
Auctions are primarily used for properties
which:

a. must be sold (forced liquidations or the
owner just cannot afford to spend any more for
carrying costs).

b. are unique and desirable (prospects bid
against each other, raising the strike price).

c. are built specifically to sell at auction. The
auction medium is often used by developers.

Auctions are held because they provide advan-
tages to the seller.

r Auctions are the fastest method of converting
real property into cash. The advantages of
speedv sales are:

a. Carrying costs, such as interest and mahte-
nance charges, can amount to more than 30%
of an unsold property's value each year; time is
important in real estate transactions.

b. When property values are failing, an auction
sale is likely to be much more profitable than an
individual broker sale at some unspecified time
in the future.
c. Where speed is desirable, propertv involved
in divorces, settlement of wills and other legal
commitments can be auctioned adrantageously.

r Property is sold as is at auctions; the seller is not
liable for unknown problems with the property
once the sale is completed.

I Auctions permit the property owner to knou, that
on a certain date his property will be sold.

r Auctions create interest in the area; nearbv prop-
erties often n'ill sell once the auction sales are
completed.

! Auction attenders must provide registration infor-
mation about themselves; this provides a list of
prospects for the real estate owner and/or broker
after the auction is concluded.

t Auctions can be used as a valuation tool.
a. When propertv prices are uncertain (such as
in a new residential derelopment in an area
undergoing rehabilitation), an auction of some
properties in the development can help the
owner determine realistic prices for the remain-
ing properties.
b. Property that has remained unsold for a

long period of time can either be sold or at least
reralued by placing it at auction. This is useful
for brokers trying to convince cli€nts that their
listing price is much too high.

r Auctions create a sense of ur6;encv; buyers can-
not go home to think it o\er or iust r,',ait patiently
for the price to fall.

t Auctions freeze out nearbv properties; buvers
tend to revieiv the properties to bt auctioned be-
fore thev will make anv other buving decision.
Often, buvcrs u'ill wait until after the auction is

completed before considering any real estate
purchases.

While there are some difficulties with auctions,
their popularity continues to grow.
r Since buyers usually have to pay cash for prop-

erty purchased at auction, they must often pro-
cure financing in adrance of the auction date.

r Auction companies charge a fee. The auctioneer
also gets a typical settlement fee of 1% or 2 % if
no one reaches the minimum bid.

r The sales price is not controlled by the seller but
by the buyer.

r Auctions can harbor dishonesty. Before the auc-
tion, be sure to check the track record of the
auction company,

Psychological lii&s
At an auction, the seller has numerous advantages.
In order for the auction buyer to compete suc-
cessfully with the auctioneeL who is appointed by
the sellet, the buyer needs his own bag of auction
tricks. The kind of buyers who should not attend
auctions are those who will not take the precautions
described here. Buyers of auction property can un-
cover bargains, but in order to improve the odds for
success as an auction buyer, the follou'ing precau-
tions are strongly recommended:
t Always know the real estate value of what you

are buying.
I Never get auction fever.

a. Take a break from the auction when you re-
alize you are afraid to take a break because you
might miss something.
b. Take a break from the auction when you for-
get to look at the index card in your hand that
shows your maximum bid.
c. Take a break from the auction when you be-
gin to feel lighrheaded or when vou realize you
are staring at the auctioneer and nothing else.

! Alwavs inspect the propertv before the auction.
r Always read the conditions of sale before attend-

ing an auction.
! Never forget that an auctioneer is a salesman,

and he has something to sell you. The auctioneer
lvill use evervthing in his power for vou to make
a higher bid.

There are techniques to counteract the practiced
expertise of the auctioneer

a. Counter the auctioneer's enthusiasm.
b. Make a few verv low bids. It throws off the
auctioneer's timing and slows down the auction.

c. Set vour limit. Write vour limit down and do
not bid past it.

Be r+'arned: It is verv easv to catch auction fever.
Those people n'ho think piychological tricks are

COMMERCIAL
MORTGAGE
SECURITIZATION-
AN OVERVIEW

by Harold W. "Skip" Perry, Jr., CRE

Ffl he securihzation of residential mortgages dur-
I ing the late 1970s and 1980s has been very
I successfuland lucrative for the entire industry.

Securitization allowed lenders to maximize loan ac-
tivity by effectively and quickly recycling funds
available to loan. Collateralized residential mort-
gages became one of Wall Street's shining stars of
the 1980s and continue to be an important vehicle in
the 1990s. Non, it appears the era has begun for
commercial mortgage securitization.

Although the general concepts between resi-
dential and commercial mortgage securitization are
somewhat similaq, there are several key structural
differences that have caused commercial securitiza-
tion to stumble for over a decade, while residential
securitization has been incredibly successful.

Residential vs. Commercial Securitization
Table t highlights the differences between commer-
cial and residential securitization. First, the U.S.
government established programs to promote and
encourate home ownership through guarantees
and special loan programs. Guaranteed repayment
of principal and interest by governmental and
quasi-governmental agencies like Fannie Mae, Fred-
die Mac and Ginnie Mae is a verv attractite attrib-
ute of residential mortgages in the secondary
mortgage market. There is no equivalent for com-
mercial mortgages.

Second, most residential mortgages are written
ushg standard underwriting and documentation.
This facilitates packaging into securitized structures
and also eases the ability to forecast performance
based on past performance of similar assets. Sim-
ilarlv home mortgages tend to be in a relatively
small dollar range, $25,000 to $500,000, while com-
mercial mortgages can range from under $100,000
for a small commercial building to several hundred
million dollars for a major office building. It is ob-
vious whv standardization of commercial mort-
gages would be difficult given these parameters
and whv development of generallv accepted rating
models also has been difficult. The rating models in
place during the 1980s imposed a very strict and
unwieldy process that was unworkable given the
rapid financing changes prevalent in the mid-1980s
commercial real estate boom. During the 1980s,
there vr,as no reason to struggle with commercial
securitization since so many other capital sources
were readilv available. These other sources were

Hfiold "Skip" Perry Ir., CRE is o ltinirql ol Keflneth lzvn-
thal & Compny's Chkago fficc- Hc l]6s teet im'oh,cd irr
KLt Co\ aclitilil\ h the securit.ation area. Perry has been
inol?ld it lu,o mator goLd bankltad ba,rk structures u'hich
uvre lo bc ral?d lransaclions. He also haa uoiad on iumerous
olllq lrut*atlions. Perry holds lhe CRE Desigtlation fron Thc
Coutlselors of Real Estale.
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relatively easy and
fectilely crowded
securitization.

cheap alternatives that ef-
out commercial mortgage

the first classes will have an investment of consid-
erably shorter duration than subsequent classes.
This is an important feature of the multi-class struc-
ture shce some investors need an investment with
a relativelv short maturitv while others look for a

longer term investment.

TABLE 2

Secu ri tization Structures

. Whole loans

. Farticipation certif icates

. Single-class securities

. Fast pay/slow pay multi-(lass structure

' Senior/subordinated multi-class struclure
. Zero coupon security (class)

. Participating security (class)

. Hybrid

Seniorlsubordinnted nulti-cllss structures
One specific example of a multi-class investment is
the senior/subordinate'd multi-class structure. ln
this structure, the senior class has first prioritv for
repayment of interest. If done properly, this struc-
ture should allow the senior class to be rated as a
suitable investment vehicle by the rating agencies.
The subordinate class boosts the overall collateraliz-
ation of the structure, which strengthens the senior
class instrument. The subordinated class, because it
is second in line, is usually not investment Brade,
but can be attractive to biB investors seeking a

higher interest rate and willing to accept greater
risk.

Another example of a multi-class structure in-
volves strips of investments. This is a modified
multiclass structure. Each class receives a desig-
nated portion of the underlving cash flow. For ex-
ample, Class A might receire 60%, Class B 30%
and Class C 10% of principal received until the class
is paid off. Assuming that the classes have rela-
tively equal original balances, Class A will pay off
much faster than the other classes, which offers
several options for the investor. One specific strip
structure commonly used is the interest only/
principal onlv (IO/PO) strip This is a two class
structure u'here, as the name implies, all interest
received flon's to one class u'hile all principal re-
ceived flon's to the other class. Clearlv, the principal
class would be much larger than the interest class.
As one might guess, the structural possibilities are
numerous, Iimited to the creativitv of the deal
structure and what the market finds attractive.

Typicallv all classes in a multi-class structure
are paid interest currentl)'. Ho\^'ever, one variation is

be sold only if the prices bid are higher than the
minimum bid specified by the owner. It is not nec-
essary for the owner to notify the bidders of the
required minimum. If bidding fails to reach the
minimum, sellers often approach the highest bid-
der and offer the property at the minimum bid
price.

Confirnntion by the Seller Auction hlso called Re-

senre) Properties at this auction are sold only if the
highest bidder has reached or surpassed the reserve
amount specified by the owner. The resen€ is not
necessarily communicated until the bidding is com-
pleted. To make the reserve auction more popular,
an incentive can be offered to compensate the high
bidder if the seller rejects that bid. Auction promo-
tional materials which do not specify the type of
auction usually are reserve auctions.

Auctions Can Be Described By Their Rules Of
Bidding
Public Auction: Buyers 8et together in a room and
bid against each other until someone wins. This is
the most common form of auction.

Sealed Bitl Auction: Bids are mailed h; the buyer
is notified bv return mail of his high bid.

Sltst Bid Auction: Buyers bring secret bids to the
auction site u'here the auctioneer announces the
winnhg bid.

Negltiat{d Sales; Written and telephone offers
are taken by the auctioneer before the auction date.
The highest offer is accepted on the auction date.

The sale price at an auction is known bv two
other names: knockdown price, because at the con-
clusion of the sale the auctioneer's hammer is
knocked down; and strike price, because at the con-
clusion of the sale the item is struck from the auc-
tioneer's list.

Who Holds Auctions?
The easy answer to this question is the auction
companies. These companies provide important
sen,ices to the property orl,ner before, during and
after the auction. A reputable auction companv r,l'ill
have marketing strength, an understanding of real
estate auctions and the local real estate market, the
ability to provide financial and legal services (pre
and post auction), proven attention to auction day
details and a sensitivitv to buvers vvho are unfamil-
iar ra,ith auctions. The auction companv pavs all
promotion and advertising expenses and has fees
similar to those of real estate brokers.

It is the property owner who provides the auc-
tion company with the prodnct to sell. The reasons
the owner is selling the propertv and the property
itself determine whether an auction is the best n'av
to part r{'ith the propertv

In addition to private property owners, devel-
opers, probate, estate and tax sales, there are many
government agencies with real estate to sell at
auction.

t The Resolution Trust Corqratiln (RTC): The RTC
holds a broad array of properties hcluding va-
cant land, industrial parks, single family homes
and apartment buildings. The RTC holds prop-
erty that has been collected from liquidated fi-
nancial institutions, such as banks- Good buys
are available on many of the RTC properties.

t Tlu Federal Delnsit Insurance Corltoration (FDIC):

The FDIC also has a broad array of properties,
since a failed financial institution's assets will go
to either the FDIC or RTC, depending upon the
legal circumstances.

t Fannie Mae nnd Freddie Mac: Primarilv single fam-
ily homes are held by these agencies. Some good
deals are available, but unlike the RTC, these
agencies are not under the same pressure to sell.

. DEnrtmai of Housing and Urhan Da'elopment
(HUD): Lower class housing is HUD's specialty.
Good buys are available for investors to pur-
chase, fix up and resell.

. D4nrtnent of Veterans Affairs: These properties
are slightly worse than HUD properties. Cood
deals are available, but be prepared for extensive
renovation.

. Generul Sen ices Adnfiistration: This agency en-
compasses a hodgepodge of properties and
services.

I Farr rrs Htnrc Adnrinistration (FH,4): The FHA has
some Sreat deals if vou are persistent. However,
in order to effectively utilize their services, vou
probablv will have to move to the country.

t Bureau of Lnnd Managemenl: This agency is strictly
for the adventurous who want to capitalize on
the federal government's urge to give away odd
land at $5 an acre or less.

Why Are These Auctions Held?
Property is sold through auctions to accomplish in-
ventory clearing with expediency. lnventory can
consist of just one single family home, a condomin-
ium complex, five shopping centers, or any other
combination of REO (real estate owned).

Anv owner of propertv can particrpate (sell) in
an auction. Anv potential purchaser of real estate
can participate (buy) in an auction. Some properties
do not lend themselves to auction sales, and some
buyers should not use auctions as a medium for
property purchases. Sellers should avoid auctions if
their propertv cannot be offered in the stan-
dardized, pre-established package that auctions
provide, or if thev are unable to accept not control-
ling the propertv's sale price.

TABLE 1

Commercial vs. Residential

Residential Commercial

. Guaranteed by US
Govemment (FNMA,
THLMC, GNMA)

. Standardization of
underwriting &
documentation

. Wealth of lonB-t€rm
performance data to
assist slatistical analysis

. Existence of generally
accepted rating models

. Not generally guaranteed

. No established standards

. Easy money readily
available in 1980s

. Dearth of dependable,
long-term performance
data

. First ratin8 models
introduced in November
1984 with limited
applications.

. "Hard mone/' ignored in
favor of more readily
available funding in
1980s.

. Advent of credit crunch
in 1989 has brought
drastic change in real
estate capital mark€ts.

. Advent of credit crunch
in 19E9 brought drastic
change in r€al estate
capital markets.

The glory days of commercial real estate have
been over for quite some time. The savings and
loan crisis, an overbuilt market and new go\ern-
ment retulation (specifically FIRREA) brought a

drastic change in lending poliry, drying up the
credit which was readily available onlv a few years
earlier. Lenders became focused on cleaninpl up ex-
isting messes rather than extending credit. The re-
covery of traditional lending activity will continue
to be extremely slow. Because of this, a window has
opened to commercial securitization.

Securitization Structures
Securitization is the process of dividing or segment-
ing the cash flow associated with a group of dis-
crete assets into new cash flow streams or classes of
particular interests to certain investors. Securitiza-
tion can be accomplished through single class or
multiclass structures (See Table 2).

ln a single class instrument, all investors are
treated identically. This is a verv simple structure.
In a multiple class instrument, investors are able to
choose one of several classes, which are given dif-
ferent preferences. Instruments anywhere between
2-8 classes and larger are possible. Typically, all
classes are paid interest currentlv while all principal
goes to the first class until repaid in full. Obviousll',

8 REAr Esr,rrE IssLtEs April7994 Real Estate Auctions: The Nerv Method To Sell Real Estate
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1

2
3
4
Total

Gross Receipts as a

% of Bond Amount
Bond Amount as a
? of Book Balance
Bond Amount as a
7. of DIV
Gross Receipts as a
% of Book Balance
Gross Receipts as a
% o( DIV

$114,000,000
5 43,000,000
s.18,000,000
5 20,000,000
$225,000,000

100.0000%
96.5625C.
91.68751.
89.1250q,

$114,000,000
$ {1,s21,875
s,15,450,000
9 r7,825,000
s218 ,795 ,87s

from the coupon rate if the price is greater than
100%. In the case of the RTC Mortgage Trust 1993-

N1, the discount (the difference between the face
amount of the bonds and the purchase price, repre-
sented as a % by price) increases as the class gets
higher. Thus, it can be said that the coupon rate of
the Class 4 bonds is not iustified according to the
rating, and the market makes an ad,ustment to
price to bring the yield in line with the risk.

TABLE 2.3

Bond Receipts As A 7c Of Book Balance

Class
Bond

Amount Price
Gross

Re(eipts

There are many ways to illustrate the actual process
of securitization. The most basic elements to begin
the securitization process are the borrower, the in-
vestot collateral and an intermediary. The borrower
is the developer or financial institution that is look-
ing to collateralize the mortgages and raise capital
or restructure a portfolio. The investor is the party
that will ultimately provide the funds to the bor-
rower, acting as the lender. The collateral consists of
mort8ages or properties. A successful securitization
would require seasoned and/or stabilized products.
Securitization of properties or new mortgages on
properties is referred to as primary securitization,
while a transaction involving existing mortgages is
referred to as secondary securitization. An invest-
ment banker is typically used to bring all the par-
ties togethet coordinating the efforts of the
underwriting and documentation processes, devel-
oping a proper structure, closing the transaction
and marketing and distributing the product.

From the issuer'-s perspective, the first and
probably most important step is preliminarv plan-
ning. At this stage there are three kev steps: estab-
lish objectives, identi(y collateral and inventory the
type and quality of data. It is critical for the issuer
to know why it wants to pursue securitization. Like
any business endeavor, without clearlv defined ob-
jectives the proiect is likely to drift aimlessly, which
is inefficient and quite expensive. By establishing
objectives, all the necessary people, from top man-
agement down, will be focused in the same direc-
tion.

Second, the issuer needs to tentatively identify
the collateral to be securitized. Certain collateral
characteristics may lend themselves to a particular
structure, pricing strategy or marketing approach.
If the collateral has not been identified, drifting is
likelv once again. The third step in the preliminary
planning stage is assessing thc. data. Are the files
complete and nell or6;anized? Are thev readilv ac-
cessible? Are the necessary personnel available to
get through the due diligence and documentation
processes? Most issuers are not honest with them-
selves. The qualitv and al'ailabilitv of data is clearlv
important to the securitization process. The most
obvious impact is on the timing of the project. The
underwriting will take longer if the files are poor
and time means monev. Someone will have to
gather ,.rll the information ancl gain a certain com-
fort level n'ith the information. The costs of having
emplovees finish this task is acceptable if they have
the time and abilitv Howevet if the condition of the
files is overestimated, attornevs and accountants
may- be spending the time to gather missing infor-
mation and reconstructing poorly organized infor-
mation at significant billing rates. Regardless of the

results, r.r'ith the taxpayer or the IRS favored on this
lssue.

However, Re,venue Ruling 93-12 does not ad-
dress many other issues which can materially affect
valuation bf a minority interest. For exarilple, a
swing Vote control premium mav exist in certain
cases. In a swing vote, an individual partner's i,ote
may decide r.r,hich group of partners is the majority
under a majoritv control partnership agreement.
Othertimes, local law. fiduciarv duties owed bv the
majority to the minoritv mav exist under certain
state laws, and the valuation of a minority interest
may increase when there is a creeping control pur-
chase program in effect bv certain other olvners
who want to obtain control of the partnership so it
will take certain actions. Lastly, the raluation of a
minority interest when ownership by three part-
ners is other than one-third each (the Iimited fac-
tual case covered bv Revenue Ruling 93-12), mav be
viewed differently by the courts. Manv factors can
affect the raluati'on and professional inalvsis and
advice is essential.

97.2437.

36.474C.

74.23r%

35.4107.

72.1557,

Investor Structure
The organizational structure of a tvpical RTC secu-
ritization includes large financial investors and a

servicer. In the RTC Mortgage Trust 1993-N2 trans-
action, the Wilmington Trust Company was the
owner trustee, and the bond trustee was the Bank
of America National Trust and Savings Association.

The Investors Limited Partnership held a 49%

Class A share, while the RTC held a 517" Class B

share. The Class A share is broken down further
between limited partners and p;eneral partners. In
this example, the investors as limited partners held
a 98% stake h the non-RTC share with the p;eneral
partnership holding the remaining 2%. This gen-
eral partnership is comprised of equal ou'nership
among Aldrich, Eastman & Waltch, L.P, J.E. Rob-
erts Companv, and Secured Capital Corp. and a 17
ownership stake held by a management corporation
which is equallv ou,ned by the three. These' groups
handle the servicinB of the trust, including servic-
ing fees, disposition fees and distributions under a

servicing agreement between the ort'ner trustee, the
investors limited partnership and the management
limited partnership.

Securitization Process
Regardless of the structure enrploved, certain fun-
damentals of the securitization process will appty.

10 Rr,.rr Esr.rrc lssues April1994 Valuing Partnership Interests in Real Estate Companies 35



TABLE 1

ABC Property Partnership
Value Based on Cash FIow Capitalization

10% Partnership
Property Cash Flow Cap Rate Value Interest Value

TABLE 3

ABC Property Partnership
Value Based on Discounted Cash Flow
Minority Valuation Discounted for Liquidity

actual condition of the data, it is important to com-
plete a frank assessment and structure the timing
accordingly in the preliminary planning phase.

The next step in the process is to evaluate alter-
natives. The structure of the deal should follow the
economics of the deal. Careful consideration should
be given to several structural possibilities which
best fit the economics. After tentatively selecting an
altemative, a first cut evaluation of the economic,
accounting and tax consequences should be com-
pleted. Will the deal work based on the assump-
tions and proiections? Some reconsideration of
other alternatives may be necessary if the first cut
results are unacceptable. Sereral iterations may ulti-
mately be necessary.

At the same time that evaluations are being
done, the due diligence should begin. The data
should be assembled and organized for the due
diligence team. The due diligence team will want to
see all documentation relating to the deal, so it
knows the deal structure reflects the reality. The
due diligence should begin at this point even
though the deal has not been finalized. Due to the
amount of u,ork to be completed h the due dili-
gence phase, it is usually worth the risk to begin
early so this task is completed on time.

Finally, the due diligence is completed and a

final structure selected. At this point, the issuer
must set the final timing and pricing of the proiect,
considering the effects of market and interest rate
changes. This is the point of no return for the is-
suer as the ultimate golno go decision must now be
made. The instruments then are distributed and
sold to the investors.

Subsequent to the issuance of an instrument,
there is onSoing administration and support re-
quired. This is important, but fairly mundane, con-
sisting of collecting principal and interest from the
underlying borrowers, distributing funds to the in-
vestors and complying with reporting
requirements.

Credit Enhancement
Given the current condition of the real estate mar-
kets and economv as a whole, one of the kev cur-
rent topics in the securitization process is credit
enhancement. Simply put, many mortgage pools
are not strong enough to support a securitized in-
strument on their o$,n. Credit enhancement tech-
niques add to the strength of the instrument (see
Table 3). The most common example is ore r-
collateralization, meaning that the amount of collat-
eral exceeds the amount of the bonds. This offers
protection against defaults of the underlving mort-
gages. Another technique is that the borro*'er may
be required to submit a line of credit or hold cash in
reserve to cover cash shortfalls. A suretv bond may
be purchased from an independent partv to cover

all or part of the amounts to be paid that may be
defaulted. Mortgage insurance is similar in that an
insurance premium insures against defaulted
payment.

TABLE 3

Credit Enhancement

Guarantees offer similar enhancement. Loan
substitution and repurchase are less common situa-
tions. When this happens a bad loan is removed
from the portfolio and replaced by another. Finally,
certain classes may be subordhated, which
strengthens the more senior classes. All these tech-
niques bolster the credit worthiness of the instru-
ment and make the instrument more appealing to
the investment communitv.

Problems And Pitfalls
Certain problems and pitfalls have been encoun-
tered in the securitization process that can turn a
potentially strong transaction into a costly failure
(see Table 4).

TABLE 4

Problems & Pitfalls

. Unrealistic expectations

. Poorly defined obiectives

. Structure myopia

. Lack of issuer control / weak organizational
commitment

First, many issuers have unrealistic expecta-
tions: securitization is not a cure-all. Second, poorly
defined objectives probably will cause the securitiz-
ation process to fail. Many issuers do not know
why they are pursuing securitization or what re-
sults to expect. It is difficult to find the destination
when you don't know where you are going. Many
issuers also suffer from strucfural myopia. There is
a tendencv to fixate on one alternative without suf-
ficiently analyzing key attributes and other possible

A
B
C

$2s,000
$15,000
$10,000

Ea.sss

s250,000
$136,364
$ 83,333

$25,000
$13,636
$ 8,333

$46,969

10v,
Interest

101(
t7c/"
1,2./(

Dis.ounted
Property Value

Liquidity
Discount 259.

hrtnerchip
lnterest
Value

s169 697

payable may well exceed the cash realized from the
sale. This often occurs when a previously refi-
nanced property is sold. Such a situation eliminates
much of the incentive for the remaining partners to
sell. This is particularlv true for many older family
real estate partnerships and may well be true for
properties controlled by the new up-REITS which
have become so popular during the last 12 months.

There are two other factors to consider, partic-
ularly for portfolios comprised of older properties:
(1) the buildings may have non conforming uses
because of zoning changes, and (2) there may be a

significant need for capital improvements to make
the buildings salable in todqr/s market. These fac-
tors need to be considered when selecting capitaliz-
ation rates for the net operating income to arri\e at
a reasonable gross value for the entire property.
From that amount discounts are applied for a mi-
noritv interest and for anv needed capital
improvements.

Therefore, in valuing non controlling interests,
we hat,e used discount rates of 10% to 25% of the
cash flow depending on the quality of the real es-
tate involved. Ijc determine current value, we have
assumed that none of the properties in the portfolio
would be sold for 10 vears and we have deducted
the cost for needed capital improvements.

TABLE 2

ABC Property Partnership
Value Based on Discounted Cash Flow
(and after deducting future capital expense
and partnership costs)

Ten-Year Discount
Property Cash Flow Rate

10% Partne$hip
Value Interest Value

$ 74 500

9431,400

s77 ,723
$ 9,645

$,5.qqq
s32,456

A
B
C

9228,300
s128,500

922,830
$12,850
$ 7,4s0

$43,140
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75q(

7,va

A
B

C

5 56b

s 341

$ 215

300 72.5.,t
400 13.5rt
500 r5.0n

9228,300
s128,500
$ 74,s00

s431,.100

s22,830
s13,860

$ll!9
$43,140
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. Overcollateralization

. Cash reserves

. Letter of cr€dit

. Surety bonds

. Mortgage insurance

. Guaranlees

. Loan substitution/repurchase

. Subordinated position

Once the property and/or portfolio is ralued, an
additional discount of ?5% -35% was taken due to
the ownership of a minority interest. This discount
was applied knor.r,ing that a market does not exist
for non controlling partnership interests. Publicly-
traded partnership interests and other partnerships
generallv trade for a discount of at least 25% to 50%
of a pro rata value of the net assets, and this pro-
vides a comparable value example.

The impact of these discounts are shor.t,n in Ta-
bles 1, 2 and 3 which indicate valuation based on
capitalizing first year cash flow, discounting cash
flor.r' after deductions for capital expenses and arriv-
ing at valuation based on a minority interest. As
shown in Tables 1, 2 and 3, the impact of these
discounts is to reduce the ralue of portfolio interest
r.r,hich might be valued initially at $47,000 to
$32,000. This methodology has resulted in consid-
erable tax savings for estates.

Such discounts are defensible because a pur-
chaser of a partnership minority interest has no
control over the underlving assets. This is partic-
ularly true for closely held family partnerships. It is
very difficult to sell partial interests to non family
members even with deep discounts. Experience
teaches that most third party investors have no in-
terest in buying into such situations at any price.

The IRS has recognized some of these con-
straints on value in Ruling 93-12. The constraints on
value are based on an IRS policv reversal which
makes available a discount for a non marketable
minority interest in a corporation that owns real
estate evon when the ma,ority interest is owned by
other familv members. Discounts hare been ac-
cepted by the IRS due to the non marketable and
illiquid nature of the minoritv interest being val-
ued. Such discounts represent a rerersal of a long-
standing IRS policy which has been frequently liti-
gated with taxpavers who believed otherwise.
These cases rtere receired bv the courts n'ith mixed



alternatives. Finally, many issuers lose control over
the process or fail to give the prolect adequate orga-
nizational commitment. Simply put, the securitiza-
tion process requires a maior commitment of time,
human resources and financial resources. Without
the commitment from key members of the organi-
zation, the effort will be terribly inefficient at best
and a disaster at worst.

Potential Of Commercial Securitization
The biggest spark to the commercial securitization
has been the RTC. In an effort to divest itself of the
mortgages and properties acquired from failed sav-
ings and loans, the RIC has made a big entrance
into the securitized commercial mortgage market.
The RTC has demonstrated that this process can be
a successful tool.

The potential for commercial securitization is
tremendous and yet remains largely untapped.
During the real estate boom of the 1980s, thousands
of commercial properties were constructed and fi-
nanced. These proiects are the opportunities of the
1990s. As Table 5 illustrates, there are enornous
dollar amounts of commercial mortgages out there
waiting for the market to catch up Civen the credit
crunch from more traditional financing sources,
sawv investors, financial conglomerates and insti-
tutions have warmed to commercial mortgage secu-
ritization.

TABLE 5

Potential of Commercial Securitization

. Estimated $800 billion of commercial mortgages
available for securitization

. RTC securities have paved the way for the
commercial securitization market

. Increased regulation forcing lenders to move
mortgages

. Em€rging roles of industrial - financial conglomerates
(i.e. General Electric)

. Stabilization of real estate market through long-term
capital over shorl-term high leverage financing

Conclusion

There are numerous opportunities for all sorts
of players. First and foremost, commercial securi-
tization is an important ner,r'financing source. It
can be used for new financing, which is quite
scarce at this time, or as a means of restructuring
and refinancing existing portfolios. Experts will be
needed to structure and manage the deals from
commercial securitization. This is a ground floor
opportunitv for lenders, investors, investment
bankers, accountants, lan'vers and consultants.

by S. Douglas Weil, CRE
and Richard J. Hindlian

VATUING
PARTNERSHIP
INTERESTS IN
REAL ESTATE
COMPANIES

f f ow interests in real estate partnerships are

l{ valued can result in signifi'cant savings for
I' I. gift or estate tax returns] Accordirg to I new
IRS ruling, Revenue Ruling 93-12, the percentage of
ownership should be considered in determining
value. Significant discounts can be taken because of
a lack of control. This is particularly true iI the
interest to be valued is not a controlling interest.

Traditionally, partnership interests in real estate
were valued by a simple and straightforward
method. A property (or a number of properties)
was appraised as if it was sold on the date of trans-
fer or death. If the Foperty was appraised at $5
million and the estate had a 107c interest, then the
value for estate tax purposes was $500,000. Federal
and state estate tax returns were prepared on that
basis. This method was applied even if the property
was not being sold immediately or if the deceased
had no control over the property.

The same technique has been traditionally used
for holdings in a private real estate fund or partner-
ship. For instance, if management of the fund val-
ued the net assets at 5100,000 per unit and the
estate owned 5 units, the interest in the fund or
partnership was valued at $500,000 for estate tax
purposes.

The problem with both these valuations is that
the estate's interest in the two examples could not
be sold for $500,000, since a ready market does not
exist for units in private partnerships or in minority,
non-controlling interests in specific properties.

The IRS, in Revenue Ruling 93-12, now appears
to understand this dilemma. The ruling recognizes
the need for considering minority interest discounts
in the transfer of closely held stock of a corporation
with respect to gift tax valuation. Acting as repre-
sentatives, we have seen the same reasoning ap-
plied to appraisals of interests in real estate
partnerships. It also has been accepted by the IRS
with respect to estate tax returns.

A major difference in valuing a non controlling
interest in real estate versus a controlling one, is
that the building probably will not be sold in the
near future. Frequently there is a low tax basis. The
low tax basis means that a significant part of the
proceeds of any sale above the existing mortgage
balance r.r'ould be subject to income tax and the tax

S, Dou as weil, CRE, lt*ilc l, Weil Reahv Ad.'isors, Bos-
ton, has L,rcn inr]llwd nalionally in tle real estate ifi'eslmenl
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