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ABSTRACT OF WED., JAN 2, READING F

Title: The Next American Frontier, Robert Reich, Atlantic
monthly

Frepared by Kevin Coffey

Summary: If americas’ industry is to halt its decline in
the world marketplace, it must change its orientation from
high volume production and paper profits to a "flexible
system of production", which emphasizes skilled teams of
employees and concentrates on productivity increases.

I.

II.

III.

IV,

THE END OF AMERICA'S "MANAGEMENT ERA"

~Between 1920 & 1970 american industry was
characterizes by high volume, scientifically managed
tasks which produced standardized goods and generated
vast economies of scale

~Since 1970 America has suffered a decline in its
share of the world marketplace

~this decline has resulted as many of the worlds
developing countries began to specialize in capital
intensive production

~result of above: American industries are becoming
uncompetetaive in the world market

AMERICA MUST SHIFT ITS INDUSTRIAL BASE TOWARDS
PRODUCTS AND PROCESSES THAT REQUIRE SKILLED WORKERS
-skilled labor is the only dimension of production
where america retains an advantage over developing
nations

~traditionally seperate business functions must be
merged into a highly integrated system of skilled
workers that can respond quickly to new
opportunities,a "flexible system of production"”

THE TRANSITION TO SUCH A FLEXIBLE SYSTEM WILL REQUIRE
A BASIC RESRTRUCTURING OF BUSINESS, LABOR % GOVERTMENT
~relationships between the above three entities must
become less ridgidly delineated
~businesses must concentrate on improving productivity
to increase earnings rather than through “paper
entrepreneurialism” ploys designed to increase
earnings without investment

example: companies conglomerate not to bring new
skills to the organization, but rather to
generate huge paper profits through manipulation
of accounting and tax rules
CONCLUSION
—~Paper entrepreneurialism is both the cause and
consequence of America’s faltering economy. It has
retarded the transition that must occur, and made
change more difficult in the future. It is a self
perpetuating quality that, if left unchecked, will
drive the nation into further decline.
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Chapter XIX "Estate Tax--Deductions, Expenses, and Losses”
Federal Estate and Bift Taxation by Briner, Robison, Rossen and 5ogg-1982

Elain
2/25

The article goes through the specefic deductions allowed from the estate
tax of a decendent. These include funeral expenses, adeministration
-expenses, claims against the estate, unpaid mortgages, and casualty and
theft loss. All of these categories are pretty much self explanatory and
the chapter simply goes through each one. Highlights of the chapter are:

Expense Deductions:

Claims against the estate cannot be greater than the value of the
property in the estate, and the deductions must relate to a bona fide
obligation. The only exception is donations to charities. ‘"Expenses must
be actually and necessarily incurred". Alot of litigation is over the
exact meaning of this phrase.

Funeral expense: only deductable if expended, money is there,
iocal law agrees. Just what you would expect.

fidministration expense: actually and necessarily incurred. tLaw
allows for expenses not yet paid as long as an estimate can be made.

Claims against the Estate: must represent payments for legally
enforcable obligations which exist at the time of death., Must have had
adequate consideration.

Unpaid mortgage: For this to be deductable the total value of
the property undiminished by the mortgage must be part of the estate.

Taxes: No deduction for income received after death or property
tax accrued. To be deducted they must qualify under another deduction.

Losses: Allowed for losses in settlement, disaster or theft.
Estate cannot have been compensated by insurance and generally will have
to be from an event sudden in nature.
Deduction from Estate pr income tax: administration expenses and losses

medical expenses paid within ! year
Must file a statement and sign a waiver stating you are deducting

from income rather than estate. This is an irrevocable decision.



VI,

Estate Tax Credits:
A. GState death tax credit allowed for any US or District of Coluambia
citizen though it is not allowed if it was an expense deduction, paid
with respect to another descendants estate. Only amount paid can be
credited

Adjusted taxable estate= bGross estate - deductions - $60,000 and if
this is less than $40,000 no credit can be taken. An outdated tax
table (1974) is on pg. 347 There is a time limitation of 4 years and
proof of payment is required to get the credit.
B. BGift tax was established to prevent avoidance of the estatetax by
making intervivos transfers and to avoid double taxation. It is
allowed for gifts made form the estate--not made in the life of the
doner. 1If interected the computation for the cift tax credit is on
pg.369
L. Foreign Death tax the estate of a nonresident alien is not
entitled to the credit and relief of double taxation must come form
the foreign country. There are a few countries where treaties
exist. Check with a lawyer
D. Credit for prior transfer when estate taxes were paid for another
person’‘s death. This credit is allowed if the property was
transferred and the person died within 2 years after or 10 years
before and a federal death tax was paid. For formula and table see
pg. 373.
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Chapter XX Estate Tax--Charitable Deductions and Credits
Federal Estate and Bift Taxation by Briner, Robison, Reossen and Sogg-1982

This article is not actually on the syllabus, and has little
relevance to this class. fis the other ones, it goes through the specefic
items that are deductable or credits from ones estate tax. A deduction is
allowed on bequests for public, religious, charitable, scientific,
literacy, and other educational purposes. The amount may not exceed the
value of the estate and must be made to a qualified charitable
organization for a qualified purpose. The organization must have a tax
exempt status.

I. Transfer requirements: Must be during lifetime or by will
A transfer will not qualify i the property escheats to the stae, property
which passes as a contractual arrangement {a priest has taken a vow of
poverty so all wordly goods go to the church), or it passes through the
act of a noncharitable person.
I1. GSpecial Rules: No deduction if the bequest is contingent. If it
rests on the occurrence of an event the chance of the charity not
receiving the money must be remote possibilty ¢ 57%.
IIT. Split interest and remainder interest: A split interest occurs hwen
a person leaves an interest in the same property to two people. Usually
leave the life estate or income interst to one individual and a remainder
interest to the other. 1If one is a charitable organization the following
rules apply.
If it is an income interest it must be either a guaranteed
annuity interest or unitrust interest that is defined as teh
right to receive a fixed kpercentage of the annual fair market
value of the property.
If the bequest is a remainder interest and someone other than
the charity has an intervening interest (a life estate) the
deduction will be allowed if the remainder interest is in the
form of a remainder annuity trust, a pooled income fund, or a
nontrust remainder interest in a personal residence or farm.
IV, Income Interest: Occurs when someone else is entitled to the
remainder interest. The interest income must be in the form of a
guarenteed annuity interest or a unitrust interest. Deductions are allowed
if the guaranteed annuity is a stated sums or a fixed percentage
of the fairmarket value and cannot fluctuate. If it is a
unitrust the interst must be paid once a year and the FMV will
include all assets apd liabilities that fund the trust. If the
interest is not in a trust the amount will be deductable only if
paid by an insurance organization or a company of similar nature
making periodic payments.
V. Charitable Lead Trusts: Donated property in which the charitable
organization will receive and annually fixed dollar amount, guaranteed
annuity or a fixed percentage of FMV (unitrust). When the charitable lead
expires the property often reverts to noncharitable beneficiaries.
The lead interest is valued at &% which could be advantageous if the
return on investment exceeds 4%. (Example on page 339)
This technique is used primarily by wealthy ind.
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Taxes Due on Sale Chapter 10
Tax Planning for Real Estate Investors

Kau and Sirmans (1982)

The article details the various tax impacts of investment properties or
for purchases {for use in business or trade. Most Real Estate is
considered as a use for business or trade. The law state that any sale is
a taxable transaction and one must recognize the gain or loss. The author
goes through three areas--deprecaition recapture, capital gains and losses
and minimum taxes--of «which he feels the most important is cap gains.

I. Ordinary income taxes on depreciation recapture (only with 178%):
residential: wuse only excess depreciation (total amount that would
have been taken with straight-line) is subject to recapture
non-residential: if accumulated depreciation was used then all
accumulated accelerated depreciation used must be recaptured and is
subject to ordinary income tax.

Adjusted Basis:=(0Original Cost)+{cap. improvement)-(cumul. depreciation)
{(Gain/loss)=(amount realized)-(adjusted basis)
(Capital Bain/Loss)={gain/loss)-{excess deprciation from S/L)
Aidjusted Basis for a partnership with special allocations is determined
by:

(Equity)+(assessment)+(share taxable income)-{(share loss)-{(share BTCF)

I1. Long term capital gains: property held more than one year and is
taxed at the cap gain rate. Noncorporate taxpayer uses a 40% rate for cap
gain and a net loss is deducted in full from other tarable income with the
following restrictions: limit of $3000, short term is deducted ¢ for $,
while long term only 50% is deductable.

Short term capital gain are taxed as ordinary income.

If there is both gains and losses they must be netted by long term and
short term.

fi corporation follows different rules. Capital losses are not deducted
and the full ampunt of cap gains is used though usually at a lower rate.
They can also carry cap losses back far three years and forward for five.
The configuration of the taxes are complicated and I would suggest a CFA.
Also see pg. 133,

Section 1231 property gain or loss: Most of the real estate falls in this
category as it must be held for over one year and the investment must be
for trade or business. These properties are not capital assets.
Residential income properties, for example.

To figure the gain/loss aggregate the gains and losses. If net gain
it is taxable as a capital gain and if it is a net lopss it is fully
deductable. The excess depreciation is taxed as ordinary incone.



I7]. Minimum Taxation on sale:

For corporate investor this is taxed as a regular preference
Corporate: Net LT cap Bains (.846-.28) =LT subject to minimunm
) .48 tax
The corproation can exclude this or $10,000 (the lesser)

The non corporate investor uses it as an alternative tax preference
and would apply it only when greater than the regular income and tax
preferences. Example:

$50,000 income and $30,000 long term capital gain
$50000
plus $£20000 which is (.4 ¥ LT cap gain)
£70000
Using tax table this would be $22,605 tax liability. Otherwise one could:
$70000
plus 30000 the exclusion (50000-20000)
10606000
Using the tax table this would be a $12,000 tax liability and the indiv.
is required to pay the higher of the two. That is, $22,605.

Finally the author discusses depreciation methods and recommends that for
non-residential maximum benfit will result with straightline, while for
residential the hot tip is accelerated depreciation.

Chapter 11 "After Tax Cash Flow From Sale"®
Kau and Sirmans (1982)
Tax Planning for Real Estate Investors

This was in the reading packet and not assigned. It follows directly
from the previous ‘chapter and gives examples of the principles brought out
in Chapter 10. That is, forecasting the after tax cash flow incorporating
depreciation recapture, capital gains, and minimum tax. There are three
examples--an individual, a partnership, and a syndication. If you are
confused about the tax impacts on a sale of real estate you may want to
gance at the cash flows as they are all in table form within the article.
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How to Evaluate (or Structure)an RE Investment
By Davidoff and Anderson UOctober °'B84

This article is written from the accountants point of view and explores
the many considerations, tax and nontax, involved with evaluating or
structuring & real estate. The article considers the obvious in terms of
reviewing the people involved with the project and the economics of the
project,; and then it gets into detail on the tax considerations, which is
probably why the article was assigned so I will concentrate on this.

I. Tax Consideratian

A. Overall Tax Approach: Are the tax assumptions valid and
reasonable? 1Is the tax structure realistic? Answering these guestions
first will throw out many of the potential syndications currently on the
market,

B. Tax write-off: In many cases the size of the write-off is
stressed more than the viability which should be an immediate clue. The
authors stress that solvency must be there without the funds of the
investor and then the write-off can be determined. The average
tax-sheltered invst. will have between a 1.25:1 (for a very economic deal
dependant on cash flow and appreciation) to 2.25:1 (A more tax
concentrated return.)

C. Depreciation (ARCS): A major consideration in the structure of
the deal as it is a noncash-flow deduction., Deductions are determined by:

f. The tax basis in property: ({(debt liability) + (cost)

2. Allocation of basis between:Land (18 years)

Real property (18 years)

Fersonal property E;S)
Fersonal property will serve the interests of the client best but the
allocation can be tricky with the majority in real praperty.

D. Cost Recovery Methods:

1. Real property: 1B years using 173% declining-balance. low
income housing appears to be the only one left at 15 years and 200%

2. Personal property: 5 years using 150% decining depreciation.

3. Caution for tax-exempt entities as straight-line must be
used and a period up to 40 years.

4. Don't forget about the recapture rules in which a} all
deduction recaptured to the amount of gain for personal property, invst.
held for less than a year, and non residential real property if
accelerated depreciation was used will be taxed as ordinary income. b)
Excess depreciation up to the gain for residential real property using
accl’'t depreciation and held for over one year will also be taxed as
ordinary income.

Aidvantages of Straight-line:

t. Avoid recap. on non-residential RE specially if looking for a

profit on resale. Use accl’t if in high tax in entering the invstmt

and low on resale or if planning to pass on a stepped up basis on
death.

2. Minimize exposure to the alternative minimu tax{(AMT): The Amt is

a creature and is determined as follows:




plus

minus
minus
minus

Alternative minimum taxable incomel{amtil=
Gross income
Tax preferences .
alternative tax NOI loss deductions
4lternative item deductions
amounts distributed by a trust{section 667}

AMTI
The AMT = ,20(AMTI)
The tax due is the greater of the AMT or ones income tax.

Tax preference itams include:

1. Excess depreciation if partnership had used straigt-linel(SL)
2, Lleased personal property excess if had used SL over B yrs,
3. Net capital gain deductions on long term capital gain.

Interest deductions: Major reason for many invstmts.

Limitations: Can’'t deduct éigpaid interest and if points are

involved they must be spread over the term of the loan.

Can deduct accrued interest only if accrued interest
and the loan balance equal fair market value

Most Re invstmits do not qualify for invstmt interest
though if the client owns and leases the property these two
conditions may put him/her under the invstmt int. rules:
Section 162 deductions don't exceed 15% or the client is
guaranteed a specified return or guaranteed against loss.

Generally interest paid to other parties is allowed
though the IRS can come in and reallocate 1f 2 or more trades
are owned by the same interests so you have to be careful.

For imputed interest and exceptin to the 10%4
installment cap 1 on land which does not exceed a payment of
$500,000 in which it is a 7% cap. Rules to be follaowed as of
1785 are the original gjscount rules (DID) which you should see
your tax lawyer about.

Construction Interest is no longer completely
deductable during the construction phase but must be amortized
over a ten year period. UOnly exception is subsidized housing.

Btill in uncertain water is the wrap-around interest
though it is under question. The limited partners should be
sure to reserve the right to approve any sale as this may become
a very sticky issue.

Investment Tax Credits: One can have 10% on a variety of things

but none of them are relevant to RE, in general, except property used for
nonlodging commercial ud open to the public (a restaurant), rehab for
certified historic structures and other commercial buildings.

Syndication and Nonoperating Costs: Tax treatment varies.
current services are currently deductable

organizational work is amortized over 60 months

acquisition of the RE must be added toc the basis, recover thru
ACRS deductions.

Expenditures for issuance and marketing is non deductable until
termination of the partnership.

ficquisition of Financing is amortized over the term of the lsan.

2



F. Partnership Consideration: Must be aware of the following:
1. Recognition of the venture as a partnership should get an
opinion by a counsel that the IRS will see it as a partnership
2. Must make sure that any special allocations have substantial
economic benefit. Make sure that the capital accounts zero
out. Better also make sure the regulations in Section 704 (h)
are followed.
F. Property Disposition: Compute the gain on sale nad than allocate
the gain in accordance with the agreement.
Gain allocable to land is capital gain
Gain on tangible personal property is recaptured as ordinary
income to the extent of original cost.
Gain allocable to real property is one or the other depending on
dep. method and type of property.

As of 19B4 all depreciation must be recapped in the year of sale
regardless of the amount of income recognized by the installment sales
rule. As far as actual allocatiu{n, there are no hard and fast rules, but
they should be set in the agreement and should be structured with the
people involved, the economics of the deal, and the tax positions all in
mind at the onset.

3
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Inflation and the Real Estate Investor
The Appraisal Journal
By Paul Wendt (1977}

The article examines the impacts of inflation on existing improvements vs.
new developments and at the effects of inflation on the different types of
investors as well as different types of properties. It reviews trends
from 1966-1976 so it is slightly ocutdated.

1. Existing Properties

In most cases this is a good hedge as there is no guestion on
refinancing or increasing costs. However, must make sure leases are
structured to allow for inflation. As far as expenses, it depends on the
rate of inc. in relation to NOI.
II1. New Froperties

Dangerous during times of inflation as the increases in construction
costs and finance costs could kill the project. Also, cap rates usually
fall during times of inflation causing values to decrease.
I1I. Unimproved land

Very adverse short run effects due to the effect of increased
construction costs and financing cost causing land values to decrease
sharply. Exceptions to this general princple include Agriculture and
forest land as the products of this type of landuse will increase tausing
an increase in income.

The adverse effect on unimproved land and new properties also
indirectly effects the existing properties as it strengthens the market,
thus demand.

1V. Effect on different types of properties

A. Shopping centers are good hedges as they usually have clauses in
the long term leases. Furthermore, products sold are increasing in price
and rents are often tied to gross sales increasing income from the
center, 0On the otherhand, residential income properties are often poor
hedges, especially if they are subject to rent control (New York City)

B. Author refers to the homebuyer as a super hedge if inflation
pccurs after the home has been bought with a mortgage. In this case the
homebuyer is getting money at a cheaper rate than the lenders cost of
funds. This is what has put the financial instit. into such a mess at
this current time.

C. the multifamily residential investment will also be-s good hedge
if it is located in a large metro with construction costs: of the '60s.
The increase in construction costs and financting has deferred construction
of new units, resulting in inc. demand for existing complexes, decreasing
vacantcy and increasing value. -
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The Coming Entrepreneurial Revolution: A survey
Norman Macrae of the Economist 12/76

As most of the earlier articles this one is a bit off the wall. The
author feels that the methods of operations will shift in the next decades
and suggests ten ways this might occur from the businessmens point of
view, rather then government.

I. Ten potential changes:

A. Big business is out

B. State capitalism is also on its way out

C. The decision blocking power of bureaucracy will disappear

D. Top down management is not as successful due to better educated
workers and a move from automation to brain power in the service and hi
tech industries.

E. The incentives to keeping workers happy will become more
personalized.

F. The enterpreuneur will become more and more important as custom
design will become more important but still have to be done at a mass
production price.

G. Suggests that the successful corporations should attempt to
dissolve into confederations of entrepreuneurs to successfully compete wth
all of the new technologies.

B. It appears that ownership is no longer equated with control and
may in fact result in powerlessness. Due mostly to the many levels of
management in the larger corporations.

1. The author predicts that the management of large corporation and
small ones will rotate back and forth between centralized and
decentralized. He feels this will keep the organizations on their toes.

The rest of the article expounds on these ten points. The purpose of the
article is to ellicit response and is basically just food for thought. As
It was written in 1976 I don't think it is super important. The major
points stressed beyond the ten predictions are that entrepreuneurs and
thier unique way of thinking and creating innovative ideas is what the
business world is moving back to but it will occcur slowly over time in
three steps:

1. The working class will move away from being a socialist and
more towards the right-wing (this is written by a Brit) which is already
happening--

2. Big business, however will not be the winner as the
bureaucracy is becoming to difficult to deal with and no one likes red
tape.

3. Finally, first the private sector will have to reorganize to
an entrepreuneur mode before the large government bureacracy will go.

Chief's suggestion that the copy center would be much more productive if
it were under private ownership seems to parallel the general gist ot this
article and will probably be the only thing he might test on.
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How to structure Real Estate investment management
By: Stephen Roulac (1981)
2/4 €L (B350}
Elaine Worzala

The focus of this article is to examine the economies of real estate
management process to provide gquidelines for designing compencation

~arrangements. It analyzes the three steps of property level investment:

acquisitiong portfeolio manaﬁ@ement and property disposition, and
recommends various ways of compensation strongly recommending the modern

1. Types of compensation

A. The custodial method: +fixed annual fee, calculated as a
percentage of invested capital--i.e, a salary such as is paid in a bank or
insurangce company.

The front end investment fee: as in the title it involves
substantial compensation for the investment manager, as a broker. He
would be paid with minimal cash during the management or property
disposition, unless superior work is done. Typical for public real estate
securities.

€. The modern investment management structure: What the author
recommends which consists of treating the goals as both an investment and
management problem, compensating for all three levels of participation.
It is an attempt to match compensation with the needs of real estate
investment; that is, fairly high front end costs, average maintenance
ctosts and high amounts of dollars at sale, unlike the needs of torporate
investment which requires no maintenance and different people do the
buying and selling.

Qvarall a pretty simplistic article without too much relevance unless you
are in charge of compensating your portfolio managers and if that is the
tase, ] alsp suggest the third way.
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Institutional Strategies for RE Equity Investment
By: John McMahan
no date

The article is written by the president of a real estate investment
advisory firm that actively seeks investment portfolios for pension
funds. The article explores the nature of RE as an investment, the
gifferent invstmt vehicles, strategies for developing a portfolio, and
finally how to set up a real estate invstmt program for ones portfoli.

I. Nature of Real Estate as compared to securities
1. The decision to invest is difficult due to the lack of reliable
information, the lack of sophisticated investors that have been well
trained (unlike the UW grads), lack of measurement,.
2. The transaction is both difficult and time consuming with the
good potential of invelving high legal fees. It is also less
regulated so the caveat emptor may be important to the unwary
investor.
3. Investment performance: Historical trends, though not extremely
accurate, have shown that RE has at least comparable returns with
equities and during times of inflation has superior performance, due
to the hedging. There ic some indication that it is alot less
Volatile than equity due primarily to the type of invstmt--i.e. most
institutions will invest in commercial properties in which rent, the
income stream, is an obligation to the business and will always be
paid. Finally, ligquidity is the weak point of RE.
II. Investment Vehicles
1. Common Stock in an RE firm: very similar to investing in the
stock market. Major drawback is that these firms are highly
cyclical in which the performance of the stock is influenced by
the business cycle, monetary policy, cost of raw materials and
other externalities
2. REIT: Generally these provide diversification and liquidity.
subject to economic swings. Major problem is their poor past
{(1st Wisconsin)
3. Syndications: less liquid and diversified.
Major problem is they are aimed at small investors for tax
writeoff,
They also typically require a heavy front-end loading/riskier.
4. Open-End Funds: Percieved to offer ligquidity and diversification
//// and the cash flow and appreciation benefits of RE.
\ National in scope (diversification) and often come with some
\\ type of redemption agreement (ligquidity).
Major criticism: the value is determined by an appraisal and we
// know from BS54 (oops some of us didn't take that class!) that
y appraisals often differ due to:
/ a. the variations in qualifications of the appraiser,
. b. local and regional market conditions
c. different techniques used to value the property.
3. Closed End Funds: smaller with a specified maximum
not as diversified and the liquidity prablem is greater
. Separately Managed Funds: wuse an internal staff or and advisor
advantage is the potentail for custom design to meet objectives



have control over the make-up of the portfeliic and its quality -
The disadvantage is the time it takes to build and manage
I111. Strategic Considerations

A. Resource Allocation--suggests 10-30% of the total portfolio

B. Risk Diversification
1. Geographic: 1loss as a result of naturl disaster, a major
deterioratio in the local economy, or an adverse regulatory
environment.
2. Product Diversification
3. Lease Diversification in terms of credit and ternm
4., Size of the portfolie: if ¢ 80 million should invest only
in pooled funds. If > $80 M may want to goto separate
management for greater control and better long term perforsance.
Should have at least six properties ($24 M) for diversification
5. Leverage: the core of the property should be unleveraged
and operating properties and in some cases in the development
phase. Once a core has been established, diversification into
predevelopment stage and leveraged properties in growing areas
may be desirable to increase returns.

IV, Implementing a Real Estate Investment Program:

A. Recommends using an outside advisor unless you have the ability
to higher within.

B. A different selectin process is needed than is used for
securities. To look at prospective managers make sure you do an extensive
analysis on the group of people that may be working with the fund, the
other things they may be investing in {(conflict of interest), and the
properties they are already involved with.

C. Once selected, work together on a plan of investament and a budget
for the first year. Determine the amount of discretion, beforhand theat
the investor will have.

B. Establish guaterly reporting procedures and annual meetings to
keep track of what the portfelio is doing.

E. Recommends a weighted average based on the performance of
open-ended funds as a standard measure until the industry comes up with a
measur eof performance,

Ovaerall the article was pretty useful, looking at investment from the
institutions standpoint. As pension funds are growing in popularity, the
informatin, though fairly simplistic, is relevant.
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THE TAX BEFORM ACT OF 1984: I+s Impact on Real Estate Transactigns
by
Kenneth Leventhal & Co.
A though these readings get very technicals the outline will: hopefullys
grasp the general ideas.

Bales & Exchanges

1. Delayed iike—-kind exchanges can guality for |ike—kind exchange
treatment even it the identity of the second property was not known at
the time of transfer of the tirst property. However; the second
property must transter within 180 days or by the taxpayer’s tax return
due dates whichever is earlier.

2. General Partnership Interests do not gqualify as exchanges.

Lapital Gains and Losses
1. Depreciation Recapture on Installment Sales: the seller will
immediately recognize all recapture income (ACRS - S5/L). The
recapture income is first added to the property basiss thens
instal lment sale percentages are calculated. Recapture is at ordinary
income tax rate.
2. Change in Long-Term Holding Perind: betfore=1 year; now=6 months.

Depreciation and Investment Tax Credit
1, Extemsion of ACRS Life to 18 years. AS under prior laws, 175%
declining-balance and switching to S/L may be used. Also can
depreciate over 18 35 or 45 years.
Low-income hausing can still be depreciated over a 15-year period,
200% dbs switching to straisht—line.
Property held for sale in the ordinary course of business (such as
dealers selling condns) is not depreciable.
In calculating cost recovery deduction:; assume midmonth acquisition or
disposition.
Carryaver transactions include: sale—leasebacks:; acquisitions from
Yrelated person” and tax—free acquisitions from corporate or p/ship
contributions or distributions. Ex: If x buys property from y for
$1,900,000 and y’s s/ depreciable basis is down to $1 million, x can
continue depreciating that $1 wmillion down at s/! (carry it over) and
depreciate the $900,000 at 18 year ACRS.
&, Demplition costs must be added to cost basis of the land. 1 don’t
think it’s deductible.
7. Rehab expenditures on low—-income rental housing can be amprtized s/
over &0 months.
B8.% ITC qualifications: a)at least S0% of externa! walls and; b) at least
75% ot internal structural framework have to be retained in place.
9. Can deduct up to $25,000 for removing handicapped barriers.
Otherwise; capitalized.

SN



DEPRECIATION AND ITC ON PERSONAI. PROPERTY

The following applies to cars and other transports computer equipments
property used for entertainments; and any other designated by IRS in regs.
Generally, taxpayer can depreciate and use ITC on property used for
business, Buts if alsp used for personal purposess; limitations are
imposed:

1.

2.

To quality for ITC and ACRS) personal property must be used for
business more than SO0% ot the times not including investment use
Employee cannot deduct or credit unless he/she can show significant
reason for purchasing or leasing property. Empioyer’s statement is
not suftficient. Commuting to and from work remains “personal” even it
taxpayer dictates memos or makes business telephone calls.

I{ #1 does not applys use extended perind schedule. Percentage of the
annual depreciation to be taken is the sum ot percentage used for
business and percentage used for investment activities.

Above applies to persons leasing +rom a leasing business but does not
apply to the leasing business,

Must keep proper records; if nots subject to penalties.

LEASING ACTIVITIES
Act denies ITC to taxable entity leasing to governments and other tax—
exempt oOrganizations.
It leasing personal property tn tax—exempt orsanizations; normal cost

recovery is not allgwed— owner limite? ;0 s/.! depreciation (for
exceptibns to restrictions; read article

I+ real property is —— 1)tax—exempt bond financed; 2)fixed price
purchase option; 3)lease termdZ20 years: or 4)use pccurs atter a sales
iease or other transfer of the property by exempt lessee —and >35% of
property is leased to a tax—exempt organizations then benefits are
restricted. Owner has to depreciate s/| aover 40 years or 125% of
lease terms whichever is greater. As long as some of the interests in
partnership is ieased or owned by tax—exempt organization:; limitations
apply and p/ship’s property will be considered tax—exempt use.
Exception: when all allocations in p/ship are propartional.
Tax—exempt includes private organizations: ies> pension fundss
educational and charitable imstitutions...However; considered
nontax—exempt usage if use of property subject to the unrelated
business income tax.
lLessor can pass ITC to lessee it lessor is Yat-risk”. Lessor need not
be at risk i¥: 1)lessor mfrd property; Z2) property has ascertainable
fmvi or 3)IRS determines exception is appropriate. Lessee’s use of
ITC allowed it following test met: [PV of noncantingent lease
payments using statutory IR on tax detficiencies / value of property]
must be at least [2x 1ITC percentage + 10%] or [&60% for 3 year
ACRS]. Reason for limitation: I|essee makes lease payments but does
not acquire basis in assets. '



Chapter 29--National Ececnomic Conditions and Trends fz%;(]

Written by: Noreen Beiro
1/23 D —

Elaine Worzala (23B-3278)

Overview: The article looks at the economic conditions and trends for
the 198B0s. GShe reviews the cverall economy including an analysis of the
recaovery from the recession, as well as, the changes in the supply and
cast cof funds to finance investment and cost of construction. Finaly, a
reference to the shift toward service and hi-tech industry 1is examined.
The article does nat really bring up any truely enlightening points.
Pretty basic.

1. Overview of the Past Econcay

A. The recession of 'B2
i. Residential fixed +financing is decreasing but late °'B2
increases.

2. Real business investment down as well as the wutilization
rate.

3. .18
COSRABEF—EoRbidEnce.
. 4, Only real bright spot is the decr. in inflation. This is
important to tRkrecovery that began in the end of ‘82 as it boosted the
purchasing power and real gains of the GNP,
B. Recovery from the Recession: by '83 well underway
{. Increase in housing starts and consumer spending
2. Inc., in fixed asset business investments
L. Forecast for the rest of 'B3

1. inflation should be medest from 4-5i%

2, speculative view of the interest rate. Predicts that they
should begin to edge up{which they did) in June. Blames this on the
heavy demand for cansumer, and business credit, as well as the large debt
service for the deficit so gov't also demands credit.

I1. Changes ip the supply and Cost of funds: primarily due to the higher
int. rate.

A. Decr. in mortgage funds since 19B0
B. Decr. in personal savings rate.
ITI. Shift of employment to Service and High Tech
A. Recent transformation results in incr. development oppurtunity
1. Inc. white collar workers=inc. in demand for office
2. Change in the character of development with greater
space/worker
3. Article does not forecast inc. demand as a peak was reached
in 1970 with over production. suggests a change in use.
4. Points ocut the move to hi tech is labor rather than capital
intensive resulting in a completely different use of space.
3. Finally, the author projects the Midwest as a growth area
due to the favorable climate( to hi tech with a well educated labor force
and the proximity of the university system.

= and
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Peter Jobson

Inflation and the
Real Estate Investor
Authoriw- Paul Wendt, Jan 30th

I. Real Estate is commonly regarded as a superhedge against
inflation.

but

IT. "The effects of inflation on real estate investment and
investors are more complex and varied than commonly is

presumed." TInflation is both good and bad for real estate.
Positive effects on property income are offset by its negative
influences on real estate financing. Impact of inflation also
differs according to different property types, existing properties
vs. new development etc.

ITTI. Effects of Inflation on Existing Properties:

Rental income and operating .exp. both increase. Because
operating expenses are only a fraction of gross income, the
same % increase in both will result in a greater NOI for

the investor. This generally good. But there might be a short
term problem if rent increases lag hikes in op. expenses.,

IV. Effects of Inflation on New Properties: Different from
effects on existing properties. Developer often faced with
simultaneously rising intrest expense on his construction loan
and also rising construction costs.

Also, rising intrest rates cause investor target rates of return
to increase as well as cap rates. Capitalized value of project
will be lower,

This thinKing is highly relevant since often a development
project has a time line of 3 years or more.

V. Effects of Inflation on Unimproved Land: Unimproved land
values are subject To adverse short run and positive long run
influences during inflationary periods. Short term: Increases
in construction costs and intrest rates are reflected quickly
in lower residual returns to land.

General:
VI,Further consideration of the impact of inflation on individual
properties and investors leads to ahe conclusion that its effect
varies among new and old properties, and among different propertu
types. Shopping centers and other commercial, or industrial,
properties with escalation clauses in their leases often provide
excellent inflation hedges. TLong term leased fee properties with
no escalation clauses would be affected adversely. Investors in
residential properties subject to rent controls are the most
adversely affected by inflation, as their taxes, maintenance,
and other operating costs rise while rent increases usually lag
behind. These observations emphasize the diverse impact of
inflation on different investor and property types."




VII. The Role of Expectations: The significant role of
expectations in money and capital markets emphasizes the
importance of timing in real estate investment decisions. If,

for example, present house prices and intrest rates already
reflect inflationary expectations by lenders and investors, any
failure in their realization could result in capital losses rather
than gains. It would seem to follow that successful investor
experience in real estate, as in the stock market, would require
anticipation of future inflation by the investor before it is
fully discounted in the marketplace,

VIII. Rest of article goes through and discusses studies of
investment returns on various types of real estate - SFH,
multifamily apts., shopping centers - by various people. They
all conclude that real estate is a good inflation hedge.



Peter Jobson

The Future of the Real Bstate
Industry: New Directions and New Roles.

Jan 23rd. dufkov M Mabo

I. Article Was written in 1977.

IT.

ITI.

Iv.
A,

Article's thesis is that the 1973-75 recession when the
industry was way overbuilt was a turning point. The
author thinks that a new real estate industry will emerge
that will be different from the one of the last 20 years.
Article explores the nature of the restructuring.

The author begins with some long term trends he sees
occuring.

1. Demand for r.,e. will vary considerablg in the future.
Housing demand will be strong. Retail, office ,
industrial will be weaker than in the past 30 years.

2. Geographic demand patterns will be diverse.

2. Cost of land will escalate as a result of increasing
govt. regulation.

4, Costs of labor and materials will not rise as fast
as in the past because of improved production

systems and lessening influence of construction
trade unions.

5. Continued shift in real estate capital from debt to
equity because financial institutions will try to hedge
against inflation.

Characteristics of Tommorrow's R.E. industry.

+Real Estate will not be a growth industry: Real Estate

grew tremendously from WWII to present because of
economic boom and war. Very little building took place
during the depression or war. Then exploding economy.

Outlook for future is one of dlow growth. Aggregate

demand for land use other than housing is not increasing as
rapidly as in the past. Principal source of demand for
non-housing structures is from shifts of population from
one region to another,

Real Estate will be more highly regulated: The socialization
of America's real estate Indusiry 1s moving full steam ahead.
Increasingly stringent land use controls at the local

level., Traditional property rights are being replaced by
"development rights" that are defined and allocated by

govt. policy. Under such a policy only those who are able

to secure rationed govi. approvals are allowed to proceed
with projects. OSBC and state regulation of syndication.
Consumer protection, environmental protection regs, rent
control etc.




Ce

The ownership of real estate is reconcentrating: The

ownership of real estate in the United States has historically
moved in long-term cycles between "stronger" (institutionsal

and wealthy investors) to "weaker" (small investor) hands.

These cycles are correlated with business cycles and the invest-
ment policies of major financial institutions. i.e. when times
get tough institutions foreclose on alot of properties. The
author sees this occuring.

D.

The real estate industry will be less profitable: Inev itable

result of lower demand patterns, greater govt. regulation,
and ggeater concentration of ownership (in the hands of institu-
tions).

V.

1.

A,

Future Roles in the Real Estate Industry.

Fundamental changes in the roles played by major participants.
Some roles will disappear and others will emerge to meet
new needs,

Financial Institutions: will dominate the real estate industry
of the future. As they become owners rather than lien holders
they will influence the type of development, where it occurs,
and when it takes place.

Points: Longer development periods require greater
financial resources,

Institutions can more readily assure govt. of quality.

Institutions are already heavily regulated and can
adapt more easily to govt. regulation.

Developers: Role will probably go through great change

in the coming decade. "The real estase developer of the
future will have much less flexibility to operate. Govt.
will dictate alot of the type and form of development,
financial institutions will own alot of new development, and
the developer will increasingly become an implementer of

the desires of others.

Landowners: Land speculation has traditionally been one of
the major profit centers in real estate. Govt. regulation
and lengthy development process have taken profits out of
land speculation. Speculators will, in the future, deal
with less land and concentrate on areas where there is a
strong chance of getting govt. approvals such as infill
development.

Other Playvers: Author makes a few projections as to future
of architectural services (less needed simce there will be
fewer new developments) , brokers and mortgage bankers
(fewer needed since institutions will develop directly),
and property management (more important since costs are
rising).

New Roles in the Real Estate Industry:

Investor-developer: Guy who options land, prepares a: plan,

secures the necessary govt. approvals, then sells it for
development purposes.
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Peter Jobson

) How State Death Taxes
Affect Overall Estate Planning
Feb, 27th C

I. This article is missing every other page. I don't
know if Graaskamp Jjust wants us to read certain parts or
what, I'l11l summarize what seems to be relevant, since I'm
not sure exactly what he wants us to look at.

IT. '"Chapter provides material necessary for a preliminary
survey of state death tax liability!

ITI. A number of factors will affect how much and what is taxed.
These things are 1) How close a relative the inheritor is

~#+ the closest relatives such as kids and spouse are taxed the
least. 2) The location of the property makes a difference -- a
deceased person's house can actually be taxed by more than one
state. If that person owns a second home in, say Hinnesaota, but
is a resident of Wisconsim, both states can tax the property.

The article reccommends seeing tax counsel to plan for minimization
of taxss.

IV. The next page of the article deals with different kinds

of property taxed.

Real property: State is not supposed to tax property located
outside its boundaries, Liable for tax in the state in which
decedent's property is situated. Seems to contradict the above.

Tangible Personal Property: Taxable only in the state in which
it has a taxable "situs",

Intangible Personal Property: Such as stocks, bonds, mortgage
notes. Can be taxed by several states: If the decedent has
residences in more than one state, Or if residency unclear.

General Comment: This was a strange article. Maybe Graaskamp
only wanted us to look at a couple of brief points. Alot
of the article wasn't included in the reading packet for
Some reason. Either Bob's Copy shop blew it , Graaskamp blew

it, or it was purposely ommitted. Watch him ask about it on
the midterm.



Peter Jobson

Chapter 9: Text
Selecting the Ownership Entity

I. The ownership vehicles that can be used to acquire and own
real estate can be classified as follows:

A, Non corporate forms of ownership -- individual, joint tenancy
tenancy in common, general partnership, 1ltd. partnership, family
partnership, and Jjoint venture.

B. Corporations and Trusts -- Regular(subchapter ¢ ) corporation,
Subchapter S corporation, REIT, pension trust, and other types of
trusts.

C. Syndication -- Although syndication is not a legal form of
entity , it is commonly classified as a form of ownership as
well as a method of financing and marketing real estate investments.

Purpose of the chapter is to examine the various types of entities
available and develop a general framewprk for evaluating the al-
ternatives,

II. Ownership Decision Model: Authors have created a flowchart
kind of decision model. First stage is to set investment
objectives within context of risk and return. Then, here's
where we come in, the investor develops selection criteria to
help select the ownership entity; there are 15 of these in the
model. Third, ownership alternatives are defined. Finally,
ownership alternatives are ranked and one selected.

Sound like alot of academic bullshit? Well, you've got to
remember that these guys make a buck by writing these text books.
I'd say that this is about a six beer rating, which means that
each guy had to have slammed a six pack before they came up with
this model.

A, Step 2: Ownership selection criteria: 15 of these. Basically
entails picking out what characteristics of the possible
ownership entities are most important to you.

1. Tax Considerations: Critical. Basic choice is between a
form of ownership that offers the advantage of a single tax on
income and a corporate form of ownership, which is double taxed.
In addition to double taxation, other tax aspects to consider are:

ta. Ability to pass through tax losses.

1b. Max income tax deductions. Some forms better suited to a

more aggressive tax shelter structure -- can take liberal tax
deductions without being questioned. e.g. A corporation can

deduct medical and dental expenses for corporate officers without
problem, but a partnership cannot do the same for partners.

1c. Favorable Cap. Gains Treatment: Basier to achieve with some
forms than others.

1d. Flexibility in allocating gains and losses: choose to allocate
different items of taxable income and losses so it is consistent
with individual needs for tax shelter, capital gain, and cash flow.
Special allocations possible with some entity forms but not with
others,




le. Estate Tax Treatment: What forms are liquid, which are not.

Of course, tax treatment and planning is not the only factor
affecting the choice of ownership form. Below are the other
14 selection criteria listed in the book.

2. Limited Liability: self explanatory

3. Marketability and Transferability of Intrest: With: some forms
of ownership, transfering and interest in R.E. or the R.E. itself
if timely disposition with a minimup of legal hassle and expense
is desired.

4, Flexibility and Allowed Real Estate Activitiesi REITs and
Pension fund trusts for example are very limited in what they can
do. In contrast, individual owners have almost complete flexibility

5. Management Control and Expertise: The number of people required
to run an enterprise, the type of management and expertise

needed, and the degree of control exercised by the investor all

vary for different forms of ownership. e.g. Reit may require a
substantial number ofexperienced people to operate, and the investor
has no control. Professionally managed. Gen Partnership may consist
of a few people having a high degree of control over property.

6. Continuity: Some ventures organized with a itd. holding
period in mind and would cease ao exist if certain key people died.
Other ventures can span the lifetimes of many projects and investors

7. Degree of Privacy: Use of certain types of trust devices and par-
tnership agreements can easily accommodate such objectives. Names
appear in public records, partnership agreements, deeds etc.

8. Favorable Public Image: Corporations inspire public confidence.
REITs and ltd. partnerships sometimes looked upon as sleagy.

9. Govt. Controls and Reporting Requirements: REITS, 1td.
partnerships and corporations are regulated to some degree.
Individual ownership orz joint tenancy not regulated. Reporting
requirements also vary.

10, Capital Outlay Requirements: Some forms of ownership are
significantly more costly to organize than others.

11. Diversification: Can be achieved by one entity (REIT or Corp.)
or may be prohibited by ownership agreement -- such as joint
venture limited to one property.

12. Regular Return: Some forms more conducive to regular
distribution of return than others. REIT. Corp. form might
choose to accumulate earnings and reinvest.

13, Estate Building: If not concerned with regular income,
an investor might prefer corporate form or family trust.

14, Retirement Fund: Build equity during younger years so
that property is owned free and clear at retirement. Individual
ownership might be best, orKeough if self employed.

15. Other:



III. The Authors suggest assigning relative weighss to the
selection criteria to determine the one best suited.

IV. Article next discusses seven noncorporate forms of
ownership. They have in common that they are all single tax
conduits and generally all lack continuity of life.

A, Individual Ownership:

Advantages: ind. tax rate may be lower than corp. tax rate, pass
through on tax losses, complete control, might be easier to liquidat
than partial interest, most confidential form available.

Disadvantages: unlimited liability, reccommended mostly for
small scale operations.

B, Joint Tenancy: JT exists when several people own the entire
real estate. Each investor has the same ownership interest in a
single parcel of R.E. Bach owns an individual interest in the
entire property, and the survivor takes the entire property.
Treated differently in different states. Liable for all expenses
incurred on a property.

C. Tenancy in Common: Two or more peopte, each has undivided
interest, no right of survivorship. But interests in property
can be unequal. Interest is freely transferrable. Buyer
becomes a new tenant in common.

Tenant in common entitled to sue for partition if there is
disagreement. If no settlement, property will be sold and
proceeds divided.

Property may not be sold, leased, or mortgaged without consent
of all the investors. Only viable for small investment groups.

D. General Partnership: Similar to a TC except for ftwo major
characteristics: 1) A paritnership should have a partnership
agreement. TC often presumed to exist.in absence of such agreement.
Z%rPartnership must file a fed. tax return. TC doesn't, Paragraph
about this on page 220 (TC not filing tax return) that is worth
reading.

Advantages: Flexibility is primary advantage: structuring agree-
ment, delegating responsibility, voting rights, preferential
returns etc., But must define clearly.

Tax advantages: direct conduit, can pass through losses, gains.

Disadvantages: 3 main disadvantages: 1) unlimited liability
2) 1imited transferability of interest 3) lack of continuity.
In practice these may or may not be disadvantages. ‘Can be
avoided by careful structuring.

But the risk is that:a tax reclassification may take place. Usually
more a problem with ltd. partnerships but also can be with Gen,

BE. Pamily Partnerships: Can be established to lower overall

tax burden., Divide the gains from property among low or no income
members of the family. Parent makes a gift to kids, pays any
applicable gift taxex, and shifts gains from property to kids'

lower tax bracket. Kids become partners, IRS scrutinizes these arr
arrangements very closely to make sure its not just a tax scam.




Subchapter S: All advantages of a regular corp. But not
practicable for real estate. Requirement that no more than
20% of income can be derived from passive sources. This xrRRXU
includes rents. Might be used for hotel/motel (classified

as active sources), R.E. brokerage and development, sub-
dividing land.

Other disadvantages: limitation on # of sharepslders and

type of stock (only 1 type allowed) limits transferability.
Also, tax losses can only be deducted to the extent of the
‘shareholdersyx basis in shares.

Reit: Set up by Congress to : allow small scale énvestore
to participate in large scale real eatate. And to help
finance large projects. There are mortgage reéits, equity reit
and hybrid reits. Managed by trustees.

Reits somesimes referred to asm the mutual fund of real estate
Organized to earn immédiate income and distruwbute that income
to investors. Shares easily transferrable, single tax
conduit, 1ltd. liability for investors, continuity. Reit has
many advantages but to retain them it must meet stringent
standards of IRS on page 235. (list)

Disadvantages of Reits:

1. Strict rules and regs. i.e. govt. red tape.

2. Probability of losing Reit status: If it doesh't comply w
with strict rules and regs.

3. Limited tax shelters: Reit can shelter cash flow and
distribute tax free cash, Dbut it can't pass through tax losse
s to xryexkxmm investors.

4, Limited kax growth potential: must pass 90% of income
through. Not a good estate builder.

5. Tough to use for & single property because of substantial
costs to organize and long time period involved.

Reit best suited to large institutional type of investéng.
Alot of red tape involved. Fiduciary status etc. Not for
entrepreneur who has to move fast.

Other types of trusts:

1. Revocable/Irrevocahle trusts: different characteristics
as to taxability, privacy, flexebility, estate taxation etc.
Basic distinction is that grantor can revoke a revocable
trust but not an irrevocable truet.

2. Clifford trust: established for 10 yrs. mX or the lide
of the beneficiary, whichever is less. Afterward the proper-
ty interests revert to the grantor.

3. Offshore trust: Tax haven strategies. Set up in con-

k& tries with favorable tax treaties with U.S. Income
subject to very low rate and capital gains exempt. To
qualify the foreign investor can't be "actively engaged in
#ar a U.S. trade or business"a® and can't be in U.S. for more
than 183 days of year. I thing they shut kk this down in
1984 though. Repealed the effect of the old international
tax treaties.




Peter Jobson

’ How State Death Taxes
Affect Overall Zstate Planning
Feb, 27th C

I. This article is missing every other ‘page. I don't
know if Graaskamp just wants us to read certain parts or
what. I'll summarize what seems to be relevant, since I'm
not sure exactly what he wants us to look at,

I1I. Y“Chapter provides material necessary for a preliminary
survey of state death tax liability?

III. A number of factors will affect how much and what is taxed.
These things are 1) How close a relative the inheritor is

~- the closest relatives such as kids and spouse are taxed the
least. 2) The location of the property makes a difference -- a
deceased person's house can actually be taxed by more than one
state, If that person owns a second home in, say ¥Ninneaota, but
iz a resident of Wisconsim, both states can tax the property.

The article reccommends seeing tax counsel to plan for minimization
of taxss.

IV. The next page of the article deals with different kinds

of property taxed.

Real property: State is not supposed to tax property located
outside its boundaries. Liable for tax in the state in which
decedent's property is situated. Seems to contradict the above,

Tangible Personal Property: Taxable only in the state in which
it has a taxable "situs",

Intangible Personal Property: Such as stocks, bonds, mortgage
notes. Can be taxed by several states: If the decedent has
residences in more than one state. Or if residency unclear.

General Comment: This was a strange article., Maybe Graaskamp
only wanted us to look at a couple of brief points. Alot
of the article wasn't included in the reading packet for
some reason. BEither Bob's Copy shop blew it , Graaskamp blew

it, or it was purposely ommitted. Watch him ask about it on
the midterm.



Peter Jobson

Chapter 9: Text
Selecting the Ownership Zntity

I. The ownership vehicles that can be used to acquire and own
real estate can be classified as follows:

A, ©Non corporate forms of ownership -- individual, joint tenancy
tenancy in common, general partnership, ltd. partnership, family
partnership, and Jjoint wventure.

B. Corporations and Trusts -- Regular(subchapter ¢ ) corporation,
Subchapter S corporation, REIT, pension trust, and other types of
trusts,

C. Syndication -- Although syndication is not a legal form of
entity , it is commonly classified as a form of ownership as
wvell as a method of financing and marketing real estate investments.

Purpose of the chapter is to examine the various types of entities
available and develop a general framewprk for evaluating the al-
ternatives.

IT. Ownership Decision Model: Authors have created a flowchart
kind of decision model. First stage is to set investment
objectives within context of risk and return. Then, here's
where we come in, the investor develops selection criteria to
help select the ownership entity; there are 15 of these in the
model, Third, ownership alternatives are defined. Finally,
ownership alternatives are ranked and one selected.

Sound like alot of academic bullshit? Well, you've got to
remember that these guys make a buck by writing these text books.
I'd say that this is about a six beer rating, which means that
each guy had to have slammed a six pack before they came up with
this model.

A, Step 2: Ownership selection criteria: 15 of these. Basically
entails picking out what characteristics of the possible
ownership entities are most important to you.

1. Tax Considerations: Critical. Basic choice is between a
form of ownership that offers the advantage of a single tax on
income and a corporate form of ownership, which is double taxed.
In addition to double taxation, other tax aspects to consider are:

ta., Ability to pass through tax losses.

1b. Max income tax deductions. Some forms better suited to a

more aggressive ftax shelter structure -- can take liberal tax
deductions without being questioned. e.g. A corporation can
deduct medical and dental expenses for corporate officers without
problem, but a partnership cannot do the same for partners.

1c. Favorable Cap., Gains Treatment: Easier to achieve with some
forms than others.

1d. Flexibility in allocating gains and losses: choose to allocate
different items of taxable income and losses so it is consistent
with individuwal needs for tax shelter, capital gain, and cash flow.
Special allocations possible with some entity forms but not with
others.




le. Estate Tax Treatment: WwWhat forms are liquid, which are not.

0f course, tax treatment and planning is not the only factor
affecting the choice of ownership form. Below are the other
14 selection criteria listed in the book,

2. Limited Liability: self explanatory

3. Marketability and Transferability of Intrest: With. some forms
of ownership, transfering and interest in R.E. or the R.E, itself
if timely disposition with a minimup of legal hassle and expense
is desired.

4. TFlexibility and Allowed Real Estate Activitiesi REITs and
Pension fund trusts for example are very limited in what they can
do. In contrast, individual owners have almost complete flexibility

5. Management Control and Expertise: The number of people required
to run an enterprise, the type of management and expertise

needed, and the degree of control exercised by the investor all

vary for different forms of ownership. e.g. Reit may require a
substantial number ofexperienced people to operate, and the investor
has no control. Professionally managed. Gen Partnership may consist
of a few people having a high degree of control over property.

6. Continuity: Some ventures organized with a 1td. holding
period in mind and would cease ao exist if certain key people died.
Other ventures can span the lifetimes of many projects and investors

7. Degree of Privacy: Use of certain types of {trust devices and par-
tnership agreements can easily accommodate such objectives. Names
appear in public records, partnership agreements, deeds etc.

8. Favorable Public Image: Corporations inspire public confidence,
REITs and ltd. partnerships sometimes looked upon as sleazy.

9. Govt. Controls and Reporting Requirements: BITS, 1td.
partnerships and corporations are regulated to some degree.
Individual ownership oxrz joint tenancy not regulated. Reporting
requirements also vary.

10, Capital Outlay Requirements: Some forms of ownership are
significantly more costly to organize than others.

11, Diversification: Can be achieved by one entity (REIT or Corp.)
or may be prohibited by ownership agreement -- such as Joint
venture limited to one property.

12, Regular Return: Some forms more conducive to regular
distribution of return than others. REIT. Corp. form might
choose to accumulate earnings and reinvest.

13, =Zstate Building: If not concerned with regular income,
an investor might prefer corporate form or family trust.

14. Retirement Fund: Build equity during younger years so
that property is owned free and clear at retirement. Individual
ownership might be best, orKeough if self employed.

15. Other:



III. The Authors suggest assigning relative weigh$s to the
selection criteria to determine the one best suited.

IV. Article next discusses seven noncorporate forms of
ownership, They have in common that they are all single tax
conduits and generally all lack continuity of 1life.

A, Individual Ownership:

Advantages: ind. tax rate may be lower than corp. tax rate, pass
through on tax losses, complete control, might be easier to liquidat
than partial interest, most confidential form available.

Disadvantages: unlimited liability, reccommended mostly for
" small scale operations.

B. Joint Tenancv: JT exists when several people own the entire
real estate., bach investor has the same ownership interest in a
single parcel of R,E. Bach owns an individual interest in the
entire property, and the survivor takes the entire property.
Treated differently in different states. Liable for all expenses
incurred on a property.

C. Tenancy in Common: Two or more peopie, each has undivided
interest, no right of survivorship. But interests in property
can be unequal. Interest is freely transferrable. Buyer
becomes a new tenant in common.

Tenant in common entitled to sue for partition if there is
disagreement. If no settlement, property will be sold and
proceeds divided.

Property may not be sold, leased, or mortgaged without consent
of all the investors. Only viable for small investment groups.

D. General Partnership: Similar to a TC except for two major
characteristics: 1) A partnership should have a partnership
agreement. TC often presumed to exist in absence of such agreement.
23 Partnership must file a fed. tax return. TC doesn't. Paragraph
about this on page 220 (TC not filing tax return) that is worth
reading.

Advantages: Flexibility is primary advantage: structuring agree-
ment, delegating responsibility, voting rights, preferential
returns etc., But must define clearly.

Tax advantages: direct conduit, can pass through losses, gains.

Disadvantages: 3 main disadvantages: 1) unlimited liability
2) limited Transferability of interest 3) lack of continuity.
In practice these may or may not be disadvantages., ' Can be
avoided by careful structuring.

But the risk is that..a tax reclassification may take place. Usually
more a problem with 1td. partnerships but also can be with Gen,

Y, family Partnerships: Can be established to lower overall

tax burden., Divide the gains from property among low or no income
members of the family. Parent makes a gift to kids, pays any
applicable gift taxem, and shifts gains from property to kids'

lowver tax bracket, Kids become partners. IRS scrutinizes these arr
arrangements very closely to make sure its not just a tax scam.




Chapter 27, Real Estate Investment (text) 2/26 - A
Kevin Dittmar 256-4592

Chapter 27 - The Real Estate Investment Outlook

This entire chapter is of dubious value b/c it was written just as
Reagan was elected.

I. Inflation: If the budget is brought under control, inflation will
decline to 7-10%; if not, inflation will continue to the 10-13%
range. (See what I mean?)

ITI. The overall forecast: Prospects are good: developers are more
experienced, better capitalized and more pragmatic. Financing will
be more complicated at securities markets and pension funds will
be more active.

III. Market outlook for different types of real estate:

A. Generally: Population moves from North to South will not be
lmportant as need to move from suburbs back to cities. U.S.
needs to encourage shift from blue collar work service and
white collar employment. See graph for regional pop. changes.
Social and economic changes as real estate will be:
shorter work-week and more home-related leisure
female employment will increase along w/shite collar jobs
cities will be safer
factory layout and size will be more efficient and
service sector will increase greatly.

B WN K
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B. Industrialbuilding and parks: National and international faci-
lities wi1ll continue to benefit SouthWest expecially for white
collar jobs. '

C. Housing: Condo demand will be up due to demand by first-
buyers and empty nesters. High financing costs and rent control
will cause big shortages of rental housing. Home ownership
still preferred choice, but highker costs will force greater
percentage of income to housing and more purchases of town-
houses and patio homes.

D. Office Buildings: Office space demand will increase due to more
white collar and service jobs. Northern city rental costs being
double that of southern cities will more shifts to the South
of corporate headquarters. There will be more user ownership
and construction of larger and multi-use complexes.

E. Shopping Centers: National center developers will move down-
ward to second and third strata metro. areas. Energy costs and
building restrictions will cause more renovation of older, well-
located centers.

F. Hotels and motels: Remains rsk . Hotels that cater to
traveling public as well as dowrtown luxury hotels will decline.
Hotels on CBDs that cater to convention and business trade
have growth potential.




IV. What financing will be available

A. Equity financing: Equity flnan01ng will be readily available,
especlally fmm syndications, pension funds, REITs, and mortgage
pools, but this based on assumptlon of hlgh inflation. These
entities will make it easier for passive investment.

B. Debt Capital: Assumption of high inflation will lead to re-
stricted permanent capital, conservative leverage strategies
and creative financinge.

4 edfrie

C. Changes in(f1nanc1al institutions: Will be blurring of dis-
tinctions, “odaxr institutions as ma jor retailers (Sears) and
manufacturers (GE) get into real estate lending.

D. Secondary markets: Secondary mortgage markets will be one of
the most sustantial sources of housing money.

V. Costs of urban containment: According to the author, the conversion
of prlme agricultural land into middle class subdivision is like
wrapping fish with the Dead Sea Scrolls. Author sees an increasing
pressure for control in real estate developers. Even though more
development restrictions will reduce the supply of income proper-
ties, higher mortgage constants and operatlng costs will slow the
growth of real estat values unless rents rise substantially.

VI. Author concludes with comments about future real estate decision-
making through academic modeling techniques. Real estate markets are
as yet too qualitative to make such models predictive.



How to Structure Real Estate Investment Management 2/5 - ¢
by Steven Roulac Kevin Dittmar

Focus of article is to gain insights into the economics of real
estate investment management.

The fund level investment management life cycle is comprised of stra-
tegy formulation (establishing investment policy), implementation
(selecting managers and initiating the property investment life cycle),
and monitoring (reviewing performance and modifying strategy). The
property level investment management life cycle is comprised of origina-
tion (investment acquisition), operations (portfolio management) and
completion (investment disposition). Focus here is on investment manage-
ment at the property level.

Acquisition: This aspect is critical to the overall investment manage-~
ment process, but a survey 100 portfolio managers revealed that evalua-
tion of an investment prospect is inadequate and unauditied. Survey

found that 100 person days are spent on property acquisition, even

though the managers had little confidence in the information available
about real estate investments as compared to securities. Conclusion here .
that a lot more is spent to acquire real estate than comparably priced
securities.

Management and Compensation: There are 3 types of compensation ar-
rangements for institutional real estate managers:

1) Custodial management system is based on annual fixed fee,
calculated as a percentage of invested capital and is used
by financial institutions.

2) Front end intensive fee system more lucrative and pays like
brokerage for acquisition, like property management for opera-
tions, and on cost basis for property disposition. This is
typical among publicly sponsored real estate securities
programs.

3) Modern investment management system provides sufficient
compensation to cover the costs of acquisition analysis
plus a substantial incentive for wuperior performance.
Author says this system entails a closer merging of goals
between investor and manager.

Author explains that compensation arrangements provide either substan-
tial compensation during acquisition (like brokerage) - before perfor-
mance has been achieved, or inadequate compensation to permit suf-
ficient analysis. This will discourage front end research and encourage
the acquisition of a large risk-minimizing portfolio which does not
exploit the ¢4/»s that might be available through better acquisition
techniques.

New Way of Compensation: According to the author, wat he has shown is
that the compensation during the three stages of real esate investment
EExxxEX does not match the cost of thos stages, leading to disteortions




and less than optimal performance (e.g. the undercompensation for ac-
quisition im the comingled fund encourages kxgkk higher asset base
where the compensationis). Thus the author encourages a somewhat un-
specified 'goal congruent' investment management structure which covers
the relative costs of each phase, plus appropriate incentives where
most needed (e.g. acquisitions).
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Institutional Strategies for Real Estate Equity Investment,
John McMahan
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investi
Overview: Pension funds are £imatdy more of their portfolio
Iin%o real estate. Inflation is the major impetus. They want to
diversify in order to spread investment risk, with the assumption
that RE equities will not erode portfolio values, and spurred by the
fact that inflationary pressures will continue into the foreseeable
future. RE investmnt vehicles are explored in this reading,
discussions on developing a portfolio, and the factors involved.

--There are many different forms of investment participation.
Vehicles include ownership, stock in RE firms, REITs, inv. trusts,
and pension fund open and/or closed-end funds.

--RE has demonstrated comparable,and,in the case of higher inflation,
superior performance to bonds and equity securities. Volatility
is lower, systematic risk varies inversely with securities, and
also acts as an inflation hedge. RE, however, is illiquid.

--Advantagesof common stock of RE firms sre liquidity,immediate
diversification, and a daily quoted value. Disadvantages are that

©....n these are highly cyclical industries, and the securities market
doesn't recognize the underlying RE assets.

--REITs also offer immediate diversification and liquidity.

However, they have a questionable reputation because of the excesse
of the '72-"75 recession.

--Syndications offer some aspects of liquidity, but less so than stoc
From a pension fund viewpoint, they have been targeted toward
smaller, tax-oriented investors and seem riskier.

--0Open -end funds allow investors to purchase units in a trust
which owns real estate, and have been specifically designed for
pension funds. Again, these offer diversity and liquidity.

Mgrs. of these funds don't have to "get the money out.® The
going in and going out prices are based upon appraised values.

--Closed-end funds are smaller and more regionally focused,generally.
Participants are required to wait until fund is dissolved to
realize returns. This is the most illiquid of the types, but
returns could be guite high.

--Separate mged accts are custom-designed portfolios to reach
specific objectives of the pension fund. Could be higher quality,
but mgmt time is intense.

--A reasonable range of percentage of portfolia in RE is 10 to 30%,
with initial inv. at the—*fower end of the scale.

--Diversification in geography should consider natural diaster,
deterioration in the economy, or an adverse regulatory environment.

--Diversification in product should consider diversity in type of

E T, d 2 good mix of tenants_with staggerred, terms,
-—%iz%si% po%%foli% reaches a critical mass ofgélver81 1ca%10nwhen

it reaches six properties.
--Farger funds should consider separately mged accts,-whereas smaller

funds should consider pooled 1nvesting unless they expect assets

to reach $80M in the near future. .
--Most pension fund mgrs invest on a free—and—clear(unlevergged) basi
—-Most institutional investments are made when the property 1s operat
--Disposition of property should consider timing of selling high.
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Chapter 13, REAL ESTATE INVESTMENT-PYHRR & COOPER: TAX PLANNING AND FINANCIAL
ANALYSIS

by RALPH CRAM

OVERVIEW This chapter waterskis over the topic of tax planning that is
covered in our other book, Tax Planning for Real Estate Investors, so I will
only summarize the major issues of the chapter. 1 suggest that you look
over chief’'s 550 lecture notes on tax strategy for the exam. I estimate that
it will take me three beers to outline this article. Lets see how well I can
do at estimating my capacity.

(Beer no# 1)

The most important issues in tax planning is NOT to invest in real
estate just for tax shelter and to structure the tax aspect of the deal
before the property is build or bought. Tax benefits turn a good economic
investment into a superior financial vehicle if planned correctly. Never,
ever spend a hard dollar to get only 50 cents of tax shelter. (0#f soapbox.)

Taxes is the game of hide the pickle from Uncle Sam far as long as you
can. Since most of you have done a 1040 form or will be doing one shortly, I
will skip the definitions of income, and other elementary terms fram 550,

Capital Gains are realized on the sale of property or assets not held
for primary sale. There is four type of capital gains: short-term gains or
losses and long-term gains or losses. Only long term capital gains receive
preferential tax treatment. The definition of a long term asset or qualifying
sale of property is:

1. a capital asset or Sectien 1231 property

2. owned for a period greater than 12 months

3. not owned by an investor who is a dealer of
real estate unless under special conditions

4. Straight line depreciation is used.

If one is a dealer of real estate, one must aggressively position oneself as
a passive investor in long-term hold position to protect the investment’'s
capital gains status frem an IRS reclassification as income. On this note,
it has been said that the best investment you can make after earning $35,000
a year is a good tax accountant.

Under the 1981 tax act, all depreciation using the ACRM method and only
the excessive depreciation, if the property is low income housing, is
recaptured at ordinary income . Capital gains tax is subject to only 40% of
the total difference between tax basis and net selling proceeds of the
property.

I will skip over elementary terams such as useful life and component
depreciation. If you would like to read ancient history on pre-1981
depreciation methods, be my guest. I will mention though, that a section 179
depreciation deduction or bonus deduction in the first year of $10,000 is
available under that 1981 tax act if it has not been repealed in 1984,

MINIMUM TAXES: The add-on minimum tax and the alternative minimum tax an
capital gains is to prevent the use of tax preference and laong-term capital
gains to reduce tax liability te near zero. Each year the investor adds
together all tax preference items except capital gains and subtract 10,000
or one half the reqgular income tax due and multiply it by .15 to estimate
your add-on minimum tax. Alternative minimum, tax on capital gains occurs only




when it exceeds the taxpayers regular tax liability and add-on minimum tax
together and if that happens, you can afford to have your accountant figure
it out.

(Beer no% 2 just opened)

CREDITS: Investment tax credit of 10% and rehabilitation credit of 20%
on historic buildings, as of 1984, are direct dollar for dollar reduction of
tax liability. Investment tax credits , if still around next year, are
applied mostly to certain components in a building that congress believes
should receive such credits because their districts have industries in those
sectors. Credits can be carried back and forward, and can reduce the first
$25,000 and 90% of tax liability above that amount.

INTEREST LIMITATIONS: Investment interest limitations are only on
properties held just for investment and affects mostly net leased property,
guaranteed returns in partnerships, and undeveloped land in the real estate
area; refer to your tax professional or the other book for currenat
information.

TAX PLANNING ALTERNATIVES AND ISSUES:

TIMING OF INCOME is very important in tax planning as one can use the
nature of the enterprise’s cash flows to reduce the tax liability of the firam
or delay the tax outflow for a few more months to earn interest on it.

CASH ACCOUNTING has been severely restricted by the 1984 tax act; refer
to Tax Planning For Real Estate Investors for further details.

OPERATING DEDUCTIONS should be expensed when every possible unless the
IRS says to capitalized it. By keep the property in top repair through
regular maintenance, income can be converted into capital gains recaptured
upan sale,.

DEBATABLE DEDUCTIONS are lease-purchase contracts, which the IRS
consider to have partial principle payment within it, security deposits,
which are comingled with reqular bank accounts, and price in excess of market
value, which the amount above market value is disallowed for tax purposes.
(Beer no# 2 just finished)

IRS AUDIT: If one receives a deficiency judgement one can pay it with
interest, Appeal to Appellate Conference or Tax Court, sue the IRS in Federal
District Court or Court of Claims, Ultimately one can take it to the U.S.
Suprese Court. Remember that fighting the IRS is expensive and if you lose,
you must pay the back taxes, interest plus court costs! Sometimes being
right is not worth it.

TAX SHELTER STRATEBY

(Beer No#¥ 3 opened)

The game plan is to create cash flow and the highest possible taxable
income losses, not real economic losses, to offset income from other areas.
The stages of tax shelter are:

Excess tax shelter: losses shelter other income sources

Complete tax shelter: shelters property’'s income only

Partial tax shelter : shelters part of property income.

No tax shelter: self explanatory

Negative tax shelter: more tax liability than income from property.
TAX SHELTER PITFALLS

--Depreciation write-offs create future taxable gains.

--Some tax Depreciation is real economic depreciation.

--Greater leverage creates financial risks.

-~Tax law reforms often reduce shelter benefits.

TAX SHELTER CHECKLIST




Acquisition period objective is to create the maximum amount of tax
deductions and credit in the first year.
Operation period variables are:
Depreciation deductions
Interest deduction and leverage
Operating expenses and revenue
Investment tax credits
Margin tax rate of investor.
Termination period variables are:
Price and terms of sale
Installment sales treatment
Income averaging

Tax free exchange
Allocation of sales price between coamponents

Gift or Trust

This has been a summary of a survey chapter, most of the these topics
will be covered in more detail in Tax Planning for Real Estate Investors.
Beer no# 3 just finished, which proves my theory that ability to estimate
capacity is an important real estate skill.



THE NEW MARITAL DEDUCTION QUALIFIED TERMINABLE INTEREST TRUST (QTIP):
PLANNING AND DRAFTING CONSIDERATIONS

AUTHOR: MALCOM A. MOORE
PREPARED BY: JOE GOMEZ

DATE ASSIGNED: FEBRUARY 26, 1986 (B)

SYNOPSIS: THIS ARTICLE OUTLINES THE STEPS ONE SHOULD CONSIDER WHEN
PREPARING A QTIP TRUST. RECALL THAT QTIP TRUSTS WERE BROUGHT ON BY THE
ECONOMIC RECOVERY TAX ACT OF 1981 (ERTA). THE SIGNIFICANCE OF THE QTIP
TRUST IS THAT THE SURVIVING SPOUSE DOES NOT HAVE TO BE GIVEN CONTROL OVER
ULTIMATE DISPQGSITION OF THE PROPERTY PUT IN TRUST IN ORDER TO OBTAIN THE
BENEFEFIT OF CLAIMING THE DECEDENT AS AN UNLIMITED MARITAL DEDUCTION.

(I) REQUIREMENTS FOR TERMINABLE INTEREST PROPERTY:

1) PROPERTY MUST PASS FROM DECEDDENT(DONOR) SPOUSE TO DONEE SPOUSE.

2) SURVIVING SPOUSE MUST BE ENTITLED TO ALL INCOME FROM THE
TRANSFERRED PROPERTY AT LEAST ANNUALLY.

3) NO ONE CAN HAVE THE POWER TO APPOINT ANY PART OF THE PROPERTY
DURING THE SPOUSES LIFE TO ANY ONE BUT THE SPOUSE.

4) ELECTION MUST BE MADE BY DECEASED DONORS EXECUTOR ON THE FED TAX
RETURN, CLAIMING THE DEDUCTION IN WHOLE OR PART.

(II) INCOME PAYMENT REQUIREMENT:

THE QTIP PROPERTY NEED NOT BE INCOME PRODUCING, BUT THE SURVIVING
SPOUSE MUST BE GIVEN THE RIGHT TO MAKE IT INCOME PRODUCING IF HE/SHE SO
CHOOSES. FOR EXAMPLE IF A PERSONAL RESIDENCE IS HELD AS QTIP PROPERTY THE
SURIVING SPOUSE CAN ELECT TO SELL THE RESIDENCE AND INVEST THE PROCEEDS IN
INCOME PRODUCING PROPERTY TO BE HELD IN THE QTIP TRUST. IT IS ALSO
IMPORTANT TO REMEMBER THAT, UPON THE DEATH OF THE SURVIVING SPOUSE, ALL
ACCRUED BUT UNPAID INCOME GENERATED BY THE TRUST SHOULD BE DIRECTED TO THE
ESTATE. IN THE EVENT THAT IT IS NOT, THE MARITAL DEDUCTION WILL BE LOST.

(IIT) PROHIBITION AGAINST POWER OF APPOINTMENT:

ONLY THE SPOUSE MAY BE A TRUST BENEFICIARY DURING THE SPOUSES LIFE.
ALSO, THE SPOUSE CAN ONLY WITHDRAW UP TO 5% OF THE TRUSTS PROPERTY FROM THE
TRUST, AND NO DIRECT GIFTS, FROM TRUST PROPERTY, CAN BE MADE TO THE CHILDREN

(IV) ELECTION FOR QUALIFICATION:
QUALIFICATION OF A QTIP FOR THE MARITAL DEDUCTION IS CONDITIONED UPON
AN ELECTION BY THE EXECUTOR OF THE DONOR'S ESTATE.

(V) QUALIFICATION OF A "PORTION" OF PROPERTY:

AN EXECUTOR MAY ELECT TO MAKE ONLY PART OF THE PROPERTY IN THE TRUST
ELIGIBLE FOR THE MARITAL DEDUCTION. ANY PROPERTY HELD IN TRUST BEYOND THE
EXEMPTION EQUIVALENT IS NOT PART OF MARITAL DEDUCTION TREATMENT.

{(VI) DISCLAIMER AS AN ALTERNATIVE ELECTION:

AN ALTERNATIVE TO GRANTING THE EXECUTOR THE RIGHT TO MAKE AN ELECTION
AS TO WHAT PORTION OF THE PROPERTY WILL RECEIVE THE MARITAL DEDUCTION IS TO
GIVE THE SURVIVING SPOUSE THE RIGHT TO DISCLAIM A CERTAIN PORTION OF THE



TRUST PROPERTY. THE PORTION THAT IS DISCLAIMED IS PLACED INTO A SEPARATE
TRUST THAT IS NOT USED TO CLAIM TH MARITAL DEDUCTION. THE SEPARATE TRUST
CAN BE AN IDENTICLE QTIP TRUST OR A TRUST WITH DIFFERENT PROVISIONS AND
BENEFITS.

(VII) RIGHT OF RECOVERY:
THE SURVIVING SPOUSE'S ESTATE HAS THE RIGHT TO RECOVER ALL FED DEATH

TAX ATTRIBUTABLE TO THE QTIP TRUST PROPERTY.

(VIII) GIFT OF QTIP PROPERTY BY SPOUSE:

IF THE SPOUSE TRANSFERS ANY PART OF THE INCOME GENERATED BY THE QTIP
PROPERTY TO ANOTHER PERSON, THE RECIPIENT HAS THE RIGHT TO RECOVER ALL GIFT
TAXES INCURRED FROM RECEIPT OF THE QTIP PROPERTY.

(IX) QTIP WITH CHARITABLE REMAINDER:

IF A SURVIVING OR DONEE SPOUSE RECEIVES QUALIFIED TERMINABLE [INTEREST
PROPERTY WITH THE REMAINDER PASSING TO CHARITY, THEN A MARITAL DEDUCTION
WILL BE GRANTED FOR THE ENTIRE VALUE OF THE TRANSFER, AND UPON THE
SURVIVING SPOUSES DEATH, OR DISPOSITIONOF THE INCOME INTEREST, THE
REMAINDER SHOULD QUALIFY FOR A CHARITABLE OR GIFT TAX DEDUCTION.

(X) TRANSITIONAL RULE:

IF A PRE-ERTA TRUST OR WILL CONTAINS THE WORDS “MAXIMUM MARITAL
DEDUCTION" TO DESCRIBE THE MARITAL DEDUCTION SHARE, AND ALSO CONTAINS A
"BY-PASS" TRUST FOR THE BENEFIT OF THE SURVIVING SPOUSE, WHICH HAPPENS TO
QUALIFY AS A QTIP TRUST, THE EXECUTOR SHOULD BE ABLE TO ELECT TO HAVE THE
"BY-PASS" TRUST QUALIFY AS A QTIP TRUST.
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TAX PLANNING FOR REAL ESTATE INVESTORS

CHAPTER 7: ALTERNATIVE FINANCING METHODS AND TAXES

The information in the article is dated and more applicable
to the last couple of years when interest rates were high.

LEVERAGE - In the past there were two basic advantages in
applying leverage to an investment:

1- To improve the return on equity. As long as the rate
of return on the entire project was greater than the
A/T cost of borrowing on the mortgage.

2- B/T cash flow will increase at a greater rate over
the holding perieod. This can happen when the debt
service payment is fixed and the NOI increases over
time.

Recent problems caused by the high cost of money:

1- Interest rates on mortgages are higher than the
return on the entire project therefore, equity
investors decrease their return by increasing the
amount of debt.

2- Lending institutions disfavor fixed rate mortgages.
Therefore they are using such methods as rollover,
variable rate, participation mortgages and Joint
ventures to protect themselves from the cruelness of
inflation.

How to analyze creative financing methods.

1- The mechanics of the technique. How does it work? What is
the expected yleld both before and after tax. (from the borrower-
what is the cost of borrowing)

2-The tax implications. What are the tax rules related to
this financing method? What are the implications for both the
lender and the borrower? Are there tax implications in the event
of a default? What tax problems does this method create?

3- The 1legal aspects of the method.What legal problemsdoes
the method create? How 1s the legal instrument different from the
traditional? What are the typical clauses in such an instrument?

4- the decision-making implications. When would such a
financing method be used? Under what investment situations would
it be more advantageous than other financing methods?

The chapter then explained what a wrap-around mortgage was and if
the rate on your 1lst mortgage is higher than your 2nd/wrap that
your 1lst shouldn't be retained- pretty obvious. The chapter then
explained the adjustable rate mortgage and how to determine a
mortgage constant.

Participation Mortgage
In residential/ single family homes this is more commonly
known as shared-appreciation mortgages. The lender would receive



the debt service plus a percentage of the Increase 1In the
property's value. In income property it can be figured by several

methods. Examples are % of gross income, NOI, or the before-tax
cash £low or a percentage of the Ilncome £from s=sale. For tax
purposes, the payment made under such an agreement would be
treated as interest paid by the borrower/investor.

Construction Loan

Generally not made unless a "take out" agreement has been
made and through a "buy/sell" agreement the construction lender
is taken out by the permanent lender. Risks for the construction
lender include outcomes due to cost overruns and poor
construction management. To limit this the loan is generally done
on draws.

Tax Aspects of Construction Loan

Interest paid on construction loans, as well as property
taxes paid during construction are not deductible in the year
paid. They are amortized over the following periods:

Residential Property Non~Residential

year paid time period year paid time period
1981 7 years 13981 9 years
1982 8 1982 > 10

1983 9

1984 > 10
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INFLATION AND THE REAL ESTATE INVESTOR, THE APPRASIAL JOURNAL JULY'77
PREPARED BY: JEFF RASMUSSEN

AUTHOR: PAUL WENDT

IT IS IMPORTANT TO NOTE THAT.THIS ARTICLE FOCUSES ON TRENDS DURING
THE DECADE FROM 1967 TO 1976.

1) The owner of existing properties with permanent financing and
depreciation tax shelter is 1n an excellent position to profit from a
general inflation.

2 For new real estate development, the effects may be 1n the
reverse. High and rising canstruction and interest costs may

interact with low occupancy rates & rents to produce negative cash
flows, and the related risks of foreclosure.

3> This unfavorable impact of inflation on new construction, 1n turn
has a magnified i1mpact in the short run on the salability and prices
of unimproved land ready for development. Farm and timber land are
exceptions because of rising potential i1ncomes and generally low
capital requirements and interest rate effectlts.

4) Leasing and financing terms play a critical role 1in influencing
the impact of i1nflation. Percentage and escalation-type leases,
along with favorable tax clauses and renewal terms can benefit the
investor. There are risks associated with rental properties subject
to rent contral.

5) Rising long-term interest rates dampen increases in investment
values. A rise 1in capitalization rates and mortgage interest rates
lowers equity cash flows and the capitalized wvalue of income
investments. The investor must rely on offsetting longer term
influences of rising rents and increases in selling price based on
higher replacement costs.

6) Shopping centers are popular investments as hedges against
inflation, because the rising volume of gross sales during inflation
generally contributes to increased gross incomes and residual sales
prices for them. Note, this again depends on the lease terms.

7) Expectations in money and capital markets emphasize the portance
of timing in real estate investment decisions. If present house
prices and interest rates already reflect inflationary expectations
by lenders and investors, then a failure for them to happen would
result in capital losses rather than gains. In other words, the
investor must anticipate future inflation before it is fully
discounted in the marketplace.

8) Real estate values and investment returns can be expected to vary
with the specific changes in population, incomes, interest rates, and
other supply forces that may occur during any period of inflation.

In the author’s opinion, however, home ownership and selected other
types of real estate investment have been a good hedge against
inflation during the years 1967-1976.
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Tomarrow’'s Changing Demand for Real Estate

auwthor——Johrn McMahan
prepared by Steve Cortese

Overview: This article was written in 1976. Another sterling
example of up—~to-date reading. Outliner suggests not reading
this article. Flease keep in mind the date of publication when
reading this article.

A, The Demand for Housing

1) The demand for housing is a function of population
growth and househeld formation patterns. The major long-term
factor affecting housing demand is the fact that America’s
population will continue to increase into the next century.
Growth is largely determined by the existing level of population
{the base) and the annual rate at which new people are added to
the base. New people are added to the population through
migration and the birth rate. This article states that the
nation’'s population is expected to increase into the next
century.

2. The rate of household formation is also increasing.
This will again increase demand for housing.

A, Households will be older and emaller. this again
increased demand.

However, it is possible that as a result of environment controls,
shyrocketing construction costs and high interest rates, many
Americans will not be able to afford new housing. Therefore,
there may be a housing shortage {(keep in mind the 1976 date).

H. The Demand for Retail-Commercial Facilities

The demand +or shopping centers, stores, restaurants, and
cther retail commercial land uses is largely a function of the
number of househeolds, the level of real per capita income, and
the pattern of consumer expenditure.

We Know the number of households is increasing. The
guestion concerns economic growth and the level of inflation
combined te produce and real per capita income.

The article also states that since the cost of living is
going up less money will be allocated to retail
purchases——reducing demand for retail space. Existing centers
will then be modernized.



C. The Demand for Office Commercial Facilities

The demand for office commercial facilities is a function of
the number of office employees and the way business utilize their
nffice space.

D. The Demand for Industrial Facilities

Capital expenditures of business-firms for new plant and
equipment constitute the major force behind demand for new
industrial buildings. K % D expenditures and environmental
requirements alsa play a part.

E. Regional and lLocal Shifts in Demand

Real Estate development, in addition to being affected by
changes in aggregate demand, is also influenced by shifts in
demand form ocne region to another or within metropolitan areas.
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INTRAPRENEURIAL NOW
NORMAN MACRAE

Summary

An update of Norman Macrae's research on the transition of management
style. From giant organizations to small profit centers, where people
interact and get involved with the entire process of development and
manufacturing of a new concept. A method of matching the benefits of a
large organization and the small profit center's ability to generate an
incremental level of work.

A.

6.

Make
1.

Brief Outline
Big goes bust
1. Making departments minifirms

Towards inventor's intrapreneurial

1. The Pinchot proposal
2. A steel mill's eels
3. Gadarene pearls

Mature intrapreneurial
1. Mr Revan's action learning
2. Flour and textiles

3. Instant intrapreneurial
4, Buy=-outs

5. Ride out on the rail

6. Envoi

Detail Outline

Big goes bust

The shift from industrial workers to brain workers contributes to
the belief that hierarchical management cannot control how brain
workers control their imagination

View smaller firms as profit centers that become more
entrepreneurial

By 1965 smaller firms were out-performing big one... hospital
example

Communist countries have proven that the inefficient giant state
farms are inefficient and going bust.

Majority of new Jjobs created since 1965 come from smaller firms,
while large firms tend to layoff workers, even when a majority of
new smaller firms disappear in five years.

How can we combine the entrepreneurial spirit and bigger firms?

departments minifirms

Two trends project in 1976:

a. Greater reliance on subcontracting work

b. Internal competition for the same business opportunity
1. Size of the group critical... 10 to 12 maximum
2. Pay based on productivity rather than a hourly wage

Example of the typing pool

a. Establish a productive criteria for the group



b. Flexitime

R and D expenditures wasted by 300 biggest firms

a. Out of the 70,000 patents issued yearly nearly 60,000 come
from small firms you never heard of.

b. 2/3 of the major inventions of the last decade came from
small firms

Never underestimate the tangible and intrapreneurial excitement

among a ting group of researches when the rewards of success are
S0 great. ’

The Pinchot proposal

1.

Gifford Pinchot outline for reforming today's corporations:
"Decentralization .alone is not enocugh. In a hierarchical
organization, promotions can be won by special graces, loyalty to
one's boss, and general political skills., Courage, original
thought, and ability to observe the obvious do not necessarily
lead to success . If we are to get really good problem-sclvers in
our decentralized corporations, we must introduce a system that
gives the decisions to those who get successful results, not to
the inoffensive....."

Pinchot suggest that intrapreneur obtain R/D funds by borrowing
in-house. His rewards,if the project goes is more R/D funds, plus
cash to his group.

Encourage thinking free of individual inhibitors

Schools for intrapreneurals... fuzzy idea to concept to business
plan

Mature intrapreneurial

1.

2.

Turn of the century the two biggest employers were farming and
domestic services, today they employ only four percent of the
work force

Japanese have always based their continuing manufacturing miracle
on tiny entrepreneurial component-makers.

Mr. Revan's action learning

On the job training is the custom rather than going to business
school.

"Action learning'" focuses on problem-solving small groups
Workers decide if certain aspects of the manufacturing process
are terminated

Flour and textiles

1.

Example of how a flour company closed 40 percent of its operation
and increase its profits by 60 percent. It set up a "development
department"™ and focused on its strength of marketing consumer

goods. It invited proposals for small ventures based on their
strength.

Instant intrapreneurial

1.

Travel agency's pay based on low fare



Buy-outs

1. Buy-out by employee on the increase throughout the world
2. In England, banks specialize in employee buy-outs

3. Failure of a buy-out substantially less than start-up

4, Prefer small buy-out groups than large groups

The balance of the article deals with examples of intrapreneurial
enterprises in England.



Jan 27,1986 REAL ESTATE INVESTMENT STRATEGY
READING C. prepared by:_Steve L.usttgen

e puwrpese of this article is to gilve the investor knowledge of the
crocedures, assumpblon and strategy that will lead to profitable real
2etate investing in the 1980 s. Specifically. this article 1s gezared

te propecties in the 500,000 to $3,000,000 range.

Froperbies in these markets were primarily:

o Sold with financing, &3% had downpmnts of 204 or less.
2. Located in the sunbelt.

3. Furchased by individual buyers.

4. Sold by developers and existing proparity cwners.

Thyee trends i1n this market are:

. More downpayments in the 230 to 40% range.

2. Movre investment acktiviity in the Midwest and East as irnvestors look
at alternatives In the sunbelt.

3. Fewer developer properties built for sale. Mora joint venture
activity between developers and instituticonal lenders who prefsr to
hold the properties.

DETERMIMING THE ~RICE -

OF the three stages of real estate investment ocwnership (buying .
holding. selling) the acquisition stage is the most importants Tor 1f
the buyar overpays., he can’t cperate 1t efficiently. nor resell at a
vrealistic price.

Thres major mistakes buyvers make when detevmining a price:

1. Overestimating the potential income and underestimating the
EHOBNS®m, {accounts Tor &0-70% of mistakes) Curvent income rvabher
than future irncome should be used. Froperty tades s/b based on bthe
NS DUICes reEsEerves Tor replacements and lessing commissicons showld
be included in determining the price.

2. Using existing 1st loans and sellers 2nd nobtes in determining the
price. (20-204 of mistakes)

2. Accepting below market pretax cash flow retwns. (20-30% of
mistakes)

MEABURING THE YIELD
The after tax discount vield represent the most accurate measuwre of
profit.

The investor should not leose sight of the true risk (income, sxpense
and resale) by cveremphasizing the yield, for the investor is buying
the assumpticns that create the yvield rather than the yield itself.
The yvield is meaningless i1f the income 1s overstated and the
expenses are wweallstic, o 1f the property can not be scold to tha
next buyer!

YIELLDS ON INVESTMENT ALTERNATIVES

In order for an income properity to appreciate in value, one of the
following three changes must ococcur:

1. The net income increases over the holding pericd.

2. The next buyer accepis a lower pretax cash flow.

3. The lender at the date of resale decreases the interest rate.



Land investors should never acguive investment acrzage without some
idea of the highest and best use of the land. or who the next
probhable purchaser will be. By comparing the asking price todey with
the erxpected price 1n the future., the investor can caloculate the
evpaected AST yvield.

Investors in higher tax brackets can reduce the rvisk 10 comparlison bo
an investor in a lower tax bracket by acquiring properties which it
his tax situation. Tex savings help determine the type of propervty
arn investor in & high tax bracket showld be locking for. However.
the tax savings shouldn®t influence the price he pays for the
property.

Frofitaeble real estate investing i1nvolves identifving properties
which have the ability to produce rental increases. Inflation alone
will not increase rents. HNelghborhoods changes. bullding become
ocheglete and development cycles affect supply and demand. In order
to evaluate the potential of property to produce increased net
incomey the buyer shouwld have answered the following guestions:

1. Is the projected scheduled gross income increasing or decressing
based on past performance?

Z. How do the rents compare with other avall
area’

3. What is the probability of futuwre competition?

4. Are the exdpenses adeguate to operate the property over the
projecsted heolding period?

BT

ble space in the markob

Fioparties that have a higher probability of producing increased rent
mave sold for )2 gremium during the last twe vears. FPricing &
propaerty is a compromise between the bhegilvmiing pretax cash flow
return and the growth potential of the net lncome.

Lowar pretax cash flow returns are primarily caused by & highey
demand for investment propertiges than supply. High interest rates.
fawer developers, and & smaller numbery of properviies built for sale
have reduced the supply. More activity by instituticons in the $1.5
o %5 million price range has coreated & higher demand 10 this price
classification. Institution have been buying existing. problem free,.
office bulldings, shopping centers and industirial parks in the
sunbelts, on all cash returns which are 2 toc 2 1/2 points below their
most competitive long term interest rate. (1 te 1 172 in the
midwest). Since instituticonal investors have bought for all cash atb
2 to 2 1/2 points below thelr lending rates. the individual buyers in
order to purchase with an institutional loan has been forced to
borrow less and to accept lower pretax cash flow retwns in order to
compete with the institutions purchase rate.

Since profit does not become a reality wuntil the property is sold and
the resale assumpticn is bought by the next buvyer, the purchaser.
when deciding toe buy and investment properiy. should be as concerned
about what he has to offer the next buyer as with what he is buying.

Buying when the interest rates are high gives the investor the
potential of selling when interest rates declines, thus creating
additional value. However, when interest rates are high, lenders
will attempt to ebtaln large prepayment penalties or lock in
provisions,: thus insuring the higher interest rates for a longer
pericd of time. To take advantage of the decline in the money



mar kats the buver must be in the peositicn to remove the high
interest rate loan. Thus at the time of purchases, the buver, either
by paying additional fees or a higher interest rate. should abtempt
to ramove any loan provision which would prevent refinancing.

Since a lender contributes 60 to TO% of the money to acauive a
property. as compared to buyer's 20 to 40%. fluctuations in hhe
interest rate have @& move dramatic effect on the A/T vield bthan
changes in the pretax cash flow returns.

THERE IS A LISTING OF REAL ESTATE INVESTMENT STRATEGIES FOR THE
1980’5 ON PAGES 128-12%9 OF THE ARTICLE. I WOULD RECOMMEND TAKING A
COUPLE OF MINUTES TO LOOK AT THEM,.



Lecture——January 27 Monday

Evolution of Real Estate Investment Strateqies and Methods

prepared by SBteve Cortese

McMahan has reviewed the entire history of real estate development in
the U.8. for us (in the reading packet).

A

We can distinguish between those that were visionaries and
specul ators and those that were typically local investors who built,
operated and owned for family purposes a growing portfolio of real
estate. Most who are wealthy in real estate are those who plugged
away one piece of r. e. at a time, operated it themselves and did it
cumulatively. Very mundane and locally orientated. Graaskamp says
most flamboyant speculators have ultimately failed and have been
wiped out. Bercher (sp?) Broup in California is an example of a
family that pays all cash and only builds what they cash flowed the
year before. Very rich even though no leveraging. Been at it a long
time.

This is a essential difference in investment philosophy--those who
have been in r.e. their whole lives don’'t see r.e. as a play. They
see it as a long term role in society and community for which they
are working. Other new comers see r.e. as a play and a way to skim
fees. Don't see r.e. as a production enterprise but as a commodity
market and money market short term play against short term phenomenon
such as inflation, taxes, cost of funds, etc. They don’'t see larger
ethical picture.

B)

This brings us to r.e. as a Straddle; call on upside if project
succeeds. That is, call on commodity called space time. Typically a
fungible commodity. If we can finance out on the project we have a
put to the lender if the project fails. At various times some front
money is required. No problem, the tax shelter enables us to regain
such front money even it the project is not cash flowing. Once we
regain ouwr front money we have a classic or perfect straddle-—a call
on the upside, a put on the downside and it costs us nothing. This
is the FIRSET r.e. investment strategy.

SECOND r.e. strategy relative to equity investment has been to
construct markets for services. R.e. projects are nothing more than
consumers of tremendous amounts of services. Most of services are
compensated for as a % of gross rather than on a basis of value
added. Ex.-—architect gets 3% even if only costs him 1%. Object of
controlling equity is to control who gets service contracts. Tax law
subsidizes strategy to control r.e. through controlling service
contracts. More interested in revenues above the NI line than below
the NI line. Every expenditure in the r.e. product is money for
another enterprise. The object of r.e. is not to generate r.e. but
to create fee income or employment for my particular level of
expertise. Some say r.e. business has nothing to do with IRR but
with creating a steady flow of demand for their expertise. A G.P.
with no money in the property controls the profit centers. Different
ploy or play than locking at r.e. as a commodity against future hope
where urban environment is going.



THIRD strateqgy is the Robert Moses (sp?) strategy. Interested with
tremendous outlays in r.e. rather than revenues. Every outlay in
r.e. is a favor to .another enterprise that receives it. Power is
vouwr ability to do favors. Ability to achieve stature in community
is ability to control expenditures. Power base is directly
proportional to ability to control expenditures. Powerful
politicians and wealthy loan officers are that way because they help
developers get what they need. Development machine controls
development with control on jobs which in—turn controls expenditures
which are basis for power. R.E. develppment is a means toward
power. Measures of success have nothing to do with IRR or being able
to compete in capital markets. R.e. is a classical institutional
investment. Must understand institutional power process to
understand strategy.

The only short term play in r.e is brokerage. Broker takes no
responsibility for the funding or the title of the property. 8Skim
off the top with no risk as to whether you can close the deal or not
(remember ready, willing, and able buyer).

C)

The evolution of r.e. strategy has moved form being a private
enterprise with private capital to a recognition that r.e. is the
essence of public capital. Public can raise capital at lower nominal
costs. PFolitical risks of r.e. are created by public process and
avoided by public process. 8o if we want to create capital for
community, we may want community to take direct role in r.e.
investment. This accomplishes reduced political risk-—politicians
will never back out once they are committed. Ultimately major r.e.
investment is a matter of public entitlement. Folitical figures can
get what they want through entitlement program. Controls power.
Again a changing method of keeping score——that has nothing to do with
CAFM or IRR.

D)
This brings us to the phases of r.e. thought:

1) The original capital income approach (endorsed by the
American Institute and Babcock) which has three different components:

what are market rents at that particular decision point in time.
—— operating expenses
" reserves for replacement

economic suwplus

Economic surplus is the net increment to nations wealth. Deals with
the long term.

Froducer swplus is the portion of surplus to those who put the
project together. BShort term advantage in the market place.




23 The 2nd phase is Ellwood who said one had to decide if NI
is great enough to pay back the loan and whether collateral value is
enough to sustain borrower. The #1 security for the loan is not the
property value, but that the borrower does not want to lose the
property because of cash flow, equity build-up, and appreciation. 5o
r.e. is—--—

r«2. = sum of PV of claims on income

This is a liability concept because:

Investment = sum of liabilities of r.e.
=) The 3rd phase are the guys who are producing the property
saying:

-—-going to change net spendable cash as a result of ownership
or —-change ligquidating value of my net worth to my
heirs—-distributable assets

Fenny in the readings does a good evolutionary analysis of the cap
rate to the IRR to MIRR.

However return is meaningless if you don’'t account for risk.

E)

Now lets talk about the multiple layers of risk management.
Today lender takes the risk not the borrower. Risk depends on how we
structure the deal and points to who takes the risk. Leverage out
and the bank takes the risk. No equity risk.

F

In looking at any project relative to change in spendable cash
or distributable assets we will look at these next several items in
the next few weeks:

1 Position in market place
2) Time line of investment—position in time
&y 8kills required of investor

Atter that the basic elements are simple:

1} Schedule of receipts
——gcapital receipts—loan proceeds, sale of partnership units
—-—pperating receipts
——public subsidies
2) Schedule of ocutlays
—-—capital outlay
——pperating outlays
——profit distributions: dividends, assessments to community
)Y Risk/payoff matrix
~-—dollar outlays-—when they occur and area of occurrence
—-—consequences of loss
—capital loss
~credibility loss (most damaging)
—-expectation loss



