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uality is important in every aspect of society and especially
housing. The perceived quality of property influences its pric-
ing, marketability, and value. Confirming and communicat-

ing qualitv are crucial to real estate transactions. Subsequent shortfalls
of actual quality relative to representations of quality in such commu-
nications can impose significant liability for both those who build and
sell properties and also for those who provide professional services to
transactions.

Understanding consumers' expectations of housing quality can both
increase the prospects of positive property performance and also aid a

develope'r in building a brand name and strong market identity. Con-
currently, understanding the role of quality in property transactions is
crucial to mitigating litigation risk. This manuscript explores the role of
quality in the context of housing decisions.

QUALITY CONTEXT
Over the last two decades quality has been thoroughly ingrained in
every aspect of society. Fundamental to Japan emerging as a major
economic power was its national commitment to quality, transform-
ing Madc in lnpan from representing something of shoddy workman-
ship and unreliable functionality to hip;h standards of precision as-
semblv of materials and reliability. Central to the resurgence of the
United States' economv during the second half of the 1980s through the
1990s has been a pervasive, intensive commitment to quality. The
much-publicized Malcolm Baldridge Award raised consciousness of
quality concerns throughout the business community and motivated
many companies to commit significant resources to enhancing the
quality of svply nspect of their operations. The proselytizing of quality
gurus such as Edu,ard Demming, Joseph Juran, and Philip Crosby,
through their books, speaking, quality training and consulting, has

be implemented to ensure that potential conflicts
do not taint the "fairness" of thc transaction and
result in shareholder litigation which has the
potential to derail the transaction or expose the
participants kr liability. As a practical matter, this
usually means that it is advisable to have the
transaction evaluated and negotiated by a special
committee of directors who do not have a finan-
cial interest in the proposed LBO. In order to
provide the desired legal protection, the special
committee should have independent financial
and legal advisors, be well informcd, and have
the ability and bargaining power to negotiate on
behalf of the public shareholders.

Enhanced Disclosure.
Extensive disclosure is required by Rule 13e-3
under the Securities Exchange Act - particularly
with regard to contacts and negotiations leading
up to thr tr.rnsaction - where thc aceluiror group
includes management or any othL'r affiliate of the
target REIT.

REIT Rules.
In any transaction involving a REIT, consider-
ation should be given early on to tlre impact of the
special tax rules that apply to REITs and to the
target REIT's charter provisions that are designed
to preservc'its REIT tax status. In that regard,
careful thought must be given to the decision to
continue the target's status as a REIT or to operate
it as a taxable real estate company. The entity's
ability to service its debt after the going private
transaction and still satisfy the REIT income dis-
tribution requirement and the tax consequences
of the loss of REIT status must be analyzed.

Properlv planned and executed going private trans-
actions, of course, often do succeed and yield the
expected benefits. It is important, however, to set
realistic expectations at the outset and to exercise
care in threading through the legal, regulatory, and
market challenges.*.,
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had a significant impact upon raising quality con-
sciousness broadly.

The explosion of the media coverage of business
has furthered the awareness of quality. Suddenly,
the attention to best practices has caused those
purchasing for business and consumers to raise
their expectations of the quality of every good and
service they buy. Specifically, the best product and
service experience encountered in one setting is
transferred by expectation to all settings. The qual-
ity of products and services has improved dra-
matically in recent vears, which has therefore
stimulated even higher expectations in everv pur-
chase decision, product experience, and service
encounter.

The shinp;le theory holds that any individual or
business representing to the public that it provides
goods and services - by the very act of hanging out
its silrglc - communicates that the consuming pub-
lic can reasonably rely upon that professional and
companv to possess appropriate levels of compe-
tence so that the work such professionals and orga-
nizations do is characterized by appropriate levels
of quality. Thus, every individual and organization
associated with housing goods and services are
expected to be competent in their roles generally,
and to deliver goods and services that meet society's
quality expectations specifically.

The propertv markets have not been immune to the
higher standards of consumer expectations con-
cerning the quality of property goods and services.
The implementation of quality expectations through
real estate occurs in several ways, including: .l).

professionals' and private enterprises' oh,n stan-
dards;2). behavior guidelines of professional asso-
ciations; 3). regulations administered by govern-
ment agencies charged with protecting the public
interest;4). the legal principles of fiduciarv respon-
sibility; and 5). the shingle theory. Amongthemeans
by which quality in housing is implemented are the
following:

Government regulations address the public's
reasonable expectations of professional compe-
tence, diligencc, and disclosure.
Fiduciary law imposes explicit responsibilities
for professionals representing their clients in
terms of the standard of care that should be
employed in such representation.
Purchasers of property employ professionals to
provide due diligence services to confirm con-
struction quality, property value, mechanical
systems functionality, fire and safety standards
compliance, and related concerns.

Shortfalls in quality expectations can be accompa-
nied by legal tiability, which can lead to litigation
and substantial awards for danrages.

HOUSING QUALITY CONTEXT
Qualitv expectations are espc'cially significant in
housing. Housing is both a household's largest
expenditure and also, in many instances, a primary
component of the household's u,ealth portfolio.
People expect to receive value consistent rvith rvhat
they pay. The higher the price of a particular cxpen-
diture, the higher the expectations of the value and
quality of what is bought with that exptnditure.
Especiallv for a significant capital expenditure, for
a product in $,hich functionality and durability are
crucial consumer expectations, consumers perceive
a close correlation between the amountofwhat they
spend with the quality of what they get. Simply
stated, lvhen a consumer spends more, that con-
sumer expects to get more in multiple realms of
the product's attributes, and especially its quality.

A ma jor part of the income that people realizt' from
their employment is devoted to housing expendi-
tures. Housing is the largest expenditure for most
households, generally taking 25 percent to 33 per-
cent of income, or even more. Consequently, most
people spend mort' time rvorking to pav for their
housing than they do for any other good or service
that they consume. The expectations of consumers
and businesses as to a product's quality is directly
influenced by the purchase price. A high price
generallv, and especially a price that requires a

substantial portion ofan individual's or household's
earnings, signals high expectations as to quality.

When people work harder for something, they rea-
sonably have higher expectations associated n,ith
what they worked so hard for, than for other t'xpen-
ditures to which they make a lesser commitment of
time and effort. Today, every person is challenged
in work to be more producti,,e and to delive'r more

FOCUS ON REITs
TnxrNc REITs Pnrvlrr
brt RLtbirr Pntroi,ka

Pricing Considerations.
It is important to understand at the ()utsct that procedural constraints (outlined
btlon'), competition from other bidders, the value demanded by shareholders as
an inducement to approvL. a transaction, and transaction expenses typically will
push up the cost of the deal to a number which is not too far off from real value.
Bargain basement bids (measured by real value, not iust current stock price)
usually attracl competition, litigation, and other scrutiny, and are unlikely to
succeed in their initial form.

Inability to Control Outcome.
Once the LBO process is initiated, the process often takes on a Iife of its own and
the initiators (managemt'nt and its financing sources) will likely lose control and
be unable to assure a particular outcome. ManagementJed buy-outs typically
result in auctions in which third-party bidders havc the opportunity to compete
with the insider group on a "level playing field." Also, importantly, the ultimate
decision of n,hether to consummate any particular transaction and with whom
generally rests in the hands of the shareholders.

Managing Conflicts of Interest.
LBOs and other going private transactions which involve management or mem-
bers of the board of directors necessarily raise potential conflicts of interest. In the
UPREIT context, there is an additional layer of conflicts because of the potentially
divergent interests of the OP Unitholdcrs and the shareholders. Procedures must

Professionals and enterprises with property in-
volvements employ their own quality standards
concerning what is to be done, how it is to be
done, and what internal quality control mecha-
nisms are employed to confirm that the desired
quality objectives are realized.
Professional associations promulgate codes of
ethics and behavior, specifying the standards of
service that consumers of professional services
should expect.
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INSIDER'S PERSPECTIVE

falk of taking REITs private continues despite the recent rebound in equity REIT
I stocks. Manv smaller REITs have been left out of the multiple expansion be.ing

enjoyecl by their larger peers and continue to explore strategic al[ernatives. While the
renc.wed strength ofthe large cap REITs increases the possibility ofsellinB out to a Iarge
compctitor (who now can more easily manage a stock-for-stock transaction or perhaps
even a cash deal), the option of going private is often an attractive alternative,
particularly because of the continued healthy valuations in the private real estate
markets. And from the perspective of financing sources, the gap between the Wall
Street valuations for REITs and the private market values of the asscts held by REITs
presents an obvious opportunity. These dynamics have resulted in a number of
successful LBO transactions in the REIT sector, and rvill likely result in additional
activitV.

While the idea of taking a REIT private is relatively simple, execution is often
complex, in that it involves weaving through a number of business and legal
constraints. Recent LBO activity in the REIT market and broader experience from
other sectors provide a number of useful guidelines u'hich should be kept in mind
when evaluating a potential going private transaction involving a REIT:

!
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quantitv at higher quality in less time and cost. lnevi-
tablv, the market's expectations of an individual's
productivity influences that individual's own ex-
pectations in their personal consumption decisions.
Housing tluality that might have been tolerated or
accepted in the past is no longer tolerated or ac-
cepterl k)day.

The pressures on housing quality today are exac-
erbatecl by the higher price of housing. Housing
costs in the U.S. have increased dramatically. as
evide'nced in Erhilit l, showing horv the cost of
a single-family homc. has gone from $25,700 fi 1970
to $72,U00 in 1980 to $168,300 in 1999, a 555 percent

Exhibit 1

Exhibit 2

increase since 1970. While average household earn-
ings have also grown dramatically, as seen in E,r-
lrilril 1, the ratio of housing price to earnings contin-
ues to expand. Although part of this expansion
reflects the consequences of innovations in mort-
gage finance as well as changing costs of capital, the
daunting price of housing for virtually every seg-
ment of socir.ty motivates higher quality expecta-
tions.

SURVEY OF REAL ESTATE AGENTS
Insights into farctors influencing housing expecta-
tions are provided by the rcsults of survey research
of agents representing prospective homebuyers in

CHAIN SCALE SEGMENT FORECASTS
With the exception of thc. Upper Upscnft' segment,

RevPAR grorvth is forecast to rise moderately in 2000
and fall in 2001 across the five chain scale se'gments.
(Tnble 2.) The only exception is the Up1tt'r Upscnlt
segment where RevPAR growth is projected to de-
cre'ase by 0.3 percentage points in 2000 as ADR growth
skrws to 4.7 percent in 2000 from 5.5 percent in 1999. By
2002, a sharp decline in supply growth will have a

sizeable positive impact on RevPAR growth across all
five segments.

The Upper Upscalc, segment u,ill continue to lead in
terms of RevPAR growth. This segment also has the
highcst occupancy rate. In the Upscnlc' segment,
RevPAR growth, in inflation-adjusted terms, is ex-
pected to be negative, largely due to falling occupancy
rates. The performance of the Miriscak'irith FtiB se9-
ment isexpected toberelatively weak. Demand growth
will continue to decline in this segment as newer
Upscale and Midscale without F&B continue to gain
market share. The outlook for the M idscnk u,ithottt F{tB
segment will improve substantially in 2002 as the
occupancy rate is expected to increase in that year. In
terms of absolute occupancy rates, the Erorrorry seg-
mc,nt remains the weakest among the five segments.
However, it is the' only segment in which the occu-
pancy rate is expected to ris€, or remain unchanged
during the period from 2000 b 2002. The Economr.l

segment's RevPAR is also expected to grow at a pace
close to that of the Upper Ul,sfflc' segment.

Consistent with our forecast, the January through
May 2000 data from STR show that the Up1n'r Upscnlt
segment has posted the highest RevPAR growth of 6.0
percent. This is followed by the Mldscalt uith F €.rB and
Midscaleuithout FfiB with 4.0 and 3.6 percent RevPAR

Browth, respectivelv. (Tabb .3.) Year-to-date supply
growth is very strong in thr Midscale uithout FEB al
.10.9 percent, which is tracked closely by demand
growth of 10 percent. This contrasts starkly with the
Midscnle u'ith Ft?B segment, which continues to regis-
ter close to zero supply and demand growth.

REGIONAL PERFORMANCE
On a regional basis, the New England, ['acific, and

Middle Atlantic regions continued to outpcrform the
industry with continued strength in RevPAR growth
based on year-to-date STR data through May 2000.
(Tablc 3.) In first five months, these regions have
posted moderate supply grolvth in the range of 2.2 to

2.5 percent combined with robust demand growth
ranging from 4.0 to 6.9 percent. The performance of the
Pacific region is not surprising given the favorable
trends in the Los Angeles-Long Beach and San Fran-
cisco markets which together account for 21.4 percent
of room supply in the Pacific region. The worst per-
forming regions were the East South Central and
Mountain, with 0.5 and -0.1 percent RevPAR growth,
respectively.

Among the top 25 markets in terms of room size,
the leading performers with RevPAR growth far above
the national average of 4.8 percent in the year-to-date
period are San Francisco,/San Mateo, Boston, New
York, Los Angeles-Long Beach, and New Orleans.
These trends are supported by strong growth in the
ADR. Boston and New York are key krdging markets.
Boston accounts for approximately 26 percent of room
supply in the New England region, while New York
accounts for more than one-fifth of total room supply
in the Middle Atlantic region.

The underperformers with negative or Iess than
0.5 percent RevPAR growth are Seattle, Philadelphia,
St. Louis, and Phoenix. These cities are plagued with
ADR growth that is below the inflation rate. Generally,
the poor RevPAR performance is due to declining
occupancies and weak ADR growth as a result of
strong supply growth.

By location, urban properties achieved the highest
year-to-date May 2000 RevPAR growth of 6.9 percent.
(Tnble 3) This was followed by resort and highway
properties. The worst performing lcration rvas the sub.
urban properties where RevPAR growth was4.6 percent.

In summary, 2000 will be a positive year with
RevPAR growth recovering from a trough in 1999 (the
actual trough was during the first quarter of 2000).
RevPAR increases will slorv in 2001 primarily because
of room supply, creating another trough in 2001. The
year 2002 will be a strong year with RevPAR growth
reboundin2;.*u,

NOTES
l. This macrocconomic scenario is based on issumptions dcvel-

oped as of March 2000.

ABOUT OUR FEATURED COLUMNIST
Bjorn Hanson, Ph.D., CRE, Nr'?r, York Cilv, i5 tht: Slobol hoslital-
ilv Dkluslry h,titr for Prican'altrh r)r/secoolr.rs. H. is ,l rd.rr.(ri:r/
authoritv a,ith his venrs of consuhirtg, batkitrg and rcsearch ctptri-
Lttce. He holds Tlte Coutlsel()r ol Renl Estotr (CRE); Cettified Frdud
Examiner (CFE); atd Food Scrpicc CLtrtsulta tt btttnldtiotol ( F SCI)
p r of t ssio na I r/t'signations.

Housing Affordability Decreased
Changing House Price and Household Income Relationships

- Marin County -

Sotrrce: Wotrds E Potth, Economics, CEEDS '1998; Bay Area Real Eslallr lnfon alion Sen'ice;
Notionnl Associotion ol Realtors; Roulac Group, lttc.
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1999 $5e0,821 $124,204 4.76
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Tables 1 - 3

an upscale Northern California market. Survcys
were conducted in the spring of 1999 of residential
real estate agents who were top performers, with
long-time involvement in the Marin County hous-
ing market. Marin County is an especiallv signifi-
cant market to study housing cluality because of its
clistinctive attributes of housing prices and house-
hold income, as reflected in Exhibit 2.

The housing in Marin is not only highly covett'd but
.imongst the lt'ast affordable anvwhere. Although
average 1999 Marin County household inconre of
$124,204is1.7 times the national average of $70,253,
the average 1999 Marin Countv house price of
5590,821 is 3.5 times the 1999 national avt'rage of
$168,300. The average housing price in Marin has
increased dramatically, from 937,845 in 1970 to
$590,821 in 1999, a nearly lS-fold increase since
1970. While the pricing of housing in Marin in terms
of income u'as slightly higher than the national aver-
age, in 1970, witha price-income raho of 2.13 for Marin
comparing to thL, national average of 2.03, by 1980

this relationship had changed dramatically from a

ratio of 2.64 for the. country overall to 3.98 in Marin.

As of 1999, thc. price premium for Marin housing
was even more distorted, with the averagc house
price in Marin being 4.76 times the average house-
hold income, which compares to 2.40 for the coun-
try overall. The high household incomes of Marin
mean that home purchasers tend to be both more
discerning and more financially sophisticatcd than
average. Further, because purchasc.rs of Marin lrous-
ing are paying more than $400,000 above thc aver-
age, house price that applies to other parts of the
country, those Marin households n'ho do purchase
a house make a more major commitment to housing
than applies in other parts of the country. Such
households pay more in aggrL-gate and also devote
a Breater amount of their income and household
wealth to housing. Consequentlv, issues of housing
quality loom especially large in Marin.

The survey of the sig;nificance of quality in housing
wasconducted through phone intervier+'s u,ith some
'15 agents, who average approximately a quarter
century of experience selling real estate in Marin
County. The agents had sold an average of some 20
to 26 residential units annually, with .16 

perccnt of
their sales being condominium units. Agents were
surveyed for their assessments of market condi-
tions in 1985-1987, as contrasted to 1999.

Data is unavailable on the duration of market in-
volvement by licensed real estate sales agents in

Marin. Interviews rvith real estate agents.rnd resi
dents of Marin lead to the conclusion that agents
with a quarter-century of cxperience selling real
estate in Marin County represent perhaps 5 percent
kr 7 percent of the total real est.rte sales .rgents.-rctive
in the Marin housing market. As of Janu.rry 2000
tlrere were approximately '1,050 Iicensecl real estate
sales agents who were members of the Marin Asso-
ciation of Realtors, some of whom had been li-
censed since 1976. Constquently, the survey re-
spondents arr- drawn from approximately 50 to 75
real estate sales agents, with survey respondents
re'presenting some 20 percent to 30 percent of those
w'ith approximatelv a quarter century of experience
selling real estate in Marin Countv.

HOUSING DECISION PREFERENCE
Housing decision preferencts reflected morc qual-
itv-based reasons than financial consiclt'rations.
Among the reasons agents identified that a condo-
minium r,n as preferred to cletached home owner-
ship were the social benefits, specifically the op-
portunity to interact with neighbors; the ability to
re'ly on profe,ssional construction quality; and the
ability to relv on professional management. The
inability to afford a detached home was cited in
only one of the l5 responses. As seen in E,tiribil3, the
housing decision preferences were not meaning-
fully different in 1999 from what housing decision
preferences u,c,re in the 1985-.1987 time period.
Overall, quality factors h'ere meaningful influences
in housing decision preferences for detached home
ownership.

MEANING OF QUALITY
Civen the importance of qu.rlity of society, the
agcnts were asked to address whal prentit'rt quality
meant as compared to attt:rlgt guallfy. Quality fac-
tors considered include the incidence of repairs,
problems, and maintenance, which collectively can
be considered outputs. Among the inputs consid-
ered were design, materials, attention to detail, and
the skill and experience of those involvr.d in the
construction process itself. The responses summa-
rized in E.r/ribll .l reflect that two factors emerge as
being perceived by the real estate agents sun,eyed
to be influential: high quality materials and more
attention to detail. One conclusion from these sur-
vey responses is that quality embraces multiple
output measurcs and is achieved by a collection of
many inputs.

HOUSING QUALITY
The results of the survey indicate that in the
Northern California communitv of Marin Countv,
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Exhibits 3 & 4

Erltibit 3 - Housing Decision Factors

Sun,ev of 15 Mait Cou ty Real Estate Sales Agerts

Reason lo Prefer Condo to Detached Home Ownership 1985-1987 7999

Cannot afford detached home

Ability to rely on professional management

Reduced maintenance of grounds and exterior

Reduced interior & exterior repairs required by owner

No time to take care of a detached house

Ability to rely on professional construction quality

Amenities (Pool, tennis, clubhouse, etc.)

Social benefits (Opportunity to interact with neighbors)

I
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3
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5

3
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2

7
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Sorrrcer Roalac Croup, lnc

Exhihit 4 - Meaning of "Premiere Quality" Compared to "Aoerage Quality"

Suroey of 15 Marin County Real Estate Sales Agents

Premiere Qualitrl Respouse

High quality materials

More attention to detail

Low repair incidence

No major problems in first s€veral years

Efficient and attractive design

Use of highly skilled and experienced

trades people in construction

Low Maintenance

12

8

5

5

5

.t

3

SLturct: Roulac CrouL lnc

Figures 1& 2

Figrirt'1
Gap Between Supply Growth &
Demand Growth Expected to NarIow in 2002
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L igttre 2

Occupancy Rate Has Been
Declining Since 1996
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housing quality varies significantlv between de-
tached housing and torvnhouse,/ condominium
housing. The finding of inferior quality of attached
housing relative todetached housing isby no means
unique to Marin County, for severe qualitv issues
are not limited by geography. The issue of housing
quality is of broad concern to all with property
involvements.

The overall housing quality has meaningfully im-
proved since the mid-I980s, the agents reported
that the incidence of de,tached house-s being of poor
quality n,ith significant clefects, has dramatically
reduced over the last 15 years. Detached housing

that is regarded excellent or above'average in qual-
ity has not meaningfully changed, being 25 percent
and 36 percent, respectively, over the 1985-87 to
1999 periods, as reflected in E-r/ribil 5.

Therefore, in 2001, the occupancy rate is expected
to decrease bv 0.9 ()ccupancy points to 62.7 percent as

the gap between supply and demand growth n,idens.
By 2002, the occupancy rate is expected to stabilize at
62.6 percent as demand growth rebounds modestly
and supply growth slows further. ( Figure 1 €< Figurt 2.)

ADR growth, n,hich has been falling in line with

occupancy rates, is predicted to fall to 3.6 percent in
200'l and rise slightly to 3.8 percent in 2002.

Easing demand growth and smaller ADR in-
creases will lower RevPAR growth in 2001 to 2.8
percent. By 2002, RevPAR growth will climb to 3.5
percentasdemand growth picks up and supplygrowth
colrtinues to dt'crt'ase.
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Improvements in housing quality have been most
pronounced for condominium and townhouse com-
plexes, as reflected in the data shown in Exhibit 6.

Whereas in 1985-.1987 periods, agents rated the
quality of all condominium and townhouse com-
plexes as poor with significant defects; by 1999
some 60 percent of condominium and torvnhouse
inventory, including new and existing, was rated as

average or above average.

/ S,,rrrir': Pricew;trrhousdoopers L.t,. P (2000 to 2002); Smith Travel Resr.rrch (1988 to 1999)
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INSIDER'S PERSPECTIVE
Exhibits 5 - 7

RTvPAR Gnowrs PRo;Ecrro ro EASE rN 2001 AND REBoUND rN 2002

hy B jttnt I lanson, CRE

Exhibit 5 - Quality Assessment of Detached Housing

Surtey of 15 Marit County Real Estate Sales Agetts

Percent Distribution

1985-1987 7999 Variance

Exccllent

f)ricewaterhrruseCtropers has be,en providing '12-quarter economr'tric forecasts of
I th" U.S. lodginB industry since '199.1. The four million rooms counted in the lodging
industry encompass the full range of property types from full service to limited service
hotels to extended stay properties. The model consists of three stochastic equations:
r/cnrarrrl as a function of 4-quarter polynomial distributed lag of real CDP and real ADR
with an adjusted R-squared of 0.99; roorrr sldrts, with an adjusted R-squared of 0.89; and
roont mtu, $'ith an adlusted R-squared of 0.93, atl significant at p=0.5. Following is a

summary of the lodging forecast throu6;h 2002.
The continued strong U.S. economy has supported high levels of lodging demand

so far this year. Confident consume'rs and expanding businesses continue' to keep travel
activity high despite rising oil prices. In the first five months of 2000, room supply grew
at 3.3 percent, but demand expanded at a much faster pace of 3.8 percent. This translates
into a 0.4 percentage point rise in the occupancy rate to 6.1 .9 percent from the comparable
fivc-month period in .1999.

U.S. RevPAR growth will continue to rise in 2000 alongside expectations ofstronger
U.S. economic growth. RevPAR growth is expected to rise to 3.9 percent in 2000 from 3.1
percent the previous year. (Tablc 1.) In fact, data from Smith Travel Research (STR)

indicate that RevPAR is growing at 4.8 percent for the first five months of the year,
supported by strong average daily rate (ADR) growth of 4.2 percent.

MODERATINC U.S. ECONOMIC CROWTH IN 2OO1

Following a strong first quarter with real GDP growth of 5.5 percent, the U.S.
economy is expected to slow from its current exceptional pace over the next six
quarters. Macroeconomic Advisers expects a moderate slowdown in real GDP from
.1.4 percent in the vear 2000 to 2.8 percent in 2001 and 3.1 percent in 2002.rRecent data
shorv that consumer spending grorvth slowed in the second quarter of 2000. More-
over, housing starts have eased and survey data for the manufacturing industry
indicate that activity is expanding at a slower pace than in 1999. Since June 1999, the
Federal Reserve has increased the target fed funds rate by a cumulative 175 basis
points, with the aim of containing inflationary pressures. Macroeconomic Advisers
forecasts modest inflationary pressures of 2.6 percent in 2000; 2.5 percent in 2001; and
3.1 percent in 2002,

SUPPLY GROWTH WILL DECLINE FURTHER AS
DEMAND GROWTH PICKS UP IN 2OO2

For the year 2001, lodging demand gron th will slow to 2.5 percent from 3.6 percent
in 2000, mirroring the tempering of overall economic growth. By 2002, demand growth
will recover modestly to 2.7 percent.

Meanwhile, end-of-year room supply growth is forecast to decelerat€, through 2002,
after posting a record pace of 4.2 percent in 1998. Supply growth is expected to taper off
to 3.2 percent in 2001 and 2.8 percent by the end of 2002.

Abovt'Average

Average

Poor - significant defects

72% 4V,

24% 7Vo

48% 14%

78Ea Q4q")

8%

77%

34%

Stturct: Roulac Croup, lttc Note: Rorindrrrg nras . 1ploled, thlts ilo s nay add up to fiLrrc lhafi 1008

Exhibil 6 - Quality Comparison of Condominium./Townhouse

Suroey of L5 Marin County Real Estqte Sqles Agents

Percent Dislribution

1985-1987 '1999 Variance

Excellent

Above Average

Average

Poor - significant defects

07" 07o

20E" 20%

40% 4oEo

207" 80%

0%

07,

0sa

100Ec

SL)tlrct: Roulac Group, Itrc

Ethibit 7 - Quality Comparison of Detached Housing to Condominium/Townhouse

Suntey of 15 Marin County Real Estate Sales Agetts

Percent Distribution

1999

Excellent

Above Average

Average

Poor - significant defects

Detached

Housing

12%

48E"

"t8%

CondG

minium

0%

20q"

40%

20Ea

Stturce: Roulac Group, lnc
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Marin agents responding to the survey perceived
the quality of detached housing to be significantly
better than condominium/tow,nhouses, as seen in
Erhibit 7, which compares perception of housing
quality in the 1985-1987 period, for housing and
condominiums, to housing quality in 1999. Al-
though the differences in '1999 are not nearlv as
pronounced as '1985-1987, the differences are still
significant, for a buyer of a single-family home has
.r much greatc.r prospect of living in a residence that
has above average to excellent quality than for a

condominium / townhouse,

CONDOMINIUM ASSOCIATION
A singular clifference in the housing experience of
single-family residences versus condominiums.rnd
townhouses is that the latter has a formal board of
directors to act collectively on behalf of and to
represent the interests of residents. Most single-
family homcorvners, except for those *'ho live in a

subdevelopment u'ith homeowners' associations,
operate autonomouslv and inclependently without
collective representation. The Marin real estate sales
agents were mixed in their assessment of the degroe
to which thr. presence of a condominium board of
directors served as an effective professional repre-
sentative of h0me'buyers' interr-sts, with six r!-spon-
dents asserting that the board did provide represen-
tation and seven asserting that it did not. Of thosc
agents who perceived that the condominium board
of directors provided professional representation
to homebuyer's interests, somewhat fewer than
half reporte,d that the presence of a condominium
board influenced home buyers' motivation k) buv.
The majority of Marin sales agents did not report
that the presence of a condominium association
provided assurance to homebuyers regarding over-
all construction quality in the. assessment of a par-
ticular housing unit that *,as being considered for
purchase. Only three Marin sales agents felt th.rt a

condominium association provided assurance of
construction quality.

REPRESENTATIONS AND KNOWLEDGE
Real estate agents perceive that they have more
knorvledge and expertise than the average buyer
most of the time, if not always. The survey re-
sponses in Erhihit 8 reinforce that real estate sales
agents perceive they contribute knowledge and
expertise to servicing their buyers.

Fundamental to the real estate transaction process
are representations made by builders and sellers,
the reliance placed upon those representations,
and the relativc general knowlL'dge of agents and

buyers. There is no consensus as to how much real
estate agents rely upon representations by builders
and sellers, but builders and sellers are definitely
relic'd upon, as reported in Erliiltit 9. Real estate
agents generally rely upon buildcrs and sellers
somc or most of the time. The primary rt:ason agents
rvould relv upon the representations of builders
and sellcrs is because they have access to informa-
tion not otherwise available. Selectivelv, agents con-
sider that builders and sellers have specialized
knowledge that merits reliance upon their repre-
sentations.

PREFERENCE FOR NEW
All agents responding reported that buvers pre-
ferred new units over existing units. Reasons buy-
ers prefer new units over existing units are reported
in Exhihit 10. When a purchaser has opted for a

condominium, they prefer a newer unit to benefit
from nltrdcnr sf,ylirr.g and frtrrres. These two catego-
ries were chosen by l2 of the 15 respondents (80

percent), whereas the next highest response rate
was "5" for lriglr qunlitrl nnterials and nLt najor prob-
lons in the first set eral r1urs.

CONCLUSION
The concept of qualitv has become integral to busi-
ness and society. With higher property prices, espe-
cially in housing, people reasonably expect that the
standards of quality that apply and their other
expenditures will apply to housing. Yet housing
quality often lags meaningfully behind consumers'
expectations. Survt'y research of real estate agents
active in Marin County, Northern California, indi-
cated that quality embraces multiple output mea-
sures and is achieved by a collection of many in-
puts. Although housing quality has improved, since
the mid-1980s, it still lags meaningfully behind
consumers' expectations.

Household incomes and housing prices are very
diffe,re'nt in Marin than in many other parts of the
country. Although whether these differences alter
consumer expectations as to quality was not exam-
ined in this research, no research has been encoun-
tered that would suggest that households making
substantial financial commitments do not expect
the houses they buy to reflect quality commensu-
rate. with the magnitude of their financial commit-
ment. Consequentlv, lacking any explicit evidence
that prospective honreowners do not place an em-
phasis on quality, the findings of the research con-
cerning Marin County buyer behavior and expecta-
tions are generalizable and applicable to all
homebuyers, irrespective of geography.

keep our economic momentum accelerating in thc
Eighties and Nineties. Those looking to plot the
trajectory of future economic activity will have to
pav careful heecl to the contributions of the newt'st
Americans. Tip O'Neill said that all politics is local,
and real estate professionals unde'rstand that thc.

local market is key to property performance. But in
politics and in real estate, the local scene is inextric;r-
bly linked to the globe. By and large, this is a good
thing, if only it can be understood clearly and with-
out bias.

These attributes of valued human capital, popu-
lation mobility, r'conomic agglomeration, and open
borders are really very traditional American
strengths. They sustained the U.S. economy through
the railroad era of the 19'h century, and the industrial
evolution of the early 20th centurv. I'm confident that
classic authors like Weimer ..rnd Hoyt rvould see
both the continuity of principle' and the novelty of
evolution in the fundamental trends shaping early
21" century real estate markets from sea to shining
sea,REr
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Figure 2

constrained" prediction of low unemployment/
low growth. A regression line calculated against
the data has only a modest downward slope,
revealing a "weak" relationship between the vari-
ables, and the closeness-of-fit measure is . .. n,ell,
it isn't close. Up to now, the presumed labor
scarcity constraint has yet to prove a significant
factor in U.S. economic performance at the state
level.

For real estate counselors, what concepts do the
statistics point us to and what should we be focusing
on in the near future? First of all, the economy is
already slowing in many places, even if labor scar-
city is not a strong explanatory variable. As the
histogram in Figure 2 shows, 26 of the 5l employ-
ment observations showed gains of 2 percent or less
in the year ended March 2000. Only six states had
growth of 3 percent or more, and none were above 5

percent.
Second, there are no Berlin Walls in the United

States. Labor is quite migratory, and workers are
ready, willing, and able to pursue economic oppor-
tunity. That was true in hard times, and is appar-
ently also a significant force in this era of prosperity.
Even with low unemployment, the job market is
very dynamic, and real estate investors should be

sensitive to the mobility of workers and of corporate
users in this environment. Here's a hint: it is much
easier for a household to relocate than it is for a

corporation.
Thirdly, density is a positive factor for real estate

r,alue over the long haul and probably should enter
more consciously into our evaluative and counsel-
ing consciousness. Big cities, especially of the 24-
hour variety, have demonstrated marginally supe-
rior investment performance in the last decades of
the 20'h century and have earned the benefit of the
doubt for the future. Not the Ieast of the reasons for
this are the agglomeration features I pointed out in
the Spring 2000 issue of this column. Big cities have
economic critical mass, and can produce tremen-
dous energv. This is manifestly the case at the present
time.

Finally, it is no coincidence that in an era where
age demographics are slowing labor force expan-
sion, both the Atlantic and Pacific coasts are pros-
pering. This is where we find the great Bate'way
cities for immigration. Cities that are population
magnets for new U.S. residents possess a rtmark-
able comparative advantage in the area of human
capital. From 1970 through 1995, the rate of immi-
gration into the U.S. roughly doubled; this helped

Exhibit 8 - Comparison of Average Real Estate Agent to Average Buyer

Suroey of 75 Marin County Real Estate Sales Agents

Does the Agent Have Cumulative
More Knowledge? Response Percent"

Always 3 25%

Most of the time 9 7O0%

Some of the time 0 --

Rarely 0 --

Blank 3 --

' Ot' those rcsponrlirtg 15

Source: Roulac Croup, lnc.

Ethibil 9 - Reliance Upon Representations by Builders & Sellers

Suruey of 15 Main Coutty Real Estste Sales Agutts

Real Estate Agents Rely Upon
Representations by Response
Builders & Sellers

Aln'ays 1

Most of the time

fume of the time

Rarely

Blan-k

Cumulative
Percent*

6

5

't

8%

62E(

92V,

100%

* Of those respondirg

Soutce: Roulac Group, Inc
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Erhibit 10 - Reasons for New Unit Versus Existing Unit Preferences

Suney of 15 Marir County Real Estate Sales Agetts

Resporrse

Modern styling
Modern fixtures

No major problems in first several years

High quality materials

Low repak incidence

Low maintenance

12

12

5

5

,l

4

Sorrrce: Rtrrrllc Croult, Inc
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If purchasers know that the units are marketed as

having premier construction quality or that the
units are relatively new, then they expect high
quality materials with modern styling and fixtures.
Furthermore, during the transaction process, the
real estate agent is almost alw.ays considered to be
more knowledgeable, and buver's inspection re-
ports are important.

Aftc'r the. socialbenefits ofcondominium living, thc
ability to rely on construction quality was the most
important factor in motivating the purchase of a

common interest development over a single-family
residence. This conclusion is especially striking,
bt'cause it is readilv knot'n that the construction
qualitv of condominiums is considered to be verv
low, as reflected by considerable publicity in local
Marin papers about problems resulting from deficit
construction quality. The quality of detached hous-
ing was perceived to be meaningfully superior to
that of condominiums and townhouses. The qual-
ity of condominiums, today, is perceived to be
sufficiently superior to that of what it was in the
mid-1980s.

The shortfall in consumers' experience of housing
qua lity rela tive to their expect.rtions is an important
issue that should concern all with involvement in
thc housing sector of the property markets. Diver-
gcnce between consumers' experiences of housing
quality relative to representations of housing qual-
ity inevitably lead to dissatisfaction. Dissatisfaction
can lead k) litigation, which can result in significant
liability. Those with property involvements need to
confirm that housing units possess the requisite
quality, that appropriate professional work is done
to confirm the actual quality of housing, and that
communications of housing quality are accurate
and not misleading.

When you hang out your shingle, increasingly
knowledgeable consumers demand more of your
services and representations. AII involved in real
estate are expected to be competent in what they
represent thev do. Those who sell propertv goods
and services are accountable for the representations
thev make. Propertv professionals are expected to
possess fundamental compete'nce and to be respon-
sible in their representations.Rrr
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Figure I

that are already so densely conccntrated will be
running out of available workers. Such an assump-
tion, while sounding logical enough, has some prob-
Iems n,hen faced with the data. In the first place,
there still seems to be some untapped labor re-
sourcc's in the coastal state. Unemplovment in Alaska
and Hau,aii, in fact, is above 6 percent. And even in
some of the more populous states, the jobless rate
l.ras gre.ater slack than in the nation as a whole. As of
the end of 2000's first quarter, California had a 4.9
percent unenrployment rate, New York 4.6 percent,
and the State of Washington 4.5 percent. These rates
were posted after a 12-month span in which Califor-
nia led the nation lvith 406,500 new jobs; New York
added 174,200 jobs; and Washington gained ,13,200.

InterestinSlv, the argument that local labor con-
straints are stifling growth seems to have shaky
statistical support as the calendar turned to 2000.
The scatter-graph (Figure 1) displays for all states
and the District of Columbia the March 1999 unem-
ployment rate (on the vertical axis) and the subse-
quent job growth rate (on the horizontal axis).
Many might expect that there would be a strong

relationship between sub-4 percent ioblessness at a
point in time, and below-average job growth there-
after. More hopefully, in a strong economy, you
might anticipate a movem€'nt of job opportunities
toward states rvith relatively ar.i.rilable labor.

Unfortunatelv for this hvpothesis, at least in the
past year, the expected relationships haven't
emerged. If we simply divide the data into quad-
rants, above and below the 4 percent unemployment
rate and to the left and right of the 2.3 percent job
growth rate (the U.S. average), we see some interest-
ing results. The upper left quadrant (higher unem-
ployment; slower subsequent growth) is the most
crowded, with 17 observations. In 12 cases, we do
find strong job grorvth generated by states \a,ith
comparatively slack labor markets - sometimes very
strong expansions as in the cases of Arizona and
Idaho, which posted 4.7 percent job gains through
March 2000. But there wcrc also a half-dozen
states with sub-4 percent unemployment that
nevertheless beat the mean U.S. growth rate, led by
Florida (4.1 percent growth) and Colorado (4.2

percent growth). Fifteen states matched the "labor
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