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During the past several years great interest in real
estate feasibility analysis has developed.r lt has been
stressed as a prerequisite for both new development
and investment in existing projects. The focus ol the
analysis primarily has been to lustify economically a
particular investment decision from the individual
investor's point of view. This perspective generally
emphasizes investor rate o{ return based on the
availability of project Iinancing, market demand and
rent and operating expense levels. DetermininS user
needs has concentrated on proiect operatinB income
and investor return requirements which often have
overshadowed the impacl that the public sector has
on the Ieasibility of real estate investment.

ln many instances the role o{ the public sector in land
use decisions has been ignored completely., This has
happened despite rapid expansion of local, state and
Federal levels of the public seclor's role in a{fecting
land use decisions. As a result, although an investor
may have obtained a feasibility analysis indicating
enough user demand {or an acceptable investor
return, the project may be dropped due to lack of
public support. ln many cases this is because the real
estate analyst has not included the public's perspec-
tive affecting the land use decision as an integral part
ol the feasibility analysis.

The result of this oversight by an analyst often leads
to ill will between the develop,/investor and the
public, not to mention the deterioration ol the
client's faith in the analyst. This disagreeable out-
come might be avoided if the public sector is viewed
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as a partner rather than an adversary in the develop-
ment process.

A framework which incorporates the public sector
perspective in real estate feasibility analysis is

needed. To develop this Iramework, the land use
decision environment must be viewed as a partner-
ship between the public sector, investors/prod u ce rs
and users. The acceptance of this partnership rela-
tionship requires that each partner examines and
considers how the other partner's needs are met in
land use decisions affecting a particular site.

The Land Use Decision Environment

A realistic view must be taken of the key participants
involved in the process in order to analyze the land
use decision environment. ln a broad sense, these
participants include the public sector, developers/in-
vestors or producers, and consumers or users.l Any
land use decisions which affect any site or parcel of
land will require interaction among these three
parties. This interaction suggests the need for coop-
eration wilh the ultimate understanding that the
three participants are not adversaries but partners.
While the specific goals of the individualparticipants
may differ, the participants must recognize each
other's needs and work within a partnership atmos-
phere. Each must survive the short run and prosper
through the IonB run to achieve equilibrium.

The short run constraints for each participant revolve
around their cash management cycle. Developers
must be able to meet their short run cash needs and
remain financially solvent in order to successfully
complete the development process. This requires
them to accurately estimate, control and finance
development expenditures and complete the project
on time.

The public sector participants are faced with a similar
cash management problem to finance or fund public

During the last decade real estate has been receiving
widespread attention as an attractive investment,
probably due to the relative price changes il has un-
dergone as well as the increasing awareness of its tax
shelter benefits.l Substantial advances have been
made in the theory ol the investment decision; how-
ever, considerable debate has arisen over the best
measure to use in ranking investment proposals.2
Ellwood, Strung, Friedman, and Messner and Findlay
believe that the internal rate of return (lRR) or some
variation is the best measure to use. wendt and Cerf
believe a net present value (NPV) model is best.

This paper develops an NPV model that will lead to
maximization ol the investor's current wealth, an
objective consistent with the goals of a rational in-
vestor.r The model can be used by the real estate
investor to determine: 'l) the investment decision;
and 2) the holding period that leads to weallh maxi-
mization. Sensitivity analysis will be perlormed to see
how a wealth maximizing solution is alfected by
changing some of the impact variables.

lnvestmenl Decisions: Obiectives And Crileria
The first step of the investment decision is to identify
the investor's goals. Then appropriate criteria for
reaching these goals are selected. Reasons for invest-
ing in real estate are: 1) investment security; 2) avail-
able cash flows;3) Iinancial leverage; 4) tax shelter
benefits; 5) property value appreciation; 6) equity
position; and 7) in{lation hedge. The basic under-
lying objective is maximization of current wealth.'
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Measures of ranking investment proposals have been
developed and are the internal rate of return (lRR) or
some variation, and the net present value (NPV)
method.

The IRR has received siBnificant attention as the
standard measure of return on equity investments in
real estate.t The Ellwood and lnwood rates are in es-
sence the lRR. Finance literature has long recognized
the pitlalls of using the IRR as a measure of ranking
investment proposals.o ln 1955 Lorie and Savage
pointed out the possibility of multiple lRRs when the
cash flows have more than one sign change.T Also,
maximizing the IRR will not lead to wealth maximiza-
tion.s ln recognition of the problems of the IRR
method, other measures based on it were developed
including the adyusted IRR and the Financial Man-
agement Rate of Return (FMRR).

The adjusted lRR, developed by Strung in recoS-
nition of the reinvestment rate assumptions of the
lRR, is a modified IRR that allows for cash f lows to be
invested at some realistic reinvestmenl rate. A
shortcoming of this measure is that it does not ac-
count for other problems such as multiple lRRs.

The IMRR was designed by Messner and Findlay
in an attempt to account for all shortcomings of the
lRR. This measure still introduces a bias in calculating
the rate of return generated by a particular invest-
ment. The prespecilied reinveslment rate of the
FMRR may be no more appropriate than the IRR of
the investment.

Given all the problems of the lRR, any variations still
contain a bias. The NPV method avoids these prob-
lems, correctly discounts at the opportunity cost of
funds, and is precisely the same thing as maximizing
the investor's current wealth.

The Wealth Marimizing Model
The traditional model of real estate investment de-
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cision making can be written as lollows:e ment. Steps to determine maximum n* NPV are
as follows:

l. Sel n' = 1, 2, 1, . . -, n, where n = the
economic liie of the investment

2. Compute NPVr, NPVZ, NPV], ...,NPVn
]. Select the n' thal maximizes the NPV

4- li maximum n' > 0, buy the investmenl and
sell in the ye.-rr that corresponds to lhe
maximum nt

tool to stimulate private investment. Tax incentives,
offered with a balance of other necessary public in-
centives 5uch as financing and site preparalion, can
help attracl desperately needed jobs to distressed
communities.

Features such as the 40 percent tax exemption on
interest income or loans to zone businesses are
a bold and creative move to correct a critical capital
shortage for growing businesses. An accelerated de-
preciation provision, currently not included in the
legislation, would be an added attraction.

As Kemp's chiel of staff points out, Interprise Zones,

even with all its problems, is the only urban initiative
with a chance of survival in today's political environ-
ment. For all the shortcomings of the legislation,
Kemp and Carcia should be applauded for their at-
tempt to focus the new conservative economic stra-
tegy on the desperate problems of our inner cities.

The new Administration has demonstrated li le
interest in learning from our past experience in
urban revitalization. With the President;s giant step
backward f rom our nation's commitment to help the
u nderprivileged, any positive effort at all will help
keep us lrom the sociai disintesration and chaor that
threatens our societv

E-
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: mortgage amo(iz.ltion in period t
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= income taxes in period I

= sales price in period n

: selling expenses in period n

: capital-gains tax in peri(Xl n

= the expected holding period

= lhe required afler-tax rate of return

The use of the model is twofold:'l) to make the in-
vestment decision; and 2) to determine the holding
period of the investment. To make the investment
decision, the investor would choose a specific n*. lf
NPV associated with that n* were positive, the in-
vestment should be made. However, the NPV for a

specific n* may not be at a maximum. By doing a
complete enumeration over the economic life of the
investment, the maximum NPV could be found.

This model calculates the present value of the inves-
tor's expected after-tax cash flows from operations
and sale given a specific holding period (n). l{ the
NPV associated with a specific n is positive, the in-
vestment should be undertaken. Since real estate
values fluctuate over time, the NPV calculated for a
specific n may not be at a maximum. As stated earlier,
a rational investor will try to maximize current wealth
by selecting the holding period that maximizes net
present value. Finding this holding period requires
the calculation of the NPV for each year of the in-
vestment's economic life. The resale value of the in-
vestment in each year of its economic life also must
be considered. lgnoring these resale values may lead
to a suboptimal investment decision.

Extending the traditional model to allow for selling
the investment in any year, and assuming that all
cash flows are known with certainty, leads to the fol-
lowing model.lo

Comparative Slalics
The maximum nt NPV is a function of the after-tax
cash flows from operations and reversion. Table 1 is

an analysis of the comparative static changes in the
holding period resulting from changes in key vari-
ables. By allowing only one variable to change while
holding all other variables constant, the effect on the
holding period can be observed. For instance, il rents
were to increase (other things being equal), the hold-
ing period that maximizes the NPV would increase.
An increase in operating expenses will result in the
hold ing period decreasing.

TAEIE 1
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ln Maximum nr NPV With Holding Period (n*)
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The holding period of the investment is the period,
n*, that will maximize the NPV of the equity invest-

Simulalion
To illustrate the application of the model, a hypo-
thetical project was proposed.rl An investor con-
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the limited potential for zeroing tax breaks in on a

complex problem.

Such a condemnation of tax incentives as a develop-
ment tool elicits a spirited defense Irom supply siders
like Kemp and others who maintain that tax incen-
tives don't cost the Bovernment anything because
they are unleashing private sector Browlh that
wouldn't pay taxes otherwise. Embry counters with a

documentation of business Browth Benerated by a

Srant program like UDAC that costs the government
X dollars on a budget appropriation but pays back
X+Y dollars in taxes. Any tax break given to one
of these UDAC generated businesses is truly a tax
expenditure.

The supply sider and Enterprise Zoner obsession with
tax breaks rests on the need to try something new
based on a belief that everything the Federal gov-
ernment had previously tried in urban redevelop-
ment was unnecessary. David Smick, chief of staff for
Jack Kemp, likes to ridicule public sector {inancing
by waving a graph showing that 90 percent of all new
businesses finance their ventures from personal or
family savings and only 3 percent use 5BA or other
public loan or loan guarantee programs. Wherever
that statistic came from, it is not applicable in an en-
terprise zones situation where there is a deteriorated
physical plant requiring exlensive renovation or new
construclion. High technology firms, olten cited as
prime zones candidates, are particularly capital in-
tensive. Minority-owned businesses, which should
be a zones target, rely heavily on public financing.

Criticism Of "f ederal Bulldoze/'
A more fundamental flaw of the enterprise zones
concept is the underlying philosophy that all pre-
vious Federal urban redevelopment programs are
failures. Both Butler and Kemp refer to the need {or
an alternative to the "tederal Bulldozer," that is,
something new and different from the ravages of
classic urban renewal where square miles of inner
city neighborhoods were demolished for grand de-
velopment plans that never materialized. Butler
quotes Senator lohn Chafee (R-Rl), a strong sup-
porter of enterprise zones, as saying:

"Since the great'Urban Renewal'surge of the
1960s, all we have been doing is bulldozing great
holes in our cities and throwing billions of Federal
dollars down them. Little has resulted, little has
changed. We need a bold new approach."

Unfortunately for Kemp, Butler and Chafee, how-
ever, the "Federal Bulldozer" died out as a Federal
development strategy 20 years ago. ln the early '60s
the emphasis began to shift to neighborhood-based
rehabilitation programs. Plans were thought out in
cooperation with community organizations or Proj-
ect Area Committees. ,ane Jacobs, in Death and Lif e
of Creat American Cities and Herbert Cans. in Urban

Villagers, helped us understand cities as complex
environments. Simplistic solutions to urban prob-
lems, like urban renewal, led to disastrous con-
sequences.

ln 1968 Congress fashioned the ultimate response to
complex, interlocking urban problems with the mul-
tifaceted Model Cities Program in which improve-
ments of all aspects of neightrorhood life became top
pr ior ity.

The uncontrolled spending on the Vietnam War sab-
otaSed Model Cities before it got under way. When
Nixon froze housing program funds, he signaled a

step away from Federal targeting of programs on
specifically defined renewal areas. lncentive pro-
grams were oflered on a citywide basis. Block grants
allowing greater local government flexibility were
emphasized. Broadbased Federal incentives sought
to stimulate private sector growth, culminating in
Carter's public-private sector partnership for the'80s
and the UDAC program.

Since the "tederal Bulldozer," some programs have
failed and others, such as UDAC, proved effective.
With the revitalization of cities such as Baltimore,
"The Renaissance City," we've learned that the key
to success is a comprehensive, balanced develop-
ment strateSy. As Berkowitz pointed out, balanced
business incentives - financing, site preparation,
labor force training - must work together. Making
the city an exciting place to live is a top priority. As
Schmenner says in his business location study, live-
ability is an "awesome competitive advantage" in
attractinB new business. Support for arts and cul-
tural institutions, entertainment, parks, historic and
architectural preservation, all make a vibrant en-
vironment. A major league ball team or a top notch
symphony may well be more eflective than a 15

percent business tax reduction. A bright and vital
shopping center like Fanueil Hall or Harborplace
may bring a business person to Boston or Baltimore
faster than a ten-year carry forward ol losses. Public
grant support is a crucial part of these activities.

Summary
Unfortunately, nothing in the "Urban lobs and En-
terprise Zones Act" or the entire Reagan economic
program begins to recognize this complex relation-
ship of social, cultural, and physical factors that make
urban redevelopment work. By blindly ignoring our
past history in urban revitalization, the Enterprise
Zones Act is in danger of making the same blunder
that planners made in the '1950s with the "Federal
Bulldozer." A simple, business-ca n-do- it-a Il solution
just will not work. ln the name of cutting government
waste, the Enterprise Zones as an urban policy will
only create more waste,

As one component of a comprehensive urban policy,
however, enterprise zones could be a valuable new

siders purchasing a small office building with the
following characteristics:

Purchaseprice: $88,515
Rent per month: $1,500
Growth rate in rent per yeat: 4%,

Occupancy rate: 95%
Property tax and insurance per month: $200
Crowth rate ol taxes and insurance pet year:4"/"
Operating expenses per month: $180
Crowth rate of operating expenses per yeat:4"/"
Depreciation basis: $78,115
Depreciation method:12 150% declining balance;

component method with replacement of assets
as they reach the end of their useful life

Amount borrowed: $70,812
Length of loan: 15 years
Expected appreciation of property value per

yeat: 4"/"
Selling expenses at time o{ sale: 10'7"

lnvestor's tax rate: 50%
Required after-tax return on equity: 12%

Table 2lists the expected after-tax cash flows, after-
tax equity reversion, the present value of the equity
investment, and the NPV of the equity investment Ior
20 years. To make the investment decision, the in-
vestor would choose a specific holding period n*,
and determine the NPV for that holding period. lf the
NPV is positive, the investment should be made. For

FIGURT
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Brant from the Department of Commerce, is estab-
lishing Business Resource Centers that provide legal,
accounting, marketing and management assistance
to small businesses in a comprehensive sening.

Eerkowitz goes on to explain how site preparation,
financing, and job training can work totether to
stimulate business growth. At Fort Holabird, Balti-
more used an fconomic Development Administra-
tion Brant to purchase land and a $9 million UDAC to
pay lor bridge and road improvements essential to a

$220,000,000 proposed expansion of the Ceneral
Motors plant that saved 5,000 jobs for the city. ln a
neighborhood commercial area in South Baltimore, a
$900,000 EDA grant paid for heating and air condi-
tioning for the local public market and the 5BA and
city combined loan programs to {inance the renova-
tion of deteriorated storefronts. ln three years 50 new
businesses opened and created hundreds of jobs and
millions of dollars in increased tax base.

Park Circle in Northwest Baltimore, often cited as a
prime enterprise zones candidate, is an industrial
park project in a black community wirh a 20 percent
unemployment rate that will use the whole range of
development tools. Public funds will be necessary to
acquire land and build the infrastructure. The city
will back a tax exempt industrial revenue bond issue
for the construction of a Control Data-operated
Business & Technology Center. By providing shared
low-cost legal, accounting, and service facilities,
the center will become a breeding ground Ior new
business. A direct city loan financed the first minor-
ity-owned business. CETA funds pay a private devel-
oper, City Ventures, lnc., to manage the project and
provide the critical link between businesses and the
hiring of unemployed residents in the neighbor-
hood. CETA will also provide subsidies for on-the-job
and skill train ing.

Tax Breaks As lncentives
The experienced City Ventures staff feels that tax
breaks would be a good additional incentive to de-
velopment. However, they and Berkowitz maintain
that without the other public development rools tax
incentives would be ineffective. First of all, new and
small businesses don't need tax breaks because they
don't make enough money to warrant paying taxes.
They are concerned with finding the money to con-
struct and equip their plant, to pay their payroll every
Friday and pay suppliers at the end of the month.
Secondly, tax breaks have a historical tendency to
end up with big businesses anyway. According to
Milt Stewart, editor ol lnc. Magazine, small manu-
facturing firms with sales of less than 9100,000 receive
tax credits of only 5.8 percent of total rax liability,
whereas billion dollar firms get credits amounling to
a whopping 61.1 percent of tax liabiliry.

Third, big business doesn't relocate much, to say
nothing about moving into enterprise zones. Both

Birch and Schmenner provide substantial evidence
that plant migration is not a major factor in economic
development.

Fourth, even for those established trusinesses that do
move, tax incentives are not important in the deci-
sion making process. ln his study of the location se-
lection process, Schmenner lists labor {orce training,
public infrastructure improvements, livability of the
area, and other related factors as being the most im-
porlant. According to Schmenner, tax incentives are
ineffective. His study reported that less than a third of
relocating plants moved to areas with lower tax rates.
Only 14 percent of new plants took advantage of tax
abatements as compared to 38 percent that required
public infrastructure improvements. A 1980 report
from North Dakota indicated that only seven of 125
new firms that received the state's five-year income
and property tax exemption felt that the exemption
contributed signilicantly to the decision on a plant
location.

Fifth, tax incentives are not cost effective. Embry
points to the UDAC program which has a "but for"
provision that limits funding only to those proiects
that have substantial public benefits and would not
go ahead "but for" the UDAC. Tax incentives as in
the North Dakota example are not so efficient when
the same tax breaks go to the 118 firms who would
have located in the state anyway. Estimates on the
slippage of the lnvestment Tax Credit range from 40
to 70 percent of the lost tax revenue going to firms
that would have made the investment regardless of
the tax incentive.

Sixth, tax incentives require expensive lawyers and
accountants. Anyone who has been through an in-
dustrial revenue bond settlement, where thi interest
from the loan is tax free, or through a syndication of
the accelerated depreciarion writL-offi of a low in-
come housing project, is aware of the mountains of
necessary legal agreements and opinions. The
$30,000 average legal fee for an industrial revenue
bond issue has made thal lype of financing prohibi-
tively expensive for the small businesses targeted by
enterprise zones. Japan has two lawyers and accoun-
lants and 75 scientists for every 10,000 people. while
the Uniled Slales has 200 lawyers and accountants
and one scientist for the same number of people. En-
terprise zones will help keep those 200 lawyers and
accountants busy, but might not do much for the
sctentrsts.

Seventh, tax incentives are difficult to target on spe-
cific public tenefits. For example, if the goal is to get
jobs to needy people, a grant program like UDAC on
a case-by-case basis can use some flexibility with
individual developers to establish minimum hiring
and job training goals suitable to a parricular projecr.
Such sharp targeting while retaining compliance
f lexibility is difficult to achieve within the context of
the tax code. The poor response from businesses to
the Targeled Jobs Tax Credit is a good indicator of

TABTT 3

Sensitivity Analysis
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example, if the investor chooses a holding period of
10 years, the NPV would be 918,189. Through rhe use
o{ the model, the investment decision can be made.
This holding period, however, does nor maximize the
investor's wealth. As seen in the table, NPV is maxi-
mized in the 15th year. According to the model, this
would be the holding period. The NPV of rhe equity
investment at the maximum would have a value of
$19,838. This example (porrrayed graphically in the
Figure) illustrates why it is necessary to perform
a complete enumeration over the investment's en-
tire life.

Although the holding period o{ this example was
15 years, all real estate investments do not have a
holding period of this length. The assumptions of the
investment determine the holding period.

Sensitivity analysis to examine the change in the
holding period was performed on four key variables:
1) rent per month; 2) the interest rate on the loan;
3) the growth rate in property value; and 4) the in-
vestor's required after-tax rate ol return. Table 3 lists
the changes in the wealth maximizing holding period
when the model was simulated over various ranges of
these variables. As expected, the direction of the
change in the holding period was the same as in the
comparative static analysis in Table 1. The interest
rate on the loan and the growth rate in prope(y
value had little effect on lhe maximum NPV.

Summary And Conclusions
A model was developed that could be used by a real
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problems, it also becomes the standard bearer for
less government participation, less taxes, and a busi-
ness-can-do-it-all attitude.

As a large-scale solution Enterprise Zones is criticized
in two ways: 1) Tax incenlives are mechanically the
least effective means for the public sector to stimu-
late business growth and create jobs, in comparison
to other public programs such as financing assistance,
site preparation, and labor force training; 2) Enter-
prise Zones and tax incentives ignore the complex
relationship between business Srowth and public
seclor support {or the overall urban environment,
from arts and culture to rodent control, transporta-
tion, and the school system.

As a result, both publicly supported direct loans and
loan guarantees became a key element in economic
revitalization. For example, loan guarantees from the
SBA nol only reduced the risk for the private lender
but permitted longer-term amortization and reduced
monthly debt seryice costs. Direct loans were at a

lower rate of interest because the SBA took advan-
tage of the Federal government's ability to obtain
funds less expensively than private lenders and
further reduce debt service. Urban Development Ac-
tion Crants were structured as "gap" financing -
making up the difference between the amount pri-
vate lenders were willing to invest in a projecl and
the actual cost.

ln most development projects private financinB still
provided the maiority o{ funds while public pro-
grams shouldered some of the risk, satisfied the fund
shortfall, and reduced the effective cost ol the overall
financing package so that the project would be feasi-
ble for both the private lender and the business.

3. Support services - Even after providing a suitable
site and financing to build and operate on, Berkowitz
pointed out that other public programs were still es-
sential to attracting new business and ensuring the
continued viability and growth of that business after
its door opened. First and foremost was labor force
train ing.

A study conducted by Roger Schmenner of the Har-
vard-MlT loint Center for Urban Studies surveyed
4'lo companies owning 18,000 manufacluring sites to
determine the implications for public policy of loca-
tion decisions of large firms. An astonishing 76 per-
cent of the plants listed a favorable labor climate as a

must in choosing a new plant location. A good supply
of skilled workers becomes critical. Schmenner goes
on to describe the successful use of customized
preemployment skill training in attractinS new busi-
ness in the southeastern United States.

lf the goal of enterprise zones is to provide jobs for
the hardcore unemployed who lack marketable
skills, on-the-job and skill training subsidies are es-
sential. New and small businesses in particular cannot
afford the high cost of providing training opporluni-
ties where new workers can often reduce production
output. Not only do new, untrained workers have
low outputs, but they also take up time from ex-
perienced, highly paid workers. Another recent
study from Laura Morlock of Johns Hopkins Uni-
versity documents the successful record of the Com-
prehensive Employment and Training Act (CETA) in
preparing the unskilled for private employment. Two
years after the end of CETA program training, TS per-
cent ol the trainees had permanent, unsubsidized
jobs. AIter Iive years, only 6 percent were still looking
for work which was less than the unemployment rate
in the Baltimore area.

Technical assistance can also aid new and small busi-
ness survival. Commercial Credit, with a Federal

estate investor to: 'l) make the investment decision;
and 2) determine the wealth maximizing holding
oeriod. The model is an NPV approach to wealth
mdximizdlion and by using it the shortcomings of the
popular IRR method are eliminated.

An example illustrated that complete enumeralion
over the life of the inveslment must be performed to
determine the holding period that maximizes the in-
vestor's wealth. Seniitivity analysis showed how
an optimal solution changed when key variables
ch a nged.

ld( h year the rn\e\lor'\ lorecasl would improre (on(erninB up-
coming rash ilon.. Thur, rhe model would become a dvnamic
prograinming probtem. Iechnitalll. the modelwould pertorm the
.".i. the ,n'"'r"r would !elecl the holdrng period lhal md\i'
mrzed erperted rurrt'nl wedllh {bandonmenl oplron\ undel un_
(erl,rint) rre di\(ussed more fullvinCharle!P.Bonrnr, Caprlal ln_

veslmenl Under Uncerlainty Wilh Abandonmenl Oplions,",lour_
nal of f nancial ancl Quantiative Analytis (March 1977), 19-54.

11. The cash flows for thir example were calculaled by a com-
puter program called ,MoDL, which was developed by the Texas

ileal Estati Research Cenler. The basic assumptions ol the program
are: 1) ca5h Ilows can be eslimaled with cerlainly; 2) laxe5 are

computed urtnH lhe 1978 real eslale lar law\ with no provi5ion
madb lor minimum tar. and l) an) year that a neSeli\e(a\h flow iq

oroier ted. the in!e.lor will borrow Iundr at some 'pet rfied short_

ie,m interert rate. These borrowings are repaid wrlh lurure posr-

tive cash llows-
12. The componenl! are depreciated as follows- The land had a

.osr of i1O.4OO or 11.75",, ol the total cost of lhe investmenl.

Assel
Desaription

Per(enl Economic
O, Total Cosl Lile

@@ a@
€
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Ihree Point Development Plan

Testifying before the Business Roundtable on
Enterprise Zones, Bernie Berkowitz, president o{ the
Baltimore Economic Development Corporation
(Bedco), described the key elements of the public-
private sector partnership in economic development,
none of which are included in the Enterprise Zones
Act. As president of Bedco, the city's principal indus-
trial development agency, and formerly the eco-
nomic development coordinator to Mayor Schaefer
of Baltimore, Berkowitz could speak with authority
about the public program he felt played a key role
over the last 10 years in Baltimore's startling renais-
sance. The areas were:

'1. Site preparation - lnner cities lack developable
sites due to their congested, built-up condition. Fed-
eral funds from the Economic Development Admin-
istration often supported the acquisition, clearance,
and consolidation ol sites followed by the construc-
tion of the necessary public infrastructure to create
an attractive environment for business investment.
Help in obtaining necessary building and zoning
permits, environmental clearances, and other gov-
ernment regulatory approvals can also play an impor-
tant role.

2. Financing - A wide range of financing aids
were olfered Ior long-term capital improvements,
equipment and fixtures for a business'physical plant,
for short-term working capital and inventory financ-
inB to ease cash flow problems during the first few
years of rapid growth, and for venture capital fi-
nancing to provide the equity or "risk capital" to en-
courage banks to make the primary long- and short-
term loans. tor new and small businesses which are
the target of Enterprise Zones incenlives, the Iailure
rate is so high that private Iinancing is difficult to ob-
tain. The Birch report estimates that lour out of five
small businesses fail in the first five years. Small busi-
ness Iinancing was di{ficult even when the prime rate
was 7 percent. With interest rates at their recent
levels, obtaining sufficient cash for a business start-
up is extremely dif{icult.

1. A sludy conducled by [ugene Fama and C. William Schwerl,
"Asset Returns and lnflalion, Journal ol Financial fronomics 5

(November 1977i, 1'15-146, eslimaled lhe exlent to which Treasury
bills. Treasury bonds, Common stocks, privale residential real es_

tate, and labor income provided hedges against expected and
unerpected inflation lor the period of 1951-71. The\ lound lhat
rcal a5lale was a (omplete hedSe a8ainsl bolh types ol inflatron.

2. Techniques for the valuation of real estale investments range
{rom rules of thumb - gross income muhiplier (C,M) to dis-
counled cash flow models - net present value (NPV), to compuler
simulation models. Ior a disculsion ol the5e technaques, 5ee C. f.
Sirmans and Aurtin J- lafle, Rea, fJtale lnveslmenr Handbook
Prenri.e-Hall, 1981, Chapter! 8 and 9, and Oakleith l. Thorne,
"Real [nare financial Analysis-The State of the Art," fhe Ap-
orarral /ournal (lanr.rary 197 41, 7 -37.

J. [ugene l. Fama and Merlon H. Miller, Ihe Theoty ol I tndn(c
(lllinois: Dryden Press, 1972, Chapler 1).

4. C. f. Sirmans and Auslin l. lalfe, Real tJlale lnve\tment Hand'
book (Prenrice-Hall, 1981, Chapler 2).

5. Stephen D. Messner, lrvint Schreiber, and Viclor [. Lyon
[rarl<et;ng lnves{ment Real fnale] finance laxalion Iechniques
llllinois: ihe Realtors Nation.l MarketinB Instilutee o, lhe Na-
tional Association ol Reahorrri,'1975), 41.

6- tor a review of lhe lileralure on lhe lRR, see Auslin i lafle
"l! There a'New'lnlernal Rate ol Relurn Literalurel" At/Rt/fA
lour n al 11977 \, 4E2-503.

7. Multiple lRR5 are not lhe only problems of the IRR melhod.
The IRR is also sensilive lo lhe size of lhe intial outlay and the
liminB of the cash flows. Also, the reinveslment rale assumption.of
lhe IRR method may not be appropriale tor a discussion of lhe
problemr of lhe lRR. see Iutene ]. Brrtham, lundamental' ol li'
nancidl Management (lllrnoil: Dryden Prc<\, 1978J, 277'286.

8. Thomas E. Copeland and l. Fred Weston, financial lheotv and
Corporate Policy (Addison-wesley Publishing Company, 1979,

Chapter 2).

9. Paul t. Wendl and Alan R. Cerf, Rea, fstate lnveslmenl An-
alysis and laxation (New York: Mccraw Hill, 1979 2nd tdi-
rioni,52-54.

10. The fulure cash llows in inveslment analysis are ollen un_

cerlain. To allow lor these random variables, the model can be
writlen as:

'r' \r(, Alll{ -
\1A\ \P\, : ' ". t

I I I l r-

where: Jl !.ri,,rhlt*,r In.!(,u'L! .lerrn.d,
e\(rpl t& l,kl,\ I r. rn(i(.rle lnnd(,nr
v.rrr.rhl.'

Aslumins a discrele probability drslribulion could be spetified lor

",, h .,; ftow. a finile ret ol calh llow( would occur in each
oeriod. Lroe(led raluer and variances could then be calculated.
ih" .r.h ilor,rt are nor rndependenl |rom one year to lhe nerl.
Cash llows in year l+'l would depend on evenls in period t. The

model would basically be a one-period autocorrelalion model.

1. Ellv/ood. t. W., f//wood lables for Rea, tslrle Apptaitint and
finencing Pan l: txplanalory Iext (ChicaSo: Ameri(an lnstitLite

of Real Istale Appraisers, 1967).

2. triedman. iack P., "lhe lnternal Rate of Reluln Plus the Pull

Factor," Ihe Rezl tstate App?iter (March/April 19761' A'32.
l. Lorie, lames H., and Savage, Leonard l., "Three Problems in

Rarins Caprrdl, lounal ot Bu\tne\t 28 {Oclober 1955), 229-219.

+. it"*n"r, slephen D.. and tindlay, lll, M. Chapman, "Real

Istale tnveslmenl Analysis: IRR Versus tMRR," fhe Realf5lale Ap-
prarer (July/AuBUsl 1975), 5-20.

5.5trung. Ioseph, "lhe lnlernal Rale ol Relurn dnd lhe Rein_

vestment Fresumplion5," Readintt in Real fttale lnvettmenl Ana,-

rris {Ma(\a(hu(ett\: Eallrnger Publishrng Compan\' 19771 25'J6
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