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Limited Partner (LP) Defense: Evaluating Private
Placement Offerings, Detecting Fund Embezzlement, and
Auditing Sponsors

Executive Summary: The $100M Syndication Trap

Over the past decade, private real estate syndications and pooled investment funds (typically structured under
SEC Regulation D Rules 506(b) and 506(c)) have democratized commercial real estate. Retail accredited
investors and self-directed IRA holders have invested billions into multifamily apartment complexes, industrial
parks, and luxury redevelopments, enticed by projected 15% to 22% internal rates of return (IRR) and tax-
sheltered cash distributions.

However, the private placement boom has also enabled massive white-collar securities fraud and fund
embezzlement:

Lifestyle Siphoning & Embezzlement: General Partners (GPs) diverting investor equity into luxury
vehicles, private jets, and unrelated personal expenses instead of property renovations.
The "Phantom Dividend" Ponzi Structure: Using incoming capital from new Fund II or Fund III
investors to pay quarterly "preferred return" distributions to Fund I investors to hide operating losses.
Hidden Fee Extraction: Embedding predatory fee structures—including 3% to 5% acquisition fees, 2%
annual asset management fees, capital call penalties, and inflated related-party contractor markups—that
drain equity before limited partners see a dollar of profit.
Secret Cross-Collateralization & Commingling: Moving investor funds between separate property LLCs
to patch cash-flow deficits on failing deals without investor knowledge.

Federal prosecutions—such as the conviction of Seattle-area licensed broker Tamara King in a $2.25M real estate
fund embezzlement where investor capital bought custom Teslas and luxury vacations, and the federal takedown



of Miami developer Rishi Kapoor in an $89M Location Ventures luxury syndication megascam—demonstrate that
glossy pitch decks and LinkedIn followers are no substitute for forensic investor due diligence.

This handbook details the 6-point LP due diligence audit, how to stress-test syndication underwriting, and the
legal rights of limited partners.

Section 1: The Anatomy of a Syndication Embezzlement

How do rogue sponsors misappropriate millions while sending glowing quarterly investor updates?

1. The Glossy Offering Package (The Pitch):
The sponsor circulates a high-production Pitch Deck and Private Placement Memorandum (PPM).
They showcase past "full-cycle" exits with 30%+ returns and present aggressive pro forma financial
projections assuming 7% annual rent growth, 3% exit cap rates, and immediate value-add rent
premiums.

2. The Lack of Independent Fund Custody:
Instead of using an independent third-party fund administrator (e.g., Juniper Square, Verivest,
Formidium), all investor subscription checks and wires flow directly into a bank account controlled
exclusively by the sponsor's personal management LLC.

3. The Inter-Entity Shell Shuffle:
The sponsor creates dozens of interrelated LLCs. Investor capital earmarked for property acquisition
or capital expenditure (CapEx) reserves is transferred through corporate accounts to cover payroll at
unrelated entities, service personal debts, or fund speculative pre-development costs on other
projects.

4. The Refinance Cliff & Capital Call Ambush:
The sponsor finances the property with high-leverage floating-rate debt without purchasing interest
rate caps.
When interest rates rise or renovations stall, property net operating income (NOI) cannot cover debt
service.
The sponsor abruptly issues a mandatory Capital Call, threatening to dilute limited partners by 80%
to 90% if they do not inject additional cash, before ultimately entering foreclosure.

Section 2: The 6-Point LP Due Diligence Audit

Before wiring capital to any private real estate syndication or fund, execute this six-point verification audit:

1. Require Third-Party Fund Administration & Independent Custody

Never invest in a syndication where the GP handles all accounting, distributions, and banking internally.
Mandate that the fund utilizes an independent, institutional third-party fund administrator. The
administrator oversees the investor portal, independently reconciles bank statements, verifies capital calls,
and ensures distributions match the Operating Agreement waterfall.



2. Sponsor Regulatory & Litigation Background Check

Search the sponsor’s individual names and corporate entities across:
SEC Action Lookup & EDGAR: Check for administrative enforcement actions or past
unregistered securities violations (sec.gov/litigation).
FINRA BrokerCheck: Confirm whether principals have past disciplinary bars or customer
complaints (brokercheck.finra.org).
Federal Court Dockets (PACER): Search for federal civil litigation, bankruptcy filings, or criminal
indictments.
County Circuit Court Records: Check for pending breach-of-contract or fraud lawsuits in the
sponsor’s home county.

3. Property-Level Debt & Title Verification

Demand to see the actual lender Term Sheet and Loan Agreement.
Verify:

Is the debt fixed-rate or floating-rate?
If floating-rate, did the sponsor purchase an Interest Rate Cap for the full loan term?
What is the Loan-to-Cost (LTC) and Loan-to-Value (LTV)? (Avoid deals exceeding 75% leverage).
Look up the county register of deeds: Is the property officially deeded to the specific LLC you are
investing in, or is it tied up in unrecorded option contracts?

4. Stress-Test the Pro Forma Underwriting

Re-run the deal underwriting under conservative assumptions:
Exit Cap Rate: Add at least 50 to 100 basis points to the exit cap rate compared to the entry cap rate
(e.g., if buying at 5.5%, model exit at 6.5%).
Rent Growth: Model 2% to 3% annual rent growth, not speculative 6% to 8% projections.
Expense Growth: Model operating expenses and insurance inflating at 4% to 6% annually.
If the projected return evaporates under modest stress-testing, the sponsor’s margin of safety is
nonexistent.

5. Audit the Waterfall and Sponsor Fee Load

Review the Operating Agreement fee schedule:
Acquisition Fee: Should not exceed 1.0% to 2.0% of purchase price.
Asset Management Fee: Should not exceed 1.0% to 1.5% of effective gross income.
Capital Transaction / Refinance Fees: Watch for excessive 1% fees charged every time the
sponsor refinances debt.
Preferred Return: Ensure a minimum 7% to 8% cumulative preferred return must be paid to LPs
before the GP receives any promoted interest (the "promote" or carry).

6. Mandate Annual CPA Audits & Schedule K-1 Timelines



The Operating Agreement must obligate the GP to provide annual audited financial statements prepared
by an independent certified public accounting firm.
Enforce clear deadlines for delivering IRS Schedule K-1 tax forms (e.g., by March 15 or April 1).

Section 3: The Passive Investor Pre-Subscription Checklist

Before signing a Subscription Agreement:

Private Placement Memorandum (PPM) and Operating Agreement reviewed by independent securities
counsel.
Third-party fund administration verified.
Sponsor background checked on SEC, FINRA, and PACER court dockets.
Property debt terms verified (interest rate cap in place; floating rate exposure audited).
Capital expenditure (CapEx) budget verified as escrowed with the primary mortgage lender.
Sponsor cash co-investment confirmed (at least 5% to 10% of total equity coming from GP’s own cash).
Pro forma stress-tested with expanded exit cap rates and conservative rent growth.
Wiring instructions verbally verified with the independent fund escrow bank officer.

Section 4: Emergency Response Protocol — If Fund Fraud is Uncovered

If a sponsor stops distributions, fails to provide K-1s, or conceals property operations:

1. Exercise Statutory Inspection Rights: Under state limited liability company statutes (such as the
Delaware LLC Act or Michigan LLC Act), limited partners have the statutory right to inspect corporate
books, bank records, and general ledgers. Issue an immediate formal Demand for Books and Records.

2. Form an LP Steering Committee: Connect with fellow limited partners. Pool voting interests to reach the
required threshold (typically 51% to 66% of voting units) to remove the General Partner for Cause
under the Operating Agreement.

3. Petition for Court Appointment of a Receiver: If the GP is actively siphoning funds, have legal counsel
file an emergency action in state chancery or federal court petitioning for an independent Receiver to take
custody of property bank accounts.

4. Submit Reports to Securities Regulators:
SEC Tips, Complaints, and Referrals (TCR): sec.gov/tcr
State Securities Division (e.g., Michigan Department of Licensing and Regulatory Affairs -
Corporations, Securities & Commercial Licensing Bureau).
FBI Financial Crimes Division: ic3.gov.
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