
Those tenants who do not have the high income
to take advantage of the tax shelter, the downpay-
ment required, and/or the faith in the continued
price appreciation in condominiums may find that it
is not a good deal to remain once the building is con-
verted. They may be bener off paying t250 to $300
per month rent elsewhere rather than facing a $700
monthly payment on a condominium, regardless of
tax benefits. They have a tremendous incentive to
delay or thwart such a conversion. ln this case the
economics ol the situation are straightforward and so
are the politics.

NOTTS

1. The rent control law is adminislered by lhe Rental Accom-
modation5 Otlice (RAO), which has a board and a 5lalf.

2. The data were Bathered from the files ol the Rental Accom-
modations Oflice (RAO). A li5t of all apa(ment buildints in which
the owner has applied to converl to condominium is maintained
by lhe Department of HousinB and Community Development. The
condo sample contains most ol lhe buildings on lhal lisl. some of
the buildings on the list were not included becaure the most cur-
rent statemenl wa5 not in the RAO files at the lime, since they
were in use, being processed or being refiled; or the information
in the file was incomplete at lhat lime, contained ambituous en-
ries, or was otherwise difficult to interpret clearly. The control
group sample was obrained by seleclint al random one or more
prope(ies in each file of lhe individual file drawers, which are
maintained by the quadrant of (he ciry and street address. This
assured covera8e ol the entire city.

3. The difference in the mean values for the relurn on invesl-
ment betrveen lhe two samples is significant al the .05 level usinS a

one-tailed test for the distribution of t.
:1. Apartmenl and Otfice Euildint Association ol Melropolitan

Washintton, AOSA lnlotmation : fxperience Exchange, 1976.

5. Rent controls were imposed nationwide in 1971 as pan ol lhe
Nixon Administration's wage and price controls and were lifted in
1973. The D.C. renl control went into effect in 1974 bul rents were
rolled back to their 1973 level.

6. Cruen, Cruen Associales, Rert Contro, in New )e.sey: fhe
Sesinnings, consultant report prepared for the California Housing
council, Sacramenlo, Calilo.nia, 19n.

7. U.S. General Accountint Oflice, Rent., Housint: A National
Prcblem thzt Needr ,mmedi.te Attentioh, Washin$on, D.C., No-
vember E, 1979.

8. trank 5. Krirtol, TemFrorary Commission on City tinance, Ihe
Elfecls ol Renl Control and Renl Stabirization in New Yotk Aty,
fifteenth lnterim Report to the Mayor by the Temporary Commis-
sion on Cily Finance, June 192.

9. Charles R. Laverty, Jr, Rent contro, Highlighls: Ellecl on
p?ooreny valuations and Assested valuations fot Ad Valorem Taxa-
tion, or a hobable Ptedicament, mimeographed, Camb.idte,
Mass.chusetts. October 1976.

10. The concept of the gross income multiplier is common in
real estate as a handy valuation device. However,lhere i! no ritor-
ous definition of rhe appropriate level for the GlM. Because of the
current uncertainty in the renlal market, a conrensus i5 not easy to
oblain. But durant this research it b€came evidenl that knowl-
edgeable appraisers believe that a clM of 6 is adequate lor well-
situated properties of good quality. At lhe other end of the spec-
trum, Sternlieb found that the CIM for slum propenies was in the
rante of 1 to 2. Refer to: CeorSe Slernlieb, fhe lenement tand-
,ord (Easl Srunswick, N.r.: Rut8ers University Presr, 1966).

11. Eetween 1975 and 1978 condominium and cooperative
apartments accounted for 18 percenl of all housing of five or more
units. U.S. Depanment of Commerce, Cuftent Housint Repons,
Market Absotption ol Apanments, H-13G&Q1, ,une 1979.

12. Shlae5 & Co., Condominiufi Converiionj in Chrcatoi facts
and ,rsues, Chicato, 1979.

13. Development Economic5 Croup, Condominiufi and Coop-
etative Convefiions in the District ol Columbia, Washington,
D.C., 1979.

14. Accordint to the D.C. Housing and Commr.rnity Develop-
ment Departmenl, there were approximately 8,0m condominiums
in the city as of year-end '1979. Dala from the Annuel HoutingSut-
vey: 1974 \U.5. Bureau of the Census, Currenl Housing Repoftt,
Series H-170-7+1E, Housing Characteristics for Selected Metropol-
itan Areas: washintlon, D.C. - Maryland - Virginia SMSA)show
a total of 134,900 housing unils in buildints ol five or more
units.

15. AOBA, loc. cit.
16. Specitic dala on condominiums in D.C. are contained in the

Development Economics Croup study already referenced.
17. Developmenl Economics Group, ioc. cit.

The 1980s will present the Breatest structural changes
in real estate f inancing since World War ll. Major
changes will occur in the availability and sources of
financing as well as its terms and conditions. A re-
aligned real estate industry, significantly different
from that of the past 35 years, will develop as a

consequence.

NEITHER A IENDER
NOR A LENDER BE

by Samuel Zell

Real estate lending will see a major reduction in the
loan-to-value ratio. Past development loans have
ranged {rom 75 percent to 100 percent of capital re-
quirements. Developers encouraSed lenders to make
"full loans," because more {unds were available than
there were opportunities. As funds become short,
lenders will have no incentive to advance higher
proportions of the total cost. Lenders will perceive
correctly that advancing funds and taking risks in de-
velopment situations is the equivalent ol owning,
and will happily be owners. Along with this transition
will come the disenfranchisement of the small real
estate borrower and the less-than-totally credit-
worthy corporate customer. The availability ol profit-
able loan business will result in a Breater diversifica-
tion and a gradual movement by lenders away {rom a

concentration of investment.

Creative Approaches To financing
The future orientation and form of real estate fi-
nancing will reflect new approaches. Funds will be
borrowed on short-term, fixed-rate loans - 90 to
180 days - or {or longer terms at some increment
to prime or the London lnterbank rate. Long term
will be defined as 5 to 10 years interest-only loans
of no more than 50 percent of value. Loan criteria
will become so conservative that all but the most
creditworthy and heavy equity opportunities will be
precluded from the market. A new array of debt in-
struments carrying equity characteristics will meet
equity requirements:

o convertible debt instruments in real estate com-
panies or lrusts;

. debt instruments with fixed rates adjusted by the
Consumer Price lndex;

. debt offerinBs made to the public or institutions
and

o rights offerings relating to specific real estate,

Sho age Of Available Capital
The most important alteration relates to the availabil-
ity of funds. The industry in the'80s will experience a

shortage of available capital, resulting in a de facto
allocation system. Deferral of capital expenditures
over the past 15 years combined with new challenges
will result in a demand for lunds much greater than
the supply. ln such a marketplace, funds will move
toward that portion of the economy providing the
Breatest degree of profitability while maintaining
security. This criterion will discourage lending insti-
tutions from advancing funds lo questionable proj-
ects or advancinB a high percentage of the total value
of the project.

The'80s will be a time when capital is allocated ac-
cording to a system of priorities with security and
stability at the top of the list. ln a business climate
of capital shortages, lenders are unwilling to take
much risk. The attraction of high-risk, high-yield
loans pales when profitable moderate spreads are
available. Less than top-quality credit will find the
marketplace inhospitable. Funds will be allocated
within the credit market based upon rate only - not
risk. Only minimal levels o{ risk will be acceptable.

Safiuel Zell isthe toundet and principal sto.kholdet ol Equity Financial
and Management Company in Chicago, lllinois, wherc he is imattlY
responsible fot negotiation, financing new venturcs and long-letm
plannjn9. His involvemenl in rea/ eslatecove.s varre4 iormsol propeay
ownefihip, mane9ement and financing- He ha\ contribuled tevetal
articles {o Real Estate Review.
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or to companies or combinations thereof, will re-
place the shrinking debt element in real estate
ownership.

As interest rates have moved from 6 percent to 18
percent, the cost of construction financing as a per-
centage of total project cost has tripled over the last
10 years. The increase in construction interest as a

factor in the construction budget requires innovative
efforts to reduce the cost of money during the de-
velopment period. An obvious method for reducing
interest costs is increasing equity investments.
Another method will be for real estate companies to
go into the commercial paper market and issue
short-term paper backed by bank letters of credit or
surety bonds. This reduction emanates from the ten-
dency of commercial paper rates to float from 200 to
300 basis points below prime. Since the cost of con-
struction financing is a greater portion of total cost,
bringing innovative ideas and equity into this phase
of the business becomes even more critical when
competing against developers such as insurance
companies and pension {unds, which have a much
lower cost of money.

Creative linancial thinking will be required to make
real estate transactions in the '80s feasible. Layered
financing such as ground leases, fixed-payment
schedules with variable underlying interest rates,
master leases and other fragmentations of the various
factors inherent in the structure of transactions will
be used in attempting to reduce the debt service
requirement of new development projects. This type
of segmentation is advantageous in matching diverse
interests with portions of a project that achieve their
respective goals. An example of same is the subor-
dinated ground lease and the leasehold position.

The nontaxpaying entity which owns a nondeprecia-
ble segment of a project such as the ground
makes available the leasehold to a tax-conscious
investor who will accept a lower yield to achieve tax
benefits.

loint Venture Participation
Sources of real estate financing throughout the'80s
will differ only in the form and willingness of partici-
pation and in the expected yield {or the ef{ort. Tradi-
tional sources of lendable funds such as savings
banks, savings and loan associalions and banks will
alter materially their role in the real estate economy.
lnstead of being prime sources ol lendable funds,
they will be aclive participants as joint venture and
equity partners. They will adjust to using less of their
own capital while playing the role of conduit for
other people's capital. Consequently, a bank, origin-
ally very conservative, will enter into conslruction
loans that will be joint-ventured with pension funds,
taking a small piece of the transaction and laying o{l
most of the loan to a pension fund. The bank will
then provide equity funds at the higher risk levels for

commensurate ownership rewards. The nature of the
bank's role as a conduit requires a reduction in the
risk quotient of lending. Consequently, there will be
additional momentum toward lower percentage of
value loans with other branches of the same institu-
tion participating on the equity side.

Recently much has been written about the new
"joint venture deals" being done with insurance
companies, and commonly referred to as 50 - 50 JVs.
ln these deals, the insurance companies put up all
the money in a combination of debt and equity. tor
example, a lender will provide 65 percent to 70 per-
cent of the total cost of the project in the form of a
fixed-rate mortgage of 5 to 10 years. A kicker to this
mortgage will require the borrower lo give the
lender 20 percent of the net as additional considera-
tion. The insurance company provides the remaining
30 percent to 35 percent of the funds as equity. This
equity carries with it a 10 percent to 12 percent cumu-
lative preferred return and 50 percent of the owner-
ship. The developer is responsible for completing the
project and usually for meeting delicit cash flow re-
quirements needed to fill up rhe project. The de-
veloper retains a 50 percent ownership position.

Despite the nominal description of a 50 - 50 transac-
tion, the developer in reality has less than 20 percent.
The impact of a cumulative yield on an equity of
35 percenl of the total cost of the project defers the
benefits ol ownership to the developer joint venture
partner for at least five years. During the life of the
partnership, il there are dislocations or other reasons
for reduced cash flow {rom the project, the devel-
oper, who may have spent five years catching up, can
go into the hole quickly.

This form of joint venture represents a transition
from the insurance company as lender to the insur-
ance company as developer./owner. ln lhe last
decade, insurance companies have gained experi-
ence and confidence in the area of development.
Companies such as Prudential Life lnsurance Com-
pany, Metropolitan Life, Northwestern Mutual Life
lnsurance Company, Safeco lnsurance, Equitable,
Aetna and others have been participants in joint ven-
tures in many major development projects. They
have been forced to take over and complete many
ill-conceived or u ndercapita lized joint ventures,
thereby gaining valuable experience. There are
numerour examples ol major insurance companies
beginning projects with no developer,/partner.
Another alternative is for the developer to put the
transaction together and then sell it to the insurance
company. ln the future, as insurance companies
realize that the most important commodity required
for successful development is low-cost, available dol-
Iars, the transitional 50 - 50 deals will disappear.

Pension Funds As Source OI Capital
The biggest potential source of funds by far is pen-
sion funds, a growing armada of capital needing to

side. The converter must add in his own markup to
cover his costs including interest and payment for
his own time.

Because of the hiBh interest costs involved the con-
verler will desire as many existing tenants as possible
to stay on as condominium owners. Since he will do
well if 50 percent stay on, he will usually offer them
substantial incentives including discounts on the
sale price.16

The incentives for existing tenants to remain after a
building has become a condominium are often diffi-
cult (or the tenant to see. Consider again the hypo-
thetical example: the rent in the average building
that is likely to be converted is in the range of i250 to
$300 per month. The economics of condominium
conversion as outlined would result in a selling price
for the finished unit in the neighborhood of
$60,000." From the standpoint of the purchaser a
mortgage for 80 percent of value at an inlerest rate of
12 percent with terms of 20 years would result in a
monthly payment of $450. To this must be added the
property tax which would be approximately $100 per
month. The property tax would be based upon the
current sale price o{ i60,000 rather than the average
value as a rental which is approximately $15,000. As a
result property taxes would increase three- to four-
fold. ln addition, there is the condominium fee in the
range of $150 per month which covers the common
areas, some ulililies and services.

The conversion has increased the occupancy cost lo a
condominium owner to more than double the for-
mer rent ol $250 to $300. The unit is essentially the
same as a condominium as it was as a rental. Al-
though there will probably be some upgrading, the
address is the same.

Even with an increase throuSh conversion in the
price of the accommodations, it may be attractive as a
condominium to some of the existing tenants. Those
in high tax brackets can enjoy the benelit of writing
olf a considerable portion of the monthly cost by
deducting interest and property taxes. ln addi-
lion, there is the possibility of appreciation offering a
substantial return. lf property is appreciating at
5 percent to'15 percent per annum, the combination
of tax deductibility and price appreciation may make
the decision to remain as a condominium owner a
sound one.

Consider again the hypothetical example in Table 5.
A condominium owner in the 50 percent tax bracket
would have after-tax expenses of $420 per month as
opposed to pretax expenses of i700. The after-tax dif-
ference between owning and renting is approximate-
ly $120 to $170 per month. However, the condomini-
um probably would be appreciating and in this case,
would have to appreciate at the rate of I percent per
annum to recover the initial outlay of $12,000 plus the
monthly deficit in live years. During the 1970s, con-
dominiums and other properties in the District ap-
preciated at rales above I percent. Civen these
assumptions, the step from renter to condominium
owner would be sound.

TABIT 5

Economic factors in a
Typical Condominium Conversion

Lendlord's view:

Value as rental property (per unit) t1s,000

Develope/s viewl

Sales price to condominium developer

Expenses to ref urbish,/rehabilitate

Settlement costs and commission

Developer's markup

Sales price as condominium

lnterest expense ro developer

Margin to developer

Less taxes

Net martin to developer

t25,000

10,0m

5,000

20,000

60,000

6,000

14,000

7,000

7,000

Tenant's view:

Current apartment renl (per month)

Price as condominium

Downpayment on condominium (20%)

Monthly mortSa8e payment
i'20 yea's, O0oA ofvalue, l2 rate)

Property taxes (per month)

Condominium fee (per month)

Total occupancy cost (per month)

$2s0-3m

60,000

'12,000

450

1m

150

$

7N

The most significant cosl is interest expense. ln the
hypothetical conversion as described and shown in
Table 5, the converter would have invested approxi-
mately $40,000 per unit. At an interest rate of 15 per-
cent per annum, holding cost would amount to
$6,000. lf the holding period lasts longer than one
year, the interest expense would go up accordingly.
ln this example the converter is le{t with a margin of
$14,000 after payment of interest costs. Assuming that
the converter is in the 50 percent lax bracket, his
prof il on the conversion would be $7,000. Civen the
risk involved in these kinds of transactions, this does
not appear unreasonable.
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again. As of December 1978 the District had approx-
imately 8,000 apartments that had been built as or
converted to condominiums.l3 ln addition, landlords
had applied for eligibility to convert an additional
14, 2 apartment units. The potential for condomin-
iums in the District was approximately '12 percent of
the existing multifamily units.14 Many citizens be-
came alarmed and felt this might be a trend leading
to a significant reduction in the rental stock in the
District.

To convert rental units to condominiums lhe Dis-
trict's Condominium Act of 1976 requires that:

. The unit being converted is a high-rent accom-
modation;

. A majority of the tenants agrees to the conversion;
or

. The vacancy rate in the District for non-high rent
accommodations is above 3 percent.

Prior to conversion landlords are required to give l20
days written notice to tenants, who must be given
right of first refusal to purchase. Relocation assist-
ance as required by the law must be made available
to displaced tenants.

Condo Locations
Although there are concentrations ol apartment
buildings throughout the city, since 70 percent of all
the households in the District rent, condominum
conversions are not scattered at random across the
city. Rather, more than 90 percent of all actual con-
versions and requests for eligibility to convert are
concenlrated in three relatively well-defined sec-
tions of the city, in the northwest quadrant radiatinB
out along major arteries. The first major concentra-
tion of condominium conversions is the area alonS
Wisconsin and Connecticut Avenue, characterized
by many large apartment buildings in a relatively af-
Iluent part of the city. The second area occurs in what
is loosely defined as the Capitol Hill area, a neigh-
borhood that surrounds the Capitol, the Library of
Congress, and the Supreme Courl. lts boundaries are
undefined but seem to enlarge every year due to its
popularity. ln the Capitol Hill neighborhood, build-
ings tend to be the smaller, walk-up variety. The third
area of concentration is loosely referred to as the
Shaw-Adams-Morgan-16th Street area, which eman-
ates from the central business district in a northward
direction and is characterized by many large apart-
ment complexes.

fconomics Of Condo Conversion
Are the condo group buildings different from other
apartment buildings in the city? When the condo
group sample is compared with the control group, it
becomes apparent that those seeking to convert are
significantly diflerent from the ordinary apartment
buildings in the District. One outstanding character-
istic is that they are the largest of the apartment

buildings, with an average size of more than 90 units,
compared with a citywide average of less than
20 units per complex. They also have significantly
higher rentals, with an average monthly rent of S257
versus t'184 for the control group. ln terms of
assessed valuation the condo group was assessed at
more than six times the average of buildings in the
control group.

The condo group buildings are also more profitable
than other apartment buildings in the city. The aver-
age rate of relurn on investment was 5.1 percent for
the condominium sample as opposed to 3.9 percent
for the control group. Among the condo group the
highest returns were found among the large apart-
ment buildings in the Wisconsin-Connecticut Ave-
nue corridor.

The Apartment and Office Building Association o{
Melropolitan Washington maintains an experience
exchange of apartments in the city. The condomin-
ium buildings in northwest Washington compared
{avorably with the AOBA sample and appeared to be
more profitable.lt Thus, the condominium conver-
sion cannot rest entirely on a lack of profitability
since these buildings tend to be more profitable on
the whole than all of the other apartment buildings
scattered throughout the city. Factors other than lack
of pro{itability are at work as incentives in condo-
minium conversion. Were the sole incentive the
squeeze between income and expenses brought on
by rent control, then one would expect that more
buildings that had lower rates o{ return in other parts
ol the city would be seekinS to convert.

A better understanding of the incentive for owners
to convert {rom rentals to condominiums and the
desire for tenants to have the building remain rental,
can be gained Irom looking at the basic economics of
the situation. There is a change both in value and in
ownership and tenure once a rental building is con-
verted to condominium,

The basic economic framework in a conversion is

shown in Table 5. ln 1978 the average assessed valua-
tion per unit was $14,296 in those buildings seeking
to change their status. When such a building changes
hands to a condominium converter, the price is likely
to be higher than the assessed valuation if the build-
ing is otherwise eligible for condominium conver-
sion. The exchange value is likely to be in the neigh-
borhood of $25,000 per unit. The converter will face
expenses lor recording, settlement costs and sale
commissions, which historically have been on the
average of $5,000 per unit. Dependin8 on the state of
the building, the conversion process is usually
accompanied by some amount of rehabilitation.
Minimum rehabilitation usually will include putting
in new appliances and floor coverings, repainting
and refurbishing the landscape and common areas.
Such refurbishment usually will run Irom $5,000
to $10,000, most likely tending toward the high

diversify in real estate. To date, pension funds have
dabbled in the market and gained some experience
by buying mortgages, participatinB in insurance
company blind pools and investing with insurance
companies direaly in speci{ic investments. ln the'80s
pension funds will continue to pursue these routes,
de-emphasizing mortgage portfolio acquisition and
becoming more aggressive. They will continue to
pursue ioint ventures with major insurance com-
panies which are responsible {or investment and de-
velopment. Banks will become a major factor in
brokering transactions to pension funds. They will
also joint venture them through various equity in-
vestment arms, either already established or being
built by most of the major banking institutions.

ln the next five years, a Iimited number of public real
estate companies will be created that will compete
directly in size and sophistication with major insur-

As available capital becomes dearer, pension funds
will exercise more influence in structuring and parti-
cipating in ioint venture transactions, commensurate
with the number of dollars available. While insurance
companies are already set up to be owning entities,
pension funds have not done so yet. Both to protect
their tax-free status and because of their fiduciary
responsibility, pension funds probably will not create
their own real estate investment departments, but
will continue to rely on third party advice, participa-
tion and partnersh ips.

Advent Ol Public Real Estate Company
A new, major factor - the public real estate com-
pany - will begin to play in the market of the'80s.
An integral part ol its success will be its ability to sell
various forms of participations, debt instruments and
equity involvement to pension funds. Pension funds
will find this form of investment group both a diversi-
fication and an opportunity to produce a better yield
than participating with the insurance companies and
banks in broader, conservative investments.

ln England, Japan and Hong Kong, capital for the in-
ternational real estate market is provided through
public ownership of stock. Ownership o{ entities
which in turn own real estale assets has been the pre-
ferred method ol participation, rellecting both a high
degree of sensitivity to liquidity and a customary
method of access for small investors. The sole excep-
tion to lhis has been the Unired States where the
stock market has been earn in gs-orien ted rather than
cash flow and asset-oriented. Examples of unsuccess-
ful anempts to change this orientation include Tish-
man, Monmouth Properties, The Hahn Company
and Ceneral Crowth Properties. These companies
had to announce liquidations in order to get the
market to reflect their true value. Other companies
such as Rouse are encouraging asset valuation by
reporting market value as well as historic cost.

ance companies and foreign real estate companies.
Publicly-owned and traded real estate companies will
use that status both for credibility and for the ability
to issue various kinds of financial instruments to raise
capital such as convertible debentures, equity par-
ticipations in various speci{ic real estate ventures
convertible into share ownerships or asset owner-
ship, and other {orms of quasi debt/equity. These in-
struments will provide major sources of capital such
as the pension funds with access to the real estate
market.

A key element in the creation of these entities is the
credibility that comes with being a major-sized, pub-
lic New York Stock Exchange entity. This credibility
allows for the issuance of both privately-placed and
public securities, a task more difficulr for a priyately
held company of comparable size. These entities will
represent the last entrepreneurial participation in
what is rapidly becoming an institutional real estate
investment environment. [qually important in en-
couraging public companies is the increasing trend
toward recourse financing, which encourages
growth of large monolithic companies that provide
major balance and diversification to cover difficult
periods in various geographical areas. The existence
of large real estale net operating loss carry forwards
will provide an ideal opportunity for building equity
in a major public entity. These net operating losses,
primarily in REITs of the'70s, could add net worth
without dilution by combining them with income-
producing activities such as condominium conver-
sions and land development.

lmpact Of Changes
Having assumed that these major changes are either
occurring or will soon occur, it is necessary to at-
lempt to determine their impact. A distinction is re-
quired between real and apparent risk. Permanent,
secured real estate lending primarily has been non-
recourse. With minimal or limited equity, the risk is
on the lender and the reward inures lo the borrower.
Construction financing is recourse, but there have
been rare examples ol deficiency judgments. Al-
though the borrower is legally responsible for the
debt, lenders have often been willing to release the
borrower and take a deed in lieu of foreclosure. This
nonaccountability emanates from a debtor-oriented
legal system that provides ample opportunity for
dilatory taclics. The new bankruptcy laws further im-
peril the lender with cram-down authority to the
judiciary. ln the past real eslate lenders assumed the
problems of bad debts as a cost of doing business to
achieve a prescribed volume level. ln periods of cap-
ital shortage, lenders will be able to reorient the risk-
reward ratio by the uhimate form of discipline -equity investment.

ln reviewing their past performance and benefiting
from hindsight, lenders will be less willing to under-
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take workout arrangements on projects in dif{iculty.
They have found rhat a material percentage of their
previous real estate losses could have been recouped
by taking title and reselling the property. ln an infla-
tionary climate, defaulted real estate loans will be
viewed as an opportunity rather than a problem. This
changed perception increases the risk to the bor-
rower, who had been confident that in difficult times
aid was available from lenders. These changed cir-
cumslances will require better capitalized owners
with deeper pockets. The owner who ultimately
looked to the lender as a partner will have to adjust
to the new realities.

The combination of more equity and less debt re-
duces leverage to the real estate investor. Fixed-rate
leverage in particular has an impact on investment
return. This yield curve is accelerated by double-digit
inflation, which rewards the investor at the expense
of the economic system. As available debt decreases
as a percentage of total investment, and as the inter-
est rate becomes variable rather than fixed, this
measure of reward will shrink.

The role of the entrepreneur is undergoing major
modification. Entrepreneurs throughout history have
participated in the origin, implementation and own-
ership of real estate projeas. The availability ol long-
term, nonrecourse and fixed-rate debt reflected the
surplus conditions of the money markets. Lenders
were satisfied with a perceived spread between
money costs and the yield generated. A casualty of
this transition period will be the ownership role of
the entrepreneur. Although ample opportunity exists
to assemble and package future projects for institu-
tional ownership, the institutions will opt for long-
term 100 percent ownership. Entrepreneurs will also
assist by providing development and management
services to inslitutional owners. The passing of the
entrepreneur as a real estate owner is likely to de-
crease the efficiency of real estate development. As
corporate accountability increases and overhead be-
comes signilicant, the chain of command will be-

come more bureaucratic and costly. This diminution
in profitability will not discourage participants since
the remaining yields will still exceed ahernatives.

Perhaps the most profound impact on real estate in
the '80s will be the reduction in development. New
construction will increase initially as many new
players sample the water. 8ut a shakeout will follow
as various institutions make commitments to long-
term, owned real estate. A corollary to capital short-
age conditions is a reevaluation of the underlying
premise of development. Whereas development his-
torically has been for future demand, development
will be a response to pent-up demand. Both vacancy
factors and the occupancy risk of the development
process will decline in importance. Elimination
and./or reduction of this risk makes real estate
more attractive to institutions. Reduction in available
alternatives and economic strength of ownership will
result in a much greater cost of occupancy in a

buyer's market. Available space will command pre-
mium rents.

Summary
The structural alteration in the real estate financial
system probably will have a major and long-term im-
pact on future growth and development in this coun-
try. The lending function has been downgraded in
both importance and impact. The ownership man-
tle is drifting to the source of capital, and the cap-
ital requirements to participate in the industry are
increasing exponentially and will preclude ease
of entry.

Mirror, Mirror On The Wall
Will There Be Any Loans At All?

Will Deals Be Done Based On Leverage?
Or Will Equity Be The Only Severagei

Turn This Decade And You Will See,
An I nstitution al ly -Owned I nd ustry.

for the condo group. Cenerally the gross income
multiplier should be somewhat higher, in the range
of 6 or 7.10 One caveat is that assessed values used
may not always match actual market values, so that
there may be some bias.

Considerable room for error exists in appraising
properties for tax assessment purposes. ln a rising
market assessed values may tend to lag behind
market values; in a falling market, the reverse is true.
The direction of bias can be estimated if the direction
of the market is known. tor example, in the District
the direction of market values in the single-family
sector is up, with most properties appreciating in
value. This lrend has been substantiated by the D.C.
assessor. However, there has been no comparable
systematic study of property values in the multi-
family stock and many opinions are offered as to
whether apartment houses are rising or {alling in
value. Conversations with appraisers in the assessor's
of{ice give the impression lhal any bias in the estima-
tion of value amonB apartmenls is toward the low
side, that is, assessed value is below market, but this
has not been proved.

ln this analysis the issue of the degree of bias in
assessed value is important but not critical. lf assessed
values are below market values, the return calculated
is too high. Conversely, if assessed values are higher
than market value, then calculated returns are too
low, which is the most critical. ll assessed values are
20 percent above market, then the average return on
investment rises from 3.9 percent to 5.8 percent, slill
well below the allowed I percent. Therefore, the
conclusions are not sensitive to substantial errors in
the assessment of value for property tax purposes.

One would have to conclude that valuation of rental
property as a percentage of its income is on the low
side compared with real estate investment in general.
These are low rates of return compared with what
real estate investors normally desire. Based on this
evidence it would appear that multifamily values in
the District are lower than what they would be in the
absence ol rent control.

Without the ability to raise renls as warranted by
increases in operating expenses, many property
owners have applied {or reductions in their assess-
ments. Many reductions have been sustained be-
cause of the diminished income capacity of the
buildings. ln these specific instances the decline in
value of apartment buildings does lower the tax roll.

lnhibition Ol Rehabilitation
All housing at some time or another requires maior
renovation to sustain a certain level of housing ser-
vices. Certain subsystems, such as lhe heating plant,
electrical wiring, roof and other features, will need
periodic replacement.

A landlord contemplating a major investment in an
existing apartment building does so on the basis that

the investment will yield a return commensurate with
other investment opportunities. Substantial rehabili-
tation of a bu ilding will probably require raising rents
to compensate for the increased investment. lf the
required increases can be passed on to tenants in the
form ol higher rent, the investment will make eco-
nomic sense.

Substantial rehabilitation is defined in the Rent Con-
trol Act as improvements or renovations that cost
50 percent or more of the assessed value. To engage
in substantial rehabilitation the landlord must first
petilion lhe RAO for approval, a process which con-
sists of examining the proposed rehabilitation plans
so the RAO can determine the appropriate rental
ceiling a{ter the rehabilitation has been done. After
permission has been obtained the new rent can be a
maximum of 125 percent above the pre-rehab rent.

Of those properties seeking certificates of eligibility
for conversion, 16 percent had also submitted peti-
tions for substantial rehabilitation. Among the con-
trol group, where the rate ol return is lower, only-l percent - an extremely low percentage - had
submitted petitions for substantial rehab. Substantial
private rehabilitation among rent-controlled build-
ings is not occurring.

CONDOMINIUM CONVERSION

lssues
ln the area of multifamily revitalization the most
contentious issue is condominium conversion, which
raises the ire ol renters, politicians, and owners. Sta-
tistics on condominium conversion show that
although substantial, it is not the widespread phe-
nomenon portrayed. For the nation as a whole the
number of multifamily units built as condominiums
averages approximately 10 percent to 20 percent of
lhe total.rr Conversion of the existing rental stock to
condominiums is a localized issue that varies from
city to city.

One reason often stated for the conversion to con-
dominiums is the deteriorating economic situation of
apartment buildings under rent control. lt cannot be
the only reason because in some cities without rent
control the conversion is proceeding as rapidly as in
D.C. Chicago leads in the number of condominium
conversions with an estimated 35,000.12 However, the
conversion of condominiums in Chicago has tended
to be localized in large buildings near the lakefront.
Condominiums are not generally found al random
throughout the city, although apartment buildings
are certainly in every area.

Condominium conversion became a political issue in
D.C. because of the large number of landlords who
expressed intention to convert their buildings. ln an
attempt to deal with a perceived problem, the city
has had moratoria, which have been on-a8ain-off-
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