
REIT industry, a potential source of private place-
ment transactions. Several firms also will be inves-
ting on their ol4,n account or through pools they
control.

Since most Wall Street firms are not investment
fiduciaries, pension funds will hare to decide
whether or not to in\''est through an in\estment
manager. Some of the larger pension plans, many
with competent security and/or real estate iN'est-
ment staff, mav choose to invest directlv and not
delegate the fiduciary role. Most plans, however,
u,ill u'ish to have a fiduciary involved in the pro-
cess. The question is, who will this be?

Pension fund plans viewhg REITs as a security
will no doubt invest through their small cap man-
agers. ln fact manv plans, which already have siz-
able positions in REITs through their manaSers'
prior activities, feel comfortable proceeding in this
manner. Several of the small cap managers have
beefed up their real estate analytical skills, al-
though this has been mainly in the publicly traded
securities area which does not contemplate the dili-
gence required in private placement financing.

A relatively new player, real estate mutual fund
advisors, have placed private equitv funds in the
past and reportedly have sizable amounts of capital
to invest. These firms, however, face the problem of
representing an investor base of both retail and in-
stitutional investors. At a minimum, this diverse
base is difficult to manage, and, at the extreme,
may represent serious goal incongruencies (e.8., tax
vs. tax exempt status, long vs. short term hold,
etc.). Also, the largely retail investor base is rate
sensitive and is currently redeeming mutual fund
holdings as interest rates on competing monev mar-
ket instruments (some FDIC insured) become more
attractive.

A few traditional pension real estate advisors
have established security investment groups within
their organizations and have raised pension capital
for REIT investment. These firms can be expected
to plav a major role in the private placement arena,
because they have not only the confidence of their
pension clients but also the staff necessary to un-
dertake property level diligence in a relativelv short
time frame.

There is also the possibility that new firms will
emerge that combine the real estate underwriting
skills of the traditional real estate managers with a
broader understanding of security analysis and
REIT management. With structures similar to ven-
ture capital investment firms, these entities would
invest their or+,n funds side-by-side with their pen-
sion clients.

Investment Instruments
Private placements can take the form of debt, hy-
brid debt and all equity vehicles. Debt rehicles may
be secured by portfolio assets on either an individ-
ual or pooled basis. Unsecured debt can be struc-
tured in the form of bonds or debentures with a
wide variety of amortization, pre-payment and call
features. Hybrid instruments, such as convertible
bonds or preferred stock, afford an opportunity for
investors to realize the security of debt financing
h,ith an opportunitv to participate in the firm's fu-
ture growth.

Most of the opportunities, howerel, will be in
form of equity investments. For the most part,
these will take the form of private placement stock
arailable for later public distribution. Liquidation
alternatives would be quite extensive including
public sale, private sale, trade, etc. Positions could
be liquidated partially or in total, although some
investors may choose to hold the stock for long
term appreciation.

Given the desperate need of many REITS for
capital and the lack of practical alternatives, pen-
sion investors should be able to obtain discounts
from the public market price, generally in the
2.0% -5.0% range, but, in some situations, possibly
higher. This discount could be taken in the form of
less capital for the same amount of stock or a

greater amount of stock for the same amount of
capital. Additional stock could be available to the
extent that third-party fees are avoided or reduced.

Ownership Vehicles
As previously discussed, some pension funds may
choose to hold the privately placed securities di-
rectly in their small-cap portfolios. However, this
approach makes it more difficult to diversify port-
folios, and participation in larger placements may
not be prudent. There is also a considerable amount
of ongoing monitoring required to make sure the
iru€stment is proceeding as planned and to deter-
mine when and in what manner to liquidate.

As a result of these problems, many investors
may prefer investment pools. These pools most
likely will take the form of private REITs or limited
partnerships similar to those utilized in the venture
capital arena. Since the sponsors of limited partner-
ships will be investing their own money, this vehi-
cle provides the additional attraction of a congruent
goal environment with pension fund partners. Re-
gardless of the ownership vehicle ultimately se-
lected, the key role played bv the manager will be
to rigorously underwrite the investment, monitor
its progress and determine the appropriate time
and method of liquidation.

Underwriting Investments
The successful underwriting of REIT private place-
ments requires a skillful blend of real estate and

TALKING WITH
ACCOUNTANTS
ABOUT
INCOME.
PRODUCING
REAL ESTAIE

Il eal estate investors, like everyone else, react to

l{ accounting and taxation dictates. Their ac-
lL countants tell them how much they made or
lost in a year, and their tax experts discuss submit-
ting last year's results to the Internal Revenue Ser-
vice and planning ahead to minimize future
taxation.

Taxation certainlv motivates real estate develop-
ment. The 1981 Tax Reform Act gave great tax ad-
vantages to equity real estate investors, thus
creating new derelopment opportunities and higher
prices; the 1986 act removed these incentives, and
many hold it responsible for the ensuing real estate
bust. The 1993 act generally was neutral. Equity
investors are certainly motivated bv accounting-
defined income and taxation, vet real estate coun-
selors do not alwavs consider the accounting or tax
situation of a proposed transaction or i$,estment.

This is not to imply that a tax or financial ac-
counting practitioner can provide more meaningful
information than a skilled real estate counselor. Itt
just that their perspectives are different. The ac-
countant is able to provide financial statement pre-
sentation or tax implications of a proposed
transaction through a mechanical extrapolation of
market data with the assumptions supplied by a

client (developel, syndicator or broker) or to record
historical data. The real estate counselor usually
seeks out market data independently.

While accountants and real estate counselors
share the same words, their usage provides entirely
different meanings. Now that many Big Six ac-
counting firms offer real estate consulting services,
the chasm is more apparent between tax, audit and
manaEiement consulting services, even within a

firm. This article focuses on differences between
tax, accounting and real estate consulting matters
regarding income-producing property. It will begin
with terminology differences and proceed to after-
tax cash flow and resale analyses.

lbrminology Dif ferences
Some of the terms commonly used in both real
estate consulting and tax and financial accounting
which take on different meanings ate flnortizatiorl,
capitalization, cnsJt flou,, depreciatiott, gain fronr sale,
net ircome, net lperutit1g inconte and palue.

la.k P Fricdrnan, CRE, is a real cstdl. t:o sultanl it Dallns
sry.ializi|g rtt counselirg, apltaisal ra,iatt ol itrcone-
yrodu.itti Wlwtt a i experl t'ilrrcss teslin,ony. Hc is on tlv
Rarl Est l.Issll.s Editorial Board and has written 16 books
on real estate and inlestments. Friedman, a CRE (Coun-
selor of Real Estate), also has attained the MAI and CPA
designations and holds a Ph.D from Georgia State
Uni\ersitv.
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Amortization:
Real estate counseling: the systematic reduction of a

mortgate loan, through periodic payments in ex-
cess of interest.

Tax, accounting: (1) The systematic write-off of the
cost of an intangible asset over its expected life. For
example, leasing commissions are set up as an in-
tangible asset on a financial statement and de-
ducted ratably over the lease term. The same is true
of mortgage placement fees. (2) Same as the real
estate definition.

Capitalization:
Real estate counseling: Conversion of an expected
stream of income into one lump sum amount of
present value.

Accounting: Recording on the entity's balance sheet
the cost of an asset having a useful life of more
than one year.

Cash Flow:
Real estate cowrseling: (1) Rental income mhus all
cash outflows to operate and finance property.
(2) In certain computer programs, including PRO-

/ECL net operathg income minus leasing commis-
sions and tenant improvements.

Arcounting: Rental income minus operating ex-
penses and financing payments. This may also be
called before-tax cash flow.

Tax accounting defines afterlax cash flou,: Accounthg
definition of ush flow, plus any income tax savings
attributable to owning the properry or minus in-
come taxes due to property ownership

Depreciation:
Redl estate counseling: (1) Loss in value from original
cost.

Real xtate appraixl: (1) Loss in value from current
replacement or reproduction cost new. (2) ln Ell-
wood formulation, expected loss in value over a
future holding period.

Arcounting: Method of allocating cost over esti-
mated useful life.

Tax accounting: Method of allocating tax basis over
an arbitrary period of time specified by tax law.

Gain From Sale:
ReaI estate counseling: Enhancement in value from
originaI cost.
Tax or accounting: Difference, selling price minus
expenses of sale; and original cost minus (tax)
depreciation .

Net Income:
Atcounting, tarafior; Rental revenue minus the sum
of: operating expenses, interest expense, amortiza-
tion of intangible assets and tax or accounting de-
preciation. Replacement reserves and mortgage
principal payments are not subtracted.

Net Operating Income (NOI):
Real estate counselitg: Potential gross rental income,
after deducting allowances for vacancies and collec-
tions, operating expenses and replacement re-
serves. Financing expenses and depreciation
deductions are not subtracted.

Value:
Eook znlue is a financial accounting term for an asset
presented on the balance sheet. It is generally based
on historic cost, reduced by accumulated book de-
preciahon. Compare with adjusted tar bnsis, a simi-
Iar term for tax purposes (tax cost minus
accumulated tax depreciation). Contrast with mdrket
ualue, an economic term meaning what it could be
expected to sell for under certain conditions.

Major Differences Between Tax And Financial
Accounting Practitioners
Though it may be convenient to treat all accoun-
tants as one group such a description is inappropri-
ate for our discussion. Financial accountants are
concerned with Cenerally Accepted AccountinS
Principles (GAAP), a set of rules that tovern finan-
cial statement presentation. Tax accountants are
concerned with the Internal Revenue Code (lRC)
which applies a different set of rules. Many of
these differences revolve around issues of timing
and accrual of income recognition and expense
deductions.

Cash-basis trccountirrg recognizes revenue and ex-
penses when they are received or disbursed, rather
than when they are earned or incurred. Using an
ncuual basis, revenue is recognized when earned
and expenses u'hen incurred. For example, salaries
may be paid on January 2 for work performed h
December. On an accrual basis, salaries are ex-
penses of the prior vea! whereas on a cash basis,
the salaries are an expense when paid.

Thx rules, however, may preempt consistent ac-
counting. Rents received or accrued in advance, for
example, are taxable income to the lessor, under
IRC Section 61. That is, rents received in advance
are taxable income regardless of whether the tax-
payer is on an accrual basis or a cash basis. By
contrast, financial accounting demands a matching
of costs with revenues. For financial reporting pur-
poses, advance rent is not treated as revenue until it
is earned. A guide for recognition of revenues and
other important matters is the Financial Accounting
Standard Board's (EASB) Statement of Financial Ac-
counting Concepts (SFAC) No. 5, "Recognition and
Measurement in Financial Statements of Business
Enterprises." It states that revenue generally is rec-
ognized when both these conditions are met:
(1) The revenue is realized or realizable, and (2) the

price/earnings ratios for non-real estate stocks.2
Other factors that analvsts and investors track are
payout ratios (percent of distributable income that
will be paid out as dividends), total debt to total
capitalization (the market doesn't like leverage ex-
ceeding 45%), and the proportion of floating debt in
the capital structure.

REIT Dependence On Capital Markets
With modern REITs, the good news and the bad
news are the same-REITs are largely dependent
upon capital markets for investor-anticipated
growth. This is good news in that REITs have a

great deal of market flexibility in terms of how they
access the capital markets (e.g., corporate and
property debt/equity), certainly more than other
types of real estate companies. It is bad news, how-
evet in the sense that if they are going to Brow in
an environment of high annual earnings payout ra-
tios, REITs are forced to go to the capital markets.

In years such as 1993 and the first half of 1994
when the REIT IPO markets uere hot, securing
secondary financing on reasonably favorable terms
was not difficult. Almost $5.0 billion in secondary
equitv offerings (47.2'h ol total equity raised) were
placed during this period. This situation was en-
hanced, of course, by the presence of historically
low interest rates. As 1994 unfolded and interest
rates continued to rise, the REIT IPO market dried
up and with it, the secondary market. Secondary
issues during the last quarter of 1994 fell to $201.6
million, off substantially from the $1,051.0 million
average for the first three quarters.

The near term future appears to be more of the
same. A considerable amount of floating debt taken
on by the REITs will need to be refinanced over the
next few years. Some REITs, particularly those
founded by developers, may need to liquefy the
positions of large single investor ownership.
Smaller REITs mav need to bulk up in order to
avoid being taken over by larger REITs. For those
that consolidate, capital may be required to extin-
guish or restructure old debt in order to complete
the transaction.

The REIT capital market over the next few years
should be marked by a great deal of turmoil as
firms struggle to balance shareholder pressure for
continued growth with prudent balance sheet man-
agement. As in most periods of market turmoil,
investment opportunities are created. A significant
opportunity over the next few years will be to pro-
vide private market solutions to public market
diseconomies.

Who Will Supply The Capital?
Traditional suppliers of private placement capital in-
clude banks, insurance companies and private in-
vestors. Commercial banks are primarily oriented
toward debt financing, generally on the corporate

level, to avoid adverse mortgage-related risk capital
requirements. The balance sheets for a large num-
ber of REITs will make it difficult for them to take
on additional debt. For those that can, the cost may
be prohibitively expensive.

lnsurance companies untlertake both debt and
equity placements. As noted above, debt financing
opportunities will be limited. With much tougher
ratint requirements, most insurance companies
also must be careful lvhen adding real estate equitv
investments to their balance sheets, even though
the security status of REIT shares makes this cos-
metically plausible. On balance, the outlook is for a

limited number of conservativelv financed insur-
ance companies to be active in the equity pri\ate
placement market.

Private investors will no doubt be actire in the
REIT private placement market, mostly through
large venture pools originally organized to take ad-
vantage of pricing opportunities in the securitized
debt market. With fewer of these opportunities
available, these pools are logically positioned to
move into the equity financing area. A big ques-
tion, however, is the extent to which their investors,
who are used to phenomenal returns and short
turnarounds, will adjust to longer holding periods
and somewhat lower (but still attractive to institu-
tional investors) levels of return.

With limitations on the level of activity from
traditional private placement players, pension funds
emerge as a logical provider of badly needed REIT
private placement capital. Real estate property mar-
kets have bounced-back from the severe depression
of the last few years, at a time when investment
opportunities in the stock and bond market are
limited. Purchasing a position in a REIT, possibly at
a discount to underlying real estate values, is a

relatively efficient way to participate in the future of
real estate.

L.arge pension funds, the most likely private
placement players, o(ten are interested in obtaining
unique investment positions in order to use their
sizable capital base and longer term investment ho-
rizon to achieve higher investment returns. As pub-
lic vehicles, REITs also offer pension funds the
corporate guidance, hvestor/manager goal congru-
ence and ultimate liquidity that is lacking in private
real estate markets.

Who Will Be The Intermediaries?
Investment banking firms can be expected to play a
major role as intermediaries in REIT private place-
ment financing. Wall Street firms, in their position
as bankers to the RElTs, will control a large part of
the potential deal flow and no doubt will initiate
many of the transactions. Investment bankers also
will play a major role in the consolidation of the
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with pass through features which would encourage
Iong term investment in real estate by individual,
taxable investors. Less than half the REITs
operating in the 1960s were self-advised (internally
managed; no external advisor) and, even in these
cases, management did not participate extensively
in stock ownership. There was little market activity
and not much research coverage bv the financial
community.

In the late 1960s, REIT Initial Public Offerings
(lPOs) shifted from an emphasis on long term eq-
uity investment to short term mort8a8e investment,
largely in the form of construction and development
loans. Mortgage REITs were the largest single
source of capital funding for the 192-1975 real es-
tate boom, borrou,ing short and lending long in
order to arbitrage the yield curve. This bubble col-
Iapsed in 7973-1974, and REITs became tarred h,ith
a negative image which has onlv been overcome in
recent years.

Largely as a result of this debacle and the tax
advantages of limited partnership financing prior to
1986, REITs missed the real estate boom/bust cycle
of the 1980s. With the collapse of real estate mar-
kets at the end of the decade, most forms of capital
for real estate evaporated. Developers and other
owners of real estate found themselves with highly
leveraged properties often built with short-term fi-
nancing and fen, sources of refinancing. With inter-
est rates falling and real estate yields rising, Wall
Street saw an opportunity to arbitrage private and
public markets.

The Kimco offering in 1991 was the first sign
that REITs could play a major role in financing real
estate and, more importantly, real estate operating
companies. During 1991, eight initial public offer-
ings (lPOs) involving REITs raised $808 million. A
similar number were completed in 192, raising
$919 million.

The Class Of 1993
While this represented a meaningful capital raising
activity, particularly in a capital-stan€d real estate
market, 1993 proved to be the real turning point-
82 equity issues raised $12.1 billion. Compare this
with 62 issues raising $3.7 billion orer the prior five
years combined!

Perhaps more significant, the character of the
1993 IPOs was dramatically different. Virtually all
the IPOs represented real estate operating com-
panies, specializing by property type. The new
REITs also were significantly larter-ten equity
REITs had market capitalization of over $500 mil-
lion (versus two at the end of 1991) and 40 had
capitalization exceeding 9200 million (r,ersus 10 in
1991).

Almost all the 1993 IPOs were self-administered
and self-managed and, in manv cases, manage-
ment had significant equity positions which mini-
mized conflicts and enhanced congruenry with
investors. Most of the management groups had
spent their careers specializing in the particular
property type and had worked together effectively
as a team for many years, including at least one full
real estate rycle. In essence, they were fully-
integrated, real estate operating companies.

The momentum of 1993 continued into the first
nine months of 1994. Over $10.0 billion in equity
capital was raised for a widely divergent group of
firms. New property types were added (e.9., outlet
centers, hotels, golf courses, net leased properties,
etc.) and geographical co\erage extended to parts
of the country not previously represented.

The Modern REIT
Although regulations hare loosened considerably
over the years, REITs still must meet several fairly
stringent rules if they are to maintain their REIT
status and avoid taxation at the corporate level:
I Seventy-five percent of assets must be in real es-

tate equity, mortgages, REIT shares, or cash.
r Seventy-five percent of annual income must come

from rents or mortgage interest. No more than
30% of annual gross income can come from the
sale of properties held less than four years.

r Ninety-five percent of taxable income must be
paid out annuallv

r REITs must have at least 100 shareholders. Five
individuals cannot own more than 50% of the
stock (5/50 rule).1

ln terms of organization, all REITs must be a corpo-
ration or a trust which is managed by a board of
directors or trustees. For publicly traded REITs, the
majority of trustees must be independent of REIT
management. In fact, any major conflict of interest
is usuallv penalized through share pricing.

As a pass-through vehicle, REITs should be ex-
pected to trade on the yield of underlying real es-
tate assets, less a liquidity discount. However,
today some REITs sell at premiums over the under-
lying yield, largely in anticipation of earnings
growth through development, refhancing or re-
structuring investments. Often referred to as "en-
terprise value," this reflects the premium added by
good management. The demand for REIT shares
also is influenced by dividend spreads over treas-
uries (institutional investors) and money market
funds (retail investors).

Earnings usuallv are measured in terms of
funds from operations (FFO) which is net income
(according to GAAP), excluding capital gains, plus
depreciation and amortization. Stock prices increas-
ingly are compared to FFO flows, much the same as

revenue is earned. Thus, for financial reporting
purposes, rent received in advance is not treated as

revenue when received, but rather as revenue in the
period it is earned.

Depreciation claimed for tax purposes is done
according to arbitrary IRS rules. Through the years
the IRS has changed allowable depreciable lives and
methods a number of times. Before 1981, most com-
mercial property was to be depreciated for tax pur-
poses under "guideline lives," generally 40 years or
more. However, if an owner could demonstrate that
a shorter life was in order, it could be used. Compo-
nent depreciation was allowed whereby taxPayers
could elect to depreciate different components of a
building over different useful lives. tn the 1970s,

most new property bought could be depreciated
using an accelerated method, whereas second-
owner property bought was to be on a straiSht-line
basis. For most purchases in 1981-1983, a tax depre-
ciation life of 15 years was allowed with an acceler-
ated method though component depreciation was
barred. The life was raised to 18 years in 1984 and
19 years h 1985. Events changed dramatically with
the Tax Reform Act of 1986. The tax depreciable life
was raised dramatically to 31.5 years for commercial
property (27 -5 years for aPartments) and the
straight-line method mandated. For purposes of
commercial property tax depreciation, lives were
extended to 39 years in the 1993 tax act.

By contrast, the aim of rleprcciation expense for
finnrcial nctountirrg purposes has not changed
through the years. Its purpose is to match costs
with revenues. A building with a 5O-year exPected
useful life is to be depreciated over that period. If
greater depreciation is exPected during the early
vears (as an analogv an automobile dePreciates
more early in its life than it does later), the financial
accountant should provide an accelerated deprecia-
tion schedule. Whether tax or financial accounting
is used, depreciation accounting is a method of sys-
tematic allocation, not of valuation. Accounting or
tax depreciation allocates the cost of an asset over
some period of time.

There may be differences in accounting for op-
erating expenses, e.g., tax vs. financial accounting.
For example, suppose the building has been built
on leased land. First consideration must be given to
whether the lease is a true (operating) lease or a

financing device. Rules for tax PurPoses differ from
financial accounting. If the lease is a financing de-
vice, then the rent payments are recast to become
interest and principal.

Suppose, instead, it is found to be an operating
lease. If the rent is prepaid, the taxpaver mav de-
duct only the portion of rent that aPPlies to the

current tax year. As noted earlier, however, the les-
sor u'ho receives rent in advance must report it on
the tax return in the year received or accrued. There
is not symmetry between the payor and recipient of
advance rent for tax purposes. For financial ac-
counting purposes, there should be symmetry.

Differences in tax and financial accounting pur-
poses mav be significant. Corporations and partner-
ships must, on their annual tax returns, provide a

reconciliation of their books with their tax returns.
This is done on Schedules M-1, Reconciliation of
Income (Loss) per Books with Income (Loss) per
Return, and M-2, Analysis of Unappropriated Re-
tained Earnings Per Books (for corporations) or
Analysis of Partners' Capital Accounts (for
partnerships).

Maior Differences Between Real Estate
Counseling And Tax Accounting
The real estate counselor typically builds a cash
flou model as sheir* n in Table l:

TABLE 1

Cash Flow Estimated By Real Estate Counselor

Rental income available:
50,000 sq. ft. at $20 psf

Add; Miscellaneous income

ErJaalsr Potential gross income
Less; Vacancy and collection allowance

Eguals; Effective gross income

Operating exp€nses:
Advertising $ 30,000
Insurance 28,000
Grounds maintenance 20,000
Management 56,000
hyroll 48,000
hyroll taxes 9,000
Repairs 45,000
Taxes (ad valorem) 175,000
Utilities EAAA

Subtotal 465,000
Replacement res€rves

(carpets, appliances) 35,000

Total

Net op€rating income*
Less: Leasing commissions 30,000

fbnant improvements 40,000

Net operating incomet
Less: Debt service
Cash flow (also called before-tax cash flow)

s1,000,000
25 000

1,025,000

- 100 000

925,000

500,000

425,000

- 70,000

355 000

- 300,000

2

555 000

*Traditional net operating income computation.
lNet operatin8 income alter leasing commissions and tenaflt
improvements. A compuler pro8ram, PRO-/[CI refers lo
this as cash flow.
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Rental revenue
Miscellaneous revenue
"Ibtal revenue

By contrast, a tax accountant estimates income or
loss for the same propertv as shown in Table 2:

TABLE 2

Taxable Income (Or Loss) As Estimated By Tax
Accountant

For accountint and tax purposes, there is no such
thing as potential gross income, nor a '"acancv and
collection allowance. The accountant is interested in
what was accrued or collected, not what was missed.
The counselor needs vacancy information to help
decipher the market and understand this property in
relation to other properties in the market.

Operotittg exprrses. For real estate, tax and ac-
counting there should be few differences, unless the
owner is on an accrual basis for one purpose and a
cash basis for another. These should be ordinary and
necessary amounts that are needed to operate the
property. However, a replacement reserve is not tax
deductible.

RElacentent reserues, The real estate counselor
often regards the wear on short-lived components,
such as appliances and carpets, as an operating
expense that is properly accounted for by spreading
the replacement costs over their expected lives. For
example, suppose that carpeting in an apartment
complex is expected to last an a\€rage of five years. If
the replacement cost is $10,000, then, in theory, the
on'ner should put aside $2,000 each I'ear to stabilize
the expenses (and net operating income). This avoids
possible lumphess of NOI, which is important in
order to avoid capitalization into a value estimate of
too much or too little. Howevet, few owners actually
put amounts aside in a replacement reserve; they do
so onlv when required by lenders or tovernment
agencies.

For accounting purposes, there is no replacement
reserve. Instead, the historical cost of the asset is
depreciated over a period of time that is related to the
asset's expected useful life. The same is true for tax
purposes, except that the depreciable life applied is
legislated and not necessarily related to the expected
life of the asset.

Leashg commissions and tenant improt'entents. The
real estate counselor might assert that these are
nonrecurring capital expenditures that should not
reduce net operating income. Certain computer pro-
grams widely used by real estate counselors provide
results that conform to this notion. Real estate text-
books describe them both ways, as deductions to
derive net operating income or from that amount to
derive cash flow.

For tax and accounting purposes, these amounts
are capitalized and amortized generally over the
period of time for which they are expected to provide
useful benefit. This is ordinarily the life of the lease
or the tenant improvement. One concern here is
when a tenant improvement is expected to outlast the
term of the tenant's lease. In that case, the improve-
ment is amortized over its useful life; if the tenant
racates while there is still a balance left to amortize
and the improvement is torn out as useless to another
tenant, the unamortized remainder is tax deductible.

$ 900,000
25,000

925,000

s 9s2 000

REIT PRIVATE
PLACEMENT:
INVESTMENT
OPPOTTTUNITY
FOR PENSION
FUNDS?

fF he capitalization of Real Estate Investment

I Trusts (REITs) has Bror4 n at a remarkable rate
l. over the last five years as investors sought to

capitalize on advantageous pricing opportunities in
real estate. As these opportunities hare dwindled,
investors are shifting their focus to participation in
the future economic growth of geographic areas
and property types through investment in com-
panies with the ability to add value through devel-
opment, redevelopment and active management.

This shift reflects a broader, more fundamental
shift in the role of REITs-from passive investment
vehicles to real estate operating companies. To at-
tract investors, REITs must have a strategy for fu-
ture growth in shareholder ralue and the
management resources for successful implementa-
tion. Due to the high cash payout ratios required to
maintain their favorable tax status, however, REJTs
cannot retain any meaningful amount of earnings
to finance these strategies. Therefore, if they are to
deliver what investors are expecting, REITs
frequently must return to the capital markets for
needed funds.

Largely as a result of increashg interest rates
and a torrid financing pace over the last three years,
public capital markets are closed to manv REITs
and are expected to remain so for some time. Pri-
vate placement financing-mostly in the form of
equity-will be a major source of new REIT capital
during this period. However, traditional institu-
tional sources of prirate placements -commercial
banks, insurance companies and private invest-
ors-are limited in their ability to provide REITs
with private placement financing. Pension fund in-
vestors may have a unique opportunity to fill this
need and, in so doing, realize solid returns with
moderate risk.

This article explores how this situation devel-
oped, why REITs will desire private placement fi-
nancing, who will provide the funds, who will be
the intermediaries and the underwriting and mon-
itoring considerations involred.

Historical Perspective
REITs didn't start out to be go-go operating com-
panies with high expectations for future gror.r,th in
earnings. ln 1960, the changes in the lnternal Reve-
nue Code, which established special REIT tax treat-
ment, envisaged a conservative investment vehicle

lohn McMahan, CRE, is a real eslale ii'estor and consulla l.
Pra,ionsly, le qs chairnlan ol lhe 15th larsesl leal cstate
ynsion adoisory firm atul sm,ed as chair of lle Nrrtiona/ ,4sso-

ciatiofi ol Real Estale lftvstmet Mnnaqe$ (NAREIM).
McMahan navged a publrc REIT for fite years atd curretily
is chairmm of tun public REIT Laards. Hc is a adiunct
professot al the Hars Craduate Schod ol Busirwss, Uniursity
ol California, Bokeley, and fu lormerlv taughl at tfu Stanford
Gfidualc School of Business.

Deductible expenses:
Advertising
Insurance
Crounds maintenance
Management
Fayroll
Ityroll taxes
Repairs
Taxes (ad valorem)
Utilities

ISubtotal memol
Interest expense

Depreciation:
Building cost: $5,000,000

Useful life:40 years 125,000
Appliances, carpets at cost: $500,000

Useful life: 5 years 100,000
Land cost: $330,000 (not depreciable)

Amortization:
Leasing commissions: $30,000

Leas€ term: 5 years 6,000
Unamortized mortBage fees: $100,000

Remaining mortgage term: 25 yeals 4,000
Tenant improvements: $40,000.Ibrm 

20 years: 2,000

Ibtal expenses

Taxable income

$ 30,000
28,000
20,000
56,000
48,000
9,000

45,000
175,000

54,000

465,000
250,000

($ 27,000)

At this iuncture, it may b€ instructive to de-
scribe the differences between tax and real estate
counseling methodology, especially for each of the
items where there is a difference. These are recon-
ciled on Table 3.

Potential gross ircome. This term is used by the
real estate counselor to describe the rent collections
if all units are fully leased. It tends to be a hypo-
thetical figure that serves as a basis for eshmating
the amount that will no, be collected due to vacan-
cies and collection losses. Some real estate coun-
selors include miscellaneous income (concessions,
tenant security deposits forfeited, interest on a re-
placement reserve) in this figure; in other situa-
tions, the miscellaneous income is not included in
potential gross income.

by John McMahan, CRE

Cwight 1995a. Iohn McMahan. CRE
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ABOUT
TIIE COT]NSELORS
OFREALE,STATE,

The Counsclors of Real Estate, non'in its 40th vear, is
an international group of high profile professionals
including nrembtrs of pronlinent real cstate, finarrcial,
legal and accounting firms as well as lcaders of
government and academia rvho provide e'xpert, obiective
advice on real property and land-related matters.

Menrbership is selective, extendecl by invitation only
nn either a self-initiated or sponsored basis. The
organization's CRE Designation (lhe Counx:lor tl Real

Esfdtr') is arvarde'd to all nrt'mbers in recognition of
superior problem solving ability in r'.rrious areas of
specialization such as litigation support, asset
managemcnt, workouts, vaIuati(,n, f-easibilitv studies,
acquisitiorrs,/dispositions and general analvsis.

Netu,orking is the hallmark of The Counselor
organization. Throughout the year, educational
programs provicle Counselors witlr opportunities, both
nationally and locallv to mee't with t.ellorv members and
professional colleaguc,s to discuss the lattst trends
affecting commercial real estate. A publications
program, highlighted by our award winning
professional journal, Rt'rt/ Eslnir, .lssrrr's, provides a venue
for members to showcase their knowledge of such areas
as office buildings, retail centers, hotels/motels, real
estate counseling , etc.

l4nt is a rcal L,st.tte couflsalor?

A counsekrr is a real estate practitioner whose prinrary
busine'ss is providing expert, expericnced advisorv
servict's to clients for agreed-upon fees. Counseling
denot('s an activitv that is, by its nature, relational. The
client relies upon the cr.lunselor for skilled and objective
aid in the client's real estate needs, implying both trust
on the part of the client and trustworthiness on the part
of thc counselor. The counselor tvpicallv has actluired
a broad range of experience in the real estate field,
possesses technical competency in more than one- real
estatc discipline, .:rnd places thosc competencies at the
servict'of tlre client. While objective in analysis, the
counselor directs his effort:; toward the client's best
interests tlrrough thc development of particular
strat(,Bies, cvaluating options available to the client,

advocacy of the client's interests, and - tvhere required -

c'xecution of strategy on the client's behalf.

Those designated as Counselors of Real Estate (CRE)

have been recognized and esteemed by their peers as

persons meeting the above definition in an exemplary
iashion. Thev have demonstrated knorvledge,
txperience, integrity and judBment in their real estate
expertise. The CRE subscribes to and is bound bv The
Counselors' Code of Ethics .rnd Standards of
Professional Practice and endeavors to generously assist
fellow CREs who are performing client services in a

spirit of collegiality. Thus, the commitment to the
individual client is complemented by a commitment to
raise thr standard of counseling practice for the industry
as a whole.

Users ol corutselirrg sentices

The de.mand increases for expert counselinB in real estate
matters worldwide. Through the years, institutions,
e'states, individuals, corporations and federal, state and
local governments have recognized the necessity and
v.rlue of a Counselor's objectivity in providing advice.
Tlrese real estate professionals honor the confidentiality
and fiduciary responsibility of the client-counselor
relationship.

CREs service both domestic and foreign clients.
AssiBnments have been accL'pted in Africa, Asia, the
United Kingdom, the Caribbean, Central and South
America, Europe and the Middle E.1st. The Counselor
has tht'bencfit of proven krrowledge and experience
rvhich qualifies him for practical application and proper
interpretation of trends affecting real estate. A maior
plaver in the technological revolution, the Counselor
regularly accesses the most advanced methodologies,
ttchniques and com puter-genera ted evaluation
procedures available.

f)tte nt in att s of c ontpcns ati o

The CRE is compensated by pre-agree'd fee or salary
for sen'ices, rather than by c()mmission or contingent
fe. The counseling fee itself is assured and rendered
for advice rather tlran achievement or outcome of the
transaction. Overall compensation can be determined
bv the complexity of the service performed, its value' to
the client, the time and cxpense involved, tht breadth
of thc Counsc'lor's knowledge'and experience, and the
responsibilities assumed. Anyone involved in real
estate should consider consulting with a CRE,

For more information on The Counselors of Real Estate,
contact The Cowrselors' office,430 North Michigan
Auenue, Chicago, Illinois 60611; 312.329.8427; fax
312.329.8881. t

Cash flou'. This term is also knou'n as ltcfore-tnr

cnsh flout and cash lhrou-off. It has customarilv been
used to describe the amount of cash arailable after
deducting debt service, which includes both interest
and principal repayment from net oPerating income
There are a number of computer programs in use by
realestate counselors that attemPt to define cash flow
as net operating income minus leasing commissions
and tenant improvements t'ithout considering debt
service. Yet, without including debt service the defi-
nition of cash flow is inadequate or ambifiuous.

Before-tax cash flow Benerally follows the real
estate considerations described abo\€, though the
replacement reserve is a questionable item. Also, the
lumpiness of tenant improvements and leasing com-
missions should be smoothed out if a single-period
NOI is to be capitalized into a ralue estimate. In a

multi-period discounted cash flow analysis, the fu-
ture cash in- and outflou's are articulated so thev
appear in the year they are expected to occur

The definition of cash flou' should be qualified as

to before-tax or after-tax. "Tax," in this sense, relates
to income taxes as contrasted $'ith ad valorem prop-
erty taxes that are operating expenses which are
subtracted to derive cash florl:

Income taxes patable (or saved) due to project
ownership are subtracted from (or added to) before-
tax cash flow to derive after-tax cash flow. A comput-
ation of taxable income is necessarv Basically, rent
collected, plus miscellaneous hcome, minus tax-
deductible ordinarv and necessarv oPerating ex-
penses, is used to derive taxable income. Tax-
deductible expenses, in addition to oPerating ex-
penses, include interest, tax depreciation and amor-
tization of intangible expenses. However, a

replacement reserve is not deductible, nor is the
amortization payment for mortgage reduction.

When there is taxable income, it is added to the
investor's other (nonproject) income to derive the
investor's total taxable income. The investor's tax
burden, added by the project income, is estimated.
For simplicity, one flat rate often is applied as the
marginal rate to represent the tax Paid on the next
dollar of income.

When there is a tax loss from project ort'nership
there may or may not be a current tax savings de-
pending on a number of rariables. First, philosophi-
cally, should a tax savings which is due to shielding
nonproject incomL' from taxation be attributed to the
project? If so, it may create a false sense of additional
value to the project. Proponents of adding tax saving
as a benefit may assert that the loss often is caused by
a non-cash tax deduction for tax depreciation. There-
fore, it is only a paper loss, and, second, it results in
saving tax money that rl?s made possible only from
project ownership So why shouldn't this benefit be
associated with the in\€stment? To the contrarv

others argue. The savings u'as a reduction of tax
that was assessed on nonproiect income. Some assert
it is ll'rong to ascribe a ralue to the real estate
investment on the basis of either income tax losses or
anything related to income that vms earned outside
the property.

The 1986 Thx Law And Depreciation Schedules
The 1986 tax law brought major changes in deprecia-
tion schedules that serve to reduce the potential for a
tax loss. The most significant was the change in the
depreciable life from 19 years and an accelerated
schedule to 31.5 years, straight-line, for commercial
property, then extended to 39 years by the 1993 tax
act. Depreciation of apartments was changed to 27.5
years in 1986, also straight-line, and still remains
there. So now the likelihood ofa tax loss from a paper
tax deduction is lessened due to the reduced depreci-
ation allowance.

If there is a tax loss, its application depends on a

varietv of factors. Generally, the tax loss is called a

passi\€ activity loss (PAL). This cannot be applied
against other income, though there are two imPor-
tant exceptions. A PAL is suspended to be released
against a passive income generator (PIG). That is,
whe'n the property (or other real estate the taxpayer
owns) begins to earn taxable income, the PALs are
released to offset PlGs. When thev are not released
against PIGs, they remain suspended until a prop-
ertv sale u,hen thev are released to offset a taxable
gain.

Starting in 1994, one important exception applies
to small investors, the other to real estate profession-
als. For small inr€stors, up to $25,000 of loss may be
used as an offset to nonproject income bv an owner
*'ho manages his ou'n property. However, this op-
portunity is limited and begins to be phased out for
taxpavers with more than $100,000 of taxable income
from nonproject sources, and is unavailable when
nonproject taxable income is above $150,000.

The other exception, beginning in 1994, is for real
estate professionals. To qualify as a realestate Profes-
sional, one must meet two requirements:
1. More than one-half of the personal services per-

formed in trades or business during the tax year
must involve real property trades or business in
which one materially participates.

2. One must perform more than 750 hours of sen ice
during the tax year in real property trades or
businesses in rr'hich one materiallv particiPates.

These two requirements must be satisfied by one
spouse if a joint return is filed.

Thxable Income Vs. Cash Flow
Most real estate counselors in addressing income-
producing real estate are concerned with deriving
cash flow as an htermediate step in the valuation
process- Most accountants, r,r'hether tax or financial,

VI Rr,cr Esr,{rc Issurs April7995 Talking With Accountants About lncome-Producing Real Estate 45



are concerned with deriving net income. The most
significant differences between the two can be
gleaned from Thbles 1 and 2. These are:
l. Accounting or tax deyeciatiol. This is needed to

derive income or loss, but has no effect on before-
tax cash flow.

2. Amortizntion of intangible assets. This has the same
characteristics as accounting or tax depreciation
already noted.

3. Ternnl inrpro:rneris arul leasing conlnissirlrs. This
requires a cash pavment and is amortizable for
accounting and tax pu rposes.

4. Antortiattion of mortgage balance (principal paynrcnt).
This requires a cash payment, but is not deduc!
ible to derive tax or accounting income.

5. Replacenent rcsen'e. This requires a cash payment
but is not deductible for tax or accounting
PurPoses.
To derive taxable income from the computation of

cash flow is not difficult. Starting with cash flow,
subtract tax-deductible items that don't affect cash
flow: specifically tax depreciation and amortization of
deferred charges. Then, add items that require cash
payments but are not tax deductible: specifically,
tenant improvements and leasing commissions paid
with cash, mortgage principal payments and replace-
ment reserves. The application in Table 3 ties together
Thbles 1 and 2.

Thxable income (or loss) is not the tax paid (or
saved). The tax is a fraction of the amount that is
taxable, such fraction ranging from 0 to 40%. In this
example, a 407. rale was applied.

Reasons For Differences: Accounting Vs.
Real Estate Counseling
The art of accounting developed with an orientation
to match costs with revenues. This included depreci
ation as a systematic deduction to account for the
original cost of a wasting asset over its estimated
useful life in which it is used up in production. That
is, the acquisition ofan asset gives rise to neither gain
nor loss, but its use over time is treated as an expense
whose cost is spread over this period. Payhg interest
on a loan is an expense, but repaying the principal is
not. Placing money in a replacement resen,e is a form
of savings, creating neither income nor expense.

By contrast, real estate counselors seek annual
cash flow. The effort is to measure the present value
of expected cash flow. This relegates an allocation of
historical cost as a meaningless exercise. Repay-
ment of mortgage principal or settint aside money
in a replacement reserve to replace worn out assets
requires cash payments. Depreciation is measured
by a rcduction in r,alue between the current date
and some expected future time of resale. A capital-
ization rate can account for expected gain (or loss)
in value by subtracting (or adding) a capital recov-
ery provision to the discount rate to derive the cap-
italization rate.

TABLE 3

Reconciliation Of Cash Flow With Taxable Income
30
An Evaluation of the Asset
Integrated Mortgage
C. Donald Jud and Daniel T. Winkler

The Asset Integrated Mortgage (AlM) is a new
hvbrid mortgage that blends a home loan
mortgage and an insurance annuitv. Instead of a
20 percent dorvn pavment, a borroner puts dcrvn
as little as 5 percent, with the difference invested
in an insurance annuitv for the duration of the
mortBage. The article comparcs the cost of the
AIM with a con\€ntional mortgage, and solres for
the required rate of return on the insurance
annuitv of the AIM that equates the cost of the
two mortgages.

33
Metropolitan Area Cost
Competitiveness, Growth and
Real Estate Performance
William D. Anderson and Kenneth M. Lusht

In this article, the authors rank metropolitan areas
on several measures of cost competitiveness and
relate past rarrkings to real estate investment
performance. The results indicate a familiar
regional slant, with the Southwest and South
continuing to offer the most cost competitive
business en,ironments. While prior research
suggests low cost is a reliable predictor of
metropolitan growth, this does not necessarilv
translite into attractire investment opportunities.
However, in the current market, it appears there is
time to take adVantage of the low cost/groB,th
relationship.

4t
Thlking with Accountants about
lncome-Producing Real Estate
Jack P Friedman, CRE

This article offers an explanation on the
terminological and computational differences in
analvses bet$'een tax and financial accountants
and real estate counselors regarding the different
tvpes of services each provides. Though these
professions may never agree on terms or
meaningf ul con'rputations, an understanding of
the similarities and differences between the two
can be useful to everyone involved.

Cash flow from Table 1

Subtract non-cash tax deductions:
Depreciation expense:

$125,000 +$100,000
Amofiization expense:

$4,000+ $6,000+ $2,000

Add cash payments that are not tax
deductible:

Tenant improvements and
leasing commission

Mortgage amortization
Replacement reserve

Taxable income (agrees with Table 2)

Tax savings at 40% bracket applied
to 927,000 tax loss
(Can be used by investors with
PIGs, small inYestos to 525,000 of
loss, and real estate professionals
beginning in 1994.)

After-tax cash flow: $55,000 from
property operations plus $10,800
tax savings equals

70,000

50,000
35,000

$ ss,ooo

- 237 ,000

(27,000)

10,800
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Proceeds From Resale Vs. Gain Or Loss
A real estate counselor, when providing a dis-
counted cash flow (DCF) analysis, tvpicallv pre-
pares an l1-year projection of cash flows from
operations. The first 10 years are used in the calcu-
lation on the value of results from operations; the
eleventh year is presented for purposes of deter-
mining the expected resale price. This resale
amount, expected to be received at the end of the
tenth vear, is based on the forecast NOI for the
eleventh year. This amount need not arise from a
resale; it can also be thought of as the present value
of all net operating income to the owner after the
tenth year.

In the following example, the resale is provided
after 5 years rather than 10 years to keep computa-
tions within this projection to an easily followable
size.

In a pro)ection prepared for tax or accounting
purposes, all aspects of a resale are considered,
e.9., transaction costs, paying off the remaining
mortgage balance and a tax on the gain. Consider
Tables 4 and 5.

One should note the significant difference be-
tween Thbles 4 and 5. Table 4, which would be
prepared by a tax accountant, offers the amount of
gain and tax on gain. Table 5, which would be
prepared by a real estate counselor except for the tax
on gain, offers the cash proceeds from resale.
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I
REIT Private Placement: lnvestment
Opportunity for Pension Funds?
John McMahan, CRE

As toda1,'s modern REIT enters a ne\^'r,ra, author
John McMahan foresees manv opportunities
opening for the resourceful in\€stor. In this article
McMahan discusses REITs and stringent tax
regulations, n,ho supplies the capital and who are
the intermediaries, in\€stment instructions,
ownership vehicles and underu,riting and
monitoring standards.

6
The Information Revolution and
Real Estate Analyses
Maury Seldin, CRE

The information revolution will alter society's u'ay
of life just as the industrial and transportation
revolution did in the past. [n particulaq for those
concerned with thc, ust, of real estate resources, it
will alter the wav in which the business is being
conducted. The key is how to ride the wave
\^,ithout €ietting n'iped out.

13
Property in the European Economy
Christopher W Jonas, CRE

In this kevnote address at MIPIM 1994, Jonas
discusses the vital part property people have to
plav in the European Community. He looks at the
changes in property currently underway, along
with a look toward future trends both for the EC
and the United Kingdom.

23
A Primer on Proximity Impact
Research: Residential Property
Values Near High-Voltage
Tiansmission Lines
William N. Kinnard, Jr., CRE, and Sue Ann Dickey

Claims of value decreases for residential properties
which are close to high voltage transmission lines
often are based on opinion polls. These polls
commonly demonstrate decreased expected
demand for these properties because of fear of
living in proximity to sources of electro-magnetic
fields. Paired sales analvsis also is sometimes used
bv appraisers to test evidences of widespread
public fear Howeve4 from the point of view of
systematic market analvsis and support, proximity
impact studies which utilize multiple regression
analysis are preferred. This article presents the
basic steps and thought processes involved in
proximity impact analysis with MRA modeling.

TABLE 4

Taxable Gain On Resale And Tax On Resale
(Resale in 5 Years)

Resale price
Less: Expenses o[ resale

Adjusted setting price

Adjusted tax basis:
Original cost $6,000,000

Less:
Building depreciation:

5x$125,000 $ 625,000
Appliance, carpet depreciation:

5x$100,000 500,000

Tenant improvemerts: 5 x $2,000 10,000
Amortization, leasing commission:

5 x $5,000 30,000
Amortization, mort8age fees:

20 000

$r,1851000

$7,000,000
- 350 000

5,6s0,000

{ 815 000
'I 835 000

$ s_l3,8oq

5 x $4,000

Total

Adiusted tax basis

Taxable gain on resale

Tax on gain at 28%

TABLE 5

After-Tax Proceeds From Resale

Selling price in 5 years
Less: Expenses of resale

Ad,usted resale price
Less: Mortgage balance at resale
Less: Income tax on gain (see Tible 4)

Net proceeds from resale

$7,000,000
350,000

6,550,000
2,250,000

ru,800
$3,885,200

Summary
The real estate counselor and the financial or tax
accountant each have their own domain as to what
numbers they provide their client. and each has the
conviction that his way is correct. Thev exercise the
dogma of their respective professions: cash flow for
real estate counseling purposes, net income for fi-
nancial accounting purposes, taxable income for tax
purposes. Though the differences in dollars are
large, onlv a ferv entries comprise the difference.
This is primarily accountinB or tax depreciation and
amortization, which are deductible for accounting
and tax purposes without a cash pavment; and mort-
gage amortization and replacement reserves which
require a cash pavment but are not deductible for tax
or accounting purposes. Although the numbers can
be easily reconciled, a philosophy reconciliation of
the two professions, accounting and real estate coun-
seling, is not on the horizon.
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