





























Real Estate JV Promote Calculations: Catching Up With Soft Hurdles

First Level: To the\partfhefsr'pfo\rata until all capital is recouped; -
Second Level: To the parmers pro rata um;ll they receive the soft hurdle;. v
Third Level: 100 percent'® to Operator as promote until the total dlStrlbutlonS it has recewed under this thnrd
level'” equal p of the total distributions under the second level above and this thlrd level and

Ty

‘Fourth Level (l-p) to the pa;rtners pro rata and pto Operator as promote: /

As was donc in Distribution Waterfall No. 4, we can x=p(8 +x). Solvmg for X, we see that x = (p/[1 - p])
reword the Catch-up amount in the third level above as  S.

a percentage of the second level distributions. If welet  In sum, some of the possible Catch-up formulations
x equal the Catch-up amount, and let § equal the total under the more generalized facts above can be outlined
amount of the distributions under the second level, then as follows:

Comparison of Catch-up and Look-back chart shows how each level under the Catch-up ap-
proach would be distributed under the Look-back ap-

proach:

To help itlustrate the differences between the Catch-up
approach and the Look-back approach, the following
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The Transposition under the Catch-up Ap-
proach

The heavily shaded distributions in the above chart are
equal in amount — but one goes to Operator as a
promote (sccond level shaded portion) and one goes to
the partners in accordance with partnership percent-
ages (third level shaded portion). The soft hurdle, when
using the Catch-up approach, simply reverses the order
(i.e., transposes the recipients in the second and third
level shaded portions): Operator’s promote sharc of
the second level (i.e., the heavily shaded portion) is
diverted to the partners (in accordance with partner-
ship percentages) to pay the soft hurdle and then the
non-promote share of the third level (the heavily
shaded portion) is diverted to Operator (to effectuate
the Catch-up). It is a perfect match and therefore, as
long as the distributions are adequate, reversing the
heavily shaded distributions accomplishes the same
total distributions (ignoring the time valuc of money)

To see this, note the following:

Prior to the Look-back Payment. The side-by-side
chart above shows that the distribution amounts under
cach approach will be equal if there is enough to dis-
tribute, but Investor gets its money at the same time or
sooncr under the Catch-up approach. Therefore, before
any Look-back payment, Investor’s whole dollar return
(i.e., the whole dollar amount of the distributions

to each Member as though there had been no soft
hurdle.

IRR and Whole Dollar Comparisons

Thus, assuming that distributions are sufficient to
complete the third level, the same amount will be
distributed to Investor under each approach through
the first 4 levels and the only differences between the
two approaches will be timing (as to the second and
third levels) and the Look-back payment. (For simplic-
ity we refer only to Investor for the balance of this Ap-
pendix, but the staternents made apply to all capital on
a pro rata basis.) Morcover, based on the gencralized
assumptions in this Appendix, and assuming there are
no contributions after distributions, it follows that the
IRR and whole dollar returns of Investor satisfy the
following relationships (where “‘CU”” means Catch-
up, ‘LB’ means Look-back and ““WDR’’ means
whole dollar return):

ignoring the time value of money) and IRR under the
Catch-up approach cannot be less than what they are
nnder the Look-back approach.’ Does the Look-back
payment change these relationships?

After the Look-back Payment - IRR. Assuming no
contributions are made after distributions, the IRR re-
lationship should not change because the Look-back
payment can’t make the Look-back IRR any greater
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than the target IRR (assuming it is worded to cover no
more than the deficiency in the target IRR):

e [f the Catch-up IRR were not achieved, then all
distributions would ultimately be pro rata under
both approaches, but the pro rata distributions
would be received at the same time or sooner
under the Catch-up approach (so for Investor, CU
IRR = LB IRR); and

e If the Catch-up IRR were achicved, then the
Look-back payment would at most result in the
same IRR (so for Investor, CU IRR > LB IRR).

Remember that we are assuming that no contributions
are made after distributions. The results may be differ-
ent otherwise: it is possible that Investor ends up with

a deficiency under the Catch-up approach (if there is
no clawback) and achieves or gets closer to its target
IRR under the Look-back approach. For example, us-
ing the facts in the scenario described at the beginning
of this article (i.e., a partnership between Investor and
Operator where Investor puts up all the capital and
distributions are made 100 percent to Investor until In-
vestor recoups its capital and then profit distributions
are split 50/50 subject to a 20 percent per annum soft
hurdle preference to Investor), further assume a $100
contribution at the beginning of Year 1 followed by a
$140 distribution at the beginning of Year 2 and a $20
contribution at the beginning of Year 3 just at the time
of dissolution before the Look-back:

Cont |
1st
2nd |/
3rd
dth |’

Cont {
LB |

Total |

Under this example, there 1s a $20 IRR deficiency at
the end of the dcal (before the Look-back payment).
This IRR deficiency would be recouped under the
Look-back approach to achieve the target 20 percent
IRR but Investor would be left with the deficiency
under the Catch-up approach (assuming there is no
clawback).2®

After the Look-back Payment - WDR. What about the
whole dollar returns? Before the Look-back payment,
the distributions under the Look-back approach are less
than or equal to the distributions to Investor under the
Catch-up approach. After the Look-back payment, this
relationship is reversed, with the Look-back distribu-
tions to Investor (including the Look-back payment)
being greater than or equal to the distributions to In-
vestor under the Catch-up approach:

e If the required Look-back payment were zero
(which means the target IRR were achieved
without a Look-back payment or there were no
profit distributions), then it is obvious from the
side-by-side chart above that the pro rata distribu-
tions under either approach would be equal (so
for Investor, CUWDR = LB WDR).

e If the required Look-back payment were positive
and after the Look-back payment, the target IRR
were achieved, then the total pro rata distribu-
tions recerved under the first three l.ook-back

levels and under the final Look-back payment
level would be at least as much as the amount of
pro rata distributions under the first three levels
of the Catch-up approach, because the latter
amount was necessary to achicve the target IRR
under the Catch-up approach and would be re-
ceived at the same time or later under the Look-
back approach (so for Investor, CUU WDR < LB
WDR).

e If the required Look-back payment were positive
and after the L.ook-back payment, the target IRR
were not achieved, then all profit distributions
wottld go pro rata under the Look-back approach
(i.e., all promotc distributions are refunded) and
obviously, this amount can’t be less than the pro
rata profit distributions under the Catch-up ap-
proach because it is the maximum possible
amount (so for Investor, CU WDR < LB WDR).

As shown in the body of this article (under the heading
“*Risk to Operator with a Look-Back’"), it is possible
for Investor to get significantly more distributions
(ignoring the time value of money) under a Look-back
approach than under a Catch-up approach. Such a
result assumes, of course, that Investor is able to col-
lect the Look-back payment. In the author’s cxperi-
ence, most investors would prefer not to take that col-
lection risk and instead receive their money sooncr and
boost their IRR. And this is generally fine with many,
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if not most, operators by reason of the same analysis:
as long as there are no contributions after distributions,
Operator may get its money sooner with a Look-back,
but it will never get less and may get more with a
Catch-up.

! Other formulations of the Look-back are possible, but
this is a common formulation encountered by the author. All
references to the Look-back in this article assume this
formulation.

2 Some investors require a percentage (greater than
Operator’s normal promote share, which promote share is 50
percent under the scenario described in this article) that 1s
less than 100 percent. For simplicity (and given the assump-
tions in this article), it is assumed that the Catch-up percent-
age is 100 percent.

# All ‘‘subsequent’’ profit distributions may be
misleading. The Catch-up normally applies only when the
hurdle is satisfied. Thus, if there were a subsequent contribu-
tion by Investor, there might be a new hurdle deficiency and
the Catch-up would stop until the new hurdle deficiency were
satisfied.

4 This problem could be solved by imposing an interest
factor, but most operators would rather use a Catch-up ap-
proach than have an obligation to repay all of their promote
distributions plus interest (especially at 20 percent per
annum). Alse, although Investor’s IRR may be enhanced by
the Catch-up approach, its share of whole dollar profits may
be reduced because it is not keeping its money working as
long at a 20 percent rate, as illustrated in the next section,
See Appendix for general discussion of the relative IRR and
whole dollar returns under the two approaches.

% This example is given in the context of the scenario
described at the outset (in the first paragraph) of this article.

8 The recoupment of capital is a hard hurdle. The return
component of the 20 percent IRR requirement (i.c., the
amount of profit distributions necessary to achieve a 20
percent IRR) is in effect the actual soft hurdle.

7 However, the numbers will not always be so obvious.
For example, if Operator’s promote were 20 pereent instead
of 50 percent, then, Operator would be entitled to 20 percent
of the total distributions under the Second and Third Levels
s0 that x equals 20 percent (x + 8), in which event x equals
(20 percent/80 percent) S, which cquals 25 percent 5. See
Appendix for a more general formulation.

8 This percentage will vary depending on the deal. For
example, under the facts presented in endnote 7 above, the
appropriate percentage would be the percentage equivalent
of 20/80, which is 25 percent.

# Another interpretation, which would lead to the correct
result, is that the quoted language refers to what **would have

been distributed to Qperator™ from all profit distributions
until the Catch-up is completed.

1 See Appendix for more generalized scenario.

™ This is similar to a word version of the Catch-up
formula in Distribution Waterfall No. 2.

2 This is similar to a word version of the Catch-up
formula in Distribution Waterfali No. 3.

13 See Distribution Waterfall No. 2.
H See Distribution Waterfall No, 3.
15 See Distribution Waterfall No. 4.
18 See Endnote 2 above.

1 In the body of this article, Investor contributes 100
percent of the capital, so that all distributions to Operator are
promote distributions. In this Appendix, Operator contributes
a pro rata share of the capital, and is entitled to both (1) a pro
rata share of the distributions (along side of Investor) on ac-
count of its capital contributions and (2) promote
distributions. Basically, all the capital is treated alike, but
Operator has two roles, as (1) an investor, and (2) a promoter,
and it 1s important to distinguish the two. In any case, the
soft hurdle relates only to the promote and therefore the
amount received as the Catch-up includes only promote
distributions. This can be a source of confusion when the
Catch-up level is not 100 percent (sce endnote 2) and Opera-
tor is receiving pro-rata (non-promote) distributions at the
same time it 1s recciving the Catch-up.

18 1f Investor contributes 100 percent of the capital, the
source in this column is Investor’s distributions after it has
achicved the soft hurdle. If Investor and Operator both con-
tribute capital, then the source in this column is Investor’s
and Operator’s prorata (non-promotc) distributions after they
have achieved the soft hurdle.

1# It may seem intuitively obvious that if the same amount
of distributions is received sooner, then the IRR will increase.
But with positive and negative cash flows (where distribu-
tions are positive cash flows and contributions are negative
cash flows), it is possible not only to have multiple IRRs, but
also in some cases, to reduce one of the IRRs (in some cases,
the lowest, and in some cases, the highest) by accelerating
distributions. To avoid these complications, this Appendix
assumes that contributions do not occur after distributions
(so there is no more than one change of sign among the cash
flows). With this assumption, it is not difficult to show that
an acceleration of distributions increases the IRR, but the
proof is beyond the scope of this article. For more on multiple
IRRs, see Carey, ‘“‘Real Estate JV Promote Calculations:
Recycling Profits,”” Real Estate Finance Journal (Summer
2006) at Appendix.

0 The Look-back described in this article is a form of
clawback, but it may not effectuate a complete adjustment.
8ee Example 1 in Carey, supra, for which such a clawback
would have no effect.
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