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he perfect real estate development
opportunity has been located and
the transaction is starting to take
shape. The purchase and sale agreement has
been executed, the investors located and a
commitment for financing obtained. The
next issue to be addressed is the type of
entity to be formed to acquire the real prop-
erty. If this is not your first deal, then you
may be inclined to use the same structure as
you have used in the past. However, because
each entity that can be formed to acquire real
estate has different advantages and disadvan-
tages and each deal is different, an analysis
should be undertaken to-determine which
structure is the most appropriate for your
present transaction.
Most states offer C-corporations, S-corpora-

‘tions, general and limited partnerships, and lim-

ited liability companies as the primary vehicles
through which title to real property can be
acquired. In determining which business entity
to use, the parties should consider, at a mini-
mum, the manner in which the entity is taxed
for federal and state income tax purposes, the
ease and cost of forming the entity, the manner
in which the management of the entity may be
structured, the liability protection the entity
affords to its owners and the fees and taxes that
the applicable state imposes on the entity for
the privilege of doing business in the state. In
making this determination most real estate
developers and/or investors will generally

choose to form a general or limited partnership
or limited liability company to acquire and
develop the applicable project. This is because
the net income of C-corporations is generally
subject to two-tiers of tax' and S-corporations
have restrictions on the number and types of
shareholders such entities may have? as well as
other tax attributes that are not conductive to
real estate investment.

This article focuses on California law, and
reviews the use of California general and lim-
ited partnerships and California limited liabil-
ity companies as entities through which title to
California real property can be acquired, the
basic elements of each, and finally which entity
should be considered in certain circumstances.

GENERAL
PARTNERSHIPS

The first type of entity to discuss is a general
partnership. A general partnership is an entity
in which all of the constituent owners (i.e., the
general partners) have joint and several liability
for the debts and obligations of the entity.? The
general characteristics of a general partnership
are as follows.

Governing Law, Definition,
and Formation

The Uniform Partnership Act of 1994 (GP
Act), which governs California general part-
nerships, defines a general partnership as an
association of two or more persons to carry on
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as co-owners a business for profit.* No documents or instru-
ments need to be filed with the state or county in order to
form a California general partnership. Instead, the partners
only need to possess the general intent to engage in the acts
that constitute a partnership.> However, California now per-
mits a Statement of Partnership Authority (Form GP-1) to
be filed with the Office of the California Secretary of State
to place third parties on notice as to the existence of the
partnership.® The Statement of Partnership Authority may
also be filed in the County Recorder’s Office in each
county in which the general partnership owns real prop-
erty.” Although these filings are voluntary, they are prudent
to prevent a third party from claiming its lack of knowledge
of the existence of the partnership and the restrictions of
authority, if any, placed on any of the partners thereof.

Partnership Agreement

The GP Act provides that any agreement between or
among the partners concerning the partnership can be
written, oral, or implied.# Of course, it is highly advisable
that any such agreement be reduced to a writing in con-
nection with the formation of the partnership to reduce the
potential for later conflict.

Management

Unless the partnership agreement provides otherwise, each
partner has equal rights in the management and conduct of
the partnership’s business and affairs’ and each partner is an
agent of the partnership for the purpose of its business.!* In
order to centralize management, the partners may elect to
vest management and control in one or more of the part-
ners. If the partners make such an election, then the part-
nership should file a Statement of Partnership Authority
reciting such management restrictions to place third parties
on notice of such election.!! Otherwise, the restrictions on
authority will generally not be effective against third parties
without knowledge of such restrictions.!? The management
restrictions should also be set forth in the written partner-
ship agreement.

Liability

Unless otherwise agreed to by the claimant or provided by
law, all partners of a general partnership are jointly and sev-
erally liable for the obligations of the partnership.'* Accord-
ingly, the assets of each partner are at risk to satisfy claims
brought against the partnership. Although such risks can be
mitigated by obtaining insurance for the entity, there are

certain types of claims that are uninsurable and others for
which the cost of insurance can be prohibitively expensive.

Taxation

Federal and State Income Tax. Business entities can now elect
how they will be taxed for federal income tax purposes by
filing a statement of such election with the Internal Rev-
enue Service.'* California will generally respect such elec-
tions and treat such entities for California income tax
purposes as they are treated for federal income tax purposes.

A general partnership will normally elect to be taxed as a
partnership for federal and state income tax purposes. A
partnership that makes such an election is generally not sub-
ject to federal or California income tax. Instead, the part-
nership acts as a conduit through which its various items of
income and loss flow to the partners. The partners in turn
must annually report their shares of those items on their
own federal and state income tax returns.’> Entities that
elect to be taxed in this manner are often referred to as
“flow-through entities.” Subchapter K of the Internal Rev-
enue Cpde provides rules governing the character, timing
and the amount of income or loss allocated to each partner,
the tax consequences of moving property into and out of
partnerships and characterization of transactions between
partners and the partnership.1¢

State of California Franchise Tax. One of the significant
advantages of electing to conduct business in California as a
general partnership as opposed to another type of business
entity is that California does not impose a State Franchise
Tax on general partnerships for the privilege of doing busi-
ness in California. As used in this article, the term “State
Franchise Tax” means the taxes and fees that California
imposes on entities for the privilege of doing business in
California. As discussed subsequently, California imposes
such taxes on limited partnerships and limited liability com-
panies for the privilege of doing business in California.

LIMITED PARTNERSHIPS

The second type of entity is a limited partnership. A lim-
ited partnership is an entity where only a limited number of
partners have liability for the debts and obligations of the
entity.'” The partners that bear such liability are referred to
as the general partners'™ and are usually the developers or
promoters of the transaction. The liability of the other part-
ners, which are referred to as the limited partners and are
normally the investors in the transaction, is generally limited
to their investment in the entity.! The basic elements of a
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limited partnership are as follows.

Governing Law, Definition, and Formation

The California Revised Limited Partnership Act (LP Act), .

which governs California limited partnerships, defines a
limited partnership as a partnership with one or more general
partners and one or more limited partners.® In order to form
a California limited partnership, the general partner must exe-
cute, acknowledge and file a Certificate of Limited Partner-
ship (Form LP-1) with the Office of the California Secretary
of State.?! In addition, either before or after filing the Certifi-
cate of Limited Partnership, the partners must enter into a
partnership agreement.?2 Although it is highly advisable, the
partnership agreement need not be reduced to writing.? It is
especially important that the agreement be reduced to writ-
ing for the general partner since the LP Act specifically pro-
vides that if the agreement is not in writing and a dispute
arises concerning the terms and conditions of the agreement,
the burden of proof is placed on the general partner.

Management

The management and control of the business and affairs of
a limited partnership is generally vested in the general part-
ner.” The limited partners generally take a passive role with
respect to the business and affairs of the partnership.
Notwithstanding the foregoing, the limited partners are
usually entitled to vote on matters of a significant nature
with respect to the partnership such as the sale or financing
of all or any portion of the property and the dissglution of
the partnership. The matters on which the limited partners
are entitled to vote is subject to the negotiation.

Liability

Like a partner of a general partnership, a general partner of
alimited partnership has unlimited liability for the debts and
obligations of the entity.? A limited partner, on the other
hand, is usually only liable for its investment in the partner-
ship.”” However, if a limited partner actively participates in
the control of the business of the limited partnership, then
the limited partner may be held liable as a general partner
to persons who transact business with the limited partner-
ship with actual knowledge of that partner’s participation in
control and with a reasonable belief, based upon the limited
partner’s conduct, that the partner is a general partner at the
time of the transaction.?® Although being vested with sig-
nificant voting rights should not subject a limited partner to
general partner liability, if the limited partner becomes

actively engaged in the business and affairs of the partner-
ship, then the limited partner may inadvertently subject itself
to general partner liability.

Taxation

Federal and State Income Tax. Like a general partnership, a
limited partnership that elects to be taxed as a partnership
for federal and state income taxation purposes is a “flow-
through entity” and the various items of income and loss of
the partnership flow through to the partners, who must
annually report their shares of those items on their own fed-
eral and state income tax returns.?

State of California Franchise Tax. The State of California
imposes an annual franchise tax of $800 on each limited
partnership organized in California, qualified to do business
in California or conducting intrastate business in California
for the privilege of doing business in California.*

LIMITED LIABILITY
COMPANIES

The third and last type of entity is a limited liability com-
pany (LLC). An LLC is an entity in which all of the con-
stituent owners (i.e., the members) have limited liability for
the debts and obligations of the entity. The basic elements of
an LLC are as follows.

Governing Law and Definition

The Beverly-Killea Limited Liability Company Act (LLC
Act), which governs California LLCs, defines an LLC as an
entity having one or more members that is organized under
the LLC Act and subject to Section 17101 of the LLC Act.*!
A feature unique to LLCs, is that unlike general and limited
partnerships, which must have two or more owners,an LLC
can be comprised of only one owner.

Formation

An LLC is formed by filing Articles of Organization
(Form LLC-1) with the Office of the California Secretary
of State.?* Either before or after the filing of the Articles, the
members of the LLC must enter into an oral or written
operating agreement. Once again, it is highly advisable
that the agreement be reduced to writing to avoid later con-
flict between the members.

Management
LLCs provide great flexibility with respect to manage-
ment. For instance, management of an LLC can be vested in
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a manager, who need not be a member, or one or more of
the members.” In addition, officers of the LLC may be
appointed to carry out the day-to-day business and affairs of
the entity.* Like managers, the officers may but need not be
members of the LLC.%

Liability

The liability of the members of an LLC is generally lim-
ited to their investment in the entity.? Likewise, managers
and officers of an LLC are not generally held to be person-
ally liable for the debts or obligations of the entity solely by
reason of being a manager or officer.” Unlike the GP Act
and the LP Act, the LLC Act specially provides that a plain-
tiff may request a court to use the “alter ego doctrine” to
pierce the LLC’s corporate veil in which event the members
will be personally liable for the debts and obligations of the
entity.* A plaintiff may be successful in persuading the court
to apply such a doctrine if there is such a unity of interest and
ownership between the members and the LLC that the sep-
arate personalities of the LLC and the owners no longer
exist, and if the acts are treated as those of the LLC alone, an
inequitable result will follow.! Entering into a written lim-
ited liability company agreement, keeping the LLC ade-
quately capitalized and entering into all contracts in the name
of the LLC as opposed to the name of the person executing
the contract on behalf of the LLC may help prevent the
application of the “alter ego doctrine” and the piercing of the
limited liability company’s corporate veil.*2

Tax

Federal and State Income Tax. Like general and limited part-
nerships, an LLC can, and generally will, elect to be taxed as
a partnership for federal and state income tax purposes. If
such an election is made, the LLC will be characterized as a
“flow-through entity” and the various items of income and

loss of the LLC will flow through to the members thereof,
who must annually report their shares of those items on
their own federal and state income tax returns.*

State Franchise Tax. Like limited partnerships, each LLC
organized in California, qualified to do business in Califor-
nia or conducting intrastate business in California must pay
an $800 minimum franchise tax for the privilege of doing
business in California.** In addition, LLCs are also subject to
a graduated fee (commonly referred to as the “gross receipts
tax”) based on the LLC’s annual total income* as set forth
in Exhibit 1.The application of the minimum franchise tax
and the gross receipts tax is illustrated by the following
example: If for the tax year 2004, an LLC that owns an
apartment building had total income from rents equal to
$1,500,000 and no other income, then the LLC would be
required to pay gross receipts tax of $6,000 as well as the
$800 annual minimum franchise tax. Thus, the entity’s total
tax liability to the State of California for the privilege of
doing business in California for such year would be $6,800.

WHAT ENTITY TO CHOOSE

Liability Protection

Liability protection is usually of great importance to real
estate developers and investors. Accordingly, a general partner-
ship is generally not advisable to develop a real estate project
unless adequate insurance can be obtained to protect the
partners thereof against the liabilities associated with the
operations of such entity or the transaction can be struc-
tured in a manner to mitigate such risks. Instead, a limited
liability company or limited partnership should be consid-
ered. Which entity is ultimately selected will depend on a
number of factors such as the anticipated annual gross
receipts of such entity, the extent that the other owners of
such entity desire to be involved in management and

EXHIBIT 1

Total Income (Gross Receipts)
$0 = $250,000 -0-

$250,000 - $499,999 $900
$500,000 - $999,999 $2,500
$1,000,000 - $4,999,999 $6,000

$5,000,000 or more $11,790

Fee Amount
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whether the owners thereof are going to be required to
guaranty any acquisition or construction loans necessary to
acquire and/or construct the applicable project. These fac-
tors are discussed subsequently.

State Franchise Tax

If it 1s anticipated that the property to be acquired will
generate a significant amount of gross receipts, then the use
of a general or limited partnership should be considered.
This is due to the fact that such entities are not subject to the
gross receipts tax that is imposed on LLCs for the privilege
of doing business in California. The differences between
such entities are illustrated by the following example:

Assume that an entity needs to be formed to
acquire an apartment building that is expected to
have income of $3,000,000 a year in rents. If a
general partnership is chosen, no State Franchise
Tax will be imposed on the entity since California
does not impose a State Franchise Tax on general
partnerships for the privilege of doing business in
California. If a limited partnership is chosen, then
the entity would only be subject to an $800 State
Franchise Tax. If an LLC is chosen, then the entity
would be subject to the annual $800 minimum
franchise tax and a gross receipts tax of $6,000 for
a total State Franchise Tax liability of $6,800. Qver
the life of the entity, this would amount to a sub-
stantial sum.

Based on the foregoing example, a general or limited part-
nership would result in the least amount of State Franchise
Tax being imposed. The disadvantage with choosing either of
these entities is that at least one of the partners, usually the
developer or promoter, will need to be liable for the debts
and obligations of the entity. However, by incorporating an
LLC in the structure, the developer or promoter may achieve
limited liability and yet reduce the tax burden. This may
occur, for example, by forming an LLC, which provides the
owners with liability protection, to serve as a one percent
general partner of a limited partnership that is formed to
acquire the property. Such a structure would generally pro-
vide limited liability to all parties and allow 99 percent of the
rents collected from the property to avoid the gross receipts
tax. The developer could also hold a direct interest as a lim-
ited partner to obtain a greater ownership interest in the

property. However, the developer would need to be careful to
avoid participating in management (in its limited partner
capacity) and keep its interests “separate” to protect its limited
partner status and avoid general partner liability.

Investor Management

It is not uncommon for the investors that provide the
equity necessary to acquire and/or develop a real estate
project to mandate significant management rights with
respect to the business and affairs of the entity to protect
their investment. As discussed above, limited partners that
require to be actively engaged in the business and affairs of
the partnership may inadvertently subject themselves to
general partner liability. Members of a limited liability com-
pany are not subject to the loss of liability protection for
participating in the business and affairs of the LLC. Accord-
ingly, if an investor desires to have a significant role in the man-
agement of the entity but does not want to risk subjecting itself
to personal liability for the debts and obligations of the entity,
then an LLC should be considered.*

Alternatively, if the applicable real estate project is expected
to generate significant income over an extended period of
time and the parties determine that the State Franchise Tax
would be prohibitively expensive if an LLC was chosen,
then a structure similar to the one discussed under the “State
Franchise Tax” heading should be considered. More specif-
ically, the developer (or promoter) and the investor that
desires to participate in the management of the entity could
each form a limited liability company (or another type of
limited liability entity such as a corporation) to serve as gen-
eral partners of a limited partnership. The limited liability
companies would be each admitted as a one percent general
partner of the limited partnership. The developer and
investor would acquire the remaining 98 percent ownership
interest in such entity as limited partners. The partnership
would be co-managed by the general partners. Since the
developer (or promoter) and the investor would each con-
trol one of the general partners, such a structure might allow
the investor to actively participate in the business and affairs
of the partnership without subjecting itself to unlimited lia-
bility*” and allow 98 percent of the entity’s income to avoid
the gross receipt tax that is imposed on LLCs. However,
since this structure involves at least three entities, the costs
associated with the formation and operation of such entities
should be compared with the cost of the formation and
operation of a single limited liability company before such
structure is implemented.
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True Guarantors versus
Purported Guarantors

Most real estate projects require a construction and/or an
acquisition loan to construct and/or acquire the applicable
project. In cases where either of these types of loans is
required, lenders usually require the developer to provide a
completion and/or repayment guaranty. If such guarantees
are required and the loan goes into default, then the lender
may elect to exercise its right to foreclose on the property
and cause the property to be sold in a foreclosure sale. In the
event that the proceeds from the sale are insufficient to sat-
isfy the loan in full, then the lender may seek a deficiency
judgment against the guarantor for the balance.

If it is anticipated that a completion and/or repayment
guaranty will be required and there is a concern that such
guaranties may be triggered, then the developer (and/or
promoter) may consider forming an entity where the guar-
antor has personal liability for the debts and obligations of
the entity (i.e., a general or limited partnership) and to serve
as the general partner thereof. By using this structure, the
developer may be able to rely on California case law and/or
statutes to limit its exposure under any such guaranty.

This area of the law is very complex and the facts sur-
rounding each transaction must be carefully analyzed to
determine whether the applicable guarantor may be entitled
to any of such protections. However, in transactions where
it is anticipated that one or more of the owners of the entity
will be required to provide a completion and/or a repayment
guaranty, the owners should analyze whether the risk of suf-
fering a liability under the guaranty is greater and more costly
than the other potential liabilities that may be associated with
the project many of which can be insured against (i.e., tort
claims for injuries suffered on the property, construction
defect, etc.). If it is determined that risks of incurring a loss
under the guaranty are greater and more costly than such
other risks, then the use of a general or limited partnership
should be considered and the persons providing such guar-
anties admitted as the general partners thereof.

CONCLUSION

Because each deal is different and each entity that can be
formed to acquire the applicable real estate project has dif-
ferent advantages and disadvantages, an analysis should be

undertaken to determine which structure is most appropri-
ate for the deal at hand.
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