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Since the early 1990s, real estate investment trusts, or
“REITSs,” have become the focus of agrowing portion of
boththe U.S. capital marketsand therea estate section of
thenational economy. Y et, despite REITS rdatively rapid
growth, heightened popularity and publicity, some busi-
ness and legal commentators occasionally seem to view
REITswith amix of skepticism and uncertainty. Thismay
stem partly from misunderstandings, combined with the
relative complexity of REITsand theequally relative scar-
city of easily accessible and understandable information
about what these unique business entitiesreally are, how
they areformed, and how they operate.

Thisprimer isintended to hel p redressthat situation. It
is intended to provide a “plain English” introduction to
REITs, to thetax aspectsthat make them such an attractive
vehiclefor rea estate operators, property sellers, and stock
investors, to the variousforms of REITsand how they dif-
fer; to the key formation and securities law issues affect-
ing dl REITs; and to some selected operational and ac-
counting issuesthat play their respective partsinthe“care
andfeeding” of REITsonan ongoing basis.

I.REITs AnOverview
A. What, Exactly,IsaREIT?

Red estateinvestment trusts (“REITS”) are, in essence,
financid vehiclesthat allow investorsto pool their capital
for participation in real estate ownership or mortgage fi-
nancing, while providing thoseinvestorswith the benefits
of many of thetax advantagesavailableto larger and more
sophisticated investors and businesses who can afford to
invest directly in rea estate and the benefits stemming
from professional management of a highly diversified
portfolio of real estate assets. Hence, REITs can gener-
ally be thought of as being akind of business enterprise
that is analogous to a mutual fund for rea estate invest-
ments. Morethan 300 REI Tsexisted withtotal estimated
assetsin excess of $310.7 billion at December 31, 1998,
of which date 210 were publicly traded.

B. ABriefHistoryof REITs

Thefirst REITswerecreatedin responsetofederal REIT
legidation enactedin 1960. Thislegidation'sgoa wasto
enablesmall investorsto pool their wealthinasingle busi-
ness enterprise, thereby collectively improving their ac-
cessto investmentsin larger income-producing commer-
cia real estate programs-- an opportunity hitherto largely
unavailableto theaveragesmal investor. (Infact, the 1960
Internal Revenue Code (the* Code”) additions creating fa-
vorabletax treatment for REITswerelargely patterned af -
ter the Investment Company Act of 1940.) The passage of
thisfirst REIT legidation led to an early proliferation of
REITsthrough the 1960s and into the early 1970s. Nev-
ertheless, the overall growth of the REIT industry at this
early stagewas somewhat sow, for several reasons.

Firgt, theearly REIT laws prohibited REI Tsfrom oper-
ating or managing property that required the engagement
of third-party managers, and the early REITS effortsto

capitalize on third-party managersto run their properties
werenot very satisfactory. Also, other aspectsof the Code
then in effect, which permitted investment vehicles like
limited partnershipsto take significant interest and accel -
erated depreciation deductions, and “ paper” lossesand tax
credits encouraging highly leveraged tax shelters, provided
much more favorabletax benefitsto many potentid inves-
tors than what REITs could provide at that time. These
were factors which also discouraged more active invest-
mentsin REITSs.

Furthermore, very early on in the development of the
REIT industry—due to REITS needs for ongoing access
both to equity capital and debt to maintain the financings
necessary for asteady stream of property acquisitions—it
wasredlized that REI Tswould be particularly affected both
by interest rateincreasesand by the“risk-rewards’ analy-
sisby whichinvestorstend to seek safer investmentswhen
they can receive comparablereturnson more* secure’ fixed
incomeinvestments. Therecessionary cycle of the 1970s,
characterized by the period’' s “ stagflation” and spiraling
interest rates, crippled theexisting REITS ability tomain-
tain steady growth through affordable acquisitions of prop-
erties. These economic conditions placed a damper on
the REIT industry at large: first, by crippling mortgage
REITs-- which tend to be particularly vulnerable to such
conditions-and then, by attribution, equity REITs. Asare-
ault, REITsbecamealess attractiveinvestment vehiclefor
many years to come. Additionally, many of the origina
REITs had excessively leveraged themselvesinto indebt-
edness, at rates approaching 70% or more of their equity,
and these could not westher the decade’ seconomic storms.
Few of the original REITsformed after the passage of the
1960 REIT lawsremained in thewake of thisperiod, which
marked what has been to date the nadir of the REIT
industry’ sfortunes.

The Tax Reform Act of 1986 (the* 1986 Act”) provided
thefirstimpetusfor areviva of the REIT industry at large.
Although certain Congressiona amendments enacted in
1975 and 1976 had aready eased the harshness of some
of the original REIT law’s provisions, the popularity of
REITsasaninvestment vehicleincreased after the passage
of the 1986 Act for three crucial reasons. First, the 1986
Act placed severelimitations on the ability of partnerships
to generate tax lossesfor their investors. Second, the 1986
Act’srepeal of the accelerated depreciation methods that
were previoudy applicableto red estate caused many real
estate-oriented investors to focus on income-oriented in-
vestments. Together, these changes stripped away both the
ability to claim paper losses and the advantages of fered by
tax shelters predicated on such losses. Finaly, the 1986
Act relaxed some of the earlier, even more rigorous tax
qualification tests applicable to REITs under the origina
1960 REIT tax legidation. REITswerenow able not only
to own, but also to manage and operate, most (but, aswill
be seen, not all) kinds of income-producing properties.

Since the early 1990s, there has been averitable boom
in REITs, including what will be explored in Part 111, “A
Surfeit of Choices: The Speciadized REITS’ below as
UPREITs, DOWNREI TS, paired-share, paperclipped and



stapled REITs. Aswill bediscussed, theunique advantages
offered by the UPREIT model, and the significant differ-
entiation provided by REITsfrom real estatelimited part-
nerships (see Appendix F) in the wake of several notori-
ousreal estate syndication failuresof thelate 1980s, hel ped
precipitate arenaissance of the REIT industry in the 1990s.

C. What MakestheREIT Such an Attractivel nvest-
ment Vehicle?

REITs-- particularly the publicly-traded REITs -- gen-
eraly provideinvestorswith liquidity, diversification, se-
curity, and performancein at least five ways.

First, REIT investors can freely trade shares of the over
200 publicly-traded REIT stocks daily on the New Y ork
and American Stock Exchanges, the Nasdag Stock Market,
and in over-the-counter trading. Second, REIT investors
are ableto maintain highly diversereal estate investment
portfolios by investing in any or al of the categories of
REITsdiscussed below and by selecting from REI Ts that
speciadize in avariety of property types, including retail
shopping centers and malls, apartments, warehouses, of-
fice buildings, industrial parks, health care facilities and
hotels. (Even real estate assets as highly specialized as
sdlf-storage units, golf courses, movietheaters, auto deal -
ership lotsand prisons have now been added to the host of
investment optionsavailableto REIT investors.)

Next, publicly-traded REITs offer investorsthe protec-
tion of investing (1) in a public company that ownslong-
life, income-producing physical assets or, in the case of
mortgage REITS, the “bundl€’ of rights adhering to real
estate mortgages and secured financings underlying those
physical assets, and (2) in the securities of acompany sub-
ject to SEC and stock exchangeregulation. REITsarepro-
fessionally managed by officers generaly skilled in red
estate acquisition, management, financing, development
and operations, and the performance of public REITs is
overseen by independent directors, independent public au-
ditors and financial analysts, whose collective scrutiny
helps provide investors with an added degree of protec-
tion and accountability. Fourth, thelow levelsof debt cur-
rently maintained by most REITs-- frequently coupled with
board-mandated policies and governing documents' re-
quirements (i.e., charter, articles of incorporation or dec-
laration of trust, and rel ated organizational documentslike
bylaws) that areintended to maintain conservative debt lev-
els and modest fiscal practices -- provide a degree of
greater security for thefinancia system at large. Finaly,
tota returnson REITs have routinely matched the perfor-
mance levels attained by several leading market indices
and have regularly exceeded returns on fixed debt instru-
mentsand direct investmentsin rea estate. BecauseREITs
must pay out alarge amount of their taxableincomeonan
annual basis-- seePart 11, ” An Overview of REIT Federd
Income Tax Consderations-The 95% Distribution Require-
ment " below -- alarge component of REITS' total return
tends to be generated from dividends and other distribu-
tions to their shareholders.

D. ThePrimary Typesof REITs

Therearetwo main, overarching types of REITs: equity
REITsand mortgage REITs. Anequity REIT specidizesin
property ownership. By directly owning, investing in or
acquiring, managing, or developing rea property, an eg-
uity REIT derivesitsrevenue primarily fromincome gen-
erated by rental and lease payments. Anequity REIT can
benefit from appreciation in its underlying real proper-
ties; itsincome can grow through increasesin rents from
such properties; and cashin excess of taxableincome can
be produced through property depreciation, which the eg-
uity REIT can useto reinvest inits own operations.

On the other hand, amortgage REIT concentrateson fi-
nancing activities. A mortgage REIT investsinthemort-
gages, mortgage-backed securitizations and whole or
subprime loans, or portions thereof, on rea property as-
sets. In essence, mortgage REITs loan money to real es-
tate owners, and such REITs generate their revenue from
the interest earned on such loans. Unlike equity REITS,
however, “pure’ mortgage REITs do not own real prop-
erty. Rapid, successiveincreasesininterest rates canraise
borrowing costs without corresponding increases in in-
come. While al REITs depend on the maintenance of fa
vorableinterest rates, mortgage REI Tsare particularly sus-
ceptible to the adverse effects of interest rate and credit
fluctuationsand loan defaults.

A survey of the basic tax rules applicableto al REITs
follows.

Il. An Overview of REIT Federal IncomeTax Consid-
erations

The significant advantages available under the Codeto
entities qualifying for REIT tax treatment are the keysto
their successand growth during the 1990s. A REIT gener-
ally is not subject to corporate income tax to the extent
that it distributesthelion’ sshareof itsearningstoitsshare-
holderson acurrent basis. Pass-through tax treatment for
REITsisachieved by alowing them adividends-paid de-
duction. To meet and maintain the Code’s stringent tax
requirementsfor REIT qudification, al REITs, both pub-
licand private, arerequired to meet certain tax tests. These
are: (i) income and asset tests, designed to ensure that
REITsinvest primarily in real estate assets; (ii) distribu-
tion tests, intended to ensure that they distribute substan-
tially al of their taxableincometo their shareholders; and
(iii) ownership tests, designed to ensure that their shares
of capital stock arewidely held -- thelatter being afactor
that tendsto make REI Tsideal candidatesfor public com-

pany stetus.

Wherethe equity REIT itself cannot operate or manage
properties (e.g., hotels), to avoid violating tax tests-- see
“TheTwo IncomeTests” below -- it may enter into atype
of lease arrangement with an affiliated entity or athird-
party operating company, known synonymously asapar-
ticipating lease or percentage lease, to deriveitsincome
aslease revenuesfrom such operating company’ smanage-



ment of the property. Thisincome may be derived froma
fixed base rent and, once certain revenue thresholds are
met or exceeded at the property, from a percentage of such
revenues exceeding those thresholds.

A. REIT Organizational and Owner ship Tests

A REIT must be organized asabusinesstrust, acorpora-
tion, or an unincorporated association (including, under
thelaws of several states— notably, Maryland and Texas
— asaform of business entity specificaly denominated
asa“red estateinvestment trust”), that, but for the REIT
provisions of the Code, would be otherwise treated as a
domestic corporation for federal incometax purposes. Ad-
ditionaly, aREIT may not beafinancial institution or an
insurance company.

Thebeneficial ownership of theREIT must beevidenced
by fully transferable shares of capital stock (if acorpora-
tion) or certificates of beneficia interest (if a business
trust or state-authorized real estateinvestment trust), with
suchvoting, distribution and other rightsasmay be set forth
inthe REIT’ scharter, articles of incorporation or declara
tion of trust and bylaws, asapplicable, or asmay otherwise
berequired by thejurisdiction wherethe REIT isincorpo-
rated or organized. Ownership of the REIT must bewidely
held, i.e., (a) theREIT' ssharesmust be beneficialy owned
by at least 100 persons for at least 335 days in each tax-
able year or during a proportionate part of a shorter tax-
ableyear, and (b) no morethan 50% of thevaueof aREIT's
shares may be owned, directly or indirectly (astested by
application of certain constructive ownership rules), by
fiveor fewer individuasat any timeduring the second half
of the REIT’ staxable year. Each REIT’ s organizational
documents normally contain sharetransfer restrictionsde-
signedto ensurethat the REIT’ sbeneficid ownership does
not become overly concentrated in contravention of the
“fiveor fewer” rule. SeePart V, “ Selected REIT Opera-
tional Issues and Topics - REIT Share Transfer Restric-
tions’ below.

REITs must be managed by one or more trustees or di-
rectors elected by and responsible to the REIT's share-
holders. Thetrustees or directors, who are usualy well-
known and respected members of thereal estate, business,
financial and professiona communities, appoint and over-
see the REIT’ s management team based on the officers
extensivereal estate businessand financia background and
prior experience.

In order for REIT status to apply, an appropriate elec-
tion must be made on the tax return for the first taxable
year for which the election is made. If a REIT failsto
meet any of theforegoing requirements, the REIT will (1)
risk lossof itsREIT status; (2) berequired to pay full cor-
porate income tax on the taxable income of the trust or
corporation; and (3) be prohibited from electing REIT sta-
tusagain for afive-year period.

B. TheTwoAssat Tests

Because Congressintended REI Tstoinvest primarily in
real estate, the composition of a REIT’ s assets must sat-
isfy thefollowing two asset tests. Firgt, at the end of each
quarter of the REIT’ staxableyear, at least 75% of thevaue
of the REIT’ sassets must consist of the following assets:
(a) cash and cash items; (b) government securities; (C) rea
estate assets, which include equity interestsinreal estate,
mortgageloans, and shares of other REITS; and (d) tempo-
rary investments (for up to one year) of new capita in
stocks and bonds. Second, the balance of the REIT’ s as-
setsmay beinvested without restriction, except that hold-
ings of securities of any oneissuer (other than securities
that count towards satisfying the 75% asset test) cannot
exceed 5% of thevalue of the REIT’ sassetsor 10% of the
total outstanding voting securities of such issuer.

If aREIT failsone or both of the asset tests solely asa
result of changesin the market values of its assets, it will
not lose REIT status. If, however, one of the asset testsis
not satisfied asaresult of avoluntary act, such asthe ac-
quisition of anonqualifying asset during the relevant cal-
endar quarter, andif thediscrepancy isnot corrected within
30 daysafter the end of thequarter, the REI T’ sspecial tax
statuswill belost.

C. TheTwolncomeTeds

In order to qualify asaREIT for any given tax year, an
entity must aso satisfy two annual income tests. These
tests are designed under the Codeto ensure that the entity
invests primarily in rea estate and that it does not func-
tionasan activetrading vehicle.

First, at least 75% of a REIT’ sgrossincome must con-
sist of income from the following sources: (&) rents from
real property; (b) interest from mortgage loans; (c) gain
from the disposition of real property or mortgage loans
(other than inventory); (d) dividends from or gains from
disposition of sharesin other REITS; (€) abatements and
refunds of real property taxes; (f) income from foreclo-
sure property; (g) commitment fees received as consider-
ation for entering into agreementsto make mortgage loans
or to purchase or lease red property; and (h) incomefrom
qualifying temporary investments of new capital. Second,
at least 95% of the REIT’ s grossincome must consist of
the following: (1) income that satisfies the 75% income
test; (2) dividends; (3) interest; and (4) gainsfromthedis-
position of stock or securities.

For purposes of the two income tests, “rents from real
property” generaly include (&) rentsfrominterestsin real
property, (b) charges for services customarily furnished
in connection with therental of real property, and (c) rents
attributable to personal property that isleased in connec-
tion with alease of real property (provided that such rent
does not exceed 15% of the total for both the red and
personal property). “Customary” services are those pro-
vided in other buildings of the sameclass(e.g., aclass A
officebuilding; alimited service hotdl property; or amulti-



family apartment complex) within the same geographic
market in which the building in question islocated.

The Code restricts what can be included as rents from
real property. First, rents that are dependent on the in-
come or profits (other than gross receipts or sales) de-
rived by the occupant of the property are not included as
rents from real property. A similar restriction appliesto
interest received by aREIT. Thislimitationisdesignedto
prevent REITs from effectively becoming partnersin op-
erating businesses. Second, rents from atenant in which
the REIT owns, directly or indirectly, 10% or more of the
ownership interests are not included as rents from rea
property. Third, rents derived from properties where the
REIT furnishes servicesor managesthe property other than
through an independent contractor from whom the REIT
doesnot receive any income are not included asrentsfrom
real property. An independent contractor is any person
owning, directly or indirectly, no more than 35% of the
REIT’ sshares. The REIT can manageaproperty and pro-
vide servicesto tenants directly, rather than through anin-
dependent, if the services at issue arelimited to those cus-
tomarily rendered in connection with the rental of space
for occupancy only and are not rendered for the conve-
nience of the occupant. In other words, providing water,
heat, light, air conditioning, trash collection, or common-
area maintenance, for example, is a permissible activity
under the“ rentsfrom real property” analysis, but furnish-
ing hotel-type servicesis not acceptable.

If aREIT fails either the 75% or the 95% income test
for agiven tax year, but the failureis due to areasonable
cause, the REIT is permitted to pay apenalty tax equal to
100% of the amount by which the REIT failed therdevant
test, instead of losing REIT gtatus. If the REIT cannot show
reasonablecause, however, it will loseitsREIT tatus. Rea
sonable cause is shown by the use of ordinary business
careand prudencein attempting to satisfy the Code' sREIT
provisions.

D. The95% Distribution Requirement

A REIT generadly isrequired to distribute to its share-
holdersat |east 95% of itstaxableincome (excluding capi-
tal gains) yearly. Thisrequirement isintended to prevent a
REIT from becoming avehicle for income accumulation.
Inorder for adistribution to count for agiven year, it ordi-
narily must be either (a) made during the tax year or (b)
declared by March 15 of the following year and paid on
the next regular dividend date following the declaration.

As can be seen, this 95% distribution requirement pro-
vides another attractive incentive for many investors to
consider making investmentsin REITS, combining asthey
do long-term growth with areasonabl e assurance of peri-
odicdividendsontheir stock. (Thefact that aREIT isex-
empt from corporate taxation so long as it meets the 95%
distribution test and the various other tax tests also helps
to make the REIT an attractive tool for any private red
estate developer or financier seeking access to the public
capital markets.) Thereis, however, adownside: thispar-
ticular requirement is also perhaps the principa net cost

of organizing as a REIT, since it means that little or no
retained earnings can be generated to grow the REI T’ sbusi-
ness internaly. Accordingly, because of this lack of re-
tained earnings and because of REITS ongoing needs to
continueto acquire, devel op and expand, REI Tstend to be
more highly dependent than many -- if not most -- “C” cor-
poretions upon frequent infusions of equity capital (whether
through public or private stock offerings) and access to
debt at attractive interest ratesin order to fuel their ongo-
ing growth.

E. TheTaxesThat May Belmposed onaREIT.

Although a REIT generally receives pass-through tax
treatment, it is potentially subject to five different federa
taxes:

a A REIT issubject to normal corporateincometax on
any undistributed taxable income (including capita gains).

b. A REIT issubject to a4% excisetax to the extent that
it doesnot distribute substantially all of itstaxableincome
(including capitd gains) by theend of thetaxableyear. That
tax is designed to eliminate the benefit from the one-year
deferrd of incomethat arissswhenaREIT paysadividend
at the beginning of ayear and eectsto have the dividend
relate back to the previousyear. Certaindividendsthat are
paidin January aretreated ashaving been paid at theend of
the preceding year for purposes of both applying the ex-
cisetax and determining the income of the REIT’ s share-
holders.

c. A 100% pendty tax isimposed ontheamount by which
the REIT fails to pass either the 75% or the 95% income
test.

d. Regular corporate income tax isimposed on income
from foreclosure property that is considered inventory.

e. A 100% pendlty tax isimposed on gainsfrom prohib-
ited transactions, which are defined as dispositions of in-
ventory (other than foreclosure property). Thistaxisin-
tended to prevent aREIT from acting as adeal er with re-
spect torea property, mortgageloans, or any other assets.

All of the abovetaxesmay, however, generdly beavoided
by appropriate action on the part of the REIT.

F. Taxation of REIT Shareholders.

Distributions made to a REIT’ s shareholders out of its
earnings and profitsare generaly treated as ordinary divi-
dends. REIT digtributions, however, are not eligible for
the dividends-received deduction that is normally avail-
able to corporate shareholders.

REIT distributions generally are taxed to shareholders
inthetaxableyear inwhichthey arepaid. Theoneexcep-
tionisthat any dividends declared inthelast quarter of the
taxableyear and paidin January of thefollowing year are
taxed to shareholdersin the year of declaration. For in-
stance, if aREIT declares aquarterly distribution in No-



vember 1997, which will be payabletoits shareholdersin
January 1998, this distribution will remain taxable to the
REIT’ sshareholdersfor thetax year ending December 31,
1997.

A REIT may designate aportion of its distributionsfor
any year as capital gain distributions, provided that the
amount so designated does not exceed the REIT’ snet capi-
tal gain for theyear. Amounts designated as capital gain
distributions are taxed as long-term capita gains to the
shareholders.

A REIT aso may elect to retain and pay incometax on
any net long-term capital gainthat it receives. Inthat case,
the REI T’ s shareholderswould includein their income as
long-term capital gain their proportionate share of the
REIT’ sundistributed long-term capital gains. In addition,
the shareholders would be deemed to have paid their pro-
portionate share of thetax paid by the REIT, whichwould
be credited or refunded to the sharehol ders.

Distributionsin excess of aREIT’ searningsand profits
aretreated as anon-taxable return of capital to the extent
that they do not exceed a shareholder’ s adjusted basisin
hisstock. Any distributionsin excess of basisaretreated
as gain from the sale of the shareholder’s stock. L osses
of the REIT (whether attributable to operations or to de-
preciation) are not passed through to sharehol ders.

REIT distributions are treated as portfolio income for
purposes of the passive activity loss rules. Thus, REIT
distributionsreceived by ashareholder whoisanindividua
cannot be offset by losses from an investment in ared
estate limited partnership until the shareholder has dis-
posed of hisentireinterest in that partnership.

REIT distributions generally are not considered to be
unrelated businesstaxableincome (“UBTI") -- and, there-
fore, taxable income -- for pension plans and other tax-
exempt investors, unless such an investor borrows to ac-
quirethe REIT sharesor the REIT isclosely held by pen-
sionplans.

G. The“REIT Modernization Act:” The Taxpayer
Refund and Relief Act of 1999.

On August 5, 1999, Congress passed the Taxpayer Re-
fund and Relief Act of 1999 (the“TRRA”). Thislegida-
tion contains several provisionsthat would affect REITS,
notably the overhaul of tax rules applicableto REIT tax-
able subsidiaries. Despite the Clinton administration’s
threatened veto of the TRRA at the time of writing, it ap-
pears likely that most of the provisions summarized be-
low will be included in any tax bill to be ultimately en-
acted.

(i) TaxableREIT Subsidiaries

Current Law: Currently, REITsusetaxablesubsidiar-
ies to conduct businesses or provide services related to
their real estate activitiesto third parties. REITs cannot
conduct those activities directly because theincome from

these activitieswould not bequalifying REIT income (“ bad
income”). (For example, some hotel REITs have taxable
subsidiariesthat conduct third-party property management
businesses, and some mortgage REI Ts have taxable sub-
sdiariesthat originate, service, and sall mortgages.) REITs
also usetaxable subsidiariesto own property that they can-
not own directly, such as property that generates bad in-
comeor that isconsidered inventory. Under current law, a
taxable subsidiary generally cannot perform “ non-custom-
ary” servicesto the REI T’ stenantswithout generating bad
incomefor the REIT.

At present, these REIT subsidiaries generaly arefully
taxable corporationsin which aREIT owns, directly or in-
directly, up to 99% of the value, but not more than 10% of
the voting stock. All or substantially al of the taxable
subsidiary’ svoting stock generdly isowned by aparty that
is“friendly” to the REIT (i.e., afounder, director, senior
officer or other affiliate of the REIT). Presently, aREIT
may not own more than 10% of the voting stock of atax-
ablesubsidiary. Inaddition, the value of the stock of each
taxable subsidiary owned by aREIT cannot exceed 5% of
thevalue of the REIT’ sassets. Although ataxable subsid-
iary isfully subject to corporateincometax onitstaxable
income, therdated REIT and its shareholders benefit from
their participation in the after-tax income it derives from
arelated or synergistic business.

TheTRRA: TheTRRA woulddlow aREIT toownupto
100% of the stock of a“taxable REIT subsidiary” (“TRS").
Under the TRRA, aTRS could provide both “ customary”
services and “ non-customary” services to the tenants of
itsaffiliated REIT and otherswithout causingthe REIT to
receive bad income. A TRSalso could conduct other ac-
tivitiesbut could not operate, manage, or providefranchise
servicesasto hotelsor health carefacilities. A TRS' abil-
ity to provide servicesto a REI T’ s tenants would enable
the REIT to provide competitive services to its tenants,
thus generating tenant loyalty, to operate more efficiently,
and to have more control over the services provided toits
tenants. REITsand their shareholdersalso would receive
the benefit of the after-tax income derived from providing
those services.

Under the TRRA, aREIT canleaseproperty toaTRS, so
long as at least 90% of the leased spacein the property is
leased to persons other than TRSs and other personsin
whom the REIT hasa10% or greater ownership interest.
Thiswould enablea TRSto lease spaceinthe REI T’ sprop-
erty, through which the TRS could then provide servicesto
the REIT’ stenants or conduct arelated business. 1n addi-
tion, the TRRA alowsahotel REIT to lease any non-ca-
sino hotelsto a TRS as long as the TRS does not operate
or managethehotds. Instead, the hotels must be operated
by athird-party hotel manager who aso operates hotels
for personsthat are unaffiliated withthe REIT and the TRS.
(Under current law, a hotel REIT cannot lease hotels to
any lessee in which it owns a 10% or greater interest.)
That provision would allow hotel REITs and their share-
holders to share a greater portion of the revenues from
those REITS hotels.



The TRRA generaly (1) limits the tax deductibility of
interest paid or accrued by aTRSto itsaffiliated REIT to
assure that the TRS is subject to an appropriate level of
corporate taxation, and (2) imposes a100% excisetax on
any transactions not conducted on an arm’ s-length basis
between aTRS and its affiliated REIT or the REIT' sten-
ants. That excise tax generaly would apply to any rent,
interest, or other deductible amount paid by a TRSto a
REIT in an amount determined to be more than what one
expects in anegotiated transaction between third parties.
Otherwise, aTRS could significantly reduceitstaxablein-
come by paying above-market rent or interest tothe REIT.

Rulesfor Non-TRS Taxable Subsidiaries: Under the
TRRA, ataxable subsidiary and therelated REIT will be
required to make an election in order for the subsidiary to
be treated asa TRS. |If no eection is made, the taxable
subsidiary will be subject to two ownership rules. First,
the TRRA retainsthe current rule that the val ue of the stock
of each taxable subsidiary owned by aREIT cannot exceed
5% of thevalue of the REIT’ sassets. Second, the TRRA
modifiesthe current 10% asset test to prevent aREIT from
owning morethan 10% of thevoting power or value of the
stock of anon-TRStaxable subsidiary. Current law only
preventsaREIT from owning morethan 10% of thevoting
stock of ataxable subsidiary. That provision generally re-
quires REI Tswith existing taxable subsidiariesto convert
them into TRSs because most REITs own more than 10%
of the value of existing taxable subsidiaries. Overal, no
more than 25% of a REIT’ s assets may consist of securi-
tiesof TRSsand other taxable subsidiariesunder the TRRA.

EffectiveDate: The TRSprovisionsof the TRRA would
apply for taxable yearsbeginning after December 31, 2000;
however, ataxable subsidiary in existenceon July 12, 1999
would be* grandfathered in,” with certain exceptions. Ex-
isting taxable subsidiaries could be converted into TRSs
on atax-free basisbefore January 1, 2004. Theeffective
date generally would prevent existing taxable subsidiaries
from expanding, with REITs generally needing to convert
existing taxable subsidiariesinto TRSs, instead.

In summary, the TRS provisions of the TRRA havethe
following benefitsfor REITSs:

» A REIT couldownall of thestock, including all of the
voting stock, of a TRS and thereby avoid al of the head-
achesinvolvedinfinding a“friendly” holder for thevoting
stock of ataxable subsidiary asisrequired under current
law.

» A TRScould provide “non-customary” servicesto a
REIT stenantswithout generating bad incomefor the REIT.
Hence, REITs could provide competitive servicesto their
tenants, operate more efficiently, and have more control
over the servicestheir tenantsreceived. REITsand their
sharehol dersalso would reap thefinancial benefits of pro-
viding those services. Under current law, ataxable subsid-
iary generally cannot provide non-customary servicesto
the REIT’ stenantswithout causing the REI T to receive bad
income.

» A hotel REIT could lease hotelsto a TRS aslong as
the hotel is operated by athird-party hotel manager. Un-
der current law, ahotel REIT cannot |lease ahotel to atax-
able subsidiary inwhich it owns 10% or more of the stock
without generating bad income.

On the other hand, the TRRA a so imposes certain “toll”
chargesor tax costson REITs:

» Thetax deductibility of interest paid by a TRSto the
REIT or an affiliate of the REIT will belimited.

* Severe penalties may beimposed on payments of ex-
cessiveamountsfromaTRSto the REIT or excessive de-
ductionsby aTRSfor servicesprovided tothe REIT’ sten-
ants.

» TRSs cannot manage, operate, or franchise hotels or
health care properties.

* Exigting taxablesubsidiarieswould continueto begov-
erned by current law, but they could not expand their busi-
ness activities or assets after July 12, 1999 without be-
coming subject to the modified 10% asset test described
above. Most existing taxable subsidiaries are not struc-
tured to satisfy the modified 10% asset test.

(i) Other Provisions

Other TRRA provisions prevent the formation of
“closaly-held” or “captive’ REITSs, changethe REIT distri-
bution requirement from 95% to the 90% level currently
applicableto mutua funds, modify the rulesfor determin-
ing whether acorporation isan “independent contractor”
withrespect toaREI T, and permit aREI T to own and oper-
ateahedlth carefacility for at least two years after acquir-
ing the facility through foreclosure.

I11. A Surfeit of Choices. TheSpecialized REITs
A. TheBasicREIT Types

Severd REIT subtypeshave devel oped from thetwomain
typesof REITsdiscussedin Part 1.D (i.e., equity and mort-
gage REITs), and these have established nichesinthe REIT
market at large. These species of REITs include the fol-
lowing:

» A hybrid REIT, asthename suggests, ownsacombi-
nation of equity and mortgage interestsin properties.

* AfinitelifeREIT, or “FREIT”, setsforth in the of -
fering documentsfor its securitiesatermination date (usu-
aly, seventofifteen yearsfrom the REI T’ sdate of incep-
tion) and aninvestment strategy.

» A special purposeor dedicated REIT investsina
singletype of property and may betied to aparticular de-
veloper or user of real estate. Certain REITsinvestina
variety of property types (e.g., apartments, hotdls, sdlf-
storage facilities, restaurants, golf courses, office build-



ings, shopping centers, etc.), while many moretend to spe-
ciaize in one exclusive property type or in certain seg-
mentswithin aparticular real estate property market (e.g.,
not merely hotels, but in full-service, limited service or
extended stay hotels). Additionaly, some REITsfocustheir
investmentsin specific geographical regions (e.q., owner-
ship of propertieslocated only in the southeastern United
States).

» Asingleproperty REIT investsinone, usualy very
large, property (e.g., Rockefeller Center iscurrently owned
by asingle property REIT).

 Anumbrédlapartnership REIT (“UPREIT”) isa
REIT inwhich the REIT itself doesnot own adirect inter-
estin properties. Rather, the REIT ownsadirect interest,
as the general partner (either itself or through a wholly-
owned subsidiary), inan “umbrella’ limited partnership.
The UPREIT umbrellapartnership (al so frequently called
the REIT’ soperating partnership) ownsadirect interestin

properties. (See Appendix A.)

*  AnIPO surgein 1992-93 because of the cheaper
costsof capital then availablein the public markets meant
better returns on investment and led to the rejuvenation of
REITs. In this period, the UPREIT concept was first
adopted by tax and securitieslawyers. At roughly thesame
time, the UPREIT modd was discovered by investment
bankers to be an ideal vehicle by which anewly formed
REIT could reach an appropriate sizeto readily accessthe
public capita markets. This mgjor structural innovation
helped foster the move from private to public ownership,
led to the creation of the“baby” REITS, i.e., thoseformed
from 1992 today, and revitalized the REIT industry at large.
When adapted by older REITsto becomethe basisfor the
DOWNREIT structure (see below), additionally, the
UPREIT model helped provide anew leaseon lifefor sev-
eral older REITswhaose opportunitiesfor growth had hith-
erto been thwarted.

+ “DOWNREITs:” By comparison to UPREITS,
“DOWNREITs” (dsocdled“Down-REITS’) are now en-
countered more frequently with many REITs formed be-
fore1992. In such older REITS, properties may have been
initially held at the REIT level, but, in order to obtain many
of the benefits of the UPREIT model -- particularly the
ability to defer taxable gains through issuance of limited
partnership interests to sellers of real property; see Part
IV, “*Doingthe Ded’ : REIT Formation and Securities/Fi-
nancing I ssues- The Fundamental SecuritiesLaw Aspects
of REITS’ below -- one or more new subsidiary partner-
shipsmay beformed, and many or al newly acquired prop-
ertieswill be held and owned at thelevel of these subsid-

iary partnerships. (See Appendix B.)

Another prime example of thetrend towards specidiza
tioninthe REIT industry isthe healthcare REI T, whichis
treated by some industry experts as a different category
from equity, mortgage and hybrid REITs and which oper-
ateseither through purchase/sal elease-backs of healthcare
facilities or through mortgages that are secured by
healthcare facilities.

B. “Paired-Share’ and “Stapled” Structures: The
“Grandfathered” REITs.

The primary advantage of the paired-share REIT and
stapled REIT models is the ability of these two types of
REITs both to own and operate virtualy any real estate
asset class in a more tax-efficient structure than can ei-
ther conventional REITsor “C” corporations. While most
REITs cannot directly operate properties in which their
earnings are not derived from rents or leases but result
from other types of saes (e.g., gaming casinos, hotel op-
erations and stores), paired-share and stapled REITs can
effectively both own and manage such properties, deriv-
ing their revenues not only from rental income but from
property operations as well. Hence, paired-share and
stapled REITs have at | east three advantages: (1) they re-
celve the tax benefits offered by the REIT provisions of
the Code; (2) unlike conventional equity REITS, they can
invest in operational ly intensive businesses, yet maintain-
ing operational control over their real estate assets; and
(3) al'so unlike conventional equity REITS, their investors
derive the full economic benefits of both ownership and
management of those real estate assets.

Paired-share and stapled REI Tsare considered (and are
often called) “grandfathered” REITS, inasmuch as these
REITs were formed in the 1970s and 1980s before the
implementation of 1984 federal legidationthat eliminated
the ability to create new paired-share or stapled REI Tsbut
that granted the few then-existing REITs of that type the
right to continue to operate in such form. Theseincluded
Hotd Investors Trust (later acquired by Starwood Capital,
which then formed Starwood L odging); SantaAnitaRealty
(later acquired by Meditrust); CaliforniaJockey Club (later
acquired by Petriot American Hospitality); First Union Red
Estate; Hollywood Park; and Corporate Property Investors
(aprivateREIT).

The primary difference between paired-shareand stapled
REITsis structural. (See Appendices C and D). In es
sence, however, both paired-share and stapled REITscon-
tain two companies whose stock is“ paired” or “ stapled,”
so that their sharestrade asasingle unit. Asaresult, the
two companies -- the REIT and the operating company --
are owned by the same stockholders.

Theleading competitive advantages-- or, rather, the per-
ceived advantages -- of the“ grandfathered” REITsinclude
the following: (&) the dimination of conflicts of interest
that arise from leasing propertiesto amanagement-owned
lessee and operational conflicts created by the potentially
divergent interests between an asset’ sowner and manage;
(b) the elimination of leakage (i.e., the excessprofits cre-
ated at alessee level after payment of al operating ex-
penses and | ease payments back to the REIT under aper-
centage |ease operating structure) because any economic
advantage lost to the REIT under the participating lease
structure and retention of leakage by the lesseeis till ul-
timately retained by the REIT’ sshareholders, who dso own
sharesinthe “C” corporation operating company/lessee;
(c) the benefit to shareholders of management teams' op-
erational expertisein driving property-level performance;



(d) the benefit of the operating company’s unrestricted
ability to operate businesses otherwise precluded toaREI T,
sothat it can operate certain real estate-rel ated businesses
(e.g., casinos, hotdls or golf courses) that typically de-
mand high levels of customer service; and (€) the ability
to pay marginally higher pricesfor assetsand charge mar-
ginaly lower rentsfor the same assetsthan their similarly
valued but fully taxed counterparts structured as“ C” cor-
porations or as non-paired REI Tswith someleakage.

Recent criticisms (some of which are erroneous, includ-
ing the charge that they are totally exempt from federa
taxation) may potentially threaten many of the tax advan-
tages offered by the paired-share and stapled REITs. The
Clinton administration’s budget proposals for the 1999
federal fiscal year recommended tax |egidation with sig-
nificant potential effectson various REITs. Among other
things, the practical effect of these proposals would, if
enacted, “freeze’ the ability of the“ grandfathered” REITs
to acquire substantially new assets or to engage in anew
line of business after the date of first committee action by
the Ways and Means Committee of the House of Repre-
sentatives. These concerns have partially helped encour-
agethe development of yet another type of REIT structure
--the“ paperclip” REIT.

C. “Paperclip” REITs

The paperclip REIT, ancther relatively recent innova-
tion intended to capture all of the competitive advantages
of the“grandfathered REITS ” mode for thenewer REITs
but without subjecting them to the risks presented by the
Clinton administration’s tax proposals, provides similar
economics to the paired-share or stapled REIT structure
but with less of adirect structural linkage between there-
lated entities.

Inthiscase, the REIT forms an operating company (usu-
aly,a“C” corporation) that will (1) lease propertiesfrom
the REIT; (2) pursue certain opportunities that cannot be
undertaken by the REIT; and (3) acquire certain assetsthat
cannot be held by the REIT dueto thetax concernsarising
from thetwo asset tests' requirements. Moreover, the same
leading advantage offered by the “ grandfathered” REIT
structure -- the elimination of leakage and the operation
of the REI T’ sassetswithin arelatively self-contained, au-
tarchic universe, while avoiding the obvious conflicts of
interest inherent in asystem in which the lessee/operating
company islargely owned by the REIT’ s own management
-- are offered to the REIT’ s sharehol ders by the paperclip
REIT gtructure. Unlike the paired-share REIT, though,
whereboth companies’ stockstrade asasinglelinked unit,
theREIT andthe“C” corporation are separate public com-
panies, whose stockstrade separately. Thetwo organiza
tions are “ paperclipped” together through an inter-com-
pany agreement. This agreement (a) gives the operating
company aright of first refusal to lease and manage al
future properties acquired by the REIT, and (b) provides
the REIT with a similar right of first refusal to acquire
properties presented to it by the operating company. In
addition, the two companies share certain senior members
of management and board members, which arrangements

are intended to fully align the two companies’ interests
for the benefit of both companies shareholders. (See Ap-

pendix E.)

Once formed, the newly formed operating company is
“gpun off” to cresteanew publicly traded corporation, com-
pletewith itsown magjority of independent directorson its
board who are, moreover, largely separatefromthe REIT's
board, so as to reduce (if not eliminate outright) the po-
tential conflictsof interest withinthe system. Each share-
holder of the REIT receives one or more shares of the
operating company’ s separately traded common stock, thus
givingthe REI T’ sshareholdersthe benefitsof (a) theREIT's
ownership of real estate and (b) the “paperclipped”
operator’'s management and operational capabilities. In
theory, if the REIT's and operating company’s separate
teams of independent board members do their jobs cor-
rectly, the potential and actual conflicts of interest facing
the paperclip REIT system would be minimized.

Ascomparedtoaconventiond REIT, the paperclip REIT
structure providesinvestorswith greater flexibility. They
may invest separately (a) at the REIT level for steady rea
estate growth and income, (b) at the operating company
level for growth through operating leverage, or (c) in both
entities jointly. Compared to a paired-share REIT, a
paperclip REIT dso costsmuch lessto structureand imple-
ment; offers significantly easier tax-free acquisitions of
corporate targets; and enablesinvestorsto invest indepen-
dently in two different entities, depending on their invest-
ment objectives. Like the UPREIT and DOWNREIT,
moreover, apaperclip REIT may aso use units of limited
partnership interest (as will be explored in the next part)
as an adternative “acquisition currency” for tax-sensitive
real property sdllers.

IV. “DoingtheDeal”: REIT Formation and Securi-
ties/Financing | ssues

A. Tax Issues Involved in Forming and Financing
REITs

If an owner of appreciated real estate transfersthered
estateto aREIT inexchangefor REIT shares, such atrans-
fer istaxableif it resultsin any material diversification of
the owner’s investment. In addition, even if thereis no
diversification of investment, taxable gain is recognized
to the extent that the REI T assumes any liabilitiesencum-
bering the transferred property in excess of the owner’s
basisinthat property. Accordingly, itisgenerally unusua
for appreciated rea estate to be transferred directly to a
REIT in situations where the existing owner wantsto re-
celvetax-deferred treatment. Theexisting owners desire
for continued tax deferral normally is satisfied through
the use of the umbrellalimited partnership— “UPREIT”
— structure (or the DOWNREIT structureif an existing
REIT did not beginlifeasan UPREIT).

Inthecaseof an UPREIT, existing ownerstransfer their
propertiesto anewly-formed umbrellalimited partnership
under the aegisof the REIT, rather than directly tothe REIT
itself, in exchange for units of limited partnership inter-



ests (commonly referred to as “Units’) in the umbrella
partnership. The REIT acquiresacontrolling generd part-
nership interest in theumbrelapartnership (also frequently
called the “ operating partnership”), in exchange for con-
tributing most or al of the net proceeds from the REIT's
initial public offering and any subsequent offerings of the
REIT’ s capital stock. Because transfers to a partnership
are subject to more lenient tax rules than transfers to a
REIT (i.e., the rules regarding diversification of invest-
ment and liabilities in excess of basis do not apply), the
existing owners typically are able to defer part or al of
the taxable gain embedded in the transferred properties.
In order to provide liquidity to the existing owners, the
Units of limited partnership interestsin the UPREIT um-
brellapartnership that they receive generally are redeem-
ablefor cash or, generally at the soleelection of the REIT,
for shares of the REIT’s capital stock on a one-for-one
basis at any time more than one year after the completion
of the REIT s initial public offering (“IPO"). (See Part
IV.B, “The Fundamental SecuritiesLaw Aspectsof REITs-
A Cautionary Word on Rall-Ups’ below, for moreon this
one-year holding period.) Furthermore, potentia sellers
of propertiestothe UPREIT after completion of theREIT's
I PO can negotiate and receive Unitsinthe UPREIT in ex-
changefor theinterestsin their properties, with precisely
the same benefits of tax deferral and liquidity to such later
sdlersasif they had been original property contributors
tothe UPREIT at thetime of the | PO.

A number of special tax issues arise in implementing
the UPREIT gtructure. Theseincludethefollowing:

a. A disguised sale may result if the existing owners (1)
arerelieved of ligbilitiesthat wereincurred withinthetwo
years prior to the transfer (other than to acquire or im-
prove the encumbered property or to refinance existing
debt) in connection with the formation transaction or (2)
receive cash or property (other than normal operating dis-
tributions) from the UPREIT umbrellapartnership within
two years after the formation transaction. A disguised-
sale presumption asowill ariseif aredemption of UPREIT
Unitsfor sharesof REIT stock occurswithin two years of
theformation transaction. That presumption can beavoided
by having the REIT, instead of the umbrella partnership,
satisfy the existing owners' redemption option. In addi-
tion, that presumption could be rebutted by demonstrating
that the redemption was motivated by post-transfer events.

b. Gainfromrelief of liabilitiesmay result if theliabili-
tiesof an existing owner that are assumed by the UPREIT
umbrella partnership exceed the sum of (1) the share of
the umbrella partnership’ sliabilities that are allocated to
the existing owner and (2) the existing owner’s basisin
the properties being contributed.

c. Gainfromrdief of liabilitiesmay result from the pay-
off by the UPREIT umbre lapartnership of liabilitiesthat
are assumed from an existing owner. The umbrella part-
nership generally can refinance nonrecourse liabilities of
the existing ownersthat it assumeswithout triggering rec-
ognition of gain from relief of liabilities, as long as the
partnership maintains anonrecourse debt balancewith re-

spect to thetransferred property equal to the principal bal-
ance of the nonrecourse liabilities assumed with respect
to that property.

d. An UPREIT umbrelapartnership could be classified
asapublicly-traded partnership (“PTP”) if it failsto meet
one of the safe harborsfrom PTP status set out in recently
issued IRSregulations. The private placement safe harbor
istheonemost commonly relied uponby REITS umbrella
partnerships. In order to qualify for that safe harbor, al
interests in the umbrella partnership must be offered in
private placements, and theumbrellapartnership must have
no morethan 100 partners. If PTP statusapplies, it would
resultin (1) corporate taxation of the REIT umbrellapart-
nership, (2) recognition of deferred gain by the existing
owners, and (3) disqudification of the REIT unlessat least
90% of the umbrella partnership’s income consisted of
passive-type income (e.g., rents from rea property and
gainsfromthedisposition of red property). Most UPREIT
umbrella partnerships would meet the 90% passive-type
income exception because their income consists prima:
rily of rentsfrom red property. However, even assuming
that an umbrella partnership qualifiesfor the 90% excep-
tion, PTP statuswould cause the existing owners not to be
able to use passive activity losses from other sources to
offset taxable income from the umbrella partnership.

B. TheFundamental SecuritiesLaw Aspectsof REITs
(i) Introduction

Aswith any other business entity offering or selling se-
curities, aREIT issubject to the federal Securities Act of
1933, asamended (the“ 1933 Act”) and the various state
securities (i.e.,, “Blue Sky”) laws. The implications of
securitieslaws on REIT securitiestransactionsinvolving
potential issuances of limited partnership interests in
UPREITsand DOWNREI Tsareparticularly noteworthy and
somewhat complex.

Many REITswith UPREIT or DOWNREIT partnership
structures offer potential sellers of properties Unitsin the
operating limited partnershipsin exchangefor their prop-
erties. Because of their ability to be generally redeemed
on aone-for-one basis for shares of REIT stock, Unitsin
UPREITs (and DOWNREITS) are structured to be the eco-
nomic and functional equivaent of REIT sharesof capita
stock. Further, as previoudly noted, Units are a particu-
larly valuable alternative form of “acquisition currency”
when compared with cash, since aseller taking Units can
readily defer his or her capital gain on the portion of the
consideration represented by the Units. Mostimportantly,
since Units are securities (much like shares of common
stock), they are subject to the applicablefedera and state
securitieslaws governing registration of securitiesand ex-
emptions from registration.

Compliance with these laws, however, often forces
REITsto make anumber of demandsthat are often some-
what time-consuming, costly and difficult for existing own-
ers and potential sellers of propertiesto UPREITs to un-
derstand or readily accept. A brief overview of the appli-



cable securitieslaws and other securitieslaw issues perti-
nent to REITsfollows.

(ii) An Overview of the Securities Laws and the Ap-
plicable Exemptions from Registration

Asafundamental matter of securitiesregulation, all secu-
rities—including sharesof REIT capitd stock and UPREIT
Units—must either be (a) registered under the 1933 Act
and state Blue Sky lawsor (b) exempt from registration by
virtue of avalid statutory or rule-based exemption. Any
violation of the 1933 Act and its accompanying rules and
regulations or of state Blue Sky laws in connection with
an UPREIT property acquisition involving theissuance of
Units creates aright to rescind the Unit i ssuance compo-
nent of the transaction, thereby “unwinding” theissuance
of Units and triggering a host of related difficulties and
expenses. Obvioudly, in order to avoid such an outcome,
REITs must strictly comply with the 1933 Act and itsre-
lated regulationsin connection with an acquisition of real
property combined with an issuance of Unitsin thetrans-
action, while also ensuring compliance with the relevant
state Blue Sky laws, to avoid creating rescissionary rights.

Registration under the 1933 Act can easily be ahighly
time-consuming and costly undertaking. It can take any-
wherefrom 45 days, a abare minimum, up to eight months
for a registration statement to undergo the drafting, re-
view and clearance process with federal and state securi-
tiesexaminers. An“al-in” minimum expense of at least
$150,000isfairly typical for such registrations at the | PO
stage, although the total costs and expensesincurred are
frequently much greater. Registrationviathe 1933 Actis,
of course, the procedure by which REITs and other com-
paniesthat are originally privately held typically become
public companies through the | PO process.

In most cases, | PO registrations of REIT securitiesare
made by the use of aregistration statement on Form S-11.
TheForm S-11isexplicitly applicableto REITsand other
types of red estate issuers of securities and differs from
theregistration statement on Form S-1 used by most com-
panies for their IPOs in terms of the amount and type of
detail required in its disclosures. These include, for in-
stance, specific disclosuresrelating to the REI T’ sinvest-
ment policies; real estate assets owned or identified for
purchaseby the REIT; financial and operating datafor sig-
nificant property acquisitions; and tax considerations ap-
plicableto REITsand their prospectiveinvestors.

Any regigtration of Unitswith thefederal Securitiesand
Exchange Commission (the* SEC"), however, would Smi-
larly requirethe UPREIT umbrellapartnership also to be-
come subject to the registration and filing requirements
of both the 1933 Act and the federal Securities Exchange
Act of 1934, asamended (the* 1934 Act”). Therefore, the
additional time and expense (and potential liabilities) in-
curred with 1934 Act registration generaly militate against
UPREIT partnershipswillingly becoming 1934 Act regis-
trants. Asadirect consequence of these concerns, virtu-
aly all UPREITs structuretheir Unit issuances insuch a
way asto attempt to take advantage of the so-called “ pri-
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vate placement” exemption from federal and state securi-
ties registration requirements.

Thetouchstoneof private placement analysisbeginswith
Section 4(2) of the 1933 Act. This statutory provision
exemptsfrom federal securitiesregistration any offersand
salesof securities” not involving any public offering.” The
statutory language of Section 4(2) isbrief and fairly per-
functory, and courts have generally interpreted it to mean
that the securities ostensibly exempt offered under the
transaction (&) cannot be offered through any sort of “ gen-
era solicitation” (i.e., by meansof television, radio, print
advertisements, direct mail, and similar forms of mass
communications) and (b) the potential buyers of the secu-
ritiesmust be so “ sophisticated” asto beableto “fend for
themselves.”

As agenera rule for securities issuers, this statutory-
based exemption is highly useful, since its requirements
are simple and relatively non-technical. It is frequently
relied on when “unaccredited” investorsareinvolvedina
potential securities transaction. For the UPREIT, how-
ever, Section 4(2) hastwo substantial disadvantages. Firdt,
itsapplication is heavily dependent on caselaw and judi-
cid interpretation andis, thus, uncertainandrisky toalarge
degree. Itsvery brevity and smplicity arethereforeboth a
boon and a drawback to issuers such as UPREITs. Sec-
ond, despite this statute’ s primacy at the federal leve for
potential SEC filings, each UPREIT must still ensurethat
it complies with the applicable state laws and Blue Sky
regulations in each jurisdiction where prospective Unit
holdersmay reside. Hence, given the potentid risksasso-
ciated with any failure of anissuer to meet Section 4(2)’s
statutory exemption (most obvioudly, the potentia appli-
cation of rights of rescission) and the costs of Blue Sky
compliance on astate-by-state basis, many UPREI Tshave
instead opted to rely exclusively onthe* safe-harbor” ex-
emption from registration provided by SEC Rule 506 pro-
mulgated under the 1933 Act.

Oneof the severa federd rulespromulgated under Regu-
lation D of the1933 Act—"Reg D”— Rule 506 provides
asafe-harbor exemption for private placements conducted
under Section4(2). A privateoffering will fall within Rule
506’ ssafe harbor if each of thefollowing essential condi-
tionsaremet: (i) there are no more than 35 “ unaccredited
investors;” (ii) all unaccredited investors, either alone or
with arepresentative, possess adequate sophistication to
evaluate the risks and merits of the potential investment;
(iii) the offering of the securities in question is not made
through any general solicitation; (iv) the issuer uses rea-
sonable careto ensure that the securities are not purchased
“with aview to distribution;” and (v) aForm D (a short-
form notice of sale of securities) is filed with the SEC
within 15 days after thefirst sale of the securitiesin reli-
ance on the exemption.

If unaccredited investors participate in a Rule 506 pri-
vate placement, under Reg D’ sRule 502, the UPREIT must
provide them with more extensive disclosures about the
UPREIT. Thesedisclosuresaremuchlikethat providedin
aregigtration statement for an PO of stock and are made



in the form of a private placement memorandum. To
avoid this requirement, many UPREITs will require al
unaccredited investors to take cash instead of Units for
their respective portions of the purchase price for aprop-

ery.

Private placements made in accordance with Rule 506
have another additional advantagein that they are exempt
from most state securitieslaws. Since Reg D’ spromulga-
tion at thefederal level, the mgjority of states have adopted
auniform limited offering exemption—*ULOE"—that is
largely based on Regulation D’ srequirements. Therefore,
for many states, compliance with Rule 506’ srequisites at
the federal level will generally satisfy their Blue Sky re-
quirements as well. Further, for securities listed on na-
tional stock exchanges, the federal National Securities
Markets Improvements Act of 1996 (the“NSMIA”") pre-
empts such securities from al state securities laws asto
registration, while allowing for certain fraud and notice
filingsat thestatelevel. UPREITsarewell advised, how-
ever, to examine closaly the laws of each jurisdiction in
which a potentia recipient of Units may reside, in order
to confirm any natice filing requirements that states may
still require in the wake of the NSMIA, or, for non-pub-
licly traded securities, to ensure compliance with any oth-
erwise gpplicable Blue Sky and UL OE requirements.

(iii) A Trap for theUnwary: TheDoctrineof
I ntegration

In applying the various statutory (i.e., Section 4(2)) and
Reg D private placement exemptions, courts and the SEC
will “integrate” offeringsthat are considered to be part of
the same plan of financing and include the same, or sub-
stantially similar, securities that are offered at the same
time, for the same purpose and for the same consideration.
Under theintegration doctrine, the two separate offerings
aredeemed to be part of aunified, singlefinancing “ pack-
age,” against which all of the exemptivetestsarethen ap-
plied.

The SEC's staff has, with some consistency, taken the
position that shares of REIT common stock and UPREIT
Units are effectively one and the same security. Conse-
quently, REITs must take great care to avoid integrating
their public offerings of shares of REIT common stock
with private placements of Unitsoffered by their UPREIT
subsidiaries. If the two offerings were to be integrated,
the private offering exemption would be unavailable be-
causethe general solicitation of the public offering would
be deemed to have applied to the private placement of Units
aswell. (Recal that, to beavalid private placement, no
“general solicitation” can occur.) Consequently, the
UPREIT would havesoldthe privately-placed Unitsinvio-
lation of the 1933 Act, with the resulting application of
rights of recession for the Unit holders as the likely rem-
edy for the violation. Helpfully, however, SEC Rule 152
and its Black Box, Inc. no-action letter provide some use-
ful guidelinesto direct REITsin how to conduct their pri-
vate offerings of UPREIT Unitsthat occur in close prox-
imity to public offerings of REIT shares.
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First, al investment decisionsinthe UPREIT’ s private
placement of Units must be made before the filing of the
registration statement in connection with the public stock
offering of REIT shares. If the private offering of Units
cannot be completed before the filing of the registration
statement, then the compl etion of the investment decision
made by potentia recipients of Units(e.g., theindividua
members of asalling partnership) must be documented by
executed purchase and sale agreements. Thetermsof such
agreements must include no contingencieswithin the con-
trol of the sdller (i.e., the potential recipient of the Units)
so that the seller’ sinvestment decisions would not be re-
garded as being complete and irrevocable. Furthermore,
no amendmentsare permissibleto the UPREI T’ s purchase
and sd e agreementsfollowing thefiling of the REIT’ sreg-
istration statement for its shares of stock.

Second, no offers of Units can be made for thirty days
after the closing of the public offering of the shares of the
REIT sstock. This*cooling-off” period islongstanding
and commonly accepted “lore” inthe REIT industry. There
is, however, presently no official regulatory (i.e., SEC) or
judicia pronouncement on the question, and there are many
REITsthat choose not to adhereto thisview.

(iv) UPREIT UnitsAre" Restricted” Securities

Because UPREIT Unitsare generally sold without reg-
istration under the 1933 Act and state “Blue Sky” laws,
they are considered to be “restricted” securities. This
means that — just as they were originally issued subject
to an exemption from registration — they cannot befreely
transferred by the holder without federal or state registra-
tion or without the availability of an applicable exemption
from such registration. Most UPREITS agreementsof lim-
ited partnership impose additional restrictions on trans-
fers, assignments, hypothecations or pledges of Units. In
most cases, these agreements of limited partnership also
make all such transfers, assignments, etc. subject to the
genera partner’ ssoleveto power.

As aresult, finding alternative sources of liquidity for
the Unit hol ders assumes greater importance, particularly
for theholdersof Units. SeePart IV.C, “ Getting Liquidity
for UPREIT Units. Redemption Rights and Redemption/
Resd e Registrations’ below.

(v) A Cautionary Word on Roll-Ups

Roll-ups are transactions in which one or more finite-
lifelimited partnerships (or similar finite-life entities) are
combined or reorganized, with some or al of the inves-
tors in those finite-life limited partnerships receiving in
exchange new securities or securities in another entity
whichinvolvea" significant adverse change’ regarding vot-
ing rights, management compensation, term of existence
of the entity and investment objectives. A roll-up may be
structured as an acquisition, amerger, atender or exchange
offer or in some other fashion. In other words, any suc-
CEessor or acquiring entity that offers its securities to the
investors of any limited partnership or entity with afixed
life span, in any transaction(s) involving a merger, share



exchange, tender offer or similar acquisition, will be gen-
eraly subject to theroll-up rules.

The SEC, the Nationa Association of Securities Deal-
ers, Inc. (the “NASD”), the North American Securities
Administrators Association (“NASAA”) and several states
(notably, California) have each adopted detailed rulesre-
quiring the preparation and delivery to such partnerships
partners of extensive disclosures regarding the potential
roll-up transaction and the participantsin that transaction.
See, e.g., SEC Rule 901 et seq. These include, among
others, certain disclosures asto all compensation paid to
outside partiesin the potential roll-up and whether or not
afairness opinion wasobtained and provided for the mem-
bers of each affected partnership.

Theroll-up requirements are generaly considered to be
so burdensome, difficult both to implement and interpret,
and expensive to meet that virtually all UPREIT transac-
tions are structured with great efforts to avoid the poten-
tial application of theserules. Most transactionsdo so by
relying on an exemption for transactionsinvolving securi-
tiesto be either issued or exchanged that are not required
to be and are not registered under the 1933 Act. To pre-
servethisexemptionin light of the SEC' s position on the
integration of offeringsof Unitsand REIT shares (see Part
IV.B(iii), “A Trap for the Unwary: The Doctrine of Inte-
gration” above), most UPREITsdo not allow redemptions
of Unitsfor registered REIT shares to be made until the
Units have been outstanding for at least one year. Under
unwritten SEC staff interpretations, the filing of aregis-
tration statement to cover any redemption of Units for
REIT sharesthat is made either two weeks before or two
weeks after the one-year anniversary of theinitia receipt
of such Unitswill beregarded asbeing in compliancewith
this exemption.

Roll-up implicationsmay aso arisein the organization
of aREIT when propertiesheld by limited partnershipsare
acquired in connection with the REI T’ sformation transac-
tionsin exchangefor REIT stock or Unitsinthe UPREIT
partnership. When limited partnership interests are ac-
quired in aregistered offering of REIT sharesthat do not
meet the " seasoned issuer” exclusion (i.e., any transaction
generaly involving an entity with securities which have
been reported and traded no |ess than twelve months be-
forethe date theroll-up solicitation ismailed to investors
and where the securities to be issued in the roll-up do not
exceed 20% of the issuer’ s total outstanding securities),
theroll-up rulesmay apply.

When Unitsare acquired in aprivate placement, on the
other hand, the private placement exclusion may apply.
Close attention must be paid to the offer of both REIT
stock and Unitsto verify whether suchissuancesareavalid
public offering or private placement, respectively, and to
ensurethat integration concernsare met. Rule 152's" safe
harbor” from integration and the related five-factor test
set out inthe Black Box, Inc. no-action letter and Reg D’ s
Rule 502 should be scrutinized closely to determine
whether integration has occurred.
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C. GettingLiquidity for UPREIT Units. Redemption
Rightsand Redemption/Resale Registrations.

As noted above, to preserve certain SEC exemptions,
most UPREIT agreements of limited partnership provide
that holders of Units may require the UPREIT to redeem
their Units (whether originaly acquiredinthe REIT sIPO
or in connection with alater transaction) for cash after the
expiration of aone-year holding period, running from the
date of issuance of the Unitsin the particular transaction.
To preservethe UPREI T sliquidity, the partnership agree-
ment generaly will further providethat the REI T itself can
opt, initsdiscretion, to satisfy the redemption obligation,
either by ddlivering cash or shares of REIT stock for the
Unitson aone-for-onebasis. Thisprocedureisgenerally
known within the REIT industry astheredemption right.
Unit holders generaly negotiate for the right to require
the REIT to register the redemption shares following the
expiration of the one-year holding period, after which point
intime they may tender their UPREIT Units for redemp-
tion and conversion into shares of REIT common stock
and, in general, receive freely marketabl e securities once
the shares of REIT common stock issuable upon the re-
demption have been successfully registered with the SEC.

REITs generally employ two principa methods of reg-
istering redemption shares. First, they may register the
origina issuance of the redemption shares to the Unit
holders. Alternatively, they may register theresale of the
redemption shares to the public. Both methods of regis-
tration permit the holder of Unitsto sell redemption shares
without restriction, although with nuanced differencesto
the REIT itsdlf.

Thefirst method is, for the REIT’ s purposes, generdly
much cleaner and easier to utilize in its application than
the second. Although the SEC staff requiresthat the reg-
istration statement covering the redemption sharesbefiled
not earlier than two weeksbefore thefirst anniversary of
the issuance of the Units and not later than two weeks
after that first anniversary, it doesresultinthe REIT’ sabil-
ity toddliver fully registered and readily marketable shares
to Unit holders immediately upon redemption. The tim-
ing restrictions on the filing are derived from the SEC
staff’s positions, under the integration doctrine, that
UPREIT Unitsand REIT shares are deemed to be essen-
tially one and the same security and that aprivate offering
(i.e., of the Units) cannot be converted into apublic offer-
ing (of the REIT shares) viatheregistration statement. As
noted above, in accord with SEC lore and interpretations,
the one-year holding period is therefore considered nec-
essary to avoid integration of theinitial private placement
of the Units and the public offering of the redemption
sharesof REIT stock covered by the registration statement.
Thetiming concerns generally do not inconvenience Unit
holders, who, in most cases— whether for tax reasons (as
the conversion of Unitsto sharesof REIT stock triggersa
taxable event and, thus, potentially amajor capital gain) or
otherwise - usually do not plan to convert and sell their
Unitsquickly.



The second method requiresthat the redemption shares
beissued inacomplying private placement transaction and
then beresold under aresaleregistration statement. Since
the timing of redemption of Units is generally left up to
the option of the holder of the Unitsand, accordingly, may
not occur for many years, the resal e registration statement
method involves somedifficultiesfor the REIT faced with
thisalternative.

First, it isvirtually impossible to guarantee that the is-
suance of redemption shares can be made in acomplying
private placement. For example, since receiving his or
her Unitsin the original private placement, a Unit holder
may have experienced insolvency or similar financia woes
and, therefore, may no longer qualify asan accredited in-
vestor. A REIT may accordingly feel compelled to reverify
the “accreditation” and “sophistication” information it
originally received at the time the Units were issued in
order for its counsel to be able to issue a “clean” lega
opinion asto theresde. If not, the REIT or the UPREIT
could then be forced to redeem the Units for cash, or the
Unit holder could be unable to exercise the redemption
right until his or her financial situation changes for the
better. Although some REITswill offer thissort of regis-
tration right, many are unwilling to assume the risk that
they might be unable to satisfy a redemption request by
ddivering sharesingtead of cash. Ultimately, however, Unit
holders ought to beindifferent asto which method the REIT
uses to register their redemption shares of REIT stock,
since either method will provide them with the liquidity
they seek.

A ligt of frequently asked questionsregarding Unitsand
their securities and liquidity implications is attached as
Appendix G hereto.

V. Selected REIT Operational | ssuesand Topics
A.“FundsFrom Operations’

One issue that is often germane to REITS accounting
treatment is that of historical cost accounting for real es-
tate assets.

The basic long-standing presumption behind historical
cost accounting isthat, in general terms, the value of any
business' s assets diminishes or depreciatesover timeina
relatively predictable manner. For many businesses, this
assumption may be generally valid, but suchishardly the
case with real property, the values of which have risen or
fallen (at times, precipitoudy) with market conditions. As
aresult, many investment bankersand real estateindustry
leaders have criticized the application of the standard his-
torical cost/depreciation accounting methodology to REITs
as being either misleading at worst or, at best, wholly ir-
relevant and meaningless.

In order to rectify thisissue, the REIT industry’ s trade
association, the National Association of Rea Estate In-
vestment Trusts (“NAREIT"), has advocated asupplemen-
tal accounting measurefor REITS operating performance,
called Funds From Operations. In theory, Funds From
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Operations(also cdled“ FFO”) providesafuller and more
accurate accounting of the REIT’ s actual earnings from
operations and its cash flows devoted to repayment of in-
debtedness.

Funds From Operations, under the NAREIT definition,
means net income, excluding gains (or losses) from debt
restructuring, salesof property and itemsclassified by gen-
erally accepted accounting principles(“ GAAP”) asextraor-
dinary or unusua, along with significant non-recurring
eventsthat materially distort the comparative measurement
of the REIT’s performance over time, plus depreciation
and amortization, exclusive of amortization of deferred
financing costs, depreciation of computer software, of-
fice improvements, other items commonly found in other
industries and required to be recognized as expensesin
the calculation of net income, and after adjustments for
unconsolidated partnerships and joint ventures. Adjust-
ments for unconsolidated partnerships and joint ventures
will be calculated to reflect Funds From Operations on
thesamebasis.

The underlying concept behind Funds From Operations
asaperformanceindicator for REITS operationswasthat,
because historically real estate assetsdo not diminish pre-
dictably over time, depreciationisnot an appropriate charge
against aREIT soperations. Likewise, salesof aREIT's
assets or financial restructurings are not components of
operating real estate, and therefore, should not be consid-
eredin evaluatingaREI T’ soperations. Moreover, Funds
From Operationsis not intended to be asubstitute for net
income or cash flows from operations, which are com-
puted in accordancewith GAAP. Additiondly, FundsFrom
Operationsisnot ameasure of aREI T’ sdistribution-pay-
ing capacity. FundsFrom Operationsisnot reported within
audited financia statements, but it is typically disclosed
in the “Summary and Selected Financia Data’ and the
“Management’ s Discussion and Anaysisof Operationsand
Financia Condition” sectionsof aREIT’ sannud and quar-
terly reportsto the SEC and offering prospectuses.

B. REIT ShareTransfer Restrictions

In order to comply with the Code' s organizational and
ownership tests, shares of aREIT’ s capital stock must be
held by aminimum of 100 personsfor at least 335 daysin
each taxable year, and additionally, during the second ha f
of each taxable year, no more than 50% in value of the
REIT’ ssharesmay bedirectly or indirectly held by fiveor
fewer individuas. SeePartll,“ AnOverview of REIT Fed-
era Income Tax Considerations- REIT Organizational and
Ownership Tests” above. To ensuretheir qualification un-
der these tests, many REITsinclude ownership and share
transfer restrictions in their charters, articles of incorpo-
ration and declarations of trust. While variations exi<t,
these redtrictions generally assume two forms.

One frequently used format for such restrictions pro-
videsthat, subject to certain limited exceptions (including
underwriters in public offerings and “look-through” ex-
emptionsfor ingtitutiona investors), no REIT shareholder
may own or be deemed to own more than afixed percent-



age (frequently, between 8.0% and 9.9%) of the REIT's
outstanding shares of stock. The REIT’ sboard may, it its
discretion, waivethisownership limitation if satisfactory
evidenceis presented to it that a particular person’s own-
ership in excess of such percentage will not jeopardize
the company’ sREIT status. |f shares (a) in excess of the
limitation or (b) that would cause the Company to be ben-
eficialy owned by fewer than 100 persons are issued or
transferred to any person, the issuance or transfer will be
null and void, abinitio - i.e., from the outset of ownership
- and the intended transferee will acquire no rightsto the
shares. Additiona requirementsare usually provided that
require any direct or indirect owner of 5% or more of the
REIT’ s outstanding stock to provide such information as
may be necessary to ensurethat the REIT continuesto abide
by the Code sREIT tests. Certain provisonsallowingthe
REIT’s board to redeem any stock held in excess of the
ownership limitation are also frequently included.

A recent variation on these share transfer restrictions
may also beencountered in newer REIT chartersand com-
parable documents or amendment to those documents. In
addition to the percentage-of-ownership limits noted
above, thismechanism specifiesthat, in the event of avio-
lation of the ownership percentage “ceiling,” any REIT
shares owned in excess of the prescribed limits will be
designated as“ shares-in-trust.” Thesewill betransferred
automatically to ashare trust, ostensibly effective on the
day beforethe purported transfer of such sharesoccurred.
Theowner will be required to submit such number of shares
tothe REIT for registration in the name of the sharetrust,
and the shares-in-trust will remain issued and outstanding
shares, entitled to thesamerightsand privilegesasdll other
shares of the same classor series. The sharetrust receives
all distributions paid on the shares-in-trust and holds such
distributionsintrust for the benefit of acharitable benefi-
ciary, to be sdected by the REIT. In exchange for this
transfer, the owner of the excess sharestransferred to the
share trustee will generally be repaid the market value of
theshares.

C. REIT Antitakeover M echanisms

Possibly to agreater degreethanisfound inthe average
“C” corporation, certain standard clausesin REIT charters,
articles of incorporation or declarations of trust and re-
lated organizational documentstend to limit or restrict the
ability of persons to undertake a hostile corporate take-
over. The share transfer restrictions discussed above in
Part V. B, “REIT Share Transfer Restrictions’ -- whichaso
contain genera prohibitions on sharetransfers exceeding
10% of aREIT’ s stock (and which, concomitantly, effec-
tively prohibit any one person from buying alarge enough
bloc of REIT stock to exercise effective control over the
REIT) -- provide one clear example of aREIT charter pro-
vision that can have the practical effect of precluding an
acquisition of control of a REIT by third parties without
board approvd.

Many REITs have a so adopted classified boards with
staggered terms, with the directors or trustees for each
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class being elected for atwo or three-year term upon the
expiration of that class sterm. Besidesaffectingtheshare-
holders ahility to change control of aREIT al at onein-
stance, staggered boards can al so discourage offersor other
bidsfor the REIT’ sstock at apremium over the then-cur-
rent market price. Most, if not al, public REITshavedso
provided in their charters and comparable documents for
the issuance of shares of preferred stock. The power to
issue shares of preferred stock is, in genera, amatter | eft
to the solediscretion of the REIT’ sboard (so-called “blank
check” preferred stock). The issuance of preferred stock
may likewise havethe effect of delaying or preventing an
outright changein control of aREIT.

Further, since the 1980s, most states have enacted busi-
ness combination, “ greenmail” and investor protection tat-
utes, which impose certain restrictions and mandate spe-
cific procedures regarding various kinds of takeover or
tender offers and business combinations. These may in-
clude restrictions on combinations with interested share-
holders and share repurchasesfrom major corporate share-
holders. While many of these statutes require corpora-
tionsto take conscious actions-- i.e., either to“optin” or
“opt out”—of the statute’ s protections, many REITshave
chosen to take advantage of these statutes' protections if
availableintheir jurisdictions of organization or incorpo-
ration.

Findly, thefrenetic merger-and-acquisition activities of
the 1980s fostered the development of shareholder rights
plans -- i.e., “poison pills’—of various types as another
substantial deterrent to hostile takeover bids. Because of
thevarious existing antitakeover mechanismsnoted above,
all of which arereadily availableto most REITsét little or
no cogt, and the dictates of the marketplace (and under-
writing investment bankers) when many REI Tsfirst “went
public,” many REITsoriginaly decided not to implement
shareholder rights plans. Sincetheglobal financial crises
of August 1998, however, triggering fears of increased
hostile-takeover activity, and in thewake of several REIT
hostile takeover bids, a growing number of REITs -- 37
alone from the beginning of 1998 up to March 1999 --
have adopted such plans asafurther measure of added pro-
tection against unsolicited and unwelcome takeovers.

D. Conflictsof Interest and REIT Gover nance

In addition to SEC-required disclosuresin various 1933
Act and 1934 Act filingsregarding rel ated transactionsand
conflictsof interest, publicly owned REITs have additiona
cause to scrutinize any potential conflict-of-interest sce-
narios. Among other examples, such conflicts frequently
arise with regards to (a) management and leasing of the
REIT's properties by entities owned by or otherwise &f-
filiated with members of the REI T’ smanagement; (b) pro-
vision of servicesor office spaceto the REIT by affiliates
or to the affiliatesby the REIT; (c) initial and ongoing ac-
quisitions by the REIT of properties owned by members
of the REIT’ smanagement or their affiliates; and (d) once
an affiliated property isacquired by the REIT, any subse-
guent decision as to whether or not to sell the property



(because the REIT’s decision as genera partner of the
UPREIT or down-REIT partnershipto sdl aparticular prop-
erty will likely have serioustax implicationsto those lim-
ited partnerswho originally sold the property tothe REIT
in the first instance).

Onekey mechanism to help avoid or mitigate such con-
flicts is through the selection of a board of directors or
trustees, a mgjority of whom are deemed to be indepen-
dent -- i.e., to have amgjority of the board’s membersbe
composed of persons who are not afiliated with or em-
ployed by the REIT, the UPREIT partnership, theREIT's
predecessor or sponsor, or any subsidiaries of the REIT.
The presence of an independent board theoretically helps
to align more closdly the interests of the REIT’ s manage-
ment with its shareholders. Many underwriters (and many
institutional investors, too, whose active investments in
REIT stocks, and sometimes vocal criticisms of a given
REIT’ sperformance, have played leading rolesin the post-
1992 growth of the REIT market and in the fortunes of
many individua REITs) will insist on the establishment of
an independent board as a prerequisite to “takethe REIT
public” inan IPO. NAREIT’ scode of ethicssimilarly re-
quiresthat amajority of independent directors or trustees
be used by itsmember REITs.

In addition, many REITsprovidein their organizational
documents -- particularly, their bylaws -- that decisions
regarding the sale of aproperty owned by aREIT, director
or trustee, officer or affiliate will be made solely by the
independent directors. Further, besidesthe applicable state
business code provisions and SEC rules regarding direc-
tor and trustee conflicts and matters requiring indepen-
dent board approval or shareholder approval, REIT boards
and officersmust al so ensure their companiescomply with
stock exchange (notably, AMEX and NY SE) rulesregard-
ing shareholder approva of certain matters. Non-exchange
listed REITsthat are not traded on the Nasdaq Stock Mar-
ket must also pay attentionto NASAA policiesregarding
the administration and oversight of investment and bor-
rowing practices. The presence and effective functioning
of independent audit committees, as a subset of each
REIT’ sboard to ensure independent and thorough review
of the REIT’ s accounting policies and practices, isalso a
prerequisite for sound REIT governance and accounting
practices, much asit isfor any other corporation.

VI. Conclusion

Obvioudly, not al business persons and attorneys will
find themselves engaged in theforming, financing and main-
tenance of aREIT. Although they have been authorized
since 1960, the 316 public and private REI Tsin existence
at the end of 1998 represent arelatively small portion --
approximately 11% to 12% -- of al commercially-owned
U.S. real property as of mid-1999.

Still, it seems clear that REITs are hereto stay, regard-
less of economic downturnsor real estate businesscycles.
An ever-expanding portion of thedomestic red estate mar-
ket isbeing captured by REI Tseach year, and that percent-
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ageislikely to continue to grow. Whether as asecurities
practitioner with alargelaw firm, alawyer advising small
real estate owners and potential sellers of property asto
their optionsin selling or financing real property transac-
tions, or aninvestment banker, financia planner, or in-house
tax/transactional law practitioner, the growth and devel op-
ment of REITs affect corporate/securities and real prop-
erty law practicesat al levels.

Hopefully, this primer will help providethe average prac-
titioner and business person with abasic understanding of
REITsand their ins-and-outsand will demystify what has
been viewed by someasan arcane areaand baffling of trans-
actional practice.



Appendix A: The Basic UPREIT Structure

REIT’s Shareholders

Partner A The REIT
in UPREIT (Publicly Traded
Partnershi Compan

Partner B
in UPREIT
Partnershi

The UPREIT
{(Umbrella Limited
Partnershi

Real Estate
Assets
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Appendix B: The DOWNREIT Structure

! REIT’s Sharcholders I
Si | I Sa

Sy
| The REIT I

Original Partner A Partner B
Real Estate in Subsidiary Subsidiary — in Subsidiary
Assets Partnership Partnership Partnership
R

Subsequently
Acquired Real
Estate Assets
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Appendix C: The Stapled REIT Structure

Real Estate

Assets

The REIT
Lessee Relationship
Trust
Property Management Management
Company
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Appendix D: The Paired-Share REIT Structure

Sharcholders
of REIT and C Corporation

The Operating
The REIT Shares Are “Paired” Corporation
(C Corporation)

General Partner General Partner

The Realty
Partnership

The Operating
Partnership

Ownership Operations

Real Estate Assets
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Appendix E: The Paperclip REIT Structure

Shareholders of J «———

General Partner

Limited Partner A

The Realty
Partnership

(May be
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Agreement

Ownership | Limited Partner B I

—
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Appendix F

A Brief Comparison of REITsand Real Estate Part-
ner ships

A REIT isnot smply atype of rea estate partnership
(dthough UPREITs and down-REITs may utilize limited
partnershipsin their structures). Infact, very significant
differences exist between the formation and operations of
these two types of business entity.

The formation of the two entities differsin that a real
estate partnership ordinarily is relatively easier to orga
nizethan aREIT. Thisisbecause a REIT isrequired to
haveat least 100 shareholdersfor at |east 335 days of each
taxableyear other thantheyear inwhichit first dectsREIT
status under the Code. No similar requirement exists for
apartnership. Further, contributions of property toaREIT
are much morelikely to be taxable than similar contribu-
tionsto apartnership (e.g., diversification of investment;
liabilitiesin excess of basis).

Moreover, the operations of aREIT differ widely from
those of a partnership in avariety of ways, including in-
comerestrictions, pass-through expenses, unrelated busi-
ness income taxes, and pro rata all ocation reguirements.
Additionally, aREIT differs from apartnership in itstax
computation and reporting, including alower leve of com-
plexity for tax accounting and reporting and thelack of an
option to make a section 754 election under the Code. A
brief explanation of these differencesis appropriate.

First, REITsand real estate partnershipsface consider-
ably different income restrictions. The types of income
that a REIT may earn are substantially restricted by the
75% and the 95% income tests (as explained in detail in
Part 11, “An Overview of REIT Federal Income Tax Con-
siderations’). For example, quaifying rents and interest
cannot be based upon the net income of the tenant or bor-
rower. In addition, there are significant restrictions on the
types of servicesthat aREIT can provideto tenants (other
than through an independent contractor) without disquali-
fying the rents received from the tenants. However,
nonpublicly-traded partnerships are not subject to any in-
comerestrictions. In order for apublicly-traded partner-
shipto avoid being taxed asacorporation, at |east 90% of
that partnership’ sincome must consist of passive-typein-
come.

A second difference between REI Tsand partnershipsoc-
cursin passing through expenses. A partnership has the
disadvantage of passing section 212 expenses(e.g., advi-
sory and administrative expenses) through to its partners
who areindividuals, which pass-through procedure typi-
cally results in the redlization of “phantom” income for
those partners. No such pass-through disadvantage, though,
occursinthecase of aREIT.

Third, REIT dividends, known as distributions, gener-
ally do not give rise to unrelated business taxable income
(“UBTI") for tax-exempt investors, even wherethe REIT
must borrow to acquire its properties. The only excep-
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tions to this rule occur when a tax-exempt investor bor-
rows to acquire REIT shares or when aREIT is closely
held by pension plans. Onthe other hand, when apartner-
ship borrows to acquire its properties, a frequent conse-
guence is that a portion of the income derived from the
partnership isconsideredto be UBTI.

Fourth, the pro rataallocation requirements are signifi-
cantly different between REITs and partnerships. Inthe
case of partnerships, income and expense items are not
required to bealocated pro ratato each partner. The part-
nership instead can make special all ocations of particular
items or classes of items to specified partners aslong as
there is compliance with the substantial economic effect
rules of the Code. A REIT can accomplish non-pro rata
allocations of income or expense on amore limited basis,
but it can only do so by creating special classes of stock.

Two crucia operating differences regarding taxes are
also worth noting. First, investor tax accounting and re-
porting is much simpler in the case of aREIT thanin the
case of apartnership. A REIT shareholder generally ac-
countsfor hisor her investment in the sameway that he or
she would for any other holding of stockl At the end of
eachyear, the REIT shareholder receivesan IRS Form 1099
fromthe REIT that showstheamount of ordinary and capi-
tal gain dividends paid to him during the past year. Anin-
vestor in a partnership, however, receives a much more
complicated Schedule K-1, which requires the partner to
report her share of the partnership’ sincome and expenses
on her own tax return.

Asnoted previoudy in connection with taxes, apartner-
ship hasthe ability to make a section 754 election, which
permits the partnership to adjust the basis of its assetsto
match the corresponding changesin the partners’ basisin
their partnership interests resulting from sales of suchin-
terests. No such €l ection, however, isavailableto REI Ts.
(It should be noted as a practical matter, though, that, in
the case of large partnerships, such elections are difficult
and expensiveto implement.)



Appendix G

Some Frequently Asked Questions About Holding
Partnership Unitsin UPREITs*

1.Q: Why aremy Unitsgenerally not transferable?

A: Your Unitsarebeing issuedto you in aprivate place-
ment that isexempt from registration under the 1933 Act.
This exemption requires that the REIT restrict the trans-
ferability of the Units. The REIT will alsowant to ensure
that it retains adequate control over theidentity and num-
ber of its UPREIT’ s limited partners for tax and general
businessreasons.

2.Q: Whenwill my Units be redeemabl e?
A: Generally, onthefirst anniversary of issuance.
3.Q: Canthat holding period be shortened?

A: No. The holding period is required to avoid the ap-
plication of the SEC’ sroll-up rules. Shortening the hold-
ing period (&) could result in the transaction becoming a
roll-up and (b) will prevent the REIT from filing aredemp-
tion shelf registration statement to register any sharesis-
sued upon redemption (although a resale shelf registra-
tion statement would still be available asan aternative).

4.Q: Can| borrow against my Units, using them as collat-
era?

A: Maybe. After the Units become redeemable, many
banks will be willing to lend against the Units as collat-
eral. Some banks will lend against Units before they be-
comeredeemable. Most UPREIT umbrellapartnerships
agreements of limited partnership, however, haverestric-
tions requiring the sole advance approval of the genera
partner before such a pledge of Unitsas collateral can be
vaidly made.

5.Q: Why do| need to bean “ accredited investor” to par-
ticipatein aUnit transaction?

A: Most REITs determine to rely upon an exemption
from registration of the Units under federal and state se-
curities laws. This exemption operates most efficiently
when only accredited investors participate.

6.Q: My family partnership includes a number of
unaccredited partners. Canwestill take Units?

A: Yes. If your family partnership itself is accredited
(i.e., if it has assets exceeding $5 million and was not
formed for the purpose of acquiring the Units), your part-
nership may till take Units as consideration for the sale
of its property to the UPREIT.

7.Q: Canour family partnership distributethe Unitsit re-
celvesinthe UPREIT private placement toits partners(in-
cluding unaccredited investors)?
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A: Generadly, yes, but only after the Unitshave been held
for oneyear. The REIT may require an opinion of counsel
confirming that the private placement exemption relied
uponintheorigina transfer will not bejeopardized by the
distribution.

8.Q: If our selling partnership is not accredited, can the
dedl be structured so that only the accredited investorstake
Units, with the unaccredited investorstaking cash?

A: Yes. Thisisastuation frequently encountered by
many UPREITs, and while cashwill bethe only acceptable
consideration to be paid to such unaccredited investors,
each of the accredited investors can beissued Unitsinlieu
of cash. Another acceptable aternative combination may
involve the payment of both cash and Units as consider-
ation to accredited investors.

9.Q: Why can'ttheREIT just fileashdf registration state-
ment covering any redemption shares it might issue im-
mediately after the closing of the acquisition?

A: The REIT has chosen to register the issuance of the
redemption shares to you, rather than your resale of the
redemption sharesto thepublic. Inthat case, the SEC will
not permit the redemption shelf registration statement to
be filed more than two weeks before the first anniversary
of the issuance of the Units.

10. Q:Couldn’tthe REIT filethe shelf registration state-
ment sooner if it registered the resale of REIT sharesis
suable upon the redemption of the Units?

A: Possibly. The SEC appears to be permitting this,
but the REIT may have problemswith the transaction be-
ing treated asaroll-up, or it may face problemsinissuing
the sharesto you later in aprivate placement. Unlessyou
plan to redeem your Units on the first day possible, you
should prefer the method the REIT has chosen.

11. Q:When|’mready to sell my redemption shares, do|
need to deliver aprospectusto the seller or the applicable
stock exchange or notify the REIT?

A: No. Unlessyouarean“dffiliate’ of the REIT, once
you have received the redemption shares, you may treat
them just like any shares of any other public company that
youmight own.

* With gppreciationto Randall S. Parks, who prepared and
shared with the author an earlier version of thisappendix.
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