
cost of the purchased assets whether they are
financed with debt or equity.

2. The periodic after-tax cash flows, which are
equal to the annual after-tax cash flows gen-
erated by the project. This number in any given
period is determined as follows:

total cash revenues
- total cash expenses
T income tax aEiaftf
where:

income tax shield = the sum of depreciation
and other non-cash expenses x business mar-
ginal income tax

3. The terminal after-tax cash flow, which is de-
termined as follows:

net sales price
- income tax due (or + income ta.:( savings)
ffi
where:

net sales price = sales price - the expenses of
the sale income tax due = net sales price -
adjusted basis (gain or loss) x the income ta-x
rate

The computation of this IROR involves either trial
and emor or use of an appropriate hand-held cal-
culator or computer program. Once determined, this
IROR is compared with the business' cost of capital.
Based upon this comparison, an appropriate invest-
ment decision can be reached.

The IROR As A Return On Equity
The IROR model utilized by developers in commer-
cial real estate transactions is an ROE computation.
This iROR also employs three variables:

1. Initial project cost, which is equal to the equity
money that is contributed to the project by the
real estate developer. This cost does not include
any part of the debt monies that are used to
Iinance the project.

2. The periodic after-tax cash flows, which in-
volve the computation of the cash flow avail-
able for distribution as depicted on the
developer's pro forma income and expense
schedule and a separate computation of income
taxes. The cash {1ow available for distribution
is calculated as follows:

gr:oss rent
- all cash pa)'rnents (including principa)

Dayments)
= cash flow available lor distribution

Income taxes are computed as follows

cash flow available for distribution
- depreciation expense
- amortization of capitalized fees
+ amortization of balartce on loans
= earnrngs S ore tax
x income tax rate

income tax ue (savings)
3. The termina.l a-fter-tax cash flow, which is deter-

mined as follorvs:

net sale price
- income tax due (or + inmme tax savings)
- remaining principal balance on project loans
ffi
where:

net sales price = sales price - the expenses of
the sale
income tax due = net sales price - adjusted
basis (gain or loss)
x the income tax rate

This IROR also can be solved either through trial and
error or, more conveniently, with the use of an appro-
priate hand-held calculator or computer pmgram. Once
determined, this IROR is compared with the devel-
oper's required IROR which, in essence, is the devel-
oper's required ROE. It is based on the perceived risk
of the project and the projected ROEs generated by
alternative investment options available to the
developer,

Conclusion
The traditional IROR model taught in collegiate da.sses
a-nd utilized in mrporate investment decisiors is a ROI
concept. As with a.rry other t;,pe of ROI computation,
this IROR determines the rate of return on the project
itself independent of t}le project's flrnding sources. Ttris
calculation is appropriate for large corporations that
are attempting to make capital investment decisions
and that have various funding sources as components
of their capital structures, including long-term debt,
preferred and common stock, which must be blended
and weighted to determine the true cost of corporate
capital. Specihc ROIs, or IRORs, from potential capi-
tal projects can be compared with the cost of capital,
and investment decisions can be made. Thus, capital
investment decisions involve comparing the ROI from
a given project, iis IROR, to the corporation's cost of
capital.

The real estate developer's IROR is an ROE mn-
cept. It computes the rat€ of return to the developer
based on the equity monies that are contributed to the
project. Unlike large corporations, real estate devel-
opers rarely have excess cash, and they usually have
limited funding sources. With cash being the most
constraining resource, the developer is interested in a
rate of return from the prospective project that con-
siders the limited cash which is available to be in-
vested. This return is most accurately measured by
the ROE associatd with the project, which is what
the IROR as computed in commercial real estate
transactions represents.

In summary, IROR computations differ because
the capital structures and financial environments in
which large corporations and real estate developers
operate require different financial analysis tools to
evaluate potential investment projects. Each IROR
computation has its own utility. When the IROR from
a potential corporate capital investment project, which
represents its ROI, is compared with the corporation's
cost of capital, it will lead to a sound investment de-
cision. When the IROR from a potential real estate
project, which represents its ROE, is compared with

WHATEVEB
HAPPENED TO
RENT?

f he decline in real estate values and correspond-
I ing losses at savings and loan institutions in
tl the Southwest region ofthe United States have

been the focus of much recent attention. The South-
western real estate market is in much greater dis-
array than other regional markets because of the
crash in oil prices, which substantially worsened
matters in the oil patch. While more severe in the
Southwest than in other regions, the problems ol
excessive capital investment in real estate and re-
sultant losses in value nonetheless exist nationwide.
This article provides an overview of several major
interrelationships which collectively led to the cur-
rent excess supply of real estate. Its focus, however,
is on the main cause of that excess supply: the fact
that both the real estate and lending industries
deemphasized rent in their evaluations of properties
that were developed in the 1980s.

Real Estate's Four Financial Returns
In exploring how far the real estate and lending in-
dustries moved away from an adequate considera-
tion of rental productivity, it is useful to revieu'
certain aspects of the four basic types of financial
returns that may be obtained through a real estate
investment: pre-tar cash florv, income tax savings
derived from a tax shelter, equity build-up from am-
ortization of mortgage debt, and capital apprecia-
tion. While the first two types of returns generally
are received during the operational phase of a prop-
erty's ownership, the latter two are most often re-
aJized upon sale of the property.

In the early 1980s, many investors were placing
greater emphasis on tax savings and capital appre-
ciation than on either pre-ta-r cash flow or equity
build-up, returns that had been more important 10
to 15 years earlier. This shift occurred for many rea-
sons, The higher rates of inflation following the es-
ca.lation of the Vietnam War in the mid-to-late 1960s
and the oil shocks in the early 1970s rvere accom-
panied by sigaihcant increases in operating ex-
penses as well as in the costs of acquiring and
developing land. Often, initial rents and related early
years' pre-tar cash llows did not keep up.

The adequacy or inadequacy of rentals was re-
lated to the kind of property that was developed and
its quality. For example, during the 1970s, multi-
family residential properties did not typically pro-
duce rental increases that were equivalent to the
level of increases in the consumer price index. On
the other hand, because of a heightened demand for
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oflice space and a demand,/supply equilibrium, well-
located central area ollice buildings with short-term
leases often produced sigrrificaatly higher rents fol-
lowing lease expiration and releasing. Similarly, the
growing sales volumes of tenants located in regional
mall, retail-type properties resulted in higher per-
centage rents and then in stepped-up basic rents upon
the expiration and renegotiation of the leases.

The idea was an elementar5r one: even if initial
rents were inadequate, it was better in an inflation-
ary environment to develop now and freeze the costs
for land and improvements. Until the end of the
1970s, this attitude was strongly reinforced by the
availability of long-terrn, single-digit, fixed-rate
mortgage frnancing. While waiting for anticipated
increases in rents and associated appreciation,
investors, especially those whose income was in the
higher tax brackets, could count on tax savings in
lieu of rent during the early years of a property's
ownership.

ERTA And The Role Of Real Estate
Syndications
Thus, as the decade ofthe 1980s unfolded, there was
strong motivation to invest in real estate because of
two principal factors. First was the psycholory of
inflation; many investors believed that the high rates
of inflation of the late 1970s and early 1980s would
continue. Second, and extraordinarily important as
a motivator, were the greatly increased potential
ta-r savings brought about by the Economic Recov-
ery Tax Act of 1981 (ERTA), through which the de-
preciable lives of both residential and non-residential
real property were reduced to 15 years and deferred
income was taxed at the favorable 20 percent capital
gains tax rate.

ERTA's I mpact - An Oueruiew
The tax shelter made available through ERTA led
to an unprecedented demand for real estate invest-
ment by individual investors and, correspondingly,
for income property mortgage loans. The basic idea-
you don't have to mahe money from operating a
property in order to make money in real estate-
was to prove especially troublesome when the Tax
Reform Act of 1986 substantially eliminated tax
shelter benefrts. At the time, however, the post-ERTA
emphasis on tax shelters and capital appreciation
influenced the prices that were paid for real prop-
erty. As a result, mortgage loans that could not be
justihed by current rent levels were based on the
values that were observable in the marketplace. [Il-
timately, far too many properties failed to generate
sufficient rent to permit the mortgage debt to be
serviced, let alone to provide any pre-tax cash flows
to equity investors. The result was not capital ap-
preciation but substantial loss in value.

R e al E stat e Sy ndications
The demand for tax shelter investments and related
mortgage financing probably would have been far
less were it not for the efliciency with which in'
vestment securities firms gathered equity funds
through tax shelter-oriented syndications. Investors
whose income was taxed at the marginal rate of 507o

were strongly motivated to avoid paying high in-
come taxes, and Wa-ll Street had the syndication
products that would result in massive levels of in-
vestment in real properties. Often, the unrealistic
assumption was made that rents would escalate at
rates of 8Vo for the [-rve years following property ac-
quisition. Meanwhile, the high interest rates on
mortgage loans that incorporated pay/accrue provi-
sions (which provided that some portion of the mort-
gage loan's interest could accrue) resulted in higher
losses under the tax accounting provisions applica-
ble to Iimited partnerships. Eventually, inflation was
supposed to bail out everyone-syndicator, investor,
lender-aad inflation was assured because, at that
time, it was inconceivable that the Federal Reserve
Board would success[ully control inflation.

The Savings And Loans In The 1980-85
Periodr
When the Paul Volcker-led anti-inflation drive be-
gan in earnest in late 1979, the S&Ls were among
the early casualties. For more than a decade, the
understanding that had existed between the S&Ls
and the federal government called for the govern-
ment to control the cost of short-term funds by plac-
ing ceilings on interest rates and for S&Ls to finance
mortgage loans with long amortization terms at hxed
interest rates. By 1980, it was clear that the gov-
ernment was not able to protect the S&Ls from sky-
rocketing interest rates; thus, the Depository
Institutions Deregulation and Monetary Control Act,
passed the same year, provided for phasing out ceil-
ings on interest rates on all deposits offered by S&Ls
arrd other hnancial institutions. Unfortunately, whjle
Congress removed ceilings on the cost of S&L lia-
bilities, it continued to restrict the financial returns
that could be realized on the industry's principal
investment-single-family residential mortgage
loa-ns.

By the end of 1981, more than half of S&L mort-
gage loans carried interest rat€s of 70Vo or less, while
the industry's cost of funds had increased to about
7L.6Vo.2 The hemorrhaging that took place in 1981
and 1982 resulted in losses totaling $8.8 billion.3
And while this sum now appears to be small, it was
large enough at that time to sigrrificantly erode the
weak capital base of many S&Ls.

The Garn St. Germain Act-Setting The Stage For
Growth
The Garn-St. Germain (GSG) Depository Institu-
tions Act had an enormous and largely negative im-
pact on much of the S&L industry mainly because
of two key provisions: 0) 70070 loans on income-
producing properties were authorized for federally
chartered institutions, and the maximum permis-
sible percentage of assets which could be invested
in these loans was increased Lo 407o from a former
limit of 20Vo; (2) the money market deposit account
permitting head-to-head competition with money
market mutual fund accounts was authorized. This
latter authorization was followed by enormous de-
posit inflows during 1983-a $110 billion total in-
crease ($63 billion in new deposits and $47 billion
in interest credited).{

THE INTERNAL
BATE OF
BEN'NNT'SE)IN
COMMERCIAL
REAL ESTATE
TRANSACTIONS

f he financial analysis techniques used to eval-
- I - uate traditional marufacturing, distribution and
I retail businesses are not appropriate for eval-

uating commercial real estate projects. These tech-
niques evaluate business requirements for buildings,
machinery and equipment, inventory, accounts re-
ceivable, etc., on the basis of income statement and
balance sheet analysis, ratio analysis and statement
of cash flow analysis.

Real estate projects are either sold or leased by
developers after completion; they are not used to
house ongoing businesses. As a result, real estate
projects are "stand alone" enterprises; each project
has a particular geographic location, composition of
tenants, theme, etc.

Because of the peculiarities of individual real
estate projects, the analysis of commercial real es-
tate transactions revolves around a unique frnancial
statement called the developer's pro forma income
and expense schedule, which is calculated as follows:

gross rent
- vacancy factor
= effective gross rent
- operating expenses
= net operating income
- debt service
= cash flow available for distribution

Based upon this l-rnancial schedule, rea-l estate de-
velopers determine the desirability of a particular
project by using one of three types of analysis: cash
on cash return, cash flow rate after tax or the in-
ternal rate of return (IROR). In recent years, the
IROR analysis has become the developer's predom-
inant analytic tool because it incorporates the three
benefits of investing in real estate-cash flow, taxes
and appreciation-and because it also takes into ac-
count compound interest considerations.

However, one's lirst exposure to the IROR used
in real estate transactions may be confusing, par-
ticularly for individuals who are familiar with the
IROR calculations that are taught in collegiate fi-
nance classes and used in large corporate settings
to evaluate potential capital investment pmjects. This
article compares these IRORs to provide insight into
the computation and use of the IRORs and to elim-
inate confusion.

IROR As A Return On Investment
The IROR that is taught in college finance courses
and used to make corporate investment decisions is
a return on investment (ROI) versus a return on
equiW (ROE) computation. It employs three variables:

1. Initial project cost, which is equal to the full
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1986," Journal of Property Manogemeal (November, 1987).
See also l,evine, Mark Lee. "Exchanging Your Property for
Your Property," NACORE, Corporate Real Estare (1989). See
a.lso l,evine, Mark Lee. " 'Srdrler Trusts' " and Cheshire Catg:
You Can't See Either for Sure," RNMI Commeridl Inues!-
ment Real Estate Journal (Spring, 1989).

4. For cases that have discussed nonsimultaneous exchaiges,
see discussion ofthese cases in L€vine, Maikl-ee. Real Estate
Exchanges cited supro note 1. See also Red Wing Carriers,
Inc. u. Tomlinson,68-2 USTC f9540, 399 F.2d 652 (5th Cir,
1968). See also private letter rulingr that have addressed the
question of nonsirnultanmus exchanges, na]nely Private kt-
ter Rulings 7938087, 8005049 and 8046122. These are dis-
cuBsed in the la'rine text supro nole l. See a.leo L4vine, Mark
L/.e. Real Estdte Trahsactiorls (West Publishing Co: St. Paul,
Minn, 1990)r chapter 29, Section 577. See 26 C.F.R. Part 1,
lA-237-84, RIN 1545'AH43 (5/16/90) for the 1990 proposed
regulations in the area of nonsimultaneous exchanges.

5. See Public Law 98-369,7ll8l84

6. See Code $I031(a)(3).
?. Code S1031(a)(3) was modihed under a 1986 change to make

it cleor that the transfer must occu. within 45 days and 180
days. See Public Law 99-514 l10l2Aa6).

8. For a discussion of the Slorter cases, see the citation sup.c
note 3. For a review of some of the reasons to allow ex-
changes, see Biggs, Franhlin 632 F.2d 1171 (sth Cir, 1980).
See also a teview of these issues in Levine, Mark Lee. Er-
changing Redl Estate (1990) and Real Estate Erchanges cited
slpro note 1. For backgtound in this area, see Private Letter
RulingB ?938087, 8005049 and 8046122.

9. For a detailed discussion of these issues, see the authority
cited esrlier, especially the lavine texts. In particular, see
the cases of Borrter u. Comn., 14 TC 555 (1980). See also
Biggs u. Comm.,8l-1 USTC !19114 (sth Cir, 1981).

10. See 26 USCA 01034. For a detailed discussion of this area,
see also the Levine texl, Real Estate Transrtions, Tot Plan-
ning, Chapter 28, cited supra note 4.

11. One nced simply look at the history o[ recent tix legislation
t! see all of the "simplilication" acts.

The gro*.th in deposits also was due to a huge
increase in brokered deposits. By obtaining funds
through brokered deposits, numerous institutions
were able to fund rapid gro\rth. Much of the grou'th
in brokered deposits occurred as tens of billions of
dollars in funds flowed out of money market mutual
funds. Securities brokers used brokered deposits as
a way of meeting their customers' leld require.
ments while earning fees by directing funds to S&Ls
that were willing to pay high rates-rates that could
be justihed only through higher yielding but riskier
investments.

The Deregulated Sauings And Laan Industry
S&Ls responded to the substantial deposit inflows
that had occurred during the 1970s by greatly in-
creasing the amount of single-family residential
lending for both existing housing and new construc-
tion. Immediately following the passage of GSG,
however, S&Ls found that such lending was not eco-
nomically feasible because interest rates were much
too high for prospective single-family residential
mortgage borrowers. Even single-family adjustable
rate mortgages could not prudently be priced low
enough to substantially increase the demand for home
loans.

As operating losses mounted in 1981 and 1982,
equity capital at many S&Ls eroded. Without their
being able to deploy huge deposit inflows into single-
family residential loans, S&Ls faced the prospect of
further erosion. This risk led many S&L executives
to sell out their ownership interests. Federal regu-
lators were accommodating; they changed the min-
imum number of shareholders in an S&L from 400
to 1. Many of the new owners were interested in
making acquisition, construction and development
mortgage loans in order to garner the large fees and
potential profits that such deals offered. These in-
vestments were structured as loals, but in reality
they were direct investments. These investments also
were made through affrliates of S&Ls called service
corporations, often with a marked lack of success.

Other S&L executives who either could not dis-
pose of their mutual institutions or did not wish to
sell their stock institutions worried about breaching
the then 37o minimum net worth requirements and
thereby incurring the risk of being merged out of
existence. Thus, they were strongly encouraged to
try to restore lost net worth. Many of these same
individuals seized the opportunity to move into con-
struction lending on both multi-family residential
and commercial properties as a means of recouping
previous losses. The motivation to depart from tra-
ditional lending was strongly influenced by the high
fees and high prospective yields from such deals.

AIso encouraging such lending was the ability
of S&Ls to immediately recognize the large front-
end commitment and origination fees typically pro-
duced by these loans as well as to accrue the interest
income set up through interest reserves. It was pos-
sible, therefore, for large amounts of income to be
earned and for net worth to be partially restored
through the use of bookkeeping entries. For per-
manent loans, interest in many cases was based on

pay/accrue proyisions, and the portion ofthe interest
that was not paid in cash increased the outstanding
mortgage debt-a process called negative amorti
zation. The properties thus linanced were unable to
produce net rentals that were high enough to pay
the high interest rates prevalent at the time. Given
investors'wish to secure tax shelters and realize
capital appreciation, rents were ol little considera-
tion. This lack ofconcern for adequate rental income
was all the more prevalent because property own-
ership through syndications typically was [-tnanced
through non-recourse mortgage loans. Thus, the S&Ls
making such loans restricted themselves to the rents
and collateral. values of the properties should the
borrowers default.

Unfortunately, many S&Ls were not able to
realistically appraise and evaluate the risks of such
properties, much less underwrite or administer such
loans. Disaster loomed arrd ultirnately, when the loans
did not pan out, the cost of these institutions' insol-
vency increased greatly.

As a result of these many circumstances, huge
amounts of mortgage money flowed into multi-fam-
ily residential and commercial mortgage loans. From
the end of 1982 until the end of 1985, multi-family
residential mortgage loans at S&Ls grew from $38.9
billion to $66.6 billion, and commercial mortgage
investments grew from $51.3 billion to $84.1 bil-
lion.6 All too frequently, other S&Ls that were lo-
cated far away from the sites of the properties they
were financing bought into such deals through
mortgage loan participation investments.

The Plight Of The Regulators
When the GSG Act was passed, there was little if
any concern that the Federal Savings and Loan In-
surance Corporation was intended to insure deposits
for a highly regulated, predominantly single-family
residential lending industry and that a major con-
flict existed between deposit insurance and the ex-
tensively deregulated S&L business that was brought
about by GSG.

Although regulators were overwhelmed by the
changes in S&L operations, the federal government
was not willing to authorize additional needed stall
It failed to recogrize that deregulation required more,
not less, examination and supervision, especially
given the substantial numbers of newly chartered
institutions formed under the liberal statutes of Cal-
ifornia, Florida and Texas.

1986 Tax Reform Act
Whatever the other effects of the 1986 Tax Reform
Act (TRA), the impact upon real estate values was
disastrous. Through the earlier ERTA, the govern-
ment had encouraged non-economic investment in
real estate on an unprecedented scale. Then, only
[-rve years later, the 1986 TRA increased the length
of depreciable lives, imposed at-risk rules upon real
estate investments, sigrihcantly increased the cap-
ital gains tax rate and all but eliminated real estate
investments' ability to shelter externally derived in-
come. It would have been reasonable to expect either
grandfathering or transitional rules which would
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have cushioned the effect of these draconian changes.
Without such modilications, however, real estate
investors were hit hard in two signficant ways. First,
they were not able to achieve the tax savings that
provided the motivation for much of their invest-
ment. Second, the investment value attributable to
the potential tax benef-rts for future buyers was de-
cimated, ruining the potential for value retention,
let alone appreciation. The obvious course of action
for many of these investors, especially those using
non-recourse debt, was to turn over the properties
to the lenders.

Thus, the federal government has given, and it
has taken away. Unfortunately, the tax revenues
that the government may realize by eliminating tax
shelter benef-rts on properties acquired by S&Ls are
minor in comparison to the enormous costs of mark-
ing down the values of and operating these proper-
ties. Had suitable transitional rules been applied to
such properties, tax revenues would be fewer, but
the overall cost to taxpayers would be far less.

The Evolution In Commercial Bank
Mortgage Lending
Recently, much concern has been expressed about
the quality of real estate loans {-rnanced by com-
mercial banks. Before concluding this article, it is
desirable to consider how commercial banking prac-
tices pertaining to income property lending have
changed over the past decade.

In the development of large shopping centers,
offrce buildings, industrial parks and hotels, the
construction mortgage lender often has been a com-
mercial bank. Prior to 1980, permanent loan (or
takeout) commitments, genera.Ily issued by life in-
surance companies, were an iron-clad requirement
before a commercial bank would issue interim loan
commitments. Among the key provisions contained
in a permanent loan commitment were those dea-l-
ing with an agreed-upon construction completion
date, procedures for approving changes in plans and
specilications and rental achievement require-
ments. By making permanent loan commitments,
life insurance companies have been a major element
of Ioan quality control, especially given their policy
that their non-recourse mortgage loans would be
subject to the production of adequate rentals at the
time the permanent loans were funded.

In 1980, however, following the rise in interest
rates, life insurance companies closed their perma-
nent loan commitment windows. The banks were
then faced with a dilemma. Continuing their policy
of requiring permanent loan commitments would re-
quire them to shut down their construction loan op-
erations. Because of the importance of construction
Ioans to the banks' total commercial lending oper-
ations, the banks eliminated the requirement that
a permanent loan commitment must be obtained be-
fore the construction loan would be approved.

Over the last decade, many commercial banks
have moved into the void created by the departure
of the life insurance companies, aggressively ex-
panding their market share of commercial mortgage

loans by making both construction and permanent
mortgage loans on such properties. As shown in Fig-
ure 1, between the end of 1979 and the end of 1989,
bank-financed commercial mortgage loans grew a
phenomenal 35270, expanding in dollar value from
$?6 billion to $343.8 billion; meanwhile, banks in-
creased their narket share of such loans from 32.37e
to 46.l7o.In contrast, Iife insurance companies' mar-
ket share declined from 30.2?a to 25.67o over this
same period. An even larger market share decline
was recorded for savings institutions, i.e., S&Ls and
mutual savings banks. From the end of 1979 to the
end of 1989, the market share of these institutions
declined from 25.4Vc to 78.27c.

T.IGURE I

Commercial Mortgage Debt Outstanding
lor the Years Ending 1979 and 1989

1979 1989

1031; these issues also elicit concern about the level
and breadth of complexity in current tax law.

Suggested Statutory Change
It seems that a reasonable approach for Congress in
the "exchange" area would be to follow the concept
of code section 1034.10 Code section 1034 provides,
as many practitioners know, a basic rule for allow-
ing the sole (not limited to an exchange) of a prin-
cipal residence, the taking of the monies and the
reinvestment of those funds in a timely fashion to
postpone a recogrition of gain.

Code section 1034 is very broad; it allorvs for a
two-year time frame in which an old residence may
be sold and a new residence purchased without in-
curring taxes on the gain that may be generated as
a result of that sale. Admittedly, there are numer-
ous requirements under code section 1034. However,
this section allows the taxpayer to rollover the gain
on the sale of his principal residence into another
residence within two years.

Why is it that Congress has not allowed a sim-
ilar approach under code section 1031? Why has
Congress placed the taxpayer in a position where
mental rymnastics, form and stretched construction
are necessary to formulate the transaction so he does
not receive cash but has enough control or protection
to secure his position until like-kind property is ac-
quired? Why hasn't Congress simply allowed the
taxpayer to undertake an exchange, receive cash ald
invest that money in a given time frame?

The quick historical retort to this approach is
that Congress has never allowed this position and
does not intend to allow it. An exchange is one thingl
A sale is another! Certainly, the court cases make
this point. However, as Judge Goodwil so aptly stated
in the Srarler case, there often is little difference in
result if a taxpayer undertakes a simultaneous ex-
change or if he sells his property, takes the money
and reinvests it one day later. The economic position
is the same, although the tax position is substan-
tially different: the exchange falls within code sec-
tion 1031 but the cash sale does not.

Taxpayers who use the 45/180-day rule may be
simply selling their property, placing the cash in
trust and seeking another property. Isn't this situ-
ation similar in intent to the situation covered by
code section 1034 except that it is dressed with for-
mality and structures, such as a trust, to force the
circular peg into the square hole?

Admittedly, there are substantial differences
between code section 1031 and code section 1034.
However, I am not advocating throwing out the baby
with the bathwater. Rather, I am stating that ifthis
code section covers property used in trade or busi-
ness or held for investment, it would be less bur-
densome, more straightforward and more
advantageous in an administrative fashion to allow
taxpayers to simply sell their property and reinvest
the proceeds than to develop trusts or similar ve-
hicles in an attempt to meet the requirements of
code section 1031. The proposed 1990 regulations
allow more flexibility for nonsimultaneous ex-
changes. Why not go this next step?

Recent comments by some authors have sug-
gested the same idea, but they have suggested a
reinvestment time of 180 days. Why not simply al-
Iow the sale and the reinvestment, even with the
reduced time frame? Congress does not have to have
a two-year rule, similar to code section 1034, when
applying code section 1031. However, if Congress
allowed the sale of property and the reinvestment
of the proceeds within a given time frame, the need
for a trust, the concern about whether deeding is
direct or not direct, the concern about the format of
exchange documents, and so forth, would be elimi-
nated or at least substantiaily reduced in many
settings.

Taxpayers could then concentrate on the eco-
nomic decisions that need to be made about whether
to make an investment or a reinvestment. To con-
strict taxpayers by the language of code section 1031,
to force the creation of some means of allowing for
security whether it be a trust or a security in the
form of real estate or otherwise, appears to do noth-
ing but complicate the ta-x larv, an objective that, at
least by offrcial pronouncement of the present leg-
islature and administration, is not desired. If we warlt
to simplify the ta-r law, as Congress so often labels
its tax laws,lr this may be one step in the right
direction.

Conclusion
Congress, along with the Bush Administration, have
prided themselves on undertaking the simplihcation
of the ta-x law to work with, not against, the tax-
payer. If this is a legitimate goal, then it certainly
is appealing to modify code section 1031 to allow for
sale of property and reinvestment of the sale's pro-
ceeds within a given time frame and within the con-
cepts and structure of the section.

This position will not be a panacea; however, it
will go a long way toward eliminating much of the
activity that has been generated by undertaking a
nonsimultaneous exchange and thus forcing the
transaction to allow for security and meet the 45-
day and 180-day time frames rule.

Although modified, possibly by time frame and
property-t,?e restrictions, there is no reason Con-
gress cannot modify code section 1031 to allow the
same tl,?e of treatment that exists under code sec-
tion 1034, thereby eliminating numerous compli-
cations in an already overhurdened Internal Revenue
Code and tax maze.
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In making permanent mortgage Ioans, the prin-
cipal loan product used by commercial banks has
been the miniperm. Miniperms have terms of five
to, say, seven years, following the completion of con-
struction, and they are generally priced on a floating
rate basis. Missing from the miniperm loan arrange-
ment, however, is the separate evaluation of the
project by the external permanent lender, which for-
merly occurred when the permanent loan commit-
ment request was being processed. Also disquieting
is the absence of suitable loan maturities consistent
with full amortization of the mortgage debt.

As noted above, the banks' market share ol com-
mercial mortgage loans grew enormously during the
1980s. Thejury is still out on how severely the losses
from these loans will impact banks' capital struc-
tures. But the existing vacancy levels for most cat-
egories of commercial propenies are an ominous sign.

Conclusions
During the 1980s, far more than a decade s worth of
space requirements were built injust ten years. Now
the better part of the current decade will be needed
to absorb that space. In the capital-driven develop-
ment environment, real estate for all intents and
purposes became paper-paper to produce artificial
losses, paper to record non-cash interest, paper to
claim "future gains." In the process, rent was for-
gotten. But rea-l estate as an investment form is like
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transfers his property, he must receive property in
exchange within 45 days of the transfer.?

In addition to the 45-day transfer requirement,
the Deficit Reduction Act also provided that prop-
erty will not be considered of like-kind if it "... is
received after the earlier of: (i) the day which is 180
days after the date on which the taxpayer transfers
the property relinquishing the exchange, or (ii) the
due date (determined with regard to extension) for
the transferor's return of the tax imposed . . . . (by
the Tax Law)."? Thus, if an exchange is not simul-
taneous, the property to be received by the taxpayer
must be identihed within 45 days of the transfer. In
fact, the taxpayer must actually receive that prop-
erty within 180 days of the date on which the tax-
payer transferred his property. Or the taxpayer must
receive the property within 180 days of the date,
including extensions, on which the taxpayer's tax
return is due under the tax law that applies to the
year in which the transfer of property occurred.

One might argue that the language used by
Congress was intended to "eliminate" ambiguities
and uncertainties concerning nonsimultaneous ex-
changes. It is the thesis ofthis article that Congress'
language has fueled fires of concern regarding non-
simultaneous exchanges and has added a new di-
mension in "creativity" related to nonsimultaneous
exchanges. It is also a contention of this article that
perhaps Congress should focus its attention on
whether a nonsimultaneous exchange or any other
tlpe of exchange should be required to allow defer-
ral of taxes.

The Theory Behind Code Section 1031
The purpose ofcode section 1031 has not been made
clear, notwithstanding the many court cases that
have referred to the theory behind the section.

ln T.J. Starher u. U.S., the most famous case
involving non-simultaneous exchanges, the Ninth
Circuit Court examined some of the reasons for an
exchange.s Circuit Court Judge Goodwin acknowl-
edged that in the Starker case, the government and
the taxpayer presented arguments concerning the
existence of a nonsimultaneous exchange based on
the history and purpose of code section 1031. In re-
sponse, Judge Goodwin stated: "A proper decision
can be reached only by considering the purposes of
the statute and analyzing its application to partic-
ular facts under existing precedent. Hereunder, the
statute's purposes are somewhat cloudy, and the
precedents are not easy to reconcile."8

Judge Goodwin mentioned that history reveals
the provision was ". . . designed to avoid the impo-
sition of a ta-r on those who do not 'cash in' on their
investments in trade or business property." Judge
Goodwin considered whether the reason for code sec-
tion 1031 was to protect taxpayers who did not have
the money to pay the tax.

However, he found that liquidity was not the
sole reason for the section. As Judge Goodwin stated,
if a ta-xpayer sold property for cash and reinvested
the money, the taxpayer would not have money to
pay taxes, but the taxpayer nevertheless could not
use code section 1031 to defer taxes.

Judge Goodwin also considered the argument that
it would be difhcult to measure gain or loss on an
exchange. However, he countered this position by
citing the fact that if a taxpayer received even $1 of
boot, that money would not constitute Iike-kind
property, and a valution would be necessar5r. He
therefore concluded that measurement of g-ain or loss
could not be the sole reason for section 1031.

Judge Goodwin cited other concerns with section
1031 and concluded that the intent of the drafters
of the legislation was not clear; the section could
exist for many reasons.

It should be remembered that code section 1031
existed for many years without focusing on the non-
simultaneous exchange. Once the Slarler case be-
came well known to those in exchange circles, the
potential for use (and possibly for abuse) of section
1031 with the nonsimultaneous exchange became
well known. Congress reacted by choosing between
two positions: making it clear that a nonsimulta-
neous exchange would not qualify under code sec-
tion 1031 or limiting the time frames in the section
to cover a nonsimultaneous exchange. Congress chose
the latter route.

Form Over Substance, Tax Traps, More
Litigation And a Question Of Identification
After the 1984 change in tax law that reaffirmed
the posture of a nonsimultaneous exchange, numer-
ous additional questions have arisen. Those ques-
tions include, but are not limited to, such issues as
dctermining:

when the closing or transfer takes place

when the property is properly identified
when a trust or other security is acceptable,
and when it taints the exchange

whether a constructive receipt exists

how much control is allowed to a taxpayer without
violating the code section 1031 requirements
Additionai questions have arisen as to proper

format of transactions and direct deeding. That is,
if taxpayer T transfers his property to taxpayer X
and then subsequently identifies a property to be
received from taxpayer Y in exchange, can taxpayer
Y transfer the property to taxpayer T, or must he
transfer the property to another party who, in turn,
transfers it to taxpayer T? These items are beyond
the scope of this examination.e

We have seen numerous companies who rep-
resent that they handle "Srortrer trusts." Such ac-
tivity is questionable, given the fact that the Slcrfrer
case did not involve a trust; consequently, there is
no absolute case authority for a "Starker trust" po-
sition. The lack of case authority does not mean that
the companies that handle a "Starker trust" are in-
correct. It simply means that we have more activity
in attempting to develop form over substance, more
formality and, more costs in structuring exchanges
and numerous concerns resulting from construing
the statutory changes on the 45/180 day rules. Al-
though some of these issues have been considered
by the 1990 proposed regulations for code section

other investments; its value is determined by its in-
come stream, and that income stream is determined
by rent.

The emphasis on tax shelter and capital appre-
ciation thus has proved to be a delusion which has
its roots in the inflation of the 1970s. Without rent,
obviously there cannot be any pre-tax cash flow.
Without adequate rent, there ca-nnot be any equity
build-up or capital appreciation either. Mortgage debt
has long been ballyhooed as an essential ingredient
in the creation of real estate wealth. When used in
the extreme, however, it is a negative element for
borrower and lender alike. Debt must be a function
of the quantity and quality of current rent levels.

When the sheltering of taxes is the overriding
reason for investing in real estate and space is thrown
on a market, even the best feasibility studies can be
rendered worthless by the resulting market dise-
quilibrium. As a consequence, market expertise is
devalued. When the mere ownership of real estate
and not its successful rental operation is the basis
for investment, the services of successful property
managers also are undervalued. The potential for
rental productivity-&iven capital appreciation oc-
curs when a demand,/supply equilibrium exists. The
emphasis on a tax shelter destroyed that equilibrium.

There is reason, nevertheless, for some opti-
mism. The present re-regulation that is occurring in

both the S&L and commercial banking industries,
while painful, will measurably help the rea.l estate
industry in the long run. The lessons of the last dec-
ade, so severe in nature, rvill not be easily forgotten.

In the early 1980s, one did not have to be krrowl-
edgeable about real estate to make money; owner-
ship permitting tax urite offs vv'as sufficient. In the
1990s, a premium will be paid for knorvledge, es-
pecially given the impact of demographic and enr-
ployment changes upon the demand for space. While
debt will be harder to obtain and more equity capital
may be required, once an equilibrium is restored,
equity returns based on properties' productive and
creative use will be competitive with returns on other
investments. For the present, hou'ever, it is back to
basics, undoing the damage that has been done.
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