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TNTRODUCTIoN
I The."ul cstate industrv secms to

Ihuu" "bought, literaliy, the .rs-

sumption that real estate'capital mar-
kets information is critical to invL'st-
ment decision-making. There are over
l()0 publications whosc primary mis-
sion is to inform the inciustry.rbout
trends in the real estate capital mar-
kets. These publications include those
covering the. broad "capital markr:ts"
like Institutional Real Estate Inc.'s
Rt'a/ Esfaft' Cnpitol Mdrkr,ls Rt;rtrrt; ln-
stitutional Investor's /lcn/ Estnfu' Fi-
llnlcc; and Warren, Corham &
Lanront's Cn;rilal Sorrrcr,s For Rca/ Es

rrh', to scores of single sou rce publica-
tions such as Cttnuntrtial Mtrrl3n,gr
Al tt ; Mor t gngc Bn nktr ; I t r st i t u tiotrtl lktl
Eslrta Lctltr; The REIT Rtltorl; Tltt
5fd,rg.r R?1,(),"1; and the /rrrrrrral dCorrr-
nttrtial LLttLling. Additionally, scores
of publications and internet sites
propagated bv real est.rtt firms, tratle
journals, and nelvs magazines pro-
vide a virtual "title" wave of real estate
capital flon s information.

The explosion in the availabilitv of
real estate capital marke.ts data has

underscored the importance of deter-
mining which information is impor-
tant, and how it can be applied to
assist real estate decision-makers. In
manv wavs, todav's realestate capital
markets "information industry" is
similar to the real estate property
markets inclustry l5 years ago. Just
like property market inkrrmation l5
vears ago, caPital markcts informa-
tion is poorly tlelined, not appr()pri-
att'ly segmented, and has few, stan-
dard ciefinitions or measurcment tech-
nirlr.rt's. Holvever, propL'rty mark!'t
information has beconre. signif icantlv
morc valuablc over the last 15 years,
as users dett'rmined horv and u,hi,
they w'anted to use inform.rtion. This
pushed proviclers to improve quality
and access. Similar trends need kr
take place in tlre real estate capiti'tl
markets "information industry" to en-
able decision-makers to improve their
performance.

This article ,rriclresses rc.rl ('state calli-
tal market necds in four wavs:

Defines rvhat the real estate capital
markets arc and the kinds of rt'al

The pulse is racing for
re al est ate-especially

as measured in thc
public markets.

I ntt e st able re al estate
is profoundlq being

rcdefined, .from both
n source of capitnl

nnd thc type of
property chosen.

ne clear message resonates
from thc'1980s: real estate
has to stav connectL'd to the

capital markets. The overbuilding of
the 1980s sent the clear message that
the capital markets (p-rricing of risk and
the allocation of money) had become
de-coupled from the spatial markets
(fundamentals of supplv and demand
for spacc). For real estate to be. classi-
fied as a mainstrcam investment in the
aftermath of the eletpest market cor-
rections of the century, the asset class
had to behave much more n,ithin the
rules of other capital markets. How-
ever, it continlres k) struggle due to the
lack of re'adilv available information,
as well as other arbitrage opportuni-
ties in the market, vet real estate will
continue to access better information
at a m()re rapid ;.race. Keep in mind
however, that no investment market
ever has perfect information. Devel-
oping a real est.rt(r stratc8v rcquirc:'
implementing investment m()dL'ls that
are built on a mosaic of information
regarding property types, market fun-
damentals, and capital florvs. The pur-
pose of this article is to provide an
intellectLral underslanding of sizing

up capital flou,s and how following
the money trail can improve the un-
derstanding of tht'past, present and
future of the real estate market.

Real estate is here, there, and every-
where! Tell me there is not a problem
with adding up the nation's sticks
and bricks and applying.l market
valuel Cuess again. Even in kday's
information age, where companies
kno*, more about us than we know
aboutourselves spcndinghabits,car
and phone usage, bank account bal-
ances, etc.-ther€. is just too much real
estate. Yet solid studies of the capital
composition and size of the real estate
market continue to be generated.
These studies have dissected real es-
tate into institutional and non-institu-
tional, debt and e'quitv, propertv tvpe,
and by type of invoskrr. To satisfy the
capital pie quest, the t1^,o pc,rspec-
tives have developed and focus on
either: a). space and,/or inventorv, or
on b). the source of investor capital.

For the mtst part, capital flon, analy-
ses have ftxused on the hventory side
or space analyses instead of counting
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and nerv provisions. The' proper application of
many of these provisions can help real estate inves-
tors reduce their tax burdens, resulting in increased
capital maintenance. A law as complicated as this
commands a great deal of study by investors who
desire to maximize returns, minimize tlre tax bur-
den, and maintain appropriate capital structures. ln
addition, real estate investors should consult with
appropriate tax professionals to assure proper ap-
plication and maximum benefit from this new
su,eeping pic'ce of legislation.*.,
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THE COMPLETE REAL ESTATE APPRAISqL ANO
CONSU LTATIO N OHGAN IZATION

Exhibit I

estate capital markets knou,ledge ar,ailable;
Segments the users of real estate capital markets
knowledge into four distinct groups;
Presents decision-based strategic frameworks
th.1t link specific information needs to specific
applications for distinct user groups; and,
Provides a future forecast of capital market con-
ditions based on The Roulac Croup's propri-
etary historical capital markets indices.

DEFINING THE REAL ESTATE
CAPITAL MARKETS
The real estate capital markets are an aggreBatioil
of the 17 real estate capital providers shown in
Erhibit 1. In order to understand the flovv and
changes in the real estate capital markets, the ect>
nomic forces and motivations influencin6; each of
the 17 providers must be understotld.

The dramatic gron,th in the commercial mortgage-
backed se,curities and public real L'state invest-
ment trust marketplace since 1990 have expanded
real estatc into the. "four quadrants" as shown in

169 l-[\t\(;T()]\ .ttu.. \[:n l()Rt( t(x)t7 2t2-6sr.ot54
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CONSU LTATION-VALUATION / FEASI BILITY STUOIES
CASH FLOI.V AND INVESTMENT ANALYSTS

RECOGNIZEO EXPERT TESTIMONY

R l Etllt( Cnlitnl Mnrkcl TrcttLls E Apl icaliLtut

REAL ESTATE
CAPITAL PROVIDERS

Private Debt
1. Life lnsurance Companies
2. Banks and Mortgage Companit's
3. S&Ls and Mutual Savings Banks
4. Pension Funds
,5. Mortgage REITs
6. Public Mortgage Partnerships
7. Finance Companies

Public Debt
8. Covemment Credit Agencies
9. Commercial Mortgage-Backed Securities

Private Equity
10. Pension Funds
11. Foreign Investors
12. Private Financial Institution REO
13. Life Insurance Companies
14. Private Inl,estors (Partnerships, Joint-

Ventures, Etc.)

Public Equity
15. REITs - Equity and Hybrid
16. Public Real Estate Partnerships

17. Corporations

Sourc{ : Roulsc Capilal Matket Sen'ice
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E.r/riDll 1. Real estate capital can be split into: Private
debt, Public debt, Private equity, Public equity, and
Corporate. The growth in the commercial mort-
gage-backed securities and REIT marketplace have
transformed the real estate capital markets in recent
years, bringing the liquidi!v, corporate governance,
and Wall Street activity characteristic of other asset
classes.

The changing structure of the real estate capital
markets is shown in E.tlrilrit 2. Private debt, still the
dominant quadrant, has shrunk from a 56 percent
share of the market to only ,18 percent in 1997. The
private equity marketplace has also declined nearly
7 percent, while the public debt and public equity
markets have moved from an 8 percent share in
1980 to nearly a 25 percent share of the market in
1997. These trends are expected to continue.

The krtal size of the institutional real estate capital
markets rl.as approximatelv $1.6 trillion, as shtxvn
in Erllllril .3. Corporations are also major plavers in
the rcal estate capital markets, althr)ugh they are not
easily classified into any of the four quadrants.
Corporations raise capital publicly through equity or
debt offerings, as well as privatelv, and are properly
evaluated outside of the "four quadrants" of institu-
tional real estate capital. Estimates of corporate real
estate involvements exceed $2 tritlion in the U.S.

Real Estate Capital Markets Knozoledge
The next step in being able to apply real estate
capital markets knowledge to decision-making is to
understand the different types of real estate capital
market knowledge required by decision-makers.
Most importantly, for strategic purposes, decision-
makers need to be able to predict future changes
in capital flow activity. Historic information is

Exhibit 2

CHANGING STRUCTURE OF
THE REAL ESTATE CAPITAL MARKETS

7980 - 1997

Quadrant 1980 1990 1995 7997111

Private Debt

Public Debt

Private Equity
Public Equity

52%

l4%
29,%

5%

48/,'

16'.t,

29"/,,

56"/"

36%

54"/"

9"/"

35"i"

100'7. 100'r, 100% 100,/.

'1 Eslifinl. basei tttt nnt &liadl dalnlron 2td quarler 1997.
Sox/..r Irc Roxl/rr Crr,rry, R?al EslaleCalildl Mnrkel Sefl,icts
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necessarv to provicle a context for interpreting the
present and future, but alone does not provide
adetluate insight to make strategic decisions. Ac-
cordingly, the foundation for the analysis of ove,rall
trends in the real estate capital markets is the de-
tailed fundamt'ntal analysis of each of tht l7 real
cstate capital market pror,iders shown in Erhibit 1.

Projecting real estate capital markets trends has
a lot of similarities to proiecting propertv market
trends. Ifyou rvant to proiect property market trends,
knowing today's occupancy rates and rents is not
sufficient, and you must look at employment trends,
demographic changes, and the economic outlook to
build up a model of the factors that r.r,ill influence
future rents and vacancy rates. Analogously, in the
capital markets, if you want to pro,ect changes in
flows of capital in the future, a detailed moclel of
the factors influencing the flow and performance
of capital for e.rch of the l7 providers shown in
Er/rilrit 1 must be developed. For example, k) pro,ect
lift' insurance company debt flows in the future, one
must understand risk-based capital rules; historic
life insurance company real estate performance;
asset/liability matching requirementsi and other
industry-specif ic factors. Combining this industry-
specific knorvledge with current trends in capital
flows, reasonable projections of the short-term fu-
ture can be estimated.

Specific categories of real estate capital markets
knowledge needed by decision-makers are sum-
marized below:

1. Historic Capital Flows: the market size, net
flow, and activity for each of the 17 capital market
providers needs to be understood to provide a

context for interpretin8 present and projected
changes in the real estate capital markets.
2. Proiected Real Estate Capital Flows: 12- to24-
month and longer-term proicctions of changes are
key to successful strategic decisions and competi-
tive advantaBe.

Projected changes in the flow of thc, capital
markets have significant performance and value
implications overall, while projected changes in
capital flow by capital provider is more significant
to sen ice providers and lenders.
3. Segmentation of Real Estate Capital Flows:
segmentation of capital flows by property type,
location, size, and ownership are critical to strateBic
decision-making. For financing flows, segmenta-
tion by new versus existing, mortgage type or struc-
ture, property type, and geographic region are also
critical.

Exhibit 3

PUBLIC & PRIVATE
REAL ESTATE CAPITAL MARKETS

1997

Total Market Size = $1,585 Billion

r'T()lir/ si:. rfalsrr,.tiri.,rrldrktl |tro,cl|ll lhro sh V.nr I997
Soxr..r T7,e Rollrx C/irry, R[al Esht? Cnlilnl Mrlt l S.n,ii s.

Exhibit 4

APPLICAT!ONS OF REAL ESTATE
CAPITAL MARKET KNOWLEDGE

Source:Tht RoullJc Gtoup

OWNERS

LENDERS CAPITAL
USERS

4. Pricing and Investment Criteria: detailed in-
formation on pricing, deal tcrms, and investment
criteria by both debt and equity sources is critical to
investment and mortgage product design, capital
.rccess decision-making, performance bench-mark-
ing, and other decisions.
5. Future Trends Influencing the Real Estate
Capital Markets: detailed information, for the mar-
ket overall, as well as for the 17 different providers
of capital are required. Information on regulatory
trends, technological innovations, environmental
issues, global real estate capital market activities,
economic and real estate market trends, and other

used as a principal residence musthave been ou,ned
and occup.ried by the taxpaye'r for a total of at least
two of the five'years befort, tlre sale or exchange). A
married couple filing lointly may exclude up to
5500,000 if l). either spouse meets the ownership
test; 2). both spouses meet the use test; and 3).

neither spouse is ineligible for thc exclusion be-
cause of a sale or exchangc of a residence within the
last two yoars. If only one spouse meets the owner-
ship ancl use tests, the couple n,ill be eligible for a

$250,000 exclusion or a prorated exclusion. A pro-
rated amount of the $250,000 or $500,000 exclusion
mayapply if a taxpayer (or married taxpayers) does
not meet thr,: ownership or use test when the sale or
txchange is due to a change in place of employ-
ment, health, or unforeseen circumstanccs. Thc
rules for the proration calculation are rather com-
plex.

The exclusion applies b onlv one sale or cxchange
everv tn'o vears, but, pre-Mav 7, 1997, sales are not
considered for this time period. This new exclusion
rule replaces the deferred Internal Revenue Code
ftction 103.1 gain and the onetime $125,000 exclu-
sion for taxpayers age 55 or older. Taxpavers may
elect to applv prior law to sales and e,xchanges
made before August 5, 1997; or made after August
5, 1997 (pursuant to a binding contract in effect on
August5, 1997); orwhen the replacement residence
was acquired on or befnre August 5, 1997, and the
rollover or deferral rules would applv.

As further evidence that Congress is showing no
signs of sinr plifyinB t.t\ IJ ws, the new prtrv isions on
the sale of a principal residence inclucie special
rules for I ). ownership and use of prior residences;
2). incapacitatecl taxpayers; 3). divorced or wid-
owed taxpayers;4). remainder interests; 5). expatri-
ates;6). involuntary conversions; and 7). co-ops,
AIso, the new law makes an exception to the real
estate transaction reporting requirements in u,hich
it is no longer necessarv to report the tr.lnsaction to
the Internal Revenue Service if a residence is sold
for $250,000 or less ($500,000 or less if the seller is
married) and the person or organization otherwise
required to report the transaction receives written
assurance on the follo*,ing: 1). that the residence is
the seller's principal residence;2). that there is no
federally subsidized mortgage on the residence;
and 3). that the full amount of the gain on the sale
or exchang,e is excludible from gross income.

Tax Planning lip; Even though this is definitely a

huge tax break for taxpayers who sell or exchange
their personal residences and realize a gain, it will

.10 RIAL EsrATt lssuEs, Decenbet 1997 The Impacl ol lhc Tarpavcr Rclitl Act of 1997 on Real Estate lrr:.cstors 2\

Seaeral clnngcs Toere ,n.lde to tlrc
le gisl atio n re gul ating re al e st at e

iraestment tntsts, The requirerrrents for
qunlificntiott as a reol estate irftiestrneflt

trust (REIT) arrd the taxation of a REIT

lt,ere both r,rcdified by the TRA of '97.

be verv important for them (and their Lrx preparers)
to study all of the ramifications of these new pror,,i-
sions.

MISCELLANEOUS ITEMS
Othcr ncrv TRA of '97 provisions relatcd to real
estate include the follow,ing:
1). Qualifiecl distributions from the Roth Individual
Retirement Arrangement (t'stablished as a new type
of IRA) are not included in the taxpavL.r's gross
income and are not subjcct to the l0 percent earlv
ll,ithdrawal penalty tax. In order to be a qualified
distribution, the distribution must satisfy a five-
year holding period anci must meet one of four
requirements. One of these four requirements is

that the distribution is used to pav for "qualifie'd
first-time homebuyer expenses." This provision
takes effect after December 31, 1997.

2). A business which rt'nts tangible property k)
others can qualify as an enterprise zone business
(and thus bt'eligible for various tax incc'ntives) if at
least 50 percent of the rental of such property is by
residents of an empowe'rment zone or community
or by an enterprise zone business. An enterprise
zone businc,ss which leases commercial properW to
others is entitled to rely on the lessee's certification
that the lessee is an enterprise zone. This new tax
law relaxing the requirements for qualification as

an enterprise zone business apply to tax years be-
ginning on or after August 5, 1997.
3). Cash-method farmers may now use the install-
ment method of accounting for the purpose of com-
puting income from the disposition of farm property
used in a trade or business of farming for the com-
putation of the altemative minimum tax liability.
This new provision is retroactive and applies to
such farm property in tax years beginning after
December 37, 1987 .

CONCLUSION
This article has attempted to summarize some of
the 1997 tax changes, many of which are unique to
the real €'state investment segment of our
economy. TRA of '97 is a complicated piece of
legislation that contains over 1,100 amendments
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Tax Planning Tip: The amount that may be ex-
cluded from income under this provision must not
exceed the amount actually spent by the lessee for
the construction or improvement. As is the case
with most tax provisions, detailed records must be
kept by the lessor and tht lessee. The lnternal Rev-
enue Service (lRS) may call on both or either to
provide details conceming the amount of improve-
ments and construction and the amount of the rent
reduction or cash received by the lessee.

AMT EXEMPTION FOR SMALL
CORPORATIONS
A "small corporation" will no longer be subject to
the altemative minimum tax (AMT) as long as it
qualifies as a "small corporation." A qualifying
corporation is one thathad average gross receipts of
$5,000,000 or less for the three tax years that ended
with its first tax year beginning after December 31,
1996 (in other words, a corporation could first be-
come eligible in 1998.) Once a corporation is recog-
nized as a small corporation, it will still be exempt
from the AMT as long as its average gross receipts
for the prior three-year period do not exceed
$7,500,000 (the first year that it became eligible as a
small corporation is not taken into consideration for
this purpose,)

If a corporation $'as not in existence for the entire
three-year period, the $5,000,000 te'st will be applied
on the basis of the period in which the corporation
was in existence. When a corporation loses its small
corporation eligibility because its average gross
receipts for the prior three tax vears exceeds
$7,500,000, it then becomes sub,ect to the AMT. This
AMT liability, however, will only be based upon
certain preferences and adjustments that relate to
transactions and investments that transpired after
the corporation lost its status as a small corporation.
These modifications must be determined for trans-
actions and investments that were created on or
after the change date (defined as the first day of the
first tax year for which the corporation ceased to be
a small corporation).

Tax Planning Tip: lf a corporation becomes an
ineligible "small colporation" and is subject to the
AMT, it is important to studv carefully the conrplex
rules on the new modifications for AMT determina-
tion in order to make certain that thc, proper amount
of AMT has been calculated.

Another new rule is a change in the AMT credit.
Generally, taxpavers may be eligible to claim a tax
credit based upon their AMT liability for the prior

tax year. Starting in 1998, the computation of the
allowable AMT credit is modified for a "small
corporation." The new allowable credit will be
limited to the amount by which the corporation's
regular tax liability (reduced by other credits) ex-
ceeds 25 percent of the excess, if any, of the
corporation's regular tax (reduced by other credits)
over $25,000.

AMT DEPRECIATION ADJUSTMENT
This new adiustment, n,hich does not take effect
until the beginning of 1999, rvill simplify one ele-
ment o[ the AMT computation. The AMT adjust-
ment for the Modified Accelerated Cost Recoverv
System (MACRS) depreciation allor,,,ance claimed
on Scction 1250 propertv (real property) and any
other property depreciated under MACRS using
the straightJine method will be eliminated. This
provision r.r'ill replace the existing rule, which re-
quires an AMT adjustment for such property equal
to the difference between the depreciation claimed
for regular tax purposes and the depreciation that
would har.e been claimecl using the MACRS alter-
native depreciation system (ADS).

Also beginning in 1999, the MACRS recoverv pe-
riod that applies for regular tax purposes also ap-
plies for AMT purposes. This new provision will
replace the requirement of the 150 percent declining
balance method over the applicable ADS recoverv
period.

Tax Planning Trp; Taxpayers *,ill no longer be
required to compute a separate AMT adjustment
for MACRS residential rental and non-residential
real property or anv other MACRS property depre-
ciated using the straight-line or 150 percent dcclin-
ing balance method for re.gular tax purposes. An
AMT depreciation adrustment will continue to be
required for MACRS thre'+, five-, seven-, and 10-

vear propertv n,hich is depreciated lvith the 200
percent declining balance method for regular tax
purposes; but, the adjustment will be' equal to the
difference between the depreciation reported for
regular tax purposes and the depreciation that would
have been reported with the 150 percent declining
balance method over the same recoverv period.

SALE OF PRINCIPAL RESIDENCE
A major new tax law in the TRA of '97 concerns the
exclusion of gain on the sale of a principal resi-
dence. For sales and exchanges of principal resi-
dences that occur after May 6, 7997, individuals
may now excludc. up to $250,000 of gains realized if
the on,nership and use tests are met (the residence

Exhibit 5

APPLYING CAPITAL KNOWLEDGE TO
PENSION/OWNER REAL ESTATE

DECISION-MAKING

REAL ESTATE
CAPITAL
KNOWLEDCE

APPLICATIONTO
PENSION [UNDS

Historical Capital
Flows

Proi€cted Volume
of Real Estate
Capital Flows

S€Smentation of
Real Estate
Capital Flows

Future Tr€nds
Influencing
nnd lhe Real Estate
Cipital M..kets

Whatlvpes of rcal estat€ inveritm€nt
vehicles make the most sense no$ ?

Hori much should I invest in realestate?
How should real estate investment
opportunitie, (REITs, mortgaSc
s€curities, mortga8es, et(.) bt' treated
from an allGation context?

Sug8ested rhan8e in overall allmation to

Su8gested reallNation of capilal betw€€n
investm€nt vehi.lcs.
Should I refinance or restructur€ anv
debt durint the n€xt year?
How do€s my portfolio comp.lre to the
industry on an allo(ation basis?

What g?es of pmperties and markets
cunently have high investor interest?
What types of properties and markets
are currentl), out of favor?
Does current inr€stor interesl and
prop€rty pricing seem sustainable?
D() segm€nted (npilalmarket flows
indicate potential over-building or over-
investment in any specific srrtors or

ls nol! a tood time to seu?
Aro th€r€ any capitalmarket ph.'nom
€non thatare disbrtinS the sal(\ market?
Who are th€ most likelvbuytys of real

Anticipate chanBcs in .apilal iz.r tion and
discount rates to improve disposition
acquisition strate8ies.
lmprove predictahilily in allthe kev

applications di{us.qed above?
Assist in makin8 derisionsaboul
"spccialized" inv6tment secbrs.

. Whal financial crateria and obiNtr!'es arc
appropriate f or a(quisitions?

. What is the likely breakdown of real

estat€ retunrs b€tween income and
capital appre{iation b}, investment
v.'hi(le?

' Should I refinanct, or restmcture anv
€'riBtingdebt?

. what are likely diversificahon and
inflation hed ging b€nefit5?

. What capitalization and dia"ount rates
are reasonable for th€ purposti of
portrolio valuation and liquidity

Numerous sp.'ci{i( aFplicat'orL! dealmS
with overall inr'ostment poliry, property
a(quisitions, property dispositions and
a!i-\cl manaSem€nt.

Pricingand
Investment
Criteria
By Source

Specialized
Analyses
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critical events form the basis for projections of
activ itv.
6. Mergers, Acquisitions, and Alliances: ongo-
ing tracking and analysis of mergers, acquisitions,
and alliances is critical to proiecting changes in
capital flows and the delivery of financing and real
estate management services.
7. Specialized Analyses: utilizing the informa-
tion identified above, many specialized analyses,
including red flag analysis of potential excess capi-
talin a market or property t)?eicapital sustainabililv
assessments; bench-marking analyses; new invest-
ment opportunity assessments; market share analy-
ses; acquisition and disposition transaction volume
pro,ections; and other analvses can provide Yerv
specific and detailed strategic insight for realestate
decision-makers.

THE APPLICATION OF REAL ESTATE
CAPITAL MARKETS KNOWLEDGE
The application of the real estate capital markets
knowledge identified above can be separated into
four distinct user groups, as shown in Exhibit L
Owners, service providers,lenders, and capital users
each have a different emphasis in their need for real
estate capital markets information. Real estate own-
ers, including pension funds, investment manag-
ers, REITs, and others, are primarily interested in
beingable to predict performance and valuechanges
due to changes in the real estate capital markets.
Service providers, such as architects, lawyers, and
asset managers, are most interested in predicting
changes in customer demand. Lenders are inter-
ested in borrou,er (customer) changes, as well as

competitors. Lenders are also interested in value
change from a risk management perspective. For
capital users, who are seeking debt and equity
capital to fund new or existinB projects, the ability
to predict the price changes and availability of
capital is paramount.

DECISION-BASED STRATEGIC
FRAMEWORKS
Perhaps one of the greatest challenges for real
estate decision-makers is to make sense of the
voluminous real estato capital and property mar-
ket information that is available today. With the
rapid acceleration in the groi.r'th of on-line real
estate data providers, the growing numbers of
real estate capital and property market informa-
tion publishers, and the cross-fertilization of pre-
viouslv distinct sectors of the real estate indus-
try, decision-makers are faced with an almost
untenable job of sifting through data to make
good decisions.
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Civen this difficult situation, decision-makers must
do at least two things: 1). develop explicit strategv
models that identify specifically the type of infor-
mation required for each strategic decision; and 2).

be able to screen and app(rpriately interpret the
information that will feed the strategic models. Sig-
nificant progress is being made in devekrping stan-
dards for perfomrance measurcment, improving due
diligence and underwriting systems, and making
asset and portfolio management more systematic.
However, substantial work still needs to be donc.

As to screening and interpreting information, some
progress has been made, but the rapid re.cent prolif-
e'ration of data has made old approaches to this task
obsolete. The new approach to screening and in-
terpreting data must invoh'e first antl foremost a

strateSic .rppro.rch u here significant time is sp(nt
to determine precisely the questions that need to be
answered and the types of information that can
help ansrver the questions. Once thest' r'erl' specific
decisions are made, a process needs to be put in
place to find the best information and thL'n continu-
ally review and upgrade it to ensure that the best
inputs are being obtained. Additionally, data col-
Iection must become more sophisticated and strate-
gic because in many cases, the data needed to
answer a specific strategic question must be devel-
oped by compiling and integrating disparate sets of
data in creative ways.

The strategic link between real estate capital flows
and decision-making is evaluated below in more
detail for owners and sen.ice providers-two key
user-groups with distinctly different applications
of capital markets information.

P ensi otr Fun dl P o rtf o I i o Ounrers
For real estate orvners, the critical link to the real
estate capital markets is through the effect of capital
market changes on performance and value. Invest-
ment strategv anci policv considerations should
guide orvners' decision-making related to the in-
vestment vehicles they choose to invest in and the
propertv markets on which they focus. Real estate
capital markets information can be especially im-
portant in setting investment objectives, making
overall asset allocation decisions, and devekrping
overall portfolio composition guidelines. Howeve,r,
real estate capital market information is most criti-
cal to evaluating investment options and conduct-
ing property market due diligence.

Real estate capital markets information can also
provide specific input to assist in asse'ssing the

relative appeal of different investment vehicles that
might be employed to achieve a pension fund's real
estate investment obiectives. For example, real es-
tate capital markets information and analysis can
help in determining whether real estate equity is
being sufficiently rewarded for greater risk than
debt, as well as identifying potential adr.antages
and/or disadvantagcs to invcstmcnt in commercial
mortgage'backed securities, private REITs, orclosed-
ended comminglecl real estate funds.

Key real estatc capital markets knowledge re-
quirements, and the application of the information
to pension /portfolio owner re.1l estate decision-
making is outlined in Exhibit 5. Key information
requirements include historic and projected flow,s
of real estate capital bv source; detailed segmenta-
tion of capital flows; identification and analysis of
new pension fund investment opportunities; and a

specializr.d "Red Flag" analysis that identifies prop-
e'rtv tvpes/marke'ts w,here there appears to be a

divergence between the economic fundamentals of
a particular property type and market and the flow
of capital to that marketplace.

Sentice Prctsiders
There is a critical, explicit linkage between capital
flows and the demand for real estate services. Rtal
estate capital availability is a crucial determinant of
transaction activities that create the demand for real
estate services as well as a primarv influence on
changes in valuation and investment performance.
Comprehensive real L'state capital markets informa-
tion is also needed to improve strategic decision-
making regarding resource allocation, competitive
positioning, "pror-luct" design, and neu,service op-
portunities.

The segmentation and complexitv of buvers of
real estate sen,ices has increased the nc.cd for more
sophisticated pricing and product differentiation
strategies. Whereas the bulk of most sen'ice provicl-
ers' business is typically a commodity, it is the
smaller pcrcentage of servicc business that is not a
commodity where scrvice companies need to make
premium profits for their value-added sen'ices.
However, if service'firms cannot delive'r their com-
modity services cost effectively, they cannot get into
the "gamt'and be able to get in the market to se,ll

their premium sen ices. Accordingly, sen ice pro-
viders must carefully segmL'nt and price their ser-
vices in order to maximize their revenues. This
segmentation and pricing must be driven by cus-
tomer perceptions of the value for each segment of
service. It is up to the service provider, just like

derive less than 30 percent of its gross income from
the sale or disposition of 1). stock or securities held
for less than ont year;2). real propertv held for less

than four years; and 3). property in a prohibited
transaction. The House of Representatives felt that
the 75 percent asset test provided a sufficient safe-
guard to ensure that thc' REIT is a pass-through
entity for real cstate invL'stors. The 75 percent test
requires that at le.ast 75 percent of the value of the
total assets o$'ned bv the REIT be comprised of real
estate assets, cash and cash items, and government
securities, and that no more than 25 percent of the
value of the total assets be comprised of securities of
anv other single issuer.

Tax PlanningTip; The effective date for the above
changes is August 5, 1997. Regarcling the $25,000
penalt\,, if the REIT's failure to comply rvas due to
reasonable cause and not willful neglect, no penalty
n,ill bc imposed. With respect to dc rrrilintis sen'ices,
if an independent contractor provides the imper-
missible serviccs and the REIT derives no income
fmm the independent contractor, then the REIT is
treated as not providing services and has not gener-
ated any impermissible services income. The
changes discussed here are but three of more than
a dozen changes to the rules regulating REITs.
Consult with vour tax professional for further in-
f0rmation.

ENVIRONMENTAL CLEANUP COSTS
Expenditures paid or incurred after August 5, 1997,

for certain environmental cleanup costs are now
currently deductible. lf the election to expense is not
madt-, the costs must bc, classified as capital costs;
the expense election is available for expenditures
upr to December 31, 20(X).

To be eligiblc for a curront deduction, the expense
mtrst be 1). an expense that would otherwise be
charged to a capital account; ancl 2). paid or in-
currc.cl in relation to thl: .lbateme'nt or control of
qualified hazardous substances at a qualified con-
taminated sito. The taxpayer must obtain a state-
ment from the state's environnrental agencv
verifying the qualification of the "hazardous sub-
stance," and "contaminatod area."

This cleanup deduction applies to trade and busi-
ness property, property held as sbck in trade or
inve.ntory, and property held for the production of
income. Any cost expensed is subject to recapture as

ordinary income nhen the property that was con-
taminated is sold or disposed.
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Tax Planning Tip; Whether the cleanup costs are
required or made voluntarily, an investor would
normally desire tr) currently expense the costs rather
than capitalizing them. These tax deductions should
be taken whenever such costs are cost effective (or
are required), but the rules for qualified cleanup
costs are verv complex and x'ill necessitate s()me
seriotrs study and record keeping.

HOME OFFICE DEDUCTION
The TRA of '97 relaxes the home office deduction
for tax years bcginning after December 31, 1998.

Under the new rules, a taxpaver mav meet the
"principal placc of busint'ss" rule if the home office
is used to conduct administrative or management
activities of the taxpayer's trade or business and
therc is no other fixed krcation where the taxp.ryer
conducts substantial admir.ristratiVL' or managc,ment
activities ofthe trade orbusiness. This change would
permit certain taxpayers (such as salespersons) to
obtain the home ofiice deduction even though sub-
stantial non-administrative and non-managerial
activities are conducted elsewhere (such as real
estate showings).

Tax Planning Tip; The cxpanded definition of a

principal place of business will enable manv tax-
pavers to deduct the cost of traveling to and from
their home office to other locations where they
conduct busint'ss. Under the old law, these costs
rt ould har.e been non-deductible as commuting
expenses. Caution: The home office deduction is
still not available to employees unless it for the
convenience of the emplover. Also, the homt, ofiice
area must be used exclusivelv and on a regular basis
as a place of business.

LESSEE CONSTRUCTION ALLOWANCES
TRA of '97 provides that a lessee of retail space that
receives rent recl uctions ()r cash from the lessor does
not h.rve to include that amount in gross income if
the cxpenditure by the lessee is for qualifie,d con-
struction or improvement to the retail space. ln
ordcr kr qualify for the exclusion, the lessee must
have a short-term lease for the rctail space and the
improvement or constructi(xr must be on the quali-
fied long-term real property that is used in the
lessee's trade or business a t the retail space. A short-
term lcase is clefined as.r lease with a term of 15

vears or less. Qualified long-term property is non-
residential real property that is part of the retail
space that reverts to the lessor at the end of the lease
term. Retail space is defined as real property that is
leased to the le'ssee to be used for the sale of tangible
personal property or services to the public.
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estates, and trusts. Small business owners (sole
proprietorships, partners in partnerships, and share-
holders in S corporations) who have capital gain
transactions through sales of stocks and other capi-
tal assets will also be subject to the new lower rates
on sales or exchanges occurring after May 6, 7997.
Capital gains on sales or exchanges made before
May 7,7997 willbe taxed at the old rates. Generally,
the neu, maximum capital gains tax rate is 20 per-
cent rather than the old 28 percent maximum rate.
Investors in the l5 percent tax bracket will have a

capital tax rate of only 10 percent rather than the old
15 percent rate. For transactions after December 31,

2000, the maximum rates will drop from 20 percent
to 18 percent and 10 percent to 8 percent for assets
which have been held for more, than five years
assuming Congress does not chan2;e the Iaw before
then!

To complicate matters, there is a new holding pe-
riod for long-term capital assets. Generally, krng-
term status will apply to sales and exchanges made
after July 28, 1997. The special low rates of 18

percent and 8 percent will apply for assets held
more than five years for sales and e'xchanges made
after December 31, 2000. To determine the long-
term versus short-term status, the taxpayer begins
the holding period on the date after the day the
property was acquired. The same date of each fol-
lowing month is the beginning of a new month no
matter how many days in each month. The date of
disposal of the asset is include'd as part of the
holding period.

Tax PlanningTip: lf the taxpayer sold or exchanged
a capital asset before May 7, 7997, there is nothing
that canbe done'for tax planning- the old rates and
holding period apply. If the taxpayer sold or ex-
changed a capital asset bet$,een Mav 7,7997 ancl

luly 28, 1997, nothing can be done for tax plan-
ning-the old holcling period applies but the new
lower rates apply. If the taxpayer sells or ex-
changes a capital asset between July 28,7997 and
December 31, 

.1997, 
the new lower rates mav or mav

not apply. The older, higher long-t€'rm capital gain
rates rl'ill take effect if the asset has not been held for
more than 18 months; the newer, lower long-term
capital gain rates will apply only if the asset has
been held for more than 18 months.

A couple of related new provisions for real
estate investors to consider are: 1 ). long-term capital
gains from the sale or exchangl. of depreciable rcal
property that would be treated as ordinary income
if the propcrty were depreciablc business personal

Iti Rr,rr Esrart lssuts, Dcccuber 1997 1l

Real estate inztestors are ulged to look
closelq at this netu tax legislation to seek

Tuays in whiclt the! can significantly
diminish their firture income taxes.

The focus herc is on the major prouisions of
the new bill which, directly or indirectly,

alfect real estate inaestments.

property (Sec. 1245 property) are taxed at a maxi-
mum rate of 25 percent, and the remaining long-
term capitalgains are taxed at a maximr,rm rate of 20
percent; and 2). a pass-through entity, such as an S

corporation or partnership, must make the determi-
nation of when a long-term capital gain is taken into
account on its books - a gain taken into account by
a pass-through entity before May 7, 1997, is not
eligible for the neu, lower capital gains rate.

REAL ESTATE INVESTMENT TRUSTS
Several changes were made to the legislation regu-
lating real estate investment trusts. The require-
ments for qualification as a real estatL. investment
trust (llEIT) and the taxation of a REIT u'ere both
modified by the TRA of '97. The REIT must still
have a beneficial ownership of at least 100 persons
and not be a personal holding company as defined
in the Internal Revenue Code and Treasury Regula-
tions. According to the old rules, a REIT that fails to
ascertain the actual orvnership of its outstanding
shares or to maintain necessarv records of on,ner-
ship could be disqualified as a REIT. Under the
rules of TRA of '97, however, the REIT is levied a

penalty of $25,000 rather than being disqualified.

Another significant change is that a REIT mav ren-
der a dc ninintis amount of impermissible tenant
serr.ices and still treat amounts received with re-
spect k) that property as rent. Impermissible tenant
services include amounts received or accrued for
sen,ices provided to thc property's tenarnts bv the
REIT or amounts received or accrued for managinS;
or operating the propertv. The amount of impermis-
sible income that may be receir.ed without causing
all amounts received k) fail to qualify as rent is one
percent. Only if impe'rmissible amounts received
exceed one percent of all amounts received with
respect to the propertv lvill all amounts fail to
qualifv as rent.

The 30 percent gross irrcome test for qualification as

a REIT has been repealtcl. A REIT no longe.r has to

Exhibit 6

Proctor & Gamble when they are selling soap, to
communicate effectively to the customer the differ-
entiation in services and the reasons for the differ-
entiated pricing.

The cost to real estate service providers who do
not implement a more structured and strategic ap-
p.rroach to their business include:
. Missed opportunities n,hen new markets or

market segmcnts are cre.rted;

' Missed strategic shifts, that on a mid- to long-
term can make them uncompetitive' or obsolete;

. Loss of customers due to misunderstanding of

changing needs;
Poor estimates of revenues and expenses that cut
profitability;
Technological obsolescence of systems; and
Misdirected capital expenditures.

The direct linkage of the real estate capital mar-
kets to the real estate services markets is shown in
Ethibit 6.

Capital markets knowledge can be obtained
through careful and detailed analysis of real estate
capital flows statistics, surveys, literature reviews,

RL'nl Estntr Cdpitil Morket Trtnds ti Alillicntions

APPLYING CAPITAL MARKET KNOWLEDGE TO REAL ESTATE
SERVICE COMPANY STRATEGIC PLANNING

REAL ESTATE
CAPITAL MARKET

KNOWLEDGE

REAL ESTATE
CAPITAL MARKETS

DATA

APPLICATION TO
SERVICE PROVIDIRS

l. Historic Capil.l Flows Tolal real estate capital flows
Change in total flow ol realestate capital
Total equity flows
Tolal debt flows
t-evel of refinancint
Lcvels of new construction
Transaction volumes

Total real estate caPital flows
ChanSe in total flor\'of real estate.apital
Totalequity florrs
Total debt flows
L-evel of refinancinS
L.vels o[ new construction
Transaction volumes

ldenlification and anal)'sis of alliance's
ldentirication analysisof merSers in ket

New construction versus existing
Ownc'nhip
Ceographic location
ProPert_v tlrpe
Financing structure
Mortta8e typ€
"Red Fla$" that threaten our current and
IonB-term business goals

' Ma.ket shar€ analysis

' Chantes or enhancements needed to retain existing

' Reassessments of ability to achieve planned revenue and

' Performance monitorint
. Sugtested .hanges in business strategy, orSanizational

structure, syst€ms, technology or personnel

. Suggested reallocation of resources between busin.'ss units

. Budgeting and strate8ic planning for neit,vear

. Enhan(ements needed to retain existint
business in the comin8 ycar

. Reassessmentof what businesses tobe in

. Assistance in assessin8 maiorcapital €xpenditures

. Assistance in assessing maior organization or personnel
chnnSes

Assisl in respon-r€ to.ompetitor moves
BackBround kno$,led8e toassist sales and marketing

lnsiShts into strat€tic positionint of competik)rs

What ner{ product and scn,ice opportunities are available?
Do r,le need to makc anv changes in our €xistinS products
and s€n ices to maintain or erpand market sharc?
Are our marketing and promotion proSrams adriuatel!
tarteted by seBment?
Are we focusin8 on th€ riSht s€tments?
Arl] wo allo(atint markelinS and or8anizational resources
nppropriately Siven chantes in market segmentation?
Bench-markinS forassessmentor performancc by market s

Anti(ipale new s€n ice requirements
Anticipale changes in exishng sen ices
N|ake det€rminations aboul potenrial alliances or m€rgers
b mt'.'t future customer needs.
D.'velop detailed understandint of the motivations driving
customers to improve servic€s and sales materidls
ldentify potential "red flaBs" to business interests
Determine potential le8al and political actions to take to
presen e and enhance busineas
Rer ie* of major capital e,(Fnditures and mveritmt'nts in
human (apital

2. Proje(ted volume Of
R€al Estat€ C.pital Flows

3. Merg€rs, A(quisitions,
and Alliances

4. S€gmenlation Of
Real Esl.te Capilnl Flows

s. Future Trendr lnfluencing
The Real Estale
Crpital M.rkets

R.'gulatory trends
Technological irmovatiorrs
S.,(uritizalion
CorhpetitiYe changes
Ddail€d analysis of trsnds influencing
€ach €apital source

Sowce: Tht Roular Croup, Inc
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ROTILAC REAL ESTATE CAPITAL FLOWS INDEX

Inflalion
lndcx Adjusred

Year Value Index (l) t980- 1997
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(l) Caprtal0ow defincd as change in aggre8ak capiratbalancc oul\randingeach year

(2) Annualizcd bxred on data through mid'ycar.
(3) lnflation adjustment controls for increase in capital due ro inflarion allowing

comparison of flows in constanl I98l dollars.

Source: The Rouhc Grou ln!

Exhibit 7

and other means. The more detailed and segmented
the information, the more valuable it will be to real
estate service providers. Of particular importance is
the projected volume of real estate capital flows and
an understanding of the future trends that influ-
ence the capital markets and the projections.

REAL ESTATE CAPITAL MARKETS OUTLOOK
The real estate capital markets, by any measure, are
very active today with substantial debt and equity
available for worthy real estate projects. Based on a

snapshot perspective of today's real estate capital
markets, manv investors are beginning to express
significant concems about the mostly anecdotal
evidence that excessive real estate capital is enter-
ing the real estate market.

Hor.r'ever, based on our analysis of the newly-de-
veloped Roulac Real Estate Capital FIons lndex,
(which tracks aggregate institutional real estate capi-
tal flows over the last 17 years), current capital
flows appear sustainable, as do the prices that the
capital flor,r,s sustain h the marketplace. As shown
in Ex/ribil Z, the Roulac Real Estate Capit.rl Fbws
Index is projected to reach 107 by the end of 1997,

after hitting a low of -130 in 1992. However, despite
this substantial increase in capital since 1992, when
there was a net outflow of capital from the real
estate industry, today's capital flow is still down
over i10 percent from its peak in 1987. Perhaps more

importantlv, on a historicalbasis, 1997
capital flows of over $90 billion are
substantiallybelow their peak of nearly
$150 billion in 1987.

The sustainability of current capital
flows is underscored bv looking at
capital flows on an inflation-adjusted
basis, which enables a comparison of
each year's real estate capital flows on
a constant dollar basis. For example,
1997's inflation-adjusted index value
of 61 indicates that 1997's flow of over
$90 billion is down nearly 60 percent
from its peak in 7987, after the effects
of inflation are factored out.

While today's flows of capital are not
excessive on a historicaI basis, the in-
credible volatility of capital flows, as

shown in Exhibit 7, is an issue of sig-
nificant concem. While capital flows'
volatility will continue in the future,
less cyclic variability should result
from recent securitization trends and
continuin8 improvement in capital

provider risk-manaBement practices. While under-
writing has loosened during the last year due to
strong capital availability, capital providers still
appear to be holding the line on too many specula-
tive or unworthy investments and are intelligently
constraining their investments.

Rcal Estate Securitization Trends
The most dynamic sector of the real estate capital
markets is real estate securities. Real estate securi-
ties, which combines both the commercial mort-
gage-backed securities and REIT industries, has
grown from $26.1 million in 1980 to over $60 billion
of new activity in 1997, a compounded growth rate
of near 38 percent over the 17-year period. This
tremendous growth in annual activitv, along with
stock price appreciation, has pushed the market
size of both the REIT and CMBS industries over
$100billion h 1997, as shown in E,ril&it 8. REITs are
projected by the end of 1997 to exceed $110 billion in
capitalization, while the commercial mortgage-
backed securities industry will approach nearly
$150 billion in capitalization.

Numerous factors have lead to the growth of
the REIT industry since its "rebirth" during the credit
crunch in 1992. The ability to access capital cheaplv
through the public markets; the numerous invest-
ment opportunities created by the'recovering real
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by l. Russell Hardin [t Jack R. Fay

More than 7,100
tax changes

becatne latu ott
August 5, 1997.

Seaeral of the
proztisions of the

Taxpayer Relief Act
of 7997 haae

implications for
real estate inttestors.

TNTRODUCTION
I lt rea lestr te investors arc t() ma\i-

I -ire alter-ta,r proiits anel main-
tain appropriate levels of capital in-
vestment, thev must have a working
knowledge of the latest lt'1;islative
changes enacted by the United States
Congress that pertain to real estate.
On August 5, 1997, President Clinton
signed into law the Taxpayer Relief
Act (TRA)of 1q97. This su,eeping piece
oflegislation contains over 800 amend-
ments to the lntemal Revenue Code
and approrimately 300 new t.rx provi-
sions.ln other words, more than 1,100

tax changes became Iaw on August 5,

1997. Several of the provisions of the
T.rxpaver Relief Act of 1997 h.rve im-
plications for real estate investors.

The purpose of this article is to sum-
marize the provisions of several of the
important changes to the Intemal Rev-
enue Code that are now or will soon
become the law, as they pertain to real
estate investments. Real estate inves-
tors are urged to look closely at this
new tax legislation to seek ways in
which they can significantly diminish

their future income taxes. The follow-
ing discussions focus on the major
provisions of the new bill which, di-
rectly or indirectly, affect real estate
investments. Some suggestions for tax
planning are also included in the dis-
cussions. To determine the particular
effect, if any, each of thcse provisions
r+,ill have on a particular investment,
each investor should consult r,',ith his/
her CPA, tax attorney, or other tax
professional.

CAPITAL GAINS
Needless to say, this issue is one of the
most important items on investors'
minds. Unf orhrnately, Congress chose
to give us some new complicated rules
even though they provide some defi-
nite tax reductions. Eight different
capital gain tax rates have been cre-
ated; previously lve had only two
rates. The revised tax rates and hold-
ing periods for long-term capital gains
apply to tax years ending after May 6,
1997.

The new, lower long-term capital
gains rates apply to individuals,

l.l Rrer Esrerr lssuts, Decentber'1997 The Impacl of the Taxpayer Rclief Act ol'1997 otr Rlrl Estate l t)estors 17
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As with most Bood cases, there is no single, pre-
ferred solution to Western's quandary. Western
clearly has opened a Pandora's Box by announcing
the roll-up and must now moYe quicklv to prevent
the loss of assets to competitors and perhaps the
destruction of the organization they have all worked
so hard to assemble.

NOTES
1. ThiscasewaspreparedbyJohnMcMahan,AdjunctProfessor

at the Haas School of Business at the Universityof Califomia,
Berkeley, as the basis for class discussion and does not
necessarily illustrate either effective or ineffectile handling
of a business situation. Copyright: 1997 by The McMahan
Croup. All rights reserved. Revised October 2, 1997.

2. Current le8islation was being considered by Congress which
would liberalizc or ehminate this provision.

3. MontgomerySecurities
4. As an example, see S. Michael Ciliberto and Anne Mengden

"RElTs and Real Estate: Two Markets Reexamined," Rral
Eslate Re*arch, December 1995.

5. EvaluationAssociates
6. ln 1992 the premium ranged from l5'/u to 35% ofthe valueof

the underlying assets.
7. Crubb & Ellis
8. CB Commercial
9. Crubb & Ellis
70. Nalio,,al Real Eslate Index
11. MontgomerySecurities
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REAL ESTATE SECURITIES MARKET GROWTH
1980 TO le97

(1) Projection ofaggregate market size based on data through mid-year.

So tccs: The Roulac Group: Nal iorul Assot inl ion of Real Eslole l,fii.slnrnl T tsl
Com ercial Morlgare Alatl; Saloilo Broth.ls.

estate market; the development of the UPREIT struc-
ture, which enabled lar8e, private owners of quality
real estate to form REITs on a tax advantage basis;
the grolvth in mutual fund and institutional inter-
est in REITS; and the substantial returns that have
been achieved are some of the most important
factors that have driven REIT growth.

REITs in 1998, 92 perce.nt also
said they expect to invest in the
private real estate markets. On
the debt side, 33 percent of plan
sponsors e\pcct to invest in pub-
lic real estate markets, compared
to 3ti percent who erpcct to in-
vest in the private markets.

Furthermore, 76 percent of
pension investors reported that
thev u ill invest more nevu dol-
lars in lqgS in private equity ver-
sus public equity, while only 19

percentsaid they n,ill invest more
new dollars in public real estate
securities than private equity.
Over 80 percent of plan sponsors
belier e public real estate invest-
ments will n()t dominate pen-
sion funds' future real estate
holdings. Hon ever,despite these
hdications, the interest in invest-

ment in the public real estate markets has signifi-
cantly increased in recent years, lar8ely due to the
high returns and substantial growth in the size of
the REIT market.

Pioate Debt
Mortgage oriBination activity has grown rapidly in
recent years following the credit crunch that hit its
bottom in 1993, as shown in E.rlibif 9. The Roulac
Private Mortgage Investment Indcx reachecl 509 in
1996, its hight'st level since 1988, but is projected to
decline somewhat in 1997. On an inflation-adjusted
basis, mortgage originations have dropped between
35 percent and .{5 percent from their peak in 1987
and 1988.

A sign of health in the mortgage markets is that
the net flolt of real estate debt has not been exces-
sive. While originations have be,en strong in recent
years, there have also been substantial sell-offs of
loans and refinancings of existing debt. Combining
originations, sell-offs, and refinancings, there has
been a modest net flow of around $15 billion to $20
billion per vear between 1995 and 1997. This com-
pares to a net outflow of nearly $60 billion per l ear
between 1990 and 1992 and a net positive inflou, of
capital of nearly $85 billion per year between 1985
and 1987.

CONCLUSION
In summary, real estate capital markets can
provide vital intelligence to assist in strategic

Civen the strong Urowth of the REIT market,
thcre is substantial debate h the industrv about the'
possibility of a significant transition of the real
estirte capital markets from a private market to a
pr.rblic markt't. While the answcr to the debate has
alreadv betn someu,hat ansn,tred due kr the fact
that public REITs have gone from a 1 percent mar-
ket share in 1980 to over a 7 percent share in 1997,

the debate continues about the potential size of the
shift from private assets to public assets. One thing
is clear: with some public REITs trading at prices
that reflect over a 50 percent premium b underly-
ing net asset values, all investors and fiduciaries
who hold private assets must at least be considering
this phenome'non and its sustainability ancl appli-
cability to their portfolios.

Based on an automated real-time survey of the
participants at the fall 1997 Pension Real Estate
Association Conference, as reported by the ilslilrr-
tional RenlEslate Nrrlslirc, interest in making direct
private equity investments in real property is far
from dead. While at ltast 70 percent of the plan
sponsors in attendance said thev expect to invest in
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ROULAC PRIVATE MORTGAGE INVESTN,IENT INDEX

lnflation
Index Adjusled

Year Value lndex (3) 191t0. t997

1980 ro0 100

l98l I (Il 9{
198: l]5 t07
t983 2ll r75

198.t :13 3 l2'1
1985 .r6-r t79
l9ti6 .ll{ l .16:

t987 557 .l(x
t988 5ll8 {10
t9u9 J7.1 1t5

1990 501 .'t l6
l99 r .108 )11
1992 l()-l I ll
1991 15l l0l
l99l .r95 lt0
1995 -l-10 l3tt
t996 509 767

1991 , .+ll t2l
( I ) Mongage investment equals mongage originations.
(2) Annualized and seasonally adjusted based on first quaner 1997 data.
(3) Inflxtion adjuslment controls for increase in capital due to inflation allowing

comparison of flows in constant l9E0 dollars.
Sourcesi The Rouhc Croup. Inc.l Depanment of HousinS and Urb.m Development

Instilutional Rcal Estate. Inc.
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Exhibit 9

decision-ma king. Importantly, to maximize its
applicability to tlecision-makers, the specific type
and presentation of real estate capital markets in-
formation must be customized to a specific firm's
decisions. As discrrssed irr this articlc, differentiat-
ing thc needs of owners, service providers, lentlers,
and those accessing capital is a critical first step, but
onlv the first step in achieving competitive aclvan-
tage ancl profit ironr capital markets knon'ledge.*0,

NOTES
Exhibits 2,3, and 7: Tht'Roulac Real Estate C;rpitrl Flou's lnr.lcx
;tnd related statistia.rl cxhibits;rrt derived from The Roullc
Croup s proprietarv historiccapiLrl floi{'s datah,rsc h,hich tr.cks,
on a quart.'rlv and annual basis, thr aggregr.ltr' market siz.', net
flou', and capital market activity from the l7 key renlestato c.lpi-
tal providrrs. Key sources incorporated into our capital flows
model inclLrde: U.S. HoLlsing.lnd Urban Devclopment Survt'v
of Mortgage Lending; Money Market Di!eck)ri.,s; Institution.ll
Real Estatc Inc.; Commercial Mortg.l8e Alert; National Ass()ci.r-
tion of Real Estate lnvcstment Trusts; Robert A. Stanger & Co.;
CCIM/Landauer Lr.,r'slrr.',1 lr.rris Qrrirrh'//v; Departm{:nt of
Commerct'; Bureau of Ficonomic Analysis; Amt,rican Council of
Lile lnsurance; Federnl Deposit lnsurance Corp.; Historical Sta-
tistics on Banking; and tht, Federal Resen e s Flow of Funds Ac-
counts.
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and maybe BURP would bebetter{ff trading assets
for shares in an existing REIT with a seasoned
public man.lgement team. Although much is dis-
cussed about this alternative, it is often a difficult
transaction to execute, particularly under the tight
time deadlincs of a roll-up proposal. Also, Tom
would not have the advantage of the IPO pop.
Tom's argument that the pop comes largely from
leveraging may be true, but it is still money in the
bank and probablv not too out of line with the
lever.rging risks.

There is, however, the post IPO stock trading
level to consider. If an office REIT's multiples
drop below 'l l.0X FFO, there is no enterprise pre-
mium.

Liquidity: Tom is also right on thc Iiquidity issue.
With only a few exceptions, REITs do not have
extensive breadth or depth of public trading. This is
compounded in the case of the proposed roll-up
since only l0 percent of the' proposed issue would
be in "public" hands. The participants will have to
r.r'ait for a much larger asset base before they u'ill be
able to trade, any significant amounts of Western
stock.

Altenntiae Courses of Action
Western is faced with at least three courses of
action:

Proceed with the Roll-Up: An analysis of the pro-
posecl IPO indicates that it is a pre'tty reasonable
offr:r, particularlv lvhen compared to some of the
otht'r office IPOs. At a 12.5 multiple, the enterprise
premium is 13.9 percent, not too aggressive in ttrda\,'s
m.rrket. The dividend yie.ld of 6.5 percent is right in
line n,ith the market as is the 81.1 percent pavout
ratio. The 1.1.8 percent de.bt ratio is relativelv conser-
vative, by office REIT standards.

T.rcticallv, Jim backs the original plan, even if it
me'ans proceetling without BURI''s inr.olvement.
This strategy may work if BURP is the only holdout,
but Western has six public plans and these people
talk h each other. This is a high risk strategy,
particularly since Tom Razier has raised some verv
goocl objections that could adve'rst'ly affect the op-
eration of thc public company.

Jim iscorrect thattiming is criticalsince Westem's
assets are truly "in play" and the ftrhrre of the com-
panv is on the line. Anv maior time delays could be
fatal. This is compounlled by the recent fall<rff in
new cirpital raising in the private marketplace.
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Cancel the Roll-Up and Continue as an Advisor:
This is perhaps an even riskier strategy in Iight of
the rapid movement of tht'industrv to securitization.
lf Weste.m does not move to an operating company
format, the firm rrot only will have a difficult time
attractinB new capital but also risks losing its exist-
ing assets through attrition to REITs and other
advisors- This is compourlded by the fact that the
company's assets are already in play. To adopt this
strategv, vou would have really have b believe that
securitization is merely a "lurch" on the road to
prosperity an,.1 happiness.

Revise the Proposal: Tht're is considerable merit in
the notion that the roll-uP is a joint t'ffort with their
pension investors and that legitimate concerns
shouki be heard and revisions considered. The
most obvious example is the continuation of private
markct activity which is not in the interests of either
Western or the pu|li6 companv investors. Exten-
sion of the term of the management contracts also
shows good faith and is a small concession for
Western to makc.

The concept of Western taking a subordinated
ownership interest, while technically possible,seems
to defeat the goal of achieving a congruence of
interests between inYestors and managers.

The use of the private REIT, however, is a very
difficult issue to resolve. The conce'pt of the two-
step process is t0 give Westem an opportunitv to
"bulk up" to thc' $1 billion level that the undt,rwrit-
ers be,lieve is necessary for a successful IPO. Unfor-
tunately, no one can pre'dict how, krng the ctrrrent
IPO market n,ill last ancl Western may lose' what-
ever "windou," exists and have to operate as a

prir,.rtr' REIT f()r some time. This would put the
investors in a much less Iiquid position than thev
currently enjoy as separate account direct asset
owners.

One alternative u,ould be to convince the in-
vestment bankers to go out at a lower thrcshold
level, sav the $t135 level the firm rvill have.-rt bv the
end of '1997. Another would be to sell more than 10

percL'nt to the public, although this has clilution
problcms. Still another is to ask the participating
plans for additional commitments of capital k) ac-
celerate the bulking up process. Unfortunatelv, this
takes time ancl further complicates the process.

The use of the private REIT interim step is
clearly one of the toughest questions for evervone,
regardless of h()w it is handled.
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