
 

 

 

 

Via email to: Mark.Heuerman@com.state.oh.us 

 

September 26, 2014 

 

Mark R. Heuerman 

Registration Chief Counsel 

Division of Securities 

Ohio Department of Commerce 

77 S. High Street, 22
nd

 Floor 

Columbus, OH, 43215 

 

Re: NASAA Request for Comment Relating to REIT Guidelines Revisions 

(“Revision Process”) 

 

Dear Mr. Heuerman: 

 

The Investment Program Association (“IPA”)1 respectfully submits this letter in 

furtherance of our discussions relating to the Revision Process. The IPA fully supports 

NASAA in updating the Guidelines at this time. Further, we hope, and believe that one of 

the goals of the updating process will be to ensure investor protection while encouraging 

capital formation by promoting coordination and uniformity among the various state and 

federal statutes generally and Maryland corporate law specifically. We thank you for this 

opportunity and look forward to future dialogue as the Revision Process continues. 

 

During the past several months the IPA REIT Task Force (the “Task Force”) has had 

several conference calls with you relating to the 33 topics you provided. This letter is 

respectfully submitted to present those topics with which we are in agreement as well as 

those topics that present opportunities for future development. Please note that each topic 

is presented in bold print with our discussion following. 

 

 

 

 

                                                 
1  Formed in 1985, the IPA provides the direct investment industry with effective national 

leadership, and today is the leading advocate for the inclusion of direct investments in a diversified 

investment portfolio.  IPA members include direct investment product sponsors, FINRA member broker-

dealer firms, and direct investment service providers. 

mailto:Mark.Heuerman@com.state.oh.us


 

 

2 

1. Change Declaration of Trust definition to include articles of incorporation. 

 

The IPA agrees with NASAA regarding the inclusion of “articles of 

incorporation” in the definition of Declaration of Trust.  

 

2. Change Independent Trustee definition to clarify that an Independent 

Trustee may still be independent despite owning an interest in the REIT and 

limit to two the number of REITs any particular Independent Trustee may 

serve over a particular time period. 

 

The IPA generally agrees with the one comment that an Independent Trustee may 

still be independent despite owning an interest in a particular REIT.  Further, this 

should be expanded to permit an Independent Trustee to also hold interests in 

other REITs formed by the Sponsor on which the Independent Trustee is 

permitted to serve under the NASAA Guidelines. We believe that the NASAA 

Guidelines should not prevent a REIT from compensating a director in shares as 

well as cash because share ownership further aligns interests. In addition, because 

there is an increasing number of sponsors who have traded companies, the IPA 

believes a reasoned approach would be to exempt directors who own less than a 

1% interest of a traded advisor or sponsor. The IPA does not, however, support 

decreasing from three to two the number of REITs for which an independent 

trustee may serve.  The IPA believes that an independent trustee can fulfill his or 

her duties under the current limitation of three REITs, and does not believe that 

this requirement has caused any issues in the industry.  As a result, the IPA 

opposes changing the current provision of the Guidelines. 

 

3. Change Roll-up definition to update to National Global Market. 

 

The IPA agrees with NASAA regarding changing the Roll-Up definition to 

include National Global Market. 

 

4. The DPP Project Group proposes stylistic changes to remove capitalized 

undefined terms such as “PROGRAM.” 

 

 The IPA agrees with NASAA regarding stylistic changes to remove capitalized 

undefined terms such as “PROGRAM.” 
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5. The DPP Project Group proposes to make certain stylistic grammatical 

changes. 

 

The IPA respectfully requests more information regarding grammatical changes 

as the insertion of a comma or other change can make a difference in the 

application of any Guideline.  As a result, the IPA is unable at this time to make 

any specific comments with respect to this topic. 

 

6. Change to Trustee definition to include Directors. 
 

The IPA agrees with NASAA changing the definition of Trustee to include 

Directors. 

 

7. Change the minimum contribution amount from $200,000 to 1% of the          

maximum offering amount.   

 

While the minimum capital requirement set forth in Section II.A. of the 

Guidelines serves a useful purpose by helping to align the interests of the sponsor 

and the shareholders, the IPA respectfully believes that increasing the minimum 

contribution by the sponsor or its affiliate to the REIT from (a) the lesser of (i) 

10% of the total net assets upon completion of the offering and (ii) $200,000 to 

(b) 1% of the maximum offering amount, first, would be anti-competitive, and 

second, under some circumstances, would be superfluous. 

 

Regarding the first point, to make economic sense given the current expenses of 

operating a public company, in the IPA’s experience, a non-listed REIT generally 

must set a maximum offering size of at least $300 million.  Therefore, 1% of even 

the smallest typical maximum offering is $3 million.  A small sponsor would find 

it burdensome to contribute such an amount.  Raising the minimum contribution 

amount to 1% of the maximum offering amount would favor the largest, best 

capitalized sponsors, potentially creating barriers to entry for smaller sponsors.  

The IPA believes that the presence of healthy competition in the non-listed REIT 

market gives sponsors an incentive to try to maximize shareholder returns while 

keeping fees and expenses competitive, to the benefit of shareholders, and that 

disrupting this ecosystem by potentially driving out smaller sponsors would not 

be consistent with NASAA’s concern for either supporting capital markets or 

investor protection. 
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Regarding the second point, while the IPA respectfully submits that 1% of the 

maximum offering amount is too high for many sponsors, the $200,000 figure 

under the existing rule does not represent the entire amount that many sponsors 

currently contribute.  Because of the 15% cap placed on Organization and 

Offering Expenses ("O&O"), sponsors almost always need to pay substantial 

portions of these expenses up front and are only reimbursed gradually as the REIT 

raises funds. If the REIT does not raise sufficient funds, the sponsor is never 

reimbursed for such expenses.  

 

Many sponsors waive or defer fees that they or their affiliates are entitled to 

collect from the REIT, or subordinate the payment of compensation for managing 

the REIT’s assets until after full coverage of a distribution is achieved.  These 

waivers, deferrals and fee subordinations operate as de facto capital contributions 

by the sponsor to the REIT.  Thus, in offerings where these waivers, deferrals and 

fee subordinations are present, sponsors or their affiliates de facto contribute in 

excess of the $200,000 minimum specified in Section II.A.1.b. of the Guidelines, 

and in many circumstances significantly in excess of that amount.   

 

In addition, the IPA notes that one of the other topics suggested by NASAA is to 

increase the minimum amount that must be raised before escrow can be broken.  

We suggest that if NASAA believes that it is necessary to raise the minimum 

contribution amount as well as the minimum escrow amount, that the sponsor be 

allowed to count its additional contribution towards escrow break.2   

8.     The DPP Project Group proposes that to add a provision that independent 

directors would nominate for vacancies of directors created as the result of 

an increase in the size of the board. 

  

The IPA understands and agrees with NASAA that having a board of directors 

that has a majority of directors who are independent serves an important role in 

overseeing the operations of a REIT for the benefit of the REIT’s investors.  It is 

not unusual at the beginning of a REIT’s life to have a very small board of 

directors to reduce the REIT’s expenses (i.e., two independent directors and one 

other director).  If for some reason one of the independent directors leaves office, 

the sole independent director would essentially have control of the REIT, and as a 

result the IPA is not in favor of this suggested revision.  In addition, from a 

practical standpoint, many REITs in the normal course will have a nominating 

committee consisting of the REIT’s independent directors.  As a result, in most 

                                                 
2 Please see topic 12 below for further discussion regarding this issue. 
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instances nominees for directors or officers of the REIT are made by the REIT’s 

independent directors in any event.   

  

 The IPA is unaware of situations where an independent director in our industry 

has been found to not be independent and as a result investors have suffered 

material harm.  As a result, the IPA does not support this suggested revision. 

 

9. Conform changes to what independent directors approve.   

 

 The IPA would like more specificity as to the changes contemplated. Until 

specific changes are proposed, the IPA cannot provide comment. 

10. Add termination and non-renewal fees to existing prohibition on penalty fees 

upon termination of advisory contract.   

 

Section II.F.3. of the Guidelines provides that an advisory contract shall be 

terminable by a majority of the independent trustees or by the advisor upon 60 

days’ written notice without cause or penalty.  The IPA agrees that the payment of 

a per se penalty fee upon termination or non-renewal of an advisory contract 

would not be consistent with the Guidelines, and that adding a per se termination 

or non-renewal fee to the existing prohibition would be consistent with the 

existing Guidelines; however, any amendment to Section II.F.3., would need to 

clarify that fees and distributions that are intended to compensate a sponsor and 

its affiliates for services performed for the REIT prior to the termination or non-

renewal of the advisory contract, even if those fees and distributions become 

payable as a result of the termination or non-renewal of the advisory contract, 

would still be permissible. 

Sponsors and their affiliates devote substantial resources to the planning, 

organization and execution of an offering.  When a sponsor and its affiliates have 

invested time, personnel and capital in designing and managing a non-listed REIT 

product for some period of time prior to termination of the advisory contract, 

basic fairness dictates that they be compensated.  Allowing a new advisor to “step 

into the shoes” of the former advisor and collect fees and distributions from the 

REIT without having invested the resources that the former sponsor invested 

would be inequitable.  In addition, the current comment, under section IV.F of the 

Guidelines, supports the position that NASAA has always concurred that fairly 

allocating fess between the earlier and later advisors is reasonable. The IPA does 

not object to NASAA’s proposal, if it is made clear that the terminated advisor 
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may receive fees for services (including the promote) and that such fees will not 

constitute a penalty fee. 

11. Require that offering names do not include misleading words or phrases. 
 

The IPA respectfully requests more details before we can provide a substantive 

response. 

 

12. The DPP Project Group proposes to change the minimum offering amount 

to the lesser of 5% of the maximum offering amount or $25 million.   

 

The IPA opposes this change because we believe it both harms investors instead 

of protecting them, and raises barriers to entry for all but the best-capitalized 

sponsors which will create obstacles to capital raising through public programs.  

The minimum amount for a fund to begin operations and purchase assets can be 

significantly different (depending, for instance, on the asset class), and having a 

“one size fits all” approach unnecessarily provides barriers to entry for new 

sponsors.  The imposition of higher minimums will create the unintended 

consequence of penalizing investors who subscribe at the beginning of a program 

because their funds will be locked in escrow for an increasingly longer period, 

thus foregoing any return on their investment until escrow is eventually broken. 

This penalizes investors instead helping them. If NASAA is concerned that having 

the lower minimum doesn’t allow for a fully diversified program, that concern 

could be addressed by clear disclosure of the assets in which an issuer can expect 

to invest if only the minimum is reached. This additional disclosure will allow an 

investor to judge whether or not such investor will want to subscribe without 

knowing the assets owned by the sponsor at the time of investment. In addition, a 

change of this type could also have the unintended consequence of incentivizing 

sponsors to move to private offerings under Regulation D of the U.S. Securities 

Act of 1933.  The IPA is also unaware of this matter causing any significant issues 

in the industry.  As for the barriers it creates in the capital markets, the higher 

minimum (which increases the time that a sponsor will need to lay out the O&O 

expenses discussed in response 7), will result as a barrier to entry for smaller 

sponsors. 
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13. Update suitability numbers for inflation to 80/80/280, with 5-year inflation 

using CPI.   

Section III.B.1. of the Guidelines generally requires that shareholders have (a) a 

minimum annual gross income of $70,000 and a minimum net worth of $70,000, 

or (b) a minimum net worth of $250,000.  The IPA agrees that raising the 

standards to $80,000, $80,000 and $280,000, respectively, would be appropriate, 

as would instituting an inflation adjustment every five years.  If an inflation 

adjustment were added, the IPA would recommend basing it on one of the 

following three price indices:  (a) “core” CPI, (b) “chained” CPI or (c) the personal 

consumption expenditures (“PCE”) price index.  “Core” CPI would be appropriate 

because it excludes food and energy prices, which are volatile and subject to price 

shocks.  Alternatively, “chained” CPI or the PCE would be appropriate because, 

since they reflect the reality that consumers substitute products and services in 

response to price changes, many economists believe that they more accurately 

reflect consumer price inflation than do other CPI indices. 

 

14. Add a diversification standard for suitability to harmonize with the new 

FINRA suitability Rule 2111.   

 

NASAA proposes imposing a diversification standard on a suitability 

determination made by a broker-dealer.  A broker-dealer’s obligation to make a 

suitability determination arises from the FINRA rules.  FINRA Rule 2310(b) 

provides in relevant part that a FINRA member may not participate in a public 

offering of non-listed REIT securities unless the REIT has established suitability 

standards, and that in recommending a transaction in a non-listed REIT security, 

the member must have reasonable grounds to believe that the security is suitable 

for the investor.  FINRA Rule 2111 states in relevant part that a FINRA member 

must have a reasonable basis to believe that a recommended transaction or 

investment strategy involving a security is suitable for the customer, based on the 

information obtained through the reasonable diligence of the member to ascertain 

the customer’s investment profile. 

 

The IPA notes that the cited FINRA rules do not touch on diversification, so it is 

not clear how adding a diversification standard to the Guidelines would 

“harmonize” with the FINRA suitability rules.   

 

In any event, the IPA believes that suitability is adequately regulated by existing 

FINRA rules. 
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The IPA respectfully requests more specificity as to the diversification standard 

being contemplated. 

15. Allow the use of electronic subscription agreements.  

 

The IPA strongly supports the use of electronic subscription agreements, and 

would further support a move to a more standard subscription agreement for the 

industry.  As this industry grows, living in a primarily paper environment creates 

an atmosphere where unintended errors can occur, as well as making 

reconciliation of trades more cumbersome that it would be if the system were 

completely electronic.  As the industry modernizes its processes, it has been in 

discussion with the Depository Trust and Clearing Corporation (the “DTC”) to use 

the DTC’s electronic AIP platform or its Fund/SERV platform, depending on the 

form of investment program.  In either case, the DTC, which is a self-regulated 

organization under the United States securities laws, would provide additional 

beneficial transparency into the trading process, as well as providing an automated 

processing environment that would reduce operational and compliance risk.  This 

change would also bring the industry much more into the mainstream of how 

securities trades are normally executed in the United States.  The IPA is strongly 

in favor of changes to the industry that will help the industry become more 

transparent and reduce risk of error. 

 

16. Confirm that the suitability obligation is that of the broker-dealer and not the 

customer and subscription agreement should not contain terms that shift this 

obligation to the customer.  

 

The IPA agrees with NASAA that the suitability obligation belongs to the broker-

dealer and not the customer.  We do not believe that the present representations as 

to net worth and income in the subscription agreements “shift this obligation”, and 

we strongly support leaving this disclosure in subscription agreements. It is part of 

the process of establishing the investor profile that a broker-dealer is obligated to 

undertake. The FINRA rules, specifically Rules 2111 and 2310(b), make it 

sufficiently clear that the duty belongs to the Broker-Dealer.  Consistent with the 

IPA’s response to topic 14, because the FINRA rules already contain extensive 

suitability requirements, the IPA views a discussion of suitability to be redundant 

with FINRA rules. 
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17. The DPP Project Group proposes changing the completion of sale from 5 to 

15 days.  

 

The IPA strongly opposes this change as unnecessary and burdensome to 

administer.  As noted in this letter, the industry already has significant suitability 

standards that it must satisfy prior to recommending a security, let alone 

completing a sale.3  The IPA does not believe that making an investor wait two 

weeks to invest in an investment program provides any additional tangible 

benefits, given the standard that must already be met by the broker-dealer prior to 

sale.  In addition, requiring an over two week wait prior to allowing an investor to 

invest exacerbates an already unnecessarily complex compliance requirement for 

broker-dealers, who must have systems in place to track this requirement.  

 

18. The DPP Project Group proposes the addition of a general policy to fees and 

expenses that prevents unfair dilution of profit expectations.   

 

Because this topic does not propose a specific change to the Guidelines, we 

request additional information before the IPA can specifically respond.  The IPA 

believes, however, that the increases in disclosure regarding fees and expenses 

over a number of years mandated by the U.S. Securities and Exchange 

Commission and various state regulators adequately inform potential investors 

with respect to the fees and expenses of REITs subject to the Guidelines.  In 

addition, the Guidelines already contain extensive provisions dealing with fees 

and expenses.  Article IV of the Guidelines provides guidance and limits with 

respect to Organization and Offering Expenses (Article IV.B.), Acquisition Fees 

and Acquisition Expenses (Article IV.C.), Total Operating Expenses (Article 

IV.D.), Real Estate Commissions on Resale of Property (Article IV.E.), and 

Incentive Fees (Article IV.F.).  In addition, the Guidelines require a REIT’s 

independent trustees to determine, from time to time and at least annually, that (i) 

the total fees and expenses of the REIT are reasonable in light of the investment 

performance of the REIT, its net assets, its net income, and the fees and expenses 

of comparable unaffiliated REITs (Article IV.A.2.), and (ii) the compensation 

which the REIT contracts to pay to its advisor is reasonable in relation to the 

nature and quality of services performed, and that the compensation is within the 

                                                 
3 For example, FINRA Rule 2111 requires that a broker-dealer must consider, without limitation, an 

investor’s age, other investments, financial situation and needs, tax status, investment objectives, 

investment experience, investment time horizon, liquidity needs, risk tolerance, and any other information 

the customer may disclose to the broker-dealer.  The supplementary material to FINRA Rule 2111 

specifically states that the broker-dealer “cannot disclaim any responsibilities under the suitability rule.”  
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limits prescribed by the Guidelines (Article IV.G).  In making the determination 

as to advisor compensation, the independent trustees must consider various factors 

enumerated in the Guidelines, including the size of the fee compared to the fees 

charged by advisors performing similar services, the quality and extent of service 

and advice furnished by the advisor, and the performance of the investment 

portfolio of the REIT (Article IV.G.1. – IV.G.7.).  Lastly, the Guidelines provide 

that a prospectus for an offering of securities by the REIT must fully disclose and 

itemize in tabular form all consideration which may be received in connection 

with REIT activities directly or indirectly by the sponsor, trustees, advisors and 

underwriters. (Article IV.A.1.).  As a result, the Guidelines already provide 

sufficient protection to investors with respect to fees and expenses charged by the 

REIT. 

 

In addition, Article VII.B.3 of the Guidelines specifically prohibits forecasts and 

projections, and as a result REITs subject to the Guidelines should not be setting 

specific profit expectations in any event. 

 

19. The DPP Project Group proposes including restrictions on the use of cash 

awards, stock appreciation rights, and dividend equivalent rights in addition 

to performance fees.   

 

The IPA respectfully requests clarification that this topic does not apply to 

general equity awards. We believe that it is an important consideration in aligning 

interests of investors and Independent Directors to allow a REIT to pay its 

Independent Directors using equity awards. In addition, we do not understand 

why the use of stock appreciation rights or dividend or equivalent rights to 

Independent Directors or others should be precluded in this regard. (See topic 

22). 

20. The DPP Project Group proposes to include restrictions on internalization 

fees when internalizing.  Further, NASAA proposes allowing REITs to 

acquire assets from an Advisor at the lower of cost or current market value. 

Finally, NASAA proposes to allow REITs to acquire personnel free from 

employment agreements with Advisor.   

 

The IPA believes that NASAA’s concern may be focusing on transactions that 

are no longer employed by REITs and their sponsors.  REIT sponsors generally 

spend millions of dollars building an organization and forming REITs, and 

building the infrastructure at the sponsor to operate sponsored REITs.  
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Internalization transactions historically were ones in which the REIT (represented 

by its independent directors) would purchase the advisor and infrastructure from 

the sponsor as a prelude to a liquidity event.  As a result, internalization 

transactions historically included a payment to the REIT sponsor as consideration 

for the REIT acquiring the operating business that the sponsor created and funded 

to externally manage the REIT.  While the IPA disagrees with the 

characterization of those historical payments as “fees”, to the extent those 

historical payments have been seen as problematic, the current marketplace and 

feedback from the broker-dealer and investor communities has already eliminated 

the historical form of “internalization”.  According to information provided by 

Robert A. Stanger & Co., Inc., an independent firm that monitors the industry, 

out of the 12 “internalization” transactions that occurred from 2012 to date, only 

one transaction included an internalization fee, and that fee was in the broader 

context of a third party acquiring both a REIT and its sponsor (as opposed to just 

the single advisor to that REIT).  In addition, a number of REIT sponsors have 

expressly structured their sponsored REITs to prohibit internalization fees. 

In the absence of internalization fees, REIT sponsors still need some protection 

with respect to the infrastructure that the sponsor has built to service its 

sponsored REITs.  In many cases that infrastructure is designed to service more 

than one investment program, and allowing a single REIT to purchase assets and 

take the sponsor’s employees at any time could not only significantly harm the 

other REITs advised by that sponsor, but would also expose the sponsor to 

liability for breaching its fiduciary duty to that other REIT.  Sponsors generally 

also invest significantly in human capital in terms of the staff the sponsors build 

to provide services to sponsored investment programs.  Prohibiting a sponsor 

from being able to protect its asset and employee base may result in eliminating 

one of the most successful ways of providing liquidity to investors, in that 

generally listing a security without first internalizing results in lower valuations 

may discourage boards from considering this alternative. In addition, such 

restrictions may discourage sponsors from investing the millions of dollars 

necessary to sponsor a REIT.  As a result, the IPA strongly opposes any action 

related to this topic. It should be noted that the sale of assets of a sponsor to a 

REIT is currently subject to NASAA’s standard for related party transactions 

requiring Independent Director approval. 

 

21. The DPP Project Group proposes that independent Trustees may evaluate 

the Advisor compensation based upon the fairness of the allocation of 

investment opportunities.   
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Section V.F. of the Guidelines provides in relevant part that the method for 

allocating investment opportunities by multiple programs of the same sponsor or 

advisor targeting the same asset class must be reasonable, and that the trustees, 

including the independent trustees, have the duty of ensuring that such method is 

applied fairly to the REIT.  Presumably the proposal that independent trustees 

may evaluate advisor compensation based on the fairness of the allocation of 

investment opportunities would entail amending Section IV.G. of the Guidelines, 

which provides in relevant part that the independent trustees must determine at 

least annually that the advisor’s compensation is reasonable. 

 

The IPA believes that such an amendment is unnecessary because under Section 

IV.G., the determination by the independent trustees already is to be “based 

on . . . all other factors [besides those specified in Section IV.G.] such 

independent trustees may deem relevant.”  Thus, independent trustees are already 

entitled under the Guidelines (in addition to their entitlement under state law) to 

consider the fairness of the allocation of investment opportunities in their 

determination of the reasonableness of advisor compensation. It is our experience 

that Independent Directors consider the allocation systems at least annually. To 

the extent NASAA determines that a change to IV.G.7 is necessary, we propose 

the following language “The quality of the portfolio of the REIT in relationship 

to the investments generated by the advisor for its own account AND 

THEREFORE THE ACCOUNT OF AFFLIATES”.  

 

Further, the IPA believes that making the fairness of the allocation of investment 

opportunities a mandatory factor in the review of advisor compensation (which 

NASAA is not proposing) would prove unworkable in situations where trustees 

owe fiduciary duties to more than one program, and additionally would provide a 

pretext for strike suits as plaintiffs’ attorneys inevitably second-guess the 

allocation decisions. 

22. The DPP Project Group proposes to provide guidance on limiting equity 

based compensation (not exceed 5% of the total number of outstanding 

shares).   

 

The IPA has several concerns with this proposal. First, we believe more details 

are needed, particularly relating to when the 5% limitation is determined, which 

we suggest should be at the end of the offering. Second, the IPA is concerned that 

this proposal should not prevent an alignment of interest among officers and 
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directors and the REIT by limiting equity compensation. Third, the expenses 

associated with equity-based compensation are part of Total Operating Expenses 

and as a result are subject to existing limitations in the Statement of Policy.   

23. Clarify limits on leverage and eliminate Independent Director override.   

 

Section V.J. of the Guidelines provides in part that, in the absence of a 

satisfactory showing that a higher level of borrowing is appropriate, borrowings 

by a REIT may not exceed 300% of net assets.  The guideline also contains an 

important caveat:  in the presence of a satisfactory showing that a higher level of 

borrowing is appropriate, a majority of the independent trustees may approve 

borrowing in excess of the 300% limit. 

 

The IPA views the proposal to eliminate the independent trustee override as 

problematic for two reasons.  First, under the business law of most states, the 

power to direct the affairs of an entity lies with the entity’s trustees or directors, 

who must exercise the fiduciary duty of care in their stewardship of the entity.  

The IPA believes that proscribing the independent trustees’ power to approve a 

REIT’s borrowing in excess of a certain limit would be inconsistent with the 

independent trustees’ fiduciary duty to exercise their best judgment in managing 

the affairs of the REIT. 

 

Second, the proposal would inappropriately restrict acquisitions early in a REIT’s 

offering stage.  For example, a REIT might wish to acquire an asset in the early 

stages that is subject to the existing debt that it needs to assume in order to make 

the acquisition and that debt may exceed 75% where as the second and third 

assets may be purchased at 50% leverage.  Under the terms of the proposal, in 

this example the REIT would not have the flexibility to acquire the first asset at a 

higher leverage amount, a restriction that could harm the REIT’s business 

prospects to the detriment of its shareholders. A REIT may have compelling 

commercial reasons to use high leverage in an early-stage acquisition, for 

example because the property in question may have demonstrated strong cash 

flows and the REIT may wish to deploy its capital expeditiously in a large asset 

so as to maximize shareholder returns.  The ability of independent trustees to 

override leverage restrictions in these types of situations is an important concept 

that the drafters of the Guidelines purposefully included, and removing the ability 

of independent trustees to make this type of determination is an implicit 

statement that the independent directors cannot be trusted by NASAA to make 

the determination they are empowered to make under state law.  This ability for 
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independent trustees to fulfill their fiduciary duties under corporate law and make 

determinations based on the business conditions at the time should not be 

changed. 

24. The DPP Project Group proposes clarification regarding mandatory 

redemptions and the need for advance notice to the issuer by mini tender 

offerors.  

 

The IPA requests further specificity regarding mandatory redemptions, and as a 

result is unable to comment on mandatory redemptions at this time. The 

redemption plans adopted by the REITS are not mandatory (it is up to investors 

to determine if they want to be redeemed) and these plans ought to be specifically 

allowed under any new revisions to the Guidelines. 

With respect to mini-tenders, the IPA fully supports additional notice and 

disclosure requirements with respect to so-called “mini-tender offers,” which the 

members of the IPA have often found to be misleading and confusing to its 

investors, especially if the issuer does not have sufficient time to respond before 

the ability of its investors to rescind an acceptance of a mini-tender has passed. 

25. Include limitations/restrictions on equity dilution when options, warrants, or 

shares are used like cash for acquisitions of properties or services; 

distributions should be at fair market value.   

 

NASAA proposes imposing limitations on equity dilution when options, 

warrants, or shares are used as currency for acquiring properties or services.  

Section V.H of the Guidelines already address’s NASAA’s concerns. 

Specifically, Section V.H of the Guidelines states that the consideration is 

ordinarily based on fair market value of the property and in some instances is 

determined by an independent expert. This means that the directors, including the 

Independent Directors, must evaluate the consideration being paid by the REIT 

and determine that its fair market value; therefore, any new provisions are 

unnecessary.  

 

In the case of services being provided by affiliates, the IPA believes that Section 

V of the Guidelines, which governs conflicts of interest, already sufficiently 

addresses payments to affiliated parties by requiring in all cases that a majority of 

the trustees, including a majority of the independent trustees, not otherwise 

interested in the transaction approve the transaction as being fair and reasonable 

to the REIT.  Given this restriction, as well as the fiduciary duties of trustees to 
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the REIT, equity issuances as consideration are already covered by the 

Guidelines and would require the approval of a majority of the disinterested 

independent trustees. 

 

26. The DPP Project Group proposes limiting the sources from which 

distributions may be paid to investors or limit the period of time the issuer 

may use certain sources to fund distributions. 

 

The IPA respectfully suggests that there is already full disclosure on this topic.  

In addition, the market is providing pressure for issuers to reach coverage 

quickly.  This proposal may have the unintended consequence of restricting entry 

of new sponsors and therefore restricting competition.  In addition, the IPA 

suggests that any provision should carve out distributions required to maintain 

REIT status. 

The IPA believes the imposition of a limit on the sources from which distributions 

are paid or limit on the time certain sources may be used would be a fundamental 

shift in the structure of the Non-Traded REIT (“NTR”) industry, which would 

chill the formation of new NTRs and follow-on offerings of existing NTRs. 

The SEC already requires substantial disclosures with respect to the source of 

distributions to educate and inform investors of the possible risks related to 

certain distribution sources and the dilution created by certain types of 

distributions. REITs are required to disclose in their quarterly and annual filings 

the sources of their distributions. 

The IPA does not believe that the issues of over-distribution or dilution are 

significant enough to require such a dramatic, fundamental change to the structure 

of the NTR industry.  Furthermore, applying such a limitation could create 

measurement and timing issues. Most importantly, the fact that distributions must 

be authorized ahead of the record date and are, therefore authorized for a quarter 

or other time period prior to financial statements being available for that time 

period would make it impossible to apply the limitation on a current, ongoing 

basis.   

In addition, REITs are subject to the provisions of the Internal Revenue Code that 

require at least 90% of the taxable income be distributed to investors.  Certain 

types of income may be included in taxable income, even if they do not create 

cash from operations.  Likewise, certain expenses requiring cash may not be 

deductible for tax purposes.  A REIT may unexpectedly be required to distribute 
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cash to investors to avoid REIT tax issues and, if the Statement of Policy limits 

the source of distributions, such limitations could have a material adverse effect 

on the REIT and its stockholders. 

 

The IPA believes that its members already provide more disclosure regarding 

distributions than other industries in which portions of their distributions may 

constitute a return of capital. 

 

We believe emphasis should be placed on disclosure and transparency regarding 

the source of distributions to investors, and that the distribution policies should be 

the result of board oversight (including through the board’s majority of 

independent directors) and strong corporate governance principles rather than 

limitations established by NASAA. 

27. The DPP Project Group proposes prohibiting Advisors and REITs from 

commingling assets in bank accounts.   

 

The IPA agrees with NASAA regarding the prohibition that the Advisor and the 

REIT cannot commingle assets in bank accounts. 

28. The DPP Project Group proposes Conforming guidelines with 

Maryland Corporate law as the guidelines pertain to voting rights of 

shareholders.   

 

The IPA agrees with NASAA regarding the need to conform the guidelines with 

Maryland Corporate law as to the voting rights of shareholders. We suggest 

expanding the coordination between the guidelines and Maryland Corporate law 

to include other applicable Maryland laws, particularly those guidelines relating to 

indemnity provisions to allow for recruitment of talented officers and directors.  

Further, to the extent there may be conflict of law issues between the Guidelines 

and various jurisdictions, there ought to be flexibility built into the Guidelines so 

that a sponsor can comply with the jurisdiction in which it is organized without 

problems arising out of the Guidelines. 

 

It should be noted that several sections of the current Guidelines inhibit 

recruitment of talented independent directors. For instance, Article II.D relating to 

the duties and experience of directors impose certain limitations on years of 

experience that, we believe, lack the flexibility to recruit the most talented 

independent directors available.  
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29. The DPP Project Group proposing conforming shareholder distribution lists 

to federal proxy regulations (from 10 to 5 days). 

 

The IPA agrees with NASAA regarding the proposal to conform distribution lists 

to federal proxy regulations from 10 days to 5 days. 

30. The DPP Project Group proposes to add items to those considered to be sales 

materials.  

 

The IPA respectfully requests more details before we can provide a substantive 

response.  In addition, the IPA is unclear as to what could additionally be added 

to “sales materials”, as the definition of “sales materials” under the Guidelines is 

already quite broad.  Article VII.A. of the Guidelines lists the following items as 

sales materials:  “books, pamphlets, movies, slides, article reprints, television and 

radio commercials, materials prepared for broker/dealer use only, sales 

presentations (including prepared presentations to prospective shareholders at 

group meetings) and all other advertising used in the offer or sale of units.” 

(Emphasis added).  The IPA feels that the current Guidelines already are broad 

enough to cover any material that is used as marketing material in the sale of 

securities.   

31. Conform changes to provisions that need to be in the articles.  

 

The IPA would like to understand which provisions NASAA proposes be added 

to a REIT’s articles of incorporation.  The IPA notes that non-listed REITs’ 

articles of incorporation already are lengthy and complicated.  Further 

lengthening and complicating the articles of incorporation would increase legal 

costs, increase the time required for a Blue Sky regulator to review the offering, 

and potentially serve as an anti-takeover device, since a potential bidder plausibly 

would balk at acquiring a REIT with an even more restrictive charter. The IPA 

respectfully asks NASAA to consider that impeding the market for corporate 

control would not further the policy of promoting capital formation, and that 

causing a REIT’s legal expenses to increase would not further the policy of 

protecting investors. 
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32. The DPP Project Group proposes adding instructions that cross reference 

sheets must be completed to enable quicker and more efficient review of 

offerings.  

 

The IPA agrees with the DPP Project Group regarding the need for instructions 

regarding cross-reference sheets. 

 

33. Add signature line on cross-reference sheet for consistency with other 

guidelines. 

 

We agree that it is important for the cross-reference sheet to be accurate and 

toward that end we agree that the States ought to enforce their specific 

requirements that material variations should be highlighted. 

Finally, the IPA respectfully requests a grandfathering provision for any revisions 

to the guidelines so that they would apply prospectively only to new programs 

that have not yet gone effective  

   

In addition to the topics proposed by the DPP Project Group, the IPA proposes that the 

following items be considered by the DPP Project Group in connection with any 

amendment of the Guidelines: 

1. Conform the indemnity provisions in the guidelines to Maryland law.   

Section II.G. of the Guidelines contains limitations on indemnification by the 

REIT of, and the advancement of expenses by the REIT to, its trustees, advisors 

or affiliates.  The IPA is aware of many REITs that face a conflict of laws because 

they are subject to the Guidelines but are incorporated in Maryland, which has a 

different statutory scheme relating to indemnification and advancement of 

expenses.   

Section 2-418 of the Maryland General Corporation Law (the “MGCL”) deals 

with the indemnification of and the advancement of expenses to directors, 

officers, employees and agents. The purpose of this comment letter is not to 

survey the similarities and differences between Section II.G. of the Guidelines 

and Section 2-418 of the MGCL, but to observe that a REIT incorporated in 

Maryland (as a large majority of non-listed REITs are) is placed in an awkward 

position when its organizational documents must fit within two different, and 
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somewhat inconsistent, schemes for indemnification and advancement of 

expenses.  For this reason, the IPA suggests that if the Guidelines must contain 

restrictions on indemnification and advancement of expenses, they should permit 

for allowing the election of certain provisions of Section 2-418 of the MGCL. 

In addition, the IPA believes that the Guidelines should not serve as an 

impediment to attracting talented persons to serve as directors and officers of 

REITs subject to the Guidelines, and the IPA believes that the current indemnity 

limitations in the REIT Guidelines have the unintended consequence of making it 

harder to attract talented officers and directors, because these limits on the ability 

of a corporation to provide indemnity to its officers and directors is more 

restrictive than other public companies. 

3. Revise the definition of Total Operating Expenses to more accurately reflect 

increased compliance costs and current transaction structures (for instance, 

clarify that expenses related to acquisitions through joint ventures are 

excluded). 

Section IV.D. of the Guidelines sets forth the “2%/25% guidelines,” which 

generally limit a REIT’s total operating expenses in any fiscal year to the greater 

of 2% of its average invested assets and 25% of its net income for the fiscal year. 

Under Section I.B.29. of the Guidelines, “total operating expenses” are defined as 

aggregate expenses of every character paid or incurred by the REIT as determined 

under GAAP, including advisors’ fees, but excluding, among other things, what 

could be characterized as “miscellaneous property-level” expenses. Section 

I.B.29.f. lists the miscellaneous property-level expenses as follows: 

expenses connected with the acquisition, disposition, and ownership of 

real estate interests, mortgage loans, or other property, (such as the costs 

of foreclosure, insurance premiums, legal services, maintenance, repair, 

and improvement of property). 

The IPA recommends revising the definition of “total operating expenses” in two 

ways:  first, to reflect the increased compliance costs facing non-listed REITs, 

and second, to reflect common property-level transaction structures, for example, 

to clarify that expenses related to acquisitions through joint ventures are excluded 

from the definition of “total operating expenses.”  

In the experience of members of the IPA, compliance costs for non-listed REITs 

tend to increase faster than the rate of inflation. Historically, members of the IPA 
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have perceived regulation at the federal and state levels, and by FINRA, as a one-

way ratchet, where rules are often added, but seldom subtracted. This is not to say 

that rules always become more restrictive; for example, the JOBS Act 

represented a liberalization of many aspects of federal securities regulation. 

Generally, the IPA finds that as the body of statutes, rules and regulations grow, 

so do compliance costs, a growth in cost that is absolute, meaning that it exceeds 

the inflation rate. The IPA therefore proposes carving compliance costs out of the 

definition of “total operating expenses.” Doing so would signal to sponsors that 

NASAA supports efforts by sponsors to promote a strong culture of compliance. 

Conversely, omitting compliance costs from the list of carve-outs in Section 

I.B.29. may create a perverse incentive for sponsors to minimize compliance 

expenditures, a result that the IPA would like to see avoided.  

The IPA proposes increasing the current 2%/25% limitation on Total Operating 

Expenses (the “Limitation”) or excluding certain expense items from the 

definition.  New government regulations, including the Sarbanes-Oxley Act of 

2002 (“Sarbanes-Oxley”), have increased significantly the legal and compliance 

costs incurred by non-listed REITs.  These increases include, but are not limited 

to, the following: 

- Sarbanes-Oxley has had a material impact on the costs and expenses of being 

a public company.  This has significantly increased external auditing fees, 

internal audit expenses, legal and compliance costs, accounting costs, audit 

committee fees, and other operating expenses. 

- Increased expenses for valuing shares of non-listed REITs based on new and 

proposed rules, guidelines, and interpretations by the SEC, FINRA, and the 

IPA that have increased the ongoing expenses of REITs.  In particular, 

substantial fees payable to independent valuation firms are a direct result of 

the new valuation rules.  With trends in the industry for reporting net asset 

values sooner and more often, these costs and expenses are expected to 

continue to increase significantly. 

- Increases in D&O insurance premiums for all companies, including NTRs. 

- The Consumer Price Index has increased from 145.1 in September 1993 to 

233.596 in July 2013. 

- Increase in regulatory compliance costs – for example, 8-K rules have been 

revised to increase the number of reportable events and accelerate the timing 

of such reporting 
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Although the independent directors have the ability to review Total Operating 

Expenses and approve excess amounts, the Limitation should be revised to reflect 

changes in the environment today for a public reporting company rather than the 

costs of compliance when the Statement of Policy was adopted. 

 

In addition, we believe the Limitation should be revised to omit fees and expenses 

for products and services provided directly to the REIT by third parties, such as 

audit fees, D&O insurance, and legal fees.  The Limitation is such that, in the 

event the board does not approve the excess, the advisor is at risk of having to 

reimburse the REIT for the excess, including third-party expenses needed to 

assure compliance with the REIT.  We understand the intent of the rule to be a 

gauge for the independent directors to review expenses. 

 

A NASAA comment that appears as part of this section of the Statement of Policy 

states that the exclusion “for costs related directly to asset acquisition, operation 

and disposition is intended to allow exclusion of expenses incurred on the 

individual property level but not to allow the exclusion of expenses incurred on 

the REIT level.”  Many states take the position that “property” in this context is 

limited to direct ownership of real estate and mortgage loans.  As a result, these 

states believe that the exclusion from Total Operating Expenses does not apply to 

acquisition and disposition fees paid on non-real estate assets. However, these 

provisions are intended to exclude from Total Operating Expenses all expenses 

incurred at the individual property level, and “property” for this purpose should 

include all assets owned by the REIT.  (For example, acquisition and disposition 

fees paid with respect to a real estate related security, joint venture interest, or any 

other asset owned by the REIT should be excluded from Total Operating 

Expenses.) 

 

Today, REITs invest through a broad range of ownership structures, many of 

which do not involve the direct ownership of real estate.  The definition of Total 

Operating Expenses should therefore be updated and revised to make it clear that 

acquisition and disposition fees and expenses paid on all assets purchased by a 

REIT are excluded from Total Operating Expenses. 
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6. Make clear that the prohibition on a REIT issuing redeemable securities does 

not extend to a right to buy back shares purchased in a mini-tender. 

Section V.K.4. of the Guidelines provides that a REIT may not issue redeemable 

equity securities. The Task force requests that this prohibition contain an 

exception for a REIT’s right to buy back shares purchased in a mini-tender offer. 

Mini-tender offers are often a coercive tactic in which a bidder attempts to 

purchase a number of shares that would result in the bidder holding less than five 

percent of the REIT’s outstanding shares so that the offer may avoid complying 

with the SEC’s proxy solicitation rules. The SEC accurately describes mini-tender 

offers as frequently being used “to catch shareholders off guard,” and urges 

shareholders to “exercise extreme caution” when faced with a mini-tender offer.  

The charter of a non-listed REIT often attempts to protect shareholders from 

coercive mini-tender offers by, among other things, requiring a bidder to notify 

the REIT of its intent before initiating the offer, as well as comply with the notice 

and disclosure requirements of the SEC’s tender offer solicitation rules that would 

have been applicable if the tender offer had been for a larger amount of shares.  

Historically, some charters also gave the REIT the power to redeem or repurchase 

the bidder’s shares at the lowest tender offer price if the bidder did not comply 

with the other requirements imposed by the charter on the bidder. In recent years, 

however, certain state regulators have taken the position that the REIT’s power to 

redeem or repurchase the bidder’s shares ran afoul of Section V.K.4., and 

requested that the REIT remove the enabling language from its charter. The IPA 

believes that such requests elevate form over substance, and that whatever policy 

is meant to be expressed in Section V.K.4., its purpose should not be to hinder 

REITs in their efforts to protect shareholders from coercive and value-destroying 

mini-tender offers. The IPA therefore requests that Section V.K.4. except from 

the prohibition a REIT’s right to buy back shares purchased in a mini-tender offer. 

7. Revise the restrictions on transactions between a sponsor and its sponsored 

REITs to remove the requirement that joint venture investing be on 

“substantially the same terms” while keeping the requirement that a 

majority of the independent directors find a transaction to be fair and 

reasonable. 

Section V.D.1. of the Guidelines prohibits a REIT from investing in joint 

ventures with the sponsor, advisor, trustee or any affiliate thereof unless a 

majority of trustees, including a majority of independent trustees, not otherwise 
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interested in the transaction approve the transaction as being fair and reasonable 

to the REIT and on substantially the same terms and conditions as those received 

by the other joint venturers.  

The IPA respectfully suggests that the words “and on substantially the same terms 

and conditions as those received by the other joint venturers” be struck from the 

guideline. The requirement that a majority of trustees, including a majority of 

independent trustees, not otherwise interested in the transaction approve the 

transaction as being fair and reasonable to the REIT, provides necessary and 

sufficient stockholder protection. Requiring that all joint venturers receive 

substantially the same terms and conditions is unworkable when the various 

parties have negotiated different terms for themselves based on what they 

respectively contribute. For example, if the REIT were to contribute capital, and 

an affiliate of the advisor were to contribute capital plus services, or to 

subordinate its return or otherwise take a greater risk one would expect the joint 

venture agreement to set forth different rights and responsibilities for the 

respective parties. It is also possible that different parties might contribute 

different types of property. The rule as written might prohibit a joint venture from 

providing minority protections to the REIT if the REIT were the smaller partner 

in a joint venture. The IPA views the “substantially the same terms and 

conditions” requirement as being unworkable at best and counterproductive at 

worst, and submits that delegating the approval of related-party transactions to the 

independent directors provides sufficient shareholder protection. 

8. Provision that requires that every written contract entered into by the REIT 

contain a provision stating that shareholders are not personally liable should 

not be required if the applicable state law already provides for that 

limitation. 

Section VI.C.3. of the Guidelines requires that the declaration of trust provide 

that all written contracts to which a REIT that is not a corporation is a party must 

include a provision that the shareholders shall not be personally liable thereon. 

The IPA believes that this provision should clarify that the specified contractual 

provision is not required if the state law under which the REIT is organized 

already provides that shareholders are not personally liable for the obligations of 

the entity.  

The IPA believes that most, if not all, statutes under which contemporary non-

listed REITs that are not corporations are organized already so provide, and that 

Section VI.C.3. therefore does not add any protection not already afforded to 
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shareholders. The application of Section VI.C.3 does result in two adverse 

practical effects, however:  first, increasing compliance costs by adding another 

requirement that an advisor’s internal compliance staff and a REIT’s external 

counsel must consider when drafting documents, and second, potentially alarming 

contractual counterparties, who may wonder what defaults or nonperformance the 

REIT is contemplating, since it is requesting that such a provision be added. 

 

In conclusion, we believe that our comments will help modernize and make the 

Guidelines more useful, and also help synchronize Blue Sky regulatory requirements with 

state corporate law.  Further, we applaud NASAA for taking this proactive approach in 

order to make the Guidelines more clear, appropriate, and consistent.  As always, we 

would like to express our willingness to participate in further discussions.  We strongly 

encourage the various regulatory agencies to work together to ensure and enhance 

investor protection while, at the same time, encouraging capital formation and job 

growth.  We welcome the opportunity to work with NASAA and the other regulatory 

agencies to accomplish these critical missions. 

 

 

Respectfully submitted, 
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Chairman of the Board of Directors 
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