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~ Real Estate Law

Entities and Issues, Things to Think About in Real Estate

“Wonder Twins Powers Active!” From
the fabled superhero cartoon series titled
Super Friends, the Wonder Twins (Zan
and Jayna) join their rings and are able
to do amazing things. This cartoon helps
underscore the value of com-

A general partnership, on the other
hand, provides no liability protection to
its owners, while a limited partnership
shields the limited partners from liabili-
ty but still exposes the general partner.
Conversely, a limited liabil-

bined resources, such as when
an attorney and accountant
work together advising on real
estate transactions. Their com-
bined knowledge base and
skills can enhance each profes-
sional’s individual contribu-
tions, thereby making certain
the client is best represented.

This article will focus on
several areas in the acquisi-
tion of real estate, and the best
way to structure the transac-
tion from both a legal and tax
perspective.

CHOICE OF ENTITY

When acquiring real estate, a first
issue to determine is the optimal form of
ownership. Generally, it is not advisable
to own real estate outright, due to liabil-
ity concerns. The most common alter-
nate forms of ownership are by a corpo-
ration, a limited liability company, or a
partnership. In most cases, a corporate
entity is the most tax inefficient entity
choice due to the possible double taxa-
tion of profits (C Corporations only), pos-
sible gain generated when contributing
or distributing property, and lack of flex-
ibility in the corporate structure.

ity company, herein referred
to as an “LLC,” offers the
favorable characteristics of
both a partnership and a cor-
poration — pass through taxa-
tion and limited liability.
Pursuant to Treasury Regu-
lation section 301.7701-3, if a
domestic LLC is owned by a
single member, it will be taxed
as a disregarded entity on the
owner’s tax return, or, if
multi-member owned, it is
taxed as a partnership (using
Form 1065) in accordance to
Subchapter K of the Internal Revenue
Code of 1986 (as amended). The greatest
benefit of an LLC is the limited liability
protection for all its members, similar to
a corporation and its shareholders.
These, however, are default classifica-
tions, and an LLC’s classification may be
modified by the filing of an IRS Form
8832, resulting in the entity being taxed
as a corporation (or an S Corporation, if
the applicable election is made).!

Planning for Contributions
and Distributions

The partnership structure allows the
contribution of real estate into a part-

nership without triggering gain,2 and
the distribution of real estate out of a tax
partnership without causing a taxable
event.3 This can provide a tremendous
benefit under the partnership anti-mix-
ing regulations, in the event
partners are added who might
contribute real estate or a
partnership dissolved by the
distribution of real estate.

When drafting the partner-
ship agreement, thought
should therefore be given to
the possibility of a partner
contributing appreciated real
estate. In such a case, if the
real estate has a built-in gain,
Code section 704(c) may apply.
Section 704(c) attempts to
ensure the person who con-
tributes built-in gain property
to a partnership will eventually be taxed
on this income.

Special Allocation Provisions of the
Partnership Agreement

If a partnership or LLC is chosen, the
next step is drafting the partnership
agreement. In that event, the necessity
and importance of special allocations
depend on the economics of the arrange-
ment. For example, if one partner is pro-
viding most of the services while another
partner is primarily contributing cash,
the partners will have different econom-
ic interests.4

The partnership rules allow tremen-
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dous flexibility in allocating income
among investors. Conversely, where
investors try to alter the flexibility of the
partnership rules to obtain a tax advan-
tage without mirroring the economics of
the transaction, the IRS has
the ability to argue for disal-
lowing the allocation because
it does not meet the partner's
interest. Pursuant to Code
section 704(b), however, a
Safe Harbor Rule exists which
provides some security that an
allocation will be respected.
To meet the conditions for this
rule, the allocation must have
substantial economic effect
(referred to as “SEE”).

Many partnership agree-
ments are gravitating toward
“targeted capital account,”
pursuant to which the allocation of
income is based on the liquidation and
distribution provisions. Income or losses
are allocated by comparing what the
partners would receive upon liquidation
to the capital accounts. Due to concern
this method may not comply with SEE,
the IRS5 has informally reported that
generally targeted accounts are consid-
ered to meet the definition of Substantial
Economic Effect.

Benefit of Qualified
Nonrecourse Debt

Unlike some other business entities,
See ENTITIES, Page 17

Resolving Disputes Between Adjoining Landowners

Disputes between adjoining property owners often
arise from due diligence when one owner seeks to sell
his property, or when a new owner finds the status quo
to be unacceptable. Attorneys may be approached by a
client with a new survey or title report revealing an
issue that needs to be resolved, such as conflicting evi-
dence as to the location of the boundary line or claims
of encroaching fences, driveways or structures. This
article explores various strategies for resolving disputes
without litigation, as well as an introduction to litiga-
tion when negotiations fail.

Determining Boundary Line Location

In many cases, the substance of a dispute may be dis-
agreement as to the location of a boundary line between
record owners, triggered, for example, by errors in
deeds, such as gores or overlaps, or conflicting surveys.

A survey can be best understood as an illustration of the
surveyor’s opinion as to the location of boundary lines
and improvements. Surveyors may reach significantly
different opinions, based upon their own errors, reliance

Claims of Adverse Possession

Boundaries between record owners may be subject to
challenge through adverse possession. A party seeking

upon prior erroneous surveys, or deed descrip-
tions, or even the use of different starting
points for their calculations.l Careful practi-
tioners should therefore insist upon having
each survey certified to the owner or purchas-
er, not just to the lender and title company.
In instances where the location of the
record boundary lines is the principal issue,
neighboring owners should consider retain-
ing a neutral surveyor, either for informa-
tional purposes or to serve as an umpire
whose decision would be binding. The neutral

to establish title by adverse possession must
comply with Article 5 of the RPAPL and
prove by clear and convincing evidence that
his use was (1) open and notorious; (2) hostile
to the record owner and under claim of right;
(3) continuous for period of at least 10 years;
(4) exclusive; and (5) actual.5

Article 5 was amended in 2008 to restrict
the circumstances under which a party may
claim title through adverse possession. A
new Section 543 was added, barring de min-
imis, non-structural encroachments, such as

survey might serve as a basis for, and be ™——  fc1ces, hedges, plants, sheds, and lights, and
incorporated into, a boundary agreement Thomas G. acts of maintenance across a boundary line,
between the parties. Sherwood from serving as a basis for adverse posses-

Disputes arising from conflicting legal
descriptions may be resolved based upon established
rules of construction, which prioritize the various
descriptive elements, known as “calls,” contained in
legal descriptions. Where a conflict exists between calls
in neighbors’ deeds, courts will resort first to natural
objects, second to artificial objects, third to adjacent
boundaries, fourth to courses and distances, and fifth to
quantity.2

To prove a boundary by a survey at trial, a party
must show proof of the identity, competency, and
authority of the surveyor, as well as the purpose of
the survey.3 Without opinion testimony by a survey-
or, a court may be unable to decide between compet-
ing surveys.4

sion.6 In addition, Section 501 now includes
a narrow definition of “claim of right,” and requires that
an adverse possessor demonstrate a reasonable basis
for the belief that the property belongs to him.
Although Article 5 states that the amendments
apply to actions commenced on or after July 7, 2008,
some courts have applied the law in effect when the
adverse possession claim ripened into ownership.”

Fence Affidavits and Boundary
Line Agreements

Boundary line agreements and fence affidavits may
be useful tools for resolving disputes without litigation.
While fence affidavits can be simpler to understand and

See LANDOWNERS, Page 16
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the allocation of qualified nonrecourse
liabilities will give the partners tax
basis. This is particularly valuable for
any partner who has a negative capital
account. It is therefore in a drafting
attorney’s best interest to be familiar
with the liability allocation rules under
Treasury Regulation section 1.752.6 If
properly planned, a negative capital
account will not cause a taxable event if
liabilities are property allocated.

Unique Benefits of Code Section 754

Another major issue which should be
addressed in a partnership agreement is
whether a Code Section 754 election can
be made. Code Section 754 allows a step-
up in the basis of property in the event of
a partner’s death, the sale of a partner-
ship interest, or a distribution in excess
of a partner's basis. This is a very impor-
tant concept when a person purchases
from an existing partner an interest in a
partnership with unrealized apprecia-
tion property and the underlying proper-
ty held in the partnership is subsequent-
ly sold, because if no Code Section 754 is
in place the purchasing partner may be
taxed upon the sale of the property even
though the appreciation had been built
into the purchase price. In addition,
there are certain depreciation benefits
that may be derived by the partners if
the election is made. If the partnership
agreement permits the election to be
made, then it should explicitly state
whether it is mandatory or discre-
tionary. It should be further noted that
once the election is made all adjustments
are required unless a permissible revoca-
tion of the election is allowed. The part-
nership agreement should further
address the partner’s obligation to
inform the partnership of the Code
Section 754 adjustment.

Tenants in Common

As noted above, a LLC is typically the
optimal form for holding fee title to real
property. However, if the property is
being purchased with the intent of possi-
bly engaging in a like-kind exchange in
the future, but not all the partners wish
for like-kind exchange treatment, then
consideration should be given to having
each partner hold the property as a
Tenancy in Common, or “TIC.” A part-
nership interest is considered an intan-
gible asset and, therefore, does not qual-
ify as a property of like-kind to real
estate. The partnership as an entity,
however, could enter into a like-kind
exchange, but a problem may still arise if
the partners have different goals from
one another as noted above.

Careful planning must therefore be
done in this regard. In particular, in
structuring the transaction, it is impor-
tant the property be legally owned as a
TIC and that it not be managed or held
out as a partnership. If managed or held
out as a partnership, the IRS can treat
the property as a partnership and disal-
low the “like-kind” exchange.

CONTRACT OF SALE

As indicated above, there are many
issues that must be addressed before
even reaching, but which must be reflect-
ed in, the contract of sale. The signifi-
cance of many of these issues will depend
in large part upon whether the attorney
represents the purchaser or the seller.

Representations and Warranties

Within the contract, the parties
should make certain representations and
warranties to one another. Those by the
seller should provide, at a minimum, that
the seller has good and marketable fee

title to the real estate. Additionally, an
institutional seller must establish that
the transaction has been duly author-
ized, and that the persons executing the
contract on behalf of the seller are fully
empowered to do so. Importantly, the
seller should provide that it is not aware
of any notices or pending proceedings
affecting the real estate and represent
that there is no litigation proceeding or
investigation pending or threatened
against the seller or the real estate that
might affect the validity of the contract.
If the real estate is subject to a commer-
cial lease, additional representations and
warranties should be required from the
seller, including the status of said lease
and the tenant not having any options,
rights or estates in the real estate other
than as a tenant.

Similarly, an institutional purchaser
should also provide that the transaction
has been duly authorized, and that the
persons executing the contract on behalf
of the purchaser are fully empowered to
do so. Additionally, the purchaser should
establish that it is not aware of any con-
dition or matter which would have a
material adverse affect on the purchas-
er'’s ability to purchase the premises
(including its ability to obtain financing,
if necessary), and the purchaser should
acknowledge its obligations under the
contract are not subject to, or condi-
tioned upon, its ability to obtain financ-
ing. The purchaser should also establish,
to the best of its knowledge, that there
are no suits (pending or threatened)
which might result in a material adverse
change in the condition of purchaser or
otherwise prevent purchaser from com-
plying with the terms and provisions of
the contract.

Adjustments for Leases

Where the real estate is subject to
commercial leases, at closing the seller
should be required furnish to purchaser a
schedule of all rents and other charges,
including, without limitation, utilities for
the real estate which are then payable by
the tenants to the seller as landlord but
which have not been paid. It should be
clearly stated who, after the closing, is
permitted to collect the rents and other
charges owed to seller for any period
prior to the closing which are unpaid as
of the closing date. Further, in the event
the tenant security deposits (which
should be described in the exhibits to the
contract) and any interest accrued there-
on is retained by seller at the closing, at
the closing the purchaser should receive
a credit against the balance of the pur-
chase price then due in the amount of
any such security deposits.

Due Diligence

When representing a purchaser, due
diligence rights and a due diligence peri-
od are a must. Due diligence rights and a
due diligence period are intended to
allow inspection of the real estate by the
purchaser. This should include, at a min-
imum, the right to inspect books,
records, agreements and other documen-
tation relevant to the use and condition
of the real estate.

Generally, where a record search indi-
cates the potential for on-site contamina-
tion, a Phase II Environmental Audit
should be permitted to allow on-site
sampling and testing. In such circum-
stances, the purchaser should be
required to provide evidence to the seller
that both the purchaser and its agents
are covered by comprehensive general
liability insurance, and to return the real
estate to the condition in which it exist-
ed prior to said on-site sampling and
testing. Such testing should also not be
allowed to interfere with the activities of
any tenants and other authorized users
of the real estate.

In the event the purchaser shall rea-
sonably determine that the condition of
the real estate is not satisfactory, the
purchaser should have the discretion to
terminate the contract by written notice
to seller and the escrow agent and
receive a return of its escrowed down
payment. In such circumstances, the
contract will likely provide that the con-
tract deposit is refundable during the
due diligence period, but once the due
diligence period has expired without
notice of termination of the contract, it
becomes non-cancellable and the down-
payment non-refundable.

Special Issues

The Contract of Sale may include a
seller’s concession, pursuant to which the
seller shall covenant and agree to reim-
burse and pay at closing certain of pur-
chaser’s closing costs. As described above,
the agreement may also include a provi-
sion allowing for a Code Section 1031
like-kind exchange. In such event, both
parties should expressly reserve the right
to assign on or before the closing date
their rights, but not their obligations,
under the contract to a qualified interme-
diary or an exchange accommodation
titleholder as provided in Treasury
Regulation 1.1031(k)-1(g)(4) and/or Rev.
Proc. 2000-37. Each party should also
agree to cooperate with the other at no
cost or expense to such party to effectuate
the aforesaid tax deferred exchange, and
agree to execute any and all documents
which may be reasonably required to
effectuate said tax deferred exchange.
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CONCLUSION

As described above, a variety of tax
and legal issues should be considered
when considering the purchase of real
estate. These include determining the
person or entity that will hold fee title
and, if the real estate is to be owned by
an LLC (for example), the terms of the
operating agreement. In drafting the
contract of sale, these issues must be
considered to protect the parties, includ-
ing due diligence rights, representations
and warranties, and the presence of leas-
es. Only by addressing these issues can a
party’s interest be best protected and its
wishes fully realized.

As principal of Stone & Associates, Mark
Stone, CPA, CFP, PFS practices in diversified
areas of taxation, specializing in issues relat-
ed to closely-held businesses and high net
worth individuals.

Thomas D. Glascock, Esq. concentrates his
legal practice representing businesses on
legal and business planning matters in com-
mercial real estate and individual estate plan-
ning.

1. For the purposes of this article, and unless
noted otherwise, it will be assumed that all
LLCs will be taxed as a partnership and refer-
ences to a partner, partnership or partnership
agreement is intended to include members,
LLCs or operating agreements.

2. Code section 721(a).

3. Code section 731.

4. In such circumstances, the partner contributing
cash may want a specified internal rate of
return.

5. Daily Tax Report 07/13/10.

6. It is also important to understand some con-
cepts such as minimum gain.
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