon as an assoc1atlon
,hlnges upon the advantages to the investing partners when |
partnershlp tax status is available." Partnershlp tax status
enables the llmlted partnershlp to serve as a condult to the
”1nd1v1dual partners for the various bus1ness deductlons and
operating losses from the fund activities v;a the combination :
of cash acconnting and deductible ekpenses,'anndbloSSes are
available to'the 1imited,partners‘for direotvapplication against
: nOn;fundbinoome,uyielding a reduction in current‘taxvliability.v
Qn:the other hand, "associational"'tax statnsﬂﬁould result ih
the deductions'and operating losses being aooounted for at the
business entity leveln not at the individual inVestor;s level}v
The qulntessence of modern—day llmlted partnershlps is the
"achlevement of tax ‘deferral and/or capltal galns ‘conversion of
income. Wlthout partnership tax status, taxtshelter of a
limited partnership is largely defunct. |

Advantages/Disadvantages to
'Fund Participants

The General Partner(s)

The major advantages in a limited partnership for the

class of general partners are the following:

/



l)_unrestrlcted management - control of the bu51ness-'

2) the avallablllty of capltal ‘from. the llmlted
: partner investors; :

3) the opportunity to apportion the overhead of an
‘existing organization (the general partner's
corporate group) to the limited partnership;

4) the fuller use of organizational'capaoity, whether
’ it be management or. land'holdings and facilities;

5)'1ess dllutlon or 1nfr1ngement of control compared
to that exercised and required by large lenders
(banks and other financial 1nst1tutlons), and

- 6) the development of expertlse in the marketlng of
'securities.

The availability of large equity Capital amounts without manage-
ment restrlctlons makes a most ent1c1ng package for any manage-
ment group."

| ,AlthOugh the,advantages seem numerous, disadvantages tob
'the general partners are present. The spectre>of unlimited
111ab111ty for partnershlp debts and act1v1t1es could loom 1arge
--as a dlsadvantage. The use of a corporatlon as a single gen-v,
beral partner dlmlnlshes this threat, as prev1ously discussed.
" Another dlsadvantage is the time and expense requlred to draft,
‘to reglster, and to promote_the publlcvofferlng.ofrllmlted.
partnership,interests.v If these are’not enough impediments
to slow doWn:the scramble to becomevgeneral partners,'perhaps
the thoughtlof playiné nursemaid to the numerous'queries and
visits of theblimited partners will presentba formidable chal-
'lenge. These efforts must go beyond the preparatlon of the

: annual pres1dent s report to include quarterly, if not monthly,



reports on. the fund's activities, as well as tlmely tax 1nfor—
matlon for use in the preparatlon of the llmlted partners'
'1nd1v1dual tax returns.’ A more 1ntang1ble yet nevertheless
‘real area of concern for the general partners is the pos51— :
b111ty that tax reform legislation w1ll remove much of the
>’.shelter 1noent1ves for llmlted partnershlps.{_Hence, the need.
for counteraotion via lobbyists."The general'partners'mayn
‘enjoy several advantages, yet thelr “way of llfe" is not with-

_out 1ts draWbacks.

The lelted Partners

The llmlted partnershlp poses the follow1ng potentlal
advantages.for 11m1ted>partners:

1) taxvshelter}v

"2)_eeonomic'return'on their,investmentjv

3)'investment.without management resoonsibility;

4) limited liabi‘lity;v and |

5)'sohma1tz. |
"Schmaltz" refers .to the real or'imaginedvdesire of investors.“v
to capture the newness ofvan innovation’or_aoproach before
other investors overCrowd the industry or legisiativeiresponse
lowers the boom on another lucrative. 1oophole. The excitement
allowed the well—heeled 1nvestor by part1c1pat1ng in an 011
exploratlon venture or ownlng together w1th club members a
lot of cattle is difficult if not. 1mposs1ble to measure quantl—
“tatively in assessing investor rationale for buying limited

partnership interests.  To discount this attraction of a
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limited partnershlp is most unreallstlc, as pfomoters are apt
to admit. | |
The disadvantages facing the limitedapartners are quite
real, too, and include the follow1ng-‘ |
' 1) hlgh management fees to the general partner-
2);no control over management dec151ons-'
3) 1ack of a ready market for thelr 1nte¥ests-

4) difficulty 'in guarding agalnst and/or remedying
unfalr management practices as self-deallng,

5) the spectre that unlimited 11ab111ty mlght bev
imposed; and .

6) thé‘collapsibility of promisedkshelféf.
Anvadditionél-drawback for the limited ?ﬁrtnefs is the'like—
,iiﬁood of eéonomic iosses,‘whethet caused by high in?ut’prices,
low‘prOduct?pficés, poor management pfactices{vor some combi-
nation. The limited partner indeed éubjecfs himself to more
than the nébuious prospect'of tax shelter.,whf |

Viability of a Firm aé a
Limited Partnership

}Beforéjé'iimited pattnership fund caﬁ 5e viable'for.a-‘
firm, in agfiCulture,6rvélsewhere, certain»basié charactéris;
tics are dond@éive to’successful~impiemenﬁa;iqh. First, the
adoptihg fifm;huét have those types of busihéés*éxpehSes capable
6fvsérvihg_as‘a basis for tax'shelter, i.e;, deductible expenses.
fIh thevagricultural funds, deductible expeﬁseé include feed,
 ferti1izér, iﬁterest, management fees, medidine and Veterinafy

services,'crop and tree planting expenses, irrigation rights,



and'depreciation;v Second the f1rm must have need for s1rable
amounts of capltal Otherw1se, promotlon cost of upwards of
$50 000 would crlpple funds capltallzed at low levels.f‘Thlrd
‘:,a flrm adoptlng the fund approach must be blessed w1th what
‘1s labeled sophlstlcated management. | |

Sophlstlcated management refers to that type of management
'ab111ty capable of utlllzlng the skllls necessary in organ1z1ng
hand successfully promotlng and operatlng a legal entlty as thev_
11m1ted partnershlp. If the management does not 1tself have
jaccountlng and legal ablllty, 1t must know where:and how to Ob-‘:
~ tain 1t. Management must be w1111ng and able to cope w1th the
-complex1t1es of large scale flnanc1ng act1v1t1es. Such act1v1—:'
t1es 1nclude the conceptuallzatlon process characterlstlc of
'large corporate organlzatlons, the preparatlon and quallflcatlon
of the relevant securlty f111ngs W1th the SEC and the state‘
: blue sky commlss1oners, the prov1s1on for a network of broker—
'dealers and underwrlters, and the contlnulng ablllty to smooth
vthe many 1rregular1tles and to malntaln harmony among so many
diverse 1nvestors. Unless the fund is. successfully launched
' promotlonal costs 1nvolved in reglstratlon and organlzatlon |
nw1ll ‘be borne solely by the promoter group -— a substantlal .
crlsk for a management group to undertake when 1t has llttle or
no. famlllarlty w1th publlc offerlngs.vb7' | | |

Perhaps not even all existing agrlcultural funds have'
v"sophlstlcated management" Obv1ously, a flrm famlllar w1thy
large—scalesfrnanclng and/or the corporateﬂform of bus1ness f

:organization‘WOuld,be more'likely to possess ‘such managerial
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talent Indeed existing agricultural'linited partnerships
frequently have corporate general partners as _the sole manager
of the fund._ These corporate general partners are themselves
oftenfsubsidiary offshoots of 1arger,'more'complicated corpo—
rateborganiZations. . However, the corporateigeneral.partner |
fneed not be - large by non—agricultural firm standards in order
to possess the drlve characteristic of sophisticated manage—
ment. Smaller corporate agricultural firms seeking-thevcommand'
of additional risk capital'for their‘own purposes have commonly
been the driv1ng force in the numerous cattle feeding funds
offered in the 1970s. | |

‘Factors Adversely Affecting

Limited Partnerships

Negligible profits or substantial losses could seriously
v hamper the saleability of the schmaltzy funds. The losses p
prevalent in the fed cattle buSLness in late 1973 and early g
1974 have certalnly not increased the marketability of feeding
fund interests. ‘The Internal Revenue SerVice also. adversely
affects the staying power of funds by its challenges to the'
deductability of prepaid feed(expenses. Without the ability
“to deduct prepaid feed, the feeding fund isdlargely‘defunct in
'prOViding long—term tax shelter benefits.,‘éongress is‘haVing
its own effect upon the funds as it debates the des1rab111ty
of_substantive tax reform. The Administration in April, 1973
.submitted its Proposals for Tak Reform whichiincluded a
Limitation“‘.on Artificial Accounting Lossesu(LAL). LAL is in-

tended to have a curbing'effect on the limited partnership
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- tax sheltefs;: _

| Althéugh_allvthe above factors'contribgté‘ié the uncer-

tainty suff6pﬁding the limited pa;tneréhip;‘the fuﬁd has proved
: to.be a»most Vefsati1é investment vehicle,vﬁAbseht‘uﬁprofit—

- able‘times:qr substantive tax reform, the Viabilitygof the

'1imited-paftnership in agriculture would seem promising.



14

- REFERENCES

Evaluation of the U.S. Treasury's Proposed Limitation

on Artificial Accounting Losses and the Potential Impact -

on U.S. Agriculture, prepared by a task. force of the =
" Council for Agricultural Sc1ence and Technology (CAST),
"November 5, 1973 S . :

;Unlform lelted Partnershlp Act..

Act," UnlverSLtv of Pennsylvanla -Law Rev1ew, 65 715-

,731 ~1917.

Matthews. Stephen F., InVestmentszln Aqfiéuiture Via f
Limited Partnerships, unpublished Ph. D dlssertatlon,

. Unlver51ty of Mlssourl, 1974

Joint Venture Interests As Securltles,? Mlssourl Law :
Rev1ew, 37 581 616 ‘1972, - A ,

.'Treasury Regulatlons, Sectlon 301 7701 2(a)

' Lew1s, Wllllam Draper,'"The Unlform lelted Partnershlp“

 Long, Jbseph C., "Partnershlp, lelted Partnershlp, and o



