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ABOUT
THE COUNSELORS
OF REAL ESTATE

The Counselors of Real Estate, now in its 40th vear, is
an international group ot high profile professionals
including members of prominent real estate, financial,
legal and accounting firms as well as leaders of
government and academia who provide expert, objective
advice on real property and land-related matters.

Membership is selective, extended by invitation only
on cither a self-initiated or sponsored basis. The
organization’s CRE Designation (the Counsclor of Real
Estate) is awarded to all members in recognition of
superior problem solving ability in various areas of
specialization such as litigation support, asset
management, workouts, valuation, feasibility studies,
acquisitions /dispositions and general analysis.

Networking is the hallmark of The Counselor
organization. Throughout the year, educational
programs provide Counselors with opportunities, both
nationally and locally, to meet with fellow members and
professional colleagues to discuss the latest trends
affecting commercial real estate. A publications
program, highlighted by our award winning
professional journal, Real Estate Issues, provides a venue
for members to showcase their knowledge of such areas
as office buildings, retail centers, hotels/motels, real
estate counseling |, etc.

What is a real estate counselor?

A counselor is a real estate practitioner whose primary
business is providing expert, experienced advisory
services to clients for agreed-upon fees. Counseling
denotes an activity that is, by its nature, relational. The
client relies upon the counselor for skilled and objective
aid in the client’s real estate needs, implying both trust
on the part of the client and trustworthiness on the part
of the counselor. The counselor typically has acquired
a broad range of experience in the real estate field,
possesses technical competency in more than one real
estate discipline, and places those competencies at the
service of the client. While objective in analysis, the
counselor directs his etforts toward the client’s best
interests through the development of particular
strategies, evaluating options available to the client,

advocacy of the client’s interests, and - where required -
execution of strategy on the client’s behalf.

Those designated as Counselors of Real Estate (CRE)
have been recognized and esteemed by their peers as
persons meeting the above definition in an exemplary
fashion. They have demonstrated knowledge,
experience, integrity and judgment in their real estate
expertise. The CRE subscribes to and is bound by The
Counselors” Code of Ethics and Standards of
Professional Practice and endeavors to generously assist
fellow CREs who are performing client services in a
spirit of collegiality. Thus, the commitment to the
individual client is complemented by a commitment to
raise the standard of counseling practice for the industry
as a whole,

Users of counseling services

The demand increases for expert counseling in real estate
matters worldwide. Through the years, institutions,
estates, individuals, corporations and federal, state and
local governments have recognized the necessity and
value of a Counselor’s objectivity in providing advice.
These real estate professionals honor the confidentiality
and fiduciary responsibility of the client-counselor
relationship.

CREs service both domestic and foreign clients.
Assignments have been accepted in Africa, Asia, the
United Kingdom, the Caribbean, Central and South
America, Europe and the Middle East. The Counselor
has the benefit of proven knowledge and experience
which qualifies him for practical application and proper
interpretation of trends aftecting real estate. A major
plaver in the technological revolution, the Counselor
regularly accesses the most advanced methodologies,
techniques and computer-generated evaluation
procedures available.

Determinants of compensation

The CRE is compensated by pre-agreed fee or salary
for services, rather than by commission or contingent
fee. The counseling fee itself is assured and rendered
tor advice rather than achievement or outcome of the
transaction. Overall compensation can be determined
by the complexity ot the service performed, its value to
the client, the time and expense involved, the breadth
of the Counselor’s knowledge and experience, and the
responsibilitics assumed.  Anyone involved in real
estate should consider consulting with a CRE.

Formore information on The Counselors of Real Estate,
contact The Counselors’ office, 430 North Michigan
Avenue, Chicago, Illinois 60611; 312.329.8427; fax
312.329.8851. »



CONTRIBUTOR INFORMATION
FOR REAL ESTATE ISSUES

The journal is published three times annually (April,
August and December), and reaches a lucrative segment
of the real estate industry as well as a representative
cross section of professionals in related industries.

Subscribers to Real Estate Issues are primarily the owners,
chairmen, presidents and vice presidents of real estate
companies, financial kO]‘pL)!‘J[]O]]H property companies,
banks, management companies, libraries and Realtor®
boards throughout the country; professors and univer-
sity personnel; and professionals in Sé&Ls, insurance
companies and law firms.

Real Estate Issues is published for the benefit of the
CRE (Counselor of Real Estate) and other real estate pro-
fessionals, planners, architects, developers, economists,
government personnel, lawvers and accountants. It fo-
cuses on proudlng up-to- date information on problems
and topics in the field of real estate.

Review Process

All manuscripts are reviewed by three members of the
editorial board with the author’s name(s) kept anony-
mous. When accepted, the manuscript and any recom-
mended changes is returned to the author tor revision. If
the manuscript is not accepted, the author is notified by
letter.

Every effort will be made to notify the author on the
acceptance or rejection of the manuscript at the earliest
possible date. Upon publication, copyright is held by The
Counselors of Real Estate (American Society of Real Es-
tate Counselors). The publisher will nat refuse any rea-
sonable request bv the author for permission to
reproduce any of his contributions to the journal.

Deadlines

All manuscripts to be considered for the April edition
must be submitted by Januarv 15; for the August edition
by May 15; for the December edition by September 15.

Manuscript/Illustrations Preparation

1. Manuscripts must be submitted on disk (along with
hard copv): ASCII file format, Word Perfect or Word for
Windows 2.0 preferred. All submitted materials, includ-
ing abstract, text and notes, are to be double-spaced on
one side only per sheet, with wide margins. Recom-
mended number of manuscript pages is not to exceed 15.
Submit five copies of the manuscript accompanied by a
50- to 100-word abstract and a brief biographical
statement.

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

3. lllustrations are to be considered as figures, num-
bered consecutively and submitted in a form suitable for
reproduction.

4. Number all tables consecutively. All tables are to have
titles.

5. Whenever possible, include glossy photographs to
clarify and enhance the content in vour article.

6. Title of article should contain no more than six words
including an active verb.

7. For uniformity and accuracy consistent with our edi-
torial policy, refer to the style rules in The Chicago Manual
of Style.

REAL ESTATE ISSUES
1995 Editorial Calendar

April (Deadline for manuscript submission—Januarv 15)
Articles on general topics real estate-related

August (Deadline for manuscript submission—May 15)
Focus Edition “Impact of Government and Politics
in Real Estate”

December (Deadline for submission—
September 15)

Special Edition “Counselors and Institutional Investment”

manuscript

Readers are encouraged to submit their manuscripts to:

Halbert C. Smith, CRE,
Real Estate Issues

The Counselors of Real Estate
430 North Michigan

Chicago, IL 60611

editor in chief

THE BALLARD AWARD
MANUSCRIPT SUBMISSION
INFORMATION

The editorial board of Real Estate Issues (RED) is accepting
manuscripts in competition for the 1995 William S.
Ballard Award. The competition is open to members of
The Counselors of Real Estate and other real estate pro-
fessionals. The $500 cash award and plaque is presented
in November during The Counselor's annual convention
to the author(s) whose manuscript best exemplifies the
high standards of content maintained in the journal. The
recipient is selected by a three person subcommittee
comprised of members of The Counselors of Real Estate.
Any articles published in REI during the 1995 calendar
vear are eligible for consideration and must be submitted
by September 15, 1995.
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PRESIDENT
SPEAKS

WANTED:
QUALIFIED,
COMPETENT
COMPANIES
FOR
GOVERNMENT
CONTRACTS

the government may at best be declared frus-

trating. Whether it is local, state or federal gov-
ernment, a successful working relationship and the
feeling of a “job well done” are too often marred by
a large bureaucracy, unclear decision channels,
needless time delays and politically motivated deci-
sions that frequently contradict sound real estate
and business judgments.

F or many of us, the experience of working with

In addition to the frustrations of working with a
large, many times unmanageable organization, the
real estate expert is frequently met with onerous
regulatory and legislative entanglements before a
government contract can ever be executed. It seems
government is more interested in awarding con-
tracts to companies who have designed themselves
to slide through the sieve of political correctness
and political regulations. The thought of hiring the
best company or individual to tackle the task at
hand is too often relegated to the bottom of the list
of importance.

The end result, in a majority of instances, is
that the contracts let by government are given to
those organizations that specialize in meeting the
obscure requirements imposed for government
contractors. Companies that are successful in the
“real world” have little incentive to work through
the complex bureaucracy, regulations, and ensuing
frustration needed to win government contracts.
Established companies with reputations for innova-
tion and getting the job done on time and within
budget just do not need government work to
survive.

This is a sad commentary on the state of affairs
for so many of our local, state and federal govern-
ment agency contracts. This is particularly true
when one considers that the government is the larg-
est owner of real estate in the United States and has
extensive interests in real estate overseas. My com-
ments are not meant to imply that there are not
good people working within local, state and federal
government. Often they too are frustrated by gov-
ernment bureaucracy and recognize the need for
serious change in the way business is conducted.
We frequently hear of governmental waste and
overspending, particularly in large capital expendi-
ture projects. Yet, if government could conduct
business in the same manner as successful commer-
cial enterprises, its cost of doing business would be
greatly reduced and the ultimate success and
timeliness of the projects greatly enhanced.

With the new wave of change underway in
Washington, D.C., perhaps government will begin
changing to award its contracts on the basis of
merit... to the organization best qualified to execute
the assignment. Perhaps the time is right for us as
Counselors of Real Estate to again help government
to change and bring improvement both to the excel-
lence in government within the United States and
to the excellence in government-owned real estate
for our country. Perhaps this edition of Real Estate
Issues will serve to motivate the changes so sorely
needed to bring the best professional service and
product excellence to government assignments.

Mdenath Pk,

Macdonald West, CRE
President, The Counselors of Real Estate
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POLITICAL REALISM

he impact of government and politics on real estate

is a matter of crucial interest to anyone involved in

real estate, especially Counselors of Real Estate.
We know the government can make or break the market. A
glance back recounts the 1981 and 1986 tax laws and their
effects on the real estate market. The first stimulated the
market to unparalleled excesses, while the second
dragged it to a profound and long recession from which
some sectors have yet to fully recover.

Then, there are all the other laws at the federal, state
and local levels—laws providing for and regulating real
estate financing, laws whose aim is to protect the envi-
ronment, water, air and endangered species and laws
regulating real estate transactions, development, land
use, transportation, housing and health and safety, to
name a few broad categories that affect our daily lives.
While most of us, at one time or another, complain about
laws and regulations (and some of us complain most of
the time about most of the laws), the fact is that laws and
regulations come about because voters and our represen-
tatives support them, at least at the time of enactment.
This support often derives from social problems—real or
perceived —such as inadequate funds for housing, dis-
crimination in selling, workplace injuries or deterioration
of the environment. And we find that if the need passes,
or the costs become greater than the benefits, or the
nature of the problem changes, or the problem goes away
(as it does occasionally), the laws still remain.

We may ask ourselves, “But why doesn’t the govern-
ment just establish a set of laws that provide a level
playing field and then leave them alone?” Ah! That is to
deny human nature. Qur perception changes; we always
think we can improve on the existing condition, and
some group or another is always able to muster enough
support (money and/or votes) to pass another law. For a
few years it’s the liberals who want to fight social prob-
lems; then for a few years it’s the conservatives who want
to put fiscal affairs in order; and then for a few years we
react to some unforeseen problem such as terrorism, na-
tional bankruptcies or nuclear accidents.

I don’t think anyone will deny that the impact of
government and politics on real estate is complex and
profound. But dealing with such issues is what The
Counselors are all about. We are prepared to analyze
and provide solutions to problems, including those cre-
ated by government and politics. Thus, it is very appro-
priate, perhaps overdue, that Real Estate Issues publishes
a Focus Edition devoted to this topic. Some highly tal-
ented authors have contributed a great deal of analysis
and insight to the nature of and solutions to real estate
issues stemming from government and politics. I highly
recommend this edition to you for provocative and infor-
mative reading.

Halbert C. Smith, CRE
Editor in chief
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Governments & Real Estate: Shaping The Future

ith Congress’ recent passage of landmark

legislation to eliminate the federal budget

deficit by the year 2002, the nation is wit-
nessing a fundamental realignment of national pri-
orities and responsibilities the likes of which have
not occurred since the New Deal over 50 years ago.
Meanwhile, debate continues to rage over tax cuts
for the middle and upper income earners and the
equanimity of balancing the budget at the expense
of children, the poor and the elderly.

As the federal government implements its poli-
cies of retrenchment, its once pervasive role in reg-
ulating and funding America’s activities can be
expected to diminish as many of its present respon-
sibilities are either abdicated or transferred to the
states. This development is inopportune, if not dev-
astating, for many of the nation’s cities, towns and
counties which developed a dependence on, if not
an addiction to, Uncle Sam’s generosity.

Having endured a decade of dwindling finan-
cial resources in federal allotments, accompanied
by an erosion of the local tax base and the elimina-
tion of federal tax incentives for local economic and
community development initiatives, local govern-
ment leaders now must face the prospects of going
it alone. They will be forced to rely more heavily on
local resources to deal with monumental issues
such as escalating crime, an overburdened criminal
justice and correction system, an aging and deteri-
orating physical infrastructure and delivery of near
bankrupt social welfare and medical assistance
services.

To complicate matters even more, in an era of
dwindling resources and mounting constituent ex-
pectations, local officials must also reckon with the
simultaneous emergence of not one, but two other
potent forces:

1. an aging population which is radically altering
the demographic landscape;

2. a revolution in technology and telecommunica-
tions which is changing traditional perceptions
of spatial patterns, relationships and linkages.

This article discusses the role of real estate in local
government, how it is changing and what steps
public officials can take to adapt and cope with a
changing world.

John |. Hentschel, CRE, is founder and president of Hentschel
Real Estate Services and The Millennium Group in Baltimore
He provides real estate counseling, valuation, management and
development services including structuring and implementation
of public-private joint ventures to state and local governments,
economic development agencies, developers, investors and fi-
nancial institutions. His 20 plus years in real estate include
experience in both the public and private sectors. Hentschel
previously served as the real estate officer of the City of Bal-
timore during 3 mayoral administrations. )




TABLE 1

Types of Property Owned or Leased by Jurisdictions

Averages Reported

Approximate

Property Type % Number Square Footage
Office Space 81% 11 124,218
Warehouse/Storage 65% 5 60,553
Residential 32% 162 133,954
Recreational 70% 21 1,949,263
Business/Industrial Parks 32% 3 2,972,050
Public Buildings 59% 12 261,287
Schools 14% 14 225,000
Historic Buildings 43% 3 73,800
Specialized Buildings 62% 14 342,661
Public Parking 68% 7 422,078
Civic Centers 49% 2 541,997
Stadium 32% 3 44,595

Source: City & State/The Counselors of Real Estate, 1993 Real
Estate Management Survey

Real Estate— A Public Sector Perspective

A 1993 survey sponsored by The Counselors of Real
Estate in conjunction with City and State newspaper
provides some useful insight.!

Without a doubt, local governments, large or
small, control a more diverse and extensive inven-
tory of property than most major business enter-
prises. Large cities and counties typically oversee
real estate portfolios far greater in number and
value than many financial institutions and partici-
pate in more transactions annually than some of
the largest real estate concerns. (Table 1). The very
nature of local government often places real estate
in the vanguard of many of its activities.

Whether or not a jurisdiction’s organizational
chart specifically identifies or defines a real estate
function or employs real estate personnel, each par-
ticipates in real estate from four distinct perspectives:
1. Property used in the conduct of business and

delivery of services, e.g., a capital asset such as
office, warehouse, police/fire station etc.

2. Property acquired by default, e.g., nonpayment of
taxes, abandonment, etc.

3. Economic/community development resources in-
tended to preserve or improve a locality’s eco-
nomic vitality, e.g., financing, development,
operation, sale of business/industrial parks, park-
ing garages, residential/commercial urban re-
newal projects, public-private joint ventures, etc.

4. Private property influenced by the exercise of
police power, the most subtle yet influential in-
volvement of local government in real estate, e.g.,
comprehensive plans, subdivision and zoning
regulations, building codes, etc.

TABLE 2

Importance of Real Estate Issues

Relative Importance
Above Average Highest

[ssue Importance Importance
1. Capital Constraints 89% 46%
2. Environmental Preservation 69% 23%
3. Lack of Reuse Strategies 55% 9%
4. Asset and Facilities Management 50% 9%
5. Restricting Growth 46% 3%
6. Restrictive Federal Funding Policies 43% 13%
7. Oversupply of Distressed 36% 12%
Properties

Source: City & State/The Counselors of Real Es{ale, 1993 Real Estate
Management Survey

These diverse perspectives are readily discernible
among real estate issues identified as critical by sur-
vey respondents (Table 2), but they also are a source
of difficulty when organizing to manage and coor-
dinate the various real estate resources and activ-
ities within a jurisdiction.

In the private sector, real estate is addressed
from a single perspective, viz. profit, whether gen-
erated directly as revenue from its sale or lease as in
the case of a developer, or indirectly as a commod-
ity used in the production, distribution and/or sale
of another product or service which yields revenues
for the enterprise. The method and manner in
which the enterprise organizes to manage its real
estate affairs, as well as the criteria for making real
estate decisions emanates from and is dictated by
this orientation which imposes discipline on the
process and guides the conduct of the firm’s real
estate activities.

Such singularity of purpose and the ensuing
discipline often is absent in public sector settings.
Rather, real estate opportunities and decisions often
are spawned by the simultaneous pursuit of the
independent parochial agenda of agencies and de-
partments, whose objectives may not necessarily
correspond with each other or with the elected ad-
ministration. Without the cohesive discipline im-
posed by profit motivation or a concise statement of
goals, objectives and criteria set forth by elected
officials, in conjunction with a mechanism for im-
plementation and enforcement, erratic, chaotic and
uncoordinated real estate decisions can result.
Only 35% of the survey respondents reported the
existence of a centralized oversight function to en-
force property utilization and decision making
within the context of unified goals and objectives.

REeAL Estare Issues  August 1995



The Profit Motive And The Public Sector

While some real estate decisions made by a locality
may have eleemosynary motivations, e.g., invest-
ments in low income housing, others are purely
utilitarian with little if any social significance or
impact. In all instances, decisions concerning the
latter should be subject to the same evaluation pro-
cedures, techniques, criteria, and disciplines as
those employed in private sector decisions. Like-
wise, even eleemosynary investments are suscept-
ible to quantitative analysis, evaluation and ranking
of relative risks and rewards, financial as well as
intangible (including perceived political ramifica-
tions) afforded by competing alternatives. Yet the
survey reports that less than half the respondents
(43%) have personnel engaged in the performance
of strategic decision analysis to identify and select
alternatives which yield the highest net benefit.

Government real estate managers and execu-
tives seldom enjoy the luxury of specializing in a
single market segment or property type. However,
according to the survey, like their private sector
counterparts, they routinely grapple with complex
issues involving development, management, port-
folio administration, financing, valuation, acquisi-
tion, leasing and sales, but rely extensively on in-
house resources to accomplish such tasks (Table 3).
The reluctance to privatize and/or outsource activ-
ities is evident from the data presented (e.g., 81%
of the survey respondents report they had not
privatized real estate management services within
the prior 12 months; 86% of respondents maintain

TABLE 3

Real Estate Services Performed by Jurisdictions

Real Estate Activity In House Outsourced Total

Building Management 86% 8% 94%
Property Inventories 89% 11% 100%
Sales/Dispositions 73% 8% 81%
Leasing 68% 11% 79%
Market Research 32% 27% 59%
Loan Resolutions 32% 3% 35%
Joint Ventures 32% 3% 35%
Construction Management 68% 35% 100%
Appraisal/Valuation 43% 78% 121%
Purchase/Acquisition 86% 24% 110%
Site Assemblage 73% 5% 78%
Development/Feasibility 57% 38% 95%
Highest & Best Use Studies  57% 27% 84%
Strategic Decision Analysis  38% 5% 43%
Architect/Design Services 30% 62% 92%

Source: City & State/The Counselors of Real Estate, 1993 Real
Estate Management Survey

Governments & Real Estate: Shaping The Future

in-house personnel to conduct property acquisi-
tions, although 837% report acquiring less than 10
properties during the preceding 12 months, with
47% acquiring no property at all). The reasons,
however, sometimes transcend such conspicuous
motivations as featherbedding, self preservation or
turf protection.

Government accounting systems traditionally
are expense oriented and tend to focus on the oper-
ating statement, which is commonly organized
around specific programs, services or departments.
While financial reporting systems may post real
estate-related expenses (e.g., heat, rent, utilities,
etc.) to a department’s operating statement, they
might not be consolidated or reported in a format
which enables evaluation of comparative perfor-
mance on either a systemwide or building-by-
building basis, or with reports for similar properties
in the private sector. While elementary in the pri-
vate sector, neither standardized systems nor a uni-
form chart of accounts for real estate reporting are
universally employed by local governments.

Moreover, government fiscal analysts focus
most attention on those activities with the largest
concentrations of personnel and payrolls, by far the
most significant component of government ex-
pense. Real estate functions involve comparatively
small numbers of employees (particularly when the
function is decentralized within operating line
agencies), and thus tend to attract scant interest
from government finance officers. While the
amount of space or number of properties controlled
by a jurisdiction may indeed be extensive, such
items are creatures of the balance sheet, a financial
statement with little relevance, familiarity or con-
cern to government line agency executives.

Since return on assets and asset turnover ratios
historically have held little meaning for government
agencies and traditionally have not been computed,
property management information systems seldom
establish performance criteria or include protocol
for the conduct of periodic utilization audits. Nor
do they detail the nature, extent or value of the
components of the jurisdiction’s property inventory
beyond its mere identification. For instance, a local
government capable of reporting the exact number
of workers employed by a specific department, may
be unable to identify those assigned and working
in a specific building or complex, precluding an
accurate, informed assessment of space utilization.
So, while real estate is obviously an integral com-
ponent of local government affairs, its potential to
yield cost savings, revenue enhancement or positive
returns on economic development investments is
often unrealized.




Change And Its Impact On Local Government

In the wake of technological innovation, old adages
like “Under all is the land” and “Loca-
tion...location. .location...” are being revisited, re-
vised and rewritten to “under all is the interactive
computer,” with the “location” being the family liv-
ing room. Consider the impact on shopping patterns
and the inventory of retail space as virtual reality and
holographic technology advance where the con-
sumer can view fashion merchandise at home, not
from a two dimensional photograph on a catalogue
page, but modeled by three dimensional holographic
images which can be manipulated and “morphed” to
mimic and match the viewer’s own size and shape.

Also imagine the consequences on the need for
library space or space used to produce, distribute
and market videos, music, books, newspapers and
magazines as technology advances to deliver them
on demand directly into the home; the impact on
hotel and food and beverage space, particularly in
CBDs, as virtual meetings are conducted via tele-
computer links and networks; the effect of telecom-
muting and the “virtual office,” not just on the
inventory of traditional office space, but on strip
commercial spaces along commuter routes; or on the
location, design and functional composition of resi-

’

dential communities housing the “virtual worker.”

Science fantasy? Hardly. Too far in the future to
have practical relevance? The lead time for a major
development venture is 3-5 years; typical holding
period projection for real estate investing is 5-10
years; mortgages typically mature or balloon in 5-15
years. Personal computers were considered exotic
and cost prohibitive only 15 years ago; now they are
commonplace and cheap. Financial spreadsheets
were novel and nice 12 years ago; now they are
indispensable. Most businesses didn’t own a fax
machine 10 years ago; now they can’t survive without
one. The Internet was \lrtually unknown to the
masses 5 years ago; now “surfing the net” is today’s
latest craze.

The rate of change is accelerating at an ever
increasing pace as technology breeds on itself —the
“accelerative thrust” envisioned by Alvin Toffler in
his prophetic tome of the 1970’s Future Shock.? But,
while technological change is implemented globally,
its effects are manifested, experienced and must be
addressed locally. Despite the emergence of a global
marketplace for properties, the immobile and non-
fungible nature of real estate forever tethers it to the
local market, the bailiwick and occasional bane of
local officials.

Keeping Up With The Times

Anticipating and planning for change must become
the primary mission and focus of local government as
it mobilizes the resources of the private sector and
assembles the economic development and regulatory

framework to shape, rather than respond, to the
future.

As technology continues to blur conventional
spatial relationships between residence, workplace,
recreation and store, communities must be pre-
pared to facilitate the transition with adaptive reuse
strategies and flexible land use, zoning, subdivision
and building codes to assuage rather than aggra-
vate the evolution of the traditional neighborhood.

Local governments cannot remain complacent
and content in a passive role as cheerleader and
occasional conduit of depleting federal and state
funds. They must graduate to the role of catalyst for
coordinating and directing public and private sector
resources to accomplish clearly defined and com-
municated goals. Whether large or small, urban or
rural, they must leverage their resources whenever
and wherever possible and stand ready to enhance
credit or assume risks, create feasibility and devise
new, creative mechanisms to mobilize and channel
funds from the private sector. In light of the finite
resources at their disposal, such decisions cannot
be indiscriminate but must be made only after care-
ful evaluation of relative risks and rewards.

In the 1970s and 1980s at the pinnacle of federal
financing, financial feasibility for economic/
community development of real estate projects in
an ad valorem property taxing jurisdiction was
preferable but not required. Getting the project
built was of paramount concern, because even if a
project developer failed, the creation of the prop-
erty would spur momentum and synergy for addi-
tional development as well as increase the
jurisdiction’s assessable base. Besides, local politi-
cians enjoyed being able to bask in the favorable
limelight of progress, with little accountability to
the electorate if a project failed. In the future, how-
ever, localities will be more concerned with matters
of feasibility and the recoverability of funds in-
vested since local, not federal, funds will probably
be at risk. In addition, recent experience has taught
many localities a tough lesson about the downside
of financing and investing in community and eco-
nomic development projects which promise mo-
mentum and synergy but lack the underlying
market support to succeed.

Aging Buildings, Population

Shifting population trends are not only reshaping
the demographic but the geographic and physical
landscapes as well. The exodus from the aging
standing stock of properties in urban centers has
created overt imbalances in supply and demand.
Once stable communities now have to resolve
blight and eroding tax bases. As baby boomers age
and march toward retirement, further imbalances
in supply and demand can be expected. The winds
of demographic and technological change carry the
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seeds of functional and locational obsolescence for
the inventory of standing housing stock originally
built for a younger, family oriented population,
along with the office, commercial and industrial
structures initially constructed for a non-
technologically oriented society.

While breeding its own set of problems, latent
opportunities for the vigilant also abound. Those
urban communities who gain control over the inci-
dence and perception of crime and who have the
vision and resolve to create projects which impart a
sense of security and community, will have an ex-
ceptional opportunity to reverse population de-
clines by attracting retirees and empty nesters
searching for a city’s cultural vibrancy. But to do
this, communities must first exert a concerted effort
to:

1. devise progressive land use plans with features
targeting specific market segments;

2. adopt balanced regulatory codes which not only
promote the public good and protect public
safety, but complement the land use plan to fur-
ther rather than frustrate developer efforts;

3. contrive aggressive revitalization programs to as-
semble development sites suitable in size and
physical traits to achieve the critical mass essen-
tial for success;

4. formulate fund financing initiatives in amounts
and on terms and conditions sufficient to assure
the economic feasibility of those projects se-
lected for support.

A Prescription For Success

What steps must local governments, regardless of

size, take to thrive? It is axiomatic that with less

resources available, jurisdictions must seek the big-

gest bang from every buck by:

1. Maximizing the benefits (return) from economic/
community development investments; and

2. Optimizing utilization and maximizing produc-
tivity of all real estate resources (human as well
as property).

But how can local governments achieve these
results?

Recognize that resources, both human and financial, are
finite, and therefore, must be allocated and, when
possible, leveraged.

Acknowledgment by local leaders that government
cannot be everything to everyone, nor by any
means, do everything, is a fundamental prerequi-
site. However, it requires politicians to make
choices, some politically painful. It also requires
educating constituencies to the realties of limita-
tions and the balancing and prioritization of needs
rather than political appeasement. It means know-
ing the product and the market, as well as what can
and cannot be done.

Governments & Real Estate: Shaping The Future

Strategic planning is essential if resources are to
be judiciously allocated. It requires formulating
clearly defined, appropriately prioritized and real-
istically attainable goals, developed only after a
careful, honest assessment of a locality’s strengths
and weaknesses. The process is more than compil-
ing a wish list. It requires introspection of the high-
est order to avoid selecting goals which are
inconsistent with the characteristics and resources
of a locality.

Too often, however, local officials believe that
the task is complete once goals are established and
communicated to the organization. But, goals with-
out pertinent criteria to employ in the selection of
alternatives is like a blindfolded marksman shoot-
ing at a target without the means to determine if
the target was hit.

Unless criteria are specified, clearly communi-
cated and uniformly applied throughout govern-
mental units at all levels, goal attainment is likely to
be haphazard, since finite resources, rather than
being focused, will be randomly and dispropor-
tionately distributed. Criteria is also essential to
adopt and apply resource allocation models and
procedures which facilitate a rank ordering of com-
peting choices in terms of their relative risks and
rewards to identify and bring about goal fulfill-
ment.

Whether employed in public or private sector
applications, the techniques are identical. The dis-
tinction is the criteria applied and the benefits re-
ceived. Unfortunately, too many local government
executives believe that such models are based solely
on the application of financial criteria and rewards
that are not applicable to public sector decision
making. However, like private enterprise, govern-
ment has a measurable cost of capital as well as a
discernible opportunity cost which can be used to
establish minimum hurdle rates.

Furthermore, financial returns in the form of
direct cash flows from the commitment of public
capital to real estate applications are supplemented
by intangibles which are quantifiable to evaluate
potential benefits versus risks. The application of
specified criteria within a process of strategic deci-
sion analysis is germane regardless of whether a
locality is contemplating an economic development
opportunity, an eleemosynary endeavor or the util-
itarian deployment of capital assets. Sadly, a juris-
diction’s failure to establish such criteria is often
interpreted by government personnel as carte
blanche permission to forego the performance of
what, in the private sector, constitute indispensable
analytical procedures to effectively and efficiently
allocate scarce capital resources to stipulated goals
and objectives.




Conduct a comprehensive review of real estate
operations to evaluate organizational efficiency and
eliminate redundant activities.

Despite all the electoral promises to streamline gov-
ernment organizations, the results of The Coun-
selor's survey suggest that local political leaders
have not recognized the latent potential for cost
savings and organizational efficiency in the real es-
tate arena. When the real estate function is so often
decentralized, as the survey indicated, there tends
to be considerable and expensive overlap and dupli-
cation. In addition to redundant costs, this contrib-
utes to foregone and missed opportunities the
result of indeterminate responsibility, vague ac-
countability, uncertain jurisdiction and/or a le-
thargic atmosphere and attitude.

High priorities on the agenda of every newly
elected or appointed chief executive or operating
officer should be a thorough review and evaluation
of the strategic deployment and utilization of both
property and personnel, identification of oppor-
tunities for consolidation and/or reduction of space,
privatization or outsourcing of functions, elimina-
tion of personnel and the targeting of excessive ex-
penditures. Counselors, with their diverse
background and experience, represent an ideal re-
source for performance of such evaluations.

Private sector to implement public policy goals/
objectives

The characteristic of a good manager is the ability
to leverage his own time and productivity through
the efforts of others. In the wake of depleting re-
sources (both human and financial), local govern-
ments must become more adroit as managers who
coordinate and direct the resources of others, espe-
cially the private sector. Ready to be tapped are a
vast array of specialized real estate services in the
private sector to solve problems and exploit oppor-
tunities in an environment fraught with change.
Yet according to The Counselor’s survey, local gov-
ernments still are opting to replicate and perform
such services rather than direct and manage the
efforts of others.

In terms of economic and community develop-
ment activities, it is essential to explore and develop
new, creative mechanisms which foster public-
private partnerships capable of capturing and chan-
neling funds to local economic and real estate activ-
ity. Such alliances may at times transcend
jurisdictional boundaries, some or all of which may
not necessarily be physically contiguous.

Localities may also seek to identify and culti-
vate symbiotic relationships with pension funds,
mutual funds, insurance companies and/or other
originators and assemblers of capital whose mem-
bers or investors might either benefit from jobs cre-
ated by projects promoted and financed by the

jurisdiction or from the general economic vitality of
a region which creates jobs. Likewise, as invest-
ment bankers, progressive jurisdictions need to
court private enterprises, not only to invest in op-
portunities specific to their own business interests
in the region which creates jobs, but to commit
surplus earnings for investment in pooled funds
organized and coordinated by the locality. Here, the
proceeds would be earmarked for projects and ven-
tures of unrelated area developers or firms to fuel
growth of the local economy.

Financial institutions in search of opportunities
to satisfy Community Reinvestment Act require-
ments as well as citizens may be similarly enticed
into pooled ventures promoted by local jurisdic-
tions designed to attract and channel capital to
fund and sustain economic growth, especially
those which offer risk reduction by virtue of local
government guarantees or insurance, and liquidity.
While public private-joint ventures are by no means
new, the novelty is that the public sector investor
will likely become a true partner, not just a money
conduit. This investor will be capable of applying
investment underwriting criteria to achieve a return
on capital (including intangibles) consistent with
the risks assumed along with a return of capital to
ensure preservation and replenishment of funds for
future endeavors. It is interesting to note that while
in the survey local government respondents (89%)
reported capital constraints as the most pressing
real estate issue of the day, a mere 35% currently
indicated that they engaged in joint venture activ-
ities. Possibly this is the result of restrictions cod-
ified within local laws, ordinances or charters
limiting or prohibiting the local government'’s par-
ticipation in such arrangements or in equity invest-
ments generally.

Shaping The Future

Robert Kennedy once observed that some people
look at things the way they are and wonder why,
while others look at things that aren’t and wonder
why not? This simple philosophy highlights the
distinction between dealing with problems versus
exploiting opportunities. As the federal govern-
ment retrenches, local governments will continue to
encounter massive challenges resulting from un-
precedented technological innovation and radical
shifts in demographic patterns. Only those with
the capacity, capability and propensity to seek out,
embrace and exploit opportunities arising from the
inevitable change and who exhibit the foresight and
resolve to shape their destiny will succeed and
thrive in tomorrow’s world.

NOTES

1. City & State Newspaper & The Counselors of Real Estate, 1993
Real Estate Management Survey

2. Alvin Toffler, Future Shock (New York: Random House, 1970),
pp.19-35.
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Here's the way it's gonna be
Ome for you, nineteen for me
“Taxman,” by George Harrison

Flat Tax: Slanted Against Real Estate

instein once said there’s a simple answer to

everything, and most of the time it is a wrong

answer. The rising complexity and cost of com-
pliance with the existing tax system make the flat
tax a seductive route to a simpler tax code. But, as
far as the real estate industry is concerned, a flat
tax, as currently proposed, is Einstein’s simple but
WTONE answer.

The idea of a flat tax has been floating around
for years at both ends of the political spectrum,
from California’s former governor, Jerry Brown on
the left, to the new house majority leader, Repre-
sentative Dick Armey of Texas on the right. A dec-
ade ago, no one paid much attention to such a
radical overhaul of the tax system. However, with
the Republican party sweeping into control of both
houses of Congress for the first time since 1954, a
flat tax has emerged at the center of the tax reform
debate. The new Congress is considering tax mea-
sures that would profoundly change the federal tax
system. There have been discussions on several tax
reforms —a consumption tax and a flat tax—as pos-
sible replacements for the federal income tax. This
article focuses on the flat tax and discusses the im-
pacts it might have on the real estate industry.

What Is A Flat Tax?

All flat tax proposals have three features in com-

mon.! One deals with the tax rate and the other two

with the tax base.

® Single Tax Rate: A single rate applies to all income
subject to taxation, as opposed to the graduated
rate system that has been in existence for over 70
years. The actual tax rate is different from pro-
posal to proposal.

® Elimination of Deductions and Credits: Flat tax pro-
posals eliminate or limit preferential tax treat-
ment on certain behaviors and activities.
Examples of such preferential treatment include
tax deductions for housing, such as home mort-
gage interest and property taxes, and non-
housing tax deductions, such as charitable contri-
butions and state and local taxes. Additionally,
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depreciation of capital expenditures would be al-
tered, in some cases moving to an expensing
system.

® High Exemption Thresholds: The minimum income
subject to taxation would be increased substan-
tially from the current law. For example, under
current law the 1994 standard deduction for sin-
gle taxpayers was $3,800. Under Representative
Armey’s proposal (H.R. 4585), the standard de-
duction for single taxpayers would be $13,100.

Table 1 summarizes major differences between
current law and flat tax proposals.

TABLE 1
Comparison Of Current Law And Flat Tax Proposals

Current Income Tax Flat Tax Proposals

Individuals: 21% - 23%
Businesses: 21% - 23%

Tax Individuals: from 15%
Structure  to 39.6%
Businesses: 35%

Income Tax Net of wages, dividends, Gross income not
commissions and interest including dividends and
less standard deduction  interest (no itemized
or itemized deductions  deductions)

Capital Real Estate: 28% Real Estate: Fully Taxable
Gains Securities: 28% (21%-23%)

Securities: No Tax (0%)
Business  Ordinary and Ordinary and

Deductions Necessary— Yes
Taxes Paid — Yes
Interest Paid — Yes
Salaries — Yes
Benefits — Yes
Depreciation — Yes
Cost of Assets—Yes

Necessary — Yes
Taxes Paid—No
Interest Paid —No
Salaries — Yes
Benefits—No
Depreciation—No
Cost of Assets— Yes

Business Not Integrated
and Personal

Taxes

Integrated

Flat Taxes And Consumption Taxes

Some flat tax proposals involve significant broaden-
ing of the income tax base while others actually
change the basis of taxation from income to con-
sumption. The latter is referred to as a
consumption-based flat tax. In this form of a flat
tax, taxpayers claim no deductions for savings, but
their returns on savings, whether in the form of
interest, dividends, rents, royalties or capital gains,
are excluded from the tax base. An income-based
flat tax would include the return to savings in the
tax base.

The treatment of capital expenditures is one
distinguishing feature between a consumption-
based business tax and an income-based business
tax. In general, consumption-based taxes allow the

immediate deduction (expensing) of the cost of cap-
ital purchases. Under an income-based system,
businesses are only allowed to deduct a portion of
the cost of capital purchases each year. A second
distinguishing feature is the treatment of interest
expenses. They are deductible under an income-
based tax as a cost of producing income but are not
deductible under a consumption-based tax.

What Is Included In The Tax Base In Current
Proposals?

In order to impose a low single rate, the base must
be broadened from current law. Dozens of tax ex-
penditure provisions, including the home mortgage
interest deduction, the charitable contribution de-
duction, deductions for state and local income
taxes, the earned income tax credit and the depen-
dent care credit, were contained in the original law
or added to the tax code by Congress. All are in-
tended to provide incentives for particular kinds of
activities or to provide relief to particular kinds of
taxpayers. In principle, a pure flat tax would be free
of all behavioral bias and would be focused on rai-
sing specific amounts of revenue in the simplest
possible fashion.

In practice, however, the actual tax base varies
from proposal to proposal. For example, all deduc-
tions were eliminated under Representative Armey’s
1994 flat tax proposal, but the flat tax proposed by
Senator Arlen Specter of Pennsylvania would pro-
vide deductions up to $2,500 for charitable contri-
butions and up to $100,000 for mortgage interest
paid on loans. As an aside, the variety of specific
flat tax proposals suggests that once passed, no law
would be immune from Congressional tinkering to
reward or punish different sectors or groups.

Arguments For A Flat Tax
There are a variety of valid reasons for adopting a
flat tax.

® Simplicity: At the heart of the flat tax approach is
the redefinition of the tax base; the replacement
of multiple tax rates with a single rate is really a
sideshow. By eliminating deductions, the flat tax
simplifies record keeping and fosters tax compli-
ance. In fact, under most proposals, the high
exemption threshold removes the need of many
taxpayers to even file a return.

® Pro-Growth: The current tax system, with its high
rates and double taxation of savings and invest-
ment, discourages these activities and ultimately
cripples the economy by reducing growth. By
lowering rates and, in some cases, excluding re-
turns from savings and investment from the tax
base, proponents of a flat tax claim that it boosts
the economy’s performance. The low marginal
tax rate reduces tax distortions, thereby encour-
aging employment and discouraging unproduc-
tive tax avoidance activities.
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Arguments Against A Flat Tax
Of course, there are equally valid arguments against
the flat tax.

W Discriminates Against Middle Income Taxpayers:
Any flat tax would reduce the tax burden on
high-income taxpayers by lowering their effective
tax rate and on low-income taxpayers because of
high exemption thresholds. The difference in rev-
enues comes from the middle-income taxpayers.
Research from the Treasury Department shows
that taxpayers earning up to $100,000 of adjusted
gross income would actually pay close to $2,000 a
vear in additional taxes under Representative
Armey’s 1994 flat tax proposal, compared with
current law if the tax rate was increased to the
level required to bring in the same revenue under
current law (revenue-neutral tax rate).? However,
families with income over $200,000 would get tax
cuts averaging more than $50,000.

B [nequities Among Taxpayers: Eliminating tax de-
ductions would create horizontal inequity be-
cause individuals base long-term commitments
on existing tax law.? Taxpayers who made tax-
preferred investments under the old tax rules
would experience an abrupt decline in their cur-
rent after-tax income and wealth (the capitalized
value of future income). The real estate sector is
an obvious victim under a flat tax. If the mort-
gage interest and property tax deductions are re-
pealed, it will hurt taxpayers who made
investment decisions based on tax policy in exis-
tence since the inception of the Federal Income
Tax in 1913.

Phase-In Period

Proposals such as Representative Armey’s do not
provide any phase-in period for the transition of
present-law income taxation to the new tax. For ex-
ample, home owners who borrowed money to fi-
nance their mortgage in anticipation of interest
deductions under the present income tax system
would be denied such deductions under the new
law. Robert Hall and Alan Rabushka, whose book
has been used to model Representative Armey’s flat
tax proposal, suggest softening the blow to current
home owners by allowing them to deduct 90% of
the interest paid on existing mortgages.* While im-
proving the cash flow of current home owners, it
would not materially change the outlook for hous-
ing prices. The price a prospective buyer would be
willing to pay would still reflect the fact that they
would not be granted any mortgage deductibility.

Revenue Neutral Flat Taxes

Major proponents of replacing the income tax with
a new tax system, such as Senator Pete Dominici of
New Mexico, have stressed the importance of main-
taining the same level of federal revenues. However,
some flat tax proposals, such as Representative

Flat Tax: Slanted Against Real Estate

Armey’s proposal, do not meet the goal of revenue-
neutrality at the proposed tax rate and standard
deduction. The Treasury estimates that a revenue-
neutral flat tax would need to raise $178 billion
more than would the Armey proposal. This re-
quires an increase in the tax rate from 17 percent to
22.6 percent or a decrease in the proposed standard
deduction of about 87 percent (or some combination
of both).

For any flat tax proposal, increasing the tax rate
or decreasing the standard deduction would reduce
its attractiveness. While Representative Armey
claims that he would achieve deficit neutrality by
spending cuts, this is a separate issue and could be
achieved under the current tax system (allowing
rates to be decreased) by a more disciplined Con-
gress.

Negative Impacts On The Real Estate Sector
Under any flat or consumption-based tax system,
expenses incurred in raising debt capital (e.g.,
mortgage or construction loan interest) are not de-
ductible. Thus, debt-financed activities are discour-
aged. Since real estate activities are generally
highly-leveraged, they tend to suffer under a flat
tax system relative to current law.

Flat tax proponents claim the lost deduction
would be made up through declining interest rates.
According to Hall and Rabushka, exempting inter-
est from taxation will bring about lower interest
rates. Lower interest rates reduce monthly mort-
gage payments, which offset the loss of the mort-
gage interest deduction for most taxpayers.®
However, for the lost deduction to be made up
through declining interest rates, rates would have
to fall by about two to three percentage points.
Given the spread between taxable and tax-exempt
yields of similar risk bonds, a large decline in the
interest rate does not seem likely. In 1994, the inter-
est rate on 10-year U.S. government bonds averaged
7.08 percent, while tax-exempt bonds yielded about
one percentage point lower. For example, the Bond
Buyer index of municipal general obligation bonds
was 6.19 percent. Perhaps a one percentage point
decline in interest rates seems plausible, but this
will not be enough to offset the loss of the mort-
gage interest deduction. As a result, housing af-
fordability will decline.

The Impact Of A Flat Tax On Home Prices

The total cost associated with owning an asset is
imputed into the purchase price of the asset. For
example, the price of property in a county with
high property taxes will be lower than for a similar
property in a county with lower taxes. Thus, higher
costs of owning a home are associated with lower
purchase prices. Since income tax deductions for
mortgage interest and property taxes have long
been a part of the income tax system, home owners




expect and depend on these deductions to afford
their homes. A flat tax that eliminates the mortgage
interest and property tax deductions would in-
crease the cost of owning a home and therefore,
depress home prices.

According to the Congressional Budget Office
(CBO) and based on calculations from the Joint
Committee on Taxation, eliminating the deduct-
ibility of mortgage interest would raise the taxes of
about 28 million home owners by an average of
$2,100 in 1996 and raise revenues by about $313
billion between 1996-2000. The CBO argues that
eliminating the mortgage interest deduction would
increase net mortgage payments sharply for current
home owners, making it impossible for some to
meet their monthly mortgage payments. It would
also cause the value of homes to fall and would
hurt home builders.®

TABLE 2

Tax Savings From Mortgage Interest Deductions

Present
Value
Tax Before-Tax After-Tax of Tax

Bracket Payments Payments Savings
15.0% $ 9,118 $ 7,862 § 15,372
20.0% $ 9,118 $ 7,444 $ 20,49
25.0% $ 9,118 $ 7,025 $ 25,620
30.0% $ 9,118 $ 6,607 $ 30,744
39.5% $ 9,118 $ 5,803 $ 40,582

Assumptions: Home price of $109,800, 10% down payment,
30-year fixed-rate mortgage at 8.5%, 2 points, the discount
rate used to calculate the net present value is 5%.

The impact of eliminating the mortgage interest
deduction would hit home owners differently, de-
pending upon their income tax brackets, as shown
in Table 2. For a typical example, assume that an
individual purchases a 1994 median-priced home
for $109,800. Under current law, a home buyer in
the 20% tax bracket (federal and state) can expect a
tax savings equal to 20% of all the interest on the
loan. During the first vear after purchase, before-
tax principal and interest will be $9,118. The mort-
gage interest deduction will lower the after-tax prin-
cipal and interest by $1,524. The net present value
of this deduction, throughout the life of the loan, is
equal to $20,496. If the mortgage interest deduction
is eliminated, the tax savings disappear. As a re-
sult, home prices would be forced downward. In
this example, the home owner would suffer a net
present value loss of about 18.7% of the home price
($20,496/%109,800). The effects of a flat tax on home
price could be even greater if the property tax is
repealed as well.
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Cumulatively, household wealth would be sig-
nificantly reduced. Even though some home
owners may pay less in income taxes under the flat
tax, it would take years of low tax rates to recover
the loss in the value of their homes.

If a flat tax bill is enacted, it is uncertain
whether taxpayers will be able to count on future
tax rates being as low as the rate initially set in the
bill. But a look back gives cause for concern. In the
Tax Reform Act of 1986, numerous deductions and
credits were eliminated in return for lower income
tax brackets. Since then the number of tax brackets
has increased from two to five, the top tax rate has
increased sharply from 28% to 39.6% and the num-
ber of deductions has continued to be limited.

The Impact Of A Flat Tax On Property Taxes
Reductions in house values would reduce the prop-
erty tax revenues of local governments propor-
tionally. For example, a 10% decline in housing
values could reduce the tax base by up to 10% and,
unless property tax rates are adjusted, local reve-
nues would also decline. A revenue loss of this
magnitude would strain local government budgets.
Spending on education, the primary use of local
property tax revenues, would be particularly hard
hit.

The Impact Of A Flat Tax On Housing Construction
The decrease in housing demand as the after-tax
cost of home ownership rises would also adversely
impact the construction of new homes. This would
lead to a loss of employment in the construction
industry. Consequently, a flat tax could lead to a
downturn in the construction industry.

The Impact Of A Flat Tax On Net Worth

Home equity is the largest single asset for every
income group, but more so for lower-income home
owners (see Figure 1). It is also the largest single

FIGURE 1
Distribution Of Assets By Income Group
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FIGURE 2
Distribution Of Net Worth By Asset Type And Age

FIGURE 4
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asset for every age group (see Figure 2). Repealing
the mortgage interest deduction and the property
tax deduction would reduce the value of homes and
depress the value of the most important asset for
home owners. This would have a tremendous im-
pact on the value of household net worth (house-
hold assets minus household liabilities).

The most comprehensive analysis of Represen-
tative Armey’s flat tax proposal is one conducted by
DRI/McGraw Hill Inc. For a relevant comparison
with the current tax system, the study uses a tax
rate of about 21 percent to maintain revenue neu-
trality. The results of the study suggest that the
impact of such a tax on residential real estate would
be immediate and enormous. In the first year of a
flat-tax regime, starts of new homes and sales of
existing single-family homes would be significantly
lower than under the current law (see Figures 3 and
4). After a second year of flat taxes, the average

Millions
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price of single-family homes sold would be 15%
lower, a depressed level which would remain well
into the next decade (see Figure 5).

The Impact On Commercial Real Estate

The flat tax proposals also alter the tax treatment of
commercial real estate—no deduction for interest
paid, no deduction for property taxes paid, and the
full purchase price is deducted on acquisition, with
an allowance for carrying forward any unused de-
ductions. However, no depreciation deductions are
allowed and the full sales price is taxable on sale
after operating expenses and the remaining tax car-
ryforward have been deducted from the sale price.

As with residential real estate, neither interest
nor tax expenses are deductible. Thus, all investors
would experience an increase in carrying costs and,
with no deduction for taxes paid, double taxation
would exist.

FIGURE 3
Housing Starts

FIGURE 5
Average Price Of Existing Single-Family Homes Sold
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Additionally, for all its claims to neutrality, the
Armey flat tax introduces distortions among forms
of investment. Under the flat tax, capital gains on
financial assets (e.g., stock, bonds, derivatives) es-
cape the tax base. By contrast, the full amount of
any real estate gains would be subject to tax at the
maximum rate of the tax regime. Moreover, the tax-
able amount of gain would be the full sales price
less tax carryforward and operating expenses.
Using the sales proceeds as the measure of the gain
would have the same effect as requiring full ordi-
nary income recapture under the current system.

Flat tax proponents argue that capital gains
from financial assets arise from the increased earn-
ings of the corporation, and thus reflect a gain in
value that already has been once-taxed before a
sale. To avoid double taxation, such gains from the
sale are not a taxable event. But many real estate
practitioners believe that capital gains on real prop-
erty stem from increasing rents that also would be
taxed once before the sale of the property.

This approach to the taxation of capital gains
destroys the level playing field of current law. At
present, income-producing properties generally
qualify for capital gains treatment. These flat tax
proposals put real estate at an immediate disadvan-
tage compared to financial assets, because they fail
to recognize the unique qualities of real estate.
Thus, real estate could be made a less liquid invest-
ment, especially when compared with cash equiva-
lents or financial assets.

The next section analyzes the impact of the flat
tax on a hypothetical office building. It describes
how the flat tax will have a negative impact on the
cash flow and the internal rate of return of a typical
real estate investment project.

Project Analysis

The flat tax represents a radical departure from how
tax liability currently is calculated. Under the flat
tax, taxable income is calculated by subtracting op-
erating expenses from project income. Unlike the
current tax system, items such as mortgage interest
and depreciation would not be deducted from pro-
ject income to determine tax liability. Consequently,
the amount of income subject to taxation will in-
crease substantially.

Perhaps the largest difference between the two
tax systems is that the flat tax would allow 100% of
the purchase price to be expensed against the in-
come of a project during the year of purchase. This
creates a large operating loss for the year the project
is purchased. The operating loss is then multiplied
by the flat tax rate of 21%, the same rate used in the
DRI study to calculate the loss carry over. The loss
carry over is escalated at 6% annually and is cred-
ited against income tax liability.
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Since income from the sale of the property is
treated as ordinary income, it creates a spike in the
projects income upon the sale of an asset. After
operating expenses have been deducted from in-
come, the operating income is taxed at 21%. The tax
carryforward will offset operating income for a pe-
riod of years. However, under the flat tax, tax lia-
bility at sale is higher than under current tax code.

For example, a hypothetical $10 million office
building is analyzed here to compare the tax lia-
bility under the existing tax code and the flat tax.
The income, expense and building size assump-
tions utilized in the analysis are from published
secondary sources. (A detailed spreadsheet of the
project is available upon request.)

The total tax liability for the office building is
$2,086,425 under the flat tax, versus $1,400,741 un-
der the current tax code. Despite the lower tax rate
of 21% under the flat tax, compared to 39.8 percent
under the current tax code, the overall tax liability
under the flat tax is higher.

The larger tax liability under the flat tax has a
direct impact on the internal rate of return (the
overall rate of return received on the funds invested
in a project). The internal rate of return for the
sample project was 9.1% under the flat tax and
10.5% under the current tax code. The results of the
analysis shown indicate that the flat tax could have
a negative impact on a typical real estate investment
project. The internal rate of return is depressed be-
cause of the large tax payment required when a
project is sold.

Figure 6 compares the after-tax cash flows of
the office project under the flat tax and under the
current tax code. Figure 7 shows the difference be-
tween the after-tax cash flows. After-tax cash flow

FIGURE 6
Comparison Of Flat Tax And Current Tax Code

After Tax Cash Flow on 10 Year Hold Period of a $10 Million Office Building
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FIGURE 7
After Tax Cash Flow Differential
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under the current tax system is greater than under
the flat tax. The large negative cash flow in year one
of both scenarios reflects the $2 million equity con-
tribution. After the first year, the after-tax cash flow
remains positive under the current tax code. Be-
cause all taxes are paid when the project is sold
under the flat tax, the yearly cash flow is higher
than the current tax code. However, taxes due at the
sale of the project, $2.1 million for the flat tax,
versus $1.1 million for current law, far outweigh the
higher yearly cash flows.

Overall, the flat tax will have a detrimental im-
pact on investment real estate for two reasons.
First, the total amount of taxes paid would be
higher than under the current tax code, despite a
lower tax rate. Second, the flat tax will backload the
tax liability of a project. This creates a problem
similar to what exists today with high capital gains
taxes. Owners tend to hold on to investment real
estate longer because of potential difficulties in pay-
ing the taxes when the project is sold. This is espe-
cially true for owners who have refinanced their
projects and have already expended their equity
positions. The high taxes paid upon the sale of the
project will deter the transfer of properties and will
inhibit the efficient transfer of capital.

The Treatment Of Self-Employment Income

Despite claims of simplifying the tax process, flat
tax proposals also could complicate the filings of
many real estate practitioners, chiefly through their
separation of baskets of income—one for individual
income, consisting of salary, pension distributions
and wages, and one for business income, such as
commissions and rents. Moreover, the flat tax pro-
posals are not clear or are silent on a number of
issues, such as deductions for rental losses from
income and mortgage revenue bond purchases
which are crucial to the real estate industry.

Flat Tax: Slanted Against Real Estate

Conclusions

A flat tax claims some benefits; however, it would
hurt many taxpayers who have relied on long-
standing tax policy. Owner-occupied housing is the
biggest investment made by most Americans. It en-
courages neighborhood maintenance and socially
responsible behavior. Damaging home ownership,
indeed, all forms of real estate, is too high a price to
pay for tax reform.

NOTES
1. On March 2, 1995, Senator Arlen Specter introduced 5. 488. On
January 4, 1995, Congressman Philip Crane introduced H.R.
214, “The Tithe Tax,” in the House of Representatives. On June
16, 1994, Congressman Richard Armey introduced H.R. 4585,
“The Freedom and Fairness Restoration Act of 1994." In the
103rd Congress, on January 26, 1993, Senator Jesse Helms intro-
duced S. 188, “The Tithe Tax.” Each of these bills may be gener-
ally described as flat taxes.
2. US. Treasury Department, Office of Tax Analysis, “A Prelimi-
nary Analysis of a Flat Rate Consumption Tax”, 1995.
3. Feldstein, Martin, “Compensation in Tax Reform,” National Tax
Journal, Vol. XXIX, No. 2, June 1976, p.123.
4. Hall, Robert E. and Alvin Rabushka, “The Flat Tax”, Hoover
Institution Press, Stanford University, CA, Second Edition, 1995.
. Reducing the Deficit: Spending and Revenue Options: Congressional
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DOES CHINA
MEET THE
PRECONDITIONS
FOR LONG TERM
INVESTMENT IN
REAL ESTATE?

by Bowen H. “Buzz” McCoy, CRE
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to China last spring, we visited three cities:

Beijing, Xiamen and Shanghai. This article
summarizes the long term investment prospects for
China at the present time, with special emphasis on
political, economic and social factors, as well as an
examination of market conditions. The data gleaned
in this article from the study tour will prepare us to
become “China Watchers” in preparation for The
Counselors” 1997 High Level Conference, “China
Revisited.”

The study tour program was developed by S. L.
Chen, a U. S. citizen who was born in China. Mr.
Chen has devoted his career to investment banking
and management consulting involving China. He
pioneered secondary trading in China government
debt, and he helped to re-open the Shanghai Stock
Exchange. In the interests of full disclosure, the
author wishes to acknowledge that one of his
daughters is happily married to one of Mr. S. L.
Chen’s sons.

3 s part of an Urban Land Institute study tour

The choice of Beijing and Shanghai as destina-
tions was obvious; they are the Washington D. C.
and New York City of China. We also wished to
visit a second tier city which was benefiting from
strong development and was less dependent upon
the central government. Xiamen ( formerly Amoy)
fit the bill. Not only is it located in south China ( a
long way from the central government), but it is the
mainland deep water port nearest to Taiwan, and it
would benefit spectacularly if any rapprochement
occurred. Other interesting information on Xiamen:
the islands of Quemoy and Matsu lie offshore, and
it is a city where Mr. Chen is quite active as an
entrepreneur.

Preconditions For Long Term Investment

Here is a short list of preconditions for long term
investment in any emerging market country. We are
studying real estate investment in particular, but
these conditions might apply to any form of long
term investment. These pre-conditions are being
evaluated here against political, economic and so-
cial criteria prior to drawing a conclusion. I am
indebted to fellow CRE Christopher Jonas for shar-
ing some of these criteria at the High Level Confer-
ence in Scotland.

(1) There is a general perception of confidence
about where the country is headed. No major con-
ditions must be set. No major hurdles need be
overcome.

Bowen H. “Buzz” McCoy, CRE, is an officer of The Counselors
of Real Estate and has chaired three High Level Conferences. He
is also a trustee of the Urban Land Institute and a recent
chairman of the ULI International Council. McCoy owns and
operates a real estate and business counseling practice in Los
Angeles.
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(2) There is a broad diversity of investors who
are interested. We will not be out on a limb.

(3) There is an ability to value investment re-
turns which is generally understood, professionally
supported and linked to the local currency.

(4) There is the prospect of a secondary mar-
ket. There is a pre-existing exit strategy —a way out.

(5) There is a professional data base readily
available providing comparable rents, costs, sales
prices and the like. (Query: Does such a data base
exist for real estate in the U. 5.?)

(6) There is the ability to repatriate rents, divi-
dends or sale proceeds.

(7) The local currency is convertible externally.
There is a free currency market, as well as ability to
hedge the local currency.

(8) There are systems in place to manage the
investment.

(9) There is a regulatory system in effect to
regulate the marketplace from malpractice and
corruption.

(10) There is a rule of law and an established
process to resolve conflicts between international
investors and local partners: the decisions of inter-
national arbitration agencies are enforceable in the
local court system.

(11) Investment returns include a risk premium
which will adequately compensate for all the risk.
Investments in the emerging market will clearly
outperform investments at home.

For many readers, the answers to these queries
may be apparent without reading further. If all
these conditions were met, China would be a ma-
ture market. This article attempts to utilize the fol-
lowing analysis as a means of conveying some of
my impressions from the study trip. In the conclu-
sion, I will attempt to indicate an investment strat-
egy which might work at the present time in an
emerging market nation such as China.

Political Conditions

For those of us in the West who are trained to think
linearly —or since the computer age, binarily —the
yin and the yang of the Orient, which is very much
a reality, makes assessment truly puzzling. Com-
mentators on China have come up with wildly opti-
mistic as well as wildly pessimistic predictions for
the evolution of the political system which must
replace the current aged leadership.

A threshold query might be: “Who is Deng?”
Deng is the ruler of China. Is he head of state? No.
Is he head of the Communist Party? No. Is he gen-
eralissimo of the Peoples’ Liberation Army? No.
The only title the Los Angeles Times could come up
with for Deng, is chairman of the All China Bridge

Association (presumably contract and not struc-
tural). Identifying future leadership is a problem
inherent for prospective “China Watchers.”

A more optimistic scenario might call for grad-
ual change from the top. A continuation of Dengs’
“to get rich is glorious” policy has provided a vision
and a relative stability since its promulgation in
1979. This has been one of the most stable political
eras in China during the past 150 years. Certain
economic zones and certain cities have enjoyed ex-
ponential growth and resulting wealth as foreign
capital has poured in.

Economists insist that the only persistent un-
derpinning for a free political system is an open
and free market system. Sectors of China have
headed this way for the past 15 years with the sup-
port and even the participation of the senior party
leadership. Yet many commentators observe that
China today is a system in which authoritarianism
has fragmented. There are both vertical and hori-
zontal bureaucracies, with huge power vacuums ev-
erywhere. Dissent is crushed, yet the taxes are not
collected. It is a structure which is elaborate, but
institutionally weak. Governance is personalized. It
is a rule of men and not of laws. It is a government
of relationship, bribery and corruption. The nation
state is in a twilight zone, moving out of authori-
tarianism into some form of market socialism. The
ideological vacuum at the core leads to individual
bargaining instead of rule under law. Regulations
are constantly changing, and they are seldom pro-
mulgated, giving great power to the bureaucrats
who have a copy of the law.

Local municipalities compete with Beijing for
foreign capital. Individual state ministries compete
for foreign capital. There is chaos in central plan-
ning, fragmentation, regionalism and wanton regu-
latory change. At the center is a cadre of old, weak
leaders. There is no charismatic leader or an agreed
upon vision. What set of established institu-
tionalized values will govern irregardless if the cur-
rent movement toward individual entrepreneurship
persists or goes the way of the Cultural Revolution
or the Great Leap Forward?

The optimistic theory of slow democratization
from within flounders on the realities of having the
will to re-engage tens of millions of workers in new
jobs, reforming state ministries and industries, pro-
viding a long term vision to comfort the populace
during the accompanying individual economic
hardship and democratizing the institutions with-
out losing control. Other scenarios would include a
Sun Yat Sen-type of emerging charismatic leader
from outside the present structure who would pro-
vide the will to manage change and the vision to
comfort the populace during the hardship which
will certainly accompany it. This, too, is one of the
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more optimistic turn of events. Less optimistic
would be a military coup, a break up of China into
super-regions, a fall back to the old war lord society
and the like.

The author has no basis for guessing at the po-
litical outcome. The military could certainly play a
key role. Just who are the Peoples Liberation Army
(PLA) prepared to shoot? The people? There was
some ambivalence in 1989, and there would proba-
bly be a great deal more today. Even the military is
engaged in the economic boom. The PLA owns a
few super high rise multi-use structures. A new
form of neo-fascism? This is not as strange as it
sounds. In Bhutan, the army has a monopoly con-
cession to brew and sell malt whiskey to supple-
ment its pension plan. The odds are there will be
an authoritarian government in China with accom-
panying human rights abuses, conscripted labor,
lack of freedom to travel internally and the like for
as long as any prudent investor cares to project.

From this brief and superficial analysis, we can
comfortably conclude that pre-condition #1 is not
met. There is not an unconditional premise of polit-
ical stability. Moreover, there is no clear rule of law,
protection against corruption, regulation against
malfeasance, nor a process that is enforceable in the
local court system for resolving disputes with local
partners.

Economic Conditions

Buying Power

Deng predicted that national wealth would quadru-
ple between 1979 and 2000. His goal will be ex-
ceeded. Foreign investment has poured in, and
many Chinese have escaped from their own econ-
omy into the world economy. There is a sense of
unreality. State cadre workers make about $30 U. S.
per month. They pay $1 per month as rent for a
small apartment in a seven story walk up which,
although quite new, has the appearance of the
South Bronx. Such an individual has a bicycle, a
TV, an electric fan and a small refrigerator. The
cooking facilities are one or two gas burners. There
is no bath tub or shower stall. They probably eat
two or three meals a day at the state enterprise.
Both family members work, and their single child is
cared for by a grandparent or through schooling
and child care. They save 40 percent of their in-
come. There are virtually no private automobiles,
cellular telephones and the like. These luxury items
come as prerequisites for higher officials in state
ministries or industries.

Yet there is also a veneer of much greater
wealth. Some of it comes as remittances from over-
seas Chinese relatives. Some of it comes from true
entrepreneurship in this boiling economy. Some of
it comes from corruption. As the highly regulated
local economy runs into the world economy,
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inflation runs rampant. Official inflation at present
is 15 percent. Unofficially it is said to be 20 percent
per annum, but it has been as high as 40-50 percent
per annum. The state controlled central bank runs
the economy with rigidity, on a stop/go basis, turn-
ing on and off the credit lines to the local banking
system. At present the economy is in a stop phase,
due to excessive real estate speculation, and it is
virtually impossible to borrow for working capital
in the local Chinese currency.

Employment

China’s employment in agriculture is about 73 per-
cent, as compared to 5 percent as the Organization
for Economic Cooperation and Development
(OECD) average. If China were to mechanize its
farms, there would be an under employment prob-
lem for hundreds of millions of individuals. Yet, at
present, it is problematic whether China will be
self-sufficient in grain. There are said to be 100 mil-
lion persons unemployed at present in the country-
side and 10 million unemployed in the cities. Each
major city has pass points, preventing those in the
countryside from coming in. Yet there are said to be
a couple of million floating countryside people in
both Beijing and Shanghai. They are invisible as
otherwise they would be arrested on the street. It is
said that state industry has 100 million employed,
of which at least 25 million are not needed in their
jobs. Thus, the unemployment potential for China
is huge, and any restructuring of agriculture and
industry will present very serious political
problems.

Currency/Capital

The local currency is not convertible. Tourists can
purchase RMB (local currency) at about 8:1 to the
U.S. dollar. Estimates of the real market, if the RMB
were fully convertible, range from 12:1 to 15:1. Thus,
a free float would produce a situation far more se-
rious than the one currently being suffered by
Mexico.

There is a serious shortage of investment capital,
even though China enjoyed the largest foreign in-
vestment inflows of any nation in 1994. Last year $30
billion of capital flowed into China. About two-thirds
of the capital inflows were Chinese (25 percent Hong
Kong Chinese and 40 percent overseas Chinese).
This amounted to about one-third of the world’s
foreign investment last year. As was very visible on
the study tour, about two-thirds of the foreign invest-
ment went into real estate. This year foreign invest-
ment is estimated to drop one-third to $20 billion,
partly as a result of overbuilding as well as the Bank
of China crackdown on speculative building. Yet, at
the same time, China’s infrastructure is primitive.
China has huge needs for roads, railways, airports,
power plants and port facilities. Much of the existing
infrastructure is poorly constructed.

ReAaL Estate Issues  August 1995



It has been suggested that Hong Kong will be
kept as a market to the world by the Chinese for 50
years following 1997. It has also been suggested
that the reason for this is the value of having the
Hong Kong dollar as a currency. Further, it has been
suggested that without the Bank of China having
the resources to support it, the world currency
dealers could overnight destroy the Hong Kong
dollar.

Thus, the momentous problems facing the Chi-
nese are unemployment and inflation. The follow-
ing section will discuss in more detail the will
required to sustain the populace through any eco-
nomic transition. In terms of the preconditions for
long term foreign investment, we may now check
off, negatively, returns linked to local currencies,
repatriation of investment returns and currency
convertibility.

Social Conditions

Demographics

An incredible strength of China is the homogeneity
of its populace. Of the 1.2 billion population, 92
percent are of Han ethnicity and share a 2,000 year
history. Individuals living in the city are much bet-
ter off than they were in 1979. There appears to be
an energy and an optimism about the people. Hav-
ing made five trips to China since 1984, this author
is now more impressed by the disappearance of
Mao uniforms, the color and ebullience of the street
life, the local entrepreneurship and the bustle of the
retail stores. However, great challenges lie ahead.

Company Restructuring

One challenge is the 25 million workers who must
be restructured from state industry. A woman we
had lunch with talked of her father. He works in the
Ministry of Mines where he does nothing all day
but read the newspaper. When he comes home, he
does all the shopping, cleaning and washing, be-
cause her mother is working overtime for a foreign
manufacturing company. Recently in the U.S., com-
panies such as Sears, General Motors, Du Pont,
AT&T, IBM and others have restructured hundreds
of thousands of jobs. Eliminating layers of manage-
ment have resulted in sharply improved competi-
tive ability and profitability. This occurred in a
market economy, where it required a decade of
needling by stock and bond analysts, leveraged
buy out attackers and Japanese competitors to over-
come the inertia and get the job done.

I submit it is not possible for us to understand
what it will take for the Chinese bureaucrats to do
the same. For those of us who have spent our entire
lives enjoying and applauding a free market econ-
omy, we have no sense of the mind-set of those
who have risen to positions of wealth and influence
by disdaining such a system. How can individuals
who have lived their lives in such a different system

be expected to have the will to face political insta-
bility by firing one in four individuals and emulat-
ing our system?

Family Life

Yet another challenge is the policy of one child per
family which has led to unprecedented abortion
and infanticide of female children. The United Na-
tions reports that the normal ratio of girl babies to
boy babies is 115:100. In China it is 49:51. The demo-
graphic impact of this massive social “experiment”
is also difficult to comprehend.

As Chinese families move from the closed soci-
ety of the Cultural Revolution to the global mar-
ketplace in a single bound, they are free to pluck
whatever they wish from the consumerism shelf of
the world without going through the 100 years of
the industrial revolution that the West experienced.
Preliminary Gallop Polls in China indicate strong
preferences for color TVs, washing machines and
VCRs. The automobile is a luxury, owned only by
the state ministries, but within a decade or two
aspirations will no doubt reach this level as well. In
major cities such as Beijing and Shanghai, literally
hundreds of high rise structures are being built
with minimal parking. When China turns away
from the bicycle to the automobile, all these struc-
tures will be isolated from the then preferred
means of transport. Imagine also a nation of hun-
dreds of millions of student drivers.

The key descriptive word in China today is
change. Of course, China’s social policies have em-
bodied change throughout its history. I wonder
how seriously the average citizen might take this
sudden veer toward capitalism. Even with all the
economic freedom, virtually every citizen is still the
subject of a dossier which remains with them all
their lives. They are not privy to the content until
they require something of the central government
or try to leave the country.

Revolving Door In And Out Of China

A major choice for Chinese of influence today is to
get rich or to help their people. Getting rich seems
to be the current preference. We were told that all
the rich and powerful Chinese want to get their
children out of China and into a Western univer-
sity. Ironically, at the same time, the overseas Chi-
nese are stumbling all over themselves to get back
inside China. Hence, $20 billion of overseas Chi-
nese investment came back into the country last
year.

Market Conditions

Office markets in Beijing and Shanghai are extra-
ordinarily tight at present, with thousands of for-
eign firms seeking world class office space where
there is limited supply. Rentals are among the high-
est in the world, or as much as $100 a square foot
per year. At present there are approximately 100
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high rise, mixed use projects under construction in
Beijing and almost 400 in Shanghai. In Shanghai,
there will be about 40 million square feet of office
space added in the next three to four years. Otis
sold as many elevators in China in a month last
year as they sold in the U.S. the entire year. Thus,
there is classic overbuilding 1980s style against an
imponderable market demand and office rentals
will plummet to levels we cannot now predict; but
they will go to at least one-third of their present
level. As noted, the overbuilding is fueled by over-
seas Chinese money, international banking funds
and competing Chinese ministries. Likewise lux-
ury style villas renting for $200,000 a year or selling
for $500,000 and up are vastly overbuilt. They are a
target of the Bank of China’s credit restraint. In all
the cities visited, we viewed half completed hulks
of such property. There appears to be at least 10
retail mega-projects under construction or being
planned in Beijing, including the infamous Li Kha
Shing/McDonalds site. Some of them are several
city blocks in size. All are bicycle or street accessed.
One has to wonder if the overseas remittances, the
foreign travelers and the corruption payments will
provide sufficient buying power to support these
ventures.

The McDonalds site is a classic example of reg-
ulatory anarchy. All the land in the country is
owned by the government. Most of it is granted
land, which can be conveyed by the government.
The rest is allocated land which has been granted
by the government to a state agency. In most cases,
the agency itself cannot reconvey the land without
government approval. McDonalds was on allocated
land, and either did not know it or did nothing
about it. Thus, the government felt justified in tak-
ing the land away from McDonalds and giving it to
Li Kha Shing. What other arrangements may have
been made, the author knoweth not.

There is a tremendous market for lower class
housing, running into the billions of square feet.
The market for such housing today is the state min-
istries or businesses which purchase such struc-
tures and then rent them to employees at a highly
subsidized rate. This market is not quality or ame-
nity conscious. One wonders how many U.S. devel-
opers would like to be pictured on the cover of their
local Sunday supplement in front of their newly
developed, South Bronx style seven story walk-up.
There is also a good market for industrial property
and for all types of infrastructure.

The best market for a Western investor is a
build-to-suit office or industrial property for a
Western tenant who will pay rent in a hard cur-
rency and possibly put a year or two of rental pay-
ments up front as construction finance. These deals
have been done, but the current overbuilding
would seem to take away this market opportunity.
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Construction costs come close to Western stan-
dards for high rise buildings once all the indirect
costs are figured in. A job requiring six architects
in the U.S. may require 30 in Hong Kong and 300 in
China. In some cases workers appear to be drag-
ooned off the farms, and they live in the building
during the construction cycle. They have to be
trained in all aspects of city life. Construction fin-
ishes are sub-standard by Western expectations.

Examples Of Manufacturing And Market
Successes In China

In a huge industrial tract outside Beijing, we visited
the Motorola operation. They have doubled their
original capacity in an attempt to keep up with the
burgeoning market in China for cellular tele-
phones. These sell for about $3,000 a copy, or 10
months’ wages. They cannot keep up with the mar-
ket which is mainly state enterprises and wealthy
individuals. Of most import, Motorola has estab-
lished programs to train and house their employ-
ees. A long term Chinese employee of Motorola will
own his own home. Training standards are the
same as in any Western country where Motorola
operates; likewise, for the Holiday Inns visited in
Xiamen. They now have 54 hotels in China. Holiday
Inns run a training university in Beijing, and they
also continually train their staff onsite at each prop-
erty. They opened in Xiamen with 44 middle man-
agers, all ex-patriots.

Three years out, 75 percent of those jobs have
been filled with local Chinese they have trained. If
China makes the transition from within, it will be
in large part due to the good work of Western com-
panies making the kind of effort required to bring
their employees as stakeholders into the market
economy. It cannot be determined from this anal-
ysis if the preconditions for data base information
and local management systems have been met.
There are a large number of market participants, so
you will not be alone; but it sure helps to be
Chinese.

Land Investment

As already noted, one must be very careful about
land transferablllty Information is hard to come by,
and locals will often give assurances which may be
true. The rule by man rather than by law makes
legal certainty extremely difficult. Capital gains
taxes may be levied ex post facto, if your specula-
tive profits seem too high. A good hedge is to have
a local partner. Yet, there have been cases where
local partners collude with planning agencies as
their proxy in negotiating what the local partner
could not attain for himself.

Under current conditions of credit restraint, lo-
cal finance is extremely difficult. Your project must
be all equity, or it must stand up to the scrutiny of
the international money and capital markets. As
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noted, a great deal of finance is from offshore Chi-
nese equity or prepaid rents or purchase options in
hard currency.

Construction will probably be performed by
huge state owned construction companies with
50,000 or more employees and concomitant feather
bedding and unskilled labor trades resulting in
higher costs than one might anticipate. There will
be no bidding process or critical path construction
planning process.

Most foreign investors are drawn to Beijing or
Shanghai. In Beijing the acute shortage of top
grade office and residential space has resulted in
high rental rates. In 1994, top grade office rentals
were about $90 per square foot annually, and top
grade residential rental rates were about $80 per
square foot annually. As noted, there is a large
number of office and residential projects due to be
completed in 1995 and 1996, which make future
rent levels problematic. Prime street level retail
rents are as much as $225 per square foot annually,
with some 10 million square feet of retail due to be
completed within the next three years. Beijing hotel
occupancies are close to 80 percent, with average
room rates in the five-star hotels around $170 per
night.

Shanghai is little different, with perhaps a
greater oversupply coming on the market. Street
level retail along Nanjing Road achieves annual
rents between $130 and $250 per square foot annu-
ally. Residential property suitable for expatriate liv-
ing would sell for between $150 and $300 per
square foot. Presales of office space range between
$180 and $350 per square foot, with about 30 mil-
lion square feet coming on the market by the end of
1987,

Conclusion

It comes as no surprise that, in my opinion, most of
the fundamental conditions for long term invest-
ment are not fulfilled in China at the present time.
So much for intellectual analysis. Why then did
China receive one-third of the world’s investment
dollars last year? In part because of the offshore
Chinese affinity. Also, up until last year, it was still
possible to receive a three year investment pay-back
on most major investments. Often the pay-back was
in a hard currency as well.

The fact is that early investments in emerging
economies are short-term investments. Discounted
cash flow analysis is not appropriate. Money must
come back in two or three or four years. Returns
must run at 30-40 percent a year. Until the recent
spate of overbuilding and the Bank of China nega-
tive reaction to speculation, China was a great place
for short term investment in real estate. Unfor-
tunately, real estate is, by its nature, not a short
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term asset. Liquidity must be provided by presales
of office buildings, apartments villas and the like.

There should continue to be good investment
opportunities in second tier cities, particularly
where a reliable Chinese partner is involved. Major
U.S. pension funds may wish to place a small por-
tion of their high risk funds into Chinese real es-
tate. A $30 billion dollar fund might risk a couple of
hundred million dollars against a 30-40 percent
return.

As for me, while we were in Xiamen , S.L.
Chen and I became proud grandfathers for the first
time. My granddaughter’s name is Katherine Yu-
Ting Chen. I now have a long term investment in
China, and I love it.
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to dedicate land for public use. More recently

they have been required to pay development
impact fees to fund public infrastructure.! In June
1994, the United States Supreme Court decided the
case of Dolan v. City of Tigard® which represents a
shift in legal doctrine. It limits the ability of local
governments to impose land dedication require-
ments on real estate development across the United
States. This is an important case which will impact
the feasibility of development and its profitability.

R eal estate developers have long been required

This article describes the facts and the Supreme
Court’s decision in the Dolan case and explains how
this decision will impact real estate development.
The Supreme Court in the Dolan case set out a new
test called the rough proportionality test. It estab-
lishes a closer fit between the regulation and the
problem it is designed to correct and requires gov-
ernment to give greater justification for the regula-
tion. We will explain this new test and how this test
may be applied in other development applications.

Impact On Real Estate Development Planning
The decision in The Dolan case establishes more
legal and economic certainty for planning and im-
plementing real estate development where the pro-
jected impact is either an incremental or complete
change to existing public facilities (e.g., social ser-
vices, schools, parks and natural resources). The
decision creates some legal certainty because it re-
quires municipalities to justify their conditional de-
mands in the application process for development
approval. The rough proportionality test affects the
kinds of exactions that can be justified on findings
of conditions or problems created by the develop-
ment project. Also, in establishing economic cer-
tainty, the financial burdens imposed under
exactions must be connected to the conditions that
were created by the development and thus based
on findings of site-specific or individualized deter-
minations. The rough proportionality test affects
the quality (land or fees) of exactions (the degree)
that can be justified on findings of the level (nature
and extent) of conditions and problems created by
development project.

The Dolan case may also create some leverage
for real estate developers in working with munici-
pal governments to design projects that are eco-
nomically sound and support local public interests.
Still they cannot completely design and implement
projects that lead to conditions and problems incon-
sistent with local public interests. The case leaves
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School of Business, East Carolina University. Both authors
previously have published articles and made presentations on
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much uncertainty in the direction of doctrine and
law which limits business regulation.

The Facts Of Dolan v. City of Tigard

Ms. Dolan owned a 9,700 square foot building
which housed a retail electric and plumbing supply
business on a 1.67 acre tract in downtown Tigard,
Oregon. Ms. Dolan applied to the city for a build-
ing permit to expand the existing parking lot, to
remove the existing building and to construct a new
17,600 square foot building for the electric and
plumbing supply business. Under the city’s com-
prehensive land use plan, a property owner was
required to leave 15% of a parcel undeveloped for
open space and landscaping requirements. Ms.
Dolan’s proposed commercial development is per-
mitted under the local zoning ordinance of the
CBD, but the ordinance allows the city to attach
conditions through the use of an overlay zone.

The Fanno Creek Basin Floodplain

A portion of Ms. Dolan’s property lies within the
Fanno Creek 100-year floodplain. The city’s master
drainage plan recommends improvements to the
Fanno Creek Basin to improve storm water runoff
and reduce flooding. One recommendation of the
drainage plan called for the floodplain to be pre-
served as a greenway. The city and landowners on
the creek would share the cost of the improvements
as each received benefits. The Fanno Creek 100-
year floodplain is virtually unusable for commercial
development. The city’s comprehensive plan for the
community made the floodplain a part of the city’s
greenway system and adopted other recommenda-
tions from the drainage plan.

Pathways

The city also had conducted a transportation study
to identify traffic congestion in the Central Business
District (CBD) where Ms. Dolan’s retail business
was located. The study recommended a pedestrian/
bicycle pathway in the CBD. The city’s comprehen-
sive plan required that new developments in the
CBD dedicate land for pathways.

The City Planning Commission granted her ap-
plication for a building permit with the requirement
that she dedicate a portion of her land lying within
the 100-year floodplain for improvement of a storm
water drainage system. In addition, the city’s com-
prehensive plan required that Ms. Dolan dedicate
an additional 15-foot strip of land adjacent to the
floodplain as a pedestrian/bicycle pathway. The city
allowed land dedicated for a floodplain easement
and pedestrian/bicycle pathway “to meet the 15%
open space and landscaping requirement.”

Ms. Dolan objected to the conditions and asked
for a variance. When the variance was denied, she
challenged the conditions as a taking of private
property without just compensation. The city
found these restrictions to be required in the public

interest and also to be valid regulations under the
police power. The Oregon courts, using a “reasona-
bly related test,” affirmed the validity to impose the
conditions on the development of Ms. Dolan’s par-
cel. Ms. Dolan appealed to the United States Su-
preme Court alleging that the appropriate test for
her case was the “substantially related” test which
was more stringent than what was being applied by
the Oregon courts. The Supreme Court agreed that
the Oregon courts had not used the appropriate
test and fashioned a new test for the required de-
gree of connection. This new test, called the rough
proportionality test, significantly changed 30 years
of state law. The purpose of these state tests are
explained here.

Regulatory Takings Law

During the last 70 years, the U.S. Supreme Court
has been trying to deal with the problem of regulat-
ing land use without violating the Takings Clause.
A major case illustrating this intent is Pennsylvania
Coal v. Mahon.? In that case, the Supreme Court
held that a regulation can go too far in restricting
the use of the land. A regulation may impose a
burden on a landowner that is comparable to the
burden under eminent domain. When this situation
occurs, it is a regulatory taking and the landowner
must be compensated as he would under eminent
domain. It is well known that state governments
can regulate land under the police power in order to
protect the public health, safety and welfare. In
Village of Euclid v. Ambler Realty Co.,* the Supreme
Court permitted zoning regulations that restricted
the use of land. Earlier in Pennsylvania Coal, it had
recognized that these use restrictions often dimin-
ish the value of the land and may impose a heavy
burden on property owners. It also recognized that
diminished values incidental to the regulation are
not generally considered to be a taking. Later, in
Armstrong v. United States,® the Supreme Court
stated that the Takings Clause is “to bar govern-
ment from forcing some people alone to bear public
burdens which, in all fairness, should be borne by
the public as a whole.”

To determine when the property owner’s bur-
den is too great, the Supreme Court has developed
major regulatory takings’ principles which have
created as much confusion as they eliminated. Fun-
damental principles were established in Penn Central
Transportation Co. v. City of New York,® where the
Supreme Court stated it will determine when a reg-
ulatory taking has occurred on a case by case anal-
ysis of each case. The Supreme Court’s “ad hoc,
factual inquiry” approach to determine a regulatory
taking has three factors. This article discusses the
first of these factors, the nature of the government
action, which is the center of the controversy in the
Dolan case.”
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In Agins v. City of Tiburon,® the Supreme Court
elaborated on the nature of the government action.
The Supreme Court stated that a valid regulation
must “substantially advance a legitimate state inter-
est.” In Nollan v. California Coastal Commission,® the
Supreme Court further elaborated on the nature of
the government action by holding that an “essential
nexus” must exist between the exaction (a dedica-
tion condition) as applied to the landowner and the
state interest (visual access) to be advanced. In the
Dolan case, the Supreme Court took up where it left
off in Nollan.

The Right To Receive Just Compensation

The Takings Clause of the Fifth Amendment states
that: “nor shall private property be taken for public
use, without just compensation.” The Takings
Clause protects property rights from the exercise of
eminent domain power and from some types of
regulation. There has long been significant public
debate on the level of protection this clause gives to
property rights.

In the Dolan case, however, the Supreme Court
explicitly gave more protection to property rights. It
noted that there was no reason to relegate the Tak-
ings Clause to the “status of a poor relation” to
other amendments of the Bill of Rights, such as
speech, religion and unreasonable search and sei-
zure that are fundamental liberties.

The Supreme Court gave more protection to
property rights through the Takings Clause by in-
voking the unconstitutional conditions doctrine. It
stated that the “unconstitutional conditions doc-
trine,” heretofore applied to fundamental rights,
now protects the right to receive just compensation.
In the Dolan case, Chief Justice Rehnquist, writing
for a 5-4 majority, states that:

government may not require a person to give
up a constitutional right—here the right to re-
ceive just compensation when property is taken
for public use—in exchange for a discretionary
benefit conferred by government where the
property sought has little or no relationship to
the benefit.1°

Stating it more generally, “government may not
grant a benefit on condition that beneficiary surren-
der a constitutional right, even if government may
withhold that benefit altogether.”"! Under this doc-
trine, the Takings Clause prevents government from
making regulations that permit it to do what it can
not do with its eminent domain power—take prop-
erty without paying for it.

Ms. Dolan was given the choice between sur-
rending her right to receive just compensation or
receiving a building permit, a discretionary benefit.
Ms. Dolan argued that the benefit conferred on her
by the city would not justify the dedication condi-
tions and thus, should not be considered as just
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compensation. In addition, she argued that the city
did not identify any “special quantifiable burdens”
created by the impact of the expansion of her store
and that the impact of the expansion would not
justify the floodplain and pathway easements
which were being required of her. Lastly, she ar-
gued that her situation was not so unique that she
should bear a burden not borne by the public in
general. Another factor influencing the court’s deci-
sion regarding Ms. Dolan’s challenge was that land
dedication conditions require owners to grant a
deed for a portion of their land as part of an appli-
cation for a building permit and thus are adjudica-
tive decisions. It noted that these decisions are
unlike legislative determinations that usually are
area wide, e.g., zoning. Perhaps, the Supreme
Court noted the greater opportunity for extortive
behavior in adjudicative decisions.

The Dissenting View

Justice Stevens, writing in dissent, believed that the
Supreme Court invoked this doctrine to invalidate
land use regulations that it feels are unwise restric-
tions on property rights. He would find that the
city and Ms. Dolan engaged in a “mutually benefi-
cial transaction” —an exchange of a building permit
for a permanent public easements—and thus the
doctrine did not apply. Furthermore, the right to
receive just compensation exists only if the city
takes Ms. Dolan’s easement. It had not done so
according to the dissent and if it had, the building
permit should be considered as just compensation.

Justice Stevens is also concerned about the shift
in the burden of proof. The Supreme Court ac-
knowledges, in a footnote, that the imposition of
the dedication conditions was an adjudicative deci-
sion and thus, “the burden [of proof] properly rests
on the city”"? to justify the dedication conditions.

The Essential Nexus And Higher Level Of
Scrutiny

Both the Oregon courts and the U. S. Supreme
Court generally agreed that the essential nexus ex-
isted in the Dolan case. The U. S. Supreme Court
noted that the city had conducted a traffic study
that identified traffic congestion in the city’s Central
Business District (CBD). The study recommended a
pedestrian/bicycle path as an alternative means of
transportation in the CBD. In addition, the Supreme
Court also noted that the city had established a
Master Drainage Plan based upon a study of Fanno
Creek. That plan indicated that urbanization and
natural conditions along Fanno Creek caused an
increase in flooding. The plan recommended,
among other things, that the city preserve the
floodplain as part of its greenway system and pro-
hibit building in the floodplain. The city adopted
the recommendations of both the traffic and drain-
age studies. The Supreme Court concluded that the
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prevention of flooding and the reduction of traffic
congestion were legitimate public interests. Next,
the Supreme Court also concluded that an essential
nexus existed between the pedestrian/bicycle path-
way and providing an alternative means of trans-
portation. It also found an essential nexus between
the floodplain easement and limiting development
on Fanno Creek. Therefore, the pedestrian/bicycle
pathway and floodplain easement further legitimate
state interests.

The State Tests

In deciding whether the City Planning Commis-
sion’s findings were sufficient to justify the dedica-
tion conditions, the Supreme Court recognized that
state courts have been dealing with the degree of
connection between exactions and the impact of the
development for approximately 30 years. The state
courts have developed three tests to deal with the
issue: first, the excessively lax or rationally related
test that gave too much deference to government;
second, the reasonable relationship test that is an
intermediate level of scrutiny and is applied by a
majority of state courts; (It was applied in the Dolan
case by the Oregon courts.) third, the specific and
uniquely attributable test requires an exacting scru-
tiny or the highest level of scrutiny. It is applied in a
minority of state courts.

The Supreme Court held that the appropriate
federal standard was close to the reasonable rela-
tionship test. The Court referred to the reasonable
relationship test as a rough proportionality. The
rough proportionality test as defined by the Su-
preme Court states that:

No precise mathematical calculation is required,

but the city must make some sort of individual

determination that the required dedication is re-
lated both in nature and extent to the impact of
the proposed development.'?

The Oregon Supreme Court had held that the com-
mission’s findings of fact demonstrated that the
dedication conditions demanded by the city bore a
reasonable relationship to the projected impact of
the development. In applying the rough propor-
tionality test to the same findings, the U. S. Su-
preme Court did not agree.

Validity Of The Floodplain Easement And The
Greenway

Finding that floodplain easement of the greenway
system was for recreational purposes, it concluded
that the floodplain easement was entirely without
the “required degree of connection” to reduce
flooding on Fanno Creek. Furthermore, it noted
that the city required all owners to leave 15% of the
land undeveloped for open space and landscaping
requirements. Because the city prohibited develop-
ment in the floodplain, Ms. Dolan could use the
floodplain area as part of this 15% requirement.

Effectively, the city controlled much of the flood-
plain for purposes of reducing flooding. Additional
control of the floodplain area by the city would
further limit Ms. Dolan’s property rights by permit-
ting persons to walk in the floodplain area. The
Supreme Court could not find where the city had
ever made an individualized determination for a
recreational (floodplain) easement of the greenway
system that supported additional control.

The Supreme Court also found that city-
controlled public access was a loss of the rights to
exclude others, thus permitting the public to tram-
ple through Ms. Dolan’s floodplain area. The Su-
preme Court had concluded in Nollan v. California
Coastal Commission that the right to exclude others
was one of the most essential rights in property. In
the Dolan case, it concluded that Ms. Dolan was
losing this right in the floodplain area. The flood-
plain easement as a public greenway would be
opened to the public. It saw no need why Ms.
Dolan should be asked to suffer a loss of the right
to exclude others when the city had already taken
sufficient action to prevent damage from the
flooding.

Most troubling is the Supreme Courts use of
the right to exclude others as the property right to
protect commercial developments. In Nollan the Su-
preme Court observed that the right to exclude
others was an essential property right in the private
use of land. In the Dolan case, the court extends
that concept to property in commercial use.

The Pedestrian/Bicycle Pathway

Next, the Supreme Court turned to the pedestrian/
bicycle pathway. It left little or no doubt that the
pathway lacked a rough proportionality to the city’s
need to reduce traffic congestion caused by the im-
pact of Ms. Dolan’s development. The city’s findings
of fact that an increase in vehicular traffic “could”
be offset by the pathway did not establish a rough
proportionality where individual determination is
required. The finding of an increase in vehicular
traffic did not demonstrate, according to the Su-
preme Court, that the public (employees and cus-
tomers) using Ms. Dolan’s new retail store would
use the pathway.

Under its rough proportionality, the Supreme
Court wanted to see a direct, quantifiable connec-
tion to demonstrate that the pathway dedication
“will, or is likely to” offset an increase in vehicular
traffic in the CBD. Just saying it could occur, be-
cause more traffic is anticipated from the expansion
of the retail store, is constitutionally insufficient to
justify a dedication condition for a pedestrian/
bicycle pathway. In sum, the rough proportionality
means that “degree of exactions” (benefits gained
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by the city) must be a direct, closer fit to the prob-
lems and harm resulting from the impact of a pro-
posed development.

Implications Of The Dolan Case For Land Use
Regulation

The Dolan case deals with an on-site dedication
condition for land. In this case, the Supreme Court
did not say whether the rough proportionality test
should be broadly applied to other development
impact exactions: (1) fees in lieu of dedication con-
ditions, (2) impact fees for improving public facili-
ties and (3) linkage fees for social welfare
programs. Under the rough proportionality test,
conditional demands that are based on municipal
findings could be subject to a higher level of scru-
tiny. Some conditional demands address needs and
conditions off-site and thus provide benefits to the
general public of the municipality. In many in-
stances, these demands have been held to be valid
under some federal and state tests that applied the
Takings Clause of the Federal Constitution. These
tests were overruled or thoroughly undermined by
the Dolan case. Thus, the newly fashioned rough
proportionality test will now be applied to off-site
exactions and their validity is not clear.'

Real estate development planners should expect
land use planners, environmental managers and
natural resource conservationists to collect more
quantifiable findings, where appropriate, to justify
conditional demands. The impact of developments
and other land use changes are not all the same.
Some projects have incremental effects, such as the
small site improvements. However, a series of these
small projects, such as renovations of retail busi-
nesses on one street, could have a large cumulative
impact. Other large developments, such as malls
and subdivisions, have an immediate, broader im-
pact on public facilities and the environment. The
size of the project affects the kinds and uses of
studies and investigations used to collect findings
for assessing the impact of development. In deter-
mining whether a rough proportionality is present,
these studies and investigations now need to show
a more direct, measurable connection between ex-
actions and the projected impact that creates the
conditions and problems to be corrected by exac-
tions. Real estate developers should encourage mu-
nicipal government to make more effective use of
area wide studies. When municipal governments
assess the impact of smaller projects, such as Ms.
Dolan’s renovation, they need to relate these studies
directly to the specific conditions and characteris-
tics of a smaller site so that a correct assessment is
made of its incremental impact on public facilities
and the environment.
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Summary

The Dolan case represents a shift in legal doctrine
with many implications, but it still leaves many
unanswered legal questions regarding the scope
and application of the rough proportionality test.
The most significant question is whether the rough
proportionality test applies to impact fees and link-
age programs that are adjudicative decisions but
require real estate developers to pay money directly
to the government. Next, the Dolan case is not en-
tirely clear on how development impact exactions
that are imposed through legislative determinations
will be decided under the rough proportionality
test. The Supreme Court may, at this time, seek to
limit adjudicative decisions that are tailored and
targeted to gain certain benefits from specific devel-
opments. Finally, the rough proportionality test
consists of several factors that impact its application
and outcome of its application, depending on the
weight assigned by federal and state courts. These
factors are as follows: (1) scope of required govern-
ment determinations, (2) degree of impact exac-
tions, or (3) nature and extent of the projected
impact of the development.
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DOWNTOWNS
EMERGING IN
NEW FORMS

by James A. Cloar

Downtowns Emerging In New Forms

decade ago American cities were revamping

their downtown skylines. Block after block of

new office towers and hotels seemed to confirm
that the city center was alive and well, and reasserting
its place as the community’s economic hub.

This was welcome validation for downtown ad-
vocates. The increasing exodus of retail shopping
that began after World War II meant fewer cus-
tomers on the sidewalks and in the stores, symbol-
izing a loss of economic and social vitality. For
many, shopping was the primary link to down-
town. It was an activity open to everyone.

So, when many traditional merchants began
closing or scaling back their downtown locations,
the popular perception was that these areas were
dying. Understandably, many cities undertook a
variety of heroic but too often futile efforts to re-
verse or at least retard the trend.

The financial outlays incurred sent most lo-
calities to the federal government for help with ur-
ban renewal programs. For many this was
considered ironic since it was the combined
Washington-backed interstate construction and
FHA/VA housing programs that had fueled subur-
ban growth in the first place.

Downtowns Re-emergence As The Office Hub
Though falling short of many original goals, down-
town revitalization efforts seemed to finally pay off
in the early 1980s. Developers responded aggres-
sively to pent up demand for office space and hotel
rooms, and with the availability of liberal financing,
the city center’s economic vitality seemed to be reaf-
firmed. Again, the federal government played a
major role, primarily through Urban Development
Action Grants (UDAG) and favorable tax laws.

Planners and city leaders weren't the only ones
pleased with the revitalization efforts. The new
buildings commanded higher leases and, in turn,
prompted increased land prices. Property owners
raised their expectations, each anticipating that their
site was a prime location for the next new high rise.

The only bothersome issue was an occasional
complaint that downtowns were becoming large of-
fice parks, dead during nights and weekends. Non
commercial activities that couldn’t compete for land
on a cost basis had to find more affordable sites in
outlying areas. The remaining retail frontages were
ripe for demolition to make way for the more dense
development justified by the higher land prices.

James A. Cloar is president of the Tampa Downtown Partner-
ship (TDP), a private nonprofit organization. The Downtown
Partnership acts as a catalyst and advocate for downtown revi-
talization in Tampa, Florida. Cloar previously was a downtown
planning consultant, served as executive vice president of the
Urban Land Institute and was president of the Central Dallas
Association.
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What initially were welcomed incentives often
turned out to terribly skew the normal balance be-
tween market and production. The saga of “see
through buildings” which began in the suburbs,
soon impacted downtown areas in a massive way.

The Outlook For The Downtown Office

Today, despite some signs of stability, lingering real
estate doldrums still affect large segments of the
office sector. Many cities which now boast of low
vacancy rates for Class A space carry large invento-
ries of unoccupied older buildings. The outlook is
aggravated by corporate downsizing and decentral-
ization. Trends such as telecommuting and office
“hoteling” may further reduce the ratio of space
required per employee.

With 70 percent preleasing requirements now
the standard before new construction can be fi-
nanced, the task of aggregating sufficient firm com-
mitments from small tenants has become almost
impossible for larger buildings. Thus, as the office
market slowly recovers, it is doubtful that more
than a handful of million square foot structures will
be built in the foreseeable future. It is even more
doubtful that they will be built downtown. Corpo-
rations which might be candidates for a single-
tenant, build-to-suit are likely to have a large per-
centage of clerical or back office personnel, a situa-
tion that in most localities suggests a suburban
campus-type layout.

New Roles For Downtowns

As America’s cities prepare to enter the 2lIst cen-
tury, the measures of success for downtowns are
ripe for change. If, for the most part, the great retail
giants have indeed abandoned the city center for
good and if new office structures will be of more
modest scale, a new realism must make its way into
the expectations of both community leaders and
ambitious property owners.

Invariably, people want their downtown or city
center to be the community focal point, the hub of
commerce but also of culture and entertainment.
They look for it to be the seat of local government
and education. They want it to contain restaurants
and specialty one-of-a-kind shops. It's where they
look for the opportunity to come together for great
celebrations.

This article advocates that well-founded down-
town development will take a different form. New
office and retail structures will be built but at a
more modest scale.

Those cities which are enjoying a city center
resurgence —and there are a fair number of them —
are emphasizing such markets as the arts, tourism,
sports and entertainment. New retail ventures are
frequently oriented to these directions.
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Entertainment Centers

The latest trend to catch the imagination of devel-
opers and planners is entertainment centers. The
entertainment complexes often feature interactive
arcades, virtual reality attractions, large theme
stores and multi-screen movie theaters. They build
on the understanding that the appeal of the retail
mall, especially for younger people, is only coinci-
dentally for shopping. For many it is primarily a
place for entertainment.

Sports

Reversing an outward movement that began in the
1950s, new sports facilities now are returning to the
inner city. New basketball arenas in Orlando and
Phoenix and new baseball stadiums in Cleveland
and Baltimore are credited with spurring ancillary
development in the surrounding downtown dis-
trict. Evidence that sports venues could serve as an
economic redevelopment stimulus prompted the
decision in Tampa to build a new NHL arena near
the downtown waterfront. Buffalo, San Jose, Den-
ver, Charlotte, St. Louis and Washington, D.C. are
among other cities where downtown sports facili-
ties have recently opened, are under construction
or are planned.

The Arts

Surprising to some, the cultural arts are reported to
attract an even larger annual attendance than
sports. Here, too, there is a growing recognition of
the potential economic impact on a downtown. Al-
most immediately after relocating from a previous
site almost two miles away, the Dallas Museum of
Art began to thrive on the higher visibility of its
new location which provides easier accessibility and
proximity to downtown office workers and hotel
guests.

In several cities, both new and existing mu-
seums, theaters and performance halls have joined
together to form arts districts. The most successful
districts are often marked by cooperative ventures
among the affected institutions for efforts such as
design compatibility, joint programming and mar-
keting, common signage and banners and shared
parking arrangements. Together, they form a larger
presence, with the district itself becoming a desti-
nation and precursor of new restaurants, galleries
and complementary retail shops. Tucson, Denver,
Dallas, Cleveland and Tampa illustrate this pattern
of development.

Tourism In Downtown

Tourism has emerged as an effective revitalization
focus and with good reason. As noted, downtowns
are becoming the home for more cultural, sports
and entertainment attractions. Restored waterfronts
and historic districts, normally found in or near the
city center, are growing in popularity.
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Tourists are a good market for downtown busi-
ness hotels, and many provide favorable weekend
rates. Numerous places of interest are often avail-
able within walking distance or a short ride by taxi
or public transit. In turn, tourism provides an addi-
tional market for restaurants and shops otherwise
dependent solely on the nine to five work force.

Baltimore, Norfolk, New Orleans and Seattle
are among the cities that exhibit the economic im-
pact of revitalized waterfronts. The Main Street pro-
gram of the National Trust for Historic Preservation
helped demonstrate the drawing power of restored
older buildings, particularly in smaller towns. Old
Town in Alexandria, Virginia is a wonderful exam-
ple of a successful historic district with a waterfront
setting.

Managing Downtown’s Assets

Attracting tourists requires a new way of thinking
for downtowns, particularly in Florida where Dis-
ney, Busch Gardens, Universal Studios and others
offer experienced, sophisticated and well-funded
competition. On the other hand, a good theme
park can actually be a model rather than an
impediment.

What shapes the experience for the tourist,
prompting them to make a repeat visit or give a
favorable recommendation, is similar to what
makes downtown an attractive place for business.
The customer experience is favorably influenced by
cleanliness, timely repairs, user-friendly design,
good directional signage, a sense of security and
personal attention. These are among the factors that
allow downtown Orlando, for instance, to hold its
own in a market that is also served by some of the
world’s premier tourist attractions only a few miles
away.

Providing a higher level of services is difficult in
downtown areas where the infrastructure generally
is older and more intensely used. With federal cut-
backs, local governments are strapped to fund ser-
vices as well as development. Civic organizations
are well-organized and articulate; their demands for
improved neighborhood security and other
residential-based programs take priority in leaner
times.

In many cities, public-private partnership is tra-
ditional and typically applied to the development of
critical community projects. The privatization of
services, however, is a more recent trend. The con-
cept had its roots in a variety of specific programs
such as those initiated by Downtown Tulsa Unlim-
ited. DTU is a private, nonprofit that in the early
1970s contracted with the Tulsa Urban Renewal Au-
thority to manage parking operations on cleared
predevelopment land parcels, providing shuttle bus
service for transport workers from peripheral lots to
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the office core. In addition, DTU offered sidewalk
cleaning services to subscribing downtown
businesses.

The concept was popularized with the develop-
ment of the 16th Street Mall in Denver. From the
outset, it was acknowledged that the dollars spent
on this marvelous civic improvement would be
wasted if not accompanied by an intensive program
of cleanliness, maintenance, marketmg and promo-
tion. The creation of a Mall Management District,
funded by assessments against affected properties,
provided the financial resources to insure an effec-
tive, dependable program of services. Recently, the
district concept was expanded to include a ]arger
area of the downtown.

The advantage of these programs is that they
provide a consistent funding source, spreading the
burden over all benefitting properties. Typically the
programs are administered by existing downtown
organizations or newly created quasi-public or non-
profit entities whose sole focus is the city center
district.

There are now reported to be over 1,000 such
districts throughout the United States and Canada.
Similar programs are emerging overseas, partic-
ularly in England. Initial resistance normally in-
cludes concern that the proposed services should
be provided by the municipality and that city gov-
ernment may use the existence of the assessment
district as an excuse to further reduce downtown
expenditures.

It is crucial to get beyond philosophical objec-
tions and to obtain binding commitments that
funds will go for services beyond the level already
provided. Once implemented, successful programs
pay constant attention to feedback from property
owners through newsletters, meetings and other
forums. Though most districts have a sunset provi-
sion, it is rare that one is not recertified.

The management programs are the latest trend
as cities take charge of their own future. Depen-
dence on the federal government has often led com-
munities in the wrong direction or prompted ill-
founded expectations. As financial support be-
comes more limited, the successful downtowns of
the future will once more reflect those qualities that
initially gave them strength.

Their function again will be as the community
gathering place, the focal point for civic and social
life that binds the various neighborhoods together.
To do so will require local acceptance of a new
vision which is rooted in realistic but ambitious
expectations, persistence to overcome setbacks
along the way and, above all, an entrepreneurial
spirit and cooperation.
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MEXICO AFTER
THE TUMBLE

by John C. Melaniphy, CRE
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stumbled. The peso lost its value and plum-

meted against the dollar and other world cur-
rencies. Most Counselors of Real Estate (CREs)
who had been advising both Mexican and Ameri-
can clients in Mexico knew the peso was over-
valued. However, no one expected it would be a
free-fall. This was not the first time the peso had
plummeted in Mexico. The 1982 devaluation was far
more dramatic in Mexico than the current problem.
This time the difference was how the global money
markets reacted. With significantly better elec-
tronics, money roared out of Mexico at warp speed,
and with it went the hopes and dreams of Mexico’s
rising middle class for the next three to five years.
“If you are in business in Mexico, you must prepare
for something like this occurring every eight to ten

d

years,” said a Mexican retailer. “It is a fact of life!”

On December 20, 1994, Mexico once again

This article will examine the situation which
preceded the fall, the major influencing issues that
brought it about and where I see the Mexican econ-
omy headed in the near future.

Prior To Devaluation

Demographics

During most of 1994, Mexico was considered by
many as the crown jewel of opportunity. Located
on the southern border of the United States, Mexico
was, by American standards, an underdeveloped
country. With a population of approximately 87
million, projected at 97 million by the year 2000,
Mexicos population is about 37 percent of the
United States’,! but about three times larger than
Canada’s. However, in Mexico about half the people
are under the age of 18 which makes its population
much younger than either the United States’ or
Canada’s. Population growth in most Mexican cities
ranges between two and three percent annually.
Contrary to almost anywhere in the U.S., the chil-
dren’s department in the major Mexican department
stores usually covers an entire floor. Mexico City,
considered by many as the fastest growing major
city in the world, has a population of between 15
million and 23 million dependlng on whom one
believes. The Mexican census is not known for ac-
curacy. In reality, Mexico City’s population is closer
to 19 million people, which nevertheless represents
about 21 percent of the nation’s population.

Retail Sales

Mexico’s total retail sales grew from an estimated
$66 billion in 1990 to $83 billion? in 1992, an increase
of 25.7 percent. In 1993, the growth slowed some-
what due to the influence of the U.S. recession.

John C. Melaniphy, CRE, president of Melaniphy & Associates,
Inc. in Chicago, is an international real estate counselor. For
over 25 years, he has actively counseled in Mexico for major
Mexican retailers and shopping center developers.
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Nevertheless, retail sales rose to an estimated $102
billion, or $19 billion over the previous year. This
rise in growth continued up until the devaluation.
In contrast, while the U.S. is enormously larger in
retail sales, its sales growth has been about $18 to
$25 billion annually. Mexico’s growth was in the
same league, even though the overall US. retail
sales amount is over $1,900 billion.>

Economic Growth

Before the devaluation, household income in Mex-
ico was rising, the middle class was growing and
the demand for just about everything was expand-
ing. Conditions were reminiscent of the U.S. in 1947
following World War II when the country was
poised for an explosive growth in population, jobs
and income. In Mexico, the expansion generated
purchasing power which, in turn, created a de-
mand for housing, cars, shopping centers and other
indications of the good life. As the middle-class Mex-
ican looked at the economy, he or she saw inflation
decline below 10 percent (from 150 percent in
1982-1983), interest rates down to 20 percent,* a sta-
bilized and predictable peso (devalued at one peso
per day) and credit availability from banks and re-
tailers. Demand for well-educated people was
strong and overall expectations for the economy
were high.

The Chiapas uprising in Mexico received a great
deal of media attention as a major problem. How-
ever, it was a non-event and did not play a role in
the governmental or economic problems. The area
where the uprising occurred is so far removed
physically from 99 percent of the Mexican popula-
tion, that it had virtually no impact on the country.
If it wasn’t that the international media forced the
Mexican government to take action, nothing would
have happened.

In 1994 NAFTA, the North American Free Trade
Agreement between the United States, Mexico and
Canada, established a free trade zone between the
three countries. Expectations were high that each
country would benefit from the other’s economies.
For Mexico the agreement represented jobs, capital,
new plants and equipment and most of all, a higher
standard of living. Outsiders saw it as virgin terri-
tory, cheap labor, explosive growth, rising demand
for foreign products, rising income for housing,
cars, shopping centers, office buildings, hotels, in-
dustrial parks, road construction and all forms of
infrastructure. Unfortunately, most development
and expansion were being financed with short term
debt in hopes of attracting long term foreign
capital.

Politics/Government

Prior to his election and even afterward, President
Ernesto Zedillo was virtually unknown throughout
Mexico. While many higher-ups in the PRI party
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(Party Revolutionary Institutional) were aware of
him, the general population was not. He was se-
lected following the assassination of the candidate
identified by the former President Salinas. Being an
unknown has created some confusion regarding
what Zedillo stands for and how he will govern
Mexico. The presidential elections in which he was
elected were perhaps the freest of political corrup-
tion in recent times. Moreover, as president he ap-
pears to lean toward an open government and
judicial system totally different from the past 50
years under PRI rule. This is all very new to the
Mexicans. The two state governorships being elec-
ted this summer should provide an indication of
where this government is headed.

Unfortunately, the first true test of Zedillo’s ca-
pability occurred just three weeks after his inau-
guration when the country’s financial reserves came
under pressure to meet short term governmental
borrowing payments. As word leaked out, concern
mounted that Mexico might not be able to meet its
short term debt obligations. Without notifying the
financial community, the new president waffled.

Instead of going to New York and explaining
the problem to world money managers, he chose to
let the peso float against the U.S. dollar and an-
nounced a 15 percent devaluation. The global
money markets reacted almost instantly by dump-
ing the peso, selling Mexican stocks and cutting off
investment funds. Consequently, the value of the
peso was driven down from about 3.4 to the dollar
on December 19th, to a new low on March 9th of
7.45 pesos to the dollar. It has since recovered to
between 6 and 6.5 pesos to the dollar. The impact,
from the Mexican standpoint, has been to make
dollar-denominated-debt twice as costly.

Moreover, with crisis abounding, President
Zedillo waited two weeks before presenting an aus-
terity plan to improve the situation. During those
two weeks, the country’s financial markets were
ravaged. Between $15 and $20 billion in investment
capital fled the country. Under the much-awaited
Zedillo Plan, interest rates on existing loans were
adjusted causing rates to rise between 80 to 100
percent.” Imagine, if you owned a home or a new
automobile and the interest rate climbed to this
level. The Mexican banks, which had borrowed dol-
lars extensively from other foreign currencies, now
found themselves almost insolvent. They began to
call loans or foreclose on defaults. Unfortunately,
the Mexican middle class is losing its homes and
cars because its income has not risen sufficiently to
cover the higher cost of debt.

Virtually, all planned income-producing real es-
tate projects have been stopped, along with most
construction. None will be able to restart until for-
eign capital is encouraged to return to Mexico. My
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firm had been consulting on the two biggest new
malls in Mexico, both of which were under con-
struction in December 1994. They were being fi-
nanced with short term borrowings from Mexican
banks. They now sit with naked steel and construc-
tion stopped until long term capital can be found to
complete the projects.

After The Fall

President Clinton moved quickly to promote finan-
cial relief for Mexico. A loan guarantee program
was designed whereby Mexico could pay off short
term debt and float new borrowings. Without ade-
quate loan reserves, Mexico would have experi-
enced an even worse situation, and recovery would
have taken ten or more years. Mexico is the U.S.s
biggest trading partner thus, any problem there
certainly affects our exports. Even with the merits
and benefits of U.S. assistance, the impact upon
Mexicans can clearly be seen:

B The inflation rate had risen from an annual rate
of about 10 percent in 1994 to approximately 50
percent today.

B Retail sales have declined between 30 and 50 per-
cent, depending upon the type of retail store.
Automobiles, furniture, appliances and other du-
rable goods are down over 50 percent in sales,
while supermarkets and pharmacies are down
about 30 percent.

B Interest rates are now in the 80 to 100 percent
range for short term funds. There basically are no
long term funds available or being sought at
these rates.

® [Imported goods now cost double what they were
before devaluation.

® Dollar-denominated-debt now costs twice the
amount borrowed in repayment.

® Gasoline prices have been raised as part of the
austerity plan.

B A value-added tax of between 10 and 15 percent
has been imposed on most merchandise.

® [ncome taxes have been raised.

® Wages and salaries have been permitted to in-
crease by 15 percent to offset the rising costs and
taxes. The increase is inadequate to cover the
rising costs.

B The Mexican economy will probably shrink by
about four percent in 1995.

® Many Mexican banks are close to if not insolvent
because of dollar or Eurodollar borrowings from
foreign sources that must be repaid in kind.
Also, defaults on loans to small businesses and
individuals for homes and automobiles have com-
pounded the problem.

B Mexican banks, in conjunction with the Mexican
government, held an RTC type auction of non-
performing and under-performing assets. The
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value of properties auctioned was valued at over
$100 million. Buyers needed deep pockets and
had to buy at significant discounts to cover the
long holding periods likely to be required.

Oftfice buildings are being offered for sale with a
wide range of prices. Class AAA (our A) build-
ings are selling at about a 15 to 20 percent dis-
count. Class AA (our B) buildings are being
offered at discounts ranging from 25 to 35 per-
cent to raise needed capital for debt ridden
owners. Class A (our C) buildings are going

begging.

Most major shopping centers are condominiums
and therefore, with some exceptions, the rental
markets are generally for small stores. Neverthe-
less, since devaluation, rents for existing well lo-
cated space are off 10 to 15 percent. Vacancies
have risen as small retailers fail or liquidate. The
substantial decline in retail sales will continue to
increase vacancies even in the best centers and
business districts. Community based shopping
centers have experienced even higher failures
and vacancy. Rents in these types of centers are
off as much as 30 percent. The bigger problem is
finding retail tenants for store space. Recently, a
real estate consultant called to discuss a major
new mixed use project in downtown Mexico City.
He has been engaged, since devaluation, to ad-
vise a large Mexican bank on the status of its
retail investment. Rents in the development were
projected at an average of $50 to $60 per square
meter per month (about $55 to $67 per square
foot annually). Today, the only interest in the
property has come from one retailer who offered
approximately $40 per square meter per month
(roughly $45 per square foot annually). Beyond
that there is no current demand. My experience
in Mexico tells me that for the next two to three
years it will be very difficult to average rents
above $35 to $40 per square foot per month for
any new developments. That is why most new
retail projects are mothballed until the economy
improves.

There has been increasing interest from U.S.
based investors who recognize that the current
economic situation will not last forever. I see
them moving to acquire or invest in well-located
but unfinished mall projects where major Mexi-
can and U.S. department stores are likely to be
the primary anchors. Because debt capital is so
scarce, U. S. investors who can generate capital
to finish the projects are in an excellent position
to invest at a substantial discount. It is important
however, to invest as equals and avoid putting in
capital until all the approvals have been ob-
tained, along with agreements from the major
anchors.
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® [ndustrial development near the U.S. border in
the Maquiladora zones continues to expand as a
result of devaluation. Industrial firms want to
take advantage of the even lower peso wages in
Mexico. Maquiladora zones are areas designated
by the Mexican Government near the U.S./
Mexican border. Foreign companies located
within these zones are permitted to import duty
free components for assembly. Also tariffs are
paid only for the value added to the products.
Therefore, it is much cheaper to manufacture
components elsewhere, ship them to a Ma-
quiladora zone, assemble the components and
ship them back to the U. S. According to existing
Mexican law, the Maquiladora zones will lose
their special tax status in 2001. Another reason
for the increased interest in these areas is the
cheaper construction costs that are available since
devaluation. Construction savings today can
range between 20 and 30 percent.

® Housing is a mixed bag. Demand for new
middle-class housing has drastically declined be-
cause of the pressure on middle-class income.
Living expenses for the middle-class have risen
dramatically, while their income growth is re-
stricted under the president’s austerity program.
The demand for government guaranteed housing
continues because of the housing shortage in
Mexico. Even so, the total volume of government
guaranteed housing is down because of the aus-
terity program. For those wealthy Mexicans who
protected their assets during the recent devalua-
tion, now is the time to expand their existing
homes or build new ones.

B Probably the greatest impact of devaluation and
the austerity program will be the loss of between
1.2 and 2.0 million jobs, which will further de-
press the Mexican economy.

The Immediate Future—Issues To Be Resolved
The first major issue to consider for anyone inves-
ting in Mexico is its political stability. Unfor-
tunately, both Mexicans and foreigners alike are
concerned with the lack of leadership provided by
the current administration. There does not appear
to be any clear economic plan or direction. Until the
government is perceived as working toward a stable
economy and currency, it will be difficult to obtain
the needed foreign investment capital. Among re-
tailers, there is a minority school of thought that
this is a great time to develop in Mexico since so
many retailers are financially strapped. Regardless,
those who decide to proceed will need considerable
capital and be willing to wait a very long time to
recover their investments.

If stability comes to the government and the
peso stabilizes at about 5.5 pesos to the dollar, the
Mexican economy would be able to slowly emerge
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from this economic and financial mess. Further-
more, NAFTA regulations are not being applied as
expected. United Parcel Service (UPS) has experi-
enced the problem first hand. Mexican regulators
will not permit UPS to use the same size trucks it
uses in the United States, even though this size is
used by Mexican competitors. Furthermore, Presi-
dent Zedillos government appears to be much
more pro-union than previously thought.

Both Mexican and U.S. department stores have
experienced considerable problems with the Certifi-
cates of Origin required to import goods from out-
side the country. Many Mexican department stores
did not receive their Christmas goods in time for the
holidays because the items were held at the border by
Mexican Customs. ].C. Penney recently opened two
stores in May, one in Monterey and another in Leon,
without all their goods because of the problem. The
U.S. department stores or discount department
stores involved are very concerned about receiving
shipments and have scaled back their expansion
plans partly because of this problem.

With construction stopped on almost all new
income-producing projects, the need for foreign
capital will become increasingly desperate as time
passes. This may be further complicated because
Mexican and U.S. retailers will be reluctant to pay
rents in dollars. Thus, it will be even more difficult
to lure foreign capital into Mexico.

Mexican Real Estate Over The Next Five Years
There are several answers to the question “What is
the future of Mexican real estate over the next five
years?” The first part of the answer depends upon
political stability. If government reflects strong lead-
ership and consistency, the world community will
once again view Mexico as a place to invest capital.
Another part of the answer lies in the attitude and
perceptions of the Mexican people regarding their
government. The general feeling now is that the
government has failed the average Mexican by
eroding his assets and security. Next, the Mexican
economy must stabilize and grow so the average
worker can begin to afford more than the necessi-
ties of life. Finally, the consumer must perceive im-
provement in his or her buying power.

The Mexican people have previously experi-
enced similar economic situations and therefore,
know how to protect themselves. This time how-
ever, they will be more wary, since the present free-
fall came with almost no warning. Also, the middle
class has lost many of its hard won assets. Many
lost cars and some lost or will lose homes. Their
caution will affect existing shopping centers and
other commercial developments. While they had a
taste of credit cards, Mexicans will be slow to accu-
mulate the large debt which existed in 1994. The
value of existing shopping centers and retailers will
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remain below 1994 levels but will gradually improve
over the next three to four years. Most new devel-
opments will revert back to condominium projects
which the retailers know and understand.

Office Market

The office market should be one of the first to return
to some level of stability. While there was over-
building in some cities, the office market generally is
sound. There are over 70 million square feet of office
space in Mexico City. First class space accounts for
about 11,000,000 square feet, by our standards. An-
other 10 to 11 million is classified as first class by
Mexican standards. Business failures and downsiz-
ing have increased office vacancies. Nevertheless,
current vacancies will, in my opinion, begin to de-
cline in 1996 if political stability is achieved. The new
office building condominium with the highest rents
and sale prices will be the slowest to improve occu-
pancy. Many of these buildings were occupied by
foreign companies who have either fled or down-
sized. However, they will return slowly.

Industrial Market

The industrial market will continue to grow if polit-
ical stability occurs. The lower labor costs, the ben-
efits of NAFTA and the Mexican government will
encourage industrial investment. It will be neces-
sary for the government to overcome its pro-union
stance to inspire a continuing flow of new manufac-
turing plants in Mexico. Motorola is an example.
[he company has announced plans to invest $72
million in Mexico. A new plant will be built near
Chihuahua, and an existing plant in Guadalajara
will be modernized. The company indicated that it
planned the investment before devaluation. After
reviewing the current situation, it decided to pro-
ceed because of the cheaper manufacturing wages
and the lower construction costs.

Housing

The housing market will return slowly. The sale of
existing homes has slowed to a trickle from lack of
mortgage funds. Limited development capital, few
end loans and buyers will keep the housim1 market
way below the 1994 level. In my opinion, it will be
at least four to five years before housing demand
returns to the 1994 levels.

In summary, Mexico has once again experi-
enced what many thought would not happen. Re-
member, the Mexican zest for life will once again
enable this economic crisis to reach a successful
conclusion.

NOTES

1. Instituto Nacional de Estadistica Geografia e Informatica
(LN.E.G.I.) and Melaniphy & Associates, Inc., 1994.

. Banco de Mexico, Nacional Financiera, and Melaniphy & Associ-
ates, Inc., 1994

. U.S. Department of Commerce, Bureau of the Census, Census of
Retail Trade, 1994.
Banco de Mexico

. Banco de Mexico
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PUBLIC/PRIVATE

OINT
ENTURES:
THE
GOVERNMENT
AS PARTNER —
BANE OR
BENEFIT?

by M.]. Brodie

he concept of public/private joint ventures is a

very recent phenomenon in the long history of

real estate development. But over the past
three decades, the success of projects, ranging from
Baltimores Inner Harbor and Washington, D.C.s
Pennsylvania Avenue, to San Franciscos Yerba
Buena and New York’s Battery Park City, has dem-
onstrated the potential of the public and private
sectors joining forces. Certainly, the traditional
public sector role was far removed from any vision
of partnership. In the United States, the public sec-
tor’s role represented regulation through law and
administrative techniques. This stemmed from sev-
eral sources and goals, such as the need to impose
at least a minimum degree of order to the generally
chaotic development in cities and in the unde-
veloped countryside. Governments hired surveyors
to lay out streets, roads, farm dimensions and
building lots, sometimes with a further design ele-
ment, such as William Penn’s “greene countrie
towne” of Philadelphia or Pierre L'Enfant’s Parisian-
influenced forms for Washington, D.C.

Another factor for public sector involvement
came from 19th- and early 20th-century concerns
for public health and safety. Responding to high
population densities, the lack of adequate air and
light in tenement buildings, medical research on
communicable diseases and a history of destructive
fires, the 20th-century American concept of zoning
evolved. This system is unconsciously but power-
fully anti- urban in its too rigid segregation of uses.

A third more recent factor, usually inclusive of
the previous two, was public sector planning
through a department and/or commission. Typ-
ically involved was a set of detailed subdivision
regulations and often a capital improvement pro-
gram that quantified needs, identified sites and
proposed financing methods for schools, parks,
streets, bridges and water and sewer systems. The
capital improvement program related to the public
sector’s historic role with infrastructure; this func-
tion was usually performed by a department of
public works which, in addition to its own staff,
employed private engineers, architects and contrac-
tors to assist in carrying out its responsibilities. All
of these factors were useful, all relatively standard
and all clearly within the American economic and

M.]. Brodie is a senior vice president, director of the Washington,
D.C. office and member of the board of directors of RTKL
Assoctates Inc., an international architecture/engineering/
planning firm. Before joining RTKL in 1993, he served as
executive director of the Pennsylvania Avenue Development
Corporation. Brodie also was chief planner and then deputy
commuissioner and commissioner of the City of Baltimore's Depart-
ment of Housing and Community Development where he oversatw
and was involved in every aspect of the Inner Harbor
redevelopment.
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political system which maximizes private initiative,
decisions and financing of real estate development.

The Advent Of Suburbia And Urban Plight

In reaction to the post-World War II exodus of busi-
ness and families from many of America’s older
cities to the suburbs, urban renewal provided the
foundation for a more pro-active public sector role.
Employing a variety of legal powers, e.g., eminent
domain and combined federal and local funding,
the public sector acquired large areas typically in
the center of older cities where it often would de-
molish existing buildings, create new disposition
lots and sell or occasionally lease the sites to private
developers. The private development was often reg-
ulated with more detail than before with uses, loca-
tions of buildings and sometimes three-
dimensional architectural concepts to be specified.

Nearly always a new public sector vehicle, the
urban renewal agency, was created to implement
the program. Sometimes it was part of local govern-
ment and sometimes it was a more independent
entity. The public sector role was also extended in
terms of time. Use covenants, often for 40 years,
were imposed on private development. Architec-
tural changes beyond the originally approved de-
sign required a formal public review process. The
basis of this additional public involvement in real
estate was in the benefits the public actions pro-
vided to the private sector—almost a partnership or
joint venture but not quite.

Increasing Demands On Public/Private Sector
Partnerships

For many local jurisdictions, perhaps the decisive
catalyst in creating public/private ventures, as de-
fined today, was the federal government’s passage
in 1976 of the Urban Development Action Grant
(UDAG). The concept, while built on the urban re-
newal experience, was significantly different. It out-
lined a set of criteria—ratio of public-to-private
financing, job retention and/or creation, estimated
increase in property tax revenues—that when taken
together allowed a locality to compete for federal
funds on a regular basis. The funds were intended
to bridge the project’s demonstrated economic gap
in order to create financial feasibility. The idea of
public/private venture now had a financial incentive
and a set of official, nationwide rules. Localities
deemed eligible on the basis of a need formula
could compete for federal funding. At about the
same period, based on a pragmatic reflection on
past experience, some localities concluded that the
traditional public/private sector relationship was in-
adequate to address a lengthening list of public
goals and objectives within a declining pool of tra-
ditional public financial resources. While desirable,
none of the following goals and objectives was easy
to achieve or without cost:
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® mixed-use developments, usually with such uses
as housing or art space that produced lower eco-
nomic returns, particularly in the short term;

B historic preservation;

® higher quality in both architecture and landscape
design and construction;

B high-quality, long-term operation and mainte-
nance of buildings and public open spaces; and

® additional public income, particularly in the cre-
ation of an ongoing revenue stream if the pro-
jects were profitable.

If the public sector expected to realize the goals
and objectives, it needed to:

® develop a deep and clear understanding of the
economics of the private and public sides of the
development process, the costs and benefits and
the risks and rewards for each party;

® develop fair, open and professional methods to
select private partners;

® create the conditions for a relationship based on
understanding and mutual trust that would sur-
vive the vicissitudes of time;

® identify and, if possible, quantify what it would
bring to the partnership in the way of land or
public improvements; financial incentives such as
grants, loans, tax abatements, and mechanisms,
e.g., Transfer of Development Rights; expedited
processing of required approvals; or neighbor-
hood relationships;

® provide an organizational entity staffed with
knowledgeable and creative individuals prepared
to operate in a business-like environment with
the appropriate combination of authority and re-
sponsibility to make timely decisions and deliver
on the public sector commitments.

The private developer also was expected to hold to
a set of clearly articulated standards. For example,
the private partner had to protect the public interest
by allowing its books to be audited and often by
sharing with the public sector its profits above a
negotiated amount.

Although meeting these aspirations is difficult
and, to a large extent, non-traditional, they have
been achieved in many projects by the public and
private sectors. What is critical is to establish a pro-
cess and a structure that allows all partners to be
dealt with fairly and professionally and where the
product meets both public policy goals and the test
of the marketplace. The following illuminates some
of the challenges and the opportunities I experi-
enced as director of two public agencies, one mu-
nicipal and one federal, in administering
revitalization programs through public/private
partnerships.
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The Baltimore Experience

The Development Of Inner Harbor

The rebirth of downtown Baltimore began in 1959
when the plan for the 33-acre urban renewal project
for the Charles Center first brought private business
and the city government into a cooperative relation-
ship. By the early 1960s, with the Charles Center’s
$200 million effort well on its way to success, the
city turned to redevelopment of the adjacent 240-
acre Inner Harbor area. By the end of World War II,
the once thriving port had fallen into disuse be-
coming a badly decaying assemblage of piers,
warehouses, wholesale produce markets and rail-
road yards. Yet, the harbor’s human scale and
shorelines on three sides offered potential for new
activity and a strong sense of identity for the city.

— - = -

Framed by new office towers, Baltimore’s rejuvenated Inner
Harbor draws millions of visitors annually to the Har-
borplace retail pavillions, National Aquarium in Baltimore
and Maryland Science Center. photo credit: David Whitcomb/
RTKL

Early in the renewal effort, the city began an
important idea of administrative methodology, or-
ganizing a non-profit corporation (initially Charles
Center Management and later Charles Center-Inner
Harbor Management, Inc.) to manage the down-
town projects on its behalf. The corporation, report-
ing to the mayor through the city’s Department of
Housing and Community Development, was cre-
ated as a special entity with significantly greater
flexibility than the typical public agency. The city,
which provides the corporation’s operating funds,
retains ultimate control and therefore maintains its
responsibility for the use of public powers.

In 1963 the mayor of Baltimore identified the
renewal of the Inner Harbor as his top priority. The
next year, voters approved the first $2 million city
bond issue for the development of Inner Harbor.
Soon, more than $14 million in city bond issues and
$47 million in federal grants were approved for the
acquisition and clearing of land surrounding the
harbor basin. By 1966, an urban renewal plan for

the first 110-acre phase of the Inner Harbor program
was approved. A key element of the plan was to
establish the harbor as a public amenity, bringing
all the property around the water’s edge into public
ownership or public control. The demolition and
clearing of land began in 1968. Subsequently, the
city built a bulkhead and a 35-foot-wide brick
promenade around the water which connected a
variety of new public spaces such as playgrounds,
playing fields and picnic areas.

Following these years of infrastructure improve-
ments, including some new buildings, e.g., the
Maryland Science Center, and with market studies
identifying a population of three million people
within a 45-minute drive of the Inner Harbor, the
city of Baltimore nationally advertised its sites for
commercial development on the harbors west
shore. There was no response until the summer of
1977 when the Rouse Company of Columbia, Mary-
land, a nationally known retail developer, submit-
ted a proposal to develop the sites. As
commissioner of the Department of Housing and
Community Development and in accordance with
city policies, I announced that the proposal had
been received and other developers were invited to
submit alternative proposals by a specified date.
No other proposals were received.

Controversy Mounts Over Land Use

When the elements of the Rouse Company’s pro-
posal were made public, reaction was mixed. The
proposal included about 150,000 square feet of spe-
cial retail uses in two low-rise buildings. Some
noted that the project could be the key to the Inner
Harbor’s long hoped-for vitality. Notwithstanding
that the Inner Harbor Urban Renewal Plan called
for commercial use, others concluded that no pri-
vate development was desirable and that the sites
should be used exclusively for a public park.
Nearby restauranteurs in Little [taly and merchants
in the South Baltimore commercial areas felt threat-
ened by future Inner Harbor competition, and they
voiced their opposition.

In a short time, enough signatures were ob-
tained to place a referendum on the ballot for the
upcoming election. The referendum called for the
creation of a public park and no private develop-
ment. In response, the city administration pro-
posed, on the same ballot, a charter provision
limiting private commercial development to two
specific sites totaling 3.1 acres and committing ap-
proximately 29 acres around the Inner Harbor to
public park use. If accepted, the provision would
be placed in the city charter and could be changed
only with a future vote by the electorate and not by
actions of either the mayor or city council.

As a result of cooperative City of Baltimore/
Rouse Company studies, the proposed commercial
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sites were replanned to create a larger contiguous
park area along the west shore. Citizens groups
were formed for and against the two propositions,
and extensive public debate, well-reported by the
media, took place. The private developer, the Rouse
Company, was placed in a difficult position. It
would have been understandable if, as a prudent
developer, it had ceased work until after the elec-
tion. However, it seemed clear that the project had
a better chance of voter approval if there were com-
mitments to an exciting architectural design and to
definite business terms between the city and the
company. Negotiations were accelerated, and both
the design (within strict city guidelines) and basic
business terms were made public several months
before the November election. On election day, the
city’s ballot proposition was approved, and the all-
public park proposition was defeated.

By the following February, groundbreaking
took place on a fast track basis. Detailed negotia-
tions were completed, including considerable pub-
lic discussion on affirmative action policy. This
resulted in the city’s commitment to apply Commu-
nity Development Block Grant (CDBG) funds to as-
sist minority businesses. Construction was
carefully coordinated between adjacent public and
private work. The Harborplace project opened on
July 2, 1980.

Business Terms Finalized For City And Developer
Apart from the Rouse Company’s experience in
Boston with the Faneuil Hall Marketplace (a his-
toric building renovation in a city and region with a
much larger market area and a higher income pop-
ulation than Baltimore), there was no precedent for
the Harborplace development. The developer’s
risks, both financial and reputation-wise, were con-
siderable. Based on market studies, the potentials
seemed substantial but were unprovable. And,
from the city’s point of view, a failure of this key
project could diminish the confidence of other de-
velopers for nearby sites which would slow or halt
the momentum of renewal.

The basic business terms agreed to by the

Rouse Company and the City of Baltimore were:

® A market-rate land lease covering the two parcels
(with a total of 136,867 square feet or approx-
imately 3.1 acres);

® An unsubordinated ground rent of $100,000
which the developer would pay the city, based on
a single-phase development of 150,000 square
feet of gross leasable floor area;

m Full real estate taxes estimated at $368,000 for the
first full year of operation to be paid by the
developer;

B The city would receive 25% of the net profits
after payment of operating expenses, fixed costs
such as ground rent, taxes and debt service and a
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return to the developer of 10% of gross revenues
and cash equity;

B At the end of the 75-year lease term, the build-
ings would become the property of the city at no
additional cost;

B The developers plans and specifications for
buildings, landscaping, lighting and signs were
subject to city approval; and

® The developer would be required to operate the
project at a standard of quality comparable to its
Faneuil Hall Marketplace project in Boston.

The total revenue to be received by the city in
ground rent, profit sharing and real estate and per-
sonal property taxes was estimated at $628,000 in
the first full year of operation, $868,000 in the fifth
year and $1,167,000 in the tenth year. (These esti-
mates did not include revenue to be received by the
city from income, sales, utility and parking taxes.)

Reflecting 907 tenant ownership from the
Baltimore/Washington area, Harborplace’s 138 small
shops, restaurants and other eating places were an
immediate success. It's continued success acceler-
ated the pace of the Inner Harbor effort, providing
a major attraction and positive image for Baltimore
and receiving national and international acclaim.
Businesses in the adjacent neighborhoods have
benefited from the expanded number of customers
drawn to the Inner Harbor, and the new Oriole Park
at Camden Yards provides an additional draw. Ap-
proximately 16 million tourists visit the Inner Har-
bor area annually, spending more than $500
million.

One billion dollars in private investment was
leveraged from the city’s $200 million investment.
The success of the Inner Harbor development is due
to several factors. First, its overall plan was strong
and exciting in concept and design so it could be
implemented in increments with public open space
as a key integrating element. Second, the city took
responsibility for providing top quality design to
improve the infrastructure and public environment
of the Inner Harbor—its walkways, public spaces
and many parking areas. This demonstration of the
city’s commitment created an attractive framework
for subsequent private investment. Third, the city
became an innovative public partner, creating
Charles Center-Inner Harbor Management Inc. as
an effective, non-bureaucratic entity.

The Pennsylvania Avenue Development
Corporation (PADC) Experience

As the seat of the federal government since the
1790s, Washington, D.C. has served as a magnet to
those seeking to influence public policy. The pres-
ence of the federal government helped protect the
city from the severity of economic downturns over
the years. However, even post-World War II Wash-
ington was not immune to the suburban pressures
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that affected neighboring Baltimore, 35 miles to the
north. By the 1960s, the mile-long stretch of Penn-
sylvania Avenue from the White House to the U.S.

Capitnl was a paradox. The stable southern side of

Pennsylvania Avenue was lined with federal gov-
ernment buildings developed in the 1920s and
1930s, while the north side was a chaotic and dilap-
idated mixture of buildings and parking lots,
hardly reflecting the image of Americas Main
Street.

Combining historic restoration with new construction, the
Willard Inter-Continental Hotel and Office Building project
was a milestone in the revitalization of Pennsylvania Ave-
nue. photo credit: Carol Highsmith/PADC

In 1961, John E Kennedy was dismayed at the
condition of Pennsylvania Avenue as he rode from
the Capitol to the White House following his presi-
dential swearing-in ceremony. After many studies,
but little action, legislation was enacted in 1972 cre-
ating the Pennsylvania Avenue Development Cor-

poration (PADC) as an independent corporation of

the federal government charged with rejuvenating
the 110-acre Pennsylvania Avenue area. Under
PADC’ leadership, Pennsylvania Avenue has been
almost totally revitalized, leveraging $1.5 billion in

private development from a $150 million investment
in public funds (in streets, sidewalks, public plazas
and parks and historic preservation work).

Today, Pennsylvania Avenue is lined with new
and renovated buildings of high design quality in-
cluding, for example, the Willard Inter-Continental
Hotel and Office Building, The Evening Star Build-
ing and the Canadian Embassy. Other significant
projects—Market Square and The Pennsylvania,
both residential/office/retail complexes, and The
Lansburgh, a residential/retail project including
The Shakespeare Theatre —are making major con-
tributions to Washington’s new 24-hour-a-day
downtown living.

The Rehabilitation Success Of The Willard Hotel

The Willard Hotel, two blocks east of the White
House and a grand and authentic part of both local
and national history, was a key public/private part-
nership success story. The hotel was in decay and
had been closed for more than a decade when it
and the adjacent property was acquired in 1978 by
PADC for slightly over $10 million. The team of
Stuart Golding and the Fairmont Hotel with Hardy
Holtzman Pfeiffer Associates, Architects, was se-
lected in a national design and development team
competition to develop the site. After several years
of intense but unsuccessful efforts to finance the
project, the Oliver Carr Company of Washington
was added as general partner to the Willard As-
sociates team. The mix of uses was refined to en-
compass a 395-room hotel, 222,000 square feet of
office space, and 24,000 square feet of retail and
underground parking for 218 cars.

By the beginning of negotiations with the devel-
oper, PADC’s investment in the property totaled
S11.4 million. The site, which consists of nearly
60,000 square feet and includes the shell of the old
hotel, is leased by PADC to the developer on the
basis of a fixed rent of $800,000 per year (this recog-
nizes a $5 million write down as a result of PADC’s
historic preservation requirements). Based on a
25/75 percent ratio for PADC/developer, PADC also
participates in the gross income (not to exceed
$400,000 per year) and net rental income (after a
20% return to the developer on its equity). The base
rent is subject to adjustment based on reappraisal
at various times as specified in the lease. Financing
for this $115 million project consisted of a $75 mil-
lion construction loan which became a mini-
permanent loan for a five-year term after the pro-
ject’s completion.

The developer, with the assistance of PADC,
sought and obtained an Investment Tax Credit
(ITC) of approximately $12 million for the historic
restoration work. The quality and detail of the ex-
tensive restoration in the hotel’s public areas were
clearly enhanced by the ITC. After an extensive
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design review process by PADC and the Commis-
sion of Fine Arts, construction began in the sum-
mer of 1983. The hotel was officially opened on
September 22, 1986. Permanent financing was se-
cured by 1987 for $90 million at a 15-year term,
interest-only for five years and then amortizing on a
35-year schedule. The balance of the financing was
raised through private individuals, the hotel opera-
tors and the Oliver Carr Company.

Both the developer and PADC estimated that
the revenue from the office space would carry the
hotel through the expected slow early years; in
point of fact, both the hotel and the office building
have exceeded economic expectations. Just as the
Willard’s decline reflected the deterioration of the
Pennsylvania Avenue area, its re-opening repre-
sented, both physically and symbolically, the revi-
talization of America's Main Street and
subsequently assisted PADC in advancing many
other developments.

Other PADC Projects

The Willard represents one of the three methods
PADC employs to work with private developers:
public assembly of a major site through negotia-
tions and/or condemnations followed by a
development/design team competition. Other pro-
jects developed by this method are:

® National Place—Completed in 1984, this mixed-
use project consists of the 774-room, ].W. Marriott
Hotel, 74,000 square feet of shops and 418,000
square feet of office space around the restored
National Theatre. PADC’s ground lease was pur-
chased in an open-bid competition several years
after project completion, for over $40 million.

® Market Square—Completed in 1990, these twin
13-story towers house 210 residential condomin-
iums, 104,000 square feet of retail and 584,500
square feet of office built around Market Square
Park, a major public open space featuring the
Navy Memorial. PADC acquired the site for $21
million and sold it, in fee simple, for approx-
imately $26 million.

B The Lansburgh—Completed in 1992, this com-
plex of 385 rental apartments, 36,000 square feet
of retail space and the 475-seat Shakespeare The-
atre combines new construction with the preser-
vation of the terra-cotta facades of the former
Lansburgh department store. Recognizing that
the housing use could not carry full land costs,
PADC sold the site for $1.6 million, the estimated
value of the retail uses, with a provision for shar-
ing in future profits derived from sale and/or refi-
nancing of the project.

Mixed-Use Jenifer Building

A second public/private relationship is based on

private ownership of a site and/or building, with
PADC working with the private owner and
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With its 210 condominium units, ground-level retail and
eight floors of office space, Market Square is a key element
of the new Pennsylvania Quarter neighborhood. photo credit:
Carol Highsmith/PADC

sometimes providing financial assistance for his-
toric preservation. On the mixed-use Jenifer Build-
ing, PADC assistance enabled the owner to add a
two-story rooftop addition, thus providing a total
of 30,000 square feet of office, 2,500 square feet of
retail and 10,900 square feet of space for the Wash-
ington Project for the Arts. PADC provided
$300,000 in historic preservation funds; the District
of Columbia provided $100,000 worth of streetscape
improvements for the $8.5 million private
investment.

Market Square North Project

A third public/private relationship is represented by
the Market Square North project which will prov ide
201 condominium residential units in two towers
and an office/retail building with 397,000 square
feet of office space and 25,000 square feet of retail
space. PADC had acquired several sites in the block
where a single private developer owned more than
50% of the block, and the remainder was in several
other private ownerships.

As permitted by PADC’ enabling legislation,
the more than 50% owner, unable to buy the re-
maining parcels, turned to PADC to purchase the
PADC sites and to avail itself, if necessary, of
PADC’s eminent domain power to assemble the
complete block by contracting to design and build a
development in accord with the PADC plan.

The Pennsylvania Quarter Neighborhood Association
Beyond direct partnership in individual projects
with private developers, PADC helped create a non-
profit  501(c)(6) organization, the Pennsylvania
Quarter Neighborhood Association, to enliven the
new Pennsylvania Quarter neighborhood. Each of
the private developers, whose mixed-use projects
contain a residential component, joined PADC in
founding an association whose activities include co-
operative retail planning, joint marketing, promo-
tion, events and activities sponsorship.
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What It Takes For Public/Private Ventures

The experience of Baltimore’s Inner Harbor and

Washington’s Pennsylvania Avenue redevelopment

exemplify the characteristics critical to the success

of these and other public/private ventures:

® A clear and comprehensive revitalization strategy
and plan, in which the project is an integral part,
with  timely and visible infrastructure
improvements;

® A strong public entity, well-organized and tar-
geted to the accomplishment of particular tasks
within a sensible time frame;

® A thorough and realistic assessment of the costs
and benefits involved and the ability of the par-
ties to articulate these elements to elected public
leaders, the public and the media;

B A project concept that is both innovative and
based on local conditions and characteristics; and

® A private developer who appreciates long-term
asset development and value as more important
than short-term profit and is willing and able to
commit the necessary resources of time, energy
and funds to overcome known (and often un-
known) obstacles.

On the other hand, the most common mistakes
that lead either to failure or to unsatisfactory results
of public/private ventures are:

® An overly optimistic view of market demand
most often predicated on a belief that success
from one project can transfer to another location
with different conditions;

® [nexperienced public-sector staff who lack under-
standing and negotiating experience with the
public sector;

® An over dependence on public finance to com-
pensate for weak private market economics;

® Public-sector demands for more benefits than the
development economics can support; and

B Private-sector unwillingness to share fairly the re-
wards of a successful project with the public sector.

Conclusion

Not every real estate development requires a public/
private joint venture. But in complex projects, partic-
ularly in urban situations, where land assembly,
infrastructure and citizen participation complications
exist, a properly structured and implemented public/
private partnership can play an important and often
decisive role. At a time when public confidence in
government has perhaps never been more skeptical,
the success of projects, such as those described in
this article, demonstrate that public and private sec-
tors can both benefit from working together to create
developments of a scope and quality that neither,
acting alone, could produce.
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MIXED-INCOME

HOUSING:

A NEW
DIRECTION IN
STATE AND
FEDERAL
PROGRAMS

by Morton Hoffman, CRE

40

attention has been given to mixed-income,

income-integrated housing. This article analyzes
the experience of state housing finance agencies in
lllinois, Maryland and Massachusetts and the Fair
Share, an inclusionary housing program in New
Jersey. The article cites Montgomery County, Mary-
land’s Moderately Priced Dwelling Unit Program
and the path breaking activities of the Housing Op-
portunities Commission.

I n the vast literature on housing, relatively little

A 1974 article by Jack Bryan in the Journal of
Housing noted that “the conscious attempt to exper-
iment in mixing different economic levels in the
same housing area represents a new direction in the
United States for both private and public marketing
policy and has gradually expanded only in the past
10 vears.”! Bryan cited state and federal programs,
such as New York State’s Mitchell-Lama program of
low-cost, long-term mortgages and tax abatement,
federal laws for interest subsidies for moderate-
income families in private developments (Section
221(d)(3) in 1961 and Section 236 in 1968), and rent
supplement payments for lower-income families in
these developments (first authorized in 1965). Simi-
lar to early writers/organizations in this field, Bryan
emphasized projects and programs bringing low-
income occupants into moderate-income housing.

The Massachusetts Housing Finance Agency
(MHFA) program, initiated in 1970, was cited by
Bryan as the most advanced and largest of the
mixed-income state housing programs. In the late
1960s and early 1970s, the Neu York State Urban
Development Corporation (UDC), under the direc-
tion of Edward L. Loge, promoted mixed-income
developments, noting that the need for better hous-
ing is shared by both low-and middle-income fami-
lies. Such balance would promote the development’s
long-range social and fiscal viability. The UDC es-
tablished a policy of economic balance for its hous-
ing developments, using a “70-20-10" formula (70
percent for moderate-income families, 20 percent
for low-income families and 10 percent for low-
income elderly).

Based in part on the writers experience in these
areas and a review of the literature, this article
draws upon data from the State Housing Finance
Agency and other housing officials in the four
states already identified and in Montgomery
County, Maryland.?

Morton Hoffman, CRE, president of Morton Hoffman and
Company, Inc., Urban and Economic Consultants, a Baltimore-
based firm, has performed feasibility, development program-
ming and other consulting assignments in 27 states. He has
prepared analyses of mixed-income housing developments for
public and private clients in several states and has participated
in a seminar of professional planning and housing organiza-
tions on mixed-income housing.
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Montgomery County Maryland,

Moderately Priced Dwelling Unit Program
Montgomery County, Maryland, a northern suburb
of Washington, D.C., with a 1994 population of
803,000, is the most populous jurisdiction in the
state, with more than 60 percent of the county’s
workers employed within its boundaries. The high
cost of new and existing housing in Montgomery
County has made it difficult for many low-and
moderate-income employees to live near their jobs.
A current estimate is that 29,000 low-income fami-
lies are in need of affordable rental housing, and
the county’s Housing Opportunities Commission
has 10,000 households on its waiting list for federal
subsidies.

In 1973, Montgomery County developed an in-
novative, countywide inclusionary zoning/density
allowance program known as the Moderately Priced
Dwelling Unit (MPDU). The program requires
builders to make available a share of the units at a
below market rate sale price or rental rate which
allows the builder to exceed the normal zoning den-
sity of the site.

The MPDU program facilitates the distribution
of new low-and moderate-income housing through-
out the county, thereby fostering the development
of mixed-income communities. The county estab-
lishes affordable housing requirements and density
allowances in its county code and zoning ordi-
nance. The housing authority and housing finance
agency, the Housing Opportunities Commission
(HOC), may purchase up to one-third of the
MPDUs, and it can provide below market-rate
mortgage  financing for  qualified MPDU
purchasers.

Density Allowance To Builders

The MPDU program is the country’s first manda-
tory inclusionary zoning law that also provides a
density allowance for builders to offset production
costs. It requires that between 12.5 to 15 percent of
every subdivision or building of 50 units or more
(in zones with lot sizes of less than one acre) be
made available as MPDU units. A density bonus
allowance is given for up to 22 percent, which is
linked with the production of MPDUs. A specific
program goal is to fund additional affordable hous-
ing initiatives through contributions to the county’s
housing trust fund made by developers in lieu of
producing moderately priced dwelling units.?

The MPDU program markets to renters and
first-time home buyers with 1995 incomes ranging
from under $16,000 to $39,900 for larger families.
Units purchased by HOC are targeted for house-
holds with low-or very low-incomes. HOC also
makes below market rate financing available to
MPDU purchasers and works with non profit agen-
cies who wish to participate in the purchase of up

to seven percent of all ownership MPDUs. Financ-
ing for the acquisition of MPDUs by HOC comes
from a variety of sources, including Federal Low
Rent Public Housing acquisition funds, local tax ex-
empt bonds, private sector contributions to Federal
Low-Income Housing Tax Credit partnerships, non
profit corporations, state housing finance agency
funding (the Community Development Administra-
tion) and the Federal Housing Finance Board’s Af-
fordable Housing program.

[ronically, a significant obstacle to the MPDU
program is the restriction imposed on all residential
production by the county’s Adequate Public Facility
and Annual Growth Policy ordinances. The MPDU
program’s most significant limitation arises from its
dependence on the level of market rate housing.
Nearly 8,800 MPDUs were produced from 1976 to
1993, constituting about three percent of the
county’s total housing stock. The MPDU program
has fostered economic and racial integration in a
county which otherwise might have become exclu-
sionary. Moreover, two surrounding jurisdictions,
Fairfax County, Virginia and Prince George’s
County, Maryland, have enacted similar legislation.

Montgomery County, Maryland,

Housing Opportunities Commission

The Housing Opportunities Commission (HOC),
which benefits from the county’s MPDU program,
follows an extraordinarily careful and thorough
preparation and planning for its mixed-income de-
velopments. It selects a site, often at a greatly re-
duced or marked down price, prepares a detailed
physical plan and suggested architectural treat-
ment, including unit size distribution, and retains
an architect. It has an economic consultant perform
an independent market analysis designed to evalu-
ate the marketability of two to three categories of
low-and moderate-income housing, usually totaling
50 percent of all units and market rate housing of
50 percent, carefully coordinates and monitors ac-
tivities of all staff and consultants, considers the
need for social and support services, involves the
neighborhood in issues of design, access and possi-
ble neighborhood impact, holds public hearings
and devises a financing plan and program.

Four Mixed-Income Developments

As of May 1995, HOC has four mixed-income devel-
opments completed or under construction, with a
total of 681 units, including townhouses, low-rise,
four-story elevator and high-rise, with the market
rate share ranging from 22 to 70 percent.

In an article in Urban Land on Timberlawn Cres-
cent, a mixed-income development in West Be-
thesda, the authors noted that development
feasibility “depended on the low-cost land and on
HOC's ability to issue $5.46 million of tax-exempt
essential function bonds at an interest rate of 7.05
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percent. Insurance provided by the Maryland
Housing Fund... made this an AA-rated bond is-
sue.” Important in alleviating the fears of neighbors
was “HOC's declared intention of building a com-
munity that met or exceeded neighborhood norms
in terms of design.”*

Five years after completion, Timberlawn Cres-
cent had 99 percent occupancy and had added 20
assisted units in a second section, lowering the
market rate proportion to 40 percent. The develop-
ment has proven successful and has been com-
pletely accepted by the community association.

Alexander House,
a 3ll-unit high
rise in  Silver
Spring, has seven
tiers of rent, rang-
ing from afford-
able to very low-
income house-
holds, to market
rate rents of more
than $1,000; 78
percent of the
units are below
market. Now un-
der construction,
Strathmore Court
at White Flint, in
North Bethesda,
benefits from the
donation of land
by the nearby of-
fice space devel-
oper (arising Alexander House, a 16-story high
from the county’s rise in Silver Spring, completed in
2 1988, has 311 apartments with tiered
rents for low, moderate and market
rate household. Financing included
Sunrise at  HOC tax exempt mortgage revenue
bonds, a state loan of $1.5 million, a
. ~ . . county loan of $2 million and $2
lsaléa-umtretn.‘e- million from HOCSs Opportunity
ment community Housing Reserve Fund. Amenities
containing three include a public park and ornamen-
buildings, two for tal iron sculpture.
assisted living
and one for independent living. Thirty percent of the
residents have incomes averaging 20 percent of the
area median income; rent-assisted residents in the
assisted-living component pay 75 percent of income
for rent; rent-assisted tenants of the independent
living component pay 65 percent.” The remaining 70
percent pay market level rents.
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Kensington Park

A second category of mixed-income develop-
ments monitored by HOC, arise from HOC-
financed, privately owned developments. As of
June 1993, there were 8,400 units, all rental, in 35 to
40 developments. Most are 80 percent market rate,

42

and 20 percent are low-and moderate-income. Al-
most all were bond financed. The great bulk of the
privately owned development was produced in
1984-1985.

A third category of HOC economically-
integrated projects are developments acquired by
HOC as part of a conservation program to maintain
and secure the existing affordable rental housing
stock. These projects have no restrictions on income
and the occupants represent those who are predomi-
nantly below 60 percent of median family income.
The projects also include households who lived there
before HOC acquisition, and they pay market rate
rents. Of the five developments, four are for family
occupancy. They are HOC managed, contain 483
units and range in size from 18 to 189 units.

The HOC Board and staff believe strongly that
low-and moderate-income residents benefit in many
ways from living in the same development with
market rate, middle income residents. In varying
degrees, several state housing finance agencies
share this philosophy.

Maryland Community Development Administration
Data are available from three state housing finance
agencies on the proportion of total housing financed
by these agencies that are market rate or income-
restricted units and the share of market rate and
income-restricted units in mixed-income
developments.

In Table 1, data on the Maryland Community
Development Administration (CDA) portfolio, as of

TR Ve

The Glen, opened in Spring 1995, is a 90-unit townhome
rental community in Wheaton, Maryland. Using Federal
HOME funds, a Maryland state loan and tax exempt mort-
gage revenue bonds, the Housing Opportunities Commis-
sion is renting the property at rents ranging from $417 to
$1,105. Thirty-five of the units rent for below market price.
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TABLE 1

Maryland Community Development Administration —Mixed-Income Multifamily Developments

All Developments

Mixed-Income Developments

Income Market Income Market Total
Number of Restricted Rate Number Number of Restricted Rate  Number
Developments Units Units  of Units Developments Units Units  of Units
Baltimore
Area® 173 9,467 3,881 13,348 87 4,128 3,881 8,009
Suburban
Maryland® 91 6,673 3,564 10,237 52 3,781 3,564 7,345
Remainder
of State 85 2,965 519 34 596 519 1,115
Total
Maryland
Number 349 19,105 7,964 27,069 173 8,505 7,964 16,469
Percent 70.6% 29.4%  100.0% 51.6% 48.4% 100.0%

* Includes Baltimore City, and Anne Arundel, Baltimore, Carroll, Harford, and Howard Counties.
® Includes Charles, Frederick, Montgomery, and Prince George’s Counties in the Washington, D.C. area.

Source: Maryland Community Development Administration, and Morton Hoffman and Company, Inc., May 1995.

May 1995, show 349 developments financed in
Maryland containing 27,069 housing units. Of
these 70.6 percent were income-restricted (i.e., low-
and moderate-income), and 29.4 percent were mar-
ket rate. However, of 173 mixed-income develop-
ments  with 16,469 units, market rate units
constituted 48.4 percent and income-restricted
units constituted 51.6 percent.

Ninety-three percent of the market rate units
were in the most populated Baltimore and Wash-
ington, D.C.- suburban Maryland areas, and only
6.5 percent were in the remainder of the state.
Montgomery County is included in the total for
suburban Maryland. The most frequent mixed-
income developments are 80-20, with 80 percent
market rate and 20 percent low income.

Research Findings On Mixed-Income Housing

In a May 1991 article in Urban Land, Elizabeth A.
Mulroy summarized the comprehensive 1990 re-
search by the Boston University School of Social
Work on three mixed-income and three comparable
market rate projects (in Laurel, Maryland; St. Louis,
Missouri; and Fremont, California). The three mixed-
income projects, all of the 80-20 type, had different
below market income levels. Professor Mulroy con-
cluded that, “When they offer attractive amenities,
good quality housing, safe environments and hous-
ing value, mixed-income developments in a wide
variety of locations are competitive with market rate
developments in attracting tenants.”®

Illinois Housing Development Authority
The Illinois Housing Development Authority
(IHDA) was established in 1967, the fifth such state

housing finance agency in the United States. In a
fascmatmg book, The Poorhouse, Subsidized Housing
in Chicago, 1895-1976, author Devereux Bowly, Jr,
noted that “in its first seven years of active partici-
pation in housing financing, IHDA achieved a good
record. In 1974 and 1975 one in every three new
rental units in Illinois was financed by IHDA",” or
6,100 of 18,700 units were constructed.

Table 2 shows the current portfolio of 218 IHDA
developments, consisting of 38,758 units, of which
24 percent are market rate and 76 percent are
income-restricted. However, of 63 mixed-income de-
velopments, 63 percent of 14,789 units are market
rate and 37 percent are income-restricted. Most of
IHDAs mixed-income developments were in the
form of 80-20 developments.

Massachusetts Housing Finance Agency

A far reaching study on the effect of mixed-income
housing was commissioned in 1974 by the Massa-
chusetts Housing Finance Agency (MHFA).®
MHFASs original policy required a minimum of 25
percent of all units in the developments it finances
to be available through subsidy programs to low-
income tenants. The substantial degree of racial in-
tegration, also called for in the policy, was found to
be less successfully implemented.

1974 Social Audit

A research group headed by Dr. William Ryan of
Boston College and Allan Sloan studied a sample of
16 MHFA-financed developments with 3,200 ten-
ants, including intensive interviews with 200 plus
MHFA tenants and a control sample of 125 tenants
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TABLE 2

lllinois Housing Development Authority —Mixed-Income Multifamily Developments®

All Developments

Mixed-Income Developments

Income Market Total R Income Market Total
Number of Restricted Rate Number Number of Restricted Rate Number
Developments Units® Units  of Units Developments Units® Units  of Units
City of
Chicago 79 12,022 4,189 16,311 24 1,944 4,289 6,233
Chicago
Suburbs 70 8,428 4,582 13,010 33 2,953 4,582 7,535
Balance of
State 69 9,012 425 9,437 6 596 425 1,021
Total
Hlinois
Number 218 29,462 9,196 38,758 63 5,493 9,296 14,789
Percent 76.0% 24.0% 100.0% 37.1% 62.9% 100.0%

* This does not include production from either the Federal Home Program or the State’s Affordable Housing Trust Fund Program.
® The Income Restricted Units include either Sec. 236, Sec. 8 or low-income units as required by Tax Exempt programs.

Source: Illinois Housing Development Authority, May 1995.

in similar nonmixed-income developments; held in-
terviews with developers, managers, architects and
town officials; and conducted design evaluations.
The study also analyzed demographic variables of
the towns. The households were chiefly in garden
type apartments in smaller cities and 16 towns.

Eighty-nine percent of the MHFA residents were,
of varying degrees, satisfied with their homes and
the projects, compared with 78 percent of those in
the nonmixed-income developments. Their satisfac-
tion resulted not because the projects were economi-
cally integrated, but from the quality of the housing,
the neighborhoods and the management.

The general conclusion of the Massachusetts
study was that “income mix ‘works’...principally be-
cause these developments are superior in design,
construction and management. Income mix as such
does not seem to be an important determinant of
satisfaction and dissatisfaction.””

MHFA Mixed-Income Programs

As shown in Table 3, by May 1995, MHFA had
financed a total of 52,321 units in 439 developments,
of which market rate units equal 16 percent and
income-restricted units, 84 percent. For 130 mixed-
income developments, market rate units constituted
53 percent of the 16,177 units and income-restricted
units constituted 47 percent.

According to its 1985 Annual Report, MHFA
used a new shallow subsidy program, State Housing
Assistance for Rental Production (SHARP), in con-
junction with the HUD co-insurance program for its
first 80-20 developments. “In these developments,
rent skewing is used to make at least 20 percent of the
units available for low-income households.”!"

e

Mixed-Income Housing In New Jersey

In 1975, the New Jersey Supreme Court in Mt. Laurel
[, established the doctrine of a municipality’s consti-
tutional obligation to provide a realistic opportunity
for the construction of its fair share of the regional
need for low- and moderate-income housing."

However, lack of vigorous enforcement of Mt.
Laurel [ led, to Mt. Laurel 11, in which the New Jersey
Supreme Court reaffirmed and strengthened the Mt.
Laurel doctrine, broadening the obligation to include
all municipalities in the state and providing for more
specific and effective remedial devices. The court
called for development of a numerical fair share
formula, use of the State Development Guide Plan to
allocate fair share responsibilities, approved general
use of the “builder’s remedy”, and assigned three
specially-designated trial judges to handle all Mt.
Laurel litigation. (The “builder’s remedy” permits
builders to sue a township or municipality on a
friendly basis and allows for four market rate units
for each affordable unit. Theoretically, the market
rate units subsidize the lower cost units.) A trained
professional planner, called a court master, reports to
the judge on the status and circumstances of a case.

The Fair Housing Act of July 2, 1985, provided a
comprehensive planning and implementation pro-
cess and established the Council On Affordable
Housing (COAH). COAH was given the power to
define moderate-income housing at the state and
regional level and to establish criteria and guide-
lines for municipalities to determine their own fair
share, to phase in their housing obligation and, if
desired, to transfer some of that housing to a will-
ing municipality through a regional contribution
agreement (RCA). In Mt Laurel 1II, 1986,
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TABLE 3

Massachusetts Housing Finance Agency —Mixed-Income Rental Housing

All Developments

Mixed-Income Developments

Income Market Income Market Total
Number of Restricted Rate Number Number of Restricted Rate Number
Developments Units Units  of Units Developments Units Units  of Units
Total
Massachu-
setts
Number 439 43,761 8,560 52,321 130 7,617 8,560 16,177
Per Cent 83.6% 16.4% 47.1% 52.9% 100.0%

Source: Massachusetts Housing Finance Agency, May 22, 1995.

the Supreme Court declared constitutional the Fair
Housing Act and allowed transfer to COAH of vir-
tually all litigation then pending before the courts.

A 1993 report prepared by the New Jersey De-
partment of Community Affairs,' based on a 1992
survey, showed that during the first six-year cycle
under COAH, 13,600 total dwelling units were
built, rehabilitated or were under construction in
280 developments in 125 municipalities.

Types Of Subsidies, Mt. Laurel Housing

Subsidies for Mt. Laurel housing came from one of
five main sources—Inclusionary Development, Re-
gional Contribution Agreements, Balanced Housing
Fund, Low-Income Housing Tax Credits and a
handful of HUD programs.

According to Sidna Mitchell of COAH, and cor-
roborated by a study of Professor Robert W. Bur-
chell of Rutgerb, about 13,500 units were
constructed out of 54,174 approved affordable hous-
ing units in COAH’s first round. Of these, about
10,000 were probably mixed-income.

According to Burchell, “COAH and the courts
oversaw or influenced affordable housing at a rate
of 11,000 land parcels per year, 25 percent of which
was realized in the form of developed or rehabili-
tated housing.””® The real estate recession was, of
course, going on during this time.

In spite of this commendable showing, COAH
estimated 1987-1999 affordable housing needs at
about 83,000, including 42,700 to replace deterio-
rated housing and 40,600 for new housing.

Analysis Of Griggs Farm

The case of Griggs Farm, in Princeton Township,
New Jersey, is an example of a well-intentioned de-
velopment that went wrong. In 1988, Princeton
Township and the Princeton Regional Planning
Board approved a 280-unit, 50-50 mixed-income
and mixed-tenure development. Two years later,
Princeton Township contracted with a consulting
firm to evaluate the marketability and financial

feasibility of this severely troubled project. In its
1990 report to Princeton Township, the consulting
firm stated:

“We regard this laudable aim of Griggs Farm to
be one of the reasons for its present financial
predicament. That is, it is difficult but achiev-
able to obtain economic integration and finan-
cial viability in an individual housing
development if land planning, unit mix, archi-
tectural considerations and site location are all
in tune. However, when different tenures, sales
and rental, are added to a combination of low-,
moderate-, and market-rate income housing, it
becomes very difficult to get expeditious occu-
pancy for the highest priced or market rate
units. Many factors have contributed to Griggs
Farm’s problems, including unit mix; design of
units; size of units; lack of storage; apparent
high density in appearance; lack of phasing of
units which could have brought about earlier
FNMA approval on a first section and would
have resulted in availability of FHA and VA fi-
nancing and lower down payments; inadequate
marketing; and insufficient awareness of the
characteristics of competitive developments in
the broader market area. The severe real estate
downturn exacerbated all these weaknesses.
However, the mix of 50 percent affordable
units—25 percent rental and 25 percent sales—
and 50 percent market rate sales is a crucial part
of the problem.”!* This was apparently the only
COAH project in New Jersey with this mix.

Income Integrated Housing Provides Broader
Living Environment

For a long period, conventional real estate analysis
held that most families seek identified one-class de-
velopments. Many state housing finance agencies,
such as those in Illinois, Maryland, Massachusetts
and New Jersey, have successfully fostered housing
for low-, moderate and middle-income families, and
encouraged mixed-income or income integrated
developments.
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In recent years, there has been increasing rec-

ognition that creating excessive concentrations of
low-income families is an unwise public policy that
should be avoided. However, achieving a mixed-
income housing development cannot be undertaken

lightly.

Research previously cited by the MHFA

Ryan/Sloan team and Mulroy, and the experience of
the Montgomery County, Man!and Housing Opv
portunities Commission confirms that mixing in-
come levels is not a deterrent to people seeking
better housing and neighborhoods, as long as the
development itself is well designed, built and man-
aged. Careful tenant selection is also advisable.

Professor Elizabeth Mulroy found that “the

most important determinants are the overall quality

of the development and the neighborhood,

the

monthly rent and accessibility to services such as
stores, public facilities, and public transportation.”!>
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PUBLIC
INCENTIVES
FOR

DEVELOPMENT:

RESPONDING
TO FISCAL
CONSTRAINTS

by Stephen B. Friedman, CRE

Public Incentives For Development: Responding

hile state and federal governments seek to

drastically cut back spending on community

and economic development, local govern-
ments continue to have a responsibility to foster
economic activity. Curtailed federal and state aid, in
fact, exacerbates the pressure on local governments
to foster development. When the state and federal
governments were more generous with develop-
ment programs (e.g., Community Development
Block Grants, CDBG, school aid formulas based on
tax effort and general aid such as the former general
revenue sharing program), local governments had
some help in meeting their needs by tapping
broadly based taxes of higher levels of government.
As federal and state resources decline, individual
communities are forced to seek development to
maintain their own fiscal stability. Ironically, in
some states there are also efforts to curtail local
government incentives.

The overall impact of this reality may not mini-
mize overall governmental bPCI‘ldl['lg, encourage ef-
ficient location of development or otherwise
contribute to an overall public good, but commer-
cial and industrial development become essential to
survival. In localities without commercial and in-
dustrial development, and with heavy reliance on
property taxes, there is virtually no way to meet
responsibilities for schools, police, fire and other
basic services within a reasonable tax rate. Little
wonder then that communities compete with each
other for commercial development.

The tools communities use vary from state to
state but generally include tax incremental financ-
ing, special service taxing districts and tax abate-
ment for some period. Larger communities
continue to have CDBG funds available and smaller
communities can obtain these funds from county or
state agencies. Transportation-related funds may
also be used for transit-oriented developments. In
addition, many localities have surplus real estate
which can sometimes generate greater returns if the
locality is a development participant rather than
just a seller.

In the current climate, it is very important that
the government make good business decisions that
minimize the investment of public incentives and
maximize the returns to the public sector. For the
taxpayer, it should no longer be acceptable to assist
private development projects without careful

Stephen B. Friedman, CRE, is president of S. B. Friedman &
Company, real estate advisors and development consultants in
Chicago. He holds an M.S. in urban and regional planning
from the University of Wisconsin at Madison. Friedman has
worked in the public sector and as a consultant for over 20
years. He specializes in public revitalization programs and not-
for-profit organizations and has assisted numerous clients in
both conceiving and structuring public-private partnerships.
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evaluation of the need for help and without know-
ing if the funds can be recovered in the future. For
the developer seeking assistance, more judicious
use of incentives may help preserve their availabil-
ity for when they are really needed. The following
key issues should be considered in evaluating pub-
lic financial participation in public development
projects:

® What is the public purpose being served and will

the project occur anyway?

® [s the project fundamentally viable?

® What is the competitive incentive situation re-
garding such a development?

®m What is the financial gap that needs to be filled
to achieve economic feasibility and attract private
financing?

® How can assistance be structured to maximize
public benefit?

What Is The Public Purpose Served And Will
The Project Occur Anyway?

Commercial development not only enhances the tax
base of a community, but it balances residential de-
velopment which is more costly in direct demands
for public services, such as schools. While this is an
important reason to seek commercial development,
it is not a sufficient reason to justify public invest-
ment. Public investment should be considered
when a project provides overwhelming benefits and
achieves important public policy objectives. A pro-
ject should be reviewed in terms of such objectives,
costs and benefits and whether it would occur
without assistance (the but for test).

Public Revitalization Objectives. Assisted de-
velopments should contribute to achieving ob-
jectives established by the community. These
may include enhancing the local tax base, job
creation, efficient use of public facilities or other
measurable benefits. More intangible benefits
should also be considered such as historic pre-
servation, deconcentration of low income hous-
ing, enhancement of transit/air quality
improvement, esthetic contributions, etc.

Cost Benefit Analysis. The benefits of projects
can be partially quantified. Direct revenue gen-
eration from taxes and fees can be readily esti-
mated. Broader economic impacts from job
creation and attendant secondary fiscal benefits
can also be quantified. Averted public service
costs from use of an infill location can also be
considered, among other measurable benefits.
The overall benefits serve as a probable upper
limit of assistance, but not a budget. Similarly
costs can be considered. These include extraor-
dinary project costs, such as environmental re-
mediation of an infill site, infrastructure,
required services and the direct costs of incen-
tives offered.
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The “But For” Test. Even if the project provides
overwhelming benefits, assistance is justified
only if the project would otherwise not pro-
ceed. This is partially measured by evaluating
the financing gap including both structural and
return on investment issues. It may also be the
result of competitive pressures created by busi-
ness climate and incentives offered in other
locations.

Is The Project Fundamentally Viable?

If a project appears to provide positive long term
benefits and is unlikely to occur without assistance,
it is important to review whether the project is fun-
damentally viable. A number of interrelated issues
are involved, which are critical in determining the
level of assistance needed. These include market
factors for commercial real estate type projects, site
location fundamentals for single user facilities, envi-
ronmental issues and construction costs.

Market Factors. While financial assistance,
such as a low interest loan, may help overcome
a soft market, the market fundamentals must
still be present. Whatever the land use, are the
rents sufficient and market occupancy levels
strong enough that the project has some funda-
mental strength? Can an anchor lease be com-
plemented by enough market driven smaller
leases? Is the competitive position of the site
reasonably strong, and is there a market niche
in the face of competition? Market factors for
each land use and specific project are, of
course, unique, but they need to be carefully
reviewed. The assumptions derived from the
market will drive the financial analysis. If occu-
pancy and rents are understated, the need for
public assistance will be improperly overstated.
If occupancy and rents are overly optimistic,
the project may not be able to survive at all
and, at the very least, will end up under-
capitalized and result in either further demands
for public assistance or a workout situation.

Site Location Fundamentals. Particularly for
single user and industrial facilities, what are the
site fundamentals? Are accessibility and visi-
bility appropriate? Are the labor market and
transportation conditions such that this is a
good long-term location for a particular type of
firm? Are educational and telecommunication
requirements met? Some factors cannot be an-
ticipated, and business conditions may change:
deregulation of trucking and increased energy
costs have rendered locations uncompetitive
which previously were successful. Telecom-
munications and other technology are continu-
ally changing the competitive position of an
area. Nonetheless, an honest competitive anal-
ysis can help identify both where to target
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incentives and whether the project has good
long term prospects.

Environmental Issues. We have become increas-
ingly aware of environmental issues at a site
specific level. While they can be addressed and
often are justification for public financial assis-
tance, it is critical to understand their magni-
tude and cost prior to commiting to a project
and agreeing to provide incentives. Typically
this would require a Phase 1 Environmental As-
sessment followed by a Phase 2 study with rea-
sonably  complete cost estimates for
remediation.

Construction Costs. Cost estimating for new
projects is difficult. Even if the design is fairly
straightforward there may be soil conditions or
other issues to address, and often the project
sponsor is seeking preliminary commitments
before more than conceptual design is com-
pleted. In rehabilitation projects, cost estimat-
ing is very difficult. Few rehabilitation projects
are planned with the building in such condition
that behind-the-wall and under- floor situations
can be fully assessed. A detailed assessment by
specialists and a greater degree of preliminary
architectural analysis is called for so that the
magnitude of the project is fully known prior to
initial commitments.

What Is The Competitive Incentive Situation
Regarding Such A Development?

One of the most common circumstances in which
incentives are sought is to match the competitive
incentives from another locality. A community may
face this issue in trying to retain a firm as well as in
attracting new development. This is usually related
to the move of a specific user, but can also occur if
two communities are vying for the attention of de-
velopers in a small or tight market. Incentives may
include free land, infrastructure, job training, fi-
nancing, etc., the entire menu of whatever is avail-
able. However, in state-to-state and metro-to-metro
competition, real estate costs, tax structures (busi-
ness and personal), cost of living, costs of transpor-
tation, labor force quality, wage rates and quality of
life factors may all play a role in the competition.
Analysis should include both the specific incentives
that might be available in the locality’s tool kit and
business climate/locational fundamentals. There
may be issues on which one’s geographic area sim-
ply is not competitive at the time. For example,
certain levels of telecommunications needed to sup-
port telemarketing are not available in all rural
areas. There may be other issues to immediately
address including tailored training programs
through vocational/technical systems to address la-
bor issues; housing or transportation improvements
to support labor availability, etc. Careful research of

both financial and locational issues allows a com-
munity to focus on winable competitions and re-
sources and sharply target assistance against the
competitor's  advantages. In  community-to-
community competitions, this is the most funda-
mental issue.

What Is The Financial Gap That Needs To Be
Filled To Achieve Economic Feasibility And
Attract Private Financing?

In real estate development projects, including shop-
ping centers, hotels, office buildings, business
parks and residential projects, the most critical
basis for public financial assistance is the financing
gap. This is the amount of capital required after all
the possible private debt and equity have been
raised in private markets. Based on the cash flow of
the project and the current underwriting standards
for debt and equity, the supportable private financ-
ing can be estimated. This is illustrated in Figures 1
and 2.

In this example, a downtown inn is to be reha-
bilitated to historic rehabilitation standards. Be-
cause of the perceived level of risk associated with a
hotel and restaurant, a relatively high debt coverage
ratio would be applied by the primary lender. To
attract equity, relatively high returns are required.
The result is a capital shortfall of 15 percent to 20
percent of estimated costs. A participating second
mortgage structured to be paid from 50 percent of
cash flow is used to fill the gap. Weak initial cash
flow improves over time with ultimate return to the
second mortgage at a rate well in excess of the pub-
lic sector’s cost of funds.

There are many reasons why an otherwise via-
ble project may present a financing gap, including:

B redevelopment land costs/site assembly

weak market conditions

construction costs/special site conditions

special public facilities (e.g. public meeting
facilities)

rehabilitation/historic building restoration costs

unusually high market interest rates

® financing market structural issues (e.g., high eq-
uity requirements)

Assistance can be provided by the public sector
paying directly for costs that would otherwise be
incurred by the developer, such as relief from infra-
structure or impact fee requirements. Assistance
can also be provided by further reducing project
costs through land acquisition and write-down.
There are a number of sources for such funds, in-
cluding tax incremental financing, general obliga-
tion capital funds (for infrastructure), and revolving
funds created from paybacks of past loans.
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FIGURE 1

Hypothetical Historic Rehabilitation —
Downtown 25 Room Inn & Restaurant
Development Cost Summary

Uses Of Funds 1995
Land/Building Acquisition

Building $ 360,000

Other Acquisition Costs 4,000

Other Acquisition Costs (Legal, etc.) 2,000
Taxes During Holding Period 10,000
Subtotal, Acquisition $ 376,000
Building Rehabilitation

Construction Costs $1,500,000

Contingency 150,000
Subtotal $1,650,000
Equipment and Supplies, Including Restaurant
Subtotal $ 330,000
Soft-Costs

Architecture and Design Fees $ 178,200

Other Professional Fees, Insurance, etc. 20,000

Soft-cost Contingency 19,820
Subtotal, Soft Costs $ 218,020
Financing Costs

Loan Fees S 40,120

Syndication Fees 38,500

Other Financing Cost 5,000

Construction Period Interest 129,031
Subtotal, Financing $ 212,651
Pre-Opening Costs

Advertising & Marketing $ 25,000

Salaries and Management Fee 75,000

Working Capital 100,000
Subtotal, Pre-Opening $ 200,000
Capitalized Operating Losses $ 0
Total Development Costs $2,986,671
SOURCES OF FUNDS
Equity $ 550,000
First Mortgage 2,006,000
GAP/TIF Loan Needed 430,671
Total Development Funds $2,986,671
Construction Period Interest
Acquisition Hard and Soft Costs $2,244,020
1/2 Out Average, Months $ 129,031

12 11.50%

Source: S. B. Friedman & Company
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How Can Assistance Be Structured To Maximize
Public Benefit?

Once it is determined that assistance is justified
and the sources are identified, the financing struc-
ture should be considered. In general, the form of
assistance should address the fundamental prob-
lems of the project. In the example provided, the
cash flow second mortgage responds to the weak
cash flow in the early years but creates the potential
to obtain a higher overall return in exchange. To the
extent that provision of public facilities can be used
to assist the project, tax exempt debt may be used
to reduce interest costs. Often however, the levels of
assistance will exceed public improvements and ad-
junct help such as training, transit, etc. In such
cases direct financial assistance is needed. Depend-
ing on circumstances, two of the best methods of
involvement are participating ground leases and
loans.

If the public sector has the land or must acquire
it by eminent domain, then an opportunity for a
ground lease exists. Sale lease backs of land could
also be used. Such situations also include potential
joint ventures for reuse of surplus public facilities.
Participating ground leases with escalations linked
to changing conditions can be structured to en-
hance some projects and provide long term public
benefit. Important provisions include the basis for
participation (gross revenue, sales, inflation or reap-
praisal), subordination to allow financing of struc-
tures and rights to cure.

It is also critical to include provisions to prevent
sandwich subleasing situations. Ground leasing has
been used with such diverse sites as school board
properties, airport hotels and research parks. Dis-
advantages of ground leasing include potential
problems with financing structures since some
lenders will not finance ground leases. Other prob-
lems include reduced property taxes from the de-
velopment, end-user attitudes and limitations on
condominium development in states requiring land
to be owned for condominiums. In addition, there
are often problems structuring the adjustment
clauses and enforcing them.

Loans can be readily structured to respond to
the project’s cash flow. Typically structured as a sec-
ond mortgage, cash flow above that required for
minimal debt and equity returns can be directed to
service the second mortgage. Low rates can be used
which are linked to the public sector’s costs of
funds (taxable bonds). Often a tax incremental fi-
nancing district is used to raise funds for such
loans, and the tax increment secures the bonds.
Repayment is still desirable however, and the loan
can be structured with contingent interest based on
performance. Such loan structures have been used
on residential, office, retail and mixed use projects.

REear Estare Issues  August 1995



FIGURE 2

Hypothetical Historic Rehabilitation —
Downtown 25 Room Inn & Restaurant

OPERATING ESTIMATES 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
Net Operating Income $250,000 $300,000 $309,000 $318,270 $327,818 $337,653 $347,782 $358,216 $368,962 $380,031
Debt Service

First Mortgage (High Risk) DCR 1.30 230,769 230,769 230,769 230,769 230,769 230,769 230,769 230,769 230,769 230,769
Cash Available for Equity and Gap Debt Service $ 19,231 § 69,231 § 78,231 § 87,501 § 97,049 $106,883 $117,013 $127,446 $138,193 $149,262
RETURN ON EQUITY
Share of Cash Flow 50% $ 9615 § 34,615 $ 39,115 § 43,750 § 48,524 $ 53,442 § 58,506 $ 63,723 $ 69.096 $ 74,631
Tax Credit $300,000
Total Return on Equity Equity ($550,000) $309,615 § 34,615 § 39,115 § 43,750 § 48,524 § 53,442 § 58,506 § 63,723 $ 69,096 §721,882
Cash-on-Cash Return Cumulative 262.23% 56.29% 6.29% 7.11% 7.95% 8.82% 9.72% 10.64% 11.59% 12.56% 131.25%
Percentage of Residual 50%
Internal Rate of Return 19%
GAP FINANCING
Debt Service —Share of Cash Flow 50% ($430,671) $§ 9,615 § 34,615 $ 39,115 $ 43,750 § 48,524 § 53,442 $ 56,506 § 63,723 § 69,09 $721,882
Nominal Interest Rate 0.085
Percentage of Residual 50%

Overall Return (IRR)

Source: S. B. Friedman & Company

In one case, a residential and retail project benefit-
ing a private university received such a loan with
cash flow split between the loan and the univer-
sity’s patient equity in the project.

Conclusion

It is critical that the public sector structure as much
assistance as possible on a repaying or ongoing re-
turn basis. Not all projects will succeed. If these
were developments of ordinary risk there would be
no justification for assistance. Future sources of
funds for development purposes are uncertain. Re-
capturing investments through loan repayments or
leases provide a future stream of economic develop-
ment investment resources under the control of lo-
calities relatively safe from changes in state and
federal legislation. The broad parameters underly-
ing public financial assistance include:

B The project should make a significant contribu-

tion to the locality.
® The project will not proceed “but for” assistance.

® Financial assistance to the project will be based
on financial need.

B Assistance should be structured to provide ongo-
ing return to the locality.
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Phoenix PowerMaps

Phoenix is back, the depression is over,
population and job growth are leading the
nation! For color-coded 11"x17" maps showing

current and projected growth, contact:

MAPS & FACTS UNLIMITED, INC.
2525 E. Camelback Road, Suite 770
Phoenix, AZ 85016

(602) 381-6883
Fax (602) 381-6890
E-Mail mapstacts@aol.com

Paul G. Johnson, CRE Gerald N, Zaddack, CRE
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Geographic Information
Systems (GIS): The
Location, Location,
Location Technology

by Gil Castle

A geographic information system
(GIS) is a set of computerized
tools, including both hardware
and software, for collecting, stor-
ing, retrieving, transforming and
displaying spatial data.! GIS is es-
sentially a marriage between com-
puterized mapping and data base
management systems. Anything
that can appear on a map can be
encoded into a computer and then
compared to anything on any
other map, wusing longitude-
latitude coordinates.

Many people think of GIS as a
presentation tool. It does, in fact,
create high quality maps that
communicate considerable amounts
of information in an efficient and
attention-getting manner. For exam-
ple, when used to select the optimal
site for a major retail facility in a
certain sub market, a GIS can si-
multaneously display the following
on the computer monitor in a few
minutes:

B all the census tracts in the sub
market, with the color of each
tract reflecting the number of
households and median house-
hold income;

B all the arterials, with the traffic
volumes listed next to each
street segment;

® the sites of all potential compet-
itors, shown as dots, with the
size of each dot drawn propor-
tional to the square footage or
gross sales of that competitor;

® the locations of any toxic waste
sites, flood zones, earthquake
faults or other environmental
constraints.

The presentation benefits of a
GIS notwithstanding, the technol-
ogy’s greatest power is in data as-
sembly and analysis. Using the
same example of a major retail fa-
cility in a certain sub market, GIS
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can draw maps identifying all
places throughout the nation
where the number of households
and their incomes exceed a certain
threshold, the number of competi-
tors within a five minute driving
time is below a certain number
and no environmental constraints
exist within a one-mile ring. Sim-
ilarly, when valuing a property it
is possible to
B download from a comps service
all the recent transactions ful-
filling certain criteria;
® have the GIS automatically lo-
cate the comps on a street map,
listing next to each comp cer-
tain critical information (e.g.,
date and cap rate of the most
recent sale);

® point to each comp with the
computer’s arrow keys or mouse
to display a photograph oreven a
video of the comp; and

B statistically correlate the property-
specific information to all the de-
mographic, traffic, competitor
and environmental information
displayed previously.

B Real estate professionals who
utilize the endless possibilities of
GIS are retailers, brokers, insti-
tutional investment managers
and property tax assessors.
Other professionals who could
realize potential from a GIS are
real estate consultants, ap-
praisers, corporate real estate ex-
ecutives,  mortgage  under-
writers, asset and property
managers.

The overall benefits of GIS in-
clude

B more credible decisions based
on incorporating more compre-
hensive data in the analysis, vi-
sualizing the information in two
or even three dimensions and
rapidly testing numerous alter-
natives in ways not possible
with other technologies;

B enhanced presentation of the
analysis results.

B an increased competitive posi-
tion, greater revenues and
higher profits.

Concerning costs, the prices
of software and data have fallen
rapidly during the last two years.
Initially one would most likely
spend between $500 and $5,000
depending on the particular soft-
ware functions and data needed;
subsequently, smaller expendi-
tures usually are needed, e.g., to
upgrade the software. Consul-
tants are beginning to emerge
who truly understand both real
estate and GIS; a competent con-
sultant can save considerable time
and money in identifying which
software and data bases are more
appropriate for a specific busi-
ness.

The Bad News

Dozens of vendors offer GIS soft-
ware and data. The differences be-
tween products are real and
complex thus, novices frequently
spend more money than is neces-
sary, especially for data. No one
should expect to learn GIS soft-
ware by playing with it for a few
hours, or even a few days. One
needs to have a solid understand-
ing of GIS tools to realize how its
capabilities can be applied.

The Good News

An ever increasing number of
publications, conferences and
other educational forums are fo-
cusing on GIS in real estate. The
Counselors of Real Estate recently
co-sponsored a one-day workshop
in Boston that sold-out, and simi-
lar workshops are being consid-
ered in other locations. The
bottom line is sooner or later most
real estate professionals will use a
GIS, so the key question is to de-
cide whether or not you want to
be a leader or a follower.

NOTE

1. Dr. Michael L. Robbins, CRE, “GIS in Real
Estate” (Presentation delivered at the 1994
Annual Fall Conference of the San Fran-
cisco Bay Area Chapter of the Apraisal
Institute, San Francisco, California, Octo-
ber 14, 1994).

Gil Castle is the founder and chief
executive officer of Castle Consulting,
in San Francisco, California. He has
been a GIS consultant for more than 17
years.
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