
end of World War ll, clients now
look for a more convenient way of
dealing with the various disciplines.
We have seen the emergence of the
lnfo-Tech Practitioner. Fortunately
for the Counselor, he is particularly
well suited to this new role since he
is usually competent in most, i{ not
all, the technicalfields in real estate.
However, once the concept of Info-
Iech is adopled, \ilualion\,tnse
where clients ask the practilioner to
undertake assignments outside his
specialty or competence. The longer
a practitioner has specialized, the
more diffrcult it is to Lecp abrea.l oi
other fields even in his own geo-
graphic area. However, these situa-
tions should provide an excellent
opportunity to refer assiBnments to
other specialists. This allows the
lnfo-Tet h Practitioner tu stJ) within
his specialty and obtain referrals

from others who .rcknowledge his
competence in certain .rreas.

A better arr.rngement, however, is to
form a business arrangemenl where
the contributing "[]artners" c.n en,
joy the advan[rges from sh.rring [.r-
cilities, strff, equipment .rnd expe-
rience. Rese..trch on the gxrling of
experli\e rndir,rter lh.rl mur h i'
gained by joining forces nol only
with other Counselors, but with ar-
chitects, enginters, lawyers and
other specialists to provide,l com-
prehensive client service that other-
wise rvoulrl not be possible. But
either individually or togclhcr thcre
i\ a 8rc.rt deal oi satrsi.rclion in
working lowartls becoming .rn .rbso-
lule experl in a r ho:'en are,r ol lxrsi-
ness. Speci.rliz;rtion also provides
the lnf<-r-Tech Pr.rclitioner the oppor-
tunity to wrile aulhoritalivoly on his
subjecl and undcrt.rke spe.rking

engagements.

lndeed, in addition to the two areas
of specialization mentioned at the
beginning of lhis arlicle technical
skill .rnd market specialty-is the
need to be an efiective com-
munic.rtor. Develop a creative and
imaginative .rpproach since your re-
search.lod knowledge m.ry open up
new fronli€rs oI c<lmmunicalicln
with clients an<i colleagues.

NOIT5

l. Dr Bruick({, f. Stewart, summe. Creg-
ory, 1., "Make Sure Your Cuslomers Keep
CominB Br.k," Harvrrd Busir,eri Revrer!,
Vol.6|, No.l, 1q85, pp. q2'98.
2. Hull('y, Roben 8., "finding Hidden Val'

ues wrlh As\el MnnaBement," Renl [5(ale Re-
vicw, Vol.l5, No.2, 1985, pp. J0')1.
l. N.1i\birt, lohn, Mo8rlrendi, W.rrner

B(x)ks. 1982.

THE INFLATION DEPENDENCY OF
LEVERAGED INVESTMENTS

ln today's uncertain economic times, the
industry adiusts with alternative inf lation
rates and leveraged dssumptions to
produce satisfactory rates of return.

by Rocky Tarantello, CRE

rIur the oa\l 20 ve,lr\, lhe U.5. et onomy ha' Ixtn
.[ punt tuiterl with (lrnn].ltrc chan6e., in int(,r(,\t r,rte\.
inflation, wage rates and commodity price:. Mosl sec-
tors of the econonry have learned t() adjust to lhe v()lntil-
ity of the marketplace by altering the str.rtegy or iorm of
their previous produr:tion fornrula, however, ltrere lr.rvc
been some notable exceptions. He.rvy inriustries (stet,l,

mining, machinery Jnd equipment) have experienced
both a lack of management insight to nrr>dernizt, oper.r-
tions, and labor rigidity allowing w,rge r.rtes lo ndjusl lo
world conrpetitive levels. M.lny [arnrers failed lo 1>er-
ceive the danger of overextenrle<l debt tr.r acquire;rddi-
tional land in the face of f.rlling price supports. Financial
institutions still su{fer fronr the previous excesses o[ krng-
term {ixed rate lending during years of gallolring
inflation.

Only recently have labor unions begun lo curb their
demands for unjustified wage incre.rses while nranage-
ment seeks new production solutions to meet world
competition. The more conservative farmers as well as
large agribusiness operations have survived lheir de-
bacle. Financial institutions h.rve laken to either lending
short-term or varying the price of their money. ()vt,rall
our economy is digesting the changes of the past ;rnd
sorting out the solutions, but there will be winners and
losers as this process takes place. However, re.tl est.rte
income property investors h.ive yel lo demonstrale .r

consistent strategy to deal with rising cosls of morlgage
debt during periods of lower inflation.

tion, fixe(l rate mortg.rge debt becomes relatively less

expensive lo lhe borrower as the nominal rate of interest
remains constant. Even .rdjustable rate loans may suffer
Io some degree if lhe rate does not adjust as rapidly as

the rise in inflation. This phenomenon partially accounts
for the unusually strong performance of investment real
esl.rte durinB the l97os', and also explains the capital
base deterioralion of nrany financial institutions when
the deregulation o[ tht industry no longer protected
them by lbrcing depositors to .rccept artificially con-
str.lined deposit rates.

Sinrply pul, two maior issues.lrise when the "real" cost
of debt exceeds the "real" rate of return of the invest-
menl. During periods of relatively low inflation and rela-
tively high interest rates, can real estate investors expect
lo increase their weJlth in "real" terms? Are real

The Real lnterest Rate Problem

The "real interesl rate" is defined as the difference be-
tween the nominal market inlerest r.rte minus lhe ( urrent
rate of inflation. As such, during J:rrioti: o[ rising infl.r-

R.rky laruntello, Ph.D, CRf i! prelidenl oi Iirrnlo//o & (irnprny, r
rea/ estate research. r on\uhint! dnd rpprdt\rl lim wilh oli,( er lr) (n/r-
iornia and Atiz()na- I/e d/5o i5 rdiun.l lrrcfutsot of Rr,]/ [!l,rk' rnd
Land Economict nt lhe Universily oi Soulhern ( n/,li)rrrr 5(h(x, ol
Euiineir Adn)in,nation and thc author oi nunterou\ .rrli(/{\.
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investment returns sutlicient to compens.:rle the investor
for the increase in risk exposure created by the high re.rl
cost of debt and slower Browlh in rental levels?

The ongoing construction and development of vinu.rlly
all types of property through()ut lhe U.S. suggests the
answer is "yes." App;rrently, there is no lack of risk tak-
ers ready to try their luck on the pretext th.ll adequate
returns are still achiev.lble. However, lhese.tre un-
charted economic times and it may be that the industry
is simply slow to adiust to the new reality. This articlt'
attempts to shed light on lhis question by evaluating the
performance of a given income pr<tducing real eslate
investment under alternative inflation rates and lever.tge
assumptions. lt serves as a beginning for discussion on ;r

very important issue.

The Foundalion For Analysis

Last April, at the American Society of Real Eslate Coun-
selors Midyear Meetings in Chicago, J workshop was
presented concerning real estate inveslmenl fiduciaries
and fiduciary services opportunities. This author was for-
tunate to serve.rs the moderator f<lr a distinguished pan-
el which included John Bailey, CRE, L.rndauer & Associ,
ates, New York City, now managing director in ch.rrge,
and Reid Samuelson, presi(lent of Coldwell 13.rnker C.rp,
ital Management Croup, Los Angeles. While the pro-
gram content included a number of k)pics dealing with
various .rspects of the changing role of re.rl estnle coun-
selors in an increasingly institution.llized world, my in-
terest was especially t)eaked by l).rnelist observ.itions
concerning lhe impacl of inflation.rry pressure on non-
leveraged real estate returns. ln f.rct, the resulls ()f some
preliminary computer b.rsed analysis con<iuctexl lty Mr.
Samuelson surprisingly contr.rdit ted the conrmonly hcld
notion that higher inllation ratcs (r)nlril)ule tO higher
rdle\ o[ return [or lhe rncome I)r)B,rty tnvesk)r.

The graphs in Figure I reflecl lxrth ild,usted (Real R.rle of
Return) and unadjusted nonrinnl (lntern,rl R.rle of Return)

FICURE I

Summary of Discountetl Yield Anal

proiect returns for alternative rates of inflation (as re-
flected in assumed changes in rents and expenses pur-
suant to alternative inflation rates) and net operating in-
come capit.lliz"rtion rates (as reflected in residual sale
prices). As lhe reader can see, given the basic set of cash
flows presented in Table I and adiusting rents and ex-
penses according to various possibilities for future infla-
tion rates, unadiusted internal rates of return rise con-
sistenlly with higher rates of inflation. However, to the
nonleveraged all cash buyer, the real rate of return con-
sistently declines as higher assumed inflation rates im-
pact proiect returns. All cash institutional buyers have
litlle lo B.rin from inflation. To the contrary, stable price
levels should enhance the inflation-adiusted perform-
ance of income producing properties and encourage
further diversification into real estate by pension funds,
trusts and olher institutional cash buyers. These are in-
teresting findings for th.1t segmenl of the income prop-
erty buyers mnrkel accuslomed to dealinB on an all cash
basis. But what o{ the more typical leveraged buyer?
Private inveslors, syndic.itors.rnd others commonly rely
on debl to bolh hypothecate the asset value of their
port{olio and simultaneously create tax shelter benefits
prinr,rrily rlesigned kr fosler greater .titer.ldx returns.
Hence, the purpose o[ this article is lo expand upon the
..rn.rlysis of a hypothetic..rl unleveraged investment by
broadening the scope o{ assumed inflation and capitali-
zation rates. However, the current high level of mort-
gage interesl r.rtes and the resultant real interest rates
rel.rlive k) the (-urrent r.rte of infl.ltion strongly suggests
that under currenl nlarket conditions, only the lender
slan(ls k) econonriaally lrnefit from a leveraged real
estate investment.

ln order to enrpirically test this hypothesis, the first year
cash flows given in T.rble I were extr.rpolated under an
expandt'd set o[ infl.rlion r.]te, c.lpitaliz.rtion rate and
leverage assunrptions. A Lolus l-2-l spreadshe€l pro-
gram w.rs used lo gener.rte the lRRs'which then were
adjusted ior inflation to.rrrive at the real rate of return.
Three general scenarios were considered in the analysis:

l. .rll cash purchase, non-laxable investor';

2. leveraged purchase, non-tax.ible investor;

3. leveraged purchase, taxable investor (50ol"
br.lcket).

The .rssumed inve5tment was an existing mulli-tenant
suburban office p.rrk of Iess th.rn 100,000 square feet
wilh .r purch.rse price of $6.75 million. The subject
property i:! loraled in Southern California in an active
suburban office nr.rrket and is currently held for invest
ment by.l comingled p€nsion trust. Since most leases
were short-term in n.rtur€', the inflation adjusted cash
flows were.rssumtd to change annually by the rate of
inflation throughoul the ten-ye.rr holding period. The
dssumplions .lnd results oi each scenario are presented
stpar.rtely in the following sections.

Scenario l: All Ca:h Purchase, Non-Iaxab/e /nvestor

Scen.rrio I .lssurrrptions .rre rather simple and straightfor-
ward. The first year operating c.rsh flows given in Table I

Boing to happen, values were going
to skyrocket.

Well, lcan recall my good friend
Ceorge Washington chastizinS hi\
stepson.

" l he presenl pro{il o( your lanrl in
the eastern shore may be trifling
. . . I will suppose th.1t to be the
case, or that it should c0ntinue to
depreciate as it has done for the
last ten months. Where are you
now? Berefl of your land and in
possession of a large sum of
money that will neither buy vic,
tuals nor clolhes."'

So you see prcperty does not always

Bo up in value. lt can depreciate. lf
you have to sell it to raise money,
you can be f..rced with little profit or
even a loss. I am told this is going on
in Houston riBht now with some of
those nice office buildings with large
vacancies. lust look at the overbuild-
inB lhat has l.rken place.

The use o[ proiections is only as

Bood .rs th€' market iudSement th.1t
applies, and those who make lheir
living by dispensing wisdom on val-
ues c.rn tolrlly miss their m.rrk (see

Table 1).

Ithink long-ternr. Recessions oc-
curred in my time just as in yours.

We had inflation and credit crunch-
es, too. lalways liked real estate, but
lwould only sellwhen lcould make
a profit. lwould not get inlo a po\i-
tion where I might take.r loss. I liked
to sell at my own time and on my
own terms. Creal change has taken
place. But down in Philadelphia nry
grave marker is sti// there next to ln-
dependence Mall. And if you take a
look you will nole my marker is
made of granite!

NOTT

l. Halsled L. Ritler, Washington a5 a Bus/-
ne5s Mdn, S€ars PublishinB

ysrs

MARKET
SPTCIATIZATTON

by Roberl B. Hulley, CRE

fn the few shorl vears srnce lohn
INaisbilt wrote his besl seller
Megatrends,' we have seen in[orma-
tion technology exp.rnd to encom-
pass nol only lhe inform.rtion thnl
business cre.rtes, but.rlso the lech-
nology thal processes lhe infornr.r-
tion. The need for inlormation is
making nr,lrket sl)eci.rlization more
sign ificant in meetinB cuslomer
demand.

There r: a iund;menl;l rhange in
customer needs taking place,. Tht'
period is seen as a tin)e when re.rl
estate services have shifted from
structured technical skills to m.lrket
information and simplicity of ap-
pro,rch. De Bruir ker and Sonrnre in
the Harvard Business Review' F)inl
oul that as.l cuslomer beconres
more fanriliar with a product or ser-
vice, their experience evolves antl
the b€nelits they seek change.

Roberl B, Hulley, ( Rt. ..1.1( /, /R/. { Rl. r.
prc\ftl"it t k)lxat Llul/r! RrJ/ ln.rk,. 1(/..r
iint nr.( talttng tn ntultr t.rnr/r t"rrlr,nt t,. rr
IoKl tt. (.u1i&1 t,{,,' ( /,.xrrn.r,) (,lhr, ( .rr.r
li,tn dt!^nn ot thL, ,\n r(y,r.rn \(x r{ ry i, R(.r/
[\tJl,,( ,,ur)wr,,/. .',,Ji,{r ,,r r/x, ll,.r/1,{\ l,'.
5l,tnlc .rnd an t<ntltrtl ipt)t,tt\fl tl tht
Crnnd,.xl ,xt,lL/k,

lnfornrati<ln services h.rve beconre
increasingly inrport.rnt to re.rl estale
t lienlr. There ir muth demand in
lhe arers of markets ()perations,

absorption, conrp€tition, regulations
and inform;rtion .rllout the future. ln
addition, because of the prolifera-
tion of technical expertise since the
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pened in between. Wilh all this
money, a lot of buildings came
about. That old building at the head
of Milk Street in Boston where my
family's house used to be was even
renovated. Pretty fancy stuff. But still
you neecl to have people as tenants
to make bu ildings work.

Boston was a pretty staid city when I

lived there. We didn't have all that
land in the southern and western
part of our country called by that
fancy name "The Sun Bell." I under-
stand a lot has happened.

I Bather lh.rl in Houslon with all that
new money a lot of office buildings
were buill. Pension funds trought a

lot of them. Tax shelter syndication
the same. With inflalion and com-
puters (see Table I ) to lell what was

Houston- Supply and Demand Analysis TABTE I

Suburban Office Park
(Price: $675,000; lnitial Equity: $675,000)

TABTE 2

All Cash, Non-Taxable Returns

Year New Office Space
Renl

Reimbursements

Gross lncome

Effeclive Cro5s

Expenses

Property Taxes
Proprty lnsurance

Eleclric
Parking Lot S$/eep
ParkinS tol Strip
ParkinS Lol Repair
Landlcape Mainten.rnce
Landscape Repair
Trash
CAM Repairs and M.rinlenance
Pest Control
LiShting Mainlenance
HVAC Maintenance
Roof Repai6
Building Repairs
Olher BuildinB txpenses
Property Management

Expenses

PSF

Nel lncome

Cap Rate %

Cash tlow
Spendable %

Ru)f Replacemenl

Mechanical Repli.ement

Parking tol
Common Area

Tl Co5r

Commissions

Adjuslmenl

Total Reserves

Nel Cash Flow

Net Spendable %

Absorption-
Office

Demand

(Over)
Under
Supply

$1,4s )97
11s,7 25

7 61 ,O22

r{J,051

722,970

Nominal lRRs

Possible Fulure lnflation Rates
4% 6% 8%

l9B0
l98l
1982
l9B3
1984

ToTAL

l9tt5

67,500
5,424
5,160
1 ,440
2,}40

452

6.100
2,149
l,6ul

600
J00
420

1 ,644
420
420

1,997
19,254

121,942

2.41

601,028

8.9%

601,028

8.9%

0

o

0

0

0

o

0

0

$60t,028
8.9%

8.0

8.5

9.0

9.5

10.0

I0.5

L0

11.5

l2.o

8.0

8.5

9.0

9.5

I0.0

10.5

lt.0

I1.5

12.0

I 1.33

r 0.9'l

.1o.52

10.17

9.84

9.51

9.24

8.97

8.72

2%

2'v"

9.tl

8.91

8.52

8.17

7.84

/.\t

7 .24

6_97

6.72

t -].40

l2.97

12.58

11.21

11.88

't I .55

t1.26

10.98

10.7 2

15.44

r 5.oo

14.60

14.23

I1.88

t 3.55

13.25

12.97

't 2.70

t7 .45

I 7.01

16.59

t6.2r

15.85

r 5.53

15.22

14.93

t 4.56

19.44

18.98

14.57

18.18

17 .42

17 .48

17 .17

16.47

't6.60

l0%

10,/"

I l,-500,000 s.f
r 6, 100,000 s.f
25,200,000 s.f
2 |.000,000 s.f
I0,200,000 s.f

2,.100,000 5.f

10,300,000 s.f
r 1,000,000 s.f
6,200,0U) s.f
4.600,000 s.f
6,100,000 s.f

( 1,200,000) s

( 5.100.000) s

9,000,(xx)) s

{r 8,400,000} s

I 1,900,000) s

(48,700,000) s.f

l'rojected
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a
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t
a
I
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z
a
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o
n

R

a
t
e

6,000,000 k)
7,000,000 s.f

source: Horne Sutvey.ln(, Reis Refx)rt

TABI.E 1

1O-Year Cash Flow Projection At 6'l. lnflalion

Capilal Mnnarm€nt SeBices-Icn Year Prolorma (Price 67s0oo0; lnilial tquily 575ooo0)

kh€dul€d Grosr lnf Rare v.c% 1 2 :l 4 5 6 7

Real lRRs

Possible Future lnflation Rates
4'% 6% 8%ll Sq. fl (Mo-Yr)

Re.r

tkln(

Lrnd*atr Mirnlenanre

Trath

HVAC rtlarnldume C

Buildins R€pd16

Olher Suildrn8 trp
Prcpeny MrnaS€mt

t5F

Cap Raka

Tl Corls

fi€i Carh fl
N€l Spend$le %

6{t297
l1572t
161022

lm
71)970

67500
5424
5160
lrtl0
t.]10
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)\22
6lm
2\49
t6m
600
tm
420

164.t

t20
420

1997
t9254

11t942
t.4l

mr028
89a

6010.?8

8.94
0

0
0
0
0
0
0
0

60t028
8.9%

7ll{0l
I t0410

,!11:!
E01599

76081
6ll1
t8t6
t62l
.?5t6

509
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serve as the basi: for the lo-year Jnalysis. Cross rental
income is assumed to rise at the given rate of inflation.
Vacancy is held constant at five percent throuShout the
holding period. All operating expenses, with the ex(ep-
tion of property hxes, also are.rssumed to rise by the
rate of inflation, compounded.rnnually. Property taxes
rise by two per( enl per year which is the m.lximum
annual increase all<.rwable under California law. Our
an.ilysis assumes the property is acrluired for $6.75 mil-
lion, all cash, held for 10 years and then sold. Com-
missions and closinB costs were estim.rted at 2.5 percent
of the sale price in Year 10. Sales prices were derived by
capitalizing Year lO Nel Operating lncome (NOl). The
analysis considers inflation rates from 2-10 percent in

two p.'rcent increments and loth year c.rpitalazation
raler of frrrm 8-12 pcrccnt in 0.5 percenl in( rement\.

Table 2 summarizes txrth the nominal and real lRRs

achieved. lt is clear from the analysis th.rt our results
confirm the hypothesis that for all cash tax exempt
buyers, nominal lRRs rise in conformance with inflation
while real lRRs decline slightly. lt should further be
noted th.ll the general level of real lRRs in our analysis
appear b be slightly atrve those plotted in Figure 2

since our analysis did not take periodic leasing com-
missions and additional future tenant improvement costs
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into account. However, this did not alter the con( lusion,
merely the estimated level of the returns. Figure 2
graphically depicts the trend in our IRR results.rssuming
nine and l0 percenl capilrliz.llion rates uF)n sale at
v.rrious rates of inflation

Secenario 2 : Lcverag,ed Purch.tst', Non-faxab/e
lnvestor

ln order to assess what impact the presence of ntorlgage
debt might h.rve upon a tax exempt buyer given the
same office park investment opportunity .tssumed in
Scenario l, new mortgage lo.ln .tssumplions were en-
tered into the an.rlysis. A new mortgage of $4,266,J00
was derived by.tssuming a 12.5 percent, 30-ye.rr, fully
amortized kran all due in l0 years with a l€nth year
remaining b.rlance payoff of 94,007,640. This loan

() 
",1, lnlcrnJl

Rnt(, ()i Relurn

amount was calculated by applying.r Ll NOI to debt
service annual coverage ratio. A loan origination fee of
two points ($85,326) is added to the original capital
investment amount ( onsidered in the calculalion of the
lRRs.

Table I summarizes both the nominal .rnd real lRRs de-
rived alter ad,usting for the mortgage lo.rn assumptions.
FiBUre 3 plots the rt,sults for the nine .rnd 10 percenl
capitalization rate results at various levels of inflation.
However, unlike the re,rl IRR values in Figures I and 2,
which seem to decline slightly at higher rates of infla-
tion, Figure f shows.r gradual, but steidy increase in the

TABTE 3

Leveraged, Non-Taxable

r,nrnce and bunB\ {'a(s

1977 t978 1979 1980 lgar 19A.2 l98l r98r

transaclions could be divided
among ( ()nlnhulors or benefir iaries
who, for amounts conkibuld, held
transferable !'hares entitling them to
particip.rte r.rlably in profits;rnd pro-
ceeds. This lrccame known as the
"Massachuretl:, Trust," firsl created
in 18U6, and was lhe st.trt o[ what
became the real estate investment
trust industry.

Use Or Misuse Of Money
We never hatl such things as p€n-
sions in my day. You had to take
care of yourself. Our 20th century
governmenl h.ls crealed.r fancy new
th ing called ERISA-pretty BOod
idea. People rould rave n'r()ney lor
retiremenl. We never hari such
things;rs income taxes either. We
used to raisc money through l.rriffs.
This workt'd well for a while
although it did start .r little allerca-
tion called lhe "Boston Te.r P.rrty."
We had infl.rtion, too, but never the
like of what rxr urred alter 197b -
and lguess th.tt is what sl.rrtcd it all.
ln the late 1970s money in thr sav-
ings bank e.lrned interest .ll five to
six percent. And then wh,lt h.1p-
peneda Wilh inflation, inlere\t r.lles
soared. ll would cost y()u ten per-
cent, s()nretimes l5 perc(,nt ,1nd
sometime5 over 20 percent to hor-
row money!

Money mov(.d out of savings inslitu-
tions l).rnkrul)tin8 many banks with
low-rate, long-term mortg.rgt,s. The
key (lJle lo lhis allw,rr \unrclinre in
October l(i79 when the Ftdt,r.rl Re-
serve der irk'rl lo tJrSel lhr'Br()wth rn

the supply of money.

What h.rp1x,ne<l next is th.tt re.rl es-
tate lookL.d like a pretty gtxrd he<lge
.rgainst infl.rtion. Rents were going
up and wilh tlrose fancy m.rclrines
called compulers, you could look
out to the fulure and guess lvh.rt a
property nright be rvorth. Tax l.rlvs
were changed, too! A new term w.rs
crealed c.r lled "Syndic.rtirrg Tax
Shelter Depreciation," which
brought in more money. Pension
funds kxrked.rl real estate.rs.r good
way lo drvt'rsriy. Sounds Lrnd ot
neat, doesn't iti
Well, my iriend, it's now ten ye.lrs
later, and let's look at wh.rt h,)p-

Payroll Employment ln M.inufacturing And Finance And Business Services,
New York Ciry, 1977-1984
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Leveraged/Non-Taxed

BEN FRANKI-IN
RETTECTS ON TWO
CENTURIES OF RTAI-
ESTATE

by Webster A. Collins, CRE

rlrhc U.s. re,tl e't.rte in(lu\try got
I sl.rrlt'rl .hodlr aiter th(' t].rttle ot

Yorkkrwn when we (.lme together
as a country. Ceorge Rich.rrds
Minol, C,eorge Washington's aide-
de-canrp, ranre back to Boston and
wenl inlo business. He w.r\ respon-

siblt, f<x the ultbuilding oi est.rt('s.
Most.lssets in lhose d.rys were tierl
to re.rl estate- l.lnrl, homes, stort's
and business J)rol)r,rly. Then, as
now, value w.rs import.tnl. I (.rn
remember when Minot's mothe r
dierl. He hired \,rnr Ruggles.rnrl his
.rssociate to value her property.

Appraisers in lhose tl.tys were callt<l
subscribers.rnd th.rt is wh.rt they
did. They subscribed that S.rr.rlr
Minot's property w.rs worth l,-500
pounds on December'21,'1791.
Value is the cornerstone of all real
eshte, and what is h..rppening kxlay
is chipping.rw.ty nt that gr.rnit€
bloc k
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XliV, No. J, ltly 1976, pp l)n.lH

Webslet A, Collins, ( RL 
^tl/.,,v.(rrl^e\[t,pre\ident ,v1<ltlte.Iot oi C. V' \vh uet,ln.-

specr,r/rzIs rn lhe JreJ\ ol .tpptat\tng,
countdntq ind invgslnit'nt p \xtty- He hat
conlrtbuk'tl ro tveral rt:.r/ edrtc Ir,rrnar5 and
boo/<s.

Founding Of The Real Estate
lnvestment Trust lndustry
Under common l.l\a,in the lti00's it
was lx.lssitrle to org.rnize "VolunLrry
Ass(x iations" irr whir h .r trusl [un(l
coulcl lrc turntrl over to.t group.l:
lruslee\ k) h,rnrllt, lor the ltenetit ot
(ontributors to tht'[Lrnd. Proceec]s of
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Perspectives real rate of return as inflation rises. lt is important to
recognize th.rt notwithstandinB the rise in real lRRs, two
critical points .lrise. First, from T.tble 2 to Table l, re.rl
lRRs decline subslantially .rt all possible future rates of
inflation as the high real interesl costs of lhe new mort-
gage lorn of 8.5 percent (12.5 per(ent nominal rate-
approxinrately 4oA current estimdted rale of inflation)
impact.'t Bross renLll stre.lm which is rising at a slower
pace. Seconrlly, in order for the investor to earn a real
rate of return t'<1r.ral to that of the lender, the anticip.rtt'd
rate of inflalion nrust be at least six t)ercent or above.
Moreover, real lRRs lo the inveskrr show great improve-
ment as futur(' .rnticipated inflation rises to pull up cur-
rent rents at i p.lce fast enough b offset the negative
impact o[ the clt'bt. Clearly, unless the investor anti-
cipates a resurgence of inflation to previous levels of tht'
1970s, he be.rrs an inordinate ri\k th.rt he may not
achieve his investment 8oals.

Seenario l: Ltveraged Purchase, J.rx.rb/e /nvestor

The final adjustment to our set o{.r!'sumptions attempls
to demon\tr.rle lhe after-tax resulls of the investment. lt
was felt that bv integr.rting, the lax ltnefit derived from
lhe depreci.rtion and mortgage inlerest deductions, lRRs

might inrprove tnough to help tontlrnsate the invesbr
for the risk he undertakes by agreeing lo a high real cost
of debt. The following additional .rssumptions were put
into the .rn.rlysis. The building l.rnd ratio is 75 perccnt
giving.r depreciable building v.rlue of $5,062,5oo. De-
preciation exl)enses were laken on an lB-year str.riBht-
line basis. ()ur inlaginary investor o(cupies the 50 per
cent margin.ll lax bracket and may expect to pay rn.tx-
imum cdpil.rl li.rins t.rxes at 20 Per(ent of the taxable
gain on sale.

Table 4 sunrnrarizes the nominal and real IRR results
atier adlusling for assumed tax effects. FiBUre 4 plots the
IRR values again assuming nine.rnd l0 percent capit.rli-
zation r.rles ()n lhe s.rle of the prol)erty in Year 10. Unlike

flcuRt 4

Leveraged/T.rxtrl

TABI.E 4

Leveraged Taxable

Nominal lRRs

Possible Future lnflation Rates
4% 6% 8%
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URBAN VS. SUBURBAN
REVISITED

by Abram Barkan, CRI

TTthere have been .t nuntl)er ()l
I. thang,.r in the citres ,rnd *ub-

urbs during the past ten ye.trs (){
which the nrost inrportant h.r!' l)een
in the are.r o[ enrployment. Working
in Manhattan.rnd living in the sub-
urbs of New Jt,rsey, I have observed
signific.rnl changes in both .rrt'as.
Up until l9tt0, New York City's prrn-
ripal in<lurtrv wJ\ mdnul,r( lurintl
a startling ol)serv.rtion sinct' one
usually tlrinks of New York.rs the
financi.rl capital of the worltl. Fol-
lowing.r sle.rcly decline in nran-
ufdclurinB jolr', New York ( ily in
'l9Bl statistic.llly emerged;rs the [i-
nanr ial center oi lhe t ountry. Thr'' ir
true lor mosl of the large urban .rre.rs
in the counlry. A quick look at
downtown Prllsburgh, lcrng r<lenti-
fied as a "smokestack" industrial
city, reveals its similarity to otht'r
downtown areas having a concen-
tration of high-rise office buildings
forming a glass wall.

Even as New York City Srows in the
commerce and financial calegories,
the same growlh is happening in the
nearby suburban communities al an
even f,lster p,tt e. Ior examlllt' in

Ab,am Barka|, CRt, MAI is prc\tLlcnt oi
lame\ lell Rea/tt 5ervrre'. .r drrr'r,,rr ,,i
Ctubb & tlli\ Q,r']tpany oi Nerv Y()r& cry
spe(ialtlng n tontuhing ancl apputsal aL-
tivilies. Brrkan wa\ lhe 1978 prcs(lenl oi ite
American Sot i,.|y oi Rea/ fstate Counx,/o^
and prevktusly war published rn R&ll Esltlc

1980 1981 t982 t983 ',t984 1985

l7.t\ 19.5 18.7 )).\ 21.0 .10..1Total Conslru( lion
{Millions of Sq. tt.)
Location of New Spnce (%l

New York City
Long lslanrl
New l.,rsey
Northern Suburlx

t'x,
\8"1,
l5'x, tg%

] t',,,,
I l'ri,
.10',1,

1o,7,

) t,N,

20%
11%
50v"
19v"

\ \"1,
11,'1,

16,2,
2l)"/,,

Real lRRs

Possible tuture lnflation Rates
4% 6'% 8% 1096

White PlJins, nrore people enter lhe
city th.rn leave it for work in lhe
urban are.r. Table 1 illustr..tte: lhe
phenomenal ,l()wth in the suburban
communities of New York City.

The suburbs irt' starting to lo()k
more like the city due to the pro-
liferat ion of shopping centers.rn(l
hotels thnl finrl it good business t()
be adjacent to otlice buikling con-
centrations. For ex.rmple, the Hilk)n
Hotel rn P,rr\il)pJny, New lersey ir
busy Monrlay through Th ursday,
and on weekc,nds it enjoys.r bonan-
za Ironr tlrc r rlered p,rrlie5 -

wedding receptions, bar m itzvahs,
etc. A reservalion for Sunday brunch
must be ma<le well in advance of tht-
specific d.rte. Do you recall how
difficult it w.rs in the past for a hotel
in the suburbs to succeed, let.rkrne
prosperl

As for suburb.rn shopping centers,
they resenrble Fifth Avenue, Rtxleo
Drive and W()rth Avenue more th.rn
a sleepy little suburban conrnrunity.
ln Manhnsse,t, Long lsland, a pros-
perous M,rnhattdn suburb, a local
shopping center is slowly ch;rnging
its ten.lntry from supermarkeVv.rriely
store to B(x)ks Brothers nnd other

Madison Avenue shops. ln Sh()rl
Hills, New Jt'rsey, the shopping < en-
ter has .lltr.r( led lxrutiques such as

Gut r i. l.rr,Hcr. lt.nrli anrl Loui:
Vuitton.

Meanwhile sr-rburbs and urb.rn .rreas
now suffer from the same prob-
lems-corrgtslion ,rnd l.rr k oi
affordable houring. ln suburban Es-

sex Counly, N0w lersey, the median
home price ir in the $150,000 runBt'
w ith many (ostinS $400,000-
$500,000. There is.r lack of a{forrl-
able housing in lhe northeasl, lmth
in the urhan areas and suburbs, th.rt
offer employnrent opportu n it ie\.
Automobile tr.r[[ic congestion, .r

growing problenr, can only worsen
in light of new office building
conslrual i()n

What is the solulion? Such a < om-
plex problem necessitates a con]-
plex answer. For st,lrts there need5 to
be a redircctit-rn of federal spentling
from esc.rlating delense co\ls to
relieving hou:,ing shortages, improv-
ing lhe environment and reducing
the unenrploymenl rate. Tod.ly'5
problenrs of incre.rsing congestion
and populalion should not be lefl to
become tonorr()w's regret.
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the results presenled previously, lhe.rssumptions used in
Scenario 3 nrosl closely resemble.r more lypical taxpay-
inB investor who would ordinarily finance the acquisi-
tion. When conrp.rred to the results of Scenario 2, a

slight diminution in both nonrinal and real lRRs results
from the or<lin.rry in(ome taxes paid on operating profits
as well as the c;pital gains tax liabilily on the sale pro-
ceeds. Note however, that the investor is unlikely to
achieve currenlly acceptable nominal lRRs unless the
future rate of inflation is at leasl 5-6 percent. This is the
point at which ncrminal lRRs cross over the 12-13 per-
cent range. ln real terms, the future anlicipated inflation

t;:10% k,rnnl

{

Rate oi Relurn
lRnlI

of Returrl

09/. Real R.rl('
of Relurn

lj lr)
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rate must approach eight p€rcent before the real IRR
earned by the investor equals the real cost of mortgage
debt of 8.5 percent.

Conclusion
Except {or cerlain institutional non-t.rxable investors,
more traditional developer/investors h.rve not demon-
strated a strategic adiustment to the realities of the cur-
rent markelplace. For the most part, liltle attention has
been paid to the current discrepancy between the real
cost of mortgage debt and the real rate of return achiev-
able by the investor. To the extent that real interest rates
exceed real lRRs, any ralional investor would probably
choose to be a lender before choosing to be a borrower.
All-cash non-taxable investors enjoy a clear adv.lntage
so long as future anticipated rates of infl.rlion remain in
the range below five percent. Perhaps this is an unrealis-
tic expectation, perhaps not. Over the period 1975-1985
this was certainly not the case. lf future infl.rton rates do

return to the levels of the l970s, then lypic.rl taxpaying
.rnd leveraged investors are acting quite prudently and
their gamble will pay off. Unfortunately no one knows
where the future lies. Meanwhile it nppe.trs that the
value of leveraged investments remains dependent upon
future rates of infl..rlion well beyond whal we currently
observe.

NOITS

L Artificially low real lxrrowing rates were a mnior factor in ex-
plaining real estate return\. llowever, rasing dem.rnd i(x real property
as an inflalion hedge anrl.'nvironmentally anducd \upply constraints
oflen conlributed to the ri{' rn real estale return!.
2. NotwathsLrndang ati many shortcomings, Ihe int{'rnnl rate of return

(lRR) has b€(ome the curront \t.lndard by which redl est.rte anvestment
performance is measur(1. S({'bhn McMahan, "M{,.tsuring Real tstate
Relurns," Red/ fst.]le ,\!uo\, V()lume 9, No. 2, F.tll,^r'Vintor, 1984, p. ll.
l- Ther were the same .l\\umptions utrlized in the Snmuelson anal-

ysis prcsented in tiSure l.

buildings. lt also made Poydras Street buildings feasible. ln any other location, these parking
spaces would have harj to been added.

General lmpact Of The Superdome

Each year the Superdome has a big operating deficit
since the taxes generated by the visitors lo Superdome
events cannot be directly identified or used to offset the
book deficit of the operation (see Exhibit 8). However,
the economic contribution of this structure is tremen-
dous and it pushed tourism to the top of the list of eco-
nomic contributors to the economy of the New Orleans
area. Without the Superdome, New Orleans would
probably not have been host to Super Bowls, the Nation-
al Basketball Association lazz franchise for four years.
the NCAA basketball championship in 1987 or numer-
ous trade shows and conventions. A recent report by the
University of New (Jrleans Division of Business Admin-
istralion indicates thJt in the ten years since it opened,
the Superdome has generaled $2.68 billion in state tax
revenue, visitor spendinB and CBD development.

old industria I

more desirable

lnterestinBly, after ten years of operation, lhere is not one
improvement which is directly relaled to the Superdome
except the Hyatt Regency.

The University of New ()rleans study oi the economic
bene{its of the Superdome after '10 years by Dr. Wade R.
Ragas, Jr. and Dr. lv.rn l. Miestchovich, lr. indicates that
the office buildings in the vicinity of the Superdome
benefited from the Superdome parking garages. The
buildings on the lake side of Loyola Avenue required
one parking space for e.tch 1,200 square ieet of office
building in the zoning ordinance and this is.rpproxi-
mately what was ltuilt; however, Drs. Rag.rs.rnd Miest-
chovich contended th.rt this was not sufficient parking.
The proximity of the Suprdome parking gar.tges saved
the buildings'develogrrs about $20 million. This, they
contend, was an econ()mic benefit in th.rt it saved the
construction of the.rdded spaces needed to make the
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Contributor lnformation ior Real Estate lssues
The journal is published twice a year (Spring/Summer
and Fall,ryVinter), and reaches a lucrative segment of
lhe redl estdte induslry as well as an impressive cross
section of professionals in related industries.

Subscribers to Rea/ fstate lssues are primarily the
owners, chairmen, presidents and vice presidents of
real estate companies, financial corporations, prop-
erty companies, banks and management companies;
libraries and Realtor o boards throughout the country
as well as professors and university personnel; and
professionals in s & ls, insurance companies and law
firms.

Rea/ fstate Issues is published for the benefit of Coun-
selors and other real estate professionals, planners,
architects. developers, economists, politicians, scien-
lists and sociologists. lt focuses on approaches, both
theoretical and empirical, to timely problems and
topics in the broad field of real estate. Manuscripts
are invited and should be addressed to:

Jared Shlaes, Editor-in-Chie{
Rea/ fstate ,ssues
American Society of Real Estate Counselors
430 N. Michigan Avenue
Chicago, lL 6061 I

1. All submitted materials, including abstract, text
and notes, are to be typed double-spaced with wide
marSins. No page limit is imposed. Submit three cop-
ies of the manuscript, accompanied by a 50- to 100-
word abstract and a brief biographical statement.

2. All notes, both citations and explanatory, are to be
numbered consecutively in the text and placed at the
end of the manuscript.

3. lllustrations are to be considered as figures, num-
bered consecutively and submitted in a form suitable
for reproduction. Type figure legends double-spaced
on a separate page.

4. Number all tables consecutively and type double-
spaced on separate pages. All tables are to have titles.

5. Every effort will be made to notify the author of the
acceptance or rejection of the manuscript at the earli-
est possible date. Upon publication, copyright is held
by the American Society of Real Estate Counselors.
The publisher will not refuse any reasonable request
by the author for permission to reproduce any of his
or her contributions to the journal.
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