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Introduction
Preface
The NCREIF PREA Reporting Standards Handbook Volume II is a codification of the Reporting
Standards reference materials. These materials are included in the Reporting Standards hierarchy.
The Reporting Standards hierarchy also includes the Reporting Standards-Volume I of the Reporting
Standards Handbook. If guidance for a particular transaction, item or event is not specified within the
Reporting Standards, an Account should then refer to the Reporting Standards reference materials.
The reference materials include:
 Manuals: Discipline specific documents or workbooks which provide detailed explanations of the
Reporting Standards’ elements. These detailed explanations can also include calculations and
illustrations.
 Guides: Topic-specific statements, interpretations and clarifications of the standards adopted by
the Foundational Standards organizations.
 Adopting Releases: Exposure drafts with key questions answered and the basis for the final
conclusions reached. An exposure draft proposes a specific written standard for incorporation into
the Reporting Standards. It includes an executive summary of the key issues and questions to be
considered by the industry and a discussion of the basis for the conclusions reached.
The appropriateness and relative weight placed on sources of the Reporting Standards reference
materials requires professional judgment to determine the relevance of such guidance to particular
facts and circumstances.

Effective date
The Volume II compilation will change periodically as new materials are added or existing materials
are modified. All materials included in Volume II are subject to the approval of the Reporting
Standards Board. The Reporting Standards Board and Council believe that materials which facilitate
the compliance effort should be made available to the industry as soon as practical.

Reference identifiers
The cover of the two volumes Handbook will be dated with the most recent date of the last change to
either Volume I or Volume II. When a change occurs, the immediately preceding version of the
Handbook will be posted on the Reporting Standards web site and watermarked as “superseded”.
Each document within the Handbook will be dated with the date approved by the Reporting
Standards Board. The Reporting Standards Board is required to approve all documents included in
Reporting Standards Handbook.
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Introduction

Introduction
1.01 Purpose
The purpose of the NCREIF PREA Reporting Standards (“Reporting Standards”) Fair Value
Accounting Policy Manual (the “Manual”) is to provide a consistent set of accounting standards when
preparing financial statements for the institutional real estate investment community. These
accounting standards are supported by authoritative U.S. GAAP (“GAAP”) and non-authoritative
accounting guidance when GAAP does not sufficiently address a particular topic. As noted in the
Reporting Standards, Volume I, Fair Value Generally Accepted Accounting Principles (“FV GAAP”) is
the foundational standard for fair value accounting used to report by the institutional real estate
investment community to both tax-exempt investors (e.g. pension funds) as well as non-tax-exempt
investors (e.g. Funds). It is the intent of this Manual for users to prepare financial statements that
comply with GAAP, while supporting the Reporting Standards in a consistent and transparent manner.
Furthermore, the topics within the Manual are limited to those topics specifically relevant to reporting
real estate investments at fair value.
Where applicable guidance is not specified within authoritative GAAP, non-authoritative guidance may
be applied. The appropriateness of the sources of non-authoritative GAAP depends on its relevance
to particular facts and circumstances, and the specificity of the guidance to the facts and
circumstances. The lack of applicable authoritative accounting guidance specific to the institutional
real estate investment industry has caused certain fair value accounting practices and alternative
presentations- prevalent in the industry- to constitute non-authoritative GAAP. These practices are
included in the Manual.

1.02 Operating and Non-operating Financial Statements
1.02(a) Tax-exempt and non-tax-exempt entities investing in real estate have generally presented
their financial statements under the Operating Model and Non-operating Model, respectively.
However, diversity in practice exists in how various entities choose or apply either reporting
model, particularly with non-tax-exempt entities applying presentation attributes of the
Operating model (i.e. a gross presentation) in their financial statements for enhanced
transparency to the performance of the entity’s investments. The differences between the two
models are generally related to presentation and therefore the hypothetical application of both
models to the same investment will generally result in a similar net asset value of the reporting
entity.
1.02(b) In 1983, in response to the needs of the investor community, the NCREIF Accounting
Committee developed guidelines for fair value accounting to be used by the institutional real
estate investment industry. The fundamental premise for fair value based accounting models
is based on existing U.S. generally accepted accounting principles which require that certain
investments held by tax-exempt investors, including defined benefit pension plans and
endowments are reported at fair value. This model is supported by ASC 960 and GASB 25
and is referred to throughout the Manual as the Operating Model.
1.02(c) Over the years, investments made by fund managers have become increasingly complex and
it has become apparent that many of these Funds have attributes similar to those of an
December 20, 2017
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“investment company,” as set forth in ASC 946 Financial Services — Investment Companies
(significant content derived from the AICPA Audit and Accounting Guide — Audits of
Investment Companies) (the “Investment Company Guide”). This authoritative guidance
supports the use of a fair value accounting model for investment companies. Some Funds
use this model as their FV GAAP model for accounting and reporting. This accounting model
is referred to throughout the Manual as the Non-operating Model.
1.02(d) GAAP hierarchy is defined in two levels known as authoritative guidance and non-authoritative
guidance. All authoritative GAAP is codified within a single source known as the Accounting
Standards Codification. Authoritative guidance takes precedent over any non-authoritative
guidance. However, non-authoritative guidance is applied for a particular transaction, item,
or event when applicable guidance is not specified within authoritative guidance. As indicated
above, ASC 960 is the authoritative accounting source for tax-exempted investment vehicles
that hold real estate investments, and ASC 946 is the primary source for entities that satisfy
the criteria of an investment company. Given the lack of specific authoritative GAAP
applicable to a single model for the institutional real estate investment industry, a dualreporting model prevails in the industry.
Presently, some Funds use the Non-operating Model to report FV GAAP while some Funds use the
Operating Model. Varying interpretations of these two models exist. Other bases of presentation that
may be used in the global real estate industry are not addressed within this Manual. The
determination of the appropriate model to be used by a Fund is made by fund management.

1.03 Organization of manual
In addition to this introduction, this Manual has separate sections that address the three levels of
accounting: Fund Level, Investment Level, and Property Level. Included in the appendices are
illustrative samples financial statements presented under the Operating Model and Non-operating
Model.

1.04 Terminology
Certain terms as used herein are defined as follows:
 Fund: Includes all commingled funds and single-investor investment accounts; a Fund has one or
more investments
 Investment: A discrete asset or group of assets held for income, appreciation, or both and tracked
separately
 Property: A real estate asset
 Financial Accounting Standards Board: FASB
 Accounting Standards Codification: ASC
 Accounting Standards Update: ASU
 Governmental Accounting Standards Board: GASB
 American Institute of Certified Public Accountants: AICPA
 Accounting principles generally accepted in the United States of America: U.S. GAAP or GAAP.

1.05 Fair value
1.05(a) The Reporting Standards require fair value financial information for all investments, for
incorporation into the Fund Report. Fair value measurements and disclosures under both the
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Operating and Non-operating models are determined in accordance with ASC 820, Fair Value
Measurements.
1.05(b) Fair value as defined under ASC 820 is “the price that would be received to sell an asset or
paid to transfer a liability in an orderly transaction between market participants at the
measurement date”. Accordingly, a primary assumption of fair value accounting is that an
asset and or liability reported at fair value include unrealized gains and losses that would be
realized by investors in a hypothetical sales transaction at the balance sheet date.

1.06 Relevant accounting and auditing guidance
1.06(a) Relevant accounting guidance contained in authoritative FASB Accounting Standard
Codification topics have been considered in the development of this edition of the Manual.

1.07 International Financial and Reporting Standards (IFRS)
1.07(a) International Financial Reporting Standards (IFRS) is a basis of accounting applied by U.S.
and non-U.S. real estate funds. IFRS permits an entity to adopt an accounting policy that
elects to report all investment properties either under the fair value or cost accounting model
as defined in IAS 40, Investment Properties. An investment property is defined by IAS 40 as
land or a building, or part of a building or both held (by the owner or by the lessee under a
finance lease) to earn rentals or for capital appreciation or both.
1.07(b) IFRS defines an investment entity as having similar attributes to those of an investment
company defined under U.S. GAAP. However, unlike U.S. GAAP an entity reporting under
IFRS does not need to meet the criteria of an investment entity in order to report real estate
under a fair value accounting framework. An essential element of the definition of an
investment entity is that it measures and evaluates the performance of substantially all of its
investments on a fair value basis in the belief that a fair value framework results in more
relevant information than, for example, consolidating its subsidiaries or using the equity
method for its interests in associates or joint ventures. With the issuance of IFRS 13, Fair
Value Measurement, the definition of fair value under IFRS generally aligns with the definition
of fair value under U.S. GAAP. The cost model under IFRS is similar to the depreciated cost
model under U.S. GAAP.

1.08 Disclaimers
1.08(a) The main objective of this Manual and related appendices is to provide a consistent set of
accounting standards applicable to those aspects of the preparation of financial statements
that are unique or significant to private institutional real estate entities. This Manual and
related appendices are not intended to address a comprehensive application of GAAP to the
preparation of financial statements of real estate entities. Users of this Manual and the related
appendices should consider all recently issued Accounting Standards Updates whether
included or not included in this Manual to determine their effect on the preparation of financial
statements
1.08(b) GAAP is the primary source when addressing any accounting topic in this Manual. Nonauthoritative GAAP is a secondary source when GAAP does not sufficiently address the topic
in a comprehensive manner.
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Fund level accounting
2.01 Introduction
2.01(a) The Fund Level represents the aggregation of all investments (a reporting entity may hold
only one investment or multiple investments). In addition, it includes other assets and
liabilities, as well as portfolio level debt that are not specifically allocated to a single
investment.
2.01(b) As indicated previously, the Operating Model and the Non-operating Model provide
alternative presentations; diversity exists when determining which model is presented. The
determination of the appropriate fair value reporting model to use is made by the entity’s
management based on a review of the relevant accounting literature. Reporting Standards
require FV GAAP through application of either one of these models.
2.01(c) The information contained in this section is separated based upon the applicable reporting
model.

2.02 Fair Value Net Asset Value (“FV NAV”)
FV NAV represents the fair value of investments owned, cash, receivables and other assets
in excess of liabilities of the reporting entity. Notwithstanding different financial statement
presentations that exist between the Operating Model and Non-operating Model, FV NAV
reported by a reporting entity under both models is generally expected to be similar because
both models require investments to be reported at fair value in accordance with ASC 820.

2.03 Non-operating Model
2.03(a) Introduction
Funds are those entities that satisfy the criteria of an Investment Company in accordance
with ASC 946 as described in paragraph 1.02c and generally prepare financial statements
under the Non-operating Model. However, some entities apply presentation attributes of the
Operating Model within their financial statements. Financial statements prepared under the
Non-operating Model report all investments at fair value on a recurring basis. Each model
may report revenue recognition differently; however, FV NAV should generally be the same
under both reporting models. ASU 2013-08: Financial Services - Investment Companies was
issued in June 2013 and amends the scope, measurements and disclosure requirements in
ASC 946. The Financial Accounting Standards Board decided not to address issues related
to the applicability of investment company accounting for real estate entities and the
measurement of real estate investments at this time. The FASB did not intend for the
amendments in this Update to change practice for real estate entities for which it is industry
practice to issue financial statements using the measurement principles in Topic 946. As a
result, diversity in practice continues to exist where reporting entities may use a combination
of presentation attributes of either model. Additionally, the FASB decided to maintain the
scope exception in ASC 946 applicable to real estate investment trusts (“REIT’s). REITS that
exhibit the attributes of an investment company within the framework of ASC 946 may be
eligible to report real estate at fair value. This Manual recommends that financial statement
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preparers discuss the applicability of ASU 2013-08 to their financial statements with their
public accounting firm.
2.03 (a1) The Non-operating Model generally utilizes a “net” presentation; however, diversity in
practice exists where some Funds reporting under ASC 946 may provide an alternative
presentation that will generally not result in a different FV NAV. At this time authoritative
GAAP does not specifically address financial statement presentation as it relates to a real
estate entity reporting at FV GAAP.
2.03(b) Election of the Fair Value Option under ASC 825-10
The Fair Value Option under ASC 825-10 permits entities to elect a one-time option that is
irrevocable to measure financial instruments including, but not limited to, notes payable and
portfolio level debt at fair value in accordance with ASC 820 on an instrument-by-instrument
basis. Further information can be found in Sections 4.04 and 4.05.
2.03(c) Consolidation - Applicability of ASC 810
ASC 810-10-15-12d states, “Except as discussed in paragraph 946-810-45-3, an investment
company within the scope of Topic 946 shall not consolidate an investee that is not an
investment company.” Rather, those controlling financial interests held by an investment
company shall be measured in accordance with guidance in Subtopic 946-320, which
requires investments in debt and equity securities to be subsequently measured at fair value.
An exception to the general principle is if the investment company has an investment in an
operating entity (i.e. does not meet criteria of an investment company under ASC 946) that
provides services to the investment company, for example, an investment adviser or transfer
agent. In those cases, the purpose of the investment is to provide services to the investment
company rather than to realize a gain on the sale of the investment. If an individual investment
company holds a controlling interest in such an operating entity, consolidation is appropriate.
See section 2.04(c) for additional information.
2.03(d) GAAP is silent on the topic of when it’s appropriate for an investment company to consolidate
another investment company in which it holds a controlling financial interest. Diversity in
practice prevails in this area. Refer to the Basis for Conclusion in ASU 2013-08 (BC 62 to
65) for further information on the concerns of the board and stakeholders when they thought
through this issue as part of the Investment Company project.
2.03(e) Equity Method
ASU 2013-08 clarified that an investment company cannot apply the equity method to a
noncontrolling interest in another investment company. Such an investment must be
measured by an investment company at fair value in accordance with ASC 946-320.

2.04 Operating Model
2.04(a) Introduction
2.04(a.1) The fundamental premise for fair value based accounting models is based on existing
authoritative accounting standards which require that certain investments held by tax-exempt
investors, including defined benefit pension plans and endowments are reported at fair value.
ASC 960, Plan Accounting — Defined Benefit Pension Plans (ASC 960), which applies to
corporate plans, requires that all plan investments be reported at fair value because that
reporting provides the most relevant information about the resources of a plan and its present
and future ability to pay benefits when due. In addition, Governmental Accounting Standards
Board (GASB) Codification Section Pe5, Pension Plans-Defined Benefit, and Section Pe6,
December 20, 2017
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Pension and Other Postemployment Benefit Plans — Defined Contribution, requires
government-sponsored pension plans to present investments at fair value in their financial
statements. Defined benefit and government-sponsored pension plans often invest in real
estate and/or real estate companies. Accordingly, the more traditional historical cost basis of
accounting used by other real estate operating companies is not appropriate, as it does not
provide tax-exempt investors with relevant financial information.
2.04(a.2) Entities that report under ASC 960 are required to follow ASC 810, Consolidation, and ASC
323, Investments – Equity Method and Joint Ventures. As indicated above, some entities that
report under ASC 946 may elect to present their financial statements under the Operating
Model. These entities may choose to apply the consolidation guidance in ASC 810. However,
investments must be reported at fair value in accordance with ASC 820. The objective of the
statement of operations is to present the increase or decrease in the net assets resulting from
the entity’s investment activities and underlying property operations. Net investment income
is a measure of operating results. It is primarily intended to provide a measure of operating
activity, exclusive of capitalized expenditures, such as leasing commissions, tenant
improvement costs, tenant inducements, and other replacement costs that can be capitalized
if in accordance with GAAP. Rental revenue is recognized when it is contractually billable to
tenants (i.e. straight-lining of rents is not applicable when real estate is reported at fair value).
Expenses are generally recognized when the obligation is incurred. Certain expenses may
be based on the investment vehicle’s unrealized change in net asset value, including, for
example, incentive management fees, and are recognized as a component of the unrealized
gain or loss.

2.04(b) Election of the Fair Value Option under ASC 825-10
The Fair Value Option under ASC 825-10 permits entities to elect a one-time option that is
irrevocable to measure financial instruments including, but not limited to, notes payable and
portfolio level debt at fair value on an instrument-by-instrument basis. Further information
can be found in Sections 4.04 and 4.05.

2.04(c) Consolidation: Applicability of ASC 810
2.04(c.1) ASU 2015-02 was issued in 2015 and is effective for all reporting entities. The main
provisions of this ASU are:
a.

Determing whether limited partnerships or similar legal entities meet the criteria of a
variable interest entity

b.

Evaluating if fees paid to a decision maker or service provider (e.g. an asset manager or
investment advisor) are deemed variable interests

c.

The effect of a fee arrangement (see b) on the primary beneficiary determination

d.

Application of the related party tiebreaker test when determining the primary beneficiary

e.

Application of ASC 810 to series funds (e.g. registered investment companies).

2.04(c.2) Both investors and service providers are required to assess consolidation under ASC 810.
2.04(c.3) Under the Operating Model real estate investments include direct investments in real estate,
as well as holdings of controlling equity interests in separate legal entities, which invest in
real estate assets. The Fund manager should consider existing authoritative guidance to
determine whether an investment in an investee (e.g., joint venture) is controlling or not in
December 20, 2017
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accordance with ASC 810. In a historical cost reporting environment, GAAP generally
requires an investor to initially determine whether the investee is a variable interest entity
under ASC 810-10. =

2.04(d) Consolidation: Accounting
2.04(d.1) Entities that report under ASC 960 are required to follow ASC 810, Consolidation. While in
general the ownership of a greater than 50% voting interest in an investment is considered to
be an indication of control, many joint venture real estate investments contain complex
governance arrangements that make assessments of control difficult. All factors must be
considered in making a determination of whether consolidation of an investee is appropriate.
If investments in entities are not deemed to be controlling interests then the equity method of
accounting should be followed if the “significant influence” criterion is met in accordance with
ASC 323, Investments — Equity Method and Joint Ventures.

2.04(d.2) Under the Operating Model, real estate assets either owned directly by a Fund or reported
through the consolidation of an investee are recorded on the balance sheet at their fair value.
If the investee is less than 100% owned, a corresponding credit to noncontrolling interest is
recorded at fair value for the noncontrolling interest in the investment. The difference between
fair value and the adjusted cost basis of an investment is the unrealized gain or loss
associated with the asset, and if applicable, the noncontrolling interest. Changes in fair value
from period to period are reported as changes in unrealized gain or loss on the statement of
operations, which is presented separately from net investment income. These gains or losses
are realized upon the disposal of an investment; however, in order to record a realized gain,
the sale is required to meet the criteria of ASC 360-20, Real Estate Sales, and ASC 976, Real
Estate-Retail Land. Gains, which are deferred in accordance with ASC 360-20, continue to
be reported as unrealized. ASU 2014-09 (ASC 606 - Revenue from Contracts with
Customers) was issued in May 2014 and is effective for public entities for annual reporting
periods beginning after December 15, 2017, including interim periods within those reporting
periods. For all other entities, the amendments are effective for annual reporting periods
beginning after December 15, 2018, and interim periods within annual periods beginning after
December 15, 2019. Subtopic 610-20 Other Income – Gains and Losses from Derecognition
of Nonfinancial Assets was issued as part of ASU 2014-09, the subtopic provides guidance
for recognizing gains and losses from the transfer of nonfinancial assets in contracts with
noncustomers (i.e. Real estate sales), as a result, the guidance specific to real estate sales
in ASC 360-20 will be eliminated. As such, sales and partial sales of real estate assets will
be subject to the same derecognition model as all other nonfinancial assets. The new
guidance will also impact the accounting for partial sales of nonfinancial assets (including in
substance real estate).

2.04(d.3) The consolidation process required by ASC 810 includes that the noncontrolling interest
continues to be attributed its share of losses even if that attribution results in a deficit
noncontrolling interest balance. This standard also requires the acquirer to measure a
noncontrolling interest in the acquiree at its fair value at the acquisition date. An entity should
perform an assessment of their noncontrolling interests’ rights and consider whether the
noncontrolling interest is a redeemable equity security within the scope of ASC 505-10-50.
The disclosures in ASU 2013-08 are required to be provided (See Appendix 1).
2.04(d.4) In the footnotes or in the statement of changes in net assets an entity is required to provide
a reconciliation of the beginning and the ending carrying amounts of (1) net assets attributable
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to the parent entity (2) net assets attributable to the noncontrolling interest, and (3) total net
assets.
2.04(d.5) In the footnotes, ASU 2013-08 also requires a separate schedule to be provided that shows
the effects of any changes in a parent’s ownership interest in a subsidiary on the equity
attributable to the parent. Entities are required to disclose both a reconciliation of net assets
(paragraph c) and a separate schedule of changes in ownership (paragraph. d).
2.04(d.6) The financial statements should include the disclosures required by ASU 2013-08.

2.04(e) Equity Method Accounting
Noncontrolling investments in investees (e.g., partners in joint ventures) accounted for under
the equity method of accounting should record as investment income only their share of the
investee’s net income or loss, determined in accordance with GAAP on the fair value basis
of accounting (exclusive of items such as depreciation, amortization and free rent, as
appropriate). ASC 970-323-35-17 suggests that stipulated allocation ratios should not be
used if cash distributions and liquidating distributions are determined on some other basis
(i.e., income should be allocated first on behalf of any preferred returns or interest, and then
to the respective partners in proportion to their contractual ownership interests, etc.).
Intercompany items, such as interest on loans by an investor to an investee should be
eliminated to the extent of the investor’s economic interest in the venture, as if the investee
were consolidated.

2.05

Capital / Equity Transactions

2.05(a) Subscriptions/Contributions
Investment partnerships shall record capital subscription and redemption commitments as of
the date required by the partnership agreement. Cash received before this date shall be
recorded as an advance capital contribution liability.
2.05(b) Dividends
Both closed-end and open-end investment companies record distribution liabilities on the exdividend date rather than the declaration date. For closed-end investment companies, a
purchaser typically is not entitled to a dividend for shares purchased on the ex-dividend
date. Open-end investment companies record the liability on the ex-dividend date to properly
state the net asset value at which sales and redemptions are made.
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2.06

Accounting for Uncertainty in Income Taxes
ASC 740, Income Taxes, provides guidance for how uncertain tax positions should be
recognized, measured, presented and disclosed in the financial statements. ASC 740
requires the evaluation of tax positions taken in the course of preparing a Fund’s tax returns
to determine whether tax positions are “more-likely-than-not” of being sustained by the
applicable tax authority. Tax benefits of positions not deemed to meet the more-likely-thannot threshold would be recorded as a tax expense in the current year. In preparing financial
statements of real estate entities, tax positions to be reviewed and analyzed may include the
following:





Tax Exempt Entity Status
REIT Status
State Tax Determinations/Nexus
Unrelated Business Taxable Income
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Investment level accounting
3.01 Introduction
3.01(a) This section outlines the required accounting policies to be followed for accounting at an
investment level for interests in real estate investments. At the Fund level, different reporting
entities may follow different fair value accounting and reporting models (i.e., Operating Model
or the Non-operating Model). The following are items that are generally applicable to both
fair value models.
3.01(b) See the Property Level Accounting in Section 4 for information relating to realized and
unrealized gains and losses.
3.01(c) The underlying real estate assets of a Fund include all investments in land, buildings,
construction in progress, tenant improvements, tenant allowances, furniture, fixtures and
equipment, leasing commissions, capitalized leasehold interests, capitalized interest,
capitalized real estate taxes, and real estate to be disposed.
3.01(d) Investments in real estate are made using various investment structures. Included in this
section is guidance relating to the following investment structures:
 Investments in Non-Participating Mortgage Loans Receivable
 Investments in Participating Mortgage Loans Receivable
 Investments in Joint Ventures, Limited Partnerships, or Limited Liability Companies.

3.02 Investments in mortgages and other loans receivable: General discussion
3.02(a) There are primarily two types of mortgage loan investments held by Funds: non-participating
and participating mortgage loans. A non-participating mortgage loan is an investment secured
by a lien on real estate that generally entitles the lender to payments of contractual principal
and interest that do not increase based on the underlying operating results of a property.
3.02(b) A participating mortgage is an investment also secured by a lien on real estate that generally
consists of three parts: (1) ”base interest” payments at contractually stated fixed or floating
rates; (2) ”contingent interest” payments where the lender is paid a percentage of property
net operating income or cash flow after debt service; and (3) ”additional contingent interest,”
which is in the form of lender participation in the appreciation in value of the underlying
property.
3.02(c) Usually the loan terms of a participating mortgage are set somewhat more favorably to the
borrower than those of a non-participating mortgage on the same property. Common terms
on a participating mortgage historically include high loan-to-value ratios, base interest rates
which are lower than comparable non-participating mortgages, and the occasional structure
that may allow for a deferral of interest between the basic interest coupon and some lower
“pay rate,” typically during lease-up. The deferral may be paid when cash flow from net
operating income is sufficient, or may be added to the loan balance and be payable in full
only at maturity.
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3.02(d) The contingent interest component of a participating mortgage often represents a lender’s
right to a portion of the adjusted net cash flow generated by the collateralizing property.
Typically, certain expenses such as but not limited to, legal or other professional fees related
to ownership of the property (i.e. not directly related to the operating activities of the property)
are not permitted as deductions from gross income for determining the amount in which the
lender participates in contingent interest. Often a reserve for replacements, or for tenant
improvements, leasing commissions, and capital expenditures, is set aside from net operating
income before the lender participates in the remainder.
3.02(e) The additional contingent interest or equity conversion component often specifies a hurdle
rate that the lender is entitled to reach from basic interest, contingent interest and additional
contingent interest before the borrower participates in any proceeds from sale.
3.02(f) See ASC 310-40, Receivables — Troubled Debt Restructurings by Creditors, for guidance
on troubled debt restructurings, foreclosures, and receipt of assets in full satisfaction of
receivables.

3.03 Accounting for non-participating mortgage loans receivable
3.03(a) Non-participating mortgage loans receivable should be carried on the balance sheet at their
fair value. The difference between fair value and the adjusted cost basis of a mortgage loan
is the unrealized gain or loss on investment. Valuation changes in fair value from period to
period are reported as unrealized gain or loss on the statement of operations, and are
presented separately from net investment income. Such unrealized gains or losses are
realized upon the disposition of the investment. The ability to recognize a sale of a mortgage
loan is governed by the guidance for financial assets provided in ASC 860, Transfers and
Servicing.
3.03(b) The initial cost basis of a non-participating mortgage loan should include all direct costs of
originating or acquiring the loan investment. However, the entity’s management should
assess if such costs are a component of the loan’s reported fair value under ASC 820, or
should be reported as an unrealized loss upon acquisition of the loan. Such costs include
acquisition fees paid to investment advisors, and/or other professional fees (e.g. legal fees)
associated with the closing of a new investment.
3.03(c) The carrying amounts of interest receivables currently due (generally one year or less) are
generally considered to approximate fair value. Therefore, for fair value reporting, interest
receivable currently due may be reported at its undiscounted amount provided that the results
of discounting the carrying amount would not be material and that receipt can reasonably be
assured.
3.03(d) Interest income associated with any non-participating mortgage loan receivable is reported in
net investment income. Valuation adjustments are reported as unrealized gains and losses.
The recognition of base interest income should be based on the contractual terms of the loan
unless the loan is considered non-performing under GAAP. For mortgage loans with fixed
and determinable rate changes, interest income should be accounted for when the change
contractually occurs rather than using an effective interest or straight-line method.
For non-performing loans (e.g. the borrower is unable to fulfill its payment obligations),
interest income is recognized under a cash method whereby payments of interest received
are recorded as interest income provided that the amount does not exceed that which would
have been earned based on the contractual terms of the loan.
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Contingent interest income from operating cash flows is also recorded by the lender as part
of net investment income. Additional contingent interest received from disposal or refinancing
of the underlying property is recorded as part of realized gains and losses.
3.03(e) The fair value of a non-participating mortgage loan and any accrued non-current interest may
be based on the discounted value of the total future expected net cash flows. The selection
of an appropriate discount rate should reflect the relative risks involved and interest rates
charged for similar receivables. The determination of fair value must also take into
consideration the underlying collateral, credit quality of the borrower, and any related
guarantees, as well as the specific terms of the loan agreement. The fair value of the
mortgage loan and any accrued non-current interest should not exceed the value of the
underlying collateral and any related guarantees. Accrued non-current interest is typically
added to the principal amount, whereas current interest receivable is separately disclosed.
3.03(f) Modification of mortgage terms should be accounted for through an adjustment of value and
recorded through the unrealized gain/loss in the statement of operations.

3.04 Accounting for participating mortgage loans receivable
3.04(a.1) Because of the participation feature inherent in these loans, and the fact that the lender
usually provides a significant portion, if not all, of the funds necessary to acquire, develop, or
construct the property, accounting for participating mortgages should be determined based
upon the guidance in ASC 815-15-55, if applicable.
3.04(a.2) A participating mortgage may have the characteristics (see ASC 310-10-25, paragraphs 1920) of either a loan, a noncontrolling equity investment in a joint venture, or a controlling
interest subject to consolidation for accounting purposes, depending on the facts and
circumstances. For the latter two categories, the investment should be accounted for using
the guidance provided in the discussion of joint ventures appearing in Section 3.05 or in the
discussion on real estate in Section 4.02.
3.04(b) Participating mortgages not considered joint ventures, or investments in real estate in
accordance with ASC 310 should also be carried on the balance sheet at their fair value. The
difference between fair value and the adjusted cost basis of a mortgage loan is the unrealized
gain or loss associated with the asset. Changes in fair value from period to period are reported
as changes in unrealized gain or loss on the statement of operations, which is presented
separately from net investment income. These gains or losses are realized upon the disposal
of an investment. The ability to recognize a sale of a mortgage loan is governed by the
guidance provided in ASC 860.
3.04(c) The initial cost basis of a participating mortgage loan should include all direct costs of making
the loan consistent with ASC 310-20. However, the entity’s management needs to assess the
fair value of the loan under ASC 820 or if an unrealized loss should be recognized on day
one of holding the loan. Such costs include acquisition fees paid to investment advisors
and/or other professional fees (e.g. legal fees) associated with the closing of a new
investment.

3.04(d) Interest income associated with any participating mortgage loan is reported in net investment
income. Valuation adjustments are reported as unrealized gains and losses. The recognition
of base interest income should be based on the contractual terms of the loan unless the loan
is considered impaired under GAAP. For mortgage loans with fixed and determinable rate
changes, interest income should be accounted for based on when the change contractually
occurs rather than using an effective interest or straight-line method.
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For non-performing loans, generally the method for interest recognition is the cash method
where payments of interest received are recorded as interest income provided that the
amount does not exceed that which would have been earned based on the contractual terms
of the loan.
Contingent interest income from operating cash flows is also recorded by the lender as part
of net investment income. Additional contingent interest received from disposal or refinancing
of the underlying property is recorded as part of realized gains and losses.
3.04(e) The fair value of a participating mortgage investment is equal to the discounted value of the
total future cash flows expected from the investment. The value of the mortgage may not
exceed the value of the underlying real estate plus any qualifying guarantees. The discount
rate used in the valuation should reflect the risk/return characteristics of the participating
investment structure. The valuation may be performed with different discount rates for the
different sources of the anticipated cash flows; a “debt” rate may be associated with the
nonparticipating cash flows, and an “equity” rate may be associated with the participation
cash flows. In all cases the economic substance of the transaction must be taken into account
in determining the value of the investment.
3.04(f) Modification of mortgage terms should be accounted for through an adjustment of value and
recorded through the unrealized gain/loss in the statement of operations.

3.05 Investments in joint ventures: General
3.05(a) Joint ventures are a common form of ownership for Funds and institutional investors in real
estate. The venture is typically a legally formed limited partnership or limited liability company
between the Fund/institutional investor and a real estate developer/operator.
3.05(b) Real estate investments are often structured as joint ventures because these structures
provide the ability to share risks and rewards among the participants. The Fund/institutional
investor typically own the greater share of the joint venture and provide most of the equity
invested into the project. Such investment may be in the form of equity capital, loans to the
venture, or both. The Fund/institutional investor’s operating partner is typically the general
partner in the venture who is a real estate developer/operator in the specific project type. In
consideration for the cash investment that is disproportionate to its stipulated ownership
interest, the institutional partner is generally entitled to a preferential distribution of cash flow
equal to a preferred return on the capital invested and interest on loans, and to a priority
return of its capital investment from a sale or refinancing. Amounts generated by the joint
venture in excess of these preferences and priorities are distributed to the participants in
accordance with the sharing ratios stipulated in the joint venture agreement.

3.06 Investments in joint ventures: Accounting
3.06(a) The appropriate fair value accounting for investments in joint ventures in the primary financial
statements depends upon the reporting model utilized. See Section 2, Fund Level
Accounting, in this Manual for a discussion of the appropriate accounting models and sources
of additional guidance.
3.06(b) When investments in joint ventures are reported at fair value, the difference between fair
value and the adjusted cost basis of an investment is reported as unrealized gain or loss. As
discussed in greater detail below, changes in fair value from period to period are reported as
changes in unrealized gain or loss on the statement of operations, which is presented
separately from distributions of net investment income, or dividends. Unrealized gains or
losses are recognized as realized gains or losses upon the disposal of an investment.
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3.06(c) The initial cost basis of an investment in a joint venture should include all direct costs of
obtaining the investment. Management should assess if such costs are a component of the
investment’s reported fair value under ASC 820, or should be reported as an unrealized loss
upon acquisition. Such costs include acquisition fees paid to investment advisors and/or other
professional fees (e.g. legal fees) associated with the closing of a new investment.
3.06(d) An investment in a joint venture is subsequently adjusted to report changes in fair value that
may include, but are not limited to, undistributed net investment income and/or changes in
the fair value of the underlying net assets. Such changes in fair value are reported in the
statement of operations as an unrealized gain or loss during the period the change in fair
value occurs.
3.06(e) To the extent that the investor has advanced funds to the joint venture in the form of loans,
all outstanding principal and non-current interest receivable should also be included in the
cost basis. The aggregate investment should be presented on the balance sheet as a single
caption, “Investment in Joint Venture.”
3.06(f) ASC 230-10-45, requires dividends received (returns on investments) to be classified as cash
inflows from operating activities. Cash receipts that represent returns of investments are
classified as cash inflows from investing activities.
3.06(g) The investment in a joint venture is then subsequently adjusted to include the changes in fair
value as measured in accordance with ASC 820. To the extent that the investor has advanced
funds to the joint venture in the form of loans, all outstanding principal and non-current interest
receivable should also be included in the investment account. The aggregate investment
should be presented on the schedule of investments as a single investment.
3.06(h) The determination of the fair value of an investment in a joint venture may require: (1) the
valuation of the underlying assets and liabilities of the joint venture; and (2) the analysis of a
hypothetical liquidation as of the reporting date at fair value in accordance with the distribution
provisions of the joint venture agreement. Consideration should be given to all incentive fees
and preferred returns included in the joint venture agreement in determining the hypothetical
liquidation at fair value of the joint venture. Fair value is defined by ASC 820-10-20 as the
price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. Transaction costs are not
included in determining the fair value of the investment. Hypothetical liquidation at fair value
may not necessarily reflect the exit price of an entity’s joint venture investment. Consideration
should be given to what a market participant would be willing to pay as of the reporting date.
3.06(i) Amendments to ASC 820 included in ASU No. 2009-12 permit, as a practical expedient, a
reporting entity to measure fair value of an investment that is within the scope of the
amendments on the basis of net asset value per share of the investment (or its equivalent) if
the net asset value of the investment (or its equivalent) is calculated in a manner consistent
with the measurement principles of ASC 946 as of the reporting entity’s measurement date.

3.06(j) In May 2015, the FASB issued ASU No. 2015-07, Disclosures for Investments in Certain
Entities That Calculate Net Assets Value per Share (or Its Equivalent). This ASU removes
the requirement to categorize within the fair value hierarchy all investments for which fair
value is measured using the net asset value per share as a practical expedient. This ASU
also removes the requirement to make certain disclosures for all investments that are eligible
to be measured at fair value using the net asset value per share practical expedient. Rather,
those disclosures are limited to investments for which the entity has elected to measure the
fair value using the practical expedient. For public business entities, this guidance is effective
for fiscal years beginning after December 15, 2015, and interim periods within those fiscal
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years. For all other entities, the guidance is effective for fiscal years beginning after December
15, 2016, and interim periods within fiscal years. Early adoption is permitted.

3.07 Accounting for contingencies
3.07(a) For all acquisitions one should recognize as of the acquisition date, all of the assets acquired
and liabilities assumed that arise from contingencies related to contracts (referred to as
contractual contingencies), and measure them at their acquisition-date fair values.
3.07(b) For all other contingencies (referred to as noncontractual contingencies), the acquirer shall
assess, as of the acquisition date, whether it is more likely than not that the contingency gives
rise to an asset or a liability. If that criterion is met as of the acquisition date, the asset or
liability arising from a noncontractual contingency shall be recognized at that date, measured
at its acquisition-date fair value. If that criterion is not met as of the acquisition date, the
acquirer shall not recognize an asset or a liability at that date. The acquirer shall instead
account for a noncontractual contingency that does not meet the more-likely-than-not criterion
as of the acquisition date in accordance with other GAAP, including ASC 450 Contingencies,
as appropriate.
3.07(c) It may be necessary to utilize probability weighted discounted cash flows or other complex
valuation models in order to value such contingent considerations. A Fund needs to further
determine if such consideration should be recorded as an asset, liability, derivative instrument
or equity.

3.08 Accounting for forward purchase commitments
3.08(a) An entity should assess whether entering into a forward purchase commitment results in
holding a variable interest in a variable interest entity, or “VIE” (i.e. the entity that holds the
real estate). ASC 810-10-55-80 through ASC 810-10-55-86 should be reviewed when
concluding on this matter. Particular consideration should be given as to whether the reporting
entity: a) has rights to terminate the forward purchase commitment for any reason, including
if the third party, i.e. the developer, does not perform, AND, b) those rights are substantive. If
the entity determines it holds a variable interest, it must then determine if it is the primary
beneficiary of the VIE under the provisions of ASC 810, and accordingly consolidate the
accounts of the VIE 3.08(b). Some disclosures a Fund might consider for its forward
purchase commitments are as follows: project name, property type, location, authorized
commitment, costs spent to date, expected funding date, and any other significant terms or
considerations.

3.09 Accounting for financing costs
3.09(a) Costs may be incurred in connection with obtaining financing for the Fund or the
investment — either secured or unsecured. ASC 825-10-25-3 states that “upfront costs and
fees related to items for which the Fair Value Option is elected shall be recognized in earnings
as incurred and not deferred”. The Fair Value Option under ASC 825-10 permits entities to
elect a one-time option that is irrevocable to measure financial instruments including, but not
limited to, notes payable and portfolio level debt at fair value on an instrument-by-instrument
basis (see Sections 4.04 and 4.05). In order to remain comparable to other institutional
investment classes, it is recommended that, subsequent to the adoption of the Fair Value
Option under ASC 825-10, related financial costs are not deferred and continue to be fully
expensed as a component of net investment income. Under GAAP, for those entities that
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have not adopted the Fair Value Option under ASC 825-10, debt costs will continue to be
deferred and amortized to interest expense using the effective interest method (see 3.09(b)).

3.09(b) ASU 2015-03 amended ASC 835-30 to require that unamortized financing costs be presented
as a reduction of the carrying amount of the related debt balance on the statement of assets
and liabilities, rather than separately presented as an asset. For those entities that do not
elect the Fair Value Option, the amortization of financing costs will continue to be recorded
as a component of interest expense on the statement of operations. For public business
entities, this guidance is effective for fiscal years beginning after December 15, 2015, and
interim periods within those fiscal years. For all other entities, the guidance is effective for
fiscal years beginning after December 15, 2015, and interim periods within fiscal years
beginning after December 15, 2016. Early adoption of ASU 2015-03 is permitted for financial
statements that have not been previously been issued, and it should be applied
retrospectively.
3.09(c) ASU 2015-15 added SEC paragraphs 835-30-S35-1 and 835-30-S45-1 related to financing
costs associated with a line-of-credit arrangement. These costs will continue to be presented
as an asset and amortized over the term of the arrangement.

3.10 Investment Advisory fees
3.10(a) General
Real estate advisory fees may include acquisition, asset management, disposition, financing, and
incentive fees.

3.10(b) Acquisition, Origination and Financing fees
Acquisition fees are considered a component of the acquisition cost of a property and,
therefore, are included in the cost basis of the real estate asset as are other acquisitionrelated costs. They are included as part of the cost when comparing cost to value to determine
realized or unrealized gain or loss under both the Operating Model and Non-operating Model.
In circumstances where an investment company or pension plan is making an investment,
the acquisition or transaction costs associated with the investment acquisition should be
capitalized as part of the cost of the investment. However, reporting a newly acquired
property at fair value may result in an unrealized loss on day one because the reported fair
value of a property would not support related acquisition costs (see 4.02b).
Upon acquisition of a property the related acquisition costs are typically capitalized (i.e.
included in the cost basis) along with the purchase price. Because these costs are not a
component of fair value, the property’s initial recorded value must be adjusted to reflect the
property’s true fair value. If there are no other valuation changes, the resulting effect would
be an unrealized loss.
Origination Fees generally compensate an advisor for their services rendered for originating
a mortgage note receivable and are included in the initial cost basis. Because these costs
are not a component of fair value, the mortgage note receivable’s initial recorded value must
be adjusted to reflect the mortgage note receivable’s true fair value. If there are no other
valuation changes, the resulting effect would be an unrealized loss.
Financing Fees generally compensate an advisor for their services rendered for a loan
payable that the advisor arranges on behalf of the investment. These fees are considered
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transaction costs and are recorded as a reduction in earnings incurred in the statement of
operations. (See 4.05(a)).

3.10(c) Asset management fees
Asset management fees are generally expensed in the current period and reported as a
component of net investment income.

3.10(d) Disposition fees
Disposition fees are typically paid when an investment is sold and calculated as a percentage
of the sales price. The fee generally compensates a real estate advisor for their services
rendered in an investment disposition, including sales marketing, negotiating, and closing. As
this fee is not earned until the work is performed or substantially performed, the fee is
generally recognized as a cost of sale in the period in which the investment is sold. Disposition
fees that are substantively incentive fees should be measured and recognized as incentive
fees.

3.10(e) Incentive fees and Promote reallocations
3.10(e.1) Incentive fee arrangements and calculations vary widely, but generally these fees
are paid after a predetermined investment performance return has been attained.
For example, these fees may be payable upon, actual or constructive sale of a real
estate investment or portfolio, when cash flows from operating or capital distributions
exceed some threshold, or at certain measurement dates during the hold period
based upon a hypothetical sale of a real estate investment or portfolio.
3.10(e.2) Incentive fees earned by an investment advisor should be recognized as a payable
as if all assets were sold and liabilities were settled at the balance sheet date. The
calculation of the amount earned is specific to the related real estate advisory
agreement, but generally the calculation should assume that the investment or Fund
is liquidated at its fair value as of the reporting date and cash proceeds are distributed
to the investors. An expense and liability should be recorded for the amount of the
incentive fee, although not necessarily currently payable.
3.10(e.3) The related impact of recording a liability for an incentive fee should be either
(1) reflected as a component of the investment’s net investment income, if the fee
resulted from operating results; or (2) reflected as a component of the investment’s
unrealized gain/loss, if the fee resulted from changes in fair value.
3.10(e.4) Where incentive fees are based on both operating results and changes in fair value,
the related impact should be allocated to the applicable components based on the
substance of the incentive fee arrangements.
3.10(e.5) Promote reallocations that would be due to a general partner or managing member
in the manner described in 3.10(e.2) should not be expensed, but rather should be
reflected as a reallocation of capital from the limited partners to the general partner
in the statement of changes in net assets.

3.10(f) Related parties and Affiliate transactions
3.10(f.1) Per the AICPA Audit & Accounting Guide for Investment Companies paragraph
7.118, amounts paid to affiliates or related parties (such as advisory fees,
administration fees, distribution fees, brokerage commissions, and sales charges)
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should be disclosed, in accordance with FASB ASC 850. Significant provisions of
related-party agreements, including the basis for determining management,
advisory, administration, or distribution fees, and, also, other amounts paid to
affiliates or related parties should be described in a note to the financial statements.
3.10(f.2) Related parties are defined in the glossary to the FASB Codification and include, but
are not limited to: affiliates of the entity, principal owners of the entity, management
of the entity, parties over which the entity has significant influence and parties that
have significant over the entity. An affiliate is defined in the glossary as a party that,
directly or indirectly through one or more intermediaries, controls, is controlled by, or
is under common control with an entity.
3.10(f.3) ASC 850 also state that transaction between related parties are considered to be
related party transactions even though they may not be given accounting recognition.
For example, an entity may receive services from a related party without charge and
not record receipt of the services. While not providing accounting or measurement
guidance for such transactions, their disclosure is required nonetheless.
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Property level accounting
4.01 Introduction
4.01(a) This section outlines the required accounting policies to be followed for underlying real estate
investments accounted for at the property level, in order to provide consistent accounting
information across Funds for attribution analysis, benchmark reporting, and reporting to the
NCREIF Property Index (NPI). In addition, under the Operating Model, financial statements
prepared for wholly owned properties are accounted for in this manner and utilized
accordingly for consolidation purposes.
4.01(b) Regardless of the form of investment held, the underlying real estate assets include all
investments in land, buildings, construction in progress, tenant improvements, tenant
allowances, furniture, fixtures and equipment, leasing commissions, capitalized leasehold
interests, capitalized interest, capitalized real estate taxes, and real estate to be disposed.
Under the fair value basis of accounting, real estate assets are carried on the balance sheet
at their estimated fair value. Changes in fair value from period to period are recognized as
unrealized gains or losses until sale or disposition of an interest in the real estate investment.
4.01(c) Under the fair value accounting models, net investment income is not intended to approximate
net income that would be reported under the historical cost basis accounting model. Among
other differences, net investment income under the fair value accounting models does not
include the effect of rent normalization (i.e. straight-line rent) under ASC 840-20-25, costbased depreciation or amortization of most capitalized expenditures, or impairment
accounting provisions.

4.02 Determination of real estate fair value
4.02(a) ASC 820 focuses on how to measure fair value. ASC 820 does not introduce any new
requirements mandating the use of fair value; instead, it unifies the meaning of fair value
within GAAP and expands disclosures about fair value measurements. It also introduces a
fair value hierarchy to classify the source of information used in fair value measurements (i.e.,
market based or non-market-based inputs).
4.02(b) ASC 820-10-20 defines fair value as, “the price that would be received to sell an asset or paid
to transfer a liability in an orderly transaction between market participants at the measurement
date.” This definition retains the exchange price notion in earlier definitions of fair value.
However, the definition focuses on the price that would be received to sell the asset or paid
to transfer the liability (an exit price), not the price that would be paid to acquire the asset or
received to assume the liability (an entry price). The fair value of an asset or liability is a
market based measurement. Therefore, the fair value measurement should be based on the
highest and best use assumptions that market participants would use in pricing a nonfinancial
asset such as real estate, regardless of whether the use by the reporting entity is different.
4.02(c) The fair value measurement in ASC 820 assumes that the transaction to sell the asset occurs
in the principal market for the asset or in the absence of a principal market, the most
advantageous market for the asset. The principal (or most advantageous) market is the
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market with the greatest volume and level of activity for the asset or liability, presumably the
market in which the reporting entity transacts.
4.02(d) ASC 820 requires that a fair value measurement should maximize the use of observable
inputs and minimize the use of unobservable inputs. Disclosure of the valuation techniques
and inputs are required for each class of Level 2 or Level 3 assets or liabilities. The class of
the asset or liability is determined by the nature and risks of the instruments and will often be
at a more disaggregated level than the financial statement line item level. If the fair value
measurement has significant Level 3 inputs, related footnote disclosures are required to be
included on a gross presentation basis (i.e. real estate investments and mortgage loans
payable shown separately). Most real estate valuations generally include significant
unobservable inputs. Such valuations should reflect the reporting entity’s assumptions that
market participants would use, including assumptions about risk. Such assumptions should
be developed based on the best information available without undue cost and effort. It is the
source of the input that drives the classification, not approach or specialist used to determine
fair value. For instance, an external appraiser’s valuation of a property utilizing a discounted
cash flow model based on the specific cash flows of said property would be considered a
Level 3 input.
All disclosures indicated below are required by public entities. Private entities are required to
disclose only items (1), (3), (6), and (7):
1. Quantitative disclosure (i.e. tabular format) about unobservable inputs used for all Level 3
fair value measurements;
2. For fair value measurements categorized as Level 3, qualitative disclosures (i.e. narrative
form) about the sensitivity of the fair value measurement to changes in unobservable
inputs used if a change in those inputs to a different amount might result in a significantly
higher or lower fair value measurement;
3. If applicable, a reporting entity’s use of a nonfinancial asset in way that differs from the
asset’s highest and best use when that asset is measured or disclosed at fair value;
4. For fair values disclosed but not reported in the financial statements include:
a. the level in which the fair value is categorized;
b. for Level 2 and 3 fair values a description of the valuation techniques and inputs used,
and the reason for any change in the valuation technique, if applicable;
c. if the highest and best use of a nonfinancial asset differs from its current use, disclose
that fact and why the nonfinancial asset is being used in a manner that differs from its
highest and best use;
5. All transfers between Level 1 and Level 2 fair value measurements on a gross basis,
including the reasons for those transfers;
6. In addition to the existing disclosures for the transfers in and out of Level 3, the related
policy supporting such transfers.
7. For recurring and nonrecurring fair value measurements categorized within Level 3, a
description of the valuation process used by the reporting entity.
The Financial Accounting Standards Board released ASU 2016-19 which clarified the meaning
of the terms “valuation technique” and “valuation approach” as used in fair value literature. It
also amended a related disclosure requirement, which is effective the first quarter of 2017 for
most companies. The new guidance indicates that valuation techniques are more granular than
valuation approaches, and explains that valuation techniques are used consistent with a
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particular approach. Along with clarifying the terms, the technical correction amended the
disclosure requirement pertaining to changes in valuation technique or approach. Companies
are now required to disclose changes in either (or both) a valuation approach or technique for
each class of instrument (not for each individual instrument).

4.02(e) The fair value of property generally held for investment should be valued in a manner
consistent with the Reporting Standards Property Valuation Standards. (See the Reporting
Standards Property Valuation Standards for more information.)
4.02(f) Under ASC 820, the price in the principal (or most advantageous) market used to measure
the fair value of the asset or liability shall not be adjusted for transaction costs. Transaction
costs shall be accounted for in accordance with other guidance. For entities that follow
ASC 960 Plan Accounting — Defined Benefit Pension Plans, ASC 960-325-35 provides
guidance on fair value and requires fair value to include an estimate of costs to sell.
4.02(g) The fair value of a real estate asset should not include any effects of a related above- or
below-market mortgage debt, except when debt is assumed on acquisition. For debt
assumed at acquisition, the impact of above/below fair value debt is assigned to the cost
basis of the related debt with an offset to the related real estate asset acquired (this is
applicable whether or not the debt is reported at fair value under the Fair Value Option). The
real estate and the related mortgage are to be shown separately on the balance sheet at their
initial fair value.
4.02(h) 4.02(i)

4.03 Determination of the cost basis of real estate assets
4.03(a) The initial cost basis of a real estate asset includes direct costs of acquiring the real estate
asset under both the Operating Model and the Non-operating Model. For development
properties, the cost basis of these assets should also include costs capitalized during the
development period including interest, insurance, and real estate taxes. Authoritative
accounting literature, including ASC 835-20, Capitalization of Interest, and ASC 970, Real
Estate-General, provides guidance relating to the appropriate cost capitalization criteria.
Direct costs of acquisition are considered part of the acquisition cost of a property. They are
included as part of the cost when comparing cost to value to determine realized or unrealized
gain or loss. Regardless of whether an entity follows the Operating or Non-operating Model
for the presentation of its financial statements, acquisition costs should generally be
capitalized. However, the valuation of the underlying investment under ASC 820 may result
in an unrealized loss on day one.
4.03(b) Because real estate investments are reported at fair value each reporting period and
valuations take into account the effect of physical depreciation, none of the capitalized
components (building, equipment, improvements, lease costs, in-place lease value, lease
inducements, lease origination costs, etc.) are depreciated or amortized.
4.03(c) The initial cost basis of a real estate asset should be subsequently adjusted for additional
capital costs such as tenant and building improvements, tenant allowances, tenant
inducements, tenant leasing commissions, and tenant buyouts. These capital items are
generally made to maximize cash flows and generate additional income, which, in turn,
influence the fair value of the real estate asset. Because the nature of these costs is such
that they have benefits that extend beyond one year, the addition of these items to an asset’s
cost basis is considered appropriate.
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4.03(d) This treatment extends to the reporting of tenant related capital costs, even after the tenant
vacated a property. These types of property-related costs represent additional investments in
the property, which should be considered in any determination of the current fair value of the
asset against an investor’s investment in it.
4.03(e)

4.04 Loans payable
4.04(a) Real estate investments are often partially financed using long- or intermediate-term loans
whereby the real estate property is pledged as collateral for the loan. In many loan
arrangements, the lender has no other recourse against the borrower; however, some
arrangements provide for credit enhancements in the form of guarantees or additional
pledges from the borrower. Real estate investments can also be financed through loans
whereby owners with high credit standing or prearranged lines of credit may be able to borrow
on an unsecured basis or using a loan which is secured by collateral other than the underlying
real estate investments.
4.04(b) The Fair Value Option under ASC 825-10 permits entities to elect a one-time option that is
irrevocable to measure financial instruments at fair value on an instrument-by-instrument
basis.
4.04(c) Subsequent to the initial adoption, adjustments to the estimated fair value of loans payable
should be reported as unrealized gain (loss) in the statement of operations. Gains and losses
realized upon settlement of loans payable, net of transaction and prepayment costs, if any,
should be reported as realized gain (loss) in the statement of operations.
4.04(d) If the Fair Value Option is elected for loans payable, the fair value is determined by ASC 820
and is based on the amount, from the market participant’s perspective, at which the liability
could be transferred in an orderly transaction between market participants at the
measurement date, exclusive of transaction costs. The fair value definition of ASC 820
focuses on the price that would be paid to transfer the liability (an exit price), not the price
that would be received to assume the liability (an entry price). Therefore, if a market
participant was to assume debt, interest expense incurred to date would not be assumed by
the buyer and would remain the liability of the entity. ASU 2011-04 (See 4.02d) clarified that
when measuring the fair value of a note payable (i.e. financial liability), the reporting entity
must not attempt to compensate for any transfer restrictions contained in the loan documents
because the existing valuation inputs tend to reflect such restrictions and require no further
adjustment. Additionally, when applying a present value technique to value liabilities the
reporting entity should, if applicable, include market participant assumptions related to
compensation a market participant would expect when taking on the obligations and risks
associated with such activities; however, this generally applies when the liability is not held
by another party as an asset (e.g. asset retirement obligation). These concepts are consistent
with current fair value measurement practices and are not expected to result in material
changes to a reporting entity’s valuation methodologies. Refer to Reporting Standards
Guidance Document, FASB ASC Topic 820, Fair Value Measurements and Disclosures:
Implementation Guidance for Real Estate Investments for more information on applying ASC
Topic 820.
4.04(e) If the Fair Value Option is not chosen for loans payable, the guidance as described in ASU
2015-03 should be followed.
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4.05 Direct Transaction Costs of Loans Payable
4.05(a) ASC 825-10-25-3 states that “upfront costs and fees related to items for which the Fair Value
Option is elected shall be recognized in earnings as incurred and not deferred.” Therefore,
transaction costs related to loans payable for operating properties are recorded as a reduction
in earnings incurred in the statement of operations. Transaction costs refer to the incremental
direct costs to transact in the principal (or most advantageous) market for the liability.
Subsequent to the election of The Fair Value Option under ASC 825-10, transactions costs
should be expensed as incurred.
4.05(b) Unrealized gains and losses on notes payable should generally be recognized when market
interest rates or credit spreads fluctuate relative to contractually fixed rates or variable rate
credit spreads.

4.06 Derivative financial instruments
4.06(a) Real estate is often financed through variable rate loans. In an effort to manage the risks
associated with fluctuations in market interest rates and to maintain a more neutral position
during market interest rate fluctuations, the borrower may purchase derivative financial
instruments (derivatives), such as interest swaps, collars, Treasury locks, floors, or capping
contracts. The contract can be assigned to a specific property or loan or they can be
established in connection with a portfolio of investments. These contracts also involve an upfront cost and generally are transferable to other parties.
4.06(b) All derivative financial instruments should be carried at estimated fair value with the change
in fair value being recorded to earnings in accordance with ASC 815, Derivatives and
Hedging.
4.06(c) The approach used for estimating the fair value of interest rate protection contracts should be
consistent with ASC 820. The contract should be carried as an asset or liability, as fair value
indicates, and should be adjusted to fair value each reporting period. Any transaction costs
associated with obtaining the contracts should be recognized in earnings as incurred and not
deferred.

4.07 Other assets and liabilities
4.07(a) There are a variety of other assets and liabilities that may result from the acquisition of income
producing property, or day-to-day operations of the property. Examples of other assets
include prepaid expenses, such as taxes and insurance, supplies inventory, utility deposits,
escrow deposits, equipment, etc. Examples of other liabilities include accounts payable,
accrued expenses, such as accrued real estate taxes, insurance, repairs and maintenance,
property management fees, interest, compensation, utilities and professional fees, and other
liabilities, such as security deposits, unearned rental income, and fees payable in the ordinary
course of operations.
4.07(b) Other assets or liabilities that are short-term in nature (i.e., expected to be settled within one
year of the date of the financial statements) may be reported on the balance sheet at their
undiscounted values. This is because of the short-term nature of these items; their
undiscounted balances are considered to approximate their fair values.
4.07(c) Other assets or liabilities which are longer-term in nature (i.e., expected to be settled greater
than one year from the date of the financial statements) should be reported at their fair value.
These other assets and liabilities should be recorded in accordance with standards
promulgated in ASC 820. If there is an active market with quoted market prices for other
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assets and liabilities held, this information should be used in determining fair value. In the
absence of quoted market prices, fair values should be determined using a discounted cash
flow analysis as long as such values approximate the amount that would be received or paid
in a current transaction. The amounts and timing of the cash inflows and outflows associated
with other assets and liabilities must be estimated and discounted back to a present value.
The discount rate used should reflect a current market rate commensurate with the risks of
the specific asset (i.e., risk-free interest rate plus applicable credit spread, or the current
market rates applicable to liabilities of similar duration or risk).
4.07(d) Regardless of the methodology utilized, care must be exercised in evaluating other assets
and liabilities to ensure that they have not already been included in the valuation of the real
property or the investment.
4.07(e) Changes in the fair value of other assets and liabilities from period to period are reported on
the statement of operations as unrealized gains and losses, which are reported separately
from net investment income. Unrealized gains and losses become realized when the
underlying asset or liability is settled or resolved.

4.08 Receivables
4.08(a) Various operating transactions may result in notes or accounts receivable. These receivables
may be short-term or long-term in nature.
4.08(b) The undiscounted carrying value of short-term receivables (e.g., less than one year to
maturity) generally approximates fair value due to the relatively short period of time between
the reporting date and the expected realization. The use of an undiscounted value is
acceptable provided that the results of discounting would be immaterial. An allowance should
be established based upon the amount of the receivable expected to be uncollectible. Any
such allowance is charged against net investment income; however, industry practice varies
as to whether the allowance is charged against revenue or as an operating expense.
Generally, allowances related to bad debts should be recorded as an operating expense. Any
receivables that are considered in the valuation of the real estate asset should not be
established as such amounts are already included in the valuation of the real estate asset.
4.08(c) The fair value of longer-term receivables should be estimated by discounting the expected
future cash flows to be received (including interest payments) using a current market rate of
similar receivables commensurate with the risks of the specific receivables. Similar
receivables are those that have comparable credit risk and maturities. An allowance should
be established based upon the present value of the ultimate amount to be uncollectible.
Consideration should be given to any underlying collateral.

4.09 Other liabilities
Other liabilities may include contingent consideration that is part of an investment at the time of the
acquisition. Contingent consideration should be recognized and measured at fair value at the
acquisition date and each reporting date, rather than recognized and measured as an adjustment to
the purchase price in the subsequent period in which the contingency is resolved. Other liabilities may
also include such liabilities that result from day-to-day operations of a property.

4.10 Real estate revenues and expenses
4.10(a) The ownership of income producing property encompasses real estate revenues directly
associated with the underlying property or properties and may include the following: rental
income, as well as funds receivable for the recovery of real estate expenses, percentage rent,
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and miscellaneous tenant charges. Real estate operating expenses may include utility costs,
property management fees, real estate taxes, and normal maintenance expenses.
4.10(b) When reporting property specific information, or when utilizing such information real estate
revenues should be recorded when contractually earned. Rent concessions (such as free
rent, stepped rent) should not be recorded as income until the rent payments are earned and
billable. This process matches appraisal methodology which factors in the future rental
income in the determination of the property value. Accruing for free rent/stepped rent would
in essence be accounting for the same item twice (i.e., once in the property’s valuation and
again in an accounts receivable/other asset account outside the property base).
4.10(c) Penalties or other lump-sum payments received or receivable from tenants who choose to
terminate their lease prior to the end of the lease term should be recorded as income when
the following criteria have been met: The tenant loses his right to use the space; the owner
has no further obligation to provide services; and when payment is determined to be probable.
4.10(d) Real estate expenses should be recognized when incurred. Companies should consider
authoritative accounting literature such as ASC 605-45, Principal Agent, for recording of
revenues and expenses gross or net.

4.11 Realized and unrealized gains and losses
4.11(a) The periodic valuation of real property, real estate investments, and Funds and other noncurrent assets and liabilities, pursuant to the fair value basis of accounting, results in changes
in the reported value of investments and other assets owned, and liabilities owed. These
changes are reported in the statement of operations as unrealized gains and losses. While
not a required disclosure, the allocation of unrealized gains and losses by the accounts as
shown on the statement of net assets can be valuable information for investors. Gains and
losses are realized upon disposition of the transaction or the settlement of liabilities; however,
sales transactions must also meet the gain recognition criteria set forth in ASC 360-20 and
ASC 976. Gains that are deferred in accordance with ASC 360-20 continue to be reported as
unrealized. ASU 2014-09 (ASC 606 - Revenue from Contracts with Customers) was issued
in May 2014 and is effective for public entities for annual reporting periods beginning after
December 15, 2017, including interim periods within those reporting periods. For all other
entities, the amendments are effective for annual reporting periods beginning after December
15, 2018, and interim periods within annual periods beginning after December 15, 2019.
Subtopic 610-20 Other Income – Gains and Losses from Derecognition of Nonfinancial
Assets was issued as part of ASU 2014-09, the subtopic provides guidance for recognizing
gains and losses from the transfer of nonfinancial assets in contracts with noncustomers (i.e.
Real estate sales), as a result, the guidance specific to real estate sales in ASC 360-20 will
be eliminated. As such, sales and partial sales of real estate assets will be subject to the
same derecognition model as all other nonfinancial assets. The new guidance will also impact
the accounting for partial sales of nonfinancial assets (including in substance real estate).
4.11(b) Realized gains and losses and the change in unrealized gains and losses are reported
separately from net investment income in the statement of operations. Further, the portion of
the change in unrealized gains and losses attributable to dispositions or the settlement of
liabilities (i.e., the realization of previously reported unrealized gains/losses) is separately
reported or otherwise disclosed, as appropriate, for each period presented in the financial
statements.
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4.11 (c) The distinctions between realized and unrealized recognition is not applied to items of Net
Investment Income (i.e., revenue and expenses), even if such items are not currently
recorded as a receivable or payable.
4.11(d) A separately disclosed realized gain should be recognized on the extinguishment of debt
when real estate is transferred to a lender in satisfaction of non-recourse debt. This gain may
be recognized as an unrealized gain prior to reconveyance.
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Illustrative Financial Statement- Operating Model

Appendix 1:
Illustrative financial statements for Operating Model
The accompanying financial statements are illustrative only and provide a general format for annual financial statements
prepared on a fair value basis of accounting using the Operating Model. While the illustrative statements in this appendix
reflect a financial statement presentation commonly used by pension funds or other tax-exempt entities, diversity in
practice has evolved over time in which non-pension real estate funds meeting the criteria of an investment company may
elect to apply certain presentation or disclosure attributes of the Operating Model (e.g. gross financial statement
presentation). Disclosures included in the illustrative financial statements are not intended to be comprehensive and are
not intended to establish preferences among alternative disclosures.

Revenue Recognition Standard
In May 2014, the FASB issued Accounting Standards Update ("ASU") 2014-09 Revenues from Contracts with Customers
(Topic 606). The standard’s core principle is that a company will recognize revenue when it transfers promised goods or
services to customers in an amount that reflects the consideration to which the company expects to be entitled in
exchange for those goods or services. In doing so, companies will need to use more judgment and make more estimates
than under today’s guidance. These may include identifying performance obligations in the contract, estimating the
amount of variable consideration to include in the transaction price and allocating the transaction price to each separate
performance obligation. The standard is effective for fiscal years beginning after December 15, 2017 for public companies
and December 15, 2018 for private companies. Additionally, during 2016, the FASB issued ASU 2016-08 Revenue from
Contracts with Customers, Principal versus Agent Considerations, ASU 2016-10 Revenue from Contracts with
Customers, Identifying Performance Obligations and Licensing and ASU 2016-12 Revenue from Contracts with
Customers, Narrow-Scope Improvements and Practical Expedients, which clarify the guidance on reporting revenue as
a principal versus agent, identifying performance obligations, accounting for intellectual property licenses, and how to
assess collectability, present sales tax and treat noncash consideration. Fund managers should evaluate the impact of
the guidance on their financial statements in consultation with their external auditors and other advisors.

Leasing Standard

In February 2016, the FASB issued ASU 2016-02, Leases. This standard amends the existing accounting standards for
lease accounting, including requiring lessees to recognize most leases on their balance sheets and making targeted
changes to lessor accounting. The standard is effective for fiscal years beginning after December 15, 2018 for public
companies and December 15, 2019 for private companies. Early adoption is permitted. The new leases standard requires
a modified retrospective transition approach for all leases existing at, or entered into after, the date of initial application,
with an option to use certain transition relief. Fund managers should evaluate the impact of the guidance on their financial
statements.
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XYZ REAL ESTATE ACCOUNT
CONSOLIDATED STATEMENTS OF NET ASSETS
AS OF DECEMBER 31, XXCY AND XXPY (in thousands)

XXCY
Assets:
Real estate investments - at fair value:
Real estate investments and improvements
(cost of $116,000 and $111,300, respectively)
Unconsolidated real estate joint ventures (cost plus equity in undistributed
earnings: $46,850 and $43,500, respectively)
Mortgage and other loans receivable (cost of $11,200 and $11,150, respectively)
Other real estate investments (cost of $18,550 and $14,200, respectively)

$

Total real estate investments
Cash and cash equivalents
Marketable securities - at fair value (cost of $43,100 and $38,500, respectively)
Accrued investment income (net of allowance for doubtful accounts of $580 and $500)
Prepaid and other assets, net
Total assets

Liabilities:
Mortgage loans and notes payable - at fair value
(cost of $80,760 and $70,290, respectively)
Accrued real estate expenses and taxes
Accrued incentive fees
Other liabilities
Total liabilities
Net assets:
XYZ Real Estate Account net assets
Noncontrolling interests
Net assets

$

139,650

XXPY

$

121,500

53,200
12,100
22,125

46,600
11,800
15,600

227,075

195,500

90,635
43,100
18,620
42,000

59,255
38,500
16,200
29,200

421,430

338,655

77,220

64,870

1,350
260
2,900

1,330
250
2,055

81,730

68,505

318,162
21,538

253,356
16,794

339,700

$

270,150

See accompanying notes to the consolidated financial statements.
For illustrative purposes only - operating model financial statements
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XYZ REAL ESTATE ACCOUNT
CONSOLIDATED STATEMENTS OF OPERATIONS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)
XXCY
Investment income:
Revenue from real estate investments
Equity in income of unconsolidated real estate joint ventures
Interest and equity income on mortgage and other loans receivable
Income from other real estate investments
Other income

$

Total investment income

32,150
21,450
8,300
7,100
4,600

XXPY
$

31,750
20,500
7,800
6,900
4,100

73,600

71,050

12,250
3,600
5,400
1,250

12,100
3,250
5,100
1,000

Total expenses

22,500

21,450

Net investment income

51,100

49,600

Net realized and unrealized gain (loss):
Realized gain from sales of real estate investments
Less: previously recorded unrealized (gain) loss on sale of real estate investments
Net realized and unrealized gain from the sale of real estate investments
Unrealized gain (loss) on real estate investments and improvements
Unrealized gain (loss) on unconsolidated real estate joint ventures
Unrealized gain on mortgage and other loans receivable
Unrealized gain on other real estate investments
Unrealized (loss) gain on mortgage loans and notes payable

1,100
(795)
305
14,550
3,250
250
2,175
(1,880)

800
(500)
300
(8,000)
(1,120)
100
1,500
1,000

18,650

(6,220)

Increase in net assets resulting from operations

69,750

43,380

Less: Portion attributable to noncontrolling interests

(4,754)

(4,230)

Expenses:
Real estate expenses and taxes
Interest expense
Administrative expenses
Investment management fees

Net realized and unrealized gain (loss)

Increase in net assets resulting from operations

$

64,996

$

39,150

$

48,847
16,149

$

45,059
(5,909)

$

64,996

$

39,150

Amounts attributable to XYZ Real Estate Account
Net investment income
Net realized and unrealized gain (loss)
Increase in net assets resulting from operations
attributable to XYZ Real Estate Account

See accompanying notes to the consolidated financial statements.
For illustrative purposes only - operating model financial statements
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XYZ REAL ESTATE ACCOUNT
CONSOLIDATED STATEMENTS OF CHANGES IN NET ASSETS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)
XYZ Real Estate
Account
Net assets - December 31, XXPY-1

$

From operations:
Net investment income
Net realized and unrealized loss
Increase in net assets resulting from operations
From capital transactions:
Contributions
Distributions
Increase in net assets resulting from capital transactions
Increase in net assets
Net assets - December 31, XXPY
From operations:
Net investment income
Net realized and unrealized gain
Increase in net assets resulting from operations
From capital transactions:
Contributions
Distributions
Increase in net assets resulting from capital transactions
Increase in net assets
Net assets - December 31, XXCY

214,016

Noncontrolling
Interest
$

$

226,570

45,059
(5,909)

4,541
(311)

49,600
(6,220)

39,150

4,230

43,380

570
(380)

30
(20)

600
(400)

190

10

200

39,340

4,240

43,580

253,356

16,794

270,150

48,847

2,253

51,100

16,149

2,501

18,650

64,996

4,754

69,750

285

15

300

(475)

(25)

(500)

(190)

(10)

(200)

64,806
$

12,554

Total

318,162

4,744
$

21,538

69,550
$

339,700

See accompanying notes to the consolidated financial statements.
For illustrative purposes only - operating model financial statements
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XYZ REAL ESTATE ACCOUNT
CONSOLIDATED STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)
XXCY
Cash flows from operating activities:
Increase in net assets resulting from operations
Adjustments to reconcile increase in net assets resulting from
operations to net cash flows from operating activities:
Net realized and unrealized (gains) loss
Amortization
Bad debt
Equity in income of unconsolidated real estate joint ventures
Income distributions from unconsolidated real estate joint ventures
Changes in other assets and liabilities:
Accrued investment income
Prepaid and other assets
Accrued real estate expenses and taxes
Accrued incentive fees
Other liabilities

$

XXPY

69,750

$

43,380

(18,650)
250
80
(21,450)
18,100

(20,500)
14,550

(2,500)
(13,050)
20
10
845

3,050
(1,800)
(55)
5
(110)

33,405

44,990

Cash flows from investing activities:
Capital expenditures on real estate investments
Investment in real estate joint ventures
Net proceeds from real estate investments sold
Funding of mortgage and other loans receivable
Principal payments on mortgage and other loans receivable
Purchase of marketable securities
Sales and maturities of marketable securities

(5,495)
2,200
(50)
(4,350)
(4,600)
-

(4,700)
(2,500)
800
(45)
(3,000)
(3,900)
5,000

Net cash flow used in investing activities

(12,295)

(8,345)

10,470
285
(475)
15
(25)

2,500
(1,900)
(690)
570
(380)
30
(20)

Net cash flow provided by operating activities

Cash flows from financing activities:
Proceeds from mortgage loans payable
Principal borrowings (repayments) on mortgage loans payable
Payment of financing costs
Contributions
Distributions
Contributions from noncontrolling interests
Distributions to noncontrolling interests
Net cash flow provided by financing activities

6,220
250

10,270

110

Net change in cash and cash equivalents

31,380

36,755

Cash and cash equivalents — Beginning of year

59,255

22,500

Cash and cash equivalents — End of year

$

Supplemental cash flow information:
Cash paid for interest, net of amounts capitalized of $1
Cash paid for income taxes

$

90,635

2
12

$

$

59,255

1
10

See accompanying notes to the consolidated financial statements.
For illustrative purposes only - operating model financial statements
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XYZ REAL ESTATE ACCOUNT
SCHEDULE OF INVESTMENTS
AS OF DECEMBER 31, XXCY AND XXPY (in thousands)

Investment

Ownership

City, State

December 31,
XXCY

Square Feet
Unless
Otherwise
Acquisition
Indicated
Date
(Unaudited)

December 31,
XXPY

Fair
Value

Cost

Fair
Value

Cost

Real estate investments and joint ventures
Apartment
Apt 1
Apt 2
Total apartment

WO
CJV

City, State
1/1/XXXX
City, State
1/1/XXXX
15.47% as of 12/31/XXCY

xxx units
xxx units

Hotel
Hotel 1
Total hotel

CJV

City, State
1/1/XXXX
13.31% as of 12/31/XXCY

xxx rooms

38,500
38,500

45,200
45,200

36,500
36,500

39,700
39,700

Industrial
Industrial 1
Total industrial

WO

City, State
1/1/XXXX
2.65% as of 12/31/XXCY

xxx

6,200
6,200

9,000
9,000

6,100
6,100

6,000
6,000

Other investments
Other
Total other investments

EJV

City, State
1/1/XXXX
4.27% as of 12/31/XXCY

N/A

12,500
12,500

14,500
14,500

12,400
12,400

13,200
13,200

Office
Office 1
Total office

EJV

City, State
1/1/XXXX
11.39% as of 12/31/XXCY

xxx

34,350
34,350

38,700
38,700

31,100
31,100

33,400
33,400

Retail
Retail 1
Total retail

CJV

City, State
1/1/XXXX
9.69% as of 12/31/XXCY

xxx

24,100
24,100

32,900
32,900

22,000
22,000

27,800
27,800

162,850

192,850

154,800

168,100

5,400
5,800

5,775
6,325

5,350
5,800

5,600
6,200

11,200

12,100

11,150

11,800

18,550

22,125

14,200

15,600

18,550

22,125

14,200

15,600

$ 192,600

$ 227,075

$ 180,150

$ 195,500

Total real estate investments and joint ventures
Mortgage and other loans receivable
Loan 1
Loan 2

Loan
Eloan

Total mortgage and other loans receivable
Other real estate investments
Other
Total other real estate investments

Other

City, State

1/1/XXXX
1/1/XXXX

N/A
xxx

3.56% as of 12/31/XXCY

City, State

1/1/XXXX

6.51% as of 12/31/XXCY

Total real estate investments

N/A

$

24,800
22,400
47,200

$

24,850
27,700
52,550

$

24,500
22,200
46,700

$

23,000
25,000
48,000

WO - Wholly Owned Investment
CJV - Consolidated Joint Venture
EJV - Joint Venture Investment accounted for under the equity method
Eloan - Mezzanine loan accounted for under the equity method
Other - Marketable securities real estate related

See accompanying notes to the consolidated financial statements.
For illustrative purposes only - operating model financial statements
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XYZ REAL ESTATE ACCOUNT
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
YEARS ENDED DECEMBER 31, 20XX AND 20XX

1.

ORGANIZATION
The XXXX Retirement Association has approved certain asset allocations in core equity real estate (the
“Account”) for which Real Estate Account LLC is the Investment Advisor (“ABC” or “Investment Advisor”). The
Account is an investment account in the business of acquiring, improving, operating, and holding for
investment, income-producing industrial, office, and residential properties.

2.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation — The accompanying consolidated financial statements of the Account have been
presented in conformity with accounting principles generally accepted in the United States of America.
The Account is a public employees’ retirement system. Accounting principles for public employee retirement
systems require that, among other things, investments in real estate be stated at fair value.
OR
Under ASC 946, Financial Services – Investment Companies, the Account qualifies as an investment company.
In accordance with Accounting Standards Codification 810, Consolidation (ASC 810), the accompanying
consolidated financial statements include the accounts of the Account, real estate partnerships for which the
Account has control of the major operating and financing policies and its real estate partnerships which are
deemed to be variable interest entities, or VIEs, in which the Account was determined to be the primary
beneficiary. All intercompany balances and transactions have been eliminated in consolidation.
Variable Interest Entities – VIEs are defined as entities in which equity investors (i) do not have the
characteristics of a controlling financial interest, and/or (ii) do not have sufficient equity at risk for the entity to
finance its activities without additional subordinated financial support from other parties. The entity that
consolidates a VIE is known as its primary beneficiary, and is generally the entity with (i) the power to direct
the activities that most significantly impact the VIE’s economic performance, and (ii) the right to receive benefits
from the VIE or the obligation to absorb losses of the VIE that could be significant to the VIE.
The VIEs of the Account acquire, develop, lease, manage, operate, improve, finance, and sell real estate
property.
Consolidated VIE’s
As of December 31, XXCY, and XXPY the Account consolidated XX and XX VIEs, respectively.
The consolidated investments in real estate and mortgages payable of the VIE’s as of December 31, XXCY
and XXPY are as follows:
[disclose range of values, cost and debt balances and total carrying amount, cost and debt balances]
Total consolidated carrying value and historical cost of real estate investments are classified in XX in the
accompanying consolidated statements of net assets. Consolidated debt is classified in XX in the
accompanying statements of net assets. The mortgage encumbrances are collateralized by the underlying real
estate assets and in some cases guaranteed by the noncontrolling interests. Creditors of the consolidated VIEs
have no recourse to the general credit of the Account.
Unconsolidated VIE’s
On January 1, XXCY the Account (de)consolidated XX VIEs which were consolidated as of December 31,
XXCY because the Account does not have the power to direct the activities that most significantly impact the
VIE’s economic performance. These VIE’s are now reported under the equity method in the accompanying
consolidated financial statements.
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Noncontrolling Interests - ASC 810-10 requires that noncontrolling interests in the Account’s consolidated
subsidiaries, be reclassified to net assets and that the net increase or decrease in net asset value from
operations be adjusted to include amounts attributable to noncontrolling interests.
Additionally, losses attributable to the noncontrolling interest in a subsidiary may exceed their interests in the
subsidiary’s equity. Therefore, the noncontrolling interest shall continue to be allocated their share of losses
even if that allocation results in a deficit noncontrolling interest balance. Prior to adoption of the new standards,
in cases where losses applicable to minority interests exceeded the minority interest’s equity capital of the
subsidiary such excess and any further losses were charged against the parent’s interest.
Use of estimates — The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates and assumptions that affect
the amounts reported in the financial statements and accompanying notes. Actual results could differ from
these estimates.
The real estate and capital markets are cyclical in nature. Property and investment values are affected by,
among other things, the availability of capital, occupancy rates, rental rates and interest and inflation rates. As
a result, determining real estate and investment values involves many assumptions. Amounts ultimately
realized from each investment may vary significantly from the fair values presented.
Real estate investments and improvements — Investments in real estate are carried at fair value. Properties
owned are initially recorded at the purchase price plus closing costs. Development costs and major renovations
are capitalized as a component of cost, and routine maintenance and repairs are charged to expense as
incurred.
Unconsolidated real estate joint ventures — Investments in unconsolidated joint ventures are carried at fair
value and are presented in the financial statements using the equity method of accounting since control of the
investment is shared with the respective venture member. Under the equity method, the investment is initially
recorded at the original investment amount, plus additional amounts invested, and are subsequently adjusted
for the Account’s share of undistributed earnings or losses (including unrealized appreciation and depreciation)
from the underlying entity. In addition, the Account classifies and accounts for investments in certain
participating loans as investments in joint ventures where arrangements have virtually the same risks and
rewards of ownership.
Mortgage and other loans receivable — Investments in mortgage loans receivable are carried at fair value.
Loan acquisition and origination costs are capitalized as a component of cost.
Investment valuation — Real estate values are based upon independent appraisals, estimated sales
proceeds or the Advisor’s opinion of value. Such values have been identified for investment and portfolio
management purposes only; the Account reserves its right to pursue full remedies for the recovery of its
investments and other rights. The fair value of real estate investments does not reflect transaction sale costs,
which may be incurred upon disposition of the real estate investments.
As described above, the estimated fair value of real estate related assets is determined through an appraisal
process. These estimated fair values may vary significantly from the prices at which the real estate investments
would sell, since market prices of real estate investments can only be determined by negotiation between a
willing buyer and seller. Although the estimated fair values represent subjective estimates, management
believes these estimated fair values are reasonable approximations of market prices and the aggregate
estimated value of investments in real estate is fairly presented at December 31, XXCY and XXPY.
Concentration of credit risk — The Account invests its cash primarily in deposits and money market funds
with commercial banks. At times, cash balances at a limited number of banks and financial institutions may
exceed federally insured amounts. The general partner believes it mitigates credit risk by depositing cash in or
investing through major financial institutions. In addition, in the normal course of business, the Account extends
credit to its tenants, which consist of local, regional and national based tenants. The general partner does not
believe this represents a material risk of loss with respect to its financial position.
Cash and cash equivalents — Cash and cash equivalents are comprised of cash and short-term investments
with original maturity dates of less than ninety days from the date of purchase.
Mortgage loans and notes payable — Mortgage loans and notes payable are shown at fair value.
Subsequent to the adoption of The Fair Value Option under Accounting Standards Codification subtopic 82510 (“ASC 825-10”), deferred financing costs are charged to expense as incurred and not deferred. For the
years ended December 31, XXCY and XXPY the Account incurred financing costs of $xx,xxx and $xx,xxx,
respectively. Such amounts are included in interest expense in the accompanying statement of operations.
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Interest rate swaps and caps — The Account records derivative financial instruments, primarily interest rate
caps and swaps, at fair value, which is the estimated amounts that the Account would receive or pay in a
current exchange transaction at the reporting date, taking into account current interest rates and the current
credit worthiness of the respective counter-parties. The Account uses interest rate swaps and caps in order to
reduce the effect of interest rate fluctuations of certain real estate investments’ interest expense on variable
debt. See Note 6.
Income and expense recognition — Rental income is recognized on an accrual basis in accordance with the
terms of the underlying lease agreements. Interest income is accrued as earned in accordance with the
contractual terms of the loan agreements. Operating expenses are recognized as incurred.
Investment advisory fees — Investment advisory fees include asset management fees and investment
acquisition fees charged by ABC. Such amounts are reflected in the accompanying financial statements when
incurred.
Income taxes — The Account has been classified as a qualified trust under Section 401(a) of the internal
Revenue code of 1986 (the “Code”) and management believes it continues to comply with the requirements of
Section 501(a) of the code. Accordingly, the Account is exempt from income taxes, and no income tax
provision is provided. If an uncertain income tax position were to be identified, the Account would account for
such in accordance with Accounting Standards Codification topic 450, Contingencies.
Accounting Standards Codification topic 740, Income Taxes (ASC 740), provides guidance for how uncertain
tax positions should be recognized, measured, presented and disclosed in the financial statements. ASC 740
requires the evaluation of tax positions taken in the course of preparing the Account’s tax returns to determine
whether tax positions are “more-likely-than-not” of being sustained by the applicable tax authority. Tax benefits
of positions not deemed to meet the more-likely-than-not threshold would be recorded as a tax expense in the
current year.
Guarantees — The Account is required to recognize, at inception of a guarantee, a liability for the fair value
of the obligation undertaken in issuing a guarantee. At the inception of guarantees issued, the Account will
record the fair value of the guarantee as a liability, with the offsetting entry being recorded based on the
circumstances in which the guarantee was issued. The Account did not have any material guarantee liabilities
at December 31, XXCY and XXPY.
Foreign currency — For investments held outside the United States of America (the “USA”), the Account uses
the local currency of the place of operations as its functional currency. Assets and liabilities are translated to
U.S. dollars using current exchange rates at the balance sheet date. Revenue and expenses are translated to
U.S. dollars using a weighted average exchange rate during the year. The gains and losses resulting from
such translation are reported as a component of unrealized gains and losses on the statement of operations.
The cumulative translation gain (loss) as of December 31, XXCY and XXPY was $xx,xxx and $xx,xxx,
respectively. Foreign currency transactions may produce receivables or payables that are fixed in terms of the
amount of foreign currency that will be received or paid. A change in the exchange rates between the functional
currency and the currency in which the transaction is denominated increases or decreases the expected
amount of functional currency cash flows upon settlement of that transaction. That increase or decrease in the
expected functional currency cash flows is a foreign currency transaction gain or loss that generally will be
included in determining total unrealized gains and losses on the statement of operations. A transaction gain or
loss (measured from the transaction date or the most recent intervening balance sheet date, whichever is
later), realized upon settlement of a foreign currency transaction generally will be included as a component of
realized gains and losses on the statement of operations. The real estate investments were funded partially
through financing based arrangements that are scheduled for settlement, consisting primarily of accrued
interest and intercompany loans with scheduled principal payments. For the years ended December 31, XXCY
and XXPY, the Account recognized realized gains of $xx,xxx and $xx,xxx, respectively on foreign currency
transactions in connection with the distribution of cash from foreign operating investees to the Account.
Risk management — In the normal course of business, the Account encounters economic risk, including
interest rate risk, credit risk, foreign currency risk and market risk. Interest rate risk is the result of movements
in the underlying variable component of the mortgage financing rates. Credit risk is the risk of default on the
Account’s real estate investments that results from an underlying tenant’s inability or unwillingness to make
contractually required payments. Foreign currency risk is the effect of exchange rate movements of foreign
currencies against the dollar. Market risk reflects changes in the valuation of real estate investments held by
the Account.
The Account has not directly entered into any derivative contracts for speculative or hedging purposes against
these risks. One of the Account’s investments (______), which owns a facility in _____, has entered into a payfixed interest rate swap to manage interest rate risk exposure on its variable rate financing. The investee
(______) is potentially exposed to credit loss in the event of non-performance by the counterparty; however,
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due to the counterparty’s credit rating, the Account does not anticipate that the counterparty will fail to meet
their obligations.
Recently issued accounting standards
Accounting Standard Updates (ASU) recently issued that may be applicable to users of this manual include
the following1:]
o
o
o
o
o

ASU 2014-09, Revenue from Contracts with Customers (including subsequent amendments)
ASU 2016-02, Leases
ASU 2016-13, Financial Instruments – Credit Losses: Measurement of Credit Losses on Financial
Instruments
ASU 2016-15, Statement of Cash Flows: Classification of Cash Receipts and Cash Payments
ASU 2106-18; Statement of Cash Flows: Restricted Cash

Impact of accounting standards not yet adopted — [to be tailored to each year at management’s discretion.]

3.

FAIR VALUE MEASUREMENTS
In determining fair value, the Account uses various valuation approaches. ASC 820 establishes fair value
measurement framework, provides a single definition of fair value, and requires expanded disclosure
summarizing fair value measurements. ASC 820 emphasizes that fair value is a market-based measurement,
not an entity-specific measurement. Therefore, a fair value measurement should be determined based on the
assumptions that market participants would use in pricing an asset or liability.
The standard establishes a hierarchy for inputs used in measuring fair value that maximizes the use of
observable inputs and minimizes the use of unobservable inputs by requiring that the most observable input
be used when available. Observable inputs are inputs that the market participants would use in pricing the
asset or liability developed based on market data obtained from sources independent of the Account.
Unobservable inputs are inputs that reflect the Account’s assumptions about the assumptions market
participants would use in pricing the asset or liability developed based on the best information available in the
circumstances. The hierarchy is measured in three levels based on the reliability of inputs:
Level 1— Valuations based on quoted prices in active markets for identical assets or liabilities that the Account
has the ability to access. Valuation adjustment and block discounts are not applied to Level 1 instruments.
Level 2 — Valuations based on quoted prices in less active, dealer or broker markets. Fair values are primarily
obtained from third party pricing services for identical or comparable assets or liabilities.
Level 3 — Valuations derived from other valuation methodologies, including pricing models, discounted cash
flow models and similar techniques, and not based on market, exchange, dealer, or broker-traded transactions.
Level 3 valuations incorporate certain assumptions and projections that are not observable in the market and
significant professional judgment in determining the fair value assigned to such assets or liabilities.
In instances where the determination of the fair value measurement is based on inputs from different levels of
the fair value hierarchy, the level in the fair value hierarchy within which the entire fair value measurement falls
is based on the lowest level input that is significant to the fair value measurement in its entirety.
ASC 825, Financial Instruments, provides entities with a one-time irrevocable option to fair value eligible assets
and liabilities and requires both qualitative and quantitative disclosures to those for which an election is made.
Unrealized gains and losses on items for which the Fair Value Option has been elected are reported in
earnings. The Fund has elected the Fair Value Option for all of its mortgages to better align the measurement
attributes of both the assets and liabilities while providing investors with a more meaningful indication of the
fair value of the Fund’s net asset value.
The following is a description of the valuation techniques used for items measured at fair value:
Real estate investments — The values of real estate properties have been prepared giving consideration to
the income, cost and sales comparison approaches of estimating property value. The income approach
estimates an income stream for a property (typically 10 years) and discounts this income plus a reversion
(presumed sale) into a present value at a risk adjusted rate. Yield rates and growth assumptions utilized in this
approach are derived from market transactions as well as other financial and industry data. The cost approach
estimates the replacement cost of the building less physical depreciation plus the land value. Generally, this

1

Additional ASUs may be applicable, as determined by management.
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approach provides a check on the value derived using the income approach. The sales comparison approach
compares recent transactions to the appraised property. Adjustments are made for dissimilarities which
typically provide a range of value. The income approach was used to value all of the Account’s real estate
investments for the years ended December 31, XXCY and XXPY. The terminal cap rate and the discount rate
are significant inputs to these valuations. These rates are based on the location, type and nature of each
property, and current and anticipated market conditions. [Significant increases in discount or capitalization
rates in isolation would result in a significantly lower fair value measurement. Significant decreases in discount
or capitalization rates in isolation would result in a significantly higher fair value measurement.]2
Investment values are determined quarterly from limited restricted appraisals, in accordance with the Uniform
Standards of Professional Appraisal Practice (“USPAP”), which include less documentation but nevertheless
meet the minimum requirements of the Appraisal Standards Board and the Appraisal Foundation and are
considered appraisals. In these appraisals, a full discounted cash flow analysis, which is the basis of an income
approach, is the primary focus. Interim monthly valuations are determined by giving consideration to material
investment transactions. Full appraisal reports are prepared on a rotating basis for all properties, so each
property receives a full appraisal report at least once every three years.
Since fair value measurements take into consideration the estimated effect of physical depreciation, historical
cost depreciation and amortization on real estate related assets has been excluded from net investment
income.
The values of real estate properties undergoing development have been prepared giving consideration to costs
incurred to date and to key development risk factors, including entitlement risk, construction risk, leasing/sales
risk, operation expense risk, credit risk, capital market risk, pricing risk, event risk and valuation risk. The fair
value of properties undergoing development includes the timely recognition of estimated entrepreneurial profit
after such consideration.
During XXCY and XXPY, all appraisals for the Account were prepared by independent external appraisers,
and reviewed and approved by management. The external appraisals are reviewed by an external appraisal
management firm. All appraisal reports and appraisal reviews comply with the currently published USPAP, as
promulgated by the Appraisal Foundation. The Account’s real estate properties are generally classified within
level 3 of the valuation hierarchy.
Unconsolidated real estate joint ventures — Real estate joint ventures and certain limited partnerships are
stated at the fair value of the Account’s ownership interests of the underlying entities. The Account’s ownership
interests are valued based on the fair value of the underlying real estate, any related mortgage loans payable,
and other factors, such as ownership percentage, ownership rights, buy/sell agreements, distribution
provisions and capital call obligations. The underlying assets and liabilities are valued using the same methods
as the Account uses for those assets and liabilities it holds directly. Upon the disposition of all real estate
investments by an investee entity, the Account will continue to state its equity in the remaining net assets of
the investee entity during the wind down period, if any that occurs prior to the dissolution of the investee entity.
The Account’s real estate joint ventures and limited partnerships are generally classified within level 3 of the
valuation hierarchy.
Marketable securities — Equity securities listed or traded on any national market or exchange are valued at
the last sale prices as of the close of the principal securities exchange on which such securities are traded or,
if there is no sale, at the mean of the last bid and asked prices on such exchange, exclusive of transaction
costs. Such marketable securities are classified within level 1 of the valuation hierarchy.
Debt securities, other than money market instruments, are generally valued at the most recent bid price of the
equivalent quoted yield for such securities (or those of comparable maturity, quality, and type). Money market
instruments with maturities of one year or less are valued in the same manner as debt securities or derived
from a pricing matrix. Debt securities are generally classified within level 2 of the valuation hierarchy.
Mortgage and other loans receivable — The fair value of mortgage loans and notes receivable held by the
Account have been determined by one or more of the following criteria as appropriate: (i) on the basis of
estimated market interest rates for loans of comparable quality and maturity, (ii) by recognizing the value of
equity participations and options to enter into equity participations contained in certain loan instruments and
(iii) giving consideration to the value of the underlying collateral. The Account’s mortgage loans and notes
receivable are classified within level 3 of the valuation hierarchy. The fair value of mortgage loans and notes
receivable are determined by discounting future contractual cash flows to the present value using a current
market interest rate, which is updated quarterly by personnel responsible for the management of each
investment and reviewed by senior management at each reporting period. Many methods are used to develop

2

Bracketed wording required for SEC registrants.
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and substantiate unobservable inputs such as analyzing discount and capitalization rates as well as
researching revenue and expense growth. [Significant increases in discount or capitalization rates in isolation
would result in a significantly lower fair value measurement while significant increases in revenue growth rates
in isolation would result in a significantly higher fair value measurement. Significant decreases in discount or
capitalization rates in isolation would result in a significantly higher fair value measurement while significant
decreases in revenue growth rates in isolation would result in a significantly lower fair value measurement.]3
Mortgage loans and notes payable — The fair values of mortgage loans and notes payable are determined by
discounting the future contractual cash flows to the present value using a current market interest rate, which is
updated quarterly by personnel responsible for the management of each investment and reviewed by senior
management at each reporting period. The market rate is determined by giving consideration to one or more
of the following criteria as appropriate: (i) interest rates for loans of comparable quality and maturity, and (ii) the
value of the underlying collateral. The Account’s mortgage loans and notes payable are generally classified
within level 3 of the valuation hierarchy. The significant unobservable inputs used in the fair value
measurement of the Account’s mortgage loans payable are the loan to value ratios and the selection of certain
credit spreads and weighted average cost of capital risk premiums. [Significant increases (decreases) in any
of those inputs in isolation would result in a significantly lower (higher) fair value, respectively.]4

The following are the classes of assets and liabilities measured at fair value on a recurring basis during the
year ended December 31, XXCY, using unadjusted quoted prices in active markets for identical assets (Level
1); significant other observable inputs (Level 2); and significant unobservable inputs (Level 3):

Description
Real estate investments and improvements
Unconsolidated real estate joint ventures
Mortgage and other loans receivable
Other real estate investments
Marketable securities

3
4

Level 1:
Quoted Prices
in Active
Markets for
Identical
Assets
$
-

Level 2:
Significant
Other
Observable
Inputs
$
-

Level 3:
Significant
Unobservable
Inputs
$
139,650
53,200
12,100

22,125
43,100

Total at
December 31,
XXCY
$
139,650
53,200
12,100
22,125
43,100

Total real estate investments

$

65,225

$

-

$

204,950

$

270,175

Mortgage loans and notes payable

$

-

$

-

$

(77,220)

$

(77,220)

Bracketed wording required for SEC registrants.
Bracketed wording required for SEC registrants.
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The following are the classes of assets and liabilities measured at fair value on a recurring basis during the
year ended December 31, XXCY, using unadjusted quoted prices in active markets for identical assets (Level
1); significant other observable inputs (Level 2); and significant unobservable inputs (Level 3):

Description
Real estate investments and improvements
Unconsolidated real estate joint ventures
Mortgage and other loans receivable
Other real estate investments
Marketable securities

Level 1:
Quoted Prices
in Active
Markets for
Identical
Assets
$
-

Level 2:
Significant
Other
Observable
Inputs
$
-

Level 3:
Significant
Unobservable
Inputs
$
121,500
46,600
11,800

15,600
38,500

Total at
December 31,
XXPY
$
121,500
46,600
11,800
15,600
38,500

Total real estate investments

$

54,100

$

-

$

179,900

$

234,000

Mortgage loans and notes payable

$

-

$

-

$

(64,870)

$

(64,870)

The following is a reconciliation of the beginning and ending balances for assets measured at fair value on a
recurring basis using significant unobservable inputs (Level 2 and 3) during the year ended December 31,
XXCY and XXPY:

Description
Beginning balance December 31, XXPY
Unrealized gain (loss) on real estate investments
Equity in income of unconsolidated real estate joint ventures
Distributions from unconsolidated real estate joint ventures
Purchases of real estate investments
Proceeds from sale of real estate investments
Issuances of mortgage and other loans receivable
Borrowings on mortgage loans and notes payable
Ending balance December 31, XXCY

Beginning balance December 31, XXPY-1
Unrealized gain (loss) on real estate investments
Equity in income of unconsolidated real estate joint ventures
Distributions from unconsolidated real estate joint ventures
Purchases of real estate investments
Proceeds from sale of real estate investments
Issuances of mortgage and other loans receivable
Borrowings on mortgage loans and notes payable
Ending balance December 31, XXPY

Real Estate
and
Improvements
$
121,500
14,550

Unconsolidated
Real Estate
Joint Ventures
$
46,600
3,250
21,450
(18,100)

Mortgage and
Other Loans
Receivable
$
11,800
250

5,800
(2,200)
50

Total
Level 3
Investments
$
179,900
18,050
21,450
(18,100)
5,800
(2,200)
50

Mortgage
Loans and
Notes Payable
$
(64,870)
(1,880)

$

139,650
-

$

53,200
-

$

12,100
-

$

204,950
-

$

$

125,900
(8,000)

$

39,270
(1,120)
20,500
(14,550)
2,500

$

11,655
100

$

176,825
(9,020)
20,500
(14,550)
7,200
(1,100)
45
179,900

$

4,700
(1,100)

45
$

121,500

$

46,600

$

11,800

$

$

Total unrealized gains of $____ for XXCY included above are attributable to real estate properties held at
December 31, XXCY and are included in unrealized gain on real estate and improvements in the
accompanying consolidated statement of operations.
Total unrealized gains of $_______ for XXCY included above are attributable to unconsolidated real estate
joint ventures investments held at December 31, XXCY and are included in net unrealized gain on
unconsolidated real estate joint ventures in the accompanying consolidated statement of operations.
Total unrealized losses of $______for XXCY included above are attributable to mortgage loan and other notes
receivable held at December 31, XXCY and are included in unrealized losses on mortgage loans and other
notes receivable in the accompanying consolidated statements of operations.

December 20, 2017
Handbook Volume II: Manuals: Fair Value Accounting Policy: 42

(10,470)
(77,220)
(67,770)
1,000

1,900
(64,870)

Illustrative Financial Statements- Operating Model

Total unrealized losses of $______for XXCY included above are attributable to mortgage notes payable held
at December 31, XXCY and are included in unrealized losses on mortgage loans and note payable in the
accompanying consolidated statements of operations.

The following table shows quantitative information about significant unobservable inputs related to the level 3
fair value measurements used at December 31, XXCY:
December 31,
XXCY
Fair Value

December 31,
XXPY
Fair Value

Real estate investments and improvements
Apartment $
52,550
$
48,000

Valuation
Technique(s)

Unobservable
Inputs

December 31,
XXCY
Ranges
(Weighted Average)

December 31,
XXPY
Ranges
(Weighted Average)

Discounted
cash flows (DCF)

Discount rate
Capitalization rate
DCF term (years)
Revenue growth rate

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

Hotel

$

45,200

$

39,700

Direct capitalization
method

Direct cap rate

xx% to xx% (xx%)

xx% to xx% (xx%)

Industrial

$

9,000

$

6,000

Discounted
cash flows (DCF)

Discount rate
Capitalization rate
DCF term (years)
Revenue growth rate

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

Retail

$

32,900

$

27,800

Direct capitalization
method

Direct cap rate

xx% to xx% (xx%)

xx% to xx% (xx%)

Discounted
cash flows (DCF)

Discount rate
Capitalization rate
DCF term (years)
Revenue growth rate

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

40,000

Discounted
cash flows (DCF)

Discount rate
Capitalization rate
DCF term (years)
Revenue growth rate

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
10 years (10 years)
xx% to xx% (xx%)

5,600

Discounted
cash flows (DCF)

Loan to value ratio

xx% to xx% (xx%)

xx% to xx% (xx%)

6,200

Net present value

Credit spreads
Loan to value ratio
Weighted average cost
of capital risk premiums

xx% to xx% (xx%)
xx% to xx% (xx%)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
xx% to xx% (xx%)

55,840

Discounted
cash flows (DCF)

Loan to value ratio

xx% to xx% (xx%)

xx% to xx% (xx%)

9,030

Net present value

Credit spreads
Loan to value ratio
Weighted average cost
of capital risk premiums

xx% to xx% (xx%)
xx% to xx% (xx%)
xx% to xx% (xx%)

xx% to xx% (xx%)
xx% to xx% (xx%)
xx% to xx% (xx%)

Unconsolidated real estate joint ventures
Industrial
$
57,000
$
51,000

Office

$

45,000

$

Mortgage and other loans receivable
Industrial
$
5,775
$

Office

$

6,325

$

Mortgage loans and notes payable
Industrial
$
57,720
$

Retail

$

19,500

$

Senior management, the asset management team and the accounting team review the valuations quarterly.
This consists of comparing unobservable inputs to observable inputs for similar positions, reviewing
subsequent market activities, performing comparisons of actual versus projected cash flows, and discussing
the valuation methodology, including pricing techniques, when applicable, and key assumptions for each
investment. Independent pricing services may be used to corroborate the Fund's internal valuations. The
approach and resulting value for similar investments is compared as part of the overall review of the portfolio.
These valuations are reviewed by the accounting team, which is then presented to senior members of
management for approval
Real estate investments and joint ventures: The significant unobservable inputs used in the fair value
measurement of the Account’s real estate property and joint venture investments are the selection of certain
investment rates (Discount Rate, Terminal Capitalization Rate, and Overall Capitalization Rate). Significant

December 20, 2017
Handbook Volume II: Manuals: Fair Value Accounting Policy: 43

Illustrative Financial Statements- Operating Model

increases or decreases in any of those inputs in isolation would result in significantly lower or higher fair value
measurements, respectively.
Mortgage loans receivable and payable: The significant unobservable inputs used in the fair value
measurement of the Account’s mortgage loans receivable and payable are the loan to value ratios and the
selection of certain credit spreads and weighted average cost of capital risk premiums. Significant increases
(decreases) in any of those inputs in isolation would result in a significantly lower (higher) fair value,
respectively.
4.

UNCONSOLIDATED REAL ESTATE JOINT VENTURES
The following is a summary of the fair value basis of assets, liabilities and operating results underlying the
Account’s unconsolidated real estate joint ventures at December 31, XXCY and XXPY:

December 31,
XXCY

Year Ended
Land and buildings
Other assets
Mortgage loans
Other liabilities

$

Net assets
Account's share of real estate joint venture net assets

December 31,
XXPY

102,000
9,000
1,000
3,600

$

$

106,400

$

93,200

$

53,200

$

46,600

3,100

December 31,
XXCY

Year Ended

91,000
5,300

December 31,
XXPY

Revenues
Property operating expenses
Interest expense

$

72,000
27,900
1,200

$

71,050
28,750
1,300

Net investment income

$

42,900

$

41,000

Realized and unrealized gain (loss)

$

6,500

$

(2,240)

Account's equity in income of real estate joint ventures

$

24,700

$

19,380

The real estate joint ventures include investments in several real estate funds that invest primarily in U.S
commercial real estate. The fair values of the investments in this category have been estimated using the net
asset value of the Account’s ownership interest in partners’ capital. These investments can never be redeemed
with the funds (or these investments may be redeemed quarterly with XX days’ notice). Distributions from
each fund will be received as the underlying investments of the funds are liquidated. It is estimated that the
underlying assets of the funds will be liquidated over the next XX to XX years. XX% of the total investment is
planned to be sold. However, the individual investments that will be sold have not yet been determined.
Because it is not probable that any individual investment will be sold, the fair value of each individual investment
has been estimated using the net asset value of the Account’s ownership interest in partners’ capital. The
Fund’s unfunded commitments related to real estate joint ventures were $XXX, XXX at December 31, XXCY.

5.

MORTGAGE LOANS AND NOTES PAYABLE
Mortgage loans and notes payable consist of the following as of December 31, XXCY and XXPY:
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XXCY
Fair Value
Mortgage lons
Apt 1
Apt 2
Hotel 1
Industrial 1
Retail 1

$

XXCY
Cost
- $

14,760
24,270
4,060
14,630

Total Mortgage Loans Payable
Notes Payable
Apt1
XYZ Real Estate Fund
Total Notes Payable

XXPY
Fair Value
-

$

15,540
25,550
4,270
15,400

1,000
14,020
23,060
3,860
13,900

$

57,720

$

60,760

$

55,840

$

9,500
10,000

$

10,000
10,000

$

9,030

$

19,500

$

20,000

$

9,030

Interest
Rate 1
x.xx%2
LIBOR (30-day) +
LIBOR (30-day) +
LIBOR (30-day) +
LIBOR (30-day) +

Maturity
Date
Terms 3

x.xx%
x.xx%
x.xx%
x.xx%

XXXX
XXXX
XXXX
XXXX
XXXX

P&I, PP
I
I
I
I

Weekly Variable 4
LIBOR (30-day) + x.xx%

XXXX
XXXX

I
I

1

As of December 31, XXCY, 30 day LIBOR was x.xxxx%.
The loan has a floating interest rate of x.xx% over LIBOR however the venture is obligated to pay a fixed rate of x.xx% with the
venture partner assuming all interest rate risk or benefit.
3
Loan Terms PP=Prepayment penalties applicable to loan, I=Interest only, P&I=Principal and Interest
4
The Weekly Variable Rate shall be the minimum rate of interest necessary, in the professional judgment of the Remarketing
Agent, taking into consideration prevailing market conditions, to enable the Remarketing Agent to remarket all of the Bonds on the
applicable Rate Determination Date at par plus accrued interest on the bonds for that week.
2

Mortgage loans payable for wholly owned properties and consolidated partnerships are collateralized by real
estate investments with an aggregate estimated value of $xxx,xxx as of December 31, XXCY. The loans
agreements contain financial and non-financial covenants, including requirements regarding net assets,
leverage ratio, and debt service coverage ratio. The Account believes it was in compliance with all covenants
as of and for the year ended December 31, XXCY.
As of December, XXCY principal amounts of mortgage loans and notes payable on wholly-owned properties
and consolidated accounts are payable as follows:

Year Ended December 31

6.

XXCY+1
XXCY+2
XXCY+3
XXCY+4
XXCY+5
Thereafter

$

80,760

Total

$

80,760

INTEREST RATE SWAPS AND CAPS
Certain of Account’s equity method and consolidated joint ventures entered into interest rate swap and cap
transactions (“Swaps and Caps”) with unrelated major financial institutions. The Account has agreements with
each derivative counterparty that contain a provision where if the Account defaults on any of its indebtedness,
then the Account could also be declared in default on its derivative obligations.
The Account has recorded the fair values of the Swaps and Caps as of December 31, XXCY and XXPY, which
have been reflected in “Unconsolidated Real Estate joint ventures” for equity joint ventures and “Other
liabilities” or “Prepaid and other assets” for consolidated ventures on the Consolidated Statements of Net
Assets. The resulting unrealized gain (loss) on the equity Accounts is reflected in the Consolidated Statements
of Operations in “Change in unrealized gain (loss) on real estate investments”. The resulting unrealized gain
(loss) for consolidated ventures is reflected in the Consolidated Statements of Operations in “Change in
unrealized gain (loss) on interest rate swaps and caps” and “Portion attributable to noncontrolling interests”.
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As of December 31, 20XX and 20XX, Interest Rate Swaps and Caps are summarized as follows:
Notional
Type of contract Amount
Real estate investments
Property 1
Property 2
Property 3

Pay-fixed swap
$
Pay-floating swap
Cap

-

$

-

$

-

Total unconsolidated real estate joint ventures $
Total

Total real estate investments
Unconsolidated real estate joint ventures
Property 1
Pay-fixed swap
Property 2
Pay-fixed swap
Property 3
Pay-fixed swap
Property 4
Cap

7.

$

Fair Value
XXCY

Rate

x.xx%
x.xx%

Fair Value
XXPY

Maturity
Date

July XXXX
July XXXX
July XXXX

$

-

$

-

$

-

$

-

$

-

$

-

-

$

-

$

-

-

$

-

$

-

x.xx%
x.xx%
x.xx%

January XXXX
March XXXX
February XXXX
April XXXX

PORTFOLIO DIVERSIFICATION (Optional to include below or in SOI)
At December 31, XXCY, the Account had real estate investments located throughout the United States of
America. The diversification of the account’s holdings based on the estimated fair values and established
NCREIF regions is as follows:

Fair Value

Region

8.

Region %

East North Central
Mideast
Mountain
Northeast
Pacific
Southeast
Southwest

$

63,581
40,873
40,873
20,437
20,437
20,437
20,437

28
18
18
9
9
9
9

Total

$

227,075

100

RELATED PARTY FEES AND AFFILIATE TRANSACTIONS
Note: The below examples are illustrative only and may not represent a comprehensive list of related
party/affiliate transactions for a specific Account. The intent is to provide full transparency of related party and
affiliate transactions of each Account. Some Investment Managers or General Partners may decide to disclose
additional detailed information about related party or affiliate transactions in a separate report to investors.
Third-party payments facilitated by the Investment Advisor/General Partner that are subsequently reimbursed
by the Account do not meet the definition of related party transactions under ASC 850.
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The examples include various fees and expenses that may be paid to the Investment Advisor/General Partner
and do not necessarily correspond to the types of fees used to calculate the net of fee returns or for
performance assessments.
This disclosure is not a tool to be used for comparison across Accounts.
The Account incurred Investment Management Fees, Reimbursements, Property Service Fee & Expenses and
Other Related Party Transactions of $xxx,xxx, $xxx,xxx, $xxx,xxx and $xxx,xxx, respectively for the year ended
December 31, XXCY and $xxx,xxx, $xxx,xxx, $xxx,xxx and $xxx,xxx, respectively for the year ended
December 31, XXPY as illustrated below.
Investment Management Fees - The Account has engaged the [Investment Advisor] [General Partner] to
provide acquisition, disposition, investment management and other services. Below is a detailed summary of
the fees incurred for these services for the years ended December 31, XXCY and XXPY as well as where they
are recorded in the financial statements:
Investment Management Fees:
Financial Statement Caption
Acquisition
Unrealized gain (loss) on real estate investments
Development
Investment management fees
Financing
Administrative expenses
Loan Origination
Administrative expenses
Investment Management
Investment management fees
Disposition
Realized gain (loss) from sales of real estate investments
Unrealized gain (loss) on real estate investments
Incentive (1)
Total Investment Management Fees

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Fee Description
XX bp of Total capital committed
XX bp of Total development costs
XX bp of Original principal balance
XX bp of Projected principal balance
X% of Net operating income
XX bp of Gross sale price
XX% over XX% IRR (1)

[Add additional fee description details as appropriate]
(1)
Incentive Fee - In accordance with the Fund’s governing documents, the Investment Advisor of the Account,
is entitled to earn an incentive fee equal to XX% of investment returns after the Limited Partners achieving a
XX% internal rate of return. The incentive fee is only payable upon certain events in accordance with the
Account’s governing documents.

Investment Management fees, Acquisition fees, Development fees and Financing fees totaling $xx,xxx and
$xx,xxx were payable at December 31, XXCY and XXPY, respectively and are included in other liabilities.
Incentive fees of $xx,xxx and $xx,xxx were payable at December 31, XXCY and XXPY, respectively and are
included in Accrued Incentive fees.
General Partner Promote -The Partnership agreement provides for distributions to the investors
disproportionate to their pro-rata invested capital in the event that the preferred return, as defined, has been
paid and all invested capital has been returned. Distributions are first allocated 100% to all investors, in
accordance with their ownership interest until invested capital has been returned and the investors have
achieved a X% preferred return accrued on its invested capital. Distributions are then allocated XX% to Limited
Partners and XX% to the General Partner. An incentive reallocation in the amount of $x,xxx,xxx would be due
to the General Partner based on a hypothetical liquidation of the Account as of December 31, XXCY and is
included in the Consolidated Statement of Changes in Net Assets.
Reimbursements - In accordance with the Account’s Limited Partnership Agreement, the Partnership will
reimburse the [Investment Advisor] [General Partner] for costs and services that are incurred by the
[Investment Advisor] [General Partner] on behalf of the Account. Below is a summary of the costs and services
that the Partnership reimbursed to the [Investment Advisor] [General Partner] for the years ended December
31, XXCY and XXPY as well as where they are recorded in the financial statements:

Reimbursements
In-house Legal
In-house Accounting
In-house Proprietary Software
Total Reimbursements

Financial Statement Caption
Administrative expenses
Administrative expenses
Administrative expenses

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

[Add additional Account/Partnership reimbursement description details as appropriate]
Of the reimbursement amounts incurred above, $xxx and $xxx were included in other liabilities as of December
31, XXCY and XXPY, respectively.
Property Service Fees & Expenses –The Account receives services under various agreements from an
[affiliate] or [entity that the General Partner holds an ownership interest in], associated with the ongoing
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operations of the investments. Below is a detailed summary of the fees incurred for these services for the
years ended December 31, XXCY and XXPY as well as where they are recorded in the financial statements:
Property Service Fees & Expenses:
Financial Statement Caption
Property Management
Administrative expenses
Construction Management
N/A
Leasing
N/A
Brokerage
N/A
Financing
Administrative expenses
Payroll/benefits for on-site management
Administrative expenses
Total Property Service Fees & Expenses

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Fee Description
XX-XX bp of Gross receipts
XX bp of Development budget
XX bp of Contract rent
XX bp of Sales price
XX bp of Projected principal balance
N/A

[Add additional Service Fees & Expenses description details as appropriate]
Of the service fees & expense amounts incurred above, $xxx and $xxx were included in other liabilities as of
December 31, XXCY and XXPY, respectively.
[Note that Financial Statement Captions above will be different for Non-Operating model reporters]
Other Related Party Transactions with the [Investment Advisor] [General Partner]
The [Investment Advisor] [General Partner] occupies space in a building that is owned by the Account. The
contractual lease is for a period of X years at an annual rental amount of $xxx.
Certain employee investors affiliated with the [Investment Advisor] [General Partner] have invested alongside
the Account for purposes of acquiring underlying properties. The contractual terms and requirements of the
employee investors are generally consistent with all third-party investors, except employee investors are not
charged investment management fees or promote.
[Add more details for related party transactions where the manager allocates expenses across multiple
Accounts as appropriate]

9.

LEASING
At December 31, XXCY, minimum future rental payments to be received under non-cancelable operating
leases having a term of more than one year are as follows:

Properties

Year Ending December 31

Joint Ventures

XXCY+1
XXCY+2
XXCY+3
XXCY+4
XXCY+5
Thereafter

$

33,110
34,100
35,120
36,170
37,260
191,900

$

74,160
76,380
78,670
81,030
83,460
429,800

Total

$

367,660

$

823,500

The above future minimum base rentals exclude residential lease agreements with terms of less than one year,
which accounted for approximately xx% of the Account’s annual rental income for the years ended
December 31, XXCY. Rental income for the years ended December 31, XXCY and XXPY included
approximately $xxx,xxx and $xxx,xxx, respectively, recovered from tenants for common area expenses, other
reimbursable costs, and percentage rents.
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10.

FINANCIAL HIGHLIGHTS — EXAMPLE 1 (Generally required for investment companies within scope of
Topic 946)

Net assets, beginning of period

December 31,
XXCY

December 31,
XXPY

$

$

Income in net assets resulting from operations:
Investment income, before management fees
Net realized and unrealized gain (loss) on investments
Total from investment operations, before management fees
Management fees
Total from investment operations

253,356

50,035
16,149

46,009
(5,909)

66,184

40,100

1,188

950

64,996

39,150

Net increase (decrease) resulting from capital transactions
Net assets, end of period

215,242

(190)
$

318,162

190
$

253,356

Total return, before management fees2:

23.8%

23.5%

Total return, after management fees2:

23.4%

23.5%

8.1%
18.4%

7.6%
17.2%

Ratios to average net assets3:
Total expenses
Net investment income
1

All amounts are shown net of amounts allocated to noncontrolling interests
Total Return, before/ after management fees is calculated by geometrically linking quarterly returns which are calculated
using the formula below:
Investment Income before/after Management Fees + Net Realized and Unrealized Gains/Losses
Beg. Net Asset Value + Time Weighted Contributions - Time Weighted Distributions
3
Average net assets are based on beginning of quarter net assets.
2
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FINANCIAL HIGHLIGHTS (CLOSED END/FINITE LIVED) — EXAMPLE 2
December 31,
XXCY
Total return:
Internal rate of return 1
Ratios/supplemental data:
Net assets, end of period
Ratios to average net assets 2:
Total expenses
Incentive allocation
Total expenses and incentive allocation
Net investment income
Ratio of total contributed capital to committed capital

December 31,
XXPY

15.0 %

$

318,162

14.0 %

$

253,356

8.1 %
%
8.1 %

7.9 %
%
7.9 %

18.4 %

17.5 %

90 %

89 %

1

Total return is calculated based on a dollar-weighted internal rate of return methodology net of fees and
incentive allocations. Internal rate of return is computed on a cumulative, since inception basis using annual
compounding and the actual dates of cash inflows received by and outflows paid to limited partners and
including ending net asset value as of each measurement date.
2
Average net assets are calculated based on an average of beginning quarterly net assets.
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11.

COMMITMENTS AND CONTINGENCIES
Accounting Standards Codification topic 460, Guarantees (“ASC 460”), specifies the accounting for and
disclosures to be made regarding obligations under certain guarantees.
The Account may issue loan guarantees to obtain financing agreements and/or preferred terms related to its
investments. These guarantees include mortgage and construction loans and may cover payments of principal
and/or interest. These guarantees have fixed termination dates and become liabilities of the Account in the
event the borrower is unable to meet the obligations specified in the guarantee agreement. The Account may
also be liable under certain of these guarantees in the event of fraud, misappropriation, environmental liabilities,
and certain other matters involving the borrower.
The Account is a guarantor of the following outstanding recourse obligations:

Real Estate
Investment
Apartment 1

Expiration
Date
6/30/XXXX $

Maximum
Obligation

Fair Value of
Guarantee Liability 1

1,140 $

2,900

1

The fair value of guarantees are included in other liabilities on the balance sheet with a
corresponding adjustment to the cost basis of the related investment.

In the normal course of business, the Account enters into other contracts that contain a variety of
representations and warranties and which provide general indemnifications. The Account’s maximum exposure
under these arrangements is unknown, as this would involve future claims that may be made against the
Account that have not yet occurred. However, based on experience, management expects the risk of loss to
be remote.
As of December 31, XXCY, the Account had the following outstanding commitments to purchase real estate
or fund additional expenditures on previously acquired properties, which are expected to be funded in XXCY+1:

Property Type

Commitment

Apartment
Retail
Office
Industrial
Loan

$

1,550
5,200
3,900
2,050
8,300

Total

$

21,000

Certain purchases of real estate are contingent on a developer building the real estate according to plans and
specifications outlined in the pre-sale agreement and other conditions precedent. It is anticipated that funding
will be provided by operating cash flow, real estate sales, deposits from clients and Account’s line of credit.
The Account purchased various real estate investments during XXCY that include earn-out provisions. An
amount of $xxx,xxx has been accrued as of December 31, XXCY and is included in Accrued Real Estate
Expenses and Taxes on the Consolidated Statements of Net Assets.
There were various legal actions relating to the properties in the Account in the ordinary course of business.
In the opinion of the Account’s management, the outcome of such matters will not have a material effect on
the Account’s financial condition or results of operations.

12.

FORWARD COMMITMENTS
On October 3, XXCY, the Account entered into a forward purchase agreement with ABC, LLC (Seller) to
purchase upon the construction completion of a 200,000 square foot office building located in Miami, Florida.
The purchase price for the property shall be $xx million subject to adjustments per the purchase and sale
agreement. As of December 31, XXCY, the Account made a total of $X million escrow deposit, which is
included in prepaid expenses and other assets in the accompanying combined statements of assets, liabilities,
and equity.
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13.

SUBSEQUENT EVENTS
The Account has evaluated events subsequent through XXXX X, XXCY+1
******
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Appendix 2:
Illustrative financial statements for Non-operating Model

The accompanying financial statements are illustrative only and provide a general format for annual financial
statement prepared on a fair value basis of accounting using the Non-operating Model. While the illustrative
statements in this appendix reflect a financial statement presentation commonly used by investment companies,
diversity in practice has evolved over time in which non-pension real estate funds meeting the criteria of an
investment companies may elect to apply certain presentation or disclosure attributes of the Operating Model (e.g.
gross financial statement presentation). Disclosures included in the illustrative financial statements are not
intended to be comprehensive and are not intended to establish preferences amongst alternative disclosures.
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XYZ Real Estate
Fund, LP
Financial Statements for the
Years Ended December 31, XXCY and XXPY
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XYZ REAL ESTATE FUND, LP
STATEMENTS OF NET ASSETS
AS OF DECEMBER 31, XXCY AND XXPY (in thousands)

XXCY
Assets:
Real estate investments
Cash and cash equivalents
Other assets

$

Total assets
Liabilities:
Loans payable
Other liabilities
Total liabilities
Net assets

$

273,913
40,635
31,120

XXPY

$

229,841
19,255
18,400

345,668

267,496

10,000
760

805

10,760

805

334,908

$

266,691

See accompanying notes to the financial statements
For illustrative purposes only - Non-operating model financial statements
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XYZ REAL ESTATE FUND, LP
STATEMENTS OF OPERATIONS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)

XXCY
Income
Income distributions from real estate equity investments
Interest income on real estate debt investments
Other

$

XXPY

28,060
8,300
3,170

$

41,057
1,268
120

Total income

39,530

42,445

Expenses
Interest expense
Administrative expenses
Investment management fees

1,185
1,250

4,500
1,000

Total expenses

2,435

5,500

Net investment income

37,095

36,945

Net realized and unrealized gain (loss):
Realized gain from sales of real estate investments
Less: previously recorded unrealized gain on sales of real estate investments
Net realized and unrealized gain from the sale of real estate investments
Unrealized gain on real estate investments held at year end
Unrealized incentive fees
Net realized and unrealized gain

Increase in net assets resulting from operations

$

-

760
(475)

-

285

31,322
-

3,981
-

31,322

4,266

68,417

$

41,211

See accompanying notes to the financial statements
For illustrative purposes only - Non-operating model financial statements
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XYZ REAL ESTATE FUND, LP
STATEMENTS OF CHANGES IN NET ASSETS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)

General
Partner

Net assets - December 31, XXPY-1

$

Increase in net assets resulting from operations
Contributions
Distributions

$

2,061
30
(20)

Net assets - December 31, XXPY

16,746

$

266,691

64,996
285
(475)
$

318,162

225,280
41,211
600
(400)

253,356

3,421
15
(25)
$

214,016

Total

39,150
570
(380)

13,335

Increase in net assets resulting from operations
Contributions
Distributions
Net assets - December 31, XXCY

11,264

Limited
Partners

68,417
300
(500)
$

334,908

See accompanying notes to the financial statements
For illustrative purposes only - Non-operating model financial statements
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XYZ REAL ESTATE FUND, LP
STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)

XXCY
Cash flows from operating activities:
Increase in net assets resulting from operations
Adjustments to reconcile net assets resulting from operations to
net cash flows provided by (used in) operating activities:
Net realized and unrealized gain
Change in other assets
Change in other liabilities
Distributions from real estate investments
Funding of real estate investments
Proceeds from real estate investments sold

$

Net cash flow provided by (used in) operating activities
Cash flows from investing activities:
Proceeds from loans payable
Distributions
Contributions
Net cash flow (used in) provided by financing activities

XXPY

68,417

$

41,211

(31,322)
(12,720)
(45)
25,705
(38,455)
-

(4,266)
200
50
(39,163)
760

11,580

(1,208)

10,000
(500)
300

(400)
600

9,800

200

Net change in cash and cash equivalents

21,380

(1,008)

Cash and cash equivalents — Beginning of year

19,255

20,263

Cash and cash equivalents — End of year

$

SUPPLEMENTAL CASH FLOW INFORMATION:
Cash paid for interest on loans payable
Cash paid for income taxes

$

40,635

2
12

$

$

19,255

1
10

See accompanying notes to the financial statements
For illustrative purposes only - Non-operating model financial statements
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SCHEDULE OF INVESTMENTS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY (in thousands)

Investment

City, State

December 31,
XXCY

Square Feet
Unless
Otherwise
Acquisition
Indicated
Date
(Unaudited)

Cost

December 31,
XXPY

Fair
Value

Cost

Fair
Value

Real estate owned and joint ventures
Apartment
Apt 1
Apt 2
Total apartment
Hotel
Hotel 1
Total hotel
Industrial
Industrial 1
Total industrial
Other investments
Other
Total other investments
Office
Office 1
Total office
Retail
Retail 1
Total retail

City, State
City, State

1/1/XXXX
1/1/XXXX
31.82% as of 12/31/2012

xxx units
xxx units

City, State
1/1/XXXX
10.5% as of 12/31/2012

xxx rooms

City, State
1/1/XXXX
8.34% as of 12/31/2012

xxx

City, State
1/1/XXXX
4.33% as of 12/31/2012

N/A

City, State
1/1/XXXX
11.56% as of 12/31/2012

xxx

City, State
1/1/XXXX
5.02% as of 12/31/2012

xxx

$

City, State

1/1/XXXX
1/1/XXXX

N/A
xxx

Total mortgage and other loans receivable 3.61% as of 12/31/2012
Other real estate investments
Other
Total other real estate investments

City, State

1/1/XXXX

N/A

6.61% as of 12/31/2012

Total real estate investments

65,000 $
17,575

67,970
22,943

106,560

82,575

90,913

20,900

35,179

20,900

29,583

20,900

35,179

20,900

29,583

87,575

Total real estate owned and joint ventures
Mortgage and other loans receivable
Loan 1
Loan 2

70,000 $
17,575

$

78,450
28,110

$

13,500

27,940

13,500

22,140

13,500

27,940

13,500

22,140

12,500

14,500

12,400

13,200

12,500

14,500

12,400

13,200

34,350

38,700

31,100

33,400

34,350

38,700

31,100

33,400

7,125

16,809

7,125

13,205

7,125

16,809

7,125

13,205

175,950

239,688

167,600

202,441

5,400
5,800

5,775
6,325

5,350
5,800

5,600
6,200

11,200

12,100

11,150

11,800

18,550

22,125

14,200

15,600

18,550

22,125

14,200

15,600

205,700 $

273,913

$

192,950 $

229,841

See accompanying notes to the financial statements
For illustrative purposes only - Non-operating model financial statements
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XYZ REAL ESTATE FUND LP
NOTES TO FINANCIAL STATEMENTS
FOR THE YEARS ENDED DECEMBER 31, XXCY AND XXPY

1.

ORGANIZATION
XYZ Real Estate Fund LP (the “Fund”) was formed on January 1, XXXX for the purpose of generating income
and appreciation on real estate investments in the United States of America. The investment advisor of the
Fund is ABC Real Estate Advisors, L.P. (“ABC” or the “Advisor”). The aggregate committed capital for the Fund
is $200 million. The limited partners committed $190 million and the general partner committed $10 million.
The terms of the partnership agreement do not generally provide for new subscription or redemption of
partners’ interests. The general partner of the Fund is ABC, L.P., an affiliate of the Advisor. At December 31,
XXCY, the ratio of total contributed capital to committed capital was 90%.
The Fund is an investment company as described in ASC 946, Financial Services – Investment Companies.
See standard disclosures in the Operating model illustrative financial statements. Disclosures unique to the
Non-operating model are provided below.

2.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of presentation — See Operating Model illustrative financial statements.
Use of estimates — See Operating Model illustrative financial statements.
Real estate investments — Investments in real estate are carried at fair value. Cost to acquire real estate
investments are capitalized as a component of investment cost. In certain investment arrangements, the Fund’s
equity percentage interest in the investment may be reduced by third party residual interests for returns realized
in excess of specific hurdle rates of return. Such residual interests have been considered in the related
investment valuation.
Investments in mortgage and other notes receivables — See Operating Model illustrative financial
statements.
Investment valuation — The fair values of real estate investments are estimated based on the price that
would be received to sell an asset in an orderly transaction between marketplace participants at the
measurement date. Investments without a public market are valued based on assumptions made and valuation
techniques used by the Advisor. Such valuation techniques include discounted cash flow analysis, prevailing
market capitalization rates or earnings multiples applied to earnings from the investment, analysis of recent
comparable sales transactions, actual sale negotiations and bona fide purchase offers received from third
parties, consideration of the amount that currently would be required to replace the asset, as adjusted for
obsolescence, as well as independent external appraisals. In general, the Advisor considers multiple valuation
techniques when measuring the fair value of an investment. However, in certain circumstances, a single
valuation technique may be appropriate. The Fund’s policy is to obtain independent external appraisals for
investments every 12 months. Investments in publicly traded equity securities are valued based on their quoted
market prices.
The fair value of real estate investments does not reflect the Fund’s transaction sale costs, which may be
incurred upon disposition of the real estate investments. Such costs are estimated to approximate 2% - 3% of
gross property fair value. The Fund also reflects its real estate equity investments net of investment level
financing. Valuation adjustments attributable to underlying financing arrangements are considered in the real
estate equity valuation.
The Fund may invest in real estate and real estate related investments for which no liquid market exists. The
market prices for such investments may be volatile and may not be readily ascertainable. In addition, there
continues to be significant disruptions in the global capital, credit and real estate markets. These disruptions
have led to, among other things, a significant decline in the volume of transaction activity, in the fair value of
many real estate and real estate related investments, and a significant contraction in short-term and long-term
debt and equity funding sources. This contraction in capital includes sources that the Fund may depend on to
finance certain of its investments. These market developments have had a significant adverse impact on the
Fund’s liquidity position, results of operations and financial condition and may continue to adversely impact the
Fund if market conditions continue to deteriorate. The decline in liquidity and prices of real estate and real
estate related investments, as well as the availability of observable transaction data and inputs, may have
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made it more difficult to determine the fair value of such investments. As a result, amounts ultimately realized
by the Fund from investments sold may differ from the fair values presented, and the differences could be
material.
Concentrations of credit risk — See Operating Model illustrative financial statements.
Cash and cash equivalents — See Operating Model illustrative financial statements.
Mortgage loans and notes payable — See Operating Model illustrative financial statements.
Interest rate swaps and caps — See Operating Model illustrative financial statements.
Income and expense recognition — Distributions from real estate equity investments are recognized as
income when received to the extent such amounts are paid from earnings and profits of the underlying investee.
Interest income on real estate debt investments is generally accrued as earned in accordance with the effective
interest method. For loans in default, interest income is not accrued but is recognized when received. Expenses
are recognized as incurred.
The Fund generally records realized gains and losses on sales of real estate investments pursuant to the
provisions of Accounting Standards Codification subtopic 360-20, Real Estate Sales (“ASC 360-20”). The
specific timing of a sale is measured against various criteria in ASC 360-20 related to the terms of the
transaction and any continuing involvement in the form of management or financial assistance associated with
the property.
Investment advisory fees — See Operating Model illustrative financial statements.
Income taxes — As a partnership, the Fund itself is not subject to U.S. Federal income taxes. Accordingly,
income taxes are not considered in the accompanying financial statements since such taxes, if any, are the
responsibility of the individual partners. Income from non-U.S. sources may be subject to withholding and other
taxes levied by the jurisdiction in which the income is sourced. If an uncertain income tax position were to be
identified, the Fund would account for such in accordance with ASC 450, Contingencies.
ASC 740, Income Taxes, provides guidance for how uncertain tax positions should be recognized, measured,
presented and disclosed in the financial statements. ASC 740 requires the evaluation of tax positions taken in
the course of preparing the Fund’s tax returns to determine whether tax positions are “more-likely-than-not” of
being sustained by the applicable tax authority. Tax benefits of positions not deemed to meet the more-likelythan-not threshold would be recorded as a tax expense in the current year.
Guarantees — See Operating Model illustrative financial statements.
Foreign currency — See Operating Model illustrative financial statements.
Risk management — See Operating Model illustrative financial statements.
3.

FAIR VALUE MEASUREMENTS – See Operating Model illustrative financial statements.

4.

LOANS PAYABLE — See Operating Model illustrative financial statements

5.

INTEREST RATE SWAPS AND CAPS — See operating Model illustrative financial statements

6.

PORTFOLIO DIVERSIFICATION — See Operating Model illustrative financial statements

7.

RELATED PARTY FEES AND AFFILIATE TRANSACTIONS
Note: The below examples are illustrative only and may not represent a comprehensive list of related
party/affiliate transactions for a specific Account. The intent is to provide full transparency of related party and
affiliate transactions of each Account. Some Investment Managers or General Partners may decide to disclose
additional detailed information about related party or affiliate transactions in a separate report to investors.
Third-party payments facilitated by the Investment Advisor/General Partner that are subsequently reimbursed
by the Account do not meet the definition of related party transactions under ASC 850.
The examples include various fees and expenses that may be paid to the Investment Advisor/General Partner
and do not necessarily correspond to the types of fees used to calculate the net of fee returns or for
performance assessments.
This disclosure is not a tool to be used for comparison across Accounts.
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The Account incurred Investment Management Fees, Reimbursements, Property Service Fee & Expenses and
Other Related Party Transactions of $xxx,xxx, $xxx,xxx, $xxx,xxx and $xxx,xxx, respectively for the year ended
December 31, XXCY and $xxx,xxx, $xxx,xxx, $xxx,xxx and $xxx,xxx, respectively for the year ended
December 31, XXPY as illustrated below.
Investment Management Fees - The Account has engaged the [Investment Advisor] [General Partner] to
provide acquisition, disposition, investment management and other services. Below is a detailed summary of
the fees incurred for these services for the years ended December 31, XXCY and XXPY as well as where they
are recorded in the financial statements:
Investment Management Fees:
Financial Statement Caption
Acquisition
Unrealized gain (loss) on real estate investments
Development
Investment management fees
Financing
Administrative expenses
Loan Origination
Administrative expenses
Investment Management
Investment management fees
Disposition
Realized gain (loss) from sales of real estate investments
(1)
Unrealized gain (loss) on real estate investments
Incentive
Total Investment Management Fees

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Fee Description
XX bp of Total capital committed
XX bp of Total development costs
XX bp of Original principal balance
XX bp of Projected principal balance
X% of Net operating income
XX bp of Gross sale price
XX% over XX% IRR (1)

[Add additional fee description details as appropriate]
(1)

Incentive Fee - In accordance with the Fund’s governing documents, the Investment Advisor of the Account,
is entitled to earn an incentive fee equal to XX% of investment returns after the Limited Partners achieving a
XX% internal rate of return. The incentive fee is only payable upon certain events in accordance with the
Account’s governing documents.
Investment Management fees, Acquisition fees, Development fees and Financing fees totaling $xx,xxx and
$xx,xxx were payable at December 31, XXCY and XXPY, respectively and are included in other liabilities.
Incentive fees of $xx,xxx and $xx,xxx were payable at December 31, XXCY and XXPY, respectively and are
included in Accrued Incentive fees.
General Partner Promote -The Partnership agreement provides for distributions to the investors
disproportionate to their pro-rata invested capital in the event that the preferred return, as defined, has been
paid and all invested capital has been returned. Distributions are first allocated 100% to all investors, in
accordance with their ownership interest until invested capital has been returned and the investors have
achieved a X% preferred return accrued on its invested capital. Distributions are then allocated XX% to Limited
Partners and XX% to the General Partner. An incentive reallocation in the amount of $x,xxx,xxx would be due
to the General Partner based on a hypothetical liquidation of the Account as of December 31, XXCY and is
included in the Consolidated Statement of Changes in Net Assets.
Reimbursements - In accordance with the Account’s Limited Partnership Agreement, the Partnership will
reimburse the [Investment Advisor] [General Partner] for costs and services that are incurred by the
[Investment Advisor] [General Partner] on behalf of the Account. Below is a summary of the costs and services
that the Partnership reimbursed to the [Investment Advisor] [General Partner] for the years ended December
31, XXCY and XXPY as well as where they are recorded in the financial statements:

Reimbursements
In-house Legal
In-house Accounting
In-house Proprietary Software
Total Reimbursements

Financial Statement Caption
Administrative expenses
Administrative expenses
Administrative expenses

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

[Add additional Account/Partnership reimbursement description details as appropriate]
Of the reimbursement amounts incurred above, $xxx and $xxx were included in other liabilities as of December
31, XXCY and XXPY, respectively.

Property Service Fees & Expenses –The Account receives services under various agreements from an
[affiliate] or [entity that the General Partner holds an ownership interest in], associated with the ongoing
operations of the investments. Below is a detailed summary of the fees incurred for these services for the years
ended December 31, XXCY and XXPY. These amounts are a component of the Account’s Investment position
in the accompanying financial statements.
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Property Service Fees & Expenses:
Property Management
Construction Management
Leasing
Brokerage
Financing
Payroll & Benefits for on‐site management
Total Property Service Fees & Expenses

Year Ended
XXCY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Year Ended
XXPY
$xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
xxx,xxx
$xxx,xxx

Fee Description
XX‐XX bp of Gross Receipts
XX bp of Development Budget
XX bp of Contract Rent
XX bp of Sales Price
XX bp of Projected Principal Balance
N/A

[Add additional Service Fees & Expenses description details as appropriate]

Other Related Party Transactions with the [Investment Advisor] [General Partner]
The [Investment Advisor] [General Partner] occupies space in a building that is owned by the Account. The
contractual lease is for a period of X years at an annual rental amount of $xxx.
Certain employee investors affiliated with the [Investment Advisor] [General Partner] have invested alongside
the Account for purposes of acquiring underlying properties. The contractual terms and requirements of the
employee investors are generally consistent with all third-party investors, except employee investors are not
charged investment management fees or promote.
[Add more details for related party transactions where the manager allocates expenses across multiple
Accounts as appropriate]

8.

FINANCIAL HIGHLIGHTS (GENERALY N/A TO SEPARATE OR UNITIZED ACCOUNTS
The following summarizes the Fund’s financial highlights, consisting of total return and expense and net
investment income ratios, for the years ended December 31, XXCY and XXPY:

XXCY
Limited
Partners
Total return 1
End of period since-inception internal rate of return
Beginning of period since-inception internal rate of return

XXPY
Limited
Partners

15.00 %
14.00 %

14.00 %
13.75 %

Expense ratios 2
Operating expense
Incentive allocation

0.87 %
%

1.05 %
%

Total expenses and incentive allocation

0.87 %

1.05 %

13.23 %

15.99 %

Net investment income ratio

3

1

Total return is calculated based on a dollar-weighted internal rate of return methodology net of fees and
incentive allocations. The internal rate of return is computed on a since-inception basis using annual
compounding and the actual dates of cash inflows received by and outflows paid to investors and including
ending net asset value as of each measurement date. Because total return is calculated for the limited partners
taken as a whole, an individual limited partner’s return may vary from these returns based on different
management fee and incentive arrangements (as applicable) and the timing of capital transactions.

2

The expense ratios are calculated for the Limited Partners taken as a whole using weighted average net assets
for the period. The computation of such ratios based on the amount of expenses and incentive allocations
assessed to an individual Limited Partner’s capital may vary from these ratios based on different management
fee and incentive arrangements (as applicable) and the timing of capital transactions.

3

The net investment income ratios are calculated for the Limited Partners taken as a whole using weighted
average net assets for the period. The computation of the net investment income ratio based on the amount
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of net investment income assessed to an individual Limited Partner’s capital may vary from these ratios based
on different management fee arrangements (as applicable). The net investment income ratio does not reflect
the effects of any incentive allocation.

9.

COMMITMENTS AND CONTINGENCIES- See Operating Model illustrative financial statements

10. FORWARD COMMITMENTS - See Operating Model illustrative financial statements
11. SUBSEQUENT EVENTS- See Operating Model illustrative financial statements

****
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Introduction

Introduction
Overview
The Performance and Risk Manual has been created to provide guidance so that investors and their
managers can better understand, measure and manage performance and risk within their real estate
portfolios in a universally transparent and consistent manner. In addition to providing direction
relative to the performance and risk measurement elements in the NCREIF PREA Reporting
Standards (“Reporting Standards”), the scope of this content includes guidance related to:


Investment level and property level performance and risk measures



Other less frequently reported performance and risk measures used in the industry

Disclaimers
The metrics listed may not be appropriate for all fund investment structures and strategies so it is up
to the user to determine the applicability of each item as it relates to each entity (the term “entity” will
be used throughout the Manual to refer to a property, investment or fund).
One of the fundamental tenets of the performance or risk measurement calculations prepared for the
private institutional real estate investment industry is that the returns follow the accounting. In other
words, the input data that is used to calculate the various measures described in this Manual come
directly from or can be derived from the entity’s financial statements. The Reporting Standards
require financial statements prepared in accordance with Fair Value Generally Accepted Accounting
Principles (FV GAAP). Guidance related to FV GAAP for the industry is described in the Reporting
Standards Fair Value Accounting Policy Manual.
Consistent with the Reporting Standards, the three levels used throughout the Manual are defined
as follows:


Property: A real estate asset



Investment: A discrete asset or group of assets held for income, appreciation, or both and
tracked separately (primarily reflects the investor’s economic ownership interest).



Fund: A fund has one or more investments and includes all commingled funds and single client
accounts.

The Manual will be reviewed for updates on an annual basis.
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Performance Measurement

Chapter 1: Performance
Measurement
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Performance Measurement
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Performance Measurement

Introduction
Overview of Chapter 1
Where applicable and unless otherwise noted, this Chapter includes concepts that are consistent
with the Global Investment Performance Standards (GIPS®) promulgated by the CFA Institute. The
GIPS® standards are a foundational standard within the Reporting Standards. The GIPS®
standards focus on composite performance presentation standards for prospective clients whereas
this Chapter will focus on reporting to investors in funds.(the terms “investors” and “clients” will be
used interchangeably throughout this Chapter). This Chapter will provide guidance to facilitate more
consistent, complete and relevant reporting.
This Chapter provides detailed calculation instructions on property level, investment level and fund
level time weighted returns, IRRs, equity multiples other metrics and attribution. Performance
disclosures (Appendix B), sample performance presentations (Appendix D) and other information
are included in the appendices to this Manual.
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Time-weighted returns

Time-weighted returns
Overview of TWR
Definition
A time-weighted return (TWR) can be defined as the geometric average of the holding period yields
to an investment portfolio1. TWRs are commonly used in the investment industry to measure the
performance of an entity (e.g. fund, investment, property). The TWR formulas isolate the
performance of the entity by removing the timing effect of cash contributions and distributions from
the entity’s ending fair value. TWRs measure performance over a specific period regardless of the
size of the investment or timing of external cash flows.
All TWR formulas are built in a similar manner, with a numerator and denominator that result in a
percentage return. The numerators generally represent some measure of the absolute performance
of the entity over the measurement period (quarterly NOI, monthly appreciation, etc.). The
denominators represent a measure of the entity’s average size over that same time period (average
fair value of real estate, weighted average net asset value, etc.). In the most general terms, a TWR
can be calculated for just about any time period (day, month, quarter, year, etc.), using discrete subperiods as building blocks for the entire measurement period. For example, a five-year TWR can be
calculated by linking either five annual TWR calculations or twenty quarterly TWR calculations. In
practical terms, the quarter is used as the building block for most real estate TWR calculations and
the linking of these building blocks is described further below.
A technical point worth remembering: “Time-weighting” refers to the process of how multiple periodic
rates of return are linked together. Hence, the rate of return for a single period should not technically
be referred to as a time-weighted rate of return. In fact, the popular Modified Dietz method, which is
the basis for the single period rate of return used in real estate, is an approximate IRR computation
for that calendar quarter. It is the chain-linking of such quarterly Modified Dietz returns, a process
that affords each quarterly rate of return an equal weight (rather than a weight which is also
proportional to the number of dollars invested), that results in a (multi-period) “time-weighted” rate of
return.

Use of TWRs
Typically, TWRs are the preferred performance measure to use in open-end funds and nondiscretionary single client account portfolios where the investor controls the cash flows of the
investment. By removing the timing effect of cash flows from the formulas, TWRs provide a good
measure of the performance of an entity according to a specified strategy or objective. In addition,
TWRs are preferred when valuation frequency is high and returns are linear, and when one needs to
compare performance across multiple asset classes or industry benchmarks that are primarily TWR
based. Conversely, when an advisor does control the cash flows of the entity, as is the case in a
closed-end fund or discretionary single client account portfolio, other return measures including
IRRs may provide additional insight.
Within the industry, TWRs are calculated at three “levels”: property, investment and fund.
Regardless of the level, the TWRs all follow the same basic application principles that are described
below. The actual financial elements that are used in the numerators and denominators of each
TWR differ by level and are described in greater detail in later sections.
Industry practice is to separate the total return into its two components, income return and
appreciation return, for certain strategies. The Reporting Standards require fund level component
TWRs for all funds.
1

Investment Analysis and Portfolio Management, Seventh Edition (2003)
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Time-weighted returns

Modified Dietz Method
The Modified-Dietz Method is the single period rate of return formula that is widely used throughout
the financial industry to combine into TWRs. When someone refers to a “time-weighted return
formula” in general terms, they are most likely referring to a linking of periodic rates of return each of
which use the formula below.
Rp
Rp
EFV
BFV
CF
WCF

= EFV — BFV — CF
BFV + WCF
= Return for the measurement period
= Ending fair value of the investment
= Beginning fair value of the investment
= Net cash flows for the period (add if net distribution)
= Sum of weighted cash flows for the period

Ideally, a time-weighted return involves breaking the holding period into sub-periods bounded by
each subsequent cash flow, then chain-linking the sub-period TWRs. By valuing the portfolio at the
instant just prior to any cash flow, the sub-period return for the time period leading up to that cash
flow occurrence can be calculated. By then re-valuing the portfolio considering the effect of such a
cash flow, a new beginning value is created for computing the rate of return for the next sub-period.
Since there are no cash flows within these sub-periods, the sub-period TWRs are simply (ending
value — beginning value)/beginning value.
Given the computing power available nowadays, the only barrier to computing such an ‘ideal TWR’
is the availability of timely pricing, e.g., valuation information, when each cash flow occurs. For
example, in the stock market, many participants now routinely perform such ideal TWRs by using
end of day stock pricing.
However, in markets where getting pricing data is problematic, such as with real estate,
approximations are necessary. The most popular approximation for such markets is the Modified
Dietz method, a method that has its origins in an earlier place and time when, even if timely prices
were available, computing power was limited. It allows the placement of sub-period boundaries at
dates when valuation data will be available, e.g., quarterly. Within these sub-periods, if a cash flow
occurs, an implicit constant rate of return before and after is effectively assumed by time-weighting
the cash flows in the denominator by the fraction of the sub-period duration that the cash flows affect
the portfolio.
If there is a material amount of volatility in values during the sub-period or the cash flows are large,
the user should break the sub-period into two pieces, thus forcing a revaluation of the portfolio at the
breakpoint. The GIPS® standards allow users to decide their own acceptable level of precision. In
most markets, a cash flow greater than 10% of the pre-cash flow portfolio value is considered to
cause excess imprecision. In real estate, sub-periods are only 3 months long and thus sub-period
volatility is typically immaterial. A Modified Dietz approximation will likely be appropriate, except
when there is either a large partial sale or a single, substantial capital improvement expenditure.
Nevertheless, the GIPS® standards presently permit the real estate sector to: a) use these quarterly
sub-periods; b) decide on what is precise enough; and c) employ such a Modified Dietz
approximation within each quarter.
It is noted that the NCREIF property level return formulas are simply a slight, further approximation
of Modified Dietz methodology wherein, rather than time-tagging the cash flows to the nearest day,
contributions (for capital improvements) are assumed to always be made mid-quarter and
distributions (of NOI) are assumed to be made monthly.
The Modified Dietz Method provides a measure of the total return for the entity over the
measurement period and is used as a building block for the more detailed formulas that are
commonly used in the industry which will be described in greater detail in later sections. Specifically
the Modified Dietz Method provides for an approximation of the IRR for the measurement period
without the need for daily valuation and return calculation. Typically, the total TWR for an entity will
more closely match the IRR in cases where there are no significant cash flows or large interim
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Time-weighted returns

changes in value such as in the case of a core asset. As you move further out in the risk spectrum,
the IRR and total TWR tend to be more dissimilar.

Application of TWRs
Cumulative returns
Since valuations are performed quarterly, and since the Modified Dietz approximation within such a
short sub-period will almost always be adequate (given the nature of real estate cash flows), the
standard building block for computing real estate sub-period TWRs is the quarter. Building blocks
less than a quarter, for instance monthly, can also be used assuming the valuation cycle matches
the building block. In the U.S., monthly valuations for private real estate are currently rare; hence the
quarter is most commonly used. Returns for periods longer than a single quarter, known as
cumulative returns (not annualized), can be calculated by geometrically linking all of the quarterly
returns within the measurement period. This geometric linking is applied uniformly to all of the
quarterly sub-periods within the cumulative period. If the user has adopted a partial period policy
that calls for including the partial periods in the calculation, then those partial periods would need to
be geometrically linked with the full quarters as well. TWRs do not require equal length sub-periods
to calculate cumulative returns correctly. For more details on partial period calculations, please refer
to the partial period issues section below. The geometrically linked calculation of TWRs results in a
compounded rate of return.
Rp
Rp
R1…n

= (1 +R1) * (1+R2) * (1+R3)…(1+Rn)] — 1
= Return for the measurement period
= Quarterly return for period 1 through n

In the geometrically linked cumulative return formula above, each quarterly return in the
measurement period has an equal weighting. The timing of the return and the amount invested for
an individual period will have no impact on the multi-period return. In other words, every period
counts as much as every other period, regardless of the entity’s size in a TWR.
An example of an eight quarter cumulative return is included below. Please note that arithmetic
return for this period would be 20%, (2.5% * 8), however the compounding effect introduced by
geometrically linking the returns results in an additional 1.8% of return for an ending value of 21.8%.
Cumulative return example (not annualized)

Start

End

Return

(Return) + 1

Quarter 1

2.5%

1.025

Quarter 2

2.5%

1.025

Quarter 3

2.5%

1.025

Quarter 4

2.5%

1.025

Quarter 5

2.5%

1.025

Quarter 6

2.5%

1.025

Quarter 7

2.5%

1.025

Quarter 8

2.5%

1.025

Cumulative return

21.8%

[(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)]-1 = .218 = 21.8%
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Annualization
In the financial industry, investors and advisors tend to think in terms of annual rates of return. The
industry standard is to annualize all cumulative returns that contain four or more full quarters.
Cumulative returns can be annualized using the following formula:
ARp
= [(1 +Rp)^(365/DHP)] — 1
ARp
= Annualized return for the measurement period
Rp
= Return for the measurement period (non-annualized)
DHP = Number of days in the measurement period
The annualization factor shown in the formula above uses number of days in the measurement
period. If all of the sub-periods are full quarters or full months, then it is also acceptable to use
(4/Number of quarter in the measurement period) or (12/Number of months in the measurement
period), respectively. The NCREIF NPI, and NCREIF NFI-ODCE Indices use 4/Number of quarters.
Using number of months or quarters may give a slightly different result than if total number of days is
used, but the differences are usually immaterial.
Annual returns that cover more than one year (e.g. a five year return) represent the average annual
return over the cumulative period. An example of an eight quarter cumulative annualized return
using the same 2.5% quarter return that was seen in the previous example is included below.
Cumulative return example (annualized)

Start

1/1/2006

End

12/31/2007

# Days

730

Return

(Return) + 1

Quarter 1

2.5%

1.025

Quarter 2

2.5%

1.025

Quarter 3

2.5%

1.025

Quarter 4

2.5%

1.025

Quarter 5

2.5%

1.025

Quarter 6

2.5%

1.025

Quarter 7

2.5%

1.025

Quarter 8

2.5%

1.025

Annualized cumulative return

10.4%

{[(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)*(1.025)]^(365/730)}-1 = .104 = 10.4%

Grouping entities
In this Manual, the term “grouping” is used to describe the process of aggregating/disaggregating
two or more entities (properties, investments or funds) to evaluate performance using the timeweighted return. In this sense, the grouping guidance below can be applied very broadly to any
collection of entities and is not necessarily limited to composites as described in the GIPS®
standards. As an example, client performance reporting often includes grouping of entities and the
disaggregation of portfolios by property type and geographic region.
TWR composites can be created to measure the performance of more than one entity. The
mechanics for creating such a grouping are straight-forward. First, determine which entities will be
included in the group and then compile the quarterly return numerators and denominators for all
entities. Add the numerators from each of the individual entities to create a group numerator. Add
the denominators from each of the individual entities to create a group denominator. Then divide the
group numerator by the group denominator to get the group quarterly return.
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An example of a group return containing five entities is listed below.
Group return example
Numerator

Denominator

Return

Property A

25

500

5.0%

Property B

100

10,500

1.0%

Property C

500

14,000

3.6%

Property D

100

5,000

2.0%

Property E

275

10,000

2.8%

1,000

40,000

2.5%

Group

Group returns result in a weighted-average return based on relative entity size. In other words, the
larger an entity, the more impact it will have on the group return. Please note that the grouping
described in the example above uses the entity’s denominator to determine the weight that will be
assigned to each entity in the group. In real estate, the denominator is traditionally a weightedaverage of the entity’s size (NAV or Real Estate less debt) over the quarter. Weighting the entities
based on denominator size is believed to be the most commonly used method for grouping in the
industry and is the one that is used by the various NCREIF indices. However, the GIPS® standards
do allow an alternative method in which the entities in the calculation are asset-weighted based on
beginning-of-period values rather than the beginning-of-period plus external value method that was
described above2. Either method allowed by the GIPS® standards is acceptable for purposes of
compliance with the Reporting Standards, but the methodology should be disclosed in the firm’s
performance calculation methodology disclosure statement and applied consistently for all grouping
calculations.
Group returns for cumulative periods should be calculated by first calculating the group return for
each individual quarter within the cumulative period and then geometrically linking those group
quarterly returns using the same methodology described in the “Cumulative Returns” section above.

Component return issues
When component returns are presented for any full individual quarter the sum of the income return
plus the appreciation return will generally equal the total return. When component returns are
geometrically linked to create cumulative compounded returns, the simple addition of the cumulative
compounded income return plus the cumulative compounded appreciation return will not usually
equal the cumulative compounded total return.
NCREIF’s method for dealing with this inconsistency is to calculate the component returns as
explained above and note the fact that the sum of the parts not equaling the total is normal and
acceptable. The total return is precisely correct and the income and appreciation components are
approximations. These approximations are deemed acceptable because applying the more precise
cross compounding formula to the income and appreciation component returns would make the
formulas very complex and the approximated results are not materially different.
The consistency of presentation of financial information poses another issue to consider when
analyzing component returns. Specifically, joint venture income and appreciation components can
differ depending on the accounting reporting model used for the fund. In the non-operating reporting
model, a joint venture is treated as an unconsolidated investment in a venture and only those
amounts actually distributed to the fund is considered income. Any other undistributed accrued
income as well as valuation changes will be included in appreciation. In the Operating model, the
joint venture may be consolidated and if so accrued income will be in the income component of the
2

CFA Institute. (2010) Global Investment Performance Standards – Guidance Statement on Calculation Methodology www.gipsstandards.org
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return and the appreciation component will contain only valuation changes, similar to a wholly
owned property. Due to this potential inconsistency, the Reporting Standards require disclosure of
the accounting reporting model used by the entity to accompany any component return
presentation.

Partial period issues
If an asset is acquired on a date other than the first day of a quarter, or sold on a date other than the
last, the resulting measurement period is said to be a “partial period” because the asset does not
have a full quarter’s worth of activity during that period.
These partial periods can potentially create distortions in the TWR calculations. Various factors play
a role in the distortion including; the nature of the return (single entity calculation versus group
calculation), component of the return (income versus appreciation) and time-period covered (current
quarter versus annualized return).
In practice, there are a number of different methods currently being used to deal with partial periods.
It is up to each firm to decide which method to adopt as there are pros and cons to each and the
methods that are currently used for the various NCREIF indices or recommended by the GIPS®
standards for composites may not always meet the needs of the end uses. The method chosen
should be applied consistently and properly documented in the firm’s performance measurement
disclosures.
The three most commonly used methods are summarized below, though other methods may also be
acceptable so long as they are applied consistently and do not materially misstate the return results.
For a more detailed discussion of partial period methodology including examples that support the
pros and cons of each method listed below, please refer to the NCREIF Discussion Paper titled
Proposed Guidance for the Calculation of Time-Weighted Returns for Partial Periods3.


Method I — Start and end dates used for TWR Calculations will match the start and end dates
for the entity’s actual life (i.e. keep partial periods).



Method II — For TWR purposes, an entity will begin on the first day of the first full quarter
following acquisition and end on the last day of the last full quarter prior to disposition (i.e. drop
partial periods).



Method III — A hybrid of Methods I and II where the start date begins on the first day of the first
full quarter following acquisition and the end date matches the actual disposition date (i.e. drop
acquisition partial period but keep disposition partial period)

If partial periods are kept in the calculation, then care must be taken to ensure that the number of
actual days in the measurement period is used correctly in the various calculations. For example, if
the acquisition partial period is kept, then the numerator of the annualization factor should be the
total number of days from the actual acquisition date (not the first day in the first full period) through
the end of the measurement period. The same holds true for any disposition partial period that is
kept.
In addition if partial periods are kept in the calculation, the cash flows that are used in the
denominator of the investment and fund level return calculations need to be weighted by the actual
number of days that were outstanding in the partial period not the normal number of days that would
be available in a full period. For example, a contribution for the first acquisition in the fund that
occurs on 2/15/xx would be weighted at 100% or 44/44 days (3/31 — 2/15 = 44), not 49% or
44/90 days (3/31 — 1/1 = 90). The same holds true in the disposition period.

3

NCREIF Performance Measurement Committee. (May 2011) Proposed Guidance for the Calculation of Time-Weighted Returns for Partial

Periods
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The chart below lists some of the pros and cons of each of the three methods above when applied
to a single-entity calculation.
Pros
Method I

Method II

Cons

 No adjustments to returns data is
required

 Partial period income returns appear different from a
full quarter return

 All since inception cumulative
annualized returns for income,
appreciation and total are correctly
calculated

 If net income is not earned ratably in the acquisition
period, the annualization factor may not be able to
correct for the distorted acquisition period returns

 Removes appearance of skewed
quarterly income returns in the
partial periods

 NOI data from partial periods is not always included in
performance making SI reconciliation to financials
difficult. If NOI data is included in the first full period,
the annualized results may be overstated.
 Creates distortion in appreciation return by artificially
shortening hold-period
 May lead to restatement of prior quarter returns when
final quarter income and appreciation is not properly
accrued in the final full quarter

Method III

 Removes appearance of skewed
quarterly income returns in the
partial periods
 Since inception cumulative
annualized appreciation returns are
calculated correctly

 Inconsistent treatment of acquisition and disposition
partial periods
 NOI data from partial periods is not always included in
performance making SI reconciliation difficult. If NOI
data is included in the first full period, the annualized
results may be overstated.

The chart below lists some of the pros and cons of each of the three methods above when applied
to a group calculation.
Pros
Method I

Method II

Cons

 No adjustments to returns data is
required

 Partial periods that occur mid-life still distort the
composite returns (income, appreciation and total)

 Annualization factor corrects any
distortion caused by partial periods
that occur in the beginning or end of
a composite’s life

 Income returns in first/last partial period still appear
different from a full period calculation

 Removes appearance of skewed
quarterly income returns in all
acquisition partial periods

 NOI data from partial periods is not always included in
performance making SI reconciliation difficult. . If NOI
data is included in the first full period, the annualized
results may be overstated.

 Method used by NCREIF fund
indices

 If net income is not earned ratably in the acquisition
period, the annualization factor may not be able to
correct for the distorted acquisition period returns

 Creates distortion in appreciation return by artificially
shortening hold-period
 May lead to restatement of prior quarter returns when
final quarter income and appreciation is not properly
accrued in the final full quarter

Method III

 Removes appearance of skewed
quarterly income returns in all
acquisition partial periods
 Since inception cumulative
annualized appreciation returns are
more correct than Method B

 Inconsistent treatment of acquisition and disposition
partial periods
 NOI data from partial periods is not always included in
performance making SI reconciliation difficult. If NOI
data is included in the first full period, the annualized
results may be overstated.

 Method used by NCREIF NPI

The treatment of partial periods by large indices may also be relevant information for users as they
decide which method to apply. However, please note that the index policy may not necessarily be
the best policy for the user because the sheer number of non-partial periods included in the index in
any given quarter will mitigate the inclusion of a few partial periods and should make any potential
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distortion immaterial. Furthermore, the indices have specific inclusion requirements that may
otherwise prohibit an entity from entering the index in its acquisition period further reducing the risk
of distortion due to partial periods. In other words, this is one piece of information that the user
should consider when determining its partial period methodology but it should not be the sole
determinant. The NPI follows Method III, and the NFI-ODCE follows Method II.
The GIPS® standards, which are the foundational standard for performance measurement in the
Reporting Standards, provides the following guidance on partial periods which points toward using
Method I for composite calculations.
“When calculating time-weighted returns, for periods beginning on or after 1 January 2011, it is
recommended that real estate composites include new portfolios on the portfolio’s inception date,
which is typically the date of the portfolio’s first external cash flow. Similarly, the GIPS® standards
state that terminated portfolios must be included in the historical performance of the composite up to
the last full measurement periods that each portfolio was under management.”4
One of the stated goals of this manual is to provide guidance which will help to promote
transparency and consistency throughout the industry. Noting that firms have a choice in which
partial period methodology to apply conflicts with the latter half of this goal but we feel that it is the
best guidance given that the GIPS® standards and the NCREIF indices all point to different
methods. Furthermore, we would like to stress that the method chosen should be applied
consistently and properly documented which we believe is consistent with the spirit of the GIPS®
standards and the Manual’s goal of promoting transparency and full disclosure.

Property level TWRs
Property level TWRs reflect the performance of an operating property or group of properties. The
property level relates strictly to property operations and attempts to strip out all ownership level
activity, usually including advisory fees, use of working capital and owner income and expenses. As
such, property level TWRs do not represent investors’ earnings from those properties, even in single
property funds, but rather the earnings (in the form of appreciation and operating income) that are
generated by the property.

Leveraged vs. unleveraged
Property level TWRs can be calculated on a leveraged or unleveraged basis.

Unleveraged property level TWR
Property level TWRs are usually reported on an unleveraged basis because not all properties are
leveraged and those that are, are leveraged at varying levels which makes comparison of leveraged
returns among different properties difficult in many cases. The NCREIF Property Index (NPI) is an
unleveraged, property level index. The property level, unleveraged return formulas are as follows:
Net operating income return (unleveraged)
NOI
FVt-1 + (1/2)(CI - PSP) - (1/3)(NOI)
Appreciation return (unleveraged)
(FVt-FVt-1) + PSP - CI
FVt-1 + (1/2)(CI - PSP) - (1/3)(NOI)

4

CFA Institute. (2010) Global Investment Performance Standards – Guidance Statement on Real Estate www.gipsstandards.org
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Total return (unleveraged)
NOI + (FVt - FVt-1) + PSP - CI
FVt-1 + (1/2)(CI - PSP)- (1/3)(NOI)
NOI
CI
FVt
FVt-1
PSP

= Net operating income (before interest expense)
= Capital improvements
= Fair value of property at end of period
= Fair value of property at beginning of period
= Sales proceeds for partial sales (net of selling costs)

Note that all three denominators in the formulas above are the same. In addition, the total return
numerator is simply an addition of the net operating income and appreciation return numerator
components. These two observations will hold true for all component TWRs that are calculated
using the same parameters (i.e. leveraged property level, before fee investment level, etc.)
Net operating income numerator (unleveraged)
The net operating income (NOI) numerator is the net operating income (before interest expenses)
that was reported by the property during the period. The NOI should be calculated on the accrual
basis of accounting in accordance with the accounting standards explained in the Reporting
Standards Fair Value Accounting Policy Manual. Fund or investment level income and expenses
should be excluded from NOI because the property level returns focus on property operations.
Appreciation numerator (unleveraged)
The appreciation numerator measures the change in property value (increase or decrease) not
caused by capital improvements or sales. Property level financial statements should be prepared in
accordance with Fair Value Generally Accepted Accounting Principles (FV GAAP) for return
purposes and valuations should be completed on a quarterly basis in accordance with the valuation
standards outlined in the Reporting Standards.
Denominator (unleveraged)
Given that it is based on an approximation to IRR, the appropriate formula for the denominator of the
unleveraged property return is an estimate of the average gross capital invested in the property over
the quarter. This is calculated by adjusting the beginning real estate value of the property for real
estate related items that would partially pay back, or add to, that initial investment.
Capital improvements represent an addition to the capital invested in the property and so it is
appropriate that they be added to the beginning fair value in the denominator. Since we are
calculating an average investment over the quarter, the capital improvements need to be weighted
to reflect the actual amount of time that they were ‘invested’ during the period. The most precise way
to do this would be to time weight each individual capital expenditure based on the number of days
that it was in service during the quarter. This would be impractical however, so it is simply assumed
that all capital expenditures were added at mid-period and, hence, they are weighted at 1/2.
The same logic applies for partial sales. Partial sales refer to the disposition of less than 100% of the
property. For example, an out lot for a retail property or a single building in an industrial complex can
be sold piecemeal, before the entire property is disposed. Partial sales represent a mid-period,
partial repayment of the gross investment capital deployed at the beginning of the quarter. Rather
than try to account for the exact day of any such partial sale(s), all partial sales may be assumed to
occur at mid period and are therefore subtracted from the denominator with a weighting of 1/2.
Net operating income is subtracted from the denominator based on the assumption that the (gross)
capital employed should be reduced by any withdrawals of income. The 1/3 weighting is assigned
because it is assumed that income is distributed evenly at the end of each month. The math is as
follows:
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1/3 of the income is distributed at the end of Month 1 and is outstanding for 2/3 of the quarter.



1/3 of the income is distributed at the end of Month 2 and is outstanding for 1/3 of the quarter.



1/3 of the income is distributed at the end of Month 3 and is outstanding for 0/3 of the quarter.



(1/3 * 2/3) + (1/3 * 1/3) + (1/3 * 0/3) = 1/3.

Leveraged property level TWR
The leveraged property level TWR offers a more complete picture of the property performance since
it includes the return for both debt and equity financing sources. The property level, leveraged return
formulas are as follows:
Net operating income return (leveraged)
NOI - DSI
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)
Appreciation return (Leveraged)
(FVt-FVt-1) + PSP - CI — (Dt - Dt-1 + DSP + PD - NL)
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)
Total return (leveraged)
NOI - DSI + (FVt-FVt-1) + PSP - CI — (Dt - Dt-1 + DSP + PD - NL)
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)
NOI
DSI
FVt
FVt-1
CI
Dt
Dt-1
DSP
PD
NL
PSP

= Net operating income (before interest expense)
= Debt service interest expense
= Fair value of property at end of period
= Fair value of property at beginning of period
= Capital improvements
= Debt at end of period
= Debt at beginning of period
= Debt service principal payments
= Additional principal debt payments
= New loan proceeds
= Net sales proceeds for partial sales

All of the leveraged formulas listed above begin with the unleveraged formulas and layer in data
elements to account for the debt.
Net operating income numerator (leveraged)
The net operating income return numerator begins with NOI (as detailed in 2.12(d)) and subtracts
debt service interest expense.
Appreciation numerator (leveraged)
The leveraged appreciation formula begins with the real estate appreciation calculation and adds a
debt appreciation calculation to arrive at total appreciation (real estate + debt).
Denominator (leveraged)
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The denominator for the leveraged property level TWRs is the property’s weighted average equity
over the quarter. Since property level returns focus on property operations and ignore the use of
working capital, the measure of property value is defined as average real estate value less average
debt value adjusted for cash flow items that affect the real estate and debt.
For the debt items, new debt loan proceeds and additional principal debt payments (i.e. balloon
payments, debt pay-offs and other non-scheduled debt payments) are assumed to occur mid-period
following the same logic employed for capital expenditures and partial sales, so they are weighted at
1/2. New loan proceeds are subtracted because they result in an increase to the beginning debt
value and debt payments are added because they result in a decrease to the beginning balance.
Another way of looking at it is that new loan proceeds result in a cash inflow to the property which is
then distributed and therefore a reduction of equity. Debt payments are funded by contributions and
therefore result in an increase of equity.
Regularly scheduled principal payments are added back at 1/3 based on the assumption that the
principal payments are made evenly at the beginning of each month and the assumed contribution
is received at the end of each month. The math is the same as the 1/3 used for the NOI deduction.


1/3 of the principal is paid at the beginning of Month 1 and is outstanding for 2/3 of the quarter.



1/3 of the principal is paid at the beginning of Month 2 and is outstanding for 1/3 of the quarter.



1/3 of the principal is paid at the end of Month 3 and is outstanding for 0/3 of the quarter.



(1/3 * 2/3) + (1/3 * 1/3) + (1/3 * 0/3) = 1/3.

Investment level TWRs
Investment level TWRs reflect the performance of a single investment or group of investments,
whether that investment is wholly-owned or a joint venture. Investment level TWRs differ from
property level in that the full scope of the investment, including ownership level activity (use of
working capital, owner expenses, etc.), is included in the calculation.

Before fee vs. after fee
Investment level returns are generally presented or reported in two forms — before investment
management fees (also known as pre-fee or gross of fees) and after investment management fees
(also known as post-fee or net of fees).
For return purposes, the GIPS® standards only consider advisory fees and incentive fees (including
carried interest and non-development based promotes paid to the advisor) when distinguishing
between the two calculations5. As such, fees generally do not include property management fees,
construction management fees, acquisition fees, disposition fees or any other fees that are paid to
the investment advisor. If, however, these types of fees are deemed to be over-market and paid in
lieu of normal advisory or incentive fees, it is acceptable to consider them to be additional advisory
fees for return calculation purposes. The NCREIF position paper entitled, Treatment of Advisor Fees
6
provides further clarification on acquisition and disposition transaction fees noting that these fees
should not be included as advisory fees unless the fee is paid to both the advisor and a third-party
(at presumed market rates) In other words, if the transaction fee is only paid to the advisor (at
presumed market rates) then the portion of that fee that is considered to be at market should not be
considered an advisory fee. It is up the advisor to make a determination based on the unique facts
and circumstances of each transaction.
5

CFA Institute. (2010) Global Investment Performance Standards – Guidance Statement on Fees www.gipsstandards.org

6

NCREIF Performance Measurement Committee. (October 1998) NCREIF Position on the Treatment of Advisor Fees
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The formulas below define the calculation of quarterly investment level return on a before and after
fee basis. If the advisor determines that transaction fees are indeed advisory fees, they would be
included in the “AF” term in the formulas below.

Before fee investment level TWR
Net investment income return (before fee, leveraged)
NII + AF +IFE
NAVt-1 + TWC - TWD
Appreciation return (before fee, leveraged)
Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
Total return (before fee, leveraged)
NII + AF + IFE + Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
NII
= Net investment income (after interest expense, advisory fees and expensed incentive fees)
AF
= Advisory fee expense
IFE = Incentive fee expense (includes carried interest or non-development based promotes)
NAVt-1 = Net asset value of investment at beginning of period
TWC = Time weighted contributions
TWD = Time weighted distributions
Net investment income numerator (before fee, leveraged)
The net investment income numerator is the net investment income (after interest expense) that was
reported by the investment during the period. Please note that net investment income rather than
net operating income is used for investment and fund level returns because net investment income
is more complete in scope as it contains advisory fees and debt interest expense. The net
investment income should be calculated on the accrual basis of accounting in accordance with the
accounting standards outlined in the Reporting Standards Fair Value Accounting Policy Manual. Net
investment income is reported after advisory and incentive fees so those items need to be added
back to the numerator to calculate a before fee return.
Appreciation numerator (before fee, leveraged)
The appreciation numerator measures the change (increase or decrease) in investment value not
caused by capital improvements, sales, or refinancing. Real estate and debt should be reported in
accordance with the accounting standards outlined in the Reporting Standards and valuations
should be completed on a quarterly basis in accordance with the valuation standards outlined in the
Reporting Standards. Appreciation included in the leveraged numerator should include both realized
and unrealized real estate and debt appreciation (if applicable).
Denominator (before fee, leveraged)
The denominator for the investment level TWR is the weighted average equity of the investment
over the quarter. Weighted average equity is calculated by adjusting the beginning of quarter net
asset value for equity transactions (contributions and distributions) that occur during the quarter.
Each contribution or distribution that occurs during the period needs to be time weighted by
multiplying it by a time weighting factor based on the date of the transaction. For return purposes,
contributions include original contributions as well as reinvestments of capital and distributions
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include both operating and return of capital distributions. The initial contribution for the investment is
not weighted (or it can be thought of as weighted at 100%). The denominator is the actual number of
days that the investment was active during the period. Usually, the denominator will equal the total
number of days in the quarter, however if the transaction is either the very first or last transaction for
the investment, then the denominator is adjusted to match the number of days the investment was
active for the period. The numerator is the total number of days remaining in the period after the
equity transaction occurs.
For contributions: Contributions in the current quarter are weighted based upon the number of
days the contribution was in the fund during the quarter commencing with the day the contribution
was received.
For example: Beginning Net Asset Value for 2Q 2008 $10,000,000
Contribution of $5,000,000 on 5/30/2008
Calculation: 5,000,000*(32/91) = $1,758,241.76
Beginning NAV + Weighted Contribution = Denominator
$10,000,000 + $1,758,241.76 = $11,758,241.76
For distributions: Distributions in the current quarter are weighted based upon the number of days
the distribution/withdrawal was out of the fund during the quarter commencing with the day following
the date distribution/withdrawal was paid.
For example: Beginning Net Asset Value for 2Q 2008 $10,000,000
Distribution of $5,000,000 on 5/30/2008
Calculation: 5,000,000*(31/91) = $1,703,296.70

Beginning NAV - Weighted Distribution = Denominator
$10,000,000 - $1,703,296.70 = $8,296,703.30
Note: Another factor that impacts weighted average equity is cash redemptions/withdrawals by
investors, which are not cash distributions but rather an investor’s removal of all or part of its equity
from the fund. Such equity transactions are weighted in a manner identical to the weighting of cash
distributions described above.

After fee investment level TWR
Net investment income return (after fee, leveraged)
NII
NAVt-1 + TWC - TWD
Appreciation return (after fee, leveraged)
Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
Total return (after fee, leveraged)
NII + Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
NII

= Net investment income (after interest expense, advisory fees and expensed incentive fees)
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IFC = Change in capitalized incentive fee
NAVt-1 = Net asset value of investment at beginning of period
TWC = Time weighted contributions
TWD = Time weighted distributions
The investment management fees consist of the quarterly investment management fee that is
charged by an advisor as well as any incentive fees earned by the advisor (and therefore do not
include any fees paid to the general partner including developer promotes). Other fees charged by
the investment advisor, including property management fees, financing fees and development fees
are typically not included as a fee when calculating an after fee return. In other words, the spread
between before and after fee return does not include these items. Transaction fees including
acquisition and disposition are explained above.
Before and after fee investment level TWR denominators are the same because there is only one
weighted average equity for the period. The contributions and distributions used in the denominators
are always after fee and are not adjusted to be before fee even when calculating a before fee return.
Net investment income numerator (after fee, leveraged)
The after fee investment level net investment income numerator is the net investment income (after
interest expense) that was reported by the investment during the period. Net investment income is
already reported after advisory and incentive fees on the income statement, so no adjustment needs
to be made for these items when calculating an after fee return.
Appreciation numerator (after fee, leveraged)
The after fee investment level appreciation numerator subtracts any change in capitalized incentive
fee that was accrued during the quarter. Generally, incentive fees that are earned based on
changes in an investment’s fair value are recorded as unrealized appreciation and impact the
appreciation return, and fees that result from meeting and exceeding operating result goals are
expensed and impact the net investment income return.

Fund level TWR’s
A fund level TWR (also referred to as account or portfolio level) is the aggregation of all of the
investments made by the entity and the amounts earned or incurred which relate to the entity but are
not specifically attributable to a particular investment Similar to investment level returns, the fund
level TWRs are very broad in nature and try to capture all activity, which includes, but is not limited
to, those revenues and expenses applicable to the fund, taken as a whole, such as audit and
appraisal fees, interest income and portfolio borrowings. In essence, this return measures the
performance of the advisor in terms of how well the management team performed its specified
strategy.

Before fee vs. after fee
The Reporting Standards require quarterly reporting of fund level total and component TWR before
and after fees for all Funds. The formulas below define the calculation of quarterly fund level returns
on a before and after fee basis.
For return purposes, the GIPS® standards only consider advisory fees and incentive fees (including
carried interest paid to the advisor) when distinguishing between the two calculations7. As such, fees
generally do not include property management fees, construction management fees, acquisition
fees, disposition fees or any other fees that are paid to the investment advisor. If, however, these
types of fees are deemed to be over-market and paid in lieu of normal advisory or incentive fees, it
is acceptable to consider them to be additional advisory fees for return calculation purposes. The
7

CFA Institute. (2010) Global Investment Performance Standards – Guidance Statement on Fees www.gipsstandards.org
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NCREIF position paper, Treatment of Advisory Fees provides further clarification on acquisition and
disposition transaction fees noting that these fees should not be included as advisory fees unless
the fee is paid to both the advisor and a third-party (at presumed market rates) In other words, if the
transaction fee is only paid to the advisor (at presumed market rates) then the portion of that fee that
is considered to be at market should not be considered an advisory fee. It is up the advisor to make
a determination based on the unique facts and circumstances of each transaction.8
The formulas below define the calculation of quarterly investment level returns on a before and after
fee basis. If the advisor determines that transaction fees are indeed advisory fees, they would be
included in the “AF” term in the formulas below.

Before fee fund level TWR
Net investment income return (before fee, leveraged)
NII + AF + IFE
NAVt-1 + TWC - TWD
Appreciation return (before fee, leveraged)
Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
Total return (before fee, leveraged)
NII + AF + IFE + Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
NII
= Net investment income (after interest expense, advisory fees and expensed incentive fees)
AF
= Advisory fee expense
IFE = Incentive fee expense (includes carried interest or non-development based promotes)
NAVt-1 = Net asset value of fund at beginning of period
TWC = Time weighted contributions
TWD = Time weighted distributions
Net investment income numerator (before fee, leveraged)
The net investment income numerator is the net investment income (after interest expense) that was
reported by the fund during the period. Please note that net investment income rather than net
operating income is used for investment and fund level returns as net investment income is more
complete in scope as it contains advisory fees and debt interest expense. The net investment
income should be calculated on the accrual basis of accounting in accordance with the accounting
standards outlined in the Reporting Standards Fair value Accounting Policy Manual. Net investment
income is reported after advisory and incentive fees so those items need to be added back to the
numerator to calculate a before fee return.
Appreciation numerator (before fee, leveraged)
The appreciation numerator measures the change (increase or decrease) in the fund’s value not
caused by capital improvements, sales, or refinancing. Real estate and debt should be reported in
accordance with the accounting principles outlined in the Reporting Standards for return purposes
and valuations should be completed on a quarterly basis in accordance with the valuation standards

8

NCREIF Performance Measurement Committee. (October 1998) NCREIF Position on the Treatment of Advisor Fees
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outlined in the Reporting Standards. Appreciation included in the leveraged numerator should
include both realized and unrealized real estate and debt appreciation (if applicable).
Denominator (before fee, leveraged)
The denominator for the fund level TWR is the fund’s weighted average equity over the quarter.
Weighted average equity is calculated by adjusting the beginning of quarter net asset value for
equity transactions (contributions and distributions) that occur during the quarter.
Each contribution or distribution that occurs during the period needs to be time weighted by
multiplying it by a time weighting factor based on the date of the transaction. For return purposes,
contributions include original contributions as well as reinvestments of capital and distributions
include both operating and return of capital distributions. The initial contribution for the investment is
not weighted (or it can be thought of as weighted at 100%). The denominator is the actual number of
days that the investment was active during the period. Usually, the denominator will equal the total
number of days in the quarter, however if the transaction is either the very first or last transaction for
the investment, then the denominator is adjusted to match the number of days the investment was
active for the period. The numerator is the total number of days remaining in the period after the
equity transaction occurs.
For contributions: Contributions in the current quarter are weighted based upon the number of
days the contribution was in the fund during the quarter commencing with the day the contribution
was received.
For example: Beginning Net Asset Value for 2Q 2008 $10,000,000
Contribution of $5,000,000 on 5/30/2008
Calculation: 5,000,000*(32/91) = $1,758,241.76
Beginning NAV + Weighted Contribution = Denominator
$10,000,000 + $1,758,241.76 = $11,758,241.76
For distributions: Distributions in the current quarter are weighted based upon the number of days
the distribution/withdrawal was out of the fund during the quarter commencing with the day following
the date distribution/withdrawal was paid.
For example: Beginning Net Asset Value for 2Q 2008 $10,000,000
Distribution of $5,000,000 on 5/30/2008
Calculation: 5,000,000*(31/91) = $1,703,296.70
Beginning NAV - Weighted Distribution = Denominator
$10,000,000 - $1,703,296.70 = $8,296,703.30
Note: Another factor that impacts weighted average equity is cash redemptions/withdrawals by
investors, which are not cash distributions but rather an investor’s removal of all or part of its equity
from the fund. Such equity transactions are weighted in a manner identical to the weighting of cash
distributions described above.

After fee fund level TWR
Net investment income return (after fee, leveraged)
NII
NAVt-1 + TWC - TWD
Appreciation return (after fee, leveraged)
Real Estate Appreciation + Debt Appreciation — IFC
NAVt-1 + TWC - TWD
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Total return (after fee, leveraged)
NII + Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
NII
= Net investment income (after interest expense, advisory fees and expensed incentive fees)
IFC = Change in capitalized incentive fee
NAVt-1 = Net asset value of investment at beginning of period
TWC = Time weighted contributions
TWD = Time weighted distributions
The investment management fees consist of the quarterly investment management fee that is
charged by an advisor as well as any incentive fees (and therefore do not include any fees paid to
the general partner including developer promotes). Other fees earned by the investment advisor,
including property management fees, financing fees and development fees are typically not layered
in when calculating an after fee return. In other words, the spread between before and after fee
returns does not include these items. Transaction fees including acquisition and disposition are
explained above.
Before and after fee fund level TWR denominators are the same because there is only one weighted
average equity for the period. The contributions and distributions used in the denominators are
always after fee and are not adjusted to be before fee even when calculating a before fee return.
Income numerator (after fee, leveraged)
The after fee fund level net investment income numerator is the net investment income (after
interest expense) that was reported by the investment during the period. Net investment income is
already reported after advisory and inventive fees on the income statement, so no adjustment needs
to be made for these items when calculating an after fee return.
Appreciation numerator (after fee, leveraged)
The after fee investment level appreciation numerator subtracts any change in capitalized incentive
fee that was accrued during the quarter. Generally, incentive fees that are earned based on
changes in an investment’s fair value are recorded as unrealized appreciation and impact the
appreciation return, and fees that result from meeting and exceeding operating result goals are
expensed and impact the net investment income return.

October 19, 2016
Handbook Volume II: Manuals: Performance and Risk: 22

Internal Rates of Return (IRR)

Internal Rates of Return (IRR)
Overview of IRR
Definition
The internal rate of return (IRR) is the annualized implied discount rate (effective compounded
nominal rate) that equates the present value of all of the appropriate cash inflows associated with an
investment with the sum of the present value of all the appropriate cash outflows accruing from it
and the present value of the unrealized residual portfolio. IRRs are commonly used in the
investment industry to measure the performance of the investment (contrasted with TWRs which are
used to measure performance which can be indicative of investment advisor performance). The IRR
is also known as:


A “money-weighted” return because, unlike a TWR, the entity’s cash flows do impact the IRR
formula.



The rate of return that results in a net present value of zero.

Sample IRR Formula
The IRR formula discounts Flows F1 through Fn back to F0 where: F0 is the original investment;
and F1 through Fn are the net cash flows for each applicable period. If the entity has not yet been
liquidated, the ending cash flow, Fn, will consist of the latest period’s operating cash flows plus an
estimate of the net residual value.

F0

+

F1

+

1+IRR

F2

+
2

(1+IRR)

F3

+ .. +

Fn

3

(1+IRR)

=0
n

(1+IRR)

Solution by financial calculator
Numerical iterations can easily become cumbersome and inefficient. Therefore, using a financial
calculator can simplify this process. Microsoft Excel contains two functions that can be used for this
calculation: the IRR function (“=IRR”) and the XIRR function (“=XIRR”). Both functions produce an
IRR result however they use slightly different calculation methodologies and assumptions so the
user needs to determine which function to use to best meet its needs. Below is a comparison of
these functions:

Excel IRR function


User inputs a series of cash flows which are assumed to occur at equal intervals.



If a period’s cash flow is zero, you must enter a zero, as a blank will result in a wrong answer.



Does not annualize the result.



The result of the “=IRR” calculation will be a rate “per period” regardless of whether these
periods are days, months or years. If the holding period is greater than one year then the result
should be annualized as follows:
-

If quarterly cash flow: (1+IRR)^4-1
If monthly cash flow: (1+IRR)^12-1
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-

If daily cash flow: (1+IRR)^365-1

Excel XIRR function


User inputs multiple cash flows along with the date that each cash flow occurs.



The periodicity of the cash flows is daily



Annualizes result.



No user adjustment needed if the holding period is greater than one year. If the holding period is
less than a full year than the result must be de-annualized using the formula: (1 + Rate%) ^ (#
days/365) — 1

In certain cases, the IRR may not be able to be mathematically calculated which results in an error
message displayed as “#NUM!” or “#DIV/0” by Microsoft Excel. If this occurs, the result should be
shown as “n/a” and a footnote added to explain the invalid result.

Use of IRRs
IRRs are generally regarded as a good measure of investment performance when the advisor has
control over the cash flows, since the timing and amount of those flows impact the IRR calculation.
In the real estate industry this is most typically seen in closed-end funds and discretionary single
client accounts. The GIPS® standards require since-inception IRR calculations for closed-end real
estate funds, using quarterly cash flows at a minimum (daily cash flows are recommended). The
Reporting Standards also recommend IRRs for other types of Funds.
The cash flows used in the IRR calculation will vary depending on the level of return that one is
calculating, but should be aggregated quarterly at a minimum. All of the IRRs mentioned below can
be calculated either before or after fees by simply incorporating the applicable fee items during the
actual period in which the fees occur. The most precise way to incorporate fees is to use the actual
fee payment date (however if advisory fees are paid on a regular basis (i.e. quarterly), using the
date that the fee is accrued is also acceptable if it does not result in a material difference in the IRR
calculation). The cash payment date should always be used for incentive fees as they are generally
material. The method used (cash or accrual) should be disclosed. The GIPS® standards specifically
discourage the practice of simply subtracting the cumulative fees paid from the ending residual
value as this treatment delays recognition of the management fees and artificially increase the rate
of return.9
Often times, a closed-end fund will use a credit facility to fund initial operations thus delaying the first
capital cash flow. To the extent that those initial operations include the payment of fees, the since
inception fees would be incorporated as negative cash flows on the date of the initial cash flow.

Property level IRRs
At the property level, the inputs for the IRR formula are based on property cash flows, which serve
as surrogates to the actual cash flows between the property and investors.
In general, the IRR calculation should start with the initial cash flow on the property’s acquisition
date and end with the final cash flow on the property’s disposition date. If the property has not yet
been liquidated, the ending cash flow, will consist of the latest period’s operating cash flows plus an
estimate of the net residual value (fair value of real estate less estimated costs to sell less fair value
of debt).

Leveraged vs. unleveraged IRR
Property level IRRs can be calculated on a leveraged or unleveraged basis.
9

CFA Institute. (2006) Global Investment Performance Standards Handbook (Second Edition).
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Unleveraged property level IRR
The initial cash flow for the unleveraged IRR calculation is the total amount that is paid for the
acquisition (before debt) which should include the property’s purchase price plus acquisition costs.
Other cash flows over the life of the property include the property’s quarterly net operating income
(before interest expense) less capital improvements. Net operating income is depicted as a positive
cash flow while net operating loss and capital improvements are shown as negative cash flows in
the calculation.
The ending cash flow is the property’s final real estate sale proceeds (before debt payoff), if property
has been sold. If the property has not yet been liquidated, the ending cash flow, will consist of the
latest period’s operating cash flows plus an estimate of the residual real estate value (fair value of
real estate less estimated costs to sell).

Leveraged property level IRR
The initial cash flow is the property’s purchase price, less initial debt balance.
Other cash flows over the life of the property include the property’s net operating income less capital
improvements less debt service payments (principal and interest). Net income is depicted as a
positive cash flow while net loss, capital improvements, and debt service payments (principal and
interest) are shown as negative cash flows in the calculation. In addition, new debt placed on a
property after acquisition is treated as a positive cash flow in the calculation.
The ending cash flow is the property’s final real estate sale proceeds after debt payoff amount, if
property has been sold. If the property has not yet been liquidated, the ending cash flow, will consist
of the latest period’s operating cash flows plus an estimate of the net residual value (fair value of
real estate less estimated costs to sell less fair value of debt).

Investment level IRRs
At the investment level, the inputs for the IRR formula are based on the actual cash flows between
the investor and the investment. The IRR for each individual investor may actually be different if the
investor’s transactions occur on different dates.
In general, the IRR calculation for each investor should start with the initial cash flow on the date of
the investor’s first capital contribution and end with the final cash flow on the date that the investor
received his final distribution. If the investment has not yet been liquidated, the ending cash flow will
consist of the latest period’s operating cash flows plus the investments net asset value less
estimated sale costs at the IRR calculation date.
Investment level IRRs are typically only shown on a leveraged basis because the leveraged amount
represents the return that the investor is actually realizing and it is difficult to strip leverage out of
actual contributions and distributions.

Leveraged investment level IRR
The initial cash flow is the investor’s first contribution.
Other cash flows over the life of the investment include actual contributions (including
reinvestments) and distributions (both operating and return of capital) between the investor and the
investment. Contributions are shown as negative cash flows and distributions are positive cash flows
in the calculation.
The ending cash flow is the investor’s final liquidating distribution, if the investment has been
liquidated. If the investment has not yet been liquidated, the ending cash flow will consist of the
latest period’s operating cash flows plus the investments net asset value less estimated sale costs
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at the IRR calculation date.

Fund level IRRs
At the fund level, the inputs for the IRR formula are based on the actual cash flows between the
investors and the fund. General partner cash flows are not included in this calculation. Where an
affiliate of the general partner is created for co-investment purposes, the affiliate entity would be
included in the calculation as long as the entity is treated the same as other limited partners.
In general, the IRR calculation should start with the initial cash flow on the date of the first capital
contribution and end with the final cash flow on the date that of the final liquidating distribution. If the
investment has not yet been liquidated, the ending cash flow will consist of the latest period’s
operating cash flows plus the investments net asset value less estimated sale costs at the IRR
calculation date.
Fund level IRRs are typically only shown on a leveraged basis because the leveraged amount
represents the return that the investor is actually realizing and it is difficult to strip leverage out of
actual contributions and distributions.

Leveraged fund level IRR
The initial cash flow is the first investor’s contribution.
Other cash flows over the life of the fund include actual contributions and distributions (both
operating and return of capital) between the investors and the fund. Contributions are shown as
negative cash flows and distributions are positive cash flows in the calculation.
The ending cash flow is the final liquidating distribution made to the investors, if the fund has been
liquidated. If the investment has not yet been liquidated, the ending cash flow will consist of the
latest period’s operating cash flows plus the investments net asset value less estimated sale costs
at the IRR calculation date.

After fee IRR
The treatment for after fee IRR generally follows the methods and practices described above with
respect to TWR. A sample formula for net-of-fee IRR is
F0
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+ .. +
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=0
n

(1+IRR)

Where F’ is cash flow after the deduction of advisory and incentive fees. Typically fees are
deducted from distributions to investors, so F’ = F-(AF+IFE). In cases where the fee is deducted on
a date other than that of the distribution, or in cases where the fee is paid from outside the account,
the same formula can be applied, in which case F’ = (AF+IFE). In the case of accrued fees, the
accrual as of time period n should be deducted from the final net residual market value at F’n.
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Equity multiples
Overview
Multiples are shown as ratios, with one financial input in the numerator and another in the
denominator, both of which are typically presented for the entire life of the investment rather some
discrete time period (month, quarter, etc.). Used in conjunction with time-weighted returns and
IRRs, multiples provide greater transparency when analyzing performance.
The four commonly used multiples required for closed-end real estate funds in the GIPS® standards
and the Reporting Standards are presented below. Although multiples are not a current requirement
in the GIPS® standards for all real estate vehicles, GIPS® does recommend presenting multiples as
useful information for prospective and existing clients. The GIPS® standards require disclosing
these multiples on closed-end real estate funds on an annual basis.

Commonly used multiples
Investment multiple or total value to paid-in capital multiple (TVPI)
This investment multiple gives users information regarding the value of the investment relative to its
cost basis, not taking into consideration the time invested. As an example, a multiple equal to 1.50 is
typically read as the investors have $1.50 of value in the fund for every $1 invested.
TV
PIC
TV = Total value
Fund:
Investment:
Property:

Sum of residual fund net assets (NAV) plus aggregate fund distributions
Sum of residual investment net assets (NAV) plus aggregate distributions
Sum of property fair value (net of debt) plus aggregate distributions paid since
inception (note: if actual property distributions are not separately maintained,
estimates can be calculated by aggregating the property’s net operating income
(after interest expense) and subtracting principal).

PIC = Paid In capital
Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cumulative capital contributed to the property (note: if actual property contributions
are not separately maintained, estimates can be calculated by aggregating cash paid
at acquisition plus capital additions)

Realization multiple or cumulative distributions to paid-in capital multiple (DPI)
The DPI measures what portion of the return has actually been returned to the investors. The DPI
will be zero until distributions are made. As the fund matures, typically the DPI will increase. When
the DPI is the equivalent of one, the fund has broken even. Consequently, a DPI of greater than one
suggests the fund has generated profit to the investors.
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D
PIC
D = Total distributions
Fund:
Investment:
Property:

Aggregate fund distributions paid since inception
Aggregate investment distributions paid since inception
Aggregate property distributions paid since inception (note: if actual property
distributions are not separately maintained, estimates can be calculated by
aggregating the property’s net operating income (after interest expense) and
subtracting principal payments).

PIC = Paid in capital
Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cumulative capital contributed to the property (note: if actual property contributions
are not separately maintained, estimates can be calculated by aggregating cash paid
at acquisition plus capital additions)

Paid-in capital multiple or paid-in capital to committed capital multiple (PIC)
This ratio gives information regarding how much of the total commitments have been drawn down.
The paid in capital is the cumulative drawdown amount, or the aggregate amount of committed
capital actually transferred to a fund or property. Typically a number such as .80 is
read as 80% of the fund’s capital commitments have been drawn from investors.
PIC
CC
PIC = Paid in capital
Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cumulative capital contributed to the property (note: if actual property contributions
are not separately maintained, estimates can be calculated by aggregating cash paid
at acquisition plus capital additions)

CC = Committed capital
Fund:
Cumulative fund PIC plus unfunded capital
Investment: Cumulative investment PIC plus unfunded capital
Property:
Cumulative property PIC plus unfunded commitments (e.g. renovation reserves)

Residual multiple or residual value to paid-in capital multiple (RVPI)
This ratio provides a measure of how much of the return is unrealized. As the fund matures, the
RVPI will increase to a peak and then decrease as the fund eventually liquidates to a residual fair
value of zero. At that point, the entire return of the fund has been distributed.
Residual value is defined as remaining equity in fund or property. An RVPI of .70 would indicate an
amount equal to 70% of the fund’s paid-in capital remains unrealized.
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RV
PIC
RV = Residual value
Fund:
Investment:
Property:

Net asset value (NAV) of the fund
Net asset value (NAV) of the investment
Property fair value net of debt

PIC = Paid in capital
Fund: Cumulative capital contributed to the fund
Investment: Cumulative capital contributed to the investment
Property:
Cash Cumulative capital contributed to the property (note: if actual property
contributions are not separately maintained, estimates can be calculated by
aggregating cash paid at acquisition plus capital additions)

Before Fee vs. After Fee Multiples
After Fee Multiples
Multiples are always presumed to be shown after all fees unless stated otherwise. This includes
acquisition, investment management, disposition, incentive fees and carried interest/promotes. In
addition, fees paid both within and outside the fund are included in the fee definition for multiple
purposes.
Fees can be paid in a number of ways, but the two most common are 1) the investment advisor will
pay themselves via a withholding from a client distribution, or 2) the investor will pay the investment
advisor via a capital contribution. Since equity multiples are ratios, the placement of the fee within
the calculation can greatly impact the result. For example, the payment of a large incentive fee by a
fund can potentially yield vastly different results in the DPI if it is subtracted from the distributions in
the numerator versus if it is added to the contributions in the denominator.
T the placement of the fees in the equity multiple calculations must follow the actual fee payment
method used by the entity for which the calculation was made. A fund that pays fees via method #1
above must subtract those fees from the distribution term in all of the multiple calculations. Likewise,
a fund that pays fees via method #2 must add those fees to the contribution term in all of the
multiple calculations.

Before Fee Multiples
In order to calculate before fee multiples, the after fee ratios need to be adjusted. Distributions must
be increased for cumulative fees which were withheld from prior distributions, or capital contributions
must be reduced for cumulative fees contributed. Please note that the cumulative fees must only be
adjusted in either the numerator or denominator, not both. In addition, the NAV used as the residual
value must also be increased for any accrued fee liabilities.

Reinvested Distributions
Some real estate funds may have distribution reinvestment plans (DRIPs) in which a distribution is
declared but the cash from the distribution is reinvested automatically in the Fund rather than being
paid out to the investor. For equity multiple calculation purposes, the DRIP distributions are to be
included as both a distribution and contribution in the calculations even though the investor never
has access to the cash.
The underlying economics of the transaction represent a distribution from the fund to the investor
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and a decision by the investor to contribute back into the fund and should be treated as such in the
multiple calculations. The fact that investor and fund agreed that the contribution would be made
automatically which eliminated the back-and-forth flow of cash is merely an efficiency in the process
and does not change the fact that both a distribution and contribution occurred.

October 19, 2016
Handbook Volume II: Manuals: Performance and Risk: 30

Other performance metrics

Other performance metrics
Overview
Within our industry, the time-weighted return (TWR) and internal rates of return (IRR) are the most
frequently calculated performance metrics used to report performance. However, other metrics are
available and investors, consultants and advisors are finding them increasingly helpful to
supplement these traditional measures. This section will explore some of these alternative metrics
and provide guidance into their use and calculation.
The alternative metrics which will be discussed can be broadly categorized as follows:


Alternative component return calculations



Measures of dispersion



Risk measures (also see Chapter 2, Risk Measurement)



Real Estate Fees and Expenses Ratio (REFER)

Please note that all of the metrics that are described below are expected to be used in conjunction
with the traditional TWRs and IRRs as supplemental information, and not meant to be a
replacements for those measures.

Alternative Component Return Calculations
In this section, three different types of component calculations which are meant to be alternatives to
the traditional income and appreciation splits that are commonly used in our industry are described.
One of the criticisms of the traditional accrual-based income TWR is that it does not provide enough
information about the cash that is actually generated, so these metrics attempt to provide that
missing detail. All three of these alternatives are similar in that they provide the user with a sense
of how the cash flow and/or distributions of the investment are impacting total returns.

Distribution and price change returns – Investment/Fund Level
TWR indexes that are used in most asset classes outside of institutional private real estate break
the total time weighted return into two components — 1) dividends distributed to the investor (i.e.
Distribution Return) and 2) change in market price at which the investor can buy and sell the security
(i.e. Price Change Return). The sum of the Distribution Return and the Price Change Return will
equal the Total Return. This method of segmenting the total return is useful in these asset classes
as it provides information on the return from passive investing (i.e. dividends) versus the active
investor decision on when to buy/sell the security (i.e. price change). Some of the most well know
market indexes, including the S&P 500 and Dow Jones Industrial Indexes actually ignore the
dividend component all together and focus solely on the market price change. Other indexes,
including the FTSE-NAREIT indexes publish total returns with both dividend yield and price change
components.
The component returns used in our industry have always been slightly different from the concepts
listed above. Instead of a Distribution Return, we calculate an income return which is based on
accrual basis net income earned, not cash that is actually distributed. In addition, our appreciation
return is based on value change net of capital expenditures, rather than the pure market price
change concept that is found in the Price Change Return.
The income and appreciation definitions that we have traditionally used serve us well and make
sense conceptually when applied to a property level calculation. The split gives the user important
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information on the component of the return that the owner/adviser has less control over
(appreciation) versus the part which can be more actively managed (income). For investment level
returns however, the income and appreciation components may be less theoretically supported and
there are some that would argue that the Distribution and Price Change Return components that are
used prevalently in other asset classes may be more appropriate or at the very least can provide
useful supplemental information.

Distribution return – Investment/Fund Level
The Distribution Return shows the amount of actual cash that is distributed to investors as a portion
of weighted average equity for any given quarter. The return is meant to provide investors with a
true cash basis performance measure which supplements what is currently lacking in the existing
income and total return measures. This return is thought to be more comparable to the income
return and/or divided yield that is reported in other asset classes than the existing income return is.
The formula is as follows:
LP Distributions Net of Fees
LP Weighted Average Equity
The distribution of net fees in the formula above is defined as a distribution to the limited partners
that is pro-rata to the whole class of investors (excludes redemptions). This includes any
distributions that are reinvested. Distributions should include the limited partner level distributions
and ownership share only. Fees that are actually paid in the current period should be deducted from
distributions whether those fees are withheld from the actual distributions or paid via an investor
contribution.
Weighted average equity is defined in the Time-Weighted Return Section of the Manual.

Price change return – Investment/Fund Level
The Price Change Return is meant to measure the change in NAV that is not attributable to investor
equity transactions (contributions, distributions or redemptions) as a portion of weighted average
equity for any given quarter. The formula is as follows:
Price change return formula
LP NAV1 ex distribution — LP NAV0 ex previous quarter distribution + LP redemptions — LP
Contributions
LP Weighted Average Equity
The LP NAV (Net Asset Value) in the formula above is defined as all LP assets less all liabilities
reflected on a market value basis. It is assumed that these amounts should be taken directly from
the investments audited financial statements which are reported on a fair market value basis of
accounting in accordance with the Reporting Standards.
Redemptions are defined as a distribution that is not pro-rata to the whole class of investors.
Weighted average equity is defined in 5.01(d) above.

Cash Flow and Price Change Returns – Property Level
The Cash Flow and Price Change Return are very similar to the Distribution and Price Change
Return that were discussed above except that these alternative return measures are meant to be
applied using property level inputs rather than investment or fund level data. Both of these metrics
can currently be calculated using the NCREIF query tool.
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Cash Flow Return – Property Level
The Cash Flow Return shows the amount of cash from a property that is assumed to be distributed
to investors as a portion of weighted average equity for any given quarter. We say that the cash is
“assumed” to be distributed because at the property level we are using property level cash flow (net
operating income less capital improvements) as a surrogate for actual distributions since actual
distributions are not tracked as part of the property level TWR formula. This return is meant to
provide investors with an estimate of cash basis performance which supplements what is currently
lacking in the existing property level income and total return measures. The cash flow return is
comparable to the dividend yield that is reported in other asset classes.
To calculate the cash flow return, the user needs to only make a very simple change to the existing
property level income return formula. Current quarter capital improvements should be subtracted
from the income return numerator instead of the appreciation return numerator, resulting in a cash
flow return (and conversely the appreciation return will become a price change return). The
unleveraged formula is as follows:
NOI- CI
FVt-1 + (1/2)(CI - PSP)- (1/3)(NOI)
NOI

= Net operating income (before interest expense)

FVt-1 = Fair value of property at beginning of period
CI

= Capital improvements

PSP = Net sales proceeds for partial sales

Price Change Return – (Property Level)
The Price Change Return is meant to measure the change in NAV that is not attributable to investor
equity transactions (contributions, distributions or redemptions) as a portion of weighted average
equity for any given quarter. The formula is as follows:
(FVt-FVt-1) + PSP
FVt-1 + (1/2)(CI - PSP)- (1/3)(NOI)
NOI

= Net operating income (before interest expense)

FVt

= Fair value of property at end of period

FVt-1 = Fair value of property at beginning of period
CI

= Capital improvements

PSP = Net sales proceeds for partial sales
For more information on the Cash Flow and Price change returns, please refer to the academic
articles that were authored by Young, Geltner, McIntosh and Poutasse in 1995 and 1996.
10

10

M. Young, D. Geltner, W. McIntosh, and D. Poutasse “Defining Commercial Property Income and Appreciation Returns for Comparability to

Stock Marked-Based Measures” Real Estate Finance Vol. 12, No. 2, Summer 1995,pp. 19-30
M. Young, D. Geltner, W. McIntosh, and D. Poutasse “Understanding Equity Real Estate Performance: Insights from the NCREIF Property
Index” Real Estate Review Vol. 25, No. 4, Winter 1996, pp. 4-16
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Disaggregated income returns
Distributed and retained income returns refer to the division of time-weighted income returns into
two separate components. The dividend policy of the fund should be considered when calculating
and interpreting the results of the return metrics below as each can be materially impacted. Please
note that the aggregate dollar amount of distributed income plus retained income will equal total
income.

Distributed income return
Distributed income is defined as the amount of investment income derived from operations that is 1)
actually distributed to investors or 2) credited to investors in the case of investment fund dividend or
income reinvestment programs that are elected by the investor. (Mandatory reinvestment programs
or automatic cash retention programs are not considered elective by the investor). Distributed
income does not include the return of capital or principal, the distribution of realized gains from asset
sales (capital gains) nor proceeds from financing activities. The objective is to present the actual
cash distributions that are derived from customary and ongoing investment management operations
without the distortions related to disposition and refinancing activities.
The distributed income formula is defined below:
Distributed Income
Weighted Average Equity
Weighted average equity is defined in the Time-Weighted Return Section of the Manual.

Retained income return
Retained income portion of the income return is considered materially different (in economic terms)
from the distributed income portion. Retained income simply refers to the income that is earned by
the entity that is not distributed. Retained income can be used in various strategic ways to manage
the real estate portfolio, including but not limited to, debt repayment, acquisition of assets and
capital expenditures on existing assets.
The retained income formula is defined below:
Retained Income
Weighted Average Equity
Weighted average equity is defined in the Time-Weighted Return Section of the Manual.

Measures of Dispersion within a Group
Dispersion is defined as “a measure of the spread of the annual returns of individual portfolios within
a composite” by the GIPS® Glossary 11 . The GIPS® standards indicate that there are several
acceptable measures of dispersion including high/low, range, and standard deviation. Measures of
dispersion may include but are not limited to these methods. Another method can be chosen but it
should fairly represent the range of returns for each annual period.

11

Global Investment Performance Standards (GIPS®). As revised by the Investment Performance Council 29 January 2010.

www.GIPSstandards.org
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High/Low
The simplest method of expressing the dispersion is to disclose the highest and lowest annual return
earned by portfolios in a group for the entire year or in the case of a fund return highest and lowest
annual return earned by investments in the fund for the entire year. It is also acceptable to present
the high/low range, defined as the arithmetic difference between the highest and the lowest return. It
is easy to understand the high/low disclosure but there is a potential disadvantage. If during any
annual period there is an outlier (a portfolio or investment with an abnormally high or low return),
then this presentation may not entirely represent the distribution of the returns. Other measures,
which are more difficult to calculate and interpret, are statistically superior.

Interquartile
Another dispersion measure named in the GIPS® standards glossary is a range. An example of
such a range is an interquartile range. An interquartile range is the difference between the return in
the first and the third quartiles of the distribution. The distribution of returns is divided into quarters to
create quartiles. The first quartile will have 25 percent of the observations falling at or above the first
quartile. The third quartile will have 25 percent of the observations fall at or below it. So the
interquartile range represents the length of the interval which contains the middle 50 percent of the
observations (data). Since it does not contain extreme values, the interquartile range will not be
skewed by outliers. The issue with this dispersion measure is that clients may not be familiar with
the methodology used for the interquartile range. Another important drawback is that it only
addresses half the data, almost surely ignoring significant dispersion that is not due to outliers.

Standard deviation
Standard deviation is the most commonly accepted measure of dispersion. In groups, the standard
deviation measures the cross-sectional dispersion of returns to portfolios. Standard deviation for a
group in which the constituent portfolios are equally weighted is:

where ri is the return of each individual portfolio
rc is the equal-weighted mean or arithmetic mean return of the portfolios in the group
n is, the number of portfolios in the group

If the individual portfolio returns are normally distributed around the mean return, then approximately
two-thirds of the portfolios will have returns falling between the mean plus the standard deviation
and the mean minus the standard deviation.
The standard deviation of portfolio returns is a valid measure of group dispersion. Most spreadsheet
programs include statistical functions to facilitate the calculation (such as the STDEV function in
Microsoft Excel), and many clients will have at least a passing acquaintance with the concept of a
standard deviation.
At a minimum, quarterly data points should be used for calculating the standard deviation since
valuations are presumed to be completed on a quarterly basis. The resulting quarterly calculation
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should then be annualized The NFI-ODCE only reports standard deviations for periods containing at
least 20 full quarters (five years) as any measurements of smaller time periods are thought to
produce results that are statistically insignificant.

Risk measures
Listed below are several ratios that can be used to evaluate fund performance and to measure and
compare portfolio risk. Please note that the measures listed below are widely used in financial
circles but their applicability to real estate is debatable, so use with caution. Real estate returns are
typically asymmetric, and certain measures of dispersion (i.e. standard deviation) that are used in
the risk measures below are thought to be most suitable for investments that have normal expected
return distributions.

Sharpe ratio
The Sharpe Ratio was invented by Nobel Laureate and U.S. Economist William Sharpe. It can be
calculated for expected returns or for historic returns. It is a ratio defined as the performance in
excess of the risk-free rate divided by the volatility of the returns as measured by the standard
deviation of the portfolio’s return:

Risk free rates are typically presumed to be U.S. treasury rates. Sharpe ratios should also be shown
on an annualized basis. For example, if monthly performance is used in the above calculation,
multiply the calculated Sharpe ratio by the square root of 12 to annualize the ratio. The higher the
Sharpe ratio, the better the fund’s historical risk-adjusted performance. A ratio of 1.0 indicates one
unit of return per unit of risk; 2.0 indicates two units of return per unit of risk. Negative values
indicate loss, or that a disproportionate amount of risk was taken to generate positive returns.
Generally, a measure of above 1 is considered good, and above 3 is considered excellent.

Treynor ratio — (also known as the reward to volatility ratio)
The Treynor Ratio (also known as the Reward to Volatility Ratio) measures returns earned in excess
of that which could have been earned on a riskless investment per each unit of market risk. It is
similar to the Sharpe ratio, but uses beta as the measure of volatility.

Where

Equals

_

Average return of the portfolio

rp
_

Average return of the risk-free investment

rf
p

Beta of the portfolio
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Tracking error
The Tracking Error measures how closely a portfolio performs compared to its benchmark. Tracking
errors are typically only reported for periods of greater than five years, because of the volatility in
shorter period returns. Although there are several variations of the tracking error formula, the most
commonly used in our industry simply calculates the standard deviation of the difference between
the return of the fund and the benchmark. The statistical formula is:
σ2 = 1/(n - 1) Σ(xi - yi)2

Where σ is the tracking error
n is the number of periods over which it is measured
x is the percentage return on the portfolio in period i
y is the percentage return on the benchmark

Tracking error percentages should also be shown on an annualized basis. For example, if quarterly
performance is used in the spreadsheet calculation, multiply the calculated Tracking Error by the
square root of 4 to annualize the results. Assuming normal distribution of the return differences, the
Tracking Errors can be used to set general returns expectations. For example, a Tracking Error of
.02 would indicate that 66.7% of the time, the return would be within +/- 2% of the benchmark return.

Correlation
Correlation is a statistical measure of the degree to which two investments move relative to one
another. This measure is often used when comparing portfolio returns against appropriate
benchmarks. The Spearman’s Rho correlation is frequently used as it is nonparametric and requires
no normal distribution:

The correlation calculation will always yield a value between -1.0 and +1.0. A minimum of ten
periods must be used in for the correlation calculation to be statistically significant. A perfect
correlation of +1 indicates that both investments always move together, whereas a correlation of 0
indicates there is no relationship between the two, and a negative correlation indicates an inverse
relationship between the two. It is important to note that when calculating the correlation of a fund’s
return to a benchmark’s return, the result does not necessarily indicate the degree of
out/underperformance, but rather can only be used to predict that the returns move in the same or
opposite direction as the benchmark.
Leverage risk measurement is addressed in Chapter 2 of this manual.

Real Estate Fees and Expenses Ratio (REFER)
The REFER is a metric which measures the total fee and expense burden of a real estate fund.
When presented along with its related ratios, the REFER provides the user with a comprehensive
understanding of the total fund level fees and costs that were incurred during the measurement
period. The REFER and related ratios provide information as to both the type of fees and costs
incurred (investment management fee, transaction fee, etc.) as well as whether the fees and costs
were paid to the investment manager or a third-party.
The summary information on the REFER and related ratios that is included below is an abstract from
the Reporting Standards Performance Workgroup Guidance Paper titled Real Estate Fees and
Expenses Ratio (REFER): Calculating the Fee Burden of Private U.S. Institutional Real Estate
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Funds and Single Client Accounts 12 Please refer to that Guidance Paper for further details on the
REFER and related ratios including important information on which expenses to include/exclude, a
comparison between the REFER and INREV expenses ratios and an example disclosure table.
Such an illustration is also provided in Appendix D3.

REFER – Calculation Components
The REFER can be calculated as follows:
A) Base Investment Management Fees Ratio
B) + Performance Based Investment Management Fees Ratio
C) =Total Investment Management Fees Ratio
D) +Transaction Fees Earned by Investment Manager Ratio
E) =Total Fees Earned by Investment Manager Ratio (sum of C and D)
F) +Third Party Costs Ratio
=REFER (sum of E and F)

Base Investment Management Fees Ratio
Base Investment Management Fees
Weighted Average NAV

Base investment management fees are those which are typically earned by the investment manager
for providing on-going investment management services to the fund and are typically paid on a
recurring basis, such as monthly or quarterly.

Performance Based Investment Management Fees Ratio
Fund Level Performance Based Investment Management Fees
Weighted Average NAV
All performance based investment management fees must be included in the numerator regardless
of where they are recorded in the financial statements. This includes expensed incentive fees,
capitalized incentive fees, and carried interest or promotes and any related clawbacks that are
allocated to the investment manager via the equity accounts.

Total Investment Management Fees Ratio
Base Investment Management Fees Ratio + Performance Based Investment Management Fees
Ratio
Transaction Fees Earned by Investment Manager Ratio
Transaction Fees
Weighted Average NAV
Transaction fees include but are not limited to acquisition fees and disposition fees that may be
charged by the investment manager on specific transactions.
12

Reporting Standards Performance Workgroup. (July 2013) Real Estate Fees and Expenses Ratio (REFER): Calculating the Fee Burden of

Private U.S. Institutional Real Estate Funds and Single Client Accounts. www.reportingstandards.info
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Total Fees Earned by Investment Manager Ratio
Total Investment Management Fees Ratio + Transaction Fees Ratio

Third Party Costs Ratio
Total Fund Level Costs Earned by Third-Parties
Weighted Average NAV

Real Estate Fees and Expenses Ratio (REFER)
Total Fees Earned by Investment Manager Ratio + Third Party Costs Ratio
or
Total Fund Level Fees and Expenses (Rolling Four Quarters)
Weighted Average NAV (Rolling Four Quarters)

Applicable Fees and Expenses
This table is meant to be a guide, but it is ultimately up to the investment manager to ensure that all
fund level fees and expenses (unless otherwise exempt) are included in the appropriate ratio, and
those that are property specific are excluded. Please refer to Reporting Standards Handbook,
Volume II: Real Estate Fees and Expense Ratio, for definitions of the items listed.

REFER Classification
Base Investment Management (IM) Fees
Base IM Fees
Base IM Fees
Performance Based IM Fees
Transaction Fees
Transaction Fees
Transaction Fees
Transaction Fees
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs
Third Party Costs

Description
Asset management fees
Fund management fees
Project management fees
Performance fees including Carried Interest, Incentive
Fees, Clawbacks
Property acquisition fees
Property disposition fees
Property management fees
Wind-up fees
Audit costs
Bank charges
Custodian costs
Dead Deal costs
Other/misc. Vehicle costs
Professional Services costs
Transfer Agent costs
Valuation costs
Vehicle Administration costs
Vehicle Formation costs

REFER - Calculation Basics
The REFER and related ratios should be reported on a quarterly basis for U.S. Funds. If the REFER
and related ratios are reported, they must be:
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Presented as backward-looking metrics using actual fees that were incurred (accrual basis) and
recorded in the fund’s financial statements.



Presented on a rolling four quarter basis.



Calculated based on the fund’s weighted average Net Asset Value (“NAV”).



Reported with appropriate disclosures denoting the types of fees that are included in each ratio
as well as a description of the calculation methodology.

REFER - Calculation Methodology
REFER – Numerator Calculation
Please note that all fund level fees and costs must be included in the numerator of the REFER. This
includes fund level fees and costs that are recorded as an expense on the income statement,
capitalized on the balance sheet, charged directly to equity such as carried interest or promotes paid
to the investment manager 13, and fees that are paid directly to a service provider (including the
investment manager) that may not be recorded on the fund’s financial statements. In summary, all
fees and costs that are related to managing a real estate fund must be included in the REFER, and
all property-specific fees and costs (property management fee, real estate taxes, janitorial, utilities,
etc.) must be excluded. In addition, please note that both income taxes charged to the fund, and
joint venture partner fees and expenses should be excluded from the REFER and related ratios
calculation.
Furthermore, fees or costs that are incurred as a result of the real estate being part of a fund
structure must be included in the REFER and related ratios even if those fees are pushed-down to
the individual properties. For example, a fund level audit cost must be included even if that cost
gets recorded on the property’s books rather than the fund’s books.

REFER – Denominator Calculation
The denominator used in the REFER and related ratios must be the actual fund level weighted
average NAV. The weighted average NAV is calculated by starting with beginning of period NAV
(i.e. 1/1/xx NAV for a calculation at 12/31/xx) adding time-weighted contributions and subtracting
time-weighted distributions. Alternatively, a weighted-average NAV can be calculated for each of
the four individual quarters within the rolling four-quarter period and a simple average of the four
quarters can be used.
The beginning NAV that is used in the denominator must be the total fund level NAV that is reported
on the fund’s financial statements. This NAV will already be net of any non-controlling interest,
resulting in a NAV at the limited partner’s share. The beginning NAV must not be adjusted in any
way for the fees that are included in the numerators of the ratios (do not reduce the NAV by fees
incurred).
Contributions and distributions must all be on an after-fee basis. The contributions and distributions
must be weighted in a manner consistent with the methodology described in the time-weighted
return section of this manual for weighting cash flows in a fund level denominator calculation. The
denominator does not need to be adjusted for fees that are paid outside the fund but the numerators
of these ratios must include these fees.

13

Please note that the carried interest/promote that is considered a fee is only the incremental additional profits that are allocated to the

investment manager for outperforming the stated hurdle rate. For example, in a 90/10 JV, the investment manager may end up with a 50/50
allocation of profits after surpassing the hurdle. In this case the additional 40% allocation (50%-10%) would be considered a fee.
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Performance attribution
Overview
There are many ways to calculate performance attribution. Below is one of the more popular
methods. Each advisor needs to create performance attribution tools that best support the firm’s
decision making process.

Definition
Performance attribution is an analysis of the performance of an investment against its benchmark. .
It quantifies and explains the returns of a portfolio when compared to its appropriate benchmark. It
facilitates understanding of what decisions or events lead to the performance.

Equity attribution
The sources of active returns are identified into 3 categories that attempt to explain the active
decisions of a portfolio against a benchmark.
Allocation effects (sector) — the under/over weighting of a property sector to increase alpha.
Selection effect (property selection) — the active selection of an asset/property to increase alpha.
Interaction/Other effects — the combination of both allocation and selection decisions being made
simultaneously. This can be imbedded into selection effects or displayed as a standalone effect.
The interaction effect is the mathematical “cross product” which measures the residual piece not
accounted for under allocation and selection. The interaction effect represents the difference in
sector weight multiplied by the difference in sector return.

Brinson-Fachler Model with Interaction Effect
Allocation Effects

Selection Effect

Interaction Effect

(Br — BR) * (PW — BW)

BW * (Pr — Br)

(PW — BW) * (Pr — Br)

BW
Br
BR
PW
Pr

= Benchmark sector weight
= Benchmark sector return
= Benchmark total return
= Portfolio sector weight
= Portfolio sector return

Brinson-Fachler Model without Interaction Effect
Allocation Effects (includes interaction effects)
(Br — BR) * (PW — BW)
BW
Br
BR
PW
Pr

Selection Effect
PW * (Pr — Br)

= Benchmark sector weight
= Benchmark sector return
= Benchmark total return
= Portfolio sector weight
= Portfolio sector return
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Contribution/Absolute attribution
Contribution Effect aims to quantify an assets and sectors contribution to the total return of the fund.
It does not compare the performance against a benchmark but instead looks to how much each
asset/sector contributed to the fund’s total return. It should always equal the portfolio’s total return.
Contribution effect
(PW * PR)
PW
PR

= Portfolio weight
= Portfolio return
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Introduction
Overview
This section of the Performance and Risk Manual establishes and implements consistent risk
measurement standards, topics, metrics and information reporting for investors in order to
improve transparency and investment decision making. It responds to increased investor demand
for more information to better understand, measure, and manage debt-related investment risks. It
recognizes the fundamental role that debt strategy plays in the commercial real estate industry.

Why is there a need to report on Leverage Risk?
There is a need to report leverage risk because leverage is an important component that
increases the volatility of returns. In economic upturns, increased leverage increases returns
exponentially. In economic downturns, increased leverage lowers returns exponentially.
When leverage is utilized, it can significantly alter the risk and return profile of the investment and
the related portfolio. For example:





Leverage directly affects (increases) return volatility
Secured, non-recourse debt can provide the borrower with a “put option” limiting borrower
downside to the value of its equity
Collateralized borrowing frees up equity capital for deployment in new investments
Under negative scenarios, leverage can lead to financial distress, force suboptimal
investment decisions and distract investment advisors from seeking profitable ventures

Because of these factors, consultants, fund investors, and prospective fund investors view
leverage reporting with great interest. Providing definitional clarity and consistent disclosure will
lead to increased homogeneity of reporting helping investors better understand potential fund risk,
its expected return for the risk taken, the potential for investment loss, and the fund's risk and
return expectations compared with other investment options14

14

Risk Webb 2.0: An investigation into the causes of Portfolio Risk, March 2011, published by the Investment Property Forum and based

on data from IPD
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Defining leverage
Definition
Per Eugene F. Brigham, in his textbook Fundamentals of Financial Management15, leverage is
defined as a general term for any technique to multiply gains and losses. Common methods to
attain leverage are to borrow money or to use derivatives.
Confusion may arise when people use different definitions for leverage. The term is used
differently in investments and corporate finance, and has multiple definitions in each field, giving
rise to varying names such as “accounting leverage”, “economic leverage”, “financial leverage”,
etc.
In institutional real estate investment arena, leverage is typically referred to as using debt and
other debt-like instruments to acquire assets. In essence, the use of leverage lowers the equity
required to fund an investment by sharing the risk of the investment with the lender. Leverage
may decrease or increase returns beyond what would be possible through an all equity
investment.

Leverage Spectrum
The Leverage Spectrum (Exhibit 116 below) illustrates the variety of complex debt structures that
can be utilized by institutional real estate advisors on behalf of investors. The Leverage
Spectrum serves to facilitate clear understanding, comparability and consistency of leverage
positions within funds thereby fostering effective qualitative and quantitative analysis and
monitoring.

The elements on the left side of the spectrum are generally reported within the fair value GAAP
based financial statements and usually can be identified directly on or embedded within the
Statement of Net Assets. Fund advisors frequently use these leverage elements to calculate
15

16

Eugene F. Bringham and Joel F. Houston, Fundamentals in Financial Management, Cincinnati: South-Western College Pub, 199
The elements within each tier were identified through research, analysis and discussions with industry participants
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leverage ratios and other measures of leverage risk. Moving towards the right side of the
spectrum, the elements become increasingly opaque, not easily-quantifiable, and/or may not be
identified within the financial statements or footnotes. Elements in Tier3 are disclosed to
investors in a variety of ways, be it in the periodic reporting package, investment summaries, or
presentations, etc.
It is important to note that in some cases fund management may not be contractually entitled to
the information necessary to calculate or extract the leverage within the investment (e.g. an
investment in a joint venture with a foreign partner). In such cases, disclosures are appropriate
and suggestions are provided within this guidance. In addition, in some cases the timing for
receipt of this information may lag investor report deadlines. In those instances, reporting such
information on a lag basis may be appropriate.
The definitions associated with the elements included in the three tiers follows.

Tier1
Tier1 (T1) elements are generally utilized to invest in real estate within more traditional
investment structures such as investments which are wholly owned or acquired through joint
ventures. Also, T1 leverage is more commonly used for operating properties (as opposed to
development) within the office, retail, apartment or industrial property types. Generally, T1
leverage elements are found on the face of the Fund’s Statement of Net Assets for wholly owned
and consolidated joint ventures or are reported net for either equity joint ventures, other equity
investments, or investments made by investment companies (depending on whether the
Operating or Non-Operating reporting model is utilized). In addition, T1 elements include debt
secured by the Fund for whatever purpose.
It should be noted that T1 leverage can be calculated based on either cost (T1 leverage (C) or fair
value (T1 leverage (FV)). The Reporting Standards require T1 leverage at cost.
The following are common T1 elements:

Fund’s Economic Share of Non-Operating Model debt
Generally, as consolidation is not allowed under the Non-Operating Model, the assets and
liabilities associated with any investment are shown net. The T1 leverage includes the Fund’s
Economic Share of leverage elements that are embedded in these investments.
Fund’s Economic Share of Operating Model debt
Funds that are reporting under the Operating Model may have interests in an entity (e.g. joint
venture), which itself (or through another entity) invest in real estate assets, which are leveraged.
T1 leverage should include the Fund’s Economic Share of leverage elements that are reported on
the Fund’s Statement of Net Assets for consolidated entities and leverage elements that are
embedded in unconsolidated equity investments.
Subscription lines backed by commitments (drawn balance)
Subscription-secured credit facilities are revolving lines, drawn upon to make acquisitions and
then paid down from capital calls and/or asset-level borrowing. Typically, their terms coincide
with a Fund’s investment period during which capital can be called.
The collateral is a pledge of investors’ capital commitments to the Fund, the Fund’s rights to call
that capital and enforce the investors’ capital funding obligations, and the accounts into which
capital is funded. In most instances, the ‘‘borrowing base’’ is limited to a certain percent of the
amount of unfunded capital commitments of creditworthy investors (called ‘‘Included
Investors’’). Thus, subject to the credit line’s maximum loan amount, the amount a Fund can
borrow grows as more Included Investors are closed into the Fund, and then ultimately shrinks as
more capital is called over time.
Subscription lines usually are put in place amidst a series of fundraising closings and are sized
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accordingly. The lead lender(s) may first do a ‘‘bridge facility’’ that is replaced by a larger,
‘‘permanent facility’’ as the Fund reaches the necessary size and syndicated co-lenders are
added. Fund documents often limit the amount of time that subscription line borrowings may be
outstanding (e.g. 90 or 120 days) and many fund advisors use a subscription line as a means to
manage the capital call process and attempt to limit capital calls to once a quarter to ease the
administrative burden for its investors. As a Fund acquires assets and matures, it may obtain an
unsecured credit line that can be tapped to manage liquidity needs as the subscription line tails
off.
Only the drawn balance of subscription lines that have the ability to be outstanding for more than
90 days and/or when the advisor has the ability to extend the term is included in Tier1 debt. In
these cases, the subscription line has more leverage characteristics.

Unsecured Fund Level Debt
Unlike subscription lines back by investors’ commitments, unsecured fund level debt is any
liability at the fund level that is not secured by collateral.
Wholly- Owned Property Level Debt
Funds may be directly invested in real estate assets and debt reported on the Fund’s Statement
of Net Assets for wholly-owned properties should be included in T1 leverage. Other property
level debt such as second mortgage liabilities and mezzanine debt liabilities should also be
included in T1.

Tier2
Generally, the elements in Tier 2 (T2) are “debt-like,” as subject to certain conditions and
contingencies, and have the same impact as debt in that they put the Fund investor’s capital at
additional risk. Unlike Tier 1, these items are generally not thought of as traditional debt. In
addition, unlike elements in Tier 3 below, the amount of the leverage in Tier 2 is more easily
quantifiable.
T2 leverage elements are generally associated with more complex investment structures and less
traditional investments. In some cases, quantitative and qualitative information about the
leverage associated with these investments may be contained in the footnotes to the financial
statements (e.g., forward contracts). In other cases, quantitative and qualitative information may
not be reported within the financial statement report but are likely available (e.g., debt senior to
debt investments made by a Fund) within the investment advisor’s organization.
It should be noted however, that if leverage is utilized to make the investment, then that leverage
is included in T1 above. For example, if the Fund made an investment in a second mortgage
using both cash and debt, the debt would be in T1. However, the first mortgage that is senior to
the Fund’s second mortgage investment would b be in T2.

Convertible Debt
Convertible debt in the form of a mortgage gives the lender an option to purchase a full or partial
interest in the property (or the entity that owns it) after a specified period of time allowing the
lender to convert the mortgage into equity ownership. Usually, with this type of purchase option,
the lender will accept a lower interest rate in exchange for the conversion option.
Debt Senior to a Fund’s Debt Investments
Funds invest in real estate through a variety of investment structures including investments in
debt instruments. These debt investments may take the form of senior debt, subordinated debt,
participating mortgages, etc. With some debt investments, the Fund’s investment is subordinated
to other debt on the property. This other debt is senior to the Fund’s debt investment and
accordingly, depending on the performance of the asset on which the Fund’s debt investment was
made, the Fund’s equity holders are at risk. As an example, although the investment in
mortgages is an indirect investment in real estate, the risk taken by investors in these
transactions is similar to the risk taken by the Fund when equity investments are made in joint
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ventures which hold leveraged properties. It should be noted that the amount of debt which is
senior to a Fund’s debt investment is not shown on the face of the financial statements for either
the Operating or Non-Operating Model and may not be disclosed in the footnotes since the Fund
has not made a direct investment in the debt which is senior to the Fund’s debt investment.

Forward Commitments
Real estate investment advisors, on behalf of the Funds and accounts they manage, periodically
enter into forward commitments (contracts) to acquire, for a fixed price, real estate investments to
be constructed in accordance with predetermined plans and specifications. Such forward
contracts are subject to satisfaction of various conditions, including the completion of
development of the underlying real estate project pursuant to approved plans and specifications
within prescribed budget and time limits. Failure of a project to satisfy these conditions generally
provides the Fund with the option not to fund the investment. For each project, the amount of the
Funds' investment and conditions under which it will invest are the subject of formal
documentation between Fund, the developer and the construction lender.
In addition to the risks inherent in any real estate investment, there are additional risks related to
the development of new property. Under the forward contract structure, each partner accepts
specific risks related to their role in the partnership. For example, the primary risks of
development, cost overrun and completion risks could be retained by the developer; and in this
case, , the developer would be responsible for the project costs in excess of an investment
budget approved by the investor at the commencement of development. The Fund provides the
capital commitment and may accept the leasing risk by pledging to acquire the asset upon
construction completion. The Fund provides a construction lender guarantee, which mitigates the
repayment risk and allows the lender to offer favorable construction financing terms to the
developer. Upon acquisition of the new property, the Fund typically invests a majority of the
equity.

Interest Hedging Instruments
A hedging instrument is a financial instrument whose cash flows should offset changes in the
cash flows of a designated hedged item (asset, liability, or investment)
 Caps
Maximum increases allowed in interest rates, payments, maturity extensions and negative
amortization on reset dates.


Interest Rate Swaps

Two parties exchange a floating interest rate for a fixed interest rate or vice-versa.

Operating Company (Level) Leverage
Operating company leverage is the Fund’s Economic Share of the leverage reported on the
books of the Operating Company. If an investment is made by the Fund in an operating company
using cash and leverage then that leverage is included in T1. The leverage which the operating
company has on its corporate books should be included in T2.
Preferred Stock (Mandatory Redeemable)
Preferred stock is frequently used to capitalize operating companies or public REITs. In addition,
a Fund can be structured as a corporation and capitalized with preferred stock. In all cases,
preferred stock has preference over common stock in the payment of dividends in the Fund and
in the distribution of corporation assets in the event of liquidation. Preference means the holders
of the preferred stock must receive the dividend before holders of common shares. Normally this
type of stock comes with a fixed dividend rate and may or may not come with voting privileges.
From a legal and tax standpoint, preferred stock is considered equity not debt even though it has
characteristics of debt (through dividends) and equity (through potential appreciation). Because
of its debt-like characteristics, preferred stock is included in T2.
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TIF Notes/ City Improvement Financing
“TIF” or Tax Incremental Financing is a public financing method used for redevelopment,
infrastructure and other city improvement projects. This type of financing uses future gains in
taxes to subsidize current improvements that are projected to create those gains.

Tier3
Tier3 (T3) leverage includes the leverage within investments that is not readily or easily
quantifiable due to their contingent nature; however, the use of any of these instruments by the
Fund is generally disclosed within the footnotes to the financial statements.

Carve-Outs Related to Lending Activities
When the term carve-out is used within lending, it describes provisions within nonrecourse
commercial real estate loans where the borrower may become personally liable in the event of
certain egregious acts (e.g., fraud). In recent years, many lenders have expanded the scope of
such “carve-outs” to include risks of exposure to the property’s economic deterioration or neglect.
Some nonrecourse provisions provide that the borrower is liable for the specific damages
resulting from the violation or breach of a carve-out, while others state that the entire loan
becomes recourse to the borrower if any of (or certain of) the excepted acts occurs.
Contingent Liabilities
A contingent liability is defined as an existing condition, situation, or set of circumstances
involving uncertainty as to possible outcome (such as Guarantees and/or Carve-Outs) to an
enterprise that will ultimately be resolved when one or more future events occur or fail to occur.
Credit Enhancements
Credit enhancement is additional collateral, insurance, or third party guarantee required by the
borrower generally in exchange for a lower interest rate or cost of capital.
Fund Level Guarantee/Investor Guarantee
Guarantee is a credit enhancement by an issuer (in this case, either the investor or the fund).
Examples include:
a)
b)
c)

a guarantee of timely payment and/or ;
a guarantee of payments to the security holder in the event of a cash flow shortfall from the
mortgage pool jeopardizing promised coupon payments, and/or;
a guarantee of repayment of principal to the security holder. Such guarantees may be limited
and they may be provided in part by the issuer with a third-party guarantee for any losses in
excess of some specified limit. In any case, the ability of the issuer or third party to perform
on the guarantee must be considered by the investor.

Letters of credit (LOC)
Letters of credit are often used in real estate transactions to secure obligations. Instead of
providing a cash deposit, a buyer, borrower or tenant may secure its obligations under a contract
of sale, loan commitment, or lease with a letter of credit.
A letter of credit is a commitment made by a bank or other party (the “issuer”), upon the
application of the issuer’s client (the “applicant”), to pay the amount of the letter of credit to a third
party (the “beneficiary”) upon the beneficiary’s submission to the issuer of the documents listed in
the letter of credit. By separate reimbursement agreement, the applicant agrees to reimburse the
issuer for any liability incurred by the issuer under the letter of credit.

Performance Bonds
A type of surety bond that guarantees the contract will be completed according to its terms and
conditions of the contract.
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Surety Bonds
A surety bond ensures contract completion or compensation in the event of a default by the
contractor. A project owner (often in development projects) seeks a contractor to fulfill a contract.
In the event of the contractor defaulting, the surety company will be obligated to find another
contractor to complete the contract or provide compensation to the project owner.
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Fund level leverage risk
measures
Introduction
The leverage measures included in this section are suitable to analyze the impact of leverage on
the Fund taken as a whole.

Fund T1 Total Leverage
Fund T1 Total Leverage includes all of the T1 elements shown in the chart on page 48. Fund T1
Total Leverage must include any Fund-level debt, but not other liabilities such as accounts
payable or accrued expenses. Total leverage is not reduced by the Fund’s cash balances. An
illustration of the Fund T1 Total Leverage can be found in Appendix A2.
Note that Fund T1 Total Leverage can be calculated on either a cost basis (Fund T1 Total
Leverage (C), that is, the remaining principal balance or a fair value basis (Fund T1 Total
Leverage (FV)). The Reporting Standards require Fund T1 Total Leverage at cost.

Fund T1 Leverage Measures
The Fund T1 leverage measures presented below have been derived from measures commonly
used by lenders to understand the risk associated with making a loan on an investment. The
Fund T1 Leverage Percentage has been derived from the Loan to Value Ratio (LTV) and the
Fund T1 Leverage Yield has been derived from the Debt Yield. As with many measures of
performance and risk, attribution analysis would be necessary to analyze contributors to the
fund’s performance and facilitate the development of appropriate strategies beneficial to the
fund’s equity holders.
The following measures are calculated using Fund T1 Total Leverage – cost basis (Fund T1 Total
Leverage (C)).

Fund T1 Leverage Percentage
Definition
The Leverage Percentage is arguably the most widely used measure of leverage for monitoring
financial risks in a real estate portfolio. The Leverage Percentage indicates what proportion of
debt a fund has relative to the value of its assets. This measure shows stakeholders in the fund
the level of fund leverage along with the potential risks the fund faces in terms of its debt load.
When Fund T1 Total Leverage (C) is used in the numerator, the stakeholders gain an
understanding of the Fund’s ability to pay the lender.
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Calculation
Simply stated, the T1 Leverage Percentage is:
Fund T1 Total Leverage (C)
Total Gross Assets
Used in conjunction with other measures of financial health, the Fund T1 Leverage Percentage
can help investors determine an entity’s level of financial and potential default risk. The measure
is sensitive to changes in cap rates (i.e., valuation changes).
Our industry utilizes two primary reporting models – Operating and Non-Operating. In order to
calculate a Fund T1 Leverage Percentage which is model-neutral and considers the Fund’s
Economic Share of leverage on investments, adjustments are required to the denominator of the
Fund T1 Leverage Percentage (i.e., Total Gross Assets) as follows:
Operating Model:

Fund T1 Total Leverage (C)
Total balance sheet assets- Joint Venture* partner’s economic share of total assets

Non-Operating Model:

Fund T1 Total Leverage (C)
Total balance sheet assets+ Fund Economic Share of total Joint Venture* liabilities
* As used herein Joint Venture includes investments which are other than wholly owned by the Fund including, but
not limited to: joint ventures, limited partnerships, investments in C-corporations, etc.

It is important to note that the Operating Model may include some investments that are subject to
consolidation and other investments are subject to equity method accounting. Separate
adjustments to the denominator need to be made on an investment by investment basis.
Investments subject to consolidation will be adjusted using the formula for the Operating Model
and those investments subject to equity method accounting will need to be adjusted using the
formula for the Non-Operating Model. Please refer the example shown in Appendix A2.

Gross assets
The Fund T1 Leverage Percentage is based on the Fund’s Economic Share of total gross assets
of the Fund. For the Operating and Non-Operating Models, total balance sheet assets from the
financial statements are adjusted as shown in each formula presented above. Total assets rather
than real estate assets is used as an indicator of the amounts available to satisfy debt liabilities.
In addition, since cash and other assets are frequently part of equity (e.g. joint venture)
investments and such investments can be presented and accounted for differently depending on
which model is used by the Fund, including all gross assets enhances the comparability of the
ratio across funds.
Assets excluded from the T1 Leverage Percentage
If Tier1 leverage associated with investments is excluded from the calculation, disclosures should
be made including an explanation of why the leverage is being excluded from the leverage
calculation, along with what percent or dollar amount of the investment is included in total gross
assets. (See the Leverage Spectrum discussion above.)
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Illustrations and disclosures
Illustrations of the Fund T1 Leverage Percentage calculations under both models along with
related disclosures can be found in Appendix A2.

Fund T1 Leverage Yield
The Fund’s T1 Leverage Yield is calculated as the Fund’s net investment income divided by the
Fund’s T1 Total Leverage (C).
Fund T1 Leverage Yield

Fund’s Net Investment Income before Interest Expense
Fund T1 Total Leverage (C)
Depending on the reporting model presented (operating vs. non-operating) the Fund’s T1
Leverage Yield may not be comparable across Funds. One should consider this when trying to
compare Fund performance.
The higher the Fund’s T1 Leverage Yield the better because risk is lowered.
For example, a
Fund may have a leverage yield which is significantly higher than current rates because it has a
low leverage percentage. Depending on weighted average interest rates on existing debt and
weighted average remaining term, Fund management could make a decision to finance or
refinance to increase equity. Whereas the Fund’s leverage percentage provides a measure of
exposure to leverage and is sensitive to changes in value, the Fund’s leverage yield provides an
indication of an ability to pay (or cover) loan principal balances when due and is not sensitive to
changes in value.

Weighted Average Interest Rate of Fund T1 Leverage
The weighted average interest rate provides a measure of impact of debt service on income. The
weighted average interest rate is defined as the average interest rates of both fixed and floating
rate debt at period end weighted by the outstanding principal balances at period end. Premiums
or discounts associated with the valuation of debt should be excluded from this measure.
The following is an example of the calculation:

Average
Interest Rate
@ Period End

Outstanding
Principal Balances
@ Period End

Weight*

Weighted
Average
Interest Rate

Fund's Economic
Share of debt

5.50%

20,000,000

0.29851

0.0164

Subscription line
backed by commitment

6.25%

15,000,000

0.22388

0.0140

Wholly owned property
level debt

4.15%

32,000,000

0.47761

0.0198

67,000,000

1.00000

T1 Total Leverage

0.0502
5.02%

*outstanding principal balance for each debt divided by the total outstanding balance
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Weighted Average Remaining Term of Fixed-Rate Fund T1 Leverage
The weighted average remaining term provides a measure of determining exposure to refinancing
risks associated with fixed-rate debt. Generally, the classification of a loan as fixed rate debt
depends upon what is stipulated in the loan documents without regard to triggers associated with
the breach of loan covenants. The weighted average remaining term of fixed-rate Fund T1
Leverage is the average remaining term until the maturity date weighted by the outstanding
principal balances. The remaining term is defined as the period between the period end and the
maturity date measured in years and fractional months. Extension periods that have not been
formally exercised should not be included in the remaining term measure. The weighted average
remaining term of fixed rate Fund T1 Leverage is calculated using Fund T1 leverage which has a
fixed interest rate as follows:
P1 r1+ P2 r2 + P3 r3+ P4 r4 +…
P
P
P
P
Pi =principal balance of each debt
P = total principal balance of all debt
ri = remaining term of each debt (years)
A disclosure of the total amount of T1 leverage which is fixed-rate debt must be provided when
this measure is presented.

Weighted Average Remaining Term of Floating-Rate Fund T1 Leverage
The weighted average remaining term provides a measure of determining exposure to refinancing
risk. Generally, the classification of a loan as fixed rate debt depends upon what is stipulated in
the loan documents without regard to triggers associated with the breach of loan covenants. The
weighted average remaining term of floating-rate Fund T1 Leverage is the average remaining
terms until the maturity date weighted by the outstanding principal balances. The remaining term
is defined as the period between the period end and the maturity date measured in years and
fractional months. Extension periods that have not been formally exercised should not be
included in the remaining term measure. The weighted average maturity of floating rate Fund T1
Leverage is calculated using Fund T1 leverage which has a floating rate of interest as follows:
P1 r1+ P2 r2 + P3 r3+ P4 r4 +…
P
P
P
P
Pi =principal balance of each debt
P = total principal balance of all debt
ri = remaining term of each debt (years)
A disclosure of the total amount of T1 leverage which is floating-rate debt must be provided when
this measure is presented.
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Investment level leverage risk
measures
Introduction
The leverage measures included in this section are suitable to analyze the impact of leverage at
the investment level.

Debt Service Coverage Ratio (DSCR)
The debt service coverage ratio is used to measure the amount of cash flow from the
property/investment’s operations that is available to meet annual interest and principal payments
on debt. A DSCR of greater than 1 would mean there is a positive cash flow and conversely less
than 1 would imply a negative cash flow. For example, a DSCR of .95 would suggest that there is
only enough net operating income to cover 95% of annual debt payments (i.e., principal and
interest). This would mean that the borrower would have to source funds elsewhere to keep the
project meeting its debt payment obligations.
A potential drawback of the DSCR is that under low interest rate environment, the DSCR ratio can
be misleading by implying that there are enough cushions to cover debt payments. For this
reason, Debt Yield is a complementing and important metric to look into when evaluating impact
the amount and structure of leverage have on cash flows.
Debt service coverage ratio

Net Operating Income (NOI)
Debt Service Payments (principal & interest)

Debt yield
The debt yield ratio is defined as the net operating income (NOI) divided by the outstanding (loan)
amount. The formula is

Debt yield

Net Operating Income (NOI)
Outstanding Loan Balance
The higher the debt yield, the lower the risk. The debt yield is useful for three reasons:
 Provides an assessment of the ability to pay currently by focusing on net operating income:
o Ignores appraised value
o Isn’t sensitive to changes in interest rates
o Provides information on real time changes in net operating income
 Provides assessment of ability to pay back principal when due
 Helps to assess refinancing risk by comparing result with current market interest rates

Ability to pay
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It is important to note that the debt yield does not look at the cap rate used to value the property,
the interest rate on the commercial lender's loan, nor does it factor in the amortization of the
lender's loan. The only factor that the debt yield ratio considers is how large of a loan the
commercial lender is advancing compared to the property's NOI. It ensures that low interest rates
or rising values do not cause more leverage to be introduced at a potentially bad time in the cycle.
The use of this measure is becoming more common as a result of recent financial crisis.
Previously, the debt service coverage ratio and the LTV were the most common measures
utilized. The debt yield provides an additional measure of leverage risk.
Whereas the debt service coverage ratio (DSCR) measures the ability to pay principal and
interest currently, the debt yield measures the expected return to the investor in the event of
default by the borrower. As an example, assume that a DSCR on a loan dips below 1 - a signal
that the loan cannot be paid currently. The loan could be refinanced by either a reduction in
interest rate, or an extension of term. Further, if net operating income is unchanged, the DSCR
could rise above 1. Without consideration of the impact on the debt yield, it may appear that the
risk to the lender is reduced. However, in this example with no other changes, the debt yield
would drop signaling that the lender would need to accept a lower return in the event of default.
Contrasted with LTV, the debt yield is not sensitive to capital value changes (i.e., cap rates). The
debt yield focuses on the comparison of net investment income to total leverage. Accordingly, a
reduction in the debt yield is immediately triggered if net investment income falls. The LTV
changes as valuation changes are recognized, which may lag.

Refinancing risk
An example of how the debt yield helps to assess refinancing risk follows. Assume a commercial
property has an annual NOI of $4,500,000, and the lender has been asked to make a loan in the
amount of $60,000,000. Under this scenario, the debt yield ratio is 7.5%. This means that the
lender would receive a 7.5% cash-on-cash return on its money if it foreclosed. Currently, a Debt
yield ratio of 10% is considered by most lenders the lowest number that most are willing to
advance. Therefore, refinancing may not be possible without other consideration.

Loan to Cost (LTC)
Loan-to-cost at the investment level is a ratio used to compare the amount of the loan used to
finance a project to the cost to build the project. LTC does not change based on changes in
valuation. For example, if the project cost $100 million to complete and the borrower was asking
for $80 million, the loan-to-cost (LTC) ratio would be 80%. The costs included in the $100 million
total project cost would be land, construction materials, construction labor, professional fees,
permits, landlord contributions toward lease up, and so on.
The LTC ratio helps commercial real estate lenders assess the risk of making a construction loan.
The higher the LTC ratio, the higher is the risk.
Loan to cost – Investment

Outstanding Loan Balance
Property/ Investment Ending Cost
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Loan to Value (LTV)
Loan to value ratio at the investment level represents how much of a property is being financed.
Higher loan to value ratios mean higher risk for the lender. For example, a $120,000 mortgage
on a $200,000 investment has a loan to value ratio of 60%.

Loan to value ratio – Investment

Third Party Debt
Property/ Investment
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Other leverage terms and
definitions17
Introduction
This section provides definitions of common loan characteristics.

Cross Collateralization
Cross collateralization is the act of using an asset that is currently being used as collateral for a
loan as collateral for a second loan.

Economic Share
A term used to describe the ownership of the Fund’s interest in a particular investment based on
the current period waterfall (i.e., hypothetical liquidation) calculation. At different points in the life
of the investment, the Economic Share may differ from the contractual share of the investment. If
the difference between the Economic Share and the contractual share is not material, then the
contractual share can be used as an approximation for purposes of calculations which utilize the
Economic Share.

Interest Rate Types
Fixed Rate Debt – Fixed rate debt has a pre-determined or locked interest rate or coupon that is
payable at specified dates. Due to its fixed nature, the fixed-rate debt is not susceptible to
fluctuations in interest rates.
Floating Rate Debt - Floating rate contains a variable coupon that is commonly equal to a money
market reference rate, or a federal funds rate plus a specified spread. Although the spread
remains constant, the majority of floating rate debt contains periodic coupons that pay interest on
that periodicity with variable percentage returns. At the beginning of each coupon period, the rate
is calculated by adding the spread with the reference rate. This structure differs from the fixedbond rate which locks in a coupon rate.
Hedged % - The percentage of floating rate debt that has been transformed into fixed rate debt
through interest rate swaps or other types of derivatives.

Leverage Limits
Leverage limits are restrictions put on an advisor, typically governed by the fund organizational
documents, which may limit the amount or type of leverage that can be used in a Fund. There
could also be individual investment level leverage limits as well. Restrictions may include a limit
on the maximum percentage of leverage that can be used to make new investments or on total
gross asset value, limit the use of recourse vs. non-recourse debt, or place limitations on pledging
investor commitments or providing Fund guarantees, among others.

Loan Covenants
Loan covenants are stipulations in a commercial loan or bond issue that require the borrower to
fulfill certain conditions or which forbids the borrower from undertaking certain actions or possibly
restricts certain activities to circumstances when other conditions are met.

17

These definitions were developed through a variety of online resources and original work
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Typically, violation of a covenant may result in a default on the loan being declared, penalties
applied or the loan being “called”, meaning all future payments due under the loan are deemed to
be due and payable immediately.
The loan documents typically have provisions to specify soft vs. hard covenants, testing periods,
cure methods (if any), and extension options.
Typical covenants for real estate related loans stipulate to minimum/maximum Loan to Value
Ratio (LTV), Debt Service Coverage Ratio (DSCR) and Interest Service Coverage Ratio (ISCR).

Loan Types
Bridge Loan - a short-term loan used as interim financing, pending the arrangement of larger or
longer-term financing.
Construction Loan - is any loan where the proceeds are used to finance construction of some
kind. In the United States Financial Services industry, however, a construction loan is a more
specific type of loan designed for construction and containing features such as interest reserves,
where repayment ability may be based on something that can only occur when the project is built.
Thus, the defining features of these loans are special monitoring and guidelines above normal
loan guidelines to ensure that the project is completed so that repayment can begin to take place.
Industrial Revenue Bonds – Also known as low floater tax exempt bonds or tax exempt real
estate bonds. Originally used as a vehicle by which municipalities could encourage socially
responsible investing in the apartment and industrial sectors. They are only available on new
construction but are assumable. There are government reporting requirements associated with
these low interest rate loans.

Non-Recourse Debt
A non-recourse mortgage financing is a loan with no source of repayment beyond the mortgaged
collateral.

Recourse Debt
Recourse debt refers to a legal agreement by which the lender has the legal right to collect
pledged collateral in the event that the borrower is unable to satisfy debt obligations. Recourse
lending provides protection to lenders, as they are assured to have some sort of repayment either cash or liquid assets. Traditionally, companies that issue recourse debt have a lower cost
of capital, as there is less underlying risk in lending to that firm.
There are varying levels of recourse. For example, different loans may involve full recourse,
partial recourse, “springing recourse,’ and recourse carve outs. It is important to note that the
recourse nature of debt can have a significant effect on a portfolio’s risk profile. Therefore,
disclosure on the percentage of the recourse in the portfolio along with the nature of the recourse
is generally provided in the footnotes to the financial statements.
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A1- Formulas
Part 1 of this appendix is a compilation of the formulas contained in the Manual. Details and
explanations are included in the applicable chapter.

Debt service coverage ratio
Net Operating Income (NOI)
Debt Service Payments (principal & interest)

Debt yield
Net Operating Income (NOI)
Outstanding Loan Balance

Distributed income formula
Distributed Income
Weighted Average Equity

Distribution return formula
LP Distributed Net of Fees
LP Weighted Average Equity

Distribution to Paid-in Capital Multiple (see Realization Multiple)
Fund T1 Leverage (also see Appendix A2)
Fund T1 Leverage Percentage (also see Appendix A2):
Operating Model:
Fund T1 Total Leverage (Cost basis)
Total balance sheet assets- Joint Venture* partner’s Economic Share of total assets

Non-Operating Model:
Fund T1 Total Leverage (Cost basis)
Total balance sheet assets+ Fund’s Economic Share of total Joint Venture* liabilities
* As used herein Joint Venture includes investments which are other than wholly owned by the Fund
including, but not limited to: joint ventures, limited partnerships, investments in C-corporations, etc.
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Fund T1 Leverage Yield
Fund’s Net Investment Income before Interest Expense
Fund T1 Total Leverage (Cost basis)

Internal Rate of Return (IRR)
F0

+

F1

+

F2

+
2

1+IRR

(1+IRR)

F3

+ .. +
3

(1+IRR)

Fn

=0
n

(1+IRR)

Investment multiple or total value to paid-in capital multiple (TVPI)
TV
PIC
TV = Total value
Fund:
Investment:
Property:

Sum of residual fund net assets (NAV) plus aggregate fund distributions
Sum of residual investment net assets (NAV) plus aggregate distributions
Sum of property fair value (net of debt) plus aggregate distributions (note: if actual
property distributions are not separately maintained, estimates can be calculated
by aggregating the property’s net operating income (after interest expense) and
subtracting principal payments).

PIC = Paid in capital
Fund: Cumulative capital contributed to the fund
Investment: Cumulative capital contributed to the investment
Property:
Cumulative capital contributed to the property (note: if actual property contributions
are not separately maintained, estimates can be calculated by aggregating cash
paid at acquisition plus capital additions)

Loan to cost
Outstanding Loan Balance
Property/ Investment Ending Cost

Loan to value ratio
Third Party Debt
Property/ Investment

Money-weighted Return (see IRR)
Paid-in capital multiple or paid-in capital to committed capital multiple (PIC)
PIC
CC
PIC = Paid in capital
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Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cash invested in the property (cash at acquisition plus capital additions)

CC = Committed capital
Fund:
Investment:
Property:
reserves)

Cumulative fund PIC plus unfunded capital
Cumulative investment PIC plus unfunded capital
Cumulative property PIC plus unfunded commitments (e.g. renovation

Price change return formula
LP NAV1 ex distribution — LP NAV0 ex previous quarter distribution + LP redemptions —
LP Contributions
LP Weighted Average Equity

Real Estate Fees and Expenses Ratio (REFER)
Total Fees Earned by Investment Manager Ratio + Third Party Fees and Expenses Ratio
or
Total Fund Level Fees and Expenses (Rolling Four Quarters)
Weighted Average NAV (Rolling Four Quarters)

Realization multiple or cumulative distributions to paid-in capital multiple (DPI)
D
PIC
D = Total distributions
Fund:
Investment:
Property:

Aggregate fund distributions paid since inception
Aggregate investment distributions paid since inception
Aggregate property distributions paid since inception (note: if actual property
distributions are not separately maintained, estimates can be calculated by
aggregating the property’s net operating income (after interest expense) and
subtracting principal payments).

PIC = Paid in capital
Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cash invested in the property (cash at acquisition plus capital additions)

Residual multiple or residual value to paid-in capital (RVPI)
RV
PIC
RV = Residual value
Fund:

Net asset value (NAV) of the fund
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Investment:
Property:

Net asset value (NAV) of the investment
Property fair value net of debt

PIC = Paid in capital
Fund:
Investment:
Property:

Cumulative capital contributed to the fund
Cumulative capital contributed to the investment
Cash invested in the property (cash at acquisition plus capital additions)

T1 Leverage (see Fund T1 Leverage)

Time-weighted returns
Fund level time-weighted returns
Appreciation return (after fee, leveraged)
Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
Appreciation return (before fee, leveraged)
Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
Net investment income return (after fee, leveraged)
NII
NAVt-1 + TWC - TWD

Net investment income return (before fee, leveraged)
NII + AF + IFE
NAVt-1 + TWC - TWD
Total return (after fee, leveraged)
NII + Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
Total return (before fee, leveraged)
NII + AF + IFE + Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
NII
AF
IFE
IFC
NAVt-1
TWC
TWD

= Net investment income (after interest expense)
= Advisory fee expense
= Incentive fee expense
= Change in capitalized incentive fee
= Net asset value of investment at beginning of period
= Time weighted contributions
= Time weighted distributions
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Investment level time-weighted returns
Appreciation return (after fee, leveraged)
Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
Appreciation return (before fee, leveraged)
Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
Net investment income return (after fee, leveraged)
NII
NAVt-1 + TWC - TWD
Net investment income return (before fee, leveraged)
NII + AF + IFE
NAVt-1 + TWC - TWD
Total return (after fee, leveraged)
NII + Real Estate Appreciation + Debt Appreciation - IFC
NAVt-1 + TWC - TWD
Total return (before fee, leveraged)
NII + AF + IFE + Real Estate Appreciation + Debt Appreciation
NAVt-1 + TWC - TWD
NII

= Net investment income (after interest expense, advisory fees and expensed incentive
fees)
AF
=Advisory fee expense
IFE
= Incentive fee expense
IFC
= Change in capitalized incentive fee
NAVt-1 = Net asset value of investment at beginning of period
TWC = Time weighted contributions
TWD = Time weighted distributions

Property level time-weighted returns
Appreciation return (leveraged)
(FVt-FVt-1) + PSP - CI — (Dt - Dt-1 + DSP + PD - NL)
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)

Appreciation return (unleveraged)
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(FVt-FVt-1) + PSP - CI
FVt-1 + (1/2)(CI- PSP)- (1/3)(NOI)
Net operating income return (leveraged)
NOI - DSI
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)
Net operating income return (unleveraged)
NOI
FVt-1 + (1/2)(CI - PSP)- (1/3)(NOI)
Total return (leveraged)
NOI - DSI + (FVt-FVt-1) + PSP - CI — (Dt - Dt-1 + DSP + PD - NL)
FVt-1 — Dt-1 + (1/2)(CI - PSP)- (1/3)(NOI - DSI) + (1/3)(DSP) + (1/2)(PD — NL)
Total return (unleveraged)
NOI + (FVt - FVt-1) + PSP - CI
FVt-1 + (1/2)(CI - PSP)- (1/3)(NOI)
NOI
DSI
FVt
FVt-1
CI
Dt
Dt-1
DSP
PD
NL
PSP

= Net operating income (before interest expense)
= Interest expense
= Fair value of property at end of period
= Fair value of property at beginning of period
= Capital improvements
= Debt at end of period
= Debt at beginning of period
= Debt service principal payments
= Additional principal debt payments
= New loan proceeds
= Net sales proceeds for partial sales

Weighted average remaining term of Fixed Rate or Floating Rate Fund T1
Leverage
P1 r1+ P2 r2 + P3 r3+ P4 r4 +…
P
P
P
P
Pi =principal balance of each debt
P = total principal balance of all debt
ri = remaining term of each debt (years)
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A2- Fund T1 Leverage Percentage calculations and disclosures under
Operating Model
Sample Reporting Disclosure18
Fund T1 Total Leverage (C)
Fund's Economic Share of Operating Model debt
Economic Share (ES)

*
*
*
**
**

+ Subscription lines backed by commitments (drawn balance)

A * ES
B * ES
C * ES
D * ES
E * ES
$ 53,804
10,000

+ Wholly owned property level debt
Apt1
Indus1

F
G

*
*

consolidated
consolidated
consolidated
unconsolidated
unconsolidated

95%
95%
92%
50%
50%

Apt2
Hotel1
Retail1
Other
Office1

14,763
24,273
14,168
600

10,000
4,270

$

14,270
78,074

* Information contained in the consolidating balance sheet
**Information is from asset-level balance sheets
Total Gross Assets
Total balance sheet assets
- Joint Venture partner Economic Share of total assets

$ 421,430

Economic Share
consolidated
consolidated
consolidated

95%
95%
92%

Apt2
Hotel1
Retail1

(2,285)
(3,160)
(2,632)

H*(1-ES)
*
I*(1-ES)
*
J*(1-ES)
*
(8,077)

+ Fund's Economic Share of total Joint Venture liabilities
Economic Share
unconsolidated
unconsolidated

50%
50%

Other
Office1

500
1800

K*(1-ES)
**
L*(1-ES)
**
2300
$ 415,653

* Information contained in the consolidating balance sheet
**Information is from asset-level balance sheets
Fund T1 Leverage Percentage:
Fund T1 Total Leverage (C)
Total Gross Assets

18

=

$ 78,074 =
$ 415,653

18.8%

The information presented herein is a suggested reporting disclosure which satisfies the Reporting Standards requirements for the Tier 1

leverage elements. It is management’s decision to determine the extent of disclosure necessary to satisfy the requirements.
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Calculation Support for disclosures of T1 information under the Operating Model

BALANCE SHEET
Real estate investments
Cost
Fair value adjustment
Fair value
Cash
Marketable securities
Accrued investment income
Prepaids and other assets
TOTAL ASSETS
Mortgage loans and notes payable at fair value
Cost
Fair value adjustment
Fair value
Accrued real estate expenses and taxes
Accrued incentive fees
Other liabilities
TOTAL LIABILITIES

Other
20X3

Office1
20X3

25,000
2,000
27,000

68,700
6,300
75,000

3,000
-

3,500
2,500

30,000

81,000

-

D

1,200 E
(200)
1,000

1,000
1,000 K

2,600
3,600 L

XYZ
NCI

14,500
14,500

38,700
38,700

NET ASSETS

29,000
-

77,400
-
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Calculation Support for disclosures of T1 information under the Operating Model
Fund
BALANCE SHEET
Real estate investments
Cost
Fair value adjustment
Fair value

Apt1

Apt2

Hotel1

Indus1

Retail1

TOTAL

Eliminations

Consolidated
Total

(129,100)
(57,388)
(186,488)

116,000
23,650
139,650

129,100
57,388
186,488

24,800
50
24,850

22,400
5,300
27,700

38,500
6,700
45,200

6,200
2,800
9,000

24,100
8,800
32,900

245,100
81,038
326,138

Unconsolidated real etate joint ventures
Cost
Fair value adjustment
Fair value

46,850
6,350
53,200

-

-

-

-

-

46,850
6,350
53,200

Mortgages and other loans receivable
Cost
Fair value adjustment
Fair value

11,200
900
12,100

-

-

-

-

-

11,200
900
12,100

Other real estate investments
Cost
Fair value adjustment
Fair value

18,550
3,575
22,125

-

-

-

-

-

18,550
3,575
22,125

Cash

40,635

15,000

10,000

12,000

13,000

-

90,635

90,635

-

43,100

-

-

-

-

43,100

43,100

18,620

-

-

-

-

-

18,620

12,500
345,668

5,000
87,950

8,000
45,700

6,000
63,200

10,500
32,500

32,900

42,000
607,918

Mortgage loans and notes payable at fair value
Cost
Fair value adjustment
Fair value

F
10,000
(500)
9,500

A
15,540
(780)
14,760

B
25,550
(1,280)
24,270

G

10,000
10,000

C
15,400
(770)
14,630

80,760
(3,540)
77,220

Accrued real estate expenses and taxes
Accrued incentive fees
Other liabilities
TOTAL LIABILITIES

260
500
10,760

9,500

1,350
16,110
H

1,900
26,170
I

500
4,560

14,630
J

1,350
260
2,900
81,730

318,162
16,745
334,908

78,450
78,450

28,111
1,480
29,590

35,179
1,852
37,030

27,940
27,940

16,809
1,462
18,270

504,650
21,538
526,188

Marketable securities
Accrued investment income
Prepaids and other assets
TOTAL ASSETS

XYZ
NCI
NET ASSETS

4,270
(210)
4,060

-

46,850
6,350
53,200

-

11,200
900
12,100

-

18,550
3,575
22,125

-

(186,488)

18,620
42,000
421,430

-

80,760
(3,540)
77,220

-

1,350
260
2,900
81,730

(186,488)
(186,488)

318,162
21,538
339,700
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A3- Fund T1 Leverage Percentage calculation and disclosures under Non-Operating
Model
Sample Reporting Disclosure19
Fund T1 Total Leverage (C)
Fund's Economic Share of NonOperating Model debt
Economic Share (ES)

95%
95%
92%
50%
50%

Apt2
Hotel1
Retail1
Other
Office1

14,763
24,273
14,168
600

*
*
*
*
*

+ Subscription lines backed by commitments (drawn balance)

a x ES
b x ES
c x ES
d x ES
e x ES
$ 53,804
10,000

+ Wholly owned property level debt
Apt1
Indus1

f
g

*
*

10,000
4,270

$

14,270
78,074

*Information is from asset-level balance sheets

Total Gross Assets
Total balance sheet assets

$ 345,668

+ Fund's Economic Share of total Joint Venture liabilities
Economic Share (ES)

95%
95%
92%
50%
50%

Apt2
Hotel1
Retail1
Other
Office1

15,305
24,862
13,460
500
1,800

h x ES
I x ES
j x ES
k x ES
l x ES

*
*
*
*
*

+ Fund's Economic Share of total liabilities - wholly owned properties
100%
Apt1
9,500
m
100%
Indus1
4,560
n

*
*

69,986
$ 415,654
*Information is from asset-level balance sheets
Fund T1 Leverage Percentage:
Fund T1 Total Leverage (C)
Total Gross Assets

19

=

$ 78,074 =
$ 415,654

18.8%

The information presented herein is a suggested reporting disclosure which satisfies the Reporting Standards requirements for the Tier 1

leverage elements. It is management’s decision to determine the extent of disclosure necessary to satisfy the requirements.
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Calculation Support for disclosures of T1 information under the Non-Operating Model

BALANCE SHEET
Real estate investments
Cost
Fair value adjustment
Fair value

APARTMENT 2
20X3

HOTEL 1
20X3

Retail1
20X3

Other
20X3

Office1
20X3

Apt1
20X3

Indus1
20X3

22,400
5,300
27,700

38,500
6,700
45,200

24,100
8,800
32,900

25,000
2,000
27,000

68,700
6,300
75,000

24,800
50
24,850

6,200
2,800
9,000

Cash
Marketable securities
Accrued investment income
Prepaids and other assets

10,000
8,000

12,000
6,000

-

3,000
-

3,500
2,500

15,000
43,100
5,000

13,000
10,500

TOTAL ASSETS

45,700

63,200

32,900

30,000

81,000

87,950

32,500

Mortgage loans and notes payable at fair value
Cost
Fair value adjustment
Fair value

15,540 a
(780)
14,760

25,550 b
(1,280)
24,270

15,400 c
(770)
14,630

Accrued real estate expenses and taxes
Accrued incentive fees
Other liabilities
TOTAL LIABILITIES

1,350
16,110 h

1,900
26,170 i

14,630 j

XYZ
NCI

28,111
1,480

35,179
1,852

16,809
1,462

14,500
14,500

38,700
38,700

78,450

27,940

NET ASSETS

29,590
-

37,030
-

18,270
-

29,000
-

77,400
-

78,450
-

27,940
-

-

d

1,200 e
(200)
1,000

10,000 f
(500)
9,500

4,270 g
(210)
4,060

1,000
1,000 k

2,600
3,600 l

9,500 m

500
4,560 n
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B. Sample performance
measurement disclosures
These disclosures are intended to be used in performance presentations for U.S., institutional real
estate assets. Disclosures, like the one listed below, would typically accompany any performance
presentation that is made in a client report. These disclosures are intended for illustrative purposes
only and are not meant to reflect the only correct presentation of these items. Disclosures relating to
risk measurement will be added at a future date.

Property level disclosures
Unleveraged property level performance return [EXAMPLE]


Performance results are before the effect of leverage and calculated using the Property-Level
return methodology outlined in the Reporting Standards Performance and Risk Manual.



Performance results are before deduction of advisor asset management and performance
incentive fees and after deduction of advisor acquisition fees.



Performance results are before the effect of operating partner/joint venture partner fees and
distribution waterfalls. (Only use if applicable.)



Performance results do not include cash and cash equivalents, related interest income and
other non-property related income and expenses.



The inputs to the performance return calculation are calculated in accordance with the
Reporting Standards. The Net Operating Income component of the return is based on accrual
recognition of earned income. Capital expenditures, tenant improvements, and lease
commissions are capitalized and included in the cost of the property; are not amortized; and are
reconciled through the valuation process and reflected in the capital return (appreciation)
component.



Annual performance returns are time-weighted, calculated by geometrically linking quarterly
returns. Income and capital returns may not equal total returns due to compounding effects of
linking the quarterly returns.



The time-weighted return calculations begin on the acquisition date for each property and end
on the disposition date. Partial periods are not dropped.

If a property level internal rate of return (“IRR”) is presented, a disclosure describing the calculation
methodology is needed.

Leveraged property level performance return [EXAMPLE]
Same as above except for the first disclosure.


Performance results are after the effect of leverage and calculated using the Property-Level
return methodology outlined in the Reporting Standards Performance and Risk Manual.
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Property level valuation policy [EXAMPLE]
If presenting performance on a stand-alone basis (not in conjunction with financial statements) a
valuation policy should be disclosed. Otherwise, reference can be made to the accompanying
financial statement footnotes.


Real property assets are internally valued quarterly by the advisor and appraised no less
frequently than every three years by an independent member of the Appraisal Institute.



Both the internal and external property valuations rely primarily on the application of market
discount rates to future projections of unleveraged cash flows and capitalized terminal values
over the expected holding period of each property.



Property mortgages, notes, and loans with maturities greater than one year from the date of the
balance sheet are marked to market using prevailing interest rates for comparable property
loans. Loan repayment fees, if any, are considered in the projected year of sale.

Property level benchmark disclosure [EXAMPLE]


The benchmark for this group is the National Council of Real Estate Investment Fiduciaries
(“NCREIF”) Property Index (“NPI”).



The NPI benchmark has been taken from published sources.



The NPI is an unleveraged, before fee index of operating properties and, includes various
operating real estate property types, excludes cash and other non-property related assets and
liabilities, income, and expenses.



The calculation methodology for the NPI is consistent with the calculation methodology for all
properties presented herein.



The NPI data, once aggregated, may not be comparable to the performance of the properties
presented herein due to current and historical differences in portfolio composition by asset size,
geographic location and property type.

Investment level disclosures
Investment level represents a discrete asset or group of assets held for income, appreciation, or
both and tracked separately. Investment level performance is typically presented at the fund level.
Please refer to the disclosure section below.

Fund level disclosures
Unleveraged fund level performance return [EXAMPLE]
Hypothetical, unleveraged fund returns are often presented as supplemental reporting. To calculate
these returns, adjustments to the numerator are made which remove interest expense and
appreciation related to the value of the debt. Adjustments to the denominator are made which
increase contributions and distributions by the amount of debt placed, loan fees incurred, interest
expensed and debt repaid. The disclosures follow those described in the disclosure section below,
except for the first bullet point, which is replaced with a description of the assumptions used to delever the portfolio.

Leveraged fund level performance return [EXAMPLE]


Performance results are presented net of leverage.
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Performance results include cash and cash equivalents and related interest income.



Net returns are after investment management fees and performance incentive fees. Annual
investment management fees are 1% of invested capital. No incentive fees have been earned.



Income return is based on accrual recognition of earned income in accordance with U.S. GAAP.



Capital expenditures, tenant improvements, and lease commissions are capitalized and
included in the cost of the property; are not amortized; and are reconciled through the valuation
process and reflected in the capital return component.



Performance results are calculated on an asset-weighted average basis using beginning of
period values adjusted for time-weighted external cash flows.



Annual returns are time-weighted rates of return calculated by linking quarterly returns. Income
and capital returns may not equal total returns due to compounding effects of linking quarterly
returns.



The time-weighted return calculations begin on the date of the portfolio’s first external cash flow
and end on the date of the last external cash flow. Partial periods are not dropped.



The annualized internal rate of return (IRR) is calculated using monthly cash flows. The terminal
value utilized in this calculation is equal to the net asset value as of the reporting date. Before
fee cash flows are derived by adding accrued investment management fees and cash basis
incentive fees to after fee cash flows.

In some cases, a fund may commence operations and incur income and/or expense prior to the
initial cash contribution from the investor(s). For example: A commingled fund which utilizes a
subscription line of credit to fund operations and purchase properties prior to the first capital call.
When this occurs, a disclosure is needed to explain how the activity related to the period before the
initial capitalization is treated in the return calculation. Two examples follow.


The closing date of the fund was December 15, 200XX. The first capital call occurred on May 4,
20XX. For performance return purposes, income and expense incurred from the date of closing
through May 3, 20XX has been allocated to the numerator of the June 30 return calculation.



The closing date of the fund was December 15, 20XX. The first capital call occurred on May 4,
20XX. For performance return purposes, income and expense incurred from the date of closing
through May 3, 20XX has been allocated to the denominator of the June 30 return calculation.

Fund level valuation policy [EXAMPLE]
If presenting performance on a stand-alone basis (not in conjunction with financial statements) a
valuation policy disclosure should be provided. Otherwise, reference can be made to the
accompanying financial statement footnotes.


Assets are valued quarterly by the Company and appraised no less frequently than annually by
an independent member of the Appraisal Institute.



Both the internal and external property valuations rely primarily on the application of market
discount rates to future projections of unleveraged cash flows and capitalized terminal values
over the expected holding period of each property.



Property mortgages, notes, and loans are marked to market using prevailing interest rates for
comparable property loans if the terms of existing loans preclude the immediate repayment of
such loans. Loan repayment fees, if any, are considered in the projected year of sale.



Cash equivalents are stated at fair value, which is equivalent to cost. All other assets and
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liabilities are stated at cost, which approximates fair value, since these are the amounts at
which they are expected to be realized or liquidated.

Fund level benchmark disclosure [EXAMPLE]


The benchmark for this group is the National Council of Real Estate Investment Fiduciaries
(“NCREIF”) Fund Index Open-Ended Diversified Core Equity (“NFI-ODCE”).



The NFI-ODCE benchmark has been taken from published sources.



The NFI-ODCE is a pre and post-fee index of open-ended funds with lower risk investment
strategies, utilizing low leverage and equity ownership of stable U.S. operating properties. The
index is capitalization-weighted, based on each fund’s net invested capital.



The NFI-ODCE data, once aggregated, may not be comparable to the performance of the fund
presented herein due to current and historical differences in portfolio composition by asset size,
geographic location, property type and degree of leverage.
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C. Performance and Risk
measurement information
20
elements
Information providers should maintain the following information as these elements are commonly
used in the various formulas:

Property level information

20



Net Operating Income



Net Cash Flow



Debt Service (Interest)



Debt Service (Principal)



Additional Loan Principal Pay-downs



New Loan Proceeds



Capital Improvements



Net Sales Proceeds (Partial Sales)



Gross Fair Value at Beginning and End of Period



Equity Value at Beginning and End of Period



Outstanding Debt Balance-cost and fair value



Estimate of Current Cost to Sell Property



Income Return (Before Fee) — Quarterly



Appreciation Return (Before Fee) — Quarterly



Total Return (Before Fee) — Quarterly



Internal Rate of Return — Since Inception



Historical Component Returns (Before Fee) — 1-Yr, 3-Yr, 5-Yr, 10-Yr, and other 5-yr
increments

The list of performance and risk measurement information elements is intended to identify specific return and data components that should

be collected and retained by information providers. This list is not exhaustive and is not intended to define all information that is necessary to
manage the investments or comply with all regulatory requirements.
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Distributed and Retained Income Returns

Investment and fund level information


Net Investment Income



Fair Value at Beginning and End of Period



Capital Contributions — Amounts and Dates



Capital Distributions and Redemptions — Amounts and Dates



Capital Distributions Resulting from Financing and Investing Activities — Amounts and Dates



Investment Management Fees



Estimate of Current Costs to Sell Investments



Weighted Average Equity



Capital Appreciation



Paid in Capital



Income Return (Before and After Fee) — Quarterly



Appreciation Return (Before and After Fee) — Quarterly



Total Return (Before and After Fee) — Quarterly



Internal Rate of Return — Since Inception



Historical Component Returns (Before and After Fee) — 1-Yr, 3-Yr, 5-Yr, 10-Yr, and other 5-yr
increments



Distributed and Retained Income Returns



Distribution and Price Change Returns

October 19, 2016
Handbook Volume II: Manuals: Performance and Risk: 80

Appendices

D. Sample Presentations
D1 — Sample Fund Level Presentation for Client Reporting

XYZ FUND, L.P.
Historical Performance, 20XX-20XX

Dollar Amounts in Thousands

Before Fee Returns
Year End
Year

20XX
20XX
20XX
20XX
20XX

Net
Assets

Percent
Leveraged

$ 125,213
449,809
562,550
532,547
265,460

Annualized Time Weighted Returns
Since Inception (January 1, 20XX)
Annualized Internal Rate of Return
Since Inception (January 1, 20XX)

56 % %
37
28
19
16

Investment
Income (Loss)

6.15 %
6.07
6.45
6.19
5.45

6.05

Appreciation
(Depreciation)

3.00
7.00
8.00
8.00
(9.00)

3.19

Total
Gross
Returns

9.15 %
13.07
14.45
14.19
(3.55)

9.24

9.45 %

After Fee Returns

NFIODCE
Index
Benchmark

13.06 %
21.39
16.32
15.97
(10.01)

10.75

Multiples
Total

Appreciation
(Depreciation)

5.15 %
5.07
5.45
5.19
4.45

5.06

3.00 %
7.00
8.00
8.00
(9.00)

3.19

Net
Returns

8.15 %
12.07
13.45
13.19
(4.55)

Investment
Multiple
(TVPI)

1.03
1.24
1.44
1.68
1.44

Realization
Multiple
(DPI)

PIC

0.19
0.61
0.91

0.24
0.73
0.90
1.00
1.00

RVPI

1.03
1.24
1.25
1.07
0.53

8.24

8.45 %

TVPI = Total Value to Paid-In Capital
DPI = Distributed Capital to Paid-In Capital
PIC = Paid-In Capital to Committed Capital
RVPI = Residual Value to Paid-In Capital

Notes:
1. Returns presented are net of leverage.
2. Performance results include cash and cash equivalents and related interest income.
3. Net returns are after investment management fees and performance incentive fees. Annual investment management fees are 1% of invested capital. No incentive fees have been earned.
4. The income return is based on accrual recognition of earned income.
5. Capital expenditures, tenant improvements and lease commissions are capitalized and included in the cost of the property; are not amortized; and are reconciled through the valuation process and
and reflected in the capital return component.
6. Performance results are calculated on an asset-w eighted average basis using beginning of period values, adjusted for time-w eighted external cash flow s.
7. Annual returns are time-w eighted rates of return calculated by linking quarterly returns. Income and capital returns may not equal total returns due to compounding effects of linking quarterly returns.
8. The time-w eighted return calculations begin on the date of the portfolio’s first external cash flow and end on the date of the last external cash flow . Partial periods are not dropped.
9. The annualized internal rate of return ("IRR") is calculated using monthly cash flow s. The terminal value utilized in this calculation is equal to the net asset value as of December 31, 20XX.
10. Assets are valued quarterly by the General Partner and appraised annually by an independent member of the Appraisal Institute.
11. Additional information, including the Fund's valuation policy, capitalization policy regarding capital expenditures, tenant improvements, lease commissions and information related to investment
management and incentive fees is presented in the notes accompanying the financial statements.
12. The National Council of Real Estate Investment Fiduciaries ("NCREIF") Fund Index Open-Ended Diversified Core Equity ("NFI-ODCE") has been taken from published sources. The NFI-ODCE is a
before-fee index of open-ended funds w ith low er risk investment strategies, utilizing low leverage and equity ow nership of stable U.S. operating properties. The Index is capitalization-w eighted, based
on each fund's net invested capital.
13. The NFI-ODCE data, once aggregated, may not be comparable to the performance of the XYZ Fund due to current and historical differences in portfolio composition by asset size, geographic location,
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D2 — Sample Property Level Presentation for Client Reporting
ABC SEPARATE ACCOUNT
UNLEVERED PROPERTY PERFORMANCE RETURNS

Periods Ended June 30, 20XX

ABC Account Before Fee Returns
Operating
Income
%

20XX
First Quarter
Second Quarter

Appreciation
(Depreciation)
%

NCREIF Property Index

Total
Returns
%

Operating
Income
%

Appreciation
(Depreciation)
%

Total
Returns
%

1.62
1.74

(2.56)
(3.28)

(.94)
(1.54)

1.37
1.50

(8.70)
(5.20)

(7.33)
(6.70)

One Year

6.19

(19.60)

(14.35)

5.49

(24.04)

(19.56)

Three Year

5.42

(3.80)

1.48

5.56

(4.39)

.99

Five Year

5.60

3.01

8.75

6.05

1.50

7.61

Ten Year

7.54

1.65

9.30

7.18

1.26

8.50

Annualized Time-Weighted Return
Since Inception (9/9/XX)

8.29

1.86

10.28

7.75

1.60

9.44

Rolling

Annualized Internal Rate of Return Since Inception

9.15

n/a

Notes:
1. Performance results are before the effect of leverage and calculated using the property level return methodology outlined in the
Real Estate Information Standards ("REIS") Performance Measurement Resource Manual.
2. Performance results are before deduction of advisor asset management and performance incentive fees and after deduction of advisor
acquisition fees.
3. Performance results do not include cash and cash equivalents, related interest income and other non-property related income and expenses.
4. The inputs to the performance return calculation are calculated in accordance w ith the Real Estate Information Standards ("REIS"). The
operating income component of the return is based on accrual recognition of earned income. Capitalized expenditures, tenant improvements
and lease commissions are capitalized and included in the cost of the property; are not amortized; and are reconciled through the valuation
process and reflected in the appreciation/(depreciation) component.
5. Annualized performance returns are time-w eighted, calculated by geometrically linking quarterly returns. Income and appreciation/(depreciation)
returns may not equal total returns due to compounding effects of linking the quarterly returns.
6. The time-w eighted return calculations begin on the acquisition date for each property and end on the disposition date. Partial periods are not dropped.
7. The annualized internal rate of return ("IRR") is calculated assuming that net cash flow is distributed quarterly. For purposes of this calculation,
net cash flow is defined as operating income minus capitalized costs. The terminal value utilized in this calculation is equal to the fair value of
the properties as of June 30, 2009.
8. Additional information, including the ABC Account's valuation policy, is presented in the notes accompanying the financial statements.
9. Capital expenditures, tenant improvements and lease commissions are capitalized and included in the cost of the property; are not amortized;
and are reconciled through the valuation process and for the NPI is consistent w ith the time-w eighted calculation methodology for all properties
presented herein.
10. Performance results are calculated on an asset-w eighted average basis using beginning of period values, adjusted for time-w eighted external
cash flow s.
11. Annual returns are time-w eighted rates of return calculated by linking quarterly returns. Income and capital returns may not equal total
returns due to compounding effects of linking quarterly returns.
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D3 — Example Real Estate Fees and Expenses Ratio (REFER)
ABC Real Estate Fund
(1)
Fund Fees and Expenses Ratios
As of 12/31/13
For the
Rolling Four
Quarter
Period Ended
12/31/12

For the
Rolling Four
Quarter
Period Ended
12/31/11

Base Investment Management Fees
+ Performance Based Investment Management
(3)
Fees

0.7%

0.7%

3.0%

0.0%

= Total Investment Management Fees

3.7%

0.7%

+ Transaction Fees Earned by Investment
(4)
Manager

0.3%

0.2%

= Total Fees Earned by Investment Manager

4.0%

0.9%

0.2%

0.2%

4.2%

1.1%

(2)

+ Third Party Fees and Fund Expenses

(5)

= Real Estate Fund Fee and Expense Ratio

Notes:

(1)

The ABC Real Estate Fund is largely stabilized, with two properties currently under development
(approximately 10% of NAV). All ratios listed in this table are calculated using the Fund's
investment level time-weighted return denominator as the denominator (weighted-average net
asset value over the calculation period).

(2)

Base investment management fees (also known as advisory fees) include all fees earned by the
investment management firm for the ongoing management of the Fund. This only includes
regularly recurring fees that are paid on a quarterly basis and does not include transaction fees,
performance based fees, carried interest, or other non-recurring fees.

(3)

Performance based investment management fees include all fees payable out of the returns
achieved by the Fund to the investment manager where the fee is calculated as a percentage of
the Fund's performance over a designated hurdle rate. This includes expensed incentive fees,
capitalized incentive fees, and carried interest or promotes including any related clawbacks that
are allocated to the investment manager via the equity accounts.

(4)

Transaction fees earned by investment manager include fees that are incurred when buying or
selling an asset, or placing debt on an investment or asset.

(5)

Third party fees and Fund expenses includes all Fund level fees and expenses that are included
by the Fund, outside of those which are earned by the investment manager which are reported
separately above. Fund fees and expenses include Fund level audit fees, marketing fees,
subscription fees, legal fees, bank charges and other professional fees. Property level expenses
(i.e. utilities, maintenance, real estate taxes, etc.) are excluded from this calculation.

October 19, 2016
Handbook Volume II: Manuals: Performance and Risk: 83

Research

Date
Real Estate Fees and Expenses Ratio (REFER): Calculating the Fee Burden of
Private U.S. Institutional Real Estate Funds and Single Client Accounts

October 19, 2016

Assessing and Measuring Financial Risk Related to Subordinated Debt
Investments in Private U.S. Institutional Real Estate Investment Funds

July 13, 2016

Determining Investment Discretion: Guidance for Timberland Investment and
Performance Reporting

October, 2013

Valuation Elements of “Internal Valuation” Policies and Procedures for Fair
Value Accounts

October 9, 2012

Determining Investment Discretion: Guidance for Determining Investment
Discretion for Real Estate Investment Accounts

January 3, 2012

FASB ASC Topic 820: Fair Value Measurement and Disclosures:
Implementation Guidance for Real Estate Investments

September 1, 2009

(Also known as Debt Valuation Guidance Paper)

Handbook Volume II

Handbook Volume II:
Research
Real Estate Fees and
Expense Ratio:
Calculating the Fee Burden of
Private U.S. Institutional Real
Estate Funds and Single Client
Accounts

September 11, 2013
Updated October 19, 2016

For internal use only

Research

Table of Contents
Acknowledgements ...................................................................................................... 2
Recommendations ....................................................................................................... 4
Calculation Methodology .............................................................................................. 4
Additional Considerations ............................................................................................. 5
Guidance Reviewed ..................................................................................................... 7
Guidance Conclusions ............................................................................................... 11
Exhibit A: Example Fees and Expenses Ratio Disclosure Table................................. 12
Exhibit B:REFER Fee and Expense Categories ......................................................... 13
Appendix 1: Summary of Changes to Previous Version of REFER ............................. 15

October 19, 2016
Handbook Volume II: Research: REFER: 1

Research

Acknowledgements
The 2016 update to this guidance paper was facilitated by the Reporting
Standards Global Workgroup and the US Global Fee and Expense Measures
task force. Special thanks to
US Global Fee and Expense Metrics Task Chair
Barbara Flusk, Senior Vice President, Clarion Partners

Task Force Members
 Anne Anquillare, Co-founder and CEO, PEF Services LLC
 Greg Arendt, Investment Officer, California State Teachers Retirement System
 Sarah Cachat , Principal, The Townsend Group
1

 Robert Fraher, Audit Partner, KPMG LLP
 Ingrid Lindblade, Vice President, Heitman
 Denise Novak, Vice President, US Fund Operations, PGIM Real Estate
 Bill Swiderski, Director, Deutsche Asset & Wealth Management
 Gloria A. Vogt-Nilsen, Director of Reporting, CBRE Global Investment Administration
 Barbara Woodard, Private Markets-Data Analytics, Teachers Retirement System of Texas
 Christina Wu, Investment Manager, Dallas Police and Fire Pension Systems

1

Member, Reporting Standards Council
October 19, 2016
Handbook Volume II: Research: REFER: 2

Research

Overview
Each year the Pension Real Estate Association (“PREA”) surveys its members and publishes a fee
terms study (the “PREA Study”) with the goal of increasing “the transparency and comparability of
the fee structures and levels of private investment vehicles.” 2 One of the findings of the 2011 PREA
Study was that some investors were not fully satisfied with the metrics that are available in the U.S.
to measure the total fee burden of Funds. It was noted that the fee burden, or fee drag as it is
sometimes called, is a metric that is more commonly reported in other regions (namely Europe) but
largely missing from the U.S. private institutional real estate market.
In order to address the investors’ request for an expense ratio measure, the Workgroup considered
many sources and developed a new metric called the “Real Estate Fees and Expense Ratio”
(“REFER”) that we recommend should be reported in quarterly and annual Account Reports of
commingled Funds and single-client accounts (collectively referred to as “Funds” in this guidance
paper). In addition to the REFER, the Workgroup recommends that the other ratios listed below,
which are components used in the presentation of the REFER, should also be presented to provide
additional clarity. Exhibit A provides an illustrative example of how these ratios may be presented.
A.
B.
C.
D.
E.
F.
G.

Base Investment Management Fees Ratio
Performance Based Investment Management Fees Ratio
Total Investment Management Fees Ratio (sum of A and B)
Transaction Fees Earned by Investment Manager Ratio
Total Fees Earned by Investment Manager Ratio (sum of C and D)
Third Party Costs Ratio
REFER (sum of E and F)

The Workgroup has provided detailed guidance on the calculation of the REFER and related ratios
in the pages that follow including a discussion as to how the recommendations were developed.
The presentation of these ratios and related disclosures will bring much needed consistency and
transparency to the industry allowing Funds’ fees and expenses to be disclosed in standard and
comparable terms.

Addendum to Overview
INREV, ANREV, NCREIF and PREA developed a joint effort to converge real estate reporting
standards in the non-listed sector, the main purpose being to heighten transparency, comparability
and to converge reporting standards globally. This collaboration started with a Memorandum of
Understanding (“MoU”) signed by the four organizations in 2015, which established a Global
Standards Steering Committee (“SSC”) to take the convergence process forward.
SSC engaged Deloitte NL to perform a side by side comparison of each organization’s standards
and to identify critical reporting areas to be evaluated for convergence. One of the standards
identified was Fees and Expenses and as a result, the Fee and Expense Metrics (“FEM”) Task
Force was formed. The primary goal of FEM was to develop globally consistent fee and expense
metrics to improve comparability and transparency of the fee structures across all funds and all
regions within the non-listed real estate space.
The updates to this section of Handbook Volume II: Research, reflect the changes in fee and cost
terminology and definitions that are outlined in the guidance paper issued by the FEM Task Force,
that will become the universal standard that to be used to calculate INREV’s Total Expense Ratio
(TER) and Real Estate Expense Ratio (REER) and REFER.

2

Pension Real Estate Association. (2011) PREA Management Fees & Terms Study
http://www.prea.org/research/industry-surveys/ (Must be a PREA member to access)
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Changes to previous version of the REFER
It should be noted that none of the changes incorporated herein consist of updates and clarifications.
The changes do not materially impact the REFER calculation and related disclosures. A summary of
the changes can be found in Appendix 1.

Recommendations
The Workgroup recommends that the REFER and related ratios described in detail below be
reported on a quarterly basis for U.S. Funds. If the REFER and related ratios are reported, they
must be:





Presented as backward-looking metrics using actual fees that were incurred (accrual basis)
and recorded in the Fund’s financial statements or by the investors directly.
Presented on a rolling four quarter basis.
Calculated based on the Fund’s weighted average Net Asset Value (“NAV”)
Reported with appropriate disclosures denoting the types of fees that are included in each
ratio as well as a description of the calculation methodology. Please refer to Exhibit A for
an example of footnote disclosures.

Please note that the recommendations above present a minimally acceptable standard of reporting
and the manager is not only allowed but encouraged to exceed this standard with additional
information and disclosures that it feels would be helpful to clients.

Calculation Methodology
Real Estate Fees and Expenses Ratio (REFER)
The REFER is calculated by dividing the total Fund level fees and expenses for the rolling four
quarter period by the Fund’s weighted average NAV over that same measurement period. The
REFER can also be calculated by adding the sum of the 1) Total Fees Earned by Investment
Manager Ratio, and 2) Third Party Costs Ratio, both of which are described in detail below.
Total Fund level fees and expenses generally include those which are classified as “management
fees,” “Fund expenses” or “performance fees” in the table on Exhibit B. See the “Additional
Considerations” section below for important information on which fees and expenses must be
included in the numerator as well as details on how the denominator must be calculated.

Base Investment Management Fees Ratio
The Base Investment Management Fees (also known as Advisory Fees) Ratio is calculated by
dividing the total base investment management fees by the Fund’s weighted average NAV.
Base investment management fees are those which are typically earned by the investment manager
for providing on-going investment management services to the Fund and are typically paid on a
recurring basis, such as monthly or quarterly.

Performance Based Investment Management Fees Ratio
The Performance Based Investment Management Fees Ratio is calculated by dividing the total Fund
level performance based investment management fees by the Fund’s weighted average NAV.
All performance based investment management fees must be included in the numerator regardless
of where they are recorded in the financial statements. This includes expensed incentive fees,
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capitalized incentive fees, and carried interest or promotes and any related clawbacks that are
allocated to the investment manager via the equity accounts.

Total Investment Management Fees Ratio
The Investment Management Fees Ratio is calculated by adding the sum of the 1) Base Investment
Management Fees Ratio, and 2) Performance Based Investment Management Fees Ratio.

Transaction Fees Earned by Investment Manager Ratio
The Transaction Fees Earned by Investment Manager Ratio is calculated by dividing the total
transaction fees that were earned by the investment manager by the Fund’s weighted average NAV.
Transaction fees include but are not limited to acquisition fees, disposition fees and debt
arrangement fees that may be charged by the investment manager on specific transactions.

Total Fees Earned by Investment Manager Ratio
The Total Fees Earned by Investment Manager Ratio is calculated by adding the sum of the 1) Total
Investment Management Fees Ratio, and 2) Transaction Fees Earned by Investment Manager
Ratio.

Third Party Costs Ratio
The Third Party Costs Ratio is calculated by dividing the total Fund level costs that are earned by
third-parties (not the investment manager) by the Fund’s weighted average NAV.
Third party costs generally include those which are classified as “Fund expenses” in the table on
Exhibit B.

Additional Considerations
Calculation Periods
The Workgroup recommends that Fund managers present the REFER and related ratios on a rolling
four quarter basis. A quarterly calculation was contemplated but the Workgroup ultimately decided
that a quarterly calculation would not provide enough meaningful information and anomalies in the
timing of fee accruals might lead to incomparable ratios. A since inception calculation was also
considered but the Workgroup decided against making it recommended for all since it may only be
appropriate for closed end Fund structures. Closed end Fund managers may wish to include since
inception ratios at their discretion for additional information.

Fee and Expense Inclusion
Please note that all Fund level fees and expenses must be included in the numerator of the REFER.
This includes Fund level fees and expenses that are recorded as an expense on the income
statement, capitalized on the balance sheet, charged directly to equity such as carried interest or
promotes paid to the investment manager3, and fees that are paid directly to a service provider
(including the investment manager) that may not be recorded on the Fund’s financial statements. In
summary, all fees and expenses that are related to managing a real estate Fund must be included in
3

Please note that the carried interest/promote that is considered a fee is only the incremental
additional profits that are allocated to the investment manager for outperforming the stated
hurdle rate. For example, in a 90/10 JV, the investment manager may end up with a 50/50
allocation of profits after surpassing the hurdle. In this case the additional 40% allocation
(50%-10%) would be considered a fee.
October 19, 2016
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the REFER, and all property-specific fees and expenses (real estate taxes, janitorial, utilities, etc.)
must be excluded. The excluded property level fees relate strictly to property operations, do not
include any ownership level activity, and are therefore not relevant to the Fund level REFER
calculation. In addition, please note that both income taxes charged to the Fund, and joint venture
partner fees and expenses should be excluded from the REFER and related ratios calculation.
Furthermore, fees or expenses that are incurred as a result of the real estate being part of a Fund
structure must be included in the REFER and related ratios even if those fees are pushed-down to
the individual properties. For example, a Fund level audit fee must be included even if that fee gets
recorded on the property’s books rather than the Fund’s books.
The expense category table in Exhibit B does not include all expense and fee categories that will be
encountered in every Fund. It is up to the investment manager to ensure that all Fund level fees and
expenses are included, and those that are property-specific excluded. The Workgroup recognizes
that differentiating between “Fund level” and “property level” expenses is a subjective exercise but it
is up to the manager to make a good faith effort to ensure that all Fund level expenses are properly
included in the REFER.

Denominator Calculation
The denominator used in the REFER and related ratios must be the actual Fund level weighted
average NAV. The weighted average NAV is calculated by starting with beginning of period NAV
(i.e. 1/1/xx NAV for a calculation at 12/31/xx) adding time-weighted contributions and subtracting
time-weighted distributions. Alternatively, a weighted-average NAV can be calculated for each of
the four individual quarters within the rolling four-quarter period and a simple average of the four
quarters can be used.
The beginning NAV that is used in the denominator must be the total Fund level NAV that is reported
on the Fund’s financial statements. This NAV will already be net of any non-controlling interest,
resulting in a NAV at the limited partner’s share. The beginning NAV must not be adjusted in any
way for the fees that are included in the numerators of the ratios (do not reduce the NAV by fees
incurred outside of the fund).
Contributions and distributions must all be on an after-fee basis. The contributions and distributions
must be weighted in a manner consistent with the methodology described in the Reporting
Standards Performance and Risk Manual for weighting cash flows in a Fund level denominator
calculation. Contributions are weighted based upon the number of days the contribution was in the
Fund during the rolling four quarter period, commencing with the day the contribution was received.
Distributions are weighted based upon the number of days the distribution was out of the Fund
during the quarter commencing with the day following the date the distribution was paid.
For Example:





Fund’s NAV at 1/1/xx is $100,000,000
Contribution of $5,000,000 is made on 5/1/xx
Distributions of $3,000,000 are made on 7/31/xx and 9/30/xx
Weighted average NAV is calculated as of 12/31/xx (365 days in the year xx)

Weighted Average NAV = $100,000,000 + $5,000,000(245/365) - $3,000,000(153/365) $3,000,000(92/365) = $101,342,465.75
The denominator does not need to be adjusted for fees that are paid outside the Fund but the
numerators of these ratios must include these fees. While subtracting these off-book fees from the
denominator may be more technically accurate, the Workgroup concluded that the level of precision
October 19, 2016
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gained by making the adjustment is outweighed by the additional complexity this adds to the
calculation.

Guidance Reviewed
Many sources of information were considered when developing these recommendations. One of the
first tasks of the Workgroup was to determine the scope of fees to be included in the REFER
calculation. To do this, the Workgroup reviewed and considered fee and expense ratios that are
prescribed by U.S. Generally Accepted Accounting Principles (“U.S. GAAP”), ratios that are
commonly reported for other investment classes, as well as expense ratios used for real estate in
other regions. Discussion of those ratios that were considered is included below.
The Global Investment Performance Standards (GIPS®), which serve as the foundational standards
for performance measurement within the Reporting Standards, are silent on the subject of expense
ratios.

U.S. GAAP
In the U.S. private institutional real estate industry, there are different paths that a Fund can take in
order to apply fair-value based U.S. GAAP. Typically, separate accounts which have tax-exempt
investors rely on Accounting Standard Codification (“ASC”) 960 – Plan Accounting – Defined Benefit
Pension Plans (applies to corporate plans), or GASB Statement No. 25, Financial Reporting for
Defined Benefit Pension Plans (applies to governmental plans), whereas commingled Funds
typically use fair value accounting if they meet the criteria of an “investment company” as defined in
ASC 946 – Financial Services – Investment Companies.
The Reporting Standards Fair Value Accounting Policy Manual describes the two different fair value
reporting models commonly used in our industry: the Operating Reporting Model and the Nonoperating Reporting Model.
Under current U.S. GAAP, ratios of expenses to average net assets are only required to be
presented for Funds that meet the definition of an Investment Company under ASC 946. The ratio is
required to be presented as part of the financial highlights section of the financial statements.
Single-client accounts and Funds that do not qualify as Investment Companies are not required to
present this ratio.
The U.S. GAAP ratio of expenses to average net assets is defined as follows:
Numerator = all expenses on the Fund’s income statement including incentive fees and
Fund organization costs.
Denominator = “average net assets” of the Fund which is further described to be “weightedaverage net assets as measured at each accounting period…adjusting for capital
contributions or withdrawals…”4
Since both the Operating Reporting Model and Non-operating Reporting Model are used by
Investment Companies in our industry, the numerators of this ratio can vary among Funds.
Accordingly, the reporting model used by a Fund could cause a potential for erroneous comparisons
of Funds with similar strategies.
In addition, ASC 946 notes that incentive fees which are categorized as fees on the income
statement would be included in the U.S. GAAP ratio of expenses, but those incentive fees that are
structured as a re-allocation of profits among partners would be excluded (but presented
4

Financial Accounting Standards Board. ASC 946-50
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separately). Any re-allocation of profits (aka carried interest) that are not included in the U.S. GAAP
ratio of expenses are required to be disclosed separately in the financial highlights section of the
financial statements.
The denominator is defined in a manner that is largely consistent with the denominator used in an
investment level time-weighted return calculation. In addition, the specific inclusion for carried
interest to be reported separately is an important aspect of the guidance developed here as it helps
to improve transparency and mitigates the risk that the investment manager could avoid reporting
fees based solely on the fee structure used or financial statement geography.
Overall, however, the Workgroup concluded that the U.S. GAAP ratio can be misleading since
different accounting reporting models will lead to non-comparable ratios among Funds that may
otherwise be very similar. The REFER and related ratios that are recommended herein will help to
eliminate this issue as all Funds, regardless of reporting model, would calculate the ratios the same
way.
Other Investment Classes: Private Equity Guidance
Since private equity tends to have some similarities to our industry, the Workgroup reviewed the
reporting and performance guidelines that are promulgated by various private equity authoritative
bodies. Specifically, the Workgroup reviewed the Institutional Limited Partners Association (“ILPA”)
Standardized Reporting Templates5, European Private Equity & Venture Capital Association
(“EVCA”) Reporting Guidelines6 and the Private Equity Industry Guidelines Group (“PEIGG”) U.S.
PE Reporting and Performance Measurement Guidelines7.

ILPA Templates
In 2016, the Institutional Limited Partners Association (ILPA) published the Reporting Template for
fees and expenses. Like the REFER, the goal of the ILPA template is to provide transparency in
reporting of fees and expenses. The Reporting Template provides a detailed aggregation of fees
and expenses for private equity funds and investments through an expanded capital call statement
for each investor.

EVCA Guidelines
The EVCA Reporting Guidelines require that a fee schedule be presented which breaks down the
fees into principal categories including; underwriting fees, director and monitoring fees, deal fees,
broken deal fees, etc. They further require that net management fees (net of any fee credits) and
the basis of the fee calculation be disclosed.
The EVCA schedule also shows that the fees are reported, in dollar terms, presumably for the
current year-to-date period, however the categories do not appear to be clearly defined. The EVCA
fee schedule includes a separate section for carried interest which shows the carried interest paid to
date, any additional amount that has been earned or accrued, and any carried interest that is subject
to a clawback.

PEIGG Guidelines
Finally, The PEIGG Guidelines were reviewed by the Workgroup. There is a sample reporting
schedule included in the appendix of the PEIGG Guidelines which shows a fee schedule, however it
is noted that managers are “encouraged,” not required, to present the fee schedule.

5

http://ilpa.org/quarterly-reporting-standards/
http://www.evca.eu/toolbox/default.aspx?id=504
7
http://www.peigg.org/images/PEIGG_Guidelines_3-1-05_FINAL1.pdf
6
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The fee schedule included in the appendix of the PEIGG Guidelines lists a few categories of
management fees including; advisory fees, director/monitoring fees, broken deal fees, broken deal
costs, management fees, fee credits, carried interest paid, carried interest earned, and clawbacks.
These fees are all expressed in dollar terms, not ratios as the Workgroup is recommending with the
REFER and related ratios. The fee schedule is presented for the annual period (presumably not
quarterly or year-to-date). However, the fee categories do not appear to be clearly defined.

Other Investment Classes: Mutual Fund Guidance
Mutual Funds usually split the fee burden into two components; 1) the cost of owning and
operating the Fund which is often referred to as the “expense ratio”, and 2) the cost of either
initially buying or eventually selling the Fund, which is known as the “Fund load”.

Expense Ratio
The expense ratio, which is sometimes referred to as the management expense ratio, is widely
reported on mutual Fund tracking websites, such as Morningstar, as well as other financial
publications, and is disclosed in the audited financial statements for mutual Funds. Morningstar
provides a very detailed definition of the expense ratio as follows:
“The expense ratio is the annual fee that all Funds or ETFs charge their shareholders. It expresses the
percentage of assets deducted each fiscal year for Fund expenses, including 12b-1 fees, management fees,
administrative fees, operating costs, and all other asset-based costs incurred by the Fund.
Portfolio transaction fees, or brokerage costs, as well as initial or deferred sales charges are not included in
the expense ratio. The expense ratio, which is deducted from the Fund's average net assets, is accrued on a
daily basis.” 8

The administrative costs included in the above definition cover things such as recordkeeping,
custodial services, taxes, legal expense, and accounting and audit fees.
Fund Load
Fund loads, on the other hand, are often one-time fees that would include things such as broker
commissions and other miscellaneous sales charges that may go towards compensating a
9
sales intermediary such as a broker, financial planner or investment adviser. Fund loads are
often expressed as a percentage of the initial investment value (for front-end load Funds) or the
lesser of the initial or final value (back-end load Funds).
The Workgroup considered a tiered fee ratio that would isolate the ongoing fees from Fund
start-up and/or wind-down type fees, but decided to recommend a classification methodology
that grouped the fees and expenses by categories that are more commonly used in our industry
(investment management fees, performance based fees, etc.).
Real Estate in Other Regions: European Association for Investors in Non-listed Real
Estate Vehicles (INREV)
Of all the sources that the Workgroup considered, INREV had the most complete guidance on
the calculation and presentation of expense ratios. The INREV Guidelines include very

8
9

http://www.morningstar.com/InvGlossary/expense_ratio.aspx
http://www.investopedia.com/terms/l/loadFund.asp
October 19, 2016
Handbook Volume II: Research: REFER: 9

Research

detailed instruction as to which expenses should be included and excluded from the various
ratios, as well as the calculation frequency and methodology. Some of the respondents to the
2011 PREA Study specifically pointed to the INREV Guidelines as a model that should be
considered for the U.S. market.
The INREV Guidelines refer to two distinct expense ratios; 1) Total Expense Ratio (TER), and
2) Real Estate Expense Ratio (REER). The Workgroup spent a great deal of time reviewing
these two ratios and chose to use the TER as the starting point for the REFER metric.
Total Expense Ratio (TER)
INREV’s TER is vehicle based and is driven by the nature of the expense rather than to whom
it is paid. The TER contains two broad categories of fees which INREV refers to as
“management fees” and “Fund expenses.” Management fees are defined as
various fees paid to the fund managers for their management services, apart from third party
10
services which managers recharge to the fund.. This fee category goes beyond the
investment management fees that are typically considered in the U.S. and includes additional
fees paid to the manager such as commitment fees, dead deal fees paid to the manager.
Fund Costs are defined as expenses incurred predominately at the Fund level to maintain the
11
Fund operations. This category includes expenses that are typically paid to third-parties other
than the investment manager and contains items such as administration fees, amortization of
formation expenses, bank fees, legal fees, marketing fees, and other professional fees. A
complete list of the INREV defined management fees and Fund expenses (collectively, Total
Expenses) compared to the expenses considered for the REFER is presented in Exhibit B at
the end of this paper.
Per the INREV Guidelines, the TER is reported as both a backward looking metric (actual fees
for the past 12 months), as well as forward-looking (forecasted fees). The backward-looking
and forward-looking TER is calculated based on both the weighted average gross asset value
(GAV) as well as the weighted average NAV as defined by INREV over the measurement
period. TER should be calculated before performance fees and after performance fees.
As the Reporting Standards do not currently address forward-looking information, the
Workgroup limited its scope to backward-looking metrics. The Workgroup feels that forwardlooking metrics are more meaningful in Private Placement Memorandum (“PPM”) type
documents and therefore is outside the scope of this paper. In addition, INREV representatives
have noted to us that their constituents do not fully support the forward-looking metric
requirement in the TER so future iterations of their ratio may also focus solely on backwardlooking metrics.
The Workgroup also diverges from INREV in that we require that the REFER and related ratios
be calculated based on the Fund’s weighted-average NAV only since GAV’s are sometimes
non-comparable among Funds in our industry due to the use of various reporting models
described in the U.S. GAAP discussion above.
Real Estate Expense Ratio (REER)

10

Management Fee and Terms Study, Appendix 3: Fees Glossary page 39-43 (2014).
Terms Study, Appendix 3: Fees Glossary page 39-43 (2014).
(Must be INREV member to access)
11
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The Real Estate Expense Ratio (REER) is defined as operating expenses directly attributable
12
to the acquisition, management or disposal of a specific property. This category includes
things such as development fees, lease renewal fees, property insurance, property
management fees, and real estate taxes. The Workgroup concluded that these expenses are
property specific and must be excluded from the REFER and related ratios.
Just like the TER, the REER is required to be reported as both a backward looking metric (actual
fees for the past 12 months), as well as forward-looking (forecasted fees). The backward-looking
REER is calculated based both on the weighted average gross asset value (GAV) as well as the
weighted average NAV as defined by INREV over the measurement period.

Guidance Conclusions
As noted above, the workgroup did a comprehensive review of guidance provided on this issue
within U.S. GAAP, other investable asset classes and guidelines provided by our European
counterparts-INREV. Key conclusions incorporated into the REFER Guidance Paper are:






U.S. GAAP
o In order to foster comparability, measures developed must be indifferent to different
reporting models
o Carried interest must be included in the calculation
o Denominator used for measures of REFER and related ratios should be consistent
with denominator used in calculations of TWR
Other Investable Assets
o Private Equity
 Basis for calculation must be disclosed when information is reported
 Distinguishing different fee categories provides transparency
INREV
o To facilitate comparability, U.S. and European measures should be closely aligned

Exhibit A provides an illustration of the measures and accompanying disclosures which should be
reported to investors in each quarterly reporting period. When the measures are presented, the
applicable disclosures must accompany the presentation.

12

Terms Study, Appendix 3: Fees Glossary page 39-43 (2014). (Must be INREV member to
access)
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EXHIBIT A
Example Fees and Expenses Ratio Disclosure Table
ABC Real Estate Fund
Fund Fees and Expenses Ratios (1)
As of 12/31/12

For the Rolling
Four Quarter
Period Ended
12/31/12
Base Investment Management Fees

(2)

+ Performance Based Investment Management Fees
=

Total Investment Management Fees

+ Transaction Fees Earned by Investment Manager
=

Total Fees Earned by Investment Manager

+ Third Party Costs
=

(3)

(5)

Real Estate Fund Fee and Expense Ratio

(4)

For the Rolling
Four Quarter
Period Ended
12/31/11

0.7%

0.7%

3.0%

0.0%

3.7%

0.7%

0.3%

0.2%

4.0%

0.9%

0.2%

0.2%

4.2%

1.1%

Notes:
(1)

(2)

(3)

(4)

(5)

The ABC Real Estate Fund is largely stabilized, with two properties currently under development
(approximately 10% of NAV). All ratios listed in this table are calculated using the Fund's
investment level time-weighted return denominator as the denominator (weighted-average net
asset value over the calculation period).
Base investment management fees (also known as advisory fees) include all fees earned by the
investment management firm for the ongoing management of the Fund. This only includes
regularly recurring fees that are paid on a quarterly basis and does not include transaction fees,
performance based fees, carried interest, or other non-recurring fees.
Performance based investment management fees include all fees payable out of the returns
achieved by the Fund to the investment manager where the fee is calculated as a percentage of
the Fund's performance over a designated hurdle rate. This includes expensed incentive fees,
capitalized incentive fees, and carried interest or promotes including any related clawbacks that
are allocated to the investment manager via the equity accounts.
Transaction fees earned by investment manager include fees that are incurred when buying or
selling an asset, project management fee, or placing debt on an investment or asset.
Third party Fund costs includes all Fund level fees and expenses that are included by the Fund,
outside of those which are earned by the investment manager which are reported separately
above. Fund fees and expenses include but are not limited to Fund level audit fees, marketing
fees, subscription fees, legal fees, bank charges and other professional fees. Property level
expenses (i.e. utilities, maintenance, real estate taxes, etc.) are excluded from this calculation.

October 19, 2016
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EXHIBIT B
REFER Fee and Expense Categories
The table below lists and defines all of the fees and expenses by category that must be
included in the REFER (as noted with an “x”), compared side-by-side with those that are in the
INREV TER and INREV REER. The table also shows other expenses that are generally
excluded from the REFER. This table is meant to be a guide, but it is ultimately up to the
investment manager to ensure that all Fund level fees and expenses (unless otherwise exempt)
are included in the appropriate ratio, and those that are property-specific excluded.

13

13

(B) Included in “Base Investment Management Fees” in Exhibit A. (P) Included in
“Performance Based Investment Management Fees” in Exhibit A. (T) Included as “Transaction
Fees Earned by Investment Manager” in Exhibit A.
October 19, 2016
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14

Note that all of the fees and expenses that are included in the REFER are Fund level only, and
the property-specific costs are excluded. The Workgroup listed certain property-specific costs
for comparison with TER and REER.
The Workgroup realizes that some of the Fund fees and costs listed, including audit fees, bank
fees, and valuation fees may be pushed-down to the individual assets within a Fund, but the
Workgroup still consider these to be Fund costs since they would not necessarily be incurred if
it were not for the fact that the asset in question was part of the Fund.

14

(C) Included as “Third Party Costs” in Exhibit A.
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Appendix 1
Summary of Changes to Previous Version of REFER
Changes to the previous version of the REFER guidance paper (dated September 11, 2013) are
listed below:





For clarification, third party fees and expenses are labeled third party costs.
Incorporated information on ILPA Fee template issued in 2016
Incorporated changes made to INREV measures
Provided definitions for fees and costs included in the REFER (update to Exhibit B)

October 19, 2016
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Overview
In 2014, the NCREIF PREA Reporting Standards (Reporting Standards) were revised to include
elements of leverage risk. The required new elements include: Fund Tier 1 (T1) Total Leverage-at cost
and the Fund T1 Leverage Percentage. These elements were added to the Reporting Standards in order
to provide investors with a consistent and comparable way to measure leverage risk within and across
real estate portfolios.
As part of the development of these measures, the project task force created a three-tiered the Leverage
Spectrum which illustrates the variety of complex deal structures that can be utilized by institutional real
estate advisors on behalf of investors. The Tier 1 leverage measures incorporate all of the elements
listed in the Leverage Spectrum under Tier 1.
The Reporting Standards Council continues to focus its efforts to provide more transparency with respect
to elements of leverage risk. Accordingly, a project task force was formed to research, analyze and
develop measures for those elements in Tier 2 (T2). Generally, the elements in T2 are “debt like”, as
subject to certain conditions and contingencies, and have the same impact as traditional debt (i.e.,
leverage) in that they put the Fund investor’s capital at additional risk. Unlike T1, these elements are
generally not thought of as traditional debt. The task force has concluded that a preferred labeling of
these elements is: Other Elements of Financial Risk. Accordingly, the Leverage Spectrum will hereinafter
be referred to as the Financial Risk Spectrum with T1 categorized as “leverage” and T2 as “other
financial risk” as illustrated below.
NCREIF PREA Reporting Standards: Financial Risk Spectrum

THE FINANCIAL RISK SPECTRUM
From generally numerically visible in the financial statement and disclosures in the footnotes
to less transparent

Tier 1 Leverage

Tier 2 Other financial risk
– quantifiable

Fund’s Economic Share of NonOperating Model debt

Debt senior to Fund’s debt
investment

Fund’s Economic Share of
Operating Model debt

Convertible Debt
Forward commitments

Subscription lines backed by
commitments (drawn balance)

Unsecured fund level debt

Interest hedging
instruments

Tier 3 Other financial risk
– non quantifiable

Carve-outs related to lending
activities
Contingent liabilities
Credit enhancements
Fund level
guarantee/ investor guarantee

Operating company (level)
leverage
Letters of credit (LOC)
Preferred stock
(mandatory redeemable)

Performance and surety bonds

TIF notes/
City improvement
financing
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T2 elements represent common financing strategies that investment managers may engage in but to
date have been represented to potential and existing clients in various manners. Since the 2008 financial
crisis, there has been mounting pressure by the investor community to provide further transparency on
the risk associated with various investing activities and to improve comparability amongst investment
strategies. This Task Force endeavors to improve the practice of measuring risk as opposed to
managing risk. The evolution of risk measurement will help investors and investment managers assess
the components of risk undertaken to achieve returns and construct portfolios with more clearly defined
risk/reward frameworks.
This research paper focuses on one aspect of Tier 2; Debt senior to a Fund’s debt investment, whereby
financial risk associated with investments in subordinated debt is examined. Additional research will
focus on the other elements included in T2.

Background
This research paper will focus on methodologies to calculate risk associated with subordinated debt3 at
the individual asset and aggregate portfolio levels. The loan-to-value (LTV) ratio, a metric commonly used
to assess risk associated with debt, does not fully reflect the risks associated with being in a junior
position to another creditor.
For example, an investor may be assessing two funds; Fund 1) investing equity in property while
borrowing third party debt in the form of a 1st mortgage, and Fund 2) debt investing in the form of lending
within tranches (i.e., Mezzanine). See the two capital stacks, below.

Current guidance on calculating leverage (i.e., LTV; T1 Leverage) would represent the mezzanine
investor (Fund 2) as having 0% LTV while the equity investor (Fund 1) would have an LTV of 50%. In
reality, the mezzanine investment is "junior" to the first mortgage piece, which typically carries higher risk
of (credit) loss than a first mortgage position but is viewed safer than an equity position. However, the
upside of a mezzanine investment is generally more limited than an equity investment. The Task Force
3

Subordinated debt is typically debt investments that represent portions of the capital stack that are junior to a first mortgage but
yet senior to an equity position in a property investment. This definition encompasses 'mezzanine', B/C-notes, and possibly
other forms of 'tranching'.
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refers to the junior subordination positions as an "equity buffer" since it typically protects the mezzanine
position from loss in an event of a market downturn. For example, the mezzanine investor in the diagram
above would suffer minimal-to-no loss on investment value if the total property value were to fall by 10%.
Therefore, the mezzanine piece does not carry as much risk as an equity position and a risk measure
associated with subordination should take this into account.
The risk quantification methodologies (see Task Force Proposed Methodologies below) explored in this
paper have been put forth to capture a measure of risk that can be viewed and assessed in the same
format as the Loan-To-Value ratio. There is consideration given (see Industry Feedback Section) to
utilize statistical methods of evaluating risk through return probabilities (i.e., Value-at-Risk framework)
which could more accurately reflect all risk given an appropriate historical proxy of the investment being
underwritten. However, there is considerable weight applied to methods that utilize an already existing
"Point-in-Time" framework similar to the LTV calculation used broadly throughout the industry at present.
There are practical limitations to accurately measuring risk, including but not limited to:




Availability of information (Collateral Value)
Intercreditor agreements
Pricing/Valuation

The Task Force is aware of the challenges which may dilute the accuracy of assessing risk in the
methodologies discussed in the latter sections of this paper. However, the Task Force concluded that the
industry would be best served by an imperfect measure of risk for subordinated debt than none at all.
The methodologies discussed can be viewed as a starting point that can be refined over time.
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Task Force Proposed Methodologies
The task force vetted two different, yet related methodologies to measure the risk associated with
subordinated debt investments: Economic Ownership (OE) and Last Dollar Exposure (LDE)

Economic Ownership (EO) Method
The Economic Ownership method looks through to the underlying collateral’s capital stack and treats a
subordinated debt investment as equity. By treating it as equity, an investor is better able to assess its
financial risk due to its position within the entire capital stack. The proposed T2 Financial Risk measure,
below, is calculated consistently with the T1 Leverage method (Third Party Debt x Economic Ownership)
/ ((Gross Property Value + Other Assets) x Economic Ownership).

Pros of Economic Ownership Model
 Consistent with existing T1 Leverage calculation which allows it to be additive to the portfolio T1
Leverage Metric.
 An investor generally knows the value of a position(s) senior to its subordinated debt investment.
 Equity buffer is being incorporated in the denominator via the Gross Property Value.
Cons of Economic Ownership Model
 Requires access to total asset on a fair value basis.
o Collateral may not be valued by external appraisers.
o Collateral may be valued by the advisor using less rigorous valuation methodology than
would be used if they were a true equity investor.
o Cash, receivable and other assets only available if agreements require the information to
be reported.
An example of how this methodology would work across various investment types in a portfolio is detailed
in Exhibit 1.
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Last Dollar Exposure (LDE) Method
The Last Dollar Exposure method looks through to the underlying collateral’s capital stack and exposes
the risk associated to a subordinated debt investment by measuring priority payments to position senior
to the b-note/mezzanine debt against changes in collateral’s gross property value. The proposed T2
Financial Fisk measure is outlined below:

Pros of Last Dollar Exposure Method
 Consistent, on an individual investment basis, with the proposed Economic Ownership method
noted previously.
 An investor generally knows the value of a position(s) senior to its subordinated debt investment.
 Equity buffer is being incorporated in the denominator of the first step of the calculation, "Last
Dollar Exposure".

Cons of Last Dollar Exposure Method
 Not consistent with T1 concepts and therefore, unable to aggregate together T1 Leverage and T2
Financial Risk up to a portfolio level.
 Requires access to total asset on a fair value basis.
o Collateral may not be valued by external appraisers.
o Collateral may be valued by the advisor using less rigorous valuation methodology than
would be used if they were a true equity investor.
o Cash, receivable and other assets only available if agreements require the information to
be reported.
An example of how this methodology would work across various investment types in a portfolio is detailed
in Exhibit 2.
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Industry Involvement
The Task Force was formed with members representing various organizations in the U.S. institutional
private real estate landscape, including consultants and investment managers.
Considerable industry feedback was obtained during the various phases of the initiative. The four
primary sources of feedback can be categorized into distinct groups: Academia, NCREIF Consultants,
Task Force Consultative Group, and Investors. The feedback included both comments on the
aforementioned Economic Ownership and Last Dollar Exposure methods, as well as additional
proposed methodologies. The Task Force Consultation Group includes representation from global real
estate management firms that have experience in non-core and debt investing.

Academia
As part of the outreach to academia, the Task Force enlisted feedback and suggestions from a prominent
academic who is a Clinical Professor of Real Estate at a highly credentialed university. The Task Force's
proposed methodologies (i.e., Economic ownership and Last Dollar Exposure) were reviewed and given
feedback on the similarities of the two methodologies. There were suggestions that the Task Force
review methods by which CMBS default risk is assessed on subordinated tranches via a Journal article
written by Xudong An et. al., published on July 27th, 2014 titled, "What is Subordination About? Credit
Risk and Subordination Levels in Commercial Mortgage-backed Securities (CMBS)"4.
The Task Force theorized that the Economic Ownership and Last Dollar Exposure methodologies
produced consistent LTVs per investment but relied on the academic to provide proof that the two
methodologies do in fact produce the same result. He proved this algebraically and it is exhibited, below:

4

An, X., Deng, Y., Nichols, J. B., & Sanders, A.B. (2014). What is Subordination About? Credit Risk and Subordination Levels in
Commercial Mortgage-backed Securities (CMBS). Journal of Real Estate Finance and Economics. 51:231-253.
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A = first-mortgage loan (ala the A piece in CMBS structure),
B = mezzanine loan (ala the B piece in CMBS structure),
E = investor equity, and
P = property value (= A + B + E).
Method 1 (EO)

Method 2 (LDE)

=

=

=
Both methodologies will have the same leverage ratio at the investment level and neither method takes
into account a concept of subordination borrowed from the CMBS community (as discussed below). For
instance, changing the size of the mezzanine loan will not change the investment level leverage ratio,
even though it will affect the amount of dollars that flow into the portfolio level financial risk ratio.
The CMBS community tends to use subordination levels in combination with credit ratings given by an
independent agency to assess risk. Subordination levels are defined as, "The proportion of principal
outstanding of the junior tranches who will absorb the initial credit losses, determine how much credit
support the deal structure provides the senior tranches." Xudong An et.al. conclude that the
subordination levels do not have a strong relation to ex-post or ex-ante credit risk. Furthermore, the
journal article purports a collection of non-credit risk factors (i.e., supply and demand factors, deal
complexity, issuer incentive, and general time trend) to be more significant drivers of subordination levels.
The subordination journal article is very helpful in exploring methods of assessing risk used most
commonly in a CMBS/debt investing universe. The Task Force will continue to consider the significance
of using factors such as debt service coverage ratio, LTV, and occupancy rates in assessing credit loss
risk per investment. However, it is not clear at this point how CMBS methods of assessing risk might
work for a portfolio of diverse investment types that include a combination of equity and debt investments
related to real estate.

July 13, 2016
Handbook Volume II: Research: Subordinated Debt 9

NCREIF Consultants
NCREIF has a network of experienced industry professionals that consult NCREIF or are employed to
help with various NCREIF products. The Task Force approached several NCREIF consultants/staff
about the issue of measuring risk related to subordinated debt and was met with a healthy amount of
comments and suggestions. The suggestions typically approached the initiative by utilizing a Value-at
Risk5 ("VaR") concept which is used as a risk management tool in the financial industry. This metric
relies heavily on historical data to produce a probability of expected loss for a given portfolio and time
horizon. While this metric may be more broadly considered for the private real estate industry, it has not
been widely used by industry practitioners. The drawback to using this metric is the potential for slow
uptake by investment managers given the complexity of statistical understanding needed to successfully
interpret the figure more broadly.
An additional solution to measuring subordinated debt risk was presented by Joe D'Alessandro who is
the Director of Performance Measurement at NCREIF. Mr. D'Alessandro purposed a methodology that
relies heavily on current risk measures used in performance measurement (i.e., Sharpe Ratio, Treynor
and Information ratios) and was adapted to capture risk related to volatility in cash flow designated for the
subordinated debt investment. The formal proposal of this methodology is further detailed in Exhibit 3,
but a brief summary is as follows:
The Joe D'Alessandro Method incorporates the traditional concepts of debt service coverage and loan to
value ratios as well as an actual experience adjustment factor.
-

Excess Cash Flow Indicator ("ECFI")


𝐸𝑥𝑐𝑒𝑠𝑠 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑅𝑒𝑡𝑢𝑟𝑛
𝑆𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐸𝑥𝑐𝑒𝑠𝑠 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑅𝑒𝑡𝑢𝑟𝑛



Where 'Excess Cash Flow Return' is


-

Excess Value Change Indicator ("EVCI")


𝐸𝑥𝑐𝑒𝑠𝑠 𝑉𝑎𝑙𝑢𝑒 𝐶ℎ𝑎𝑛𝑔𝑒 𝑅𝑒𝑡𝑢𝑟𝑛
𝑆𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐸𝑥𝑐𝑒𝑠𝑠 𝑉𝑎𝑙𝑢𝑒 𝐶ℎ𝑎𝑛𝑔𝑒 𝑅𝑒𝑡𝑢𝑟𝑛



Where 'Excess Value Change Return' is


-

-

𝑁𝑂𝐼−𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒−𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠−𝑁𝑜𝑛 𝐹𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒𝑠
𝐴𝑣𝑔 𝐷𝑒𝑏𝑡 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑎𝑙𝑎𝑛𝑐𝑒+𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠

𝑀𝑉1 −𝑀𝑉𝑡−1 −𝐹𝑖𝑛𝑎𝑛𝑐𝑒𝑑 𝐶𝑎𝑝𝐸𝑥−𝑃𝑎𝑟𝑡𝑖𝑐𝑖𝑝𝑎𝑡𝑖𝑛𝑔 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡
𝐴𝑣𝑔 𝐷𝑒𝑏𝑡 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑎𝑙𝑎𝑛𝑐𝑒+𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠

Excess Total Return Indicator (i.e., on a debt investment)
 ∑ 𝐸𝐶𝐹𝑊𝐹(𝐸𝐶𝐹𝐼), 𝐸𝑉𝐶𝑊𝐹(𝐸𝑉𝐶𝐼)
 Where;
 ECFWF = Excess Cash Flow Weighting Factor
 EVCWF = Excess Value Change Weighting Factor
Final Metric

5

"Value-at-risk (VaR) is a probabilistic metric of market risk (PMMR) used by banks and other organizations to monitor risk in
their trading portfolios. For a given probability and a given time horizon, value-at-risk indicates an amount of money such that
there is X probability of the portfolio not losing more than X amount of money over X horizon. For example, if a portfolio has a
one-day 90% value-at-risk of USD 3.2 million, such a portfolio would be expected to not lose more than USD 3.2 million, nine
days out of ten." – Risk Encyclopedia
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𝐸𝑥𝑐𝑒𝑠𝑠 𝑇𝑜𝑡𝑎𝑙 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐷𝑒𝑏𝑡
𝑅𝑖𝑠𝑘

The Excess Return is the amount by which the return exceeds the debt instruments being evaluated. In
other words, the return cushion available to handle decreases in cash flow and value of the underlying
real estate investment. This purposed methodology incorporates measures, like DSCR and LTV, which
have shown in academic studies to be relevant indicators of risk (potential loss). In fact, the return
framework suggested is the inverse of the debt-to-GDP ratio commonly used when evaluating
government debt. In addition to incorporating prominent and already understood metrics in the private
real estate industry, Mr. D'Alessandro provides further detail on exactly what underlying property
information would be required to construct such a framework. It is a worthy endeavor to include such
metrics in performance framework where the marginal return due to investment structure can be related
to a per unit of marginal risk via the Sharpe Ratio concept.
The potential drawbacks to the proposed methodology do not differ widely from the methods proposed by
the Task Force. The availability of information on the collateral may be a potential issue but it seems that
there may be more required details for the methodology purposed by Mr. D'Alessandro. His method also
recommends using historical time series to assess "risk" for the denominator of the "final metric" which
may not be available especially for purposes of an ex-ante analysis.

Task Force Consultation Group
Earlier in the year, the Task Force Consultation Group convened via webinar to review proposed
methodologies for subordinated debt, forward commitments, and the overall concept of a "Tiered"
financial risk metric. The summarized points relating to measuring subordinated debt risk were as
follows:


Information relating to the junior positions may not be available, yet information relating senior
positions amount/s is. Mezzanine tranches are valued in some cases and the risk associated with
the borrower's ability to pay will be incorporated. Are we overlapping (or doubling up) risk
elements?



To access needed information for the calculation, there may be reporting requirements by the
lender to access information related to the borrower (equity holder).



Some platforms may have internal teams that assess the total collateral value but would most
likely exhibit a conservative bias (i.e., not accounting as much for a 20% increase in equity value)

The points above relate more towards the implementation of a proposed risk measure, given the
information needed from investment managers to form calculations. While the Task Force must take
hurdles of implementation into consideration during this phase of the initiative, the hurdles should not
deter progress towards constructing a measure that will provide better transparency of risk.
Additional comments were given to the overall concept of creating tiers of financial risk. These
considerations encompassed the ability to explore adapting methodologies already used in the "stock
and bond" asset classes, and recognition of the possibility of over-simplifying risk measurement.
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Comparing Commonly Used Risk Metrics
There are currently many different metrics that investment managers use to assess risk. The most
frequently quoted metrics mentioned during the discovery phase of this initiative are as follows:





Using LTV levels (i.e., High-midpoint-low) to give an indication of Tranche thickness and position
in the capital stack
Using Debt Service Coverage Ratio to indicate the asset's ability to service the debt
Debt Yield to show the ratio of asset income to the amount of debt balance being placed
Goal Seek models which seek to model out stress-testing scenarios. How much would the
market values need to fall in order to meet last dollar exposure?

Each metric described above have their strengths and weaknesses in assessing risk. They are all using
'point-in-time' analysis but seem to differ most based on the inclusion of either values only (i.e., LTV),
income only (i.e., DSCR), or both in the case of Goal Seek models.
To compare the metrics mentioned above, the task force created a simple example of an asset's capital
stack featured in more detail in Exhibit 4. The example assumes a mezzanine investment with an LTV
tranche position of 65% to 88% at a 5% interest rate. We assume that there is no change in income for
the property, but we do use 'goal seek' to find what decline in value would need to be incurred for the
mezzanine's last dollar exposure to be met, which is -11.6%. Please see the summary of the various risk
metrics, below.
Risk Metrics for Mezz

Period 0

Period 1

High
Mid

88%
77%

100%
87%

Low
Thickness

65%
23%

74%
26%

1.93

1.93

9.20%

9.20%

LTV Levels

Equity DSCR
Debt Yield
T2 - Sub. Risk
Numerator

5,633,333

8,450,000

Denominator

8,633,333

11,450,000

Investment LTV

65%

74%

Goal Seek to see at
what point Last Dollar

-11.58%

Exposure is met

Thickness of tranche is typically seen as one proxy for risk. A larger tranche should be less sensitive to
loss (i.e., larger base to absorb losses). However, we see that the 'thickness' theoretically increases
once the equity position has incurred 100% loss. This is a denominator effect of the total capital stack
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shrinking rather than the mezzanine position increasing in dollar amount. Therefore, the thickness of
tranche is not always a reliable and consistent indicator of risk. An integral point of weakness in using
LTV is the inclusion of valuation which is typically more volatile than income for a stabilized asset and
may not represent the asset's ability to service the debt in-place, hence the use of Debt-Service
Coverage Ratios and Debt Yields. Both metrics use the property's income to assess the asset's ability to
pay interest or to assess the amount a lender is willing to lend. These types of metrics have become
more prevalent since the last downturn and are thought to be more conservative since increases in value
are not a factor. This also means that a decrease in value is not taken into consideration.
The T2 Subordinated Risk Metric correctly reflects the increase in risk given the deterioration of junior
positions (i.e.,the equity in this case) and increases the risk exposure in total dollar amount to the overall
portfolio, as evidenced by the denominator increasing from $8,633,333 to $11,450,000. The 'Goal Seek'
method of assessing risk has the potential to be the most accurate method of assessing risk since it is
highly customizable to deal specific variables (i.e., deal structure and legal risk mitigants) and could
include assumptions on income and sensitivity to collateral value changes. However, this method of
assessing risk would be the least standard across managers and investments which would weaken
comparability.

Conclusions
The Financial Risk Task Force recommends moving forward with creating guidance around the
"Economic Ownership" method for the following reasons:
1. The practice of proportionally allocating investment risk by "Economic Ownership" is already used
for the Leverage Tier 1 ratio.
2. The method is a "point-in-time" analysis that does not require numerous data points, making
implementation less strenuous on investment managers.
3. Economic Ownership methodology incorporates the "equity buffer" in its assessment of risk,
giving a truer representation of risk related to the subordination.
4. The method provides a good starting point to build in further details that could affect risk (i.e.,
inter-creditor agreements, etc.).
The Financial Risk Task Force has concluded that no one metric will encompass all risks associated with
an investment activity or type. However, it is important to continually develop measures that facilitate the
disclosure and impact of risks associated with investing in real estate. The Task Force believes that the
proposed Economic Ownership methodology accomplishes a step towards facilitating a more informed
discussion around subordinated debt risk.
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Definitions













B-Note Investment – debt investment secured by collateral on which the lender’s position is
subordinate to the senior debt
Economic Ownership – A term used to describe the ownership of the Fund's interest in a
particular joint venture investment based on the current period hypothetical liquidation (i.e.
waterfall) calculation. (As used herein, joint venture means any investments which is other than
wholly owned). At different points in the life of the investment, the Economic Share may differ from
the contractual share for the investment.
Gearing Factor – change to debt investment leverage
Investment Level –Evident or applied only to the entire investment i.e.. e., "Investment-level
debt" and "investment-level leverage". By contrast, "property-level" applies to characteristics of
individual properties within an investment.
Last Dollar Exposure (LDE) – change to Borrowers Leverage (debt advance by you and any
senior to you)
Mezzanine Debt Investment – debt investment, subordinate to senior debt and B-Notes, secured
by equity which allows for the lender to step into the shoes of the borrower in the event of default
or free-foreclosure proceedings.
Portfolio Level – represents a portfolio of multiple, and possible various types, of real estate
related investments.
Preferred Equity Investment – equity investment in an entity which is senior to common equity
Senior Debt Investment – debt investment secured by collateral on which the lender has put in
place a first lien
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Exhibits
Exhibit 1 (Economic Ownership Portfolio Example)
SAMPLE PORTFOLIO
ECONOMIC OWNERSHIP METHOD
Total

Wholly-Owned

Collateral Capital Stack
Gross Property Value ("GPV")
Other assets
Other Liabilities
Loan to Value %:
1st Mortgage
Fund Whole Loan
Fund Mezzanine
Equity Split:
Fund NAV
Partner NAV
Collateral Balance Sheet
GPV
Other Assets
Other Liabilities
1st Mortgage
Fund Whole Loan
Fund Mezzanine Loan
Net Asset Value
Fund NAV
Partner NAV
Fund Balance Sheet
Real Estate Investment
Other Assets
Other Liabilities
1st Mortgage
Fund Whole Loan
Fund Mezzanine Loan
Net Asset Value
Fund NAV
Partner NAV
T1 Leverage Calculation
Loan to Value:
Third Party Debt
GPV + Other Assets
%

310
40
(20)
(100)
230
200
30

=

Economic Share:
Funds NAV
Fund NAV + Partner NAV
%

=

T1 Leverage:
Third Party Debt x Economic Share
(GPV + Other Assets) x Economic Share
%

=

T2 Leverage Calculation
Loan to Value:
Third Party Debt
GPV + Other Assets
%

100
320
31%

NCI

Equity Method

Whole Loan

Mezzanine Loan

100
20
(10)

100
20
(10)

100
20
(10)

100
20
(10)

100
20
(10)

50%
0%
0%

50%
0%
0%

50%
0%
0%

0%
50%
0%

50%
0%
30%

100%
0%

50%
50%

50%
50%

0%
100%

0%
100%

100
20
(10)
(50)
60
60
-

100
20
(10)
(50)
60
30
30

100
20
(10)
(50)
60
30
30

100
20
(10)
(50)
60
60

100
20
(10)
(50)
(30)
30
30

100
20
(10)
(50)
60
60
-

100
20
(10)
(50)
60
30
30

50
120
42%

30
-

50
-

30
30

30
-

50
50

30
30

-

-

-

50
120
42%

50
120
42%

-

60
60
100%

30
60
50%

30
60
50%

50
120
42%

25
60
42%

25
60
42%

50
120
42%

50
120
42%

50
120
42%

60
60
100%

30
60
50%

30
60
50%

50
110
45%

30
60
50%

50
120
42%

25
60
42%

25
60
42%

-

25
60
42%

50
0%

30
0%

50
50
100%

30
30
100%

-

50
0%

30
0%

Lookthrough to Collateral Balance Sheet

=

Economic Share:
Funds NAV
Fund NAV + Partner NAV
%

=

T2 Leverage:
Third Party Debt x Economic Share
(GPV + Other Assets) x Economic Share
%

=

120
0%

50
120
42%

Assume Fund's Suborindated Debt is Equity

125
355
35%

55
0%
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Exhibit 2 (Last Dollar Exposure Portfolio Example)
SAMPLE PORTFOLIO
LAST DOLLAR EXPOSURE METHOD
Total

Wholly-Owned

Collateral Capital Stack
Collateral's Gross Property Value ("GPV")
Other assets
Other Liabilities
Loan to Value %:
1st Mortgage
Fund Whole Loan
Fund Mezzanine
Equity Split:
Fund NAV
Partner NAV
Collateral Balance Sheet
GPV
Other Assets
Other Liabilities
1st Mortgage
Fund Whole Loan
Fund Mezzanine Loan
Net Asset Value
Fund NAV
Partner NAV
Fund Balance Sheet
Real Estate Investment
Other Assets
Other Liabilities
1st Mortgage
Fund Whole Loan
Fund Mezzanine Loan
Net Asset Value
Fund NAV
Partner NAV
T1 Leverage Calculation
Loan to Value:
Third Party Debt
GPV + Other Assets
%

310
40
(20)
(100)
230
200
30

=

T1 Leverage:
Third Party Debt x Economic Share
(GPV + Other Assets) x Economic Share
%

=

T2 Leverage Calculation
Last Dollar Exposure (LDE):
Total Debt
GPV + Other Assets
%
Gearing Factor (GF)
Third Party Debt
Total Debt
%

Equity Method

Whole Loan

Mezzanine Loan

100
20
(10)

100
20
(10)

100
20
(10)

100
20
(10)

100
20
(10)

50%
0%
0%

50%
0%
0%

50%
0%
0%

0%
50%
0%

50%
0%
30%

100%
0%

50%
50%

50%
50%

0%
100%

0%
100%

100
20
(10)
(50)
60
60
-

100
20
(10)
(50)
60
30
30

100
20
(10)
(50)
60
30
30

100
20
(10)
(50)
60
60

100
20
(10)
(50)
(30)
30
30

100
20
(10)
(50)
60
60
-

100
20
(10)
(50)
60
30
30

50
120
42%

30
-

50
-

30
30

30
-

50
50

-

-

50
120
42%

50
120
42%

-

60
60
100%

30
60
50%

30
60
50%

100
320
31%

50
120
42%

25
60
42%

25
60
42%

280
600
47%

50
120
42%

50
120
42%

50
120
42%

200
280
71%

50
50
100%

50
50
100%

50
50
100%

33%

42%

42%

42%

=

Economic Share:
Funds NAV
Fund NAV + Partner NAV
%

NCI

30
30
-

50
0%

30
0%

50
50
100%

30
30
100%

-

50
0%

30
0%

50
120
42%

80
120
67%

50
0%

50
80
63%

0%

42%

Lookthrough to Collateral Balance Sheet

=

=

T2 Leverage:
LDE x GF

=
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Exhibit 3 (Joe D’Alessandro’s Proposed Leverage Risk Performance Indicator)

1) Background
A. The commercial real estate investment industry desires better leverage risk measures.
B. A new statistic introduced by the NCREIF/PREA Reporting Standards is T-1 leverage, which is a
refinement of the traditional Loan to Value (LTV) ratio. This is a step in the right direction as it
looks at LTV from a holistic point of view.
C. Other asset classes use a risk based capital approach. The National Association of Insurance
Companies (NAIC) has developed a framework using Debt Service Coverage Ratio (DSCR), LTV
and historical experience adjustment factors to determine the capital reserves required to mitigate
risk.
D. Risk should take into account the priorities associated with the overall capital stack.
E. Typically risk measures are based on volatility such as the most widely known Sharpe, Treynor
and Information Ratio’s. These ratios all share the model of “reward” divided by “risk.” Each model
differs in how “reward” or “excess return” and “risk” are defined.
a. Sharpe defines excess return as the portfolio return less the risk free rate and risk as the
volatility of such excess returns.
b. Treynor defines excess return as the portfolio return less the benchmark or market return
and risk as Beta or the variance from the market return.
c. The Information Ratio defines excess return as the portfolio return less the benchmark
return and risk as the standard deviation or volatility of such excess returns.

2) Proposal
A. Use the reward/risk framework of Sharpe, Treynor and Information Ratios to develop a volatilitybased approach to leverage risk assessment.
B. When utilizing debt or other non-equity capital sources such as preferred equity, the risk of loss of
not paying interest or dividends or not paying back original borrowings or investments is critical as
well as the priorities of the capital stack.
C. From the overall portfolio perspective, we therefore need to define reward and risk.
i) Reward or excess returns can be defined in two parts; 1) excess “cash flow” and 2) excess
“appreciation”. Excess cash flow and appreciation are the cushions necessary to help mitigate
risk of not paying back interest or principal. Since Reward is a return measure it has its own
return numerator and denominator. As shown below the return numerator is the Excess Cash
Flow$ and the Excess Value Change$. The return denominator is the Average Outstanding
Debt Balance.
ii) Risk can be defined as the volatility of such “excess returns.” This will be the risk denominator
for the overall leverage risk indicator.
iii) Excess Cash Flow$
(1) The portfolio pays interest on debt and dividends on preferred equity from free cash flow
from operations. For real estate, Excess Cash Flow$ can be defined as free cash flow or
Net Operating Income less Interest Expense less Preferred Dividends less non-financed
Capital Expenditures, generally recurring capital and not major renovations.
iv) Excess Value Change$
(1) The portfolio repays principal outstanding and preferred equity investments from the sale
of re-financing of the investment, therefore value or price changes of the investment are
critical. For real estate, Excess Value Change$ can be defined as market value change
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less participating interests in value appreciation from either debt or preferred equity
investments.
v) Excess Total$ is therefore the sum of the Excess Cash Flow$ and the Excess Value Change$
that make up the numerator in the Reward computation
vi) The Denominator for Reward return computation is determined as follows;
(1) To capture the proper return measure we must use the non-equity capital sources or the
debt borrowed and the preferred equity invested. So the denominator for which to
measure the return is the average Debt Outstanding balance plus the average Preferred
Equity investments.
vii) Essentially we are calculating a “Return on Debt”, not a return on equity. (Technically it is
really a “Return on Non-Common Equity”). This is akin to the inverse of the debt-to-GDP ratio.
The higher the Return on Debt, the better the chances of not defaulting on the debt. In other
words, the higher the numerator, the less risk of loss to the lenders. Specifically the higher the
Cash Flow Return, the less risk of loss of not paying interest on the debt. The higher the Value
Return the less risk of loss of not re-paying the outstanding debt principal. The higher the debt
outstanding, the higher the denominator, the lower the Return on Debt. So more debt
outstanding is more risky and less debt outstanding is less risky. The numerator in essence
captures the dynamics of the traditional Debt Service Coverage Ratio whereas the Value
portion of the numerator along with the denominator captures the traditional Loan to Value
Ratio.
viii) The remaining aspect is “Risk” or the denominator of the overall indicator. Following the
Sharpe ratios, we would use the standard deviation of the excess returns as follows
(1) Standard deviation of the Excess Cash Flow Return and the Standard deviation of the
Excess value Change Return.
(2) We would calculate each component separately
(3) We could then weight each component based on the perceived risk or possibly the
strategy of the underlying investment. For example, for core investments the primary
return driver is income, not appreciation. Let’s say income is 90% of the total return and
appreciation is 10% of the total return. We could apply that same proportion to the
component risk ratios to get a weighted result.
D. Summary of the above proposed framework
i) Uses the traditional return / volatility to measure risk of leverage.
ii) Incorporates the traditional concepts of debt service coverage and loan to value ratios as well
as an actual experience adjustment factor.
iii) Works from either the perspective of the borrower or lender
(1) For example if the capital stack includes a 1st mortgage, mezzanine debt, and preferred
equity, the perspective of the entire portfolio would incorporate all non-common equity
capital sources. For any one individual lender or investor, the excess cash flow and value
change numbers would only include their positions and those senior.
iv) Formula are as follows;
(1) Excess Cash Flow Indicator
(a)

𝐸𝑥𝑐𝑒𝑠𝑠 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑅𝑒𝑡𝑢𝑟𝑛
𝑆𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐸𝑥𝑐𝑒𝑠𝑠 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤 𝑅𝑒𝑡𝑢𝑟𝑛

(i) where;
(ii) Excess Cash flow Return is
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(iii)

𝑁𝑂𝐼−𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝐸𝑥𝑝𝑒𝑛𝑠𝑒−𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑𝑠−𝑁𝑜𝑛−𝑓𝑖𝑛𝑎𝑛𝑐𝑒𝑑 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑥𝑝𝑒𝑛𝑑𝑖𝑡𝑢𝑟𝑒𝑠
𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐷𝑒𝑏𝑡 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑎𝑙𝑎𝑛𝑐𝑒+𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠

(iv) Note, non-financed capital expenditures are capital expenditures that are paid with
operating cash flows and not from borrowings or preferred equity investors.
(2) Excess Value Change Indicator
(a)

𝐸𝑥𝑐𝑒𝑠𝑠 𝑉𝑎𝑙𝑢𝑒 𝐶ℎ𝑎𝑛𝑔𝑒 𝑅𝑒𝑡𝑢𝑟𝑛
𝑆𝑡𝑎𝑛𝑑𝑎𝑟𝑑 𝐷𝑒𝑣𝑖𝑎𝑡𝑖𝑜𝑛 𝑜𝑓 𝐸𝑥𝑐𝑒𝑠𝑠 𝑉𝑎𝑙𝑢𝑒 𝐶ℎ𝑎𝑛𝑔𝑒 𝑅𝑒𝑡𝑢𝑟𝑛

(i) where;
(ii) Excess Value Change Return is
(iii)

E.
F.
G.
H.

𝑀𝑉1 −𝑀𝑉𝑡−1 −𝐹𝑖𝑛𝑎𝑛𝑐𝑒𝑑 𝐶𝑎𝑝𝑋−𝑃𝑎𝑟𝑡𝑖𝑐𝑖𝑝𝑎𝑡𝑖𝑛𝑔 𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡𝑠
𝐴𝑣𝑒𝑟𝑎𝑔𝑒 𝐷𝑒𝑏𝑡 𝑂𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔 𝑃𝑟𝑖𝑛𝑐𝑖𝑝𝑎𝑙 𝐵𝑎𝑙𝑎𝑛𝑐𝑒+𝑃𝑟𝑒𝑓𝑒𝑟𝑟𝑒𝑑 𝐸𝑞𝑢𝑖𝑡𝑦 𝐼𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡𝑠

1. where;
a. MV1 = Market Value end of period
b. MVt-1 = Market Value beginning of period
c. Participating Interests = to the extent either lenders or preferred equity
investors participate in appreciation of the underlying investment
(3) Excess Total Return Indicator
(a) ∑ 𝐸𝐶𝐹𝑊𝐹(𝐸𝐶𝐹𝐼), 𝐸𝑉𝐶𝑊𝐹(𝐸𝑉𝐶𝐼)
(i) where;
(ii) ECFWF = excess cash flow weighting factor
(iii) EVCWF = excess value change weighting factor
(iv) Note that the weighting factors are subjective, but can be applied using general
derivations of the component returns. For example, Core could be 90% income
and 10% appreciation. Value-Add could be 50% income and 50% appreciation.
Opportunistic could be 30% income and 70% appreciation.
Above formula could potentially be tweaked to reflect Beta in the denominator instead of standard
deviation to provide a more relative measure of risk.
Discussion of the above is necessary amongst academics, practitioners and others interested in
the topic.
Could be applied to future or expected returns as well.
Historical data testing of the above framework is critical. Preliminary testing using NPI leveraged
data follows.
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Exhibit 4 (Comparing Commonly Used Risk Metrics)
Comparing Commonly Used Risk Metrics
Theoretical Subordinated Debt Positions

Market Movements
Goal Seek Amount

-11.6%

Tranche Thickness Low point
Period 0
1,500,000
12%
88%
3,000,000
23%
65%
8,450,000
65%
0%
12,950,000

High Point

Equity (junior)
Mezz Position
Senior Debt
Total Property Value

Equity (junior)
Mezz Position
Senior Debt
Total Property Value

Tranche Thickness Low point
Period 1
(0.00)
0%
100%
3,000,000
26%
74%
8,450,000
74%
0%
11,450,000

High Point
100%
100%
74%

100%
88%
65%

Property Cap Rate

6.00%

Income

777,000.00

Property Cap Rate
Income

6.79%
777,000.00

11,450,000 OK

Equity
Mezzanine
Senior

Interest /
income Yield
Income / Service
24.9%
373,500
5.00%
3.00%

150,000
253,500
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Risk Metrics for Mezz

Period 0

Period 1

High
Mid

88%
77%

100%
87%

Low
Thickness

65%
23%

74%
26%

1.93

1.93

9.20%

9.20%

LTV Levels

Equity DSCR
Debt Yield
T2 - Sub. Risk
Numerator

5,633,333

8,450,000

Denominator

8,633,333

11,450,000

Investment LTV

65%

74%

Goal Seek to see at
what point Last Dollar

-11.58%

Exposure is met
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Overview
In order to achieve compliance with the GIPS® standards, an investment advisor organization must
first define the “firm” in the context of the GIPS® standards. In making its determination, the
organization may take into consideration legal, regulatory or marketing issues as well as functional
or other management lines. Once the “firm” has been defined, one of the next steps is to determine
whether or not the firm retains discretion in the management of each of its accounts. To the extent
that the firm has discretion, composites are created for every investment strategy the firm has
implemented. Within the standards, discretion refers to “investment discretion” or the firm’s ability to
implement its investment process for a client(s) account, not “legal discretion” which refers to the
authority to manage the account. If the firm has no discretionary accounts it cannot claim GIPS®
compliance.

In the context of real estate, the fact that a client may have a say in the buy or sell decision of a
major asset should not necessarily preclude an investment advisor from considering the account
discretionary for composite assignment purposes provided the firm feels that the client’s involvement
does not impede the firm’s investment process. Other factors to consider when determining if an
account should be considered discretionary are the extent of the firm’s daily property management
decision making (including the firm’s authority to make capital expenditures and leasing decisions)
as well as the extent to which the firm controls decisions on investment structure. These decisions
would heavily impact the value of the real estate investments and the return the investment
produces.

What is Discretion for the Timberland Manager?
For stock and bond investment managers, discretion is typically defined as the ability of the firm to
implement its intended strategy. Client-imposed restrictions, which significantly hinder the firm from
managing the account as intended, would cause the entire account or a portion of the account to be
classified as non-discretionary. In other words, the resulting performance of the individual account
should be attributable to the Manager and not significantly impacted by client-imposed restrictions.

The degree of discretion utilized varies across Managers, and within firms discretion can vary across
accounts. Ultimately, the goal is to determine if the Manager has maintained sufficient control over
the asset or whether client-imposed restrictions materially impact the ability of the Manager to
manage the account as intended.

In the context of illiquid investments such as real estate and timberland investments, the buy and
sell decision is not so straightforward. For example, in addition to the acquisition and disposition of
timberland, timberland investment includes ongoing capital improvements such as replanting,
fertilization, road construction, as well as timber sales and harvesting decisions.

In the context of timberland investments, the decision to acquire timberland, especially if it is a large
transaction, is more akin to an asset allocation, or portfolio allocation decision (i.e., buy growth
stocks or buy timber). The decision of when and where to harvest on a timber property, is akin to
the individual “security” decision. For example, the choice by the Manager to pick harvest unit A,
rather than harvest unit B, and when to sell the unit is a discretionary decision and can materially
impact the income component of total return.

October 2013
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Similarly, the capital improvement decision provides ongoing value to the property and to the extent
the Manager controls this process, the value and return impact to the property can be material.

Reviewing NCREIF Timberland Property Index return data from1987 to 20121 indicates that 43% of
the total return is generated by accrual based fair value income return.2. Clearly, to the extent a
Manager controls the harvest and sales process; they are responsible for a significant portion of, if
not all of, the income return. If the Manager also has full discretion for initial acquisition decisions
and any subsequent dispositions, they are clearly responsible for 100% of the total return.

For Managers that have discretion with respect to harvesting and sales, combined with an extensive
role in managing the acquisition and disposition process, a significant portion of total return may be
attributed to their services. Although they may not have full discretion on acquisitions or
dispositions, and need client approval, to the extent the Manager has responsibility for sourcing,
valuing, and managing the acquisition or disposition, the Manager may be responsible for a large
percentage of total return.

Taking into account the above discussion, and drawing from the real estate section of the GIPS®
standards, the following guidance may help the Manager determine if they have discretion in
managing timberland portfolios.

1. Discretion:


Clients provide capital commitments and investment with the Manager based on the
Manager’s stated investment strategy, and do not impede the Manager’s ability to execute
that strategy. For example a Manager may choose to focus on a particular region of the
U.S. and target balanced age class forests for acquisition.



All acquisition investment decisions are made by the Manager without client direction or
approval, and Manager determines harvesting and capital improvements, makes all
disposition decisions, and can fully implement its investment strategy.



The Manager selects harvests units and determines the timing and volume or stumpage/log
sales. Clients may approve budgets but do not direct field operations or harvesting. The
planning and implementation of harvest schedules, timing of sales, and other operational
objectives of the Manager may be reviewed by the Client, but are not determined by the
Client.



A Manager has some discretion on acquisitions and dispositions of timberland within the
portfolio, so long as they do not exceed some agreed-upon threshold.

Conversely, absence of the above factors may indicate the Manager lacks sufficient discretion. If
one or more of the following considerations characterizes the Manager’s investment responsibility, it
may indicate the Manager does not have investment discretion. However, all facts and
circumstances should be considered in the determination of discretion:

1

The NCREIF Timberland Property Index average income return from 1987 to 2012 is 5.49%, and
total return is 12.78%, which is 43% of the total return since inception.
2
For the NCREIF Timber Property Index, the net income return is an EBITTDA based income
measure.
October 2013
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2. No Discretion:


Clients or investors have decision-making authority or control over investments that
significantly limits the Manager’s ability to implement their investment strategy.



Clients or investors must approve and direct all investment decisions, including acquisitions,
harvest units and sales volumes, capital improvements, and dispositions.



Acquisitions and disposition decisions are made by the client and the Manager executes
these decisions under the direction of the client.

Consistent with the GIPS® standards, it is the Manager’s responsibility to determine for each
account and portfolio whether it considereds that account or portfolio to be discretionary or
non-discretionary. Further the GIPS® standards require the disclosure of the firm’s
description of discretion. In addition, verification procedures require a firm to demonstrate
the consistent application of the disclosed description of discretion.
Discretion for GIPS®
After evaluating their own particular circumstances within their firm and any differences between
accounts, a Manager may conclude that they exercise sufficient control over investments and have
discretion over the investments they manage.

A Manager may also determine that they have discretion on some accounts, but not on others.
Consistent with the GIPS® standards, a Manager must include all actual fee-paying discretionary
portfolios in at least one composite, but does not include nondiscretionary portfolios in any
composite.

It is the responsibility of the Manager to determine, and periodically review the status of each Client
account, and determine if that account is discretionary. Each firm, as part of its documentation
required under the GIPS® standards, must have a written review of the discretionary status of each
account-on a regular basis, or whenever there is a material change in the management of the
account.
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Overview
Introduction
With recent activity in the accounting world brought about by the issuance of the new US fair
value accounting standard "Fair Value Measurements" (ASC 820, formerly FAS 157), the "Fair
Value Option" standard (ASC 825, formerly FAS 159), continued fair value trends within
International Financial Reporting Standards (IFRS), as well as US fair value accounting trends,
there has been much discussion over the minimum standards pertaining to valuations for
financial reporting purposes. This is particularly evident in the institutional real estate
environment surrounding tax-exempt investment funds. Until recently, the industry guidance in
this area has been the NCREIF PREA Reporting Standards (“Reporting Standards”), and the
Global Investment Performance Standards ("GIPS"). The professional valuation community
utilizes current standards for performing and reporting valuations set forth in the Uniform
Standards of Professional Appraisal Practice ("USPAP")1 and the International Valuation
Standards ("IVS")2.
The Reporting Standards require compliance with USPAP for external valuations, but has
purposefully not required that level of standard for Internal Valuations. Although this approach
was taken after careful consideration, the Reporting Stadards Council has requested additional
guidance on minimum standards in this area. This issue has been the subject of great debate.
The general perception was that the requirements of USPAP would be too extensive and time
consuming, and therefore, too expensive to implement for the typical asset advisor. On the
other hand, there are valid reasons for not requiring USPAP for internal valuations that center
around State Licensing requirements. The Appraisal Foundation, which established USPAP,
was created by the appraisal profession in response to the federal initiative to regulate the
appraisal industry with the enactment of FIRREA. As a result, it set licensing requirements
including minimum initial and continuing educational requirements, and specific experience
criteria. Since much of the internal valuation work is performed by asset managers and analysts
that are not required to follow USPAP, the imposition of this formality and cost to the investment
advisor make it prohibitive. This does not negate the benefits of the general intent of USPAP
from being a central reference in the internal valuation process.
As the world of Fair Value reporting converges upon us, the various standard setting bodies
have begun to issue guidance in this area. While for a number of years USPAP requirements
were deemed to be too excessive to be broadly applied to internal valuation exercises, the
requirements placed upon auditors to obtain and evaluate audit evidence in order to opine on
fair value financial statements has been increasing. The FASB, AICPA, and the IASB, among
others, have issued guidance for auditing fair value measures over the past several years. The
following is a partial summary of the pertinent guidance issued that sets forth minimum
standards for the valuation of real estate assets and liabilities:


1

Global Investment Performance Standards (GIPS)3

Uniform Standards of Professional Appraisal Practice(USPAP), Appraisal Standards Board of The Appraisal

Foundation, 2012-2013 edition.
2

International Valuation Standards (IVS), International Valuation Standards Committee, Eighth Edition, 2007.

3

Global Investment Performance Standards (GIPS), Investment Performance Council and the CFA Institute, 2010.
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International Accounting Standard 40, Investment Property (IAS 40)4
SAS No. 73 - "Using the Work of a Specialist"5
SAS No. 101 - "Auditing Fair Value Measures and Disclosures"6
ASC 825 (formerly FAS 159) - "The Fair Value Option for Financial Assets and
Financial Liabilities"7
ASC 820 (formerly FAS 157) - "Fair Value Measurements"8
NCREIF PREA Reporting Standards (“Reporting Standards”)9

The purpose of this paper is to compare the common elements of the various standards and
guidance issued by both the valuation and the accounting industries. It compiles a suggested
guideline for developing internal valuation policies and procedures. This will demonstrate the
convergence of thought on this matter. As you will see, absent the administrative issue
regarding USPAP, there is a great deal of commonality in the guidance from both the valuation
and accounting industries.
This convergence can be segregated into a number of sub-topic areas that provide a common
ground for comparison. These common elements seem to point to specific topic headings that
should go into such policies and procedures.
1.
2.
3.
4.
5.
6.

Frequency
Competency in performing the valuations
Ethics
Scope of analysis
Minimum standards for developing an internal valuation
Minimum standards for reporting an internal valuation.

4

International Accounting Standard 40, International Accounting Standards Board, 2004.

5

SAS 73, AU336, Using the Work of a Specialist, AICPA Professional Standards, 1994.

6

SAS 101, AU328, Auditing Fair Value Measures and Disclosures, AICPA Professional Standards, 2003.

7

ASC 825 (FAS 159), The Fair Value Option for financial Assets and Financial Liabilities, Financial Accounting

Standards Board, 2007.
8

ASC 820 (FAS 157), Fair Value Measurements, Financial Accounting Standards Board, 2006.

9

Real Estate Information Standards, Reporting Standards Handbook, Volume 1, Reporting Standards Council,

2011.
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The following graphic illustrates how the various guidelines and standards relate to each of
these topic headings

Guidance on “Internal Valuation”
Policies & Procedures
Appraisal
Industry
Standards
Global

Elements of
Internal Valuation
Standards
Frequency

Other
Industry
Standards
Global
GIPS

IVS
Competency

IFRS

US

(IAS 40)

USPAP

US

Ethics

SAS 73
(AU 336)

SAS 101
(AU 328)

Scope
ASC 825
(FAS 159)

Standards for
Developing an
Internal Valuation

ASC 820
(FAS 157)

REIS

Standards for
Reporting an
Internal Valuation

Based on the commonalities of the various guidance sources, a suggested guideline has been
presented as Exhibit A to this paper. Each of the six sub-headings has been included, and
reference is given to each of the authoritative sources and the various sections from each that
specifically address that guidance.
This is not meant to be an addition to the standard set forth in the Reporting Standards
Handbook, Volume I, section VA.01, b, i, but rather a summary of the policies and standards
that will be addressed in the auditing of the financial statements that are presented on a fair
value basis.
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Exhibit A
SUBJECT: Elements of "Internal Valuation" Policies and Procedures for Fair Value Accounts
APPLICATION: Real Property Assets and Liabilities
THE ISSUE: Real Property Valuation Standards revised August 4, 2011, addresses internal
valuation requirements as follows:
Valuation
Required: All accounts
VA.01: Valuation policy statement (Annually): In addition to the required disclosures under GAAP
for fair value measurements, the Account Report must contain a statement that the Account’s real
estate investments are valued in accordance with the Reporting Standards’ Property Valuation
Standards, stated below:
Direct real estate investment fair values must be reported on a quarterly basis. Quarterly valuations
can be completed either internally or externally and approved in writing. This requirement supports
quarterly production of the NCREIF Property Index.
b. Internal valuation requirements
i.

Scope must be sufficient to demonstrate that the value of each property has been
appropriately determined. The scope should include, but not be limited, to the following:
1. Use appropriate, established valuation techniques
2. Demonstrate independence of valuation process oversight, review, and approval
3. Contain sufficient documentation for auditors to re-compute the calculations during audit
4. Reconcile any significant variance from the previous external appraisal

The industry has requested further clarification of guidelines for minimum standards. This
guidance statement provides reference to authoritative literature addressing minimum
standards for internal valuation preparation and reporting.
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Guidance
Frequency
Real estate investments MUST be valued at least quarterly. Unless precluded by client
agreement real Estate investments must be valued by an external valuer or appraiser at least
once every 12 months.
The following are the specific citations from the professional literature relative to this issue:
1

"6.A.1For periods beginning on or after 1 January 2011, REAL ESTATE investments MUST
be valued in accordance with the definition of FAIR VALUE and the GIPS Valuation
Principals in Chapter II.
6.A.2 For periods beginning on or after 1January 2008, REAL ESTATE investments MUST
be valued at least quarterly.
6.A.4 REAL ESTATE investments MUST have an EXTERNAL VALUATION:
a. For periods prior to 1 January 2012, at least once every 36 months.
b. For periods beginning on or after 1 January 2012, at least once every 12
months unless client agreements stipulate otherwise, in which case REAL
ESTATE investments MUST have an EXTERNAL VALUATION at least
once every 36 months or per the client agreement if the client agreement
requires EXTERNAL VALUATIONS more frequently than every 36
months.
6.B.1 For periods prior to 1 January 2012, REAL ESTATE investments SHOULD be valued
by an independent external PROFESSIONALLY DESIGNATED, CERTIFIED, OR
LICENSED COMMERCIAL PROPERTY VALUER/APPRAISER at least once every 12
months.10

2

"VA.01 Direct real estate investment market values must be reported on a quarterly
basis."11

10

GIPS, Chapter I, 6.A Real Estate Requirements, p. 16 & 17; and Real Estate Recommendations, p. 19.

11

Reporting Standards Handbook, Volume I, Valuation, VA.01, p. 20.
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Competency
The person(s) performing the internal analysis SHOULD have knowledge, skill and
experience to complete the analysis competently. This Specialist/Expert SHOULD be able to
demonstrate the expertise and experience relative to an acceptable professional standard or
in the view of peers familiar with this area of expertise.
The following are the specific citations from the professional literature relative to this issue:
1

".12
When obtaining an understanding of the entity's process for determining fair value
measurements and disclosures, the auditor considers, for example:



2

"Qualifications and Work of a Specialist



c.
3

.08
The auditor should consider the following to evaluate the professional
qualifications of the specialist in determining that the specialist possesses the
necessary skill or knowledge in the particular field:
a. The professional certification, license, or other recognition of the competence
of the specialist in his or her field, as appropriate
b. The reputation and standing of the specialist in the views of peers and others
familiar with the specialist's capability or performance
The specialist's experience in the type of work under consideration"13

“The appraiser must determine, prior to accepting an assignment, that he or she can
perform the assignment competently. Competency requires:



4

The expertise and experience of those persons determining the fair value
measurements. "12

The ability to properly identify the problem to be addressed; and
The knowledge and experience to complete the assignment competently; "14

"A Valuer must have the knowledge, skill, and experience to complete the assignment
efficiently in relation to an acceptable professional standard."15

12

SAS 101, AU 328, .12.

13

SAS 73, AU 336, .08.

14

USPAP 2012-2013 Edition, Competence Rule, U-11.

15

IVS, Eighth Edition, 2007, 5.0, p.42.
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Ethics
The Specialist/Expert MUST perform the valuation with impartiality, objectivity, and
independence. Management should have controls in place to demonstrate impartiality of
those committing the entity to the underlying transactions and those responsible for
undertaking the valuations.
The following are the specific citations from the professional literature relative to this issue:



".12
When obtaining an understanding of the entity's process for determining fair value
measurements and disclosures, the auditor considers, for example



Controls over the process used to determine fair value measurements, including,
for example, controls over data and the segregation of duties between those
committing the entity to the underlying transactions and those responsible for
undertaking the valuations."16



".10 The auditor should evaluate the relationship of the specialist to the client, including
circumstances that might impair the specialist's objectivity. Such circumstances include
situations in which the client has the ability-through employment, ownership, contractual
right, family relationship, or otherwise-to directly or indirectly control or significantly
influence the specialist."17



"An appraiser must perform assignments with impartiality, objectivity, and independence,
and without accommodation of personal interests.
An Appraiser:









must not perform an assignment with bias;
Must not advocate the cause or interest of any party or issue;
Must not accept an assignment that includes the reporting of predetermined
opinions and conclusions;
Must not communicate assignment results with the intent to mislead or to defraud;
Must not knowingly permit an employee or other person to communicate a
misleading or fraudulent report;
Must not engage in criminal conduct; and
Must not perform an assignment in a grossly negligent manner"18

Integrity





4.1.1 A Valuer must not act in a manner that is misleading or fraudulent.
4.1.2 A Valuer must not knowingly develop and communicate a report that
contains false, inaccurate, or biased opinions and analysis.
4.1.3 A Valuer must not contribute to, or participate in,a valuation service that
other reasonable Valuers would not regard to be justified.

16

SAS 101, AU 328, .12.

17

SAS 73, AU 336, .10.

18

USPAP 2012-2013 Edition, Ethics Rule, U-7
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4.1.5 A Valuer must not claim, or knowingly let pass, erroneous interpretation of
professional qualifications that he or she does not possess.

Impartiality







4.4.1 A Valuer must perform an assignment with the strictest independence,
objectivity, and impartiality, and without accommodation of personal interests.
4.4.2 A Valuer must not accept an assignment that includes the reporting of
predetermined opinions and conclusions.
4.4.8A Valuer should not use or rely on unsupported conclusions reflecting an
opinion of any kind or report conclusions reflecting an opinion that such prejudice
is necessary to maintain or maximize value."19
"7.1 When valuations are made by an Internal Valuer, specific disclosure shall be
made in the Valuation Report of the existence and nature of the relationship
between the Valuer and the entity controlling the asset."20

19

IVS, Eighth Edition, 2007, Section 4.0 Ethics, p.40,41.

20

IVS, Eighth Edition, 2007, Section 7.0, Disclosure Requirements, 7.1, p.103.
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Scope
Management MUST identify and disclose the Scope of Work to be performed for an Internal
Valuation. This Scope of Work SHOULD contain the following elements:
 Establish an accounting and financial reporting process for determining the fair
value measurements and reporting.
 The fair value of investment property shall reflect market conditions at the balance
sheet date.
 Disclose the scope of work to be performed.
 Identify the characteristics of the asset or liability that are relevant to the valuation.
 Identify the value being estimated, and the property rights being appraised.
 Identify the highest and best use of the real estate.
 Select appropriate valuation methods and techniques.
 Identify and adequately support any significant assumptions used.
 Prepare the valuation.
 Compare methods and assumptions with those used in the preceding period.
 Ensure that the presentation and disclosure contain sufficient information to allow
the intended users to understand the scope of work performed.
The specific citations from the professional literature relative to each element are cited as follows:

1. "The fair value of investment property shall reflect market conditions at the balance sheet
date."21
2. "a fair value measurement assumes that the asset or liability is exchanged in a orderly
transaction between market participants to sell the asset or transfer the liability at the
measurement date. … Therefore, the objective of a fair value measure is to determine the
price that would be received to sell the asset or paid to transfer the liability at the
measurement date (an exit price).22
3. ".09 The auditor should obtain an understanding of the nature of the work performed or
to be performed by the specialist. This understanding should cover the following:
a. The objectives and scope of the specialist's work
b. The specialist's relationship to the client …
c. The methods or assumptions used
d. A comparison of the methods or assumptions used with those used in the
preceding period
e. The appropriateness of using the specialist's work for the intended purpose
f. The form and content of the specialist's findings that will enable the auditor to
make the evaluation …"23
4. ".04 Management is responsible for making the fair value measurements and disclosures
included in the financial statements. As part of fulfilling its responsibility, management
needs to establish an accounting and financial reporting process for determining the fair
value measurements and disclosures, select appropriate valuation methods, identify and

21

IFRS, IAS 40, 38.

22

ASC 820 (FAS 157: 7).

23

SAS 73, AU 336, .09.
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adequately support any significant assumptions used, prepare the valuation, and ensure
that the presentation and disclosure of the fair value measurements are in accordance with
GAAP."24

5. "SCOPE OF WORK RULE
For each appraisal … an appraiser must:
1.
2.
3.

identify the problem to be solved;
determine and perform the scope of work necessary to develop credible
assignment results; and
disclose the scope of work in the report."25

6. ".02,2.b. Internal Valuation Requirements
i.

Scope should be sufficient to determine that the value of each property
has been appropriately determined."26

7. "5.1.4 provide sufficient information to permit those who read and rely on the report to fully
understand its data, reasoning, analyses, and conclusions…"27

24

SAS 101, AU 328, .04.

25

USPAP 2012-2013 Edition, Scope of Work Rule, U-13

26

Reporting Standards Handbook, Volume I, Valuation VA.01, b,I, p. 20.

27

IVS, Eighth Edition, 2007, Section 5.0 Statement of Standard, 5.1.4, p.80.
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Standards for Developing an Internal Valuation
In developing an internal real property valuation the valuer MUST determine the scope of
work necessary to solve the problem, and correctly complete research and analyses
necessary to produce a credible valuation. The Standards for Developing an Internal
Valuation SHOULD contain the following elements, and the specific citations from the
professional literature relative to each element are cited:








Identify the definition of value. (See Citations 1, 2, and 3)
Identify the effective date of value. (See Citations 4, 5, and 6)
Identify the characteristics of the asset or liability. (See Citations 7, 8 and 9)
Utilize valuation techniques consistent with the sales approach, income
capitalization approach and/or cost approach shall be used to measure fair value.
(See Citations 10 and 11)
Fair value assumes the highest and best use of the asset by market participants.
(See Citations 12 and 13)
If multiple valuation techniques are used, reconcile the final estimate to the most
representative fair value in the circumstance. (See Citations 14 and 15)

The specific citations from the professional literature relative to each element are cited as follows:
1.

"4.1 Valuation for financial reporting, which is the focus of International Valuation Application
1 (IVA 1), should be read in conjunction with this standard.
o 4.1.1 IVA 1, Valuation for Financial Reporting, provides guidance to Valuers,
Accountants, and the Public regarding valuation standards affecting accountancy.
The Fair Value of fixed assets is usually their Market Value."28

2.

"3.1 Market Value is defined for the purpose of these Standards as follows:
Market Value is the estimated amount for which a property should exchange on the
date of valuation between a willing buyer and a willing seller in an arm's-length
transaction after proper marketing wherein the parties had each acted knowledgeably,
prudently, and without compulsion."29

3.

"Standards Rule 1-2
In developing a real property appraisal, an appraiser must:
c.

identify the type and definition of value, and, if the value opinion to be
developed is market value, ascertain whether the value is to be the most
probable price
(i)
(ii)
(iii)
(iv)

in terms of cash; or
in terms of financial arrangements equivalent to cash; or
in other precisely defined terms; and
if the opinion of value is to be based on non-market financing or
financing with unusual conditions or incentives, the terms of such
financing must be clearly identified and the appraiser’s opinion of their

28

IVS, Eighth Edition, 2007, Standard 1, 4.1, p.79.

29

IVS, Eighth Edition, 2007, Standard 1, 3.1, p.76.
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contributions to or negative influence on value must be developed by
analysis of relevant market data"30
4.

"5. Fair value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date."31

5.

"The fair value of investment property shall reflect market conditions at the balance sheet
date."32

6.

"Standards Rule 1-2
In developing a real property appraisal, an appraiser must:
d. identify the effective date of the appraiser's opinions and conclusions"33

7.

"6. A fair value measurement is for a particular asset or liability. Therefore, the
measurement should consider attributes specific to the asset or liability, for example, the
condition and/or location of the asset or liability and restrictions, if any, on the sale or use of
the asset at the measurement date."34

8.

"15. A fair value measurement assumes that the liability is transferred to a market
participant at the measurement date (the liability to the counterparty continues; it is not
settled) and that the non-performance risk relating to that liability is the same before and
after the transaction."35

9.

"Standards Rule 1-2
In developing a real property appraisal, an appraiser must:
e. identify the characteristics of the property that are relevant to the type and
definition of value and intended use of the appraisal, including:
(i)
its location and physical, legal, and economic attributes;
(ii)
the real property interest to be valued;
(iii) any personal property, trade fixture, or intangible items that are not real
property but are included in the appraisal;
(iv) any known easements, restrictions, encumbrances, leases,
reservations, covenants, contracts, declarations, special assessments,
ordinances, or other items of a similar nature; and
(v)
whether the subject property is a fractional interest, physical segment,
or partial holding;"36

30

USPAP 2012-2013 Edition, Standard 1-2, (c), U-17.

31

ASC 820 (FAS 157: 5).

32

IFRS, IAS 40, 38.

33

USPAP 2012-2013 Edition, Standard 1-2, (d), U-17.

34

ASC 820 (FAS 157: 6).

35

ASC 820 (FAS 157: 15).

36

USPAP 2012-2013Edition, Standard 1-2, (e), U-17.
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10. "18. Valuation techniques consistent with the market approach, income approach, and/or cost
approach shall be used to measure fair value. Key aspects of those approaches are summarized
below:
a. Market approach. The market approach uses prices and other relevant information generated by
market transactions involving identical or comparable assets or liabilities …
b. Income approach. The income approach uses valuation techniques to convert future amounts (for
example, cash flows or earnings) to a single present amount (discounted). The measurement is
based on the value indicated by current market expectations about those future amounts…
c.Cost approach. The cost approach is based on the amount that currently would be required to
replace the service capacity of an asset (often referred to as current replacement cost). From the
perspective of a market participant (seller) ,the price that would be received for the asset is
determined based on the cost to a market participant (buyer) to acquire or construct a substitute
asset of comparable utility, adjusted for obsolescence. Obsolescence encompasses physical
deterioration, functional (technological) obsolescence, and economic (external) obsolescence and
is broader than depreciation for financial reporting purposes (an allocation of historical cost) or tax
purposes (based on specified service lives)."37

37

ASC 820 (FAS 157: 18).
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11. "Standards Rule 1-4
In developing a real property appraisal, an appraiser must collect, verify, and analyze all
information necessary for credible assignment results.
a. When a sales comparison approach is necessary for credible assignment results,
an appraiser must analyze such comparable sales data as are available to indicate
a value conclusion.
b. When a cost approach is necessary for credible assignment results, an appraiser
must:
(i) develop an opinion of site value by an appropriate appraisal method or
technique;
(ii) b. analyze such comparable cost data as are available to estimate the cost
new of the improvements (if any); and
(iii) c. analyze such comparable data as are available to estimate the difference
between the cost new and the present worth of the improvements (accrued
depreciation).
c. When an income approach is necessary for credible assignment results, an
appraiser must:
(iv) analyze such comparable rental data as are available and/or the potential
earnings capacity of the property to estimate the gross income potential of
the property;
(v) analyze such comparable operating expense data as are available to
estimate the operating expenses of the property;
(vi) analyze such comparable data as are available to estimate rates of
capitalization and/or rates of discount; and
(vii) base projections of future rent and/or income potential and expenses on
reasonably clear and appropriate evidence."38
12.

" A fair value measurement assumes the highest and best use of the asset by market
participants considering the use of the asset that is physically possible, legally permissible, and
financially feasible at the measurement date. In broad terms, highest and best use refers to the
use of an asset by market participants that would maximize the value of the asset or the
group of assets within which the asset would be used. Highest and best use is determined
based on the use of the asset by market participants, even if the intended use of the asset
by the reporting entity is different.

13.

The highest and best use of the asset establishes the valuation premise used to measure
the fair value of the asset. Specifically:
a. In-use. The highest and best use of the asset is in-use if the asset would provide maximum
value to market participants principally through its use in combination with other assets as
a group (as installed or otherwise configured for use). For example, that might be the case for
certain non-financial assets. If the highest and best use of the asset is in-use, the fair value of
the asset shall be measured using an in-use valuation premise. When using an in-use valuation
premise, the fair value of the asset is determined based on the price that would be received in
a current transaction to sell the asset assuming that the asset would be used with other assets
as a group and that those assets would be available to market participants. Generally,
assumptions about the highest and best use of the asset should be consistent for all of the
assets of the group within which it would be used.

38

USPAP 2012-2013 Edition, Standard 1-4, (a), (b), (c), U-19.
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b. In-exchange. The highest and best use of the asset is in-exchange if the asset would
provide maximum value to market participants principally on a standalone basis. For
example, that might be the case for a financial asset. If the highest and best use of the asset is
in-exchange, the fair value of the asset shall be measured using an in-exchange valuation
premise. When using an in-exchange valuation premise, the fair value of the asset is
determined based on the price that would he received in a current transaction to sell the asset
standalone.
14.

39

"Because the highest and best use of the asset is determined based on its use by market
participants, the fair value measurement considers the assumptions that market participant
would use in pricing the asset, whether using an in-use or an in-exchange valuation
premise."39

ASC 820 (AS 157: 12, 13 and 14).
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15. "Standards Rule 1-3”
When necessary for credible assignment results in developing a market value opinion,
an appraiser must:
b. develop an opinion of the highest and best use of the real estate."40
16. "19. Valuation techniques that are appropriate in the circumstances and for which sufficient data are
available shall be used to measure fair value. In some cases, a single valuation technique will be
appropriate (for example, when valuing an asset or liability using quoted prices in an active market for
identical assets or liabilities). In other cases multiple valuation techniques will be appropriate … If
multiple valuation techniques are used to measure fair value, the results (respective indications of
fair value) shall be evaluated and weighted, as appropriate, considering the reasonableness of the
range indicated by those results. A fair value measurement is the point within that range that is most
representative of fair value in the circumstances".41
17. "Standards Rule 1-6”
In developing a real property appraisal, an appraiser must:
a. reconcile the quality and quantity of data available and analyzed within the
approaches used; and
b. reconcile the applicability and relevance of the approaches, methods and
techniques used to arrive at the value conclusion(s).” 42

40

USPAP 2012-2013 Edition, Standard 1-3, (b), U-18.

41

ASC 820 (FAS 157: 19).

42

USPAP 2012-2013 Edition, Standard 1-6, (a), (b), U-20.
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Standards for Reporting an Internal Valuation
In reporting the results of an internal real property valuation the valuer MUST disclose
information that enables the intended users to assess the inputs, assumptions and
methodologies used to arrive at the value conclusion. The Standards for Reporting an
Internal Valuation SHOULD contain the following elements, and the specific citations from
the professional literature relative to each element are cited:








Clearly and accurately set forth the valuation in a manner that is not misleading.
(See Citation 1)
The report should contain sufficient information to enable the intended users to
understand the analysis properly. (See Citations 2, 3, and 4)
Clearly and accurately set forth all assumptions used in the assignment. (See
Citations 2, and 4)
State information sufficient to identify the real estate involved in the valuation. (See
Citations 2, and 4)
State the real property interest appraised, the definition of value, and the effective
date of valuation. (See Citations 2, and 4)
State, or refer to internal documentation that contains, the scope of work used to
develop the valuation. (See Citations 2, 3, and 4)
Summarize the information analyzed, the appraisal methods and techniques
employed, the value opinion and conclusion reached. (See Citations 2, 3, and 5)

The specific citations from the professional literature relative to each element are cited as follows:
1.

"Standards Rule 2: REAL PROPERTY APPRAISAL, REPORTING
In reporting the results of a real property appraisal, an appraiser must communicate each
analysis, opinion, and conclusion in a manner that is not misleading".43

2.

"32. For assets and liabilities that are measured at fair value on a recurring basis in periods
subsequent to initial recognition, the reporting entity shall disclose information that enables users
of its financial statements to assess the inputs used to develop those measurements and for
recurring fair vale measurements using significant unobservable inputs… To meet that objective,
the reporting entity shall disclose the … information for each interim and annual period separately
for each major category of assets and liabilities:".44

3.

"6.A.3In addition to the other disclosure REQUIREMENTS of the GIPS standards, performance
presentations for REAL ESTATE investments MUST disclose:
c

e

The valuation methods and procedures (e.g. discounted cash flow valuation model,
capitalized income approach, sales comparison approach, the valuation of debt payable in
determining the value of leveraged REAL ESTATE),
The source of the valuation (whether valued by an external valuer or INTERNAL VALUATION
or whether values are obtained from a third-party manager) for each period,

43

USPAP 2012-2013 Edition, Standard 2, U-21.

44

ASC 820 (FAS 157: 32).
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gThe frequency REAL ESTATE investments are valued by external valuers"45

4.

"Standards Rule 2-2
c.The content of a Restricted Use Appraisal Report must be consistent with the
intended use of the appraisal and, at a minimum:
(iii)
(iv)
(vi)
(vii)
(viii)

5.

state information sufficient to identify the real estate involved in the appraisal;
state the real property interest appraised;
state the effective date of the appraisal and the date of the report;
state the scope of work used to develop the appraisal;
state the appraisal methods and techniques employed, state the value
opinion(s) and conclusion(s) reached, and reference the workfile;
exclusion of the sales comparison approach, cost approach, or income
approach must be explained;"46

"5.1 Each Valuation Report shall
5.1.1 clearly and accurately set forth the conclusions of the valuation in a manner
that is not misleading;
5.1.2.1 identify … the date as of which the value estimate applies, … ;
5.1.3 specify the basis of the valuation, including type and definition of value;
5.1.4 identify and describe the
5.1.4.1property rights or interest to be valued
5.1.4.2physical and legal characteristics of the property, and
5.1.4.3classes of property included in the valuation other than the primary
property category;
5.1.5 describe the scope/extent of the work used to develop the valuation;
5.1.6 specify all assumptions and limiting conditions upon which the value
conclusion is contingent;
5.1.7 identify special, unusual, or extraordinary assumptions and address the
probability that such conditions will occur;
5.1.8 include a description of the information and data examined, the market
analysis performed, the valuation approaches and procedures followed, and the
reasoning that supports the analyses, opinions, and conclusions in the report;"47

45

GIPS. Chapter I, 6.A Real Estate Disclosures - Requirements., P. 17.

46

USPAP 2012-2013 Edition, Standard 2-2, (c), U-27

47

IVS, Eighth Edition, 2007, Standard 3 Valuation Reporting, 5.0 Statement of Standard, p.100 - 101.
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Overview
In order to achieve compliance with the GIPS standards, an investment advisor organization
must first define the “firm” in the context of the GIPS standards. In making its determination, the
organization may take into consideration legal, regulatory or marketing issues as well as
functional or other management lines. Once the “firm” has been defined, one of the next steps is
to determine whether or not the firm retains discretion in the management of each of its
accounts. To the extent that the firm has discretion, composites are created for every investment
strategy the firm has implemented. Within the standards, discretion refers to “investment
discretion” or the firm’s ability to implement its investment process for a client(s) account, not
“legal discretion” which refers to the authority to manage the account. If the firm has no
discretionary accounts it cannot claim GIPS compliance.
In the context of real estate, the fact that a client may have a say in the buy or sell decision of a
major asset should not necessarily preclude an investment advisor from considering the account
discretionary for composite assignment purposes provided the firm feels that the client’s
involvement does not impede the firm’s investment process. Other factors to consider when
determining if an account should be considered discretionary are the extent of the firm’s daily
property management decision making (including the firm’s authority to make capital
expenditures and leasing decisions) as well as the extent to which the firm controls decisions on
investment structure. These decisions would heavily impact the value of the real estate
investments and the return the investment produces.

What is discretion for the real estate manager?1
Under the GIPS standards, “Discretion is the ability of the firm to implement its intended
strategy.”2 When managing a real estate account, a firm must judge whether or not clientimposed restrictions hinder the firm’s ability to implement the intended strategy for that account.
“There are degrees of discretion and not all client imposed restrictions will necessarily cause a
portfolio to be non-discretionary.”3 If a firm is presenting a performance presentation for a
composite, the performance of that composite should be attributable to the investment
manager’s skill and ability to implement the intended investment strategy. If client-imposed
restrictions do hinder strategy, it may cause the entire account to be classified as nondiscretionary, and accordingly, an account deemed to be non-discretionary would be excluded
from the firm’s composites. Performance presentations prepared in accordance with GIPS
standards present the firm’s performance to prospective and existing clients through composites
which reflect the firm’s investment strategy and not necessarily the strategies of all its clients.
Managers of traditional stock and bond investments apply their investment strategies by making
buy/sell decisions. These managers are often deemed to have exercised their investment
discretion if they have the power to decide which securities are bought or sold for the account
subject to the client’s risk parameters. In cases where the client develops a strategy or
investment allocation based on specific return parameters, but the investment manager makes
the buy/sell decisions, the investment manager would characterize the account as discretionary.
A real estate investment manager may be no different from the “traditional” investment manager
1

CFA Institute, Guidance Statement on Real Estate, page 1, Adoption Date: December 29, 2010. Effective
January 1, 2011

http://www.gipsstandards.org/standards/guidance/develop/pdf/gs_real_estate_clean.pdf
2

CFA Institute, Guidance Statement on Composite Definition (Revised), page 2, Adoption Date: September 28,

2010. Effective January 1, 2011
http://www.gipsstandards.org/standards/guidance/develop/pdf/gs_composite_definition_clean.pdf
3

CFA Institute, Guidance Statement on Composite Definition (Revised), page 2, Adoption Date: September 28,

2010. Effective January 1, 2011
http://www.gipsstandards.org/standards/guidance/develop/pdf/gs_composite_definition_clean.pdf
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with respect to determining discretion. A client may control the risk/return parameters of the
account but the real estate manager may freely make “allocation” or “selection” decisions within
those parameters.
The illiquid nature of the real estate assets allows the real estate investment manager additional
control than that provided by buy/sell decisions alone. Investment in real estate involves many
types of management decisions which can greatly impact the quality and value of the asset.
Real estate investment allocation decisions usually involve property type, location and size.
These decisions are similar to a portfolio manager making a decision to buy growth stocks or
municipal bonds. Decisions involving which particular property to purchase and how to structure
the deal (e.g., using leverage, joint venture relationships or a mezzanine debt with participation)
are often akin to a stock or bond manager making security “selection” decisions. For example,
the choice by the real estate manager to pick Property A, a wholly owned property with no
leverage and no joint venture partner, rather than Property B, which has 50% leverage and is
owned in a 60/40 partnership can be seen as choosing a less risky security (Property A) versus
a more risky security (Property B). Examples of other decisions made by the real estate
investment manager who has the ability to materially impact the value and return of the account
include property leasing, property management or property development.
Standard real estate investment decisions add a layer of complexity to determining discretion.
The real estate investment manager must consider whether or not the intended investment
strategy for a specific account has been impeded by any client-imposed restrictions, and if so
the account may be considered non-discretionary and must not be included in a discretionary
composite. If the strategy has not been impeded, then the account must be included in a
composite with any other accounts of similar strategy or restrictions. The goal of this process is
to determine if the investment manager has retained enough control of the account’s investment
strategy to be able to take credit for the performance of the account.

What does it mean to be a discretionary account?
The GIPS Real Estate Provisions, GIPS Guidance Statement on real estate and the GIPS
Handbook are important sources of guidance for real estate investment discretion.
The facts and circumstances of the manager’s authority and responsibilities can and should be
considered in evaluating whether the manager has discretion. In some cases, restrictions
imposed by the client may attribute some decision-making authority to the client. However, if the
manager retains sufficient authority and decision-making ability to allow the manager to
implement its intended investment strategy, the account must be considered discretionary.

Examples of discretionary accounts/funds:
The following examples illustrate cases where the client has retained certain decision-making
authority, but there is sufficient control by the manager to allow the manager to execute its
investment strategy and therefore the account would likely be considered discretionary by the
firm:
 All acquisition investment decisions are made by the manager without client direction or
approval, and the manager makes all decisions regarding: deal structure, leverage, leasing,
capital improvements, dispositions, and therefore can fully implement its investment strategy.
[An example of this is a commingled fund. A commingled fund is created and marketed by a
manager with specific investment objectives clearly stated in the offering materials (i.e.,
Private Placement Memorandums (PPM), etc.) or other investment management agreements;
therefore commingled funds are typically discretionary. Clients make the decision as to
whether or not to invest in the fund, but the manager clearly retains discretion regarding all
investment strategy decisions within the manager’s self-imposed investment limitations.]
 Acquisition investment recommendations and disposition recommendations are made by the
manager with approval by the client prior to executing the transaction(s) however; the
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manager retains control over property management. “For managers that have discretion with
respect to managing the property, combined with an extensive role in managing the
acquisition and disposition process, a significant portion of total return may be attributed to
their services. Although a manager may not have full discretion on acquisitions or dispositions,
and need the client’s approval, to the extent the manager has responsibility for sourcing,
valuing, and managing the acquisition or disposition, the manager may be deemed to have
discretion.”4
 The manager supplies its clients with annual budgets for client approval. Clients approve
budgets but control of the actual operations or leasing decisions for the property is the
manager’s responsibility. The planning and implementation of capital budgets, leases, and
other operational objectives of the manager may be reviewed by the client, but are not
determined by the client.
 A manager has some discretion on acquisitions and dispositions of property investments
within the portfolio, so long as the firm does not exceed some agreed-upon threshold
(determined by the client).
 There is a performance related compensation arrangement between the manager and the
account or fund whereby the manager is judged based upon its performance to an industry
benchmark. (It should be noted however, that the absence of a performance related
compensation arrangement does not necessarily mean that the manager lacks discretion.)

4

CFA Institute, Guidance Statement on Real Estate, page 3. Adoption Date: December 29, 2010. Effective Date:

January 1, 2011. www.gipsstandards.org/standards/guidance/develop/pdf/gs_real_estate_clean.pdf
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Each firm is required to document the firm’s definition of discretion and apply that definition
consistently to all of its accounts. GIPS real estate provisions require that the firm disclose its
description of discretion.

Checklist for determining real estate discretion
The determination of whether an account is discretionary for compliance with the GIPs
standards is a subjective determination made by the manager. This chart can be used to
assist in the determination of discretion for single investor investment accounts, as
commingled funds are likely to be classified as discretionary.
Manager
Client role
role
Overall account (strategy or allocation decisions)
Timing of cash flows to/from investors
Ongoing investment management
Buy/sell/financing
Transaction sourcing (including negotiating purchase/sale
agreements and terms)
Compensation

Buy/sell/financing (selection decisions)
Acquisition
Disposition
Financing/re-financing
Ongoing investment management (investment-level
decisions)
Property manager selection
Operating budgets

Capital improvements
Leasing
Development/redevelopment
Operations risk management (i.e., insurance, building codes,
etc.)

Notes:
This checklist provides guidance to aid the manager in its determination of discretion.
Generally, within each line item, consideration should be given to such factors as: threshold
levels; outsourcing; and degree of control.
The manager will need to assess the significance of any client imposed restrictions with
respect to its determination of discretion. In situations where the manager has investment
discretion within client-imposed limitations that do not hinder the manager’s ability to
implement its strategy, the account would typically be classified as discretionary.

September 11, 2013
Handbook Volume II: Research: Determining Investment Discretion for Real Estate: 6

What does it mean to be a non-discretionary account?
Absence of the above factors may indicate the manager lacks sufficient authority to implement
its investment strategy. Consideration should be given to any of the following conditions which
may provide evidence of client-imposed restrictions which significantly hinder the manager from
managing the account and implementing its intended investment strategy:

Examples of non-discretionary accounts:
 Clients have decision-making authority and control over investments.
 Clients must approve and direct all investment decisions, including acquisitions, capital
expenditures, leasing expenditures and dispositions.
 The manager is not compensated for the performance of the investment (i.e., there is no
carried interest or incentive fee arrangement). (It should be noted however, that the lack of a
performance fee alone does not necessarily imply the manager lacks discretion, if the
manager retains sufficient control and authority to implement the intended investment
strategy.)
 The primary manager out-sources key investment decision-making related functions (no
internal expertise), or has no control over key services such as acquisition and/or disposition
services, sourcing of deals, portfolio management, or acts solely and fundamentally as only a
property manager with only limited authority over operating and investment decisions.

So, what is the final word on discretion as related to the GIPS standards?
A key consideration within the context of compliance with GIPS standards is the requirement to
define and consistently apply the determination of discretion. In doing so, the firm must evaluate
its ability to execute the firm’s investment strategy for each of its accounts. These strategies
include making buy/sell or operational decisions such as the use of leverage or joint venture
partners, capital spending and leasing authority. If these decisions can be made by the
manager- either within restrictions that do not significantly hinder the manager from
implementing its strategy or without any restrictions at all- then the firm can make the
determination that it has discretion for that account. The firm must objectively evaluate all
accounts to determine whether each is discretionary.
One of the key conclusions from the discussion above is that the manager’s ability to implement
its investment strategy decisions should be the sole consideration for determining discretion.
Implementing accounting or valuation policies for client reporting purposes should not have a
role in the determination of investment strategy discretion. Discretion over the implementation of
a particular valuation or accounting policy is not normally the discretion that should be
considered under the GIPS standards as any applicable accounting or valuation requirements
under GIPS would still need to be adhered to. Only discretion as it relates to the implementation
of an investment strategy should normally be considered.
It is the responsibility of the firm to determine the status of each fund/account as to whether or
not it is discretionary. Each firm, as part of its documentation required under the GIPS
standards, should have a periodic written review of the discretionary status of each account, and
update that report whenever there is a material change in the management of the account.
It is the firm’s responsibility to determine whether it can comply with the GIPS standards. The
information here is only meant to provide guidance to the firm. For additional information, please
refer to the Explanation of the Provisions of the GIPS standards and Verification - Real Estate
section of the GIPS Handbook.
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I have determined which accounts have discretion, so now how do I
determine what is a real estate composite?
One of the key principles in the Standards is the presentation of composite returns, where a
composite is defined as an aggregation of one or more accounts representing a particular
investment objective or style. In this way, the real estate investment class and other asset
classes are treated in the same manner. Composites for stock and bond investments are
composed of groups of funds or accounts that have the same or similar investment strategy.
Stock portfolios may invest in certain “growth/value” strategies, while real estate investment
composites are often composed of accounts with similar “core/value-added/opportunistic” real
estate investment strategies. Real estate composites consist of an aggregation of one or more
funds or accounts that represent a particular real estate investment strategy. For example, you
may have a “Core, Diversified, Single-Client Structured, Real Estate Accounts Composite” or a
“Value-Added, Retail, Closed-End Real Estate Accounts Composite”. Using the GIPS
“Suggested Hierarchy for Composite Definition”5 can help the real estate investment manager to
clarify composite creation for the real estate asset classes.

Can a firm create a composite that consists of individual properties drawn
from various funds that reflects a property level strategy as opposed to a
composite made up of funds?
Real estate consultants and clients frequently ask their investment managers for performance
presentations for property level strategies, instead of the account’s investment strategies that
their GIPS composites are based on. Let’s say, for instance that we wanted to show a
prospective client our experience in investing in office buildings. The real estate investment
manager will then provide the firm’s investment performance for office buildings purchased
through various portfolios which have been acquired under differing portfolio-level investment
strategies and risk/return parameters. The investment manager has the option to create
composites comprised of particular properties that share a property-level strategy or style; these
composites are called “carve out composites”. So following the initial example, suppose the
manager creates a “carve out” composite of all office investments made over the past five years.
If this “carve out” group of office investments does not represent what would have been
achieved by investing in a portfolio with a portfolio-level strategy dedicated to office investments,
carving out the property level office building investment returns from portfolios with vastly
different investment objectives and strategies will likely NOT satisfy the composite construction
requirements of the Standards. This property level grouping should then only be presented as
SUPPLEMENTAL to a compliant composite presentation (see the Guidance Statement on the
Use of Supplemental Information).
For periods prior to January 1, 2010, the real estate investment manager could choose to create
“carve out” composites by allocating cash. For periods beginning on or after January 1, 2010 a
carve out must not be included in a composite unless the carve out is managed separately with
its own cash balance.

5

CFA Institute, Guidance Statement on Composite Definition (Revised), page 5. Adoption Date September

28,2010. Effective January 1, 2011.
www.gipsstandards.org/standards/guidance/develop/pdf/gs_composite_definition_clean.pdf

September 11, 2013
Handbook Volume II: Research: Determining Investment Discretion for Real Estate: 8

Research

Handbook Volume II:
Research
FASB ASC Topic 820
Fair Value Measurement and
Disclosures: Implementation Guidance
for Real Estate Investments (Also
Known as Debt Valuation Guidance
Paper)

September 1, 2009

The Reporting Standards Board and Council would like to thank the
following individuals and their organizations who participated in
this project.
Task force chair
Name
John Baczewski*

Title/firm

Professional expertise

President, Real Estate Fiduciary
Services

Generalist

Task force members
Name

Firm

Professional expertise

Neal Armstrong*

Director Fund Finance, RREEF

Accounting

Peter Bloomfield

Partner, KPMG

Accounting

David Blum

Managing Director, Urdang

Portfolio Management

Stan Dennis

Senior Managing Director, U.S.
Institutional Accounts, Valuation
Services, Cushman & Wakefield

Valuation

Gavin Duckworth

Consultant, Chatham Financial

Debt Valuation

Dan Enright

Investment Officer, CalPERS

Valuation

Bruce Frank*

Partner, Ernst & Young

Accounting

David Friedman

Managing Director, Wrightwood
Capital

Portfolio Management

Marybeth Kronenwetter

President, Real Estate Investment

Reporting Standards Administrator

Advisors, Inc.
Dave MacDonald

Vice President, State Street

Performance Measurement

Robert Mangrelli

Consultant, Chatham Financial

Accounting

Alice Pineiro

Self-employed

Performance Measurement

Tom Trinter

Consultant, Chatham Financial

Debt Valuation

Jeff Walker

Principal and Managing Director,
U.S. Realty Consultants

Valuation

Serena Wolfe

Senior Manager, Ernst & Young

Accounting

The task force wishes to acknowledge the contributions and guidance received from its advisory
group: Jeff Kiley*, Partner, PricewaterhouseCoopers; Doug Poutasse, Reporting Standards Board
Chair; Kevin Scherer, Executive Director, BlackRock; and Lynn Thurber, Reporting Standards Board
Member.

September 1, 2009
Handbook Volume II: Research: Debt Valuation: 2

Executive summary

Contents

Executive summary

4

Introduction

6

Accounting considerations

8

Valuation considerations

14

Performance measurement

18

Appendices

Page

Evolution of FASB ASC Topic 820

20

Valuation and Accounting Examples

22

Market Participant Behavior-Net

42

Expanded Discussion of Gross View of Market Participant Behavior

45

Valuation of Mortgages and Notes Receivable and Payable Using the Income Approach

47

Summary of Valuation Considerations

55

Sample Financial Statement Disclosures

57

September 1, 2009
Handbook Volume II: Research: Debt Valuation: 3

Executive summary

Executive summary

This implementation guide for FASB Accounting Standards Codification Topic 820, Fair Value
Measurements and Disclosures (ASC Topic 820) (previously Statement of Financial Accounting
Standards No. 157- Fair Value Measurements, or “FAS 157”), was developed for several reasons:
first: the FASB writes guidance for the broad capital markets not private market real estate
investment specifically; second, since issuance, the accounting guidance for fair value
measurements has been and continues to be the subject of numerous updates, and diverse
implementation approaches throughout the industry; third, this document represents a step in the
process of U.S GAAP “catching up” with fair value accounting, which has been practiced within our
industry since its inception; finally, the Reporting Standards team initiated this activity in response to
widespread industry discussions, and prior task force work.
During the preparation of this document, the rules have been ever-changing, and the accounting
guidance for fair value measurements has been amended numerous times. We anticipate that such
amendments, and “fine -- tuning” will continue. On July 1, 2009, FAS 157 was codified into ASC
Topic 820. This work has also occurred against the backdrop of a tumultuous marketplace in which
values were declining and the process of value discovery was increasingly difficult due to a paucity
of transactions. Nevertheless, task force efforts were focused on preparing guidance designed to
stand the test of time.
Within the Reporting Standards, Fair Value Accounting Policy Manual this pronouncement applies to
both prevalent financial reporting models and all financial statement elements. During tits work, the
task force observed that both the gross and net views of debt valuation were applied by entities
reporting under each of the operating and non-operating reporting models. If one is model
dependent it is possible that within an entity’s financial statements, fair value information could be
determined utilizing both the gross and net views. Significant portions of the task force debate and
deliberations focused on the valuation of debt -- from the perspective of the borrower, which
emerged as a clear point of the approach and process differentiation. There are two schools of
thought when implementing ASC Topic 820 and applying it to mortgages and notes payable.
 Holders of the net view:
– Take a principles based implementation approach to ASC Topic 820-a principles based
standard.
– Argue there is one unit of account.
– Believe the AICPA Audit and Accounting Guide — Audits of Investment Companies (the
Investment Company Guide) is the accounting pronouncement which supports a single unit of
account for encumbered real estate investments. Under the Investment Company Guide,
consolidation and equity method accounting are not allowed. View the reporting presentation
which separately shows both components of the investment (asset and liability) is an argument
of form over substance and does not impact unit of account or market participant considerations.
– Value the liability in the context of its impact on cash flows to the net equity position.
– Believe the market proxy is trades of equity positions in levered investments.
– Value the asset on a free and clear basis.
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 Holders of the gross view
– Take a rules based implementation approach to ASC Topic 820 — a principles based standard
– Argue that there are two units of account (one for the asset and one for the liability). Believe
FASB Accounting Standards Update No. 2009-05, Measuring Liabilities at Fair Value (now
included in ASC Topic 820, Subtopic 10, Sections 35, 55 and 65) drives the view of market
participant behavior.
– Value the liability (obligation to make a stream of cash payments), assuming a hypothetical
transaction where the reporting entity pays a “credit equivalent” market participant to assume
the liability (the liability continues, it is not settled). The amount paid in such a transfer is
dependent upon changes in market conditions since the issuance of the liability.
– Use different market proxies for the sale of assets and the transfer/issuance of liabilities and
these markets have different participants, requiring these elements to be separate units of
account
– Value the asset on a free and clear basis
Our task force, much like the marketplace, was evenly divided regarding which method should be
preferred. This circumstance creates an environment in which the application of multiple
methodologies can result in different net asset values for investment vehicles pursuing similar
investment strategies. Therefore, the balance of this document focuses on explaining the logic of the
calculations and considerations which underlie both methods for valuing debt. In addition,
disclosures to provide financial statement users adequate information to understand differences
arising from the described methodologies are recommended.
For purposes of valuing wholly-owned real estate positions, this task force relied on information
appearing in the Valuation section of the Reporting Standards. The valuation of mortgages and
notes receivable using the income approach has been included in Appendix 5. The task force
acknowledges that valuation methodologies can vary and elements considered may differ.
Therefore, methodology illustrations included in this guidance document are not intended to be
exhaustive. Industry participants must reach their own conclusions based on relevant facts and
circumstances.

Guidance
As a result of its work, the task force recommends the following policies for fund reporting purposes:
 A method once chosen should be consistently applied at each of the property, investment and
fund levels.
 Methodologies, processes and assumptions should be disclosed.
 In addition to the disclosures required under the accounting guidance for fair value measurements,
performance attribution data resulting from implementing ASC Topic 820 should be isolated and
identified separately within the appreciation component of the time-weighted return calculation.
This guidance is not a substitute for reading and understanding relevant professional literature,
related entity governing documents, and transaction level documentation. Professional judgment
must be exercised when considering various alternatives for valuation, accounting and disclosures.
The provisions of this guidance document need not be applied to immaterial items.
The task force anticipates that as familiarity with implementing these concepts expands the related
debt valuation practices will narrow.
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Introduction
Background
The provisions of FAS 157 became effective for fiscal years beginning after November 15, 2007.
Since that time, the FASB has issued application guidance for FAS 157 in the form of several
FASB Staff Positions (FSPs). (Included as Appendix 1 is a summary of the FSPs issued to date.)
FAS 157 is a principles-based standard intended to provide a framework for measuring fair value
within U.S. GAAP. This framework introduces, or reiterates, a number of key concepts including unit
of account, exit price, valuation premise, highest and best use, principal market, market participant
behavior, and the fair value hierarchy, which form the foundation of the fair value measurement
approach to be utilized for financial reporting purposes. Varied interpretations currently exist with
respect to how certain of these concepts should be applied, particularly unit of account and market
participant behavior. These differences have resulted in widespread non-comparable reporting of
real estate investment performance within our industry.
Although, as of December 31, 2008, industry participants had already adopted the provisions of
FAS 157 and as such have initially interpreted how debt should be valued, these FSPs have
highlighted some of the challenges faced by organizations implementing the provisions of FAS 157.
More guidance is necessary and is expected to be forthcoming from the FASB; however, the
guidance provided may not target the private institutional real estate investment industry.
Interpretations of FAS 157 vary within our industry. In some cases, reported net asset values (NAVs)
can differ across funds pursuing similar investment strategies, even when the underlying economics
are essentially the same. During the process of developing guidance for the implementation of FAS
157, the Task Force observed that FAS 157 interpretations with respect to debt valuation have
varied across the major accounting firms. Since our industry has affirmed that unqualified opinions
are of paramount importance, this guidance document acknowledges the diverging views and
practices. A side-by-side comparison of valuation considerations under two different approaches for
debt valuation is provided. In addition, detailed explanations and selected situational examples
illustrating how differences arise are provided. Investor reporting disclosures are suggested which
help facilitate analysis by those making capital allocation decisions. As discussions surrounding debt
valuation continue within the FASB, public accounting firms and industry groups, the Reporting
Standards Board and Council expect this guidance document will stimulate discussion and analysis
and provide guidance for disclosures necessary to help narrow related industry practices.
On July 1, 2009, FAS 157 and the aforementioned FSP’s were codified into ASC Topic 820.

Applicability
This document applies to the valuation and related financial statement and investor reporting
disclosures for all real estate investments under both the Operating and Non-operating reporting
models described within the Reporting Standards. The fundamental premise for fair value
accounting models is based on existing authoritative accounting standards, which require that
investments be reported at fair value and as such, the provisions of FAS 157 are applicable. The
accounting profession has used the authoritative guidance contained in the AICPA Audit and
Accounting Guide, Audits of Investment Companies (IC Guide) to support the use of a fair value
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based model because many institutional real estate investment vehicles (e.g. open and closed-end
commingled funds, pooled trusts and separate accounts) have attributes similar to an investment
company as described in the IC Guide. In addition, FASB Accounting Standards Codification
Topic 960, Plan Accounting-Defined Benefit Pension Plans (ASC Topic 960) (previously FAS 35,
Accounting and Reporting by Defined Benefit Pension Plans and GAS 25, Financial Reporting for
Defined Pension Plans and Note Disclosures for Defined Contribution Plans), require fair value
reporting of investments. The Operating Model and the Non-operating model present financial
information differently. Differing interpretations applied to debt valuation within the context of ASC
Topic 820 have, in some cases, produced differing net asset values even when the economics of the
underlying transaction are essentially similar.
The Valuation Standards contained in the Reporting Standards address the valuation of real
property without regard to any encumbrance (i.e., the “free and clear value”). This document
provides guidance with respect to the additional considerations in order to holistically value financial
statements.

Using this guidance document
This document provides guidance for the implementation of ASC Topic 820, as part of compliance
with the Reporting Standards which require quarterly valuation of all property investments, fair value
accounting in accordance with GAAP and the election of FASB Accounting Standards Codification
Topic 825, Financial Instruments, (ASC Topic 825) (previously FASB Statement No. 159, The Fair
Value Option for Financial Assets and Financial Liabilities, or FAS 159) for all notes payable
liabilities.
This guidance is not a substitute for reading and understanding relevant professional literature,
related entity governing documents, and transaction level documentation. Professional judgment
must be exercised when considering various alternatives for valuation, accounting and disclosures.
The provisions of this guidance document need not be applied to immaterial items.
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This section outlines certain accounting considerations within the context of ASC Topic 820 that
factor into the valuation of debt associated with real estate investments under the Operating and
Non-operating reporting models.

Principles of fair value measurements
The fundamental principles of fair value measurements include the following:
 Fair value is the price that would be received to sell an asset or paid to transfer a liability in an
orderly transaction between market participants at the measurement date (as defined in ASC
Topic 820).
 The unit of account determines what is being measured by reference to the level at which the
asset or liability is aggregated (disaggregated) for purposes of applying other accounting
pronouncements. The unit of account for the asset or liability should be determined in accordance
with the provisions of other accounting pronouncements (ASC Topic 820, Subtopic 10, Section
35).
 A fair value measurement assumes that the asset or liability is exchanged in an orderly transaction
between market participants to sell the asset or transfer the liability at the measurement date. The
transaction to sell the asset or transfer the liability is a hypothetical transaction at the
measurement date, considered from the perspective of a market participant that holds the asset or
owes the liability (ASC topic 820, Subtopic 10, Section 35). The exit price objective applies for all
assets and liabilities measured at fair value.
 When multiple markets exist for an asset or liability, the fair value should be based on the principal
market. If there is no principal market, the most advantageous market should be used as
determined from the perspective of the reporting entity. The principal market is defined as the
market in which the reporting entity would sell the asset or transfer the liability with the greatest
volume and level of activity for the asset or liability. The most advantageous market is the market
in which the reporting entity would sell the asset or transfer the liability with price that maximizes
the amount that would be received for the asset or minimizes the amount that would be paid to
transfer the liability (ASC Topic 820, Subtopic 10, Section 35).
 Fair value measurements of assets assumes the highest and best use by market participants,
considering the use of the asset that is physically possible, legally permissible, and financially
feasible at the measurement date. Fair value measurements of liabilities assumes that the liability
is transferred to a market participant at the measurement date (the liability to the counterparty
continues; it is not settled) and that the nonperformance risk relating to the liability is the same
before and after its transfer.(ASC Topic 820, Subtopic 10, Section 35)
 Fair value measures should consider the utility of the asset or liability being measured and specific
attributes to the asset or liability (ASC Topic 820, Subtopic 10, Section 35).
 Transaction costs should be excluded from all fair value measurements (ASC Topic 820,
Subtopic 10, Section 35).
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Open-end investment vehicles widely used in our industry trade directly on NAV. Closed-end
investment vehicles trade at negotiated prices, which tend to be based on NAV therefore consistent
application of valuation principles is of paramount importance.

Consistent application of fair value measurement principles to assets and
liabilities
As part of the deliberation process for FASB Concepts Statement No. 7, Using Cash Flow
Information and Present Value in Accounting Measurements, (which now represents nonauthoritative guidance per Accounting Standards Codification Topic 105, Subtopic 10, Section 5-3)
we note that the term entity-specific value was used to describe the value of an asset to its owner if
the asset were held over its expected holding period rather than sold in a current transaction. Within
the commercial real estate appraisal community, the concept of entity-specific value has long been
referred to, and is synonymous with the term, investment value. Investment value is not the same as
fair value as “entity-specific” measurements “substitutes the entity’s assumptions for those that
market-place participants would make” (CON 7 paragraph 24(b)) as would be required under
FAS 157.
As an example of the difference between investment value and fair value, assume the owners of an
asset were granted a favorable real estate tax break on the asset which was contractually restricted
from transfer. The fair value of the asset would be determined using a market rate assumption for
the real estate tax rather than the reduced tax rate break. Accordingly, the fair value of the asset
would be less than the value to the entity specific value, where, existing investor(s) continue to
receive the benefit of the real estate tax break.

Unit of account
When valuing real estate investments under ASC Topic 820, all industry participants use either:
 One unit of account — the net equity value of the invested dollar (Net Method)
 Two units of account — the real estate asset and related debt (Gross Method)
When implementing Topic 820, each unit of account is valued separately.
There are two reporting models in the real estate investment industry — the operating model and
non-operating model. Users of each model generally view unit of account as follows:
 The non-operating reporting model uses the Investment Company presentation where the unit of
account under ASC Topic 820 is generally interpreted as the net equity value of the underlying
real estate investment (i.e., the line item “Investment in Real Estate” on the Statement of Net
Assets).
 The operating reporting model uses an operating company presentation where the Statement of
Net Assets show, as separate line items, the gross investment in real estate and the secured
mortgage liability, each of which is generally considered a unit of account.
Practitioners (auditors and financial statement preparers) using either approach are mixed with
regard to their determination of the unit of account, as defined in FAS 157, with some determining
the unit of account based on the presentation model and others disregarding presentation and
determining the unit of account based on either a purely net view or a purely gross view.
The flow charts that follow below provide a decision tree depicting both methods and the
corresponding result that could occur based upon the position taken by the practitioner. Further, in
Appendix 2, different valuation scenarios have been prepared, the corresponding accounting result
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under the different models and accounting position utilized are provided to illustrate the differences
in the interpretation of the unit of account.

Market participant behavior
Background and context of ASC Topic 820
ASC Topic 820 defines market participants as the buyers and sellers in the principal (or most
advantageous) market for the asset or liability that are:
 Independent of the reporting entity; that is they are not related parties
 Knowledgeable, having a reasonable understanding about the asset or liability and the transaction
based on all available information, including information that might be obtained through due
diligence efforts that are usual and customary
 Able to transact for the asset or liability
 Willing to transact for the asset or liability; that is, they are motivated but not forced or otherwise
compelled to do so
ASC Topic 820 further states that fair value be determined based on the assumptions market
participants would use in pricing the asset or liability.
From the perspective of the leveraged real estate equity investor, the primary relevance of valuing
existing debt instruments relates to their impact on purchases and sales of real estate investments.
Simply stated, loans that carry interest rates and other terms that are more favorable than those
currently available in the marketplace for new debt increase the value of the collateralized property;
those with less favorable terms reduce value.
ASC Topic 820, Subtopic 10, Section 35 provides that when determining the fair value measurement
for an asset an assumption of the highest and best use of the asset by market participants must be
made. In determining market participant assumptions regarding the highest and best use of an asset
consideration must be given to uses of the asset that are physically possible, legally permissible,
and financially feasible at the measurement date. In other words in determining the highest and best
use of the asset consideration must be given to restrictions on that asset. The implementation
guidance in ASC Topic 820, Subtopic 10, Section 35 provides examples regarding the impact of
restrictions on determining the value of assets under ASC Topic 820. In general ASC Topic 820
concludes that even the existence of legal restrictions on the sale of an asset does not mean the
reporting entity should assume the asset cannot be sold and thus has no fair value or a fair value
equal to the reporting entity’s cost, but rather, that restriction attribute should be considered in
determining the fair value of the asset in a hypothetical sale of the asset.

Industry applicability
The FASB establishes GAAP for the broad capital markets and not specifically for private market
real estate investments. This necessitates interpretation which has resulted in the two divergent
views on the application of ASC Topic 820’s guidance to levered real estate investments — the
gross view and the net view (described in more detail below).

Market transaction facts
 Open-end fund units trade at net asset value with the fund on one side of the transaction.
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 Closed-end fund units generally trade in secondary market transactions, without involving the
fund.
 Venture level equity interests trade (in whole or in part) with liabilities as a pricing consideration
 Property level equity interests trade (in whole or in part) with liabilities as a pricing consideration
 Liabilities do not separately trade
Therefore, valuing liabilities will likely depend on unobservable inputs (level 3 within ASC Topic 820).
Accordingly, in order to value the liability industry participants identify a market proxy. Below is a
comparison of the two views perspective on market participant behavior. Differences in valuation
considerations are described in Section IV below as well as in Appendix 6.
 Holders of the net view:
– Apply a principles based implementation approach to ASC Topic 820-a principles based
standard
– Argue there is one unit of account
– Believe the AICPA Audit and Accounting Guide — Audits of Investment Companies (the
Investment Company Guide) is the accounting pronouncement which supports a single unit of
account for encumbered real estate investments. Under the Investment Company Guide,
consolidation and equity method accounting are not allowed. View the reporting presentation
which separately shows both components of the investment (asset and liability) is an argument
of form over substance and does not impact unit of account or market participant considerations.
– Value the liability in the context of its impact on cash flows to the net equity position
– Believe the market proxy is trades of equity positions in levered investments.
– Value the asset on a free and clear basis
 Holders of the gross view:
– Apply a rules based implementation approach to ASC Topic 820-a principles based standard
– Argue that there are two units of account (one for the asset and one for the liability). Believe
FASB Accounting Standards Update No. 2009-05, Measuring Liabilities at Fair Value (now
included in ASC Topic 820, Subtopic 10, Sections 35, 55 and 65) drives the view of market
participant behavior.
– Value the liability (obligation to make a stream of cash payments), assuming a hypothetical
transaction where the reporting entity pays a “credit equivalent” market participant to assume
the liability (the liability continues, it is not settled). The amount paid in such a transfer is
dependent upon changes in market conditions since the issuance of the liability.
– Use different market proxies for the sale of assets and the transfer/issuance of liabilities and
these markets have different participants, requiring these elements to be separate units of
account
– Value the asset on a free and clear basis
The two views can produce different NAVs even when facts and circumstances are substantially the
same.
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Guidance
 A method once chosen should be consistently applied at each of the property, investment and
fund levels.
 Methodologies, processes and assumptions should be disclosed.
Two views of market participant behavior are described below:

The net view of market participant behavior
The net view of market participant behavior focuses on specific application of ASC Topic 820 to
private market real estate investments. Holders of the net view implement a principles based
application of ASC Topic 820.
Those who have implemented the net view of market participant behavior believe that real estate
investments (which when encumbered include debt) are assets (one unit of account as described
above).
In the net view, threshold issues include whether or not the loan encumbrance is
transferable/assumable and/or whether a prospective buyer would want to assume it. If the answer
to either of the preceding questions is no, analysis continues with the basic assumption that the loan
would be settled as part of a presumed transaction. Under ASC Topic 820, market participant
assumptions are considered in the valuation of assets, that is if the market participant assumption
will not benefit from an attribute because it is restricted or relates to the holder of the asset/liability,
then the market participant will likely not attribute any significant value to the attribute. Therefore, if a
loan which is collateralized by an asset is non-transferable it must be repaid upon sale of the
collateralized property, and therefore differences in market interest rates on the loan do not impact
on the value of the real property investment. In such a case, using the net view the fair value of the
loan itself prior to the definitive decision to sell is likely to be the remaining principal balance.
However, if the remaining principal balance of the loan is greater than the fair value of the related
property, the value of the net real estate investment may be zero unless guarantees and other
similar obligations exist. If the loan carries a prepayment penalty or other costs to discharge prior to
maturity, those costs are typically recognized at the time that the definitive decision to sell is made
and are therefore excluded from the determination of fair value.
For an illustration of the Net View please see Appendix 3.

The gross view of market participant behavior
Holders of the gross view believe that ASC Topic 820”s guidance should be applied separately to
the components of the Net Investment in Real Estate. This requires the determination of the fair
value of the real estate asset (the property) separately from the fair value of the liability (separate
units of account as described above). Under the gross view all debt is valued in a hypothetical
transfer at the measurement date, regardless of contractual restrictions. The credit profile and
financing terms in the hypothetical transfer are identical to the mortgage being measured at fair
value and therefore contractual restrictions on transfer are not relevant.
Holders of the gross view cite Paragraph 15 of FAS 157 to support the position that the fair value of
liabilities is determined based on the assumption that the liability is transferred to a market
participant at the measurement date and the liability continues (it is not settled); and that the
nonperformance risk of the liability is the same both before and after its transfer, requiring the
consideration of the entity’s own credit risk (credit standing) be reflected in the fair value
measurement. Under this gross view the market participant assumptions regarding the
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determination of the value of the real estate asset (the property) are largely unchanged (see
assumptions above), but that the value of the property has a direct impact on the creditworthiness of
the entity holding the real estate that needs to be reflected in the fair value of the liability.
Under the gross view there are separate markets and market participants for real estate assets and
debt encumbrances. Although liabilities (the obligation to make a stream of payments) are not
transferred in the marketplace, the related asset (the right to receive a stream of payments) is often
transferred. Holders of the gross view consider the entity’s nonperformance risk when determining
the price (fair value) of these assets and holders of the gross view believe that fair value
measurements of liabilities must conceptually (and are required under ASC Topic 820) to include
nonperformance risk and credit standing. Holders of the gross view believe that changes in credit
standing and in market interest rates impact the valuation of liabilities and the relative positions of
debt and equity holders in the capital stack and that the accounting related to fair value
measurements of liabilities under this approach is reflective of the underlying economics.
The result in the gross view is that debt is rarely, if ever, carried at a fair market value equal to the
remaining principal balance, as market conditions typically change from the date the debt was
originally issued.
For an expanded discussion of the gross view please see Appendix 4.

Summary
Market participant behavior with respect to the valuation of existing debt encumbrances is a
combination of art and science, is ultimately subject to negotiation, and varies widely based on
market conditions and differing designations of market proxies and market participant behaviors
within the context of ASC Topic 820. The differences in these two views manifest themselves in the
accounting results (as illustrated within this document) and provide different value determinations.
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Real property
The Valuation Standards contained within the Reporting Standards provide guidance with respect to
the valuation of equity real estate. Use of these standards is appropriate for ASC Topic 820
implementation.

Mortgages and notes receivable
Mortgages and Notes receivable are generally fair valued using the fixed income mathematics. ASC
Topic 820 refers to such valuation techniques as the “income approach” (see ASC Topic 820
Subtopic 10 Section 35). An illustration of this valuation technique is provided in Appendix 5.

Mortgages and notes payable
Included as Appendix 6 is a summary of the valuation considerations for the gross and net views.

Encumbered positions under the gross view
Under the gross view, mortgages and notes payable are generally fair valued using the fixed income
mathematics found within Appendix 5. Those who ascribe to the gross view of valuing notes payable
perform credit analysis based on the right to receive a stream of cash flows, generally presume a
“mirror-image” valuation between lender and borrower and conclude that the valuation process has
been completed.

Encumbered positions under the net view
Background and summary
Supporters of the net view, think the valuation of encumbered real estate investments requires a
holistic approach to valuation so that the net equity position (i.e., the net real estate investment or
invested dollar) is valued. Accordingly, the values derived from the valuation of mortgages and notes
payable described within the preceding section would serve as an input to the valuation of the liability
using a net view. Summarized below are some of the major considerations in estimating the impact of
debt on the fair value of the equity interest.
Methodologies
Two basic methods for adjusting existing debt to market are generally accepted: leveraged equity
analysis and cash equivalency analysis. In a leveraged equity analysis, the projected cash flow after
debt service is analyzed and valued based upon current market leveraged yields to directly value a
property subject to existing debt. The advantage of this approach is that it directly values the interest
appraised, i.e., the leveraged cash flow after debt at contract terms. However, this method may not
be used as a matter of practice due to the lack of reliable, current data on leveraged yields, and a
high degree of variance to those leveraged yields in the market based upon such factors as loan-tovalue ratio, remaining term, risk of the leveraged cash flow, and other factors. While these must be
considered in any debt analysis, the lack of readily available current yield rates under various
scenarios makes this approach essentially impractical. Over time, institutional investors might allow
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their leverage yield transactions to become more “transparent”, at which time this methodology may
see increasing use in the market.
The more common method of adjusting existing debt to market is a cash equivalency adjustment,
(discounted cash flows approach) which was described in detail above. The advantage of this
methodology is that it utilizes parameters more readily available in the market, and directly
measures the financial implications for a buyer, comparing the cost to assume existing debt versus
acquiring new debt in the marketplace.
Although neither methodology can perfectly isolate the impact of debt in some market environments,
utilizing an analysis which considers both methodologies helps to assess the impact of debt on the
fair value of the invested dollar.
Major considerations of cash equivalency
While cash equivalency is based upon a mathematical calculation, it is important to note that these
calculations are made and analyzed in connection with an appraiser’s judgment as to their impact on
fair value of the subject as encumbered by debt. While many situations may involve a direct
calculation, others may involve other considerations which may temper the appraiser’s opinion of the
impact of the existing debt. Some of these considerations are highlighted below.
Transferability
An important early consideration is the transferability of the debt. In determining the transferability of
debt, not only must the cost to transfer the debt be considered, but also any terms and conditions of
the transferability. While many loans do allow for transfers, are there requirements that the lender
approve the borrower? If so, to what degree are the lender requirements for borrowers consistent
with the typical buyer for the subject real estate? Would likely buyers for the subject (if
unencumbered) likely not qualify for transfer approval? If limitations on transferability limit the
potential buyers for the subject as encumbered, is there enough investment interest in the asset to
attract qualified buyers without impacting the potential transfer price? Additionally, consideration
must be given to “non-transferable” debt or loans where transfer rights are silent. It is important to
keep in mind; however, that most “non-transferable” debt may be able to be transferred, particularly
when it is at rates above current market levels.
Treatment of loan transfer costs
Although debt transfer costs are considered when determining debt transferability, consistent with
generally accepted appraisal procedures for other transaction costs (i.e., sales commissions,
transfer taxes, etc.), transfer costs should not be directly calculated when making a cash
equivalency adjustment.
Loan prepayment fees
Prepayment fees should generally not be deducted as an adjustment to the property as
encumbered.
New loan fees
If a buyer purchases a property free and clear of debt, and placed new debt on the property, he
would typically incur costs (e.g., due diligence and other transaction related costs) for that debt.
Thus, if a buyer were to assume debt, he would save those costs. Typically the saved costs of new
debt to a buyer assuming debt should be reflected in the calculations.
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Valuation considerations

Market debt rate determination
Generally, loans rates are quoted based upon a spread over current treasuries.
Treasury term utilized for comparison
An important question is whether a comparison of contract debt should be made to market
treasuries of the remaining term, original term, or typical market term. The advantage of the two
latter choices is that it compares the subject’s existing debt rate to a rate that a buyer would typically
experience if encumbering the property with new debt. The disadvantage of utilizing either original
term or typical term is that it compares a presumably shorter contract term with a longer market
term, and compares unlike risk and stability factors. Remaining term is probably the most applicable
comparison, however buyer exposure to rate change at maturity, particularly with shorter-term
remaining debt, must be considered.
Risk of prepayment penalty
Although buyers may be willing to purchase debt-encumbered properties at cash equivalency or a
percentage thereof, there is some risk that certain buyers for a property may not want the debt in
place, requiring the seller to prepay the debt. The risk of this occurring is influenced by the variance
between the cash equivalency and the prepayment fees, which are typically based upon a “makewhole” provision to treasury rates, often with a basis points spread. Generally, the risk of a buyer
insisting on prepayment increases with shorter remaining terms, although this is partially due to the
fact that prepayment is often more economically viable with shorter remaining terms.
Other considerations to conclusions
After making the mathematical calculations, some adjustments and/or reconciliations may need to
be applied based upon various factors. Thus, there is a need for appraiser judgment, consistent with
broader wholly-owned equity appraisal analysis.
Some of the factors an appraiser may consider in concluding a final value impact of encumbering
debt on the value of the invested dollar include:
 Is the remaining term on the debt undesirable to a buyer? What is the general sense of the
investment community regarding interest rate changes? How does this anticipation affect the
buyer’s perception as to his exposure at the end of the debt term? In general, most institutional
investors are more willing to negotiate from a straight cash-equivalency calculation if the remaining
term of the debt is shorter. However, this must be balanced with anticipated changes in the market
from interest rate fluctuations, and more recently, from actual availability of debt.
 Conversely, is the remaining term so short that it becomes less of a detriment to the leveraged
position of the subject? Is the remaining term within a typical marketing time for the property type?
Balancing the concept of market value as of a given date with the concept of avoiding a liquidation
conclusion, would a seller hold an asset for the remainder of a short debt term rather than absorb
a prepayment or cash equivalency penalty?
 How far is the contract debt from current market levels? Is the difference so insignificant that,
when considering their leveraged position, a buyer would not look negatively on the existing debt?
Is there variation from contract to market material?
 How desirable is the underlying property? Does the asset have significant enough investment
appeal that a buyer may be willing to accept an above-market rate at an adjustment less than a
mathematical adjustment calculation? In very desirable properties, a buyer may accept a lower
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percentage of a cash equivalency calculation based upon the desire to acquire the underlying
property.
 Is the likely buyer of the asset considering condominium conversion? If the underlying asset is
being heavily influenced by a highest and best use involving condominium conversion, then the
likely buyer cannot practically maintain debt, and may insist on prepayment. In situations where
condominium conversion is possible and feasible, a weighting to the prepayment penalty may be
appropriate. If the potential buyer is clearly a converter, the debt adjustment may be the full
prepayment penalty.
 Does the typical buyer for the subject usually apply leverage? Consideration must be given to
whether buyers want leveraged ownership, even if adjusted to market terms. Typically, buyers
who purchase on a wholly-owned equity basis prefer lower loan-to-value ratios (LTV) (coupled
with shorter terms). However, buyers who typically acquire properties, placing new debt with
maximum allowable LTVs, may find lower existing debt problematic, as it would require more
creative financing to take the property debt to a maximum allowable LTV. Under some market
conditions, creative financing is much more difficult, and any existing debt may be viewed more
positively (relative to recent history), given the lack of availability of debt.

Summary of considerations
A cash equivalency adjustment should be the primary methodology for estimating appropriate
market value adjustments to properties encumbered by debt. The results of this calculation should
be compared to the costs to prepay the debt, with a preliminary conclusion of the more positive (or
less negative) impact on value.
The preliminary conclusion must be reconciled to a final conclusion, utilizing the appraisers’
judgment, following consideration of market, property, and debt variables. The appraisers’ judgment
in assessing the desirability of the underlying property and existing debt must be utilized to
determine the appropriate percentage of cash equivalency which would represent the current market
environment.
Finally, the leveraged rate of return resulting from leveraged cash flows under existing debt should
be analyzed in relation to the leveraged rate of return if the debt were at current market levels, prior
to any reconciliation to the prepayment.

Fund level debt
If a fund elects the fair value option under ASC Topic 825 (as required under the Reporting
Standards) and records fund level debt at fair value, the unit of account and unit of valuation are the
separately identified debt instruments and therefore the change in fair value of the debt must
consider current market interest rates, etc.
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Performance measurement

In addition to the footnote disclosures relating to ASC Topic 820 which is required for GAAP
reporting purposes (see Appendix 7) the task force recommends an expansion of performance
attribution to measure the impact of leverage decisions on overall real estate returns. The following
example isolates the valuation component of returns, consistent with the focus of the document.
With the implementation of ASC Topic 820 and the resulting impact to the Time Weighted Return
(TWR) Appreciation/(Depreciation) component, further disclosure is necessary to adequately explain
the results. It is recommended that the effects of ASC Topic 820 be isolated and identified
separately within the Appreciation/(Depreciation) component of the TWR. Below is an example for
both the Net and Gross TWR disclosure.
Time weighted return disclosure
Gross return
Unrealized Appr./(Depr.) Real Estate
Investment

Financial amount

Performance return

$1,500,000

1.50%

250,000

0.25%

$1,750,000

1.75%

Realized Appr./(Depr.) Real Estate
Investment
Unrealized Currency Gain/(Loss)
Realized Currency Gain/(Loss)
Unrealized Appr./(Depr.) on Debt
Realized Appr./(Depr.) on Debt
Incentive Fee/Carried Interest
Total Appreciation/(Depreciation)

Net return
Unrealized Appr./(Depr.) Real Estate
Investment

Financial amount

Performance return

$1,500,000

1.50%

250,000

0.25%

(100,000)

(0.10%)

$1,650,000

1.65%

Realized Appr./(Depr.) Real Estate
Investment
Unrealized Currency Gain/(Loss)
Realized Currency Gain/(Loss)
Unrealized Appr./(Depr.) on Debt
Realized Appr./(Depr.) on Debt
Incentive Fee/Carried Interest
Total Appreciation/(Depreciation)
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Guidance
Performance attribution data resulting from implementing ASC Topic 820 should be isolated and
identified separately within the appreciation/depreciation component of the return.
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Appendix 1

Appendix 1
Evolution of FASB ASC Topic 820
FSP FAS 157-1 — Application of FASB Statement No. 157 to FASB Statement
No. 13 and Other Accounting Pronouncements That Address Fair Value
Measurements for Purposes of Lease Classification or Measurement under
Statement 13 (formerly FSP FAS 157-a, now included in ASC Topic 820).
Summary
This FASB Staff Position (FSP) amends FASB Statement No. 157, Fair Value Measurements (now
included in ASC Topic 820), to exclude FASB Statement No. 13, Accounting for Leases (now
included in FASB Accounting Standards Codification Topic 840, Leases), and other accounting
pronouncements that address fair value measurements for purposes of lease classification or
measurement under Statement 13. However, this scope exception does not apply to assets acquired
and liabilities assumed in a business combination that are required to be measured at fair value
under FASB Statement No. 141, Business Combinations, (now included in FASB Accounting
Standards Codification Topic 805, Business Combinations, or ASC Topic 805) or No. 141 (revised
2007), Business Combinations (now also included in ASC Topic 805), regardless of whether those
assets and liabilities are related to leases.

FSP FAS 157-2 — Effective Date of FASB Statement No. 157 (formerly FSP
FAS 157-b, now included as ASC Topic 820, Subtopic 10, Sections 15, 50 and 55)
Summary
This FASB Staff Position (FSP) delays the effective date of FASB Statement No. 157, Fair Value
Measurements (now included in ASC Topic 820), for nonfinancial assets and nonfinancial liabilities,
except for items that are recognized or disclosed at fair value in the financial statements on a
recurring basis (at least annually). The delay is intended to allow the Board and constituents
additional time to consider the effect of various implementation issues that have arisen, or that may
arise, from the application of Statement 157.

FSP FAS 157-3 — Determining the Fair Value of a Financial Asset When the
Market for That Asset Is Not Active (formerly FSP FAS 157-d, now included in
ASC Topic 820, Subtopic 10, Sections 35 and 65)
Summary
This FASB Staff Position (FSP) clarifies the application of FASB Statement No. 157, Fair Value
Measurements (now included in ASC Topic 820), in a market that is not active and provides an
example to illustrate key considerations in determining the fair value of a financial asset when the
market for that financial asset is not active.
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FSP FAS 157-4 — Determining Fair Value When the Volume and Level of Activity
for the Asset or Liability Have Significantly Decreased and Identifying
Transactions That Are Not Orderly (formerly FSP FAS 157-e, now included in
ASC Topic 820, Subtopic 10, Section 65)
Summary
This FASB Staff Position (FSP) provides additional guidance for estimating fair value in accordance
with FASB Statement No. 157, Fair Value Measurements (now included in ASC Topic 820), when
the volume and level of activity for the asset or liability have significantly decreased. This FSP also
includes guidance on identifying circumstances that indicate a transaction is not orderly.

ASU 2009-5, Measuring Liabilities at Fair Value (formerly FSP FAS 157-c&f, now
included in ASC Topic 820, Subtopic 10, Sections 35, 55 and 65)
Summary
This Accounting Standards Update (ASU) amends ASC Topic 820 by providing additional guidance
clarifying the measurement of liabilities at fair value. Among other things, the guidance clarifies how
the price of a traded debt security (i.e., an asset value) should be considered in estimating the fair
value of the issuer’s liability. ASU 2009-05 is effective for the first reporting period (including interim
periods) beginning after its issuance (e.g., the quarter ended December 31, 2009 for a calendar-year
entity); with early application permitted if financial statements have not been issued. ASC Topic 820
concludes that even the existence of legal restrictions on the sale of an asset does not mean the
reporting entity should assume the asset cannot be sold and thus has no fair value or a fair value
equal to the reporting entity’s cost, but rather, that restriction attribute should be considered in
determining the fair value of the asset in a hypothetical sale of the asset.

Exposure Draft: FSP FAS 157-g, Applying fair value to interests in alternative
investments (to provide application guidance related to ASC Topic 820)
Summary
The objective of this project is to address the application of FASB Statement No. 157, Fair Value
Measurements (now included in ASC Topic 820), to interests in alternative investments, such as
hedge funds and private equity funds.

Status
Comments were due to the FASB by July 8, 2009 and this project is currently in redeliberations.
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Valuation and accounting examples
The following examples present illustrations of hypothetical debt encumbrances on real estate
assets, and conclude their impact under the net view, followed by differences (if any) under the
gross view.
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Sample valuation of debt — favorable financing
The subject real estate encumbered by the debt is a Class A, 220,000 square foot office building
located in Anytown, USA, built in 1981. The property is currently 94.4% occupied.
The following bullet points summarize the existing debt on the subject property:
Original Loan Date:

January-06

Loan Maturity Date:

February-16

Earliest Prepayment Date:

February-16

Remaining Term:

7.2 years

Original Balance:

$19,000,000

Remaining Balance:

$19,000,000

Interest Rate:

5.32%

Repayment Terms:

Interest only through maturity

Transferable:

Yes

Market debt conclusion
A market rate of approximately 410 — 470 basis points over comparable-term treasuries is
appropriate as of the valuation date, considering the subject’s class. Based upon an estimated
equivalent-term treasury yield of 1.80% (estimated based upon a range of similar-terms yields), the
current market debt rate for the property would typically be 5.90% to 6.50%. However, given the
current estimated 7.5% “floor” from most lenders for longer-term fixed rate debt, we conclude a
market rate of 7.50%. We estimate the cost to place new debt on the property to be 1.0% of the loan
balance.

Cash equivalency calculation
The following chart presents our cash equivalency adjustment calculations. We have added to the
cash equivalency calculation the costs of a new loan only for substantially above-market debt, as the
assumption of existing debt would save the buyer incurring this expense, which would lessen the
negative impact of above-market debt. We have not, however, added these savings to already
positive cash equivalency adjustments. We have assumed that if the current loan were replaced, it
would be interest-only for the remaining term.
Cash equivalency summary
Total debt
Present value of payments
Present value of balloon
Cash equivalency difference
Plus origination fee
Less loan assumption fee
Cash equivalency adjustment

$19,000,000
$5,590,600
$11,118,515
2,290,885
$0
Not calculated
$2,290,885
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Estimated pre-payment costs
Based upon the loan documents, the owner can prepay the existing debt based upon a prepayment
fee of the greater of 1.0% of the remaining loan balance, or a yield maintenance requirement tied to
similarly-maturing treasuries. Based upon the formula, we calculate the prepayment penalty, utilizing
a current yield on the treasury of 1.80%, to be $3,803,049, which is greater than the 1% calculation
of $190,000.

Preliminary conclusion
As a preliminary conclusion, we have compared the estimated cost to the seller to adjust the wholly
owned equity value based upon cash equivalency to the cost to prepay the loan. This comparison is
presented below.
Debt adjustment calculation
Cash equivalency adjustment

$2,290,885

Loan prepayment adjustment

-$3,803,049

Most positive scenario

Cash equivalency

Debt adjustment

$2,290,885

As indicated, because of below-market financing, the impact of the existing debt is a positive
$2,290,885, while the cost is $3,803,049 to pre-pay the debt. Thus, the seller of a property would
typically not pre-pay the loan and incur a penalty, but would sell the property based upon a much
lower cash equivalency cost.

Additional considerations
We have also considered some of the subjective issues regarding the subject and its existing loan.
The following table summarizes the overall desirability of the subject and debt as it relates to the
cash equivalency calculation.
Primary adjustment considerations
Office — Class A

Positive

1981

Positive

Remaining term (years)

7.2

Positive

Variation to debt (basis points)

-218

Neutral

Loan-to-value (implied)

21%

Slightly negative

Property type
Age/Class

Overall

Positive

Typically, we conclude that a buyer would likely accept something less than a full cash equivalency
adjustment for desirable properties with unfavorable debt with a general broad market range of 40%
to 100% of full negative cash equivalency. For favorable debt on desirable quality assets, we
generally estimate 80% to 100% of cash equivalency, but with no additional credit for the cost to
place new capital. The positive conclusion is based upon the desirability of in-place debt in today’s
capital-restricted market.
In the case of the subject, we estimate that the market would accept 90% of full cash equivalency as
an adjustment for subject debt.
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The calculations are shown below.
Debt adjustment conclusion
Calculated debt adjustment

$2,290,885

Market adjustment range

40%–100%

Estimated market adjustment

90%

Indicated debt adjustment

2,061,797

Rounded

$2,100,000

Leveraged equity analysis as a test of reasonableness
As a test of reasonableness, we have utilized a leveraged equity analysis to estimate the leveraged
internal rate of return which would be generated by the underlying leveraged real estate. In order to
establish the basis of the equity contribution, we have applied a discount rate of 8.50% and a
terminal capitalization rate of 7.50% to the projected unencumbered cash flows as provided to us by
the client. In utilizing these cash flows and investment parameters to estimate the implied leveraged
IRR, we reiterate that we are not estimating the market value of the unencumbered subject real
estate, as this is outside the scope of this assignment. We are utilizing the estimate only as a basis
of equity contribution for the purpose of presenting an implied leverage IRR.
The following table presents the calculation of the implied leveraged internal rate of return.
Leveraged equity analysis
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

$2,100,000

Less mortgage balance

$19,000,000

Implied equity contribution

$75,100,000
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Year

Cash flow available for
debt service and income
taxes

Cash flow after debt
service

Debt service

1

$4,738,877

$1,010,800

$3,728,077

2

$4,564,806

$1,010,800

$3,554,006

3

$6,527,408

$1,010,800

$5,516,608

4

$5,986,714

$1,010,800

$4,975,914

5

$6,901,728

$1,010,800

$5,890,928

6

$6,599,364

$1,010,800

$5,588,564

7

$6,640,114

$1,010,800

$5,629,314

8

$7,078,219

$19,168,467

-$12,090,248

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion

$117,384,139

Less mortgage balance at reversion
Equity proceeds from reversion
Indicated leveraged IRR

$0
$117,384,139
8.9%

As demonstrated, the above analysis indicates that, based upon an equity contribution influenced by
not only the existing debt, but our estimate of the impact of that debt on market value, a buyer of the
subject would achieve a leveraged return of 8.9% over the holding period.
The following chart calculates the leveraged return, assuming the same debt were placed on the
property at current market rates, interest only for the short remaining term.
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Leveraged equity analysis — At market
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

Year

$0

Less mortgage balance

$19,000,000

Implied equity contribution

$73,000,000

Cash flow available for debt
service and income taxes

Debt service

Cash flow after debt service

1

$4,738,877

$1,425,000

$3,313,877

2

$4,564,806

$1,425,000

$3,139,806

3

$6,527,408

$1,425,000

$5,102,408

4

$5,986,714

$1,425,000

$4,561,714

5

$6,901,728

$1,425,000

$5,476,728

6

$6,599,364

$1,425,000

$5,174,364

7

$6,640,114

$1,425,000

$5,215,114

8

$7,078,219

$19,237,500

-$12,159,281

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion

$117,384,139

Less mortgage balance at reversion

$0

Equity proceeds from reversion

$117,384,139

Indicated leveraged IRR

8.9%

As indicated, a purchaser who would acquire the subject with existing debt based upon our modified
cash equivalency adjustment would achieve a greater leveraged IRR than if acquired on an
unleveraged basis, and the adjustment produces an IRR near that which would be achieved if the
property were leveraged at market terms. This is consistent with our research which demonstrates
that buyers are willing to accept favorable debt if the underlying real estate asset is desirable and
the purchase price is appropriately adjusted to provide a reasonable leveraged return. Accepting the
subject debt provides a greater return on a leveraged basis, which some survey participants
indicated was an offsetting factor to accepting the debt. The following chart summarizes the implied
IRRs based upon the three scenarios.
Summary of implied IRRs
Unleveraged implied IRR

8.5%

Leveraged IRR with existing debt

8.9%

Leveraged IRR with market debt

8.9%

Therefore, based upon the cash equivalency analysis, and supported by the leverage equity
analysis, the adjustment for debt, also supported by our research and data, appears to be
reasonable.
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Conclusion
Based upon the previous analysis, we estimate the market value impact of the existing encumbering
debt on the subject, after rounding, as of December 31, 2008, to be:
TWO MILLION ONE HUNDRED THOUSAND DOLLARS
$2,100,000

Accounting considerations:
Consideration should be given to the form of the investment and the accounting method adopted by
the reporting entity.

Non-operating model considerations
In this instance given the debt is assumable, a market participant would likely attribute value to
favorable debt financing. Therefore regardless of whether the reporting entity has a controlling or a
non-controlling interest in the investment, the debt should be recorded at the fair value adjustment or
$2,100,000 as noted above. This would result in the following accounting entry:
Dr
Cr

Investment in XYZ
$2,100,000
Unrealized gain on investment in XYZ

$2,100,000

Operating model considerations
As noted above, regardless of control, when the debt is at favorable terms and assumable, then the
debt should be recorded at fair value. For the operating model the unit of valuation follows the unit of
account and therefore the following entry would be recorded:
Dr
Cr

Mortgage Loan Payable
$2,100,000
Unrealized gain on revaluation of debt

$2,100,000

As noted above in instances where the debt is assumable, there is likely no difference in accounting
between the operating and the non-operating model.

Impact of debt that cannot be transferred
Non-operating model considerations
In this instance given the debt is not assumable, consideration should be given as to whether the
investment is controlled by the investor. That is can the acquirer of the investment (as an ASC
Topic 820 fair value is an exit value) benefit from the below market debt and therefore would a
market participant attribute value to the below market debt.

Controlling interest
In instances where the investor controls the investment and has the investment structured in a
single LLC structure, the sale of the real estate would likely dissolve the entity and therefore require
repayment of the below market debt. In this scenario the fair value of the debt maybe equal to par.

Non-controlling interest
In instances where the investor holds a non-controlling interest in the investment, (i.e. an LP
interest), the sale of the investment could occur without the debt being required to be repaid. In this
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scenario a market participant would likely allocate fair value to the below market nature of the debt
as the ultimate cash flows to be received would differ from an equal investment with at market debt.

Operating model considerations
Under the operating model, an investor consolidates an investment that it controls. In such situation
the asset and debt is shown gross on the balance sheet. Consideration should be given to whether it
is appropriate to value the asset and debt together as one unit of valuation or separately. If the asset
and debt are valued separately, the fair value of debt that cannot be transferred is unlikely to be par.
If the asset and debt are valued together, fair value of the debt could be par such that when the fair
value is allocated between the asset and liability for presentation on the balance sheet all the
change in fair value is allocated to the asset.
As noted above in instances where the debt is not assumable, there is likely a difference in
accounting between the operating and the non-operating model.

Sample valuation of debt — unfavorable financing
We now utilize the same hypothetical property, but assume it is encumbered by unfavorable
financing.
The following bullet points summarize the existing debt on the subject property:
Original Loan Date:

January-06

Loan Maturity Date:

February-16

Earliest Prepayment Date:

February-16

Remaining Term:

7.2 years

Original Balance:

$19,000,000

Remaining Balance:

$19,000,000

Interest Rate:

8.97%

Repayment Terms:

Interest only through maturity

Transferable:

Yes

Market debt conclusion
A market rate of approximately 410 — 470 basis points over comparable-term treasuries is
appropriate as of the valuation date, considering the subject’s class. Based upon an estimated
equivalent-term treasury yield of 1.80% (estimated based upon a range of similar-terms yields), the
current market debt rate for the property would typically be 5.90% to 6.50%. However, given the
current estimated 7.5% “floor” from most lenders for longer-term fixed rate debt, we conclude a
market rate of 7.50%. We estimate the cost to place new debt on the property to be 1.0% of the loan
balance.
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Cash equivalency calculation
The following chart presents our cash equivalency adjustment calculations. We have added to the
cash equivalency calculation the costs of a new loan only for substantially above-market debt, as the
assumption of existing debt would save the buyer incurring this expense, which would lessen the
negative impact of above-market debt. We have not, however, added these savings to positive cash
equivalency adjustments. We have assumed that if the current loan were replaced, it would be
interest-only for the remaining term.
Cash equivalency summary
Total debt

$19,000,000

Present value of payments

$9,426,257

Present value of balloon

$11,118,515

Cash equivalency difference

-1,544,771

Plus origination fee

$190,000

Less loan assumption fee

Not calculated

Cash equivalency adjustment

-$1,354,771

Estimated pre-payment costs
Based upon the loan documents, the owner can prepay the existing debt based upon a prepayment
fee of the greater of 1.0% of the remaining loan balance, or a yield maintenance requirement tied to
similarly-maturing treasuries. Based upon the formula, we calculate the prepayment penalty, utilizing
a current yield on the treasury of 1.80%, to be $8,382,853, which is greater than the 1% calculation
of $190,000.

Preliminary conclusion
As a preliminary conclusion, we have compared the estimated cost to the seller to adjust the wholly
owned equity value based upon cash equivalency to the cost to prepay the loan. This comparison is
presented below.
Debt adjustment calculation
Cash equivalency adjustment

-$1,354,771

Loan prepayment adjustment

-$8,382,853

Most positive scenario
Debt adjustment

Cash equivalency
-$1,354,771

As indicated, because of above-market financing, the impact of the existing debt is a negative
$1,354,771, while the cost is $8,382,853 to pre-pay the debt. Thus, the seller of a property would
typically not pre-pay the loan and incur a penalty, but would sell the property based upon a much
lower cash equivalency cost.
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Additional considerations
We have also considered some of the subjective issues regarding the subject and its existing loan.
The following table summarizes the overall desirability of the subject and debt as it relates to the
cash equivalency calculation.
Primary adjustment considerations
Office — Class A

Positive

1981

Positive

Remaining term (years)

7.2

Positive

Variation to debt (basis points)

147

Neutral

Loan-to-value (implied)

21%

Slightly negative

Property type
Age/Class

Overall

Positive

Typically, we conclude that a buyer would likely accept something less than a full cash equivalency
adjustment for desirable properties with unfavorable debt with a general broad market range of 40%
to 100% of full negative cash equivalency. For favorable debt on desirable quality assets, we
generally estimate 80% to 100% of cash equivalency, but with no additional credit for the cost to
place new capital. The positive conclusion is based upon the desirability of in-place debt in today’s
capital-restricted market.
In the case of the subject, given the general lack of availability of financing in today’s market, we
estimate that the market would accept 60% of full cash equivalency as an adjustment for subject
debt.
The calculations are shown below.
Debt adjustment conclusion
Calculated debt adjustment

-$1,354,771

Market adjustment range

40%–100%

Estimated market adjustment

60%

Indicated debt adjustment

-812,863

Rounded

-$800,000

Leveraged equity analysis as a test of reasonableness
As a test of reasonableness, we have utilized a leveraged equity analysis to estimate the leveraged
internal rate of return which would be generated by the underlying leveraged real estate. In order to
establish the basis of the equity contribution, we have applied a discount rate of 8.50% and a
terminal capitalization rate of 7.50% to the projected unencumbered cash flows as provided to us by
the client. In utilizing these cash flows and investment parameters to estimate the implied leveraged
IRR, we reiterate that we are not estimating the market value of the unencumbered subject real
estate, as this is outside the scope of this assignment. We are utilizing the estimate only as a basis
of equity contribution for the purpose of presenting an implied leverage IRR.
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The following table presents the calculation of the implied leveraged internal rate of return.
Leveraged equity analysis
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

Year

-$800,000

Less mortgage balance

$19,000,000

Implied equity contribution

$72,200,000

Cash flow available for debt
service and income taxes

Debt service

Cash flow after debt service

1

$4,738,877

$1,704,300

$3,034,577

2

$4,564,806

$1,704,300

$2,860,506

3

$6,527,408

$1,704,300

$4,823,108

4

$5,986,714

$1,704,300

$4,282,414

5

$6,901,728

$1,704,300

$5,197,428

6

$6,599,364

$1,704,300

$4,895,064

7

$6,640,114

$1,704,300

$4,935,814

8

$7,078,219

$19,284,050

-$12,205,831

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion
Less mortgage balance at reversion
Equity proceeds from reversion
Indicated leveraged IRR

$117,384,139
$0
$117,384,139
8.7%

As demonstrated, the above analysis indicates that, based upon an equity contribution influenced by
not only the existing debt, but our estimate of the impact of that debt on market value, a buyer of the
subject would achieve a leveraged return of 8.7% over the holding period.
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The following chart calculates the leveraged return, assuming the same debt were placed on the
property at current market rates, interest only for the short remaining term.
Leveraged equity analysis — At market
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

Year

$0

Less mortgage balance

$19,000,000

Implied equity contribution

$73,000,000

Cash flow available for debt
service and income taxes

Debt service

Cash flow after debt service

1

$4,738,877

$1,425,000

$3,313,877

2

$4,564,806

$1,425,000

$3,139,806

3

$6,527,408

$1,425,000

$5,102,408

4

$5,986,714

$1,425,000

$4,561,714

5

$6,901,728

$1,425,000

$5,476,728

6

$6,599,364

$1,425,000

$5,174,364

7

$6,640,114

$1,425,000

$5,215,114

8

$7,078,219

$19,237,500

-$12,159,281

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion

$117,384,139

Less mortgage balance at reversion

$0

Equity proceeds from reversion

$117,384,139

Indicated leveraged IRR

8.9%

As indicated, a purchaser who would acquire the subject with existing debt based upon our modified
cash equivalency adjustment would achieve a greater leveraged IRR than if acquired on an
unleveraged basis, and the adjustment produces an IRR near that which would be achieved if the
property were leveraged at market terms, given the difficulty in achieving market rate debt in today’s
environment. This is consistent with our research which demonstrates that buyers are willing to
accept favorable debt if the underlying real estate asset is desirable and the purchase price is
appropriately adjusted to provide a reasonable leveraged return. Accepting the subject debt provides
a greater return on a leveraged basis, which some survey participants indicated was an offsetting
factor to accepting the debt. The following chart summarizes the implied IRRs based upon the three
scenarios.
Summary of implied IRRs
Unleveraged implied IRR

8.5%

Leveraged IRR with existing debt

8.7%

Leveraged IRR with market debt

8.9%
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Therefore, based upon the cash equivalency analysis, and supported by the leverage equity
analysis, the adjustment for debt, also supported by our research and data, appears to be
reasonable.

Conclusion
Based upon the previous analysis, we estimate the market value impact of the existing encumbering
debt on the subject, after rounding, as of December 31, 2008, to be:
NEGATIVE EIGHT HUNDRED THOUSAND DOLLARS
-$800,000

Accounting considerations:
Consideration should be given to the form of the investment and the accounting method adopted by
the reporting entity.

Non-operating model considerations
In this instance given the debt is assumable, a market participant would likely attribute value to
favorable debt financing. Therefore regardless of whether the reporting entity has a controlling or a
non-controlling interest in the investment, the debt should be record the fair value adjustment or
$800,000 as noted above. This would result in the following accounting entry:
Dr
Cr

Unrealized loss on investment in XYZ
Investment in XYZ

$800,000
$800,000

Operating model considerations
As noted above, regardless of control, when the debt is at favorable terms and assumable, then the
debt should be recorded at fair value. For the operating model the unit of valuation follows the unit of
account and therefore the following entry would be recorded:
Dr
Cr

Unrealized loss on investment in XYZ
Mortgage loan payable

$800,000
$800,000

As noted above in instances where the debt is assumable, there is likely no difference in accounting
between the operating and the non-operating model.

Impact of debt that cannot be transferred
Non-operating model and operating model considerations
Considerations for determining fair value are the same as with below market debt. Refer to the
discussion above.
As noted above in instances where the debt is not assumable, there is likely a difference in
accounting between the operating and the non-operating model.

Sample valuation of debt — near market financing
We now utilize the same hypothetical property, but assume it is encumbered by financing at nearmarket terms.
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The following bullet points summarize the existing debt on the subject property:
Original Loan Date:

January-06

Loan Maturity Date:

February-16

Earliest Prepayment Date:

February-16

Remaining Term:

7.2 years

Original Balance:

$19,000,000

Remaining Balance:

$19,000,000

Interest Rate:

7.75%

Repayment Terms:

Interest only through maturity

Transferable:

Yes

Market debt conclusion
A market rate of approximately 410 — 470 basis points over comparable-term treasuries is
appropriate as of the valuation date, considering the subject’s class. Based upon an estimated
equivalent-term treasury yield of 1.80% (estimated based upon a range of similar-terms yields), the
current market debt rate for the property would typically be 5.90% to 6.50%. However, given the
current estimated 7.5% “floor” from most lenders for longer-term fixed rate debt, we conclude a
market rate of 7.50%. We estimate the cost to place new debt on the property to be 1.0% of the loan
balance.

Cash equivalency calculation
The following chart presents our cash equivalency adjustment calculations. We have added to the
cash equivalency calculation the costs of a new loan only for substantially above-market debt, as the
assumption of existing debt would save the buyer incurring this expense, which would lessen the
negative impact of above-market debt. We have not, however, added these savings to 100%
positive cash equivalency adjustments. We have assumed that if the current loan were replaced, it
would be interest-only for the remaining term.
Cash equivalency summary
Total debt
Present value of payments
Present value of balloon

$19,000,000
8,144,202
$11,118,515

Cash equivalency difference

-262,716

Plus origination fee

$190,000

Less loan assumption fee
Cash equivalency adjustment

Not calculated
-$72,716
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Estimated pre-payment costs
Based upon the loan documents, the owner can prepay the existing debt based upon a prepayment
fee of the greater of 1.0% of the remaining loan balance, or a yield maintenance requirement tied to
similarly-maturing treasuries. Based upon the formula, we calculate the prepayment penalty, utilizing
a current yield on the treasury of 1.80%, to be $6,852,069, which is greater than the 1% calculation
of $190,000.

Preliminary conclusion
As a preliminary conclusion, we have compared the estimated cost to the seller to adjust the wholly
owned equity value based upon cash equivalency to the cost to prepay the loan. This comparison is
presented below.
Debt adjustment calculation
Cash equivalency adjustment

-$72,716

Loan prepayment adjustment

-$6,852,069

Most positive scenario

Cash equivalency

Debt adjustment

-$72,716

As indicated, because of near-market financing, the impact of the existing debt is a negative
$72,716, while the cost is $6,852,069 to pre-pay the debt. Thus, the seller of a property would
typically not pre-pay the loan and incur a penalty, but would sell the property based upon a much
lower cash equivalency cost.

Additional considerations
We have also considered some of the subjective issues regarding the subject and its existing loan.
The following table summarizes the overall desirability of the subject and debt as it relates to the
cash equivalency calculation.
Primary adjustment considerations
Office — Class A

Positive

1981

Positive

Remaining term (years)

7.2

Positive

Variation to debt (basis points)

25

Neutral

21%

Slightly negative

Property type
Age/Class

Loan-to-value (implied)
Overall

Positive

Typically, we conclude that a buyer would likely accept something less than a full cash equivalency
adjustment for desirable properties with unfavorable debt with a general broad market range of 40%
to 100% of full negative cash equivalency. For favorable debt on desirable quality assets, we
generally estimate 80% to 100% of cash equivalency, but with no additional credit for the cost to
place new capital. The positive conclusion is based upon the desirability of in-place debt in today’s
capital-restricted market.
In the case of the subject, we estimate that the market would accept 60% of full cash equivalency as
an adjustment for subject debt.
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The calculations are shown below.
Debt adjustment conclusion
Calculated debt adjustment

-$72,716

Market adjustment range

40%–100%

Estimated market adjustment

60%

Indicated debt adjustment

-43,630

Rounded

$0

Leveraged equity analysis as a test of reasonableness
As a test of reasonableness, we have utilized a leveraged equity analysis to estimate the leveraged
internal rate of return which would be generated by the underlying leveraged real estate. In order to
establish the basis of the equity contribution, we have applied a discount rate of 8.50% and a
terminal capitalization rate of 7.50% to the projected unencumbered cash flows as provided to us by
the client. In utilizing these cash flows and investment parameters to estimate the implied leveraged
IRR, we reiterate that we are not estimating the market value of the unencumbered subject real
estate, as this is outside the scope of this assignment. We are utilizing the estimate only as a basis
of equity contribution for the purpose of presenting an implied leverage IRR.
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The following table presents the calculation of the implied leveraged internal rate of return.
Leveraged equity analysis
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

Year

$0

Less mortgage balance

$19,000,000

Implied equity contribution

$73,000,000

Cash flow available for debt
service and income taxes

Debt service

Cash flow after debt service

1

$4,738,877

$1,472,500

$3,266,377

2

$4,564,806

$1,472,500

$3,092,306

3

$6,527,408

$1,472,500

$5,054,908

4

$5,986,714

$1,472,500

$4,514,214

5

$6,901,728

$1,472,500

$5,429,228

6

$6,599,364

$1,472,500

$5,126,864

7

$6,640,114

$1,472,500

$5,167,614

8

$7,078,219

$19,245,417

-$12,167,198

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion
Less mortgage balance at reversion
Equity proceeds from reversion
Indicated leveraged IRR

$117,384,139
$0
$117,384,139
8.8%

As demonstrated, the above analysis indicates that, based upon an equity contribution influenced by
not only the existing debt, but our estimate of the impact of that debt on market value (in this case
zero), a buyer of the subject would achieve a leveraged return of 8.8% over the holding period.
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The following chart calculates the leveraged return, assuming the same debt were placed on the
property at current market rates, interest only for the short remaining term.
Leveraged equity analysis — At market
Sample property
Implied unencumbered value

$92,000,000

Adjustment to value for debt

Year

$0

Less mortgage balance

$19,000,000

Implied equity contribution

$73,000,000

Cash flow available for debt
service and income taxes

Debt service

Cash flow after debt service

1

$4,738,877

$1,425,000

$3,313,877

2

$4,564,806

$1,425,000

$3,139,806

3

$6,527,408

$1,425,000

$5,102,408

4

$5,986,714

$1,425,000

$4,561,714

5

$6,901,728

$1,425,000

$5,476,728

6

$6,599,364

$1,425,000

$5,174,364

7

$6,640,114

$1,425,000

$5,215,114

8

$7,078,219

$19,237,500

-$12,159,281

9

$7,006,864

$0

$7,006,864

10

$7,559,294

$0

$7,559,294

Implied total reversion

$117,384,139

Less mortgage balance at reversion

$0

Equity proceeds from reversion

$117,384,139

Indicated leveraged IRR

8.9%

As indicated, a purchaser who would acquire the subject with existing debt based upon our modified
cash equivalency adjustment would achieve a greater leveraged IRR than if acquired on an
unleveraged basis, and the adjustment produces an IRR near that which would be achieved if the
property were leveraged at market terms. This is consistent with our research which demonstrates
that buyers are willing to accept favorable debt if the underlying real estate asset is desirable and
the purchase price is appropriately adjusted to provide a reasonable leveraged return. Accepting the
subject debt provides a greater return on a leveraged basis, which some survey participants
indicated was an offsetting factor to accepting the debt. The following chart summarizes the implied
IRRs based upon the three scenarios.
Summary of implied IRRs
Unleveraged implied IRR

8.5%

Leveraged IRR with existing debt

8.8%

Leveraged IRR with market debt

8.9%

Therefore, based upon the cash equivalency analysis, and supported by the leverage equity
analysis, the adjustment for debt, also supported by our research and data, appears to be
reasonable.
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Conclusion
Based upon the previous analysis, we estimate the market value impact of the existing encumbering
debt on the subject, which is near market terms, after rounding, as of December 31, 2008, to be:
ZERO
$0

Accounting considerations:
As noted above in instances where the debt is assumable, there is likely no difference in accounting
between the operating and the non-operating model. If the debt is not transferrable refer to
considerations in previous two examples.

Sample valuation of debt — remaining balance exceeds collateral asset value
In situations where the remaining balance of the debt exceeds the market value of the underlying
asset, or the collateral to the debt, the debt would typically be non-transferable from a market
perspective. If the debt is unfavorable and exceeding a 100% LTV ratio, there would likely be no
market to transfer the property with the encumbered debt. Even if the debt were otherwise favorable,
a lender would typically not allow the transfer of the debt if it exceeds the collateral value. Thus, if
the debt were for practical purposes non-transferable, the impact of the encumbrance is zero, and
the debt would be carried at par, or the remaining balance.
As in many situations in valuing the impact of the debt encumbrance, this conclusion could vary
under certain circumstances. If in fact the lender expressed willingness to allow a transfer, and the
circumstances of the property indicate a transfer is plausible, the debt could have some impact. For
example, if the loan documents indicate that a portion of the debt could be transferred (say up to a
certain LTV), and it is believed that this would be a possible scenario, then that portion of the debt
could be analyzed for impact, Under this scenario, the debt, or a portion thereof, could be analyzed
utilizing a similar methodology to the samples above.

Accounting considerations:
Consideration should be given to the form of the investment and the accounting method adopted by
the reporting entity.

Non-operating model considerations
Under the non-operating model, whether the entity controls the investment or not, the unit of
valuation is the equity in the investment. If the lender was to foreclose on the property and the
reporting entity has no additional liabilities related to the investment the fair value of the debt would
be equal to the value of the property. Enterprise value is equal to zero.

Operating model considerations
Under the operating model where the reporting entity consolidates the asset and liability, the unit of
valuation is the same as the unit of account, being the separate assets and liabilities of the
investments. Therefore in this instance the assets and liabilities would be required to be fair valued
separately and the reporting entity could be required to record a fair value of the liability that is
different to the fair value of the asset. However in saying this given the debt is recourse only to the
asset, and the asset value is less than the par value of the debt, a market participant would likely
attribute a very a high spread or discount rate to the debt which could result in a fair value of the
debt close to that of the asset.
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In a situation where the reporting entity holds a non-controlling interest in the investment, the
valuation of the debt would be consistent with that of the non-operating model.
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Appendix 3
Market participant behavior — net method
Under the net view, the fundamental question asked by a market participant when valuing an
existing debt instrument is, “How will the assumption of this loan impact the projected return on my
investment relative to obtaining a new loan at current market terms?” As illustrated below, this
question is answered quantitatively by comparing rates of return under multiple financing scenarios
and discounting cash flows back to net present value. In practice:
 The purchaser will seek to negotiate a price that does not reflect the full economic benefit of a
better-than-market loan, and the seller will seek to negotiate a price that does reflect the full
economic benefit of the better than market loan.
 The seller will seek to negotiate a price that does not reflect the full economic detriment of a loan
with terms that are less advantageous than those currently available in the market and the
purchaser will seek to negotiate a price that does reflect the full economic detriment of a loan with
terms that are less advantageous than those currently available in the market.
Market participant behavior will vary widely based on market conditions. In periods when debt
financing is plentiful, interest rates are low, and property values are increasing, transferable debt has
marginal relevance. Conversely, in periods when debt financing is scarce, interest rates/credit
spreads are high or increasing, and terms of new debt are onerous, the existence of a transferable
loan may make the difference between whether or not a transaction occurs. However, due to
unavailability of debt in the marketplace during such periods, the quantitative aspects of the
evaluation may become far less precise and more difficult to separate from the distressed pricing of
the property itself.

Example — Acquisition A
 Property description:
– Class A office tower located in a Southwest CBD
– Purchase price: $114,500,000
 Loan characteristics:
–
–
–
–
–
–
–

Principal balance: $80,800,000
Above-market interest rate
High prepayment penalty
Assumable
Fixed interest rate
Interest only payments
Non-recourse subject to typical carve outs
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Debt terms

Market

Existing loan

LTV:

75% (Maximum)

71%

DSCR:

1.0-1.2X

1.1X

Fees:

0.5%–0.75%

0.5% Transfer plus legal and
application Fee

Term:

5 years

3 years when assumed

Interest rate:

5.5%

5.84%

 Summary:
– The purchaser’s willingness to assume the existing debt was key factor in being selected by the
seller.
– Estimated $6.2 million (5.2%) discount for assuming debt with above market interest rate.

Example — Acquisition B
 Property description:
– Class B office building located in a Northeast CBD
 Debt characteristics:
– Above-market interest rate
– High prepayment penalty
– Assumable
Debt terms

Market (Fall 2006)

Existing loan

LTV:

75% (Maximum)

70%

DSCR:

1.2X

1.2X

Remaining term
(Extension/transferable):

3 years + 1 +1

2 years + 1 + 1

Amortization:

Interest only

Interest only

Fees:

1.0%

1.0% transfer + legal/app fee

Base rate: (fixed/floating):

Floating

floating

Spread:

250-275 bps

295 bps + increase for extension

All-in rate:

4.5% - 4.75%

4.92%

Prepayment:

> Of 1% or yield maintenance

Defeasance

Recourse:

None

None

 Summary:
– Off-market transaction in which the seller was only interested in a buyer willing to assume
existing debt.
– Estimated discount of $1,150,000 (5.0%) due to above market interest rate.

Disposition A
 Description:
– Class B office building located in Northeast suburb
– 82% leased at acquisition
– Value-added investment
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Market terms
(Spring 2008)

Terms

Assumed terms

LTV:

65% (Maximum)

50%

DSCR:

1.25X

1.0–1.5X

Remaining term

5 years

2 years

Amortization:

25 years

NA

Fees:

1.0%

1.0%

Base rate:

Fixed

Fixed

Spread:

350 bps

NA

All-in rate:

6.0-6.25%

5.45%

Prepayment:

> Of 1% or yield maintenance

> Of 1% or yield maintenance

Recourse:

15-25%

None

(Extension/transferable):

(Fixed/floating)

 Summary:
– Seller sought purchaser that would assume existing debt to avoid onerous prepayment penalty.
– Estimated $2,250,000 (7.5%) premium paid by buyer to assume debt.
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Appendix 4
Expanded discussion of gross view of market participant behavior
As market benchmark interest rates increase relative to where the entity’s existing debt was priced,
creditors generally have recognized a loss in value on their investment and equity investors have
gained in relative position with respect to the entity’s cash flows. This relative gain (and accounting
gain, when debt is marked-to-market) is effectively earned by the entity each period as a result of
having below market interest rates. Holders of the “gross view” believe these gains accrue to the
equity investor in the real estate investment and are in essence realized each time an interest
payment is made by the entity.
Under the gross view, reporting entity’s gains from the write-down of debt (“gains”) are likely to be
largely offset by the preceding “mark-to-market” losses recognized on the write-down of the asset;
the result is the net equity in the entity is likely to be largely unaffected (or at least provided some
offset). To the extent the financial distress of the asset held by the entity is of such a magnitude the
potential exists for the value of the equity in the entity to approach or reach zero.
Fundamental to the “gross view” is the premise that the cash flows to the entity that holds the real
estate are unchanged irrespective of the use of leverage (debt) or equity financing, but that the
required rates of returns by the different claimants on these cash flows may be impacted in different
manners when the value of the asset changes and general macroeconomic market conditions
change (i.e. market interest rates, credit sector spreads, etc.). Under the “gross view” changes in
market benchmark interest rates, credit sector spreads and entity specific credit spreads impact both
the value of the debt and equity positions in the entity’s capital stack. For example as market
benchmark interest rates increase relative to where the entity’s existing debt was priced, creditors
generally have recognized a loss in value on their investment and equity investors have gained in
relative position with respect to the entity’s cash flows. This relative gain (and accounting gain, when
debt is marked-to-market) is effectively earned by the entity each period as a result of having below
market interest rates. Holders of the “gross view” believe these gains accrue to the equity investor in
the real estate investment and are in essence realized each time an interest payment is made by the
entity.
The difference is more dramatic when changes in entity specific credit risks are considered. In
general as the value of the asset declines (due to market conditions impacting the fair value of the
asset including, but not limited to, supply and demand, location, macroeconomic conditions, tenant
mix, population growth, income growth, etc.), holders of the gross approach believe there is likely to
be a direct impact on the entity’s specific credit risk that must be reflected in the fair value of the debt
encumbrance (liability), thereby, impacting the value of the equity investment in the entity.
Ultimately, the application of ASC Topic 820’s guidance, leads to unfamiliar results to the reporting
entity under this approach; as credit spreads widen, debt is written down to fair value, resulting in
gains, but such results need to be considered in totality.
This latter, gross approach provides results that some think are reflective of actual market pricing
and theory. For example, in times of financial distress, finance theory holds that the cost of debt
capital increases, meaning the rate of return required by market participants in the debt capital
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markets increases. The increased cost of debt, economically, results in a write-down of the value of
the debt, as demonstrated through a discounted cash flow valuation approach. The “write-down” of
the debt, which results in a book value gain (NAV gain), may or may not be perfectly offset by the
loss in book value due to the “write-down” of the asset value. The fact that the asset and liability
write-downs do not perfectly offset has theoretical underpinnings in corporate finance and capital
structure theories. This lack of perfect offset can be explained by the fact that the rate of return
required by potential market purchasers of the asset would reflect a weighted average cost of capital
that would include debt and equity cost based on current market conditions, as most purchasers
would finance the acquisition of real estate assets with a combination of debt and equity. In other
words, the discount rate for a debt instrument is different than that of an asset, since a given asset
will have claims by both debt and equity components, all else being equal. The end result is a fair
value measurement of both the debt and equity that reflects the change in relative value of both the
creditor’s and equity investor’s claims on the entity’s (the property’s) assets and underlying cash
flows.
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Appendix 5
Valuation of mortgages and notes receivable and payable using the income
approach
Background and summary
This appendix summarizes the approach for the valuation of mortgages and notes receivable and
payable in context with ASC Topic 820, examines key factors affecting valuations, and summarizes
fixed income concepts that make up a discounted cash flow valuation model for debt. Those that
follow the gross view to valuation of liabilities would likely conclude that the valuation process
described herein provides a reasonable estimate of the fair value of liabilities (both secured and
unsecured) to be reported within the fair value financial statements.

Debt valuation methodology
According to Brealy and Meyers in their Principles of Corporate Finance1, the valuation of debt is
simple — “you [just] take the cash flows and discount them at the opportunity cost of capital” (669).
(This is sometimes also called the “cash equivalency method”.) While conceptually this may be
simple, determination of the discount rate(s) can be quite challenging and subjective. The
opportunity cost of capital from the Brealy-Meyers definition can be broken down into a market
component and a credit spread component. One valuation approach is to model the contractual
cash flows and the market interest rates, adjusted by the credit spread component, in order to
determine the present value of all cash flows, the sum of which makes up the fair value.
There are two main elements that go into the fair value of debt — the contractual cash flows, and a
risk adjusted discount curve. Conceptually, the fair value of the debt is the present value of those
contractual cash flows, discounted at the current market cost of debt. Another way of considering the
current cost of debt is to determine the interest rate that this debt could be replaced (or transferred)
today given current market conditions and performance of the collateral (for secured debt).
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Brealy, Richard A. and Stewart C. Meyers. Principals of Corporate Finance. 6th ed. 2000, McGraw-Hill. Chapter 23 –
Valuing Debt.
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Figure 1 below shows the different components of debt valuation and how they are used to
determine the contractual cash flows and the discount curve.

External Factors

Internal Factors

Inputs

Calculations

Outputs
Schedule of
Contractual Cash
Flows

Loan
Economics

Collateral
Performance
Metrics
“Replacement”
Credit Spread

Discount Curve

Benchmark Yield
Curve

Loan Fair
Value

Other
Market
Factors

Market
Interest
Rate Data

Figure 1
As shown by the two shaded areas on the left, the fair value of a debt instrument depends on both
internal and external inputs. Internal inputs include all of the contractual information as defined in the
loan agreements or other key documents. They also include the performance of the collateral and
sometimes the parent company, if there are guarantees. External factors are partially market driven,
such as the market interest rates and other market conditions, including the risk premiums required
by market participants; and partially subjective, such as credit spreads for a given entity when debt
for that entity is not actively traded or credit data is not readily available.

Internal factors
Loan economics
The loan documents (normally the mortgage loan agreement and promissory notes) should contain
all of the key economic data that define the future cash flows for the loan. Specifically, information
required to model the cash flows include:
Fixed rate loans — Start date, maturity date, fixed rate coupon, payment frequency, payment dates,
principal amount and any amortization information.
Floating rate loans — same as above, with the addition of the floating rate index and borrowing
spread.
Collateral performance
When lenders originate a loan, they critically evaluate the credit of the borrower to determine an
appropriate credit charge. This evaluation usually includes information such as loan to value,
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expected debt service coverage, expected lease-up rates and anything that would build the lender’s
confidence in the borrower’s ability to make payments and ultimately repay the loan.
Once the loan is in place, the same factors must be considered in determining the current credit
spread. If the property value has appreciated greatly, or the rented percentage of the underlying
property is significantly higher than at origination, the current credit spread should be lower than at
inception, all else held constant.
While it is not feasible to do a full appraisal of a property for every fair value calculation, general
assumptions and information about the property or other underlying collateral (if the debt is secured)
must be considered in estimating the replacement credit spread.

External factors
Market interest rate data — the benchmark yield curve
The market interest rate data is normally based on a benchmark interest rate curve. This benchmark
curve is usually made up of treasuries rates or swap rates and is the curve from which credit
spreads are measured. This data is generally considered to be a Level 2 input under ASC
Topic 820’s fair value hierarchy.
In an active interest rate market, bonds and swaps are trading throughout the business day. The
yields on these trades make up a “term structure of interest rates” which defines where the market
demands yields for bonds at different maturities and equal credit levels.
The benchmark yield curve is used to generate two curves that are critical in fixed income
mathematics. These are the implied forward curve and the discount curve. These curves are
generated using a “bootstrapping” process that is described in detail in any fixed income
mathematics text2. (Fabozzi, 121)

2

Fabozzi, Frank J. Fixed Income Mathematics. 4th Ed. 2006, McGraw-Hill. Chapter 8 – The Yield Curve, Spot Rate and
Forward Rates.
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Discount curve
The discount curve shows the present value, on a percentage basis, of future cash flows for any
point in the future. This incorporates the full shape of the yield curve, meaning there is a different
“yield” for each point in the future. While it is a common approximation to look at the maturity of a
loan and interpolate treasury (or swap) yields to determine a discount rate, the only way to precisely
discount all future cash flows is with a full, term-structure determined, discount curve. Figure 2 below
shows the discount curve based on USD Swap rates with no adjustment for credit.
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Implied forward curve
With discount rates varying based on the time to maturity, they can be used to calculate “implied
forward” rates of any length (like 1 month LIBOR). For debt valuations, these are only a factor in
determining the expected cash flows for floating rate loans. The term structure (through the discount
curve) implies where all of the future rate settings will be for the loan. Figure 3 below shows the yield
curve and implied 1 month LIBOR forward rates as of year- end 2008. Because the yield curve
(“swap rates” on the graph) is analogous to a cumulative average (or term yield) of these forward
rates, any slight change in the slope of the yield curve creates wide swings in the forward rates to
move that cumulative average. This is why the implied forward rates are significantly higher than the
swap rates (because the curve is upward sloping) and why the implied forward curve is not as
smooth as the swap curve.
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Figure 3
Of course, no one knows where interest rates will be in the future. The forward rates are where the
market implies that rate to be today. They are also and where you could lock in that rate using
interest rate derivatives or futures contracts.
Once the implied forwards and discount rates are calculated, the rest of the debt valuation is only a
matter of using the discount factors to present value the contractual cash flows.
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Other market factors
While the interest rate markets are impacted by many different factors, they don’t necessarily
capture other market factors that could more directly impact the credit worthiness of a specific
property or other collateral. For example, different market factors may drive down hotel occupancy
rates. This would likely have a negative impact on credit spreads in the hotel segment that would not
be captured by the yield curve alone. Considering a real estate property as the collateral for a loan,
a thorough evaluation of the market, the region, the asset type and any other factors that could
impact the ability to borrow against that asset must be considered in determining the current credit
spread to use for fair value calculations.
Replacement credit spread
As discussed above in the Collateral Performance section, the replacement credit spread is
effectively the spread over the benchmark curve where a lender would replace the debt given
today’s market and the performance of the collateral. The credit spread is used to adjust the
discount factors to accurately reflect the borrower’s current credit risk.
Ideally, there is also a term-structure of credit, with different credit spreads for all different maturities.
However, that is not always realistic and a single credit spread is used and the benchmark curve is
adjusted in parallel across all maturities. Since the replacement credit spread for a loan should take
into account the remaining term, the parallel shock should be an accurate application of the credit
risk. Given the often subjective and unobservable nature of credit spreads, these inputs are
generally considered Level 3 inputs under ASC Topic 820’s fair value hierarchy.
Factors affecting credit spreads
Here are some factors to consider when estimating a credit spread:
 Consideration of the original borrowing spread on the debt to be valued — this is a good starting
point
 Adjustment from the original spread for the changes in the following factors:
–
–
–
–
–
–

General market conditions
Credit sector spreads
Entity-specific credit spreads
Time remaining to maturity
Collateral or other credit enhancements (e.g., parent guarantees)
Any other factors

 Consideration of recent debt issuances and upcoming issuances
Key question asked: at what credit spread would this entity borrow for the remaining term of the
instrument?
Example
For example, consider a 15 year fixed rate term loan originated 5 years ago. Assume the lender
evaluates the credit risk and sets the fixed rate at 100 basis points over the 15 year treasury rate. At
origination this is the market credit spread, since the lender just made that market for that particular
loan-collateral package.
Now it is five years later. What is a reasonable adjustment from the 100 basis points assessed at
origination?
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 General market conditions have changed significantly, and there is a significant credit crunch in all
markets. (increase in credit spread)
 The collateral for the loan was a large housing project, and the housing market is in much worse
shape than it was at inception. (increase in credit spread)
 Despite the terrible housing market, this particular property has 5 years of strong performance and
appears to be holding up in the difficult market. (decrease in credit spread)
 The loan now only has 10 years remaining — the shorter maturity means less credit exposure.
(typically a decrease in credit spread)
 No change in collateral or credit enhancements (no impact on credit spread)
 The overall market for debt is small, creating a lack of liquidity. (increase in credit spread —
liquidity premium)
Considering all of these factors, clearly the credit spread today will be higher than the original 100.
Quantifying that difference is still a challenge. A common practice is to ask lenders, mortgage
brokers, and the current lender how they would lend in the current market (if they would lend at all).
Considering different maturities, LTV, regions, some lenders could give indicative ranges for current
spreads. Then, all of the factors above are applied to increase/decrease those spreads to make the
assumption more specific to the individual loan.
To continue the example, assume that, weighing all of these factors, the current credit spread is 425
bps over the original spread or 525 over treasuries. Figure 4 below shows the impact of a 350 basis
point credit spread on the discount curve.
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Figure 4
Notice that with the addition of the credit spread, the value of a payment 30 years from now has
gone from a present value around $0.44 to only $0.09. Of course, the further out the payment, the
larger the impact of the credit adjustment is on the discount factor and therefore the present value.
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Schedule of contractual cash flows
Fixed rate debt
For most fixed rate debt, the schedule of contractual cash flows is known at origination. Any
amortization or accretion of the principal balances must be considered as part of the valuation.
Floating rate debt
Contractual cash flows for floating rate debt are more difficult to estimate at a given point in time,
since the future rate resets are not yet known. This is what the implied forward curve described
earlier is used for.
Please note - the replacement credit spread is NOT factored into the implied forward rates. Instead,
the contractual borrowing spread is added to each implied forward rate for all future payments,
forecasting out the future payments of the loan.

Debt/loan fair value
Fixed rate debt
With the risk adjusted discount curve created from the benchmark yield curve plus the current credit
spread, all of the contractual cash flows for the fixed rate loan can be discounted back to the
valuation date. Each individual payment is discounted based on the discount rate that corresponds
to each payment date on the loan. The fair value is then the sum of those present valued payments.
Floating rate debt
In the past, it has not been uncommon for people to assume their floating rate debt to be valued at
the remaining principal balance. This is because effectively, with every new floating reset, the debt is
re-priced to the current market. This assumption, however, also assumes that there has been no
change in the credit worthiness of the borrower and the real estate asset. Whenever there is a
significant difference between the borrowing spread and current credit spreads, floating rate debt will
no longer value at its remaining principal balance. If the spread on the loan is significantly lower than
current credit spreads for that borrower, the debt would be valued at a discount, or smaller liability to
the borrower, since there is real value to having a below market interest rate. Similarly, with a
borrowing spread well above current credit spreads, the debt will value at a premium, or a larger
liability to the borrower, since they are paying more than the market demands.
Effective market rate
The valuation methodology described in this section does not use any single rate to discount the
payments. Rather, it uses the entire term structure to discount the payments, each with a discount
factor appropriate for the timing of the payment. However, an effective market rate, or yield, for the
loan is the single discount rate that, if used to discount all payments would result in the same
present value as the actual discount curve. Similar to swap rates, the present value of each
individual payment will not be the same, but the total value will match the total present value with the
curve.
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Appendix 6
Summary of valuation considerations
We present in this addendum several examples which demonstrate fair value analyses and
conclusions for the impact of debt encumbrances. These examples are for illustrative purposes only,
and are not intended to be prescriptive guidance as to appropriate market rates and or adjustments,
as these conclusions and considerations can change over time as real estate and capital markets
evolve.
In each of the following examples, we present the analysis first from the net view, with a
methodology of valuing the net asset value position, or the invested dollar. Second, we present the
conclusion from the perspective of separating the valuation of the debt from the asset, or what is
referred to as the gross view. The appropriate view could vary based upon the unit of account
considerations described within this document.
In general, many of the factors and considerations are identical for the two views, but some
differences do potentially exist. In the net view, the analysis strives for a fair value conclusion which
is appropriate for the net asset value position. Therefore, strong consideration is given to the
relationship between the debt and the unencumbered asset, with consideration and potential
adjustments (often subjective, but based upon market evidence) in how market participants would
analyze the impact of the debt on the transfer of the net asset. Depending upon market conditions,
the nature of the debt and capital markets, and the nature of the real estate, the final conclusion
may, or may not, be a direct cash equivalency calculation of the variance between market and
contract debt terms. Under the net view, leveraged equity analysis is often utilized as a test of
reasonableness to conclude any adjustments needed to determine the fair value impact.
With the gross view, many of the same considerations are analyzed, but this view largely separates
the debt from the asset for separate analysis. While the underlying asset collateral characteristics
may be considered, its considerations are generally limited to establishing appropriate market debt
rates, as opposed to the net view which considers the collateral as integral to understanding the net
invested dollar. In general, the gross view analyzes the debt from a view of what a buyer would pay
for the debt, and thus a straight cash equivalency is the primary valuation methodology. Adjustments
for considerations of the debt on the net asset position are typically not made with the gross view,
and a leveraged equity analysis would not be utilized.
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The table on the following page presents many of the primary factors utilized in the two views, and
highlights the differences which may occur in analyzing debt under each view.
Net view

Gross view

Unit of account

Net Asset Value; Debt is analyzed as a
component to the net asset

Debt; Debt is largely separated from the
encumbered asset

Likely buyer

Buyer of the net asset

Buyer of the note

Impact of the
collateralized real estate

A key consideration in estimating the
impact of the debt on the net asset
position. Overall desirability of the asset
impacts the perception of the buyer of the
net asset position.

Considered primarily as a factor in
establishing the market debt rate.

Loan-to-value

Considered both from the perspective of
establishing the market debt rate and the
LTV’s impact on the perception of likely
buyers of the net asset. Higher LTVs
generally indicate higher market debt
rates, but higher LTV may be preferred by
likely buyers of the encumbered real
estate.

Considered primarily as a factor in
establishing the market debt rate. Higher
LTVs generally indicate higher market
debt rates.

Remaining term

Potentially impacts the market debt
spread and treasury rate, and therefore
the market debt rate. Also, consideration
is given to the likely buyer’s perceived risk
of refinancing following the remaining
term, if applicable to the likely buyer.

Potentially impacts the market debt
spread and treasury rate, and therefore
the market debt rate.

Likely buyer for the real
estate

Does the likely buyer of the real estate
typically desire to leverage the asset, or is
the likely buyer willing or likely to accept
the debt. Is the likely buyer able to take
the debt

Typically not a consideration.

Credit quality of the
existing borrower

Not a consideration, as the sale of the net
asset is analyzed.

A key consideration, as the transfer of the
obligation is assumed.

Transferability of the debt

Non-transferable debt is generally
considered to have no incremental impact
(i.e., is at par) since it cannot be
transferred and therefore cannot impact
the transfer of the net leveraged asset.

Non-transferability is not a factor in
analyzing the debt.

Prepayment penalties

Not directly calculated

Not directly calculated

Primary valuation
methodology

Cash equivalency, but often with some
subjective but supported adjustments
when market evidence from leveraged
transactions indicates the market
behavior for buyers and sellers of
leveraged real estate assets. A leveraged
equity analysis is utilized as a test of
reasonableness to analyze the implied
leveraged returns to the likely buyer of the
net asset position.

Cash equivalency
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Appendix 7
Sample financial statement disclosures
Non-operating model
3. Fair value measurements
Effective January 1, 2008, the Fund adopted FASB Statement No. 157, Fair Value Measurements
(now included in FASB Accounting Standards Codification Topic 820, Fair Value Measurements and
Disclosures, or ASC Topic 820 and FASB Statement No. 159, The Fair Value Option for Financial
Assets and Financial Liabilities (now included in FASB Accounting Standards Codification
Topic 825, Financial Instruments, or ASC Topic 825). ASC Topic 820 provides a definition of fair
value which focuses on an exit price rather than an entry price, establishes a framework for
measuring fair value which emphasizes that fair value is a market-based measurement, not an
entity-specific measurement, and requires expanded disclosures about fair value measurements.
ASC Topic 825 provides companies with the option to report eligible financial assets and financial
liabilities at fair value on an instrument-by-instrument basis. This option is available when an entity
first recognizes a financial asset or financial liability or upon signing a firm commitment. In addition,
ASC Topic 825 allows a one-time election for existing qualifying financial assets and liabilities. Upon
adoption of ASC Topic 825, the Fund elected to account for its notes payable at fair value in part to
comply with industry reporting standards that require all debt liabilities to be reported at fair value.
The adoption of ASC Topic 820 and ASC Topic 825 did not have a material impact on the Fund’s
financial position or results of operations on the effective date.
To increase consistency and comparability in fair value measurements and related disclosures, the
Fund utilizes the fair value hierarchy required by ASC Topic 820 which prioritizes the inputs to
valuation techniques used to measure fair value into three broad levels:
Level 1 — Inputs that reflect unadjusted quoted prices in active markets for identical assets or
liabilities that the Fund has the ability to access at the measurement date.
Level 2 — Inputs other than quoted prices that are observable for the asset or liability either directly
or indirectly, including inputs in the markets that are not considered to be active.
Level 3 — Inputs that are unobservable.
Inputs are used in applying the various valuation techniques and broadly refer to the assumptions
that market participants use to make valuation decisions, including assumptions about risk. Inputs
may include price information, volatility statistics, specific and broad credit data, liquidity statistics,
and other factors. An investment’s level within the fair value hierarchy is based on the lowest level of
any input that is significant to the fair value measurement. However, the determination of what
constitutes “observable” requires significant judgment by the Advisor. The Advisor considers
observable data to be that market data which is readily available, regularly distributed or updated,
reliable and verifiable, not proprietary, provided by multiple, independent sources that are actively
involved in the relevant market. The categorization of an investment within the hierarchy is based
upon the pricing transparency of the investment and does not necessarily correspond to the
Advisor’s perceived risk of that investment. Substantially all of the Fund’s investments have been

September 1, 2009
Handbook Volume II: Research: Debt Valuation: 57

classified within level 3 as the related fair value measurements generally utilize significant
unobservable inputs.
The following table presents the Fund’s assets and liabilities measured at fair value on a recurring
basis and their respective position in the fair value hierarchy as of December 31, 20x2 (000’s):
Description

Total

Real estate equity
investments
Real estate debt
investments
Notes payable

Level 1

Level 2

Level 3

$79,889

$-

$-

$79,889

53,500

-

-

53,500

(50,000)

-

-

(50,000)

The following is a reconciliation of assets and liabilities for which significant unobservable inputs
(level 3) were used in determining fair value:
Real estate equity
investments
Beginning balance

Real estate debt
investments

Notes payable

$78,898

$53,000

$(85,206)

17,100

500

-

Cost of purchases

250

-

-

Proceeds of sales

(16,859)

-

-

-

-

35,206

Ending balance

79,889

53,500

(50,000)

Amount of unrealized
gain/loss reported in the
statement of operations
attributable to investments
held at year end

14,500

500

-

Realized and unrealized
gains

Principal repayments

4. Notes payable
The accompanying schedule of notes payable presents financing that is recorded in the
accompanying statement of net assets as well as financing that is contained within the Fund’s
private real estate equity investments. Even when the fund’s ownership interest in an underlying
private real estate equity investment is less than 100%, such financing is presented in the table
below at 100% of the underlying amounts.

Collateral

Rate

Terms

Maturity
date

2002
Amortized
cost (000’s)

2002 Fair
value
(000’s)

Fund line of
credit

Capital
commitments

7.50%

Fixed

Oct 20x5

$50,000

$50,000

Property A*

Office property

7.50%

Fixed

Jan 20x5

37,964

39,050

Property B

Office property

4.80%

Variable

Jun 20x9

12,090

12,090

Property C

Multifamily
property

7.00%

Fixed

Dec 20x9

35,399

38,000

Property D*

Industrial

7.00%

Fixed

Dec 20x9

10,764

13,000

Venture A

Office property

7.50%

Fixed

Oct 20x5

13,354

15,000

Venture B
Investment
financing

Office property

5.60%

Variable

Jul 20x9

30,739

30,739
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Collateral

Rate

Terms

2002
Amortized
cost (000’s)

Maturity
date

$140,310

2002 Fair
value
(000’s)
$147,879

* The Fund has provided indemnifications to lenders for losses incurred in the event of fraud or other
misconduct. The maximum exposure under such indemnification is generally limited to the
outstanding balance of the related loans plus expenses incurred as a result of such fraud or
misconduct. The Fund has not had prior claims or losses pursuant to these contracts and expects
the risk of loss to be remote.
A summary of notes payable principal payments due over the next five years and thereafter for
financing recorded in the accompanying statement of net assets is as follows:
(000’s)
2003

$0

2004

0

2005

50,000

2006

0

2007

0

Thereafter

0

Total

$50,000

There is no guarantee that the Fund’s borrowing arrangements or other arrangements for obtaining
leverage will continue to be available, or if available, will be available on terms and conditions
acceptable to the Fund. Unfavorable economic conditions also could increase funding costs, limit
access to the capital markets or result in a decision by lenders not to extend credit to the Fund. In
addition, a decline in the fair value of the Fund’s assets may have particular adverse consequences
in instances where the fund borrowed money based on the fair value of those assets. A decrease in
the fair value of those assets may result in the lender requiring the Fund to post additional collateral
or otherwise sell assets at a time when it may not be in the Fund’s best interest to do so. In the
event the Fund is required to liquidate all or a portion of its portfolio quickly, the Fund may realize
significantly less than the value at which it previously recorded those investments.

Operating model
Note 3: Fair value measurements
In determining fair value, the Company uses various valuation approaches. ASC Topic 820
establishes fair value measurement framework, provides a single definition of fair value, and
requires expanded disclosure summarizing fair value measurements. ASC Topic 820 emphasizes
that fair value is a market-based measurement, not an entity-specific measurement. Therefore, a fair
value measurement should be determined based on the assumptions that market participants would
use in pricing an asset or liability.
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The statement establishes a hierarchy for inputs used in measuring fair value that maximizes the
use of observable inputs and minimizes the use of unobservable inputs by requiring that the most
observable input be used when available. Observable inputs are inputs that the market participants
would use in pricing the asset or liability developed based on market data obtained from sources
independent of the Company. Unobservable inputs are inputs that reflect the Company’s
assumptions about the assumptions market participants would use in pricing the asset or liability
developed based on the best information available in the circumstances. The hierarchy is measured
in three levels based on the reliability of inputs:
 Level 1 — Valuations based on quoted prices in active markets for identical assets or liabilities
that the Company has the ability to access. Valuation adjustment and block discounts are not
applied to Level 1 instruments.
 Level 2 — Valuations based on quoted prices in less active, dealer or broker markets. Fair values
are primarily obtained from third party pricing services for identical or comparable assets or
liabilities.
 Level 3 — Valuations derived from other valuation methodologies, including pricing models,
discounted cash flow models and similar techniques, and not based on market, exchange, dealer,
or broker-traded transactions. Level 3 valuations incorporate certain assumptions and projections
that are not observable in the market and significant professional judgment in determining the fair
value assigned to such assets or liabilities.
In instances where the determination of the fair value measurement is based on inputs from different
levels of the fair value hierarchy, the level in the fair value hierarchy within which the entire fair value
measurement falls is based on the lowest level input that is significant to the fair value measurement
in its entirety.
The following is a description of the valuation techniques used for investments measured at fair
value:

Real estate properties
The values of real estate properties have been prepared giving consideration to the income, cost
and sales comparison approaches of estimating property value. The income approach estimates an
income stream for a property (typically 10 years) and discounts this income plus a reversion
(presumed sale) into a present value at a risk adjusted rate. Yield rates and growth assumptions
utilized in this approach are derived from market transactions as well as other financial and industry
data. The cost approach estimates the replacement cost of the building less physical depreciation
plus the land value. Generally, this approach provides a check on the value derived using the
income approach. The sales comparison approach compares recent transactions to the appraised
property. Adjustments are made for dissimilarities which typically provide a range of value.
Generally, the income approach carries the most weight in the value reconciliation.
Investment values are determined quarterly from restricted appraisals, in accordance with the
Uniform Standards of Professional Appraisal Practice (“USPAP”), which include less documentation
but nevertheless meet the minimum requirements of the Appraisal Standards Board and the
Appraisal Foundation and are considered appraisals. In these appraisals, a full discounted cash flow
analysis, which is the basis of an income approach, is the primary focus. Interim monthly valuations
are determined by giving consideration to material investment transactions. Full appraisal reports
are prepared on a rotating basis for all properties, so each property receives a full appraisal report at
least once every three years.
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Since appraisals take into consideration the estimated effect of physical depreciation, historical cost
depreciation and amortization on real estate related assets has been excluded from net investment
income.
The values of real estate properties undergoing development have been prepared giving
consideration to costs incurred to date and to key development risk factors, including entitlement
risk, construction risk, leasing/sales risk, operation expense risk, credit risk, capital market risk,
pricing risk, event risk and valuation risk. The fair value of properties undergoing development
includes the timely recognition of estimated entrepreneurial profit after such consideration.
During 20x8 and 20x7, all appraisals for the Company were prepared by independent external
appraisers. The external appraisals are reviewed by an external appraisal management firm. All
appraisal reports and appraisal reviews comply with the currently published USPAP, as promulgated
by the Appraisal Foundation. The Company’s real estate properties are generally classified within
level 3 of the valuation hierarchy.

Real estate joint ventures and limited partnerships
Real estate joint ventures and certain limited partnerships are stated at the fair value of the
Company’s ownership interests of the underlying entities. The Company’s ownership interests are
valued based on the fair value of the underlying real estate, any related mortgage loans payable,
and other factors, such as ownership percentage, ownership rights, buy/sell agreements, distribution
provisions and capital call obligations. Upon the disposition of all real estate investments by an
investee entity, the Company will continue to state its equity in the remaining net assets of the
investee entity during the wind down period, if any that occurs prior to the dissolution of the investee
entity. The Company’s real estate joint ventures and limited partnerships are generally classified
within level 3 of the valuation hierarchy.

Marketable securities
Equity securities listed or traded on any national market or exchange are valued at the last sale
prices as of the close of the principal securities exchange on which such securities are traded or, if
there is no sale, at the mean of the last bid and asked prices on such exchange, exclusive of
transaction costs. Such marketable securities are classified within level 1 of the valuation hierarchy.
Debt securities, other than money market instruments, are generally valued at the most recent bid
price of the equivalent quoted yield for such securities (or those of comparable maturity, quality, and
type). Money market instruments with maturities of one year or less are valued in the same manner
as debt securities or derived from a pricing matrix. Debt securities are generally classified within
level 2 of the valuation hierarchy.

Mortgage loans and notes receivable
The fair value of mortgage loans and notes receivable held by the Company have been determined
by one or more of the following criteria as appropriate: (i) on the basis of estimated market interest
rates for loans of comparable quality and maturity, (ii) by recognizing the value of equity
participations and options to enter into equity participations contained in certain loan instruments
and (iii) giving consideration to the value of the underlying collateral. The Company’s mortgage
loans and notes receivable is classified within level 3 of the valuation hierarchy.
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Mortgage loans and notes payable
The fair values of mortgage loans and notes payable are determined by discounting the future
contractual cash flows to the present value using a current market interest rate. The market rate is
determined by giving consideration to one or more of the following criteria as appropriate: (i) interest
rates for loans of comparable quality and maturity, and (ii) the value of the underlying collateral. The
Company’s mortgage loans and notes payable are generally classified within level 3 of the valuation
hierarchy.
The following are the major categories of assets and liabilities measured at fair value on a recurring
basis during the year ended December 31, 20X8, using unadjusted quoted prices in active markets
for identical assets (Level 1); significant other observable inputs (Level 2); and significant
unobservable inputs (Level 3):

Description

Level 1: Quoted
prices in active
markets for
identical assets

Real estate
properties

Level 2:
Significant other
observable inputs

Level 3:
Significant
unobservable
inputs

Total at
December 31,
20X8

$-

$-

$3,500,000

$3,500,000

-

-

240,000

240,000

Marketable
securities — real
estate related

530,000

-

-

530,000

Marketable
securities — debt
securities

-

350,000

-

350,000

Mortgage loans and
notes receivable

-

-

2,750,000

2,750,000

$530,000

$-

$6,490,000

$7,370,000

$-

$-

$5,900,000

$5,900,000

Real estate joint
ventures and limited
partnerships

Total investments
Mortgage loans and
notes payable

The following is a reconciliation of the beginning and ending balances for assets measured at fair
value on a recurring basis using significant unobservable inputs (Level 3) during the year ended
December 31, 20X8:

Real estate
properties
Beginning
balance —
January 1, 20X8

Real estate
joint ventures
and limited
partnerships

Mortgage loan
and notes
receivable

Total Level 3
investments

Mortgage
loans payable

$2,850,000

$530,000

$2,200,000

$5,580,000

$6,250,000

Included in
changes in net
assets

570,000

(320,000)

550,000

800,000

(450,000)

Purchases,
issuances, and
settlements

80,000

30,000

-

110,000

100,000

Total realized
and unrealized
gains (losses)
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Real estate
properties
Ending
balance —
December 31,
20X8

$3,500,000

Real estate
joint ventures
and limited
partnerships

$240,000

Mortgage loan
and notes
receivable

$2,750,000

Total Level 3
investments

$6,490,000

Mortgage
loans payable

$5,900,000
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Template
Checklists:
Open-End Fund
Closed-End Fund
Single Client Account

March 31, 2014

NCREIF PREA Reporting Standards: Open-end Fund Checklist
Account Report Name: ______________________
Account Report Date: ______________________

NCREIF PREA Reporting Standards Open-end Fund Checklist
Disciplines

Portfolio
management

Performance
and Risk

Element description

Frequency

Required or
recommended
element

Handbook
Reference

Name or identifier

Quarterly

Required

PM.01

Contact

Quarterly

Required

PM.02

Inception date

Quarterly

Required

PM.03

Structure

Annually

Required

PM.04

Style and strategy

Annually

Required

PM.05

Portfolio diversification by:

Quarterly

Required

PM.06

Management discussion of
performance relative to
objective

Quarterly

Recommended

PM.09

Who determines application of
NCREIF PREA Reporting
Standards policy

Quarterly

Recommended

PM.10

Total and Component TimeWeighted Return (TWR) Gross and Net of Fees

Quarterly

Required

PR.01

Disclosures accompanying
TWR

Quarterly

Required

PR.01.1-01.6

Benchmark comparisons

Annually

Required

PR.02

Net Asset Value

Quarterly

Required

PR.03

Fund Tier 1 (T1) Total
Leverage- at cost

Quarterly

Required

PR.04

Fund T1 Leverage Percentage

Quarterly

Required

PR.05

Since Inception Internal Rate of
Return (IRR) -Gross and Net of
Fees

Quarterly

Recommended

PR.06

Disclosures accompanying IRR

Quarterly

Required

PR.06.1-.06.3

Fund T1 Leverage Yield

Quarterly

Recommended

PR.14

Weighted average interest rate
of Fund t1 Leverage

Quarterly

Recommended

PR.15

Weighted average remaining
term of fixed-rate Fund T1
Leverage

Quarterly

Recommended

PR.16

Weighted average remaining
term of floating rate Fund T1
Leverage

Quarterly

Recommended

PR.17



Investment/property type



Region/location



Nature of investment (life
cycle)



Investment structure

Report
Name

Notes
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Performance
and Risk
(cont’d)

Asset
management

Financial

Valuation

Real Estate fee and expense
ratio (REFER)

Quarterly

Recommended

PR.18

Redemptions for quarter

Quarterly

Recommended

PR.20

Total subscribed commitments

Quarterly

Recommended

PR.21

Total redemption requests

Quarterly

Recommended

PR.22

Occupancy level by property
type

Quarterly

Required

AM.01

Portfolio lease expiration
statistics

Quarterly

Required

AM.02

Top 10 tenants

Quarterly

Recommended

AM.03

Condensed Fair Value (FV)
GAAP based financial reporting

Quarterly

Required

FR.01

Fair Value (FV) GAAP based
financial statements

Annually

Required

FR.02

Financial statement audits

Annually

Required

FR.03

Schedule of investments

Annually

Required

FR.04

Valuation policy statement

Annually

Required

VA.01

External Appraisals

Annually

Required

VA.01
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Reporting Standards: Closed-end Fund Checklist
Account Report Name: ______________________
Account Report Date: ______________________
Reporting Standards Closed-end Fund Checklist
Disciplines

Element description

Portfolio
management






Performance
and risk

Frequency

Required or
recommended
element

Handbook
Reference

Name or identifier

Quarterly

Required

PM.01

Contact

Quarterly

Required

PM.02

Inception date

Quarterly

Required

PM.03

Structure

Annually

Required

PM.04

Style and strategy

Annually

Required

PM.05

Portfolio diversification by:

Quarterly

Required

PM.06

Final closing date

Annually

Required

PM.07

Scheduled termination date

Annually

Required

PM.08

Management discussion of
performance relative to objective

Quarterly

Recommended

PM.09

Who determines application of
Reporting Standards policy

Quarterly

Recommended

PM.10

Total Time-Weighted Return
(TWR) - Gross and Net of Fees

Quarterly

Required

PR.01

Disclosures accompanying TWR

Quarterly

Required

PR.01.1-01.6

Benchmark comparisons

Annually

Required

PR.02

Net Asset Value

Quarterly

Required

PR.03

Fund Tier 1 (T1) Total Leverageat cost

Quarterly

Required

PR.04

Fund T1 Leverage Percentage

Quarterly

Required

PR.05

Since Inception Internal Rate of
Return (IRR) – Gross and Net of
Fees

Quarterly

Required

PR.06

Disclosures accompanying IRR

Quarterly

Required

PR.06.1-06.3

Paid in capital multiple

Quarterly

Required

PR.07

Investment multiple

Quarterly

Required

PR.08

Realization multiple

Quarterly

Required

PR.09

Residual multiple

Quarterly

Required

PR.10

Distributions since inception

Quarterly

Required

PR.11

Aggregate capital commitments

Quarterly

Required

PR.12

Since inception paid in capital

Quarterly

Required

PR.13

Fund T1 Leverage Yield

Quarterly

Recommended

PR.14

Weighted average interest rate of
Fund T1 Leverage

Quarterly

Recommended

PR.15

Weighted average remaining term
of fixed-rate Fund T1 Leverage

Quarterly

Recommended

PR.16

Weighted average remaining term
of floating rate Fund T1 Leverage

Quarterly

Recommended

PR.17

Report Name

Notes

Investment/property type
Region/location
Nature of Investment (life
cycle)
Investment structure
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Performance
and risk
(cont’d)

Real estate fee and expense ratio
(REFER)

Quarterly

Recommended

PR.18

Unfunded commitments

Quarterly

Recommended

PR.19

Asset
management

Occupancy level by property type

Quarterly

Required

AM.01

Portfolio lease expiration statistics

Quarterly

Required

AM.02

Top 10 tenants

Quarterly

Recommended

AM.03

Condensed Fair Value (FV)
GAAP-based financial reporting

Quarterly

Required

FR.01

Fair Value (FV) GAAP-based
financial statements

Annually

Required

FR.02

Financial statement audits

Annually

Required

FR.03

Schedule of investments

Annually

Required

FR.04

Valuation policy statement

Annually

Required

VA.01

External Appraisals

Annually

Required

VA.01

Financial

Valuation
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Reporting Standards: Single Client Account Checklist
Account Report Name: ______________________
Account Report Date: ______________________
Reporting Standards Single Client Account Checklist
Disciplines

Element description

Portfolio
management

Performance
and Risk

Frequency

Required or
recommended
element

Handbook
Reference

Name or identifier

Quarterly

Required

PM.01

Contact

Quarterly

Required

PM.02

Inception date

Quarterly

Required

PM.03

Structure

Annually

Required

PM.04

Style and strategy

Annually

Required

PM.05

Portfolio diversification by:

Quarterly

Required

PM.06

Management discussion of
performance relative to
objective

Quarterly

Recommended

PM.09

Who determines application of
Reporting Standards policy

Quarterly

Recommended

PM.10

Total Time-Weighted Return
(TWR) - Gross and Net of Fees

Quarterly

Required

PR.01

Disclosures accompanying
TWR

Quarterly

Required

PR.01.101.6

Benchmark comparisons

Annually

Required

PR.02

Net Asset Value

Quarterly

Required

PR.03

Fund Tier 1 (T1) Total
Leverage- at cost

Quarterly

Required

PR.04

Fund T1 Leverage Percentage

Quarterly

Required

PR.05

Since Inception Internal Rate of
Return (IRR) - Gross and Net
of fees

Quarterly

Recommended

PR.06

Disclosures accompanying IRR

Quarterly

Required

PR.06.106.3

Fund T1 Leverage Yield

Quarterly

Recommended

PR.14

Weighted average interest rate
of Fund T1 Leverage

Quarterly

Recommended

PR.15

Weighted average remaining
term of fixed-rate Fund T1
Leverage

Quarterly

Recommended

PR.16

Weighted average remaining
term of floating rate Fund T1
Leverage

Quarterly

Recommended

PR.17

Real Estate fee and expense
ratio (REFER)

Quarterly

Recommended

PR.18



Investment/property type



Region/location



Nature of investment (life
cycle)



Investment structure

Report Name

Notes
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Asset
management

Financial

Valuation

Occupancy level by property
type

Quarterly

Required

AM.01

Portfolio lease expiration
statistics

Quarterly

Required

AM.02

Top 10 tenants

Quarterly

Recommended

AM.03

Condensed Fair Value (FV)
GAAP-based financial reporting

Quarterly

Required

FR.01

Fair Value (FV) GAAP-based
financial statements

Annually

Required

FR.02

Financial statement audits

Annually

Required

FR.03

Schedule of investments

Annually

Required

FR.04

Valuation policy statement

Annually

Required

VA.01

External Appraisals

Annually

Required

VA.01
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Handbook Volume II:
Template
Executive Summary

March 3, 2015

NCREIF PREA Reporting Standards Executive Summary Fund Template
Objectives
Investors have reported their desire to receive consistent, comparable and uniform summary information on all of their real estate funds (commingled and single
client accounts) quarterly. The NCREIF PREA Reporting Standards Executive Summary Fund Template develops a uniform summary of pertinent information
contained within a Reporting Standards compliant report as welll as other information as determined through working sessions with a representative sample of users
and preparers of investment reporting. This template is recommended to be utilized for all types of funds and is at the Fund Level of reporting. The template is not
a substitute for a Reporting Standards compliant report.
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Quarterly "Investment Name" Summary (PM.01)

NCREIF PREA REPORTING STANDARDS EXECUTIVE SUMMARY TEMPLATE
Data as of
RS Reference
PM.04
PM.05
PR.12
PR.13
PM.03, Note 1*
Note 3*
Note 2*
PR.18
FR.04
Note 2*
PR.04
PR.03

Fund Information: (All Funds)
Structure
Style and Strategy
Total Commitments
Total Capital Called to date (Since Inception Paid in Capital)
Fund Inception Date and Planned Liquidation Date
End of Fund Investment Period
Investment Management Fees for Quarter
Real Estate Fees and Expenses Ratio (REFER)
Number of Investments as listed in Schedule of Investments
Cash
Gross Asset Value
Net Asset Value

RS Reference

Leverage Information: (All Funds)

PR.04

Fund Tier 1 (T1) Total Leverage

$

PR.05

Fund Tier 1 (T1) Leverage Percentage

%

PR.15

%

PR.17
Notes 3 and 4*

Weighted Average interest rate of Fund T1 Leverage
Weighted Average remaining term of fixed rate Fund T1
Leverage
Weighted Average remaining term of floating rate Fund T1
Leverage
Recourse Debt

RS Reference

Performance Metrics - Time Weighted Returns (All
Funds)

PR.01
PR.01
PR.01
PR.02
PR.02

Income (Gross)
Appreciation
Total (Gross)
Total (Net)
Benchmark Index (Total) - Name

RS Reference
PR.06
PR.06
Note 5*
Note 5*
Note 5*

Performance Metrics for Closed-end Funds
IRR Since Inception - Gross of fees
IRR Since Inception - Net of fees
Original Return Objective
Projected IRR- Gross of fees
Projected IRR- Net of fees

PR.16

PR.08, PR.09, PR.10
PR.11

Investment Multiple Since Inception
Distributions since inception

RS Reference
Note 3*
Note 3*
* See Notes tab.

Portfolio Management (All Funds)
Two Largest Performance Contributors
Two Largest Performance Detractors

$
$

Fund Manager Contact
Manager Name
Investment Manager Firm Name
Phone Number
E-mail Address

% Called

$
%
$
$
$

%

Quarter
%
%
%
%
%

1 Yr.
%
%
%
%
%

3 yr.
%
%
%
%
%

5 Yr.
%
%
%
%
%

Since Incep.
%
%
%
%
%

0.0%
0.0%
Gross

Realization Multiple
(Realized)
0.0x PR.09

Net
0.0%
0.0%
Residual Multiple
(Unrealized)
0.0x PR.10
$
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Note 1
The planned liquidation date for the Fund is generally described in the offering documents (or private placement memorandum)
Note 2
This amount can be found in the financial statements. More information can be found in the RS Standards FR.01 and FR.02 and the RS Fair Value Accounting
Policy Manual

Note 3
Such elements are not currently part of the recommended or required Reporting Standards.
Note 4
Recourse debt refers to a legal agreement by which the lender has the legal right to collect pledged collateral in the event that the borrower is unable to
satisfy the debt obligations. Recourse lending provides protection to lenders, as they are assured to have some sort of repayment-either cash or liquid
assets. Traditionally, companies that issue recourse debt have a lower cost of capital, as there is less underlying risk in lending to that firm.
There are varying levels of recourse. For example, different loans may involve full recourse, partial recourse, “springing recourse” or recourse carve-outs.
It is important to note that the recourse nature of debt can have a significant effect on a portfolio’s risk profile. Therefore, disclosure on the percentage of
recourse in a portfolio along with the nature of the recourse is generally provided in the footnotes to the financial statements.
Note 5
Original and projected IRRs include actual fund performance to date and the projected performance through the anticipated liquidation date of the fund. In
the early stage of the fund a projected IRR may be what was reported within the fund offering documents.
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Executive Summary
This adopting release summarizes the changes made to the August 4, 2011 version of
the Reporting Standards Handbook Volume I. The Reporting standards build upon, but
are not intended to replace, established standards issued by authoritative bodies and
provide industry interpretive guidance when those standards are silent or subject to
interpretation. The Reporting Standards apply to the information included in Account
Reports prepared for private institutional equity real estate investors. The Account Report
is the entire periodic (i.e., quarterly and annual) reporting submitted to investors for
Commingled Funds and Single Client Accounts (collectively, Accounts). Compliance
with the Reporting Standards is measured on an Account basis. Compliance is a primary
strategic objective for the sponsors of Reporting Standards, NCREIF and PREA.
The current version of the Reporting Standards (Appendix A) is effective for fiscal years
beginning January 1, 2014 except for paragraphs PR.04, PR.05, and PR.14-.18 which
are effective for fiscal years beginning on or after December 15, 2014, with early
adoption encouraged.
Highlights
01. The Reporting Standards were amended in order to:
 Emphasize alignment of the Reporting Standards with the Foundational
Standards which include: Global Investment Performance Standards (GIPS
®) promulgated by the CFA Institute; accounting principles generally
accepted in the United States of America (GAAP) established by the
Financial Accounting Standards Board (FASB); and the Uniform Standards
of Professional Appraisal Practice (USPAP) developed by the Appraisal
Standards Board of the Appraisal Institute.
 Affirm that partial compliance with the Reporting Standards is no longer
permitted, effective for periods beginning January 1, 2014.

 Improve an investor’s ability to measure, analyze and assess the impact of
financial leverage risk across investments or throughout their portfolio. This is
accomplished through the proposal of new required and recommended elements
associated with the identification, classification, quantification and measurement
of leverage and associated key measures of leverage risk.
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 Foster consistency and transparency to investors by allowing Account fees and
expenses to be disclosed in standard and comparable terms by proposing a new
recommended element, the Real Estate Fees and Expenses Ratio (REFER),
which is a measure of the total fee burden, sometimes called fee drag, born by
the investor.
 Enhance the 2011 release of Volume I of the Handbook by making clarifications in
order to assist in compliance with the Reporting Standards.
Standards compliance is a primary objective for the RS initiative.
02. NCREIF and PREA agree that a primary objective for the Reporting Standards Council
and Board for 2014 and beyond is to continue to promote industry awareness of
compliance with the Reporting Standards.
As indicated in the 2011 version of the Handbook, as of January 1, 2014 partial
compliance is not permitted. An Account must fully comply with all required
elements in order to assert that the Account is in compliance with the Reporting
Standards. The Board and Council understand that there are certain circumstances
where compliance with certain required elements may not be applicable to some
Account strategies. However, one can claim compliance in this circumstance.
Organization of the Adopting Release
The adopting release is intended to memorialize the processes, deliberations and
conclusions undertaken for changes made to the Reporting Standards. In addition to the
Executive Summary, the adopting release contains the following:
 Appendix A: The revised Reporting Standards Handbook Volume I which indicates
through highlighting, the substantive changes made to the 2011 version of the
Reporting Standards Handbook Volume I
 Appendix B: Alternatives Considered and Basis for Conclusions Reached which
summarizes the Council deliberations, public comments received on the exposure
draft and final conclusions reached.
o Exhibit 1: A listing of the questions posed in the exposure draft.
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Appendix A

Reporting Standards
Handbook Volume II
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Reporting Standards Sponsors
National Council of Real Estate Investment Fiduciaries (NCREIF)
NCREIF is an association of institutional real estate professionals which includes investment managers, plan
sponsors, academicians, consultants, and other service providers who share a common interest in the industry
of private institutional real estate investment. NCREIF serves the institutional real estate community as an
unbiased collector and disseminator of real estate performance information, most notably the NCREIF Property
Index (NPI).

Pension Real Estate Association (PREA)
Founded in 1979, PREA is a non-profit trade association for the global institutional real estate investment
industry. PREA currently lists over 700 corporate member firms across the United States, Canada, Europe and
Asia. Our members include public and corporate pension funds, endowments, foundations, Taft-Hartley funds,
insurance companies, investment advisory firms, REITs, developers, real estate operating companies and
industry service providers. PREA’s mission is to serve its members engaged in institutional real estate
investments through the sponsorship of objective forums for education, research initiatives, membership
interaction, and information exchange.
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Introduction
Preface
The NCREIF PREA Reporting Standards have been developed to promote transparent, consistent and meaningful
performance, risk, accounting and valuation reporting. The Reporting Standards build on, but are not intended to
replace, established standards issued by authoritative organizations including, but not limited to the following: the
Global Investment Performance Standards (GIPS®) promulgated by the CFA Institute; accounting principles
generally accepted in the United States of America (GAAP) established by the Financial Accounting
Standards Board (FASB); and the Uniform Standards of Professional Appraisal Practice (USPAP)
developed by the Appraisal Standards Board of the Appraisal Institute. Collectively, these established
standards are referred to as the Foundational Standards throughout this Handbook.
The Reporting Standards include practical guidance that established standard-setting organizations do not
specifically address regarding institutional real estate investment reporting. The Standards present a single set of
interdisciplinary guidance which facilitate capital formation by providing investors with financial information needed
to support informed decision making.
Figure 1 illustrates how Reporting Standards achieves its goals within the context of the Foundational Standards.
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Figure 1: Reporting Standards purpose and goals

Reporting Standards purpose and goals
GIPS, GAAP and USPAP form the Foundational Standards upon which Reporting Standards is built; however, Reporting
Standards provides guidance when these standards are silent or subject to interpretation
GIPS

GAAP

Principles on how to calculate and
report investment results

Standards, conventions, and rules
accountants follow in recording and
summarizing transactions, and in
preparation of financial statements

USPAP
Quality control standards applicable for
real property, personal property,
intangibles, and business valuation
appraisal analysis and reports

GAPS

Purpose

Transparency

Performance
measurement

Guidance on
initiatives

Consistency

Reporting
Standards

Develop and
refine standards

Integrated
accounting and
valuation

Reporting

Increase
awareness and
compliance

Goals

Defined terms
Words appearing in capital letters in the Reporting Standards are defined in the Handbook Glossary.

Applicability
The Reporting Standards apply to the information included in Account Reports prepared for private institutional
equity real estate investors. The Account Report is the entire periodic (i.e., quarterly and annual) reporting submitted
to investors in Commingled Funds and Single Client Accounts (collectively, Accounts). The Reporting Standards
were originally designed with a focus on core strategies with many elements applicable to other strategies. The
Reporting Standards Board and Council recognize that some standards may pose compliance challenges when
applied to other strategies and intend to explore ways to address this in future versions.
Compliance with the Reporting Standards is measured on an Account basis (see Compliance). The Reporting
Standards do not apply to firm-level reports. Certain circumstances exist where reporting of the required element is
not applicable. In those instances, a response of “Not Applicable” may be appropriate. However, one can claim
compliance in this circumstance provided that the Account discloses reasons why the element is not applicable within
the Account Report.

Reporting Standards Handbook
The two-volume Reporting Standards Handbook is designed to facilitate compliance with its standards. The
Handbook is the single source of all authoritative guidance within Reporting Standards. Volume I contains the
Reporting Standards, compliance information, Reporting Standards glossary, and the Reporting Standards
checklists. Volume II is a multi-sectioned document organized into specific manuals that address discipline specific
topic areas defined in Volume I.
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Sources of additional information
Additional information on the Reporting Standards initiative is available on the Reporting Standards web site
(www.reportingstandards.info). In addition, participating in the sponsor groups, NCREIF and PREA, can provide
further insight and understanding of the institutional real estate investment industry. Finally, the NCREIF and PREA
web sites (http://www.ncreif.org and http://www.prea.org/) include more information about the Reporting
Standards sponsors, as well as research, education opportunities, and other topical publications.

Effective date
The effective date for the 2014 edition of the Handbook is January 1, 2014 except for paragraphs PR.04, PR.05, and
PR.14-.18 which are effective for fiscal years beginning on or after December 15, 2014, with earlier adoption
encouraged.

Reporting Standards
Overview
The Reporting Standards contain the required and recommended elements which are included in quarterly or annual
Account Reports to investors.




Required: Those elements that must be followed, where applicable, in order for an Account Report to be deemed
compliant with the Reporting Standards.
Recommended: Those elements, although not required, which are considered a matter of best practice.

When presenting or disclosing a prescribed Reporting Standards element in any other report or document, the
same requirements are to be followed.
The Reporting Standards foster transparent, consistent, and meaningful reporting of Account financial and
operating information relevant to investors while embracing the underlying principles of the performance and risk
measurement, fair value accounting, and valuation-related Foundational Standards.
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Performance and risk measurement
The Reporting Standards’ performance and risk measurement elements address input calculation, measurement,
and presentation. These elements draw upon the GIPS standards for basic ethical principles, such as full
disclosure and fair representation of investment performance, and for other specific methodologies and
disclosures. The Reporting Standards do not conflict with the GIPS standards. However, the GIPS standards apply
on a firm-wide basis only while the Reporting Standards apply more specifically to Account reporting. As such, the
performance and risk measurement elements of the Reporting Standards do not incorporate all elements of the GIPS
standards. Similarly, the Reporting Standards contain elements which the GIPS standards do not address such as
measurements of risk. The Reporting Standards Performance and Risk Manual included in Volume II of the
Handbook provides:




Detailed calculation instructions on time-weighted returns, internal rates of return, equity multiples and
leverage measures.
Sample performance and risk disclosures
An illustrative Closed-end Fund report

Fair value accounting
The Reporting Standards do not contradict GAAP; rather, compliance with the accounting elements of the Reporting
Standards is predicated on compliance with GAAP. The purpose of the accounting elements of the Reporting
Standards is to help apply GAAP consistently across the industry, thereby providing useful financial information to
the U.S. private institutional real estate community. The Reporting Standards Fair Value Accounting Policy
Manual, included in Volume II of the Handbook, provides additional guidance to support the required and
recommended accounting elements of the Reporting Standards.

Valuation
The development of the property valuation elements of the Reporting Standards resulted from investor requirements
to carry assets at fair value and the need for useful information to support transaction decision processes. Generally,
the property valuation elements of the standards follow USPAP. The Reporting Standards Valuation Manual is under
development and is expected to be released in 2014.

Standards

Standards elements
Required and recommended elements
For all Accounts, the information in the following chart is to be included in the Account Report no less frequently than
indicated. (Numbers reference the paragraphs within this section of the Handbook.) The discipline specific manual
(i.e. Fair Value Accounting Policy Manual, Performance and Risk Manual and Valuation Manual (available late 2014))
provide additional guidance to support the required and recommended elements contained in the Reporting
Standards.
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Introduction
Reporting standards
Required or
recommended
element

Applicable
account
type

Quarterly

Required

All

PM.01

Contact

Quarterly

Required

All

PM.02

Inception date

Quarterly

Required

All

PM.03

Structure

Annually

Required

All

PM.04

Style and strategy

Annually

Required

All

PM.05

Quarterly

Required

All

PM.06

Final closing date

Annually

Required

Closed-end

PM.07

Scheduled termination date

Annually

Required

Closed-end

PM.08

Management discussion of performance relative to
objective

Quarterly

Recommended

All

PM.09

Who determines application of Reporting Standards
policy

Quarterly

Recommended

All

PM.10

Total and Component Time-Weighted Return (TWR) Gross and Net of Fees

Quarterly

Required

All

PR.01

Disclosures accompanying TWR

Quarterly

Required

All

PR.01.101.6

Benchmark comparisons

Annually

Required

All

PR.02

Net Asset Value

Quarterly

Required

All

PR.03

Fund Tier 1 (T1) Total Leverage

Quarterly

Required

All

PR.04

Fund T1 Leverage Percentage

Quarterly

Required

All

PR.05

Since Inception Internal Rate of Return (IRR) - Gross
and Net of fees

Quarterly

Required

Closed-end

PR.06

Since Inception Internal Rate of Return (IRR) - Gross
and Net of fees

Quarterly

Recommended

Open-end,
Single Client

PR.06

Disclosures accompanying IRR

Quarterly

Required

All

PR06.106.3

Paid in capital multiple

Quarterly

Required

Closed-end

PR.07

Investment multiple

Quarterly

Required

Closed-end

PR.08

Realization multiple

Quarterly

Required

Closed-end

PR.09

Residual multiple

Quarterly

Required

Closed-end

PR.10

Distributions since inception

Quarterly

Required

Closed-end

PR.11

Aggregate capital commitments

Quarterly

Required

Closed-end

PR.12

Since inception paid in capital

Quarterly

Required

Closed-end

PR.13

Fund T1 Leverage Yield

Quarterly

Recommended

All

PR.14

Weighted average interest rate of Fund T1 Leverage

Quarterly

Recommended

All

PR.15

Weighted average remaining term of fixed-rate Fund
T1 Leverage

Quarterly

Recommended

All

PR.16

Disciplines

Element description

Frequency

Portfolio
management

Name or identifier

Reference

Portfolio diversification by:





Performance
and Risk

Investment/property type
Region/location
Nature of investment (life cycle)
Investment structure
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Asset
management

Financial

Valuation

Weighted average remaining term of floating rate
Fund T1 Leverage

Quarterly

Recommended

All

PR.17

Real estate fee and expense ratio (REFER)

Quarterly

Recommended

All

PR.18

Unfunded commitments

Quarterly

Recommended

Closed-end

PR.19

Redemptions for quarter

Quarterly

Recommended

Open-end

PR.20

Total subscribed commitments

Quarterly

Recommended

Open-end

PR.21

Total redemption requests

Quarterly

Recommended

Open-end

PR.22

Occupancy level by property type

Quarterly

Required

All

AM.01

Portfolio lease expiration statistics

Quarterly

Required

All

AM.02

Top 10 tenants

Quarterly

Recommended

All

AM.03

Condensed Fair Value (FV) GAAP based financial
reporting

Quarterly

Required

All

FR.01

Fair Value (FV) GAAP based financial statements

Annually

Required

All

FR.02

Financial statement audits

Annually

Required

All

FR.03

Schedule of Investments

Annually

Required

All

FR.04

Valuation policy statement

Annually

Required

All

VA.01

External Appraisals

Annually

Required

All

VA.01

Individual compliance checklists for Open-end Funds, Closed-end Funds, and Single Client Accounts can be
found on the Reporting Standards website.

Portfolio management
Required: All Accounts:
PM.01: Name or identifier (Quarterly): The label used to identify the Account.
PM.02: Contact (Quarterly): The name of the person, or persons, responsible for issues relating to Account
reporting matters. Frequently, this is the Account’s Portfolio Manager.
PM.03: Inception date (Quarterly): The date of the first significant operating, financing, or investing activity
into the Account.

PM.04: Structure (Annually):
a. Commingled Fund:
i.
Open-end
ii.
Closed-end
b. Single Client Account (formerly known as Single Investor Investment Account)
PM.05: Style and Strategy (Annually): In general, a description of Account strategy includes the Account’s
plan for asset allocations, taking into consideration goals, risk tolerance, and holding period. It also includes, at
a minimum, the investment style. The definitions provided below describe investment styles/strategies
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commonly used in the industry. They have been abstracted from the NCREIF paper Real Estate Investment
Styles: Trends from the Catwalk1. This discussion paper contains much more detailed information on the
classification of funds by strategy and should be considered by managers when describing Account strategy;
however, the fund strategy designation is the responsibility of the Account’s management.
a. Core: An Account that includes a preponderance of core attributes; the Account as a whole will have
low leasing exposure and low leverage. A low percentage of noncore assets are acceptable. As a result,
such portfolios should achieve relatively high-income returns and exhibit relatively low volatility.
b. Value-added: An Account that generally includes a mix of core investments and noncore investments
that will have less stable income streams. The Account as a whole is likely to have moderate lease
exposure and moderate leverage. As a result, such Accounts should achieve a significant portion of the
return from appreciation/depreciation and are expected to exhibit moderate volatility.
c. Opportunistic: An Account of preponderantly noncore investments that is expected to derive most of its
return from appreciation/depreciation and/or which is expected to and may exhibit significant volatility in
returns. This volatility may be due to a variety of characteristics, such as exposure to development,
significant leasing risk, high leverage, or a combination of moderate risk factors.
PM.06: Portfolio diversification2 (Quarterly): Calculated as a percentage, the value of real estate assets in
each category is divided by the total value of real estate assets. The basis for the calculation must be disclosed
(gross real estate assets or net real estate assets).
a. By investment/property type: Suggestions include those in the NCREIF Property Index (Office,
Industrial, Retail, Apartment, and Hotel) in addition to Timberland and Agriculture, which NCREIF
reports as separate indexes.

Other investment/property types might include:
i.

Entertainment (e.g., theaters, golf courses, bowling alleys, restaurants, pubs, casinos)

ii.

Health care (properties primarily used for delivery of healthcare services including hospitals and
outpatient clinics)

iii.

Land (undeveloped land parcels) Manufactured housing (e.g., pre-manufactured housing
complexes and mobile home facilities)

iv.

Parking (parking lots or structures)

v.

Self-storage (self-storage units, single and multi-story, basic or climate- controlled)

vi.

Senior living (Specialized housing designed specifically to accommodate the needs of senior
citizens, but whose function is not primarily healthcare. Note: Senior Living facilities without
medical care should be classified as apartments.)

vii.

Student housing

viii.

Condo development/conversion

1
NCREIF Position Paper: Real Estate Investment Styles: Trends from the Catwalk (Chicago: National Council of Real
Estate Investment Fiduciaries, Oct. 2003)
2
NCREIF Property Index and Property Database, Data Collection and Reporting Procedures Manual (Chicago:
National Council of Real Estate Investment Fiduciaries, 2011)
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ix.

Homebuilding

x.

Infrastructure (e.g., transport, regulated utilities, communications, social)

xi.

Medical office

xii.

Mixed-use facilities (disclose composition of mixed-use facility)

b. By region/location: NCREIF U.S. geographic divisions (Northeast, Mideast, East North Central, West
North Central, Southeast, Southwest, Mountain, and Pacific). If an Account includes non-U.S.
investments, include country.
c. By nature of investment (life cycle):
i.

Predevelopment: Raw land or land undergoing property site development

ii.

Development: Property under construction, including preparation and installation of
infrastructure

iii.

Initial Leasing: Completed construction that is less than 60% occupied since the end of
construction and has been available for occupancy for less than one year

iv.

Operating or Stabilized: Completed construction that has achieved 60% occupied status since
the end of construction or has been available for occupancy for more than one year. If
stabilized, operating phase

v.

Renovation: Undergoing substantial rehabilitation or remodeling

vi.

Conversion: Undergoing conversion to another property type

vii.

Expansion: Undergoing substantial expansion

d. By investment structure: The investment structure might include one of the following: wholly owned
investments, joint ventures, bonds, senior debt, subordinated debt, mezzanine debt, participating
mortgages, commercial mortgage-backed securities, real estate operating companies, and public real
estate securities.

Required: Closed-end funds only:
PM.07: Final closing date (Annually): The date of admittance of final investor(s) into the Account.
PM.08: Scheduled termination date (Annually): The date the Account is scheduled to liquidate, per the
Account’s legal documents, or if such information is not identified within the Account’s legal documents, then
the anticipated termination date based on the manager’s most recent projection.
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Recommended: All Accounts:
PM.09: Management discussion of performance relative to objective (Quarterly): A summary discussion
of the Account’s performance for the quarter including comparisons to established Account objectives and
stated investment strategy and parameters.
PM.10: Who determines application of Reporting Standards policy (investment manager or investor)
(Quarterly): The Account Report should include a statement indicating whether the investment manager or
investor determines whether Reporting Standards policies (e.g., accounting, valuation, and performance) are
followed for the Account.
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Performance and Risk
Note: The Performance and Risk Manual contains additional guidance to support the required
and recommended performance and risk elements shown below.

Required: All Accounts:
PR.01: Total and Component (Income and Appreciation) Time-weighted Return (TWR), gross (before),
and net of (after) fees (Quarterly): The information used to calculate the Account TWR includes the activity
from the aggregation of all the investments made by the Account and Account level income and expenses. All
period returns (total and component) must be calculated separately using a geometrically linked TWR.
Annualized returns must be computed for measurement periods presented that contain more than four full
quarters. For periods longer than one year, the sum of component returns may not be the same as the total
return. Generally, an Account Report may also include the annualized rolling average one, three and five year
return.

Required disclosures: When presenting performance returns within the quarterly or annual Account Reports or,
in situations where Reporting Standards- compliant performance elements of TWR are presented in another
report, the following disclosures must accompany the presented element.

PR.01.1. Gross of fees: The Account Report must clearly disclose what types of fees are deducted from the
gross return to arrive at the net return.

PR.01.2. Net of fees: The Account Report must clearly present the net of fees returns presented for all investor
classes. In situations where fees are billed separately (outside of the Account) and/or when different fee
arrangements exist for investors within an Account, the Account Report must disclose the impact of these fees
on TWR expressed, at a minimum, as a basis points range.

PR.01.3. Period: The definition of period must be disclosed and applied consistently within each metric.
Quarterly is the minimum period option.

PR.01.4. Calculation methodology: The performance returns should clearly disclose the calculation
methodology, including level (property, investment, Account), use of leverage (leveraged or unleveraged), and
fee type (before or after investment management fees).

PR.01.5. Valuation and accounting policy and fees: For each period presented, the Account’s valuation
policy, types of fees and basis of accounting must be disclosed and be consistent with or made in reference to
the information contained with the Reporting Standards’ Financial and Valuation information elements. Disclose
each type of investment management fee. In addition, the recording methodology (i.e., capitalized or expensed,
or billed separately outside of the Account) and the effect on the gross and net of fees performance calculations
must be disclosed.
PR.01.6. Treatment of activity before initial contribution: If an Account commences operations and incurs
operating activity prior to the initial cash contribution from the investors (e.g., an Account line of
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credit is used to finance 100% of initial operations), the Account should disclose how this activity is treated in
the return calculations.
PR.02: Benchmark comparisons (Annually): A benchmark is a point of reference against which the
Account’s performance and/or risk is compared. 3 Wherever possible, a benchmark should reflect the
investment mandate, objective and strategy of the contractual arrangements provided in the Account
documents.
If a benchmark is stipulated, it must be disclosed in the Account Report no less frequently than annually. In
certain situations, benchmarks may not be stipulated within the Account documents. In this situation, the
Account Report must disclose the reason it does not have a stipulated benchmark. If the Account manager
changes the benchmark, the date and reason for the change must be disclosed.
Appropriate comparisons of Account performance to the benchmark must be provided in the Account Report. In
addition, the name, source, description, and calculation methodology of the benchmark must be disclosed.
For meaningful comparisons, the benchmark should be calculated using the same since inception date as the
Account.
PR.03: Net Asset Value (NAV) (Quarterly): The NAV is the fair value of real estate and all other assets less
total liabilities. This is the amount reported in the GAAP fair value-based financial statements.
PR.04: Fund T 1 Total Leverage (Quarterly): Fund T (tier) 1 Total Leverage is the Fund’s Economic Share
of the leverage elements reported on the Fund’s statement of net assets for wholly owned and consolidated joint
ventures. (As used herein, joint ventures include investments that are other than wholly owned.) It also
includes the Fund’s Economic Share of the leverage elements that are embedded in investments made by
investment companies and unconsolidated equity joint ventures. In addition, Fund T1 Total Leverage must include
any Fund-level debt, including but not limited to the drawn balance of subscription lines that have the ability to be
outstanding for more than 90 days and/or when the manager has the ability to extend the term, but not other
liabilities such as accounts payable or accrued expenses. Fund T1 Total leverage is not reduced by the Fund’s
cash balances. All T1 Leverage included in this measure must be reported on an unamortized cost basis (i.e.,
remaining principal balance). A detailed calculation must accompany this element.
PR.05: Fund T1 Leverage Percentage (Quarterly): The Fund T1 Leverage Percentage indicates what
proportion of Fund T1 Total Leverage an Account has relative to its Economic Share of the total gross assets of
the Fund.
When presenting the Fund T1 Leverage Percentage in an Account Report, the Account must provide a
reconciliation of total assets (including real estate and all other assets) reported in the financial statements and
the total gross assets used for calculation purposes.
If a Fund’s total gross assets includes investment(s) where there is no contractual obligation on behalf of the
venture partner or owner (e.g. for some minority owned investments) to provide such information, (collectively,
“non-transparent investments”), the Fund must disclose what percentage of its total gross assets are reported
on a net basis because the leverage associated with those investments is not known. In addition, if the Fund
can contractually receive the information but the timing of receipt is after the report date, then the information
from that investment(s) can lag by a reasonable time period and appropriate disclosure. In addition to providing
3

Global Investment Performance Standards, January 2010, Section V, Glossary (substitute “Account” for “Composite”)
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the total amount of non- transparent investments, the Account must provide reasons why the information is
non-transparent

Required: Closed-end funds: Recommended: All other Accounts
PR.06: Since Inception Internal Rate of Return (IRR), gross and net of fees (Quarterly): The IRR is the
annualized implied discount rate (effective compounded nominal rate) that equates the present value of all of
the appropriate cash inflows associated with an investment with the sum of the present value of all of the
appropriate cash outflows accruing from it and the present value of the unrealized residual investment.
Required disclosures: When presenting IRR within the quarterly or annual Account Reports or, in situations
where Reporting Standards-compliant performance elements of IRR are presented in another report, the
following disclosures must accompany the presented elements:
PR.06.1 Gross of fees: The Account Report must clearly disclose what types of fees are deducted from
the gross return to arrive at the net return.
PR.06.2 . Net of fees: The Account Report must clearly present the net of fees returns presented for all
investor classes. In situations where fees are billed separately (outside of the Account) and/or when different
fee arrangements exist for investors within an Account, the Account Report must disclose the impact of these
fees on IRR expressed, at a minimum, as a basis points range.
PR.06.3. Time period and frequency of cash flows: The Account Report must disclose (a) the time period for
the calculation; and (b) the frequency of the cash flows used in the calculation. At a minimum, quarterly cash
flows must be utilized.

Required: Closed-end funds
PR.07: Paid-in capital multiple (Quarterly): The Paid-in Capital Multiple, also known as the Paid-in Capital to
Committed Capital Multiple, gives information regarding how much of the total commitments have been drawn
down.
PR.08: Investment multiple (Quarterly): The Investment Multiple, also known as the Total Value to Paid-in
Capital Multiple, provides information regarding the value of the Account relative to its cost basis, not taking into
consideration the time the capital has been invested.
PR.09: Realization multiple (Quarterly): The Realization Multiple, also known as the Cumulative Distributions
to Paid-in Capital multiple, measures what portion of the return has actually been returned to the investors
PR.10: Residual multiple (Quarterly): The Residual Multiple, also known as the Residual Value to Paid-in
Capital Multiple, provides a measure of how much of the return is unrealized.
PR.11: Distributions since inception (Quarterly): This is the amount of all Distributions Paid (regardless of
type) from the inception date of the Account through the date of the Account Report.
PR.12: Aggregate capital commitments (Quarterly): This is the total amount committed to the Account by
investors.
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PR.13: Since inception paid-in capital (Quarterly): Since Inception Paid-in Capital is equal to the amount of
committed capital that has been drawn down since Account inception. Paid-in Capital includes distributions that
are subsequently recalled by the Account and reinvested into the investment vehicle.

Recommended: All Accounts:
PR.14: Fund T 1 Le ve r a ge Y i e l d (Quarterly): The Fund T1 Leverage Yield provides an indication of the
percentage of net investment income that may be available to pay current loan balances. Whereas the Fund T1
Leverage Percentage provides a measure of exposure to leverage and is sensitive to changes in value, the
Fund T1 Leverage Yield provides an indication of an ability to pay (or cover) loan principal balances when due
and is not sensitive to changes in value.
PR.15: Weighted average interest rate of Fund T1 Leverage (Quarterly): The weighted average interest rate
provides a measure of impact of debt service on income. The amount of leverage used in the calculation must
reconcile to Fund T1 Total Leverage (PR.04)
PR.16: Weighted average remaining term of fixed-rate Fund T1 Leverage (Quarterly): Expressed in years
and fractional months the weighted average remaining term provides a measure to determine exposure to
refinancing risks associated with fixed-rate Fund T1 Leverage. Generally, the classification of a loan as fixed
rate debt depends upon what is stipulated in the loan documents without regard to triggers associated with the
breach of loan covenants. The portion of the Fund T1 Total Leverage (PR.04) which has a fixed interest rate
must be used to calculate the weighted average. A reconciliation of Total Fund T1 Leverage to the amount of Fund
T1 leverage which is fixed-rate debt must be provided when this measure is presented.
PR.17: Weighted average remaining term of floating rate Fund T1 Leverage (Quarterly): Expressed in
years and fractional months, the weighted average remaining term provides a measure to determine exposure to
refinancing risks associated with floating rate Fund T1 Leverage. Generally, the classification of a loan as floating
rate debt depends upon what is stipulated in the loan documents without regard to triggers associated with the
breach of loan covenants. The portion of the T1 Total Leverage (PR.04) which has a floating rate of interest must
be used to calculate the weighted average. A reconciliation of Total Fund T1 Leverage to the total amount of T1
leverage which is floating rate debt must be provided when this measure is presented.
PR.18: Real Estate Fees and Expenses Ratio (REFER) (Quarterly): The REFER is a measure of total fee
burden, sometimes called fee drag of Funds and is calculated by dividing the total Fund level fees and
expenses for the rolling four quarter period by the Fund’s weighted average NAV over the same measurement
period. Total Fund level fees and expenses include advisory or management fees, fund expenses and
performance-based (incentive) fees. The REFER is presented as a backward-looking metric using actual fees
incurred and does not include projected or forecasted data. Types of fees included and a description of the
calculation methodology must be disclosed.

Recommended: Closed-end funds only:
PR.19: Unfunded commitments (Quarterly): As of the date of the Account Report, Unfunded Commitments
represent the difference between Aggregate Capital Commitments and Aggregate Paid-In-Capital, increased by
capital returned to investors which can be reinvested (if applicable).

Recommended: Open-end funds only:
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PR.20: Redemptions for quarter (Quarterly): This is the aggregate amount paid to investor(s) exiting the
Open-end Fund during the reporting period.
PR.21: Total Subscribed commitments (Quarterly): This is the aggregate total dollar amount of contractual
capital subscriptions not yet contributed to an Open-end Fund as of the reporting date. The Account Report for
the Open-end Fund should indicate what portion of the amount reported is revocable.
PR.22: Total Redemption requests (Quarterly): This is the aggregate total dollar amount of formal requests
that have been received from investors to redeem out of an Open-end Fund but which have not been fulfilled, as
of the end of the reporting period. The Account Report for the Open-end Fund should indicate what portion of
the amount reported is revocable.

Asset management
Required: All Accounts:
AM.01: Occupancy level by property type (Quarterly): For those Accounts with Operating Property, each
quarter the Account Report must include aggregate occupancy level statistics by property type as of the end of
the quarter. For those Accounts with investments in other funds, each quarter the Account Report must include
aggregate occupancy statistics of each fund in the Account as of the end of the quarter, if this information is
provided to the Account’s management. If it is not, the Account Report must disclose those funds which do not
report occupancy, as well as indicate what percentage of the total Account those funds represent. All Account
Reports must include disclosure of which property types and funds are included in the statistic and describe the
calculation methodology, e.g., whether they are reporting on percentage leased or physical or economic
occupancy. In the event an Account’s manager, after using one calculation methodology for reporting purposes

elects to revise that methodology, the Account Report is required to disclose the change through the annual
reporting cycle. In addition, if the occupancy information in the quarterly report included comparative statistics,
then all prior periods presented must be recalculated to the new methodology.
AM.02: Lease Expiration Statistics (Quarterly): For those Accounts with Operating Property, each quarter
the Account Report must include aggregate Account lease expiration statistics by property type for each of the
next five years, by year. Lease expiration statistics are not required for residential, hotel, self-storage and other
property types with leases traditionally 1 year or less in duration.) For those Accounts with investments in other
funds, each quarter the Account Report must include lease expiration statistics for each fund in the Account as
of the end of the quarter, if this information is provided to the Account’s manager. If it is not, the Account Report
must disclose those funds which do not report lease expiration statistics and indicate what percentage of the
total Account those funds represent. All Account Reports must disclose the property types and funds included in
the statistics and describe the calculation methodology, (e.g., whether they are reporting the lease expirations
by square feet or by rent; also, if rent is used, whether it is base rent or total rent).
In the event an Account’s manager, after using one calculation methodology for reporting purposes, elects to
revise that methodology, the Account Report is required to disclose the change through the annual reporting
cycle.

Recommended: All Accounts
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AM.03: Top 10 tenants (Quarterly): For those Accounts with Operating Property, each quarter the Account
Report should include the top ten (10) tenants in the Account, by annual total rent, as of the end of the reporting
period. When reporting Top 10 Tenant information, the Account Report must define what is included in annual
rent (e.g., base, percentage, escalations, pass through, etc.)
If confidentiality issues prohibit disclosing tenant names, a general description of the business purpose of the
tenant will suffice. For those Accounts with investments in other funds, each quarter the Account Report should
include a list of the top ten (10) tenants in the Account, by annual rent, as of the end of the quarter, if this
information is provided to the Account. If the information is not provided to the Account’s management, the
Account Report should disclose which funds do not report the tenancy information, as well as indicate what
percentage of the total Account those funds represent.
In the event an Account’s manager, after using one calculation methodology for reporting purposes, elects to
revise that methodology, the Account Report is required to disclose the change through the annual reporting
cycle.

Financial
Note: The Fair Value Accounting Policy Manual contains additional guidance to support the required and
recommended financial elements shown below.

Required: All Accounts
FR.01: Condensed GAAP fair value-based financial statements (Quarterly): The condensed financial
statements, at a minimum, must include: a Statement of Assets and Liabilities or equivalent (e.g., balance
sheet); a Statement of Operations or equivalent (e.g., income statement); a Cash Flow Statement; and a
Statement of Changes in NAV. The reference to GAAP fair value-based financial statements does not suggest
or require that an Account must qualify under to report investments at fair value. This requirement may be
fulfilled by using an Account’s primary basis of accounting under GAAP to prepare its financial statements and
adding supplemental fair value financial information.
FR.02: GAAP Fair value-based financial statements (Annually): The Account Report must contain GAAP
Fair Value-based Financial Statements that are prepared no less frequently than annually. This requirement can
be satisfied using an Account’s primary basis of accounting under GAAP to prepare its financial statements and
adding supplemental fair value financial information.
FR.03: Financial statement audits (Annually): An independent financial statement audit of the GAAP Fair
Value-based Financial Statements is required for all Accounts unless precluded or not required by client
agreement or fund documents.
FR.04: Schedule of investments (Annually): The Schedule of Investments must separately disclose, at a
minimum, the following information for all investments:


Investment name: The Account’s Identifier



Property type: See Portfolio Diversification (PM.06)
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Investment structure: See Portfolio Diversification (PM.06)



Acquisition date: The year or date acquired by the Account



Location: If practical, use City/State, Metropolitan Statistical Area, or Country if outside of the United
States. If the investment represents a diversified Account, use Country/Region where the most
significant portion of the investment is located.



Fair value as of statement date: The Account’s share of the fair value of the investment as reported in
the Account’s financial statements. For consolidated joint ventures, this requirement can be met by
listing the fair value of the investment at 100% in the Schedule of Investments with an accompanying
footnote stating the Account’s share of the fair value.



Size (unaudited): Use square footage or other appropriate measure based upon the nature of the
investment (e.g., number of rooms for hotels; acres for land).

Valuation
Note: The Valuation Manual (available late 2014) contains additional guidance to support
the required and recommended valuation elements shown below.

Required: All Accounts
VA.01: Valuation policy statement (Annually): In addition to the required disclosures under GAAP for
fair value measurements, the Account Report must contain a statement that the Account’s real estate
investments are valued in accordance with the Reporting Standars Property Valuation Standards, stated
below:
A written Valuation Policy, including methods and procedures, must be maintained and consistently
applied. Changes to this policy must be disclosed through the next annual reporting period. The policy must
include:


Internal hierarchy of appropriate management levels responsible for the valuation process



Process by which external appraisals are conducted



Frequency of valuations



External appraiser and/or investment manager selection process



Role of USPAP in the valuation process



Debt valuation procedures



Minimum scope and documentation requirements for both external and internal valuations



Value acceptance and dispute resolution procedures

March 31, 2014
Handbook Volume II: Adopting Release: 24

Direct real estate investment fair values must be reported on a quarterly basis. Quarterly valuations can be
completed either internally or externally and approved in writing. This requirement supports quarterly production
of the NCREIF Property Index.
e. External valuation requirements
i.

Each direct real estate investment must be valued by an independent, professionally designated
property appraiser at least once every 36 months. Beginning January 1, 2012, the external valuation
requirement is at least once every 12 months unless client contracts for a less frequent appraisal, but
no less frequently than every 36 months.

ii. External appraisals completed by independent third-party appraisers must be performed in
accordance with USPAP for U.S. investments and either the International Valuation Standards as set
forth by the International Valuation Standards Committee (IVSC) or the appropriate authoritative
standard in the country in which the property exists.
iii. Material differences between external valuation and the valuation used in reporting, and the reason
for the differences, must be disclosed.
f. I n t e r n a l valuation requirements
i.

Scope must be sufficient to demonstrate that the value of each property has been appropriately
determined. The scope should include, but not be limited, to the following:
1.

Use appropriate, established valuation techniques.

2.

Demonstrate independence of valuation process oversight, review, and approval.

3.

Contain sufficient documentation for auditors to re-compute the calculations during audit.

4.

Reconcile any significant variance from the previous external appraisal.

Compliance
Introduction
Compliance with the Reporting Standards improves transparency in real estate valuation, financial and
performance and risk reporting, and the ability for investors, consultants, and service providers to analyze and
compare investments and Accounts.
Compliance with the Reporting Standards is voluntary and is measured on an Account basis. Account
management must take all necessary steps to ensure that an Account Report has satisfied the required
Reporting Standards before claiming compliance with such standards. To assist Account Report preparers and
users with determining compliance, separate Reporting Standards Checklists for each type of Account have
been created and are available on the Reporting Standards web site.

Statement of compliance
The Reporting Standards set forth requirements and recommendations to be included in Account Reports. For
an Account Report to be compliant with the Reporting Standards, it must contain all of the required elements of
the Reporting Standards. As a matter of best practice, adherence to the recommendations of the Reporting
Standards is encouraged. Account Reports that have met all of the required elements may include the following
compliance statement in an Account Report:


The ABC Account Report has been prepared and presented in compliance with the Reporting Standards.
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Glossary of terms
Account(s)
Commingled Funds, both Open-end Funds and Closed-end Funds and Single Client Accounts
Account Report (see Report)

CFA Institute
The CFA Institute is a global membership organization that awards the CFA (Chartered Financial Analyst)
designation. The Institute established and interprets the Global Investment Performance Standards (GIPS).
Closed-end Fund
A Commingled Fund with a stated maturity (termination) date, which may have additional investors after one or
more additional closings and the final initial closing of the fund. Closed-end Funds typically purchase a portfolio
of properties to hold for a period of time throughout the duration of the fund and, as sales occur, typically do not
reinvest the sales proceeds.
Commingled Fund
A term applied to all open-end and closed-end pooled investment vehicles. A Commingled Fund may be
organized as a group trust, partnership, corporation, insurance company separate account, or other multipleownership entity.
Economic Share
A term used to describe the ownership of the Fund’s interest in a particular joint venture investment based on
the current period hypothetical liquidation (i.e. waterfall) calculation. (As used herein, joint venture means any
investments which is other than wholly owned.) At different points in the life of the investment, the Economic
Share may differ from the contractual share for the investment.
Financial Accounting Standards Board (FASB)
The Financial Accounting Standards Board is the designated organization for establishing standards of
financial accounting and reporting. Those standards govern the preparation of financial reports. The FASB is
officially recognized as authoritative by the Securities and Exchange Commission and the American Institute of
Certified Public Accountants.
Foundational Standards
Standards established by existing authoritative organizations including, but not limited to, valuation standards
established through Uniform Standards of Professional Appraisal Practice (USPAP), accounting principles
generally accepted in the United States of America established by the Financial Accounting Standards Board
(GAAP), and the performance measurement and reporting standards promulgated by the CFA Institute known
as the Global Investment Performance Standards (GIPS).
Fund(s) (see Account(s))

Generally Accepted Accounting Principles (GAAP)
The United States Accounting standards are established by the FASB. GAAP are the standards, conventions,
and rules that accountants follow in recording and summarizing transactions and in preparing financial
statements. GAAP, measured at fair value, is the foundational standard for accounting within the Reporting
Standards.
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Global Investment Performance Standards (GIPS®)
The Global Investment Performance Standards are a set of standardized, industry-wide ethical principles that
provide investment managers with guidance on how to calculate and report their investment results to prospective
clients. The GIPS standards are sponsored by the CFA Institute. The GIPS standards are the Foundational
Standard for performance within the Reporting Standards.
National Council of Real Estate Investment Fiduciaries (NCREIF)
A sponsor of Reporting Standards, NCREIF is an association of institutional real estate professionals which
includes investment managers, plan sponsors, academicians, consultants, and other service providers who share
a common interest in the industry of private institutional real estate investment. NCREIF serves the institutional
real estate community as an unbiased collector and disseminator of real estate performance information, most
notably the NCREIF Property Index (NPI).
Open-end Commingled Fund
A Commingled Fund with an infinite life, which allows periodic entry and exit of investors, and typically engages
in ongoing investment purchase and sale activities.
Operating Property
Operating Property includes any asset which has been completed and/or placed into service for 12 months or is
at least 60% leased, whichever occurs sooner. If an Account’s manager uses a different definition for Operating
Property, the definition must be disclosed in the Account Report.
Pension Real Estate Association (PREA)
A sponsor of Reporting Standards, PREA is a nonprofit organization whose members are engaged in the
investment of tax-exempt pension and endowment funds into real estate assets. PREA’s mission is to serve its
members engaged in institutional real estate investments through the sponsorship of objective forums for
education, research initiatives, membership interaction, and the exchange of information.
Report
Includes the entire periodic Account Report submitted to investors.
Single Client Account
Any investment account managed for the benefit of one investor, including co-investments. (Co-investments can
be made between an investor and a Commingled Fund or between a single investor and another single investor.
Collectively, these co-investments are considered Single Client Accounts.) Single Client Account may include
either pools of assets owned by a single entity or individual assets owned by separate sub-tier legal entities.

Uniform Standards of Professional Appraisal Practice (USPAP)
Valuation standards established through Uniform Standards of Professional Appraisal Practice. USPAP is
developed, interpreted, and amended by the Appraisal Standards Board. USPAP are quality control standards
applicable to real property, personal property, intangibles, and business valuation appraisal analysis and
reports. USPAP includes rules of conduct for appraisers, the functions an appraiser must perform during an
appraisal and opinions which interpret the standards. USPAP is the Foundational Standard for valuation within
the Reporting Standards.
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Appendix B
Alternatives Considered and Basis for Conclusions Reached for Changes to
Reporting Standards and Recommended Elements and other Considerations
01.

This section provides background to the proposed changes, along with the
alternatives considered and basis for conclusions reached by the Reporting
Standards Council relating to the addition of required and recommended leverage
risk elements; the Real Estate Fees and Expenses Ratio (REFER) recommended
element as well as other changes and modifications to the Reporting Standards
Volume I. It includes a summary of the comments received to the questions
posed during the exposure draft public comment period. See Exhibit 1 to this
Appendix B for a list of the questions posed in the exposure draft.

02.

Leverage Risk Elements

02.a Leverage Risk Elements - General
The 2014 Handbook establishes and implements consistent risk measurement
standards, topics, metrics and information reporting to investors in order to
improve transparency and investment decision making. It responds to increased
investor demand for more information to better understand, measure and manage
debt-related investment risks.
Debt strategy plays a fundamental role in the commercial real estate industry.
There is a need to report leverage risk because leverage is an important
component that increases the volatility of returns. When leverage is utilized, it
can significantly alter the risk and return profile of the investment and the related
portfolio.
Because of these factors, consultants, fund investors and prospective fund
investors view leverage reporting with great interest. Providing definitional clarity
and consistent disclosure will lead to increased homogeneity of reporting helping
investors better understand potential fund risk, its expected return for the risk
taken, the potential for investment loss and the fund’s risk and return expectations
compared with other investment options.
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02.b Leverage Risk Elements- Required: Fund T1 Total Leverage (PR.04)
The team’s first priority was to consistently define and calculate leverage in a
manner which would: be comparable across funds- regardless of the reporting
model used; and foster effective qualitative and quantitative analysis and
monitoring. Accordingly, leverage, as defined would be used in the leverage risk
measures developed.
Due to the complexities within debt structures, contingencies associated with
certain types of debt, and limitations on the availability of information on debt
associated with certain types of investments (all of which impact risk to the
Fund’s equity to some degree), the Council and Board concluded that leverage
should be calculated using a tiered concept similar to the Money Supply. The
amount of Tier1 (T1) leverage is generally reported within the fair value GAAP
based financial statements and usually can be identified directly on or embedded
within the Statement of Net Assets. Measures and disclosures of leverage risk
associated with the other tiers, Tier2 (T2) and Tier3 (T3) will be vetted, explained
and presented to the Industry using a variety of communication channels,
including the 2014 version of the Performance and Risk Resource Manual and
presentations at the Reporting Standards sponsors’ conferences.
Issues Considered in Council deliberations to require Fund T1 Total Leverage
Quarterly:


What are the defining characteristics of Fund T1 Total Leverage as
compared with the other tiers?
o Answer: There is a spectrum of various types of leverage and their
associated risks. Using a concept consistent with the Money Supply,
Fund T1 Total Leverage is defined as that which: a) is generally attached
to an investment; b) reported on the face of the financial statements or
embedded within the footnotes; c) associated with less complex
investment strategies and structures; and d) have few if any
contingencies. Leverage which does not generally fit within these
classifications should be classified in another tier. Work continues to
refine the elements, measures and associated disclosures and to engage
the industry further in their refinement.



Should Fund T1 Total Leverage be reduced by cash balances?
o Answer: No. Funds generally do not hold a significant amount of cash. In
addition, cash balances can be earmarked for other uses than the
payment of debt.
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How can Fund T1 Total Leverage be calculated consistently under the
two different reporting models (Operating and Non-operating)?
o Answer: In order for the leverage measures to be comparable across
Funds, it is imperative that the Fund T1 Total Leverage amount is the
same regardless of the accounting and resulting presentation.
Accordingly, the Fund’s EconomicShare of debt is included. Depending on
whether the Fund consolidates, uses the equity method of accounting, or
investment company accounting or combinations thereof appropriate
adjustments must be made to reflect the Fund’s Economic Share of the
leverage associated with the investment.



How can an investment manager comply with the requirement to report
Fund T1 Total Leverage if the information is not available?
o Answer: If the Fund is contractually entitled to the information, the
requirement can be met. The Council understands that there may be
delays in the receipt of the necessary information and in those
situations adjustments can be made to include the lagged
information using a different cut- off. Such situations must be
disclosed. Although the cut-off dates may be different within the
Fund, it is unlikely that the result will be materially different than in
situations where the information is available timely. However, the
impact of excluding such information may produce misleading
results. In those cases where the Fund is not contractually entitled
to receive the information, the Fund is required to disclose what
percentage of its gross assets are reported on a net basis and
therefore the leverage associated with those investments is not
known (i.e., non-transparent investments). With this information, the
users of the measures reported can determine whether comparability
across funds is enhanced by excluding such amounts.

Industry Response to Questions Posed In Exposure Draft (Exhibit 1, questions 14; 11):


The majority of the respondents generally agreed with reporting Fund T1
Total Leverage as a required element quarterly. Also, the majority of
respondents generally agreed that the description of Fund T1 Total
Leverage written in the exposure draft is clear and consistent.



Questions were raised as to whether the Fund T1 Total Leverage is
reported at fair value or par (i.e., unamortized principal balance or cost).



Most respondents agreed that if information required to calculate Fund
T1 Total Leverage is not available in time to meet established quarterly
reporting deadlines, then this information should be included on a lag
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basis and disclosed as such. Some respondents thought that this lag
would lead to more questions and confusion and some thought that only
closed-end funds should have this flexibility.


Most respondents agreed that an explanation of why any amounts are
excluded is required within this disclosure and the exclusions should be
restricted to those items where the Account is not contractually provided
with the information necessary to perform the calculation.

Council Deliberations on Industry Feedback and Conclusions Reached:


The Council deliberated the issue concerning reporting Fund T1 Total
Leverage at fair value or cost. Cost was selected for the following
reasons:
o Cost is generally the amount at which non-recourse loans would
settle
o Using the balance reported in the fair value financial statements
would cause comparability issues across funds as some funds report
leverage at fair value and some report at cost.
o Everyone maintains cost records. This is not true for fair value
o Cost measures risk to both the lender and to the equity holder



The Council deliberated the issue of allowing information required to
calculate Fund T1 Total Leverage to lag. The Council affirmed its
original position that a lag was appropriate for the following reasons:
o Although closed-end funds may have more investments where timely
reporting is at issue, this is not universally the case.
o Information reported on a lag basis is likely to be more useful than if
such information was omitted altogether.

02.c Leverage Risk Elements- Required Fund T1 Total Leverage Percentage
(PR.05)
The August 2011 version of the Reporting Standards Handbook Volume I contains
a recommendation to report the Account’s leverage percentage quarterly.
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No other measures of leverage risk were provided as loan to value was more
commonly used than leverage percentage, the exposure draft proposed a
requirement to report Fund T1 Loan to Value quarterly.
Issues Considered in Council deliberations to require Fund T1 Leverage
Percentage Quarterly:

 How was the determination of the requirement made?
o Answer: Extensive research was conducted to determine which
leverage risk measures were most commonly used. The research
included review of: topical research papers; consultant
questionnaires and requests for proposal (RFP); select public REIT
reports; information published/required by global standard setting
organizations. From this research and subsequent review and
analysis, a list of common measures was developed. LTV was the
most common element. Since it had already been a
recommendation in the Reporting Standards (Leverage Percentage),
the Council determined that moving this element to a requirement
was in order.

 Should T1 LTV be calculated based on total gross assets or just
real estate assets?

o Answer: Total gross assets. The NCREIF ODCE Index captures
Total Gross Assets and uses it for the LTV. Core funds frequently
use NCREIF ODCE for benchmark comparisons and analysis. In
addition, other assets in real estate funds are generally not
significant and to complicate the analysis to determine the Fund’s
Economic Share of other assets did not seem reasonable.

 How can total gross assets (the denominator of the T1 LTV) be
consistently calculated under the two different reporting models
(Operating and Non-operating)?

o Answer: See answer to question relating to Fund T1 Total Leverage
above.
Industry Response to Questions Posed In Exposure Draft (Exhibit 1, questions 5-11):


The majority of the respondents generally agreed that Fund T1 Loan to
Value should be required elements on a quarterly basis.
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Many respondents thought the term T1 Loan to Value (T1 LTV) ratio should
not be used as it is more closely associated with asset level analysis, has
very specific meaning in offering and loan documents and as such may cause
confusion.



Respondents were divided with respect to the requirement to disclose the
calculation of gross assets at fair value used for the Fund T1 Leverage
Percentage calculation. It was pointed out that disclosure of detailed
calculation would provide excess information and confusing to the readers of
the financial statements.



Respondents were also divided with respect to the question about whether
the description of gross assets at fair value was clear or not.



Respondents were split on the disclosure of the amount included in gross
assets at fair value related to non-transparent leverage. It was suggested by
the respondents that there is a need to clarify items which are “nontransparent”.

Council Deliberations on Industry Feedback and Conclusions Reached:


Consistent with comments received, the Council agreed to change the term to
“Fund T1 Leverage Percentage” to clarify that the element is a Fund measure
which is calculated based on Fund T1 Total Leverage and is therefore likely
not the same as an investment specific LTV or the leverage limits established
within Fund or loan documents.



The Council is sensitive to the issue raised with respect to possible confusion
between gross assets used for the calculation of the Fund T1 Leverage
Percentage and the information contained in the financial statements.
However, the Council thinks this level of transparency is critical and matches
the disclosure associated with Fund T1 Total Leverage and in addition
provides the necessary transparency to facilitate understanding of this new
required element.



The Council and workgroup considered the feedback received to the question
relating to the clarity of the description of Total Gross Assets. Consistent with
the other elements included in the Reporting Standards, the formulas are
contained in the Reporting Standards Performanceand Risk Manual. A
sample illustration of the calculation was added to the Performance and Risk
Manual. This illustration also provides clarity to the concept of “nontransparent assets”.

02.d Leverage Risk Elements- Recommended Quarterly
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Other measures of Fund leverage risk are recommended and are useful for investment
decision making purposes including: weighted average remaining term of fixed rate
Fund T1 Leverage; weighted average remaining term of floating rate Fund T1
Leverage; weighted average interest rate of Fund T1 Leverage and Fund T1 Leverage
Yield (PR.14-18).
Issues Considered in Council deliberations to recommend these additional Fund
leverage risk measures Quarterly:


How was the determination of the recommendation made?
o Answer: Extensive research was conducted to determine which leverage
risk measures were most commonly used. The research included review
of: topical research papers; consultant questionnaires and requests for
proposal (RFP); select public REIT reports; information published/required
by global standard setting organizations. From this research and
subsequent review and analysis, a list of common measures was
developed. LTV was the most common element. In addition, the
measures added as recommendations were also frequently reported. The
Council concluded that in consort, these measures can provide a sense of
the capital market risk the fund is taking. The following are specific
conclusions reached for each recommended measure:


Debt to income multiple vs. debt service coverage ratio: The debt to
income multiple ignores interest rate fluctuations. In a low interest
rate environment, the debt service coverage ratio might produce a
misleading result. In addition, debt service coverage ratios are
generally more frequently used on an investment/property basis
rather than as a fund measure.



Maturities-separated by fixed and floating rate Fund T1 Leverage:
There are different types of risks for each. The risk on fixed rate
debt is a one-time event, whereas for floating rate debt timing risk
exists as well.



Weighted average interest rate: Coupled with Leverage
Percentage, the user can determine whether the leverage used is
accretive or dilutive.

Industry response to question posed in exposure draft: (Exhibit 1, question 12):


The majority of respondents supported the quarterly reporting of the
recommended measures with the exception of the Debt to NOI multiple.



The majority of the respondents did not support the Debt to NOI multiple
measure. Reasons expressed included: 1) this element needs to be vetted
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in the industry first; 2) more information is needed and additional clarification
is needed to describe the element.
Council Deliberations on Industry Feedback and Conclusions Reached:


The Council concluded that the use of the term Debt to NOI multiple could be
the source of some of the confusion expressed. The multiple is the inverse of
the Debt Yield, a more common measure used in the industry. Accordingly,
the recommendation was changed to the Fund T1 Leverage Yield.



The Council concluded that Net Investment Income (NII) and not Net
Operating Income should be used as the numerator of the Fund level
calculation to clarify that fund items of income and expense (exclusive of
interest expense) should be included.
The Council accepts that a measure of debt yield is currently being more
widely used by lenders.




The Council deliberated extensively on the merits of this measure at the fund
level. Those opposed to the Fund T1 Leverage Yield expressed NII may be
restricted to other obligations and this measure does not take into
consideration those restrictions. In addition, the Council noted that NII could
be different depending on the accounting model (operating vs. non-operating)
thereby limiting comparability of this measure across funds. Those in favor of
the recommendation indicated that it provides a good measure of the risk to
the equity holder as it looks at what NII is currently available to pay loans; the
measure is not tied to the interest rate environment and the measure provides
a sense as to whether balloon payments on loans can be made. Finally,
investor members of the Reporting Standards Council and Board were
supportive of the recommendation to provide a Fund T1 Leverage Yield.

02.e Leverage Risk Elements- Other
Respondents were asked to indicate priority for developing risk information.
Responses were mixed but respondents generally indicated that additional
leverage risk measures, leasing risk and property sector risk should be
considered.
03.

The Real Estate and Expense Ratio (PR.18)
Each year PREA, co-sponsor of the Reporting Standards initiative, surveys its
members and publishes a fee terms study, PREA Management Fees & Terms
Study (PREA Study) with the goal of increasing “the transparency and
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comparability of the fee structures and levels of private investment vehicles.” 4
One of the findings of the 2011 PREA Study was that some investors were not
fully satisfied with the metrics that are available in the U.S. to measure the total
fee burden of Funds. It was noted that the fee burden is a metric that is more
commonly reported in other regions (namely Europe) but largely missing from the
U.S. private institutional real estate market.
Currently, GAAP requires an expense ratio to be presented in the financial
highlights section of the financial statements for Commingled Funds that meet
the definition of an investment company under Accounting Standards
Codification 946, Financial Services – Investment Companies. Single-client
accounts and Commingled Funds that do not qualify as investment companies
are not required to present this prescribed expense ratio. Therefore, the reporting
model used by a Fund could prohibit or potentially cause erroneous comparison
of Funds with similar strategies. The Global Investment Performance Standards
(“GIPS®”) are silent on the subject of expense ratios.
In 2012, Reporting Standards Performance Workgroup identified a task force to
research and develop a measure to address these issues. Please see the
Reporting Standards Performance Workgroup Guidance Paper - Real Estate
Fees and Expenses Ratio (REFER): Calculating the Fee Burden of Private U.S.
Institutional Real Estate Funds and Single Client Accounts (REFER Guidance
Paper) In addition, please see the Reporting Standards Performance and Risk
Resource Manual for sample disclosures and expense categories.
Issues Considered in Council deliberations to recommend the REFER Quarterly:
What fee and expense measures currently exist for real estate in other regions
and for other investment classes and could one of the existing measures be
either adopted in full or used as a starting point for development of a new
measure specific to U.S. institutional real estate?
o Answer: For fee and expense measures used for real estate in other
regions, guidelines promulgated by the European Association for
Investors in Non-listed Real Estate Vehicles (“INREV”) were considered.
For measures commonly reported in other investment classes, reporting
and performance guidelines promulgated by various private equity
authoritative bodies which included the Institutional Limited Partners
Association (“ILPA”) Standardized Reporting Templates, European Private
Equity & Venture Capital Association (“EVCA”) Reporting Guidelines, and
the Private Equity Industry Guidelines Group (“PEIGG”) U.S. PE Reporting
and Performance Measurement Guidelines were considered. Mutual fund
guidance was also considered.
4

Pension Real Estate Association. (2011) PREA Management Fees & Terms Study

http://www.prea.org/research/other.cfm
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o Some of the respondents to the PREA Study specifically pointed to the
INREV Guidelines as a model that should be considered for the U.S.
market. Of all the sources considered, INREV had the most complete
guidance on the calculation and presentation of expense ratios. The
Council approached INREV about this topic and learned that INREV was
in the process of reviewing the components of their expense ratios based
on feedback from their constituents. The Council and INREV agreed to
collaborate and share information specific to expense ratios. This
collaboration has proven to be mutually beneficial with both groups
understanding the direction each is taking and their respective differences,
which are not expected to be significant. Both groups have agreed that
continued collaboration is important as these measures are vetted in the
real estate industry domestically and globally. This exposure draft coupled
with INREV’s exposure draft of their Guidelines (expected in quarter 4,
2013) will provide input to this ongoing collaboration.


Should the fee and expense measure be presented in whole dollars, as
a ratio or as a return?
o Answer: Substantially all of the guidelines reviewed presented this
information as a ratio and the Council agrees that a ratio is the appropriate
presentation. A whole dollar presentation may not facilitate meaningful
comparison among Accounts and a return presentation may cause
confusion and result in the erroneous comparison to the spread between
gross and net time-weighted returns.



What is the calculation period?
o Answer: A quarterly calculation was contemplated but ultimately decided
that it may not provide enough meaningful information. In addition,
anomalies in the timing of fee accruals might lead to incomparable ratios.
Therefore, the ratio should be presented on a rolling four quarter basis.



What are the advantages of this metric?
o Currently, information regarding fees and expenses may be included in a
variety of reports or not reported at all. This metric helps solve that issue
by making the desired information readily available in the Account
Report.
o The Council recognizes that other asset classes as well as our global
counterparts use some form of an expense ratio in the decision-making
process. The addition of this metric to the Reporting Standards reiterates
the desire to maintain best practices.
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What are the disadvantages of this metric?
o Differentiating between Fund level and property level expenses is a
subjective exercise potentially reducing the consistency and comparability
of information. All fees and expenses that are related to managing a Fund
must be included in the REFER and property specific fees and expenses
related strictly to property operations and property management are
excluded. Exhibit B in the REFER Guidance Paper provides a detailed
sample of Fund level and property level expenses.
o Some may confuse the REFER with the spread between before and afterfee total time-weighted returns. The metric is presented as a ratio in order
to mitigate this confusion. In addition, adequate disclosure of the types of
fees included and a description of the calculation methodology is key to
user understanding.

Industry response to questions posed in exposure draft (questions 14 and 15):


Substantially all of the responses to the exposure draft received were
submitted by investment managers. Approximately 35% of respondents
agreed that the REFER should be a recommended element in the standards.
Reasons cited for a “no” response included concerns regarding comparability
given the diversity of fund and fee structures, the subjectivity of the expenses
to be included in the ratio and the difficulty in calculating a since inception
ratio for long-running funds.

Council Deliberations on Industry Feedback and Conclusions Reached:


The Council anticipated such concern from investment managers when
introducing a new metric to the industry and recognizes that education is key
to the successful implementation of this metric. For instance, while
respondents expressed concern about comparability given the diversity of
fund and fee structures, the ratio achieves comparability through the
aggregation of the individual components. The individual components are
likely to be diverse. The Council agrees the REFER answers a clear need in
the U.S. private institutional real estate industry for consistent and transparent
reporting of fees and expenses in standard and comparable terms and any
possible disadvantages are mitigated by requiring the disclosure of included
expenses along with educational offerings to the industry.



The Reporting Standards Performanceand Risk Manual provides additional
guidance and sample reporting of the REFER.

Other considerations (Exhibit 1 questions 16-17)
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Some respondents expressed a desire for the standards to be analyzed and
possibly organized by fund structure (i.e. open-ended, closed-ended) or
strategy (i.e. core, value-added, opportunistic). Valuation frequency as well as
internal vs. external valuation requirements for opportunistic funds was one
issue raised. The Council is considering this project and will communicate
progress made and /or decision reached to the industry as information
becomes available.



Some respondents expressed the need for education relating to the new
required and recommended elements. The Reporting Standards Council,
through the Reporting Standards Education Workgroup will address these
concerns in the development of education forums.



Some respondents expressed concerns over the pace of the development of
new standards. To address this concern, the effective date for
implementation of the new elements was delayed for reporting periods
beginning on or after December 15, 2014. In addition, education forums will
be conducted. Except for conforming changes, new required and
recommended elements are expected be added in a 3-5 year time frame. The
Reporting Standards Manuals will be reviewed annually.
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Exhibit 1: Questions Posed in Exposure Draft
Responses were received from 12 industry participants all were investment
managers except for 1 response from an industry standard setting
organization.
Questions:
1.

Should T1 Total Leverage be required within the Reporting Standards?

2.

Is the description of T1 Total Leverage clear and consistent, thereby facilitating
meaningful comparisons across Accounts?

3.

Should the characteristics of T1 Total Leverage (e.g., interest rate, term, debt
service amount) be used for the leverage measures required or recommended
within the Reporting Standards?

4.

In some cases, information required to calculate T1 Total Leverage is not
available in time to meet established quarterly reporting deadlines. Should this
information be included on a lag basis and disclosed as such?

5.

Should the T1 Loan to Value (T1 LTV) ratio be a required quarterly element for
all Accounts?

6.

Should the calculation of gross assets at fair value used for the T1 LTV
calculation be a required disclosure as a part of the T1 LTV?

7.

Is the description of gross assets at fair value clear?

8.

Should the disclosure of the amount included in gross assets at fair value where
leverage on these assets is not transparent (and therefore not included in T1
leverage) be required?

9.

Should an explanation of why any amounts are excluded be required within this
disclosure?

10.

Should the exclusions be restricted to those items where the Account is not
contractually provided with the information necessary to perform the calculation?

11.

Should both the T1 Leverage Ratio and the Loan to Value Ratio elements be
required quarterly?

12.

With respect to each element presented, please indicate your agreement with
the recommendation and the periodicity of reporting:
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Element

Recommend

Require

Do not
recommend
or require

Annual
Quarterly only

Debt to Net Operating
Income Multiple
Weighted average cost of
fixed-rate debt

Weighted average cost of
floating-rate debt

Weighted average
remaining term of all debt

13.

In numerical order, with “1” being the highest, please indicate the priority for
developing risk information:
 Additional leverage measures (please specify) ___
 Property sector risk ___
 Leasing risk ___
 Other (please specify) ___

14.

Should REFER be recommended within the Reporting Standards?

15.

Is REFER an adequate measure of total fee burden, sometimes known as fee
drag?

16.

What matters should the Board and Council consider for future editions of the
Reporting Standards Handbook? Why? Please explain.

17.

Are there other issues, suggestions, or comments that need to be considered
with respect to this Exposure Draft that were not mentioned above?
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