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Real Estate 850
Lecture 14, March 23, 1987
Bill Morrell, Real Estate Advisor for Alexander Brown

Public pension funds have been behind corporate brother in doing new
things.

Roger Meyer got Oregon Public Employees Retirement System interested
in investing in real estate in 1978-79 long before other public funds.

Lesson is get entrpreneurial oriented persons on boards.
Alex Brown in Baltimore is involved in REIT's.
Oregon went to Alex Brown for REIT.
Couldn't find one to buy so decided to invest in RE directly.
Developer owns 50% of projects Oregon buys.
In 1985 began program to buy series of REIT's.

Wanted to buy investment that allows them teo increase or
decrease their share of real estate easily.

Can do that with REIT's,
Marketability and liquidity.
Greater diversification than direct portfolio.

Can get into types of properties that they can't do on their
own - community shopping centers, apartments.

Ojectives
Want you to buy companies, usually REIT's, where income and
capital appreciation that investor receives comes directly from
underlying real estate that's owned in portfolios of companies in
which we own shares.
Increased cash flow, increased depreciation over time.
Doing it thru REIT vehicle.

Important to consider this a real estate investment.

Makes sense for pension funds, especially small.

Not enough money to buy directly.



Advantages to this type investment.

Assets in R. E. securities fund are marketable securities.
Can increase or decrease allocations to real estate.
Greater flexibility.

Investor gets 3 kinds of diversification.
1. Geographical.
2. By product or project (apartments, shopping centers).
3. Management style.

Since 1978 REITS have performed very well. Some 15 to 20%
returns.

Have very high current yields.

Makes them attractive from a common stock investment
standpoint.

New tax law puts a great premium on current income.

REITS have to buy properties that are already generating a cash
flow.

To maintain dividends.

Slightly less risky part of the market.

Keeps them from making major mistakes.
Have tended to invest in a niche.

Basically 3 to 15 million size.

Not as many players in this market - kept them from markets
that were being badly overbid.

REIT's that they're investing in are infinite.
Management has responsibility and willingness to not only
improve their existing properties but to add new properties

to their portfolio.

Growth occurs.



Most of their REIT's appraise their properties each year.
Have advantage of knowing what properties are worth.

Try to find properties where market price is below
appraisal.

Typically REIT's have sold at discount because of bad experience
in 70's.

Another impact of new tax law:

Has led a number of very good real estate companies to consider
forming REIT as way to get capital for future growth.

Will greatly increase the number of institutional quality REIT's
that are out there and make it a better market.

A large number of pension have set up real estate security funds
in the last 6 to 8 months,

Biggest is Fidelity Management group in Boston.
Guidelines they use in investing in these types of securities,.

Invest in REIT's that allow the fund to benefit from the income
and capital depreciation of the underlying real estate.

Concentrate only on those companies with portfolio of existing
income producing properties. .

Invest in companies with a specific market niche.
Companies with strong regional flavor.

Look for companies with conservative debt equity ratios that can
raise additional capital at reasonable rates.

Concentrate on companies that own shopping centers, industrial
properties, apartments and nursing homes.

Don't invest in REIT's that make mortgage loans without equity
enhancements.

Don't do anything with REIT's that invest in construction loans.

Don't do anything with residential home builders or land
development companies.

Monitor dividend coverage ratios. There have been 6 or 8 good
REIT's that have cut their dividends. Bad sign.



Long-term real estate oriented investors.
Not afraid to inveét in areas which depressed right now.
Have third category of investments - private (placements)
Usually niche oriented
(Kroger) co.
Started suburban office building business in 1950's.
Have 15 or 20 suburban office parks in So-Ea US.
Have 2 companies.
Kroger Properties
Build office buildings
Standard cookie-cutter type
Can keep costs well below competitors
Charge lower rents
Can keep tenants
Kroger Company

Buys the completed building once it reaches 90 or
95% occupancy.

Kroger Appreciation Notes
Give you a 9% coupon each year
Give you another percent equal to percent
which selected properties have increased in

value from one year to the next.

They take shares in Kroger Co. instead of
additional interest.

Participating mortgage (Graaskamp)
At one time designed to be variable interest note.

Now being used as a back-handed equity because pension funds
feel better being a creditor than being an owner.



They initially did convertible mortgages w/Oregon
Switched over to participating because better position

Participating mortgage did extremely well up until interest
rates started to drop.

Market was dead for about 8-12 months.

No developer/owner wanted to do participating mortgage when

he could get straight debt at 100 basis points higher than

participating mortgage and not give up any equity interest.
With new tax law they've come back.

It's hard to find equity sources now.

A way for developer/owner to cash out, get 100% of his
financing and get a lower interest rate.

Rates have changed dramatically.

Coupon rate could be only 8 or 8-1/2...

Tape flipped.

Also gives them an owner/developer who's in the project
with them with his entrepreneurial skills, will make it a
better project because he has a percent of the deal.

REIT not only public instrument but a rather neat private placements
financing device.

Example:

Several funds out designed primarily for a selected investor.
Structured as REIT's because it makes neat corporate package.

You get a full conduit pass-thru at a time when the
investors may have different tax status.

Pension fund can be in leverage real estate but University
Endowment cannot have investment in leverage real estate where
the leverage exceeds the basis on the property - called unrelated
business income, becomes taxable. REIT solves that problem in
that only shares in the trust which are not leveraged and
therefore they do not have unrelated business income as compared
limited partnership type of venture in which the characteristics
of the asset pass thru to the investor.

Some versions have split underwriting in which majority go to tax
exempt and the rest to private investor.



He's taxed at his point of ownership.
May pay a small premium for his share.

There's a market made in the shares so pension plan can sell
their shares at a future point.

In the meantime they buy at less than the private investor.

Get much more scale to the real estate trust than they've
traditionally been able to get.

Hybrid trusts in terms of marketing of their shares because
taxable character falls on each individual investor.

Interesting article out presently as whether real estate
investment trusts provide the same kind of co-variants to the stock
market as real estate asset does.

Initial evidence is trust shares tend to behave more like
stock than like a real asset,.

Some are arguing that you lose the co-variant aspects of
real estate for diversification,

Finite real estate trust may permit the trust to behave more
like real estate in the marketplace and less like stocks.

In the past the rap on real estate trusts has been the price has
never reflected correctly the underlying asset.

No way for investor to know what asset was worth,

¢
Booked the asset at purchase price and took advantage of
every bit of accelerated depreciation to keep as much income
within the trust as possible so book value steadily
declining.

No way of looking at the book to figure out where they're at
and what should the book value be relative to the market
value of the share.

Most did not report appraised value annually for the
underlying asset.

Therefore market price slipped. Became an income security.

People are now looking for ways to see if the real estate trust
can be created in such a way that it has the attributes of the
underlying real estate in terms of its investment co-variant
relationships to other kinds of securities.



Private REITS very useful local device.
Often goes together w/development company.
Very useful for financing development.
University Physicians
Own their own building with private trust
Each Jan. 31lst doctors leaving sell and those coming in buy.
Earnings are well tax-sheltered.
Doctors get increments over their fees.
Real estate very useful for this,
Alternative is master limited partnership.
Has appropriate characteristics.
Stronger conduit than the trust.
High target for IRS tax reform.

Tremendous accounting complexity.



BUSINESS 850
LECTURL 1-20-68

Real estate is simply ¢ statement of Hope; it is based on Hope and is ironic, because we are
making & premise of a 10-20 year investment. It presumes socisl, cultural, and technical
activities will move forward at such a pace that there will be enough time to change, improvise,
and enough opportunity for creative advancement. It is & committment on Faith and then
rationalized.

Real estate is based on the Future,-futuristic, extrapolations from what we think we know. We
move from irrational Hope to rationalized attitudes and come up with an intellectual strategy. 1t is
8 basic dichotomy: real estate as assumptions about the future vs our sbility to adjust in the
present and survive in s changing world.

Real estate is & long term view, with leaping assumptions about the future. Helping the
dichotomy is the question: How long is the time Tine of the Hope? In trying to get a handle on Hope
and structuring it into & rationel attitude, how often are we affected by topicst (ie. investing
against the tide-contrarian position against short term beliefs) short term attitudes? Pension
funds can be more patient thar the need to buy food and clothing from the ssle as with the
individual. Thus there is the time Tine of & pension fund vs thet of the home buyer.

British pension investment strategy(article). invest just before the country
flips into socialism, because then you will have & monopoty since there will be ne
more entrepreneurial incentive to create supply. America is moving into an era
of socialism--this is not & topical issue, but an investment strategy.

Observe current attitudes. We are going to run out of oil... by the year 2000 gos will be $2.50
& gallon. Y¥e need & responsible energy program. Thus, suburben and regional center are not teh
best ides: neighborhood shopping centers which we can walk or bike to must be incluged in an
investment strategy of & pension fund 20 years from now.

Electricity- -atomically genersted: the life cycle cost of stomic plants are negative; it costs
meore to run and build it than the power is worth--maybe they will be replaced or shut down.

If real estate is futuristic, what is your premise about the future and how far out are You
taking that premise?

Elderly Housing- - 40 years frem now no one will be there; all young people are
moving out. Alma is dying. How will the mortgage be paid? Housing
Policy--~{under Section B) mostly elderly, permitted to live at 30% of their
income; under contracts that expire in 6-8 years and will probably phase outin
12. There is no goverament policy as yet to deal with all of the homeless that will
resull. But investor expectations downstream- - perhaps that under Section 8 the
govt. will come out and rent the space which exceeds the elderiy's income. Who
is wrong?

Real estate is based on extrapolating cash flows and taking them forward in a vacuum; not
looking &t the anticipated context 5- 10 years downstream. What is the Hope of the guys going In?

The profession real estate operator works by a series of short runs because he bases it on Fees
maneging, building, securitizing, brokering the project, syndicating, leesing. The real pro doesn't
own anything: he structures the deals so that if for some resson unforessen to him something
occurs, he can share on the upside with & participstion ¥, otherwise he can take & walk. The
individual equity investor doesn't have a true sense of what he is doing.
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Real eotate is tied to future Money Markete, in @ mecro context--not juet @ micro. If Tokye
and Bonn don't like the next president, they don't have to support the tressury rate- -and interest
rates will move before the "88 election- -and a recession will start before the election, in which
case the Republicans would be dead. Saloman Bros. predicts interest rates will be 11-11.5% by
the 3rd quarter of "88- - note the impact on the resale of res! estate.

And does the political agency have much to say anymore about interest rates? We have & trade
deficit whereby people own your butt, and & federal deficit whereby people whe buy your bonds
owh your butt. And resl estate interest rates will be & function of these and + & considerable
Toading.

The debt cover ratio, instead of the loan to value ratio, is determining what you can payfor a
project.. Resulting in the need for more equity, less debt.

~ Liquidity is the objective of any enterprise to cover operating expenses(Drucker’s article).
Liquidity need of each enterprise incroases sach year; need more and more liguid to cover costs. it
gives you the flexibility to survive.

Builders lost last time because they were carrying inventory in land and
unfinished tenent space. Dump it now and take options on land 2 years from
now--the recession will begin by 88-89, no one will be buying houses- -the land
will sink you, get rid of it.

We tend to use goals and ratios that may not be relevant to our Hopes or future reslity.

Real estate investment is passive and long term. Development is the exploitation of the short
term. - -exploitation of a short term opportunity and & spread.

The essential strategy is to improve your spresd by &) enhancing the monopoly characteristics
of the property and thus enhance revenues; or, B) Roduce costs including the cost of funds.

Active investors ie developers creste spresd through epportunism at the Micro level: buylow
sell high; insider infor mation is very important.

Passive investors enhance the spread because of timing and the ability te arbitrage typically
between money markets and also skill levels. Example. Olympis and York takeover{speculationon
a commodity of sq. ft. of office space. He needs to mansge it well, but enhances it because he tan
operate on & timing basis--buy low sell high; but he can arbitrage by reaching money markets
that others can't reach, ie. current CMOs- -the individual pays at retail of 10.5% on his mortgege,
but the quy who buys the whole portfolic goes into the money market and bets against the tressury
curve and gets an interest rate of 6.5% + 1% credit enhancement = & cost of funds of 2.5%. Take
the present value of this and it works out real well.

He is arbitraging s & passive investor - - never sees 8 single mortgage or house.

The essence of & strategy and tactics in real estate, for both the active and passive investor is to
exploit the institutional and technical details at the appropriate time inorder to achieve & spreed.
Example: Shidler is & consummate artist of operating within the guidelines of FASB rules and
creating illusionary profits for corporstions.

One of the problems with active and passive investors is that the relationship to real estate
creates an EMOTIONAL factor; they are not always rationel. Psychic income is impertant and
probably sccounts for 1% on the cap rate- - because you can show your pride in resl estate.

795 lecture

Late FEB or corly March: Jerry Clays, JMB: Cedillac
-Fairview deal
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March 25: Todd Mensfield & Bill Rianell, Diswey
Develepment

April 8. Jay Shidler

April 29: Steve Jarkevw, REIT fermation and Linceln
Preperties

Comments on the Futurism of Energy, Socisl/Political trends,--from the Economist:
Entrepreneurship, Hope, and Strategy: possibilities of the future{in the articles). Sternlieb’s
view of cities as the home of the transfer payment--citizens sre moving out and employers will
follow.

Strategies of real estate for the long term: sugoests an infinite degree of investment attitudes
based on your hopes about the future----- This is what the entire first part of the lecture
addresses.

Part two of the lecture addresses the economic scenarios about the future; add up the scenarios
and Establish the premise frem whick you eperste.

Scenario *1. Most industrialism in the US will go into & smooth transition into a new economic
role with less significance in the world and will resolve social problems; there wil be steady
economic growth with & few brief recessions, graduatiy declining Unemployment, and & decline in
manufacturing moving toward a service sconomy. Lower interest rates into the millenium.

Scenaric #2: Erratic transition, interrupted by recessions the like of the 1970, economic
growth is sporadic with stagnetions and negative growth; aggregate unemployrnent will range from
7-12% and there will be regional pockets of unemployment, even poskets of rebeliion in aress not
getting their fair share of economic oppertunity; debt loads remain high and there are increasing
defaults; there will be conviderable rescheduling of payments to protect the credibility of our
financial institutions- - -$25-50 billion losses in S&Ls, but we can't afford to close some because
FSLDIC is bankrupt; the problem is lexs severe with banks becsuse they don't need to report
losses, the statement doesn't need to reflect underiying value of the ssset, but instead can be the
amount of the note.  Also, pressures to control deficits will cause incressed taxes amd severe
spending adj ustments.

where are the hot aress: New England because more defense spending goes there
than anywhere in the US, {fcuty in the budgat to defense, then what? Plys, they
also have Senators in key positions on important boards.

Y1l real estate moderate graduslly?--Will deflationary forces from the decline
of excess capacity and higher debt loads keep pressure on borrowers?

And what of the trade deficit? If interest rates fall, less foreign capitsl comes
here..this scenario is not necessarily good for real estate --As the dollar falls
some jobr will come home. Example: Tandy saw cheaper labor in the south thanin
Koree; but it comes back to nen-unionized, non-structured iabor pools that can be
exploited- -look at the new Immigration law's effect if enforced in 1988 not
enocugh help to pick cabbages or to work in your plant---All things work
together.

Scenario *3: Economic disruptions; high defaults on foreigh and domestic loans; the deficit
will never get under control and we will need drastic control messures, rising unemployment in
the areas of defense and rnufacturing and spreading to other industries; real estate interest rates
will stay high in the 80s: A) refiective of legislation and; B) to protect us from & run on the
doliar by oversses money.



Scanaric *4: Social disruption in cities whers now 25% of the pepulation is i1n poverty snd
getting restiess.

Whichever scenario you take should influence your view of real estate. Putinte action in the
form of Development{exploit the opportunity of Active investment) or Investment{use
diversification because we don't know where lighting will hit next).

To what degree is systemmatic risk carrying more significance then non-systemmetic in that it
¢an be relatively easily stabilized?

Thus, with real astate investment, we must make a mushy set of assumtipions about the future
context we are operating in and having a hope about the future, otherwise we will go inte CDs and
Treasury Bonds.

What is the hope and framework in which we build a rationalized, systemmatic method of
selection and management?

Qur Method, Strategy has 2 characteristics:

~increase Spandable income

~incresse Net Worth so that we can pass it on to the next generation

{Resgan has ailowed the middle class t pass on net worth by raising the exemption from the
federal estate tax 30 to pass it with marginal liquidity exposure.
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R.Est. is based on hope
Heirarchy of concerns: 7
pocl. exposure
the degree of mkt monopoly
deg. of mgmt intensiveness
economic/financial aspect of the enterprise
decision pts that allow for an abrupt exit
{length of the committment)
6 Fed and st. inc. tax attributes
7 ¥“fit" of the RE to the estate or distribution plan
In detail:
1 Pol expos. : 3 forms
a changing land use patterns developers ask when am I
vested ? (protected from land use changes)
b sibsidy to the competition (TIF, catastrophy fin-
financing from gvt., sect 8 housing etc..)
¢ Flip side - what if your proj is subsidized and the
subs. ends?
IZ; is gvt subsidizing supply or demand?
2 Degree of Mkt monopoly :object is to create a customer- 4 ways
a direct contral of that customerlL my bank, my bldg, my
lcan, you'll lease here
b rsciprocity: bank would lease the space at a big discount
tc its good customers.
¢ channeled demand: phvsical geological constraints ia:
Szn Fran., Marthas vinvard
channeled as far as infrastructure
others. Synonym; monopoly
d Mkt Resezrch - 1dentify the mkt through ressarch

[§, B VIR IS S

, utilities among

NOTICE THE NIZID TO OPERATE IN A MONOPOLISTIC ENVIRCNMENT., TEERE I:Z
CHROMNIT OYERSUFSLY IN ALL TORMS OF R.XZ. THUS THE NEED FCPF SCME
TYEFZ OF CUSTCMER CONTROL.
3 dagree of mgt intensity: stability or unstability of enter-
prise derends on mgt to a high degree.
Get around this thru tripple net lease back

nalsing mgt highly mechanized & thus highly replacesabls
{Wagtern Sizzlin vs. gourmet)
4 Financial/ezconcmic (notice how far down the list)
what profit ctrs are appropriate for this investor? REIT,
RELP, passive, active?land, devlipmt, leasing, mgmt., which
can we do & which must be farmed out.
Alsc, whazt time frame fcir investment, concerning estimates
of expense, revenue, and a risk mgmt device to control
the variance bet. the two.
a control the variance thru: leases, nonracourza fin-
aacing {if project fails, tu ‘n it back to ti= ! ,
w/0 liability), master leases (guarsntee a min rav -2ihe
b measures of variance: Cacsih Break Even FL.



4h (ent'd) to what deg. fixed cost vbl expense? the
greater it is the more critical it is that
youcrzate a monopoly for your R.E.

c measures of risk and variance:; diff. for each proj.

5 decision pts.: At what pt. on time line can/should you bail
out.
can you structure the deal so that you have a min surk cost
throughout?
Skillful procrastenation: taking time to pick the best
path througih the proj, study all aspects. Retain con-
trol but not have to make up your mind right away!
6 Tax
7 Estate Plans To be discussed later

)



File : Notes951
Class : Jan 27, 1988

Continuation of The Heirarchies of Concerns (there are 7. Here we'll
continue with the last 2 - Taxes and Estates)

6. Taxes : Fed and st. sShort term and long term
a. short term - to minimize or avoid paving
b. long term - crossover point #1l= when tax depreciation is
no longer sufficient to cover the principal pmis due
¢. Crossover Pt. #2 = when the tax on resale exceeds the
net cashover available from the sale price. (project
doing well; vourefinance; new loan exceeds the old basis;
when time to sell, the tot tax bet sales pr. and now
depreciated basis exceeds the tot net realizable gain
from sale).
Ask-can I net enough on resale to be ahead or at least
break even?

AVOID THE CROSSOVER TAX TRAPS

d. Plcys available

1. postponement

2. leveling of the income to take advantage of the
progressove tax rates
shifting of the inc. to lower tax entitios

3.
4, avoidance : sale of home after 59 1/2 £125000 £fireebe

D

7. Estate or Distrikbution plan
a. irndivicduals - when you die dgranted a stepped up basis
don't haver to pay capital gains on the estate (the du-
p.ex yeurassed dewn to heirs begins new basis at current
Jalua % you <an start redepraciiting 1t at that lewvel

Tax and 2state plans are complicated by the valuzzion of the proisct
Valuation wincéew cpens at datzs of death til 6 mos. latasr. The lowest
value app;ies. This mitigates possikle market crashes like 1939.
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Con=tinuity. Plan for the efficient transferral ¢f your holdincs.
ycu contrel it not events. Individuals and corporations as well.
(£o undsrstand the corp. is to kncw who the stzak holdars are.
Gan partiaers who do not plan for their demist could fcrce

an early and unwanted (hi tax) liquidation od the partnership.




I. To succeed be creative, have a sense of cost controls, and under-

stand gvt regs

II. Investment mkt has gone thru diff stages (£fads)
A. Finance driven - take advantage of spread in real/nominal int.

long term loans, 3rd party fin leverage
Not a pure RE invest. rather a play (futures) on money

B. Tax driven - make $ by losing $ as long as cash loss/yr was
less than tax savings to other inc.

C. Fea driven - professionals milking & project by excessive fees

D. Subsidy driven
These are not investments they are plays

Two rational factors make it an investment excluding psychic inc)

1. increase spendable cash
2. " liquidating val. ¢f net worth
A. the above fads might play a part but are not the essence

III.

IV. Classical appraisal theory assumes
A. NOI was constant or would fall along a predictable line
and you could simply divide this by a cap rate that included:
1. constant return on capital 2. a recapture of capital
3. that inc was an instant inv. call broker,buy mall,done.
4, Fived pt of time in which you exited the investment
5. you held investnent for its entire useful life.
B. this was asset mgmt. was the simple NPV positive. If
so the invest. was good, justified.
the caoital asset pricing model

7. Mext came Ellwcod. Ee bcught the above assunmptions except 25
could sell, refinance, or some modification of position
5 to 10 yr fecrecast is more realistic and therefore
figure on getting most of thz capital back frcm resale
vice income. De-cmphasize recapcture factor in the cap rates
gcausz of infliation nowadays there micght be a negative
cec apbur faczor - more capital back on resale than we put into
al in ist place.
cognized thaz diff sources of capital have diff costs
" " there were assorted equity interests too
and each interest has its own perception of risk thus
its own zcapital asset pr. mcdel
Visew RE not as an inc. prod. asset but as a manipulation of

liabilities

el e (T-

2
e

7. Next school: Change in Net Worth, Changr in Spendable Cash
Tradiitional assumptions are abandoned.
A. You trickle in and c¢lamber out cf investment
B. Income no longer or & predictable mathematical line
1. Many of the equity positions dont get their cains from
NICI phase but from the expense phase: construction
co., leasing c¢o., insurance co., etc. taking proziits
in the process of g¢etting the property ready for NOI
L2ase structures which grant the firsc 5 vrs frz2e in
order to ccmpete for the tenants

ro
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C. the only way ro acccunt foer all this is through tracking
spendable cash

Acccuntants are going towavrds economic prcd., asset mgmt., & memt.
The RE fratzarnity is moving towards cash mgmt.
The conflict c¢omes when you must value the proj.. If in fact conces-
sions ware made and the tenant doesnt pay 9or pays at a reduced rate)
for the first few periods the proj. can not be valued by NCI cap
rates; the traditional way.

It boils down to the issue {perception) of solvency measured by
income, or, Net worthe measure of values vs. liabilities
The banks in Texas are solvent but have negative net worths!

Cash. The P.V. of distributable cash to account for irregular-
ities in the income line.

Determine how often will you distribute the cash.

Very difficult to measure performance in RE because of its
long term nature and periodic interruptions in the revenue line.
Valuation is not day to day process.
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I. Cash flow models calculated with greater detail
A. Expected reciept

1 base rent : 1In gap account. can be bad. eg: no cash
£flow for 1st 3 of 5 years ($1i0/yr contract , 18.50/yr
for last 2 yrs). I.E. continued invest but negative cash
flow.
PRO: known contractual income strean

can be sculptured to fit tenant needs

2 incdex to base rent {(annual adjustmenr)
Converts base rent to step rent. usually steps up but
can go down.
good for investoe =~ inflation fighter
bad for tenant could hamper ability to pay the rent.
maybe he'll go broke, not renew, or break lease
careful win win must be structured

3 percentage rent % of sales. Tells investor what kind
of property and its risk factors. High sales tenant
high marginal participation. LOW SALES VOLUME could
mean opportunity for investor to buy off the tenant's
remaining lease terms.

DON'T JUST LOOK AT ¢ AMOUNT, BUT ALSO WHAT DO THEY TELL YOU ABOUT
THE TENANT AND YOUR RISK!

4 Amortized tenant improvement : Upon sale, the large imp'
mads to get the tenant in may nct have been fully amor tl
Seller should not forgat tc discount this upcen sale.

If —enant makes improvements himsrlf, he's got a ves-
ted interest. It is a sign of a quality tenant.

tern. imp. clauses tell & story. Good for risX averse
long termers. 3ad if not ammert. & you sell =zarly. %
“en. sweat equity can ke good tcco!

N
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2 CAl Commonl ar=s3 main=T. ALl ar=as come undsr cam - I 1a-
taricr and =xTevior Thess fea3s TypiZalily gove
mgmzT a 15 >r 20% rgin, TED INIWEITCR IECULE
TAXE CARE NCT TC L= Ci8% ZESERVE TALL INITC TXRE Char-
ITALIZATICI PRCCES rrofit centsar is 3 3ervicza cca-
pcnenz, asnc sinould no Loughz at the same discount
as the real est..

5 Teimizursanlss (annual rass thru) cutlay v mgnt/own:zrs
recoverad over tim2., in thy inter.m you los:z intsrest

7 Eszcalaters wizh a stop geod or pad depending where the
SCCp 1S (hsw hoghi) ownszr pays up to a certain amt, than
rznant kKicks in. Was tax stop ndexed on 1st yr wh=n non2
cf the mprovements showed up in the ass2sment? (annual
rav.iew) -

2 intzrest on vreserves (guarterlv swe=p) CItsn tines re-
quirad by law (F=3x, or by lernder. Eow much, should e
closely examinsd. reserve, sIuxing fund, tosre TS Sritest
the mortgags. Sellers will often try tc 2Ri1ds these zunds
wiiich can be substantial if pro-ect has bke2 arcund a long

[
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time, then at clecsing add them to the dale price without
having to capitalize them as part of the project.

The interest on the reserves can be part of the income
Elow.

9 GVT transfer pmts EG the TIF funds can be included

in the income stream, or guarentees by the small bus admin.

10 Total reciepts Value hidden in the leases that might
be purchased or sold.

II. Loss os potential receipts

1. Vacancy loss: not only reflect the loss of base rent but
but also reimbursements. Owners try to get tenant to cover
the ¢AM fees lost so that 100% is still covered by the ten-
ants. sSharp tenants refuse to cover more than typical V.R.'s
for that type of bldg.

- Concession losses can often be greater than V.L.
Tenant improvements, lower rent, all to compete for
tenants in an overbuilt mky.

2. Rent Collection losses: stem from the nature oI the tenants.
Do they have the net worth 9or the iclination) to continue
to> pay.[Houston firms left behind broke corporate shalls
and broken, uncollectable leases.

3. Reimbursament collection losses:

scicsvables: Hinge on tenants willing ness and z2nility to
pay as well as tha cwners ability to collect.

ANALYTZ ALL FOTENTIAL LCSSES FRCM RECIEPTS TO ARRIVE AT REALISTIC
REVENUE ITROM OFS.

-
e

TTT. Actual revenues for sperac.ons

IV. Gross ouztlays for operations (should NEJER De "nettz=d out"j
1. CAM T I
2. reimzursables I Nots time delays ie. not n=tted
3. escalator rtems I
4, cWi2S COsSCS: Asx "wha“ is the entity zhat I am =valuating”
i, reazl est preper D. parinership or corporats psitc
¢. entity which cwns an equitable psit. in the R.Z.
Tha RT has 1 set of coszs and the Ownership has 3 2nd set.
Mgat fees Vs liability, insurance costs. Each of A,Z&C above
have thair own degrees of these costs. Asset mgr feeg might
tak= another .1%.

ASK WHITHIR YCU ARE EVALUATING TZH R.BZ., THZ P?RTNERQHI?, CR TEE
PEFFCRIANCZ CF TEE CC-MINCLECZ FUMND THAT CWNS THZ

o



5 refurbishments Toc much implies shcddy const.
6. renewal tenant imps

7. renewal lease ccmmissions

TOTAIL CPERATING QUTLAYS

PROPERTY MGMT RESPONSIBLE FOR TODAYS CONTRACTS
ASSET MGMT " "  TOMORROWS CONTRACTS

V. Total Cash From Operations

VI. Capital charges
1. interest pmts not necess. defined by ammortizing st. line
2. principal pnrts reduced interest pmts. Sculptured financing.
3. capital imps.

VII. Net Cash from Ops before Taxes

+ transfers from cash reserves from previous period (in antici-
pation of expenses from socme of the above)

+ net inc. in loan bal. outstanding (renegotiated terms, inc
rents

VIII. Cash Avail. for Dist. &/or taxes

1. taxes: f=2d. and state and, as reqg'd, assessments on prop.
such &35 Cisney and surrounding hotels.

2. rzserves retained in the enterprisze before distributions.
Sucl as raguirement by contract to dist some funds to
the cemmuanity.

o
—
hv

ad in a nodel whicli can handle the dynamic
utputs.  N2eds quarterly, semi, or aninual.

Sollar amts ars ck buz ratios ar: a k:ittar Zoll for anzlysis.

wh-ch rat-:s7T PRiszk znd Feturn. VYiald often thought of as a function
cf risx but an ancmaly of Zst. 15 that Y is a function of the
OPPOSITE of risk {(the < the R, the > the Y).

Fisk catagoriss: rariance in: spendable cash
liquidating vakue of NET werth

Alss loock at relzative risk/yield of R.Z. Vs. cther invesztnents
Measurss o yield. prospective and retrospective.
Retrc: IEX, etc.. After all is said and done what is my ratz of
r=turn. Most often type referrszd tc.
Pro Eow will I do if I continue to stay with thz project
for 1 more pericd? How long will it take me to move in
and out?

(=)

Cash on cash - ¢lassic example of Pro.
FOR ¢cn equity (dh. pmt)

(V]



cash on sales proceeds avail. at the end of the
previpos calculates opportunity cost of staying in the

3. Portfolio effect: Net search cost to find replacement

Net premium for selling rhe portfolio
ycu want this ratio to be «1

grgo: portfolio avg's 9.5% cap rate but the whole portfolio

is worth more to the big investor so he pays a premium for
the package deal, like mayk= 8.7% cap rate

This spread is anothe type c¢f prospective ror.

investment the profit is made at the purchase.
speculation, the profit is made upon the sale.

R.E.
R.E
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Options for owning realty by individuals include: 1. sole proprietorship, 2.
general partnership, 3. limited partnership unit, 4. joint venture.

A "joint venture" for individuals we're talking about is a ground lease of some
form or a master lease, a ground lease being a vacant site which someone else
is going to develop & for which the individual receives rent & possibly some
participation of the revenues of the improvements; a master lease suggests

a property perhaps improved at another time (e.g. 30 or 40 yrs ago) & the
family doesn't have the money to improve it, reposition it, market it & manage
it, so they master lease it off to a developer who has 40-50 yrs. of ownership
of the structure & can best improve the property, with the individual still
getting the rent with some kind of kicker in it, maybe indexed with some small
participation, but generally the master leasee creates the value & budget for
improvements so he takes most of the profits.

These are the 2 types of "joint ventures" that an individual can do, i.e.

small scale enough & distinct from some major project that the "heavy players"
might do.

The individual can invest in 5. a real estate investment trust (REIT), 6. he
can invest in a subchapter~S corp. (notice all of these up to this point are
single-conduit entities); finally, the double-tax entity, i.e. 7. the small,
family~held corp., can be the ownership entity.

are ruling out for the moment types of securitization that might involve
participation in a CMO or something of that sort, suggesting these are more
financial instruments than they are real estate. We're also ruling out for
the moment an investment in a publicly traded stock, although that would ob-
viously be an alternative, i.e. you could go invest in Rouse or Northern
Pacific or Disney (a fairly good-sized real estate operation). We're treating
this as a stock market play as opposed to an ownership of real estate play.

Now what are the attributes? 1. First is scale, "What can I do with
$10,000?", "How big a chip do I have to play with, and how much am I wise to
put into a single entity?" 2. The second thing is control. 3. The third is
intensity of management (distinct from control).

For instance, I might want to use a master limited partnership in which what
the city was going to do with the property was well spelled out, e.g. the
family doesn't want the exterior of the building changead because of the
historical significance. This could be written into the limited partnership
agreement beforehand, whereby an investor can exercise some control, as
opposed to a REIT where you put your money in and "shut up". Once a limited
partnership is underway you have 3 options: 1. vote with the rest of the
limited partners to displace the general partner for malfeasance, 2. vote when
you're gonna refinance, & 3. vote when you're gonna dissolve; otherwise you
"shut up" because if you do more you're a general partner & become fully
liable. The distinction here is between degree of control (in terms of
overall strategy) and intensity of ongoing operational management. The

.ilster limited partnership provides no intensity of management, i.e. you

ight as well go to Florida & hope for the best.



3. Next, we're concerned with liability. Under liability I would put 2
items: 1. liability on debt & 2. liability on 1lst party torts.

‘. The next is the standpoint of ¥isk, i.e. the variance in our financial
results relative to our financial plan.

5. The last major item is: ease of transfer by gift or by inheritance. Owning
a building outright as a sole proprietorship means you have an appraisal
problem immediately; you have the possible gap in management of the

property & a problem with the administrator in your will who is permitted to
retain ownership & operate the real estate without incurring liability to the
estate. With a REIT share there's a nice clean valuation on the date you
died, i.e. just look it up in the paper, and if you work it through as an
off-shore trust or something of that sort ther's no estate or transfer tax

(on a gift) at all.

6. One other attribute you might add: degee of anonymity, e.g. you're working
for Coldwell Banker and can't own real property (because of potential
conflicts of interest), so you need to find a way to hold real estate
anonymously. If you're from overseas & your gov't won't allow you to take
the money out, you may want to conceal who you are from your gov't & conceal
the fact you're foreign from the U.S. gov't.

Now, you can mix & match these attributes against all those property holding
types, & an individual investor can gegin to put together a strategy on how
he's going to go about investing in a real estate "hard asset".

(story about Disneyland)

‘;uestion) "Where do tax considerations come in in defining the attributes vs.
ownership of real estate?" (answer) "There are probably no tax savings to be
had other than the estate tax; however you structure it there may be minor
variations between the corp. & individual tax rate but as soon as you decide
to go the individual route rather than the corp. route, you've lost your
anonymity for one thing, & complicated your estate problems. One suspects
that if we ever get an honest President the distinction between these 2 tax
rates won't differ, since the 34% vs. 28% tax rate really isn't a true
statement of the differential because the individual & the corp. can bury so
many things, e.g. 25% of your net income can go into a profit sharing plan
that isn't taxed at all, which you can use to invest in more real estate
with; you can be the sole trustee of your own pension fund with a corp., so
at that point we're saying the rate of the corp. is less, so it's a lot lower
than the individual rate; and in addition you can buy your medical insurance
and rent a care and a variety of other things, the tax ratio really isn't
significant, it's the base line & how much you can monkey with it that counts.
Otherwise, you can put tax rate on the list (of attributes), but the tax game
has pretty well fallen out except for the "value-in" proposition - so what do
you "value-in"? With stepped-up basis you pay no capital gains tax & you
start the depreciation game all over again."”

Now let's talk about the tax law. Given the format by which you choose to

invest, ovviously you want to straucture it in such a way that: 1. you acquire

it with an audit trail that supports your basic strategy, so let's tald about
ianning your anticipated tax strategy in the acquisition process.

ile you operate the property you also have certain elections to make, i.e.
what's expensed, what's capitalized, etc.



And then when it comes time to dispose of the property, again there are
disposition ploys that can mitigate to some degree the overall tax debt.
Qany of these games have changed significantly with the new tax law & I have
anded out to you the hierarchy of critical decisions in the process of
acquisition, operation & disposition.

One basic element that's relevant on what the individual can do is that the
tax law has completely flipped its perspecitve, & while it was favorable to
the well-to-do & rich, today's law is definitely biased in terms of the small
investor.

The application here is is Part 4 of what I've taken out of some seminar notes
prepared for something else, "Think Small", i.e. the real estate investor with
$125,000 of active income or less. The double taxation of small corps. isn't
too serious, but there's a 15% tax rate on the 1st $75,000 of small corp.
income, which isn't a bad thing, as an individual can create a corporate
holding vehicle for his duplexes & rental property & with addroit handling of
the pension fund, his leased car and a few other things can bring that net
income down below $75,000.

The at risk rules require a general partnership with no more than 10
partners, so a large equity investor may prefer the general partnership form.
Real estate as a family business with material participation may still take a
relatively desirable tax shelter position, so the basic law is certainly
oriented towards the small investor.

The outline here is essentially that there are 3 buckets worth of income under
he new tax law: 1. passive activity - has to do with all rental real estate,

‘mited partnerships & all businesses where the taxpayer does not materially
participate - "materially participate" - is fairly narrowly defined - a
general partner by assumption has regular, continuous & substantial
involvement, hence the real estate is a general partnership.

With respect to real estate, dealers are determined to materially participate,
& therefore at one time it was bad to be "a dealer" - today it may be a useful
device if you have more income in the passive category than otherwise.

The general rule is that net losses from passive activity are not allowed as a
reduction to other income; the exception is that the small income, active
rental owner is allowed a $25,000 active rental property loss; you have to
have a significant & bona fide involvement in the property & have to own more
than 10% of the property (i.e. less than 10 people must be in the partnership)
and the active rental property loss is phased out between $100K & $150K, so as
your income goes up your ability to allow tax losses to slop over & shelter
gradually evaporates.

Determining if there is a passive loss limitation: 1. determine the net
"active"” (i.e. the above-stated exception for bona fide involvement of
owners with more than 10% interests) real estate rental activity; if the

net amount is a loss, the AGI limitation is applied (i.e. loss allowance

for taxpayers having less than $100,000 adjusted gross income/phase-out
between $100,000 & $150,000); if the net amount is income it's combined with
other passive activity income. 2. determine the net other passive activity:
d it's a loss the loss is not allowed, except for the phase~-in rules (65% in

7, 40% in '88, 20% in '89, 10% in '90 & 0% thereafter), but can be carried

over to other tax yrs; if the net amount is income it's taxable. Passive
activities engaged-in after the date of enactment do not qualify for the
phase-in rules. Nondeductible passive losses carry forward until passive
income absorbs them or the activity is disposed. If you have an unused
portion of passive loss you can apply it against the capital gain on sale to
compute the base for capital gain.



Bucket #2 is portfolio activity - interest, dividends and gains & losses from
ortfolio assets and ground lease rent. (It was kind of clever of Congress to
nclude ground lease rent, because otherwise you could have converted a good

deal of your real estate rental income to ground lease income and thereby have

enough passive income - from ground leases - to soak up the tax shelter you
might have had from the real estate rental activity - passive activity. There
is still a push from realtors to get ground lease rent re-classified as
passive income, in which case you could then have essentially a tax bond,
because the shelter on the building which might be 20 to 1 relative to the
value on the land would be more than sufficient to cover the rent on the land.

Everything else falls into bucket #3, i.e. earnings.
To decide whether it's tax deductible, there's a 4 hurdle screen:

1. First there are the "at risk" rules. This disallows the interest deduction
from any loans from related parties, sellers or persons receiving contengent
fees. That was one of the favorite games in partnerships, i.e. to invent a
series of fees for the seller, i.e. a consulting, property inspection, etc.
fee, all deductible for the buyer as a 1lst yr expense that allowed you to hike
the tax shelter in the 1lst yr. All that's gone - there is a provision that
says a related party can make the loan & quality for the interest deduction,
but it has to meet all criteria of an arm's-length loan, with the burden on
the borrower (it's difficult to get).

You can have non-recourse financing only as long as it's obtained from a
egitimate, 3rd-party institutional lender in the business of making loans.
¢ makes a fairly nararow window for full deductibility of interest and
ull-deductibility of appreciation on the property.

What happens if you don't meet the at-risk rules? 1. There's a cap on how
much shelter the individual owner can take - limited to the maximum amount at
risk. It was striking directly at the ability of syndicators to artificially
structure excessively high prices by providing less-than-market rates of
interest on wrap—around loans provided by the seller; that exaggerated the tax
base for depreciation purposes & often meant that all the income went to the
seller with the buyer simply getting the shelter. And if you structured that
right on a nonrecourse basis the buyer could step away from the property 7 or
8 yrs later & would have gotten all his money back, i.e. a return of at least
10% on his money & the property would revert to the original seller. If it
was done as a land-sale contract, it could be renegotiated between buyer &
seller without a trax penalty on the reduction of the balance due, and

therefore there was no constructive receipt by either buyer or seller so it
wasn't a taxable event.

The 2nd.hurd1e is the passive loss limitation (i.e. passive net losses can't
offset income from the other 2 sources -~ portfolio & earned). There is a

phase-out - by 1990 none of it is eligible beyond dollar-per-dollar in the
passive bucket.

If your adjusted gross income is less than $100K and your active rental loss
is less than $25K, don't cash in your bonds to pay off the mortgage on your
operty — it won't reduce your tax bill. But, instead, pay off your mortgage
your nonpassive income exceeds $100K, your active rental losses exceed $25K
and any time you have a mortgage debat on passive rental property. What
happens is that when you take the soft loss (depreciation, a non-outlay kind
of expense), and you tack it onto the interest rate, your losses exceed



available income, & at taht tiem you're burning up the depreciation until such
time as you sell the property & can recoop the unused part of your shelter.
hat you have to do is then get less debt & have a lower "hard dollar"”
deduction on the interest rate, & therefore the shelter can slide in and cover
real earnings & be used immediately. This suggests taht leverage is not the
game employed at this point.

Passive activity income is earned from rental activity & other passive
activity, but doesn't include interest on escrow accoutns.

Gains on sale of rental real estate are passive activity assets; interest
earned on installment notes from the sale of such assets is passive activity
income.

Hurdle #3: investment interest limitations, They weren't taken seriously
before, but now are significant constraints.

The new law prohibits deductions for investment interest expense in excess of
investment income. For this purpose, net passive losses which are deductible
are deemed to be negative investment income. If you have 8100K of investment
income but have a negative passive income of $25K, you only have $75K of
passive income now & therefore can only use $75K of interest as a deduction in
that period. This is one of the few places where it "slops over",i.e. you
can't carry the negative tax loss in the passive category to shelter income.
But it does carry over to reduce the definition of how much interest is
deductible, because what they don't want you doing is borrowing money on
your life insurance & paying interest to your lender under the investment
'ccount, & then using that as a down payment to hike the depreciation in the
assive account and carrying back that depreciation to shelter something else.

So this discourages you from collateralizing your real estate with your bond
or stock portfolio. You can get too much passive loss that will reduce the
deduction of the interest & thus discourage over-collateralization of the real
estate with securities.

There's no $10K allowance as there once was, i.e. interest paid to related
passive activity is not investment interest. For example, if you make a loan
to your own subchapter-S corp. & get the money out in the form of interest
income (that the S-corp. is getting) it doesn't count - you can't borrow on
your investment portfolio & by changing the character of the way you get money
from the real estate to the investment account make it something it ain't.

Interest disallowed carries over indefinitely, i.e. speculating with land
becomes an expensive game to play. Whereas in the o0ld days if you bought
investment land & it had a 10% interest rate on the land contract & you were
in the 50% tax bracket, your real cost was 5%, as long as the land continued
to appreciate at greater than the net cost of your interest (and the shelter
factor was applied) then you did well.

Debts which generate investment interest expense are 2nd in line to consumer
loans when it comes to retiring debt. Consumer loan interest rates are no
longer deductible, but home mortgage loan interest is still deductible, as
long as the loan doesn't exceed the basis of the house.

urdle #4: the alternative minimum tax (AMT), has become a much more
meaningful factor. There is one AMT for individuals and 2 for corps.



All taxpayers must recompute tax liability under the AMT and pay the greater
of the 2 taxes.

Take investor's gross income, add back the tax preferences (see handout),
ubtract certain allowed deductions, subtract your standard deduction under
he minimum tax ($30K for single taxpayers/$40K for married filing jointly),

which gives your alternative minimum taxable income, & then multiply that

by the tax rate applicable to minimum taxes (not the regular 25% rate),
which is a flat rate of 20%, and that gives you your AMT.

In 1987 capital gains will no longer a preference, so that that doesn't get
built back in there, accelerated depreciation on all property is a preference.
It used to be the accelerated depreciaiton taken on office bldgs was a
prefereance but not that on apartment bldgs.

Installment gains on dealer property or rental real estate is a preference.
That was never before a preferential item, e.g. if you sold your farm & got 5
annual payments from the buyer you were taxed at the progressive tax rate
which applied to the lower level payment - the one that fit the principal
minus the basis. Now that installment gain over the amortized basis against
that gain is preferential income.

Passive losses, without phase-in credit are another preference.

Minimum tax credit: to the extent that the AMT exceeds the regular tax, a
minimum tax credit is carried over to future yrs to offset regular tax.
This provision adjsuts for timing differences which may cause AMT in 1 yr &
regular tax in another yr. So if you have sporadic gain, you can level that
out. 1It's really a back-sided income-leveling device - you can't average
income anymore, but where you have a big year and owe the AMT rather than the
gular tax, you begin to recover that payment against future regular tax, so
it's kind of a back-sided income tax averaging.

Interaction with Wisconsin minimum tax: under the Wisconsin rules, Wisconsin's
minimum tax is assessed at 55% of the excess of AMT over the regular tax, &
Wisconsin will assess tax on the timing differences without future tax credit
or other relief.

Finally, by 1988, when the regular tax rate falls to 28%, the imnpact will be
much more noticeable.

(handout) Ex. #1: an MBA with $70,000 in salary has $25,000 from a land-sale
contract, $5,000 in interest & capital gains from real estate & other income
of $17,000 for total gross income of $117,000. So far no differences with the
previous ('86) tax law. The capital gains credit of $10,000 is for the 60%
that wasn't taxabale under the old law. Rental & partnership losses are less
in '87 (less depreciation allowed) and there's no married couple deduction
anymore. Under the new law ('87) depreciation cut is a little lower & taxable

income is higher (due to less allowed itemized deductions). 1In figuring the
alternative minimum tax (AMT) all accellerated depreciation on real estate
must be added to adjusted gross income (as a preference). In figuring

itemized deductions, interest on home mortgages & land-sale contracts remain
fully deductible. Deductible interest paid on investments is $9,000 in '86
but only $5,900 in '87 because investment income (as defined) has gone down
(see hurdle #3). The consumer deductible interest, $2,000 under old law &
300 in '87, is being phased-out, so 65% is deductible in '87.

iscellaneous deductions are also less in '87. Total itemized deductions were
$32,000 under old law & are $26,500 under the new law. The personal exemption
has gone up considerably. The taxable income in '86 was $5,000, is $23,400 in
'87 under new rules & under AMT in '87 is $31,500. Tax is $500 in '86, $3,400
in '87 or $6,600 under the AMT - in '87 they have to pay the AMT.



Ex. #2: a similar case, where the taxpayer repositions himslef for real
estate by refinancing his home, paying off the consumer loan & the loan
the investment (with the home refinance money). His '86 tax is still
500, and under the '87 tax law it's $2,800 (lower), but the AMT has dropped
from $6,600 to $4,300, so he is obviously better off to refinance the home,
pay off the consumer loan and get rid of the payments on the investments.

Ex. #3: Here, having repositioned himself as in Ex. #2, what happens now

if he cashes in his "other interest" assets, buys a passive income asset or
pays some rental debt obligation? He is again with $70,000 wages, his land
sale contract gets him $25,000, and he now cashes in his "other interest and
dividend assets", having real estate gains of $16,000 and "other" gains of
$1,000. His gross income is $117K in '86 vs $112K in '87 now, his capital
gain & married couple deductions are lost under the new law, partnership
losses have gone down for '87, and adjusted gross income is $41K in '86 vs.
$55.4K in '87. His itemized deductions in '87 are almost what they were in
'86 due to home mortgage refinancing; taxablea incoem has dropped a little in
'87, to $2,500, & his AMT has dropped all the way down to $3,100. When we get
to Mr. Clifford, we may have to reconstruct Mr. Clifford the same way, in
terms of positioning for real estate and then coming up with a balanced asset
account, "passive bucket", so his shelter matches his income for real estate,
a little tougher to do than it once was, but obviously a critical element in
trying to avoid the AMT.

(question) "What happened to the married couple deduction?"
(answer) "There isn't one available anymore?"

. let's start to build on that. The basic elements of the tax strategy., 1lst

acquisition, has to do with what kinds of shelters I want. 2nd,
recognition that once you buy a property you are likely to be in it for a
relatively long period of time. There's no advantage in taking capital gains
anymore, since it's the same as income. You do get the benefit of a
multiplier if you move the income from $10K to $20K and double the value of
the property. You can sell it & take your gain & pay the tax in 1 lump sum,
but presumably you'de pay the same tax if you'de taken that income as $20K
per yr.

So looking at real estate, you want real estate that has: 1. dQurability, i.e.
will sustain its value over a longer term & 2. can be enhanced, i.e. by care

& some further investment to increase the value of the property, and transfer
it to your heirs at a price significatnly higher than what you paid for it, so
that they 1. won't pay the capital gains tax & 2. can begin whatever
depreciation there may be available at the point in time all over again from
the new basis on which they may have paid inheritance taxes.

We need duration & the ability to improve the property (story about large gain
on sale of realty).

Now, having decided we want a property with durability & fixability, the next
thing we must decide in the acquisition process is 3. what mix we want between
land and stucture with a reasonable life of either 31 1/2 yrs for commercial
or 27 1/2 yrs for residential property. How much do we want to put into
personal praoperty, having a useful life of 3, 5 or 10 yrs? The more we can

locate towards the personal property the more quickly we can provide shelter
or taxable income we get from the property. Obviocusly some properties lend
themselves more to that formula than others, e.g. a run-down apt. bldg. which
we can refurbish & refurnish & provide new applicances for will be 2 more
attractive blend of opportunities, than, e.g., a commercial shell bldg. in
which there is no personal property & which doesn't land itself to any
enhancement & isn't as well located as the older bldg.



The acquisition process has to anticipate how we are going to present the bldg
in terms of several different issues: 1. what class of structure do we want to
1k about? There are 5 classes: a. single-family residential, b. farm & ex-

raction properties, c¢. residential, d. commercial & e. subsidized. For
example, if we buy a single-family home, we will want to make it our legal
residence so as we pass 55 we can take all the gain as an exception to gains
tax & then we will want to rent it. If we are 47 yrs old & rent our house &
establish a new residency, then we just blew all our shelter in that house.

Or, for example, say we buy a farm or extraction property. For a while "hobby
farms" were popular, where you raised a couple o fhorses & ran up the net
losses to deduct against income. You can't do that anymore. Rather, you have
to make money 3 out of 5 yrs. If we lease the farm we have rents (passive
incomeI, but if we have a joint venture with a farmer (i.e. each ows 50% of
the cattle, equipment, etc.), then it's operational income. As a joint
venture it's more liability, but 1. it can be owned as a subchapter-S corp. to
limit liability and 2. it's not rental income so it doesn't run afoul of the
restraint on rental income for subchapter-S corp. formats.

So the 1st thing to know is what category it's in. Is it a farm? How do I
prove it? (story about orchard Chief bought)

How much gravel do I have to take off the property before I have an extraction
property? Do I really want to be in that category bad enough to prove it?

I better lay down my audit trail so that everything is supportive of that.
(story about farm he bought with Robbins)

‘l;esidential" isn't too hard, but you have to have at least 80% of the

operty in residential use, according to the FHA rule, you weren't entitled
to FHA insurance unless 80% of the income & 90% of the space was in
residential use, rather than commerical. Of you fell below that you had to
split the bldg to remain in that category.

Finally, we're down to subsidized properties. There are a variety of
subsidies: 1. Section 8's, which are direct rental subsidies, 2. those
properties financed with below-market loans, by SBA, FHA, etc. The gov't
is strict on "double dipping"”, so if you have one of those loans the
investment tax credit is reduced from 9% to 4% on e.g. new residential
property for low income qualified tenants.

So, #1, you have to know what category you're in. The 2nd thing you

have to know in your acquisition process is: for what purpose am I acquiring
the property? There are 3 categories here: 1. for use in a business ~ has
slightly more generous write-off terms & you're entitled to take the ordinary
losses on sale of that property against other income (this is true even if
it's a proprietorship). 2. for investment and appreciation, or 3. dealer
status (i.e. the property is on the inventory, available for sale like any
other trade goods).

The real estate can be any 1 of all 3 of these categories, or the property can
be 2 of these, e.g. you can buy the bldg to house your operations as a real
estate broker & developer (for business use) and split the property in 2 and
have the office for business use & the balance as an investment for income &
preciation (to qualify for captial gains under the old law). If you bought
t as a dealer you could never get capital gains tax, e.g. a subdivider of
lots is a dealer & it used to be taht he wasn't entitled to capital gains,
Wwith 2 exceptions: 1. if the business acquired the land for another business



purpose that became obsolete or unnecessary, they could dispose of the land &
take a capital gain, & 2. where you inherit the land & then subdivide it to
dispose of it - your basis is the value when you get it & any gain is capital
gain.

‘t is suggested that one way ot move real estate income out of the passive
category into the earnings category is to be a dealer. It used to be you
didn't want to be a dealer but now it can be good.

In addition to these categories, the next thing we need to know in the
acquisition strategy is (#3) when to anticipate when we plan to acquire, when
we plan to dispose & where we want the profits to fall. We need to structure
our acquisition to accomplish whatever purposes those may be, e.g. if I want
the income only on retirement I might decide to acquire the real estate
through my pension fund in my corporate shell. The income would go to
amortize the mortgage but none of it would be available to me now, but when I
brought it out of the pension fund it would be subject to a tax. If I wanted
to give it to my kids & this was a wealth transfer device I might use a
tax~freeze holding device such as a family corp. with 2 classes of stock,
preferred & common. I then give my kids the common & the preferred is
exactly equal to the purchase price. Gradually I call the preferred & any
appreciation on the property all goes to the benefit of the common, & when I
die the only thing in my estate is the common stock, automatically valued at
the call price, & all the wealth increment would have been transferred to my
children without benefit of the gift tax or inheritancea tax and no charge in
terms of administration of my estate.

If on the other hand the play is to give me leverage so I can trade up, what
do I want to trade? Mayhbe I want to trade stock for stock? Maybe I have to
acquire it through a corp. so the basis is in the corp. If if acquire it in
own name & then put it in a corp. later, the only basis the corp. gets is
he basis I had when I bought it.

So I need to know when to acquire it, when do I dispose of it & where do I
want the net profit to land. Corps. do this all the time, i.e. deciding how
to show it for their own particular corporate purposes of earnings per share
in a certain quarter, getting it out of the corp. & hiding it as a submerged
asset, in some cases they want it to appeara as a big bonanza, & sometimes
they don't want it to appear at all. The less people know about a corp's net
real worth the less likely they are to raid. Corps. are sensitive to that -
if people figure there's a lot of real estate they'll have a leveraged buyout;
they may want to "spin off" some of the "crown jewels" & bury them here &
there so it's not so obvious what the real estate position is.

Given these considerations, the acquisition of a piece of real estate gets to
be a sophisticatged play, even for something as basic as a 4 unit or an 8 unit
or a small commerical property with a triple-net lease on it.

A further element in the acquisition formula is to refine the kinds of assets
acquired. What class do I want them to fall under in the IRS code, e.g.
3-5-10 yr. category? What evidence can I ahve to allocate the purchase praice
to those categoreis of personal property that will withstand IRS scrutiny? Do
you need a bill of sale for equipment & furnishings? Do I need a statement as
to what the land was purchased for as vacant? To what degre is the assessment
ratio of land vs bldg applicable? The IRS isn't necessarily bound by it. One
omfort you have as a small investor is that it may not be worth the effort by

he IRS to pursue you, so you want to push it as far as you can. It's the
holler theory of tax allocation, i.e. you allocate it the most favorable way
until the IRS hollers & thaen you holler back, and then you decide if they're
going to make an issue out of it & whether it's worth it. You arrive at some
small compromise which allows them to indicate that they collected some
additional tax on you.
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Real estate 850
Feb. 10, 1988 Lecture
Outline by Evan Harrison

Beginning of <c¢lass: Prudential has 2-3 openings in Atlanta. They
just placed Frank Lohas from Chicago to Atlanta, so you will have to
get the phone # out of Atlanta information. We also posted some full
time jobs on the job board.

Mark Eppli has Jjust completed a tax theory course in +the law
school and has paid taxes himself several times. He has agreed to
take the pressure off my lungs, and pick up on investment tax
credits,

Case study gquestions: Contract rents are the rents stated on
the contract. If it says $12/ft/yvr, that would be your contract
rent. Effective rent is contract rent less free rent, so if you have
say, 2 mos/yr free rent, vou would have an effective rent of $10.

A squeeze down 1is a joint venture agreement 1in which both
parties agree to provide a certain amount of equity capital
initially, then if the project doesn’t run according to expectations,
one party puts in the additional needed funds, and the other party
goes from a 50% position to a 25% position, and if still more funds
are needed because, say the project isn’t marketing very well, then
he’s out altogether, with a 0 position in the Jjoint venture, or
sometimes gets reduced to a slow-pay subordinated note. As we’ll
talk about later, courts will generally not support a total wipeout
of your equity position, feeling it too harsh a remedy for failing to
meet +the call for additional capital, but will allow you +to change
your position from a joint venture partner to a limited partner or
change your position to a slow-pay note with interest at 5% which
accumulates toward a payment 10 years down the road, so you can’t say
they cheated you out of it, but it will be a long time before you see
it.

Free rent is now generally given as two months at the beginning
of each vear to avoid tenants who get six months then leave and claim
yvou somehow did something to breach the contract.

Assume today’'s depreciation rates. Even if you’d cut the deal
in 7’86, you would not be entitled to dep. until 87, and would be
under the new law anyway.

Eppli:
DEDUCTIONS AND CREDITS:

Deductions as in depreciation are subtracted from the gross
income to reduce taxable income, and is worth 28% if you are in that
bracket. A credit, is in rehab tax credit, is a dollar for dollar
reduction in tax liability. A $ credit is a $§ tax savings.

DEPRECIATION: For commercial and industrial property it is 31.5
vears, for residential 27.5 years. Personal property is mainly 7



2

vear porperty, but could be 3, 5, 15, or 20. There are other
non-statutory ways +to take depreciation. For example, the Hertz
Corp., takes > actual dep. on vehicles than allowed per statutes, so

they used what they’ve proven over the years, s0 they use something
greater than +that. In R.E. that comes in with tenant improvements
and leasing commissions. That would be improvements specifically for
the rental of the space, and wouldn’t improve +the 1life of +the
building or be a capital improvement, and can be depreciated over the
life of the lease.

Chief: When McDonalds changed their marketing strategy to
include seating in house, they were able to show that the rate of
obsolescence in fast food was perhaps 7-8 years, so they can use an 8
vear life. If you keep historical records, and can demonstrate that
the historical 1life 1is less than allowed by the code, you can
establish your own useful life.

The next thing on the outline is section 179 - RAPID EXPENSING.
That was expanded per the '86 tax law, and is used mainly by small
business. You are able to take sec. 38 preperty -tangible personal
property used in a trade or business - and expense up to 10,000. If
yvou bought a computer and printer for 12,000, you can expense 10,000
of 1it. If you bought more than $200,000 of such property, you start
to 1lose this benefit, so it is mainly for the Dbenefit of smaller
businesses. If it is . 410,000 you might buy in Dec. and make 2
payments out of it and get 2 credits.

CREDITS: The ITC was repealed retrocactive to 12-31-’'85. Don’t
be surprised by retroactive changes. It pays to stay tuned with
proposed changes. The ITC has mainly been used +to stimulate the
economy. The Rehab credit. The old law gave a 25% credit if vyou
were on +the Nat’l Register of Historic Places, and you only had +to
reduce vour basis by half that amount. There was then a 20% credit
for buildings over 40 years and a 15% credit for buildings over 3Q
years. In the new law, you get 20% for structures on +the national
register, and a 10% credit for buildings built before 1936. So you
have a building that is 52 years old. Your total rehab costs have to
be greater than the adjusted basis of the puchase price, which means
that 1if you are negotiating a building for rehab purposes, you want
to negotiate the lowest price possible, and if necessary compensate
the seller +through other means so you are not forced into a rehab
budget which exceeds what the property needs or can carry. There 1is
now a 100% REDUCTION IN BASIS FOR EVERY $ TAKEN IN REHAB CREDITS.

PASSIVE LOSSES: The three types of income are COMPENSATION,
which is wages, salaries, and tips, and PORTFOLIO INCOME, which 1is
stocks, bonds, and securities, and PASSIVE INCOME,which is limited
partnerships. You cannot offset passive losses with other +types of
income such as compensation income. The only person this doesn’t
apply to is those who materially participate in the deal. You almost
have +to be a dealer in real estate to be a material participant or a
general partner. In many instances, a G.P. is not deemed +to be a
material participant. In order to keep the classification of active
income you have to participate in the management, and then you lose
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the protection of a L.P. and are classified as a G.P. Chief: limited
partners are permitted only three areas of discretion: sell,
refinance, or get rid of an incompetent G.P. They’ve had cases where
one of the L.P.'s commissioned someone to plow the drives after a
snowstorm and signed a receipt for the snowplow and lost his status.
That blew his cover. Passive income is virtually any kind of rental
income, whether you are a limited partner or not. The form of
ownership isn’t the critical thing, it’s the source.

Ans. to ?’8: You can be both a G.P. and an L.P. up to 20%. If
you are managing you own property in your own name, that’s still

passive income. Brief discussion of $25,000 exemption “for the
little guy"” where husband and wife both work and have a couple of
duplexes. Today that’s covering the blue collar family. It phases

out b0 cents on the $ between $100,000 and $150,000. You also have
must own at least 25% of the deal and be an active participant in the
deal.

Examples on chalkboard. One taxpayer in two partnerships, one
with $20,000 gain and one with $50,000 loss. Net 1loss 1is $30,000
annually.

Year 1 Year 2
Taxable income $100, 000 $120,000
Maximum passive loss
write off ($25,000) ($15.000)
TAXABLE INCOME $75,000 $105,000
Carryover $5,000 $15,000
Accumulated carryforward $5,000 $20,000

On sale:

Example 1 Example 2
Selling price $180,000 $120,000
Adjusted basis $100,000 $100,000
Gain $80, 000 $20,000
Less Accum. carryforward ($60,000) {$60,000)
TAXABLE GAIN $20,000 ($40,000)

The $40,000 of net passive loss at time of sale in example 2 can
be applied at that time to offset other types of income. Upon sale,
the $25,000 limit does not apply.

Chief: Notice +that in the acquisition process, one of the
things you have to think about is "What do I want to acquire, the tax
entity or the real estate?” If this was a RE entity that was set up
in 1985 and enjoyved the tax law that was in place at that +time, you
might want to buy the the stock or the whole partnership and continue
forward on the accounting entity that was in place at that time, and
continue forward under +the old rules. By the same token, let’s
assume the RE has a substantial suspended carry-forward. You might
want to buy the corporate or business entity in order to have +that
carry-forward available some time in the future. The seller might
have reasons to do that too, or he might want to trade stock for this
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corporate entity and go forward in that manner. It becomes valuable
to sell the suspended entity. Do I want to buy the entity, or the RE
itself?

Eppli: You can take credits for passive loss purposes also,
where one $1000 credit is worth $1000,/0.28 = $3,5870. The passive
loss deductions are always used up first, then the credits second.
Chief: The passive loss deduction does not apply to corporations at
all. You’re +talking only about individually owned properties and
single conduit tax entities. I was talking about tax investment
credits and unused depreciation under pre 1986 rules above when I
sald vou sometlmes want to buy the corporate entity instead of the
RE.

Eppli (Ans. ?) If you have $20,000 in passive losses and $10,000
in credits, you can only write off the $25,000 limit, and you have
($10,000/.28-35000)%.28 of credits to carry forward.

Chief: It works out that anything you earn over $100,400 1is
taxed at 28%. You are charged a higher tax rate which is offset by
the partial deduction of passive losses.

Eppli: If you earn 0 - $17,850, your tax is 16%.

If you earn between $17,850 and $43,000 you pay $2677 plus 28% on
anything over $17,850. $43,150 to $100,480 there is actually a 33%
rate. What is being done here is to recapture the 13% you saved on
the first $17,850. 1In addition, you have a personal exemption of
$1900. So it works out that every dollar you earn when you make over
$100,480 1is taxed at 28% and your marginal rate is equal +to your
average rate.

NO COMPETE CLAUSE: If a developer is selling a shopping center
for $2,000,000, the buyer has to depreciate it over 31.5 years. But
if I buy the center for $1,700,000 and pay $300,000 for a three vear
non-compete c¢clause, you can depreciate the $300,000 over the three
vears. Both sides of the transaction have to match. The developer
can’t take that $300,000 as capital gain. It is ordinary income.

Chief: You can also have a consulting fee to help him take over
the management and leasing commissions on the remaining income from
leases already in place, and in fact being purchased and assigned
with the property acquisition. All of that allows you to accelerate
depreciation on that portion of the investment, and the total dollars
paid still adds up to what you were going to pay for the shopping
center. There is a great deal of creative accounting as to whether I
bought a tangible asset or an intangible asset in the form of leasing
services and non-compete clause and consulting services and
whatever. The more inventive you could get, the lower the real
estate ©price appeared to be. From the seller’s standpoint, he might
be able to shelter the ordinary income another way and give the buyer
his write off so the limited partners coming into the partnership
over three years were getting enough write off to simply pay for the
investment with their tax savings on other income. Now uncle has
tended to splke those as raplidly as he can.



Eppli. 3 TYPES OF SYNDICATION COSTS. The first +type 1is to
organize the partnerships. You can amortize those costs off over 60
months or more. The second is the costs incurred to acgquire the RE
which is added to the basis in the real estate.

Chief: Costs which are for loan purposes are written off over the
life of the loan and the others over the life of the real estate. So
the appraisal would be written off over the ten year, say, locan 1life,
while the engineering fees would be over the life of the property.

Eppli: the third category is the costs of marketing the limited
partnership. Those you can’t write off at all. You simply add them
to the sales price, but there’s no deduction as you go along.

The last category I have here is Master Limited Partnerships.
For all pratical purposes at this point they are dead in the water.
Originally, master limited partnerships were set up to be passive
income generators +to offset passive losses on 1limited partnerships
which many people bought, but in Dec., 87, regulations, MLP income
wasg considered to be portfolio income, since they are traded on stock
exchanges. Starting in 1988, they will deemed a corporation. As
corps., +they will be double taxed entities, which doesn’t work +too
well for real estate.

Graaskamp:.. If the tax status isn’t quite clear (as with Master
Limited Partnerships) and a klutz doesn’t read the prospectus, that’s
his problemn. Epprll (answering a question): Let’s say you have
limited partnership shares at $50,000 apiece and Merrill Lynch or
whoever is selling them will sell them at a commission rate of 6 to 8
per cent. Say 6. It will cost $3,000 to sell +this particular
limited partnership share. this $3000 is not deductible as an
expense, and you cannot amortize it. The only time it comes 1into
play 1s when +the partnership is finally 1liquidated, it can Dbe
subtracted from the sales price it determining gain. Graaskamp: It’s
part of your basis going in.

Graaskamp: In looking at the acquisition of any property there
are two tax considerations to keep in mind: how to structure for the
seller and how to set it up for the buyer. Which works out best for
both? As we argued often in 856, the price is ultimately engineered
to lesen the impact on the seller and maximize the benefits for the
buyer.

For example. The seller may have some interesting problems.
Let’'s say you’re buying a one-day medical-surgical center +type
facility, where the state of Wisconsin until very recently would only
allow one of those per community. That’s a franchise, and not a
strictly real estate enterprise. Franchises are never entitled to a
capital gain. they’re always taxed on sale as ordinary income. It’s
pretty important to load the price of +that particular kind of
business into the real estate, so the seller can take his profit as
capital gain and pay as little as possible on +the sale of the
business, which 1ls always ordinary income. On the other hand, if you
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were buying an industrial plant with inventory, machinery, etc., it
would be advantageous to load as much as possible of +the purchase
price into the inventory and purchase of existing contracts and
retainers that were in place for that kind of firm, so in effect you
could write off as much as possible of the purchase price against
sales as a reduction of inventory as opposed to depreciating the real
estate over 31.5 years. Obviously you can’t be absurd, but there are
a lot of judgment calls, a lot of room for erring on one side or the
other depending on the deal and then daring the IRS to find it and
then fight about it. The parties need +to find out what their
purposes are.

For example, the deal of the year for the SIR a couple of years
ago was when Gordie Rice bought +the o0ld Gisshold-Johnson plant.
Johnson had been absorbed by Giddings and Lewis who had moved all of
their operation except for the foundry - up to Oshkosh or wherever
their headquarters was. Now they’ve got a plant on their books which
had a book value higher than the market value. Giddings and Lewis
didn’t want to take a one-time write down Dbecause the securities
analysts would be on top of that immediately, so they said "You buy
it from us for our book value, or to give you a small profit, and
we'll lease it back from you. So the losses on the empty building
were being feathered out against years in which they had taxable
income, and they were converting a capital loss into an ordinary loss
in +the form of rental expense. They had a release clause that said
when Gordie began collecting rents, they would be released from their
obligation, so it gave Gordie a positive cash flow on a vacant
building +the day he toock it over, and he could offer prospective
tenants several months free rent because he didn’t have +to take a
credit against the rent he was getting paid by Giddings and Lewis
until the tenants started to pay hard dollars. It isn’t hard to make
a deal work on that kind of basis. Giddings and Lewis got what they
wanted, +too. They were allowed to extricate themselves from a
surplus industrial facility where Gordie Rice took over the operating
costs, they did not have to take a hit on the surplus and alarm the
securities analysts, they were allowed to write off the loss as an
ordinary loss against future income, and for that matter, they were
allowed +to use the foundry for another nine or ten years. So both
sides were looking at the tax consequences and structuring the deal
in such a way as to optimize on either side of the equation. With
the cash flow from the project, Gordie was able to borrow enough
money to make tenant improvements and turn the facility into a
multi~-tenant operation.

Most deals are structured in that way. What does the seller
need? What does the buyer need? How does FASB accounting treat
that?

Dick Sheidler will be here later this Spring. That’s really his
whole game - understanding the corporate culture and FASB accounting
rules sufficiently to understand when there is a buy point when he
can buy the property at a price lower than market price, while making
it appear that the seller took a profit. ©So let’s say you have an
industrial building that was bought on a sale-lease back with a 25-30
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year term. A lot of these deals were acquired around ’'67-'T2. The
accounting rules at that time required that you +take the present
value of the rent payments, and treat them as though they were an
amortized level-payment mortgage and put that on the liability side
of vyour ledger. Prior to that time, you didn’t have +to recognize
more than one year’s rent. At the same time to offset that, you put
on the asset side the true value of the facility. Since you were
allowed +to depreciate the asset as though you had bought it, you ran
the asset side of your ledger down very gquickly, but the 1liability
side was being run down just like an amortized mortgage with the
large principal payments not occuring until later. 8o in effect you
were understating your surplus, because your llablilities were out of
kilter with respect to your assets. Furthermore, you had to do that,
if you had a lease longer than three years. So 1if you had a
corporation which had a 1little downturn in its earnings for a
particular year, he could go in and say "hey, I’ll tell you what I’m
gonna do,"” I’11 buy that leasehold position from you for x dollars,
and lease it back to you for 23 months or 36 months or whatever, and
give vyou the option to renew that to wht would have been the end of
yvour thirty year term. Since that takes the asset off the asset side
and +the liability off +the liability side, and the 1liability is
gsignificantly larger than the asset, it drops right into surplus as
earnings. Now Sheidler 1is sitting in the position of a sandwich
leagse, and he is making the rayments to whoever made +the
sale-leaseback in the first place. The tenant in the property in the
first place is now making rent payments to Mr. Sheidler. Those rent
payments, in a deal cut in ’68 -’70 are significantly below the
market rent for +the space today. +the only risk is if +the tenant
doesn’t renew, but all he has to worry about 1s releasing the
property for something more than it was rented for in the early days,
and then he is home free and his cash flow is more than it was
before. Now he +turns around and looks at the guy who owns the
building and there’s fifteen years to run on the lease at 7.5%, which
was not a bad deal in ’68, and he says, gee, the leasehold wvalue in
this building is substantial, let’s say it’s a 5 million dollar
warehouse, and currently given the present value of the rent stream
to you to the end of the term, even assuming a resale price which is
fairly favorable, is 3.5 million, and 1’ve got a leasehold wvalue of
1.5 million, so I’ll pay you 4 million for the property. You can
reinvest the four million at current rates, and I'm buying the
building by reassembling the fee at a million dollars 1less than
market. In most cases the seller would go through with that. He
hasn’t been able to extricate himself, because the hit would have
been too great, but chances are, he has already depreciated the
property below +the 4 million mark, so he’s going to register a
profit, too. So the fee holder comes out with a capital gain less
than he would have liked, but at least he has his money back +to
reinvest at current rates which are more opportune. The tenant's out
from wunder, he’s just taken a little hit in the surplus to improve
his earnings, he’s happy, and what’s more, he’s improved his
corporate flexibility, Dbecause he now has a series of three year
leases, so any time he wants to pick up and move he can do that.

Mr. Sheidler in the meantime bought the leasehold at less than it’s
value and the fee at less than its value, and he’s assembled an asset
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he can flip for a substantial piece of change. Given the credit,
let’s say, a national credit of the tenant, and given that he bought
the asset at less than market, he can in fact finance out on the
whole deal, and never have a nickel of his own money in 1it%. Notice
that he is playing the FASB rules on the one side, and the fact +that
the asset manager on the other side looks bad because he’'s got an
asset that is generating a rather miserable cash on cash yield, and
investors, say in pension funds, want more cash on cash, and if +they
realize +there’s no upside left in the property for +them, they’re
happy to get their cash out and reinvest it at +the current yield.
Even though he’s given away possible capital gains ten or fifteen
vears from now, everybody wins - a totally engineered deal. Now some
poor appraiser will go down and say "this sold for 4 million, so
that’s the market value.” Baloney.

So you have to look at the acquisition. How do I want to set it
up for tax purposes? How do I want to set it up on +the seller’s
books? And notice if the seller doesn’t work consistently with you,
as Mark pointed out, uncle Sam smells a rat, they’ll go back and
unwrap +the transaction on both sides and say "here you treated it as
a capital gain and you treated it as a fee, what goes on here.
Obviously it must have been a capital gain, so you can’t write it off
over three years, you’'re going to have to write it off over 27.5
vears."” You really have to make sure that doesn’t occur.

One of the <c¢lassic leaseback cases involved 3M leasing a
warehouse in Minneapolis, and the developer came in and wanted 100%
financing from the bank, which said we’ll make that a +triple net
lease with 3M, and vou assign us 100% of the income until the
financing on the warehouse has been amortized. If you want +to step
in and buy down the mortgage, we’ll restructure the deal and you can
save some of the cash flow. Now, the nominal owner of +the building
depreciated the whole thing and took his payments from 3M as rental
income and and deducted all of his payments to the lender as
interest. The IRS said the lender who has title to the property as
security for his loan didn’t have any operating risk at all- it’s a
3-net deal, the guy in the middle made all his profit up front in +the
construction fee, etc., and the lender says in effect that while he
has title, you can have the property back any time you want +to give
him x dollars and make it an 80% locan again. Your deal with the
lender really isn’t rent to the lender at all. IT DOESN’T MATCH UP.
The lender has no ownership risk. Therefore, the lender isn’t the
owner, therefore the payments to the lender aren’t rent. And indeed,
the lender’s books showed it as a mortgage loan. It didn’t matter
that they were holding the deed, as far as they were concerned it was
a straight mortagage deal, interest and principal. The developer had
been deducting all of his payments to the 1lender as rent. that
didn’t match up with their documentation as far as their in-house
accounting was concerned. The deal was off, and the (sic) lender had
to go back and pay taxes on the principal payments he had been making
to amortize the loan.

S50 you have to be confident in an acquisition that the seller is
going to treat all the various dollars received the same way you are
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acknowledging them for your tax purposes as outlays, and that is part
of +the negotiation leading to the final closing- how each party will
handle this element.

The second thing you are going to be concerned with is +timing.
One element of timing which has changed slightly is that devpreciation
works on a half year rule and a quarter year rule. If you buy real
estate 1in the seventh month, you are allowed to depreciate only six
months of that year. If you buy in the first month of the year, you
are allowed twelve months of depreciation on it. You buy it in the
last three months of the year, you are allowed only 25% of a year.
That’s a change, because in the old days, you could buy it in
Decomber and depreciate it for the full fiscal year. So they chopped
down on that. 8o now if you need a little extra kick early on, you
may want to close part of the deal on Dec. 28 at the end of one
calendar and fiscal yvear, and close the other part of the deal in the
next fiscal year. So if you are limited to 25,000 of tax losses, you
can get that to fall in 2 different tax vears, and you can time your
closing accordingly. By the same token, if you need +to take the
expenditures for certain elective items, you make sure you get them
to fall in the tax year which has income. One of the advantages of
the so-called convertible loan, is that if a pension fund comes along
and funds that loan, while technically they may be willing to come in
as a Jjoint venture partner, and put up 90% of the money and own it,
their depreciation 1is going to get burned right up the chimney
because they are not taxable. 8o by making it a convertible loan,
the interest payments made to the lender, which may be all the net
income in the property, are totally deductible for the developer, and
the depreciation and other tax credits as they may be, may all go to
the developer or his other equity partner. Then 7-8 years later, the
lender has the right to call on the property and take a 75% ownership
position and forgive the debt or I want my money back. It didn’t
turn out as well as you guys said, you’re going to have to refinance
it, and 8o forth. But notice that they’ve structured it by this
deferred ownership position, so that the tax benefits are going in
one direction and the other benefits are going in another direction.

Another way +to do that is to split the land and +the building.
One party which doesn’t need shelter owns the land and takes land
rent plus a participation. The other party owns the building, and is
able to take depreciation relative to his entity. There 1is very
little income during the depreciable phase of the project. There are
different ways to carve up the interest to provide ONE, allocation of
the tax and income and capital gain benifits, and TWO, modify the
timing as to when each party receives it.

For example, if foreign capital is structured right, there may
be no capital gain tax at all if you dissolve the total entity. Sell
off +the total thing and take your money home. As a result, they may
structure +their deal largely as debt, with a kicker of participation
in the resale. They in effect simply liguidate the whole enterprise
and take +their profit home in the form of a one lump liguidation
dividend.
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In the old days it was also

have a single 30~day liguidation
the corporate structure, but that
So again, the +timing and

something you want to build in up

That’s it for today,

possible for the American entity
and pay no douple tax coming out
is no longer possible.

of the

character distribution

front.

we’ll see you on Monday.
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Mr Clifford Case

-use the MRCAP program, it was designed to do that originally; put all of the
land in 1 account, the land for each of his identified properties, seperately
in terms of its basis; & then you can have 1 line for each of his investments
& you'll have to work out what the basis is going in, & in several cases there
will be no basis, he will have utilized all his depreciation; & then the
valuaiton method is suggested in the case so each year you know what the going
value of his real estate is, simply use a NIM so you will produce a resale
price; the resale price against the lower basis will have some substantial
capital gains characteristics to it which are part of your problem; do you
sell now or wait for Mr. Clifford to die & what will it cost him to die? the
stock & bond fund can then be put in the initial reserve account of MRCAP
which is also permitted to earn interest; if you'll recall, interest rate
earned net after taxses is reported in the case so that you can in effect run
his other investments along on that basis; so you can come up with an at least
crude estimate of how his estate will accumulate from 1988 forward, what his
tax bite would be if he sold & what his gross estate would be if things
accunulate as they have.

-you'll have to make some of your own assumptions as to what you think will
happen to his real estate portfolio; you can pretty much take the assumpitons
made for the stock & bond portfolio; & you may havea to run individual
analyses of 1 or more of the properties as you decide how you would advise him
in terms of organization, disposition, planning for the day when he's no
longer there; there's lots of loose ends flapping in the breeze in this case;
therefore you are expected to find the loose ends & tie them down; don't comne
running to me "do we have to do this w/such & such?" - the answer is if you
think it's important you better do something about it; anyway I think you'll
find it an interesting problem; the problem is slightly different than it has
been in the past because the progressive income tax rate isn't as serious as
it once was; on the other hand the capital gains rate is no blessing; so this
year we'll come w/different answers than we did in the past; if you have

notes from the past, roll them out, since most of the variables that were true

then ain't true no more - so have at it; have this in the Wed. after Spring
break

Marital Deduction/$600,000 Exemption

-OK, so lets talk a little more about estate planning, since that sesms to be
the topic of the moment; 1lst of all a little bit abaout recent changes in the
tax law which have changed the traditional formulas for estate planning; for

a long time the basic marital deduction trust was $250,000 or 50% of the
estate, whichever was more, & in effect postponed payment of any estate or
inheritance tax on that portion which fell in the marital deduction trust; the
kicker on the marital deduction trust, however, was that the wife had to have
general powers of appointment, that it was really her funds to do with as she
wished, to give it to a new boyfriend ... or whatever else she was welcome to
do that; & that if hubby was the 1lst to go he was relinguishing control of 50%
of the assets; now that's out of sync w/current marital law & the equivalent
rights of the lady of the househocld & so the estate tax law now permits all
the money to go to the spouse on a marital deduction basis, so you can
postpone for a time the heavy hit of estate taxes; you may or may not wish to
do so, but you can for a time, & the progressive rate would then hit the total
2:tate some time in the future; because of the fact that the spouse may want
3:. the benefits to go to the surviving spouse, but may not want to relinguish
total control after that, they developed the QTIP trust, the qualified
termination trust, so tht the surviving spouse can have the benefit of the
income & partial principal liquidations if necessary then the testator can
direct that the corpus be distributed on to his children, whatever, some other




beneficiary, & he doesn't have to give up general power of control to the
survivor; so you have several types of trusts: 1. you have the classic marital
deduction trust which gives general powers of appointment to the widow or
widower, & 2. you then have a_limited powers of appointment trust which is
essentially a life estate to the beneficiary and then the funds are
distributed under whatever conditions the testator may wish; the old format
used to be 50% went into a marital deduction trust to eliminate any estate
taxes on that portion immediately, the other 50% went into a limited powers
trust in which the income went to the surviving spouse for as long as they
needed it, & in addition the corpus remaining would then be distributed
however they wanted to do w/it, e.g. children prorata, grandchildren, etc.;
further more to maximize the marital deduction trust the taxes that were due &
payable, the--administrative costs, the expenses .of last illness, etc., were
typically paid out of the 2nd turst; so the marital deduction turst
represented a gross 50% of the availablea esatte &° the 2nd limited powers
trust represented a residual after everything else was paid for, so the
amounts of the 2 trusts were not equal; 3. now w/the newer format you can
postpone all of the costs of administration, etc., etc., & it will fall on the
survivors under the QTIP survivors & partially on those hwo benefit from the
general powers of appointment trust to the will; there's much more flexibility
in how you structure that then there once was. s

~in addition the tax rate has baeen reduced, the amount is $600,000 before you
pay any estate tax ...; the estate planning process depends more on protecting
the asset from waste during administrations & -protecting the asset from waste
during administration & protecting the asset from prolonged 11t1gat10n ‘which
will drain the estate through legal costs or poor managemernt, & it's not
unusual for an estate to be tied up for 20 yrs as they fight about it ...
(story about the Wells Estate).

Gross Estate

-now, what constitutes the gross estate? (Question: How can you avoid
problems like that? Answer: Keep it nice & clean, don't have too complex an
estate, keep it simple & straightforward (story about a shopping centar)
anyway, building the gross estate:

-1. 1st is property. owned at death.

~2. 2nd is property passing to spouse by_ electlxg_shﬁxg - most wills will say
surviving spouse & children can choose $15,000 personal property from the
estate as a little momento ... & most wills provide to various childr=n,
relative, etc. come in & choose socem momento of that sort - the value of those
elements are included in the wvalue of the gross estate

-3. next one: &BFTETH Fransfers w/in 3 yrs of death; part of that is due to
the fact that the gift taxes might be sIightly less than the estate tax, part
of that is the gifts were given sequentially so they were below the taxable
amount in any event; there is a reule that if the individual had reason to
believe he was going to die & he was doing it for tax avoidance purposes they
can include that in the gross estate, e.g. if dad has 12 kids & gives them
$10,000/yr, there's $360,000 he's gotten out of the taxabale estate, the IRS
is likely to challenge that, i.e. say dad knew he had a terminal disease ...
it isn't often employed & it's been slightly softened in the current law

the rule used to be that the presumption was any gift w/in 3 yrs of death was
in contemplation of death - now they're reversed it & the burden of proof is
on the IRS. o

-4. fax ftransfers w/a retained esta w/retained-centxol; so if you
give the farm to the kids but give mom the right to stay in the house for
life, that's still w/in the estate.

-5. :reversionary transfers-regquiring survivorship.

-6. revocable transfers - let's say you were the beneficiary of a linited
powers trust but you died before anybody could renig on the fact that it had
been given to you - at that point it's locked in & it moves forward - if
you're the beneficiary of the trust & you have certain powers that could
determine what to do w/the trust after you die, then that's part of your




estate - you might not have done anything w/it, but you had the option &
therefore it was under your control & it's your property.

-7. annuities & employee benefits - close out sum on pension, PV settlement on
your remalnlng pension program & so forth.

—passing by right of survivorship ~ in other words even though you
& your w1fe own the house 301ntly & you die, 1lst of all your 50% of the house
is in your estate even though technically title automatically passed to the
survivor on your death, & what's worse is if the wife can't prove that she
paid for her half then 100% of the value of the property is in the estate of
the deceased; so it's really important that when you buy a house that husband
& wife each write out a check for 50% of the down payment, that you each write
out the checks for the monthly payments & establish an audit trail; there are
certain limitations on that, you can get around some of that arguing the
annual amount is less tahn the gift that would have to be unreported - but as
soon as you get an amount of money which would have to be a reportable gift
yvou either have to report it as a gift & pay a gift tax on the transfer to the
wife or she doesn't technically have 50% ownership of her half; (Question) is
a joint checking acc't adequate for establishing that? (Answer) only if she
can prove she put 50% in it in the 1st place, i.e. establish her paycheck as
well as yours went in it - that's one of the joys of communal property,
establishing that in fact both contributed to it; (Question) so if the wife
stays home & tends the children ou need to pay her a salary? (Answer) that's
about what it amounts to, or make her technically a gift every month of the
house payment; yes (Inaudible Question) ... the question is how much is in the
estate of the deceased, 50% of the house or 100% (regarding contributions by
the surviving spouse); yes ... $600,000 is the minimum estate before the fed.
gov't has an estate tax; the marital deduction could be 100% of the estate,
all you've done is postpone the impact of the tax law until the spouse dies;
distinguish the 2 things - if you have an adjusted gross estate of less than
$600,000 you don't have a fed. estate tax; (Inaudible Question) ... 1 type of
marital deduction trust is a QTIP trust - in a QTIP trust the testator can
maintain control voer where the principal goes on the death of the
beneficiary; in a straight marital deduction trust the wife has power of
appointment & she can change the will if she wants & have the money go to
whoever she wants; (Inaudible Question) ... well what it means is that her
marital trust will not have to pay any estate tax in the future as long as
they pay out all the income, & since they've postposed the tax & they only put
$600,000 in the 1st place, assuming everything is paid out, then there's no
fed. estate tax the 2nd time around when the widow dies.

-9. gemsral powetrsZ of appointment property - 1if your dad left you a trust &
you have general powers of appointment then the control factor is such that it
was your property, you could have done whatever you wanted w/it, even if you
only took the income from the other turst, the fact that you had the right to
decide who was going to get the benefits when you die includes it in your
estate,

-10. *Iife insurance proceeds are subject to the estate tax if they're payable
to the estate; here's of course the great temptation to make the life
insurance payable to some other individual, but again you have the power of
control prcblem - there are 3 incidents of ownership of a life insurance
policy & you must have given up all of them or the proceeds will be in your
estate even though it was payable to another individual: 1. the right to
decide who the beneficiary will be - you must give that up irrevocably: 2.
the right to take advantage of the loan powers in the policy; 3. the right to
take advantage of the prepayment powers of the policy - any life insurance
policy has a set of standard agreements & for example i1f you got tired of
paying for the life insurance you could step it back to a prepaid basis, you
cculd require that the dividends were used to buy additions, or for that
matter you could require that the policy be terminated & any cash values be
revurned to you; all of those elements represent incidents of ownership -
unless you've given up all of those to.the life insurance you own the policy
technically, it"s like having powers of appointment & therefore the proceeds
are included in the estate even though they were paid to somebedy else - which




is very dangerous if you have a big life insurance policy of $1M & not much
else & it all goes to somebody else, you may have a taxable estate even

though you don't have any resources w/which to pay the tax; yes (Inaudible
Question) ... then the life insurance proceeds are not included in measuring
the gross estate; (Inaudible Question) ... but if at the instant before you
die if you have any of the indicents of ownership & control of the life
insurance policy it will be included in your estate constructively even though
the proceeds have been paid to somebody else; (Question) how do you get around
it? (Answer) what yuou have to do is file a form w/the life insurance company
indicating that all the incidents of ownership hve been transferred to the
beneficiary; you may continue to pay the premium & that's your privilege;
(Question) you have the right to change the beneficiary? (Answer) that's right
vou have the right to change the beneficiary, cash out the policy, make loans
against the policy, or make any decisions about the use of dividends
(Inaudible Question) ... {(Answer) irrevocable (Question) do you do that when
you take the oplocy out or when? (Answer) You can do that any time you want up
to when you file an irrevocabel statement; so far so good? (Question) does the
person that you give the incidents of ownership to, to they hve the right to
transfer them back to you? {(Answer) No, the question is who has the control
the moment you die, if he gives it back to you then you have control then it's
in your estate; (Question) right, but my question is, does he have the right
to transfer incidents back to you? (Answer) sure, it's theirs, their interest
or their benefits, which you may not want floating around ... "choice of
benficiaries" - give it to some Italian fellow w/a short neck & a gruff voice
& you're in trouble.

-11. Text transfers for partial consideration are included in the estate -
essentially that's a kind of gift - let's say you sell the business to one of
the kids for less than full vlaue, the balance of that is still in your estate
- you can't automatically diminish your estate by moving the asset out at a
nominal price & argue it's a sale - so it's a valuation issue - what was it
worth when you sold it & did you get full value?

-12.7°% finally property on which the marital deduction was allowed under the

QTIP trust - so if you have property coming in as the survivor interest in a
QTIP trust where the marital deduction applied, that becomes part of your
estate & is now subject to tax - if you pay nothing on your spouse's estate

for the 1st $600,000, now the spouse has died & you will be the beneficiary of
that QTIP, that becomes part of your assets as well.

Adjusted Gross Estate

-all of these things added up represants the gross estate; the gross aestate is
adjusted downward to what is called the adjusted gross estate, w/2 things: 1.
deductions for all administration expenses, debts, funeral expenses & what is
called "the last illenss expense" and 2. any deductions for casualty losses
{(fire, theft) - that gives you an adjusted gross estate.

Tentative Estate Tax

-from the adjusted gross estate there are 2 major deductions: 1. the
charitable deduction & 2. the marital deduction - & that then gives you the
taxable estate; the taxable estate has a small adjustment for taxable gifts
you've made since 1976, and you come down to what's called the tentative estate
tax base; multiply that times the rate & you have the tentative estate tax;
(Inaudible Question) ... an adjustment for taxable gifts made since 1976 when
they unified estate & gift taxes; and that gives you the tentative estate tax
base, times the estate tax rate & that gives you the tentative estate tax; and
then from the tentative estate tax you would deduct any gift taxes you have
paid from earlier years; you also get a-credit for state death taxes - you get
a credit for foreign death taxes & you get a deduction for any unified estate
tax credit that's still due - as you recall there's a flat deduction
representing the gift taxes you might have made but didn't because you made



gifts in small enough amounts to not count; and when you're all done w/that
you end up w/the fed. estate tax; relative to Mr. Clifford you don't have to
worry about any of that stuff about gift taxes, get down to taxable estate &
assume that's it - being an old skinflint he didn't give away a nickle while
he was alive.

-notice that's a fairly detailed process, a long-~term accounting process, & it
presumes that during your lifetime you have kept adequate records so that you
have a way of supporting lots of that, & by and large most people don't keep
adequate records to support all of that, so that simply prolongs the
difficulties & justifications of your program once you reach the probate court
and once you start dealing w/the IRS, which begins w/the premise that you're

all gonna cheat them ... (Question) in the gross estate ... if a spouse dies &
the surviving spouse uses the marital deduction & he remarries, you're saying
it's not available again? (Answer) that's right - so it's a charge onto the

estate, gets added back, but it gets added back & then it can be deducted, in

other words he adds it back to determine the gross estate, the previous credit
that he took, & then after you get down to your adjusted gross estate you can

subtract the marital deduction from this time around, which may have gone up,

more net worth the lst time around.

-Any questions on taxable real estate or tentative estate tax base? ... you
should be aware that that becomes a major terminal point where the success of
your investments & your ability to pass throu;gh the principal accumulated is
going to depend.

Structuring

~let's talk a little further on structuring; a number of the more common ways
of those w/property handling that property - maybe to set up:

-1. an administrative trust, what's called an inter vivos trust - you set it
up while you're alive & yvou retain equal management or trusteeship powers w/a
corporate trustee - many business executives do this because they're so
engrossed in what ther career may be that they don't have time to manage their
own assets to their best advantage or do the detailil work that's involved, so
they turn it over to the bank trust dept. to manage their resources for then,
and the trust may be given certain instructions, that you want to go for
capital gains for 15 yrs & then you want to be able to start changing that
into an income stream, you may have other beneficiaries, identifying each
child when he reaches college agto to get a certain stipend each month w/which
to go to school or whatever; it's not unknown that some of the older trusts
(not very well drafted) suggested athat Charles get $1,000/month as long as he
remain in college & we've had a number of students here that remained in
college for at least 20 yrs, never quite finished ...; there may also be
what's called a spendthrift clause in it & the income distributions to the
beneficiaries can be terminated at the will of the corporate trustee at any
tiem so that there is no vested interest in the beneficiary on which he could
borrow or which could be attached by creditors or which could be attached for
settlement of a judgment, which may be an important feature in protecting
one's children, brothers, alcocholic relatives from themselves; inter vivos
trust - sets up contingent plans so that at the death of the initial donor it
then in effect goes into phase 2 which involves distribution to children,
widows, other beneficiaries of the donor; there are no administrative charges
on it, but notice because he has retained general powers of control during his
lifetime the total value of the trust is included in the estate for tax
purposes, definition of the estate tax, but it is not part of the estate for
administrative purposes, so it does provide for a smooth transfer of
management & controlof the distribution funciton -~ it avoids the erosion of
administrative costs, in general it avoids litigation since the ambiguities
have been defined, if any, & in the mean time it provides on-going money
management services by professional money managers in the accumulation process
for a doctor or an executive or someone else of relatively high income,
intensive concern of one thing or another: many career diplomats & others that



began w/at least some modest degree of wealth in their family often use this
intervivos trust as a way of having their property at home in continual
management & monitoring while they're wandering around over seas ... the inter
vivos trust; to the degree that there is going to be a tax laibility, the
donor must maintian seperately from the trust funds suitable for the payment
of the estimated estate tax - life insurance proceeds, perhaps some other
emergency cushion or resources; you can provide that as the donor passes away
that his spouse or eldest son or whoever else he wants as an overall overseer
of the trust be appointed co-trustee w/the corporate trust, so that the
family's wishes are equally represented w/the financial skills of the
corporate trustee; both of them are also referred to as “sprinkle trusts",
meaning that the 2 trustees can alter the amount of monies going to the
various beneficiaries according to some priority schedule, so that if 1 of 3
children gets himself into medical difficulties the majority of resources can
be focused on that or if the surviving spouse has an illness & needs nursing
home care the principal can be liguidated to sustain them in the style &
comfort to which they are accustomed; they have a great deal of discretion to
optimize what they perceiuve as the priorities & interests of the deceased &
do it on a common sense, a necessary, basis, so it doesn't have the rididity
of a will which says this is the way it will go & everybody gets 1/3 & that's
the end of it, because once it's written down you can't change that; ... no
matter how unreasonable the will may have been or perhaps incompatible
w/circumstances as they evolved, there's no way to do that w/out breaking the
will; and doing that is an unlikely task ...; so the inter vivos trust is a
very useful device.

~2. the 2nd way of handling the problem is to incorporate - the incorporation
provides the opportunity to freeze values in preferred stock & may also
provide a device for providing continuity in management; particularly
important in real estate is where you want the property manager to be skilled,
familiar in the porperty, perhaps trained by the testator himself, & you want
to assure yourself of their loyalty & continuity of employment & you can give
them a partial interest in the corporate entity ... (end of side 1 of tape)
... you look at the fact that either you give 20% of the money to him w/life
insurance or he's simply allowed to escape & the property loses 20% of its
value for bad management & lack of continuty, well you're better off just to
give it away to assure stability of vested interest of ownership on the part
of the survivors.

-3. a 3rd way of handling that is to set up a°“2-tiered entity, the general
assets of the family go pretty much as we have looked at it before, in terms
of the marital trust or life estate trust & so forth, but the major asset,
let's say it's a corp. that owns a building business or a large r=al estate
portfolio or a large farm, goes into a seperate trust, sometimes called a
foundatien, & a principal objective of that foundation will be perhaps to
provide charitable contributions; often it's a way of neutralizing the
possibility of a raid, lets say we have 2 classes of stock, a voting class A,
a non-voting class B, most of the assets are represented by the non-voting
class B, the class A goes to the survivors & stays under the lets say the $5M
mark where estate taxes begin to be confiscatory, something like 60%, and the
non-voting stock goes into a charitable trust & the income from that can then
be used to support charitable purposes of the trust; the IRS says that's OK as
long as the following conditions are met: 1. it doesn't represent total
control of an operating business, in which case the foundation would be
required to dispose of the stock in it, 2. that you disperse at least 5% of
the value of the securities. per yr to the charitable beneficiaries, so if you
put $10M in there at the very least you have to put $500,000 out in cash
benefits to whoever it's designed to support; if you meet those 2 criteria you
can retain total voting control of the parent-family corp. & at the same

time eliminate a majority of the tax, because the largest part of the asset is
now a charitable donation & is a reduction-against your gross estate; so you
have the leverage of the assets taht are represented - they are earning money
from the voting stock & at the same time you retain control of the limited
number of voting shares and spin off the rest into whatever daddy's charitable
objectives were; this is popularized by the Ford Foundation & the Rockefeller



Foundation & a number of others, but it's done quite commonly even at the
small, local level in which the estate of the deceased is set up in that way;
because you can hire your own children to run the trust it doesn't mean that
they don't get any benefits out of it; I know a number of major trusts where
while the primary objective is to invest in medical research & so forth the
daughter & son-in-law & brother & sister-in-law are each employed as trustees
at $100,000/yr to overview the estate & continue to make their contributions,
so it's not a total loss to the survivors, so it's a great thing to do if
you've got a son-in-law who is inacpable of doing much but spend your
daughter's money ...

-4. the 4th method of management of at least the major resources of the
businessman is to have worked out a long-term buy-sell arrangement w/a
partnership or business entity which represents the largest part of the
resources, e.g. a 3 generation family has owned a resort; the lst thing in
structuring the resort has been in yrs past a twin stock freeze, the resort
has then gone into joint venture w/other money partners to expand the resort;
now you have g-dad & g-mom having given the common stock to their kids, now
their kids are coming along & running the resort (3rd generation), how do you
extricate the middle generation? one of the things is that g-dad & g-mom can
leave the remaining callable preferred to their g-children so it would skip a
generation, that would be one way of doing it; another way of doing it would
simply be to create a buyout arrangement whereby any one of the partners that
dies in the venture, either the outside family interests or inside family
interests, would have say a 10-yr buyout period in which they would just
receive 10% of the net operating income & 10% of the capital assets sold
during that period of time; it's attempting to recognize that the momentum
created by many yrs of service & input by those people must be rewarded by
successive returns out of business rather than simply a l-shot settlement; the
hope is that the asset will be continued as well by the survivors & will
continue tc appreciate as they receive the money, which is in essence a
partial liquidation over a 10-11 yr time period, they will get more money than
if they simply got the present value of the estate right now, which may be at
a point where if they had just gone into straight debt the net worth is
pledged to secure the loan, were they to have to cash out one of the partners
at that time it would be relatively stressful & a technically insolvent kind
of situation, so you design a long-term buyout of the deceased partner's
interest from the income of the partnership; part of that requires soem
evaluation of how well the partnership will survives, what kind of momentum it
has, ovviously if thers are cnly 2 partners & 1 diz2s his estats doesn't his
estatz doesn't want to wait too long for the payoff because partner #2 ray
also die and "the goose will stop laying the golden egg altogether", but on
the other hand if it's a hard asset kind of busienss that has 25-30 yrs of
momentum going & an executive-management force in place, you can take a nmuch
longer term to amortize 1 of the originator's interests out of the property:;
there are a good many major businesses today that are still in the process of
amortizing the estate value of one of the early partner-originators of the
program; that's also useful where the deceased contributed certain patents or
other kinds of rescurces of that sort which have a longer-term payoff, rather
than having a royalty agreement directly w/them because at that point the
value of the royalties & the patents contributed to the corp. have to be paid
for over time by a long-term contract.

-those kinds of arrangements, any one of the 4, are most significant where the
estate consists of assets likely to appreciate if well managed or likely to be
wasted quickly if not managed well, which certainly characterizes real estate;
for the real estate investor in the past one of his real problems was finding
ccrporate trustees who were willing & able to provide that entrepreneuvrship
that was presumed by his real estate investors; a banker said last summer at
the banking school "we're trained to paint & sell it, that's all we want to do
w/real estate", it's not as easy to handle as bonds & stocks; we never know



how we're doing & there's no place to look & every time we do look something
horrendous is about to happen; so since then some banks have developed very
good real estate skills & charge for their services w/a whole listing of
things they can do for you for a certain price; and it's really critical to
draft a will that picks in advance who the corporate trustee is going to be &
who w/in their staff is going to be responsible for the assets, & them giving
them the power under the will to do what needs to be done for the real estate,
exenpting them from liability for loss & providing incentive returns where
they succeed; the old trust fee of 1% or 1 1/4 %/yr is being replaced by a
series of incentive fees that look at acquisition management & disposition,
minimum rates of return in terms of cash income or bonuses; if they exceed
that then look at overall rates of return after 10-15 yrs when the properties
are sold or reappraised, & to the degree that you ahve an average annual
return in excess of a real rate of say 6% & in inflation rate, the trustee
gets a percentage of that; this has been a long time in coming and there's a
great deal of resistence still in many of the trust circles to having
incentive fees for fear that that will be an incentive to take riskier
positions w/other people's money & perhaps to churn a little but to earn the
higher disposition or acquisition fee & so on; that remains to be seen, but
the Comptroller of the Currency & ERISA have both modified the position over
the last couple of yrs to permit that type of incentive contract where you
have enterpreneurial assets like real estate to manage; several of our major
building & landowning firms are now in the hands of bank trust depts who find
someone they feel has the skills appropriate & appoint them the chairman of
the board & they become the overseer of the operation, which then goes on for
yrs w/out public recognition that technically the control & managerial power
is a corporate trust division of a bank.

Vehicles

-0K, for structuring we talked about the vehicles for the trust, the creation
of it begins in 1 of several ways; these are not mutually exclusive, probably
all of these instruments will exist at one point or another.

-1. 1st is the will - the will will be a very detailed plan for establishing
administrators, the probate processes, the assets' ultimate disposition & most
importantly for providing the powers necessary for those who survive to
execute the plan; the presumption of the statutes is that you have no powers
to go forward w/a continuing business & in the abasense of anything to the
contrary you “BUTH™it to cash & distribute the cash under the terms of the will
(not the assets, the cast) so throughout the will is being designed not only
to provide positive instructions to those who are expected to farry out the
plan, but at the same time to frustrate thz way in which the statutes work to
acheive something entirely undesireable or unsuitable relative tec your plan; if
you die intestate the way the statutes work essentially if you have a spouse &
child each gets 50%; if you have a spouse & 2 children the surviving spouse
gets 1/3 & the children get the balance prorate between them; if you have 3
kids, mom gets 1/3 & the kids each get a 1/3 of the 2/3rds; if 1 of the kids
have died & he has 2 kids they would each get 1/2 of what that original child
would have had & so forth; that may mean if they're all under age each one has
to have his own guardian, which is an expensive proposition, greatly
complicates the operation, & it may mean the working control of the business
is gone; a friend of mine, his father died intestate, he was the controlling
interest in a major corp. in Milwauke; by the time it got divided up among the
wife & 3 children, 2 of the guardians named for the children were unfriendly
to the existing management of the corp. - they had a Donnybrook - ultimately
he had to quit college & take over running the busienss Jjsut to sort out the
Zanily feuds that were going on; so the 1st instrument is the will & it has

¢ =z a very carefully drafted statement of intent as well as a statement
nullifying the operating of the local statutes that govern inheritance.

-2. the 2nd element is going to be cross-purchase arrangements w/business



associates for 2 reasons: 1. teh estate of the deceased needs cash & 2. your
associates don't want to be in business w/your relatives; you were dandy as
far as they were concerned but they don't want anything to do w/your
relatives, they want to go their own way; so you need a mechanism for
disengaging at the same time that you create liquidity.

-3. a 3rd element than needs to be drafted & at least ready to go into place
if not already operational are the trust instruments which will control the
ongoing objectives of the will.

~4. the 4th major piece of work will be—an ongoing inventory of assets, other
property rights (e.g. teh survivorship irghts in a life estate of somebody
else, life insurance), all the various things that make up a gross estate
maintained at a reasonably current level, w/the documentation for all that at
a central point protected against destruction & violations of privacy ...

- (Inaudible Question)... yes, the trust instrument probably would be drafted,
even a marital deduction trust or a QTIP trust, the wording of that would be
in place even though it doesn't become operational until the funds are
actually transferred to the trust, but you as the testator want something to
say about how that's going to be done so now's the time to do it.

—finally,it would be good for he donor or testator w/considerable means to
provide some sort of further direction as to his intentions, priorities,
charitable objectives, etc.; too often those are either cryptic or impossible
to recall by the survivors after the fact, & yet they're sincerly interested
in carrying out whatever the wishes of the testator were, & therefore “some-
sort of essay that is non-binding but directional can be extremely useful; &
it's amazing how many people don't do that; it also goes w/out saying that
both spouses in a married couple or all partners in a given business should
have executed something in a similar fashion.

-since the marital deduction is such a significant factor many wills contain
what's called a survivorship clause which is a presumption of survivorship;
the marital deduction may be an extremely desireable device in terms of
cutting taxes & getting the assets passed through to children, trustees,
guardians & so on, so where there's a "common disaster" (sometimes it's called
a common disaster clause), there's a presumption that one party or the other,
husband or wife, died 1lst, depending on which serves their estate purposes
best; thersfore if ther's an airplane crash & though the husband survives the
spouse by several hrs., the will can reverse that back over a period of I
think 24 hrs., & treat the whole process as though the wife died 1lst &
therefore the contingency clause comes directly into operation; or you can
presume the husband died 1lst & a marital deduction moved to the widow for a
matter of moments before it then gets distributed, thereby salvaging the
property tax interest that might have been there.

-so there are a variety of details that must be atteanded to in the
structuring of the plan, & real estate makes it particularly important taht
you do so, & at the same time gives you more diversity of planning techniques
because of its joint survivorship, because of the way in which you peel off
different interests in the real estate, the land going to 1 party. the bldg
going to another party & perhaps life estates going to the occupant, residual
estates going to those who are going to inherit the farm; the amount of
flexibility in real estate is perhaps greater than any of the other investment
media, therefore real estate creates its own estate problems but at the same
time it provides more opportunities to solve estate problems than virtually
any other asset.
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Discussion of Returned Problem Assignment: In looking at any RE
investment, as in any kind of analysis, the 1lst thing you should do
is set wup a time line and lay out some points on the time 1line and
ask '"where the hell are we?" What has already transpired that can't
be undone? Where am I coming in on the 1life «cycle of this
investment? Two of the tenants in the case got rent concessions.

But that 1is 1in the past - it doesn't matter to you. By the tinme
you're coming 1in on the scene, they're paying the face amount of
rent. From an accrual accounting basis you would take the ave.
dollars paid per year. This is one of the major problems RE has with
accrual accounting. If you are buying an investment on the cash

flow, then match when you get the money to what periods you're
talking about. It is very useful for any kind of analysis to block
out a time line.

Critical flaw #2, is that a lot of you had a problem w/ rent
stops and what that does to the cash flow. You were dquite right
saying that the market was quite strong and assuming that land costs
& const. costs had risen, you should flow up to a more normal
occupancy. Some of you not only bumped the rent, but eliminated the
stop. The +tenants are paying whatever is above the stop. Some of
you dropped the stop to $4.00. You had a 1little problem in
terminology. Some of you went to no vacancy.

Some of you had a problem with the venture capital firm, saying
it was high risk. Not so. Venture capital firms are very liquid
organizations. They make loans to other start-up companies, and have
lots of capital of their own. You talked of a guarantee - from
whom? The tenant is already in there. The developer 1is going to
take the same approach and refuse to guarantee what is essentially a
national credit, or if he must, want $1,000,000 more for his
building.

Most of you are pretty conservative. A few were very
aggressive. I can tell the brokers right away from the former
auditors for the FDIC. You now have the Clifford case to chew on,
and we're going to hand out the fourth case soon. It will be due on
the last Mon. of class, and Jim Huffman will be here from Eastdill to
go through that with you.

Q. on Clifford Case. A: that should be 300,000 life ins. on the
next to last page.

Q. On RE 769. A: Schedule is in place and we have an all star
cast of thousands. (Discussed indiv. presenters)

GROUP INVESTMENT AND GROUP RISK



By way of introduction to the next phase of the course, which
has to do with portfolio structures for RE. The Phoenicians were the
first to develop the group investment concept as a way of handling
risk. They sent their ships out on trading expeditions with
underwriting shares. The term underwriting comes from that. They
would put out an agreement and you would sign for a percentage of it
below the agreement. That was picked up in marine insurance in terms
of the way Lloyd's of London, etc. operate.. The concept essentially
was don't risk more in a single venture than you can afford to lose
assuming total loss of your entire investment in that enterprise. If
you then made enough investments, then that ship which did return or
RE investment which did survive would provide sufficient return to:

1. Recapture your capital, and
2. Provide a return on the total amount of money at risk.

TYPES OF GROUP INVESTMENT

All of the various forms of group investment grow out of that
philosophy: diversification by buying a small divisible investment
which is of no greater size than you can afford to lose. In RE that
breaks down into the following kinds of investments:

1. The General Partnership. The problem is that the General
Partnership with its full liability really doesn't break the
investment down into small enough units. You can conceivably be
liable for the total project even though you are only a partial
investor in it.

2. The second more likely way of doing that is obviously the
limited partnership.

3. The third way is the corporation. As you've already learned,
there are essentially two types of corporations, but there can be as
many as three which can be utilized.

One 1is the subchapter S, with very limited applications to RE,
except for land dev., resort hotels, and restaurants.

Number two would be the standard corporation.

Number three would be the incorporated trust, REIT if you will.

4. Then there are two additional trust forms for investment in
Real Estate.

The first is the classic REIT, Massachusetts Investment Trust,
which is non-incorporated.

And two, the land trust, which is available in maybe a dozen
states or so, such as Illinois, which will define a series of
beneficiaries and their appropriate shares in whatever is owned by
the trust.

5. Recently we have begun to see three new institutional
formats.

One 1is the so-called open end commingled fund, which is a
general trust form of ownership, essentially, in which the investors

receive certificates of beneficial interest. Generally associated
with pension funds, but it doesn't have to be. It could be
associated with endowments and other forms of non-profits.

The second type of collective pool is the closed end trust. It

essentially has a finite life - nobody gets in past a certain date
and nobody gets out until all the assets are liquidated and there is



a distribution to the beneficiaries.
The third type of collective investment is a whole variety of so
called loan participations.

Notice we did not talk about a REMIC. A REMIC is not a form of

organization. It is any one of these organizations which is managed
to qualify as a REMIC in the tax law. A REMIC is a critter of the
tax 1law, and has nothing to do with its legal of organization. It

could be a corporation, it could be a trust, it could be an REIT, it
could be a limited partnership. All of them, if operated a certain
way and if meeting certain requirements, could be a REMIC. So do not
confuse REMIC with a legal organization. It is a tax qualification.

CHARACTERISTICS OF THE GROUP INVESTMENT

Each of the different formats have to address very specifically
the following items:

1. Liability of the investor for losses beyond the original
investment.

2. Allocation of managerial control.

3. The time window for purchase.

4. the time window for liquidation.

5. The frequency of reporting.

6. Who is eligible to invest.

7. Investment policy.

8. Regulatory policy.

For example, an REIT that is traded on the open market, the time
window to get in and to get out is generally continuous. With an
open ended commingled fund it is generally quarterly. The management
of the fund can decide whether to accept your investment or not, and
moreover, put you on call as to whether they will pay you off or

not. A decidedly different window of investment and window of
liquidation. On a closed end fund, you can get in before a certain
period, and after that, bang, it's closed, no further investments
accepted, thank you. It will generally be marketed to say, "the

minimum we are going to go for is $100 million, and we will accept
investments up to $150 million. If by that certain date, we only
have 90 million, you get your money back, and there's no deal. Once
we hit $150 million and its oversubscribed, everyone gets to invest a
proportionate share, so if it goes to $200 million and you put in $10
million, your share would be 3/4 of that, or 7.5 million, instead."
You don't get out until the liquidation of the fund, and that window
is generally very broad, they say "We will liquidate the tenth year,
or up to the thirteenth year." So they aren't stuck with having to
liquidate when the market is at its 1low point, or some other
condition suggests they can't do that, or some building takes too
long to sell. So they have a very wide window for exit, even though
there's maybe only a month wide window to subscribe and fish or cut
bait.

Q. Do they load any risk factor into that for the fact that you
can't get out when you want to.

A. That is the subject of considerable debate, as we shall see
as to which is riskier, the open end or the closed end fund.

Next thing we need to decide is the frequency of reporting. If
it 1is a bank managed fund, technically, it must report monthly. By




convention, REITs, etc. generally report quarterly, but they don't
have to, they can go 6 months. Almost all of them report annually.
But once you go to a closed end fund, they may not have to report
changes in the capital value, as opposed to operating statements of
revenue and expenses, more than every three years, arguing that there
is no way to take the temperature of the real estate every year and
have an accurate sense of what values may be and so forth. So they
get to establish the game.

Next, who is eligible to invest. This is going to reflect a

number of things. The minimum size of a unit, obviously. Second,
the cateqory of the investor. What do we mean by category of the

investor? Well, we have investors that are subject to ERISSA.
ERISSA has distinct rules as to what they can do and can't do, and
the tax laws have some things to say about when you qualify and when
you don't. However, a public employee retirement fund has much more
liberal rules about what they can and can't invest in. Public
employee funds can invest in everything ERISSA funds can invest in,
but ERISSA funds can't invest in everything public funds can. Play
with that one for a while. On the other hand, endowment funds of
eleemosynary institutions can't invest in what public funds invest
in, because they're under a different section of the code which is
somewhat more stringent, particularly relative to 1leverage and
relative to the at-risk rules which could make them subject to
taxation. Then, of course, we have private individuals and
consortiums of private individuals. As you saw in the REIT rules, we
saw that 5 people can't 50% of the deal, and there have to be at
least 100 investors. So suddenly you get locked into a position
where if you get 1 more from a family, under the attrition rules,
bang, vyou just blew it, because then 5 families have 51% of the deal
and you just blew your trust cover. So there are a variety of
qualifications as to who is eligible to invest.

All of this precedes what the investor really asks about: "What
is it that we are going to invest in?" Some of these rules you can
make up for yourself. "This fund will only invest in office

buildings that are less than ten years old." Or, "We will not invest
in buildings which are under development, which is defined as any
building with 1less than 80% occupancy." Those are arbitrary, but
they reflect the investment policy of whoever is running the fund.

There may be other controls. For example, in the pension area,
you could not invest in something in which the parties in control had
a vested interest. If they are an interested party in the
transaction, it would be regarded as an illegal transaction. If you
make an illegal transaction, several serious things happen: 1. There
is a tax on the gain which is totally confiscatory, so if you sold
your 1 million dollar building to the pension fund in which you were
also one of the investment managers for 2 million dollars, you had a
1 million dollar gain, the federal gov't would take the entire gain.
And 2., 1if the board 1lost any money for having engaged in a
prohibited transaction, the board personally would make up the
difference.

So we have some things which are a matter of investment policy
and some things which are a matter of requlatory policy which begin
to define what we can invest in and for whonm.

Those regulations can come from multiple sources:

1. Federal rules controlling pension fund investments.
2. IRS rules controlling tax exempt investments.

3. Enabling legislation controlling public investments.



The city of Milwaukee says their pension fund cannot invest
outside the continental United States. That's their rule. Maybe
good, maybe bad, but it's their rule. They cannot invest in
development properties. They will invest 5% of their assets in
Milwaukee. They're legislated, but singular to a particular turf.
One of the big rhubarbs you hear about currently is ‘'should a pension
fund be a social investor and a development bank for its own state,
etc. You have that continual tension between legislators who would
like to serve their own purposes and investment managers who say
that's a 1lousy idea, because you lose risk management control, and
we're watching that happen in Wisconsin right now between the
investment board and the legislators. The 1legislators would 1look
pretty silly if the Investment Board had knuckled under and done what
they wanted and put $200 million into the Chrysler plant of teacher

retirement funds. If they had succeeded on that one, the idea of
social investment would died right there. It might have been
worthwhile.

THE LIMITED PARTNERSHIP

Let's ignore for the moment the general partnership, and treat
it as a special exception to the problems of the 1limited
partnership. After all, no one wants general 1liability on the
project, 1let alone for whatever their partners do, unless there is
some overriding compelling reason which makes that exposure more
attractive than the next alternative which is the 1limited
partnership. So let's talk about limited partnerships.

PUBLIC DISCLOSURE RULES

Limited partnerships have been around for a long time. They are
a product of the statutes. The basic bones of the statutes in all
states, although each state differs slightly from the uniform
partnership acts which have been promulgated to standardize the
process are:

1. The limited partnership must be registered at the register of
deeds office under the misc. category in any county in which it does
business or owns property. The purpose of that is to put creditors
on notice that, ‘'while there are a lot of folks involved in this
deal, here is the exposure of each of the limiteds, and here are the
generals to whom you must look for general credit support, and here
is the current roster of general partners and limited partners in the
project. The partnership then must file its partnership agreement,
which identifies the gen. partners and their address, etc., and then
lists the 1limited partners, and their address, etc., and the % of
their relative participations. The generals have 5% each, let's say,
and the other 85% is the limited partners, and how many of them are
involved 1in each one. Why is that important? Well, one thing that
terminates a 1limited partnership is if 51% of the 1limited partners
die. If you have 1 limited partner with 51% interest, you'd better
watch him closely, because if he dies, poof, the whole thing is in
dissolution. The only way out of a L.P. is for someone to have his
name removed from the public roster. You may do that, even though
you don't get any money back. You may see the whole thing going down
the pike in another year or two, having a negative basis, foreclosure
on the mortgage causing you a disaster, etc. You may abandon the
partnership simply by going to the G.P. and asking, requesting, and
demanding that he remove your name from the public roster. At that




point you are no 1longer a L. P., you have no c¢laim on the
partnership, you get nothing if it is dissolved, but on the other
hand you don't get bit in the tail of it goes into foreclosure,
either. The only other way out, as John Ridass (?) puts it so
delicately, is to put it in your wife's name and get a divorce.

Q. If there is limited liability, why would you want to get out of
it?

A. There may be 1limited liability as far as the investment is
concerned, but not with IRS.

Q. If there were periodic cash calls and you wanted out before all of
them were due, what would be your liability to pay?

A. You can get out of the L.P., but you would still have to pay. You
cannot avoid the subscription price. Now what you would have to do
is attack the organizers of the partnership on the grounds that there
was securities fraud or it was misrepresented or there was
mismanagement of one form or another. That is happening all over the
country. Some people really had to make that decisions. In many
cases their attorney advised them to go fight it - to attack the G.P.
or the securities underwriter on the grounds that there had been some
sort of breach in the execution of the partnership, and in essence
extort a release from your restriction, because in general the G.P.
would have to decide whether they would want to be in public being
accused of securities fraud or just buy you off and hope you go
away. Just raising the spectre of a public spitting match about that
may be enough to get the people to give you the money back and 1let
you off the hook. With the change in the tax law, there was a good
deal of that going on.

Now, the other elements that would be involved in that agreement
would be the subscription agreement. How would the L.P. and G.P.
fund their requirements. 1In many cases they could go as long as five
vears to collect all the money, and the hope would be that the tax
savings on other income would be sufficient to fund the subscription,
so you weren't really using real money after the first draw.

One of the problems, is what kind of sanctions (and this would
be part of the subscription clause) there would be against a partner
who does not meet his subscription. There were two major answers to
this.

One, there are some companies who will guarantee the timely
payment of the subscription. MGIC had a partnership group that did
that, Continental Casualty, Travelers Insurance, a number of others
are providing, more cautiously now than before, in effect a credit
enhancement which says in effect "no matter what this 1limited does,
we will pay and then we will go and extract it from him." The
creditors get the feeling therefore that the money will be there when
it is needed by the project, not because Joe Smorgasborg says so, but
because Continental Casualty says so. And that's a AAA credit, etc.

The second alternative is to simply convert the L.P.'s position
to subordinated debt to a long time fuse. The courts will generally
not allow you to simply confiscate the partners interest, general or
limited, because he didn't meet his next obligation in funding. He
subscribed for $50,000, he's got $20,000 in it and thinks he made a
mistake and he doesn't want to make the last 3 $10,000 payments.
They say, O©0.K., Charlie, in suing you for breach of contract for
getting into a spitting match about that, in the meantime, your
$20,000 no longer makes you a limited partner. You lose all rights
as a L. P. and we're going to give you a $20,000 subordinated 3rd




position note which pays 5% interest per year and is payable in 15
years., Then you've got a pretty worthless piece of money. But the
creditor feels better, because he knows that whatever money was in is
going to stay in. So those are the two methodologies for meeting
unpaid subscriptions.

The last major area is dissolution, and that can be subdivided
into three categories:

1. Voluntary dissolution. L.P.'s under the IRS rules and the
Limited Partnership Act have only three decisions in which they can
participate:

1. Refinance

2. Replace the Limited Partner because he is incompetent

3. Dissolve the partnership. That's voluntary. If they vote to
dissolve, the G. P. has to follow through on that and go into a
dissolution mode.

Q. Does it have to be a 100% vote?

A. No, generally it is on a sliding scale. Say 100% to replace
the G. P., since he drafts this thing and he wants to make it very

difficult to replace him, 75% to dissolve, and 65% to refinance. In
other words a different percentage.
Dissolve may also include merger. We'll rocll wup our

partnership into a Master Limited Partnership or a corporation or
something like that. That would technically be a dissolution.

2. Second kind of dissolution. The General Partner says "I
don't want to play anymore."™ Nobody can be forced to be a G.P.
against his will. So the G.P., generally w/ some Kkinds of
contractual 1limitations like he has to stick with it three vears or
five vyears, or he has to complete construction, but with some
prequalifications with respect to the fact that he must £finish now
that he has started the job, he can go out at any point in time. He
may have several qualifications for that. He may 1. buy out all the
limiteds according to some pre-set appraisal formula, or 2. he can
just say, enough of this, we're going to dissolve it, or 3. he dies.
Now +this may make his investment unmarketable if it is 1is too
vulnerable. In order to make it a marketable L.P. in which other
folks want to invest, they need some stability - they don't want a
surprise dissolution which may hit them at a very vulnerable time
relative to the tax law. They've taken all of the investment tax
credits for the personal property and they've used accelerated
depreciation, and they've Jjust taken a big chunk of tax savings
because they've donated the facade of the building for historical
restoration, and now the G.P. says "hold it." All of a sudden they
have to pay ordinary income tax in year 2 on all of the stuff they've
just taken a deduction in year 1. Obviously that's not a good thing
to do, so obviously they want control of it. Well if it's wide open
on the part of the G. P. to take a (?) powder, obviously that's not a
good thing to do. So typically you try to put some constraint on his
mortality. So typically the G.P. puts 5% in his own name and 95% in
a corporate name, so if he dies, the corporation still lives and can
keeps the partnership going. You'd be surprised how often locally in
the earlier days a G.P. put his interest only in his own name and
then suddenly died, immediately, thoughtlessly and inconsiderately to
his investors. That's a mess.

3. The third kind of dissolution is when 51% of the Limited
Partners die. Otherwise, if only one dies, representing, say 10%
interest, there is an automatic restructuring of the partnership, as



we talked about in estate planning earlier, or 2. the estate gets a
note for the value of the share or 3. the L. P. is assignable to the
estate or heir of the deceased, while it would not be marketable.
Notice that there 1is a difference there. Most L.P.s have a very
limited marketability initially, but an assignment to an heir would
not be a marketable instrument. So it could be turned over to the
estate, even though the estate couldn't sell it to somebody else.

Q. Would the rights go along w/ the assignment.

A. Yes, it would survive as a full L.P. interest, including
voting rights.

The above are the basic kinds of information which have to be in
the public disclosure. You follow that and you now have a Limited
Partnership.

INTERNAL REVENUE SERVICE RULES

The Internal Revenue Service has a couple of requirements of
their own, however, which are not part of the Limited Partnership
act, but which represent significant constraints on it.

1. To be a single tax conduit, and a non-corporation as defined
by the 1IRS, you cannot have more than two of the following four
attributes. (Technically 6 attributes if you include that there have
to be 2 or more investors and they have to be in it for a profit.
Obviously there will be 2 or more investors, the G.P. and the L.P.
They cannot be the same person, although the G.P. can invest up to
10% 1in the limited partner. So you've got to have 2. So the first 2
criteria are kind of a given.)

1. Centralized management

2. Limited liability.

3. Marketability of shares.
4. Immortality or continuity.

Notice that a corporation with marketable shares has all four
attributes. The board of directors elects somebody to run it; he's
called the president - centralized management. The shares are
marketable, there's limited liability since the shareholder can only
lose what he's paid for his share, and presumably can market his
share indefinitely, and the corporation doesn't die even if all of
the shareholders do.

Those are all of the attributes that everybody would 1like to
have, but don't want them so badly that there would be double
taxation. So the trick is, how do I creep up on every one of those
four, without crossing this rather vague line as to when a group of
us become a corporation or an association taxed as a corporation.

Looking at the Limited Partnership, what do we have? Well, the
first thing we have almost by definition, is centralized management.
The general partner is a centralized manager, and the L.P.'s are not
even permitted to manage, or they lose their status as L.P.'s. So we
have centralized management, and there is nothing we can do about
that one.

What can we do something about? Well, one 1is immortality or
continuity. Almost all Limited Partnerships have a clause in then
which 1is a sunset feature which says if we don't dissolve before
then, we will dissolve on April 7, 2007, or whatever, and poof, you
are now not immortal. How far you can push that out is obviously a
big rhubarb with the IRS.




The next one is limited liability. The rule is +that everyone
has to be equally liable. That means that either nobody is liable or
everybody 1is relative to the capital debts of the organization. For
example, if we write a non-recourse mortgage, so the only remedy of
the 1lender is to take back the property, then everybody is equally
non-liable relative to that debt. The general partner is always
liable for the trade credit. But what if he gets a second mortgage
on the property and the G.P. has to sign on the second mortgage as a
condition of getting it, but the L.P.'s don't. At that point we no
longer have equal liability, because all of them are non-recourse on
the first, but the G.P. is full recourse on the second. At that
point the IRS says you drop back to the at-risk rules and the L.P.s
only enjoy tax deductibility for interest and depreciation only to an
amount equal to their actual investment at risk. They are trying to
discourage a situation where everybody says, we're all non-recourse
officer, none of us were driving, we were all in the back seat. But
recognizing that the G.P. would try to avoid that exposure by
creating a corporate shell in which there are no assets 1in the
corporate shell, the next rule is called the safe-harbor rule, and
this is what puts the clinker in the general partnership.

The Safe _Harbor Rule says that the G.P. must have 1liquid cash
resources equal to 15% of the cash raised for the equity side
available to the partnership. So there is real substance to the fact
that the G.P. in essence is liable for something and can stand to

lose something. Otherwise everybody has limited 1liability. The
limiteds haven't signed on the mortgage, it 1is a non-recourse
mortgage. If the general doesn't have anything in the shell
corporation, he can't in fact lose anything. You now now have

limited 1liability for everybody, and that's a corporate attribute.
Again, with that third corporate attribute, you're a corporation, and
if you're a corporation, you get taxed like one.

Finally vyou have to have marketability to be a corporation. So
most partnership units have very circumscribed marketability. Many
of them say "I'm sorry, but you can't sell at all for 5 years or 10
years, or something like that." Others state that in order to sell
your share, you first have to offer it to the general partner, and he
can buy on some scale, so if you offer it in year 1, you get 75% of
what you invested, in year 2, maybe 82.5%, in year 3, 87.5%, etc.
And the general 1isn't obliged to buy it if he doesn't want it.
Assuming he doesn't want it, the next condition says you have to
offer it to all of the other limiteds so they can maintain their
pro-rata position. If they turn it down, then you can go and offer
it to the general public. So it's a real restriction on
marketability. If you don't have that, then it's a corporate
attribute to be able to sell your unit, and you're going to be double
taxed.

So the 1IRS has created a significant number of 1limitations on
what you could do with a limited partnership but you can't if you
want to maintain the single tax conduit element.

SECURITIES REGULATIONS

The securities folks have gone even further to provide
additional 1limitations on  the Limited Partnership. A limited
partnership 1is a security. A security is defined as any fractional
investment in an enterprise run by a third party for the profit of






