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Entity Choices
 Sole Proprietorship
 General Partnership
 Corporation
 C Corp
 S Corp

 Limited Partnership

Do I need to form an entity?
 Especially in connection with the acquisition of real property you will
want to form an entity for the following protections:
 Limited liability protection
 Business succession planning opportunities
 To formulize the ownership/management rights of the members or
shareholders

Sole Proprietorship
 Business that is conducted by an individual that is not incorporated
 Advantages:

 Simple to operate, no formality you just start operating a business
 The business is legally owned by the individual there is no need to file a separate tax
return. This is the simplest form of business organization from a tax perspective.
 Owner enters expenses of the business or real estate rental on Schedule C or schedule E of
his or her IRC Form 1040.

 Relatively easy to dissolve the business.

 Disadvantages

 Unlimited personal liability of the owner
 Third parties may take client less serious because there is a lack of sophistication in
operation of the business
 Liabilities of business will impact the individual and visa versa
 Business succession issues-business terminates upon the death of the individual.

General Partnership
 Business conducted by one or more individuals that share in the
profits of the venture. Partnerships can be “de facto” (meaning there
is no written agreement signed by the parties).
 Advantages:
 Simple to operate, no formality you just start operating a business

 Disadvantages
 Unlimited personal liability of the owners
 Tax filings more complex, requires use for IRC Form 1065.
 Business terminated upon death of a partner (unless affirmative election of surviving
partners to continue the partnership).

Corporations
 An entity incorporated by filing a Certificate of Incorporation with the
New York Department of State.
 Two different types of corporations
 C Corp
 S Corp
 Advantages:

Limited liability of the owners (assuming adequate capitalization and no “PCV” issues
Generally, cheaper than formed an LLC in New York
Angel investors/private equity typically prefer ownership in corporation
History of Case law
Certain tax advantages (potential net operating loss (NOL) carryback/carryforward in
acquisitions)
 Potential self-employment tax savings






Corporations
 Disadvantages
 Double-taxation (unless shareholders elect to be treated as an S Corp., if permitted)
 Statutory considerations found in New York Business Corporation Law Section 1104-a,
New York Business Corporation Law Section 630).
 Relatively “inflexible” as compared to an LLC (especially S Corp)
 Inflexible corporate record keeping requirements as compared with LLC.
 Dissolution by proclamation: If NYS corporate tax returns are not filed or taxes are not
paid, the State will dissolve the company for failure to pay franchise taxes. To be able to
transfer real property owned by the corporation, the unfiled tax returns must be filed
and taxes paid. The tax department will then consent to the “reinstatement” of the
corporation to allow the Closing to take place. This process can take 90 days or more.
These due diligence items should be reviewed asap when contemplating buying or selling.

S Corporations
 Most closely held businesses elect to be treated as an S Corporation if
permitted to so do.
 S corporations are basically the same as a C Corp (have shareholders, board
of directors, officers, etc.) except the corporation is treated differently for tax
purposes.
 A C corporation, income is taxed twice.
 At the corporate level (when the corporation earns income); and
 At the shareholder level, dividend, dissolution, or upon the sale of the shareholder’s
shares.

 A S corporation, all income “flows through” to the individual shareholders,
resulting in it being taxed at the individual shareholder level as opposed to the
corporate level.

S Corporation election
 In order to make this election must be a domestic corporation
 Only individuals, certain trusts and estates may be shareholders in a S Corp.
 Partnerships, LLCs, Corporations and non-resident alien shareholders cannot be
shareholders.
 There can be only one class of stock
 Have no more than 100 shareholders
 Cannot be an ineligible corporation
 Insurance company
 Certain other financial organizations

Must make the election timely. 2 months and 15 day rule from the date of
formation to take effect in the first tax year.
Articles filed on August 21, 2 months is counted as October 21.

Limited Liability Company (LLC)
 Similar to a corporation, requires filing organizational documents with the
State, in New York State called Articles of Organization.
 Advantages:

 Very flexible in how ownership/management can be structured (special allocations, manager
or member managed, may or may not have to have officers).
 Operating Agreement offers opportunities to modify default rules of the New York Limited
Liability Company Law.
 Incomes “flows through” to the owners (referred to as the members), like a S Corp., yet
without the restrictions of the S. Corp rules.
 Limited liability of the owners (assuming adequate capitalization and no “PCV” issues.
 Single-member LLCS can be disregarded for tax purposes. This means there is no need for a
separate tax return or elect to be treated as a corporation. Multi-member LLCs can elect to
be treated as a partnership or corporation.

 Disadvantages

 Professional investors usually prefer investments with corporations
 Cost of formation can be excessive given publication requirements for New York LLCs.
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Limited Liability Company (LLC)
 September 16, 2019, Gov. Cuomo signed a new limited liability company
disclosure bill requiring greater transparency in real estate dealings.
 Previously only singe-member LLCs were required to disclose the name of
the sole member on Form TP-584 (combined real estate transfer tax
return, credit line mortgage certificate, and certificate of exemption from
the payment of estimated personal income tax”)
 This law mandated that multi-member LLCs owning one to four family
dwellings will have to provide more information to the public during the
process of transferring real estate.
 Must disclose the names and business addresses of all members, managers
and any other authorized persons of such limited liability company.
 Multi-member LLCs will need to identify all the authorized persons of the
company.

Purchasing LLC Membership Interest v. real
estate
 When a real estate transaction closes, there is a transfer fee that must be paid
based on the purchase price. The sales price is factored into the assessed value of
the real estate. This often means that after purchasing the property, the property
taxes owed the following year will be more than in the year the property was
purchased.
 One way to avoid this reassessment of taxes is to purchase all of the membership
interests of the LLC that holds the real estate.
 This allows the new owner to take title to the real estate without changing the
legal owner of the real estate.
 Since the real estate remains with the existing owner-entity, there is no change in
ownership even though there is a change in control of the real estate.
 Changes in control of ownership of real estate do not trigger property tax reassessments but changes in ownership of real estate does.

Purchasing LLC Membership Interest v. real
estate
 RISKS
 Purchase of an existing LLC memberships interests includes any and all
liabilities of the LLC, whether the LLC knows about them or not.
 The purchaser of an LLCs membership interests must do significant due
diligence and negotiate representations and warranties to protect itself.
 Employee concerns and whether the LLC has paid all necessary employment
and taxes related to the employees is of great concern.
 Multi-member LLCS are harder to accomplish this with.
 May make financing harder to obtain. Lenders prefer to finance the real
estate not the membership interests in the real estate title owner.
 May require pre-approval of the Lender

Documents needed
Real estate deal
 Deed recorded with TP-584 and RP
5217 to the county clerk. The RP5217 recites the full sale price on the
transaction and is subsequently
provided to the tax assessor of the
municipality in which the property is
located.
 If the sales price reported exceeds
the current assessed value, it is
possible that the assessor may
increase the assessed value of the
property causing an increase in the
amount of real property taxes.

Membership Interest Transfer

 If the real estate to be purchased is
owned by an LLC or corporation,
it is possible to avoid completing
the RP-5217 by purchasing the
membership interests.
 The RP 5217 is not submitted to
the county clerk and the tax
assessor is not provided with
notice of the sale price in the
transaction.
 The TP 584 still gets filed with the
state and transfer taxes are paid.

1031 exchanges
 Codified under IRC Section 1031-tax deferred exchange
 Vital aspect of the tax code provides re investors with a significant tax
advantage. Ability to defer taxes on the sale of any real property held
for the productive use in the trade or business or for investment for
any real property held in the same way.
 Section 1031 allows any taxpayer holding real property for investment
purposes to potentially defer taxation that would otherwise be
incurred upon the sale of the investment real property.

Why do a 1031?
 Leverage using equity in the property
 Diversifying portfolio, by asset class, or location
 Consolidating portfolio (i.e. Single family homes into larger multi
family)
 Increase depreciation-acquire a larger building for this reason
 Estate planning reasons- acquire multiple smaller properties

Three strategies of investors
 Buy and hold- look at the market or part of the country with job
growth
 Sell- pay all of the taxes owed. After tax equity can be invested in
things outside of real estate. Harder to realize same ROI.
 1031 Exchange- defer all capital gain taxes with a fully deferred
exchange or receive some “cash boot” or “mortgage boot” through a
partially deferred exchange.
 Redeploy equity

1031 exchanges
“No gain or loss shall be recognized on the exchange of real property
held for productive use in a trade or business or for investment if such
real property is exchanged solely for real property of like-kind which is
to be held either for productive use in a trade or business or for
investment.”
 Basis gets rolled over into the replacement property. It is not a tax
free exchange, it is tax-deferred
 The types of property are very broad and lots of options.
 Only real property is allowed. Personal property no longer applies.

1031 exchanges
 Continuity of investment liquidity.
 Replacement property- like kind, going from one investment property
to another. Until they sell the property for cash there is no taxable
event.
 Right now, there is a perfect storm for 1031 exchanges
 Capital gains taxes have risen since 2013
 Net investment income tax (NIT)
 Commercial market is strongest its been in years
 Rents are increasing, residential market is strong

Capital gain taxation
 20% capital gain tax rate for high earners
 3.8% “Net Investment income tax” (NIIT) pursuant to IRC Section
1411
 Capital gain taxation has 4 levels of taxes
 Taxes assessed on depreciation recapture at 25%
 Federal capital gain taxes at 20%
 Net Investment Income tax (NIT)- assessed on single tax filers who earn
$200k or more or married filed jointly of $250k
 The applicable state tax rate

Qualified intermediary
 A qualified intermediary is an entity that facilitates a IRC 1031 exchange.
 The role of the Q1 is defined in Treasury Regulation Section 1.1031(k)1(g)(4).
 The use of a Q1 is required to successfully complete a 1031 exchange.
 Cannot be the taxpayer
 Q1 will enter into a written agreement with the taxpayer under which the
Q1 will agree to:





Acquire the relinquished property from the taxpayer;
Transfer the relinquished property to the Buyer;
Acquire the replacement property from the seller;
Transfers the replacement property to the taxpayer.

Qualified intermediary
 The exchange agreement must expressly limit the taxpayer’s right to
receive, pledge, borrow, or otherwise obtain benefits of money or
other property held by the Q1.

Like-kind property
Like-kind property can include, but is not limited to, any of the
following types of real property, provided it is held for investment:
 Single-family rental
 Duplex
 Multifamily apartments
 Industrial commercial property
 Land
 Properties can be exchanged anywhere within the US

Like-kind property
Excluded
 investors principal place of residence
 Any property held for sale/ dealer property
Qualifying real property
 Any real property held for productive use in a trade or business or
investment

Intent to hold for investment
 “intent” is the taxpayer’s subjective intent. Analyzed on a case-by case
basis.
 There is no set time period you have to hold the property
 Goolsby v. Commissioner- IRS discovered they did not intend to hold
for investment.
 Reesink v. Commissioner-IRS ruled that an 8 month period qualified.

For a full tax deferral
 reinvest all net exchange proceeds
 Acquire property with the same or greater amount of debt
 To the extent an investor receives cash from the proceeds of the sale
 Cash boot

Exchange entities
 Generally, the same tax owner should take title to the replacement
property in the same manner they held title to the relinquished
property.
 A taxpayer who elects taxation as a sole proprietorship can hold the
relinquished property as an individual but acquire the replacement
property as a single-member, single-asset LLC which is disregarded for
federal tax purposes.
 Should run this by Lender is getting financing.

Contract language
 A contract needs to be assignable.
 Since a 1031 intermediary will be used, the contract needs to get
assigned to the intermediary for the funds to be sent directly to it.
 Sale of relinquished property language
 “Buyer is aware that seller intends to perform an IRC Section 1031 taxdeferred exchange. Seller requests buyer’s cooperation in such an exchange
and agrees to hold buyer harmless from any and all claims, costs, liabilities or
delays in time resulting from such an exchange. Buyer agrees to an
assignment of this contract to a qualified intermediary by the seller.”

Contract language
Purchase of replacement property language
 “Seller is aware that buyer intends to perform an IRC Section 1031 taxdeferred exchange. Buyer requests buyer’s cooperation in such an exchange
and agrees to hold Seller harmless from any and all claims, costs, liabilities or
delays in time resulting from such an exchange. Seller agrees to an assignment
of this contract to a qualified intermediary by the Buyer.”

Identification Rules
 3 property rule:

 The taxpayer can identify three (3) replacement properties without regard to their
fair market value

 200 percent rule:

 Any number of replacement properties so long as their aggregate fair market value
does not exceed 200% of the aggregate fair market value of all relinquished
properties.
 The taxpayer can identify three (3) replacement properties without regard to their
fair market value

 95 Percent Rule

 Any number of replacement properties without regard to the combined fair market
value, as long as the replacement properties acquired amount to at least 95% of the
fair market value of all identified properties.

Identification Rules
 Timing
 The time requirements in a 1031 exchange are very specific.
 From the closing on the sale of the relinquished property, a taxpayer has to
 Properly identify potential replacement properties within 45 calendar days. This is called
the “Identification Period”
 Close on the replacement properties within 180 calendar days of the relinquished
property sale, or the due date (including extensions) for the taxpayer’s tax return for the
taxable year in which the relinquished property was transferred, whichever is earlier. This
is called the “Exchange Period”.

Delaware Statutory Trusts (DSTs)
 In 2004, the IRS issued IRC Ruling 2004-86, which authorizes the use of a
DST or Delaware Statutory Trust, to be used within the context of a 1031
like-kind exchange when someone executes the sale of an investment
property.
 DSTs are securitized real estate offerings.
 They solve a lot of problems that can occur during the 1031 process.
 The seller doesn’t want to actively own another property again
 The seller is in a 45 day crunch for the Identification Period and instead of
jeopardizing the tax deferral they can use this method;
 The seller has difficulty matching up debt and or equity in the exchange
 The seller has “boot” or equity left on the table that will be exposed to taxes if not
deployed into a replacement property.

Delaware Statutory Trusts (DSTs)
 Passive income opportunity
 Fractionalized institutional grade real estate offerings
 No active management of the property
 Pass through entities and fractional owners are allowed to participate
in depreciation and amortization.
 Properties are often medical buildings, class A multifamily apartment
buildings, hotels, senior living, student housing, storage portfolios,
retail and industrial warehouse buildings.
 You can buy into large companies, like Walgreens, Hilton or amazon.

Delaware Statutory Trusts (DSTs)
 To invest in a DST you have to be an accredited investor.
 Net worth in excess of $1 Million, not including personal home or an
individual with income over $200,000 per year over the last two years if
single or if married, combined income total of $300,000.
 Income must reasonably be expected to continue.

Delaware Statutory Trusts (DSTs)
 Benefits:










Inventory is always available for 1031 identification
Low minimum investment requirements. $100,000 for 1031 exchangers
Remote management- the sponsor-affiliate trustee handles management
Cash distribution potential: the rental income generated from the DST properties is
distributed on a monthly basis to the investor
Diversification: allows an investor to diversify in asset class and location
Low cost of ownership: not required to maintain any type of special purpose LLC to
hold the shares
Non-recourse loans- DST investors are not required to execute any loan guarantees
as their interest is passive.
There is no personal liability
Access to larger commercial properties which typically require more capital

Delaware Statutory Trusts (DSTs)
 Cons

 You have to hold onto the property for a number of set years
 Usually 5-10 years which makes this investment illiquid.
 DST investors do not hold title to the investor but rather own a beneficial interest
in the trust and the sponsor controls the selling and managing of the property.
 Equity will remain invested until the DST is sold.
 No direct operational control
 DSTs cannot raise new capital. IRS Ruling of 2004-86. Once the initial offering for
investment in a DST is closed, the sponsors are unable to make new capital calls or
receive contributions from investors.
 If the property unexpectedly loses tenants or sustains substantial damage, there is a
potential risk of a reduction or suspension of cash flow.
 Potential foreclosure. All financed real estate investments have the potential to be
foreclosed upon.

Qualified Opportunity Zones
 Created in 2017 by the 2017 Tax Cuts and Jobs Act to encourage
economic growth in underserved communities through tax incentives
for investors who utilize “opportunity funds” to invest in these zones.
 A QZC is an economically distressed community where new
investments, under certain conditions, may be eligible for preferential
tax treatment.
 Investors are given the opportunity to defer and potentially reduce
tax on recognized gain.

Qualified Opportunity Zones
 To defer a capital gain, including Section 1231 gains a taxpayer has 180
days from the date of the sale or exchange of appreciated property to
invest the realized capital gains dollars into a Qualified Opportunity
Fund.
 The fund then invests in Qualified Opportunity Zone property.
 If you hold the investment long enough you can eliminate the tax on
the new investment’s future appreciation.
 You can defer the tax that would otherwise be due on the capital
gains that arise from transactions between December 22, 2017 and
January 27, 2027 and that you reinvest in the Opportunity Zone.

Qualified Opportunity Zones
 If you hold your qualifying investment in the Opportunity Zone for more than 5
years, you can exclude ten percent of the deferred gain from federal capital gains
tax.
 Only 90 percent of the original gain is subject to tax.

 If you hold your qualifying investment for more than 7 years you can exclude 15
percent of the deferred gain from federal capital gains tax.
 Only 85 percent of the original gain is subject to tax.

 If you hold your qualifying investment for more than 10 years, its tax basis
increases to its fair market value as of the date you sell or exchange it.You get a
stepped up basis. This means your qualifying investment in the Opportunity Zone
appreciates tax-free, similar to a Roth IRA investment.You will not have to pay
any capital gains tax on the appreciation when you sell or exchange it.
 If you sell the qualifying investment before the end of the ten years you can roll it
over into another qualifying investment.

