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CATIFORNIA MANDATES DISCTOSURE IN
CREATIVE FINANCING ARRANGEMENTS:
IMPLICATIONS FOR REAI ESTATE
PROFESSIONALS

by Leonard V. Zumpano and Cene A. Marsh

With the advent of high and extremely variable rates

of inflation in the U.S. economy, indexed leases have
become increasingly more attractive for the protection
of both the lessee and lessor. Such leases are tied to
some index of inflation with periodic rate adjustments
made accordingly.
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One of the most popular and widely referenced measures

of inflation at this time is the Consumer Price lndex (CPl).

Lease escalation tied to the CPI has been recommended as

a valid technique in protecting the lessor's and lessee's inter-
est in a lon8-term lease.' However, due to criticism
about the ability of the CPI to measure inflation accu-
rately, the "all-urban" CPI index has been revised by
the Bureau of Labor Statistics (BLS) as of January 1983.

The all-urban CPI represents the purchases of about 80
percent of the population; the "workers" CPl, to which
most waBe escalation is tied, will not incorporate the
same change until .1985. The basic revision involves the
homeownership component of the CPI which has
tended. for various reasons, to overstate inflation for
the past several years. The revised index uses market
rents to supplant the old method of calculating
homeownership costs-house prices, interest payments,
insurance, taxes, and repairs.

The concept of lease indexation has been around for
some time. The major feature of this technique is to
protect the real value of a landlord's return a8ainst infla-
tion. When a lease allows escalation of rents {or such
things as operatin8 costs related to fuel and taxes, a

"partial" indexation to the CPI may prove beneficial to
provide an add-on to escalations. The arrangement of a

partial CPI clause with a pass-throu8h of oPeratinS and
tax cost increases has become quite common. The
degree of CPI indexation can be neEotiated by the
lessor and lessee relative to their bar8aining strenBth.
The question arising from the CPI change is: Will this
new CPI be an accurate reflection of actual price in-
creases in the economy and thus be appropriate for
rental rate adiustments in multiyear indexed or partial
indexed leases?

To answer this question, some of the major problems
associated with the old CPI are cited, followed by an
explanation of the revised CPl. Finally, several alterna-
tives to the CPI are offered, which may be more ap-

ln the past year a number of articles have appeared in
newspapers concerning litiSation that has involved the
creative financing of real estate.' These lawsuits are ap-
parently more common an California where the move
toward creative financinS with significantly large balloon
paymcnts started several years a8o.r While there are n<>

reported appellate decisions dealing with this phenome-
non as it has been practiced recently in California,'the
concern over potential liability in this area did Prompt
the California Association of Realtorso to sponsor a

piece of legislation that will mandate disclosure in crea-
tive financinB sales transactions.

The law, Chapter 968, Statutes of 1982 (Assembly Bill
3531), will become operative on July 1, 1983. The bill
was promulgated as a response to the demand for dis-
closure to both the seller and purchaser in real property
transactions involving creative financing. The primary
purpose of the bill is to provide disclosure of specified
information to both vendors and purchasers with re-
spect to purchase money liens on dwellings for not
more than four families, with certain exceptions.

Those parties required to make the specified disclosures
are the buyer, the seller and those who fall within the
definition of "arranger of credit," as defined by Section
2957 of the bill. "Arran8er of credit" is defined as

including a person who is involved in developing or
nesotiatinB credit terms, participates in the completion
of the credit documents, and directly or indirectly re-
ceives compensation for arrangement of the credit or
from any transaction or transfer of the real property
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which is facilitated by that extension of credit. The defi-
nition does not apply to an attorney who is represent-
ing one of the parties (buyer or seller) to the credit
transaction. A licensed attorney would fall within the
definition of arranger of credit if he or she were a party
to a creative financinS transaction-a buyer or seller.

The act applies to any transaction where the vendor
will extend credit includinB an outright purchase, a

lease with an option to purchase or where the facts
demonstrate intent to transfer equitable title. Section
2959 requires that the disclosures be made before exe-
cution of any note or security documents, that the dis-
closure statement be receipted by the purchaser and
vendor, and that the arranger retain a true copy of the
executed statements for three years.

The information specified to be disclosed to the vendor
and purchaser is detailed in Section 2961. There are 15

required disclosures in the section. Among the most
noteworthy are the following:

2963(d)-A warninB that if refinancing were required
as a result of lack of full amortization
under the terms of any e\rslinB or pro-
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expanded use and higher awareness of the develop-
ment mana8ement service. Significant rises in rental
rates have pushed the users of office space toward
better lon8-term control over occupancy costs. tinanc-
ing requirements have frequently made it necessary for
the large space user to be involved in the proiect
financing, giving that user the incentive and opportunity
to obtain ownership and control.

Concurrent with the forces pushing the sponsor-user to
desire ownership, market conditions have influenced de-
velopers, previously independent, to offer their services.
lnitially, the cost of money and volatile interest rates
caused some investment developers to reduce their
own activity. Subsequently, the overbuilt condition of
most maior office markets encouraged developers or
their lenders to curb their appetite for producing
speculative office space, resulting in an increased avail-
ability of qualified talent willing to accept fee employ-
ment.

The willingness and ability o{ the investment developer
to perform the development management service are
not at issue. What is at stake is more fundamental and
a question of basic attitude and personality. An inde-
pendent developer normally fits the stereotype of the
pure entrepreneur, who accepts and even enjoys the
risk of development in the anticipation of creating
value and realizing the reward from it. He/She is used
to accounting only to self and grudgingly to a lender.

His/Her personality profile seems to call for a "free-
spirit" occupation, and the development practice satis-
fies that call.

The only similarity between development management
and development for one's own account is that both in-
volve the development process. The development
manager is performin6 a professional service for a
specific client, subordinating his/her own development
objectives and adopting those of the client. Financial
risk is hi6hly limited, usually beinB compensated by a
fixed-fee or minimum fee plus an incentive, but having
no exposure of loss. Not only must the development
manager sacriface independence in establishing basic
criteria, but he/she also is subiect to the discipline of
the corporate manager, documenting justification for ac-
tions and practicing effective internal communication.

To appreciate the adjustment required of the developer,
we need only review the duties of the development
manager listed earlier The development manager must
utilize the ability of the developer in the role of the
real estate counselor, that of implementer for the
client. The counselor regularly engages in planning, or-
ganizing and implementing the real estate assignments
of the corporate client. Whether the independent de-
veloper will be comfortable as a counselor remains to
be proven. Those who are will help to satisfy an ex-
panding demand and add to the relatively few who
have traditronallv engaged in the practr(e.

propriate gauges of inflation and thus better suited to
indexed lease rent escalations. Specifically, the need for
a localized measure of inflation is pointed out for a fair
evaluation of rental adjustments.

The "Old" CPI

The CPI uses a fixed-market basket of goods and ser,
vices to measure avera8e price changes over time. lt is

designed to measure inflation on a national scale. As
such, prices for food, shelter, energy and other goods
and services are collected in 85 urban areas throughout
the country. The index is constructed using a weighted
average of all prices collected. The actual weights were
derived in a Eovernmental survey on consumer expendi-
tures in the 1970 to 197-l period and are changed to a
relative weiBht according to relative price changes
among items.r Separate indexes are also calculated for
four major regions and 28 local areas.'

The main criticism of the CPI is that it does not accu-
rately measure inflation, that is, losses in purchasing
power of the dollar. Two reasons most often advanced
for this inaccurate measurement are: 1) The CPI does
not allow fully for substitution of comparable goods
when the price of one rises faster than the other,'
which is a problem common to any Laspeyres type
index such as the CPl,'and therefore, it is not of major
concern here; 2) The homeownership portion of the
old CPI has overstated for a variety of reasons the true
inflationary rate of the late 1970s and early 1980s.

The homeownership portion of the old CPI consisted
of the cost of homes purchased, interest payments,
taxes, insurance, and repairs. Again, the weights in-
volved were determined in the early 1970s period
when approximately six percent of all households pur-
chased houses. However, the relative weights have in-
creased dramatically. By December 1981, the home-
ownership component accounted for over 26 percent
of the relative weights of the entire index," and was by
far the most important component of the old CPl. ln
fact, due to increasing house prices and interest rates,
it is estimated that this portion alone accounted for a
third of the increase in the CPI for the period ]979 to
1981.-

One problem with the old method ior calculating the
homeownership component of the index is that capital
gains or price appreciation accruing to homeowners
was not taken into account.B lf houses do appreciate in
price, this tends to lower the effective cost of the
house over the period of ownership. ln other words,
houses are purchased to provide shelter and as an in-
vestment. The CPI measures only the costs of the shel-
ter and does not consider the benefits of investment.

The omission of price appreciation was not the only
factor that caused the homeownership component to
overstate inflation. The deductibility of interest in mort-
SaBe payments was also not considered.' Again, if the
tax shelter effect were taken into account, the effective
cost of homeownership would decline.

It is important to note the difficulties involved in es-
timating the costs of homeownership. The benefits de-
rived from both the investment in the house and the
tax shelter are neither constant for individual home-
owners nor over a period of time. Efforts to measure
user costs for shelter have been attempted by both the
BLSr" and others. ' However, most of these experimental
measurements have been found to be extremely com-
plex and costly, and thus not suitable as inputs into
the CPl.

Other criticisms of the way in which homeownership
costs are measured exist. While not necessarily address-
inB the overstatement of inflataon, they do call into
question the reliability of the homeownership compo-
nent to measure costs accurately.

One criticism is that the old CPI used the interest cost
that accrues during the first half of the life of the mort-

Sage as a current expenditure. The reasoning behind
this was that the average house is supposedly sold and
refinanced with a new mort8aSe approximately halfway
throu8h maturity.rr trom an intuitive perspective, it
seems inappropriate to consider these interest payments
as a current expenditure since they are extended over
the life of the mort8aSe. The selection of the first half
of the interest payments was somewhat arbitrary, too.

The index has also been criticized for usinB a con-
strained sample. Only FHA mortgages were utilized in
constructing the CPI input. Due to FHA restrictions,
many newer, more expensive homes were deleted
from the sample. lt is questionable as to whether the
FHA sample is truly indicative of the general changes in
home costs over time.'J But the shortcoming: of the
old CPI housing component have been recognized, and
a change in this component became effective in January
'r983.

ReYised CPI

Due to the problems identified in the previous section,
the BLs has revised its measure of homeownership
costs. The old method involved the costs associated
with owning a home. The revised measure is referred
to as a rental equivalence approach. The basic distinc-
tion is that the rental equivalence approach measures
the cost of purchasing shelter rather than the costs as-
sociated with purchasing a house or asset.

The sample is not limited to individuals who rent hous-
ing; io actuality, it excludes them and consists of fami-
lies who owned homes in the base period. The prices
used to compute the index will be implied rents or
what it would cost the homeowner to rent a house
similar to the one he or she owned. The weights come
from the early 1970s survey period and will decrease
the homeownership component to about .14 percent of
the index, as compared to the current 26 percent.'.

As previously discussed, the old CPI index probably
overstated inflation, especially during the period of
1979 to 1981. This was due mainly to risinS home
prices and mortSage interest rates and the inability of
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the index to properly measure effective housin8 costs.
The question still remains as to how well the revised
index will perform. There is still some debate as to how
well rental costs approximate homeownership costs. A
comparison of the two indexes shown in Table 1 indi-
cates that the revised index showed lower inflation
rates for the rFJiod 1977 to 1981. Howevet for 1982,
the revised index showed a greater rate of inflation
than the old index," probably caused by a levelling off
of house prices while rental prices continued to climb.

TABI.E 1

Comparison of Old and Revised

Consumer Price lndexesr

"All-Urban"
cPl

Reviied
cPl

1970
1971
1972
197 3
197 4
197 5
1976
1977
1978
1979
1980
1981
1982

surrounding the CPl. Consider the 1979 to 1980 period.
The old CPI dropped from a high of '13.3 p€rcent to a
12.4 percent change in inflation. However, the rates for
both Atlanta and Pittsburgh increased to highs ol 15.7
percent and 14.3 percent respectively in.1980. lndividu-
als and firms in areas such as these would find it hard
to believe that inflation dropped in.1980 while this was
the very year that localized inflation increases reached
their hi8hest point.

The CPI cannot be criticized as a measure of national
inflation. lndeed, the revised CPI should provide a rela-
tively good measure of inflation on a nationwide basis,
which is its intended purpose.8ut it is likely that the
CPI has been relied on too heavily, and is thus misused
for some purposes.

One of these could well be the indexed lease. Eetween
two diflerent metropolitan areas, there are two areas of
divergence. The first is the base level of rent. ln one
particular yeat commercial office space, for instance,
could lease for $10 per square foot in one area and
$15 per square foot in another. There may also be a dit
ferent rate at which these rents should be escalated, as

seen in Table 2.

TABTE 2
Comparison of Re8ional lndexesr

nge, where
the Bts. cPt cPr cPl

Pitltb0EhAll rndexes based on De(ember to De(ember (ha
Revised CPI is the Xl experimental measure (alcLrlated b!

It is not possible to determine which CPI index will
have higher inflation rates in the future, since this
depends on the behavior of the relative prices of the
items in each index. lt is conceivable that the revised
CPI index will indicate higher inflation than the old CPI

index. The decrease in the homeownership component
of the revised index is compensated for by increased
weights of food, energy, and other goods and services,
which could well increase in the future while housing
costs and mort8a8e rates decrease or level off. Howev-
et this would not necessarily indicate that the old
index is better than the revised index. The purpose of
the revision is to provide a more accurate index of infla-
tion. while the rental equivalence approach might not
be a perfect solution, it seems to be a viable alternative
in that it eliminates some of the discrepancies discussed
previously.

5.5
1.4
3.4
8.8

12.2
7.O
4.8
6.8
9.0

13.3
12.4

8.9
1.9

4.1
3.3
3.2
9.4

14.6
8.1
6.6
6.9

12.8
13.2
'10.5

10.2
5.8

1. Prepare the development program. Working with
company management, define the proposed proj-
ect-types of space, size, budget, sponsor's objec-
tives. Cuide the sponsor in considering not only
his/her specialized requirements but the market-
ability .l) of excess space; 2) of excess land held
for future expansion; and 3) of the entire facility
in the event of relocation. Office users tend to
Iocus on their own requirements; the develop-
ment manager should reconcile specialized re-
quirements with general marketing considerations.

2. Prepare lhe development schedu/e. lntegrate physi-
cal planning with financing, government approvals
and sponsor requirements.

3. Ne8ot,iate contracls lor seryices and work. Repre-
sentin8 the owner, assume responsibility for
arranginB contracts with the design professionals

-engineerinB, architecture, and interior desiSn.
The written development program and schedule
will form a basis for these negotiations and
should be incorporated as a part of the ultimate
contracts. Depending upon the method of
purchasing construction, the development manag-
er will work with the design professionals in bid-
dinB or ne8otiating these contracts.

4. Negotrate the financing. Work with the owner's
financing service or lender to complete external
financing arrangements, if any. Participate with
the owner's attorney in reviewing all financing
documentation.

5. Control the development schedu/e. Monitor the
total development process including preconstruc-
tion planning. One of the most frequent causes
of delay in project development is owner indeci-
sion. Adhering rigidly to a schedule allows the
owner to know precisely when decisions will be
required and reinforces the significance of critical
dates to the project team members. The develop-
ment manager should know enough about the
client that information can be presented in a
manner that facilitates quick decision-making.

6. Control the budget.

7. Reryesenl the owne. in negotiating disagreements.

8. Coordinate proiect completion and closing.

ln utilizing a development manager, the sponsor may
avoid personnel problems and achieve several other ad-
vanta8es such as:

1. lt gives the project a distinct focal point. The
owner avoids the informal, circuitous reporting
relationships which evolve when team members
must fill a vacuum created by the inexperience of
the employee-manager

2. lt puts the owner in control of project detail. The
development manager should chair all project
meetin8s; his/her active project involvement and
exp€rience allows for catching mistakes and pin-
pointing responsibility.

3. lt reduces legal expenses. The inexperienced
corporate developer typically utilizes the attorney
to coordinate financing arrangements and con-
tracts with other members of the proiect team,
rather than limatinB his/her involvement to legal
advice.

4. lt controls the costs of design professionals. Un-
certainty and the lack of a firm development pro-
gram by the owner inevitably result in false starts
and wasted professional effort. lncreased profes-
sional time means increased costs.

5. lt controls the costs of construction. Working
with a pre-agreed cost model, the role of the de-
velopment manager is to guide the design team
to meet the owner's budget. A systems approach
to desi8n is instrumental in avoiding "bid
surprises."

6. lt reduces development time, thus reducing
financing costs.

Expanded Use Of Development ManaSer fo]ecasl

Civen the established need and the numerous advan-
ta8es to the corporate sponsor in utilizing a develop-
ment manaBer, one woutd expect the practice to
expand. Recent market conditions have increased the

5.5
1.,{
J.4
8.8

7.0
4.8
6.8
9.0

1t.3
12.4

8.9
1.9

4.5
3.5
3.3
8.5

11..t
6.6
5.1

6.3
7.9

10.8
10.8

8.5
5.0

cPr

5.5
3.4
3.4
8.8

12.2
6.6

12.3
15.7
9.3
4.8

6.0
3.4

9.5
10.8

6.3
5.4
6.9

12.0
11.7
.14.3

7.6
6.8

3.5
7.3
7.8

All indexes based on December to December chanSes, except 1970
to 1976 re8ional rndexes for Houston and Pittsbur8h which are based
on January to lanuary chantes.

Therefore, for a fair multiyear lease, protecting both the
lessor and lessee, an indexed lease tied to a local mea-
sure of inflation would seem appropriate. ln some areas
a local CPI should be considered if it is avaalable. Firms
or Chambers of Commerce in some cities across the
U.5. are constructin8 their own cost-of-livin8 indexes.r
While the breadth and quality of these local measures
may not be quite so great as the CPl, they certainly
should be considered as an alternative for indexed
leases.

Conclusion

While CPI escalation clauses have been appropriate for
long-term real estate leases, the recent revision in the
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A Comparison Of Alternalive lndexes

The annual percentage changes in selected local CPls
for the 1970 to 1982 period are compared in Table 2
which includes the old CPl, and local CPls for Atlanta,
Houston, and Pittsburgh. lt is interesting to note the
wide divergence amon8 the indexes over the thirteen-
year period, suggestinS that inflation impacts separate
areas of the country at different times and with varyin8
magnitudes." This could explain some of the skepticism

1970
1971
1972
1973
-t97 4
1975
1976
1977
1978
1979
1980
1981
1982
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CAN THE DEVELOPER FIND HAPPINESS
AS A COUNSELOR?

by [. Dickson Flake, CRE

Preparing for the development of a corporate headquar-
ters or subsidiary office facility is an orBanizational chal-
lenge that many executives have faced with discomfort.
Their uneasiness is understandable. The task is typically
outside of the officer's experience and not within the
mainstream of the company's business activaty.

Sponsors of the large landmark projects have been able
to resolve this dilemma quickly. The scope of the devel-
opment is so overwhelming that it necessitates the in-
volvement of a large development or8anization with its
professional staff.

Many ol the smaller office users have been able to
forego ownership and become the identity tenants for
an investor-developer. A Bood number, however, want
more development control and all or part of the own-
ership. The management of this latter Sroup must
decide how to orBanize its development proiect.

One alternative for the corporate sponsor of an office
project is to mana8e the development internally with
its own personnel. Even if the sponsor is engaged in a

capital-intensive industry and regularly involved in de-
velopment pro,ects, it faces two difficult problems with
the internal mana8ement approach:

1) There is probably no senior staff member expe-
rienced in office development. The expert in
other types of capital projects would be as unpre-
pared as an office developer attemptinB to
mana8e a process-control proiect.

2) lt diverts a valuable senior member of manage-
ment from the company's business for two to
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three years. This not only adversely affects the
sponsor company, but it is unfair to the individual
whose career is interrupted while he/she manages
an unfamiliar endeavor, thus riskin8 unsatisfactory
performance, to Bain experience that will probably
never be used again.

Primarily due to the problem in utilizinS internal
management, the proiect oversight may be assigned to
someone who lacks the capacity to manage perhaps
the company's most siSnificant capital investment.

Role Of Developmenl Manager Extended

The need for corporate and professional office users to
obtain the in-house development capability for a single
office project has extended the role of the development
manaSer into the medium-sized facilities. ln this role,
the development manager acts as an officer of the
sponsor company, replacing the corporate employee
who would otherwise be assigned. The sponsor com-
pensates the development manager solely by an
agreed fee, and the manager has no ownership position
in the project.

ln describing the job assignment, it is appropriate to dis-
tin8uish between the development manager and a con-
struction manager. The construction mana8er controls
or assumes the role of the general contractor. The de-
velopment manager is the alter-ego of the owner and
may manage the project with or without the involve-
ment o{ a construction manager Under ideal circum-
stances, the development mana8et or owner's
representative as he/she is sometimes called, limits the
time involvement of company manaSement to policy
issues and decisions peculiar to specialized features of
the sponsor's business.

The specific duties of the development manager will
vary by client and pro,ect. ln general, they include any-
thing a knowledgeable owner would do in implement-
ing the project such as:

CPI housinS component raises the question of contin-
ued relevance. This paper su8gests that the revised CPI

will still b€ a relevant index on which to base a multi-
year index lease. But it may be to the lessor's and
lessee's advantage to investigate tyinS this lease to a re-
gional index compiled by the BLS, or better yet, possibly
tying the lease to a locally compiled index. Obviously,
both parties to the lease must a8ree to, and be com-
fortable with. the andex used.
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