
Year

1955 1967 r 968 1969 1970 1971 1972 197:l 1974 1975 1976

.t. l9
7 .46
7. O0
5.80
6. l0

,1.51

6.44
6.54
5.8 5
6.50

1.73
7.43
6.7 2

5.76
7.61

6.32
6.98
6.79
6.26

6.12
17.52
B,68
8.29
7 .04

B.0{
9.29
790
7.B)

10.60

ll

B. )7
8.9.{

I

6
12

7
6
9

8.67
2.61
6.8 5

7 .51

05
)i
;6
99

10.l.l

8.1l
7.50
7.51

7. 51
9.4.1
B. t9
7.)0
9 .17

TABLI 2
Equity Rates of Return on Real Estate+

Seldin On Change
IMPLICATIONS OF CHANGINC LAND PRICES

by Maury Seldin, CRE

Property Typ€

Commercial warehotrse
Other comme.cial
lndustrial warehouse
ManufacturinB planl
Other industrial

iDerived usinS equalr()n L7l

'lnsuiiicient data avnilable

Mean

6.8 1

t0.rB

6.98
B. t2

TABTE 3
Overall Annual Rates of Return on Re;rl Estatei

Properly Type

Commercial warehouse
Other commerc ia I

lndustrial warehoust,
Manufacturing plant
()ther indu\lrial

The simple mortgage-equity concept defines the over-
all rate as:

Mean

q\2
t0.
9.78
9.70
9.80

Land price increases Benerate a great deal o{ interest.
Land price declines generate a great deal of concem.
Currently, there is a great deal of concern about land
prices.

The downturn in land prices is yet to be fully docu-
mented, but a few related points are of considerable
interest:

First, the ratio of land value to building value has in-
creased, at least for housing. ln regard to land value as
a proportion of land and building value, the housing
market is experiencing a situation similar to the boom
of the I 920s.

Secondly, the scale of projects and accompanyinB in-
creases in intensity of land use have increased substan-
tially. The skyline is seeing changes similar to those
which occurred in the '20s.

Ancl tinally, there are some real questions as to how
much additional land is really needed in order to add
to the inventory of buildings. Construction activity has
cieclined, which may be partially due to the high cost

Maurl Seldin, (Rt. ,r p(,rdent or ,erro
Melr,aJ- a renl eitale (,ieaa h .rnd r orrnse/.
rnB rrrn rn tta'hrnAl,,n. l) ( i L ,r ,,(,rr,..
sot oi iinance and rea/ e'tate ,l the X.rtod
Co//ege oi Business Admint\tttrun oi Ihe
Ametican Univet\ty, and presrtk'nt oi rhi
Homet Hoyt ln\utule. Hrs b<l.,/<r rnr /ut,t,Re.rl
Estale lnveslment ior Pr(ril lhft)u,ah Appre-
cialion, Iand lnvestmenl, Real E\l.rk] ln'
vestmenl SlraleBy r.o-aulhr)rl, llou\ints
Markels f.o-,rulhor)- dnd The Redl Isl.rle
Handbook. He rerorvotj hi\ M.lJ.A. lrcn)
IJCLA and hi\.Jo.Ir)rrk, deSree in bu\iDetr
admi n i\t al ion hom lndiina Unive^ilv

of financing and may also indicate that much more space
under current conditions simply is not ne€ded. With the
decline in construction activity, there is a resultant de-
cline in the demand for land.

From an historical perspective it is interestinB to nole that
according to Homer Hoyt's One Hundrecl Years o{ Chi-
cago Land Value, land value peaked in I836, i 856, '1873,

I892 and 1926. lt may well have peaked again.

Significance Of Changes ln Land Prices
lnflation and inflationary expectations account for a sub-
stantial portion of the change in land prices. ln order to
know and better understand how much of the change in
land prices has been accounted for by inflation, it would
be useful to know how much land is in speculative hands
and how the quantity of this land changes with general
price movements. Having this information in hand would
sort out some of the factors influencing changes in land
prices.

Our interest in land values is predicated on obtaining a

more effective utilization of the urban land. Strangely
enough, the most efficient panern oi land urs would piive

the least aggregate land value.

On a site-by-site basis, an increase in the efliciency of land
use by increasing the intensity of use improves the land
value. This may continue until the improvement be-
comes an overimprovement. Thus, within such limita-
tions, we tend to think that the greater the land value, the
more efficient the land use.

What is true of the individual parcel is nol necessarily true
of the aggregate. The value of the particular sile depends
upon the availability of competitive sites. Thus, ;r legal or
other restriction on potential developable sites for a type
of use will, by constraint of supply, push up values.

The extent to which values can be increased because of
this artificial constraint is influenced by the availability of

tNet stabilized earninB5 divided by lhe properlv value (from the American Couocil oi Life lnsurance Reporl)
'lnsu{iacient dala a!ailable

oR : (L/V) (f) + 0 -L/V) (ER)

2 since they are consistently less (using levera8e) than
theoverallrate. This lechnique for developing the overall
rate for valuation purposes, however, has enioyed
widespread acceptancc amon8 appraisers \7, B, 1B).

Since average L/V, f, and OR are given in the data set,
ER is then derived by using equation l7l, as in Table 2.
It is this ER that is used as the first measure of return to
real estate. Note lhat it is an "implied" rate and is de-
rived, not given in the data. The equity rate is thal rate
desired by the equily investor on his/her investment (the

equity portion) and is, by definition, related to the overall
rate but m.ry differ significantly since leverage is used.

The overa ll rate is the second measu re of returns to real
estate that is used. lt is given in the data set and is de-
fined as net stabilized earnings divided by the property
value, as shown in Table 3. The overall rate is a mea-
sure o{ return to the total property assuming debt-free
ownership. That is, if there is no leverage involved, the
owner's return would be the overall rate.'

All rates of return for common stock, long-term govern-
menl bonds, long-term corporate bonds, Treasury Bills,
and real estate (overall rate and equity rate) are shown
in Table 4 lbr the years from 1966 to l976. Note the rates
on a ll items. Common stock varies from - 26.5 percent
in 1974 to -]7.2 percent in 1975, a sample range ofover
63 percenl.

The other items have much smaller ranges. Long-term
government bonds have a range of 26 percent (l6.8 in
197 6 to - 9.2 in 1967); long{erm corporate bonds, 26.8

OR = the average overall rate

L/V = the average loan to value ratio
f - the average annual mortgage constant

l -L/V - the average equity to value ratio (E/V),
and

ER = the average equity rate

Thus, the implied equily rate {ER) is:

OR - (L/V) ()cn : 
,1 --1fur- 17l

It can be easily shown th.rt th is measure oi rate of return
is equal to y in equation [5] if it is assumed that the re-
version is equal to the present value of the equity, that
is, if selling price : (l L/V) value and if the BTCF is
constant throughout the holding period of n years.'

The assumplion that the value of the property declines
to the present value of the equity is probably a pessi-
mistic assumplion given lhe dppre( idtion in property
values. lf this were true, then lhe equity rate, calcu-
lated from the simple mortSage-equity equation I7l,
would tend to underslate the true rate of return on eq-
u ity. Th is is seen in the rate,s of return on equity in Table

Ihis a icle, fourth jn a series by Dt Seldtr:,, E ba\od on , p.e\entalion
he made al the tand Policy lhrouqh ,axation Con,oreo(c, h?ld la.1 lul\,
in Rindge, New Hampshirc.

Year

1366 1967 1968 1969 197 0 1971 1972 197 3 1974 1975 1976

7 .9o
8.U5
B, BO

8.40
8.05

8.20
8..10
8.7 5

8.5 5

B, BO

8.41
9.80
9.,r1
8.85
9.15

9.63
10.30
9.48
9.50

10.7 5

12.60
r 0.91
I1.20
I1.05

9.9 5
1 0.70
r 0.08
10.1 l
10.60

9.4 5
10.85
9.68
9.78
9.70

9.)l
I0.90

9.6 5

9.4I
10.40

889
9
9

97

r 0.l.l
I I ..10

I0.90

r 0.60
1 0.50
10.30

t0.00
r 0..10
I0. I0
1 0.10
r 0.20
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sites farther out, even thouSh they are less desirable. The
location differences, especially the transportation costs,
will influence how high the values ofthe more favorably
located sites are able to rise. Thus, the more restrictive the
supply of close-in land, the greater the premium for the
close-in land.

Such premiums are reduced by additions offreeways and
rapid rail transit syslems. The far-out land becomes close-
in, and the competitive advantage of this land is eroded.
Thus, an optimal system would utilize a spatial relation'
ship of activities and a transportation/communications
network which would give the least aggregate land
values.

As previously discussed, it would still hold kue that the
more intense development of a specific would give a
greater value to that sile. But it is irrelevant if the question
focuses on the pattern of land use and aggregate land val'
ues rather than the value of a particular site in various uses.

Current Trends
ForecastinS by extrapolation will show good results, ex-
cepl for the turninB poinls, and sometimes only the turn-
ing points count.

It is too early to tell if the back of inflation has really been
broken. lt is doubtful because many of the underlying
causes have not been dealt with fully. While the cost push
of the oil cartel and domestic suppliers of a wide variety
ofgoods.rnd services has softened, the lack of fully com-
petitive markets still permits oligopolistic price pressures.
Other iflrpediments to a decline in inflation are the lack
of prrxluctivity gains, wage and price increases tied to price
indexes, and oi course, the problem of the federal deficit.
The attempl lo cleal with all these inflationary forces
using mostly monetary restraint is at best optimistic -the better word might be foolh.rrdy.

Nevertheless, the exp€ctation surrounding inflation has
changed anrl lhat tc,mpers the rate of price increases in
land. But there may .rlso be some real changes in the
demand for land.

The physical requirements [or land use are changing.
Smaller houscholds along with some element of hard times
tend to push people krward making do with less space in
the housing unit and greater land use density. Also, the
forces tend to favor a greater geographic concentration of
activity.

The 1980 census showed more households living in two-
unil structureli th.rn there were dwelling units in these
structures. lllegal conversions of single-family units to in-
clude.tn accessory unit have been commonplace in many
.rreas. This activity .rs well as olher conversions exert less
pressure to obt.rin .rdditions to the supply ofdevelopable
land.

The "back b thc city" movemenl is not yet completely
clear. The desire for a suburban environment and the shift
of joh localions lo outlying.rreas are obviously a centrif-
ugal force.

The bi8 deterrent to efficient land use-the ecological
movement-hit a watershed mark with the 1970 NEPA
legislation. lt may have hit another watershed with the
1980 elections. ln any event, the decade of restraint con-
strained the land supply, fostered leap frogging, and
hence pushed up prices.

Now, however, the rise in unemployment is for some
communities an overriding concern. The decline in the
rel.rtive strenBth of the environmentalists is a tempering
force on lhe pressures for extensive land use.

The contribution of lhe environmental movement in en-
h.-rncing ecological and aesthetic values has been quali-
t.rtive. However, instead of a positive approach to an
improved environment, the strategy of restraints brought
a qu.rntitalivc problcm in developable land. That prob-
lem appears lo be easing.

Land Policy lmplications
The makers of land use policy are thus receiving signals
from a variety of forces that land prices should be dec lin-
ing. A decline in inflationary expectations softens the land
market. Demographics and the economy are softening the
real demand for additional Iand; and, an ease in the en-
vironmentalisl's impact is softening the supply con'
straint. Since the price of land is also an adequate indicakrr
of misuse of land, there is great difficulty in sorting out
which forces account for how much of a decline.

The Sreater the misuse of land, the higher the general /eve/
of prices. On the other hand, the more efficient the l.rnd
use, the lower the level of land prices. ln using land price
measures as tools, it is necessary to couple them with a
land inventory and budget. Urban development man-
aSers must determine how much land should be bud-
geted for conversion and whether or not the inventory is

sufficient. Obviously, the inventory needs to be grealer
than the "budgeted" absorption. And, absorption willvary
from year to year with economic conditions, especially
interest rates. Land use managers should understand the
system and maintain a management approach which uti-
lizes price and quantity siBnals.

L.rnd price inderes and land use budgets are only part of
lhis system. lt is also t'ssential to plan, program and buclget
public improveme'nts and coordinate these activities with
the planning zoning systems so that there is an avail.rbil-
ity of developable land.

The supply of land h.rs been unduly constrained in recent
years. This imbalance has now lessened, prob.rbly due
more k) .r f.rllbar k in demand rather than the improve-
nrent of Iand usa man.rgem€nt.

Land usc managcn)ent still needs to be improved through
.1 belter syslenr o[ sign;rls and better use of these sign.rls.
For ex,rmple, l.rxntion .rs \{,ell as regulatory authorities often
send lhe wrong signals. Manv of these signals conre
through land pricts.

Wc'have a lot lo be concerned about.

To measure returns for long-term corporalc bonds, the
high grade long-term Corpor..rte Bond lndt,x con-
structed by Solomon Brothers was ulilizetl. Rt turns werc
ca lcu lated according to:

TABLE 1

Real Estrte Data: 1966- l97t)*

Overall
L/V f Rate Number Amount

Year (avera8e) (averaS€) (avera8e) o, l-oans Committed
R l{P.r r,, + D,,)/P, r |r)] - l t3l

I966
1967
r 96B
r 969
1970
1971
197 2
197 3
1971
197 i
19 /-6

70
71

0
0
6
l
7
9
)
l
l
B

6

),7
),7
),5
1.7

9
1,6
2,1
),1
t,l

5
1.0

$ 1,9
$4.9
$.1,8
$2,6
$1.7
$l,s

{:}.4
8.6
u.0
9.6
u. tt
0.0
9.6
9.5
0.1
0.8
0.J

9.{)
9.)
9.5

10.2
1t.l
I 0.4

9. {J

I 0.0
I 0.6

..1

t0.B

06
)6
1t9
BB
t)
61
l2
40
66
99
59

12,550
86,500
)),270
02,990
I 7.01 0
70.5l0

$).515.7 20
$ 1.027,200
$ ].244,I00
$2,920,690
$.2, ]41 . 120

where R. , is the bond return for a series during time t;
P. , , ,,, is the purchase price .lt the end of time t - I [or
the yield series bond given .r 20-ye.rr nraturity; P. r r., is
the sale price of the yield series bond ..rt the end of tinre
t Biven in the example as 19 vears to nr.rturily, .lnd D, r

is lhe coupon received.

U.S. Treasury Bill returns wcrc nreasurcci with lhe U.S.
Treasury Bill lndex with data in the CRSP U. S. Covern-
ment Bond File. An index w.ts (onslructed th.lt in-
cludes the shortest-term bills with maluril ic5 of not less
than one month. Holding period relurns ior a one-bill
portfolio were measured rather th.rn compule yields.
Actual calculations were done according to:

'from theAmeft(an Coun(il oi Liie lnsurin(e ReFrrt ilt Theseare
.rg8reSale figures ior rll p()perlv lype\. Tht,v r.riier an indi.alion oa

the magnitude oi the sample.

information available anywhere. The specific figures
given are aggreSate by necessity.

The best measure of rate of return on real eslate would
be to solve for y in:

I]T( F BTE R

7)
7]
71
/-4

74
71
7f
73

R1., = IPr,/P1, ,l - I

where R,, is the return for period t; P,, is
period t; and Pr r is the price for perir>d t -

t4I

the price in
t.

The two measures of return on reil I est.rle used in this
paper are an implied equity rate and an overall capi-
talization rate (OR is an annu.rl percentaBe r.rte that ex-
pre\5e5 the relalion:h ip between net oper.)linB in( ome
and present worth or value for the entire inve5tment
or property).

Data used for this study are from "Morlgage Commit-
menls on Multi-family and Nonresidt'nti.tl Properties
Reported by 15 Life lnsurance Companie:," published
by the American Council of Life lnsurance. AggreSale
data are shown in Table l Note that beginning in 1967
almost three billion dollars a ye.tr on the average were
beinB committed to these loans and the average L/V (loan
to value) increased from just over 70 percent in I 966 to
about 74 percent in the I970s. Lile insurance compa-
nies represent the single most import.tnt source oi in-
stitutional mortgage lending on multifamily and
commercial realestate. ln 1976 this institutional group
had 3B percent of the total of this type of outstanding
loan.

Ihe l5 reportinS (ompanie\ repr(.s('nl a nr,rJor portion
of the lending of the life insurance industry. ln the fourth
quarler, 1977 , the reporting compan ies represented 5 -l
percent of nonfarm mortgages held by U.S. life insur-
ance companies, which .rmounts b income-property
mortgage loan commitments aggregating over $52 bil-
lion. The companies includecl are Metropolitan, Pru'
dential, Equitable, New York Life, lohn Hancock,
Connecticut General, Mutual of New York, Mutual
Benefit, Connecticut Mutu.rl, Penn Mutual, National Life
(Montpelier), Provident Mutual, ilnd F ide lity Mutual. lt
is believed that this is the most comprehensive and
largest sample of commercial and industrial real estate

equity investment = lolal value less
mortgage value

before-tax cash flow - nel operating
income less debl service
before-lax equity reversion : selling
price less selling expenses and unpaid
morlBage

inlernal rJte of return lo equrty or in
tllwood'r termrnology l4l, lhe equity
yield rate, and

hold ing period

+
n

E= !
I (i +y)' + y)" 

t51

Where
E:

BTCF =

BTER =

Wendt and Cerf (2.)) argue th.rt the c.tsh flows should
be on an after-tax basis. However, the other returns used
are on a before-tax basis. Therefore, in order to be
comparable, before-tax yields were used for the real
estate returns also. Certain assumptions dbout rever-
sion, holding period, taxes. could have been m.rde las
Ricks (14) did in his sludyl and after-tax yields easily
ca lcu lated.

However, since the data set does not provide details of
reversion or hold ing periori, the s inrple nrortage equ ity
concept is used to c.rlculate the inrplie<l equity r.rte (E R).
These rates would lhereforr be (,x ante r.]tes (expected
in the future) whereas the nroney and c.lpiLll m.lrkel rales
are ex posl (actual).
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