
Growing with

The role of government has never been more critical 

dentons.com

Insights and Commentary 
from Dentons
On March 31, 2013, three pre-eminent law firms—Salans, Fraser Milner Casgrain, 

and SNR Denton—combined to form Dentons, a Top 10 global law firm with 

more than 2,500 lawyers and professionals worldwide. 

This document was authored by representatives of one of the founding 

firms prior to our combination launch, and it continues to be 

o�ered to provide our clients with the information they need 

to do business in an  increasingly complex, interconnected 

and competitive marketplace.



September 2011, Volume II, Issue IX Published by Novogradac & Company LLP

News, Analysis and Commentary On Affordable Housing, Community Development and Renewable Energy Tax Credits

continued on page 2

The economic turmoil gripping the country over the 
past few years took a toll on many projects financed 
with the proceeds of low-income housing tax credits. 

The fallout left many project-level general partners, often 
through no fault of their own, in default under the project 
partnership’s limited partnership agreement and/or gov-
erning loan documents. As a result, limited partners are 
now, more than ever, finding themselves negotiating the or-
derly exit of defaulting general partners, and the admission 
of replacement general partners. This article is the third in a 
series of articles discussing the removal of a general partner 
and associated issues; it examines a number of key consider-
ations for limited partners when negotiating the admission 
of a replacement general partner.

To extend the analogy created by my colleagues in the prior 
articles, if the decision to remove a general partner is akin to 
a divorce, and the treatment of fees payable to the removed 
general partners and its affiliates is akin to the settlement, 
then replacing the general partner is akin to finding and 
courting a new spouse.

Replacing a general partner can be a daunting and time-
consuming task for all parties involved. The most immedi-
ate objective for a limited partner upon the removal of a de-
faulting general partner is the stabilization of the project to 
prevent further damage. In many instances, this requires the 
limited partner to assume the general partner’s ownership 
interest and duties, a position most limited partners would 
like to avoid. Once the project is stabilized, the limited part-
ner must then establish a strategy for the project’s long-term 
survival. Once a survival strategy has been determined, the 

limited partner must find an acceptable replacement general 
partner. Once a replacement general partner has been iden-
tified, an often long and involved negotiation, due diligence 
and closing process will follow.

Despite the effort and time it may take to bring a replace-
ment general partner into a partnership, the admission of 
a new general partner can be a positive turning point in a 
project’s lifecycle. An energized and experienced general 
partner with strong financial resources can turn around a 
project in short order. At a minimum, a capable and finan-
cially strong replacement general partner can get the project 
through the compliance period without losing tax credits to 
recapture, which should be the limited partner’s ultimate 
goal in the replacement process.

The ideal replacement general partner will have an impec-
cable reputation in the industry, years of positive experience 
managing projects, preferably in the same market, and the fi-
nancial resources necessary to operate the project to its high-
est performance and get the project through the tax credit 
compliance period without recapture.

Consents
Perhaps the biggest hurdle that can occur with the admis-
sion of a replacement general partner is the pursuit of con-
sent requirements. Any number of parties to the transaction 
could have consent rights to the admission of a replacement 
general partner—investors, lenders, the U.S. Department of 
Housing and Urban Development (HUD), credit agencies 
and even co-general partners. The limited partner should 
conduct a thorough analysis of any required consents early 
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in the replacement process, and undertake obtaining them as soon 
as possible. A general partner’s reputation and experience can be 
a key component in obtaining any necessary third-party consents 
(lenders, HUD, credit agency) to the replacement. A positive past 
experience with the proposed general partner can quicken and 
simplify a third party’s consent review.

Guarantees
Negotiations with replacement general partners almost always 
start with the general partner guarantees. Ultimately, the limited 
partner will want the replacement general partner to assume the 
guaranty of all of the obligations of the general partner under the 
project partnership agreement. Depending on where the project 
is in its life cycle, the limited partner will want these guarantees 
to include: guaranty to complete construction of the project, a 
guaranty to fund operating deficits arising at the project, and a 
guaranty against lost tax credits.

There are other general partner obligations (environmental in-
demnity, representations and warranties, repurchase, etc.) to 
be guaranteed, but the aforementioned guarantees will usually 
drive the negotiation.  

In order to ensure that these guaranteed obligations will be met, 
the limited partner should insist on a guarantor with strong fi-
nancial resources. The limited partner should conduct a thorough 
due diligence investigation of a potential guarantor’s financial re-
sources. Once the limited partner is satisfied with the guarantor’s 
finances, it should include in the guaranty documentation a cov-
enant of the guarantor to maintain a certain net worth and level 
of liquid assets. In addition, the limited partner should also main-
tain the right to receive the guarantor’s financial information—
such as audited financials or tax returns—on a regular basis to 
ensure the guarantor will maintain a strong financial position in 
order to fulfill its obligations.

Reserves
Often, at the time a replacement general partner comes on board, 
the project and the partnership have outstanding and overdue fi-
nancial obligations to meet. Among these unresolved obligations 
there may be outstanding capital needs (for example, roof repairs 
or replacements, repaving or re-lining of parking lots, or overdue 
paint jobs), delinquent real estate taxes, late mortgage payments 
and third-party payables (for example, painters, landscapers, utili-
ties, etc.). The limited partner will want the replacement general 
partner to absorb these expenses in consideration of admission to 
the partnership. Conversely, the replacement general partner will 
usually want to come into the partnership with a clean slate, i.e. it 
will want the limited partner to resolve all of these financial ob-
ligations before being admitted. An often acceptable compromise 
will be for the parties to “share the pain,” so to speak, and split the 
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expenses. The limited partner should be prepared for comprehen-
sive negotiations on the source of these reserve fundings. To pro-
tect against future deficits and capital expenditures, the limited 
partner will want to establish reserves to be funded by the general 
partner and, of course, the general partner will want to fund these 
reserves from cash flow. In the worst case, the limited partner 
should be prepared to inject some capital to fund reserves, require 
the general partner to put capital into reserves, and beef up the 
cash flow waterfalls to fund reserves from project operations.

Exit Strategy
The admission of a replacement general partner is also a great 
opportunity for the limited partner to negotiate a favorable exit 
strategy. The limited partner could obtain the right to put its 
interest to the general partner for some negotiated price, or—if 
the project appears to have no residual value—for some nominal 
price. In the latter scenario, the limited partner will likely con-
sider it a major achievement to get the project through the compli-
ance period without recapture. At this stage, the limited partner 
will happily hand the keys over to the general partner and walk 
away. Under the worst of circumstances, the limited partner may 
even look for the option to put its interest to the general partner at 
the end of the tax credit period but prior to the end of the compli-
ance period. This option has been made more attractive with the 
elimination of the recapture bond requirement under Section 42. 
In this case, the limited partner must require that the guaranty of 
recapture continue beyond its exit.

Special Requirements
The ideal general partner may also be required in order to fulfill 
a special requirement. For example, a number of credit agencies 
will require that a replacement general partner be a nonprofit en-
tity if the LIHTCs were allocated under the nonprofit set-aside. 
This can be an especially challenging search in certain markets. 
Limited partners that find themselves searching for nonprofit 
general partners in certain real estate markets may be required to 
make concessions in the negotiation process.

Even under the worst of circumstances, the admission of a replace-
ment general partner can be a positive moment in the lifecycle of 
a project, benefiting the project, its tenants, the community, the 
limited partner, its investor and the replacement general partner. 
So long as the limited partner has a clear and realistic picture of 
what it is trying to achieve, the limited partner could find itself in 
a better position, with a valued partner, strong guarantees, a clear 
exit strategy, and the likelihood of a continued tax credit stream 
to its investor.

Sean Leonard is a member of SNR Denton’s real estate practice, con-
centrating on the representation of various participants in the equity 
financing of tax-advantaged transactions, focusing primarily on those 
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generating federal and state low-income housing tax credits, 
new markets tax credits, historic rehabilitation tax credits and 

renewable energy tax credits. He can be reached at (617) 235-
6805 or sean.leonard@snrdenton.com. 

This article first appeared in the September 2011 issue of the Novogradac Journal of Tax Credits. 

© Novogradac & Company LLP 2011 - All Rights Reserved

Notice pursuant to IRS regulations: Any U.S. federal tax advice contained in this article is not intended to be used, and cannot 
be used, by any taxpayer for the purpose of avoiding penalties under the Internal Revenue Code; nor is any such advice intended 
to be used to support the promotion or marketing of a transaction. Any advice expressed in this article is limited to the federal 
tax issues addressed in it. Additional issues may exist outside the limited scope of any advice provided – any such advice does 
not consider or provide a conclusion with respect to any additional issues. Taxpayers contemplating undertaking a transaction 
should seek advice based on their particular circumstances. 

This editorial material is for informational purposes only and should not be construed otherwise. Advice and interpretation re-
garding property compliance or any other material covered in this article can only be obtained from your tax advisor. For further 
information visit www.novoco.com.

Special offer for E-newsletter only subscribers:
Click here for 20% off an introductory 

12-Month Print Subscription to the Journal of Tax Credits.

w
w

w
.novoco.com

 

 

Septem
ber 2011

4

NOVOGR
ADAC JOURN

AL OF TAX CREDITS

http://www.novoco.com/products/subscription_request.php



