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Chapter 1

Ropes & Gray LLP Iain Morpeth

Real Estate Joint Ventures: 
New Paradigm or Passing 
Fashion?

Some investors also carried out their own refurbishment or 
redevelopment of obsolete investment stock when occupational 
leases came to an end, particularly the larger quoted property 
companies that had development portfolios in addition to investment 
and trading portfolios.  But most redevelopment activity was carried 
out by entrepreneurial developers with smaller balance sheets who 
bought up obsolete stock, obtained planning permission, pre-let, 
redeveloped and then sold, often back to the pension funds and 
assurance companies from whom they had bought in the first place.
Investors predominantly held prime assets yielding core returns.  
The more risky process of redeveloping carried out by property 
companies enjoyed a higher, more opportunistic, but more volatile, 
level of return for the risk they were taking.
Contrast that to the position today.  In the first place there are 
multiple sources of capital across the whole risk spectrum from 
core, core plus through value added to opportunistic.  Capital is 
international.  Equity capital can come from private funds, specialist 
private equity real estate funds, pension funds, investment banks, 
assurance companies, endowments, family offices, sovereign wealth 
funds, private property companies, REITs or retail funds.  Debt is 
available from credit and debt funds, as well as from banks and 
other financial institutions, and can be provided at any level in the 
capital structure. 
This has enabled capital to flow internationally and into a far 
wider group of asset types than traditional commercial real estate, 
including hotels, leisure, pubs, food and beverage, care homes and 
healthcare, and has resulted in a far wider spread of transaction 
types.  Many deals are now done indirectly, many involve the 
creation of real estate operating businesses and many adopt different 
capital and funding structures.
This has had an effect in the legal world, too.  The increasingly 
international nature of transactions has started to drive a 
convergence of what documentation should contain in order to 
satisfy the debt funding market and to facilitate secondary market 
sales.  Transactions can no longer be regarded as domestic.

3 Differing Types of Joint Venture 

There are many reasons why a party may decide to execute a project 
in a joint venture rather than on its own.  These include:
■ sharing risk;
■ the need to raise equity;
■ leveraging expertise;
■ combining skills and capital; and
■ avoidance of competing bids. 

1 Introduction

One of the notable developments in the international real estate 
market over the last 15 years has been an explosion in the use of 
joint ventures in property transactions.  A piece of legal technology 
will often go through rapid periods of growth before falling out of 
fashion but, as investment flows become more international and the 
size of transactions in the real estate world grows, is this a structural 
shift or just a passing fashion? 
A joint venture can be regarded as an arrangement by which two or 
more parties together carry out a common transaction and we should 
not be restrictive about the form that the arrangement can take.  The 
structure chosen for a transaction will often be influenced by the 
need to achieve tax transparency and avoid double taxation, as well 
as by the jurisdiction in which it is established, but common forms 
include limited partnerships, limited companies and, increasingly, 
fund structures because of their tax neutrality.  Nevertheless, 
whatever legal form the arrangement takes, the same issues have 
to be addressed.  
This chapter considers:
■ some changes in the real estate world;
■ differing types of joint venture;
■ UK joint venture structures;
■ governance;
■ funding and capital calls;
■ exit and the need for a liquidity event;
■ transfer restrictions; and 
■ distributions and promote/carry structures.

2 Changes in the Real Estate World

Historically, the real estate market in most countries has been 
characterised by its domestic nature, the limited types of property 
invested in and the limited number of participants in it.  In the UK, 
investors tended to be assurance companies, pension funds and a 
few listed property companies and the classic investment product 
was a freehold or long leasehold interest in the target property let 
to a tenant, or multi-let to several tenants, with a good covenant 
on an FRI (full repairing and insuring) lease for a term of 20 or 
more years with upwards only rent reviews.  This resulted in much 
UK investment property having almost bond-like characteristics.  
The principal types of asset that investors held were office, retail, 
warehouse and light industrial.
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5 Governance  

The first is how the venture is to be governed.  Commercially, it is 
usually expected that the sponsor manages the joint venture on a 
day-to-day basis.  
The board (or its equivalent) will have the responsibility for managing 
the entity.  Unlike the US, where it is common for Delaware LLCs 
to be used and for there to be a designated managing member, the 
typical form is for day-to-day management and the implementation 
of the business plan to be delegated by the joint venture entity to an 
asset manager, invariably an affiliate of the sponsor, under an asset 
management agreement. 
Decision-making will therefore be split between the asset 
manager, the board and shareholders and the key documents, the 
management agreement and the shareholders’ agreement, will have 
to work together.  There will be matters reserved to the board or 
to shareholders, often called “reserved matters”, which will require 
the approval of both investors.  These will include the adoption of 
a new business plan, major disposals, acquisitions, certain changes 
to the articles and the like.  It should be remembered that, where the 
manager has delegated authority to implement the business plan, 
the power of initiating changes to the business plan lies with the 
manager. 
What happens if you disagree on a reserved matter, perhaps the 
new business plan for next year?  On this sort of deadlock, if the 
parties cannot resolve it amicably after a short period, there needs 
to be a definitive resolution.  Sometimes, the venture is required 
to continue under the old business plan, possibly with indexation 
uplifts to the spending schedules, and this can be a sensible proposal 
where the term of the venture is short.   But the more common way 
of resolving a deadlock is to unwind the joint venture. 
There are a number of alternatives.  There can be:
■ a mandatory, orderly realisation of the properties over a six-

month period, which has the advantage of avoiding a party 
having to invest money to buy the other out;

■ a buy/sell arrangement, which is the most common method; 
or 

■ a Texas shootout.
Under a buy/sell, one party serves a buy/sell notice specifying a 
price for the assets and the other has the choice either of buying the 
shares of the first party for the price for its shares derived from that 
number, or of selling its shares to the first party for the price for them 
derived from that number.  It will be apparent that the initiating party 
does not know whether it will be a buyer or a seller so, other things 
being equal, it ought to bid a reasonable market price.  This “keep 
honest” dynamic breaks down where other things are not equal; for 
example, where the shareholding relationship is so different that the 
minority shareholder will be unable to afford to buy out the bigger 
shareholder. 
Under a Texas shootout, a procedure is set up with a third-party 
scrutineer under which each party bids a price and the highest bidder 
is required to buy out the other at that price. 

6 Funding and Capital Calls 

Most property joint ventures involve a single asset and so only require 
an initial funding of the equity required to purchase the property and 
to pay associated costs.  On development or repositioning projects, 
however, there will be a need to fund ongoing costs.  In this case, 
a subscription agreement with mutual commitments to fund the 
further equity required under the business plan will be entered into 
by both parties.  These are obligatory capital calls. 

A project may be too large for one investor either to fund the equity 
capital on its own or to take the risk of carrying out on its own.  If the 
project is very large, there may need to be a consortium of investors 
participating in the project to raise the equity required to fund it.  
Another common reason for international investors to joint venture 
transactions is that they have capital but lack local knowledge and 
expertise in foreign markets.  The solution is to partner up with a 
local operating partner who has both. 
The capital partner/operating partner model is a common form of 
joint venture.  In this model, the equity capital is predominantly 
provided by the investor with the operating partner, or sponsor, 
providing a small amount of capital which the investor judges is 
sufficient to hurt the sponsor were the project to fail.  The sponsor 
is then tasked to manage the project in accordance with the agreed 
business plan and receives a management fee.  On exit, the sponsor 
receives a percentage of the surplus that is disproportionate to its 
equity entitlement, the difference being referred to as a “carry” or 
a “promote”.
From a sponsor’s point of view, another attraction of the capital 
partner/operating partner model is that it can put less capital at risk 
and leverage its skills to obtain a carried interest/promote.
Another popular form is the “platform” or “programmatic” joint 
venture.  Here the investor commits to provide an equity line to 
a joint venture and the sponsor commits to originate transactions 
within the business plan parameters with a view to building up a large 
portfolio of assets.  The exit is usually expected to be an IPO, a trade 
sale of the shares or a bulk asset sale.  Again, the sponsor manages 
the portfolio as it is being assembled and is paid a promote on exit.  
The advantage for a sponsor is that it can have the confidence to bid 
for assets knowing that it already has the equity available.
Of course, in deciding to joint venture a transaction, a party will 
have to accept that it is giving up control of the decision-making 
process to a large extent and that its joint venture partner will have 
to be kept comfortable throughout the project.   
The relationship between joint venture partners will differ depending 
on the equity percentage that each holds.  A 50:50 joint venture 
between two large investors will look very different to a capital 
partner/operating partner model where the shareholdings are 95:5.

4 UK Joint Venture Structures 

There are many different structures that can be used in the UK for 
a joint venture (and often more than one is used in combination).  
These include:
■ partnerships;
■ limited partnerships;
■ co-ownerships;
■ Jersey/Guernsey property unit trusts;
■ limited companies;
■ limited liability partnerships;
■ equity sharing leases; and
■ contractual arrangements. 
The choice will depend on a number of factors including the desired 
tax treatment and the likely exit.  It will be apparent that there is 
a substantial difference between a horizontal structure, such as a 
limited partnership or a limited company, and a vertical structure, 
such as equity sharing leases, but whilst the documentation may 
take a materially different form, the same commercial issues will 
have to be dealt with. 
Whatever form the joint venture takes, what are the key issues to 
consider?

Ropes & Gray LLP Real Estate Joint Ventures
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■ no restrictions on pledging shares to secure debt financing for 
the project;

■ stapling of shares to any shareholder loans;
■ restrictions on minimum holding by the investor where it 

sells part; and 
■ a right of first refusal over the sponsor’s shares when it is able 

to sell.
One of the principal exit mechanisms for an investor is a sale of all 
the shares in the joint venture entity.  This is because the sum of 
the values of the two shareholders’ individual shareholdings may be 
less than the value of all the shares if offered for sale in one lot.  The 
difference will usually be down to control and the residual promote 
payment liability.  The investor is therefore given the right to require 
the sale of the sponsor’s shares, called a “drag” right, if it is selling 
its shares to a third-party buyer.  The sponsor may want to remain 
in the project with the new investor or may want to exit as well and 
monetise its promote at that point.  The agreement will also provide 
that if the investor does not exercise its drag right, the sponsor can 
require the investor to sell its shares, usually called a “tag” right, so 
that it exits at the same time. 
Where the shareholders’ relationship is more equal, investors should 
think carefully before agreeing to give a drag right to the other party.  
In a 50:50 JV, does an investor really want to be dragged into an exit 
it does not want? 

9 Distributions and Promote Structures  

The key provisions in a joint venture will be the economic 
ones and it is important to get these right in the documents.  All 
receipts, whether revenue or capital, net of the sums required to 
settle liabilities, are mandatorily required to be paid to investors 
immediately after receipt – subject of course to the requirements of 
any credit agreement.  This is driven by the internal rate of return 
(IRR) basis for the promote calculation. 
Receipts include rental or operating income, capital proceeds arising 
from a sale or part disposal and any refinancing surplus.  Often, 
equity is put in by investors through a combination of subscription 
for shares and the making of shareholder loans in order to aid 
this commercial requirement and to avoid restrictions on making 
distributions on shares where there are legal impediments.
Liabilities will include costs of sale, sums required to redeem loans 
on a disposal, current liabilities (such as other debts and taxes), 
budgeted expenditure and reserves for contingent liabilities. 
The net surplus will go through a waterfall in the shareholders’ 
agreement which will provide for the return of equity, the payment 
of any agreed hurdle before the promote and then payment of the 
balance in the pre-agreed proportions, which gives the sponsor its 
promote.  There are different ways in which these can be written in 
heads of terms; is the investor prioritised and is there a catch up; are 
there multiple layers of promote; is there an equity multiple as well 
as an IRR threshold?
However, a typical waterfall where the sponsor has invested 10% of 
the equity, for example, might provide for the following: 
■ repayment of shareholder loans pro rata;
■ payment of a sum equal to that subscribed for shares by 

shareholders pro rata;
■ payment to shareholders pro rata until the investor has 

received an IRR of x% or an equity multiple of 1.5x if higher;
■ payment to shareholders pro rata in the proportion 80/20 

until the investor has received an IRR of y%; and
■ thereafter payment to shareholders pro rata in the proportion 

70/30.

In addition to these mandatory calls, it is often provided that capital 
calls for emergency purposes can be made and that a shareholder 
may, but is not obliged, to fund them.
What happens if a party fails to fund a capital call?  Failure to fund 
a mandatory call is a default so the default provisions will apply 
but the documents will also need to provide a mechanism to allow 
funds immediately to be made available to the joint venture entity to 
avoid insolvency.  Typically, the arrangement is a right for the non-
defaulting party to elect to put in the defaulting party’s share by way 
of a loan with an interest rate at equity levels of return.  If the other 
party fails to repay that loan plus interest within a fixed period, the 
funding party can decide either to leave the loan in place rolling up 
interest at the default rate or to convert into equity on a penalty basis 
(e.g.: on a 2:1 basis). 
Optional funding will be treated in the same way but with a substantially 
lower interest rate and a 1:1 or a fair value conversion rate.

7 Exit and Liquidity Event

Investment into these structures is illiquid, like most private equity 
investments.  So whilst the investor will not usually be restricted 
from selling its shares, it will want to know that it can rely on an exit 
mechanism if it is unable to sell.  It is not just the investor who has 
an interest in this; the sponsor is also likely to want a mechanism by 
which it can monetise its promote.
Usually the venture has a fixed life and will provide for an exit after 
the agreed period.  The typical hold period is regarded as three to 
five years, with real estate debt being provided for a five-year term.  
In addition, the IRR hurdle in the promote encourages an early 
retirement of equity, whether through a refinancing or a sale.
The principal exit mechanics, in addition to the investor’s drag right 
(see below) are a mandatory, orderly sale of the property or a buy/
sell. 

8 Transfer Restrictions

In a capital partner/operating partner joint venture, the sponsor is 
treated differently from the investor in relation to transfers.  This is 
because of the need to preserve an alignment of interest throughout 
the life of the venture.  An alignment of interest arises because the 
sponsor manages the project and is rewarded by its promote but puts 
money at risk via its invested capital which it will lose if the project 
is unsuccessful – so it stands to lose something as well as to gain 
something.  Accordingly, the sponsor will usually be prevented from 
transferring its shares until exit by the investor or until the liquidity 
event occurs.  In addition, the sponsor will be subject to a change 
of control clause so that it cannot avoid its transfer restrictions by 
selling the shares in any single purpose vehicles (SPVs) it has used 
to invest and manage. 
The investor, on the other hand, will usually want to be free to 
transfer its shares at any time, although it will sometimes agree a 
lock-in under certain circumstances such as a development project 
where parties are often locked in until practical completion.  There 
is usually no change of control clause for the investor even though it 
may invest through an SPV. 
Typical transfer provisions include:
■ no restrictions on investor transfers outside any lock in;
■ no transfers of whole or part by the sponsor until exit or 

liquidity event;
■ no restrictions on either party’s transfers to affiliates;

Ropes & Gray LLP Real Estate Joint Ventures
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The difference in the last two payments between the 10% that the 
sponsor’s shareholding entitles it to and the specified proportions in 
the waterfall is the promote. 
There are some other issues that commonly arise.  Does the promote 
get paid on final exit or on an interim basis when sufficient property 
sales have occurred that the promote goes positive?  Should the 
sponsor keep its promote if the asset manager is terminated or if it is 
in default?  These need to be agreed on a case-by-case basis.

10  Conclusion

Although this article has only been able to touch on some of the key 
issues that crop up in joint ventures, it will be apparent that there 
is endless flexibility in how these arrangements can be structured, 
what relationships can be established and what differing economic 
outcomes can be agreed.  In part, this is what makes them so popular.  
In a world of international capital flowing across borders it is hard to 
see that the need to use joint ventures as a means of accessing new 
investment will diminish.  Returning to the question with which we 
started, it looks more like a structural shift than a passing fashion.

Ropes & Gray LLP Real Estate Joint Ventures



59 Tanner Street, London SE1 3PL, United Kingdom
Tel: +44 20 7367 0720 / Fax: +44 20 7407 5255

Email: info@glgroup.co.uk

www.iclg.com

■ Alternative Investment Funds
■ Anti-Money Laundering
■ Aviation Law
■ Business Crime
■ Cartels & Leniency
■ Class & Group Actions
■ Competition Litigation
■ Construction & Engineering Law
■ Copyright
■ Corporate Governance
■ Corporate Immigration
■ Corporate Investigations
■ Corporate Recovery & Insolvency
■ Corporate Tax
■	 Cybersecurity 

■ Data Protection
■ Employment & Labour Law
■		 Enforcement of Foreign Judgments
■ Environment & Climate Change Law
■ Family Law
■ Fintech
■ Franchise
■ Gambling

■ Insurance & Reinsurance
■ International Arbitration
■ Lending & Secured Finance
■ Litigation & Dispute Resolution
■ Merger Control
■ Mergers & Acquisitions
■ Mining Law
■ Oil & Gas Regulation
■ Outsourcing
■ Patents
■ Pharmaceutical Advertising
■ Private Client
■ Private Equity
■ Product Liability
■ Project Finance
■ Public Investment Funds
■ Public Procurement
■ Real Estate
■ Securitisation
■ Shipping Law
■	 Telecoms, Media & Internet
■ Trade Marks
■ Vertical Agreements and Dominant Firms

Current titles in the ICLG series include:


	Back to Top
	1 Introduction
	2 Changes in the Real Estate World
	3 Differing Types of Joint Venture
	4 UK Joint Venture Structures
	5 Governance
	6 Funding and Capital Calls
	7 Exit and Liquidity Event
	8 Transfer Restrictions
	9 Distributions and Promote Structures
	10 Conclusion
	Untitled



