
INSIDER'S PERSPECTIVE

FOCUS ON REITs
IRS Ruur.rc PrRurrs REIT SprN-Orrs

by Dauid M. Einhorn, Adam O. Emmcrich, & Robin Panoaka

Jn a signific..rnt and long-anticipated ruling, the IRS has reversed a long-standing
I position and ruled that REITs may be sufficiently "active" to permit them to engage
in tax-free spin-off transactions. As a result, many REITs will be able to spin-off parts
of their businesses in order to create more focused companies and to carry out other
strategic goals, including mergers and acquisitions.

While the ruling is most likely to stimulate transactions by REITs, it has also
sparked a wave of discussion with regard to non-RIIT public companies restructur-
ing their real estate holdings by transferring their real estate to a newly-formed REIT,
leasing back the real estate and distributing the REIT stock to their shareholders in a
tax-free spin-off transaction. But while the IRS ruling has largely eliminated one of the
impediments to such tax-free restructurings, there are still unanswered questions
with regard to whether REIT spin-offs will satisfy other requirements for qualification
as tax-free and whether such spin-offs will ultimately prove attractive and workable
for many companies.

Certainlv, the case for transferring real estate to a spun-off R-EIT can be compelling
for some companies. The advantages include potential tax savings from holding real
estate in a REIT (which generally does not pay entity-level tax on rental and other
income), streamlining the companv's balance sheet, enabling the company to focus on
its core business and reduce its investment in real estate, enabling the company to
raise capital efficiently in a concurrent IPO of up to 20 percent of the. REIT's stock. On
the other hand, the path to any such transaction presents the following potential
pitfalls and issues, *,hich may prove to be insurmountable:

ln any spin-off of a REIT (or other corporation) from a regular taxable corporirtion
(a "C corporation"), the retained earnings and profits ("E&P") of the distributing
company must be divided betrveen the distributing company and the REIT on the
basis of the relative fair market value of each company. This is potentially
problematic because the REIT rules generally prohibit REITs from having C
corporation E&P and would require the spun-off REIT to distribute its share of the
E&P to shareholders in the form a taxablc dividend. Companies considering a

restructuring that have substantial retained E&P (which will be the case for many
profitable companies) will need to consider the cost of such a taxable dividend and
to measure it against the benefits of the transaction. While such a dividend may be
paid with stock, companies must consider the reaction of their shareholders to a

taxable non-cash dividend.

Any restructuring will need to carefully balance the company's need for control
and flexibility $,ith respect to its real estate against a se'ries of compehng forces,
including the capital markets' requirements with respect to the structure and
governance of the REIT (which typically include the requirement for some degree
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such a way that opportunities with the approPriate
risk level can be sought.

OVERALL MARKET RISK
Early in 2001, many investors believed that the real
estate market had done such a good iob of keeping
supply in check that it u'ould escape the same
turmoil that the stock market experienced. How-
ever, this turned out not tc) be the case given that
overall market risk is unavoidable. Real estate de-
mand for space is driven by businesses' need for
space in office and industrial properties. Also, ho-
tels, along lvith the airlines and all other travel-
related businesses, continue to depend on business
travelers for an important part of their revenues.
Finally, consumers, who represent some two-thirds
of our economy, remain critical to the'residential
housing sectors of single-family and multifamily
properties.

Through its surveys, Real Estate Research Corpora-
tion (RERC), determines pt'rceived invt'stment risk
levcls on metropolitan, regional, and national lev-
els. Tracking the performance of property types in
specific markets in terms of their price cycle is kev
to successful lending and investing. As shorvn in
Flgrirc 2, investors continue to be skittish and highly
selective on an overall market risk level. A strong
hold recommendation has continued b be the rule
of thumb as prices in the last year have skyrocketed
and investors have ridden the ship to the toP.

The.re is a new capital order of discipline in the real
estate markets-capital is rationally priced and al-
Iocated along the risk spectrum ranging from debt/
mezzanine-preferred equity, to pure equity. Infor-
mation gathered indicates that capital will be more
restricted and lenders rvill become more particular
in the coming months. What is more interesting is
the perceived discipline of capital in the industry, as

depicted in Figtirc 3.

The commercial real estate market is maturing and
in turn, so is the discipline of capital. Investors must
have a clear understanding of the relative discipline
of capital flou,s to the market. A detc'rmination has

to be made if capital is being rationally allocated
(capital is chasing risk-adjusted returns) or if it is
being thrown at the investment (capital is chasing
product). As ive saw in the late 1980s for real estate,

and in the Iate 1990s for the tech sector, if capital is

chasing product, then the market is doomed for
large corrections later on. But for real e'state todav,
capital is chasing risk-adjusted returns, rvhichmeans
that investors should look at real estate as a solid

investment opportunity compared to alternative
investments

Yields have decreased in the past year, mainly due
b the drop in interest rates. Required total returns
usually follox'the trend of interest rates, as inves-
tors and lenders are accepting a Iower rate of return
as deals become more positively leveraged. How-
ever, as risk has increased from economic condi-
tions, Boing-in capitalization rates have edged up
slightly anci terminal rates have remained steady.
As the gap between going-in and terminal capitali-
zation rates narrows, investors' long-term percep-
tion of the market becomes cautious. lnvestors ex-
pect nothing above inflationary increases in prop-
erty values as the market struggles to be in ecluilib-
rium.

frgrrre 4 reflects a positive message for real estate on
a risk-adjusted basis. Discount and overall capitali-
zation rates are properly aligned to provide an
appropriate return to the asset class. Further analy-
sis of this data indicates that the current spread of
re'al estate's expected yield over 10-year treasuries
is 600 basis points (bps). This is the largest spread
that has been recorded since 1993 when the real
estate markt't was at the bottom of its last cycle. In
fact, it is at record levels since we have been tracking
this data in 'l979. This confirms the earlier observa-
tion of capital being disciplined-real estate is of-
fering a solid risk-adiusted return in today's finan-
ci,ll .rnd ec(nt()mic environment.

As the economv stagnates, we can ('xpect that those
investors who have been sitting on the sidelines to
"get out while the getting is good." This is another
positive market signal, demonstrating that we have
gotten rid of real estate's old mentalitv of "buy and
hold forever." Large institutional players are
"tapped out" of capital and sellers should prevail.
As many prices have peaked, investors who have
$'aited too long have asking prices above market
value and are not about to attract potential buyers.
This creates a sort of a stalemate until the future
direction of real estate becomes clearer. Patient and
astute investors can take advantage of this market
factor by being on the buy-side of the equation.

PROPERTY SECTOR RISK

off ice
Commercial real estate, and specifically office

properties, has benefited greatly from the economy's
recent bull run. NCREIF-realized returns for 2000

for all commercial property types were around

of independence and which will be particularly
relevant if the restructuring involves caPital rais-
ing through a public offering); the REIT rules'
restrictive and potentially burdensome require-
ments with respect to the REIT's assets and activi-
ties; and tax and accounting considerations de-
signed to ensure that the form of the transaction
as a sale lease-back is respected. Depending on
the real estatc involved and the company's ap-
proach to its real estate, it may be that even the
most thoughtful structuring will result in too
gre'at a loss of control and flexibility. These issues
should, therefore, be considered early in the pro-
cess.

As noted, the recent IRS ruling spoke only tcr

whether a REIT could satisfy the spin-off require-
ment that the companies involved be engaged in
an active business. It remains unclear whether
the other spin-off requirements can be satisfied,
particularly the requirement that the spin-off
must be motivated "in whole or substantial part"
by a legitimate business purpose other than avoid-
ing federal taxes and not be a "device" for the
distribution of earnings and profits. Indeed, the

recent ruling expressly stated that the IRS was not
ruling on the question of whether a spin-off of a

REIT might satisfy the business purpose require-
ment.

It is also important to keep in mind that, while the
REIT spin-off mechanic is now a hot topic, it may not
be the best way for all interested comPanies to re-
structure their real estate holdings. Depending on
the specific goals of the company, many of the de-
sired objectives may be achievable with suPerior
results through other transaction structures, includ-
ing a tax-free contribution and lease-back transac-
tion with an UPREIT (Umbrella Partnership REIT).
The best structure for any company will be the
product of careful analysis and will depend on the
company's goals and business plan and the Particu-
lar real estate involved.*.,
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