
advisory services are of a nontransactional nature,
the adjustment for compensation over the retainer
is usually on an hourly basis. Horvever, where a sale,
purchase, 1ease, or I'rnancing is arranged, an agreed
incentive fee above the retainer amount is generally
paid. Thus, on a very carefully defined basis, a coun-
selor may be engaged for a nonrelundable fee, plus
a contingency fee for successfully arranging a sale,
purchase, frnancing, or large-scale lease. The total
fee is partially contingent, i.e., dependent on the
counselor effecting a transaction on satislactory tel'ms
for the client.

Some have criticized this method of charging on
the ground that it smacks of pure brokerage. This
is simply not the case. First, brokerage implies an
open agency arrangement in rvhich brokers compete
rvith one another to eflect a sale. A counselor rvould
never accept business on an open agency basis. I[
there is a similarity, it is \,,,'ith the exclusive agent,
rvho acts on behalf of a client on a fiduciary basis.
The counselor, also exclusively engaged, is never-
theless still distinguishable from the exclusive agent.
The former receives a retainer or other agreed fee
in advance of services, and all marketing and pro-
motional costs are usually borne by the client. Coun-
selors are regarded as team players. They have a
more professional philosophy in conducting their
business, first because they tend to be salaried and
share annual bonuses. Second, counselors are schooled
by the American Society of Real Estate Counselors
in offering more analltical, detached, and objective
services-

The market realities also demand that counse-
lors receive some t5pe ofsuccess fee in a transaction.
Otherwise, it would not be possible to attract the
high-quality, educated, professionally motivated
person to the counselor ranks. The professionaJ mind-
set remains, however, because of the counselors'
dedication to quality advisory services.

Can The Counselor Be Considered A Professional?
To rvhat extent can a counselor consider himself to
be a real estate professional rather than merely a
businessman? At the moment, counselors lack
professional standing because the group that rep-
resents them, The American Society of Real Estate
Counselors, is a nonqualilying society that issues
invitations for membership but imposes no lormal
educational or examination requirements. Its invi-
tational standards are nevertheless very high. A
person is invited only after extensive interviews,
reference checks, and documentation concerning the
provision ofpast counseling services for agteed fees,
negotiated in advance ol perlorming services.

The society has both a Code of Prolessional Eth-
ics and Standards of Professional Practice. The so-
ciety is insistent on the counselor establishing his
contractual relationship and method of compensa-
tion before taking any overt action on the client's
behalf. It also vigorously opposes conflicts of interest
and compels its members to disclose to all parties
such a possibility and to obtain their consent prior

to providing services. The society constantly seeks
to attract, then qualify, and finally invite those who
spend a portion or all of their time on counseling
assignments.

At this stage ol its history, the society appears
content to be considered a business organization with
high prolessional motivations. It shorvs no disposi-
tion to align itself with appraisers, agents, or man-
agers. It considers itself an elite organization
representing the very best in real estate. \Vhat role
then can the counselor play in assisting a principal
in a development capacity? Where do counselors fit
into the various stages of the development process?

Defining The Development Process
Real estate development is the process of purchas-
ing, or Ieasing land for a long term, for the imme-
diate or ultimate purpose oI constructing an
appropriate building inrprovement on the site, sub-
ject always to the local zoning ordinance. A devel'
oper is generally the principal, or one of a number
ofprincipals, commonly referred to as ilrvestors, who
has or have invested capital in the form o[ equity
and debt to cover the estimated total development
costs.

The principals may designate one of their group
to serve the critical role as coordinator of the devel-
opment. Carrying out a development plan is an in-
volved, detailed, multiphase activity. The control of
the sequential process is essential if the finished
product is to be completed rvithin the construction
budget. The elimination of rvaste, duplication, and
inadequate planning requires an experienced and
alert person.

The principal acting as developer does not nec-
essarily accomplish every step in the construction
process. He frequently subcontracts many of these
steps to realtors, construction contractors, construc-
tion managers, and others. Horvever, the total role
ofthe rea.l estate counselor in the development process
is presented here to provide insights into his ability
to assist development planning and effectuation. The
experienced real estate counselor can even assume
entirely the role of the managing principal. Alter-
natively, he can serve in any number of capacities.

EXAMPLE: The author served in the place ol his
principal, Commercial Union Assurance Com-
pany, in the construction and development of One
Beacon Street, Boston, Massachusetts, an oflice
tower and underground garage of about 1.2 mil-
lion square feet.

Acting without discretionary authority, i.e., with
his actions always subject to approval by the prin-
cipal, the author and an associate assembled nine
parcels of Iand comprising an area of some 60,000
squale feet, engaged the architect, the construc-
tion company and construction manager, the rental
and managing agent, and the public relations
counsel, and coordinated the entire development
process to a successful conclusion very close to
budget.

FOBEIGN
INVESTMENT
IN U.S. REAL
ESTATE

fi oreign investment in the United States can be
! put into historical perspective with just one
I phrase that tells it all: the United States rvas
built by foreign capital. It is a long and honored
tradition in America and an absolute requirement
of economic development in a massive continental
nation such as ours to have foreign investment. This
fact often is lost on members of Congress and others.

Historical Perspective
In American history, there have been basic foreign
investment themes. In prerevolutionary days, there
*'as tremendous land speculation in America pri-
marily handled through syndications sold into Eu-
ropean markets, particularly England s. One of the
major facts that led to the American Revolution rvas
the Crorvn's effort to suppress these activities.

After the Revolution, land sl.'ndicates involving
major foreign participation rvere a major force in
moving the population be1'ond the Appalachians and
to the old Northwest.

Betrveen 1850 and 1880, U.S. railroads rvere grven
land by Congress in order to extend their route sys-
tems into the far West. Railroads sold massive
amounts of securities backed by land in European
investor markets.

Between 1880 and 1920, there rvas an inflorv of
capital from England, Scotlard a-nd lreland into U.S.
farm land investment. Major cattle ranches and
farming combines were put together based on Eu-
ropean capital. Interestingly. this is the time rvhen
most of the statutes restricting foreign investment
and ownership of agricultural land came into being
at the state level.

After World lVar II, the English backed Zeck-
endorf and other U.S. investors. The English also
were active in some of their orvn investments. The
Pan Am building, for example, s,as syndicated in
England. In the 1960s, off-shore real estate mutual
[unds sold shares to small investors in Europe. These
'were unsuccessful as they rvere marginal propel'ties
that rvere poorly structured and often involved fee
rip-offs. Today, many individual European investors
remember this period and are very careful about
making investments in the Linited States.

The 1970s saw major increases in oil prices. With
this came the need to recycle funds. Middle Eastern
capital started coming into the United States lor the
first time, as well as Latin American flight capital.
This period also witnessed the move of major Ca-
nadian developers into the United States. With few
exceptions, ventures frnanced by these investors were
not successful

In the 1980s, the Japanese, who had been in-
vesting only marginally in U.S. joint ventures, really

lohn McMahan, CRE, president of MellonlMcMahan Real
E$tate Advisors, is a San Francisco asset manager lbr in-
stitutionaL dnd indioidual inuestors with over 51.2 btllion
und.er managemenl. McMahan is o member of lhe farulry
of the Slonford Gradtnte School of Bustne's.

Inuestment in U.S. real estate by foreign
institutions and indiuiduals may slow down in
the 1990s, but it will continue to be a major
influence on the real estate marhet in this
country.
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started to hit their stride. Important new sources of
investors from Hong Kong, Singapore, Taiwan and
other areas also developed at this time. As we enter
the 1990s, we can look back on a long historical
experience with foreign investment that has come
from virtually a-11 over the world.

Current Trends
How big is foreign parttcipation in the U.S. real es-
tate marhet? At the end of 1988, the value of the
commercial real estate market in the United States
was $3.5 trillion. Eoreigners held less than l1c ol
that market or about $32 billion; pension funds about
27o; securitized real estate abo,tt 2.77a; financial in-
stitutions abotl 20Voi and U.S. corporations, which
are by far the largest holders of U.S. investment real
estate, about 74.4Vc. If yort do not consider holdings
by corporations and financial institutions, foreign
investment represented 16.37c of this market in 1988
vs 22.21c in 1982. So, in terms o[ market share, for-
eign investment has actually declined.l

Horu fast is it groutng? Looking at the period
from 1982 to 1988, foreigrr investment in real estate
has gTown abott 25Vo a year. This compares to a
growth rate for securitized assets of about 457c and
a growth rate for pension fund assets of about 43%.
Foreign investment has not been growing as fast as
other forms of domestically generated investment,
which explains its decline in market share.

Where does it come from? By the end of 1988,
Europe slightly dominated U.S. foreiga real estate
investment with 33? of the investment assets. Ja-
pan had 319c of LI.S. investment assets with by far
the fastest rate of increase. Latin America was third
rvith 16%; Canada fourth rvith 137r. All others had
aooul /'r.-

What are some of the factors driuing inueshnent
in U.S. real estate? From the institutional point of
view, yields are the basic driving force. In the 1970s
and early 1980s, yields were higher in U.S. real es-
tate than they rvere in real estate in other countries.
So the fundamental driving force for this investment
and florv of capital remained what institutions al-
ways try to achieve: improvement in their returns
on assets.

In some cases, this quest for lelds has been short-
term in nature. Major syndicators in Japan, as an
example, have bought Li.S. assets, resl,ndicated these
assets back into the Japanese market and taken a
spread on arbitrage of yields. There also has been a
move among institutional investors for country di-
versi{ication. The weakness of the U.S. dollar also
has been an attractive factor, as has the higher
transaction volume of the U.S. market, making it
possible to build a portfolio more quickly in this
country than in others.

For individual investors, the fact is that a good
part of foreign capital flows involves the diversifi-
cation of flight capital in order to reduce the risk a
particular family faces in its own country. Investors
from these countries are looking for a safe haven.
We have established legal institutions to facilitate

investment. Our market has free entry. We have
financing sources that are not comnlon to other
countries.

Where are inuestors buying? One of the tradi-
tional theories is the "port of entry" concept. That
is, foreign investors invest in those areas of the
country where their nationals most commonly ar-
rived at some point in time: San Francisco has been
the magnet for investment lrom the Chinese com-
munity; Los Angeles has been the site of investment
from the Japanese; Chicago, New York and other
areas in the East have been targets of European
investment. The Japanese, as an example, put 407.
of their money in 1988 into three markets: Los An-
geles, New York and Honolulu.3

This port of entry theory is breaking down to
some extent today as foreigrr investors become more
sophisticated and, frankly, run out of opportunities
in the markets x,here they first began their invest-
ment activities. Other markets, such as Atlanta,
Boston, Washington, D.C. and Seattle, are emerging
as new targets for foreign investors.

What products are they buying? Let's look at the
Japanese since they are by lar the most active of
today's foreign investors. ln 1989, 23% of Japan's
investments in the United States went into off-rce
buildings,2STc into resorts and hotels, 15clc into mixed
uses, 157o into residential developments, 2% into re-
tall,2Vc into industrial uses and 97c into land.'

Japan's investment transactions are getting
smaller, but they are still very large. The average
transaction in 1989 was $50.8 million. That rvas down
from $?8 million in 1988.5 It is pretty clear that, as
Japanese investors diversify into secondary markets
and buy other types ofproducts, they rvill reduce the
size of their transactions.

Who is Buying? Let s look again at the Japanese
experience. In 1989, 497c of Japan's investments in
U.S. real estate came from firms involved in either
construction or development, 67c from life insurance
companies, abo'tf l7?o from business firms and 217r
from individuals. Individual Japanese investors are
a new force in the market, becoming active only in
the last ferv years. Pension funds are important as
a result of a change in policy made by the Ministry
of Finance which allows these lunds to invest up to
207c of their assets abroad (it had only been 3ft
before).

In terms of a risk profile, 56% ol the Japanese
investment in 1989 went into eisting properties and
447c was in new development. This rvas a substan-
tial increase in development activity over the pre-
vious three to four years. 1n terms of deal structures,
the Japanese continue to prefer joint ventures. About
547c of these investments were in joint ventures and
about 469o were in fee ownership.6

Major Issues
I want to address three major issues. The lirst is the
risk-return relationship that exists in U.S. real es-
tate today. As I indicated, most of the foreig'n in-
vestment is made by institutional funds, and it is

REAL ESTATE
COUNSELING
IN THE
DEVELOPMENT
PROCESS

What Is Real Estate Counseling?
Il eal estate counselinq is the business of analyz-
l{ ing specific real esta"te problems and needs ior
I I agr eed fees, drarving conclusions. and making
recommendations to a client. The nature of the con-
sulting problem fi'equently calls for an objective,
dispassionate, and professional solution, as in lec-
ommending whether to proceed with a lotal reha-
bilitation ofa building. Another illustration is a study
to help decide rvhether to develop, hold, or sell a
specilic site on which new zoning has been obtained
and the price at which to olfer it, if the sale decision
is chosen. In these examples, the counselor is acting
in a passive way on the client's behalf.

On other occasions, the real estate counselor may
be engaged to act in an advocate's role, as in an
arbitration of a real estate dispute. He may provide
active services as a disposition counselor in the
planned sale of a nervly developed building. (For ex-
ample, the author acted for Pan American World
Airways as a consulting intermediary in the sale of
the Pan Am Building to N{etlopolitan Life Insurance
Company.)

A counselor may be an individual practitioner,
a senior officer in a brokerage or investment com-
pany, or he may be rvith a company exclusively in
the field of real estate consultation. Counselors'
services are used by banks, insurance companies,
pension funds, investment and development com-
panies, individuals, and governmental agencies. Most
counselors are skilled in virtually all property types,
although there are many rvho specialize.

Hou Counselors Are Paid
Most counselors in the larger realty companies are
paid on a salary basis and also receive an annual
bonus for their production and ability to obtain new
business. It has become a comparative rarity for a
counselor to be paid by his company on a "piece-
work" basis, i. e., a certain percentage of the gross
fee earned by the company on each account. On the
other hand, counseling fees payable by the client to
the individual counselor or company are usually, but
not always, agreed to in advance. If the counselor is
engaged to study the feasibility of site development,
he will make the str.rdy for a flat, agreed amount, or
may identify a range of fees, rvith the final amount
dependent on hours, changes in the scope of services,
or unusual circumstances.

Sometimes monthly or quarterly retainers are
negotiated where the services are Iong-range or var-
ied as to scope, or both. Where retainers are em-
ployed, there is generally some arangement for
additional compensation based on hours, perform-
ance, or the success of the development effort. If the

lohn R- lyhite, CRE, is the honorory chairman and direc-
tor of Landauet Associates, Inc., a Nell, Yorh-based inter-
national consulting company. He has served as a consul ng
internediary in the purchose, sale, and linancing of such
properties as the Pon Am and General Motars Buildings in
New Yorh and L Enfant Plaza in \+'oshngton, D.C. $hite
is a past president of the American Societ], of Real Estote
Counselors,

More and more today's marhetplace is
requiring the Counselor's diuerse and
anaLltical shtlls for decision nnhing.

John R. White, CRE

Reprinted uith permission,iom Real Estate Development
Manual,c Copyrigtr, I990 by Warren, Gorham & lamont, Inc
All rights rtserted.

I36 REAI ESTATE ISSI,J'ES FAIL WINTER ]990 Reol Estote Counseling in the Del,eloprnent ftocess



in the United States. Foreign ownership is largely
institutional ownership involving pension funds, in-
surance companies, sovereign governments and ma-
jor corporations. The influx of foreig'n capital has
coincided with an increase in the portion of assets
allocated to real estate by domestic pension funds.
As institutional money, both foreign and domestic,
has flocked to real estate, yields on investment-grade
assets have been bid down to levels below the long-
term cost of debt. Furthermore, because of soft renta-I
markets, the return on cost for new buildings in manv
markets is now below the long-term cost of capital.
The result of this bidding up of prices and bidding
down ofyields is that developers can no longer afford
to own the buildings they develop. As a result, they
are developing buildings to sell to institutional buy-
ers at capitalization rates below the return on cost.5
This process reinfolces the institutionalization of the
real estate market, and at the same time, it forces
developers to pursue a fee-based, merchant-build
strategy.

In time, U.S. real estate markets may begin to
look like European markets, with the bulk ol the
investment-grade building stock being in the hands
of large institutions. These buildings will not sell as
frequently as buildings sell in the United States to-
day. Developers will be forced into alliances with
institutional partners because it will be difficult to
finance new projects without gaining access to large
amounts of equity. The development industry will
consolidate because smaller, under-capitalized de-
velopers will have a diflicult time competing in this
environment. But institutional ownership should
introduce more stability to real estate markets, and
it should bode well for individuals with asset man-
agernent skills who are able to create value for long-
term owners through astute management of real es-
tate portfolios.
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yield driven. Today, cash returns in U.S. real estate
range betrveen 6.5Vc and 107c, depending on the
market. These returns are higher than the returns
in Europe, which range from 5% to 67o, and they are
dramatically higher than the returns in Japan, which
are about 2o/o .

It is in the total return area that the U.S. real
estate market is developing some problems. For the
first time in the last five years, we find total returns
in overseas markets exceeding those in the U.S.
markets. This is due to several factors, the most im-
portant of which is the much stronger role of gov-
ernment in the development process abroad. This
tends to limit supply and prevents the overbuilding
that has been experienced in the United States.

An examination of U.S. returns over the last
five years shows that for the first time since World
War II, real estate tlails bonds. This, of course, is
forcing institutional investors to reconsider the as-
set allocation issue. As a result, British investors
pulled out of U.S. investments last year, feeling they
could get higher returns in European real estate.
The Japanese also are increasing their investments
in Europe.

It is pretty clear that if risk-return relationships
do not improve, the United States will see a lower
share of the real estate market held by foreigners
as foreign investment activity slows down.

A second major issue I want to talk about is
vertical integration. I refer to an excellent paper by
Larry Bacow from the Massachusetts Institute of
Technology,' lFor compLete text of Bacow's paper, see

Clearly, there is an underlying fear in the U.S.
real estate community that if foreign firms integrate
in this country as they have in their own countries,
they can establish a monopoly position and force out
U.S. firms or dilute the market share of U.S. firms.
In a period of a possible recession and soft markets,
having to share this diminishing return with foreign
nationals is not a good prospect. This fear is expe-
rienced by individuals and firms who otherwise are
very favorably disposed towards foreigtr real estate
investment.

Bacow's paper concludes that vertical integra-
tion will not be successful in the United States. Let
me review some of his reasons. First, vertical inte-
gration of U.S. real estate has not worked for U.S.
or Canadian firms that have tried it in the past.
There is no reason to believe that it would work
better for other foreign lirms. U.S. markets are too
dispersed in terms of multimarket activity. They
certainly are not homogeneous.

A third major issue is regulation. It is the po-
sition of some people that foreign investment in the
United States should be absolutely prohibited. This
type of thinking is reflected in 27 state 1aws, many
of which were introduced in the late 1800s, that deny
ownership to foreign investors, although most ofthese
Iarvs are directed at the ownership of farm land and

not at the ownership of investment properties.

The next level of regulation is the registration
of foreigrr ownership, which is generally proposed at
the federal level. This type of regulation olten is
introduced as a tracking device. In most cases, it
ends up being a harrassment device. Today, legis-
lation (FIRPTA) requires more disclosure on the part
of foreign national investors than it does from
American investors.

The third area of regulation is taxation. If there
are treaty provisions, foreigners can be treated bet-
ter than U.S. investors. Here, there is a move toward
achieving equality between U.S. and foreign inves-
tors. In future years, no doubt several attempts will
be made to pass measures that will limit foreign
investment unless there is 'reciprocity" from other
countries.

Prospects For The Future
In terms of the future, there will be continued for-
eign investment in the United States, and foreigrrers
will continue to be major players in the U,S. real
estate market. Because of the yield problem, there
will likely be a slowdown in the rate of foreign in-
vestment and a shift in the movement of assets to
other nations. There will likely be limited vertical
integration, except in certain homogeneous markets.

Foreign investors will influence one aspect of
the real estate market that is not healthy for U.S.
real estate firms; there will be fewer tlansactions.
Most foreign investors will not be recycling prop-
erties for some period of time. There will be less
volatility because of the longer term investment
perspective of many foreign investors.

There is clear evidence of globalization of real
estate. This follows the globalization of the securi-
ties market over the last ten years. Finally, there is
an increased level of institutionalization of U.S, real
estate partially because most loreign investors are
institutions.

Generally speaking, the 1990s will be very chal-
lenging in terms of the changing structure of the
real estate industry. By the end of this decade, for-
eign investment will not be discussed in the same
sense that it is today. There will be acceptance of
the fact that there is a rvorld*'ide investment mar-
ket. Some investment goes out; some comes in. Deal-
ing with a global market will be just a part of the
day-to-day life of the real estate professional.
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