
A TENDER'S VIEWPOINT: SIX WAYS TO SURVIVE
TODAY'S REAL ESTATE DEPRESSION (AND
OTHER OBSERVATIONS)

by Donald l. Stratton and Barrett R. Bates

lnvestors who bought real estate between 1976 and 1979
were prepared to accept ne8ative or zero returns, count-
ing on unprecedented appreciation rates and pent-up de-
mand to make up the loss and provide a tidy profit upon
sale or refinance. The pent-up demand is still very much
present, but the appreciation is not. When interest rates
hit record levels, building becomes unprofitable, existinS
property is almost impossible to buy and formerly cash-
productive property is difficult to hold.

gage rates subside. Yet no one knows when, with what
strength, or even whether the market will show improve-
ment; consequently, few property owners know how to
approach problems in the meantime. M..rgical incanta-
tions, wishful prayers or supplications to the IRS may not
suffice to solve these problems. The following sugges-
tions should help as practical, preventive medicine for the
ailments of forward-looking investors.

ldentify your rescuers. The Loan Arranger is stillthe hero
of the day, but its disguise has changed somewhat. Sp€-
cialty lenders have entered the market to fill the vacuum
left by institutional lenders who have exhausted their
lendable funds or even their net worth. Some specialty
lenders have been around for awhile, but are just now di-
versifying or expanding their lending programs. A partial
list of currently active lenders includes:

. REITs (Real Estate lnvestment Trusts)

. Pen s ion/Ret irement Funds
r lnsurance Companies
. lndustrial Revenue or Mortga8e Bonds (local)
. Corporate Lenders, Private lnvestors, Mort8aBe

Bankers, Finance Compan ies

The primary advantages of borrowing from RElTs, such as

those sponsored by Consolidated Capital companies and
others, are quick decisions and fundings, nontraditional
flexibility in tailoring a loan to meet the borrower's spe-
cial needs, minimal participation in comparison to part-
nerships, and a variety of payment programs designed to
improve cash flow and the borrower's ability to ride calmly
through the current trough in the real estate cycle.

Each type of specialty lender tends to orient itself to spe-
ci{ic property types. Pension funds seem to like residen-
tial and resort property, insurance outfits and corporate
lenders prefer offices and retail, and REITs are generally
interested in commercial property. Private lenders,
finance companies and mortgaBe bankers are most
frequently involved in home mortgages.

in values in are.ls that have undergone r.rcial change. E.

F. Schietinger's article, "Race and Residential Market
Values in Chicago,"' indicates that while prices decline
during the period when the threat of black entry is per-
ceived, during aclu.rl entry values increased. He con-
cluded that because of the type of finan(i.11 commitment
that it was necessary for a black family to make in pur-
chasing or renting a home, overcrowding was often the
only solution. Schietinger found that blacks paid more for
real estate than whites did in an area.

A study by Martin l. Bailey, "Ef{ects of Race and Other
Demographic Factors on the Values of Single-Family
Homes,"o analyzed Chicago areas from 1948 to 1951 and
from 1954 to I 956. These findings also indicate that al-
though prices were low in neighborhoods adjoining black
areas, the relationship between race and property values
in black areas was insignificant.

Most of the studies undertaken during the i 950s and 1960s
show results presaging no change in property values when
blacks enter a neighborhood, regardless of the number o{
incoming families. Even a cursory examination of hous-
ing values in the Chi( ago area suSgested that this was not
completely accurate at that time.

For a number of reasons quite apart from color, in-
migration in large numtrers did seem to result in a slow-
down of the value rise or an actual decline in values in
many communities. Differences in a black family's abil-
ity to obtain financing, annual income differences, and
lack of experience in home purchasing create circum-
stances unlike those that the average white family taces
in buying a home.

ln addition, the entrance of blacks into an area often has
resulled in the departure of white families. The conven-
tional theory of "white flight" from a neighborhood
undergoing racial transition is related to economic con-
siderations. Attitudes of white residents during transition,
in particular their fear of decreased property values, es-
tablish the pace at which brlack families enter a neigh-
borhood. The tendency ofwh ites in a neighborhood to sell
their homes at the first sign of black move-ins creates a
surplus of housing, which resuls in depressed prices. Thus,
the threat of decreased values feared by wh ite homeown-
ers and potential white buyers materializes due to their
own desertion or avoidance of the area.

Chicago Value Analysis
The current study of property values and race used land
values as an indicator of property values but recognized
thal this measure is valid only to a limited extent. The land
values used were obtained from Olcott's Land Value Blue
tsook ior the Chicago Area; and reflect a 30-year period
for areas that arct/alo 1/) square mile in size. According
to Olcott, these values are based on existing zoning laws,
tax records, sales price information and interviews with
real estate people and area residents." While land values
are merely a portion of property values, in general these
values as given by Olcott seem to correlate with the fluc-

tuation of selling prices. There is no brie{ given fortheva-
lidity or reliability of Olcott's land values; and there is some
indication that in hiSh property value areas his estimates
are low, whereas in low priced areas the values app€ar
high. Nevertheless, for I0 to 3o-year trends, the relation-
ship values assigned by Olcott seem to be realistic, which
enables us confidently to infer relationships between
property values and land values.

ln order to test the correlation between Iand value as
measured by Olcott's book and appraised property val-
ues, a comparison was made in a northwest Chicago res-
idential area (7200 W-7600 W; and 6800 N-7600 N).- ln
this area, land values rose 40 percent, from $l95 per front
foot in 1964 to $275 in I 970. Appraised property values
on a selected group of houses in the same area increased
from $24,000 in 1964 to $34,000 in 1 970, slightly more
than 40 percent. Similarly, from 1970 to 1973 average land
values in the same area increased 27 percent from $275
to $350, while appraised property values rose from
$14,000 to $39,000, an '18 percent increase. This com-
parison sug8ests that the relationship between these two
factors is positive.

Data seem to lead to the conclusion that land values over
substantial time periods are affected by racial factors.

For example, in areas that were exclusively white from
1950 to 1979, values jumlxd from $48 a front foot in I950
to $337 in I979. ln North Side areas in Chicago such as
those bounded by lrving Park Road to Addison Street,
Central to Austin Street, land values went from $57 in 1950
to $41 5 in 1979. Another nearby area bordered by Sem-
inole and Foster, Oriole and Canfield, had a similar un-
broken rise from $15 in 1951 to $425 in 1979, a 7OO

percent increase over 2B years. All neighborhoods se-
lected from North and South sides that remained white
throughout the 2s-year survey period showed a consis-
tent rise in values, often doubling or tripling from 1951
to I 970.

ln areas that have remained black since before i 950,
steady rises in value have occurred bul at a greatly re-
duced level. Here the value went from $30 to $60 a fronl
fu)t or in some cases to $100. Examples of these all-black
areas are Hamlin to Aberdeen in Morgan Park, with prices
increasing from $25 to $75 per front foot; or the 63rd Street
to Marquette Road, Cottage Crove to Vernon area in West
Woodlawn, where prices increased from $35 to $ 100. ln
sum, all these areas had low land values for the 40-year
period and none rose to a land value over $ 100. This sug-

Bests that while land values reflect the reduced demand,
they also rise, to some extent, with the general price level.

Perhaps the changes that can be attribuled most to racial
attitudes were those which occurred in areas where black
families moved between 1970 and I979 - areas which
were all white from 1950 to 1970. These areas had shown
virtually the same land value trends as many other all-white
areas, increasing from $50 to $l 70 from 1950 to 1970.
However, after the areas were populated by a substantial
number of blacks, the land values fell from $ 1 70 to $ 100
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Because of the continuing demand for housing and some
types of commercial property, the real estate market should
rebound as general ec<.rnomic recovery begins and mort-

Donald l. Strafton ,5 v(e p(,srdent o/ Con5oi rdated ( dpila/, lhe s.rn
ftancisco Bay Area-baJed rea/ estate irvellmenl ,nrl,lulron. He re-
ceived his iwis doctot (lD) delrce frcm San Franc^co [dw Schoo/and
r. a member otrthe Ca/r/orn,d )lJle 8ar A'.o( rdlron.

Earrett 8. Eares ,9 ar5i5tanl vice presidenL/mottgage ltnaoce oi Con-
solidated Capital, San Ftancitco, Californta. He B a yaduate of the
Univedity of Califonia at 8er*e/ey.

J4 REAL ESTATE ISSUES, FALL/WINTER 1982 FUERST and SARCONE: RACE AND PROPERTY VALUE l5



RACE AND PROPERTY VALUE:
A CHANGING CONCEPT

by l. S. Fuerst and Susan M. Sarcone

For years banks and real estate appraisers have taken the
view that the entry of racial minorities, notably blacks, into
neighborhoods, reduces the price of housing and prop-
erty values. lt is even more significant that their policies
have reflected this attitude and have escalated any gen-
eral effect that miSht have been present. Popular liberal
thinking, on the other hand. has held that race has no ef-
fect upon property values.
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These areas of interest are by no means fixed; there are
wide variations between lenders with respect to property
type, so the investor nrust do phone or legwork to find the
lender best suited. lt's helpful to know that real property
is usually classified by lenders according to tenancy, pur-
pose and whether or not income is produced.

Specialty lenders, because of their autonomy, are not
usually subject to Beographical limitations. With some,
lending.iuthority is rn the "front lines," a circumstance
that allows rapid processing. Others, notably insurance
companies and pension funds, must often answer to many
masters before a loan can be approved, and terms can
change accord ingly.

On the other hand, the slower lenders may offer longer-
term financing, though equity participation and prepay-
menl pen.rlties may be substantial. Limitations on loan
amounts vary accord ing to the lender, each attempting to
fit into an identified market sector. Each lender usually
offers a specific structural advantage, with most involv-
ing some degree of negative amortization and/or the
exploiLltion of older, lower-rate underlying loans.

Careful shopping will turn up some programs that have
surprising and unique applications to real estatc trans-
actions. The fact that most creative financing takes ad-
vantage of older loans already in place leads to the next
rule of survival.

Avoid 'wrap-o-phobial ' The hesitancy and even suspi-
cion with which borrowers sometimes regard wrapa-
round loans are moslly due to lack of information and
myths arising from coffee-break scuttlebutt. Wraparound
loans are certainly nothing new; multi-family building
sellers have used them for years to offer buyers seller-
carried financing while enjoying the interest rate spread
between it and the underlying first mortSage. A wrapa-
round is just a iorm of secondary financing in which the
lender takes control of, and makes the payments on, the
primary financing. Usually the borrower signs an all-
inclusive trust deed (or mortgage) and note, pledging to
make regular payments to the lender on the entire amount
of the wrap. The lender takes the borrower's payment,
deducts the amount of the first nrort8a8e paymenl and
pockets the rest. This way, the borrower has the conven-
ience of making a single payment and receives a below-
market interest rate; the lender can protect his or her
secondary position by being sure the first is current.

The most prevalent misconceptions about wraps are that
the lender always enjoys the underlyin6 equity truild, that
the borrower remains responsible for payments on the
wrapped loan and th.lt wraparounds take precedence over
the underlying financing.

ln fact, an interest-only wrap will still give the borrower
the equity build; the lender receives interest dollars on the
total wrap amount, but must pay out principal dollars to
amortize the underlying loan. As wrap equity is p.rid off,
the borrower accrues the advantage because the under-
lying balance becomes lower than when the wrap was

originally placed. Thus, the borrower take's advantaBe of
equity build, not the lender. As to the last myth, wrrp-
arounds saddle the lender with full responsibility for
making payments on underlying loans. The legal consen-
sus is that wraps never take priority over earlier loans.

To stay afloal in a sea of ambiguity, you must first ac-
knowledge the imminent possibility of drowning, A suc-
cessful real estate investor must stay in touch with the
property and financial markets, especially now when
they're in almost daily flux. King Lear, the U.S. railroad
industry, the brontosaurus and Detroit automakers have
at various limes shared one common, tragic flaw: an in-
.rbility or resistance to change with the times. Even though
inflation and short-term inlerest rates are presently eas-
ing, the income property investor looking for a l4 per-
cenl, 3O-year mortgage with a 2-point {ee is wasting time.

This is presently more true of income property than of the
single-family residential market. But the low-rate, long-
term financing advertised by residential developers for end
loans is usually subsid ized by a profit sacri{ice, short term
buy-downs or are provided by an institutional lender who
mistakenly issued a long-range, fixed-r.rte forward com-
milment in 19781o '79.

Real estate lenders learned one permanent and extremely
painful lesson in the last round of 20 percent or more in-
terest rate inflation, and they will likely never allow
themselves to be burned again by making long-term, low-
yield loans while their own cost of funds soars to record
levels. For inst.lnce, witness the current shake-out in the
thrift industry, another segment of the financjal commu-
nity which has been unable lo react quickly enough to the
radical market changes.

LonB-term, low-interest rate mortgages are already being
called "dinosaur loans" by financial cognoscenti; some
play,ful wags contend that old loans are being replaced by
"neutron mortSages" which destroy the borrower but leave
the property intact. Not only are long-term loans becom-
ing extinct, but real estate loans from traditional lenders
are hard to come by in any form. Experience tells us that
the availability of so-called offshore money is usually a
mirage; in fact, the money that is supposed to appear at
the U.S. bank often turns out to be a letter of credit from
a small foreign bank which the U.S. bank cannot honor.
Creative financing has provided some breathing space for
property owners, but asphyxiation may occur when all
those balloon payments come due. The astounding rise
in foreclosure rates over the past several months repre-
s€nts the tip of an iceberg composed of purchase money
second mortgage defaults.

Understand the depression. On the surface, the depres-
sion in the real estate market is a function of unbearably
hiSh interest rates. Why have rates remained so high with
inflation now on the wane? No one knows for sure. but
lhere are a variety of variables influencing the situation.
Some may b€ political; low unemployment and interest
rates benefit an administration most when re-election lime
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Laurenti's Work
Because lhe earlier held attitudes and the resulting cor-
ollary actions such as redlining and exclusionary zoning
were inconsistent with constitutional justice to minori-
ties, there has been.r concerted effort by the liberals to
demonstrale the falsity of establishment views. To dis-
prove conventional thmry, a number of organizations and
individuals undertook studies on the effect of race on
property values. The b€st known study supporting
the liberal stance was Property Values and Race,r by
Luigi Laurenti.

Laurenti's work, based on comparisons of property val-
ues in test areas where nonwhite entry has occurred and
control areas that have remained white, in 5an Fr.tncisco,
Oakland and Philadelphia, showed that in four times out
of five when blacks enter an area prices will keep up with
or exceed those in areas that remained white.

One major limitation of Laurenti's study is that he se-
lected test neighborhoods with mostly single family res-
idences and areas not contiguous to existing black
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residential areas. Both of these factors make the analysis
inapplicable to many midwestern and eastern cities, where
the movement of black families is primarily an expansion
ofthe nonwhite central city ghetto. The study concluded
without any proof that property price change was not de-
pendent on the number of blacks that entered a test.rrea.

What Laurenti's study demonstrated, according to an un-
usually incisive review by Anthony Downs in land fco-
nomrcs,'was that the introduction of nonwhite families
into a neighborhood, in contradistinction to the conven-
tional wisdom, does nol necessarily result in deteriorat-
ing neighborhoods and fallinB property values.

Other Studies
Other studies in Chicago and across lhe U.S. indicate rirs
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rolls around and may take a back seat to olher economic
priorilies in nonelection years. Other reasons involve the
dynamics of the economy: Federal Reserve System credit
policy has been elusive and is still suffering somewhat from
a credibility gap over erralic money supply growth.

Another factor helpinB to boost rates has been the myriad
of inflationary expectations, a market state of mind cre-
ated by past experience. Only very recently have such
anticipations been turning deflationary.rs the steep
recession which beSan last luly approaches the bottom of
its chasm. According to Jude Wanniski, a prominent
economist, aulhor of How The World Works and a fre-
quent contributor to lhe Wd// Street /ourna/, deflation m.ry
ironically keep interest rates high as lenders seek to pro-
tect lhemselves from future defaults. During, times of in'
flation, borrowers benefit becausc they can pay back loans
with cheaper dollars than were originally advancedi in
deflation, the borrower musl scramble for more expen-
sive dollars (in relation to Bold), and the lender thus ben-
efits to the extent that the borrower can continue to make
payments.

Opponents of this view, however, complain that fear oi
defaults can't be the underlying factor in persistently high
short-term real rates. As an example, they point out thal
rates on T-Bills are equally high despite tht essentially
defaulffree nature of the instrumenl. Opg)nents say rates
will come down when people begin to believe that infl.r-
tion is in check.rnd that extraordinarily high real rates re-
flect an unprecipitated decline in inflation.

As inflation ccxrls, a definite rel.rxation in rates t.rkes pl.rce.
But rates are declining at a very slorv pacr in relation k)
the drop in the infl.rtion rate. lt may take a long time for
investors to give up their inflationary expectJtions, .ln(l
many dark clouds remain on the economic horizon.

Many analysts believe that inflation will rerume with a
vengeance as soon as the economy lrgins to rtr-:over, and
that the size of the federal budget deficits will provide
disruptive compelition by the g,overnment for funds in tht'
credit markels. Whatever happens, m()st re.rl estate
professionals agree that the m.lrket will not improve until
mortgaSe rates decline to l4 percent or below, a dist.rnt
evenl by most measures. Henry Kaufman, a widely quoterl
and influential economist, h.rs been predictinS another
upsurge in lonS-term rates durinS lhe second half of 1 982
that will reach levels as hig,h ,rs those in l98l.
Ar lenders on mod ium-to- l,lrgt' incom(' properlie:,, wo
meet potential borrowers who have a plt thora of diff i-
cullies, some of which are reoccurring frequently in lo-
day's market: a balloon payment or princip.rl reduction
is coming due, the deadline for a sale or purchase is ap-
pro.rching, a decision must be made on a once-in-a-lik,-
time opportun ity.

Problems with timinB are ioined by problems with cash
flow. Owners are being squeezed by the flo.rting rate on

an existing loan, by increased operating costs and by rec-
ord vacancy rates in some parts of the country, due mostly
to migration and recessionary doubling up. Many bor-
rowers simply need to cash oul their holdings kr obtain
working capital.

Resign yourself lo a cut along th€ bottorn line. Loans from
specialty lenders may cost more than conventional fi-
nancinB, but the latter is inflexible and scarce. Moreover,
the temporal and structural flexibility available with spe-
cialty lenders frequenlly washes out any extra cost in-
crement. lf a proposed real estate transaction show5
profitability at today's high rates, a premium rate or fee
will not render the de.rl infeasible. lnvestors are realizing
that lenders will no longer be conlent to watch borrowers
reap allthe profit.

Since lenderr nolr requrre equrtv ur in(ome pdrti(ipa-
tion, why not iust form a joint venture with a financial
partner? The answer is that a loan is almost always cheaper.
Even though lenders today insist upon and obtain a chunk
of the profit, their bite is usually .r lot less than the 50 to
75 percent share that a full financial partner will demand.
Also there's less personal risk for both parties, Sreater re-
course if somethinB Boes wrong and the latitude for the
developer to run his or her own show.

There's a sad ring of truth to the definition of a ioint ven-
ture presently making the rounds: a partnership between
a person with money and a person with expertise wherein
the two switch places after about a year.

Today's savvy investor lets the boltom line take second
place to the quality and feasibility of the transaction. Time
wasted shopping for dinosaur loans can be costly in lost
opportunities. By the time a fundable loan is secured, the
profit created by the lower-than-markel financing may have
already evaporated. The advent o[ short-term mortSage
financing, albeit bemoaned by many, improves markel
liquidity and makes it easier to refinance when rates
dec line.

Look before you leap, bul leap anyway. There's no ques-
tion that real estate investment is a scary proposition these
days, but that doesn't mean that good deals and profil are
impossible dreams. There are plenty of opportunities for
investors who are willing to look ior them. Of course, it's
in a realtor's and lender's best interests to dissuade inves-
tors from their wait-and-see attiludes. but their ar6unrents
are good ones: LonS-term financing is past history; to-
day's market favors the buyer and transactions that would
have bee,n difficult or impossible using traditional lend-
ing sources and techniques can succeed today.

Successful investors in the 'BOs will be those who con'
centrate on substance rather than form, who won't take
"impossible" t,or an answer and who give up chrsing the
windmills of the rosy past for pursuit of a reasonable re-
turn. The investor who makes a profit will be the one who
has e.rrned it.
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