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From 2001 through the first half of 2007, commercial real estate enjoyed one of its best runs in recent history.  In most metropolitan markets, commercial real estate attracted vast amounts of capital.  This flood of capital resulted in rapid inflation of real property prices, tremendous transactional volume and increased demand for real estate legal services.  Most (or perhaps all) of us participated in the “bidding wars” that resulted from this flurry of activity, the “no negotiation” posturing, ten-day due diligence period, and fifteen-day closing period transactions.  In the summer of 2007, however, the debt markets experienced a sudden meltdown.  Although the full effect of the subprime debt and CMBS volatility on commercial real estate equity remains to be seen, undoubtedly it will have an effect.
The purpose of this paper is to discuss a few of the possible issues that will affect the commercial real estate equity markets over the next several years.  Although we would not be so bold as to offer sweeping predictions (calling to mind the old dicta that “being too far ahead of your time is indistinguishable from being wrong”), the following general observations are probably safe:

1. Much of the increase in commercial real estate pricing during the past five or more years has resulted from decreasing capitalization rates or “cap rate compression.”
 Stated otherwise, a client who purchased an office building in 2000 at a 9% capitalization rate on then current net operating income and sold the same building in late 2006 at a 6% capitalization rate, even with no increase in net operating income, did very well.
 It is doubtful that “cap rate compression” will continue, and in fact many observers predict that “cap rate decompression” (i.e., an increase in capitalization rates) and a corresponding decline in commercial real estate values will occur over the next several years.

2. Institutional investment in real estate equity, directly or indirectly through private equity funds, has been increasing during the past five years.
 These investment levels are likely to continue to increase as institutional assets (particularly pension fund assets) increase
 and returns on alternative investments are uninspiring,
 although uncertainty over the pricing trend of commercial real estate may induce conservatism by institutional investors in transaction structures and project selection, e.g. more preferred equity positions and mezzanine lending by institutional equity investors.  Moreover, even if real property values, in fact, decrease over the next several years, many pension funds and other institutional investors will need to invest additional capital in real estate in order to maintain their target real estate allocations within their portfolios.

3. A good portion of real estate equity investment (and the returns on such investments) during the past five years was fueled by readily available and relatively inexpensive debt, particularly as a result of the booming CMBS market.  Notwithstanding current volatility, debt is likely to continue as a major component of the project capital stack, so long as it is available on reasonable terms and continues to provide positive leverage compared to equity
; current interest rate levels suggest that may be the case.
  However, as lenders tighten their underwriting by adopting more conservative underwriting requirements (such as lower loan-to-value ratios and higher debt service coverage ratios), many commentators suggest a decline in leverage and increase in equity levels will result.  Higher equity levels will likely lower overall investment returns to the equity investors.

4. Developers/project sponsors historically have been proponents of debt not only because the positive leverage of the debt tranche reduces the overall cost of the project capital stack, but also because the lower overall cost resulting from such positive leverage also increases the value of the developer’s/sponsor’s “carried interest” in the project ownership entity (i.e., the developer’s increased share of the project profits after the debt and equity components of the capital stack have been repaid).
 This carried interest historically has been a major (and often the primary) component of the developer’s/sponsor’s profit.  The value of the developer‘s/sponsor’s carried interest likely will be reduced by any reduction in debt levels and resulting increase in equity requirements (i.e., replacing lower cost mortgage debt with higher cost mezzanine debt and/or equity).  In addition, legislative efforts, if successful, seeking to tax distributions attributable to the developer’s/sponsor’s carried interest at ordinary income tax rates rather than capital gain rates may further erode the developer’s/sponsor’s profit margin.  Therefore, the changing debt markets and changes to the tax laws may have an impact on future joint venture structures.
 
5. In joint venture agreements between developers/sponsors and capital partners, capital partners likely will refocus on key provisions that have been present, more or less, in such agreements during the past several years but were not always carefully considered or heavily negotiated.  Such provisions include:  co-investment by the developer/sponsor,
 control (and ability to assume control) by the capital partner, and exit strategies (principally the sale of the project and availability of mechanisms to require the sale of the project when the capital partner deems appropriate).  Critics of the CMBS/CDO markets often cite lack of these features, along with simplicity, as key factors in dissatisfaction with those investment vehicles.  As a result, we would anticipate that joint venture agreements that were “covenant-lite” with respect to these issues will be reinforced over the coming years.
The following issues will be discussed in more detail in the remainder of this paper:
6. Because tax-exempt investors (such as pension funds) currently are a large and likely growing component of the aggregate real estate investment equity players, some familiarity with the unique tax and legal issues that have an impact on their investments is helpful.  A discussion of these issues follows in Section I.

7. Management structures for project control by the capital partner and its ability to assume control if (a) the developer/sponsor commits a default, (b) the project fails to meet performance objectives or becomes distressed, or (c) the project needs more capital and the developer/sponsor fails to fund its share, will remain key features of each joint venture agreement and are discussed in Section II.

8. Alternative exit strategies by the capital partner, both with respect to the sale of interests in the ownership entity but principally the project itself, will be discussed in Section III.

9. A brief discussion of the history of legislative activity to tax “carried interests” at ordinary income rates rather than capital gains rates will conclude the discussion in Section IV.
I.   CONSIDERATIONS FOR TAX-EXEMPT INVESTORS

Dean C. Pappas
Tax-exempt investors add an additional layer of complexity to real estate transactions, because such investors often need or desire to structure around UBTI and ERISA issues.  Although there are numerous ways to address such UBTI and ERISA issues, deal terms (including, in many cases, economic terms) are influenced by the structuring required to address these issues.

A.
Unrelated Business Taxable Income.  Although tax-exempt investors generally do not pay federal income tax on their income, most are taxed on their unrelated business taxable income.  Unrelated business taxable income (“UBTI”) is generally defined as income derived from a trade or business that is regularly carried on and that is not substantially related to furthering the exempt purposes of the tax exempt organization.
 Any UBTI received by a tax-exempt organization is taxed at the tax rates that would apply to such entity absent its tax exempt status.  It should be noted at the outset that many state government sponsored pension plans take the position that, as agencies of the State, they are not subject to UBTI, and hence UBTI is not an issue for them.

UBTI generally does not include passive investment income such as interest, dividends, royalties, most rents from real property, and gains from the disposition of non-dealer property.  In the real estate context, it is important to note that certain rents and gains from the disposition of dealer property (e.g. condominium projects) will generate UBTI to the tax exempt investor.

Rent that is taxable as UBTI includes percentage rent based on the net income (as opposed to the gross receipts) of a tenant, because the tax-exempt entity is, in effect, participating in the tenant’s trade or business by sharing in the net profits of that business.  Certain income derived from operating businesses may also constitute UBTI, such as certain revenues generated from the operation of hotels, assisted living facilities, student housing facilities, self storage facilities, and marinas.  Moreover, payments attributable to services that are not usually and customarily rendered in connection with the rental of real property (such as valet or maid services) will be taxed as UBTI, and UBTI includes rents attributable to personal property (such as kiosks and carts) unless such rents are an incidental portion of the aggregate rents (i.e., 10% or less of total rents) accrued under the lease.  As a result of the UBTI rules, a tax-exempt investor who wants to retain the tax-exempt status of all of its income must diligently monitor and document the sources of income generated from each property that it acquires, either directly or indirectly through a partnership or other tax pass-through entity, and during its ownership of any such real property, such tax exempt investor must structure its leases in a manner that will not generate UBTI.

Gain from the sale of real property is also deemed not to constitute UBTI, unless such real property constitutes dealer property.  Dealer real property is generally defined as real property that is held for sale by an entity to customers in the ordinary course of such entity’s trade or business.
  Thus, the gain generated from the development and sale of condominiums or single-family residences generally will constitute UBTI and will be taxed as such.  Moreover, gain recognized from the sale of other real property that is held, directly or indirectly, by a tax-exempt entity for a short period of time may constitute UBTI and be subject to taxation depending on the intent of the entity both at the time it acquired the real property and at the time of transfer.  Basically, the determination of whether a sale of real property will generate UBTI is a question of fact.  If the facts suggest that the tax-exempt entity purchased and/or improved the real property with the intent to sell it, then the gain from such sale will constitute dealer income and will be taxed as such.

A tax-exempt entity is also taxed on “good” income (i.e., income that does not otherwise constitute UBTI) derived from any property that is acquired using acquisition indebtedness, unless one of the exceptions to this rule set forth in the Code applies.  “Acquisition indebtedness” is any indebtedness incurred to acquire or improve real property and includes any indebtedness that is assumed or taken subject to in connection with the acquisition of the property.  Thus, unless an exception to the rule applies, a tax-exempt entity that acquires a parcel of real property using equity and third-party debt will be taxed on at least a portion of its income derived from such investment.

As mentioned above, there are several exceptions to the general rule that income derived from property purchased using acquisition indebtedness will constitute UBTI.  One such exception relates to the acquisition of real property by certain tax-exempt investors.  Real estate purchased by certain “qualified organizations” (which generally include pension plans and educational organizations) using acquisition indebtedness will not constitute UBTI if the requirements of Internal Revenue Code Section 514(c)(9) are satisfied.

The Section 514(c)(9) requirements are as follows:  (i) the investment must be in real property or a real property improvement and the debt must be incurred in connection with the acquisition or improvement of the property, (ii) the price for the asset must be fixed (e.g., no earnout or contingent purchase price), (iii) the amount and timing of the debt payments may not be dependent on the income generated by the property (e.g., no contingent or cash flow interest), (iv) the real property must not be leased back to the seller or certain persons related to the seller,
 (v) the seller or tenant may not be related to the tax exempt investor,
 (vi) no person described in Clauses (iv) and (v) above may provide financing unless such financing is on commercially reasonable terms, and (vii) if the property is purchased through a partnership or similar tax pass-through entity, certain tax allocation rules must be satisfied.  Unless the partnership provides for straight-up, constant allocations of income and loss (which is very rarely the case), in order to satisfy the allocation rules described in Clause (vii) above, the partnership must comply with the fractions rule.
 The fractions rule can be extremely complicated and may influence the economics of partnership arrangements by limiting the partners’ ability to negotiate or provide for certain economic terms.

In order to retain maximum flexibility with respect to the investments that a tax-exempt entity may make in a tax free manner and to eliminate the issues that may be created by the acquisition of real property using acquisition indebtedness, many tax-exempt investors invest through investment vehicles that “block” UBTI.  The purpose of the “blocker” is to convert income that would otherwise be UBTI into dividend income that is not UBTI.

One useful “blocker” vehicle is the insurance company separate account.  A tax-exempt investor’s investment in an insurance company separate account will not generate UBTI even if the assets that are purchased by the insurance company with respect to such separate account would generate UBTI if held directly by the tax-exempt investor.  Private equity funds often use “REIT” blockers and other vehicles to shield their investments from UBTI.  In this regard, a real estate investment trust (“REIT”) may be embedded within a fund’s structure between the tax-exempt investors and the ultimate investment.  Provided the REIT is not a pension-held REIT, its distribution of dividends and gains to a tax-exempt investor will constitute dividends and will not constitute UBTI, whether or not the income of the REIT would constitute UBTI if the tax-exempt investor owned the real property directly.  Of course, such funds and their investments must then satisfy the REIT rules, which REIT rules add another layer of complexity.
 Nevertheless, the inclusion of REIT and other UBTI blockers in private equity funds have become common practice, as such private equity funds seek maximum flexibility in the types of investors that they can attract and the types of investments in which they can invest.

Alternatively, if UBTI is a concern to a potential tax exempt investor in a transaction, it may be necessary to structure the investment as debt (which may include mezzanine debt) rather than equity.  If the investment is structured as debt, the income produced from the investment will constitute interest, which is not UBTI.  Many tax exempt investors’ investments in hotels, assisted living facilities, residential “for sale” condominiums and similar properties that involve operating businesses are structured as debt investments in order to avoid UBTI.  Such investments, however, must qualify as and have the characteristics of debt (and not equity) for tax purposes; otherwise, such investments will be treated as equity and the revenues generated therefrom will constitute UBTI.

B.
ERISA.  In addition to UBTI concerns, employee benefit plans sponsored by non-governmental employers and/or unions (which together represent a significant portion of the private equity invested in real estate today) are subject to the Employee Retirement Income Security Act of 1974 (as amended, “ERISA”).  ERISA imposes a number of restrictions and limitations on these plans and their investments; the prohibited transaction provisions of ERISA, however, are the restrictions that most real estate practitioners will encounter.  It should be emphasized that government plans, such as state pension plans, are categorically exempt from ERISA under Title I of ERISA and Section 4975(g) of the Internal Revenue Code.

ERISA’s prohibited transaction rules generally prohibit transactions (including acquisitions, sales, financings, leases, and service contract arrangements) between a plan and “parties in interest” to such plan.  The definition of a plan’s “parties in interest” is broad and extensive and includes (i) the employer(s) and/or unions that sponsor the plan, (ii) certain affiliates of the employer(s) and/or unions that sponsor the plan, (iii) parties that provide services to the plan (“Service Providers”), and (iv) various affiliates of the plan’s Service Providers.

ERISA also defines “affiliates” broadly to include parties that may have a very remote relationship to the plan’s sponsor or Service Providers.  For example, if a plan’s Service Provider owns a 50% or greater interest in another company, then all of the officers, directors, employees, and shareholders who own 10% or more of the shares of such company will be deemed to be affiliates of such Service Provider and, therefore, parties in interest to the plan.

Because the “parties in interest” to a plan may be difficult or impossible to ascertain (depending on the size of the plan), plans will often structure transactions to minimize the effect of the prohibited transaction rules or to fit within one of its exemptions.  One way for a plan to minimize the impact of the prohibited transaction rules is by investing through an operating company, real estate operating company (“REOC”) or venture capital operating company (“VCOC”).  Although the plan’s investment in the operating company, REOC or VCOC must not constitute a prohibited transaction (i.e., the other constituents of such entity cannot be parties in interest to the plan or an exemption to the prohibited transaction rules must apply), once the plan has confirmed that its investment in such entity does not violate the prohibited transaction rules, transactions entered into by the operating company, REOC or VCOC will not be subject to the prohibited transaction rules.  The operating company, REOC and VCOC effectively block the application of the prohibited transaction rules to all property-level transactions (e.g., real property acquisitions, financings, leases, etc.).  The net effect of compliance with the REOC or VCOC rules is that none of the assets of the applicable investment entity will constitute “plan assets” for ERISA purposes.

An “operating company” is an entity that is primarily engaged in the production or sale of a product or service other than the investment of capital.  A REOC is an entity that invests in and actively manages or develops real property, and a VCOC is an entity that invests in and actively participates in the management of an operating company.  An operating company, REOC and/or VCOC cannot be, however, wholly-owned by a plan.

REOCs and VCOCs must satisfy a number of requirements;
 however, the two most notable requirements that have an impact on real estate transactions are the following:  (i) the first investment of the entity must be a qualifying real estate or venture capital investment, as the case may be, and (ii) the entity must retain material management rights over the management and operation of the investment.

Both of the REOC/VCOC requirements noted above mandate some structuring in many real estate deals.  For example, an entity that makes a deposit in connection with the acquisition of real property before it acquires any real property cannot qualify as a REOC, because its first investment (i.e., the cash security deposit) does not constitute a real estate investment for REOC purposes.  As a result, partners who intend to acquire and hold real property through a REOC may need to enter into a deposit agreement or similar arrangement for the funding of the deposit money prior to the closing of the real property acquisition and then form the REOC concurrently with, and upon, the acquisition of fee simple title to the real property.

Moreover, as mentioned above, a REOC and VCOC must retain material management rights over the underlying asset or business owned by such entity.  Although this requirement may seem easy to satisfy in the case of a REOC that owns real property directly, the application of this requirement is not so simple.  For example, certain real estate assets, such as a triple net leased industrial properties, can never qualify as “good” REOC assets, because they are not actively managed by the REOC.  In the case of a triple net leased property, the tenant (rather than the fee owner) manages the real property and pays all of its operating expenses.

A property that is managed by a third-party manager pursuant to a long-term management contract that is not terminable at will on short notice (e.g., 30 to 60 days), without cause and without the payment of a significant fee or penalty will also not qualify as a “good” REOC asset.  In the case of such long-term management contracts, the property manager (rather than the owner) is actively managing the real property.  If the management agreement is terminable at will, however, without cause and without payment of a material fee or penalty to the owner upon relatively short notice, then the owner will be deemed to retain management over the real property (as the owner can always terminate the property manager and assume management) and, assuming the property is otherwise a “good” REOC property, the third-party management agreement will not adversely affect the REOC status of the fee title owner.

In addition to embedding REITs and other UBTI blockers in their structure to shield a private equity fund’s investments from UBTI, many private equity funds whose investors include employee benefit plans sponsored by non-governmental employers and/or unions that are subject to ERISA embed REOCs or VCOCs within the fund.  If a REOC or VCOC is properly embedded within a fund’s structure, then the fund may invest directly in real estate without application of the prohibited transaction rules.  If, however, any such fund invests in real estate through a partnership or other joint venture with a third-party, then the fund must enter into some written arrangement with its partner whereby management rights are delegated up to the fund and the REOC or VCOC embedded within the fund.  The management rights requirement is typically satisfied by the inclusion of a management rights provision in the joint venture agreement or the execution and delivery of a management rights letter.  A sample management rights provision is attached following this discussion.

Occasionally, a plan is unable to structure an investment through an operating company, REOC or VCOC (e.g., a direct investment in a triple net leased property).  The plan must then confirm that either the transaction does not constitute a prohibited transaction
 or the transaction fits within an exemption to the prohibited transaction rules.
 In either case, the plan and other parties involved in the transaction will need to make various representations, warranties and covenants to one another regarding ERISA.  Given the broad definition of “parties in interest” and the technical complexities of ERISA, it is wise to consult with ERISA experts before agreeing to any such representations, warranties and covenants.

Finally, if a transaction involves parties in interest to the plan and does not fit within an exemption to the prohibited transaction rules, the plan may seek an individual exemption for the transaction from the Department of Labor.  Such individual exemptions, however, are difficult to obtain, and the processing of any such exemption may take months.  As a result, plans typically elect to forego transactions that involve parties in interest to the plan and that do not fit into a general exemption to the prohibited transaction rules.

I.   considerations for tax-exempt investors:
sample provisions
Sample Provision I-1

Management Rights Provisions
The Members acknowledge that Investor is intended to qualify as a “real estate operating company” (a “REOC”) under the Plan Asset Regulations and that the ownership interest in the Company is intended to qualify as a real estate investment for purposes of qualification by Investor as a REOC.  The Members agree that Investor shall have the following management rights with respect to the Property and further agree that they will give due consideration to such input as may be provided by Investor in exercise of such rights:

(a)
The right to review and approve the Property’s annual budgets and business plans, and to offer suggestions and input regarding the same;

(b)
The right to review and approve any agreements with independent contractors with respect to the Property that provide for payments in excess of $10,000 and to offer suggestions and input regarding the same;

(c)
The right to review and approve any capital expenditures for the Property in excess of $10,000 and to offer suggestions and input regarding the same;

(d)
The right to discuss, and provide advice with respect to, the Property with the Company’s members, officers, employees, directors, and agents and the right to consult with and advise the Company’s management on matters materially affecting the Property;

(e)
The right to submit business proposals or suggestions relating to the Property to the Company’s management from time to time with the requirement that one or more members of the Company’s management discuss such proposals or suggestions with Investor within a reasonable period after such submission and the right to call a meeting with the Company’s management in order to discuss such proposals; and

(f)
The right (i) to visit the Company’s business premises and the Property during normal business hours, (ii) to receive financial statements, operating reports, budgets or other financial reports of the Company (including those relating to the Property) on a regular basis describing the financial performance, significant proposals and other material aspects of the Company (including the Property), (iii) to examine the books and records of the Company (including those relating to the Property), and (iv) to request such other information relating to the Company (including the Property) at reasonable times and intervals in light of the Company’s normal business operations concerning the general status of the Company’s business, financial condition and operations (including the Property) but only to the extent such information is reasonably available to the Company and in a format consistent with how the Company maintains such information.

The Company shall not enter into any agreement delegating to any person management rights with respect to the Property other than agreements (i) that are terminable by the Company on not more than one month’s notice without penalty or cause and (ii) pursuant to which the Company maintains substantial oversight and approval rights with respect to the delegated management functions.  Any such agreement must provide that it is fully subject to all, and in no way limits or abrogates any, of Investor’s approval and other rights with respect to the Property.  If the Property is owned by an entity that is owned, directly or indirectly, by the Company, Investor shall have the same rights with respect to the Property as it would have hereunder were the Property owned directly or indirectly by the Company, and the Company shall take such actions, and/or cause any such entity to take such actions, as are necessary to achieve the foregoing result.

II.   Management and Control Rights

Dean Pappas
As capital flooded the real estate markets and capital partners (i.e., the partners who contribute the bulk of the capital to the venture) competed fiercely for real estate opportunities during the last several years, many capital partners relinquished typical management controls and empowered the developer or project sponsor (the “Sponsor”) with broad and unfettered authority to operate the day-to-day affairs of the joint venture. 
  Current market conditions, however, have transferred significant negotiating leverage back to the capital partner.  As a result of the recent shift in supply and demand for real estate capital, and the lessons learned (and that will continue to be learned) from ambitious real estate joint ventures gone awry, capital partners will likely refocus on strengthening their management and control rights.

Although a capital partner enters into a joint venture with a Sponsor in order to take advantage of the Sponsor’s expertise in the development and operation of real property, because the capital partner has funded the bulk of the capital for the investment, the capital partner will want to retain critical management and control rights, including  the ability to act unilaterally if the joint venture becomes distressed, fails to meet performance objectives, or needs more capital and the Sponsor fails to fund its share.  On the other hand, because the Sponsor’s economic interest in the venture is typically realized through its “carried interest” or “promote” (i.e., a disproportionate share of the venture’s profits after all capital and a threshold return have been returned to the venture’s investors), the Sponsor will want to retain sufficient management control and flexibility in order to maximize the profits of the venture (and thereby maximize the amount of its carried interest).  As a result of this divergence of interests, the management and control provisions of the joint venture agreement can become very controversial and heavily negotiated.

As the supply and demand for real estate capital becomes more balanced, the capital partner will likely once again dictate the form and structure of the joint venture’s management provisions.  Capital partners approach such provisions in a variety of ways.  Some require that the capital partner (or an affiliate) be designated as the managing partner
 with the authority to bind the joint venture but then delegate specifically defined day-to-day management authority to the Sponsor (or its affiliate) through a property management agreement (terminable upon default or failure to achieve certain conditions) or by designating the Sponsor as the administrative partner with limited day-to-day authority.  An example of a management provision that designates the capital partner as the managing member and the Sponsor as the administrative member is attached following this discussion as Sample Provision II-1.  Such management provisions limit the Sponsor’s power and authority to act on behalf of, or to bind, the joint venture without the capital partner’s prior approval to a limited and specific list of administrative duties and empower the capital partner with the general authority to unilaterally act on behalf of, and bind, the joint venture with respect to all but a few listed matters (“major decisions”) that require the unanimous approval of all partners.

A variation of the management and control provision provides that the capital partner unilaterally decides all impasses with respect to the limited matters which would otherwise require the Sponsor’s approval.  Under this variation, major decisions (defined similar to those in Sample Provision II-1) require discussion by the partners, but if the partners are unable to agree after a limited time, then the capital partner has the ability to unilaterally act in its sole, but good faith, discretion to make the disputed decision.
  In this example, the Sponsor acts as property manager under a management agreement giving the Sponsor authority to conduct day-to-day activities of the project.  The management agreement is terminable by the joint venture upon certain defaults or if the project fails to meet certain performance criteria.
  This management arrangement is more prevalent in joint ventures in which the Sponsor has a relatively small co-investment.  Both this structure and the one described in the preceding paragraph typically permit the capital partner to act in distress situations and minimize any management disruption resulting from a “disabled” Sponsor.

Other capital partners find that they have limited resources to manage the day-to-day affairs of the venture and, therefore, are willing to designate the Sponsor as the managing partner for purposes of operating the day-to-day affairs of the venture.  However, such capital partners negotiate a list of “major decisions” that cannot be made without the capital partner’s prior written consent.  The number and types of decisions to be included and/or excluded from such “major decisions” lists are heavily negotiated by the partners during the negotiation of the joint venture agreement.  The ultimate list of “major decisions” can be short (including only the most significant matters such as the decision to sell or finance the property or to cause the venture to enter into contracts with a partner or its affiliate) or extremely lengthy (aiming to cover most or all joint venture decisions of any consequence).  An example of a lengthy “major decisions” list is attached following this discussion as Sample Provision II-2.  In any event, however, the capital partner will often require that the necessity for additional capital contributions is not a major decision that requires unanimous approval and that such decision can be made unilaterally by the capital partner.

Whatever form the management and control provisions take, most joint venture agreements will provide for some joint venture decisions or actions that require the unanimous approval of the partners.  As a result, the joint venture agreement must also address the effect of an impasse over a major decision.

Impasses over major decisions are often handled in different ways depending upon the nature of the major decision.  Some major decisions, such as the decision to cause the venture to enter into a contract with a partner or its affiliate or the decision to modify the economic or other material substantive terms (e.g., management and exit rights provisions) of the joint venture agreement, may simply not be made without the approval of all partners and may not trigger any rights in favor of any partner.  The consequence of such an impasse is a stalemate with respect to that issue, although the capital partner may retain the right to exercise its discretionary “exit” rights.  Other decisions, such as the decision to call capital or obtain financing in order to pay emergency or nondiscretionary expenses or to repay debt of the venture that matures, may be subject to resolution by expedited arbitration or similar dispute resolution mechanisms, because such actions must be taken for the continued viability of the venture.  Capital partners, however, generally do not favor such third party intervention.  More commonly, capital partners will negotiate provisions that authorize the capital partner to unilaterally make material decisions that require resolution for the continued viability of the venture or that provide either partner (or, at least, the capital partner) with the right to exercise “exit” rights upon the occurrence of an impasse over any such material major decisions.  Finally, the partners may agree that an impasse over certain major decisions that are fundamental to the business of the venture (such as the failure to agree upon and adopt a business plan or budget or to agree on the sale or refinancing of the venture’s assets) will trigger special “exit” rights (such as expedited buy-sell rights or the right to sell the property) in favor of the partners.

Although capital partners will often designate the Sponsor as the managing or administrative partner of the venture in order to take advantage of such person’s expertise, capital partners will typically retain the right to remove such managing or administrative partner upon the occurrence of certain events.  The right to remove a managing or administrative partner for fraud, willful misconduct, failure to contribute required capital, bankruptcy, and similar egregious acts is typically not controversial.  However, the right to remove the managing or administrative partner for less egregious acts (such as negligence or breach of contract) or, at times, upon the occurrence of events that may not be entirely within such managing or administrative partner’s control (such as project delays, cost overruns or the failure of the project to satisfy performance objectives), are more controversial and heavily negotiated (however, capital partners can be expected to be assertive in situations that the threaten the viability of its investment).

The removal of the Sponsor as managing or administrative partner will often result in an economic penalty to the Sponsor.  The most common economic consequence of removal is the loss of all or a portion of the Sponsor’s carried interest or promote. 
  Because the promote is typically the principal consideration received by the Sponsor in connection with the joint venture transaction, Sponsors will resist any joint venture agreement provisions that may either dilute or result in a complete loss of the promote.  The capital partner must, however, consider the impact of the removal of the managing or administrative partner on its investment.  Consider, for example, a capital partner who enters into a joint venture with an experienced office developer to develop a high-rise office building and agrees to designate the developer as the managing partner of the venture.  If the developer is removed for cause (e.g., the developer commits an act of fraud) before the building is completed, the capital partner will likely need to contract with a replacement developer to complete the development (as the capital partner will not have the expertise or resources necessary to complete the development).  In that case, the capital partner may need to offer a replacement or substitute developer a promote similar to the original developer’s promote.  If the original developer is entitled to retain its entire promote following removal, then the capital partner will be forced to provide the promote to the replacement or substitute developer from such capital partner’s already reduced share of the profits.

Capital partners are typically able to negotiate some removal rights and the ability to force a forfeiture of all or a portion of the Sponsor’s promote; however, the terms of such provisions vary greatly.  For example, some venture agreements may provide that the Sponsor may be removed only for certain very limited and egregious acts such fraud and bankruptcy, while other venture agreements may provide the capital partner with the right to remove the Sponsor with or without cause (provided that, if the Sponsor is removed without cause, the Sponsor may retain all or a portion of its promote).  Alternatively, the venture agreement may provide that the promote is forfeited only if the Sponsor is removed before development is completed or that only a portion of the promote is forfeited depending on the point at which the Sponsor is removed (e.g., if the Sponsor is removed at or after 50% completion of the project, then only 50% of the promote is forfeited).  Joint venture agreements may even provide for the valuation of the promote at the time of removal and allow the Sponsor to realize its promote (through a capital account credit) based on the valuation of the venture’s assets at that time.  There are numerous alternatives to the removal mechanisms of a joint venture agreement.  Attached following this discussion as Sample Provision II-3 is an example of a simple removal rights provision.

II.   Management and Control Rights:
sample provisions
Sample Provision II-1

Managing Member & Administrative Member
Management and Control Provisions

6.1
Specific Approval Rights of Members.  Notwithstanding any provision of this Agreement to the contrary, the Managing Member shall not, in the exercise of its general control and decision-making authority as more particularly described in Sections 6.2 and 6.3, take or cause the Company to take any of the following actions (each, a “Major Decision”), without in each instance first obtaining Approval of all Members:

(A)
Acquire any real property or interest therein on behalf of the Company.

(B)
Borrow money, issue evidences of indebtedness or grant any mortgages or other encumbrances on or security interests in the assets of the Company, including without limitation, any financing or refinancing of the Property or any portion thereof, or modify, extend, renew, change, or prepay in whole or in part any borrowing, financing or refinancing, or make any commitments to borrow funds or give any consideration to obtain a commitment for the loan of funds other than as contemplated by an Approved Operating Plan And Budget.

(C)
Sell, convey, exchange, mortgage, subdivide, or otherwise transfer or encumber all of or any interest in the Property or any portion thereof or any real or personal, tangible or intangible property of the Company, other than (i) non-material transfers of personal, tangible or intangible property in the ordinary course of business or (ii) as contemplated by an Approved Operating Plan And Budget.

(D)
Permit the Transfer of any Member’s Membership Interest or admit any additional Members, except for Transfers permitted under Article VIII.

(E)
Dissolve the Company.

(F)
Effect a merger, conversion or consolidation of the Company or modify or amend this Agreement or the Certificate.

(G)
Engage in any business not described in Section 1.2.

(H)
Pay any fees, compensation or expense reimbursement to any Member or any Member’s Related Party or enter into any transaction with any Member or any Member’s Related Party other than Approved Related Party Agreements or as contemplated by an Approved Operating Plan And Budget.

(I)
Guaranty the payment of any money, or debt of another Person, or guaranty the performance of any other obligation of another Person.

(J)
File any voluntary petition for the Company under Title 11 of the United States Code, the Bankruptcy Act, or seek the protection of any other Federal or State bankruptcy or insolvency law or debtor relief statute.

(K)
Do any act in contravention of this Agreement.

The Members shall not unreasonably withhold, delay or condition their consent to a Major Decision requested by the Managing Member.  A Member shall be deemed to have Approved or consented to any Major Decision for all purposes under this Section 6.1 if such Member fails to either object to such Major Decision or request additional information in order to evaluate such proposed Major Decision by written notice to the Managing Member within seven (7) days after the delivery by the Managing Member to such Member of a request for approval of such Major Decision.  If a Member refuses to Approve or consent to a requested Major Decision, such Member shall set forth in a detailed writing its reasons therefor.  If the Members are unable to agree upon a Major Decision within thirty (30) days after notice requesting Approval of such Major Decision has been delivered to the Members by the Managing Member, then notwithstanding anything to the contrary stated or implied in this Agreement, either Member may exercise its buy-sell rights pursuant to Article IX below.
6.2
General Responsibilities of Managing Member.  Subject to the terms and conditions of this Agreement, the Managing Member shall have responsibility and authority for the management and operation of the business and affairs of the Company in accordance with the Approved Operating Plan And Budget, and the other terms and conditions of this Agreement, including, without limitation, the requirements of obtaining Approval as provided in this Agreement.  Except as expressly set forth herein to the contrary, the Managing Member shall act as the Company’s representative with respect to all aspects of the acquisition, development, ownership, operation, and management of the Property and other assets of the Company; provided that, the Administrative Member shall perform the duties set forth in Section 6.4 below and, at the instruction of the Managing Member shall execute and implement decisions and directions of the Managing Member with respect to the Property and the activities contemplated in, and in each case consistent with, the Approved Operating Plan And Budget and with any Approval of the Members.  The Managing Member shall act as the Company’s representative in connection with any proposed sale or financing transaction, providing required financial information or other documentation, dealing with brokers and potential sources of financing or purchasers and performing such additional duties as the Managing Member may reasonably deem necessary in connection with its role as “Managing Member”.  The Managing Member shall select a firm of independent certified public accountants to be engaged from time to time as Accountants for the Company.

6.3
Authority of Managing Member.  Subject to the other provisions of this Article VI and all other provisions of this Agreement calling for the Approval of the Members, or otherwise limiting the authority or powers of the Managing Member, the Managing Member shall have the decision-making authority and power necessary for the day-to-day administration and operation of the business and affairs of the Company.

(i)
Employees.  All Persons engaged by the Managing Member in connection with its services hereunder shall be either Managing Member’s employees or its agents or independent contractors and in any event shall not be employees of the Company.

(ii)
Compensation of Managing Member.  Except as otherwise expressly set forth herein, the Managing Member shall not be entitled to any compensation or reimbursement for its services hereunder without the express Approval of the Members.  Any such Approval must expressly acknowledge that such compensation or reimbursement is to be paid to the Managing Member. 

6.4
Authority of Administrative Member.  Subject to the terms and conditions of this Agreement, the Administrative Member shall have authority to conduct the day-to-day operations of the Company in accordance with the applicable Approved Operating Plan and Budget, the Approvals and any other guidelines or policies approved by the Managing Member.  Subject to the approval of the Managing Member, the Administrative Member’s duties shall include, without limitation:

(A)
any duties assigned to it under this Agreement;

(B)
overseeing, supervising, coordinating and processing the operations, including without limitation, as applicable, the entitlement, development, leasing, construction of improvements and management on a day-to-day basis of any and all of the assets which comprise the Property, all in accordance with the Approved Operating Plan And Budget, overseeing and coordinating with the Property Manager and all governmental agencies and other relevant third parties, and preparing all communications with the Property Manager, governmental agencies and other relevant third parties.  All proposed correspondence relating to any such entitlement, development and management matters which requires the approval of the Managing Member pursuant to this Agreement, shall be sent to the Managing Member for its approval, and copies of all final correspondence, notices and like matters shall also be sent to the Managing Member;

(C)
causing the Property Manager to perform its obligations under the Management Agreement, including, without limitation, the timely performance of such obligations within the schedules required for such performance, or, if the Property Manager fails to perform such obligations, performing or causing such services to be performed, at no additional cost, for the Company’s benefit;

(D)
subject to the availability of funds therefor, taking all proper and necessary actions reasonably required to cause the Company and all third parties at all times to perform and comply with the provisions (including, without limitation, any provisions requiring the expenditure of funds by the Company) of any loan commitment, agreement, mortgage, lease, or other contract, instrument or agreement to which the Company is a party or which affects the Property or the operation thereof;

(E)
subject to the availability of funds therefor, paying (or causing the Property Manager to pay) in a timely manner all non-disputed operating expenses of the Company in accordance with the terms of the Approved Operating Plan And Budget or as otherwise provided herein and approved by the Managing Member;

(F)
to the extent available, and subject to the availability of the funds therefor, obtaining and maintaining insurance coverage on the Property as required by the Managing Member pursuant to this Agreement and paying all non-disputed taxes, assessments, charges and fees payable in connection with the ownership, use and occupancy of the Property;

(G)
delivering to the Managing Member promptly upon the receipt or sending thereof, copies of all notices, reports and communications between the Company and any tenant, governmental agencies, neighboring property owners and/or lessors, community groups and other relevant third parties, including, any notices of liens, fines or penalties, and delivering to the Managing Member promptly upon the receipt or sending thereof, copies of any notices, reports, and communications from any tenant under any lease or any lender under any mortgage loan or any holder of a mortgage affecting all or any portion of the Property or any of such other parties, which relates to any existing or pending default thereunder or to any financial or operational information required by such Person;

(H)
depositing (or causing the Property Manager to deposit) all receipts from operations of the Property to such separate accounts established and controlled by the Managing Member in the name of the Company, which receipts shall not be commingled with any other funds or accounts of the Administrative Member;

(I)
if the Administrative Member subcontracts with third parties or any Related Party pursuant to an Approved Related Party Agreement for the performance of any of the services to be performed by the Administrative Member, supervising and overseeing the performance of the services performed by such third parties or Related Party;

(J)
delivering to the Managing Member any documents reasonably requested by the Managing Member relating to the construction of improvements at, or any other development of, the Property, and all other items related thereto;

(K)
delivering to the Managing Member copies of any notices, reports and communications between the Company and/or Administrative Member and the Property Manager, including, without limitation, copies of any monthly reports generated by the Property Manager; and

(L)
not less frequently than once every calendar month, meeting with Investor and its representatives (at the Property, via telephone or, from time to time at the reasonable request of Investor, at Investor’s office) to summarize the status of the management and operation of the Property and all items related thereto.

Notwithstanding anything to the contrary herein, (x) the Administrative Member shall obtain the Managing Member’s prior written consent to any contract, subcontract or agreement having an aggregate contract value, and/or requiring the expenditure of funds by the Company in an amount, equal to or greater than Twenty-Five Thousand and 00/100 Dollars ($25,000.00), and (y) irrespective of whether or not a project has been provided for within the Approved Operating Plan And Budget, the Administrative Member shall obtain the Managing Member’s prior written consent prior to commencing any construction activity at the Property having an aggregate cost, and/or requiring the expenditure of funds by the Company in an amount, equal to or greater than Twenty-Five Thousand and 00/100 Dollars ($25,000.00).

Sample Provision II-2

Sponsor Managing Member Control Provisions

7.2
Major Decisions.  (a) Notwithstanding anything to the contrary contained in this Agreement, the Managing Member shall not, nor shall it have the power to, make, implement, or bind the Company with respect to any Major Decision (as hereinafter defined) without the Consent of the Members.  For purposes of this Agreement, and without limitation of any other rights (of approval or otherwise) which any Member has pursuant to the provisions of this Agreement, decisions regarding each of the following matters shall be deemed to be a “Major Decision.”
(i)
except (A) as provided in Sections 10.5 and 10.6, (B) for the transfer of a Project Component to a wholly-owned subsidiary of the Company after Completion of such Project Component, and (C) for replacements of assets in the ordinary course of business, a sale or other disposition of all or any portion of the Company or its assets or of the Company’s membership interest in the Phase I LLC or any of the Phase I LLC’s assets or the engagement of a broker or finder in connection with any of the foregoing;

(ii)
any Additional Funding Requirement; provided, however, that if and to the extent that the Additional Funding Requirement (A) is contemplated by the Pre-Development Budget or Project Budget or the then applicable Annual Budget for a Project Component, (B) results from an Uncontrollable Delay, or (C) is comprised of Unanticipated Event Funds, then in any such case, such Additional Funding Requirement shall not be a Major Decision and shall not require the Consent of the Members;

(iii)
any loan or borrowing by the Company or the Phase I LLC (including, without limitation, any Construction Loan) and the principal documents evidencing or securing any such loan or borrowing or any agreements with respect to interest rate derivative products and the terms thereof, provided that, notwithstanding anything to the contrary stated or implied in this Agreement, including the definition of Consent of the Members, either Member may withhold its consent to any Construction Loan or borrowing by the Company or the Phase I LLC that contemplates or provides for a LTC Ratio in excess of 70%; the hiring of a broker to place any Loan; any modification, amendment, extension, renewal or other change of or to (or any of the documents evidencing or securing) any such financing or loan or borrowing (including, without limitation, the Construction Loan), the terms of (and documents evidencing) any such loan or borrowing, including, without limitation, the grant of or pledge or security interest in or of any asset of the Company or the Phase I LLC or the placing by the Company or the Phase I LLC of any encumbrance or lien against any asset of the Company or Phase I LLC or the recording of any document affecting the title to any asset of the Company or the Phase I LLC; and the execution and delivery of any commitment letter or term sheet that would impose any obligation on the Company or the Phase II LLC with respect to any such financing or refinancing; and the engagement of a broker or finder in connection with any such financing or refinancing; provided that, the Members hereby consent to and approve accrued expenses and trade payable accounts entered into in compliance with the terms of this Agreement;

(iv)
the grant of any pledge of or security interest in any Membership Interest or in the Company’s membership interest in the Phase I LLC other than (A) in connection with a Loan otherwise approved by the Members in accordance with Section 7.2(a)(iii) hereof or (B) in a Member’s economic interest in the Company (i.e., the right to receive distributions and allocations, but not voting rights hereunder) to an Institutional Lender in connection with a bona fide loan or credit facility transaction to be entered into by a Member or an Affiliate of a Member; provided, however, that any such pledge or security interest shall be subject to the terms of this Agreement;

(v)
the terms of any transaction between the Company or the Phase I LLC, on the one hand, and any entity affiliated with or related to any Member, on the other hand, other than the payment of the Development Management and Overhead Fee, the Project Oversight Fee, and the Property Management Fees, all of which payments have been approved subject, however, to any express limitations set forth in this Agreement;

(vi)
the binding of the Company or the Phase I LLC as guarantor, surety or indemnitor for all or any of the Members or for or on behalf of any person or entity;

(vii)
the making of any loan or other extension of credit by the Company or the Phase I LLC;

(viii)
performing any act in contravention of this Agreement;

(ix)
any dissolution of the Company or the Phase I LLC or any modification of this Agreement or the governance documents of the Phase I LLC or any act which would make it impossible to carry on the ordinary business of the Company or the Phase I LLC for any period of time;

(x)
any decision to engage in any business other than as permitted by Section 2.6 (including the acquisition of any interest in any other real property by the Company);

(xi)
any decision by the Company or the Phase I LLC to commence any case, proceeding or other action (A) under any existing or future law of any jurisdiction, domestic or foreign, relating to bankruptcy, insolvency, reorganization or relief of debtors, seeking to have an order for relief entered with respect to it, or seeking to adjudicate it a bankrupt or insolvent, or seeking reorganization, arrangement, adjustment, winding-up, liquidation, dissolution, composition or other relief with respect to it or its debts, (B) seeking appointment of a receiver, trustee, custodian or other similar official for it (or for all or any substantial part of its assets) or the decision by the Company or the Phase I LLC to make a general assignment for the benefit of its creditors, (C) to admit in writing its inability to pay its debts as they become due, or (D) to allow the entry of a confession of judgment against the Company or the Phase I LLC;

(xii)
if there shall be commenced against the Company or the Phase I LLC any case, proceeding or other action of a nature referred to in Section 7.2(a)(xi) or if any case, proceeding or other action seeking issuance of a warrant of attachment, execution, distraint or similar process against all or any substantial part of its assets, any decision of the Company or the Phase I LLC (A) to take any action in furtherance of, or indicating its consent to, approval of, or acquiescence in any such proceedings or (B) to take no action to controvert or to otherwise dismiss or discharge in a timely and appropriate manner any such proceedings;

(xiii)
any decision by the Company or the Phase I LLC to be part of or take part in any merger or consolidation or any decision by the Company or the Phase I LLC to sell, lease, transfer or otherwise dispose of all or substantially all of its assets;

(xiv)
the admission of any new member into the Company or the Phase I LLC or the transfer of any Membership Interest in the Company, or any membership interest in the Phase I LLC, other than in accordance with the provisions of Article 10;

(xv)
(A) the approval of any substitution of the Architect, and the approval of the Engineers, Contractor or any Major Consultants, as well as the approval of the Engineer’s Contract, the Construction Contract, any agreement or contract with a Major Consultant (provided that, the Engineers and Major Consultants listed on Schedule 5 attached hereto are hereby approved by all Members as of the Effective Date), the Condominium Documents, the form sale contract to be executed in connection with sales of Hotel Condo Units (unless approved in connection with the approval of the Condominium Documents), the form sale contract to be executed in connection with sales of Residential Sale Units (unless approved in connection with the approval of the Condominium Documents), the form of residential tenant lease, any retail lease, and any other Key Documents (including, without limitation, the DDA and Ground Lease), (B) the approval of any amendments, modifications or supplements of or to any of the documents described in Clause (A) immediately above and/or to the Architect’s Contract (provided that, the Ground Lease in effect as of the Effective Date has been approved by the Members), and/or (C) the exercise of any rights of the Company under any of the documents or instruments described in this Section 7.2(a)(xv) above (including, without limitation, the election to pay the Phase II Extension Payment and/or exercise of the right to enter into the Phase II Ground Lease pursuant to the DDA);

(xvi)
the approval of the Plans, each Business Plan (including all Project Budgets and Annual Budgets for each Project Component) and/or the Allocation Methodology, and any amendments, modifications and/or supplements to any Business Plan, including the Project Budget (and any development schedule) and/or any Annual Budget for a Project Component (but excluding increases in Development Costs that would constitute Residential Rental Unit Cost Overruns to be paid solely by Managing Member or Development Cost Overruns to be funded by Cost Overrun Capital Contributions made by Managing Member), any amendments, modifications and/or supplements to the Allocation Methodology, and any material scope changes to the Project and/or material modifications to the Plans, all as provided in Section 7.3(a);

(xvii)
entering into (or causing the Phase I LLC to enter into) any contract or agreement for services with a third party pertaining to the operation of a Project Component that will be binding on the Company (or the Phase I LLC) after the Completion of such Project Component where the same is not contemplated by the Initial Business Plan or any subsequent Business Plan for such Project Component and included in an approved Annual Budget for such Project Component (it being acknowledged and agreed that, when the Members have the right to approve a contract or agreement under this Clause (xvii), such approval shall be with respect to both the entering into of such contract or agreement and the form and substance of such contract or agreement);

(xviii)
any change to the insurance maintained by the Company or the Phase II LLC;

(xix)
hiring individuals as direct employees of the Company (or the Phase I LLC) itself, as distinguished from retaining an independent contractor;

(xx)
entering into any contract or agreement of any nature on behalf of the Company or the Phase I LLC pursuant to which a Member might be personally liable for the observance or performance of the obligations of the Company, the Phase I LLC or any other Member;

(xxi)
(A) the prosecution or defense of any litigation if in the reasonable judgment of the Managing Member the out-of-pocket cost to and potential liability of the Company could exceed a total of $250,000 (as adjusted as provided in Section 14.14) or (B) the settlement of any litigation in which the amount to be paid out-of-pocket (that is, same is not covered by insurance) by the Company or the Phase I LLC as a settlement exceeds $250,000 (as adjusted as provided in Section 14.14);

(xxii)
any execution of any material agreement between the Company or the Phase I LLC, on the one hand, and any governmental or quasi-governmental agency, on the other hand, but excluding any agreements required in connection with compliance with applicable law in the development and operation of the Project in the normal course of business and/or any agreements required to be executed pursuant to the express terms and provisions of the DDA;

(xxiii)
any material initial elections or choices of methods of reporting income or loss, or any decision to change the Company’s elections or choices of methods for reporting income, gain or loss for Federal, State or local income tax purposes;

(xxiv)
the retention of attorneys except (1) in connection with routine matters arising out of the operation of the Project at a total cost not exceeding an annual aggregate amount of Fifty Thousand Dollars ($50,000) (as adjusted as provided in Section 14.14) or (2) in defense of claims against the Phase I LLC, the Company or the Members (as Members of the Company), but only if and to the extent that the Managing Member has made a good faith effort to obtain the Non-Managing Member’s approval of the attorneys necessary to defend any such claims against the Phase I LLC, the Company or the Members (as Members of the Company), but was unable to obtain such approval and it is necessary to promptly retain attorneys in order to properly defend such claim (but Managing Member shall then use good faith efforts to promptly obtain the Non-Managing Member’s consent to such retention), or to retain substitute attorneys approved by both Members;

(xxv)
the retention of accountants where the expenditure for same is expected to exceed $50,000 per annum, as adjusted pursuant to Section 14.14 hereof;

(xxvi)
the retention of appraisers hired by the Company or the Phase I LLC (other than appraisers required by a Lender or potential Lenders or which are engaged by a Member pursuant to the provisions hereof);
(xxvii)
the retention of auditors;

(xxviii)
the retention by the Company or the Phase I LLC of a hotel operator or manager to operate the Hotel Unit upon its Completion and/or the subsequent replacement or substitution of any such hotel operator at any time after the Completion of the Hotel Unit, and the retention by the Company or the Phase I LLC of a third-party managing agent or operator for any other Project Component (other than an Affiliate of _________, which is hereby approved), or the hiring of any residential sales and marketing agents;

(xxix)
any material alteration or change in the accounting systems for the Company or the Phase I LLC;

(xxx)
the issuance or registration of any securities or interests in the Company or the Phase I LLC;

(xxxi)
the selection of any bank which is not a money center bank or a bank approved pursuant to Section 7.7 for deposit of Company funds or funds of the Phase I LLC, and the designation of Persons with signatory authority over withdrawal of such funds;

(xxxii)
all matters relating to the Project’s compliance with environmental, health, access, and similar laws, or regarding any environmental, ecological or archeological matter relating to the Project, including selection of consultants in regard thereto and adoption of and implementation of any site management plan, operation and maintenance program, or any other program to remove or otherwise remediate Hazardous Materials or other potential adverse effects on the assets (including goodwill) of the Company and/or the Phase I LLC;

(xxiii)
any decision to enter into a partnership, limited liability company or other form of joint venture other than the Phase I LLC; and

(xxxiv)
any investment of Company funds or funds of the Phase I LLC in instruments other than time deposits, short-term governmental obligations or commercial paper.

(b)
All requests by the Managing Member for the approval of a Major Decision shall be in writing and shall be accompanied by pertinent information regarding the Major Decision.  With respect to any Major Decision, the Managing Member shall provide to the Members any additional information reasonably requested by the Members, provided such information is in the possession of or reasonably obtainable by the Managing Member.  Further, all restrictions on the Managing Member with respect to its right to take any action hereunder without the requisite Consent of the Members shall apply equally to all Officers or agents as though such Officer or agent was the Managing Member (i.e., no Officer or agent of the Company may bind the Company, or cause the Company to bind the Phase I LLC, with respect to a Major Decision without the requisite Consent of the Members).  If a response is not received from a Member to any request to approve a Major Decision under this Section 7.2 within ten (10) Business Days after delivery of such request for approval, then the Member shall be deemed to have consented to such request for approval of the Major Decision; provided, however, that in order to be effective, said request shall in bold face type at the top of the first page thereof contain the following notice:

“Failure to respond within ten (10) Business Days following receipt of this notice will result in a waiver of your right to disapprove the Major Decision which is the subject of this notice.”

Notwithstanding the foregoing, within the afore-mentioned ten (10) Business Day time period, any Member shall have the right to request such other information as may reasonably be required for it to make a good faith determination with respect to such Major Decision and, if such request is made, the ten (10) Business Day period shall be tolled until the second (2nd) Business Day following the delivery of such information to the requesting Member by the Managing Member.

Sample Provision II-3

Managing Member Removal Provision

Removal of Sponsor as Managing Member.  Investor shall have the absolute right, power and authority to remove Sponsor as Managing Member at any time “For Cause”.  Investor shall act as the Managing Member on behalf of the Company after it has removed Sponsor as Managing Member or may unilaterally admit another Person as a Member of the Company to act as Managing Member.  In all events, if Sponsor is removed as Managing Member “For Cause” hereunder, (i) if Sponsor or a Sponsor Related Party is then acting as Property Manager, Investor shall also have the absolute right, power and authority to remove Property Manager as the property manager under the Management Agreement, without penalty to the Company or payment of a termination fee under the Management Agreement, (ii) Investor shall have the right and option to initiate the buy/sell procedure under Article IX or the right of first offer procedure under Article X, and (iii) at the election of Investor by written notice to Sponsor, Sponsor shall thereafter forfeit the right to Sponsor’s Promote.  The grounds for removal “For Cause” shall mean one or more of the following:

(A)
any breach by Sponsor or its successor as Managing Member in the discharge of its duties and obligations as Managing Member which is not cured within a period of ten (10) calendar days after Sponsor receives written notice of its default from Investor; provided, however, that if such default cannot be reasonably cured within such ten (10) day period, the period shall continue, if Sponsor commences to cure the default within such ten (10) day period, for so long as Sponsor diligently prosecutes the cure to completion up to a maximum of forty-five (45) calendar days;

(B)
any fraud, negligence or willful misconduct concerning the financial condition of the Property or the performance by Sponsor of its obligations or covenants under this Agreement, including, without limitation, physical waste, removal or disposal of the Property by Sponsor;

(C)
any breach by the Company of its obligations to any third party resulting from fraud, negligence, willful misconduct or a breach by Sponsor of this Agreement or any of the applicable documents executed and delivered to such third party by the Company after the expiration of any notice and cure periods in such documents; and if Sponsor or a Sponsor Related Party is a party to an Approved Related Party Agreement, then any fraud, bad faith, willful misconduct, misrepresentation or negligence by the Sponsor or such Sponsor Related Party in the performance of its obligations under such Approved Related Party Agreement, and any failure by Sponsor to perform or cause such services to be performed.

III.   EXIT PROVISIONS

Steven A. Waters
If your clients have done joint ventures with an institutional investor, then you know what the term means; on the other hand, if your clients have played mostly in the debt markets, without an equity partner, the term may be new.  As the term literally implies, someone is leaving, heading for the “exit.”  In this case, they are leaving the joint venture relationship, via one mechanism or another.  Because the parties had good reason – perhaps different for each of them – to form the venture in the first place, the circumstances under which the relationship can be changed or terminated is relevant, if not crucial.  The reasons that a party might want to end the relationship are varied, and include (i) irreconcilable conflict (a reason the term “divorce” is sometimes used) that makes the venture not viable (in a party’s judgment), (ii) realization of investment goals, (iii) need or desire to re-deploy funds, or (iv) change of control of a partner that makes the new ownership group undesirable to the other partner.

Though you see all manner of one-off exit provisions that fit the needs of the parties in a particular situation, they tend to group around the following basic types:

1.
Push-Pull Buy/Sell

To use this mechanism, the initiating party makes a simultaneous offer to buy its partner’s interest, and to sell its interest to its partner.
  The initiating party states the purchase price, which typically is done indirectly by stating a price at which the properties owned by the venture will be sold, with the amount to be paid to the selling partner being the amount that partner would receive from the net proceeds of such a sale.  If the parties are equally able to be a buyer,
 then the theory of this mechanism – not unlike two children who are dividing a scrumptious chocolate cake, with one cutting the cake “in half” and the other getting to choose which “half” to take – is that a party will not step out and trigger the buy/sell unless it is prepared to be a seller, which means that it is “kept honest” by having to also name the price.

The attached Sample Provision III-1 I call “The Surkin Solution,” in honor of our own Elliot Surkin.  The Buy/Sell materials and provisions that he presented to the College in 1998
 are the best I have seen, and the template I use whenever I have the pen.

2.
Right of First Offer/Right of First Refusal

The common denominator here is that a partner wants to dispose of its interest, and the other has a chance to buy it before a third party does.  The principal difference between the two is that the ROFO typically gives the beneficiary a first right to buy, without a third party’s being on the scene; by contrast, an ROFR typically gives the beneficiary the right to match an offer made by a third party.  Each has its place, and the heaviest gorillas can get both, giving it two bites.

The ROFO offers some economies – sellers (and landlords and others), of course, do not like to have to do the work necessary to find a third party buyer, and then put that party on hold while the ROFR process plays out.
  A partner who has the right
 and desire to sell its interest announces that fact and its view of pricing to the other, who, following a defined process, has the right to buy the interest.  Beyond that basic, many variations on the theme are possible.  Usually, though, if the beneficiary of the right declines, then you see a time period in which a sale must take place (or binding deal be cut) at the price offered under the ROFO (or a high percentage of that price), failing which the ROFO revives and its beneficiary has a fresh opportunity.  If a party would not enter the venture without having some right to get out, but the other party wants control over the asset or who its partners are, or both, then the ROFO can be a palatable solution, where insisting on an ROFR might go nowhere.

The ROFR has a feeling of equanimity – “Hey, I match the other guy’s offer, so why not?  What’s the problem?”  And that may carry the day.  But the conventional response is that the existence of an ROFR “chills” the negotiations
 to the disadvantage of the seller.  Where the parties agree to the concept of an ROFR, much of the negotiating time over its structure goes to minimizing the adverse effect on the seller.  The shorter time frame the better for the seller; but the poor developer partner, just as with a buy/sell, may only be able to meaningfully participate if it has more, not less, time.  And so the back and forth goes.

See the sample provisions following this discussion.

3.
Tag Along; Drag Along.
Perhaps borrowed from the venture capital bag of tricks,
 the “tag along” and “drag along” features are sometimes insisted on by one party to the venture as the trade for allowing more freedom to the other to sell its interest.  And it is as readily the large, institutional money partner doing a deal with a large REIT who wants these rights, as it is the smaller developer who is afraid of being left behind by its cashing-out former partner.

The basic concepts are pretty straightforward:  (i) with the tag, you can’t sell your interest to a third party unless I have the right to sell mine (tag along) at the same unit price; and (ii) with the drag, if I find a buyer who will buy my interest only if you also sell yours, I can force you to sell (drag you along) on the same basis.  The presence in the agreement of one or both of these may well be the price of freedom to get out.
See the attached sample provision following this discussion.

4.
Marketing Plan.
This approach may have been invented by a developer who feared being low-balled by its much wealthier partner.
  It brings a “market pricing” mechanism into the mix, and can take on a variety of faces.  Features of the first sample provision that is in Sample Provision III-3 following this discussion include (i) a Lock-Out Period,
 an amount of time after completion of construction, or until achievement of an agreed lease-up level, (ii) engaging a broker to market the property if either party wants to “take the Project to the market,” (iii) an opportunity either for (A) the parties to agree to sell to a third party at the market price determined by the marketing effort or (B) the party who did not initiate the marketing plan to acquire the other party’s interest in the entity by paying the other party the amount that it would receive if the Project were sold and the proceeds distributed through the waterfall of their agreement,
 and (iv) the same right to go to the market if there is a failure early in the relationship to agree on a final development plan.

The second example in Sample Provision III-3 has the same basic element – taking the project to the market – but it is considerably more complicated and tedious.  Its features include:

· Either partner can initiate a “Collective Marketing Period” to hire a broker to market the project

· If the Developer Partner refuses to hire a broker, or if a purchase and sale agreement cannot be worked out after the partnership and third party agree on a price, then the Investor Partner can trigger a buy-sell mechanism, resulting in its or the Developer Partner’s sale of its interest

· If the Collective Marketing Period produces one or more offers, the partners either have to agree to accept the highest cash offer, or reject all offers and continue together as partners

In his 1998 article, Surkin suggests that a buy-sell provision that allows one party or the other to own the property is an invitation to trouble, and invites the parties to consider whether a mechanism that results in a sale to a third party isn’t the better proposition.
  The Marketing Plan, absent a buy-sell element, might be just the ticket.

As noted in footnote 9, one manifestation of this basic concept has the capital partner holding the sole right to initiate the “take the project to the market for sale” feature, with the developer partner being limited to going along with the sale, or buying out the capital partner based on the price obtained.  That is the approach evidenced in the third sample provision.

See the sample provisions following this discussion.

5.
“Paranoia Strikes Deep, Into Your Life It May Creep.”

There is an element of this, on both sides – the capital partner may worry that it will be sued (for breach of a fiduciary or other duty) if it exercises a buy-sell right, names a price lower than the price that it believes it can get “in the market” (e.g., it has a pretty good idea of a party to whom it can sell the property at the higher price), strongly suspects that only it could be the buyer, buys out its partner at the lower valuation, and then sells the project at the higher price; looking through the its prism, the developer has the same concern about what the more substantial capital partner might do to it.

And there is a potential transfer tax efficiency issue in states that tax the transfer of ownership interests of more than a threshold amount.  The buy-sell purchase/property sale two-step may result in a transfer tax on top of a transfer tax.  Stated otherwise, the typical buy-sell provision frequently is not the most efficient mechanism to satisfy the objective of giving the capital partner the unilateral right to cause and control a sale of the property.

The attached sample provision (which has features of others discussed above) was designed to give the capital partner the getting out control that it required, yet allay the developer partner’s fears that it might get hosed.
   Under that provision, the capital partner has a unilateral right to cause the Property to be sold after the end of the second year.  Before exercising this right, Capital Partner must offer the Property to Developer at a specified price, and Developer has 60 days to commit to purchase Capital Partner’s interest based on the specified price.  If Developer elects not to purchase Capital Partner’s interest in the Property, then Capital Partner is free to sell the Property at any price equal to or in excess of 95% of the price offered to Developer, as long as a contract to purchase the property is executed within 180 days after Developer declines to purchase Capital Partner’s interest.  Developer may not exercise its rights under any buy-sell provision during Capital Partner’s exercise of its rights to sell pursuant to this Paragraph 9(c).

6.
Miscellaneous Issues.

a.
Lockout Period; Exceptions.  It is common to provide for a period of time, measured from the date of the agreement or from an event (completion of construction), or until the achievement of a benchmark (such as leasing percentage or cash flow break-even, or both), where the exit provisions cannot be exercised.  Among other benefits, this forces the parties to work through difficulties, and allows time for the goals of the venture (most commonly, creation of value) to be achieved.

There can be exceptions – common ones include failure to reach agreement on “major decisions,” on the theory that stalemates on key matters indicate an inability to carry on in the manner originally contemplated.
  Another is the change of control of one of the partners, sometimes with the added gloss of a “cooling off” period during which the other partner can make a judgment whether it can “get along” with the new owners of the other partner.

b.
Don’t Forget The Loan Documents.  Some joint ventures are done without third party borrowings, but many have a capital stack that includes outside financing.  It is not uncommon for the exit provisions of the joint venture to be negotiated independently of the loan documents; or, sometimes the lender will not accommodate the full range of exit provisions desired by the partners.  This can interfere, sometimes drastically, with a partner’s exit strategy.

For example, let us suppose that one partner “wants out,” that is, wants to cash out for the fair market value of its interest, however it can make that happen.  The JV agreement contains a buy-sell provision.  So far, so good.  But as the initiator of the buy-sell mechanism, the partner who wants to sell does not control anything but the price; the recipient partner can be buyer or seller.  No problem – “If I have to buy out my partner and then turn around and sell the entire property, I’ll just do that.  No big deal.”

Enter the loan documents.  It is not unusual for them to contain a “one-time” transfer provision, sometimes relating to a property sale, but sometimes relating to an interest of a certain size in the borrower; or it may be one or the other, but not both.  If it is the last, then the first level of buy-sell is authorized, but not the follow-on sale of the project by the partner who wanted out in the first place.  To get out will require that it deal with the lender, at whatever cost that requires.

Lesson:  Do not look only at the JV documents when plotting your exit strategy; remember the loan documents.

c.
Should There Be Any “Standards” Applied To Buy-Sell Provision Exercises?  The following observations come from Elliott Surkin’s 1998 paper to the College:

In the introduction to his paper, Surkin states:

When sophisticated parties form joint ventures for the development and ownership of real estate, what can the lawyers do – what advice can they give – to save the venturers from the unfortunate and inevitable destruction of value that will occur if and when the participants find themselves in a situation in which they are unable to agree on a course of action?

. . . [T]he buy‑sell agreement [is] a method for resolving “terminal disagreements” between two . . . venturers in a real estate deal.  “Buy‑sell” is shorthand for an “I’ll buy you out or you buy me out because we disagree about everything, we hate each other more every day and we can’t stay together for one more minute” agreement.

In preparing a workable buy‑sell provision, Surkin suggests that the parties consider the following issues:

*
Is there any way short of “splitting the sheets” to resolve the disagreement?  For example, should there be included a mediation provision?  This can work in some circumstances, although in others it may contribute to a delay (because of its inherently non‑binding nature) in resolving what may be a very urgent dispute.

*
The parties should consider whether a buy‑sell procedure that allows one party or the other to own the property and continue (which Surkin suggests could be an invitation to trouble) is the right model, or whether it might work better in the particular circumstance for there to be a forced sale to an unrelated third party.

*
It is pretty customary to state the economic result of the buy‑sell in a way that would have the party who was the seller receiving what it would receive on a liquidation.  This does not take into account things such as (i) lost management fees that the developer partner might be foregoing and (ii) a release (or absence of a release) from a guaranty that the financial partner may have given.  Where those things are recognized by the partners, they should be included in the determination of the buy‑sell price/mechanics.

*
Should the parties have any sort of duty, in initiating the buy‑sell and naming a “fair market” price, to do so in good faith?  Or, are they free to name a price, regardless of its relationship to market value?  This should be specified in the agreement.

*
The overall timing is very important.  A typical 30‑day response period may be entirely too short, such as where one partner is an illiquid developer and the other is a wealthy, institutional investor.  If the investor initiates the buy‑sell, then the developer will need time to arrange financing, and the like.

*
If there is a relatively lengthy period of time -- say three months to make a decision and another three months to close the buy‑sell transfer -- then the issue of management in the meantime can arise.  On the one hand, the developer likely will take the position that there should be no changes until the outcome of the buy‑sell has been decided.  On the other hand, if the investor initiates the process and makes a substantial deposit, it may want management control at that point.

*
Once the buy‑sell has been initiated, even though the parties still are partners (presumably with fiduciary or other duties), is it appropriate for them to be able to provide for a different result that places each party more “on its own”?  To frame this, Surkin poses the following three cases:

(Case No. 1).  The developer initiates the buy‑sell, ends up as the buyer and then consummates a lease deal and refinancing deal that are “better” than the proposed transactions that resulted in the disagreement.

[Comment:  Should it matter that the developer knew more after the buy‑sell was initiated, and did not tell the investor?]

(Case No. 2).  Investor triggers the buy‑sell, becomes the buyer and then immediately “flips” the project to a voracious REIT at a price significantly higher than anything discussed by the partners.

[Comment:  Should this sort of sale always be required to benefit both venturers?]

(Case No. 3)  Investor initiates the buy‑sell, ends up as the buyer, and then does the same lease and refinancing deals that were proposed by the developer in the first place (on which the investor refused to accept, leading to the trigger of the buy‑sell).

[Comment:  Should “sand bagging” like this ever be allowed?]

III.   Exit Provisions:
sample provisions
Sample Provision III-1

Buy-Sell Provisions

Article IX

Buy-Sell Agreement
9.1.
Offer to Buy and to Sell.  Although any Member may initiate the buy-sell procedure under this Article 9 for any reason and at any time, the Members acknowledge their mutual intentions to maintain a long-term investment in the Company and agree to explore all reasonable methods to achieve mutual agreement on a course of action before initiating the buy-sell procedure.  For the purposes of this Article 9 alone, “Member” may mean a group containing multiple Members who have joined together to buy or sell a Membership Interest in the Company to another Member or group of Members under this Agreement.

If any Member desires to terminate its relationship with the Company, that Member may deliver to the Company and other Members the written notice described herein.  That notice shall constitute offers by the offeror-Member both (i) to sell its entire Membership Interest in the Company (the term “entire interest in the Company” shall not include any contractual arrangements between a Member and the Company other than in the Member’s capacity as a Member), and (ii) to purchase the offeree-Members’ entire Membership Interest in the Company.  The notice shall state the offeror-Member’s proposed valuation of the Company, as though free and clear of all debt financing (“Company Valuation”).  The Members acknowledge and agree that the Company Valuation will reflect prices at which the offeror-Member would be willing to buy or sell the Membership Interests in the Company, and that the Members do not expect that Company Valuation will necessarily bear any relationship to fair market value.  The Company Valuation shall include all property and assets of the Company other than cash, securities and other liquid assets.  For the above notice to be effective, the offeror-Member shall, simultaneously with the delivery thereof, tender $100,000 to be held as a deposit, in an interest-bearing form, in escrow with the Company’s attorneys, or if there are none, jointly by attorneys, or another third party (such as a title company) designated by each Member (including all interest earned thereon, the “Deposit”).  The Deposit shall (i) be returned to the offeror-Member at the time of acceptance pursuant to Section 9.3 if the offeree-Member becomes the buyer; or (ii) shall be accounted for at Closing if the offeror-Member has become the buyer.

9.2.
Prices.  The offers to buy and to sell shall be at prices equal to the amounts that each Member would receive under Article VII (the liquidation distribution provisions) as though the Company had been sold at the time of Closing at the Company Valuation, and all other property and assets not included in the Company Valuation had been reduced to cash or sold at fair market value, and complete liquidation of the Company had occurred immediately.

9.3.
Acceptance.  Within 90 days after delivery of the offers described above, the offeree-Member or Members may accept either offer, and shall accept one offer, by a written acceptance delivered to the offeror-Member or Members, stating the offeree-Member’s acceptance of the offer to buy or to sell, as the case may be.  For the offeree-Member’s acceptance of the offer to sell to be effective, the offeree-Member shall, simultaneously with the delivery of the acceptance, tender $100,000 to be held as the Deposit, and the Deposit then being held shall be returned to the offeror-Member.  If the offeree-Member accepts the offer to buy (i.e. the offeror-Member has become the buyer), then the offeror-Member shall immediately increase the amount being held as the Deposit to $250,000.  Failure of the offeree-Member to accept one of the offers within the 90 days shall be an acceptance of the offeror-Member’s offer to buy.  Offers shall be irrevocable for 90 days.  Once the offers have been delivered by one Member, the other Members may not initiate a procedure under this Section and no Member shall dispose of, alienate or in any way encumber all or any part of its Membership Interest in the Company.  In addition, there shall be no action taken by any Member that would result in a material change in the assets or liabilities of the Company or condition of the Property outside the ordinary course of business.  Only necessary leasing and financing transactions shall occur during that period, and only with the approval of a Majority in Interest of the Members.

9.4.
Closing.  Acceptance of an offer pursuant to Section 9.3 constitutes a binding agreement between the Members to buy and sell at a Closing to be held 90 days after the date of acceptance, at the Company’s principal office at 10:00 a.m. (or the next succeeding business day if that day is a Saturday, Sunday, or legal holiday).  At the Closing, the selling-Member shall assign and deliver its interest in the Company to the buying-Member or its designee(s) free and clear of all liens, encumbrances and claims of third parties.  At the Closing, the buying-Member shall have the right to designate a Substitute Member to replace the selling-Members.
If the selling-Member is unable to deliver its Membership Interest(s) and membership rights at Closing (or any extension thereof), then the buying-Member may, at its sole election, (A) terminate the agreement to purchase if the inability reflects a material default; (B) accept the selling-Member’s membership rights in their then condition with appropriate adjustments in price; or (C) extend the Closing date for 30 days during which period the selling-Member shall use its best efforts to remove any defects in its entire membership rights and interest in the Company.  At Closing, the buying-Member shall pay in cash the full purchase price as of the Closing date as calculated pursuant to Section 9.2 by the Company’s accountants or other certified public accountant reasonably acceptable to a Majority in Interest of the Members (as that price may be adjusted for closing adjustments that are customary in sale transactions involving improved real estate including, without limitation, accounting for rent and prorations relating to operating expenses, real estate taxes and mortgage interest), shall obtain the discharge of any continuing liability of the selling-Member and its Affiliates on account of Company financing (and guarantees thereof) or, in lieu of such discharges, shall provide to the selling-Member reasonably satisfactory indemnification and hold-harmless agreements with respect to that liability and to all other continuing liabilities of the selling-Member and its Affiliates.

Each Member agrees to execute, acknowledge and deliver all documents that are appropriate to effect a transfer of the interest in question.  If any Member fails to execute, acknowledge, or deliver any such documents, each hereby irrevocably appoints the other Members as its attorneys-in-fact for the sole purpose of executing, acknowledging, and delivering those documents in its behalf pursuant to this Agreement.  Notwithstanding the foregoing power of attorney, and in addition to any rights that the Members have hereunder, a Member desiring to enforce a purchase or sale pursuant to this Section shall have the right to apply to a court of competent jurisdiction for specific performance hereof, and the other Member shall not plead as a defense that an adequate remedy at law exists.

9.5.
Default.  [Do the parties want to put anything in on that subject?]
9.6.
Termination of Agreement to Purchase.  If, after acceptance of an offer and before Closing:  (a) any proceedings relating to the proposed taking of all or a substantial portion of the Property by eminent domain are instituted, (b) a fire or other casualty occurs as a result of which all or a material portion of the Property is destroyed or seriously damaged, (c) there shall have been filed by or against any major tenant a petition in bankruptcy or a petition or answer seeking any reorganization, arrangement, composition, readjustment, liquidation, or similar relief under the bankruptcy laws of the United States, or a receiver, trustee or liquidator shall have been appointed with respect to such tenant or all or a substantial portion of the tenant’s property, or (d) a major tenant wrongfully terminates its lease, then the buying-Member may, by written notice to the selling-Member, elect not to proceed with the purchase of the selling-Member’s interest, in which case the offer and acceptance shall be void without any liability to any Member.  For purposes of this Section 9.6, a major tenant is a tenant whose lease covers 100,000 square feet or more of rentable space.

9.7.
Tax Relief.  If it is possible to structure the sale and purchase of a Member’s Membership Interest and membership rights in a manner that is favorable to one party or the other for federal tax purposes, and does not disadvantage any other party, then the Members agree to cooperate to achieve the most favorable tax treatment to the parties, collectively.

Sample Provision III-2

Right of First Offer Provisions
Alternative #1

Section 11.2
Right of First Offer.  If at any time after the end of the Lock-Out Period, Managing Member determines to sell the Project, then Managing Member shall so notify Investor Member in writing of its desire to begin marketing the Property for sale before the time that Managing Member actually begins marketing, or Managing Member shall advise Investor Member that Managing Member has received a third party offer to purchase the Project and shall disclose to Investor Member all the material terms of any such offer, including the purchase price if an offer to purchase has been received, or the price and terms under which Managing Member desires to begin marketing the Project if no offer has been received.  In either such event, Investor Member shall have the right for a period of thirty (30) days to advise Managing Member in writing whether Investor Member is willing to buy the Project for the specified purchase price on the terms and conditions set forth in the notice from Managing Member.  If Investor Member declines to buy the Project for the indicated price and terms, then Managing Member has a period of one (1) year to sell the Project for not less than ninety percent (90%) of the price specified in the notice to Investor Member.

[Note:  The foregoing provision has ROFO and ROFR features.]

* * * * *

Alternative #2

Section 5.6.
Transfer of Partnership Interest to Unaffiliated Third Party:  Right of First Offer.

(a)
Subject to Article VIII, if, (i) at any time, subject to Subsection 5.2(c), Developer Partner desires to Transfer the Transferable Developer Partner Interest to any Person other than Investor Partner, or (ii) at any time following the No Transfer Period, Investor Partner desires to Transfer all but not less than all of its Partnership Interest to any Person, other than pursuant to a Permitted Transfer under Subsection 5.2(b), then the transferring Partner (“Transferor”) shall give a Notice (“Transfer Notice”) to the other Partner (the “Non-Transferor Partner”) (which for purposes of this Article V shall constitute Notice to any Affiliate of the Non-Transferor Partner) setting forth an all-cash price (“Transfer Price”) for the sale to the Non-Transferor Partner of the Transferor Partnership Interest and otherwise comply with the terms and conditions of this Section 5.6.

(b)
Within thirty (30) days after the receipt of a Transfer Notice, Non-Transferor Partner shall deliver a written notice to the Transferors stating that it agrees to purchase the Transferor’s entire Partnership Interest for the Transfer Price (the “Acceptance Notice”) or that it does not agree to purchase the Transferor’s entire Partnership Interest for the Transfer Price (the “Rejection Notice”).  The failure of Non-Transferor Partner to deliver either an Acceptance Notice or a Rejection Notice within the specified thirty (30) day time period is deemed to be the delivery of a Rejection Notice.  Subject to Subsection 5.6(c), if Non-Transferor Partner has not have timely delivered the Acceptance Notice, then the Transferor may sell its Partnership Interest to a bona fide third-party purchaser for an amount that is at least ninety-five percent (95%) of the Transfer Price, provided that (i) the purchase price is payable in immediately available funds, and (ii) the Transferors and the third-party purchaser close the Transfer at any time within three hundred sixty five (365) days after the date the Rejection Notice was delivered or deemed delivered.  In any such case, on compliance with Section 5.3(d), the third-party purchaser shall become a Partner hereunder.  If the sale is not consummated within three hundred sixty five (365) days after the Rejection Notice was delivered or deemed delivered in accordance with the terms hereof, then Transferor may not effect such a sale or enter into an agreement to sell its Partnership Interest without again delivering a Transfer Notice to Non-Transferor Partner in accordance with the terms hereof.

(c)
If the Non-Transferor Partner gives an Acceptance Notice, then, within three (3) Business Days of the Transferors’ receipt of the Acceptance Notice, Non-Transferor Partner shall deposit in cash an amount equal to five percent (5%) of the Transfer Price (“Earnest Money”) with the Escrow Agent.  The charges of the Escrow Agent shall be a Partnership expense.  The Escrow Agent shall hold the Earnest Money in an interest-bearing account pursuant to a written agreement among Transferor, Non-Transferor Partner and the Escrow Agent, which agreement shall be reasonably satisfactory to those parties and shall provide, among other things, that the Escrow Agent shall not commingle the Earnest Money with any other funds.  The failure to enter into a written escrow agreement under the circumstances specified herein shall not modify the rights or obligations of the parties hereunder.  On a closing pursuant to this Subsection 5.6(c), the Earnest Money and any interest earned thereon shall be credited against the Transfer Price.  On a default by Non-Transferor Partner in its obligation to purchase the Transferor’s Partnership Interest pursuant to this Subsection 5.6(c) (including, without limitation, the failure of Non-Transferor Partner to deposit the Earnest Money within the required three (3) Business Day period), as the Transferor’s sole and exclusive remedy (i) the Earnest Money, and any interest thereon, shall be paid to Transferor by the Escrow Agent promptly following written request therefor and (ii) Transferor shall be entitled, for a period of three hundred sixty five (365) days thereafter, to enter into an agreement to sell its Partnership Interest to a third party on any terms without first offering that Partnership Interest to Non-Transferor Partner and may consummate the sale.  If Transferor defaults in any of its obligations under this Subsection 5.6(c), then the Earnest Money and any interest earned thereon shall be returned to Non-Transferor Partner promptly following written request therefor, and Non-Transferor Partner may pursue its remedies at law or in equity (including, without limitation, an action for specific performance against Transferor).  If Non-Transferor Partner delivers the Acceptance Notice and the Earnest Money as aforesaid, then (i) a binding contract shall be deemed to exist between Transferor and Non-Transferor Partner with respect to the sale and purchase of the Partnership Interest of Transferor, and (ii) the closing shall be held at a location in New York City, New York as designated by Transferor by written notice to Non-Transferor Partner (or, at either Partner’s election, pursuant to an escrow arrangement reasonably acceptable to Transferor and Non-Transferor Partner) on a Business Day selected by Non-Transferor Partner not less than thirty (30) days and not more than ninety (90) days from Transferor’s receipt of the Acceptance Notice.  Non-Transferor Partner shall pay the Transfer Price (less the Earnest Money and any interest earned thereon) by wire transfer of immediately available federal funds to an account designated in writing by Transferor.  At the closing (A) Transferor shall deliver to Non-Transferor Partner or its designee an assignment of all of its Partnership Interest, free and clear of all legal and equitable claims (other than the legal and equitable claims to, if any, of Non-Transferor Partner pursuant to this Agreement), and all liens and encumbrances (other than liens and encumbrances under this Agreement and Financing Documents that remain in effect following closing) and (B) Non-Transferor Partner shall deliver to each of the Transferors an assumption of their respective obligations under this Agreement arising from and after the date of the assignment.  At the closing, the Transferors and Non-Transferor Partner shall execute an agreement reasonably acceptable to the Transferors and Non-Transferor Partner whereby (X) each Partner represents and warrants to the other that it is duly organized, validly existing, has the necessary corporate or other applicable power and authority to consummate the subject transactions and requires no consents that have not been obtained and (Y) each of the Transferors represents to Non-Transferor Partner that each of the Transferors is the owner of its respective Partnership Interest free and clear of all liens and encumbrances (other than liens and encumbrances under this Agreement and Financing Documents that remain in full force and effect following closing) and that the Transfer is being made free and clear of all legal and equitable claims (other than the legal and equitable claims of Non-Transferor Partner pursuant to this Agreement).  Each party shall pay its own costs and expenses in connection with the conveyance of the Transferors’ Partnership Interest to Non-Transferor Partner.  Any transfer, deed, documentary, stamp or similar tax due in connection with a Transfer of the Transferors’ Partnership Interest pursuant to this Subsection 5.6(c) shall be paid fifty percent (50%) by the Transferors and fifty percent (50%) by Non-Transferor Partner.  In addition, at the closing, (i) each of the Transferors and Non-Transferor Partner shall execute an agreement reasonably acceptable to the Transferors and Non-Transferor Partner whereby Non-Transferor Partner shall indemnify, defend and save the Transferors and their Affiliates or any principal, partner, member, manager, shareholder, controlling person, officer, director, agent or employee of any of the aforesaid Persons harmless from and against responsibility for any debts, obligations, liabilities, costs, expenses (including, without limitation, reasonable attorneys’ fees and disbursements) and claims against the Partnership accruing from and after the closing date, (ii) the Accountants shall close the books of the Partnership as of the closing date, and all items of the Partnership’s income and expense shall be apportioned in calculating Net Cash Flow as of 11:59 p.m. of the day preceding the closing date, (iii) Net Cash Flow earned through the day preceding the closing date and Net Proceeds of a Capital Transaction occurring before closing shall be distributed in accordance with the provisions of Article IV, which provisions shall survive the closing pursuant hereto for purposes of making or correcting any closing adjustments, (iv) the purchase price to be paid shall be (A) increased by the aggregate amount of all Additional Capital Contributions made by the Transferors to the Partnership in the period between the date of the Transfer Notice and the closing date, and (B) decreased by any amounts of Net Proceeds of a Capital Transaction received by the Partnership during the period between the date of the Transfer Notice and the closing date and distributed to the Transferors pursuant to the terms hereof, (v) the Partners shall execute all amendments to fictitious name, limited partnership or similar certificates necessary to effect the withdrawal of the Transferor from the Partnership and, if applicable, the termination of the Partnership, (vi) Non-Transferor Partner shall secure the release from all lenders (without releasing any claim the Partnership may have against the applicable guarantor) of outstanding Affiliate Guaranties executed by any of the Transferors or an Affiliate of any of the Transferors.

(d)
Notwithstanding anything to the contrary set forth herein, if before the delivery of an Offer Notice under Section 5.5 any Transfer Notice has been delivered or Non-Transferor Partner has instituted an action for specific performance pursuant to Subsection 5.6(c), then the delivery of the Transfer Notice or the institution of an action for specific performance shall supersede the delivery of any Offer Notice and the rights under this Section 5.6 shall supersede the rights under Section 5.5 of this Agreement.

(e)
If Non-Transferor Partner elects to purchase the Transferors’ Partnership Interest, then it may, at its option, cause the interest to be acquired by one or more of its Affiliates; provided, however, that any assignment of Non-Transferor Partner’s rights hereunder for purposes of accomplishing the purchase by any such Affiliate shall not relieve Non-Transferor Partner of any obligation or liability with respect thereto.

(f)
If Non-Transferor Partner elects to purchase the Transferors’ Partnership Interests and a material casualty or material condemnation occurs before the closing date, then Non-Transferor Partner shall have the right, on written notice to the Transferors given within ten (10) days of receipt of notice of casualty or condemnation, to terminate its obligation to purchase the Transferor’s Partnership Interests.  If the closing fails to occur by reason of a material casualty loss or material condemnation, then the Earnest Money (plus all accrued interest thereon) held by the Escrow Agent shall be paid to Non-Transferor Partner.  For purposes hereof, a material casualty or material condemnation shall be one that results in damage or a loss in an amount greater than five percent (5%) of the Fair Market Value of the Property as determined by a third party independent contractor, engineer or appraiser approved by the Partners in the exercise of their reasonable discretion.  If a material casualty or a material condemnation occurs after the delivery of a Transfer Notice, but before a response thereto, then the Transferors shall be entitled to withdraw the Transfer Notice by giving notice of withdrawal to Non-Transferor Partner within ten (10) days following notification to the Transferors of the material casualty or material condemnation.

(g)
Each Partner agrees that it shall (and shall cause its respective Affiliates involved in the transactions contemplated by this Section to) be reasonable and cooperate with the other, including, without limitation, executing any documents that may be reasonably required to consummate the transactions contemplated by this Section 5.6.
Sample Provision III-3

Marketing Plan Provisions
Alternative #1

Section 9.1  Marketing Plan

9.1.1
Lock-Out Period.  If, at any time after the date that is thirty-six (36) months after the earlier of (i) six (6) months after the completion of construction of the Project (that is, after obtaining a certificate of occupancy for the Project shell from the appropriate official) or (ii) the date on which the lease terms have commenced on leases covering at least ninety-five percent (95%) of the rentable area of the Project (such period is called the “Lock-Out Period”), Developer Member or Investor Member will have the right to require Managing Member to implement a marketing plan for sale of the Project.  If Managing Member does not actively market the Project by engaging a real estate broker of national repute that is approved by the Executive Committee within thirty (30) days after receiving the request from a Member to implement the marketing plan, then Investor Member will have the right, at any time thereafter, to implement a marketing plan of its own by engaging a real estate broker of national repute to market the Project that is approved by the Executive Committee.  The party with the responsibility to implement a marketing plan for the sale of the Project will, in good faith, use commercially reasonable efforts to expose the Project to the market and to solicit bona fide offers to purchase the Project.  If, upon the implementation of a marketing plan pursuant to this Section 9.1.1, the Company receives a bona fide offer to purchase the Project that only one Member (the “Accepting Member”) wishes to accept, then the Member (the “Rejecting Member”) who chooses not to accept the offer will, at the election of the Accepting Member, purchase the Member Interest of the Accepting Member.  The purchase price for the Member Interest of the Accepting Member will be calculated as provided in Section 9.3.3, except that the “Purchase Price” for the calculation shall be the all-cash purchase price (net of the amount of loans secured by liens or security interests against the Project) for the Project.  The election may be exercised by the Accepting Member’s delivering written notice thereof to the Rejecting Member within fifteen (15) days after the Accepting Member is informed that the Rejecting Member does not wish to accept the offer.  The purchase following the exercise of the election will be closed on a date selected by the Rejecting Member on or before the date for closing specified in the third party offer to acquire the Project.

9.1.2
Failure to Approve Final Development Plan.  If the Members fail to approve the Final Development Plan as provided in Section 16.1, then either Member has the right by giving written notice to the other Member to commence a process in which the Members would be obligated to negotiate diligently in good faith to agree on the price and terms under which one Member would purchase the Member Interest of the other Member.  If at the end of thirty (30) days following the delivery of any such notice, the Members have been unable to agree upon a price and terms, then Developer Member or Investor Member will have the right to require Managing Member to implement a marketing plan for sale of the Land and all rights and materials relating to its acquisition and development.  If Managing Member does not actively market the Land by engaging a real estate broker of national repute that is approved by the Executive Committee within thirty (30) days after receiving the request from a Member to implement the marketing plan, then Investor Member will have the right, at any time thereafter, to implement a marketing plan of its own by engaging a real estate broker of national repute to market the Land that is approved by the Executive Committee.  The party with the responsibility to implement a marketing plan for the sale of the Land will, in good faith, use commercially reasonable efforts to expose the Land to the market and to solicit bona fide offers to purchase the Land and all rights and materials relating to its acquisition and development.  If the Land and all rights and materials relating to its acquisition and development are sold pursuant to this Section 9.1.2, then (a) Section 6.4.4 shall be amended to read “to Investor Member until it has received aggregate distributions under this Section 6.4.4 of $500,000”; (b) Section 6.4.5 shall be amended to read “to Developer Member until it has received aggregate distributions under this Section 6.4.5 of $500,000” and the Net Extraordinary Cash Flow available for distribution following such sale shall be distributed in accordance with Section 6.4 as so amended; (c) Section 6.2.1.d shall be amended to replace “$1,000,000” with “$500,000”; and (d) Section 6.2.1.e shall be amended to read “Fifth, to Developer Member to the extent of the excess of (x) the sum of (A) $500,000 and (B) the aggregate amount of Capital Account Losses allocated pursuant to Section 6.2.2.b for all prior Fiscal Years, over (y) the aggregate amount of Capital Account Profits allocated pursuant to this Section 6.2.1.e for all prior Fiscal Years.”

* * * * *

Alternative #2

Section 6.4
Sale of the Project

(a)
No sale, exchange or other disposition of all or any portion of the Project or any interest therein (excluding the creation of leasehold estates in the Project pursuant to leases with third parties for occupancy of space in the Project in accordance with Sections 5.1(b)(viii) and 5.2(a), and excluding dispositions of personal property in the ordinary course of business, such as the sale of obsolete furniture, the purchase money financing of replacement equipment, the granting of security interests in leased equipment or personalty, and the granting of customary public utility easements) shall be initiated, contracted for, or made by the Partnership or any Partner except pursuant to the provisions of this Section 6.4, unless all of the Partners otherwise agree in writing.  On the election of any Partner, the Partners shall initiate a Collective Marketing Period on the terms set forth in Sections 6.4(b) and 6.4(c) below for the sale of the Project to a third party buyer on an all-cash basis.

(b)
Either Investment Partner or the Developer Partner may initiate a Collective Marketing Period pursuant to Section 6.4(a) above by notifying in writing the other Partners of its election to do so (a “Collective Marketing Notice”).  If Investment Partner delivers a Collective Marketing Notice to the Developer Partner, the Developer Partner has ten (10) days following receipt of the Collective Marketing Notice in which to notify Investment Partner in writing of the Developer Partner’s agreement to initiate a Collective Marketing Period (the “Initiation Notice”).  Failure of the Developer Partner to deliver an Initiation Notice to Investment Partner within that ten (10)-day period is conclusively deemed to be an election by the Developer Partner not to initiate a Collective Marketing Period.  If the Developer Partner elects not to initiate (or is deemed to have elected not to initiate) a Collective Marketing Period in response to a Collective Marketing Notice from Investment Partner, then Investment Partner has the rights set forth in Section 6.5 below.

(c)
If the Developer Partner elects to initiate a Collective Marketing Period, either by delivery of a Collective Marketing Notice to Investment Partner or by a delivery of an Initiation Notice to Investment Partner, then the Developer Partner shall promptly engage an independent third party sales broker approved by Investment Partner and the Developer Partner, provided that if Investment Partner and the Developer Partner cannot agree on a broker within ten (10) business days, then the broker shall be selected by the Developer Partner, from a list of three (3) independent third party sales brokers provided by Investment Partner, within five (5) business days following delivery of Investment Partner's list of brokers to the Developer Partner.  The broker so selected shall be retained to market the Project on an all-cash, as-is basis, free and clear of any obligation by the purchaser to assume the Management Agreement or the Leasing Agreement, and otherwise on terms reasonably acceptable to Investment Partner and the Developer Partner, and shall be instructed to seek competitive bids to purchase the Project from third party offerors.  If the Developer Partner fails to select a broker from that list within five (5) business days after it receives the list from Investment Partner, then Investment Partner has the sole right to choose an independent third party sales broker from the list.  Not later than 120 days after the third party broker is selected (the “Collective Marketing Period”), that broker shall present the Partners with all third party offers for an all-cash price for the Project on an AS-IS, WHERE-IS, WITH ALL FAULTS basis, and without representations, warranties or indemnities by the Partnership, that have been made during that period.  In no event shall any Partner, or any Affiliate or client of a Partner, be entitled to make an offer on the Project or to purchase the Project during or as a result of a Collective Marketing Period.  On the conclusion of a Collective Marketing Period initiated by a Collective Marketing Notice given by the Developer Partner, the Developer Partner may, in its sole discretion, either (A) accept on behalf of the Partnership the highest all cash third party offer for the purchase of the Project, or (B) reject on behalf of the Partnership all offers, in which case the Partnership shall continue to operate the Project in accordance with this Agreement.  On the conclusion of a Collective Marketing Period initiated by a Collective Marketing Notice given by Investment Partner, the Partners shall sell the Project to the highest all-cash third party offeror.  If the acceptance by the Partnership of an offer for the purchase of the Project upon the conclusion of a Collective Marketing Period (whether initiated by a Collective Marketing Notice given by the Developer Partner or by Investment Partner, the Developer Partner shall have the authority to negotiate the terms of a purchase and sale agreement and consummate the transaction; provided that Investment Partner shall have the right, within ten (10) business days of Investment Partner's receipt of complete and final copies of that purchase and sale agreement and all other documents related to the sale transaction, to approve in Investment Partner's sole discretion any terms of that purchase and sale agreement or any other document related to the transaction that may impose post-closing personal liability on any of the Partners or the Partnership.  If after acceptance by the Partnership of an offer for the purchase of the Project on the conclusion of a Collective Marketing Period, the Developer Partner fails or is not able to reach agreement with the offeror on the terms and conditions of a purchase and sale agreement, then the Developer Partner shall promptly notify Investment Partner of that and of the principal reasons that agreement cannot be reached with the offeror.  Investment Partner shall thereupon have the right, within sixty (60) days after its receipt of notice, to initiate the provisions of Section 6.5 as provided therein; except that if the Developer Partner fails to give prompt written notice to Investment Partner of any such failure or inability, then Investment Partner has the right to initiate the provisions of Section 6.5 at any time after making a written request to the Developer Partner to provide Investment Partner with written notice if the Developer Partner does not provide that written notice to Investment Partner within ten (10) days after Investment Partner makes the request.

Section 6.5
Rights to Purchase Interest

(a)
Right to Purchase.

(i)
Investment Partner and any Partners that are Affiliates of Investment Partner, and their successors and assigns (collectively, the “Investment Partner Partners”) have the right (but not the obligation) to purchase all (but not a portion) of the collective Interests of the Developer Partner and any Partners that are Affiliates of either of Developer Partner, and their successors and assigns, for an amount determined pursuant to Section 6.5(a)(ii):  (A) at any time within ninety (90) days after the Developer Partner has elected not to initiate (or is deemed to have elected not to initiate) a Collective Marketing Period in response to a Collective Marketing Notice from Investment Partner, or (B) after the Developer Partner has failed to reach agreement with a third party for the purchase of the Property after the acceptance by the Partnership of an offer for the purchase of the Project on the conclusion of a Collective Marketing Period, as provided in Section 6.4(c).

(ii)
The Investment Partner Partners may elect to purchase the Developer Partner's collective Interests by giving a notice (the “Purchase Notice”) to the Developer Partner setting forth a value for all of the assets of the Partnership as determined by the Investment Partner Partners (the “Asset Value”), which notice shall provide that the price to be paid to the Developer Partner and its Affiliates for their collective Interests shall equal the amount the Developer Partner would receive were the Partnership's assets to be sold for the Asset Value, the Partnership immediately dissolved, and its assets distributed in liquidation pursuant to the provisions of Section 10.2(h), after paying or providing for all liabilities to third parties as provided in Section 10.2(b), and after making the closing adjustments specified in Sections 6.5(d)(i) and 9.6(c) below determined as of the date of Closing.  The Purchase Notice shall be irrevocable for a period of sixty (60) days after receipt by the Developer Partner.

(b)
Response.  The Developer Partner shall respond in writing to the Purchase Notice within the indicated sixty (60)-day period by either accepting the Investment Partner Partners' offer to purchase the Developer Partner's Interests or offering to purchase the Investment Partner Partners' Interests for the amount that the Developer Partner or the Investment Partner Partners, as applicable, would receive were the Partnership's assets to be sold for the Asset Value, the Partnership immediately dissolved, and its assets distributed in liquidation pursuant to the provisions of Section 10.2(b), after paying or providing for all liabilities to third parties as provided in Section 10.2(b), and after making the closing adjustments specified in Sections 6.5(d)(i) and 6.6(c) below determined as of the date of Closing (the “Response”).  To be effective, the Response must state that the Developer Partner has agreed to accept the Investment Partner Partners' offer to purchase the Developer Partner's Interests or offering to purchase the Investment Partner Partners' Interests.  Closing of the transfer of the collective Interests of either the Investment Partner Partners or the Developer Partner (“Closing”) in accordance with the Developer Partner’s election shall take place within sixty (60) days of receipt by the Investment Partner Partners of the Response.  The amount to be paid for the collective Interests of the selling Partners shall be established as of the date of the Purchase Notice subject to making the closing adjustments provided under Sections 6.5(d)(i) and 9.6(c) as of the date of Closing.

(c)
Failure to Respond.  If the Developer Partner fails to issue an effective Response within the indicated sixty (60)-day period, then the Developer Partner shall be deemed to have given the Response on the last day of that period, electing to sell its Interest to the Investment Partner Partners, and the Closing of the transfer of that Interest shall take place within sixty (60) days thereafter.

(d)
Closing.

(i)
At Closing, the purchasing Partner or Partners (together, “Purchasing Partner”) shall pay to the selling Partner or Partners (together, “Selling Partner”) the price determined as provided in or Section 6.5(a) or 6.5(b), as applicable, except that there shall be added to or deducted from the price any closing adjustments provided for in Section 6.6(c) below and any prorations that are then usual and customary for a sale of real property in Hidalgo County, Texas (and for that purpose only, the Purchasing Partner and the Selling Partner shall be deemed to be a buyer and seller, respectively, of real property).  Other costs of the Closing shall be paid by the Selling Partner and the Purchasing Partner as provided in Section 6.5(h).

(ii)
At Closing, the Purchasing Partner shall release the Selling Partner from and agree to indemnify, defend and hold harmless the Selling Partner against all Partnership-related liabilities and obligations accruing or arising from and after the date of Closing other than (i) any environmental liabilities or obligations relating to the Land and/or Improvements based on conditions that existed prior to the date of Closing, and (ii) any liabilities or obligations (collectively, “Selling Partner Liabilities”) created or caused by the Selling Partner, its agents, employees, contractors and/or affiliates that (A) were not incurred in compliance with the provisions of this Agreement (unless consented to in writing by the Purchasing Partner), (B) were not reflected in the books and records of the Partnership, and (C) were not actually known to the Purchasing Partner at the time the Partner gave its Purchase Notice or Response, as applicable.  The Selling Partner shall be liable at and after the Closing for, and shall agree to indemnify, defend and hold harmless the Purchasing Partner against, all Selling Partner Liabilities.

(e)
Funds.  Payment of the amount due at Closing to the Selling Partner shall be by wire transfer of federal funds (United States dollars) to accounts at a bank or other financial institution designated by the Selling Partner.

(f)
Liability.  If any Partner defaults in its obligations under this Section 6.5 after delivery of the Response, or after a Response is deemed to have been given pursuant to Section 6.5(c), then the defaulting Partner shall be liable to the other Partner for any damages suffered by the other Partner or the Partnership as a result of that default, and the other Partner may then either buy the defaulting Partner's Interest on the same terms and conditions or, at its election, be entitled to specific performance.  This does not restrict the non-defaulting Partner from pursuing other legal remedies for damages or otherwise, including winding up of the Partnership pursuant to Section 10.1.

(g)
Enforcement.  The Partners acknowledge that the Interests of each Partner herein are special and unique.  Accordingly, the Partners agree that the buy-sell arrangements contained in this Section 6.5 are specifically enforceable just as if the agreements related to a sale of an interest in real property.

(h)
Costs.  All escrow fees and charges and other conveyancing or transfer costs, fees and charges incurred in connection with the purchase of an Interest shall be shared equally by the Selling Partner and the Purchasing Partner, provided that each party shall pay its own attorneys' fees and any other costs not specified above incurred in connection with the party's performance of its obligations under this Section 6.5.

Sample Provision III-4

Another Non-Buy/Sell way Out
10.5
Right to Sell Property.

(a)
Capital Partner may at any time after the second (2nd) anniversary of the date hereof require the sale by the Company of the Property to a third party purchaser for not less than the amount, and on such terms (including a closing date), as Capital Partner may propose in a notice (“Sale Proposal”) delivered to Developer.

(b)
Within sixty (60) days after receiving the copy of the Sale Proposal, Developer shall notify Capital Partner that either:

(1)
Developer is agreeable to the sale of the Property by the Company to a third party on the terms set forth in the Sale Proposal (in that event, Developer’s election to permit the sale is binding on Developer for one hundred eighty (180) days after Capital Partner’s receipt of Developer’s election or deemed election and, during that 180-day period the Company shall make every reasonable effort to effect the sale to a third party as evidenced by a purchase agreement to be executed within the 180-day period, with closing to occur within one hundred eighty (180) days after the execution of the purchase agreement, and Capital Partner shall have the right, but not the obligation, to conduct and perform all marketing of the Property on behalf and at the expense of the Company during the 180-day period); or

(2)
Developer both objects to the Sale Proposal and elects to purchase (a “Purchase Election Notice”) the Property from the Company, for a total price equal to (i) the total price set forth in the Sale Proposal, less (ii) an amount equal to the outstanding mortgages or liens, if any, encumbering the Property, proposed in the Sale Proposal to be and actually assumed, and otherwise upon terms and conditions substantially similar to, and no less than advantageous to the Company than, those set forth in the Sale Proposal, and the purchase price to be paid by Developer for the Property shall consist wholly of cash.  Developer’s objection and Purchase Election Notice shall be accompanied by an earnest money deposit, payable to Capital Partner, in an amount equal to five percent 5% of the purchase price of the Property (said amount, together with any interest earned thereon, being hereinafter called the “Property Sale Deposit”). If within such 60-day period Developer shall deliver a Purchase Election Notice together with the Property Sale Deposit to Capital Partner, then the Members shall promptly proceed with the purchase and sale pursuant to this Section 10.5(b)(2), the closing to take place within sixty (60) days following the date of the Purchase Election Notice, in which event the Property Sale Deposit shall be credited against the total purchase price payable by Developer for the Property; provided, however, that if such closing shall fail to occur because of a default by Developer, then the Company shall have the right, as its exclusive remedy, to retain the Property Sale Deposit as liquidated damages, it is being agreed that in such instance its actual damages would be difficult, if not impossible, to ascertain. The closing shall take place during normal business hours at the office of Capital Partner’s counsel or as otherwise agreed by the Members. The provisions of previous applicable to sale of member’s interest. All prorations of real estate taxes, rents, etc., shall be made as of the date of sale. All real property transfer taxes shall be paid for by the Company and all recording fees shall be paid for by Developer.

Failure of Developer to object the Sale Proposal and to deliver a Purchase Election Notice and the Property Sale Deposit within such 60-day period shall be deemed an election by Developer to allow Capital Partner to proceed with a sale of the Property to a third party under Section 10.5(b)(1).
(c)
If (i) Capital Partner has the right and authority to effect a sale of the Property pursuant to Section 10.5(b)(1); and (ii) Capital Partner receives, during the 180-day period in which the Sale Proposal is in effect pursuant to Section 10.5(b)(1) an offer from a third party to purchase the Property for a purchase price less than ninety-five percent (95%) of the price set forth in the Sale Proposal (the “Alternative Offer”), which Alternative Offer is acceptable to Capital Partner, then Capital Partner shall give notice to Developer of the Alternative Offer, which notice must include all of the relevant terms and conditions of the Alternative Offer.  Developer has the right, for a period of thirty (30) days after its receipt of that notice from Capital Partner, to elect to purchase the Property in the manner set forth in Section 10.5(b)(2) and on the terms set forth in the Alternative Offer, except that the purchase price shall be payable wholly in cash.  If Developer delivers notice of its election during the 30-day period to purchase the Property, then the purchase and sale pursuant to this Section 10.5(c) shall occur within sixty (60) days after receipt by Capital Partner of the notice of election, and Developer shall deliver to Capital Partner, with the notice of election, the Property Sale Deposit and shall otherwise proceed in accordance with the terms of Section 10.5(b)(2),above. The provisions of previous applicable to sale of member’s interest. If Developer shall not elect or shall be deemed to have not elected, within such 30-day period, to purchase the Property pursuant to the foregoing provisions of this Section 10.5(c), Capital Partner shall have the right to effect a sale of the Property pursuant to the terms of the Alternative Offer, so long as the closing of that sale occurs not later than the closing date specified in the Sale Proposal then in effect pursuant to Section 10.5(b)(1).

(d)
In lieu of purchasing the Property from the Company, Developer has option to purchase Capital Partner’s interest for the amount that it would have received has Property been sold for amount in Sale Proposal.

(e)
Whether or not any transaction contemplated by the foregoing provisions of this Section 10.5 is consummated pursuant to the provisions of the Sale Proposal, all provisions of this Section 10.5 shall apply to any subsequent sale proposals.
(f)
During any period of time when Capital Partner or the Company is actively marketing the Property pursuant to this Section 10.5, (i) neither Capital Partner nor Developer shall exercise its respective rights to deliver a Termination Notice pursuant to Section 10.3, and any such notice previously delivered shall be null and void, (ii) each Member’s right to sell its Entire Interest pursuant to the terms of Section 10.4 shall be suspended, and (iii) each of the Members shall suspend all marketing efforts or negotiations that it may have commenced with respect to the sale of it Entire Interest.
(g)
In no event shall Capital Partner be in default or have any liability to Developer or the Company for failure by a third party to complete the purchase of the Property pursuant to this Section 10.5.

IV.   TAX TREATMENT OF “CARRIED INTERESTS”

Vicki R. Harding
Potential changes to Federal tax treatment of “carried interests” have been a frequent topic of discussion in the private equity community in recent months.  Because the legislative proposals sought to change the characterization of income realized on account of carried interests from capital gain to ordinary income as discussed below, it is an issue dear to every developer’s/sponsor’s heart and pocketbook.

A.
Background.

As with other private equity fund managers, it is common for a developer/sponsor to negotiate the right to receive a profits interest, referred to as a “carried interest,” as part of its compensation.  The report prepared by the Staff of the Joint Committee on Taxation
 for Congressional hearings on this topic describes a profits interest as “the right to receive future profits in the partnership but does not generally include any right to receive money or other property upon the immediate liquidation of the partnership,”
 and describes carried interests as “a right to receive a percentage of fund profits without an obligation to contribute to the capital of the fund.”
  In the typical partnership agreement between a developer and a capital partner,
 it is the developer’s right to receive a greater portion of the profit than its pro rata portion of contributed capital.

B.
Current Tax Treatment.

1.
Receipt of Carried Interest.

Under Revenue Procedure 93-27,
 as clarified by Revenue Procedure Rev. 2001-43,
 the developer’s/sponsor’s receipt of a profits interest for services (i.e. its carried interest) is generally not a taxable event unless (a) it relates to a substantially certain and predictable income stream (such as a high quality net lease), (b) it disposes of the interest within two years of receipt, or (c) the interest is in a publicly traded partnership.

The Internal Revenue Service has issued proposed regulations
 that would make receipt of a profits interest for services subject to Section 83 of the Internal Revenue Code, with the result that the fair market value of the interest is includible in the developer’s/provider’s income at the time it is substantially vested (or at the time of the transfer of the interest in the case of an 83(b) election for an unvested interest).

However, the proposed regulations also allow the partnership and partners to elect to use the liquidation value of the interest as its fair market value (subject to certain conditions, including approval by all partners with no retroactive effect of the election).  With this election in place, receipt of a vested profits interest will not result in any income since the fair market value upon receipt is $0 (i.e. because the developer/sponsor would not receive any distribution on account of the profits interest if the partnership was liquidated immediately after receipt of the interest).

Because the proposed regulation requires consent of all partners (including passive limited partners) for the election, some practitioners have started including a provision authorizing the election in anticipation of the final regulations.  This should be a relatively uncontroversial provision – both because it is consistent with the general expectation of the parties (i.e. valuation of interests on a deemed liquidation basis) and because the benefit to the developer/sponsor of avoiding current taxable income is not at the expense of the other partners (i.e. it does not affect the economics of the partnership and the tax effect is at the partner level).

2.
Partnership Profits and Losses and Disposition of Interests.

For tax purposes, partnership profits and losses are passed through to the partners, with items generally retaining the character they had at the partnership level.
  For example, if the gain on disposition of a building is a long-term capital gain at the partnership level, it will also be treated as a long-term gain in the hands of the partners.  A partner includes its allocated share of profits and losses in its income, and a partner’s basis in its interest in the partnership is increased by partnership profits and decreased by partnership losses included in the partner’s income.

Generally gain or loss recognized on the sale or transfer of a partnership interest is treated as a gain or loss on disposition of a capital asset.

C.
Legislative Proposals to Tax Carried Interest as Ordinary Income.
In 2007 a number of legislative proposals were introduced to tax income received on account of the carried interests of fund managers as ordinary income.  The stated motive is “tax fairness.”  Some people believe that carried interest income is earned for rendering services and tax fairness requires that compensation for services be treated as ordinary income.

One of the first proposals was S. 1624,
 introduced by Senators Baucus and Grassley.  This bill targeted publicly traded partnerships, and was inspired at least in part by the initial public offering of the Blackstone Group as reported in the media.  While this bill was interesting, it would have had little effect on garden variety real estate partnerships.

However, the following week H.R. 2834
 was introduced by Representative Sander Levin and 12 other members of the House Ways and Means Committee.  The House bill was not limited to publicly traded partnerships and specifically included real estate partnerships.

In particular, H.R. 2834 defined the concept of an investment services partnership interest:  An investment services partnership interest (“ISPI”) is an interest held by a person who provides (directly or indirectly) a substantial quantity of any designated services in the course of an active trade or business.  The designated services include advising as to buying or selling specified assets, managing or arranging financing to acquire specified assets, and activities in support of these services.  Specified assets are securities, real estate, commodities and options or derivatives contracts relating to the other specified assets.  The typical developer/sponsor would be considered to hold an ISPI, and consequently would be subject to the provisions of H.R. 2834.

Under H.R. 2834, the current tax treatment of income allocated to carried interest is changed so that generally all net income with respect to an ISPI would be treated as ordinary income for the performance of services, regardless of the characterization of the income at the partnership level.  (The bill includes an exception for the portion of the ISPI attributable to invested capital.)  A net loss would also be treated as an ordinary loss, but it would be limited to the excess of the aggregate net income with respect to the ISPI over the aggregate net loss with respect to ISPI for prior partnership years.

Similarly, a gain on disposition of an ISPI is an ordinary gain (as opposed to a capital gain, as generally would be the case currently), and a loss on disposition of an ISPI is an ordinary loss, but once again capped at the excess of aggregate net income over the aggregate net loss with respect to the ISPI for all partnership years.

Consistent with the concept that income from an ISPI is compensation for services in the course of a trade or business, H.R. 2834 also provides that the income is subject to self-employment tax.

There was active Congressional interest in carried interest tax legislation through the end of 2007.  In considering bills to “patch” the Alternative Minimum Tax, the House of Representatives took the position that the legislation should also contain revenue raisers to offset the revenue lost by patching the AMT, and chose a variation of H.R. 2834 as one source of revenue.  However, the Senate refused, and President Bush signed the AMT “patch” legislation without any revenue raisers.

Tax practitioners who follow these issues advise that it seems more likely than not that some form of “carried interest” legislation will be enacted, although it may not occur until 2009 after the Presidential elections, and possibly only as part of a larger tax reform effort.

If carried interest tax legislation similar to H.R. 2834 is eventually enacted, it could have a substantial adverse economic impact on developers/sponsors:

· partnership income allocated to the developer/sponsor with respect to its carried interest would be taxed as ordinary income (as opposed to retaining its characterization at the partnership level), and although losses would be ordinary, they would be capped at the aggregate net income for prior years

· gain on sale of the developer’s/sponsor’s carried interest would be ordinary (as opposed to a capital gain), and although losses would also be ordinary, they would be capped at the overall aggregate net income 

· carried interest income would be subject to self-employment tax

Unlike the proposed regulations where the impact on the developer/sponsor can be mitigated without affecting the other partners, privately negotiated provisions to mitigate the carried interest tax issue are likely to be at the expense of the other partners, which means they will be harder to negotiate.  For example, a developer/sponsor could achieve an economic return equivalent to that achievable under the current tax system by negotiating an increased tax distribution that does not count against the distributions it is otherwise entitled to receive under the normal distributions waterfall.  However, cash used for a tax distribution to the developer/sponsor reduces the cash that would otherwise be available for the distribution waterfall, which means the developer/sponsor is taking money out of the pocket of the other partners.

A developer/sponsor should incorporate the possibility that it could be subject to substantially increased taxes on its carried interest in its evaluation of the economics of a deal.  As discussed in other parts of this paper, the deal terms that are market are in flux.  So, a developer/sponsor should also consider whether it might be able to negotiate terms to mitigate the potential adverse effects of future carried interest tax legislation.

� See presentation chart from NCREIF data.


� To further illustrate the point, a property producing $9,000,000 of annual net operating income that is sold at a 9% cap rate will yield a purchase price equal to $100,000,000 (i.e., $9,000,000 divided by 9% = $100,000,000).  If the annual net operating income of the property is not improved in any way and remains at $9,000,000, but the same property is sold at a 6% cap rate, then the property will yield a purchase price equal to $150,000,000 (i.e., $9,000,000 divided by 6% = $150,000,000).  The result is the creation of $50,000,000 of additional value as a simple result of the reduction in the cap rate.


� See, e.g., Outlook for U.S. Commercial Real Estate and Real Estate Security Markets, Brian P. Lancaster, Wachovia Bank, November 13, 2007.


� See presentation charts.


� Pension & Investments Magazine reported that the assets of the nation’s largest 1,000 plans grew by 13.5% to approximately $7.4 trillion in the 12 months ending September 30, 2007.


� See presentation PREI Chart showing historic comparison of returns between stocks, bonds and real estate]


� Pension funds and other institutional investors generally adhere to set allocations among their various investments. For example, Pension Fund A may seek to maintain a 10% allocation to real estate; that is, 10% of its aggregate portfolio at any given time must be maintained in real estate investments. If real property values decrease and the value of other assets (such as stocks and bonds) remain constant or increase, Pension Fund A’s percentage allocation to real estate will necessarily decrease, and Pension Fund A will need to invest additional money in real estate in order to bring its real estate allocation back to 10%. These same allocation requirements had a negative effect on institutional real estate investment during the early part of this decade when stock values decreased significantly and real property values remained constant or even increased in many cases.


� By positive leverage we mean the interest rate and required amortization level of the debt (sometimes called the “loan constant”) is less than the preferred return required on the equity.


� As of the date of writing this paper, the yield on ten year treasuries was close to a five year low, at about 3.7% per annum.


� A very common fixed formula [for the equity waterfall] is to provide that the Percentage Interests of the Members are disproportional to their capital contributions, i.e., the Developer's Percentage Interest is greater than its percentage of contributed capital. This "excess" Percentage Interest is the Developer's carried interest. Such a distribution formula might provide in summary form as follows:


"(a)	Cash Distributions from Operations [excluding cash distributions from Capital Events]:


(i)	First, among the members in proportion to and in the amount of [return on, together with return of, the amount of additional capital contributions or additional capital loans];


(ii)	Second, among the members in proportion to and in the amount of their accrued but unpaid Initial Capital Contribution Preferred Return [the assumed 12% cumulative, compounded monthly return on Initial Capital Contributions, i.e., the Coupon in this example]; and


(iii)	The balance, if any, among the members in proportion to and in the amount of their Percentage Interests.


   (b)	Cash Distributions from Capital Events [sale, refinance proceeds, casualty insurance proceeds (excluding rental income or business interruption proceeds) and condemnation proceeds]:


(i)	First, among the members in proportion to and in the amount of [return on, together with return of, the amount of additional capital contributions or loans];


(ii)	Second, among the members in proportion to and in the amount of their accrued but unpaid Coupon;


(iii)	Third, among the members in proportion to and in the amount of their Unreturned Initial Capital Contribution Amounts [the amount of cash and agreed value of property contributions reduced only by distributions of capital pursuant to this section]; and


(iv)	Fourth, the balance, if any, among the members in proportion to their Percentage Interests [the excess of the Developer’s Percentage Interest over its percentage of capital contributions is the “carried interest”]."


This example is taken from Tab 19 of the ACREL Papers, Fall 2006.


� See part IV of this paper


� Co-investment is the required capital contribution (usually cash) from the developer/sponsor; the amount of this required capital contribution is frequently in the range of 10-15% of the total capital contributions but maybe more or less depending on the economics of the project.


� Internal Revenue Code Section 513(a).


� Internal Revenue Code Section 453(l)(1)(B).


� There is an exception for small leases (i.e., no more than 25% of the leasable floor space in the property) if such lease is on commercially reasonable terms.


� Again, there is an exception for certain small leases that are on commercially reasonable terms.


� The purpose of the fractions rule is to prevent shifting income to a pension plan that is generally exempt from federal income tax and shifting losses to a taxable partner who can use the losses to shelter income that would be otherwise subject to tax.


� Note that some tax exempt entities, such as foundations, are not “qualified organizations” and, therefore, cannot qualify for the acquisition indebtedness exception described above. As a result, a REIT blocker may be necessary to shield a foundation from UBTI that would be generated otherwise in connection with a leveraged real estate investment.


� Because joint ventures that are intended to qualify as REOCs or VCOCs must satisfy a number of requirements throughout their existence, the joint venture agreements governing such entities typically include covenants to maintain the REOC or VCOC, as the case may be, status of the venture throughout its existence.


� In this case, the plan must confirm that the transaction does not involve any parties in interest to the plan.


� For example, Prohibited Transaction Exemption 90-1 exempts certain transactions between an insurance company separate account and parties in interest to a plan that invests in such separate account (and, in fact, provides broad relief for all plans that represent 10% or less of the separate account), and the “QPAM” Exemption exempts certain transactions entered into on behalf of a plan by a “qualified professional asset manager” so long as certain conditions are satisfied.


� We use the term "joint venture" to refer to a limited liability company, which is the organization of choice except in unusual circumstances. Likewise, "joint venture agreement" refers to the limited liability or operating agreement and "partner" includes member.  .


� The managing member may be structured as the manager of a manager managed limited liability company to limit the agency relationship and fiduciary duties of the members.  See Jacobson, Fiduciary Duty Considerations in Choosing between Limited Partnerships and Limited Liability Companies, ACREL Papers, Fall 2000.


� The capital partner's actions as managing member would be limited by its fiduciary duties.  While most fiduciary duties can be waived under the various state limited liability company acts, the duty to act in good faith generally cannot be waived.  See, e.g., Uniform Limited Liability Company Act §103(b)(4).


� As discussed in the Section entitled “Considerations for Tax Exempt Investors”, certain capital partners who are tax exempt entities and need to qualify the joint venture as a REOC, or that invest in the venture through a vehicle that needs to qualify as a REOC, will require that the management agreement is terminable upon not more than 30 to 60 days notice.  Such termination without cause provisions often lead to difficult discussions between the partners.


� A “disabled” Sponsor includes bankruptcy, distraction due to financial distress, or death of key principals in the Sponsor.


� As noted above, the Sponsor’s promote is a disproportionate share of the venture’s profits that are distributed to the Sponsor in consideration of its efforts in effectuating the success of the venture.  For example, a Sponsor may receive 50% of the profits after all capital plus a 9% per annum return on such capital has been returned and paid to all partners, even though the Sponsor may have contributed only 10% of the aggregate capital of the venture.  The additional 40% of profits received by the Sponsor (i.e., its 50% share of profits less 10% share of the capital) is the Sponsor’s promote.


�  For convenience, a two-partner arrangement is assumed.  When there are more partners than that, exit provisions can be more challenging to draft.


�  If the parties’ wherewithal is disparate, that often can be cured by having a longer period of time, say 90 days, in which to respond to the offer, to allow the more impecunious partner the opportunity to find a new partner or other friendly capital source, and avoid being “low-balled” by the big boy who can write a check to be the buyer.


�  “When Joint Venturers Can’t Agree/The Buy-Sell Revisited,” May 8, 1998.


�  Why would someone be compelled to give up both?  Not unlike a non-contractual overture – “You want to buy me out, for $X? – the ROFO can deliver economies of process.  Having the ROFR on top of it gives its beneficiary a market pricing floor – “I don’t believe it’s worth that much” – and the party wanting out a chance to prove up value.


�  And, naturally, the shorter the better on that part of it for the seller.  The problem is that the ROFR holder may say “no,” and the third party may disappear.


�  More on that below – the parties’ agreeing on a period during which a disposition can’t take place is often one of the key elements.


�  “Chill” usually meaning “reduces the offering price.”


�  Or so I’m told by my corporate colleagues.


�  Regardless, it has appeal to institutional investors, too.  In fact, a variation on the approach first discussed here has the capital partner having the sole right to trigger, going to the market to get a price, and the developer partner’s being limited to going along with a sale or buying out the capital partner.


�  It is common in almost any exit provision for the parties to establish a date before which the exit mechanism cannot be pursued.  Usually, that is to ensure that the value the parties expect to create in their venture, in fact, materializes before one party buys out the other or they jointly sell their venture assets.  There can be exceptions, which are discussed in the text below.


�  If this sounds familiar it’s because the pricing mechanism is derived from a buy-sell provision later in the same agreement.  As Surkin points out, this feature is one that a party may fight hard to keep out of the mix, on the theory that the dynamics change if, no matter what, neither party can be the sole owner of the property they owned together.


�  “If we can’t even agree on something that basic, then let’s just sell the land and move on.”


� Some of the issues that can arise are discussed in Section 6.c below.


� For What It’s Worth, Buffalo Springfield, 1967.


�  That is not a technical term, of course, but the author thought it better than others, and blissfully succinct.


�  I have worried about a “manufactured” stalemate – e.g., selling the property often is a “major decision” that requires both parties’ approval; so if one party suggests a sale during the lockout period, and the other disagrees, can the buy/sell be exercised?  It should not work that way.


�  One the one hand, a large institution cannot afford to let a change of control prohibition prevent a larger transaction, such as a sale of the entire enterprise; though not perfect, this ability to access the buy-sell early can provide an acceptable answer for the other partner, where an outright prohibition just would not work.  And adding the “cooling off” period gives added flexibility – maybe the new ownership group will work out just fine.


�  Of course, having the venture exit provisions dovetail with the loan documents is ideal


�  This is probably how this sort of thing came to be introduced into joint ventures – “How do we get divorced?”  Now they serve other equally valid purposes – the parties may be getting along just fine, but their objectives as they relate to this investment may simply have become disparate over time.


�  The “marketing plan” approach, or another, that simply takes the project to the market for sale to a third party, without a buy-sell feature, could be the answer.


�  These provisions are courtesy of Elliot Surkin, who presented a fantastic paper to the College in May 1998 – “When Joint Venturers Can’t Agree/The Buy-Sell Revisited.”  I’ve seen none better. 


� Present Law and Analysis Relating to Tax Treatment of Partnership Carried Interests and Related Issues, Part I, prepared by the Staff of the Joint Committee on Taxation (September 4, 2007) (“JCT Report”).


� JCT Report at 25.


� JCT Report at 2.


� References in this discussion to “partnership,” “partners,” and “partnership agreement” include a limited liability company that is taxed as a partnership, and its members and operating agreement.


� See footnote 10 in the introduction to this article.


� Rev. Proc. 93-27, 1993-2 C.B. 343.


� Rev. Proc. 2001-43, 2001-2 C.B. 191.


� 70 Fed. Reg. 29675 (May 24, 2005).


� See JCT Report at 26.


� See JCT Report at 26.


� See JCT Report at 39.


� See JCT Report at 49-50.


� See  JCT Report at 47-49.
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