9/11 REASSESSMENTS
OF URBAN LOCATION
CosTts AND RISKS

By James H. Johnson, Jr., and John D. Kasarda, CRE

ABOUT THE AUTHOR
James H. Johnson, Jr, PhD, is
Kenan Distinguished Professor of
Management at the University of
Notth Carolina’s Kenan-Flagler
Business School and Director of the
Urban Investment  Strategies
Center at the Kenan Institute of
Private Enterprise at the UNC.

John D. Kasarda, PhD, CRE, is
also a Kenan Distinguished
Professor of Management at
UNC's Kenan-Flagler Business
School and Director of the Kenan
Institute at the University of North
Carolina. He also serves as a
Trustee of the Urban Land
Institute. Dr. Johnson and Dr.
Kasarda have published numerous
books and journal articles on urban
development and the future of
cities.

28

ers, their employees, and the insurance industry —all began to re-
evaluate location risks and costs associated with occupying com-
mercial real estate in densely settled urban centers, especially down-
town high rise office towers. In this article, we review these post 9/11
re-assessments and their likely impact on corporate location decisions
and employment distribution across U.S. cities and metropolitan areas.

Following the September 11, 2001 terrorist attacks, corporate lead-

PRE-9/11 LOCATION DYNAMICS

Over the last three decades, corporate and municipal leaders have
worked closely with commercial real estate developers to transform
our largest downtowns into major administrative, financial and trans-
actional nodes. Huge and often grandiose skyscrapers, typically hous-
ing headquarters of firms with global reach, have been erected as
prominent symbols of our nation's economic success and influence in
the international marketplace. Interspersed between or among the sky-
scrapers are smaller structures housing a range of businesses that pro-
vide an array of professional, technical, logistical and other support
services to these global firms.!

Urban planners and local economic development officials also have
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promoted development in varying degrees of
intensity beyond city boundaries. In terms of form
and function, these outlying economic nodes
include suburban office parks, regional shopping
malls, edge cities or self-contained multi-function-
al centers on the metro fringe, and exurban corpo-
rate campuses, which are linked by information
technology and limited-access highway corridors.?

RE-EVALUATIONS OF

GEOGRAPHICAL RISKS POST-9/11

After 9/11, perceptions of metro area location risks
changed dramatically -- among corporate heads,
their employees, and the insurance industry.? The
perspectives of each of these groups are discussed
in turn below.

CORPORATE AND

EMPLOYEE PERSPECTIVES

For corporate heads, research indicates that since
9/11, "risk management has moved beyond its tra-
ditional spheres of technological and financial risk
assessment and now permeates virtually all
aspects of corporate decision-making,” including
safety and security, facility site selection, and
employee relocation decisions.# Not surprisingly,
downtown high-rise office properties have gener-
ated the greatest concerns, which have resulted in
increased employee and visitor screening and
overall increased security costs. For example, the
Empire State Building in New York City increased
security personnel by over 250 and added scanning
machines to all five entrances, costing several mil-
lion dollars and creating serious delays and hassles
for tenants and visitors entering the building.5
Whether such entry delays and hassles together
with employee fears of working in downtown
high-rise structures will reduce current tenant
propensity to renew their long-term leases in these
structures becomes a pertinent question.

There is some evidence that the market demand for
super-high rise properties was on the wane prior to
the terrorist attacks.t But commercial real estate
brokers and corporate relocation consultants
report that since 9/11 an increasing number of their
clients are expressing an aversion to locating in so-
called trophy properties, especially those taller
than 30 stories, and “run of the mill” properties
within the “shadow” of such facilities, other large
gathering venues (stadiums, arenas, major retail
establishments), energy generating facilities, and
infrastructure projects (bridges, tunnels, natural
gas pipelines, water and sewer plants).’
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Even companies with operations in suburban and
nonmetropolitan locations are changing their site
preferences after 9/11. According to corporate relo-
cation consultants, some are “...now opting for no
interstate visibility...locations in the rear of busi-
ness parks...[and] sites outside of airport flight
patterns.”® And, all firms reportedly are evaluating
more carefully co-tenants after 9/11, avoiding
buildings where they will have to share occupancy
with a U.S. government agency or high profile pri-
vate company. In short, “What may have been per-
ceived as isolation in the past is [perceived as] safe-
ty and security [today].”?

Firm-level reassessments of facility and site loca-
tion are driven, at least in part, by employees who
have raised concerns about working in or within
the shadow of super tall office buildings like the
Sears Tower in Chicago. To quell employee con-
cerns, some firms that were concentrated in Lower
Manhattan prior to 9/11 reportedly turned down
incentives to stay in the area and have made moves
resulting in some cases in a doubling of the rent “to
keep people focused on their jobs and not on wor-
rying about coming to work everyday.” 10

Firms are likewise re-evaluating their facility and
site location in terms of safety and the higher occu-
pancy costs associated with heightened building
security. 11 Most high rises were not designed for
mass evacuations. According to building design
experts, “the stairwells are too small, there are not
enough of them, and [oftentimes] the stairwell
door[s] open into the fire stairs, impeding pas-
sage.”1? And, as noted, in the post attack environ-
ment, building owners reportedly are hiring more
security guards, installing surveillance cameras,
requiring screening badges for all building
employees, and reducing the number of entry
points. Along with building entry delays and has-
sles, beefed-up security poses a major dilemma for
tenants because “almost all commercial leases con-
tain pass-through provisions that leave [them]
responsible for common areas maintenance costs.”
13

INSURANCE INDUSTRY PERSPECTIVES

Paralleling the re-evaluation of risk among firms
and their employees, especially those inhabiting
high-rise buildings, the business of insuring com-
mercial real estate also changed dramatically after
the terrorist attacks.!4 Prior to 9/11, insurance rates
were on the rise—increasing 20%-25% on
renewals—as insurers sought to recover invest-
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ment losses due to declines in the stock market and
large scale payouts following several major disas-
ters (e.g., Hurricanes Andrew and Fran, the
Northridge Earthquake, etc.).1®

After 9/11, insurance premiums for businesses and
properties perceived to be high potential targets
for future terrorism, including Class A high rise
buildings, stadiums and entertainment complexes,
and convention centers, increased sharply (Table
1).16 Moreover, by February of 2002, 45 states, the
District of Columbia, and Puerto Rico had
approved terrorism exclusion provisions for prop-
erty and casualty insurance, which meant it was
unlikely that such coverage would be available to
property owners in these states at renewal time.?

Table 1:

Both the heightened cost and the declining avail-
ability of terrorism insurance coverage are sending
shock waves throughout the commercial real estate
industry.18 It is affecting both new construction and
resale markets, particularly in large metro areas, as
“financing is contingent upon full insurance cover-
age for collateral assets backing the loan or invest-
ment.”1? A Mortgage Bankers Association survey
of 25 commercial real estate firms revealed that,
since the beginning of 2002, “$8.2 billion worth of
commercial property developments have been
cancelled, delayed, or altered due to the high price
tag on terrorism insurance or its unavailability
altogether.”20 Table 2 lists some of the commercial
mortgage backed securities (CMBS) projects that

Examples of Property/Casualty Risk Insurance Price Hikes
Source: Complied by authors from various newspapers

Property 2001 2002
California Landlord {53 Offices & retail buildings) $373,000 $559,000
Midwest Manufacturing Plant $2.1m $5.4m
Northeast Manufacturing Plant $250,000 $550,000
Minneapolis Metrodome $283,000 $500,000
Miller Park Stadium (Milwaukee, WI) $225,000 $2.25m

NYC Intermodal Transportation

$6.0m ($1.5b) $18.0m ($500m)

NYC Terrorism Policy

N/A %$7.5m ($70m)

Cormbined Construction Group Ltd.

$120,000 $1.2m

Table 2:

Securities Placed on Ratings Watch List
for Lack of Terrorism Insurance Coverage
Source: National Mortgage News, 2002

280 Park Avenue Trust

14633 Broadway Trust

Four Times Square Trust

Opryland Hotel Trust

Houston Galleria Trust

1211 Avenue of the Americas Trust
1251 Avenue of the Americas Trust

1345 Avenue of the Americas Trust

Host Marriott Pool Trust {incl. Marriott Marquis in Times Square)
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were placed on the ratings companies “watch list”
due either to the lack of terrorism insurance cover-
age or gaps in coverage that left lenders and
investors with less protection than they had prior
to the tragedy of September 11.2! In instances
where terrorism insurance was available post-9/11,
most policies excluded several types of terrorism
incidents, including coverage for the use of bio-
logicical and chemical weapons. Such exemption
clauses, according to one observer of the CMBS
market, cause another problem: they made it easi-
er for insurance companies to cancel policies alto-
gether on short notice. 5

The retail, industrial, and multi-family housing
sectors also face rising insurance costs and cover-
age issues. In fact, approximately two-thirds
(65%) of the companies surveyed recently by the
Risk and Insurance Management Society (RIMS)
have no terrorism insurance and 71% found it vir-
tually impossible to obtain coverage.?* The sky-
rocketing cost and decreasing availability of terror-
ism coverage are forcing many property owners to
self-insure, that is, to establish disaster funds using
money that otherwise could be used for business
investments and new job creation.?

And the problem is not limited to commercial real
estate or large cities.?6 Studies reveal that munici-
palities are facing spiraling cost of insuring city
and town halls, public parks, and other public
infrastructure like bridges, tunnels, and ports.?”
Property insurance rates reportedly have increased
between 45% and 75% over the last year in small
and medium-sized cities.?8

The rate hikes have been even higher in large
metro areas.? For example, the risk insurance
package for Miller Park Stadium in Milwaukee,
Wisconsin increased from $250,000 annually prior
to 9/11 to $2.25 million annually afterwards.?
These added costs will likely reduce the attractive-
ness and competitiveness of large cities and metro
areas as the cost of living and doing business in
them will increase disproportionately.3!

This problem with terrorism insurance coverage
arises in part because re-insurers, who typically
backstop primary insurance carriers, raised their
rates threefold following 9/11. Moreover, most
now exclude terrorism coverage, which leaves
“many [primary] carriers liable for ‘first dollar’
coverage with no backup from reinsurers.”?2
Industry analysts contend that the only way to
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solve this problem is for the federal government to
provide a financial backstop, as it does in the case
of natural disasters.3® And a GAO report conclud-
ed that the federal government's failure to address
this problem would likely slow the economic
recovery by placing thousands of businesses (espe-
cially small businesses} at the risk of bankruptcy,
layoffs, and loan defaults.?

Despite the prognosis of these adverse economic
impacts, Congress did not fully embrace the feder-
al insurance backstop idea for more than a year fol-
lowing the terrorist attacks.? In fact, it was not
until after the 2002 mid-term elections, when the
Republicans swept most of the Senate and House
races--largely on the basis of their stance on post-
9/11 national security issues--that such legislation
was enacted into law.36

The Terrorism Risk Insurance Act of 2002 provides
“for the federal government to pay up to $100 bil-
lion in terrorism losses annually for three years.”3”
The Bush Administration contends that the new
law “will aid the economy by allowing the
resumption of thousands of building projects
stalled by lack of such insurance.”3 Others propo-
nents argue that the law “could free up $15 billion
in construction and real estate business and
300,000 jobs,” although some analyst argue that
these figures are overblown.®

Notwithstanding the passage of Terrorism and
Risk Insurance Act of 2002, real estate developers
and property owners in U.S. cities still have to con-
tend with the accelerating costs of insurance cover-
age as well as increases in deductibies in the post-
9/11 environment. In New York City, for example,
insurance premiums for large accounts (greater
than $1 million) increased 73.3%, for medium sized
premiums ($50,000 to $1 million) 49.5%, and for
small premiums (less than $50,000) 39.3% in the
year following 9/11.% And industry analysts con-
clude that “insurance rates will continue to rise in
2003 and into 2004 on a national basis before this
so-called hard market has run its course.”4!

LONGER TERM IMPACTS OF

TERRORISM LOCATION RISKS

Commercial real estate analysts predict a lagged effect of
these developments on business activity and employ-
ment trends in U.S, cities and metro areas.2 The general
consensus is that the effects will not be evident until 2004
and later when many longer-term commercial real estate
leases will begin to expire. This raises several related
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questions about the impact of 9/11 on the economic
prospects of U.S. cities and their downtown office mar-
kets.

(I) Will major corporations continue to concen-
trate high proportions of their employees in a
single downtown location or will they attempt
to reduce their exposure to potential terrorist
attacks by dispersing their operations and
employees across multiple locations linked
and backed up by the latest information tech-
nologies?

(2) Will they keep their headquarters office at
prestige downtown addresses in cities like
New York, Chicago, and San Francisco, yet
relocate many executives, as they have back
office employees, to suburban and smaller city
locations?

(3) Will office building size and style as well as
location be influenced in the post-9/11 search
for anonymity?

(4) Will security and insurance costs along with
building entry delays and hassles lead to a
reconsideration of the net benefits of a down-
town location?

(5) Even if downtown office complexes are occu-
pied in the future at near capacity levels, will
lease rates be lower and discounts higher to
attract and retain tenants?

Answers to these questions will require carefully
designed longitudinal research. To accurately gage
the impacts of the terrorist attacks, this research
will have to monitor business demographics (i.e.,
firm births, firm deaths, expansions, contractions,
in-migrating firms, and out-migrating firms) by
location and their employment and leasing
dynamics by type of establishment across a repre-
sentative sample of U.5. metro areas. Investigators
should monitor establishment turnover and
employment change for various geographic sub-
areas, including the CBD, the balance of the central
city, the inner ring suburbs, the outer ring suburbs,
and the exurbs, as well within the vicinity of high-
risk properties {e.g., skyscrapers, sports and enter-
tainment complexes) and facilities (e.g., airports,
seaports, power stations, etc.), which are deemed
to be vulnerable targets for future terrorist activity.
Micro-level databases that provide business demo-
graphics, annual employment, and leasing infor-
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mation down to the establishment street address
level (such as Dunn and Bradstreet Market
Identifier files, State Employment Security
Commission, ES-202 files, and Real Estate
Information Source [REIS] files), though not with-
out certain methodological shortcomings, should
permit researchers to assess such outcomes. Ideally
such secondary data research should be supple-
mented by surveys and case studies of corporate
relocation activities. 43

CONCLUDING REFLECTIONS

We should note that several analysts contend that
9/11 will not significantly affect the economic
prospects of U.S. cities and metro areas.* Based in
large part on historical examples of wars and
urban terrorism, which did not trigger either
wholesale population or commercial de-concentra-
tion, Glaser and Shapiro argue that 9/11 probably
will not have the detrimental impacts on cities sug-
gested herein.#> Dittmar and Campbell also assert
that, “[t]he events of September 11 are unlikely to
encourage sprawl, or migration between dense
metro areas and other parts of the country.”4
Based primarily on mass transit rider-ship data
and commercial real estate trends prior to and
immediately after 9/11, they go on to argue that,
“[i]n fact, many trend lines are beginning to point
the other direction, and if anything the uncertain
economy may lead to a slowing of sprawl! and a
renewed emphasis on reinvestment in existing
places.”#7 And Rivlin and Berube posit that “[t]he
growth and development of cities will continue to
be shaped by complex economic, social and tech-
nological forces, among which terrorism plays a
very minor role.”48

We believe that past instances of warfare (WWII, in
particular) and urban terrorism (IRA bombings in
London and terrorists incidents in Israel) offer use-
ful but incomplete insights into the likely impact of
9/11 on cities. Today's U.S. transportation and com-
munications infrastructure allows immense free-
dom in location, especially in administrative, finan-
cial, information-processing and business service
functions that now constitute the bulk of city
employment bases. The 9/11 aftermath, which
inhibited people and product flows to major cities,
raised security and insurance costs of downtown
locations, and heightened employee perceived vul-
nerability of working in large central city proper-
ties, is likely to accclerate the employment decon-
centration trend that has characterized the U.S.
urban system for nearly 100 years.
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Fear of terrorism in U.S. cities is certainly much
different in the post 9/11 era, and legitimately so.#
It is broadly recognized that today, terrorists (at
least the leaders or brain frust of these organiza-
tions) are better educated, better financed, and
better organized than ever. Contemporary terror-
ists also have access to better information and
communications technologies and non-conven-
tional weapons of mass destruction than their
counterparts in the past, which provides them
considerable flexibility in terms of both options
and targets for attacking the U.S. and its interests
around the world.

Writing in The New York Times, Mitchell captured
the essence of the homeland defense challenge
when she posed the following question®:
“How...does one secure a target-rich nation
entered by roughly 1.3 million people, over 340,000
vehicles, and close to 59,000 cargo shipments every
day?” The current strategy involves instituting
tougher airport and border security measures. But,
as a recent Council on Foreign Relations study
reveals,5! “America remains dangerously unpre-
pared to prevent and respond to a catastrophic ter-
rorist attack on U.S. soil,” owing to the failure of
the federal government to address a number of
risks that confront the nation.

We suggest that this ill preparedness together with
th: continuing fears of future attacks on the U.S.
urban centers will have a significant impact on
both the nature and the level of employment and
business activity in major U.S. cities, resulting in
diminished short- and long-term commercial real
estate demand. More specifically, we posit that:

(1) Corporate leaders will make strategic deci-
sions not to concentrate all or most of their assets in
a single location, be they operational infrastruc-
tures, products, or people.

(2) The rising costs of major downtown loca-
tions due to accelerating insurance and security-
related expenses will further encourage corporate
decisions to decentralize business functions.

(3) Employee fears of working in high rise
office properties as well as the increased hassle
associated with gaining access to them due to the
heightened security will play a significant role in
future site selection and corporate relocation deci-
sion-making,.
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The upshot, we believe, will be an acceleration of
commercial real estate deconcentration trends
which have been manifested over the past 40 years
in two ways: (1) business relocation and employ-
ment redistribution down the urban hierarchy
from large metros to small and medium-sized met-
rosb?; and (2) employment shifts within metro
areas from central cities to the suburbs and the
exurbs And, given the industries most adversely
affected by the attacks, it is likely that the urban
blue-collar workforce will continue to bear a major
brunt of the job losses associated with the resulting
business relocation and employment shifts.53
Combined, these developments could exacer-
bate—in both racial/ethnic and geographical
terms —inequality in U.S. cities and metro areas.

Of course, no one has a crystal ball, so results will
have to play out over the coming decade before
solid conclusions can be drawn. But, as previously
noted, longitudinal establishment-level and build-
ing address databases do exist in the private and
public sectors (e.g., Dun and Bradstreet, state ES-
202, and REIS) that will enable detailed monitoring
and documentation of post-9/11 spatial impacts.
Such geospatial monitoring of firm dynamics will
provide valuable information on post-9/11
employment redistribution and commercial real
estate development trends.
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