





o the property is sold one year later without obtaining this or other financing,
generating $110 million of distributions ($100 million of net sale proceeds and
$10 million of net operating income) in the final year; or

. this financing is obtained and the property sold one year later, generating
$100 million of financing proceeds immediately and $2 million ($10 million of
net operating income less $8 million of interest) of distributions in the final year.

Under the former circumstance, the financial partner does not achieve a 15% IRR, but
receives 100% of the distributions in the final year ($110 million). Under the latter circumstance,
the financial partner’s IRR is more than 15% (because it achieves a 15% IRR when the loan
funds and its IRR is increased by its share of the $2 million in the final year), but the financial
partner receives only $101 million, which means $9 million fewer overall dollars from the
project, and the service partner receives $1 million of promote it would not have received
without the financing.

So how does the financial partner end up with a higher JRR and $9 million less cash from
the project? The answer is simple: The IRR calculation assumes a reinvestment rate equal to the
IRR itself (so that, for example, all amounts received in achieving a 15% IRR are deemed to be
reinvested with a 15% return). Thus, the $100 million that the financial partner receives from the
financing is deemed to generate 15% per annum in an alternative investment for purposes of
calculating any deficiency in the 15% IRR. Obviously, such a reinvestment may not actually
occur for a number of reasons (including the fact that the financial partner may have other money
to invest and not enough potential investments generating adequate returns). If the financial
partner can actually reinvest that money and obtain more than $9 million (i.e., a 9% annual
return) in the final year, then although it may not get a 15% overall return, it may still come out
ahead. However, even a 9% reinvestment is not always possible at a particular time or for a
particular duration and therefore the financial partner will want some control over the financing
process.

11. COMPONENT HURDLES — WHY NOT AGGREGATE?

The service partner may suggest that the promote be calculated separately for different
parts of the transaction.

11.1 Multiple Assets. For example, in a multi-phase project in which two buildings
are to be constructed and sold on a stand-alone basis, the service partner may want to treat each
building separately so that it receives a promote from the distributions allocable to each building
after the hurdle (in our example, the 15% IRR) has been achieved with respect to the portion of
the investment allocable to that building.

The financial partner, however, may view the transaction as a single investment and may
insist on aggregating all distributions in a single set of distribution levels (sometimes called a
“distribution waterfall” or simply a “waterfall”’). The financial partner may not want to reward
the service partner for one successful building if the other building is a failure. By aggregating
the distributions, a loss (or a failure to achieve the hurdle) for the first building would be
recouped at the time of the sale of the second building before any promote would be payable.
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However, aggregation does not necessarily eliminate the possibility of the service partner
receiving the promote from the first sale even though the second sale results in a loss. (See
discussion of clawbacks below.) Aggregation does make this result extremely unlikely if most of
the investment in both buildings has been made prior to the time the first sale occurs, because a
promote would not be payable until the aggregate investment to date is recouped and a 15%
return achieved on that aggregate investment. Indeed, under such circumstances, there is not
likely to be any promote until both buildings are sold or refinanced.

11.2 Operating Revenues vs. Capital Proceeds. As another example, the service
partner may suggest that operating revenues from a rental-income producing project should be
distributed separately from revenues from sale, financing or other capital events. The service
partner may argue that it should not be required to wait until the financial partner recoups its
investment (which is not likely to occur until a capital event) before the service partner receives
its promote. Thus, the service partner may suggest that operating revenues and capital proceeds
be distributed under separate waterfalls and that the waterfall for operating revenues simply
require pro-rata distributions to the partners until they have received a 15% return on their
investment (but no recoupment of capital) and then a distribution in accordance with the residual
allocation.

Under this approach, it is possible that a project might generate operating cash flows that
yield a promote to the developer and then upon rollover, there may be difficulty re-leasing the
property or a downturn in rents, which could yield a lower value and a failure to meet the hurdle
upon a sale (in which event the developer may have received a promote even though the hurdle
was not met).

Generally, the financial partner will insist on aggregation.
12. NON-CUMULATIVE AND GUARANTEED HURDLES

If the service partner has the bargaining strength to treat operating revenues separately
from capital proceeds, it may also attempt to make the hurdle for the operating revenue promote
non-cumulative. Thus, if the hurdle is not met in a particular year, the deficiency would not be
carried over to the next year. This, of course, increases the chances that the hurdle may not be
met on sale even though the service partner may have already received a promote. At the other
extreme, some financial partners may require a service partner to guarantee any deficiency in its
annual return through guaranteed payments. See IRC § 707(c). Such arrangements are the
exception rather than the norm.

13. SOFT AND HARD HURDLES

A hurdle may be soft or hard, although in a partnership that owns real estate with an
institutional investor, soft hurdles are rare. A soft hurdle is best understood by an example.

13.1 Example — Contingent Hurdle/Refund Approach. Perhaps the most favorable
formulation for the service partner is as follows. Assume that the financial partner is putting up
all the capital and that distributions are made:
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first level: 100% to the financial partner until it recoups its capital;
and

second level: any balance is distributed 80% to the financial
partner and 20% to the service partner as a promote, except that
upon sale of the partnership's assets, if the financial partner will not
end up with a 15% IRR, then the service partner will give the
financial partner the service partner’s prior and current
distributions up to the amount of the deficiency.

The 15% IRR in this example is a soft hurdle. It is called "soft" because it is contingent:
it applies only to the extent there are insufficient distributions. If 80% of all residual
distributions (together with the first level distributions) are sufficient to achieve a 15% IRR, there
is no hurdle at all! The 15% IRR is like a threshold that must be met (to retain additional
distributions) as opposed to a deduction that must be made (before determining and receiving
additional distributions).

This formulation creates a number of issues, not the least of which is that at the time of
sale, the service partner may have already spent some of the distributions and the financial
partner may have difficulty collecting. There is also an issue as to the time value of the money:
if, for example, it turns out that the financial partner was entitled to all the distributions and still
doesn't achieve a 15% IRR, then it will not have had the benefit of using the service partner’s
distributions during the time they were held by the service partner. Of course, the partnership
agreement may provide that the service partner will not only turn over all of its distributions, but
will pay a 15% return on those distributions to the extent necessary to make up the deficiency.
However, this merely exacerbates the collection issue. Instead, when there is a soft hurdle, it is
usually not so soft and distributions may be written more along the lines of the following
example:

13.2 Alternative Example — Initial Hurdle/Catch-Up Approach. Assume that the
financial partner is putting up all the capital and that distributions are made:

first level: 100% to the financial partner until it has recouped its
capital;

second level: then 100% to the financial partner until it has
achieved a 15% IRR;

third level (catch-up): then pro-rata to both partners with the
service partner receiving a certain percentage (more than 20%
and up to 100%) which may vary depending on the deal, until it
has received 20% of all profit distributions (i.e., distributions made
after the financial partner recoups its capital); and

fourth level: then 80/20.
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By contrast, a hard hurdle is simply one that is not soft: it is not contingent and is not
eroded with a catch-up when there are additional distributions beyond the hurdle. However,
there is another way to circumvent a hurdle, namely by getting a promote distribution before all
contributions have been made. Thus, one might say that in order for a hurdle to be completely
hard, so that it must be met no matter what, there must not only be no contingency or catch-up,
there must also be a clawback, which is the next subject of this article.

14. CLAWBACKS

As noted previously, in a multi-asset partnership, aggregating distributions protects the
financial partner by allowing subsequent profits to offset prior losses (and prior hurdle
deficiencies). However, aggregation may not allow the financial partner to offset prior profits
against subsequent losses (or subsequent hurdle deficiencies). If the profitable transaction occurs
first, then the service partner may have already pocketed a promote distribution (even though the
financial partner may not meet its hurdle on an aggregate basis).

14.1 Contributions After Promote Distributions. This is not an issue if the entire
investment for all the assets is made before there are any distributions. However, that is not
always the case. In phased and portfolio transactions, there may be ongoing investments
throughout the life of the partnership. Even in a transaction involving only a single asset, there
may be contributions over time. Indeed, in any transaction when there may be a contribution
after a portion of the promote has been distributed, there is a risk that such contribution will not
be recouped or that the requisite return on that contribution will not be realized. This problem
may be handled in a number of ways.

14.2 Withholding. The partnership may withhold promote distributions until the end
of the partnership. However, this is rarely a practical solution because few service partners are
willing to wait that long for their cash. One variation of this approach is to withhold promote
distributions only until the financial partner is comfortable that the hurdle will be met in the
future. However, this is not a complete solution, because the financial partner may be wrong.
Therefore, this temporary withholding solution, when used, may be accompanied by the other
solutions below.

14.3 Changing Allocation of Future Contributions. The partnership may require
that subsequent contributions (made after residual distributions) be made in accordance with (and
up to the amount of) prior residual distributions. By contributing in this manner, the net effect is
the same as a refund of the residual distributions to the extent of the future contributions. This
addresses the potential loss of a future capital contribution but does not address the potential
failure to achieve the requisite return on that contribution.

14.4 Refund. The most common (but by no means perfect) solution to this problem is
to require the service partner to refund the money if it turns out that the hurdle is not met. This
refund obligation is often referred to as a “clawback”. While a clawback may allow for a
complete adjustment, there is no guarantee that it can be enforced: The money may have already
been spent at the time the refund is required and the service partner may not be well capitalized.
The financial partner may therefore request some assurance that the service partner will be able
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to honor this obligation and may utilize the other methods mentioned above to reduce the
likelihood of a refund.

15. EARNING AND LOSING A PROMOTE

When is the promote earned? And when may it be lost? These are critical questions to
the service partner.

15.1 Immediate vs. Future Vesting. Of course, the service partner would prefer a
promote that is permanently vested from the moment the partnership is formed. The service
partner may argue that the value has already been created and it should not be deprived of the
promote regardiess of what may happen in the future. The financial partner, by contrast, may
view the promote as incentive compensation for future value to be created and future burdens to
be borne rather than a brokerage commission for locating the property and closing the
transaction.

15.2 Losing Promote For Cause. Usually, the service partner will perform the day-to-
day functions of the partnership and assume the development and managerial tasks that are
required to create a successful project. If the service partner defaults in these obligations or
otherwise engages in improper conduct, many partnership agreements give the financial partner
the right to remove the service partner in its capacity as an administrative partner and convert the
service partner to a silent capital partner which receives future distributions with the other
partners on a pro-rata basis in accordance with capital (less any promote the financial partner
elects to provide to a new administrative partner).

15.3 Losing Promote Without Culpability. Some financial partners will reserve the
right to remove the service partner as administrative partner without cause or for a failure to meet
certain clear cut performance standards that may have nothing to do with the service partner’s
performance. Under such circumstances, the service partner will, of course, object to losing the
promote to the extent of the value created to date. The earned promote may be preserved by
determining the amount of promote that would then be distributed at a hypothetical sale for fair
market value (which may be determined by appraisal) and using that amount to cap the demoted
service partner’s right to future promote distributions.

16. MULTIPLE PARTNERSHIPS - “CROSSING” PROMOTES

When a financial partner and a service partner are involved in multiple projects, they may
pursue these projects through separate partnerships, whether because of liability concerns (so that
the equity of one project is not at risk for the liabilities of another project), SPE requirements of
separate lenders, or otherwise. Despite the use of separate partnerships, the partners may have an
understanding that the overall economics should be blended and treated as a single investment.
Under these circumstances, it is often stated that the promotes from each project will be
“crossed”.

16.1 Potential Confusion. There may be confusion as to exactly what is involved
when promotes are crossed. The financial partner may mean that all distributions are aggregated
and that there is a clawback, but this intent should be clearly conveyed to avoid any
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misunderstanding, Each partner probably expects that it will be in the same position as it would
be if all of the projects were owned by the same partnership. However, the financial partner may
have a uniform requirement that there be a clawback whenever it is in a partnership with multiple
assets, but the service partner may not know this if the partners have never been in a multiple-
asset partnership together. Such a misunderstanding may be even more likely if the partners have
previously done stand-alone single asset projects together in which there was no clawback.

16.2 Alternative Approaches. One way to cross promotes is to have the same
partnership own all the projects and make sure that (1) there is a single waterfall for distributions
of the aggregate net revenues of the partnership and (2) there is a clawback. However, as noted
above, the partners may want to own each project through a separate partnership for liability,
financing and perhaps other reasons. Assuming there will be multiple partnerships, it is
considerably simpler to cross promotes through a single master partnership with subsidiary
partnerships, but sometimes the partners may consider using parallel partnerships with identical
ownership (especially when the second project is not contemplated at the time the first
partnership is created and the first property acquired).

16.3 Master Partnership Advantages. @ When a master partnership is used,
aggregation becomes almost automatic: all the contributions the service partner and financial
partner make for the subsidiaries go through the master partnership and distributions from the
subsidiaries go through the master partnership before reaching the service partner and financial
partner.

16.4 Parallel Partnership Disadvantages. By contrast, with multiple parallel
partnerships, aggregation may require that all contributions from all parallel partnerships and all
distributions under all parallel partnerships be taken into account in each partnership in
calculating the hurdle for that partnership. Query whether this would violate the SPE
requirements of a lender or create liability issues based on recharacterization of all of the
partnerships as a single partnership? The clawback may also be more complicated with multiple
partnerships if it is important to allocate responsibility for the deficiency to the appropriate
partnership. Another problem with multiple partnerships is that default loans and default
contributions may be treated in a less than optimal fashion (in terms of the source and priority of
repayment) assuming they are to be repaid only within the partnership in which they are made.
Finally, if there are tax-exempt investors involved, it may not be possible to satisfy the fractions
rule. IRC Section 514(c)(9)(E). Although this subject is beyond the scope of this article, the
basic problem is that the Treasury Regulations, which permit the partnership to disregard certain
otherwise offending allocations, were not drafted with multiple partnerships that constitute a
single economic unit in mind. Treas. Regs. Section 1.514(c)-2.

17. PROMOTE PHANTOM INCOME ISSUE

A common concern of service partners is that the promote may result in taxable income
without sufficient cash to pay their taxes. Indeed, if partnership income exceeds the 15% return
in our example, then distributions of cash may be made at the 90/10 level (until a 15% IRR has
been achieved and, in particular, all capital has been recouped) while income in excess of the
15% return may be allocated 72/28, thus resulting in phantom income for the service partner.
Generally, it is not likely that taxable income from operations will exceed the 15% IRR
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threshold, and therefore that the residual level of profit allocation be reached, before sale, when
most, if not all, cash proceeds are likely to be distributed. However, there may be a problem
when multiple assets are involved because partnership income may exceed the 15% return before
all assets are sold.

17.1 Profits to Follow Cash? In situations where there is a problem, the author has
encountered service partners who have suggested that the partners specially allocate taxable
income to follow cash distributions. However, such special allocations would require that the
partners liquidate in accordance with capital accounts to ensure that they are respected. IRC
§ 704(b). This could have the effect of changing the economics if, for some reason, there is not
sufficient gain on sale to make up for the allocations of income the service partner should have
received; in this event, the service partner might end up paying less taxes but not getting its full
promote on sale. To illustrate this point, consider the following example.

17.2 Example - Assumptions. Assume, for simplicity, that (1) 100% of the capital is
contributed by the financial partner, (2) distributions are made 100% to the financing partner
until all capital is recouped, and the balance is shared equally by the service partner and financial
partner, (3) the partnership acquires two parcels of land for $10 million each (and the financial
partner contributes nothing other than the $20 million to acquire the land), (4) each parcel is
subject to a triple-net, break-even farm lease so that there is no net operating income or expense
to the partnership, and (5) the first parcel is sold for a net price of $20 million and the second
parcel is sold a year later for a net price of $10 million.

17.3 Example — Typical Allocation — Phantom Income. Under these facts, typical
income allocations intended to reflect the distribution provisions described above (e.g., a target
capital account approach) would work as follows:

° the financial partner and service partner would start with capital accounts of
$20 million and $0, respectively, reflecting their capital contributions to the
partnership.

. Upon the sale of the first parcel, there would be $10 million of gain, which would

be allocated equally between the partners so that after the sale, the capital account
of the financial partner would be $5 million ($20 million of contributions minus
$20 million of distributions plus $5 million of gain) and the capital account of the
service partner would be $5 million ($0 contributions minus zero distributions
plus $5 million of gain).

. Upon the sale of the second parcel, there would be no gain or loss to allocate, and
the $10 million proceeds would be shared equally (on a tax-free basis) and the
capital accounts would be reduced to $0.

However, the service partner would have $5 million of phantom income at the time of the initial
sale (a year before it receives any cash).

17.4 Example — Allocating in Accordance with Cash — Real Losses. If the partners
agreed instead to have income follow cash, which would require that the distributions of the sale
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proceeds from the second property (i.e., liquidating distributions) be made in accordance with the
partners’ positive capital accounts, then the service partner might be shocked by the result:

. Upon the sale of the first parcel, the financial partner would be allocated all of the
gain because it would receive all of the cash, and therefore its capital account
would be $10 million ($20 million of contributions minus $20 million in
distributions plus $10 million of gain), and the service partner’s capital account
would remain at $0.

. Upon the sale of the second parcel, again there would be no gain to allocate to the
service partner, and the financial partner would be entitled to all of the proceeds in
order to zero out its $10 million positive capital account and the service partner
would end up with nothing!

17.5 Tax Loans. This phantom income problem may be solved with tax loans, but
with the exception of multi-asset deals, the risk of phantom income due to the promote is usually
not a significant concern.

18. OTHER COMPLICATIONS

One frequently encounters numerous other complexities that make the promote analysis
more complicated and the possibility of error greater.

18.1 Tracking the Project IRR. It is important to focus on the financial partner’s
IRR, and not the project IRR, because both the project IRR and the service partner’s IRR may be
greater than the financial partner’s IRR as soon as promote distributions begin. This is especially
problematic when there are multiple hurdles (as is often the case, the service partner getting a
larger promote after each correspondingly higher hurdle). If the partnership agreement
provisions or the computer model for calculating the promote tracks the project IRR, the second
(and any subsequent) hurdle may be achieved prematurely, resulting in an erroneous windfall to
the service partner. (If the partnership agreement provides that both partners must achieve the
requisite IRR, the financial partner should be careful not to misinterpret this as an aggregate
calculation of the project IRR instead of a series of separate calculations for each partner.)

18.2 Returning to a Prior Hurdle. As noted previously, it is possible to have an
additional investment after a hurdle is met. In case this happens, it is important that the
partnership agreement be drafted so that the distribution waterfall begins over again and the
initial hurdle is satisfied before any subsequent level distributions are made again.

18.3 Distributions of Property. There should be a clear understanding as to how
distributions of non-cash property are valued for purposes of calculating the promote. At the
very least, the financial partner should have the right to veto any distribution in kind.

18.4 Tax Treatment vs. Termination Right. Characterizing the consideration for the
promote in the partnership agreement may raise competing concerns for the service partner and
financial partner. The service partner, on the one hand, wants the promote to be treated as part of
its partnership profits interest for income tax purposes and may be concerned that if the promote
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is characterized as compensation for services the IRS may treat it as ordinary income. The
financial partner, on the other hand, wants to be able to eliminate the promote if the services are
not satisfactory and may feel that this right is more secure if it is clear that the promote is
compensation for these services. In the author’s experience, the service partner usually gets
comfortable that any tax risk arising from the fact that the promote is explicitly tied to services is
not significant. See e.g., Robinson, Federal Income Taxation of Real Estate (WG&L, 6" Ed;
2002 Cum. Supp. No. 1) 9§ 8.02 [3][b][iii].

18.5 Promote to Party Not Providing Consideration. It is not uncommon for some
of the services that support the promote to be provided by affiliates of the service partner (e.g., an
affiliate may enter into a development agreement or management agreement). Sometimes all the
relevant services are provided by an affiliate (e.g., in states, such as Texas, where limited
partnerships are used instead of limited liability companies and the service partner wants the
promote to go to an affiliated limited partner so that it can insulate the promote from the claims
of third party creditors of the partnership). This arrangement creates issues as to potential
defenses that may be raised if and when the promote is to be eliminated by reason of a default in
those services. Under these circumstances, the party receiving the promote is, in effect, acting as
a surety or guarantor by allowing for the offset or elimination of the promote to secure the
performance of the party providing the applicable services. See, e.g., Cal. Civ. Code § 2787,
Restatement (Third) of Suretyship and Guaranty, § 1. When such an arrangement is utilized,
appropriate suretyship and guarantor waivers should be added.

18.6 Reserves Upon Liquidation. When all of the real estate assets are sold, it may
be prudent to set aside a reserve to pay for contingent liabilities (whether contractual liabilities
under the sale contract or otherwise). Unfortunately, the service partner may have conflicting
concerns. On the one hand, it may want to set aside funds to deal with third party creditor claims
(especially if it is a general partner in states where limited partnerships are used in lieu of limited
liability companies). On the other hand, the service partner may want to distribute more money
and keep less of a reserve if that money is required to meet a hurdle to reach the final residual
level. The financial partner should keep this conflict in mind in evaluating the amount to be
reserved (and in establishing who gets to make this decision).

There are countless additional examples of promote issues, but further discussion is beyond the
scope of this article.

19. CONCLUSION

Compensation in the form of promote distributions is a relatively common feature in real
estate ventures today. It is important that the computer models, the legal documentation and the
understanding of the service partner all match how the financial partner intends to calculate the
promote. Among other matters, the parties should consider at the outset the following questions:

o Who is being promoted?
o How often is the IRR rate compounded and what is the rate for a compounding
period?
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o What is the applicable investment?

. For what period is the return calculated?

o Is there any whole dollar protection?

o Are the hurdles “hard”, with aggregate distributions and a clawback?

o Under what circumstances does the disproportionate promote arrangement convert

to a proportionate distribution arrangement?

If these basic terms are understood at the outset, the parties are much more likely to avoid any
dispute over the promote calculation.
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