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As reported in "Risks and Rewards in Real Estate: A
Historical Perspective," prepared by Real Estate
Research Corporation (llERC) in April 1983, unlike
their European counterparts, U.S. pension funds
had just begun in the latc' 1970s and earlier 1980s to
exhibit a truc commitment toward commercial real
estate investment.r This is contrasted to the large.
Dutch and Cerman pension funds that began in-
vesting in real property in their own countries in the
1950s. First Chicago's Real Estirte Fund F, estab-
lishecl in 1973, was one of the first real estate funds
for pe.nsion investors; and as of 1983 had approxi-
mately 100 participants n'ith a corc investment
portfolio of 77 properties. The age of tht'industry is
also docume'nted by the industry's first standard-
ized real estate performance report being published
in the first quarter of 1978. In this context, c.ven a

casual observer would recognize that the institu-
tional real estate industry is young-2o years or
so-- -tompared to the stock and bond markt'ts. ln
retrospect, is it shocking that the young industry hit
the wall in the late. '1980s and experienced the most
significant depression ever witnessed for anv com-
mercial real t'state markt't-the proverbial 100-year
flood ? The infancy ()f the real estate market and Iack
ofconsistent and readily available information were
some of the main drivers in the late 1980's real estate
fallout.

The need for concise real estate information on
required and realized returns spawned the incep-
tion of the National Council of Real Estate lnvest-
ment Fiduciaries'(NCREIF) Indcx in 1978, and the
introcluction of surveyed investment criteria Iike
the Real Estate Research Corporation's (RERC) Real
Estate lnvestment Criteria in 1979. lnvestors have
long dtmanded bellwether indicators oI changes in
the U.S- private erluity commercial real estate mar-
ket. This has led us, as analvsts in investment activ-
ity, to combine sources and reliable data to provide
a barometer for investment activity and to predict
future, trends in commercial real estate.

In a perfect world, investors would favor actual
property transaction data that involves similar types
of property that are used to develop the indexes.
However, the problem is that real estate, by its
nature, does not lend itself to continuous, efficient
trading mechanisms like the stock and bond mar-
kets, although more recently the public markets
provide more real-time investment information,
Real estate trades are infrequent, their terms are
highly property-specific, and the number of trades
germane to a particular analysis is limited. More-
over, details on transactions are seldom publicly

available. Although institutional real estate advi
sors and investors usually compile performance
reports internallv, and many also participate in
public databases, thc.se databases are typically ret-
rospective and involve realized returns that are not
readily available to the investment community.l

SOURCES OF DATA
The most wide.ly utilized database of historic, real-
ized institutional real estate all-equity returns is the
NCREIF Property Index (NPI), publishcd by the
National Council of Real Estate Investment Fidu-
ciaries. Other sources for these data are the National
Association of Real Estate lnvestment Trusts
(NAII.EIT) and Evaluation Associates, Inc. Although
the NAREIT lndex is market-bascd, we cannot use
its return data for.l00 percent c'quitv real estate
realized returns because the NAREIT data reflects
leveraged returns and the returns are influenced by
being a public company. The NPI is the most rel-
evant, despite some limitations, for the purposes
described in this manuscript. The index is widely
available, and the time series covers a lcngthy real
estate cycle, although it may yet suffice to filter out
extreme rycles. NCREIF returns will be used as a

basis for realized returns (ex post). We recognize
the appraisal-bias issue involved with the NCREIF
data, but ultimately, it is the most credible and
readily available source of realize'd return data.r

The Real Estate ResL'arch Corporation (RERC) has
conducted and published required (expected) re-
turns from investment survevs since 1979- RERC's
quarterlv survey augments the cxpecte'd yield rate
responses with personal interviervs and monitors
change in market fundamentals, such as capital
availability, supply and demand in each asset class,
and overall investment strategies. The investment
criteria detailed in the survey include current prop-
ertv-type preferences, income and expense growth
rates, and the expccted (ex ante) yield rates used by
real estate investors in discounted cash flow analv-
ses. Required rates of returns in this manuscript
will be based on investment surveys.r As further
illustrated herein, surveys of pension funds, pen-
sion fund advisors, lending institutions, and corpo-
rate and other investors provide timely insights into
cunent investment criteria and can be a good pre-
diction model of future trends for realized returns.

The commingling of RERC's Real Estate lnvest-
ment Criteria and NCREIF's Index appears to be-
come the benchmark for tracking realized and re-
quired returns in the dynamic real estate market. As
investors know, no investment market is perfect-

fn recent ye.rrs tht re has been increasinB interest in structurinB a joint venture
I betu'een one or more U.S. investors in real estate and one or more foreign
investors as a private real estate investment trust, or REIT. (The ternr "investor,"
as used below, is e,qually applicable kl a plurality of investors.) This piece will
1). set forth an outline of this structure and its tax implications; 2). describe (as

an illustration) a transaction on which I ancl others in my law firm worked
recently that might be described as "the Iatest thing off the boat" in this sector;
and then 3). analyze some variations that may be made on the theme, depe'nding
upon the status of the parties to the investment and their respective tax and
other requirements.

A REIT is a corporation, or a business trust taxable as a corporation, that
essentiallv pays no federal income tax at the REIT level. Rather, the sharehold-
ers are taxed on dividends received from the REIT - at the shareholder's
ordinarv-income rate on dividends corresponding to the REIT's ordinary
income or at the shareholder's capital-gain rate on "capital gain dividends"
corresponding to the REIT's capital gains. Bv way of contrast, as a general rule,
a corporation is taxed at the corporate lcvel and its dividends are taxed a second
time at the shareholder level. Thus, REITs for the most part share the character-
istic of "tax transparency" rr,ith partnerships and *'ith [imited partnerships and
limited liability companies not electinB to be taxed as corporations.

In years gone by, REITs were subject to numerous, complex, and very
burdensomt' legal requirements, including scvere restrictions on management
and the rule that they must pay out as dividends at least 95 percent of their REIT
taxable income. These were, and are, not applicable to the other tax-transparent
entities. Partnerships and limited partnerships wcre therefore the preferred
vehicles for many years for U.S./foreign ioint investment in U.S. real estate.
(The limited liability company is a form of entity that has received widespread
acceptance in just the last few years.)

Since then, Congress and the IRS have lightened up considerably on REITs.
The applicable legal requirements are still numerous and complex but they are
now just tolerably burdensome. Among the major remaining strictures is that
the REIT's gross income must consist, k) at least a specified minimum percent-
age, of income related to real estate (informally called "good REIT income"). In
addition, effective January 1,2001, the minimum dividend payout rate will
drop from 95 percent to 90 percent. At the same time, thcre havc- been major
changes in the international tax field which have boosted the popularity of
private REITs.

Until 19tJ0, if a foreign investor's investment in U.S. real estatr-directly or
through a tax-transparent entity-was properly planned, there would neverbe
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TNTRODUCTION
I Today s institutional real estate environment is dynamic. One only

I has to take a brief look at its storied past to see tht, roller coaster ride
it has taken over the past 20 years. Fortunately, institutional real estate
has begun the maturation proccss, or so it seems. Todav's investors are
exerting more control and are paying closer attention to the tell-tale
signs of an impending market slowdown, with most of this control
generated from an increase of information available in the comme.rcial
real estate market and the influence of the public market real estate
vehicles. The importance of technology and "real-time" information
has turned the archaic real estate wavs of old, obsolete.

any federal income tax payable, including tax on
capital gain realized at the time'of salt. In Decembcr
1980, Congress enacted the Foreign Investment in
lleal Property Tax Act, or FIRPTA, making it effec-
tive retroactively for some six months. (ln the, last 20-
cldd years, Congress has becomc vcry fond of retro-
activity in tax legislation.) FIRPTA introduced a

broad-based tax, at rates ranging from 20 percent to
35 percent, on a sale by a foreign investor of U.S. real
estate or an interest in a tax-transparent entity or
corporation holding U.S. real estate. Capital gain
dividends paid by a REIT are also sub jc,ct to FIRPTA.
Scction 897(h)(2) of the Internal Revenue Code prt>
vides an exemption for dispositions of shares of a
domestically-controlled REIT (a "USRElT"), defined
as a REIT more than 50 percent bv value of the shares
of which areownc.d by U.S. persons; the U.S. investor
must, of course, be prepared to make a genuint'
investmcnt equal to more than half the value of the
USREIT. This exemption is irrl applicable b capital
gain dividends paid bv a USREIT. St'ction 897(h)(2)
is one of the few ways to plan around FIRPTA.
lndeed, it mav he the onlv u'av.

Of course, the foreign investor could sell its
USREIT shares to anyone and claim the benefits of
section 897(h)(2). But the sale of a minority interest
in a USREIT is unlikely to fetch as high a price as the
sale of the'foreign inve'stor's shares in conjunction
with the sale of the USREIT's real estate. In recent
years, a technique to achieve the latter result has
be.tn dc.velopecl. The U.S. ancl foreign investors set
up a private USREIT (i.r., a non-publicly-traded
USREIT with two or more, but very few, principal
investors). In the USREIT's governing documents,
tht. foreign investor is essentially given the right,
exercisable before the sale, to put its shares to thc
principal U.S. investor on the basis of the anticipated
sale price of the underlying real estate. The price is
payable by a non-recourse note of the U.S. investor
that is secured by a pledge back kr the foreign
investor of the shares sold. The note itself is in effect
payable when the real estate ckrsing has taken place.

In the spring of last year, a deal containing a

major twist on the structure iust described arrived at
our office. Our client was a Dutch pension fund. The
counter-party was a publicly traded USREIT (the
"lnvestor REIT"). Thc. parties rvisht'd to invest a

sptcified amount in a porffolitr of six k) eight proper-
ties, to be jointly selecttd over the ensuing yr.ar or
two. This prescnted some intc'resting new issues.

The following description of our resolution of these
issues outlines the basic structure that was adopted
but, for the sake of clarity and brevity, it leaves out
some of the lc.ss consequential details and simplifies
()thers.

The Incomt'Tax Treaty between the U.S. and The
Netherlands provides that dividends paid by a U.S.
corporation to a Dutch pension fund are generally
exempt from U.S. income tax. Howcver, a Protocol
to the Treaty withdraws the exemption in the case of
capital gain dividends paid by a REIT. Since it is
unlikely that the entire portfolio would be sold
simultaneously, the gains on sales would result in
capital gain dividends taxable to our client if all of
the properties were held by a singlc REIT. The solu-
tion was to set up a separate USREIT (a "Venture
I(EIT") for each property and incorporate in its gov-
erning documents the put procedure described
above. The parties entered into a Framework Agree-
ment which contained their respective capital com-
mitmcnts, the program's investment criteria, etc.,
and to which were attachtd forms of the other
documents to be used for the investments. Because
the Investor REIT has no control over the composi-
tion of its shareholdcrship, it was dtcided to add to
the investor group, with an investment of about 9
percent, another U.S. financial institution in an effort
to "insure" the Venture REITs' status as USREITs.

As the portfolio and asset manager of the prop-
crties, the Invostor REIT w.ls to receive c()mpensa-
tion based on performance (called a "promote" in
the industry) etlual to a percentaBe of net operating
income. after all parties had received the re'turn of
their investments and a specified return on the in-
vestments. The promote was to be portfolio-wide,
netting the losers, if anv, against the winners. The
parties determined that the most efficient way to
accomplish this was to insert a Master Limited Par!
nership, or MLP, between the investors and the
Venture REITs. The investors would hold interests
in the MLP, which would in turn hold the Venture
REITs' shares. The MLP Agre,ement was to be'signed
;rt the same time as thc Framework Agreement.

Then, just before the closing of the first invest-
ment in late summer, there was introduced in Con-
gress a bill, retroactive----of course-to the preceding
July, rvhereunder REIT status would be denied to
any entity owned more than 50 percent as to vote
or valuc by any onc, person. The term "person"
includes the MLP and may also include othcr

The profile oftodav's successful investor is one that includes clescriptives
such as informed, tenacious, technologically affluent, and well-read. As
summed up by Andrew Carnegie, the steel magnate and multi-million-
aire, "There is scarcely a man who has made a fortune bv speculation
and kept it." In today's instant access environmL'nt, the informed
investor, more times than not, gets the, cash cow.

With this in mind, the authors take you through a historical return
analysis of institutional real estate investment and show how informa-
tion can enable investors to predict future trends in commercial real
estate.

HISTORY
The history of the commercial real estate as an institutional inyestment
can be traced by examining pension fund investment as an asset class.
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shared-distribution structures, il,hich riskbeing clas-
sified as partnerships for tax purposes. So, as each
investment has been funded, the MLP has been
bypasse.d and the investments have been made di-
rectly in the shart's of the Venture REITs. The parties
also signt'd an aclditirrnal agreement b put the MLP
back into the loop if the proposed Iegislation dies or
to negotiate in good faith the next-best alternative to
the MLP if the proposed legislation becomes laq,.

While the proposed legislation is an unwelcome
snag, it is not regarded as a critical hurdle at this
time. Because of its residual nature, the promote will
not begin to be payable for some years to come.
Indeed, the same parties are proceeding with a sec-
ond, similar investment proSram, notwithstanding
the proposed legislation.

Now, let's look at a couple' of variations. There
are doubtless many others, but these examplcs will
give you a taste of how small changes in the fact
pattern can affect the outcome.

Suppose that the facts of the structure just de-
scribed stand as they are but that the principal U.S.
investor is not a llEIT. That would do away with the
snag introduced by the proposed legislation. Be-
cause of the dire consequences of the Investor REIT's
failure to meet the minimum standard for "good
REIT income"-loss of REIT status-the Investor
REIT wants every possible dime of its receipts to bc
good REIT income. lncome constituting a special
distribution on shares of a REIT, whether received
directlv or through an entity like the MLP, is good
REIT income. Fees are not. A U.S. investor other than
a REIT, however, could receive the promotc in the
form of fees paid pro-rata by the Venture IlEITs,
rendering an MLP u n necessary.

Now supposc lhat the forcign inveslor is somc-
one other than a Dutch pension fund. It lron't have
the benefits as to ordinary dividends that our Dutch
client has. These willbe subject to U.S. incom!. tax at
the rate of 30 percent, or loner treaty rate. (The

coming reduction in the minimum dividend payout
rate from 95 percent to 90 percent may provide at
least somc'relief here.) But it a,i// have the benefit as

to gains on sales of USREIT shares provided bv
section 897(hX2). To me, that is the clegant part of
this structure. Section 897(h)(2) is sIrlutory, available
to all who come, not a creature of a tax treatv that is
available only to a select fen,.*,,.,

NOTE
The foregoing is merely an outline of a potentially useful
structure and should not be relied on as legal advice. This is

definitelv something you should not try at home.
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and organization, with respect to the investment,
support the approval of a commitment. The board
has asked for the appointment of an independent
fiduciary to perform due diligence services and
provide a recommendation on the investment op-
portunity.

During the course of its procedures, the indepen-
dent fiduciary (lF) discovers scveral significant
operating strengths of ABC including sound, stra-
tegic vision, and capability. IF also verifies an out-
standing track record on realized investments.
However, IF also discloses many relevant findings
and conclusions th.rt givc ri:e to serious conccrns
regarding any possible investment by Workers.
Among these are the following:

ABC has not developed the internal reporting
svstems required for a pension investor;
The firm has not structured its development,/
asset manager incentive compensation model to
be tied to the performance of the specific pension
plan-financed projects; instead, bonuses are, tied
directly to the overall performance of ABC as a
firm;
ABC's key personnel work on many prorects at
once and no "kev man" clauses are offered to
Workers;
The proposed preferred return on Workers capi-
tal is low compared to others currently offered in
the marketplace; and
ABC's proposed acquisition and asset manage-
me.nt fees are higher than those currently offered
in the marketplace.

Based on these findings alone, lF cannot recom-
mend that Workers proceeds rl'ith its plan to invest
in ABC. However, if during the course of the proce-
dures satisfactory mitigation is achieved, a recom-
mendation to proceed is possible. Therefore, as part
of its procedures, IF recommends mitigation mea-
sures that ABC agrees to:

Hire an experienced director of internal report-
ing and accounting. The hired is familiar n,ith
industry-accepted reporting standards and pre-
viously held a similar position u,ith a large pub-
lic pension plan;
Change incentive compensation policy so that a

significant portion of development and asset
managcr bonuses are tied directly to the overall
performance of the specific projects, rather than
the over,rll pcrfr)rmanco of thc firm;
Draft a "key man" clause ink) the ioint-venture
agreement stating that no less than 75 percent of

key personnel's professional time is dedicated to
the venture;
Increase the preferred return on Workers'capital
to a le'vel slightly above market; this compen-
sates Workers for risk based on the fact that ABC
is commencin6; a business model slightly differ-
ent than its experience; and
Reduce acquisition and assct management fees
to a Ievel currently supported by the market-
place.

Based on the above, IF issues its complete report
and recommendation to invest to the investment
btnrd of Workers, which then votes on final ap-
proval.

A VIEW TO THE FUTURE
Use of the independent fiduciary will most likely
increase as more plans utilize non-traditional ve-
hicles such as joint-ventures and partnerships in
their moderate and higher-risk real cstate invest-
mL'nt programs. For these plans, securing indepen-
dent investment advicc will be critical to the un-
derwriting process and, ultimately, thc investment
decision itself. In this context, the independent
fiduciary provides a valuable professional service
that allows pension b()ards to consider a much
wider spectrum of real cstate investment opportu-
nities, consistent rt'ith their fiduciarv obligations.*.,r,

NOTES
1. Paxsiors t; Ilra'.'strr.'rls, 'Sfx)nsors Plan to Reduce Real Estate,
Value Stocks, July 10, 2000.

ABOUT THE AUTHORS
(contiruted from page 7)

Croup, n Sat Frnucisco-based rnl estqle nunagemenl
consulting firm, and executioe diractor of the Ct ter for
Ranl Estatt Enterprise Matmgemmt. McMahan tfutteloped

thc irritial strqtesic plan for the rastmcluring ol BRE
Properties ntul ctrrently scntes as its chairnnn. Ht also is
an adjntct professor nt tfu Uniuersity of California, Berke-

Ity. ( Ennil : johrr@nrcmahan-group.cttm)

56l RreL Esmft IssuES, Fdll 2000 Cefubrnlitrg 25 Ycors of P:lblisltittg Erctllertct:1976 - 2OOO


	Right Real Estate Issues Fall 2000.pdf
	Left Real Estate Issues Fall 2000.pdf



