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Real Estate 850, Lecture 1
January 21, 1987

Equity investment typifies the problem of teaching real estate of any
form and investment of any kind simply because last year's lecture notes
are never any good the following semester. We've seen a series of shifts
in the critical elements - virtually every market is overbuilt in terms of
what developers wanted - results of finance-driven, tax-driven investment
philosophy that really never looked at the characteristics of real estate
at all because it didn't have to.

Currently the federal savings and loan deposit imsurance corporation
faces a deficit this year on its write-down of over 25,000,000,000.

- only has 2.5 billion in assets, congress has to be expected to fund
total loss.

Other forms of subsidy have occurred to the real estate game that
brought us to current state of affairs, Growing recognition among
financial institutions that responsibility is not only socially desirable
but it's economically necessary to survive - total demographic shift in
population and employment will never use up much of the space that has been
created. Moving toward much more selective investment environment than
before.

New tax law - "silent crash In real estate” - despite interest rates
dropping over 300 basis points over the span of 20 months, real estate went
nowhere. Traditionally, prices should have zoomed, but in fact slid.

Stock and bonds had an incredible performance simply because of the
base they were working from - institutional pressure on real estate to some
degree is gone as they have focused funds on stocks and bonds - even if
institutions were to divert much of their funds towards real estate over
next few years, the total amt of capital relative to total amt of real
estate isn't that significant.

Euphoria that characterized real estate investment process for several
years prior to last 2 years is gone - individual investor is becoming more
selective, rational and systematic in looking at Investment costs.

Major players are not becoming institutions and they have new rules
relative to the responsibility of the decision-maker for the
consequences of his decision.

Corporate judiciary - expected to have higher standard of performance
because of his expertise. Rose out of two major trends:

1. Litigitiousness of our society - we are expanding personal
accountability of our professionals for ability to practice
their expertise.



Example:

Held collectively to higher standard of performance - a
professional participating participating in prospectus,
should it carry an error of omission that is regarded as
significant factor all are equably liable regardless of who
made mistake. SEC is rigourous.

Common law moving to point that "thou shalt not profit" from
an error which was regarded to be malevolent or fraudulent -
triple damages to federal court.

Malfeasance defined ever more tightly.

Legislative - disasters of S&L Assoc. and commercial banks
probably some of the pension funds such as the teachers are
probably going to be born by US taxpayers - guaranteed by
agencies of fed govt. Largest single guarantee exposure is
that of pension program.

ERISA - all pension & many profit sharing programs are
subject to their control - basic part of legislation is
employers’' sponsor of pension plan must not only vest the
rights to program over 5 years but must fund all vested
benefits at the time they vest.

Significance - Chrysler was on the ropes and came in for came
tremendous support by govt. it was cheaper for fed govt to
give Chrysler money than it would have been to fund vested
benefits that Chrysler was already committed to which it had
not yet funded because they had been vested under old law
when it wasn't necessary to fund it.

ERISA will become the single largest financial guarantor by
far of all traditional federal guarantee agencies - has
toughest rules relative to corporate judiciary responsibility
governing all types of conflict of interest for anyone
involved or providing expertise to such a fund. They have
personal accountability for their failure to observe ERISA's
rules.

Erbine foundation faced with sale of company (no longer permitted

to have operating control under tax law) attorney general of California
could announce to the public that if he didn't agree with the price that
the foundation trustees accepted for the company assets, the difference
between what he could establish and what they sold it for would be paid
directly by trustees of foundation.

Rules have changed - most significant thing that has happened to real
estate. Thrust of laws is moving back toward personal accountability.

R41C makes loan officer partially accountable for failing to procure the
appropriate appraisal. If HSR4000 goes through this next year it will
apply across the board to everything but ERISA. At the moment the



appraisor is not personally accountable for error in ERISA, but trustees
are for accepting inappropriate appraisal.

Corporate judiciary responsibility is powerful because it's undefined. We
now have recourse against bad judgement.

Most of risk in real estate is in inadequacy of the data on which you made
the decision and most of data inadequacies are because you weren't willing
to pay the price in dollars and time to find out facts.

Underlying ethical issues relative to real estate -

Capital rationing - brought into public debate because of
excesses of capital diverted to real estate - we are now capital-
shy.

Example: Why should US Steel with record of mismanagement be permitted to
raise billions of dollars in capital to acquire Marathon 0il when it does
absolutely nothing for our production base - simply monetized or resourced
when resource was in fact overvalued and squandered billions in capital
that might have been invested in something productive.

Example: Why should investment banking world be driven simply on a fee
basis without any requirement that it back the capital we use productively.

Mentality - real estate is beginning to be looked at that way. What will
one more shopping center do for us that others can't already do.

What are the cost trade-offs to a society who simply moves with short
term interest rate fluctuations and manipulated markets by investment
bankers not concerned with productive use of capital. Many are arguing
that we are moving very quickly toward some other form of capital rationing
than simply a federal reserve system which has been corrupted by the banks
and investment banking system which has always been corrupt.

Sooner or later we will become a planned economy relative to our major
capital allocations.

REAL ESTATE 1S BY NATURE A FUTURISTIC INVESTMENT.
Basic decisions are driven by irrational attitudes about the future

Irrational - emotional, intuitive, creative - cannot be validated on
traditional scientific rationale basis.

Real estate begins with hope (irrational) we almost never look at the
future facts that are available and known today.

Example: Population aging, how many people in productive work force will
be available to support the number retired or investments underlying
retirement.



Example: 20% of children born today are born to unwed mothers who are
dysfunctional as parents. What will the size of that population at 15
years old on streets without any adjustment to our society as we know it
mean in terms of security and safety of your real estate in urban
environment.

Tremendous gap in real estate between future facts about the stability of
the social process on which our extrapolations of return are based and the
hope that we go forward in terms of committing large numbers of capital to
cash flows which have to go thru 20, 30, etc. cycle before everybody got
money back.

0il will be gone - but real estate values based and values 10 years from
now are based on the fact that the single family car will continue as we
know it today.

If real estate is not futuristic, then opportunistic - take either view.
You can buy, sell, trade, arbitrage due to respective ignorances of
preferences of a relatively short period of time or invest in the long run.
European tradition is to invest in long run - more hopeful than American.

Sam says 2 kinds of real estate - fungible and nonfungible
non-fungible so unique in location and quality etc. that they will be
useful to society for 100 years or more - buy and keep. (European

families)

fungible - all the rest, no intrinsic long-term survivor
characteristics.

Question is what is time-line as basis for positioning.

Pension fund concerned w/feeding people 20, 30, years, etc. down the
line.

State of WI Investment Board 15,000,000,000 portfolio which expects to
go to $25,000,000 in next 5 years, how can you be that busy churning
and what are you going to find to churn into. Difficult to do and meet
judiciary responsibilities and personal accountability.

What is the timeline of the single family home?

5 years, fix up, move to better neighborhood
10 years, move again for high school

Timelines are extremely short
Purchase of single family home:
IRR - forget altogether, I don't think the Intral Rate of Return

has anything to do with real estate whatsoever. - Concept
introduced by finance profs who think real estate is money



exchange deal, not the terrarium in which you're going to live
and die.

Still timelines -

EXAMPLE: Columbia, Rause (?) had a hope, he failed, he had a 30 yr
timeline, compound interest bottom, it burned him out. Doesn't
mean he wasn't successful in challenging a whole series of city
planning concepts and what's the quality of life about. Doesn't
even mean Rause Co. wasn't successful - he did all the data on a
million dollars worth of Rause Co. capital and whole series of
fees that came in employing lots of people doing lots of creative
things for a good many years - Rause Co. stock went up
continually over period of time.

EXAMPLE: Investment in a railyard. Maybe not successful for first 40
years but suddenly it may be the most successful thing the
company has going for it. Analyze North Pacific as a stock based
on the railroad business, it turns out the railroad is worth
about .15 on a dollar of net worth for Northern Pacific. The
balance of their value is in their real estate holdings which
they got for free and don't show up in their books. They own
large parts of the northwest wilderness with most of the
unexplored mineral base and timber base. So what's successful?
Were they successful as a railroad or one of the great real
estate speculations of all time.

You need to understand timelines to measure real estate successes
or failures.

Added to the future is the topical. The morale cycle of the investor goes
up and down, depending on how he perceives society and politics going.

Appraisals during J. Carter's last years - forecasted one (caprate)
out past Carter and then a lower caprate when Reagan came in. The
values would automatically go up when Republicans came to power.

All of us are affected by either a euphoria or a depresssion which is
sort of a feedback mechanism and that begins to affect our perception
of value over time.

Then there's the contrarian who says that what everybody thinks
probably is wrong and so always takes position couter to attitude of
majority - buy when everybody's selling. Somewhat this works out very
well - can we have a consensus and use it as a stable basis for
investment or do we simply hypothesize?

Certainly the most successful investors have gone independently of
what anybody else thought and is you compared that to the norm you had
to argue that they were irrational at the time. Disney was nuttier
than a fruitcake when he built Disneyland. If he had gotten 500 of
the top minds on Wallstreet they would have dropped the net over old
Walt.



Most investors are irrational and developers are creatively neurotic.
But if their antenna are right they prove to be correct in the long
run. Have to be self-supportive in their vision and will have to
outmaneuver the majority politically and financially. Most of us are
strong-minded about much smaller events which go generally unnoticed.
The real estate neurotic generally leaves his mark on a large scale.

How topical is your attitude about the future?

Example: doom and gloom people saying rents will rise 20% w/tax law.
How will rents rise if we're already overbuilt? Did the law of supply
and demand get repealed the accelerated depreciation?

Real estate investment may be passive in long-term and in many cases that
in itself breeds paranoia.

Example: Single family home in town you used to live in. When you
‘left Louisville you rented instead of selling your house. You're
going to paranoid about your house because you can't see what's going
on as passive investor.

Real estate as passive investment is generally misunderstood. People
who are not into the operations day to day can imagine all kinds of
frauds going on beyond their sight, and typically overreact w/controls
to make that not happen - controls counterproductive because
entrepreneurial responsiveness gets crushed - end up w/custodial
property manager who can't do anything.

Example: Shopping center has vacancy in the pet shop - first item of
conversation when board meets - managing 15,000,000,000 in resources
but worry about 600 sq ft vacancy - Did we rent the pet shop? Gee, I
knew real estate wasn't for us.

Very hard to maintain a long-term view of real estate - too many
irritations along the way to make you mistrust your judgement.

How do you maintain longterm perspective that if I buy right and position
right and go away that 25 yrs from now that investment will in fact justify
my faith and judgement,

Alternative is to assume that all real estate returns are entreprenuerial
and a result of exploitation of opportunity, arbitraging between efficient
and less efficient markets,

Real estate has been trying to find compromise, often called joint
ventures, many times structured in other ways which allow the institutional
investor and the private investor to tippy toe in with a number of points
at which they can jump off the train if they want to, be a creditor on the
down side, enjoy equity profits on the up side and hire developers who have
the entrepreneurial neuroses to make it work.



Trying to find institutional mechanisms which recognize this longterm
character of real estate and at the same time provide some element of
liquidity so that if our doubt and paranocia overwhelm up we can exit
and share some sort of the up side.

Very useful to look at equity investment in that very big picture -
our longterm investors really don't think longterm, don't even trust
longterm.

Example: General motors building plant their production plant in
Mexico and their warehouse on the US side, then dumping 2000 workers
in one town and 5000 workers in anther town. (Supposed to be example
of GM not believing in US).

Can you make a statement about where the US will be and your state will be
and the city of your choice in that state will be in 10 years from now and
how would that suggest where to invest your money.

Example: Somebody said major problem facing US today is its trade
deficit. It will erode the base of economy and we will have to
respond to it. Response will be:

Steep devaluation of US dollar relative to foreign currency.
Bring unskilled jobs back to US.

Improve competitive efficiency of our heavy industry so they can
export. High interest rate is couterproductive relative to our
need for low values abroad. Must have low interest rates -
interest rates cannot be incentive for savings...only incentive
for savings is to discourage spending by consumer. Consumer
deficit is 2 or 3 times as large as military. Significant to
real estate game - consumer interest no longer deductible.
Spending in advance of ability to pay is discouraged, next step
is begin to put constraints on banks as to what proportion of
assets can be in consumer finance even if you choose to finance
and not get deduction for interest. Minimum down payments will
be next step.

What does that say about retail real estate? Low interest rates are
favorable to real estate, but also means retailing is going to take the
hit.

Also means that those jobs when they come back where are they going to go?
They're going to go to areas which are full of unemployed or underemployed
non-unionized workers. They will be in position to pick up jobs we bring
home - more likely to be in south or in areas which have already taken hit
such as meatpacking or auto industry. Investing in AMC in Kenosha for 10
years without getting trapped by unions is the (answer).

Start to think of real estate in terms of 10 years, what is inherent
productive of the capital over a long period of time on assumption that
context in which capital is operating is good. Ve can project 10 years.



Tape

flipped.

Those who position themselves best against future facts as opposed to being
worried about what's going to happen next probably do the best.

Look at future facts relative to your particular area of expertise and say
how would I position myself to exploit that in the long run.

Real

estate is an irrational statement about your hope for the future.

Doesn't lend is to scientific verification.

REAL ESTATE PRESUMES A CERTAIN SOCIAL, POLITICAL AND ECONOMIC STRUCTURE AND
VALUE SYSTEM OVER A LONG PERICD OF TIME.

Most

What

Real

Need

Yet if you our social, economic, political literature we are
presumably in a future society that is changing at an accelerated
rate.

But it's clear best investments have always been the most generic of
our space frames.

Example: Loft buildings in New York are going through fourth
generation of uses.

Originally industrial
Became textile

Became warehouse

Now high style residential

More specialized real estate more vulnerable such as Towers on State
Street.

vulnerable real estate is retail.

is the sure winner that's a sure loser today?

Small shopping center anchored by grocery store.
Groceries have expanded - too large for small mall.

Example: Sun Prairie - owner of shopping center bought out leases of
3 stores next to grocery store and doubled size of grocery store.

estate is space/time product.

More specifically fit space/time to particular kind of occupancy
higher the risk.

More generic, more adaptable.

to look at what are we going to do with at next as well as what are we



geing to do with it now.

Can't afford to distribute population over a broader and broader turn when
we know that in 30 years we can't afford to drive.

Must create urban centers that don't depend on automobile or families
w/children and at same time create social stability as we increase

independence.

Real estate investment is talking about kinds of capital commitments that
can stand up to 10 years of future as opposed to the deal of the month
which generates a few fees.



Real Estate 850, Lecture 2
January 26, 1987

Hope needs to be expressed relative to your economic scenario, might be as
follows:

1. Make a smooth transition to a new economic base in this country.
We will manage the transition to the post-industrial age and to a new
demographic base and to a new equilibrium with our foreign competitors
and associates.

2. There will be a steady economic growth but there will be brief erratic
economic behavior (slow-downs) and perhaps even panics.

3. Gradually declining unemployment, but traditional industries
replaced with lower average wage in service industries so less
disposable income per capita and less gap between yuppie and lower
income employee, yuppie discretionary income will also decline.

4, If there is growth it is going mean some very serious deficit and
international debt problems and to manage need for low interest
program with indexing of . Popular choice. Move into new age
with minimum of upset, growth will occur at a slow rate and while we
have some debt mgmt. problems rationality will prevail, govt. will be
able to move us thru.

The second scenario is less hopeful, very erratic transition and will
be to an ultimately lower standard of living in an economy which has
lost much of its world balance and ability to control its own destiny.
Sharp and frequent recessions, unemployment rise, social discountent,
debt loads high, pressure to control govt deficit will be rising taxes
and less discretionary income at upper income level.

Real interest rates may moderate in future as excess capacity puts lid
on inflation.

The third scenario:
Very significant economic disruption

Disruptions triggered by default on foreign bank debt, drastic
deficit control measures, rising unemployment.

Real estate interest rates will rise moderately but persistently.

Disruption will mean significant institutional reform both to
banking system and tax system.

Fourth scenario least optimistic:



Breakdown in basic social, economic, govt. process
Unrest leading to violence and move away from democratic process.

Not unreasonable to think status quo will not prevail. Dependent on
congress to engineer smooth transition - faint hope.

What kind of investment position do you want to be in?

One school:
In times of uncertainty move into high liquidity and ride it out.
Substitute loss in real to maximumization of choice that comes
w/high liquidity position,

Others:
No matter which scenario you choose runaway inflation so real
estate is preferred investment as long as you maintain cash on
cash dividend.
Ultimately power base is w/landowner.
Lessons of WWII.
Real estate continues forward w/greatest stability and security.

David Shulman: In long run downtown investment doomed to sad performance.

Beleaguered by social unrest, castrated by breakdown in interest
structure of major cities

New Yorks, Chicagos, not reinvesting in streets, sewer, etc. to
make downtown operational, consuming w/o adequate replacement.

Will catch up with desirability/safety of those facilities.
Suburban office space will emerge as desirable location.
Cynical and fatalistic view - suggests that society is incapable of

responding, that all investment is re-active rather than pro-active and so
is govt.

Beginning to establish scenario for general, regional, local economy in
which you're operating - set up a set of investment standards.
Example: "The Nine Countries of North America" - suggests that
political boundaries are somewhat misdrawn, ultimately regional

economies will adjust to

Mexican interest will represent most of So. Cal., LA capital of



hispanic No. America.

Provinces of Canada will have more in common w/Maine, etc. than
Quebec.

Ontario - Ohio, Wisconsin.

These regional common denominators will be much more significant in
terms of economic health, than economy of US.

Seven elements to real estate investment plan:
1. Political exposure
2. Degree to which you can enjoy marketing monopoly.
3. (E}ggg!ﬁggggggg—intensiveness.
4. Financial characteristics in terms of scale & stability.
5. Flexibility in terms of decision.

ex: Building leased to US Post Office for 50 years/with very
specific terms decisions available to you relatively minimal.

6. What is real estate tax exposure? Federal and state income tax
exaction exposure?

7. What is the fit between the type of return offered on the real estate
and the distribution plan of the investor?

Distribution plan of the investor has a very clear dichotomy
Individual estate building and distribution plan of the
individual person. Estate planning offers one of the major

tax shelters available to real estate.

When does the pension fund need the money and what will be
the gradual disbursement of the pension fund.

Political exposure:

Three levels which represent two-edged sword, benefit and detriment to
investor.

Land use control

Example: Developer clearly wants communities in which control is
as close to laissez-faire as you can get.

Institutional investor wants communities in which control is as
tight as you can get so their monopoly is maintained through



public regulatioh.

Example: Houston - lalssez-faire prided, cut its own throat
because no growth management.

To enjoy monopoly, somebody must control supply.
Adroit use of public institutions to smother competition is the
brighter way to go about things today than entering into cartel
All major industries in US succeeded when able to control supply.

Steel, paper, lumber

Second element of political control: political control of prices or
user effective demand.

When govt says they'll pay difference between 25% of old lady's
income and cost of building her an all new unit, you are in fact
postulating effective demand for a given product.

It gives you an absolutely unique liability if you control
entitlement of 200 units of section 8 for the elderly in your
community and you tell elderly they can live there for 25% of
their income and Uncle will pay difference.

Other side is are there political subsidies to your competition.

Example: Jerry Mullins, Darrell Wild built up decent hotels
without one nickel of public assistance.

Mullins gets no cooperation from city.
Idiots like Lufler and Gallagher who say build another 250 room
hotel and finance it w/UDAG grant and industrial bonds and part
of tax base and give you a free hotel.
No ethics in public market in real estate.
How vulnerable is your investment to the subsidy of your
competition?

Market control

Most successful r.e. investments have direct market control - bank
will be its own tenant.

Reciprocity major marketing tool of real estate.
Failing to enjoy reciprocity is way of securing tenants.

Fall back to channel demand



May come as result of terrain
" " * utility access

Convention center tied to hotel has unique element of
channel demand

Least desirable but often most effective way - consumer market
research to identify who needs what where - creative entrepreneurship.

(He lets someone else (Jim Curtis?) speak at this point - not recorded)

He then goes into the following: (which doesn't seem to fit
w/previous part of lecture)

Marginal increment necessary for each unit of property
Add tip-over point where city services need to be increased

Just beginning to develop accounting system for communities capable of
measuring incremental cost of growth

Communities never thought of themselves as being in service business
to profit.

Don't have balance sheets.

Can't measure number of resources that need to be applied to
number of citizens. -

Cost-effectivness of land use location decision has been poorly
handled.

Example: Moving MATC to Truax.
Non-faith in terms of cost-effectiveness
Land was free to MATC-saved $2,000,000
Cost to city of Madison
$100,000 for bus service/year
Downtown landlords lost part of market
Need reduction in real estate tax base

Storekeepers



Nobody figured costs to those affected by decision

Only set in books in operation were MATC's.

To get permission MATC worked compromise deal w/city to
operate duplicate campus downtown.

Will lose 1,000,000/yr duplicating services.

Will cost 7 or 8 mill to build, plus duplicate
janitorial, etc. services.

Students may not use it.
Could have used property to convention center

Those people would have spent a lot more money
downtown.

MATC would have given city site to be released from
agreement

No sense of fiscal impact of land use decision among
public.

Must have sense of trade-off between individual's set of books
against total cost to all parties affected.

We can set up balance sheet and pro forma statement for land use
decisions which allow:

1. Each party to operate at a minimum cost
2. Perhaps create a surplus for each party

3. Consumer gets diversity of choices



Real Estate 850, Lecture 3
January 28, 1987
Management Intensiveness
Two critical sides
1. Degree to which you're dependent on singular talent.

Triple net lease to single tenant, operates bldg., takes all
responsibility, etc. - asset mgmt. is minimal.

Restaurant - can be erratic and unstable.
Object is to design system to remove as much possible the degree
of talent needed to operate so you're not dependent on single
individual - results in high cost of management.
Reflects cycle of real estate.
Land positioning - buy land in front what they
anticipate to be demographic trend, hold for indefinite
period of time.
Packager - buys land and expects to create master plan

to achieve entitlement, be able to wholesale large
pleces of the land off. (Rusty Lyons in Phoenix)

Requires very astute political skills i
Marketing research skills

Those who execute site development
Requires considerable engineering expertise.
Resolve environmental and site problems.
Retailing of individual site.

Construct and market apartments, retails centers, etc.
Create building, lease actual space
Or renovate and redevelop

Those who can operate over the long term

Within these broad categories of life cycle various levels
of expertise.



As you move across cycle ability to manage and execute
becomes increasingly important; visionary,
entrepreneurial skills become less important.

Capital intensity of each stage increases.

Degree of managerial talents shift, typically no one
organization has all of them.

2. Ability to leverage off of talent.
Takes two forms.

- Individual expects to pay 75,000/yr can create for

the enterprise for which he works greatly in excess of
that.

Have mgmt fee of 3-1/2% on 1,000,000 property.

Hire someone to do the job for 60,000, leaves
$240,000 to take home.

Leveraging off spread between those that those
that have access and credibility to achieve the
contract and those that have skill to operate.

This creates high turnover, as manager moves up the
ladder realizes how much money he's making for the
corporation - I can do this on my own. -

Management intensiveness requires looking at character of the investor
and their ability to provide intensiveness or what are they willing to
give up to obtain that intensiveness.

Leverage off talent of property manager.

Mgmt. intensiveness critical element in choice of type of real estate
and form of ownership and management that will characteriz
investment. '

Also tightly related to risk pay-off basis.

Hotel may pay higher percentage but requires larger leverage
off management intensiveness than an industrial building.

Have to look very carefully at what the cost of management would
be if the project was in trouble.



Financial characteristics of property.

1. Timeline - where are we on the lifeline of this property?
Yet to be built?
Standing vacant? etc.

2. What are the profit centers we will control by purchasing real estate.
What are the ups, what are the downs.
The reason you buy real estate investment may not be simply for
passive return on capital, but for access to entrepreneurial
opportunity.
What are the profit centers.
Example: Buy industrial plant that's to be built, taking leasing
risk; what's the leasing risk worth? Probably 20% of the deal. Value

created by lease is profit center for investment.

Example: Buy a portfolio of property, create profit center through
buying power for services from property manager.

Profit centers take many different forms and depend on where you are
on the timeline and your expertise.

You may have to buy certain kinds of services.

3. Schedule of receipts - what kind of money is coming in over what
period of time?

Receipts
Rents

Release of escrows as we reach conclusion of certain stages of
development

Payoff on legal suit

Example: John Hancock bought hotel after being sued by hotel for
damage to roof. Liability suit was of such proportion that it
was cheaper for John Hancock to buy the hotel and extinguish the
suit.



4. What is the schedule of outlays - When do I actually have to pay for
this? ‘

Sometimes outfront.
But not necessarily so.

Example: Gordie Rice bought Gisholt, book value was in excess of
its market value.

Had future earnings, but didn't want to take a hit on
surplus because it would violate a bond indenture which

required a minimum capital surplus before the bond would
have to be called.

Rice paid book value of unit, but they lost space of
building and only as he leased them the space of building
and collected rents would he release them from the rent they
owed on the lease-back.

Gave Rice positive cash flow on building and 3 years to
lease it up.

He didn't have to finance it until he got it leased up; he
had a land contract that blossomed 5 yrs later, so the real
problem on outlays as far as he was concerned was 5 yrs down
the stream; had a positive cash flow for 5 yrs before he had
to pay anything.

What are the measures of risk? How do we define risk for the
contract?

Risk is very specifically defined by the legal web of contract that we
weave around the plan. The real risk in real estate is in the
enforceability of the contract. If we have correctly drafted our
contract there should be no risk.

Risk may be in terms of time.

I've got a 15 year (hangout compared to my mortage) beyond
the longest term of my enforceable lease. There's my risk.

Gordie's risk was can I pull down a mortgage within 50% of
my net income at the end of the 5th year if my major tenant
moves out on me.



Identifying those cross-over points are really what représents
risk analysis.

Critical issue is to measure the ratio of receipts of outlays
over time.

Internal rate
Modified rate
Financial mgmt rate

Cash on cash

Decision points
Characteristic of any kind of enterprise
At some point a point of no return - committed and must see it thru.

Hope that when you commit you can see the light at the end of the
tunnel.

Very hard to execute in fact; at some point if you can't see the
light at the end of the tunnel and you have to commit you go
ahead and do it anyway and hope - that's what's called
entrepreneurial risk.

Real estate is participatory rather than reactory.

Example: Bank of America's pension fund has already decided
which community it will invest its funds in and which office
buildings in those areas it will invest in and already has
files on information on each of those buildings.

When individual (owner of building) makes a move Bank
of America will close within 30 days.

Same is true of property manager - negotiations for
renewal of lease begin second you sign original lease.

Need to be able to have your decision points
anticipated well in advance and your homework done
before you get to that point.



Need to structure your deal so you have as many options
downstream as possible.

Popularity of convertible mortgage

Set up in advance criteria for yourself so you know it's go
or no go.

Tax situation
Three major - real estate tax, federal income and state tax.
Short term and longterm viewpoint.

Example: With today's decelerated depreciation you could very quickly
write down the building realizing that a later point there would be a
recapture tax of significant amount on the decelerated depreciation
that you take. If that recapture tax exceeds the cash that will be

coming from sale you will be paying out rather than taking receipts
in.

Real estate tax has to be regarded today as one of the major threats
to real estate investment.

Tape turned over.

???2the only way to fund it is through state income tax or the real
estate tax and because many of those problems are highly local and
because many of the rednecks in the legislature don't regard problems
in the urban community as important, they will be funded with a real
estate tax. Real estate tax will double or triple over the next 5 or
10 years. 1It's currently about 2-1/2% of asset value in Madison. It
could very will be 5% on asset value in Madison. It's a tax on asset
values, not on ability to pay.

You can say I'll pass that thru to the tenant.

The tenant has a pretty clear criteria as to what he can afford
to pay to occupy space. He has a cap on what he can pay.

More and more offices are rented by young partnerships in which
the rent paid at the top is coming right off the partners' line
at the bottom. If you're going to push the real estate tax on

the partner on the top line and he looks at it from his share,

he's going to go some place else.



Real estate tax has become a significant threat to commerical real
estate. You must look at the nature of the political beast in which
your property is located.

Federal income tax.
Tax game w/respect to real estate has been significantly altered.
Still strategies to be had.

Buy a property on the low side and improve the income and
sell it for improved income gives you a capital gains tax
which in many ways is still better than paying income tax
over a long period of time.

Other stragegies we will look at later.

State income tax

State exactions differ significantly from one state to the next.

Estate tax and inheritance tax
Estate tax 1s a federal tax on the total estate.

Political liberals had a philosophy that the estate tax was
a way of breaking up a fortune and forcing the heirs to work
for a living and recapturing the wealth created by social
forces for social purposes.

With the growth of the middle class there was a new
constituency which said if I want to spoil my kids rotten I

should be able to do so....significant erosion of the estate
tax.

Irony is that when you die all of your property is
valued at market value and goes to your heirs at that
higher value so they can now depreciate it at higher
value or sell it without paying any capital gains tax.

The plan for distribution of estate needs to anticipate the
problem of anteing up the value of the estate at the time the
owner has deceased and leaving that estate in a structural format
that is suitable for distribution by the administrator or the
executor at a minimal cost. There is estate shrinkage in a real
estate portfolio because of the ineptitude of the management.
Anticipate and subvert this process - administrative system as
well as tax system.



What happens when corporate or partnership entity decease and assets
have to be liquidated to the heirs.

Ability to go into a liquidating posture to pay a single tax
rather than a double tax has been significantly altered with new
tax law.

Whether individual or institutional begin to structure your selection
of real estate and management process to anticipate that ultimately
you will sell it and you will liquidate and distribute.

Management continuity - who will run it?

Liquidity - there's a major estate that must be paid.
Form of distribution - how will heirs receive it.
Form of ownership.

Degree of investment flexibility.

These become the strategic framework for putting together an
investment policy statement for the investor on an anticipatory basis,
proactive basis.

Imagination, cost-cutting and knowledge of government regulations.

Asset enhancing and cost-cutting will depend on your ability to
live with or benefit from government regulations.

Example: Our building in Texas has a GSA lease, govt. goes thru an
extremely arduous process of negotiating lease; but once there is

a building the dept. supervisor can expand within that facility
without any further approvals whatsoever. So our leasing manager
was able to make a very sweet deal getting them into a relatively
small space knowing full well the dept. manager would be

expanding theilr operations over the next couple years, has been
able to pick that up virtually instantly without any further
negotiations.

On the other hand GSA states they flatly will not renew any
building which has asbestos problem of any sort and they will
require a certificate of freedom from asbestos if they're going
to renew. Now you have a GSA lease coming up in 2 years and you
know you have asbestos somewhere in your building. Well govt.
certifies building not by whether or not it's there physically
but whether there are any fibers in the air. So if you find the
right environmental lab to come in do an air supply of various
parts of the building and you get a clean bill of health they
will issue a certificate that you're free of asbestos. By the
same token if you negotiate your purchase of a building you go in
and find asbestos and start to move the price down.



Talk

You have to understand imagination, cost;cutting and knowledge of
government regulations in the process of acquiring a selected
building.

The investor today probably can operate on the following criteria:
The English distinguish between 3 major categories of property.
Investment properties

80% of space is contracted for and paid rent.
Development buildings
Those that are less than 80% rented.

Investment for use

You are buying the building to occupy it with your own
operation.

Buildings that are occupied for use must be justified by
your user cost

Buildings which are bought for investment should provide a market
return on capital.

Properties which fall under development category should not only carry
the prospect of providing the appropriate market rent but pay a
significant premium for the risk of not being (standard).

about first class: investment quality.

Already some sort of a cash income from the project. Ratio of cash
income to the total purchase price is (suggested) by market patterns
of overall rates.

Overall rate is useful as a cash on cash rate rather than as a measure
of return per se.

In the old days premise was that inflation would permit a gradual
increase of rent collected in excess of operating costs so cash on
cash deal was driven by external systematic factors primarily related
to an inflationary economy, possibly related to scarcity of product.
Externally driven.



Today philosophy is significantly different.

You want to buy an investment property that has adequate cash on
cash income but has within it the opportunity to enhance the
-income because of internal factors.

The fact that there's a lease on the property at $4/sq ft in
a $9 market. Buy tenant out.

Alter expense ratio of the project.

Otherwise modify net income retained for the project by
eliminating certain services, etc.

That type of asset enhancement is what is sought in addition to a
basic cash income.

Cash on cash income currently is somewhere between 9 and 11.

If paying $1,000,000 there better be a firm $110,000 cash on cash
income available in Madison or Milwaukee or don't bother.

At same token the (ups) has to come from internal opportunity in
the project. Much of that opportunity is in the leasehold
advantages, some in operating efficiency of project, some as a
result of portfolio effect.

Asset enhancement of the property is primarily regarded as a result of
internal management of the asset - remarkable shift in attitude.

Before you positioned yourself for runaway inflation and anticipating
system itself would carry you forward in terms of rentals, etc.

Fine legitimate productivity in the project, legitimate opportunity
for asset enhancement or you're not going to achieve targeted rates of

return that are superior to what you could do with the stock and bond
market.
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Real Estate 850, Lecture 4
February 2, 1987

therefore want to use accrual accounting

Real investment strategy perceives real estate as a cash cycle
enterprise, would prefer ultimately to use cash accounting.

Moving toward some sort of compromise relative to operations.

Moving further apart as to what (kinds of transaction?) - Tape
fast here

No longer clear when a sale is a sale.

(Casby 66) says unless there is a clear separation from the
owner from the property in terms of control, contingent
benefits and income, collateral, there is no sale,

Levanthal, Horwath says we've now reached point where many
properties exist as assets on balance sheet of 2 entirely
different corporations.

Example: Transaction, New York; one firm sold its corporate
headquarters to another firm and leased it back. Because of
contingencies and participation in return, accounting rules
that it wasn't really a sale it was a financing transaction
and therefore the building ($400,000,000) remained asset of
both corporations. Not clear who's the owner, or if there
was a sale at all.

More and more investment becoming confused as we merge real estate
from clearly an equity owner on one side and a lender on the other,
some sort of a hybrid where somebody is more a creditor than less, but
still retains options and bennies that go with ownership position.

Formatting of income statement

Revenue schedule

No such thing as gross rent

Rev.

schedule which can become elaborate
base rent

indexing

collection of escalators

amortization of tenant improvements, etc.



Those things should be broken out separately

Amortization of tenant improvements was one time buried gross
rent. Was very much in favor of seller using gross rent
multipliers also a distortion in favor of tax assessment.

Tax assessment more significant than distortion in terms of sale
now that we have efficient buyers and as a result it's desirable
to break those things down so we're certain that whatever
valuation techniques seller/assessor is using are not confused by
how we report revenue.

Revenue is being assigned to space revenue - taxable as real estate
That which is being assigned to service revenue - not taxable as r.e.

That which is being assigned to short term lending by the owner of the

building which covers tenant improvements and bankrolling of new
tenants.

Real estate game has become multi-business enterprise in which
revenues are aggregated into something called gross effect revenue.

More than 50% of that revenue may not be real estate income.

Appraisor tends to take the contract revenue so useful to call it
gross effective contract revenue.

Equity analysts needs to know what spread is between the contract
rev. as being currently administered and potential rev. if all
_space were marketed.

Deflationary era - ups on building depend on degree we can
recapture the spread between the contract and the market rent.

Downs on building reflect the degree to which the contract rents
are in excess of market rent.

Example: Somebody at $12/sq ft in New Orleans with lease coming
up they may be happy to stay in building but by the time you give
away concessions, etc. on a 3 yr lease, give away 6 mo. rent -
lowers base rent.

Equity investor needs to know what is the spread between contract
revenues and potential market revenues of that property.

Revenues include collection of pass-throughs of all kinds
Must reflect the collection span between the time it possible to

measure what real estate tax will be collected on the escalator
and the time that you actually collect it.



Many buildings presented by seller as net.

Don't include collectibles in terms of pass-throughs in the
gross but also state expenses as net of the pass-throughs,
which is totally misleading because of the lag effect and
because of the fact that in a soft market a large portion of
what could be collected under the contract are not in fact
collected under the contract.

Effective contract revenue -
Minus the gross operating costs.

Accountant wants accrual basis

Pretty hard to get effective contract rents on accrual basis
- If you have 3 yr lease and first 6 mos are free

36 mos but only going to pay for 30.
30/36 or assume first 6 mos of lease income 07

Real estate industry says when we collect is when we
got it - already a mismatch.

Accountants feel least comfortable accruing operating
costs.

Ideally leveling your effective contract rent as well as
operating costs but it doesn't happen in the industry. -

Gross operating costs

Certain capital expenses with which you're buying future
income that are not included in operating costs.

Tenant improvements, commissions paid to leasing agent,
deferred maintenance, upgrading of the bldg.

Net economic income

Reasonably representative of accrual accounting w/errors
noted in revenue side.

From that subtract investment in future income.
(T1, TC, EM, PI)

Anticipatory and ongoing responsibility.



Example: You have a building in which a bank is a 50%
tenant as a result of a series of leases and one of
their leases is now coming up for renewal in a year and
a half. Typically you begin to release that space 1-
1/2 to 2 yrs before it becomes due. 0ld rent is $10/sq
ft, you'd like to get it up to $12. You might say to
the bank let's take your 4 different leases which have
expiration dates of 5 yrs in the extreme and 1-1/2 at
the shortest and wrap them all up in a new deal for you
for 10 yrs. In exchange we'll come up with an average
rent on the deal for the last year that's equal to what
you would have paid in any event and then automatically
step that up over some point in time, try to stabilize
50% of your occupancy by in effect getting extensions
on all those leases well beyond the maximum of 5 years
that you have on an underlying lease. By wrapping that
all up in anticipation that you're going to get dibbled
away otherwise every year or two as each section comes
up you're stabilizing basic revenue of the building.
Risk management would favor you giving slight discount
on base rent to get extension of stable income.

He says he wants improvements in building first. You
say ok, it'll cost $400,000 to improve outside of
bldg., you pay 50%, we'll amortize it over a 10 or 12
yr lease and I'll get the rest of it back out of the
rest of the building. Often expense generated by one
tenant cannot be charged to that one tenant.

Net distributable cash

Relative attractiveness of different investments in
stable or deflationary market is going to be how
the net dist. cash begins to improve.

If you have tenants locked in NDC will increase
significantly in successive periods.

If buying into end of tailstream of a building
facing competition of how to hold tenants there,
how to bring in new tenants, NDC may fall off
significantly.

Whether lending money or investing equity critical
issue is net distributable cash.

This is where lenders and equity people go wrong,
trained to look at net income line, asset mgmt.
requires that you look at net dist. cash, going forward
in that investment line, protecting down side and
creating the ups by allowing you to realize the
leasehold values that are to benefit of tenants.



Net dist. cash has much more volatile characteristic than does an
income.

NDC minus debt service = equity dividends

0ld way was to arrive down at something called cash throw-

off and presume that the cash throw-off was payable out as
dividends, which it wasn't.

Retained earnings had to finance tenant improvements,
etc.

Newer format much more realistic as to what is going on.

Most of investment in TI, etc., is going to be from
retained earnings of the buyer.

For a mew project it's built into the capital costs.

In addition to hard costs of new project, allowance for

tenant improvements, leasing commission, marketing,
etc.

Once we're talking about a going concern, you don't want to
have to go back and refinance the project every time a
tenant moves out, toughest time to finance it.

Have to internally finance these costs.

Move from cash being generated from revenues from
operations down to a reinvestment of at least some of
that income and arrive at net distributable, net
distributable comes to the base for lending on the
property and what's left is

Question from student, can't hear it.

Reserves is an accrual item, the way appraisors used to handle it
would be a reserve for tenant improvements, etc. but that smooths it
out and doesn't really reveal how erratic the distributable cash
factor is or whether the cash available is in fact equal to the task
at hand. If you did in fact maintain a real reserve and could charge
those outlays to a real reserve that would do the trick. But most

people don't do that, have reserve for appraisal or accounting
purposes but didn't exist in fact.

Question from student, can't hear.

If you use appraisor's favorite direct capitalization methbd, you have
to go back and rebuild statement so that net operating income is an
accrual income and you have reserves built in above that line. Direct



operating capitalization presumes full accrual accounting and therfore
is a smoothing technique.

If we go to this technique, we're talking about discounted cash flows.
Real discounted cash flows, down to cash dividends, we discount that
as desired threshold level of return. Typically that threshold is
some statement of real return plus a loading for the inflation rate.

Another question.

Have to analyze the project and determine what the business plan is
and where are you in the cycle of that business plan. Unless you have
a strategy for that building and a business plan there's no way of
knowing what it's worth to you anymore than buying any other business,
because a real estate is not a passive security, it's simply buying
into a business concern.

The whole function of asset management as opposed to property
management is creating that business plan and figuring out how do I
collect not only on the annual return of my money but create an
appreciation of investment.

Property improvements have to be anticipatory.

Example: Building in San Antone - top floor is the Petroleum Club,
extremely lavish, another part contains oil cores, really tacky
building, they're the only reason the other tenants are there. So I
will be only too happy to bankroll their improvements to the kitchen,
if the core library were to say $15/sq ft too much rent, I might say
I'll give you a 20 yr lease at $6/sq ft, because the linkages to them
are vhat draws everybody else there. This is asset management.

Distinction: Property management gets you down to the net income; asset
. management gets you down to distributable cash.

How do we begin to analyze risk and return upon our investment?
No one ratio
Look for patterns
On income side two sets of patterns
frospective returns:
How are we going to do with the next income period.
Retrospective ;eturns;

Measures of return over the entire holding period of the

investment, including distributable cash and net proceeds on
sale.



Ironically that is the return that is reported to the

amateur investor, by presuming some sale price at some point
in the future.

Critical element is prospective. How am I going to do over the
next period of time.

Begin with a number of ratios.
Distributable cash divided by total equity cash.

How much money do we take out each year on
original cash investment.

Distortion - measure return on original investment

or measure return on how much we have left
invested?

Second alternative is to measure distributable cash or
dividends relative to cash realized on sale in period
N-1. If we had sold out on Dec. 31 of last year what
would have been our net proceeds?

Do we sell the property, take money & go home, or
choose not to do that. Doing nothing is an explicit
decision to invest.

What's the risk of realizing resale proceeds or is this the risk
of realizing the next year's distributable cash?

If all tenants are in place and there's no unknown factor why
would you want to sell the property? If you look down road and
say 3 yrs from now major tenant has right to renegotiate, etc.,
now maybe I will decide to sell at the end of this year.

Consider trade-offs.

Next question is what is dividend cash as a percent of contract
revenues?

Breakeven point - cash you have left, one minus that is the cash you
have to expend, so your cash breakeven point begins to measure the
solvency risk. That's that pivotal knuckle around which we drive
virtually all of our feasibility studies, etc. - cash breakeven.

What happens to debt cover ratio?

Debt cover ratio is a phony number in terms of measuring risk because
it's going to be driven off debt income relative to debt service.
Ignores the necessity of reinvesting in the property.



Breakeven point is the measurement of risk, not debt cover ratio.

Debt cover ratio becomes more meaningful in properties which do not
have erratic reinvestment requirements.

Apartment project, 100 units - replacing tenant relatively small
expense and happens predictably.

Tape flipped over.
Other prospective rates of return
Equity buildup
Assume we do have debt service - includes repayment of debt

What is repayment of principal relative to our underlying
resale equity.

Number of years ago there was "brokers rate of return”.

Took cash throw-off plus equity buildup from an
amortized mortage as indicating a rate of return.

Different - we're taking a more erratic cash dividend
or distributable cash number and more erratic principal

payment.

Mortgages today might not follow straight

amortization period. _
Tax savings to other income as a ratio of resale
equity.

Resale equity and N+1 minus the resale equity in N-1,
minus repayment of debt divided by resale equity in N-
1.

Does property go up in value beyond the increase
we would expect because we had (pre-paid) on
principle?

Does that increment in the resale price minus debt
repayment equal or exceed your short-term
investment in tenant improvements, deferred
maintenance, etc.?

Example: If you're improving the value property annually at a rate
which exceeds your investment of earnings in the property you have
affected asset management.



This is the first thing we would monitor (Prospective rate of return -
a one year change in the investment bennies in terms of equity
dividends, resale price N-1, principal payments on debt relative to
resale N-1, tax savings on other income relative to resale price N-1,
net improvement in asset value that is not attributable to principal
but rather to resale price in excess of investment divided by resale
N-1), because your investments are going to made in the market.
Horizon could be one, two, three years

Example: Property in which leasing cycle is 3 years these ratios can
be much more meaningful over a 3 year span.

Retrospective:
Classic present value equation.
Present value of the outlays minus present value of cash dividends
plus present value of resale equity at N+l = 0 if you're doing
internal rate of return or net present value (modified rate of
return).

Internal rate of return:

That singular discount rate which makes the present value of the
outlays equal to present value of returns.

Alternative some sort of modified rate:
At least 4 major alternatives practiced currently:
Modified rate that we like
FMRR - Fat man's rate of return
Real estate CCIM - (can't think of term)
Metropolitan Black---- dynamic capitalization rate
Most investments in real estate are not conventional investmen;s.
Objective of modified rate of return:

Reduce sequence to simple situation in which you have one
outlay followed by one return or multiple returns.

By discounting all of the outlays back to the present
you end up with a single number proxy for the outlays.



What

By discounting at the opportunity cost of funds you are
representing this as you would (bank) outlay the money,
it no longer continues to earn whatever it was earning
in your next best investment.

Major difference between simple modified rate and fat man's rate

is fat man says that all deficits have to be discounted at same
rate,

Modified rate says we're likely to have deficit operations but
there's really a cascade of funds from which that might be
funded.

Reserve in construction budget

Net income

Short term working capital loans
Admits there may be several sources of capital to meet the outlay
problem, whereas fat man's says as soon as you have operating

deficit you must treat that as though it were going to be
(sinking) fund.

Really not realistic.
is the future value of returns on modified base?

Internal rate always assume reinvestment as same rate at which
we're discounting.

May not be realistic in terms of equity investment.

Example: If mortgage portfolio manager and can program runoff of
cash from portfolio as monthly payments are made I can recommit
that money so I can reinvest approximately all of my runoff the

following month in a new set of mortgages and continue to roll
portfolio forward.

Modified rate allows you to choose a lower, less aggressive rate, but
in some cases a higher rate.

This

allows you to:

Example: 1If you have a set a real estate assets with outlays
programmed that fit different periods at times reinvestment rates are
low you're better off to have the investment w/low dividends and a
high payoff, while if you have a high reinvestment opportunity that
which is coughing out cash fastest allows you to exploit the current
reinvestment opportunities and therefore have a much higher net
present value,
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Useful to look at retrospective return in that light, what am I going
to do with it when I got it to reinvest and how does that alter the
net present value of my investment - If reinvestment rates are low and
my net present value falls to negative I'm better off to hold the
property and vice versa.

Question from student. Can't hear.
Answer: modified rate is really a portfolio rate, part of the time
we are really invested in some alternative investment that provided

some alternative rate of return. Weighted average.

Question from student.

Retrospective rate therefore is a portfoiio concept and prospective is
looking at asset. How's it going to do in the margin. -

There is a theory of decision making called "minimize the regret™. Most
real estate decision made on this theory rather than maximize the profits.

Question from student. Above equation changed to:
Present value of the cash dividends (plus the present value of the net

resale equity) minus the present value of the outlays equals hopefully a
positive net present value.
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Real Estate 850, Lecture 5
February 4, 1987
Begins with presenting problem for students to work out for next Wednesday.
Financial ratios:

Minor revisions of tradtional proformas in real estate since days of
Mr. Kapp.

Re-emphasize in looking at proforma:

Consider everything down to the net income line the business of
property management - current operations,

Consider between net income and distributable cash preparation of
the plan for the future - the buying of future business.

Asset management
When structuring financial program talking about liability mgmt.
Distributable cash
How much to borrow; where does it come from?

Asset and liability management are distinct parts of the total
portfolio process,

Property management produces goose that lay golden egg - net
income today.

Asset management is laying groundwork for income of tomorrow.

Liability management is making interesting trade-off between the
present and future.

In terms of claims on the asset now, and claims downstream.
Shape of debt:

Interest only, bomb goes off 10 yrs from now, ex.
connvertible mortgage.

Heavy on debt service now but future is ours.
Compromise

No debt at all.



Terminology -
Property mgmt.
Asset mgmt.
Liability mgmt.
Development is that first line - operating prop. mgmt. area.
Continuum moves thru property mgmt phase, then asset mgmt phase,
then repeats itself. Those two elements are what development is
all about.
Margin - how am I going to do over the next period.
He suggests that real estate may move to a fiscai yx 3 yrs long.
One year observation unstable.
(Uses example of building a ship)
Real estate production cycle close to a 3 yr minimum.
Tiﬁe period for evaluation should be minimum of 3 yrs.
The unit for evaluation shouldn't be a building.
Should be the ﬁortfolio of leases in total portfolio.
Reporting requirements becoming less realistic.

Banks require report every 3 mos.

Move away from building as unit of measure and toward cluster of
leases.

Example: Park-Regent bldg. from one standpoint good investment, from
another 55% occupied by one HMO, 20% by single doctors. No
replacements for single doctors in this society. Medical revolution
makes both ends of spectrum questionable.
Retrospective rating period
What kind of holding period to hypothesize. Assumption of resale.
Take 10 yr convention & extrapolate sales price at end.
bependent on unknown future facts
Dillmore: In looking at investment property disaggregate the
present value of our investment into its sources so we can

the degree that we're dependent on different assumptions
about the future,



Look at 5 components.
1. Present value of income under contract.
Leases, collectibles, etc.
(Present value of distributable cash in year 1)
2. Present value of debt retirement.

3. Present value of the change in distributable cash
compared to year 1.

4. Present value of the return of our net cash equity
investment.

i.e., if we sold it for just enough to net out the cash
we put in.

5. Present value in the net increase or decrease relative
to our original capital received on sale.

Statement of risk - total percentage of each of those to total value.

Example: If line 1 is 50% of our value and the increases from new
leases is 25% of our value and we're dependent on getting our money
back for 15% of our value and a profit on our sale of only 10% of
value we have a relatively low risk deal. 50% of income is already
under contract. 50% of every dollar is covered by existing
commitments. If our rollover assumptions about releasing, etc. are
realizable (they're controllable) that accounts for another 25% of
value only 25% of our investment is beyond our control.

Compare: Vacant building 2% of value is rented on parking space and
80% of your investment return will depend on how well you lease space,
and 18% depends on whether you get your money back in 10 years, 2%
anticipate appreciation, high risk problem.

Present valﬁe of both investments is identical. Assumptions are
totally different.

Value itself is meaningless unless broken down to tell story of risk
at same time - real estate is futuristic,

Also asset management scheme.
Convertible mortgage:

Lock in first 10 yrs payments as contract price rather than
equity, then look at it in 10 yrs.



Retrospective analysis: presuming a resale price at some point in
the future and then assigning the proportion of the values to the
various components of that future event.

Ended lecture early.



Real Estate 850, Lecture 6
February 9, 1987

Real Estate Tax Law

First ploy - reduce marginal tax rate of taxpayer on progressive tax
rate system.

Opportunities greatly reduced; they were:
Put property into 10 yr trust, letting income go to kids,
taking asset back when daddy retires - kids now taxed at
daddy's marginal rate.
Postpone taxable income.
Convert taxable income at ordinary rate to capital gain.
Postpone capital gain rate.
Avoid capital gain tax altogether,
These have always been fundamental real estate strategies
relative to tax law. Many of those opportunities still exist
under tax law and most strategies are some combination of those 5
basic ploys.

Tactics to achieve these ploys have changed.

New tax law has changed game by introducing several resﬁructuring
concepts.

First restructure:
Three categories of income depeﬁding on source.

Current income- salaries, etc.

Portfolio income - stocks, bonds, etc.

Passive income - you are not directly and continually

involved in management of the assets in order to

achieve return, limited partner.
Relates to single tax conduits in which your
primary role is to provide financing.

Second restructure:

Tax on capital gain is higher than maximum tax on income as



opposed to formerly half the tax on ordinary income.
Reason: 1Inability to overpower Wall St. lobby.

Wanted to retain the 6 mo holding period as a way
of measuring capital gain.

Return your security more often.
Congress became punitive on capital gain to force a
review of that issue and put Wall St. in its place,
make distinction between churning on the market to take
a gain and legitimate investment in long term wealth
production.

Third restructure;

Significant tilt away from the benefit of the big taxpayer
to the little taxpayer.

Real estate market is now subdivided between little guy who
owns a couple of duplexes and a &-unit as opposed to big guy
who owns 200 units in Timbucktu.

Real effort to recognize different cultures in real estate
investment game, little guy is entitled to something. '

Most changes in tax law have occurred where dealing with ongoing
operation.

Benefits that were available to inadvertent terminal operations
aren't changed. .

Still gives many opportunities to avoid capital gains tax.
Thru exchanges
Involuntary conversion

Distinction between dealer and investor and user arxe still there.
User gets more bennies than before.
Investor a little less,

Economic policy thru the tax law.
Not directed too much at real estate.
Aimed at reducing consumer debt, reducing import-export balance.

Reduction of deductibility of interest for debt.



Passive income - critical element relative to real estate,

Three buckets

Primary bucket for real estate is passive activity.
No regular participation.
Only dealers can be material participators.
Participation is regular continuous involvement.
Example: Assume you're a general partnership and you had one
partner who was the managing partner. It would be really
important for all the general partners to lay down an audit
trail that indicates every time significant decision came
along they all got together to decide.

Basic rule:

Net losses from entire bucket of passive activity cannot be
applied to either your portfolio account or current income.

One exception:
Active rental owners allowed up to $25,000 of rental
property losses to be applied to earned income or
portfolios as long as income is less than $100,000.
Gradually phases out proportionately after this.

If there is passive loss:
First determine net operating income is.
Apply new depreciation rules.

Determine whether there is a taxable loss.

You can carry it forward to other years, but only
within the category.

Apply carry-forward again capital gain on sale.
Question from student.
If you have a carry-forward on a specific property and you
sell it the carry-forward applied to capital gain on that

property.

Question from student.



Question from student.
Answer: A sellor who makes a participating loan isn't even a sellor.

(not to clear) A limited partnership it's probably asset income, even 3rd
party.

A lendor that makes particpating loan because it's a
corporate entity it is not.

It's not the name of the instrument, it's the relationship of the
parties out of which it arose that begins to determine its proper
classification.

Another question from student.

Ansver: Within that bucket you're fine. A building that's now fully
depreciated and producing taxable income will probably have a
portfolio effect by being able to buy a new property which gives
them investment tax credits and a new depreciation base.

But can't carry portfolio effect outside category of property.

Essentially, losses on real -estate can be applied to income on
real estate,

Bucket two:

Interest on recognized debt, dividends on stock, gains
& losses in trading of portfolio assets.

Investment interest expense that you're taking on~
borrowed money cannot exceed that income by more
than $10,000.
Bucket three:
Everything that doesn't fall into bucket 1 or 2.
Four hurdles to tax deductibility within passive bucket.
At risk rules.
Says one of reasons we've always allowed
depreciation and investment tax credits was to put real
estate at some sort of payback parity with other forms of
investment.

Then realized that they overdid it so:

They equalized risk by if you sign personally loan, so there
was recourse on the loan and therefore you had risk.



Realtors argued exempt because of longterm character.

Said at-risk rule didn't apply to real estate as long
as all of the owners had equal risk status.

Either they were general partners and everybody liable
for everything or nobody was liable for anything.

Now whether it is on a recourse or a nonrecourse basis as long as
the loan is from a 3rd party lending institution with no
relationship to the sale you are still able to depreciate the
full balance rather than the amount of your cash deducted.

Less sellor financing, less screwing around w/purchase price.

Covers contingent income deals.

Related parties, sellors or persons receiving contingent
fees are all no longer acceptable lendor sources.

Passive loss limitations.

Net losses from passive activities can offset income from other
sources with one exception:

- If you get into real estate and lost your shirt at that point you
could apply it against other income but at a very nominal amount
- $3000/yr capital losses.
If your adjusted gross income is less than $100,000 and your active
rental loss is less than $25,000 don't cash in your bonds to pay off
mortgage, it won't reduce your tax bill.

Do pay off mortgage debt if non-passive income exceeds $100,000 and
your active rental losses exceed $25,000.

Interest income isn't deductible against other income.

Single family home and recreation home still have tax deductible
interest. :

So banks no longer make consumer loans, simply finance by putting
second mortgages on homes so you can go out and buy depreciable

asset - does not create financial stability.

So Congress said max borrowing power on your house is in fact
your basis on your house to discourage this.

Imposes on homeowner need to keep good set of books.

Tape flipped over.



Investment interest limitation (hurdle #3)

$10,000‘a110wance continues forward.

Example: Buying land. Borrowing money for 2 acres land
($40,000) and you pay just the interest on the loan. In old days
marginal cost on that wasn't very much because the real estate
tax was deductible, the interest carry on loan was deductible and
if land was inflating at value higher than real rate of interest
cost on land you were doing well. Can't do that anymore. No
income from the land and you don't have any other kinds of
investment income maximum interest you can deduct is $10,000.

Once you've retired your consumer debt from a tax strategy
standpoint you want to start paying off those kinds of investment
that don't produce immediate income or at least those debts
against those assets,

Hurdle #4 - Alternative minimum tax.

Questions

Examples:

Take adjusted gross income, add back your tax preference items
which are the traditional depreciation, interest expense, capital
gains, etc. and take away certain deductions, take away your
standard exemption and that equals your minimum taxable income,
multiply by 21%, alternative minimum tax. If it's greater than
tax under standard format, you have to pay alternative.

After 1987 capital gains taxes will no longer be tax preferences
but they are for this year which means if you have capital gains
take now's the time to do it. Accelerated depreciation on all
property 1s a preference, that's a modification, installment
gains on dealer property on rental real estate and passive losses
are all tax preference items.

from students.

Mr. Sample, the taxpayer, makes $70,000 salary, his wife's money
has produced $25,000 in income and $16,000 in capital gains,
another $1000 in stock market - $117,000 gross income. Under
1986 law would have had capital gain deduction of $10,000 that
was exempt altogether, rental and partnership losses of $64,000
depreciation, etc. As married couple deduction of $2000,
adjusted gross of $41,000. Then series of itemized deductions
for taxes - interest, land contract, contributions totaling
$32,000, personal exemption is $4,000, income tax is $500.



1987 rules - no capital gains deduction, rental & partnership
losses 59,500, so now adjusted gross income is $57,500. His
taxes are $6000 deductible and his interest on home mortgage
fully deductible at 2, underlying land contract at 8, now that's
used up his $10,000 max, investment deduction of §$5900, consumer
deduction reduced to $1300, contributions fully deductible,
medical is not, total itemized deductions of $26,500, personal
exemption up to $7600, result is taxable income is $§$23,400, he
pays $3400 under new program.

Alternative tax: Gets $117,000 gross income, adjusted to $49,500
by selected losses, ends up with §15,500 plus accelerated
depreciation on his real estate then deducts home mortgage, land
contract and consumer debt - totally itemized deductions $40,000,
makes taxable income of $31,500 x $21% - $6600.

Tape very fast here.

He can go to straight line, you're allowed one change, as long as
you move away from accelerated toward straight line IRS will
permit you to make that changeover. You can make that changeover
anytime.

Tape still very fast, but repeating examples above.
Gives another sample but refers to handout, so I didn't transcribe it.

The homeowner should keep track of every dollar he spends on his honme
for capital improvements or appliances, etc. and keep pushing basis up
to a point where you can borrow more to invest in duplex or whatever.
Interesting change in that you used to inherit money and pay off
mortgage on your home, today you wouldn't pay off mortgage, would
reinvest money on all equity deal and shelter the income with
depeciation you'll get.

Encourages debt on home while discouraging consumer debt. If you have
a home with considerable equity since you bought it they would
encourage you to sell it so you can borrow more on it. Increase basis
by amount of new debt, you would buy a bigger property.

Whatever changes occur in this law will be relatively subtle and to
the benefit of some political constituency not known, but probably not
you.



Real Estate 850, Lecture 7
February 11, 1987

Talking a little further about income tax as it applies to real estate
investment and distinguishing fundamental need for reform....
By 1954:

Congress saw tax law as way of creating statement of national
economic policy in terms of tax favoritism towards certain types
of capital commitment.
Provide tax incentive to encourage people to invest in capital
intensive enterprise that may not have face value favorable rate
of return. '
Initial efforts:

Moderate income housing (608 project), 221, 236 etc.

Encourage people to go into housing when not favorable in
short run.

Created accelerated depreciation.
Result of 200% accelerated depreciation:

Recover total capital of enteprise in 8 or 9
years.

Sell and take capital gain on difference
between sale price and depreciated basis.

Not only paid no tax during operating
ownership but paid on very favorable capital
gains basis,
Name of game:
Convert operating income,
Defer tax to depreciation,
Sell for capital gain.
Added advantage:

Run down property that had short useful life,

Improved the income,



Sold it so your return for labor andmanagerial skills
could be converted to what would have been earned
income for being property mgr, etc.
Encouraged little guy to go out and become r.e. Investor.
Ultimately what happened:
Building typically shoddy.

Original owner didn't anticipate owning more than 9 or 10
years.

Unnecessary to anticipate life cycle in choice of materials,
construction, during housing shortage of 40's & 50's.

Default
Initial accelerated depreciation applied to governmentally
financed programs - borrower nominally had a 90% loan to
value ratio.
Because of games w/FHA insurance form typically loan
represented 105% or more of actual cost - origin of term
*windfall".
So go into deal w/nonrecourse mortgage, have cash out of
bottom line after permanent mortgage closed, cover all of
the income of the property particulars.
Then if slummy, crummy property in wrong part of town:
Take a walk and hand it back to FHA.
Virtually all of the 608's and many 236's defaulted.
Owners were holding property for 10 years of losing
operations, maybe $20,30,40,000/yr.

Guy was saving $200,000 in taxes someplace else.

Willing to put $50,000 back into property and pocket the
difference.

Government decided policy to encourage you to get in but discourage
you from getting out:

Recapture:

If sold within first 18 months, no capital gains.



Reduce by 1%$/month for each month of ownership the tax on
accelerated depreciation.

Accelerated depreciation taken over and beyond straight line
will be subject to ordinary income tax.

Deterrent to selling:
In progressive tax rate

Get all that ordinary income out of a recapture tax in
one year is at highest possible marginal rate.

If you worked it out right, escape recapture by about 16th
year of ownership.

Public policy encouraged you to think carefully about
what you were doing.

Build so it would last 16 years and be marketable.
Operate to a higher standard of maintenance.

Your estate would likely be stuck with property
before you could move it.

Recapture tax:

Discouraged you from refinancing a property after you had a
negative balance.

Possible that if you sold recapture, capital gains, and
repayment of outstnading mortgage could esceed net
proceeds on sales.

To encourage that phenomonen:

IRS said if you foreclosed tantamount to sale at
whatever you owed at time of foreclosure.

Example: You have $100,000,000 building, you owe $850,000, you allowed it
to be lost under foreclosure, the IRS said fine, what you have is
constructive receipt of $850,000 of liabilities that you're no
longer responsible for plus the interst that's accrued plus the
taxes that have been accrued plus the penalties for having to go
through the process, you could very well owe $1,100,000 as result
of foreclosure.

Big help to savings & loans:

Encouraged you to make mbrtgage current - cheapest way out.



Aimed at stabilizing real estate gain and avoiding exploitation
of federal agencies.

Nex great wrinkle:

Lobbyists sald depreciation over useful life of 40 yr old
apartment building, etc. unfair.

Different components had different useful life.
Component depreciation:
One of great corporate giveaways of all time.

Create separate accounts on books for different pieces of
building.

Could make 40 yrs useful 1life 19 yrs with creative
accounting.

Could do it retroactively.
Appraisors made a fortune.
Would reallocate total price of building according to
its parts, lean hard on short lives and of course

concrete became kind of cheap.

Classic case of telling lie with enough detail to make it
exhausting.

Result was to go to 15 yr useful life.

Sell building , lease it back on sculptured basis, so real
payments postponed forever, but purchase price really high out
front, gave tremendous depreciation shelter in partnership
interest.

So now you have 15 yrs useful life and accelerated depreciation
if you want to use it.

Discouraged this by saylng (Congress) if you used
accelerated depreciation and then sol building you'd have to
pay recapture tax on depreciation.
Mild slap on the wrist.
Everyone's using appraisals which were not cash eéquivalent
numbers to come up with base on which to write it off over 15

years.

Result of these games relative to rate of depreciation and



purchase price, etc: current tax law.
Current tax law:
Says we've overbuilt commercial property.
No reason to encourage the flow of capital or argue that tax
benefits are necessary to equalize the payback between real

estate and other outlets.

Real estate doesn't need any help, has gotton more than its fair
share of capital - neutralize tax law relative to r.e.

Make it a little punitive on the bigger cats and still respect
that fact the little guy is still chugging along with his duplex,
etc.

Important to tax law in terms of history:

While r.e. is sulking about being singled out by 1986 law, the
fact is that they were the only ones who successfully lobbied
against having been singled out long ago.

Starting with 76 tax law and moving forward they had an extremely
effective lobby. Maintained by taking congressmen into one of
your corners if it worked out. They had vested interest in
real estate law the way it was.

(Reference to congressmen campaign leftover tax free money)

Tradition on congressional side of real estate:

Favor corporate and larger partnership side at expense of smaller
individual.

Most tax benefits went to those in the highest tax brackets,
therefore real estate was identified with the major loophole of
the upper income seeking shelter in one form or another.
Present law w/favoritism to people with §125,000 or less of
income really a methodology to position themselves of champions
of middle class.
Trying to disassociate themselves from heavy spenders.

Tax law in broad sense:

Expanded base of taxable income

Modified tax ploys of postponing income by use of accelerated
depreciation or convertin income to capital gains.



Does nothing to effact strategies which allow you to create
expense out of income.

Example: Little guy can take duplex and put it into a coporation such as
subschapter S, still have a single tax entity, but now his
corporation can set up a profit sharing and pension program that
takes up to 2% of net taxable income and allows him to put it
into a taxfree fund until he retires. He can't do that as an
individual anymore, but a business like real estate in which he
is sbustantially involved can automatically care out 25% of his
income and put it into a side fund of which he is the trustee and
which he can invest anyway he wants. He could go out and buy
another duplex with his side fund now owned by his pension fund
and it's not taxable at all.

Little investor will incorporate, big investor will be general
partner.

Subchapter S8 will become significant

Straight corporation will also.

Small corporation will become wave of future.

Little guy has many options, big has some real problems:

1. Group investment will be a security - only one not is general
partnership. (Exceptions but burden of proof is on you.)

2. Separation of real estate in passive bucket and earned
income in other 2 buckets, which leaves many investors
presently significantly out of balance in terms of
available tax shelter in investment tax credits they've
accumulated relative to the positive income that comes out
of the passive portfolio that they can use to shelter.

Need properties that are now producing positive cash flow even though
they've lost their depreciation.

Big investor is far less liquid.
Pounding he'll take on sale.
Result:
Buy property as passthrough into his estate.
Changes quality of project and management he invests in.
Timeline has changed.

Four basic questions when buying property:

6



1. What class of property is ti? - there are 4.

a,

b.

C.

d.

Personal residential - still largest loophole.
Investment residential
All other commercial

Agricultural and extracted.

Rules under each are different,

Single family home,

Class 1 or 27

Personal legal residence - where does it fit into chain of
ownership - one benefit of onetime lifetime exemption of
capital gain.

Second category - which hat am I wearing when I buy?

1. Use
2. Investment
3. Trade

Tax law become more punitive as we move down that scale.

Buy for use and sell at loss can take loss as ordinary loss.

Buy for gain take it as ordinary or capital gain. Investment category
requires dealing w/tax laws typically dealth with.

Once I take it as a dealer or for trade I'm never entitled to capital
gain and I'm not allowed to depreciate the property whil I hold it.

Burden of proof is on taxpayer to establish audit trail that says
motivation at time of acquisition was investment.

When is closing date? Critical element.

When do you want to acquire?

Example: Charlie owns a nice section 8 subsidized thing with all kinds of
accelerated write-offs, special deals to bow out on later when
selling to the tenants, etc., do I want to buy the real estate or
buy the asset. I could go in and buy the stock and by buying the
stock get the date of acquisition that the corporation had and
continue to play the game based on the tax law in force when
the corporation was acquired. Or if I wanted to go the other
way I want it in next tax year, I could set up a contingent



What

purchase deal in which the accounts would say no sale actually
closed till 2,3,etc., although for all intemsive purposes as far
as possession and use benefit itc., it would sure appear as
though I owned it when in fact I didn't. Look at Casby 66.
There must be 47 ways to figure out was there in fact a sale or
Just possession of the asset? You can move those dates backward
and forward as to which tax law is most favorable to you on a
particular objective.

kind of tax entity do I want to own this?

Sole proprietorships, general partnerships, limited partnerships,
associations without coporate status, etc.

Assoc. w/o corporate status

Collateral trus bond - mortgages are used to collateralize
certificates of beneficial interst to a number of owners in
the trust.

Mortgage banker puts together mortgages, sells off five
$1,000,000 beneficial interests to five $1,000,000
investors. 1If worded correctly it's not a corporate assoc.
but a conduit pass through, a single tax conduit.

Double tax conduit entities

Example:

Associations which do appear to be corporations.

A University endowmetn fund buy a piece of real estate that
appreciates significantly over time and then go and borrow a
large part of that equity build-up out on a mortgage. They agree
to the mortgage they by-wrote exceeds the basis in their
property, they have something called unrelated business income
and that's taxable as though they were a corporation. A tax-
exempt entity which for certain kinds of operatins is now
taxable.

Pension funds are exempt from this rule - gives them leverage.

What is the nature of the transaction event.

Different ways in which to acquire or lose real estate.

Example:

I acquire a piece of real estate by gifting. I could acquire it
be bequest. I could receive it as a result of the death of a
life estate in which I am the contingent beneficiary or surviving
beneficlary, ther intermediate interest died and now I acquire
the property. I could buy it. I could receive it as a result of
foreclosure on a debt. Many ways to get property that I don't
have to pay for.



Each transaction has its own particular kinds of consequences in terms
of basis and taxable event.

Example: I receive 40 acres of land by inheritance. Not enough value so it
wasn't subject to an estate tax. Under federal law if we receive
a property under inheritance and it's necessary to subdivide it
and sell it we're not considered a dealer - you can still take
capital gains on it.

Tape flipped.
By what nature did I lost the property?
Convey it explicity or implicitly.

Example: Assume I'm a subdividor, I bought the land for $1,000/acre and I
now file my platt with the state. My platt identified a couple
of acres of road rightofway, 2 acres of park, etc. They accept
my platt and it's filed and that's recorded and that's the way I
own the property. Filing the platt is a conveyance. I just gave
away the roadway, park, etc. No deduction for this because tax
law says you did that to enhance the value of the lots. So you
prorate that deduction against the sale of your lots.

Example: Giveaway. When I got the ranch from my dad it was worth
$20/acres. Now there's oil and copper on it. If I give my kid
$5,000,000 worth of land he gets my basis with it. He'll only
owe whatever state taxes there might be.

Much time will be spent on how to convey wealth without a verifiable
transaction.

Involuntary conversion
1. Eminent domain. The government stepped in and took iand.
2. The lord stepped in blew it away. (Natural disaster)
3. Mafia stepped in and burned it down. (Casualy of social life)
Involuntary conversion say:

Example: You have a factory you plan to own indefinitely. It was 50%
depreciated when we took it away from you so we'll give you
market value for it but you take with it the depeciation that you
have. You can complete the original cycle of your tax deductible
elements of depreciation, etc., but we're not going to-give you a
new depreciation cycle unless you elect to assume that you sold
it to us in which case there's a taxable gain; you pay tax under
current rules. Rules are 31-1/2 yr useful life and the old rule
was a 15 year useful life; you'reprobably better off not to pay
the tax, use the same old basis on your new building and go on as



before. But as long as in an involuntary conversion you re-
invest in real estate within 24 mos. within the disaster or the
taking, there is no tax on the transaction.

Example: People in Madison who recognized the University was going to
expand across University Ave. could buy an old house from a
couple that wanted out, jazz up the rent schedule by cramming in
as many students as possible then selling it to the University at
s0 many times frozen rent and doint that a couple of times, all
of it was non-tasable because it was taken under threat of
eminent domain. They then flipped it into a new apartment
building in the suburbs and they had their down payment.

Exchange:
Essentially it says:

You take to the new property the basis that you had in the old
property, plus the net amount of new debt that you've taken on. The
exchange must be like to like. If I'm in a farm for investment
purposes 1 can trade for an apartment property for investment
purposes. I can use an exchange to acquire property and dispose of
property without necessarily having a taxable deduct.

(This is gone into in more detail in another lecture)
Abandonment
Difficult to do.

Example: You had apartnership that's really gone sour, they're about to
foreclose, you're going to get slammed with an income tax on the
destructive fail of property, you've already got a negative
basis, you'll have to cough that up. You can request your
partner to erase you from the partnership - you've abandoned. In
New York thousands of properties which are a public liability -
owners simply disappear and the city ends up owning it after 3
years. Tax laws have really strict rules about what you can do
with abandoned property.

Be careful not to own property you don't think you can get rid of.
Toxic waste (asbestos)

If you buy it you're equally liable with the guy that sold it for
removal of the toxic waste.

Talks about what if the University bought a railyard sight unseen, etc.,
ramifications of cost of disposal of toxic waste, public image, etc.

10



Real Estate 850, Lecture 8
February 16, 1987

How to organize investment activity to be in position to use tax strategy.
Correctly accounting for search process & acquisition of r.e.

Sequence in which you pay finders' fee or what you call something
in transaction has a great deal to do with the structure of
transaction.

For fast write-off, avoid paying for fees & aspects of
project which would be capitalized into purchase price.

Example: Buying property from a limited partnership in which
general partner would participate in proceeds if they went over a
certain amount after limited had gotten preferreds, limited
returns, etc. If you do that it is then added to the purchase
price of the property and would become depreciable over 31-1/2
yrs, - relatively long time of recovery.

On the other hand, go to the limited general partner privately
and pay him a fee for his counseling services in locating the
property and expiditing the closing, etc. he would get x dollars
entitled but it would be buried in such a way it would not appear
as part of purchase of property, but purchase of professional
services.

Innumerable items which could be converted into professional fees or
which might be paid better by the payer than the sellor or which might
be paid better by sellor.

Example: The IRS recognizes that to put property in shape for
sale there are certain expenses. You might want those things
done but capitalize them into the process in some way so you can
use it for equity on mortgage or getting improved appraised value
for loan etc. Might set up a condition to the purchase that such
improvements be done by sellor and allow sellor to deduct as
expenses on his side. He avoids tax and you buy into building
with higher rate of value. Many accounting details must be
considered in structuring acquisition.

Tenant wants certain concession; his lease expires in 2 yrs., he
occupies 15% of building, you want him for 10 yrs, you go to him
and allow him certain concessions. Acquisition strategy.

Offer to purchase is carefully orchestrated and structured in
terms of time. Offer initially a letter of intent with certain
stipulations, etc.



Be aware that accounting that will be involved during entire
period of ownership is really determined by care with which you
set up acquisiton.

Once you have acquired and financed property, additional accounting
matters to be considered.

What

What

Real
cash

kind of depreciation strategy will you follow?

Maybe for an investor with a portfolio of properties, many of
which are already producing adequate depreciation, set up a
depreciation strategy that reverses his depreciation so that he
uses a sum of digits in reverse and takes the very least in the
first year of ownership and then gradually takes more accelerated
depreciation downstream for various reasons.

kind of expense strategy?

In some kinds of public institutions it would be useful to have
1) a relatively high degree of net income, 2) have it grow at a
reasonably predictable rate.

Manipulate your income on a fairly sound r.e. property much the
like you do in a publicly held company so you can demonstrate
quarter after quarter of successive increase of earnings per
share and presumably get people to extrapolate at a resale value.

Handle expenses in different ways:

1. Deliberately understate mgmt. fee & take it back in load
on the resale. Result: operating characteristics are
improved, reward for manager comes In back side of sale.

If the same firm that manages property has subsidiary on
insurance side, subsidiary that does tenant improvements,
etc., he could set up low mgmt. fee & take it out on tenant
improvements.

Negotiate carefully w/property manager.

Example: Hire property mgr., pay him 3-1/2% of gross, expenses,
$2/sq ft for everything leased and 1000 sq ft of office space.
Look at and see you gave him free rent to run his own show plus
all expenses are still yours, advertising, legal fees, etc.

Hold operating costs, net income in line, back that money out
someplace else in the deal.

estate in great state of flux whether basis should be accrual or
basis. Property mgrs taking advantage of that to mix and match.



Try to achieve certain performance record for property.
Increasing cash return or stability of cash return.
Or sell on basis of low operating efficiency ratio.
Begin to anticipate ultimate resale of property.
Capital gain has been shot In the head, nominal at best.
Buy to postpone expenses, create basis, hold down operating
expense by capitalizing more and expensing less, avoid capital
gains tax at finale.
Even homeowner has incentive to keep very detailed set of books so
that each time he puts dollars into the house he's building up his
basis because the maximum he can borrow on home with tax deductible

interest is the basis in your property.

Building audit trail is critical toward defending ultimate tax
treatment of the resale proceeds.

Try to demonstrate intent that you're creating investment.
Even name of enterprise is important in establishing this.

Casby 66 has very detailed accounting instructions as to what
constitutes a sale.

Must cut loose all threads of benefit and control in property.
Mortgages w/contingent interest rates back to seller.
Land contracts w/stiff penalties for failure to meet terms.
In effect, these say there's no sale.
Special areas in tax law.
Contingent sales - 3 types.
1. Installment sale
2. Contingent sale
3. Sellor financed sale
Until few years ago if you accepted as sellor less than 30% of sales
price of property you were allowed to pay your tax on sale as you
proportionately as you received proceeds. Only 20% of downpayment of

$29,500 was taxable in year in which it was received, $10,000 in
second year 20% of that was taxable, etc. You were able to get the



largest part of your cash out of the deal and string your taxes along
over a period of time. Installment sale was major factor in
structuring deals,

Now proceeds are simply taxable as you get them under installment sale
provision.

Contingent sale:

Don't know how to prorate because you don't know what you're
going to get.

Price won't be set until the end of the 5th year.
Take all the money you're receiving and use up your basis.
If you have $200,000 basis, first $200,000 is tax free.
All income after that would be taxed.

Gives you more net distributable dollars in early years than

installment transaction.
Third type of installment sale: (Sellor financed)
Example: A subdividor selling lots in Florida on land contract at 10%
down and 90% balance paid over next 10 years. You would evaluate the
probability of collection and the stream of payments including
default and pay taxes on present value of that portfolio. To the
degree that performance exceeded that forecast in the future you would
be subject to further tax on the excess.
Avoids arguement whether deal is contingent or not.
Mood of federal government is to continually reduce the advantage of
smoothing out payments over time in order to stay in lower echelons of
a progressive tax rate and perhaps convert income unfairly to capital
gains.

Exchange process

IRS is very interested in when enterprises starts & terminates.

1. Must trade like for like.

Characteristics as financial instrument. Nature of financial
interest.



Your new basis once exchange is complete equals the old basis in
the property traded plus any net increase in debt or liability
from which you had previously plus any additional cash you put
into deal minus any boot that you received. (An airplane as part
of the deal).

Trade can go thru several transactions without taxable gain to
arrive at final transaction.

Example: Subdividor on edge of Madison - farmer has land w/$100 per
acre which is now worth $15,000 acre. You want to give him a million
and a half dollars for it but he only has basis of $100,000. Uncle
Sam will kill him on that. But wants 330 acres out in prairie with
new barn, all equipment, 60 head of cattle, etc. Developer puts
package together and trades him. Farmer gets brand new farm, no
taxable event, with stepped up basis when he dies, and developer gets
his land next to airport but for only 13,500/acre.

Exchange becomes very useful device to avoid triggering a tax
situation. Major tool for structuring real estate development deals.
Ultimately you pay the price when you sell the property.

Tape flipped.

Example: I bought a little $40,000 4-unit, it's now worth $80,000, I
have $10,000 equity left in it in terms of basis; if I sold the
property for $70,000, I'd pay $28,000 capital gains tax, plus state
capital gains tax.

If I took my $100,000 property and traded it as a down payment on
another property that had an $800,000 mortgage on top of that, now I
can start the leverage. I get full credit for my downstroke.

Assume he (the guy that sold me the property) has $100,000 equity in
the deal simply because he was the contractor. It cost him $800,000
to build it, he borrowed $800,000, he's got a $900,000 value, I come
along with my $100,000 4-unit with no basis left to speak of, say
$10,000 but a nice cash flow coming off the property. I'll trade up
and take on the debt because I'm on the make and moving up the ladder
and he'll take the $100,000 no-risk, sure thing, grand slam unit with
nothing but income and get out from under the liability for the
$800,000 mortgage.

Starker case allows you time to close the deal in some sort of
sequence rather than all at the same time. Money's put in escrow till
everyone's pleased with what they're getting. (For up to 90 days).

In the past great deal of opportunity to change legal character of
real estate in order to change its tax character.



Major elements:
Clippered trust

Allowed a parent to give up control of income from an
investment asset for a minimum of 10 years and then retrieve
that asset at a later date. Income went to child and was
taxed at child's marginal rate or accumulated in trust and
taxed at trust rate.

Now plugged completely. Now taxed at parents' marginal rate.
Placing property in wholly-owned corporation.

Take title and put it into corporation in which you own 80%
of stock - no taxable event.

Small corporations enjoyed a very gradual increment in their
tax rate.

Prior to this year 11%, up 2 or 3 % increments till it
reached corporate rate of 46%. Didn't have to be very
high in tax bracket to be in 25 or 30% tax rate so
corporation was pretty good as a tax shelter.
Corporation will allow you to create pension program,
accident-health program, buy car, pay salary to you
and family. Basically in tact except for salaries paid
to shareholders.

Could be argued that small family owned corporation could
become major tax shelter for middle income yuppie family.

Tax rate is not quite as favorable as it was but still 18 to
25%. -

Two features in tax law:
30 day liquidation rule, 12 mo. liquidation rule.

Example: Corporation doing subdividing took advantage of lower
income tax rate and then having 100 lots in your subdivision now
down to 5 or 6 lots, project is substantially completed. You can
now announce 30 day liquidation, pass everything through to
shareholders and they would pay a one time capital gains tax
instead of paying income tax a whole series of dividends over a
period of time, simply retained money in coporation until project
"was completed - shareholders would also receive remaining lots.

Postpone distribution and then distribute it in such a way
as to achieve capital gains.



12 month liquidation
Board of directors must decide to go out of business.
Either sell all the shares or sell assets.

Must initiate search after decision to go out of
business.

By selling all assets and then liquidating corporation
proceeds go through to shareholders and capital gains.

These rules have been modified but are still available.
Subchapter S corporation:
Permitted to have 10 shareholders.

Intended to serve professional who wanted to have protection from
third party liability.

Income passed through individual shareholders prorata to their
ownership directly and they paid income taxes on it. Any taxable
event was prorated to shareholders.

Only a single tax instead of double.

You could pull the string on it and convert it back to corporate
character rather than a passthru character the day before you
were going to make your income tax decision but simply
inadvertently breaking one of the rules that controlled the use
of that.

Example: Rules required if any percent change in ownership among
the shareholders it had to be reported and all shareholders had to
once again sign an agreement that they had agreed. Otherwise it
lapsed back to a corporation.

Switched back and forth from subchapter s to corporation depending on
taxibility.

IRS said maximum change of one every five years.

Expanded shareholders from 10 to 35 not including spouse, so up to 70
shareholders.

Also modified percent of rent allowed to collect. Were only allowed
to have 20% of gross income from rents or were regarded as real estate
holding company rather than a professional corporation. Now 35%.
Definition of rents does not include equity participation.



Subchapter s is still attractive way for small groups of individuals
to own real estate - corporate shelter in terms of liability.

Example: Hotel - liabilities are high, tax advantages are still very

high.

IRS has been increasing attractiveness of subchapter s over a period
of time to discourage use of limited partnership tax avoidance kind of
device.



Real Estate 850, lLecture 9
February 18, 1987
Estate Planning in light of current tax law
Has removed capital gains preference
Has made rate of depreciation recovery a relatively slow procedure
Favors smaller individual investor
Real advantage of middle-class investor
That aspect of real estate has been ignored:
Many people assume simple will will handle problem
Doesn't relative to real estate
Basic issues:

Your property goes into an estate administration process to be
run by administrator/trustee.

Thrust of law:

Estate 1s to organized, converted into cash & distributed as
quickly as possible.

Risk-taking efforts on part of trustee to manage “the
business etc. comes at his personal risk.

Heirs can hold him pexrsonally responsible for mistakes.
Reduces his incentive to do so.
Incentive is to liquidate as soon as possible.
Uncle Sam:
Stands to take sizeable piece of estate.
- First $500,000 exempt.

That doesn't take much,

Example: Farmer w/500 acres of land at $2000/acre fully paid for now has
an estate tax problem of significant proportion.

Tax is payable first installment in 9 mos, fully paid in 12 mos.



Distribution system:
Heirs require different type of assets

Find ways to fractionalize property in ways which are not
natural to the property

Formulate plan
Accumulation plan - Investment strategy
Quite often large part of net worth is life.insurance.
How to inveﬁtory and value assets - virtually instantly.
Stock or bond just check Wall St. Journal.
Possible to die intestate - no will
State laws go to work
All property to surviving spouse if only survivor.
Otherwise evenly spilt among spouse & children.
This can be devastafing.
Simple will

Everything goes to spouse - may have children by previous
marriage who may get nothing.

Any number of circumstances by which normal processes will defeat
expectations of individual.

Anticipate needs and abilities of heirs.

Once you have anticipated estate tax, 49 out of 50 states have
inheritance tax.

Tax is regarded as excise - on right to transfer, not on the
asset, even though amount of tax is determined by amount of the
assets in excess of certain amount,

One problem w/planning shead can be planning too well.

 Circumstances at time you draft will are not the circumstances
that prevail at time you die.

Need flexible process.

Your entire network of business relationships is going to be affected.



1f you}re general partner in limited partnership and die that's

the end of the partnership and that becomes a taxable event

unless some provision has been made to carry forward enterprise.
Forecasted value of estate now and at some point in the future.

Complete inventory of assets and some sort of assumptions about
accumulation and growth in value of assets.

Then match assets and income potential to various objectives of
the accumulation. :

Spduse, children
Partner

What are cash requirements relative to administration, taxes,
etc.

Administration & transfer shrinkage 5-6%.
Taxes

Income tax on estate,.

Federal estate taxes.

Testator may try to build into inheritance amount of
inheritance tax.

Budget changes as children grow older, ability to wife to work,
value of assets change.

Any device that stabilizes assets helps in future plan.

Example: Give preferred stock to daddy and common stock to kids, not only
transfer of wealth in terms of buildup of common value to kids,
never has to go through probate, which is not subject to
administrative tax or any other kind of tax, but the preferred
stock at a callable price fixes the value. If we know that
within that corporate entity we're accumulating cash to
anticipate the date of calling our preferred we know we'll have a
pool of cash to provide liquidity to the estate at exact time
liquidity is needed.

Valﬁation of estate is critical issue.
Many assets very difficult to value.

Deals may make a lot of sense, but relative to estate issues
don't make any sense at all.



Example:

Particular true of fractional interests in various enterprises.

We're valuing the estate as a 10% property interest in a
propexrty which is currently in Chapter 11. Probably a 5, 6

"million dollar property, but when all's said and done what's the

salvageable equity that they're likely to get and how far away is
that in time?

Not a lot of people that are going to buy into a receivorship
Chapter 1l1. ’

IRS doesn't help much.

Example:

Five of members owned the land, none of which had more than a 40%
interest in it, plus one outsider. They in turn leased the land
to the brickyard on a straight percentage of gross sales basis.
The owners of the brickyard were 3 of the other 6 guys that owned
the land. They die within 9 years of the time the lease is going
to expire. Substantial asset in the estate of the deceased who
happens to have 40% of the land, but none of the brickyard. 1IRS
alleges that because they're brothers and sisters and uncles,
with one exception of the manager, that in fact she has working
control. That presumably her sons and daughters would listen to
vhatever she says about how to run a brickyard. No minority
discount because l)that individual is inter-related in such a way
that they would defer to whatever her wishes were; 2) the year
that she died was the year of the greatest number of brick sales
In the history of the company. Net income is based on best year.
Extrapolate that over the last 10 years of the lease, this is the
market, tremendous residual value; that's what they'll -charge the
estate on. No provision to anticipate this. Could have been
structured differently.

This particular estate has been through 3 levels of federal
courts, appraisals on both sides, attorneys on both sides, and
while they may save themselves maybe $600,000 in estate taxes it
cost them $200,000 to do it. It would have been a lot cheaper to
anticipate that and structure the ownership in a way that in fact
would value itself.

What value is the inventory of my assets, at what rate are projected
to grow, what is my valuation mechanism that will establish as
efficiently as possible the value of the majority of those
investments?

Look at cost-effectiveness of the structure of the investment holding
in light of valuation.



Legitimate ways of minimizing taxable values.

Marital deduction.

Growing considerably from 50% to max of $250,000 to starting
to starting this year you can transfer entire estate to your
spouse and it will be non-taxable item.

When spouse dies they're going to get you. And at
progressive rate - it may be cheaper to split the estate
into 2 lumps in which one is taxed currently at lower rate
and spouse's estate is taxed at a lower progressive rate at -
some point In the future.

You may want to instruct your administrator that the wife is
to get those assets which provide the most income that s
going to have the least appreciation.

Transfer the assets with highest potential of appreciation
now to some kind of life trust that pays the tax presently
on the unappreciated value and then 10 yrs from now that
life estate trust which supported the spouse in the meantime
gets transferred to the survivors and the tax has already
been paid at a lower rate.

Requires planning which asset best fits the program for each of those
beneficiaries.

Charitable donations can be useful.

Give now and apply donation annually against current income and
then have the benefit of the asset go to the charity at some
future point,

Establish devices which will automatically establish value.

Example:

There are 10 of you in a motel adventure. You agree among you
that if there are going to be any purchase and sales of stock
among the ten or sales of stock to other members of their
families this year it will be at §$10/share. At end of year you
evaluate the performance, you decide that you‘re continuing your
practice of wvaluing 10x earnings or whatever, you always agree on
formula, you all sign off on formula, then if somebody dies you
have already pegged the value of the stock for transfer to the
heirs or estate. Cross-purchase agreements on price on annual

" basis.

In some cases you must establish effective demand

Example:

You have some old landmark buildings you're remodeling and you're
the talent and if you go who's going to run the enterprise? You
have an assistant who is capable of carrying on but has no money.



Tape

Set up cross-purchase agreement w/him that says he can buy your
interest in the property on a certain formula.

Estate gets liquidity, it gets out of management responsibility,
the powers of the trustee do not have to include tricky
remodeling of a landmark building and life of young assistant is
not adversely affected either.

Need to devices to automatically establish value, and automatically
create cash out of those values.

flipped.

Judge bases fees to administrator and trustee on amount of assets
which are handled, the nominal thing to do would be to defeat the
administrative process by adding let's say joint ownership. Property
automatically goes to survivor.

You can do it in most states.

Problem is Uncle Sam won't let all that money slip through his
fingers.

In case of life insurance:

If any of the incidents of ownership were still with
the deceased then the estate is considered to have
constructive receipt of the proceeds if only for the
instant before it moves into the hands of the
beneficiaries and therefore is included in the estate
and part of gross estate on which it pays taxes but
unfortunately the cash with which you were going to pay
taxes is already moved onto the beneficiaries and
now the estate administrator is left the with problem
that while he meant to bank the real estate and pay
the taxes on life insurance, that's not the way it
works out. Real estate has to be sold to raise the
cash because of lack coordination in terms of how the
life insurance was structured.

Joint ownership
Husband & wife own together.
Husband dies, wife now owns the building.
Major part of the estate.
What's left to pay taxes?

Heirlooms, they might have wanted to keep.



Uncle Sam does prevent some various mechanisms to recognize the fact
that spouse may have half interest in the property.

Example:

Possible to make one-time gift to wife of certain r.e. assets.

Will not be taxed and will not be estate.
Will reduce amount of administrative costs.

Certain properties are fairly complex to administer or dispose
of.

Structure it in a way that estate can bring in a
specialalist without the personal liability.

Home building company - You own it in your own mame. Estate
administrator faces the need of running a home building company.
His liabilities are tremendous, his (intentions) are virtually
zilch because he's paid on asset value not profit performance.

Set it up as corporation, all shares of stock go to the estate,
the estate administrator can elect a board of directors who can
choose a manager who continues forward with business as before.
Has totally different liability. May get a better manager.

Estate need also consider some structure that provides trustee with
flexibility in terms of how to make cash distribution to various
heirs, etc. appropriate to their needs at the time.

Family situations have gotten complex.

Sometimes multiple marriages with children.

Set up trust for spouse. Then set up sprinkle trust.

Usually would have the spouse & a trustee from a corporate group
like bank trust dept. managing disbursements w/discretion.

Co-trustee provides check on what surviving spouse does.

Very common form of estate administration.

Corporate trust has been eliminated by current tax law.

Allowed for a temporary trust (10 yrs or more) in which income
assets would be diverted and income go to children primarily.

After 10 yrs the (process) would reverse to the original
and he would go on as before.

In its place we have QTip trust,



Quaiified terminal something.

Unique kind of trust,

Allows you to create a trust fully protected by the of
investments, but only the income is payable to the spouse.

The (corpus) moves forward to the heirs appointed by
the deceased.

Significant distinction:

In past in order to enjoy marital deduction the wife
had to have full unqualified powers of appointment.

She could divert trust to wherever she wanted.

Husband could die leaving $1,000,000 in trust and
specify who contingent beneficiaries would be when
spouse died but spouse could change it - nothing he
could do about it.

Qtip trust says:

As long as you give her all of income and as long
as trustees make bonafide effort to maximize the
income on the trust surviving spouse gets income
benefit but cannot alter the ultimate course - no
general power of appointment.

This has become a very popular kind of trust.

Divide estate by functional interests.

Example:

Family with 3 children - one of them in TV, one in hotel and one
in resort. Agreed that each would inherit interest in specialty.
Second son was killed, sold hotel and made it cash to be split
50/50 to 2 survivors. Not necessarily equal values, but each got
to do what they wanted.

Set up estate in various shares which are reasonably divisible.

Set up in corporate framework and divide framework into that
which is voting and nonvoting. (Rockefellers, etc.)

" Sold stock which did not affect voting control.

Foundation got voting control.

Joan Burbank campaigned against this and won. Erbine foundation
forced to sell Erbine developments, etc.



Macarthur foundation: John Macarthur owned Bankers' Life Insurance
Co. and bought Florida.

Owns 80% of 3 fastest growing counties in the US.

One of reasons property values so high there is because there's
very little land left that isn't owned by MacArthur Foundation.

IRS said operating subdivisions and illegal.
What disposition can you have that keeps IRS off your back?

Forfeiture program - not only pay dividends above 5% of asset
value, but must liquidate assets over 10 year span.

How do you do that and retain control?

Says more about MacArthur, but really unclear - son was killed so no
operating control of large land holding company.

Instead of subdividing by control and noncontrol assets we may divide it in
some sort of series of business entities.

One of greatest loopholes:

Uncle Sam realizes that the liquidity pressure created by the tax
and the death will destroy the small business assets which we
presumably as capitalists are trying to encourage.

Farmers first to realize that they were owners of large assets with
virtually no liquidity.

500 acres of corn land and it happens to be at the top of corn
prices so worth $3000/acre, suddenly $1,500,000 asset which
brings you into that tax class pretty quickly.
But no cash on a farm.
If you put a big mortgage on the land the cash basis on the
mortgage will exceed the cash production of the sheep,
cattle, etc.
Acres are producing on 4%, but you have to borrow at 12%.
Cash problem.
So law states that if you can show that it is a family business in
which one or more of heirs are involved in active operation, in fact
you can carry it forward to the next generation at it's book value

rather than at nominal value. The tax will be postponed.

As long as you continue business for 10 years you would have 10%



reduction each year in the amount of tax you would have had to pay, if
you stay 15 years forgiven all of estate taxes on the enterprise.

Designed for farmers.
But expanded to any business up to $5,000,000.
Tremendous incentive to encourage family enterprise.
Very favorable passthru.

Major loophole:

Not only stepped up basis but you're forgiven all estate
taxes after 15 years of operating business.

Two critical elements.
Common disaster clause.
Estate may presume that spouses die in sequence.

If both spouses die together.

Maybe give half to spouse and half to trust for life estate
and then on to children at lower reduced rate.

Allows you to establish by will a premise -thwt of joint
disaster.

(Temporate) clause.

Daddy says junior get money when he's 18 to go to college, etc.,
but hold money till he's 35,

Can stipulate that kid has to go to college to get Inheritance.

Allow trustee to cut off Income anytime and prevent heir from
selling inheritance.

No vested interest so nothing to sell.
Medical disaster clause.
While trust is there to benefit children equally, if in eyes of
trustee, one or more of them becomes ill, trustee can divert

resources to care of that child.

Structure real estate ownership in balanced way not only for short run but
for long term as well.

10



Real Estate 850
Lecture 10, March 2, 1987
He is testifying in a real estate case:
Racine Harbor

Coast Guard built a 1life boat station off the mouth of the river
on a little island in the 1880's.

Federal gov't had laid claim to the island - fed property.
Continued to operate till 1972 when they abandoned it.
Quit-claim deeded to State of Wis. and County of Racine.

By that time it was no longer an island but attached to land
owned by Pugh family at mouth of river.

They ran a coal and oil storage business.
Law states that when nature of land changes due to course of
river, etc. the land becomes property of continuous property
owners.
Pugh family sued - land no longer island, no longer
federal property that could be quit-claimed, was in
fact their property. Affirmed by federal court after
10 years.
Acquisition of property by aglommeration.

Pugh family sued state and county for damages incurred
while being denied access to their property.

Property totally surrounded by Pugh property.

It was repository for self-unloaders to dump coal
and salt.

Tremendous demand for salt storage starting about
1971 that was accessible by lake freighter.

Pugh was about the only place to unload and store
salt.

Coming in for damages:

Assumptions made by state appraisers on property were
false. - Renovation or sale of lighthouse, etc.



Logical use was storage of salt - could have gotten 150
feet more of salt storage.

Would have produced $39,000/yr more income.
Morton salt guaranteed salt storage for 10 yrs.
Came to $350,000 plus opportunity costs.
Total of about $450,000.
There were no market comparables.
Best use:
- Uses that are legal
- Compatible w/adjacent property
- Financially viable.
Classic (radcliffian) - probable use.
Estate taxes
Useful to be aware of what constitutes a gross estate.

Often what is included in gross estate is no longer in
the gross estate available for liquidity.

Your estate might consist of:
* Property owned at death.
. Not necessarily simple in ultimate definition.

FASB66 - you might have some sales on a
contingent basis where you have reserved for
example participation in future profits that
would not be considered by the accounting
profession as a release of control or
interest - not a sale.

Individual has to be very careful in
structuring his deals.

* Property passing to spouse by elective share.

Example: You and your wife own the house as a joint estate
w/survival benefits. By the time you have died
technically the house has transferred to the wife but
the value of it is still in the estate and will part of the base



on which you may pay taxes. Must be careful - if house is major
portion of estate, can't let the asset slip away leaving the
estate stripped of means with which to pay the tax. Same thing
can be true of a joint bank account.

Liability is there but the liquidity to pay the tax has already
transferred beyond the control of the administrator.

* Certain transfers within 3 years of death.
Unification tax.

People w/terminal illness would try to pass thru to heirs
property to avoid estate tax.

Illegal to try to avoild estate tax - burden of proof was on
taxpayer to prove he didn't know he was 111.

Gets added back in to estate for purposes of computation of
estate tax.

* Transfers w/retained controls.

Example: Assume you gave your 2000 acre ranch in no. Wis. to UW as a
charitable deduction and retained life benefit of continuing to
go to the cabin. Asset is still in your estate as far as Uncle

Sam is concerned, even though your death extinguished your
interest.

* Life Insurance.

Obviously insurance payable to estate is the property of the
estate.

Less understood - you can own a life insurance policy even
though the proceeds are payable to somebody else. Incidents
of ownership must be extinguished.

* Revocable transfer.

Engagement ring - anticipates marriage - revocable transfer,
technically still in estate.

* Property received that has general powers of appoiﬁtment.

Example: You are about to die and are the recipient of a trust in which
you have general powers of appointment. (You can name new
beneficiaries to trust). The trust is part of your estate for
purposes of collection of tax but not for administrative
purposes. Passage of assets will go right through to
beneficilaries.



* Transfers for partial consideration.
Installment sale of farm - balance due is part of estate.

* Property received in which marital deduction was previously
allowed as a qtip trust and you would inherit the corpus.

Also part of your estate.

Gross estate consists of whole series of assets - to compute the taxes
you must estimate the value of each one of them.

From gross estate:

Deduct all administration expenses, debts and funeral expenses
the deceased had. Also deduct losses due to fire, etc.

Adjusted gross estate,
Subtract 2 major categories:
Charitable deductions
Marital deductions

Arrive at a taxable estate.

Once you're aware of ceiliﬁgs on marital deductions and what kind
of taxable estate you want to produce so that you come in under
federal regulations, charitable deduction becomes ia critical
variable in keeping you out from under federal tax rules.
May be very useful in simplifying administration of estate.
To taxable estate, you add adjusted taxable gifts.
Gifts you have made to heirs, friends, children, etc. since 1976.
Because of unification rule.
Tentative tax base
Compute on this basis a tentative estate tax.

Against this you receive a whole series of credits.

Any gift taxes you have paid on taxable gifts after 1976 are
immediately deducted.

Credit for (state death) taxes.

Credit for taxes on prior transfers.



What

Credit for any taxes paid in a foreign country.

Finally, subtract the unified estate tax credit.

is left is the actual federal estate tax.

Must be paid in cash w/first installment due within 6 months of
the deceased’'s death and final Installment due at end of that

year.

Estate must have certain amount of liquidity, or something is
going to get dumped.

Many families that are strong in real estate carry a number of key
properties without mortgages, so that they can mortgage instantly and

have

Example:

Example:

cash available for liquidity.

Must provide sufficient power to estate trustee so that they can
borrow against the real estate.

Will must provide direction on each asset as to how testator
perceives property - keeper or loser, etc.

Disposition of what to do with partnership property.

Interaction between the estate of the individual and
the estate planning of the partnership or closed
corporation.

Liquiditation of the partnership is a taxable event.

It could occur at an awkward time for surviving
partners.

Recapture tax on accelerated decpreciation
Might not have liquidity to carry it forward

Doctors merged into Physicians Plus. The insurance company that
has mortgage on their clinic which is owned by a limited number
of doctors, instantly said we're sorry, that's not the original
groups we lent the money to (it was a very low interest rate and
they want excuse to terminate the mortgage anyway) accelerated
the principal on the mortgage and said it's due.

Need to have plan within the partnership as to what will happen
if any one of the partners die and how will their interest be
acquired and funded and how will that relate to the estate of the
deceased.

Assume there were 3 general partners in a real estate business



and one of them was very good at acquisitions, one at management,
one a financial genius. The guy good at acquisitions dies just
after he acquires 2 plums for the partnership. Part of the value
he's created for the survivors is in realization of the profits
from the most recent acquisition. There would need to be a
formula which says that his estate would be paid out the book
value of the partnership at the time he died plus one third of
the net income for the next three years.

Provides liquidity for his estate.

Question is where does his partnership find the money.

May have life insurance with cross-purchase arrangement.

Each of the partners buy life insurance on the life of the
principals.

If one of them dies life insurance proceeds are paid to
the partnership and partnership buys the partnership
interest of the deceased.

Injects cash immediately into the estate and resolves

the problem of remaining partners having to be partners
with the estate.

Single policy arrangement less complex but it doesn't change the
basis of the two partners.

If bought by individual partners on the lives of each other but
the fact that the proceeds went to partnmers who then bought

interest in the deceased's property would give him a new basis in
that property.

Estate plan exists for the deceased but then each of the properties in
which he has something other than a sole interest has its own estate

plan.

Avoid triggering adverse tax results for the survivors.

One of the major complexities and costs for even a modest estate is

going to be arriving at the value of the real estate at the time of
the death.

Example:

Landmark is currently appraising an estate in which there are 24
properties and a couple of them are land contracts. One of them
is a ground lease under a day care center (tape flipped) two of
them are partnership interests one of which is in a partnership
that is faltering another onme is in a partnership that has yet to
finish construction. What are those worth? Total portfolio is
maybe 5 million dollar aggregate value, relatively modest. Have
to establish the value and then subtract the mortgages so that



the end result may be 2-1/2 million dollar equity. Appraisal
costs on that will be $75,000 - §$100,000 depending on whether
it's contested by the IRS. A fairly high cost imposed on the
estate by the need to arrive at the value. Any time that you can
create a device that automatically creates a value for the asset,
that's a significant advantage in reducing the estate shrinkage.
One way of doing that is to create a corporation.
Convert (grandfather's) portfolio into a corporation.
He has a preferred stock, you have common stock
Preferred stock is callable at a given price.

Estate passes control of the common stock to the heirs.

As cash proceeds are available liquidate grandpa by buying
back his preferred stock.

At that point you have a frozen value on the real estate
interest.

Corporate framework may be far more advantageous
Particularly for the elderly investor with heirs, etc.

Add to it the fact corporation can have very elaborate
pension programs.

25% of income segregated right out of corporation into
a tax free investment fund payable to heirs.

Need to look closely at the private corporation as a device for
even family real estate.

Buildings with very sensitive management characteristics.
Need to think thru who's going to run them after grandpa dies.
Need to plan estate at very early age.

Die intestate lose all control with possible exception of all going to
wife.

Straight administrative trust
Set up with a corporate trustee

Owner of the property and trust officer become co-trustees of the
property.



Example:

Title resides with the bank trust department.

All funds are received the bank trust department and disbursed by
them.

Can set up degree of discretion that will be exercised solely by
the bank.

Bank may decide day to day how to operate the real estate, who's
going to be the property manager, but have to consult with owner

on refinancing, sale, major capital decisions, etc.

Will also carry with it set of instructions as to contingent
beneficiary.

1f something happens to original beneficiary.
Bank goes on as before

NRow distributes income or benefits to named
beneficiary.

Advantage:
Sidesteps entire estate administration process.

No reason for probate judge to inventory resource or monitor
the management of the assets.

Can go on for 99 years plus the age of someone living.

Many people that acquire real estate for tax purposes are
neither interested and trained to manage it.

Bank manages the real estate.
Company avoids scrutiny of probate court.

Very flexible and powerful tool. More and more real estate
Is owned by that type of trust.

Whole new profession is running real estate companies for
bank trust departments.

The estate tax opportunity for

1) a stepped basis

2) a program transfer to selected beneficiaries and a tax-
favored transfer of a family owned business to family
members who continue to operate that business for at
least 15 years,
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Acquisition process

When an offer is made on real estate it is subject to a varied period
of time where buyer has a conditional option on the property subject
to:

1. the property meeting the buyer's criteria of and

2. the receipt of an appraisal that is supportive of and
acceptable to the buyer's position.

For a long period of time was taken as a rather casual requirement.

No expectation that buyer himself would expend considerable funds
investigating a property.

No longer true with arrival of corporate fiduciary liability.
Most major transactions involve someone acting as agent.
Higher level of performance expected.

Most of performance occurs during the due
diligence process.

Due Diligence
| Commission an engineering analysis of the building.
1. Structural
Foundations adequate, frame appropriate, etc.

Example: On the West Coast many of most handsome buildings were built only
a few years prior to much more stringent seizmic codes. If you
have a tip-up concrete building or an industrial building in
which the wall system is not appropriate the chances of a seizmic
ripple going thru there and causing the wall to fall down is not
only damaging to the building but it poses a 3rd party liability
on the owner of tremendous proportion (maybe greater than the
value of the building). If the fund loses its assets because you
failed to detect the fact that it did not meet the current codes
you as a corporate fiduciary are personally responsible.

Example: Assume that the fire code presumes that the stairwell be reversed
pressure (the pressure in the stairwell is always higher than the
alr pressure in the corridor so if there is a fire the toxic
fumes will not penetrate in. In probably half the buildings in



the United States the reverse pressure systems are not working
properly. In many cases sprinking systems have been detached
thru remodeling, etc. Those kinds of things have to be detected
and can be expensive.

2. Mechanical
Can the HVAC system perform up to some basic standard.
Maintain temperature, humidity, etc.

Most leases written w/performance standard relative to
HVAC.

Potential breach in lease.

3. Concern for environmental factors which are potentially toxic
in character (asbestos, solvents, PCB's, etc.).

Liability for that goes with present owner equally with
the past owners.

Problem may not show up until the groundwater and
related flows thru the property.

Example: Oscar Mayer had a major fill site 25 years ago which is now
creeping in on one of the city wells.

Inﬁestigation about the acquisition today is far more than a title
search.

Avoid liability for not having properly anticipated all of the
possibilities.

Engineering study for the building may be at least 1% of the sales

price. Paid for the buyer who may have to leave that on the table and
void the transaction.

Which engineer?
Must constitute diligence.

No way of knowing when you've satisfied due diligence until 30 years later and
you've sold and no one has sued.

Ultimate and only test is jury in lawsuit. No check list.

You're not held to a fixed standard of performance, but an increasing standard
of performance.

Fiduciary is ultimately responsible and he cannot avoid the damages awarded for
bodily injury through bankruptcy.



Much liability Insurance has been defined so these kinds of acquisitions are
not covered.

Second range of concerns:
Leases that have the relationship of the tenant to the property.

You have an obligation to verify that all of the significant leases are as
they appear to be in writing.

Concessions

Try to create your offer in way that seller must provide an
affidavit as to the realism of the lease terms and any
concessions that have been provided.

Also seller should provide an estoppel from every major

tenant to the degree that the tenant is satisfied with his
property and he has no pending claims against the landlords and
that the terms of the lease are as stated.

Not only do you get estoppel (which may be forged by seller) but
you should go on random audit with conversations with each
tenant and trades people who dealt with the building and even
former tenants to see if you can find any contradiction.

Your failure to do that can lead to surprises
If seller is irresponsible or not financially sound
there may be a number of tenants ready to suit for
damages.
There are now going to suit you.
Or they may breach the lease and move out,
Third level of concern:
Appraisal

The only time that the appraiser is specifically responsible to

the dictates of the buyer is if the buyer commissioned the

appraisal and pays the fees.

There must be privity of contract.

Legislation as proposed by Mr. Barnard (856) is attempting to

overcome the privity of contract restraint but unless the

appraiser is working for you you have no right of action against
him.



Read the appraisal report.
Appraisers have oblique way of giving message.

Especially if property is being sold by lucrative local
real estate seller for whom the appraiser has done work
before - doesn't want to kill the deal.

May have euphemistic way of writing the appraisal.

Example: Appraisal report of shopping center comes out to the dollar in
support of the conclusion of the price that was to be paid. In
that there a number of statements:

He checked 5 comparable sales and they all turned to be
$100/sq ft which was only 2/3 of the purchase price (can't
hear here)

Also checked and that was only $85/sq ft and
therefore not relevant to this type of center which led him
to rely entirely on the income approach which was driven by
$15/sq ft rents and all he said was essentially that that
was the basis of the lease abstract provided by the seller.
No investigation. Furthermore, he pointed out a number of

in the general area which ranged from $15 to $l6sq ft
and that justified his use of the market rates of §15. No
comparison of location, no comparison of type of
construction, etc.

Made one further mistake, later on he said his appraisal met R41B
standards which it doesn't.

But the offer to purchase said there had to be an appraisal acceptable
to the buyer. The buyer accepted and closed on the center.

Very difficult time where you presumably have a knowledgeable

buyer and a knowledgable seller going in and asking for recision
of the deal.

The signals were there or you didn't do what you should have.
The law that is known as "mea culpa" - I was at fault.

Major loss of capital - the question is who is going to be liable
for it?

Agent acquiring the property
Trustees of the property

The seller



etc.
Who knew what when? A very expensive process.
To complicate this process:

You cannot charge somebody with negligence without being guilty
of libel, defamation of character, etc.

1f you're going to unwind this once it has occurred, it requires
a very circumspect approach.

Confidential management audit

Go back aﬁd create a total chronology on the transaction

Without this you have no right of action against anybody
One of the things you are doing during the process of due
diligence is creating an audit trail of all the necessary

documents to protect yourself against some future circumstance.

Maintain a diary of virtually every encounter with the
parties involved.

Should track not only the documents provided but also the

representation of significants during the negotiation
process, etc.

Part of the acquisition process of deal making that is ignored.

Due diligence is very significant, costly part of the investment
property.

The only thing costlier than due diligence is not doing it.

Today the architects, engineers are building databases on each
property - will become a very significant asset.

Basis for investigation relative to due diligence
History of structural alterations and repairs

Operating file on industry that occupied building prior to
its availability for sale

The individuals who net that kind of data are of incredible
value.

Court cases - looking for people who made the
decisions.



Example:

Case in Racine. Critical element of feasibility is ...(can't
hear here, paper rustling) existing septic system. The state was
alleging that you would have to go to incredible expense in order
to flush the toilet in the lifeguard station because the septic
tank disgorged into the river illegally. The lawyers went back
and found the guy who ran the Youth Water Patrol out of that
building and they asked him what did you do about the toilet? He
said the city and pumped them out and he went down into the tank
and plugged the drain into the river with concrete for $15.

Feasibilty of whether you can use the building or not depended on
that testimony.

Talks about salt pile again. Attorneys went back and found the
guy that used to run the Morton highway salt operation. He said
he said he had been arguing w/owners to expand their salt storage
operation while state had been alleging that there wasn't any
market for salt storage. He said they needed more salt during
the period in question (1971 - 1983). He said they needed at
least 60,000 tons but all they had room for was 20,000.
Guaranteed income for ten years. Great testimony.

Those who control the data are going to very much in demand and a
costly element for the purchaser of the building.

Most engineering and architectural firms are building data base on

each of their projects which will be available for subsequent
turnovers of the property.

Due diligence is very elaborate research problem.
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He's talking about the problem he gave you here.
Property and its leasing
One of first clues in terms of shopping center is physical layout.
It's strung way out and Wiﬁn-Dixie and Eckerd are right in the

middle of it (the two main draws). Fine for them but lousy for
the center.

The guys down on the end don't get any benefit of the draw.

Parking ratio - 6.7 really good but the parking is at opposite
ends of the center. Very little around the majors.

It's not just the ratio, it's also the location.

The center is built on a hill so it's going down hill as you move
away from the 2 majors.

Bad sign.
People want to move on a level plane.

It's set back so if you're standing at main entrance to Winn-
Dixie you can't see the other stores in the center.

Not good in terms of optimal reinforcement of the small
tenant by the large tenant.

Now look at the tenants on tenant list.
Winn-Dixie Is weakest of the store chains.
Low-brow, blue-collar store chain of the south.
This is upper-income vicinity of Charlotte.

Bad sign, particularly when you read that the other 2 centers
that are right in the heart of the high income area, both
are Harris-Teeter stores.

This began is a neighborhood center and grew but never achieved
status of community center because it doesn't have another anchor
(Wal-Mart, Shopco, etc.) Too big to be a neighborhood center but

not complete in terms of tenants to be a community center.

Look at next biggest tenant.



Next

Show-Biz Pizza - fad and already in bankruptcy nationally.
Five food stores.

Unreliable tenants - continually go into bankruptcy.
Throw out food stores in shopping center.

Almost never find a good food operator.

Have one as a matter of convenience.
When you have 5 of them in a center the alarms are ringing.

When the largest of them is a 12,000sq ft Showbiz Pizza you have
to wince.

High income area - declasse.
problem is high income area is 2 miles away.
2 miles is outer range on a neighborhood shopping center.
They don‘t have a major tenant that could increase that __ .
Competitive centers are about one and two miles north with the
higher end store line that would be intercepting that end of the

market.

What they have an exclusive on is growth beyond them to the south
where there has been less development.

We're not quite sure whether there are additional shopping center
sites available.

Turns out somebody in class found they're building a new
shopping center now right across the street, featuring a new
Winn-Dixie.

Apparently there's a lot of vacant land so there goes any
element of competitive opportunity.

There's almost no ups in the center at all.

60% of the leases in place were coming up for renewal in next 3
years.

8 of those leases were not making anywhere near their
tipover point where they were going in percentages and 2 of
those 8 were making minimal their base rents not
counting their other fees, etc. were 12 or 15% of their



sales. Bad sign, retailer wants to be maybe 13% of sales as
total costs of occupancy.

Approaching a critical point of turnover and pretty weak
tenants.

Expect a high turnover of the first set of tenants in a
shopping center.

Still have vacancies, have 8 or 10 tenants that are weak, have 5
food businesses. Can't even argue that you have a stabilized
cash flow.

Makes a great picture (physically). A lot of investment funds would
buy it on that basis alone - picture power.

Next element relative to ability to forecast the rent forward etc.

Most were fairly realistic - 5% a little agressive in 1983 - cut
back to 3%.

Push expenses forward 3% too.

Guaranteed gain - if expenses are 30% of total deal and
they're moving forward at 3% and taking gross rents and
moving them forward at 3% and capitalizing them you're
getting two

Taking credit for capitalized value of vacant space.

Guaranteed spread since your expenses are at a lower
base than your gross obviously it's going to keep
moving forward. i

If there are no real ups here that you can be certain of and
if I've decided the cash flow could be a little rocky over
the next few years why am I capping it on resale as well as
currently on a cap rate which has implicitly in it growth.

If you use an 8-1/2 to 9% cap rate - neighborhood
shopping centers do go at a 9% cap rate if they had a
built-in growth.

But if shooting for 12 or 13% overall rate of return
and you cap it at 9 what kind of growth rate are you
presunming in order to reach that targeted rate of
return.

You really have to adjust consistently the discount
rate, etc. that you would apply.

Another element was that even with a 50% mortgage you had reverse



leverage.

When the interest rate was 9-1/2 there was 1 pt. paid on the
mortgage and again if there's no ups no point in leverage.

The whole reason for a 50% mortgage for a pension fund is to be
able to get significant inflationary leverage off the fixed rate
of mortgage.

Would have rejected that and gone for an all cash purchase.
Finally, if the asking price in this case was over 8,000,000 and you
decide that you really don't want to look at unless the price is 5.7
million, what is the chance that you would get together anyway. Why
would you waste time.

That big a spread - the chances of reconciliation are remote.
Another thing to watch on these deals is price per sq ft.

In this case pretty close to $100/sq ft.

You can build one for $50/sq ft.

If you're going to pay that you should get a good leasing program
which in this case they didn't.

Questions.
In real estate there are 2 things:
Spread
Monopoly
In the development game you're creating.value.
The discount rate determines the price at which you're going to sell.
The spread determines the price you're going to pay.
Be careful not to get into knee-jerk response that profits are made
when leases roll. Leases may be higher than market will let you get
next time around.

It's not the percentage of leases rolling over it's which leases.

There's a tendency for a developer to lease a bigger store than is
required by the tenant.

Sales per sq ft never get up to point where overage kicks in.



Overages are set on sales per sq ft.

If you're a good leasing guy you first try to lock them into sq
footage and then try to get sales per sq ft as low as possible.

Investments
Start out as Chapter S corporate real estate investment trusts.
Generally referred to as non-stock corporation.

Co-mingled funds
1. Open end fund
2. Closed end fund
Not to be confused with segregated accounts.

Segregated account has only one investor.

Limited partnership
General partnership
Elite of all pooled investments because:
1. It is never a security.
2. It is never an investment.

3. 1It's always a tax conduit to the individual general
partner.

REMIC (I'm not sure where this fits)
Real estate mortgage investment corporation
What are the elements we're looking for.
1. What is the limit of liability for the investor.
2. VWhat is the limit on size.
3. What areas of government regulation apply.
State incorporation, federal security laws, fed or
state blue sky laws, IRS definitions, ARISA,
regulations on interstate land sales, peripheral SEC

statements, etc.

Tape flipped.



...... operate their own property but they can't build or develop, have
to be passive or they can nominate an outside corporation to be the
control or management company for the trust,

Real estate trust typically is managed by an external corporation
to which the investors have little recourse other than to change
their board of directors and wait for the contract to expire.

Look at method of control.

One of the advantages of the limited partnership is the general
partner is in control.

To remain a limited partner you have to sit down and shut up.
Ask you only 3 things:
Dissolve

Refinance

Ditch the general partner because of incompetence
Tax conduit
Is it a single or double tax entity.
Is it taxable at all.

Start to think about what you read in terms of alternative pooled
investments in that light.

As you begin to get various key attributes together begin to see
why people structure a particular proposal in a certain way in
order to get a specific combination of attributes that would be
desirable.

You may put two of them together.

Example: Lansing at one point realized that the tax shelter wasn't of any
use to the pension fund which wasn't taxable so it created real
estate investment trust which was purchased by a pension fund
because that's taxable by the investor level rather than at the
entity level. The trust made convertible loans to limited
partnership at a constant which could be carried by the net
income from the partnership. Because the partners were willing
to pay a premium for the tax shelter they were able to carry part
of that premium back on the investments to the real estate trust.
In effect get the benefit out of selling the tax shelter to one
group, selling the income stream to another group and then at
some point in the future converting the position of the pension



fund mortgage lender to a partial equity position.
Straight Corporation
Advantage -
Limited liability to the investor
Immortality
Virtually infinite scale

Assuming there is income available to encourage the
investor it can be as big or as small as they wish.

Reasonably stable control position
Promoters could have majority interest
Could set up rules of voting

Ovnership position is easily subdivided and later gifted or
sold

Can provide continuity of management and operation
undisturbed by death of major shareholder

Transferable, marketable

Can set fiscal year anytime you want

You can merge or trade

Profit sharing, pension plan, company cars

Chaptexr S Corporation

Can only have one class of stock
Cannot be owned by another corporation
Can be owned by husband and wife

Count only as one owner, vote as one owner
Can hgve 35 owners maximum, no exception
Liability

Same as general coporation

Subchapter S was designed primarily to create corporate



liability protection for professionals

Percentage of income that can come from real estate (20%)
(he thinks)

Presumption that majority of your income will be earned
income

Facilitated by fact that certain kinds of real estate
are not real estate but a business

Motel, restaurant

Income from the entity is passed thru to the shareholders in
proportion to the stock that they own

I1f any one of the shareholders dies within the 30 days the
estate and all of the shareholders must reaffirm that they
wish to continue as a Subchapter S
If any change in ownership either by expansion or changing
proportion of ownership it must be reported to IRS or lose
Subchapter S
Real Estate Investment Trusts
Can't have less than 100 shareholders
Five of them can't control more than 50% of the stock
IRS makes you file annual reports on your prorata share
Relationship between you and other shareholders (depends?)
So they can check attribution rate of ownership annually
Asset distribution test

Income test

95% of taxable income has to be distributed
or you'll be considered a double tax corporation

Can pass thru capital, earnings, capital dividends

Have to break out each one and each one taxed appropriately
Cannot pass thru losses
Must be passive

Cannot build, develop or remodel



Cannot be traders - have to buy for long term investment
Can't get much leverage
Have to pay on 95% of their earnings

Not enough retained earnings available to pay any
significant amount of principal on mortgage

Interest is deductible but principal is not deductible
in determining taxable income

To the degree principal exceeds depreciation allowance
it has to be less than 5% of their earnings - puts a
very real cap on how much leverage real estate equity
trust can really use

Becomes a significant structural limitation on overall
growth capability without selling more shares

Can't retain its earnings
Can't leverage with amortized debt to any degree

Can only grow by exchanging astutely or achieving
gradual improvement of its leasing portfolio on
existing property or by selling additional stock
from time to time at a steadily increasing price
that prevents (delusion).
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Capital gains are limited to a percent of total annual profits

Properties have to be held for 3 years before they can be subject for

sale

Trading aspects of profit in real estate are shut down

Only 2 ways to expand

Exchange

Astute trading of shares for property

Process of contradilution

This

What

If we can process a price earnings ratio for our stock
and then gradually raise our earnings our stock price
will rise.

If stock was priced at $100/share and went to
$120/share -

Could raise as much capital by selling 85 share of
stock on the second round as we raised when we

sold 100 shares of stock in the first round

If you brought in new mbney the average book wvalue
per share would rise

Therefore no dilution of first investor
His investment is enhanced-more dollars
Can continue pushing your earnings upward, sell
successive amounts of stock with fewer and fewer
shares and enhance book value per share of each
prior investor.
never worked.
Important for market value to rise so its higher than
book value if book value is actually going to increase
with each successive sale

really happened:

Trust was recognized as simply an income stock at a
time when inflation stocks were preferred and the



Example:

market price fell below its book value.

One explanation:

There was no way for investor to know what was

happening to underlying real estate - all you saw was
book value less depreciation

Trust in order to retain as much income in the
trust as possible used accelerated depreciation and
‘therefore book value was declining rapidly

Another reason:

People were discouraged on that front they didn't

believe they'd ever realize the capital appreciation in
the asset.

It wasn't in the nature of the trust to sell its
assets, liquidate and distribute the capital gains to
the shareholders.

The only depreciation they saw was that the income
gradually rose, the distributions would become greater.
Once the book value was virtually eliminated and
depreciation was gone they'd have to distribute
everything.

Some accounting hope that in addition to the earnings
rising from natural operations the distributable
earnings would also rise as the shelter evaporated and
so it was viewed as an income stock and its price
tended to trail however big the dividends were.

Two things happened to the trust:

For a time the trust deviated from interest in long-term

equity to an interest in arbitraging real estate mortgages
against commerical paper.

Go out and sell $100,000 in shares for equity. That was enought
on the commercial paper market to generate $900,000 in commercial
paper so now they had $1,000,000 spending money, then go out and
buy initially insured mortgages. If the commercial paper market
was at 5% and insured mortgages were yielding 7, a spread of 2%

on 90% of your portfolio which is 18% plus another 7, you had 25%

return on your $100,000 equity. On that basis contradiluation
worked very well.

Working w/insured mortgages was a good idea - virtually riskless.

But then tried arbitraging construction loans. Used same



Good

formula, made constructions loans at 15%. Went wrong - it took
maybe 3 years to finish the construction loan, if they had lent
on a project that was going to succeed it would cash them out but
the commercial paper market changed its mind monthly. All of a
sudden they're locked on one end because nobody had a secondary
market for construction loans on half finished buildings, their
commerical paper rate was 16, 17, 18%. Mortgage trust got a
really bad name. In their greed they ran out very quickly of
legitimate construction loans so they just made some up. There
was a provision in the security laws that you had to go thru an
additional registration as an intermediary depository if when the
investment banker raised the money it wasn't invested in 30 days
fo the time of the collection of the investors' funds. Nobody
wanted to pay that additional cost of registration so a mad race
to get the money out the door as quickly as possible. The trick
was getting the money back in the door. First Wisconsin Real
EState Investment Trust got $200,000,000 out the door before

somebody figured out it wasn't working. $195,000,000 was in
default.

Equity trust got smeared in the collapse of the mortgage trust.

For significant time following early 70's real estate
investment trusts were tremendously depressed in value.

Once ARISA said pension €unds could buy real estate equities, the
only thing around was the equity trust. Not enough of it around.
Fantastic bolstering of the price.

The really good real estate investment trusts have an incredible
record of consistency. N

Real Estate Investment Trust of America formed in 1886 has never
missed a quarterly dividend.

Most have done well when they have stuck in their own area.
Those who have not had geographic dispersion.
news
Real estate investment trust has significant applications for |,
pooling investments because being a pass-thru it can sell to

taxable and nontaxable investors simultaneously.

It's not the character of the trust that determines whether it's
taxable it's the character of the shareholder.

In the past the real estate trust could not sell enough shares in
a single issue to get any real clout. Lucky to raise 15 or 20
million a shot- doesn't go very far with limited leverage.



Pension funds could afford to pay considerably more than

that.

So most recent real estate trusts have had a split offering.

65 or 70% of shares sold at wholesale discount price to
. pension funds.

Allows private investor to be a part of a $200,000,000
operation - better diversification of your investment.

Finite trust

This

In some point in the future generally between 10
and 15 years the shareholders can vote to
liquidate the trust and sell off the property for
cash.

Provision for institutional investor to buy out
private investors if they don't want to sell.

Result is investor has expectation of realizing
whatever capital appreciation may occur in the
property.

May divest themselves of property before they may
do so at whatever the market feels the underlying
real estate is worth.

-

type of finite split ownership real estate equity

trust very much in vogue at present.

Being held up against master limited partnership as one
of the more effective pool investments in the future.

Limited partnership

Many people feel congress may plug device of
master limited partnership shortly.

Must always consist of at least 2 partners one of whom is general
and one limited.

Created in the

county in which real estate is owned.

Partnership agreement must be filed in public at register of
deeds office in that county.

Intended to be

a credit instrument.

General partners all have to be identified.



Amount of their contribution to the enterprise defined.

Limited partners must be identified by name and address and
their amount of contribution defined.

Object is so businessman expected to do business with the
partnership have somewhere to go to find out what capital
resources are,

Extremely useful knowledge:

1. If you're selling limited partnerships you can see
who has been buying these kinds of devices.

2. Database for government. Only way to be excused

from responsibilities or consequences of limited

partnership is to have your named expunged from the

roll at register of deeds.

Advantages of limited partnership:
Limited partner is limited in terms of his liability.

To the amount of funds he has invested.

May have assessiblity feature.
May be assessed additional money in future.
Additional cash holding power for partnership.

Statement of sanctions.

Creditors have right of action against you
if you don't pay in when supposed to.

Other limited partners may wipe out your equity
interest if you have paid less than 25% of what
you're supposed to, expunge your name off
partnership roll - liquidated damages.

Or may say you're no longer partner and give you a
note with interest for what you owe.

Limited partner must be passive investor.

Nothing to do with discretionary mgmt type
functions.

If you do so automatically become general partner.

Limited partner can only make 3 decisions.



Refinance
Sell and liquidate
Replace general partner

Example: In Milwaukee apartment project, big snowstorm, limited partner
goes out to find somebody to plow the parking lot, signs the
receipt for snow plow, eventually receipt finds its way to
whoever has the litigation going on and presto he's dead. No
more cover for liability.

General partner

Beyond the fact that a partnership is 2 or more people getting
together for a profitable enterprise there are & characteristics

in determing whether you're a single tax conduit or a double tax
conduit.

1. Centralized management,

2. 1If you're a corporation you have marketability and
transferability of shares.

3. Limit of liability.

General partner is liable and good for it {is
critical element for there to be limited
partnership.

Safe harbor rule.

~Requires that general partner has at least 15% of
the equity raised by the partnmership in near cash
resources.

It's cumulative up to $1,250,000.

Tape flipped.

Typically start out with a partner in his own name as an
individual, then throw in a corporation which he may wholly own
and the corporation owns 51% and he owns 49% so that if he dies
the corporation goes forward. So long as no more than 49% of all
the general partners haven't died there's no termination of the
partnership.

Almost always see a minimum of 2 general partners one of which is
- corporate.



Liabilities for which general partner is liable are not
universal.

IRS and law make a distinction between those which have to
do with capital debt and those that have to do with

operations.

You could have a mortgage where the only remedy to lender
was to take back the property.

General partner/limited partner must be treated the same.
Either everybody or nobody is liable on the debt.

Operating kinds of liability (real estate taxes, insurance
premiums, etc) general partner has full liability.

Third party liability
Significant exposure to general partner.
Insurance limitations.

Quite conceivable you could have disaster which exceeds
insurance.

Safe harbor does not put a cap on liability.
Further complication for general partner
Limited partnership 1s a security.

Have to tell your investor up front what you're going to do and
what it will cost.

Have to look pretty far down the road with a real estate
deal.

General partner does have control of cash flow. Limited partners
have none.

So tempting that many people are tempted to become general
partners.

But now IRS is paranoid about single tax conduits.

Securities commissioner is paranoid about securitization of
real estate through partnership.

General partnership is ideal vehicle except for:



Assumes everybody is equal, liable and makes decisions.

At end of fiscal period there's a pass-thru of all gains and
losses. .

Tremendous flexiblilty as long as everyone agrees.
There's no security status.

Don't have to create any prospectus.

Don't have to promise anybody anything.

All partners pay equally up front for enterprise.
No 1limit of liabilty - no safe harbor.

No details of limited partnership that makes it suspect as a
corporation.

No centralized management.
No transferability unless all partners agree.
No immortality.
Two problems:
How do you decide who's reéponsible for what.
How do you do that without appearing as centralized mgmt.

May have managing partner but all have to participate in
decisions and set up audit trail that proves that.

To do this becomes relatively cumbersome with large group.
General partnership is neat way to sidestep securities and IRS laws.
People with that kind of money generally have know-how and contacts.

General partnership at local level where the tax conduit is a critical
element is a preferred form of structure.

Each individual has maximum control.
Can be a combination of real people and corporate entities.
Joint venture

General partnership in spirit but can take any format.



No specific legal character

Term grows out of old corporate law which said corporations could
not be partners.

Tenants in common.
One way to structure general partnership.
Same rules apply.
If they disagree have to go into equity court for partition.

Judge says he'll sell the property and divide money.

Heirs of deceased inherit property.
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Public pension funds have been behind corporate brother in doing new
things.

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

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

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

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

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

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

Important to consider this a real estate investment.

Makes sense for pension funds, especially small.

Not enough money to buy directly.



Advantages to this type investment.

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

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

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

Have very high current yields.

Makes them attractive from a common stock investment
standpoint.

New tax law puts a great premium on current income.

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

To maintain dividends.

Slightly less risky part of the market.

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

Basically 3 to 15 million size.

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

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

to their portfolio.

Growth occurs.



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

Try to find properties where market price is below
appraisal.

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

Another impact of new tax law:

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

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

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

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

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

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

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

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

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

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

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

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

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



Long-term real estate oriented investors.
Not afraid to invegt in areas which depressed right now.
Have third category of investments - private (placements)
Usually niche oriented
(Kroger) co.
Started suburban office buildiﬁg business in 1950's.

Have 15 or 20 suburban office parks in So-Ea US.

Have 2 companies.
Kroger Properties
Build office buildings
Standard cookie-cutter type
Can keep costs well below competitors
Charge lower rents
Can keep tenants

Kroger Company

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

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

value from one year to the next.

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

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

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



They

initially did convertible mortgages w/Oregon

Switched over to participating because better position

With

Tape flipped.

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

Market was dead for about 8-12 months.

No developer/owner wanted to do participating mortgage when
he could get straight debt at 100 basis points higher than
participating mortgage and not give up any equity interest.
new tax law they've come back.

It's hard to find equity sources now.

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

Rates have changed dramatically.

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

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

REIT not only public instrument but a rather neat private placements

financing

device.

Several funds out designed primarily for a selected investor.

Structured as REIT's because it makes neat corporate package.

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

Example: Pension fund can be in leverage real estate but University
Endowment cannot have investment in leverage real estate where
the leverage exceeds the basis on the property - called unrelated
business income, becomes taxable. REIT solves that problem in

that

only shares in the trust which are not leveraged and

therefore they do not have unrelated business income as compared
limited partnership type of venture in which the characteristics
of the asset pass thru to the investor.

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



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

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

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

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

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

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

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

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

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

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

No way for investor to know what asset was worth.

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

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

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

Therefore market price slipped. Became an income security.

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



Private REITS very useful local device.
Often goes together w/development company.
Very useful for financing development.
University Physicians
Own their own building with private trust
Each Jan. 3lst doctors leaving sell and those coming in buy.
Earnings are well tax-sheltered.
Doctors get increments over their fees.
Real estate very useful for this.
Alternative is master limited partnership.
Has appropriate charactefistics.
Stronger conduit than the trust.
High target for IRS tax reform.

Tremendous accounting complexity.



Real Estate 850
Lecture 17, April 1, 1987

NOTE: March 25th lecture was a video presentation, March 30th Chief did

not lecture. (Lectures 15 & 162.

NOTE: Bill Huberty will be available to hand out the final installment of
the lecture notes between 9:00 and 10:00 pm in front of the Sweet
Shop in the Memorial Union on May 6th, and again on May 7th between
11:00 and 12:00 the next day, same place. Please make arrangements

with someone in advance if you cannot pick up your notes at these
times, '

Limited Partnerships

Syndication - Any group or association that is not in fact a
corporation.

Limited partnership - One special example of that.

Has been around for a long time in real estate as a very local format,
real estate broker and 4 or 5 investors in his coterie in the local
power structure go together and put together a package where broker

serves as general partner and managed the operation, associates would
invest in the project.

1959-idea of using large-scale limited partnerships marketed thru
investment banking firms came into play.

Example: Empire STate Building syndication. Organized a real estate
investment trust in which the shareholders in effect has a
participating mortgage which covered most of the property and
there was an operating lease which was owned by the limited
partnership on top of an equity deal in which a few of the
insiders benefited in the long run. Marketed nationally. Proved
that if you could identify the investor with a property with a
strong image they would want to own "a piece of the rock". It
was easy to market something like the Empire State Building.

In last two years major syndications had great appeal overseas (Japan,
Germany) - Rockefeller Center and Bank of America -

Very strong international identities allowed them to market.

Series of partnerships done by Kratter.

No more big name buildings, neede gimmicks.

Construction of new buildings.

Got in trouble because construction costs began to inflate.






