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ABOUT
THE COUNSELORS
OF REAL ESTATE

The Counselors of Real Estate, now in its 40th vear, is
an international group of high protfile 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 either a self-initiated or sponsored basis. The
organization’s CRE Designation (the Counselor 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 efforts 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 affecting real estate. A major
player 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
for advice rather than achievement or outcome of the
transaction. Overall compensation can be determined
by the complexity of the service performed, its value to
the client, the time and expense involved, the breadth
of the Counselor’s knowledge and experience, and the
responsibilities assumed. Anyone involved in real
estate should consider consulting with a CRE.

For more information on The Counselors of Real Estate,
contact The Counselors' office, 430 North Michigan
Avenue, Chicago, Illinois 60611; 312.329.8427; fax
312.329.8881. »
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THE
PRESIDENT
SPEAKS

SOL L. RABIN
RECEIVES
1995 BALLARD
AWARD

Sol L. Rabin

Chairman of Investment Research, Westmark
Realty Advisors, Los Angeles, has been named
the 1995 William S. Ballard Award recipient for his
article “Institutional Real Estate Investors Confront
the Frayed-Collar Economy,” published in this edi-
tion of Real Estate Issues. The award, presented an-
nually, recognizes the author whose work best
exemplifies the high standards of content main-
tained in Real Estate Issues, published by The Coun-
selors of Real Estate. Funding for the William S.
Ballard Award, which carries an honorarium of
$500, is provided by the generous contribution of
the William S. Ballard Scholarship Fund in memory
of the late Ballard, a former member of The Coun-
selors of Real Estate.

I am pleased to announce that Sol L. Rabin,

In his article, Rabin proposes that the American
economy is in the midst of a long term transition
from a middle income to lower income society. He
states that the frayed-collar economy will have pro-
found impacts on American real estate and institu-
tional real estate preferences. Rabin concludes that
while some products will lose status, other new real
estate investment opportunities will emerge as core.

Along with his research at Westmark, Rabin
also teaches at the UCLA Graduate School of Man-
agement and the USC Graduate School of Business
Administration. He previously served as associate
director of UCLA's Business Forecasting Program.

The Counselors of Real Estate applaud the ef-
forts of Sol Rabin along with the other contributing
authors whose fine works enable the journal to
serve as a forum for leading information and trends

in real estate.

—

Macdonald West, CRE
1995 President
The Counselors of Real Estate
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GIFTS OF KNOWLEDGE

n the midst of the holiday season our thoughts
Imay turn to love, sharing, family, friends and

gifts. Or, we may be more in tune with Ebeneezer
Scrooge and say “Bah humbug” to any diversions
from business as usual. While CREs (Counselors of
Real Estate) are more likely to exhibit traits of chari-
tableness, giving and consideration for others, this
Special Edition of Real Estate Issues should appeal to
all types of personalities. After all, while it is about
business, we can appreciate the articles within as the
gifts of knowledge and wisdom they represent.

Ebeneezer Scrooge, for purposes of investment,
certainly would be interested in knowing who owns
and controls most of America’s large properties. And,
of course he would know that such ownership rests
with the large institutions-primarily real estate invest-
ment trust (REITs) and pension funds. But would he
know that CREs are some of the primary advisers to
these large institutional investors? So that other
Ebeneezer types and real estate professionals are bet-
ter informed on the issues and trends relevant to insti-
tutional real estate and the talents Counselors provide
to the owners and managers in this sector, Real Estate
Issues is devoting the special edition to this subject.

CREs are uniquely qualified to provide counsel-
ing services to large institutional investors. They are
experts not only in analyzing individual properties,
but also in portfolio risk analysis, portfolio construc-
tion, strategic planning and performance measure-
ment. The edition includes articles by some very
knowledgeable professionals in the field. They pro-
vide their analyses of the changing economy and its
effect on institutional investment, portfolio decisions
and strategies, the impact of the information revolu-
tion on CREs, real estate performance measures and
market segmentation. We are particularly proud to
begin the edition with the William S. Ballard award-
winning article by Sol Rabin on how institutional in-
vestors can confront the “frayed-collar” economy.

I suspect that CREs and other subscribers to Real
Estate Issues will want to gather their families and
friends around the dinner table (or perhaps the fire-
place) each evening of the season to read and discuss
one or more of the articles presented here! May the
spirit of Christmas and Chanukah prevail. To all our
readers | wish the added insights that deep reflection
of profound truths can bring and hope that your new
vear will be happy and prosperous.

Rl A

Halbert C. Smith, CRE
Editor in chief



CHARLES SHAW

RECEIVES 1995
JAMES D.
LANDAUER
AWARD

Charles Shaw

Charles Shaw, president of The Shaw Company,

Chicago, as the 1995 recipient of the James D.
Landauer Award. Shaw is the first non-member in the
history of the award to receive this honor since its
establishment in 1986. The Landauer Award is given
annually, when appropriate, to a real estate profes-
sional who has furthered the ethical and professional
ideals of The Counselors of Real Estate and its CRE
(Counselor of Real Estate) designation. Shaw was hon-
ored during a luncheon ceremony at The Counselors’
Annual Convention in Atlanta.

The Counselors of Real Estate has presented

“The Counselors are extremely pleased to recog-
nize Charlie for his remarkable career in real estate,”
said Logan Babin, Jr, CRE, president of Logan H.
Babin, Inc., Houma, LA, and 1996 president of The
Counselors of Real Estate. “Charlie was unanimously
chosen as our first non-CRE to be honored with this
award for the high degree of professionalism that is
reflected in his work, and for the many benefits that
his developments have brought to numerous commu-
nities around the country. Above all, his work epito-
mizes the high standards of practice that are reflected
in our own CRE membership,” said Babin.

In real estate for over 35 years, The Counselors
recognized Shaw for his many notable contributions
as a real estate developer. Shaw began his career as a
consultant to corporations in 1960 and later lead the
development of such projects as United Nations Plaza
in New York City and Lake Point Tower in Chicago.
Through the years, many of The Shaw Company’s
development projects have broken new ground for the
industry —for example, Museum Tower, built in the
air rights over the Museum of Modern Art in New
York; and the $180 million renovation of The Chicago
Hilton and Towers, which revitalized one of the
world’s largest hotels as well as Chicago’s South Loop.

Continuing this commitment to urban renewal,
The Shaw Company today is involved in the creation
of a large-scale affordable housing and commercial
development in the inner city of Chicago in conjunc-
tion with Sears, Roebuck and Co. In addition to one
million square feet of commercial space, “Homan
Square” will include a community center as well as
600 units of housing for rental and purchase, and is
designed to bring new hope to North Lawndale.

Another innovative project in progress is a single-
family “conservation community,” located north of
Chicago in Grayslake. “Prairie Crossing” will feature
open space and the preservation of agricultural land,
wetlands, and prairies as well as up to 317 single-
family homes designed to conserve energy and the
environment.

Shaw is a director of Harris Bankcorp and Harris
Trust & Savings Bank. He serves as a trustee of North-
western University, Rush Presbyterian-St. Luke’s
Medical Center, Illinois Institute of Technologv and as
a director of The Rehabilitation Institute of Chicago.
He is also active in the Economic Club of Chicago as
well as the Financial Research and Advisory Commit-
tee and the Civic Committee of the Commercial Club.
Shaw also just completed a two-year term as president
of the Urban Land Institute.

The Landauer Award is named for the late James
D. Landauer, CRE, who played a key role in the estab-
lishment of The Counselor organization and the pre-
eminence of the real estate counseling profession.

Other recipients of the award have included CREs
Roland Rodrock Randall, James E. Gibbons, Roy P
Drachman, John Robert White, Boyd T. Barnard,
George M. Lovejoy, Jr, Daniel ]. Rose, Jared Shlaes,
and ]. Daryl Lippincott.
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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.
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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.

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

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

vi

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

5. Whenever possible, include glossy photographs to
clarify and enhance the content in your 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
1996 Editorial Calendar

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

August (Deadline for manuscript submission —May 15)
Focus Edition “Cap Rates/Yields: Market Trends and
Relationships”

December (Deadline for submission —
September 15)
Special Edition “The Dynamics of Sports and Commu-

nity Development”

manuscript

Readers are encouraged to submit their manuscripts to:

Halbert C. Smith, CRE, editor in chief
Real Estate Issues

The Counselors of Real Estate

430 North Michigan

Chicago, IL 60611

THE BALLARD AWARD
MANUSCRIPT SUBMISSION
INFORMATION

The editorial board of Real Estate Issues (REI) is accepting
manuscripts in competition for the 1996 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 1996 calendar
vear are eligible for consideration and must be submitted
by September 15, 1996.
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INSTITUTIONAL
REAL ESTATE
INVESTORS
CONFRONT THE
FRAYED-COLLAR
ECONOMY

by Sol L. Rabin

merican real estate is beginning to surrender

some of its secrets. Like the shadow on Plato’s

cave wall, real estate is the physical reflection
of the needs and tastes of the American economy.
Real estate has served as a lagging social indicator
of short term trends, and now coincidentally, it is
one of the leading indicators of long term
fundamentals.

The thesis of this paper is that American soci-
ety is undergoing a profound, deep and troubling
long term transition from a middle income to a
predominately lower income society. This transition
erodes the value of some traditional forms of insti-
tutional real estate, but it also increases the eco-
nomic viability of newer forms of real estate. White
collar workers decanted into blue collar jobs lead to
a “frayed-collar” economy, and institutional inves-
tors who now shun some of the newer frayed-collar
product will embrace it in coming vyears.

This fundamental socio-economic shift is hav-
ing and will continue to have profound impacts on
American real estate, some of which today are all
too visible to the naked eye. The Schumpaterian
process of creative destruction has always been
championed by the real estate community as obso-
lescence creates new profit making opportunities.
Change is the only constant and major factor in
earning real estate profits.

Income Trends

American households have not been winning the
battle to keep median income growth ahead of in-
flation. Figure 1 shows the long term trend in real
median family income measured in thousands of
1992 pretax dollars.! Added to the series are two
piece-wise linear regression lines which illustrate
two distinct periods—the Ozzie and Harriet years
after 1947 and the Roseanne years after 1973.? From
1974 to 1994 real median family incomes increased
at a modest 0.2% per year (despite the sizeable
number of women entering the labor force). This
slow growth trend, however, has been turbulent
and filled with micro-cycle ups and downs. Note
that over the ten year period 1985-94, real median
family incomes increased and then fell back; that is,
median family income in 1994 was about the same
as it was in 1985 on a real basis! Without question, a
new reality has set in since the early 1970s when
competitive global pressures (especially from Japan
and emerging Asia) destroyed millions of middle
income jobs in automobiles, electronics, textiles,
etc.).?

Sol L. Rabin, Ph.D. is a founding and senior partner and
Chairman of Investment Research for Westmark Realty Advi-
sors, an independent real estate imvestment management firm
with $4 billion under management. He has pioneered the use of
research in the institutional real estate investment process.

Institutional Real Estate Investors Confront The Frayed-Collar Economy 1



FIGURE 1

Real Median Family Income
In Thousands of 1992 Pretax Dollars
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Household Distribution By Income Class

It is not a new observation that the middle income
class is shrinking. But the extent of the change is not
fully understood. Figure 2 shows three groups of
four vertical bars, each of the three groups represent-
ing lower, middle and upper income households as a
percent of total households, and each of the four bars
representing years 1973, 1985, 1991 and 2000.*

Middle income households are on a down esca-
lator shrinking from 53% of total households in
1973 to a projected 39% in 2000.5 The results have
been an increase in lower economic income classes
from 39% to 49% over the 28-year period. What is
emerging on the American landscape for the first
time in half a century is a majority economic house-
hold class in the United States that is not the middle
income but rather the lower income household.

The upper income group is modestly increasing
market share (4%), the middle is losing sizable mar-
ket share (-14%) and the lower income group is
gaining (10%).® While income redistribution is an
arresting subject, it does appear that the biggest
and most important battle is preventing too many

middle income households from stepping on the
down escalator and not pushing a few upper income
households onto it.

Federal Income Tax Shares

The polarization of incomes is even more dramati-
cally shown in Figure 3 which illustrates for 1991
the percent of federal income tax returns filed by
three economic groups (left cluster of bars) and the
share of income taxes paid by each group (right
cluster of bars).” A staggering 58.7% of the house-
holds contributed only 9.4% of income tax paid.
This is in stark contrast to 6.1% of the households
shouldering 46.8% of the tax burden. The middle
income class at 35.2% of households contributes
43.8% of the income. This chart reinforces the con-
cept that significant gains in U.S. income tax re-
ceipts would be dramatic if both lower and middle
economic households were moved up the economic
escalator. But it is not the long term trend, and
economic miracles are difficult to execute.

Conclusions
Real median family income has barely increased in
over 20 vears (4.8% in total during that period). The
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FIGURE 2

Percent Of Households By Income Class
In Thousands Of 1992 Pretax Dollars
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FIGURE 3
Share Of Income Taxes Paid By Adjusted Gross Income Level —1991
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FIGURE 4

Income Inequality By Country
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middle income household class is shrinking and
will not be a majority or dominate class in the fu-
ture. There is substantial income polarization.
These are very deep and long term trends which
define the frayed-collar economy. Such trends make
institutional investors nervous.

International And Domestic Polarization
Comparisons

The previous section illustrated the dynamics of
U.S. income polarization. Turning to cross-sectional
data will allow comparisons between countries and
metropolitan areas. A convenient method for show-
ing income disparity is to compare the income
earned by the top 20% of the households to the
income earned by the bottom 20%: the higher the
number, the greater the income polarization. The
income inequality indices of 14 countries for 1994
are shown in Figure 4.8

A major surprise is that the U.S. has the highest
income polarization of any of the countries shown,
including the G7. Of little surprise is that Japan has
the lowest income polarization. Reasons for the
high level of income polarization in the U.S. can be
attributed, in large measure, to our national eco-
nomic policy which staunchly protects the U.S. con-
sumer at the expense of the U.S. manufacturing
base.

The U.S. Antitrust Division has taken action to
vigorously prevent the formation of monopolistic
firms in the United States in order to keep con-
sumer costs low. A recent example is the blocking
of the acquisition of Intuit by Microsoft due to fear
of monopoly pricing power. The cost for preserving
low price levels for U.S. consumers comes at the
expense of losing U.S. jobs. The general free trade
policy? in the United States is to advocate free trade

FIGURE 5

Income Inequality By City
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(e.g. GATT, NAFTA), and few economists voice
concern about the loss of jobs to overseas locations
if those losses mean that products imported into
the U.S. are provided to the consumer at a lower
cost (and theoretically lead to increases in real in-
comes). Even the Federal Reserve Board has, as its
primary focus, the stabilization of prices by keeping
a firm grip on inflation.’” Almost the reverse philos-
ophy is followed in Japan by the Ministry of Fi-
nance. The ministry has not been concerned about
the level of consumer prices but has been ada-
mantly worried about the preservation of jobs.!

Frayed-Collar Cities

Figure 5 shows the respective levels of income po-
larization for the top ten and the bottom ten of 55
U.S. cities.™> New York City has the highest income
inequality and Washington, D.C. the lowest among
55 MSAs (metropolitan statistical areas).’* Income
polarization in New York is well chronicled. Less
chronicled is that Washington, D.C., the center of
the federal government, is by definition a middle
income white collar economy.

Conclusions

The political and economic philosophies of the U.S.
endorses income polarization. The U.S. has the
highest income inequality of 14 industrialized coun-
tries and the highest among the G7 countries. In-
come polarization by U.S. cities is substantial with
New York City the highest and Washington, D.C.
the lowest among 55 metropolitan statistical areas.

Real Estate Implications
Income polarization has had clearly discernable af-
fects on U.S. real estate, and this will become more
acute during the next decade. Adjustments will
have to be made as institutional investors grasp the
new frayed-collar reality.
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FIGURE 6
Home Ownership By Type Of Unit-1973-1993
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Housing

Figure 6 (top) illustrates the decline in single family
detached home ownership rates since 1973, and
(bottom) the rise in lower priced attached multi-
units and mobile homes as housing choices. Fur-
ther, most new construction today is focused on
entry level housing—the bulk of residential
activity—for all three sectors. The scenario of
course is income-driven: declining or stagnant real
incomes burden and decrease the opportunity of
home ownership. Less expensive alternatives to tra-
ditional single family detached units will be a
mainstream growth sector.

Retailing

Figure 7 shows the aggregate annual sales in nomi-
nal terms since 1987 for two classes of department
store retailers. The first class (solid line) is for the
traditional department store, including Nord-
stroms, May, Federated, Dillards, Mercantile, Sears,
etc. The second class (diamond line) is for the dis-
count department store with essentially four re-
tailers: WAL-MART, K Mart, Target, and Caldor.™
The dramatic increases in the retail sales of discount
department stores (10.3% annually) and the less
successful increases of traditional department store

sales (1.6% annually) almost tell the entire story.
These numbers show that consumers are shifting
their retailing dollar from fashion to value, the only
way to stretch the consumer dollar and keep the
family budget under control.'> Sales figures for tra-
ditional department stores have not kept up with
inflation and these stores are losing market share.

The implications of frayed-collar retailing are
quite deep. Traditional enclosed malls are in retreat.
Power-value center malls are running at full gallop.
If WAL-MART didn’t exist, someone would have to
invent it. There is no retreat from this trend (be-
cause of the underlying economic income shifts).
Therefore, we are seeing a new malling of America,
and these malls, unfortunately, will have open air
plain Jane architecture of an imminently forgettable
variety. But, they will be value oriented and enjoy
enormous market acceptance. At the same time, we
will see a demalling of America, that is the conver-
sion of attractive fashion oriented enclosed malls to
something more in tune with the economic realities
of income polarization shifts.

Office Buildings

Figure 8 graphs the percent of net annual office
demand (absorption) occurring in the CBD and
suburbs of 55 MSAs.'® It underscores the flight of
office building tenants away from center cities and
into the suburbs. This flight is pushed by the prox-
imity to lower income households and perceived
social unrest in the CBD but, at the same time, it is
also pulled by the economics of suburban locations
(lower total costs, including labor). Over the five
years 1990-1994, 75% of office demand was experi-
enced in the suburbs and 25% in the CBDs. This
suburban market share has not remained stagnate
but has continually increased over the past decade
and a half.

Warehousing

America is being hollowed out of manufacturing.
The majority of consumer goods are produced in
foreign countries and imported into the U.S for fi-
nal consumption. Inter-industry warehousing
space is being supplemented by finished product
(final demand) warehouse space. Hence we are see-
ing the gradual disappearance of very small ware-
housing and the emergence of very large buildings
required to handle mass shipments of produced
goods from major distances. This trend is evi-
denced by the predominance of wholesale trade es-
tablishments (Figure 9) and the predominant
construction of larger warehouse buildings (Figure
10).77

Conclusion

Income polarization in the U.S. has dramatically im-
pacted the real estate markets long term. A rise in
home ownership levels is doubtful without major
changes in national policy. Most Americans are
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FIGURE 7
Structural Shift To Value Retailing
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finding it difficult to own a home. In an effort to
stretch the budget, American households are flock-
ing to value retailers and abandoning enclosed
fashion-oriented malls. With concentrations of
lower income households in or near center cities,
the office market has relocated to the suburbs.
With respect to warehousing, megasize distribution
warehouses are emerging as the focus of the distri-
bution system. Virtually all consumer goods are
imported from foreign countries as final product—
with little need for smaller inter-industry ware-
housing space to support the manufacturing
process.

Observations And Reflections

Income polarization in the United States has pro-
duced a frayed-collar economy and will continue to
require substantlailv different real estate products.
Much upscale real estate will be destroyed and new
real estate will be created to serve a rapldlj\r grow-
ing down-scale market. This is the Schumpaterian
“gale of creative destruction” in a more concrete
manner. Institutional investors cannot invest look-
ing backwards. They must anticipate these far

reaching changes. At present, institutional investors
are shying away from investing in lower income real
estate, such as power retail centers, believing they are
just a fad. Eventually investors will understand that
this product has solid economic underpinnings.

FIGURE 8

Structural Shift To Suburban Office Markets
Share Of Average Absorption
st ‘|

Source: Westmark Realty Advisors, MIDAS TV-XXVL

REAL EsTATE Issurs December 1995



FIGURE 9
Cumulative Growth Of Wholesale Trade
Establishments

In Last 20 Years By Size
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FIGURE 10
Warehouse Square Footage Built In Last 5 Years
In 43 Major Warehouse Markets
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Profit opportunities abound in real estate if we

can anticipate and capitalize on major trends. A
new gale of real estate development and investment
is here. Yearning for the past is fruitless. Take the
escalator to the basement for that is where real es-
tate investment bargains are found among the
frayed-collar merchandise.

NOTES

1.

ra

N

10.

Data is shown as median family income. Note that average
income would bias the trend line upward. Income includes
wages, salary, rental, interest and dividend income, plus pre-
miums for fringe benefits paid by the employer. The 1993-1994
data are estimates based on CACI Marketing Services data.
Generally this graph is interpreted as the end of the American
Dream. Irving Kristol of the American Enterprise Institute
tends to argue that dreams suggest responsibilities, thereby
laying the blame on the American worker. (See footnote 10.)
Herbert Stein argues that this is due more to a slowing in the
growth rate of productivity. See “A Primer on Pay and Produc-
tivity”, Wall Street Journal, Wednesday, August 23, 1995.

A household comprises all persons who occupy a housing unit.
A housing unit is a group of rooms or a single room occupied
as separate living quarters. Occupants do not live and eat with
other persons in the structure. This definition eliminates
institutional-type quarters (education, transient, penal).

. Forecasts from A. Gary Shilling and Co. are forecasts of

1973-1991 data which fundamentally take into consideration the
behavior of wages, increases in foreign competition and growth
of information technology. The U.S. Department of Commerce
median family income series were forecast then broken into
quartiles.

. Obviously social unrest, political instability, trade wars and

xenophobia could all emanate from this condition—and are.

. Adjusted gross income does not entirely equate to median

household income. The point of this exhibit however, is to dem-
onstrate income polarization.

. The Economist, November 5th, 1994, for 13 of the countries

shown. Information on Mexico is derived from the article “Mex-
ico in Crisis” in the Los Angeles Times, April 23, 1995.

The aim is to reduce tariffs, quotas, export subsides and other
trade-influencing measures.

Labor Secretary Robert Reich said that companies have respon-
sibilities to provide decent wages to their employees. A meta-
argument can be made that countries have the responsibility to
provide economic policies that allow companies to offer decent
wages.

. This opens up a Pandora’s box of arguments. Generally, how-

ever, analysts on all sides agree that lingering protectionism of
APEC (Asian Pacific Economic Community) countries makes
the problem worse.

. This data was derived from CACI Marketing Services Census Edi-

tion, Volume II, page 74-B by transforming CACI data for in-
come distribution for the bottom 25%-top 25% to bottom 20%—
top 20% categories using normalization techniques. For exam-
ple, for the U.S,, the top 25% of households earn above $49,410,
while the bottom 25% earn below $15,382; the ratio is 3.21. The
ratio from Figure 2 for ratio of income for the richest 20% of
households to the poorest 20%, is 11.0. The ratios for the 55
cities were calibrated to this 11.0.

. This index suggests itself as a valid measure of social tension

and unrest.

. Retail sales for discount department stores (as defined by the

Department of Commerce) versus sales for conventional depart-
ment stores and national chain department stores. Forecasts
based on 1987-94 sales increase.

. Another way of saying this is that consumers are increasing

their destination shopping and decreasing their impulse
shopping,.

Share of recent five-year average absorption, MIDAS Reports,
Westmark Realty Advisors.

7. These establishments have multiple locations so interpretations

of firm size over say 20 is ambiguous. Note, however, the
smaller and presumably sole location establishment virtually
disappeared within the last ten vears.
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REAL ESTATE
RECOVERY:
FACT OR
FICTION?

by Jane Holmberg Dorrel

*Data included in this article is provided by the in-house data
banks at Westmark Realty Aduvisers in Los Angeles.

is finally returning in the commercial real es-
tate industry. Is it warranted? Have the mar-
kets really recovered? What is generally meant by
the term “recovery”? And, does this hopefulness
apply to all land uses? While not all real estate is
fully recovered, it is definitely “in recovery”. This
article will discuss the office, industrial and retail
markets, and what has brought them into recovery.
The future market conditions of these product
types also are forecast, along with five-year projec-
tions of their NCREIF returns.

T he air is filled with talk of recovery. Optimism

The Meaning Of Recovery

The term market recovery has many different

meanings. The following lists some possible indica-

tions that market recovery has occurred:

1. Market vacancy has begun to fall.

2. Market vacancy has fallen to previous lows or to
equilibrium.

3. Real rents have begun to increase.

4. Real rents have returned to previous peak levels.

5. Returns have increased significantly.

6. Returns have reached levels that were achieved
before the decline.

7. Returns have reached 10 percent or 6 percent

real.

All these indicators have merit. For our pur-
poses here, full market recovery is defined as hav-
ing occurred when market vacancies reach
equilibrium and NCREIF returns (by land use)
have rebounded to pre\lous healthy levels. There-
fore, the term “in recovery’ 1mphes that the tide has
turned, conditions are improving, but full recovery
has not yet been reached.

United States Office Market

Low Construction Is Key To Market Recovery

According to recent data, the national vacancy rate
has fallen to 15.9 percent. This has made many in
the industry increasingly aware that the United
States office market is finally in recovery. The es-
sential ingredient to this market’s recovery has been
the curtailment of new supply. According to build-
ing permits authorized, construction of office space
is now near 1964 levels. It is reported that only 5.1
million square feet of office space was completed in
the past 12 months. However, there has been a
slight increase in the amount of space now under
construction relative to one year ago. The 6.9 mil-
lion square feet now under construction reflects an
increase of 13.5 percent over one year ago, but it is

Jane Holmberg Dorrel is a senior research director at Westmark
Realty Advisors in Los Angeles. She has been in charge of the
company’s in-house data banks (MIDAS, BASIS, SABRE) for
the past 12 years. Dorrel earned a bachelor’s degree in economics
from the University of California, Santa Cruz and a master’s
degree in city and regional planning from Harvard University.
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still very low relative to recent history and annual
absorption. It is forecast that completions will re-
main at historic low levels for the next year, with
slight increases in activity beginning in 1996.

Absorption Rebound With Economic Recovery

A second critical ingredient to the recovery of the
office market has been the steady return of absorp-
tion. However, a resurgence in demand alone could
not have corrected the office market. It should be
remembered that despite very strong absorption in
the mid-1980s, the national office market still had
an average vacancy rate of 20 percent.

In 1994, over 59 million square feet of office
space was absorbed. This is more than double the
absorption experienced at the lowest point during
the recession. Looking ahead, with continued em-
ployment growth in the major office sectors of the
economy, national absorption should continue to
expand, reaching approximately 75 million square
feet in 1995. Over the next five years, the average
absorption is forecast to be roughly 62 million
square feet per year. In contrast, over the past
five years (1990-94), the nation averaged 50 mil-
lion square feet annually. During the peak period
of 1984-88, absorption averaged over 107 million
square feet per year.

Vacancy Rates Now At Ten Year Lows

Today, due to the rebound in absorption and very
limited new supply, the U.S. office vacancy rate
stands at 15.9 percent, down significantly from 20.0
percent three years ago. This is the lowest vacancy
rate in over ten years. With new construction still
expected to remain at historically low levels, any
future demand will result in further declines in va-
cancy over at least the next two to three years.

It is expected that the U.S. will experience sig-
nificantly declining vacancy rates over the next five
years. If longer-term forecasts of future supply and
demand come to pass, vacancies could be in the
range of 7.5 to 12.9 percent by year end 1999. The
nation has not had vacancies this low since 1983.

Suburbs: Where The Action Is

This past year has confirmed a major shift in a
long-standing trend; the downtown office markets
now have a higher vacancy rate than the suburban
markets (17.0 percent versus 15.2 percent) for the
second year in a row. In 1986, the suburban mar-
kets had a vacancy rate almost ten points above the
downtowns; in the past eight years the gap be-
tween the two has steadily narrowed. One reason
for this is the increasing share of absorption going
to the suburbs. Over the past five years, the sub-
urbs have accounted for over 75 percent of the na-
tion’s office absorption, well above their fair share
of 58 percent. If recent supply and demand trends
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continue, the suburban markets will experience sig-
nificantly declining vacancy rates while the down-
towns will stagnate above 14 percent.

NCREIF Returns Projected To Reach 10 Percent

By 1996

What will the decline in overall vacancy rates mean
to the returns from office investment, as reported
for the office component of the NCREIF Index?
There is a significant correlation between these of-
fice returns and two factors: 1. the national vacancy
rate (lagged one year); and 2. the real Gross Do-
mestic Product (two year average). Using this rela-
tionship, it is forecast that the total returns for office
space will have a sustained recovery, reaching 10.0
percent (nominal) by year end 1996 and 12.0-17.0
percent by year end 1999, depending on construc-
tion levels. The average annual NCREIF return is
projected to be 10.8 percent for the years 1995
through 1999.

Office Conclusions— Full Recovery By 1999

The recovery of the office market continued to
broaden and strengthen over the past year. In re-
sponse to economic expansion and low construc-
tion, the nation has seen a steady increase in office
demand, a rapidly declining vacancy rate and stabi-
lizing and/or rising rents in select markets. With a
continuation of these trends, the 1995 returns from
office investments will reach levels not seen in ten
years. The shift from a tenants market to an
owner’s market is imminent.

United States Industrial Market

Rebounding Absorption Tightens Market

The national industrial market has gradually recov-
ered from the devastating effects of the 1991-1992
recession, with the vacancy rate now standing at
8.7 percent, down from a peak of 10.5 percent at
year end 1991. Historically, the industrial market
has had tight market conditions, with vacancies
generally in the 7 and 8 percent range. However, in
1991 when the recession wreaked havoc on the de-
mand for industrial space, resulting in absorption
of negative 16 million square feet, the vacancy rate
soared to a peak of 10.5 percent. Fortunately, with
the recovery in the economy, industrial absorption
has rebounded from this collapse, averaging over
90 million square feet annually during the past
three years.

In 1994, almost 146 million square feet of indus-
trial space was absorbed, a 108 percent increase
over 1993. This illustrates that industrial absorption
is very sensitive to changes in general economic
conditions. It is forecast that absorption of indus-
trial space will moderate slightly in 1995, reaching
142 million square feet. Over the next five years, the
average annual absorption is expected to be 127
million square feet. For comparison, during the



peak years of 1985 to 1989, the average absorption
was almost 145 million square feet per year.

Construction Of New Space Expected To Increase

Reduced construction has helped drive the indus-
trial market to a more normal vacancy rate. From
1991 to 1993, the volume of building permits in the
nation was at 1962 levels. In 1994, the value of in-
dustrial permits authorized increased slightly (by
almost 18 percent), and it is forecast that in 1995
there will be a significant increase of almost 45 per-
cent. Currently, surveys indicate that 38 million
square feet is under construction in 55 cities, up
from 11.6 million square feet last year. It is expected
that new development will remain at a moderately
low level in 1995 but will more than double in 1996
and will increase to almost 125 million square feet
in 1997 in response to low vacancies in 1996.

Vacancy Rates To Stabilize Near 7.5 Percent By 1996

In the short run, strong demand and moderate con-
struction will result in a declining vacancy rate. The
average vacancy should fall from the current 8.7
percent to 7.7 percent by year end 1995 and 7.3
percent by year end 1996. Healthy market condi-
tions should begin to spur new construction in
1996, causing the vacancy level to stabilize. By year
end 1999, the nation could have an average vacancy
of 7.4.

NCREIF Returns To Peak At 12 Percent In 1996

The NCREIF Index for warehouse returns began to
rebound in 1994 (+9.0 percent), after experiencing
three years of dismal returns. Based on the rela-
tionship of warehouse returns to GDP and vacancy,
it is expected that by year end 1996 the returns for
the warehouse component of the NCREIF Index
should reach 12.0 percent (nominal). The future re-
turns are projected to average 10.5 percent per year
from 1995-1999.

Industrial Conclusions—Market Recovered By 1996
The overall industrial market is the healthiest it's
been in five years, and, in terms of recovery, is at
least three years ahead of the office market. With
absorption rebounding to pre-recession levels and
completions near all-time lows, the average vacancy
is predicted to continue falling over the next two
years. However, these tightening conditions will
spur new construction, especially in 1996 and be-
yond. This will stabilize the vacancy level and per-
haps lower the NCREIF returns in 1997.

United States Retail Market

The Market Tightens

The national retail real estate market has clearly
recovered from its market low experienced in 1991
(first quarter 1991 to first quarter 1992). In the past
three years, real retail sales have increased 12.4 per-
cent, absorption has grown by over 76 percent and

10

the national vacancy rate has fallen from 11.2 per-
cent in early 1992 to 8.7 percent in early 1995.

The retail market had been going through a
period of significant change rocked by low retail
sales, department store restructurings and bank-
ruptcies, the strengthening of “value” retailers
(such as WAL-MART), and the changing demo-
graphics and attitudes of the American shopper.
Many of these factors will continue to impact the
retail market for years to come.

Consumers Are Buying And Driving Demand

Overall demand for retail space is driven by
changes in real retail sales. In 1991, during the
worst of the recession, real retail sales declined 3.1
percent. This decline significantly eroded the ab-
sorption of shopping center space which fell to 38.9
million square feet. Total absorption had not been
that low since the last recession in the early 1980s.
In 1992, a national pick-up in retail sales helped
absorption to rebound slightly. Most of this early
rebound was due to increased activity by the “big
box” value retailers.

In the past year, with real retail sales increasing
5.6 percent, demand increased to over 70 million
square feet (a gain of over 12 percent). This caused
the national vacancy rate to fall from 9.5 percent
one year ago, to 8.7 percent today. Based on fore-
cast retail sales, the absorption of retail space will
continue to rebound in the coming 12 months and
then will moderate, averaging 66 million square feet
per year over the next five years. This is well above
the 41.7 million square feet averaged during the
recession, but is below the 82 million averaged dur-
ing the 1980s expansion.

New Supply Is Being Revived

The overall vacancy rate would continue to decline
if absorption were to remain strong while construc-
tion stayed at low levels. However, U.S. building
permit data indicates that the nation could soon see
a significant increase in construction of retail space.
It is estimated that in 1995 the value of permits
authorized (in real dollars) will increase 15 percent
over the 1994 level, which increased 15.6 percent
over 1993. This pick-up in permit activity is already
reflected in the increased actual square footage un-
der construction. As of early 1995, almost 50 mil-
lion square feet of space was under construction,
up 23 percent from 1994.

Historically, construction of retail space has
been very cyclical. After the low number of comple-
tions in 1992, there has been a steady increase in
the delivery of new space. It is expected that com-
pletions will increase further over the next two
years and then slow. By 1999, an annual completion
level of between 62 to 76 million square feet is
projected.
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Vacancy Rate Reductions To Continue At Slower Pace
It is estimated that the rebound in demand and the
moderate increase in completions will result in ei-
ther a slowly falling or stabilizing vacancy rate, de-
pending on the level of construction. Bv the first
quarter of 2000, the vacancy level should range be-
tween 6.2 and 8.4 percent.

Community/Neighborhood Centers Thrive At Regional
Malls" Expense

The retail vacancy rate is significantly different
when the data is segmented by center type. Histor-
ically, regional malls have had much lower vacancy
rates than other centers, due to the constraint on
development offered by department stores and mall
developers. Today, regional malls have a 6.3 percent
vacancy rate compared to 9.3 percent for
community/neighborhood/strip centers. Both sec-
tors experienced a 1.1 percentage point decline in
vacancy over the past year (down from 7.4 percent
and 10.4 percent respectively).

Interestingly, community/neighborhood/strip
centers have a lower vacancy today than they had in
1990 (12.5 percent), while the average reglonal mall
vacancy has increased (from 4.3 percent). In the
past six years, the gap in vacancy between the two
types of centers has steadily narrowed, going from
a difference of 8.2 percentage points in 1990 to only
3.0 points in 1994 and 1995. One reason for this is
the rapid expansion and absorption by several of
the “big box” value retailers which primarily locate
in community (power) centers. This expansion not
only strengthens the demand for community center
space but also weakens marginal regional malls by
sapping their retail sales.

These different trends reflect some of the previ-
ously mentioned changes affecting the retail mar-
ket, changes which have strengthened value
(discount) retailing. Traditional retailing (i.e., re-
gional malls) has lost a significant amount of mar-
ket share to value retailing because of the latter’s
better price and customer convenience. In 1994, re-
tail sales for traditional department stores only in-
creased 4.5 percent (nominal), while discount
department stores (WAL-MART, Target, etc.) in-
creased 11.5 percent.

NCREIF Returns Soon To Be Double-Digit

The NCREIF retail returns turned positive again in
fourth quarter 1993 after experiencing two negative
years. In 1994, retail returns were 5.2 percent for
the year. Using the relationship of NCREIF retail
returns to the Gross Domestic Product and vacancy,
it is predicted that by fourth quarter 1995 the an-
nual return should exceed 12 percent (nominal).
This suggests that retail should reach full recovery
four years before the office market. Returns could
range between 10.7 and 16.3 percent by year end
1999, depending on the level of construction. For

Real Estate Recovery: Fact or Fiction?

the period 1995 to 1999, NCREIF returns are pre-
dicted to average 11.0 percent per year.

Retail Conclusions—1995 Recovery

The national retail market, which bottomed in 1991,
should fully recover this year. The demand for retail
space should remain strong over the next two vears,
causing the national vacancy rate to either stabilize
or continue to fall, depending on construction. The
future success of retail investment will become in-
creasingly more dependent on choosing the right
type of center and the right anchor tenants.

Conclusions

A recovery in the real estate market is definitely
occurring. The office, industrial and retail product
types are, however, rebounding at different rates
and will reach equilibrium in different years. The
trend in the NCREIF Index suggests that the indus-
trial market was the first sector to show a signifi-
cant rebound in returns, having experienced a
positive return of 9 percent in 1994. It is forecasted
to peak at 12 percent by 1996. Retail is forecast to
have a major jump in returns in the coming vear,
increasing from 5.2 percent in 1994 to above 12 per-
cent by year end 1995. After 1996, returns for both
industrial and retail are projected to moderate with
slight dips in 1998. The office market, however,
should experience gradual accelerating returns,
peaking at 14.6 percent in 1999.
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REAL ESTATE
PERFORMANCE
MEASURES

by Jeffrey D. Fisher

12

ingly dominated by institutional investors

who require periodic performance measures
of their investment portfolios. This presents a chal-
lenge to private real estate investments because in-
dividual properties are not bought and sold on a
regular basis like stocks and bonds. Therefore, in-
vestors cannot measure gains or losses in their real
estate portfolio based on actual transaction prices.
They must use alternative measures of real estate
performance.

T he commercial real estate market is increas-

This article will provide an overview on how
performance measures for real estate investments
are constructed and used by institutional investors.
In particular, the article will focus on an index of
real estate performance published by the National
Council of Real Estate Investment Fiduciaries
(NCREIF). The index includes over 1,500 properties
whose market value in 1995 exceeds $20 billion dol-
lars of commercial real estate.! This article will
show how the index is used both to gauge the per-
formance of real estate compared to other asset
classes and to measure the performance of different
property types and geographic areas so institu-
tional investors can make diversification decisions.
Understanding these indices helps real estate pro-
fessionals understand the motivations of institu-
tional investors when purchasing, valuing and
selling real estate income property. These indices
can also be used to track trends in real estate values
and capitalization rates for different property types
and geographic areas.

Construction Of Performance Measures

Indices of real estate performance measure change
in the rate of return over time, e.g., annual or quar-
terly rates of return. As indicated earlier, this is
easy for publicly traded investments like stocks and
bonds because transaction prices are available to
measure changes in value. In the case of real estate,
it is necessary to rely on appraised values as a
proxy for transaction prices. Institutional investors
which hold property for pension funds are required
to mark to market, i.e., report the market value of
their holdings. Thus, appraisals are done on a peri-
odic basis, usually once per year by an outside ap-
praiser with quarterly updates by inside appraisers.

Performance measures essentially calculate an
internal rate of return (IRR) for each time period,
e.g., each year, based on the appraised value of the
property at the beginning and end of the period as
well as the net operating income (NOI) received

Jeffrey D. Fisher, Ph.D. is director of the Center for Real Estate
Studies and associate professor of finance and real estate at the
Indiana University School of Business. Currently he serves on
the Board of Directors of the National Council of Real Estate
Investment Fiduciaries (NCREIF).
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EXHIBIT 1

Income Appreciation Total Income Appreciation Total

Year NOI Value Return Return Return Index Index Index

0 $100 $1,000 100.00 100.0 100.00

1 105 1,050 10.00% 5.00% 15.00% 110.00 105.0 115.00

2 107 1,100 9.73% 4.76% 14.49% 120.70 110.0 131.66

3 105 1,060 9.91% ~3.64% 6.27% 132.66 106.0 139.92

4 100 990 10.10% —6.60% 3.50% 146.06 99.0 144.81

5 98 995 9.85% 0.51% 10.35% 160.44 99.5 159.80

6 96 990 9.70% -0.50% 9.19% 176.00 99.0 174.50

7 95 960 9.90% -3.03% 6.87% 193.42 96.0 186.48

8 92 940 9.79% —2.08% 7.70% 212.35 94.0 200.84

9 90 900 10.00% -4.26% 5.74% 233.58 90.0 212.38

10 90 900 10.00% 0.00% 10.00% 256.94 90.0 233.62
Average 9.90% —0.98% 8.91%
Standard 3.51%

deviation

during the period. This is shown in the following
equation:

Equation 1

NOI + (Sale price — Purchase price) (1)
Purchase price

Total Return =

Equation 1 calculates an internal rate of return for a
single period of time. The return is called the total
return because it includes return from net operat-
ing income and change in value (sale price
—purchase price). This return assumes that the
property could be sold each year at its appraised
value.? In the case of stocks and bonds, dividend
and interest income respectively would be used in
place of NOI and actual transaction prices would be
used for the sale price and purchase price.

Income And Capital Return

The total return already discussed can be broken
down into an income return and a capital return.
The income return is equal to

Income Return = NOI (2)

Purchase Price

The income return is analogous to an overall
capitalization rate (cap rate) for a property. There
may be differences, however, because the NOI used
by the institutional investor may differ from the
NOI used by an appraiser. For example, the institu-
tional investor may not include any replacement al-
lowance in the operating expenses which,
compared to what the appraiser might estimate,
may tend to understate the NOI. Alternatively, the
institutional investor might include expenses for re-
modeling, leasing commissions, tenant improve-
ments, etc. which, compared to what an appraiser
would use as a stabilized expense, would overstate
expenses.

Real Estate Performance Measures

Aside from these differences, trends in the in-
come return can provide valuable insight into
trends for capitalization rates. Thus, performance
measures can provide a valuable complement to
other sources of capitalization rates used by ap-
praisers and counselors.

The capital return measures the effect of any
appreciation or depreciation on the rate of return. It
is calculated as follows:

(Sale price — Purchase price) (3)

Capital Return =
Purchase Price

The capital return assumes gain or loss which is
recognized each period, e.g. the property is sold
and repurchased. The capital return is also referred
to as the appreciation return. It is possible, of
course, that the appreciation be negative, i.e., de-
preciation in capital value.

Index

An index is often calculated from the return measures.
The index indicates how much wealth the investor
would have accumulated if he invested in the property
and held it over time. It reflects cumulative rates of
return over time. For example, if the total return was 5
percent in year 1 and 6 percent in year 2, n, an invest-
ment of $100 would increase to ($100x1.05x 1.06) or
$111.30 by the the end of the second year.

Example

Exhibit I is an example of the calculation on the
income return, appreciation return and total return.
The table also indicates how an index could then be
calculated with 100 as the starting point.

Exhibit II illustrates the returns for the example
in the graph. Note that the income return is rela-
tively constant when capitalization rates do not
vary significantly over time. Most of the variability
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EXHIBIT II

Performance Measures

Income return

; ~ /
3 - Total return _—%97 T
"

B Capital return —— »

i

Year

— incoma return Appreciation return Total return I

is in the appreciation return. The average total re-
turn is 8.91 percent and the standard deviation of
the total return is 3.51 percent.?

NCREIF Property Index

Institutional investors who are members of NCREIF
report the information necessary to calculate income
and capital returns on properties they hold. The for-
mula used by NCREIF is a slight variation of the for-
mula already discussed that includes the impact of
any capital improvements and partial sales on the re-
turn. The differences are not material and do not af-
fect the interpretation of the index.*

The NCREIF index is calculated by averaging
the returns for all the individual properties re-
ported to the organization by its members. The av-
erage can either be equal weighted or value
weighted. Value weighting places more weight on
the return from properties that have greater ap-
praised values. This is the manner in which the
traditional NCREIF Index is calculated. Exhibit III
shows the total returns over time based on both
equal and value weighted returns.®

EXHIBIT III

Russell-NCREIF Property Index
Value vs Equal Weighted Index

5 = A
- T Fea [V
VAT
b \
|l
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781 791 801 811 821 831 841 851 861 871 881 891 901 911 921 931 941
YYQ

— Value Weighted .. Equal Weighted I
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EXHIBIT IV

Russell-NCREIF Property Index
Quarterly Income and Appreciation Returns

0.05

Return

wr2:

-005|~

-0.075 Ll iliai
TB1 791 801 811 821 831 B41 851 B61 B71 881 B9 901 911 921 931 541
Year-Quarter

—eprro T

- Income Return .. Appreciation Return I

Exhibit IV shows a breakdown if quarterly in-
come and appreciation returns for the NCREIF In-
dex. Note that income returns (cap rates) have been
relatively steady over time and most of the volatility
has been in the capital (appreciation) return. Be-
cause the returns are quarterly, they have to be
multiplied by 4 for an estimate of the annual
return.

Performance Of Different Property Types

NCREIF also reports performance measures for the
different property types held by its members. Ex-
hibit V shows a breakdown of quarterly returns by
property type. Note that the relative performance of
different property types varies over time. This is
important because it indicates that institutional in-
vestors can receive diversification benefits by in-
cluding different types of properties in a portfolio.

Performance Measures For Different Geographic
Regions

NCREIF also breaks down performance measures
by geographic regions. Exhibit VI shows the

EXHIBIT V

Property Types
Total Returns

Total Return
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EXHIBIT VI

NCREIF Regional Returns
Unlevered Properties

1

A,

5|

/ il |

¢ L L L e

results. Again, note that performance differs over
time for different regions which suggests diver-
sification benefits for holding properties in different
regions of the country.

Indices For Different Metropolitan Areas—

Office Buildings

It is also possible to request performance measures
from NCREIF for different metropolitan areas
where a sufficient number of properties are held by
its members. This provides a more refined analysis
on the performance of different property types and
trends by metropolitan area for different property

EXHIBIT VII

Russell-NCREIF Index
Total Returns for selected Office Markets

/ -

Total Return

i i B S I e [ S S T L e
861 871 881 891 901 91 921 931 941
Year-Quarter

Real Estate Performance Measures

types. More sophisticated institutional investors
make diversification decisions by evaluating returns
for different metropolitan areas. Exhibit VII shows
the performance of office buildings in different
metropolitan areas.®

Performance Of Private And Public Markets

With the tremendous growth of the REIT industry
in recent years, public markets have become an
alternative vehicle for institutional investors to hold
real estate rather than make investments in the pri-
vate market. As discussed, the NCREIF Index is
based on appraised values of individual properties
held directly by institutional investors. Performance
measures also exist for REITs such as the NAREIT
and Wilshire Indices. An important issue to con-
sider is whether we can directly compare the per-
formance of public and private market indices.

Two problems have been identified in making
these comparisons. First, public market indices
have much more volatility. Perhaps this is because
they are based on actual transaction prices rather
than appraised values. Another explanation is that
trading by Wall Street introduces more volatility be-
cause REITs behave more like stocks, and thus are
subject to the whims of the market. In either case,
the differences in volatility must be considered.
Second, transaction prices in public markets seem
to lead appraised values in private markets. This
may occur because public markets are better at an-
ticipating and are quicker to reflect changes in mar-
ket conditions. It may also be because the appraiser
is less likely to put as much weight on the most
recent transaction when estimating market value.
We know that transaction prices for individual
properties may not be indicative of market value.
Furthermore, comparable sales are, by nature, his-
torical despite attempts to make adjustments in
market conditions.

To better understand the difference in perfor-
mance of public and private markets, Exhibit VIII
compares the NCREIF and NAREIT Indices. The
differences are handled by 1. using different scales
for the performance of the NCREIF versus the
NAREIT Index to adjust for differences in volatility,
and 2. lagging the return for the NAREIT Index by
one year since it tends to lead the NCREIF Index.
The performance over the period shown in the
graph, 1978 to 1992, is quite informative. Note that
the NAREIT Index rises relative to the NCREIF
Index in 1991. This is the result of the 1981 tax act
which increased the tax benefits to private market
investors and produced a repricing of real estate.
The returns in the exhibit are before tax. Thus,
lower before tax returns were needed on private
market investments relative to public market invest-
ments after 1981. These tax benefits were essentially
eliminated in 1986, and we see the NAREIT Index
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EXHIBIT VIII
NCREIF vs. NAREIT
4 Quarter Moving Average

NCREIF Index Return
NAREIT Index Return

-10% L "
784 794 BO4 B14 B24 B4 344 BS54 BE4 874 B84 894 904 914 924
Year-Quarter

F o+ NAREIT Index we NCREF Index |

NAREIT lagged 4 c-luaﬂerﬂ

decreasing as we move into 1986. This is followed
by a significant decline in the NAREIT Index dur-
ing the late 1980s as public markets appear to an-
ticipate the real estate recession much faster than
private markets. The NCREIF Index was slow to
respond to declining real estate prices and the ef-
fect this had on performance. The opposite may
have occurred in the early 1990s when public mar-
kets anticipated a recovery and prices rose for
REITs faster than appralaed values used for the

JEROME HAIMS
REALTY, INC.

369 LEXINGTON AVE., NEW YORK 10017/212-687-0154

THE COMPLETE REAL ESTATE APPRAISAL AND
CONSULTATION ORGANIZATION

CONSULTATION—VALUATION / FEASIBILITY STUDIES
CASH FLOW AND INVESTMENT ANALYSIS
RECOGNIZED EXPERT TESTIMONY
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NCREIF Index. The author expects these two mar-
kets will get closer in the future as institutional
investors move funds between these markets and
attempt to take advantage of any perceived arbi-
trage opportunities.

Conclusion

Indices of real estate performance can provide valu-
able insights into trends in real estate values and
cap rates for different property types in different
geographic areas. Although indices for private real
estate markets are difficult to compare with their
public market counterparts based on stocks (in-
cluding REITs) and bonds, trends in the perfor-
mance of REITs can provide insight to trends in
private market performance. Real estate counselors
and other industry professionals can use these per-
formance measures to supplement more traditional
sources of cap rate and return information for com-
mercial real estate.

\’OTES

. Information about the index can be obtained by contacting
NCREIF at Two Prudential Plaza, 180 N. Stetson Avenue, Suite
2515, Chicago, IL 60601. Telephone (312) 819-5890.

2. Although this seems quite reasonable, there have been several

studies that suggest appmlwd values lag changes in transaction

prices. See for c\ample ‘On the Reliability of Commercial Ap-
praisals: An Analysis of Properties Sold from the Russell-

NCREIF Index (1978-1992)", R. Brian Webb, Real Estate Finance,

Spring, 1994.

The standard deviation is a measure of the variability of the cash

flows as defined in any standard statistics book. It is often used

as a measure of the riskiness of an investment’s returns.

4. For further discussion see Giliberto, S.E “The Inside Story on
Rates of Return,” Real Estate Finance, Spring 1994.

. The equal weighted returns were calculated by the author with
permission of NCREIF and first appeared in Fisher, Jeffrey D.
“Alternative Measures of Real Estate Performance: Exploring the
Russell-NCREIF Data Base,” Real Estate Finance, Fall 1994.

6. This exhibit first appeared in “Real Estate Portfolio Management
and Strategy,” a seminar prepared by Jeffrey D. Fisher and spon-
sored by the National Council of Real Estate Investment Fiduci-
aries (NCREIF) in Chicago, August 1994. The reader should note
that metropolitan indices are based on relatively small sample
sizes and may not always be representative of returns for the
entire metropolitan area

5]
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THE PRUDENT
USE OF
ELECTRONIC
INFORMATION

by Brian A. Furlong

The Prudent Use Of Electronic Information

making. In an ERISA environment, it is essen-

tial that plan sponsors, their consultants and
advisors operate with as much information as pos-
sible pertinent to the performance of the plan as-
sets. A key to the prudent garnering and
management of information for pension plans is the
appropriate use of technology.

E RISA demands prudent investment decision

Recently the financial and business press has
been awash with talk of the Internet, the Web, Cy-
berspace, Bandwidth, etc. While some real estate
professionals have been at the vanguard of recent
developments in telecommunications and comput-
ing, many have only vaguely followed new devel-
opments. Whats going on with electronic
information, and what does it mean for real estate
counselors?

What Changes Are Afoot?

From the 1940s through the early 1980s, most
Americans had little direct experience with com-
puters. The typical computer was a mainframe, run
by professional information processing profession-
als for big corporations, institutions and the govern-
ment. The hardware was expensive, and the
software was generally a programming language,
such as FORTRAN or COBOL, which only
specially-trained people could run.

In the early and mid-1980s personal computers
came into widespread usage. They were affordable to
small businesses and home users. To meet the new
market of users who where not computer profession-
als, programmers developed high-level software for
the general public. This included word processing
and spreadsheet applications for general business
use and easy-to-use special purpose programs such
as lease-by-lease analysis programs. People who had
never turned on a computer became regular users.
The way in which offices carried out business
changed forever, as evidenced by the fading away of
old technologies such as the IBM Selectric, Correct-
O-Type and ruled accounting paper.

Throughout the 1980s, the main changes in
technology involved increases in processing speed
and memory, or software improvements designed
to enhance the functionality or ease of use. Most
people operated on single computers, and the only
way they shared data with other users was by dis-
tributing printouts or floppy disks. In the 1990s,
improvements in memory capacity, software func-
tionality and ease of use have continued at a rapid
and apparently inexorable pace. However, the real
innovation of the 1990s is shaping up to be another
phenomenon, networking.

Brian A. Furlong is senior vice president of Landauer Associ-
ates. His specialties include mortgage evaluation, CMBS and
pension ‘fmrd real estate investment.
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For most business users, networking started
with the installation of Local Area Networks
(LANSs)! for use within their offices. Many com-
panies with multiple offices followed up with the
installation of proprietary Wide-Area Networks
(WANs).2 On the home front, most people first be-
came networked with modems to join a commercial
on-line network service such as America On-Line,
CompuServe or Prodigy. Over the last year or two,
the Internet caught the attention of many home
users. Each of the commercial on-line services be-
gan to provide their members with an easy inter-
face to the Internet, as did numerous firms
concentrating directly on Internet access. In 1995,
commercial real estate professionals are catching
Internet fever in large numbers.

What Is The Internet?

The Internet is a network of constituent computer
networks all linked with a common protocol called
TPC/AP? It is the world’s largest network linking
tens of thousands of other networks. With well over
30 million users, it is growing by leaps and bounds,
and some analysts expect that it will link over 100
million people before the decade is over.

It is relatively inexpensive for a firm or organi-
zation to offer its own information or services over
the Internet, and thousands have. As a result, the
breadth of services offered over the Internet is vast.
Some of the principal services and tools available to
most Internet users include:

® Electronic Mail, for sending and retrieving elec-
tronic messages. Each user of the Internet has an
E-mail address, and E-mail can be sent to any
other user around the world. Typically, the user
only incurs a local phone charge for using
E-mail, even if the recipient of the mail is far
away.

® Electronic News (or USENET), is used for
computer-assisted live conferences. USENET is a
system of electronic bulletin boards with ongo-
ing user dialog. As with E-mail and any other
Internet service, the user only pays for local
phone charges to the user’s service provider, even
if the user ends up communicating with people
thousands of miles away.

® File Transfer Protocol (FTP), for sending or re-
ceiving files across the Internet.

® Navigational Tools, for organizing the contents
of the Internet into easy-to-navigate hierarchies,
so users can search the Internet for specific con-
tent. Two of the most widely used organizational
systems for the Internet are Gopher and the
World-Wide Web. Gopher organizes the content
of the Internet into a hierarchy, and it includes a
search engine. World-Wide Web (called the Web
or the WWW) is a system which lets users access

18

and download files and jump from one docu-
ment or Internet site to another through Hyper-
text links. Hypertext is a mechanism which
allows users to access new sites on the Internet
by simply clicking the mouse on a highlighted
description of the place the user is going.

What Can The Internet Be Used For?

The Internet started out as a network for non-
commercial purposes, chiefly the military, other
government users and universities. Recently, it has
become a powerful tool for commercial real estate
professional users to:

® Send messages to co-workers and clients. These
messages can be prepared once and sent to either
an individual or to a specified list of individuals.
If the recipient is not available to read the mes-
sage when sent, it is stored until the recipient is
prepared to receive it. This eliminates telephone
tag. If requested, the sender will receive a notice
when the message is read by the recipient.

® Send files, such as spreadsheets, word process-
ing files, databases and property or asset man-
agement reports, over the phone lines. Internet
and private networks will, in many cases, make
postal service and express mail delivery obsolete.
Delivery by computer network is faster and
cheaper, and the item delivered is more useful in
electronic than in printed form.

B Retrieve files from another computer. Any type
of file you can receive from a colleague or client
through an exchange of floppy disks can be re-
trieved over the Internet. For example, it is possi-
ble to send or retrieve rent rolls, cash flow
analyses, property or asset management files,
word processing documents, etc.

® Set up a home page on the Web to post informa-
tion useful to clients, colleagues and potential
clients who are connected to the Internet. A
home page can be a content-rich advertisement
which explains and perhaps demonstrates the
products and services your firm offers. If set up
properly, the home page delivers its information
in multi-media with pictures, sound and video to
accompany text.

A home page on the Web can be used for
electronic publishing purposes, e.g., to publish
brokerage listings. With so many commercial
property brokers beginning to use home pages to
post listings, it is likely the Internet soon will
support a multi-media electronic multiple listings
function where users can screen investment,
leasing or financing opportunities throughout the
world. The contact database or Rolodex of an in-
dividual broker or even a large brokerage firm
eventually will be no match for the breadth and
depth of the contacts available through the
Internet.
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m Perform research. Internet has vast, easy to
search and access information resources for use
in business of all types, including commercial
real estate. Many periodicals are available over
the Internet in searchable form. The nation’s larg-
est libraries have their catalogues on-line, includ-
ing the Library of Congress and many university
libraries. The books and information found in
these catalogues are often available by request
from local libraries which, in turn, borrow these
items using inter-library loans.

All securities documents filed with the SEC,
including the annual 10-K and 8-K reports of all
publicly-traded REITs, are available for immedi-
ate free downloading from the Internet's EDGAR
service. These reports include a wealth of infor-
mation on REITs as investment entities, and they
often provide transaction and other data regard-
ing individual properties.

The government maintains many Internet
sites with public access. For example, data from
the Commerce and Labor Departments are avail-
able. The FDIC provides detailed narrative and
statistical reports each quarter on the nation’s
commercial banking and thrift industries. Even
the CIA has an accessible home page on the Web
which, among other things, provides a detailed
summary of the economy, demography, geogra-
phy, weather, political system, military strength,
drug trafficking patterns, etc., for each nation,
island, island group and commonly-referenced
group of nations.

There is more information available on the
Internet than in any physical library. It is access-
ible wherever there is a computer with a modem
and a phone line. Access is cheap, starting at
about $10 to $20 per month for access through
popular commercial networks such as America
On-Line, and it requires little training or strong
computer skills to use. It has become a mass
market phenomenon and no longer is the exclu-
sive province of computer hackers, scientists and
professors.

Internet’s Limitations

The Internet has two principal problems for busi-
ness users. First it is difficult to charge for goods,
services and information over the Internet. There-
fore, many information providers prefer to contract
with privately run commercial networks and ser-
vices, such as America On-Line, Bloomberg or
Teleres, which charge for their services and share
the proceeds with the information provider.*

The second problem is network security. Once a
local area network (LAN) is linked to the Internet,
hackers or criminals from elsewhere on the Internet
may try to damage or steal data from the LAN.
Partial, although not absolute, protection can be

The Prudent Use Of Electronic Information

provided if appropriate electronic fire walls are set
up to control unauthorized access to sensitive parts
of the LAN’s data.® For security reasons, some com-
panies prefer to maintain proprietary wide area
networks to carry out certain communications
tasks.

GIS And CD ROM

Besides networking, other recent changes to com-
puting by real estate practitioners involve applica-
tions made practical by increased memory capacity,
faster processing speeds and improved software
applications. Two of the most noteworthy applica-
tions to achieve recent prominence are Geographic
Information Systems (GIS) and CD ROM products.

GIS applications allow a user to convert tabular
data into color coded or custom shaded maps
which clearly represent the spatial relationships in
the data. GIS has been around for a long time, but
it has been too costly and difficult to use for many
real estate professionals. Further, much of the data
necessary to feed the geo maps had been difficult
to acquire and organize. Recently, data sources
have come way down in price, the variety of data
available on CD or disk has increased greatly and
mapping and database programs have become
much easier to use. For example, vendors now sell
updated employment, demographic and income in-
formation for the entire country. Many data ele-
ments are available on a census block group, census
tract, zip code, county, MSA, state and national
level. Other vendors sell real estate information,
such as the location and updated sales of virtually
every supermarket in the country. At our company,
we have developed a menu of standard maps
which can be used repeatedly as templates to at-
tractively represent employment, income, demo-
graphic and other spatial relationships. Once set
up, these maps take little time and money to pro-
duce for specific properties or areas.

CD ROMs are becoming a major source for real
estate counselors to use. A single CD ROM disk
can carry an immense amount of data, and the
storage capacity of CD ROMs will surely increase
over time. Entrepreneurs and governments now are
putting all sorts of information in data format on
CDs, as well as scanned images. This includes:
® comparable property sale information with the
basic information downloaded from electronic re-
cords kept by the government or transfer tax au-
thorities for deed recording;

B property-specific assessment records and tax
maps;

® economic and demographic data;

m descriptions of all the space available for let in a
given market;

® descriptions of individual buildings of a defined
class in a defined geography;
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B operating statistics which had only been pub-
lished previously in printed guides;
B property market conditions;

® recorded deeds, mortgages, legal descriptions
and other documents scanned from public re-
cords and sometimes converted into searchable
data files.

Information on a disk is a big improvement over the
old hard copy representations. It can be searched
using electronic search engines, and the data can be
sorted, averaged, arranged in charts, graphed, etc.

Although a number of CD products are used in
real estate analysis throughout the nation, many
more cover only certain states or parts of states. It is
likely that in the next few years there will be some
consolidation and cooperative marketing of the CD
information products. This would make them easier
to find and contract for, thereby increasing the user
base and making the production of this information
more economically viable. It is also likely that some
information now available exclusively on a CD will
find its way onto the Internet or private on-line
services such as Teleres.®

How Will This Technology Change Commercial
Real Estate Practices?

Real estate has always been characterized by pri-
vate information, but technological advances are
making it ever more public. Technology is also lead-
ing to standardization of how data is organized and
presented. For example, real estate companies pre-
viously might have used varied methods to present
the same type of information in charts. Now com-
puterized databases can present data in a common
set of charts, graphs and maps which are primarily
generated by the computer with limited interaction
required by the analyst. This not only saves a great
amount of time, but it leads to consistency of pre-
sentation. Standardized charts are easier for a third
party to review, particularly when a large portfolio
is involved. The use of common data elements, pro-
cessed by database and GIS programs, allows for
easy comparisons of one asset to another. It also
allows for more process control by management.

Technological advances are causing an evolu-
tion in the type of knowledge and research skills
which are valuable to a real estate counselor. Previ-
ously one needed to know how to use the library’s
physical card catalogue and guide to periodic litera-
ture. Now, it's better to know how to search for
information on the Internet and other on-line
sources. Increasingly, local property market knowl-
edge is becoming less valuable. Today database
products enable users located throughout the coun-
try to intensively map the property stock, availabil-
ity, rents, income patterns, new construction
patterns, population movements, household size
and other variables of locales that used to take years
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for a local expert to understand. There used to be
so little data or it was organized so poorly that in
many areas an expert was needed who intuitively
understood the local realities. We are getting to the
point where hard data will often replace gut feel, if
effectively manipulated.

The new technology will lead to centralization
of gathering information. Just as garage-based car
manufactures were replaced by the efficiencies of
the Ford assembly line early in this century, data
firms will centralize many information gathering
tasks which practitioners previously did indepen-
dently. For example, it doesn’t make economic
sense for each appraiser in America to gather his or
her own public records information on comparable
sales when this can be done for far less aggregate
cost by firms such as REDI Data or COMPS. In a
competitive world, most cost savings are passed on
to the users of the information. Those who persist
in inefficient methods of data investigation and pro-
cessing will see their profitability suffer.

Advances in computing and telecommunica-
tions, such as the Internet, will affect many aspects
of the office business, retail business, lodging busi-
ness and others directly connected to the commer-
cial property markets. The ability to communicate
at a distance decreases the need for office tenants to
agglomerate. It makes office hoteling and telecom-
muting more feasible. On the retail front, the possi-
bility to present one’s wares electronically changes
the type of space required and the best location for
that space. For example, electronic banking has
greatly reduced the demand for large, well located
bank branches. The ability to order music CDs over
the Internet and to preview the sound, will hurt
CD sales in malls. Computer networks will encour-
age more comparison shopping as computerized
agents seek out the best deal among competing
vendors. For the lodging industry, electronic book-
ing is coming into play. The prospective guest can
call up a detailed description of a hotel, sometimes
including electronically transmitted photos or vid-
eos together with pricing options. This will change
common booking procedures which affect the value
of franchise agreements and booking association
memberships held by hotels.

Conclusions

Real estate counselors need to explore what is im-
portant about new technology as well as its busi-
ness ramifications. Since real estate is an
information-based business, it is inevitable that
most commercial real estate professionals will be on
the Internet and will use other products such as
CD ROM and geo-maps. For many it makes sense
to get on-line and up to speed with the new tech-
nology. These professionals will reap the benefits of
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the new technology and not lose out to technology-

savvy competitors. The Problem Solvers
NOTES in Retail Real Estate

1. A LAN is a system which links computers and peripheral de-
vices within a building or some other small, local area. LANs
allow co-workers to communicate with each others computers

and to share resources through a client/server svstem. In a . COU”““"“Q = Development Services .
client/server system, one or more server computers centrally » Expert Testimony s Hold/Sell Recommendations
maintain data for, and execute tasks for, a group of intercon- s Feasibility Analysis = Joint Ventures
nected client computers. s Leasing s Tax Appeals

2 A WAN i - icati b ik Tinks: tve . : .

2. A WAN is a communications network which links two or more s Troubleshooting « Valuations

Local Area Networks which are located at a distance from each
other. Communications in a WAN may be by way of public or
private lines.

3. A protocol is a set of rules or agreements on how to communi- i
cate. TCP/IP stands for Transmission Control Protocol/Internet since 1984 . ...

Protocol. Hence the name Internet for the network operating 3
under TCPP The Wilke Company

4. Many people are working hard to develop better ways to charge
for information and products distributed over the Internet. Once

it is effective to charge for Internet information, it will become W. Richard Wilke, CRE
economically viable for many information providers to offer their ) !

wares directly over the Internet. Strong products will reach a : :

vast market, which will result in low per-use charges. Kathleen Price Wilke, CRE, MAI

5. If you access Internet by a modem connection with an Internet

gatekeeper such as America On-Line, there is little risk of a | |
breach of security involving vour computer. The risk is more
acute if you open vour network to outside visitations by acting as 14675 Midway Road, Suite 113
a service provider on the Internet rather than just a service
consumer. Dallas, TX 75244
6. Teleres is an on-line information service dedicated to the com- 214.385.3503 fax 214.960.8906

mercial real estate industry which is being developed by
AEGON, a Dutch insurance conglomerate, in partnership with
the Dow Jones Corporation.
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the early 1970s. During the last 25 years they

have accumulated approximately $120 billion in
property of various types through a number of
investment formats. During the last five years
pension fund portfolios have been impacted dra-
matically by the worst market downturn since the
real estate asset class was added to their overall
portfolio asset allocation. This article reviews the
historical development of diversification strategies
within the real estate sector in order to identify and
discuss the factors most likely to influence the fur-
ther evolution of pension funds’ investment strate-
gies for real estate.

P ension funds began investing in real estate in

Pension funds initially began investing in real
estate through large open-end commingled funds,
many of which were sponsored by insurance com-
panies. The fund manager was respons:ble for all
decisions regarding the diversification of the portfo-
lio. Most funds had a broad charter in terms of the
stated investment strategy and, consequently, were
invested in most commercial property types
throughout the United States. Early in the life of
these funds, the predominant property types were
office, retail and industrial. All were income-
producing  properties that generally were
unleveraged.

By the early 1980s, the investor market began to
question the \ahdm of appraisal-based pricing and
the liquidity pr0m1sed by the open-end funds. In
response, fund managers developed a product
structured to meet these concerns—the closed-end
fund. Early closed-end funds still had a fairly
broad property type charter, including office, retail
and industrial, but generally were smaller capital
pools and thus acquired a smaller number of prop-
erties. The first generation of closed-end funds
added little to the diversification of investors’
portfolios.

As the capital market demand for the asset
class from all sources increased in the late 1980s,
pension funds grew increasingly selective in their
investment acquisition strategies. While their asset
allocation studies continued to dictate target fund-
ing levels in excess of the value of their current
property holdings, the pricing of new acquisitions
had shifted. Lower initial cash yields were accepted
in exchange for the prospects of greater future
growth. Real estate acquisition strategies became
increasingly focused not only on certain property

Barbara R. Cambon, CRE, is founder and president of Institu-
tional Property Consultants, Inc., in San Diego, California.
She is responsible for the firm’s strategic direction and manages
its business operations. Cambon is involved in the strategic
development, implementation and monitoring of all client in-
vestment policies and objectives.
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types and regions, but on specific properties. Inves-
tors increasingly looked to direct property acquisi-
tions, or fully or partiallv-specified pooled funds, as
the preferred investment mode. In 1988, office ac-
quisitions (in terms of dollars invested) hit an all
time high. By the end of the decade, the bottom fell
out of not only that strategy, but the property mar-
ket in general.

FIGURE 1

Portfolio Index Composition by Property Type
(Quarter 4, 1979)
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Source: Institutional Property Consultants, Inc.

By the early 1990s pension funds were looking
in two fairly narrow directions: specified property
types that were expected to generate steady income
and positive growth (primarily retail), and new cat-
egories of non traditional or non core investments

FIGURE 2

Portfolio Index Composition by Property Type
(Quarter 4, 1984)
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FIGURE 3

Pension Fund Real Estate Acquisitions by Property

Type
($ Billions)
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which included timber and farmland. Improved
supply/demand relationships in the apartment sec-
tor contributed to the acceptance of multi-family
apartment investments as part of the real estate
portfolio strategy. During this time frame, invest-
ment strategies for new commingled fund products
were becoming increasingly focused regarding
property type and geographic location. The drop in
office property values, combined with increased ac-
quisition volume in the retail sector, had altered the
real estate portfolio mix. The market research
needed to assist in identifying future growth pros-
pects by property type and region was addressed
by the emergence of senior researchers in several of
the top traditional real estate advisory firms.

During the same period of time, the capital
markets were beginning to respond to the shifting
capital demands of the real estate sector. Just as
changing regulatory conditions led the traditional
sources of real estate finance to withdraw from new
investment in real estate, Wall Street was seeking
ways to capitalize on the resulting capital void.
During 1992-1994, the market capitalization of the
Real Estate Investment Trust (REIT) sector grew
from less than $10 billion to over $40 billion. These
new public companies had management and assets
in place, capital to grow and a recent record of
attractive dividend yields.

How have these factors influenced pension
funds’ real estate diversification strategies? New
pension fund investment capital is slowly returning
to the real estate sector, but investors are much
more introspective. The last five years of returns
have had a significant impact on how pension
funds approach the strategic planning process for
the real estate sector. This has led to critical re-
examination of the real estate advisors role in the
investment planning and implementation process.
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At the same time, the market recovery has brought
a whole new array of investment formats and
investment strategies many of which are being
offered by new investment firms. The real estate
capital market matrix is a topic of discussion at
many pension real estate conferences. These
changes are influencing these investors’ real estate
investment strategies in a number of ways.

FIGURE 4

Total Market Equity REIT Capitalization
($ Billions)
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Core And Non Core

The mix of core and non core strategies has shifted
with non core strategies now comprising up to 50
percent of the total real estate allocation. Core strat-
egies are defined as completed, substantially leased
properties with stable operating income in major
metropolitan markets with anticipated total returns
of 200 basis points over ten year Treasuries. Core
properties may be apartments, industrial, retail and
office. Non core strategies are properties with a
higher risk profile than core and/or require spe-
cialized management and expertise with antici-
pated total returns of 300 basis points over core
expected returns (i.e., 500 basis points over ten year
Treasuries). This shift is the result of pension funds’
re-examination of real estate’s role in their overall
investment strategy. Many of these large capital
pools appear to be moving increasingly toward
substantial indexation of their domestic equity port-
folios. As this takes place, these funds will increas-
ingly look to their private investments, including
real estate, to provide better than market total re-
turns. Thus, private investments are being increas-
ingly viewed as the yield-enhancing sector of the
portfolio. This view argues for a portfolio strategy
with a larger percentage of non core investments
with higher expected total returns.

Property Type Mix

Property type mix in the portfolio is likely to be
rebalanced more frequently through investor-driven
portfolio decisions. The advent of property type-
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specific investment programs has provided the pen-
sion investor with better mechanisms for changing
the portfolio’s property type mix over time. The
emergence of market mechanisms, such as the In-
stitutional Real Estate Clearinghouse designed to
facilitate the transfer of the investors’ investment
interests, also will provide investors with greater
flexibility over their portfolio mix and their ability
to change that mix over time.

Publicly Traded Real Estate Securities

The publicly traded real estate companies will play
an increasingly significant role in the investors’
portfolios. Pension funds will continue to seek out
quality management and assets at attractive pricing
which may be available through public companies.
Many of the new REITs are highly focused in their
strategy, particularly by property type, which will
contribute to the investors’ control over portfolio
mix.

Private Real Estate Securities

The new generation of private real estate securities
(commingled funds) has incorporated a number of
structural and governance changes. These changes
have increased their attractiveness as investment
formats. Many of these funds are infinite life funds
with the expectation that over time they will per-
form like real estate operating companies. Investors
desiring liquidity in their private securities will
have new mechanisms available, such as the Clear-
inghouse. The Clearinghouse is an industry-
sponsored facility designed to disseminate informa-
tion and list bids and asks for the nearly $40 billion
of existing commingled funds as well as all newly
formed funds. Investors will be able to sell their
shares, or units, in private real estate securities
through a screen-based electronic trading system
designed to serve the needs of the private institu-
tional real estate marketplace.

Opportunity Funds

Following the lead of the RTC, banks and insurance
companies developed programs to reduce, over a
short period of time,their real estate portfolio hold-
ings. Forming up on the buy side was entrepre-
neurial capital willing to take the risks of early
stage property market recovery. As the magnitude
of the portfolio disposition process became better
understood, and as the sponsors of these early in-
vestment pools began to generate exceptional re-
turns to participants, a next round of funds, the
opportunity funds, was offered to pension funds.
These non core strategies have substantially higher
risk-return criteria, but, to date, have been success-
ful in attracting nearly $10 billion from pension
funds. Opportunity fund strategies continue to
evolve today, seeking out those areas of investment
most affected by changing capital market par-
ticipants or overlooked by the marketplace. For
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example, some opportunity funds are evaluating
opportunities to acquire ownership stakes in public
limited partnerships.

International

Pension funds now hold a significant percentage of
their total portfolio investments in non-U.S. stocks
and bonds. Increasing allocations to international
investment reflect the differential economic growth
rates projected around the globe and the demand
for capital to fuel that growth. The same rationale
for international investments in general can be ap-
plied to real estate investing as well. As investors
evaluate the projected growth in property current
vields and value available in the U.S. market, they
will eventually turn their attention to non-U.S.
property markets. Indeed, institutional investors
today are seeing a growing array of international
real estate investment programs with strategies
ranging from stable investment markets (i.e., the
UK market, with a long history of property invest-
ment by global investors) to emerging markets with
their demand for development of new modern
properties. As the opportunistic phase of the U.S.
property market cycle begins to wind down, it is
expected that investors” attention may shift to inter-
national markets which offer the potential for re-
turns higher than projected for the U.S. market.

Conclusion

The real estate market in which pension funds in-
vest during the rest of this decade will be very
different from that of the 1980s. Continuing institu-
tionalization of the $3 trillion U.S. property invest-
ment market will ultimately shift the ownership of
the sector from the individual en trepreneur to large
institutions. Second, the securitization of real estate
investments certainly will experience another wave
or influx of investment capital, converting what
once were private real estate development com-
panies into publicly owned real estate operating
companies. Information technologies will spur the
depth and breadth of this market as greater access
to information on both public and private real estate
companies is achieved at a lower cost.

By the end of this decade, pension portfolios
will have expanded beyond the private market
pooled fund and direct investment strategies pri-
marily employed during the last real estate market
cycle. Portfolios will include investments in real es-
tate companies, private and public, with both U.S.
and non-U.S. property holdings. The expertise that
will be tapped to run these portfolios will come not
only from the traditional real estate advisory com-
munity, but also from the ranks of real estate opera-
tors whose business activities once centered around
development and property management. Securities
firms will, with the growth in the market capitaliz-
ation for publicly traded real estate companies, seek

to develop specialists in the sector. Already the
number of management firms specializing in this
area has grown. Real estate pricing will become
more significantly influenced by transaction pricing
of investor interests as contrasted with the current
market mechanism for private market investments
of appraisals of property interests. While real estate
is likely to continue to be viewed as a long term
hold asset, investors will have the increased flex-
ibility to change their minds over the holding
period.

The changed structure of today’s real estate
arena has created a new playing field for pension
fund investors. Illiquid private market investments
will comprise only one component of institutional
investors’ total real estate holdings. High quality
real estate investments combined with the right
management and ownership structures will con-
tinue to be the key ingredients. Successful real es-
tate strategies will access the sector through a
broad array of private and public market options.

There is a real estate firm in Madison whose
major consideration is professionalism...
in attitude, service and accomplishment.

p.L. 4 uatis co., INC.

Commercial and Residential Realtors®
Counseling and Valuation Services

6409 Odana Road, Madison, WI 53719
Telephone (608) 274-4141
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WHAT'S NEW
IN ASSET
ALLOCATION?

by Susan Hudson-Wilson
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agement and return enhancement of real es-

tate portfolios has, at long last, come into its
own. Investment advisory and real estate research
and strategy firms provide institutional investors
with rigorous quantitative methodologies to an-
alyze the structure of a portfolio and assess the
likelihood its returns are achieved with the least
amount of risk possible. Sophisticated institutional
investors apply the tools now and others will follow
over time.

T he use of asset allocation tools in the risk man-

While the adoption of this approach to portfolio
construction and management is laudable, there is
never a spare moment to savor the accomplishment.
A major complication to the portfolio design prob-
lem has been introduced called the “quadrants” ap-
proach to real estate. The quadrants approach
seeks to broaden the traditional definition of real
estate to include all the ways real estate is ex-
pressed in the investment arena. This article will
explain the sense of the quadrants and discuss how
the concept both complicates and enriches our
thinking. In recent papers I have explained the con-
cept of the quadrants approach to investing.! The
intuition is recounted here.

The Sense Of The Quadrants

Traditionally real estate has, at least in the institu-
tional investment community, been narrowly de-
fined as assets traded in the private markets.
Insurance companies allowed for the notion that
both private debt and private equity could be ac-
commodated within that definition. However, pen-
sion funds held that real estate equaled private
equity. This traditional idea is now being chal-
lenged and explored for two primary reasons.

The first reason to broaden the definition of real
estate is because the market where real estate assets
trade does not determine the ultimate value of the
investment. The ultimate value is determined by
the real estate itself. For example, if a REIT was to
liquidate, the value of the shares would instantly
revert to the value of the underlying real estate. The
management premium or discount and the impact
of the stock market would evaporate as an influence
on the share value. Thus, real estate is really what
you are buying when you buy a REIT. A further
example is a CMBS issue. If push comes to shove,
particularly for the BB and lower tranches, and the
real estate underlying the mortgages becomes dis-
tressed, the value of the position would be fully
dependent upon the value of the real estate.

Susan Hudson-Wilson, CFA, is president and founder of Prop-
erty & Portfolio Research, Inc., an independent real estate re-
search and portfolio strategy firm. The firm services large insti-
tutional investors in the development of investment strategies
suitable for their real estate portfolios.
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Thus, the trading market and the structure of
the investment layered on top of the asset serve to
alter the timing of cash flows and perhaps to recut
the riskiness of cash flows. This does not alter the
importance of the underlying real estate. The trad-
ing market creates temporal shifts in the perfor-
mance of the asset and adds influence to its
valuation. Consequently, the trading market where
an asset is priced and transacted should not cause
us to overlook that real estate continues to drive the
asset’s ultimate performance.

The second reason to broaden real estate’s defi-
nition is that all real estate is, to a greater or a lesser
degree, comprised of both debt-like and equity-like
behaviors.? The leases represent the cash flows
most synonymous with the debt market as leases
are contractual cash flows derived from differing
credits. This is precisely analogous to a bond. The
unleased portion of a building, and/or the space in
the building at the end of the lease term is charac-
terized as pure residual equity. The value has no
contractual obligations attached to it; this part of
the value is 100 percent exposed to the conditions in
the market. A speculative multitenant office or in-
dustrial building is a good example of an entire
property which is characterized as pure equity.

Every building, with the exception of one with
a AAA credit tenant on a triple net lease, is ex-
posed to both these behaviors in differing degrees.
All real estate is a hybrid. Until now real estate
investors have not paid appropriate attention to this
extremely important reality. Debt and equity be-
have very differently in terms of their expected re-
turns, riskiness and correlations with other assets.
It is important to be specific about the desired mix
of these two behaviors within the real estate
portfolio.

The quadrants approach, which looks to debt
and equity and to public and private markets,
makes sense intuitively and from the all-important
portfolio perspective. Given our acceptance of this
premise, what are the implications? Some enor-
mous complications to portfolio management and
planning arise immediately. The first is the appro-
priate definition of core® and the second is the set-
ting of performance norms for mixed asset
allocation. Enormous benefits arise including a
greatly enhanced access to the tools of active port-
folio management and the expanded ability to take
advantage of arbitrage opportunities across the real
estate markets.

The Definition Of Core

Institutional investors require a fairly specific defi-
nition of a core investment strategy as a starting
place to set investment policy. They need to know
where to find the middle of the road to decide
whether to perform in line with or to deliberately

What's New In Asset Allocation?

deviate from that standard. Pension fund boards
are accustomed to this type of reference point in
other asset classes, and they desire it in real estate.

The traditional definition of real estate included
a definition of core based on performance norms
rather than on the contents of the private equity
quadrant. In other words, the definition included
assets that exhibited stabilized performance and
did not necessarily reflect the majority of assets in
the market. This approach flies in the face of the
most fundamental finance theory and really was
not the proper way to think about core. A more
appropriate and consistent approach would be to
use the words core and index somewhat syn-
onymously. Core should be defined as the behavior
of the investable universe within each quadrant.
This universe would not necessarily exhibit stabi-
lized behavior at all times, but it would accurately
capture the relevant available universe.

Core must be redefined for the private equity
quadrant and the index notion must be applied to
the other quadrants. This implies that the definition
of core within and across the quadrants will shift
over time and that the definitions will not be
identical.

The Setting Of Performance Norms

We are currently conducting mixed asset, asset al-
location exercises without the benefit of an appro-
priate input for the real estate asset class. The data
set presently used by allocators reflects yesterday’s
understanding of core measurement. The alloca-
tions which use the traditional definition of real
estate are far smaller than the allocations which use
a more inclusive definition. This is not of trivial
importance to the chief investment officers of pen-
sion funds and insurance companies, since they are
judged on their performance relative to these
norms. For the real estate portfolio manager, as
well, there are implications. They are putting one
set of behaviors into the asset allocation model and
delivering a different and unrelated set of behaviors
to the aggregate portfolio. This disconnect will
eventually wreak havoc in the planning and evalua-
tion processes. The real estate portfolio manager’s
job would become far more interesting if the size of
the allocation and the scope of the permissible in-
vestment options would increase. We do not know
what performance numbers should go into the as-
set allocation model. We are driving without a map.

Access To The Tools Of Portfolio Management

If the definition were expanded to cover all the
quadrants, the real estate portfolio manager, now
restricted in shuffling the mix of the real estate
portfolio, would have vastly improved flexibility in
portfolio management. Allocations to property
types and geographies could be more flexibly and
more cost effectively shifted to reflect changing
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markets and portfolio return requirements and tol-
erances for risk. The portfolio manager could estab-
lish a base of private market holdings which over
time could use the public and more divisible mar-
kets to execute incremental portfolio restructurings.
The benefits of reducing the cost of portfolio reposi-
tioning would permit the portfolio to be more effi-
ciently structured for longer times. In the private
equity quadrant the cost of restructuring is so high
that frequently the benefits of a redeployment are
overwhelmed by the costs.

Arbitrage Opportunities

A final benefit associated with broadening the defi-
nition of real estate to cover all the ways real estate
expresses itself, is that the investor would be in a
position to exploit arbitrage opportunities across
the quadrants. It is frequently the case that one
market or another is essentially mispricing the as-
sets within the market. For example, currently the
private market is pricing a shopping mall at a far
lower cap rate than the public market. If an investor
15 interested in an allocation to retail, the availabil-
ity of a choice in the market of execution would
surely draw the investor to the public market. Some
very enhanced returns can be earned by exercising
the spreads caused by the inefficient pricing in mar-
kets over time. At any rate, it makes no sense to
overpay for something which is available at a
greatly reduced price in a related market.

Conclusion
What's new in asset allocation? Too much! The sim-
ple world of private equity is being challenged with
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an intuitively plausible expanded definition of real
estate. Real estate is more appropriately described
as investments in which the driving or ultimate per-
formance determinant is the underlying real estate
and not the trading and pricing market. Also real
estate has been misdefined as private equity when,
in fact, virtually all real estate is comprised of both
debt and equity behaviors.

The new definition brings great challenges. We
must redefine core across the quadrants and will
probably end up with a concept that is based on the
notion of indexation. We need to capture the true
behavior of each quadrant, not the behavior of a
sub-set of stabilized assets. We must also recalcu-
late the performance norms of real estate in order to
think properly about the issue of allocation to real
estate in the mixed asset portfolio. Since we are not
properly specifying the performance, we are proba-
bly underallocating to the real estate class.

Good things come from the shift in definitions
as portfolio managers gain access to a far wider set
of portfolio management tools. The tools will be
more flexible and cost effective to execute shifts in
the real estate portfolio which are desired by the
investors. In addition, the portfolio manager will be
in a greatly enhanced position to exploit arbitrage
opportunities across the quadrants. Investors will
be able to seek the lowest cost fashion to execute
the allocations within the real estate portfolio. This
will save execution cost and will add return to the
portfolio. As with most important sea changes, this
one has its challenges and its benefits. However,
overall, this change is sensible and useful.
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THE
COMMERCIAL
PUBLIC DEBT
MARKET

by John ]. Healy, Jr, CRE, and
Patricia R. Healy, CRE

The Commercial Public Debt Market

ive years ago an article written on the commer-

cial public debt market and securities backed

by commercial real property obligations would

have been very brief. While the market had com-

pletely accepted the residentially traded security,

significant volume had not vet occurred in the com-

mercial market. Today this has definitely changed.

This article will explore the CMBS vehicle (commer-

cial mortgage-backed security) and its potential im-
pact on the real estate financial markets.

Premise One: CMBS is a financing strategy, a
mechanism to monetiz e/hquy a mortgage
portfolio. The process results in a vehicle that
tranches risks while permitting an investor to
assess and determine the desired return.

The following terms are used colloquially and
interchangeably: 1. CMO-Commercial Mortgage
Obligation; 2. CMBS-Commercial Mortgage-Backed
Securities; and 3. REMIC-Real Estate Mortgage In-
vestment Conduit. While there are specific differ-
ences between the three, all are vehicles generally
used to convert pools of non-liquid real estate mort-
gages into a capital market instrument. Each is a
vehicle that can move a mortgage off the balance
sheet (or lever an asset) in an efficient manner. By
placing mortgages into pools, tranching risk and
selling individual shares as a security (in each
tranche), liquidity is created.

A comparison of corporate bonds to CMBS is
described here for further clarification. Simply
stated, corporate bonds base their repayment on net
income, sales growth, controlling costs and expan-
sions. Mortgage bonds base repayment on the regu-
larity of scheduled interest and principal payments
of mortgages which secure various types of com-
mercial properties (from multifamily to hotel).
Should a mortgagee fail to make the scheduled pay-
ments and a foreclosure occurs, repayment from
that specific asset would then be based on net cash
flow after portfolio level asset expenses.

These pools of securities are rated by the agen-
cies with varying yields based on risk. Investment
grade ratings result from a high degree of certainty
that investors will receive interest and principal as
expected. The subordination of the junior and

John J. Healy, [r, CRE, is a founding principal of The Hanford
Healy Companies, a national firm specializing in real estate
appraisal, consulting, research, asset managment and advisory
services. Healy served as an adjunct assistant professor at New
York University where he lectured on real valuation and invest-
ment principles.

Patricia R. Healy, CRE, is managing prmupﬂl of Hanford!
Healy Asset \Tmmym nt Company, a national firm specializing
in mortgage restructures and securitization and rated as a Spe-
cial Servicer. She received an MBA in finance from Southern
Methodist University and an MIM from the American Gradu-
ate School of International Management.
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below investment grade tranches provides the credit
support for the investment grade senior bonds. To
the extent that delinquencies or defaults in the un-
derlying mortgages create losses, these losses are
absorbed first by the lowest rated/unrated tranches.

Premise Two: Just as the commercial paper
market changed the way Fortune 1,000 com-
panies obtained financing, the CMBS market
will alter the real estate financial market. As in
all emerging markets, growth will be erratic
and slower than originally projected.

As a percentage of all originated commercial
loans, the CMBS market is small. The value of all
commercial mortgages is estimated to be greater
than $750 billion, with the portion attributed to the
publicly traded market less than 4 percent. (The
residential market is estimated at 70 percent + of all
mortgages traded.) The volume generated in 1994
was by far the most substantial, with over $20 bil-
lion placed in the commercial public market. This is
significantly greater than the $7.5 billion which was
placed on the market in 1991. The RTC/FDIC issued
half of all product from 1991 to 1993. In 1994, addi-
tional originators (non government- related) supple-
mented the market. Included in the expanded base
of issuers were owners, developers, corporations,
banks, insurance companies, REITs and conduits.

Additional market changes have occurred dur-
ing the past five years. The first collateral type to be
securitized was multifamily. The primary reasons
for this selection were the limited variances be-
tween NOI and NCE a revenue stream that marks
to market frequently, stable operating expenses and
a projected cash flow predictable for rating agency
and investor purposes. By 1994, mortgage pools ex-
panded to include most collateral types, including
multifamily, mobile home parks, hotel, office, in-
dustrial and retail. Mechanisms to accommodate
floating rate loans were developed, servicing capa-
bilities improved, rating agency capacity increased
and improved documentation instituted.

While both diversification and growth have
been dramatic, concerns do exist. As reported by
CS First Boston, CMBS transactions are complex to
analyze, and there are no standard industry-
accepted analytical tools. In addition, since the pro-
duct is not homogeneous and historical information
is absent, there are no simple means to perform
acquisition/due diligence or to track and report op-
erating performance. Initial pooling and servicing
agreements lacked the flexibility that subsequent
documentation incorporated. As a result, problems
are likely to occur in previously originated transac-
tions. Finally, as interest rates increased, alterna-
tive financing vehicles (more traditional) became
prevalent. The result is that volume for 1995 is pro-
jected only to be in the $15 to $17 billion range.

30

Premise Three: Unlike corporate bonds, securi-
tization is not a single company underwriting.
There are numerous risks and little historical
information.

Risk analysis in the CMBS market is perhaps the
most daunting obstacle. Considerable experience ex-
ists in underwriting a traditional commercial loan,
with the following five major considerations con-
sistent with both individual loan and CMBS
underwriting:

1. Regional and property market conditions

2. Underlying property’s operating performance
(historical/projected)

3. Borrower’s credit worthiness

4. Underwriting current and projected value

5. Individual default risk of the mortgage.

In addition to traditional real estate and mort-
gage risks, consideration also must be given to pool
risk, documentation risk, interest rate risk and op-
erational risk. Pools carry inherent geographic and
property concentration concerns. For example, a
concentration of Southern California multifamily
loans might be perceived to have a higher level of
payment risk than a similar pool in Chicago due to
the inability to forecast earthquake activity. Sim-
ilarly, an office collateral concentration with a high
tenant turnover profile would require significantly
greater reserves for tenant improvement dollars
than a mobile home portfolio. Further, if an individ-
ual asset or a small group of assets constitute a
large percentage of value in the pool, concentration
risk must be evaluated.

The indenture and the pooling and servicing
agreement are two of the major documents which
control portfolio activity. The documents must per-
mit flexibility in management while affording con-
trols that provide protection for the bondholders.
For example, if the only action a servicer can take is
to foreclose on a non-payer, then high levels of de-
linquency will likely occur. Alternately, if the ser-
vicer is permitted to arbitrarily extend or reduce
payments, potential losses to the bondholders may
not be immediately identified. Understanding the
controlling documents is essential to properly un-
derwrite the investment.

Financial risks are significant and should be
considered. In addition to the interest rate risk (if
the bonds are not of a fixed rate), there are prepay-
ment, delinquency and default risks. While hedg-
ing may mitigate an interest rate risk, it is a
sophisticated and complicated tool. The delin-
quency risk is somewhat more problematic. Credit
enhancement and/or low collateral historical delin-
quency rates would obviously reflect a high credit
quality; however, projections to accurately forecast
delinquency are difficult to create. Still more
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complicated is the projection of defaults since there
are no reliable historical statistics or defined indus-
try standards. The market perception however, is
that the default rate for CMBS is higher than it is for
corporate bonds.

Finally, there is the operational risk. In under-
writing a CMBS issue, it is critical to understand
the entities involved from both an operational ca-
pacity and a corporate viability standpoint. The in-
vestment bank may be both the issuer and the
underwriter. The trustee has the responsibility for
document control. The master servicer may have
servicing/special servicing responsibilities in addi-
tion to payment collections.

The special servicer (when different from the
master servicer) must possess a high level of tech-
nical ability to enable the facilitation of restructur-
ing or foreclosure of a loan or pool of loans. Lastly,
the coordination of all parties must be seamless,
and conflict(s) between classes of bondholders must
be minimized, to the greatest extent possible.

Premise Four: Risk pricing and increased lig-
uidity will be the competitive advantages to
this financing vehicle.

Pricing cash flow opportunities from rated
bonds correlate directly with the perceived level of
risk. For example, imagine that each loan is individ-
ually tranched. Clearly, the first 20 percent of debt
(senior position) on a commercial building is very
secure. The value would have to decrease 80 per-
cent before a loss would occur. This tranche may be
rated triple A (AAA) and carry a relatively low
spread over the appropriate index rate (say, 50 basis
points).

At the other end of the spectrum would be the
single B (B) rated tranche. This category represents
the last portion of rated debt. Simply stated, in a
building worth $100 that has $70 of debt, this
would be the $5 between $65 and $70 (assuming no
unrated portion). Clearly, the risk is greater with a
required rate of return 15 times (for example) the
AAA spread. Further, there is generally a portion of
the security referred to as the unrated piece or the
first loss position. This portion is referenced as a
discount over face value with investors seeking a
significant yield on dollars invested. Individual
whole loans, by comparison, have perceived
tranches of debt that reflect risk(s) while not techni-
cally priced via the tranching mechanism.

In summary, an ideal investment would exist if:
the loan risk is easily assessable, a range of yield
driven returns was created, market surveillance
and current statistics were readily available and the
portfolio mix could be altered, when necessary, to
maintain a desired composition. The CMBS vehicle
has the ability to fill that market void.

The Commercial Public Debt Market

Premise Five: Recognition of the impact that
public disclosure will have on real estate valua-
tion and refinancing.

The single greatest constraint to the expansion
of the commercial public debt market is the absence
of reliable, unbiased information. Without a mecha-
nism affording easy access to cost effective reliable
data, a secondary market will be slow to emerge.
Without a secondary market, there is limited
benefit/viability to the CMBS market. With the pro-
vision of adequate information and the develop-
ment of the CMBS secondary market, this
financing vehicle offers the single most significant
liquidity opportunity in real estate today.

R
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INSTITUTIONS
RE-EXAMINE
REAL ESTATE

by James P Ryan, CRE
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emerging as a viable investment product for

institutional investors. Many were so badly
burnt over the last five years that real estate is still a
dirty word. But others have recognized that real
estate, like most investments, is cyclical and that
pricing probably went past its peak on the high side
and now has probably dropped below a normal ebb
on the low side. Many opportunistic funds have
been structured to take advantage of this market
opportunity, and institutions are participating in
various areas, from direct equity to debt. This arti-
cle will look at three major institutional players:
pension plans, life insurance companies and banks.
All have been affected by real estate and are re-
sponding to the changing market in different ways.

: s we near the end of 1995, real estate is re-

The total value of United States real estate, esti-
mated at about $3.08 trillion, is divided approx-
imately $1.86 trillion or 60% to non-institutional
owners comprised mostly of government and pri-
vate concerns. The balance, or $1.22 trillion, is con-
sidered institutional real estate and represents
about 40% of the total. The institutional segment is
further divided between debt and equity. The debt
component is about $992.53 billion and the equity
is $231.55 billion.

As indicated in Figure 1, the two largest players
in the equity area are pension funds (43.4%) and
life companies (21.6%). Combined, they represent
65% of the market. And the largest investors in the
debt market are commercial banks with 39.4% mar-
ket share. It wasn’t until the late 1970s that pension
funds started investing in real estate in a meaning-
ful way. One of the strong arguments to invest in
real estate was that it provided a good diversifica-
tion to stocks and bonds which accounts for the
bulk of invested pension dollars. Life companies
have invested in both equity and debt for a number
of years; recent regulatory changes have affected
their investment strategy and many are becoming
net sellers. Commercial banks were stung by many
bad loans and, consequently, had growing REO
(Real Estate Owned) portfolios which hurt earn-
ings. Many banks have been restructured and
others have merged or acquired other banks to ex-
pand market presence and create greater
efficiencies.

James P. Ryan, CRE, senior vice president of Equitable Real
Estate, in Atlanta, manages two commingled opportunistic
pension fund portfolios and one single client account.
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FIGURE 1

Capital Sources: The Flow of Funds
Total U.S. Real Estate: $3.08 Trillion
As of 6/30/95
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Source: Equitable Real Estate Investment Management, Inc.

Pension Funds

Pension Funds represent one of the fastest growing
pools of capital in the United States. As shown,
pension funds assets are projected to double from
1987 to 1997, or grow from $1.5 trillion to $3.2 tril-
lion. Over this period, the mix of assets has
changed and is expected to continue changing.

The major change has been a reduction in do-
mestic bonds from 35.3% in 1984 to 24.9% esti-
mated in 1997. International stocks/bonds, or those
emerging markets, picked up most of the excess
growing from 3.7% in 1989 to 13.8% estimated in
1997. Equity real estate, as we all know, has not
fared well in recent years. Due primarily to value

Institutions Re-Examine Real Estate

declines, equity real estate has dropped from 5.2%
of pension assets to about 3.2% in 1994. The good
news is that by 1997 this asset class is expected to
grow by about 1% or $32 billion.

The Russell-NCREIF Property Index reported
positive returns for all four quarters of 1994, and it
ended the year with a healthy 6.73% annual return.
The first quarter of 1995 has continued the trend
with a positive 2.0% return.

As of 1994, about 43% of all pension funds in-
vested in equity real estate. This was down slightly
(about 2%) from 1993. During 1995, corporate and
public funds are expected to increase their equity
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FIGURE 2

Pension Fund Capitalization
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real estate slightly, but endowments and founda-
tions should grow by about 7%. Pension funds are
moving back into the market, but they are using
their experiences of the 1980s to ask the right ques-
tions and understand the risks prior to committing.
Many funds are deciding whether an average
fund’s real estate allocation of 3.2% is worth the
time and effort, since an allocation of approximately
10% is necessary to achieve any diversification
benefits. Some funds wonder whether real estate
is worth the effort; it commands higher advisory
fees than stocks and bonds and demands more
attention.

FIGURE 3

Pension Fund Asset Mix
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Source: Greenwich Associates
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FIGURE 4
Pension Fund Assets in Equity Real Estate
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Those that do stay with the asset class will proba-
bly look for greater diversification within the real
estate sector and grow into REITs and mortgages.
Currently pension funds are the largest investors in
the private equity real estate market. As their real
estate appetite grows, they are expected to expand
into the public equity market which provides more
liquidity and debt investments—private or public.
Private debt investments would be traditional whole
loans, whereas public debt would be CMBS (Com-
mercial Mortgage Backed Securities). Mortgages,
whether private or public, tend to address fixed
income needs rather than pure real estate mortgages.

FIGURE 5

Insurance Company Revenues
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Life Insurance Companies

Life companies are the second largest source of
capital in the equity market with about $50 billion
dollars, but they are even a larger participant in the
debt market with about $200 billion. The insurance
industry, particularly mutual insurance companies,
is in the midst of major restructuring. Many insur-
ance companies are consolidating and others are
downsizing; some are selling nonessential busi-
nesses to raise capital, while others are refocusing
management on core business areas. For example:

® Prudential Insurance lost over $900 million last
year and is embroiled in lawsuits over agents’
sales practices. They are also selling their mort-
gage company.

B Metropolitan Life sold its health care, home
mortgage and real estate brokerage businesses. It
is currently in the process of merging with New
England Mutual.

® New York Life is merging various business lines.

Many mutual insurance companies, which are
owned by policyholders, are looking at converting
to stock ownership to raise additional capital on
Wall Street. The mutual structure limits their ability
to attract investment capital and therefore inhibits
growth.

The Equitable Companies converted from a mu-
tual insurance company to a stock company in the
nation’s largest demutualization in 1992 and has
raised its capital base significantly. It also has re-
structured other assets to increase capital. Alliance
Capital, a subsidiary of Equitable, recently was
taken public, and Equitable just restructured Dona-
Idsen, Lufkin & Jenrette from a privately held firm
to a public company. Equitable sold 20% of the
company to the public and retained 80% owner-
ship. This not only generated income but estab-
lished a value for the remaining shares.

There are three reasons why equity real estate
is being reduced in life insurance companies:

B risk-based capital
B rating agencies

® variable life policies.

Life insurance companies have been heavily im-
pacted by regulatory restrictions. The massive real
estate problems that brought down many banks
and thrifts in the late 1980s prompted the federal
government to place tighter controls on the insur-
ance industry. Due to problems associated with
junk bonds and real estate, the NAIC (National As-
sociation of Insurance Commissioners) developed
new regulations for the insurance industry that
negatively affected real estate.

Institutions Re-Examine Real Estate

FIGURE 6

Statutory Risk-Based Capital Requirements For
Life-Insurance Companies
(Selected Assets)

Asset Category Statutory Risk-Based Capltal
MORTGAGES (Percent of Assetls)
1-to-4-Family Residential 0.6% to 1.0%

Commercial and Multifamily-Current 1.0% to 3.0%
Commercial and Multifamily-Delinquent 3.0% to 6.0%
Mortgages in Foreclosure 20.0%
REAL ESTATE

Company Occupied 10.0%
Investment Property 10.0%
Foreclosed Property (REO) 15.0%
[STOCKS |

Common 0.0% to 30.0%
Preferred 2.3% to 30.0%
Class 1 (A or higher) 0.3%
Class 2 to 3 (BBB to BB) 1.0% to 4.0%
Class 4 to 6 (B, CC, D) 9.0% to 30.0%

Source: National Association of Insurance Commissioners

In 1993, the NAIC introduced risk-based capital
(RBC) rules requiring that minimum levels of capi-
tal be reserved on a sliding scale to reflect the riski-
ness of investments and operations. In addition to
NAIC requirements, many rating agencies have
taken a dim view of real estate assets on the bal-
ance sheet of insurance companies. Ratings by
credit agencies have an impact on the cost of capital
for insurance companies which can affect their abil-
ity to sell insurance. Therefore, equity real estate
has become a drain on many insurance companies
and has prompted sale programs among many
large insurers. As shown in Figure 6, the reserve
requirement for a Class A bond is .3% compared to
10% for investment real estate. It is interesting that
a Class BBB bond only requires a 4% reserve while
a Class A investment property requires a reserve of
10% against a company’s asset base. The third rea-
son equity real estate is becoming a difficult invest-
ment option is that the market is changing from
whole life policies to variable life policies. With
whole life policies, an insurer could match the du-
ration of a policy closer to long-term investments.
With variable life, the duration of a policy is less
certain, and shorter term investments, like bullet
loans, match better.

As life companies have disposed of real estate
assets, they have also tightened their underwriting
standards. Delinquency rates have shown marked
improvement, dropping from 5.25% in early 1994 to
about 3.5% in the second quarter of 1995.
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FIGURE 7

Life Insurance Companies’ Underperforming
Commercial Mortgages
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Today, life insurance companies are moving
back into the mortgage market for larger loans in
the $15 to $50 million range. The spreads on mort-
gages over like term treasuries still are very good
compared to the spreads on bonds of similar rating.

Banks

In today’s banking industry, big certainly means
better. Most banks are either in the process of ac-
quiring or being acquired. The focus is on creating
market efficiencies by cutting expenses. Recently,
Chase and Chemical merged. Today Bank of Amer-
ica and Nationsbank are in discussion about a pos-
sible merger, as are First Interstate and Wells Fargo.

FIGURE 8

Commercial Bank Lending
($ Billions)

Real Estate Loan
Loans Loan Delinquency

Period Outstanding®  Delinquencies** REO Rates
1991 $249.58 $14.50 $13.18*** 5.81%
1992 257.78 13.43 13.20 5.21
1993 267.70 10.60 8.36 3.96
1994 283.18 7.39 5.19 2.61
Q195 288.80 8.17 4.25 2.83

*Excludes development, construction and multifamily loans.

**Defined as “Loans Noncurrent,” i.e., loans that are past due
90 days or more or that are in nonaccrual status.

***Estimate

Source: American Council of Life Insurance
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Banks have been moving aggressively to fill gaps in
the mortgage market. They are writing shorter term
loans with floating rates and recourse construction
loans. Many are extending lines of credit to REITs
and other pools of investment capital with reason-
able loan-to-value ratios.

During the first half of the 90s, the real estate
loans portion of banks’ assets has grown from
about $250 billion to about $289 billion, while loan
delinquencies and REOs have declined. The banks
have worked hard to improve their balance sheets.
As the industry becomes more competitive and
margins continue to get squeezed, banks will have
to grow their asset base to improve earnings. As
the real estate market recovers and new construc-
tion becomes more plausible, the banks will func-
tion as a control lever on the supply of new real
estate. Their renewed focus on conservative under-
writing should help discipline the market which
will benefit all.

Real estate, like any investment, is cyclical. The
perception that real estate is a dirty word is chang-
ing. Opportunity funds and REITs have led the
capital market back into real estate and posted
some excellent returns by taking some risks. The
early funds focused on acquiring large loan pack-
ages of performing and nonperforming loans from
the RTC and savings and loans. These oppor-
tunities have diminished dramatically. However,
other opportunities still are very strong. Many in-
stitutions, particularly banks and insurance com-
panies, are in a sales mode and need to reduce their
real estate exposure. Therefore, some excellent buy-
ing opportunities are available.

Ten year treasuries currently are about 6% and
average projected real estate yields (as measured by
Real Estate Research Corporation) are 11.4% (as of
June 1995), indicating a 540 basis point spread. This
compares favorably to the normal spread of 200-400
basis points which indicates the returns to real es-
tate are above the normal range. In other words, on
a relative basis compared to other capital assets,
real estate is undervalued indicating now is a good
time to buy. Finally, inflation is projected to remain
in check for the balance of this decade. This is good
news for all, particularly the debt market. Lenders
are returning to the market which is good news for
borrowers. The key is that real estate is again be-
coming attractive in many different forms, equity or
debt, private or public ownership.

The institutional real estate market is definitely
in better shape today than it was a year ago. Some
are moving back in while others are moving out. I
think it is fair to say we are all a lot wiser today
than we were before the bottom fell out. Let’s hope
our memories last a long time so we all can enjoy a
prosperous future.
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COUNSELING
THE
INSTITUTIONAL
CLIENT

by Gary K. DeClark, CRE

Counseling The Institutional Client

eal estate counseling can take many forms.

According to official CRE definitions, a real

estate counselor is a real estate practitioner
whose primary business is providing expert, expe-
rienced advisory services to clients for agreed upon
fees. 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. While
being objective in the analysis, the Counselor main-
tains the client’s best interest by considering and/or
executing various strategies, developing available
options and advocating the best position.

Among the various clients who require counsel-
ing services, this article focuses on the institutional
user. Institutional clients are generally considered
high-profile clients who deal with properties which
are either larger in scale, larger in value, larger in
size or typically part of a larger scale portfolio.
These clients will oftentimes acquire, manage, ren-
ovate, rehabilitate and/or dispose of investment-
grade properties for their domestic or international
owners. Many institutional clients require sophisti-

cated, computer-based analyses of the multiple-
tenant cash flow oriented parcels of real estate. In-
stitutional clients typically will require a high level
of expertise from the Counselor due not only to the
high grade investment nature of the property, but
also because of the large amount of money in-
volved. Given the basis of institutional practice,
how does the Counselor provide service?

Appraisal Possibilities

Those Counselors who also are appraisers may find
ample work opportunities with institutional clients.
Most pension fund managers, life insurance com-
panies or REITs require annual portfolio appraisals
either as a requirement of law or as corporate policy.
Many also require appraisals upon property acqui-
sition or disposition. Those clients subscribing to
banking law dictum will require a full self-
contained narrative-styled report on each property.
Others may need something less substantive—a
summary report where only a limited appralsal is
performed. In the latter instances, typical assign-
ments suggest some sort of a restricted report or
limited format. They might include a brief property
and area description but would additionally include
a detailed income analysis (usually a discounted
cash flow on Pro-Ject™, Argus™, Dynalease™, 0/2™
or some other commercially available software), a

Gary K. DeClark, CRE, MAI, is president of REALTY CON-
SULTANTS, USA, INC., a regional counseling and appraisal
firm in Chicago. DeClark has extensive practice in the evalua-
tion of investment-grade properties for institutional clients. His
areas of specialization include retail, medical and office proper-
ties. He also has extensive experience in court testimony and
litigation support matters.
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thorough rental study, a complete market analysis
or overview and a strong supporting analysis on
improved property sales. Sometimes a cost ap-
proach is excluded in a traditional sense, but usu-
ally a land value analysis is included. Property
inspections are sometimes substituted for desktop
analyses. Other times only a sampling of the prop-
erties are inspected.

Depending on the requirements, an alternative
portfolio review could be engaged where previously
prepared discounted cash flow analyses are recon-
sidered and updated; any supplemental corroborat-
ing market data could be obtained by telephone
research. This latter service provides a second look
at properties already under scrutiny by asset or
property managers.

With the advent of the technological revolution,
clients will be more cognizant of speed and accu-
racy in their requests for services. Electronic data
transfer of information on a matter-of-fact basis is
just around the corner. Professionals who have data
will be in enviable business positions. Computer
analysis, now commonplace in the industry, will
continue to be vitally important in real estate anal-
ysis. A word of caution suggests, however, that
with such electronic information availability, more
emphasis will be placed upon proper data input
and more so upon proper data analysis undertaken
by seasoned and experienced professionals. Clients
who traditionally have relied upon larger, national
appraisal firms are beginning to re-examine their
policies in favor of contracts with smaller boutique-
styled firms where seasoned, experienced profes-
sionals have greater input into the assignment.
Electronic data analysis, speed and computeriza-
tion cannot take the place of experience and
judgment.

Management Opportunities

Opportunities abound for Counselors in manage-
ment areas, as well. Property and asset manage-
ment services can be offered regularly to
institutional users. Property managers maintain the
day-to-day operations of properties either directly
or indirectly. By knowing building operations, prof-
itability can be heightened by a knowledgeable
Counselor. Keeping operating costs in check and
making a contribution to the leasing efforts could
translate to increased returns, so vital in today’s
ultra competitive market.

Asset management, as distinguished from
property management, is more concerned with
global performance of the portfolio. Asset man-
agers consider all the portfolio's components and
attempt to maximize returns. Counselors may lend
expertise to the asset managers decision making
regarding how best to maintain the portfolio.
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Troubleshooting

Assume a pension fund manager is managing a
portfolio of retail properties for a client. Included in
this portfolio are several types of shopping centers
with various levels of performance. If one of the
poorer performing centers is singled out as an asset
requiring analysis, the Counselor could offer his
professional services including:

a. analyzing the center’s tenant mix;

b. suggesting ways to reconfigure the tenants’
locations;

. suggesting possible lease buyouts for non-
performing tenants who may be experiencing
sales difficulty;

d. analyzing the various gross sales volumes rel-
ative to contract rental payments to determine
whether rental payments are too large for
sales generated; and

e. providing ways to restructure any leases (e.g.,
Is rent too large a percentage of sales volume
suggesting a struggling tenant who may not
be economically viable?).

The Counselor would also examine any de-
ferred maintenance on the property and consider
the ultimate impact on a center’s investment return.
If the property is sub-standard relative to physical
attributes, he could analyze what impact renovation
dollars would have on a retenanted or revitalized
shopping center.

® Will the expected higher lease payments from
new tenants more than justify the renovation
expense?

® Will the new tenanting require substantial tenant
improvement expenditures in order to attract a
new class of tenancy?

® Will there be a higher shopping center value and/
or return to ownership realized by bringing in
more creditworthy tenants than those currently
in occupancy?

Theoretically, more creditworthy tenants would
have a positive impact on expected cash flow and,
hence, suggest a reduced risk of investment which
in turn augments value.

Ultimately, the Counselor could maintain in-
volvement in the portfolio project analysis from be-
ginning to end by identifying problem properties.
Pointing out income and/or expense problems
within each property and aiding in retenanting the
center may ultimately provide opportunities to dis-
pose of the revitalized property, if such a maneuver
is an appropriate exit strategy. Alternatively, would
ownership be better served by effectuating a refi-
nancing of the property (if it is currently encum-
bered by debt) in order to extract cash from the
property while still continuing to manage and own
it? This is one of many questions a Counselor
would need to address.
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Build-To-Suit Options

Another scenario for Counselors in the institutional
arena is to develop a property under a build-to-suit
scenario whereby the counselor/developer constructs a
building for a specific user who in turn leases the
property on a long term basis from a third party owner.
Once the building is built and occupied by the tenant,
the Counselor could assist in selling the leased property
to an institution which, in turn, maintains ownership
and enjoys the cash flow. Obviously, the Counselor can
propose a price for the property in part predicated upon
the occupying client’s creditworthiness and length of
leasehold. Comparisons to bond yields or other real
estate investment options are sometimes made to prop-
erly reflect the risk associated with the build-to-suit
rental payment schedule.

Trade Offs

Because institutions typically have large blocks of cash
available for a series of investment types, real estate
investments must compete on returns with stocks,
bonds and other investment modes for investment dol-
lars. Typically only a portion of the entire portfolio can
be devoted to real estate ventures either on the side of
equity or in the form of debt. The Counselor can aid in
the decision as to how much of each form, debt or
equity, is optimum. Should comparatively low risk

equity dollars for a long term credit deal be chosen over
an alternate deal with possibly higher returns and
greater risk? In other words, how will a property net
leased for 20 years to a strong manufacturer be com-
pared to a similarly sized industrial redevelopment
project? Contributions to such problem solving by the
Counselor could be invaluable to the client.

Of primary importance in understanding the insti-
tutional client’s needs is the fact that this type of client is
sophisticated and will likely become even more so. The
Counselor must be at least as sophisticated as the client
in order to adequately assist the problem-solving pro-
cess. Thus, the Counselor is a perpetual student of real
estate. He must be abreast of current market dynamics,
changing legal issues and investment criteria, and he
must have knowledge of the market and be a participat-
ing member of the market in order to know where to
locate information if it is not already available.

Conclusion

It is no surprise that a world of opportunity exists for
Counselors in the institutional area. Institutional
owners, just like other real estate professionals, are
confronted daily with problems which require the high
level of integrity, experience and judgment of a skilled,
competent real estate counselor. These qualities can
only prove invaluable to the institutional client.

Wisdom
Integrity
Trust
Value

Counselor
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REAL ESTATE COUNSELORS

Vmeapelis: Suite 900 Baker Buildmg 706 Second Avenue South © Minneapolis. MN 35402 Phone 6123358885 Fax 612.334.3020

seartle Sute 400 Bellevue Place © 800 Bellevue Way N E. 7 Bellevue, WA 98004 Phone 2064626394 7 Fax 206.462.5638

Counseling The Institutional Client 39



HOW THE
FEDERAL
REGULATION

CYCLE AFFECTS

THE REAL
ESTATE
INDUSTRY

by Nicholas Ordway,
Jack P. Friedman, CRE
and Jack C. Harris
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any real estate professionals believe real es-

tate is becoming dysfunctional due to the

degree of federal regulation. Regulations are
not a free good. Costs of regulation are transferred
to consumers in higher prices, to labor in lost jobs
and to business firms in a decline of competitive-
ness. Today, Congress is reacting with “Contract
with America” designed to reduce government
costs, along with the US. Supreme Court’s new
property rights doctrine against exactions in cases
such as Dolan v. City of Tigard (1994). The purpose
of this article is to present the regulation cycle of
federal government agencies and explain why pres-
sure mounts to begin dismantling the system.

In recent years, the federal government’s role in
real estate regulation has been all-pervasive and all-
expansive. At least since the National Environmen-
tal Policy Act of 1969, the federal government has
intruded into areas involving the real estate indus-
try that previously were left to states and municipal
governments. As the federal government becomes
involved in various areas, it writes a wide array of
regulations. For example, the Environmental Pro-
tection Agency has 9,000 pages of environmental
rules; the Occupational Safety and Health Adminis-
tration has over 4,000 regulations.

How Federal Laws And Regulations Impact The
Real Estate Industry

Federal regulation of commerce and consumer pro-
tection has been widely accepted for decades. Laws
implementing such regulation include: the Sherman
Antitrust Act (1890), which protects trade and com-
merce against unlawful restraints and monopolies
and establishes a policy in favor of competition; a
Supreme Court ruling which establishes that real
estate agents who charge identical commissions in
the same area may be found guilty of price fixing;
the Magnuson-Moss Warranty Act (Federal Trade
Commission Improvement Act) of 1975 which af-
fects housing and housing products by establishing
mandatory standards for warranties on consumer
products to improve consumer information.

There are, however, numerous other federal
government agencies that carry out laws and regu-
lations affecting individuals, specific properties,

Nicholas Ordway, Ph.D, is professor of Financial and Eco-
nomic Institutions and chairholder, Hawaii Chair of Real Es-
tate, at the University of Hawaii. He is an attorney and serves
as a consultant on real estate regulations, government finance
and international transactions.

Jack P Friedman, CRE, is a real estate consultant in Dallas,
Texas, specializing in real estate investments and economic
analysis. Before beginning his own firm, he was the Laguarta
Professor of Finance and Real Estate at Texas A&M University.

Jack C. Harris, Ph.D, is a research economist at the Texas Real
Estate Research Center, Texas A&M University, College Sta-
tion, Texas. His specialty is the analysis of the effect on pro-
posed and existing law and regulation of real estate.

REear Estarte Issurs December 1995



financing terms and societal matters. Many of
these agencies go beyond the traditional scope of
government regulation on real estate activities
contemplated by the original authors of the U.S.
Constitution.

A partial list with brief descriptions of some
prominent federal government laws that affect real
estate is provided in this article. While state and
local regulations also exist and are a powerful force,
especially with regard to specific proposed devel-
opments, they are too varied and numerous to in-
clude here. The federal acts listed have been
classified into the following categories: environment
and energy, finance, foreign ownership, health and
safety, and housing. These laws represent only the
tip of the iceberg. Government is also involved in
tax laws, investment regulations, drug enforcement
activities and other areas that impact the real estate
industry.

Environment And Energy

Environmental laws include the Clean Air Act
(1970, amended 1977); the Clean Water Act (1972
and 1977); the Coastal Zone Management Act (1972;
amended 1976); the Federal Water Pollution Control
Act (Wetlands) and Amendments (1972); the Re-
source Conservation and Recovery Act (1976); the
Comprehensive Environmental Response, Compen-
sation, and Liability Act of 1980 (CERCLA, also
referred to as Superfund); and the Superfund
Amendment and Reauthorization Act of 1986
(SARA). Also under environmental laws is the Na-
tional Historic Preservation Act (1966). The Energy
Conservation Standards for New Buildings Act
(1976) requires the Department of Housing and Ur-
ban Development to implement building energy
standards for new residential and commercial con-
struction. Many of these laws have resulted in halt-
ing new developments and increasing costs. While
the laws themselves usually are understandable
and involve broad policy issues, the regulations to
implement them often are incomprehensible and
deal with minutiae.

Finance

Laws affecting finance can be grouped into several
categories including regulations which define the
powers of financial institutions, e.g., the Deposi-
tory Institutions Deregulation and Monetary Con-
trol Act (1980); the Farm Credit Act (1971); and the
Financial Institutions Reform, Recovery, and Enfor-
cement Act (FIRREA) (1989). Also pertinent are the
Farmers Home Administration (FmHA) Act (1946);
the Federal Home Loan Bank Act (1932); the Federal
Reserve Act (1933), and the Garn-5t. Germain De-
pository Institutions Act (1982). These laws set the
ground rules for operating financial institutions and
generally contributing to the safety and security of
our banking system.

Another category of finance laws provides for
disclosures and protections to consumers. These
include the Consumer Credit Protection Act (1960);
the Equal Credit Opportunity Act (1974; amended
1976); the Truth-in-Lending Act (1968); the Truth-in-
Lending Simplification and Reform Act (1980),
which amends the Truth-in-Lending Act of 1968;
the Home Mortgage Disclosure Act (1975); the Real
Estate Settlement Procedures Act (RESPA) (1974;
amended 1975); and Regulation B (Title VII, Con-
sumer Credit Protection Act) and amendments.
Regulation Z includes regulations pertaining to
consumer credit disclosure issued by the Board of
Governors of the Federal Reserve System pursuant
to Title I of the Truth-in-Lending Act and Title V,
General Provisions, of the Consumer Credit Protec-
tion Act. The Interstate Land Sales Full Disclosure
Act (1968; amended 1979) is another law in this fi-
nance category. Overall, these laws have benefited
consumers by providing for better disclosures and
reducing credit discrimination against women and
some protected minorities.

A third category of finance laws creates special
benefits for select groups. These laws include the
Section 8 Program, created by the Housing and
Community Development Act of 1974; the Senior
Citizens Housing Act (1962); the Uniform Reloca-
tion Assistance and Real Property Acquisition Poli-
cies Act (1970); and the Veterans’ Housing Benefits
Act (1978) that amends Title 38 of the United States
Code to improve the housing benefits programs of
the Veterans Administration (now the Department
of Veterans Affairs). These laws have had mixed
results and have become regarded as entitlements
by some beneficiaries.

Foreign Ownership

Laws impacting foreigners include the Agricultural
Foreign Investment Disclosure Act (1978) and the
Foreign Investment in Real Property Tax Act (1980;
amended 1984). These laws eliminate techniques by
which a nonresident alien (a foreign national tem-
porarily present in the United States) or a foreign
corporation could sell U.S. real estate without being
subject to U.S. tax laws.

Health And Safety

Health and safety laws include the Americans with
Disabilities Act (1990) and the Occupational Safety
and Health Act (1970), which established the Occu-
pational Safety and Health Administration (OSHA)
and set up the Occupational Safety and Health Re-
view Commission and the National Institute for Oc-
cupational Safety and Health (NIOSH). Some of the
regulations have actually increased hazards instead
of reducing them. OSHA requirements have also,
in many cases, increased costs and paperwork and
resulted in delayed construction.
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Housing

Laws impacting housing include the Community
Reinvestment Act (1977); the Condominium and
Cooperative Abuse Relief Act (1980); the Consumer
Home Mortgage Assistance Act (1974); the Emer-
gency Home Finance Act (Title III) (1970); the Fed-
eral Flood Insurance Program (1968) and National
Flood Insurance Act (1968); and the Flood Disaster
Protection Act (1973; amended 1975 and 1976). Fair
housing laws prohibit discrimination; these are the
Civil Rights Act of 1875; the Civil Rights Act of 1964
(Title VI, Nondiscrimination in Federally Assisted
Programs); the Civil Rights Act of 1968 (Title VIII,
Fair Housing); and the Federal Fair Housing
Amendment Act (1988). The government also has
laws involving development regulations. These in-
clude the National Mobile Home and Construction
Safety Standards Act (1974) and the Neighborhood
Self-Help Development Act (1978). Overall, these
laws have been highly effective in lessening dis-
crimination and in opening up housing markets
and contributing to their equity and economic effi-
ciency. Since 1988 however, some critics maintain
that the fair housing amendments have been used
by litigation entrepreneurs to intimidate innocent
defendants into costly settlements.

Why Some Government Regulations Create More
Costs Than Benefits
Why are some laws passed by Congress effective
and others not? To answer this question, we must
look at how some agencies and their regulatory
structures tend to evolve through a four-stage pro-
cess including:

Stage One: Creation and Implementation

Stage Two: Bureaucratization

Stage Three: Exploitation

Stage Four: Dysfunction

Not all agencies fully reach the exploitation and
dysfunction phases. How far an agency evolves de-
pends on the preciseness of its mission and the
stakeholders involved. For example, the Federal De-
posit Insurance Corporation (FDIC) guarantees
(within limits) funds on deposit in member banks
and thrift institutions. It also makes loans to or
buys assets from member institutions to facilitate
mergers or prevent failures. In 1989, the FDIC was
reorganized to incorporate the functions of the Fed-
eral Savings and Loan Insurance Corporation
which ceased to exist. The FDIC has been instru-
mental in inspiring great confidence in the U.S.
banking system for more than 60 years. Earning its
revenues from small assessments on bank deposits,
it is highly effective and functional. On the other
hand, agencies such as OSHA have the vague mis-
sion of creating a workplace that is in compliance
with OSHA's work rules. It has been reported that
OSHA itself indicates that 80 percent of workplaces
are not in compliance. Few knowledgeable people
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will argue that OSHA has had a positive net effect
in recent years. However, people who have suffered
injury in the workplace will remark positively as
will their coworkers when a dangerous situation is
alleviated.

Stage One: Creation And Implementation

A system of federal government regulations often
begins with good intentions. A problem is identi-
fied that is harmful to the public and is not being
addressed by state governments. For example, the
problem of DDT and pesticides was identified in
Rachel Carson’s classic book Silent Spring (1962).
This exposure resulted in a public outcry for envi-
ronmental legislation some of which is listed in this
article. Other motivations for new legislation might
include economic benefits for the special interest
groups which are favored by a political party in
power. Often model legislation from specific states
or other countries can lead to “me-too” laws on the
federal level.

Laws passed by Congress usually set broad
policy and require implementation by an adminis-
trative agency. If a law does not fall under the pur-
view of an existing agency, a new one may need to
be established. Stage I is illustrated in Figure 1.

Agencies dealing with popular issues, such as
the environment, attract professional administrators
as well as idealists recently out of law schools and
graduate programs. Often the benefits of the regu-
lations far outweigh the costs on the regulated. Ini-
tial regulations generally attack obvious abuses

FIGURE 1
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underway in the free market. Such overt abuses
usually can be quickly corrected at relatively low
cost. As indicated in Figure 1, this causes a net
social benefit reflected by A-B. At point B the net
social benefit is the greatest. This point is indicated
when the protection function created by the regula-
tions becomes tangent to line H, which is drawn to
run parallel to the cost function line. The quantity
of regulation reflecting the greatest net benefit is
indicated as R,..

Stage Two: Bureaucratization

Due to the nature of state and/or federal regulation,
new administrative roles continue to be added even
when the net social benefit begins to shrink. The
key is to increase the protection or benefits to the
special interest groups involved. Once the net social
benefits begin to diminish, the bureaucratization
stage begins.

Bureaucratization occurs for several reasons. As
described in Philip K. Howard’s book The Death of
Common Sense (1994),' “Our regulatory system has
become an instruction manual. It tells us and bu-
reaucrats what to do and how to do it. Detailed rule
after detailed rule addresses every eventuality, or at
least every situation lawmakers and bureaucrats can
think of.”

The major stakeholders who contribute to bu-
reaucratization are the bureaucrats themselves. The
fixation is on paperwork, and make-work becomes
the pattern for many of these employees. However,
the bureaucratic operational rule is that if a regula-
tion does not permit the firm’s action, it is probably
illegal and the regulated business firm must prove
it has acted correctly. Bureaucrats don’t want to
make decisions for fear of setting a precedent. Of-
ten decisions are delayed or not made. Bureaucrats
also make rules to make their jobs easier and more
convenient however, this can result in considerable
expense for the private sector.

Stage Three: Exploitation

At some point in the process, the number of regula-
tions increases and become so detailed that the level
of protection can begin to decrease. This point is
designated as C in Figure 1 and occurs because the
quantity of regulations has become R, Too much
regulation can create an incomprehensible system
that results in ignoring rules or spending consider-
able effort to find loopholes or use the system to
create exemptions.

Such situations also create the possibility of ex-
ploitation by various stakeholders. Lawyers, ac-
countants, former agency employees, lobbyists,
retired or active politicians and others can find
themselves in a position to exploit an overcompli-
cated regulatory system by becoming expediters in
bypassing red tape. A highly regulated structure

can create a barrier to entry by new competitors.
Regulations also can change the economies of scale,
driving smaller firms out of business. For this rea-
son, entrenched firms, especially if they have
grandfathered exemptions, often will defend the
regulatory structure.

Stage Four: Dysfunction

Dysfunction occurs once the cost of regulation ex-
ceeds any protection or benefits created by regula-
tion. This occurs at point I in Figure I when the
protection function and the cost function intersect
at a quantity of regulations designated as R,. Past
point I, the net social costs to society begin to in-
crease. However, there may be very little incentive
to change the regulations.

To illustrate, suppose that a special interest
group receives $25,000 in benefits because of a par-
ticular regulation. The cost of this regulation creates
an annual cost of $.05 for each of the two million
people in a particular city. Therefore, the total cost
for the city is $100,000. The $25,000 benefit creates a
net social cost of $75,000. Furthermore, because the
benefits are concentrated in one firm and the costs
are spread over millions, the group will have great
incentive to maintain the regulation.

Conclusion

This article outlined the Regulation Cycle of federal
government agencies and their regulatory struc-
tures. Economic conditions almost always exist to
push the regulations into the exploitation stage.
However, not all agencies and regulatory structures
are dysfunctional. As described, some laws are es-
sential to our economic system, while others have
created better information and protection for both
consumers and business firms.

Despite good legislative intentions and initial
benefits realized by many regulations, an improp-
erly managed and monitored regulatory structure
can evolve into the dysfunction stage. Protecting
the system will require better identification of costs
and benefits and a heavy application of common
sense by both Congress and the courts.

NOTE
1. Howard, Philip K., The Death of Common Sense: How Law is Suf-
focating America (New York: Random House, 1994): pp.10-11.
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New Technology

Don't Let
Arachnophobia Keep
You Off The Web

by Patty Dupré, CRE

The World Wide Web, known as
the Web for its web-like organiza-
tion, is a global information system
within the Internet which enables
users to view almost instantly text,
images, video and audio clips from
around the world. What makes it
so popular is the easy point-and-
click access, the visual display and
the ability to link to other data any-
where. One moment you can ac-
cess information from a computer
in Seattle, then from a computer in
Australia  reading  population
trends for Atlanta, Georgia.

What is required to explore the
Web? You need a modem (the fas-
ter the better) for your PC, an In-
ternet connection and a Web
browser. Your Internet connection
can be with a direct access pro-
vider, which typically offers Inter-
net access and little else, or with a
commercial on-line provider like
CompuServe, America On-line,
Genie, etc. Many of the commer-
cial providers have Web browsers
included in the software, or they
can be purchased separately. Some
browsers can be transferred, or
downloaded, from the Internet di-
rectly to your PC. You can take it
out for a test drive, and if you de-
cide it’s the one for you, pay a li-
cense fee within 30 days. For
example, Netscape’s Navigator, a
popular browser, can be down-
loaded by going to http://
home . netscape.com/

An important aspect of the
Web is hypertext, or data linked to
other information on the same com-
puter or on another computer any-
where in the world. Hypertext data
is usually a word or picture that is
underlined or highlighted in a Web
document. Just click on the hyper-
text, and you are immediately
linked to another document.

1

Web Sites for Real Estate Data

Site Comments URL

The Counselors of
Real Estate

CRE products/services; http://www.cre.org/
member names,

addresses; REI

(journal) index of

articles; Meeting

information

American Real Estate
Exchange (Amrex)

Daily news on real
estate issues from a
number of sources

Data on the Al
organization

http://www.amrex.com/

Appraisal Institute (Al http://realworks.com/ai/

1990 and other census
data

Commercial Investment Data on the CIREI
Real Estate Institute (CIREI) organization, listing of
CCIMs, Publications

Listing of offices and
60% of their active
listings

Census Bureau http://www.census.gov/

http://www.ccim.com/

Marcus & Millichap
Commercial Brokerage Co

http://www.mmreibc.com/

Internet Real Estate
Directory

Realty Links

Directory for real
estate sites

http://www.onramp.net/ired/

Listing of real estate
sites throughout the
us

This lists over 119,000
apartments for rent
around the country

http://www.xmission.com/~ realtorl/

Rent Net http://www.rent.net:1000/

WWW Virtual Library Demographic and

population study data

http://coombs.anu.edu.au/ResFacilities/
DemographyPage.html/

To view a document on the Webcrawler
Web, you first need to know its http:/fwebcrawler.com/
unique name or URL (Uniform Yahoo

Resource Locator). URLs consist
of an address that must be typed
exactly as shown; this address will
typically begin with “http://”
Above are some real-estate related
sites on the Web.

http:/fwww.yahoo.com/
Lycos
http:/fwww.lycos.com/

The Web is a useful tool and
growing resource for real estate

There is not a central index or
catalog for the millions of sites on
the Web. So how can you find the
information you need? One way is
to use a “search engine,” or a
computer which will search the
Internet for the information you
need. Simply call up one of the
engines (by typing the URL), and
type in the information you want
searched in the box provided.
Within seconds of my request for
population statistics, 481 refer-
ences were found along with a
listing of the first 25 sites. The fol-
lowing are three good search en-
gines to try:

counselors and all real estate practi-
tioners who require important data
quickly. Instead of using snail-mail
to receive government statistics for
an analysis you are working on,
hop on the Web, enter the URL
and download the data you need
directly into your Excel, Lotus or
other spreadsheet program.

Patty Dupré, CRE, is a principal of
Dupre + Scott Apartment Advisors in
Seattle, Washington. She serves on the
High Technology Task Force Committee
for The Counselors of Real Estate, and
she 1s the representative to the Commer-
cial Advisory Group of the Realtors In-
formation Network (RIN). Her e-mail
address is apts@ dsaa.com.
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Experts & Consultants Guide
to CRE Services

Service Categories

Acquisitions/Dispositions
Appraisal & Valuation

Environmentally Impacted Properties

Asset Management

Capital Market Analysis
Joint Venture Analysis

Environmental Analysis

Litigation Support

Market Analysis

Pension Funds

Portfolio Analysis

Property Management

Property Tax Services

REITS

Real Estate
Commercial[Retail
International Corporate Services
Office & Industrial Parks

Other
Corporate/Institutional
Development/Management
Facility Management
Highest & Best-Use Studies

Mary A. Spellman, CRE
Draper and Kramer,
Incorporated

33 W. Monroe St.
Chicago, IL 60603
312.580.6527

fax 312.541.9503

James F. Stokes, CRE

Nicholson, Porter & List, Inc.

1300 W. Higgins Rd.
Park Ridge, IL 60068
708.698.7400

fax 708.698.5167

Michael B. Stone, CRE

Liberty Stone Associates, Inc.

1536 Dunwoody Village
Pkwy., Ste. 250

Atlanta, GA 30338
770.394.2703

fax 770.394.5186

Rocky Tarantello, CRE
Tarantello & Associates
610 Newport Center Dr.,
Ste. 480

Newport Beach, CA 92660
714.833.2650

fax 714.759.9108

Macdonald West, CRE
The Macdonald West
Company

1390 S. Dixie Hwy., Ste.
2217

Coral Gables, FL 33146
305.667.2100

fax 305.663.0028

W. Richard Wilke, CRE
The Wilke Company

14675 Midway Rd., Ste. 113
Dallas, TX 75244
214.385.3503

fax 214.960.8906

ACQUISITIONS/DISPOSITIONS

Ronald A. Harris, CRE

530 Bush St., 6th FL

San Francisco, CA 94108
415.956.6000

fax 415.956.4158

A.N. Justice, CRE

Justice Corporation

19329 U.S. 19 North, Ste. 100
Clearwater, FL 34624-3156
813.531.4600

fax 813.530.4004

J.R. Kimball, CRE
J.R. Kimball, Inc.
1201 W. Freeway
Fort Worth, TX 76102
817.332.7872

fax 817.332.2940

Bruce J. Korter, CRE
Cantrell, Harris & Associates Columbia Consulting
Group, Inc.

1000 S.W. Broadway, Ste. 950
Portland, OR 97205
503.248.9188

fax 503.248.0194

James S. Reeb, CRE
RESMA Realty Advisors
100 Pine St., Ste. 350
Harrisburg, PA 17101
717.233.7600

William Sitar, CRE
Sitar Company ONCOR
International

1481 Oak Tree Rd.
Iselin, NJ 08830
908.283.9000

(continued)

APPRAISAL & VALUATION

Allen G. Black, CRE
Todd and Black, Inc
1209 S. Union Ave.
Cherry Hill, NJ 08002
609.662.7676

Eugene G. Bowes, CRE
Bowes and Company

2601 First Interstate Tower, S
621 Seventeenth Street
Denver, CO 80293-2601
303.297.0400

Peter D. Bowes, CRE

Bowes and Company

2601 First Interstate Tower, S
621 Seventeenth Street
Denver, CO 80293-2601
303.297.0400

Lawrence Gaines, CRE
Albert Valuation Group
New York, Inc.

60 East 42nd St., Ste. 1313
New York, NY 10165
212.490.1188

fax 212.687.4929

Sidney P. Hiller, CRE
National Valuation Services
1515 N. Federal Hwy., Ste. 300
Boca Raton, FL 33432
407.392.4550

fax 407.361.9846

J.R. Kimball, CRE
|.R. Kimball, Inc.
1201 W. Freeway
Fort Worth, TX 76102
817.332.7872

fax 817.332.2940

David M. Lewis, CRE
Lewis Realty Advisors
952 Echo Ln., Ste. 315
Houston, TX 77024
713.461.1466

fax 713.468.8160

Joseph H. Martin, CRE

Martin Appraisal Associates,

Inc.

134 Franklin Corner Rd.
(continued)
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| 2 N. LaSalle St., Ste. 730

Lawrenceville, NJ 08648
609.896.2245
fax 609.896.1533

John M. Thistlethwaite, CRE |
John M. Thistlethwaite Interests |
3401 Lake Ave. ’
Fort Wayne, IN 46805
219.426.7134

fax 219.426.7134 |

Kenneth P. Riggs, Jr., CRE

Real Estate Research Corp.

Kathleen Price Wilke, CRE
Price Appraisal Services, Inc.
14675 Midway Rd., Ste. 113 |
Dallas, TX 75244

214.960.1606

tax 214.960.8906

Chicago, IL 60603
312.346.5885

Robert H. Scrivens, Jr., CRE
National Valuation

Services, Inc.

171 Ridgedale Ave., POB 190
Florham Park, NJ 07932
201.822.2323

fax 201.822.1215

APPRAISAL & VALUATION
Environmentally Impacted Properties

621 Seventeenth Street
Denver, CO 80293-2601
303.297.0400

Peter D. Bowes, CRE
Bowes and Company
2601 First Interstate Tower, S

ASSET MANAGEMENT

Alec Hicks, Jr.,, CRE
Alec Hicks, Jr., Ltd.

60 Lodges Lane

Bala Cynwyd, PA 19004
610.667.4159

fax 800.659.5964

Mary A. Spellman, CRE
Draper and Kramer,
Incorporated

33 W. Monroe St.
Chicago, IL 60603
312.580.6527

fax 312.541.9503

A.N. Justice, CRE

Justice Corporation

19329 U.S. 19 North, Ste. 100
Clearwater, FL. 34624-3156
813.531.4600

fax 813.530.4004

Macdonald West, CRE

The Macdonald West
Company

1390 S. Dixie Hwy., Ste. 2217
Coral Gables, FL 33146
305.667.2100

fax 305.663.0028

CAPITAL MARKET ANALYSIS

James S. Reeb, CRE
RESMA Realty Advisors
100 Pine St., Ste. 350
Harrisburg, PA 17101

717.233.7600

CAPITAL MARKET ANALYSIS

Joint Venture Analysis

Bert J. Finburgh, CRE
1814 Greenbriar Rd.
Glendale, CA 91207
818.244.0260

ENVIRONMENTAL ANALYSIS

John M. Thistlethwaite, CRE Fort Wayne, IN 46805
John M. Thistlethwaite Interests 219.426.7134
3401 Lake Ave. fax 219.426.7134

| LITIGATION SUPPORT

‘ Sidney P. Hiller, CRE Rocky Tarantello, CRE
National Valuation Services Tarantello & Associates
1515 N. Federal Hwy., Ste. 300 610 Newport Center Dr.,
Boca Raton, FL. 33432 Ste. 480
407.392.4550 Newport Beach, CA 92660
fax 407.361.9846 714.833.2650
fax 714.759.9108
Ronald A. Harris, CRE
Cantrell, Harris & Associates
530 Bush St., 6th FL
San Francisco, CA 94108
415.956.6000
fax 415.956.4158

L

Kathleen Price Wilke, CRE
Price Appraisal Services, Inc.
14675 Midway Rd., Ste. 113
Dallas, TX 75244
214.960.1606

fax 214.960.8906

MARKET ANALYSIS

Park Ridge, IL 60068
708.698.7400
fax 708.698.5167

Stephen B. Friedman, CRE
S.B. Friedman & Company
221 N. LaSalle St., Ste. 1007
Chicago, IL 60601
312.424.4250

fax 312.424.4262

Michael B. Stone, CRE
Liberty Stone Associates, Inc.
1536 Dunwoody Village Pkwy.,

David M. Lewis, CRE Ste. 250
Lewis Realty Advisors Atlanta, GA 30338
952 Echo Ln., Ste. 315 770.394.2703

Houston, TX 77024 fax 770.394.5186
713.461.1466

fax 713.468.8160 Rocky Tarantello, CRE
Tarantello & Associates

Joseph H. Martin, CRE 610 Newport Center Dr.,

Martin Appraisal Associates,  Ste. 480
Inc. Newport Beach, CA 92660
134 Franklin Corner Rd. 714.833.2650

Lawrenceville, NJ 08648
609.896.2245
fax 609.896.1533

fax 714.759.9108

John M. Thistlethwaite, CRE
John M. Thistlethwaite Interests
3401 Lake Ave.

Fort Wayne, IN 46805
219.426.7134

fax 219.426.7134

Kenneth P. Riggs, Jr., CRE
Real Estate Research
Corporation

2 N. LaSalle St., Ste. 730
Chicago, IL 60603
312.346.5885 Kathleen Price Wilke, CRE
Price Appraisal Services, Inc.
14675 Midway Rd., Ste. 113
Dallas, TX 75244
214.960.1606

fax 214.960.8906

James F. Stokes, CRE
Nicholson, Porter &
List, Inc.

1300 W. Higgins Rd.
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PENSION FUNDS

Bruce J. Korter, CRE Portland, OR 97205
Columbia Consulting 503.248.9188
Group, Inc. fax 503.248.0194
1000 S.W. Broadway, Ste. 950

PORTFOLIO ANALYSIS

Bert J. Finburgh, CRE
1814 Greenbriar Rd.
Glendale, CA 91207
818.244.0260

James F. Stokes, CRE

Nicholson, Porter & List, Inc.

1300 W. Higgins Rd.

Park Ridge, IL 60068

708.698.7400

Bruce J. Korter, CRE fax 708.698.5167

Columbia Consulting

Group, Inc. Michael B. Stone, CRE

1000 S.W. Broadway, Ste. 950 Liberty Stone Associates, Inc.

Portland, OR 97205 1536 Dunwoody Village

503.248.9188 Pkwy., Ste. 250

fax 503.248.0194 Atlanta, GA 30338
770.394.2703

Kenneth P. Riggs, Jr, CRE  fax 770.394.5186

Real Estate Research

Corporation

2 N. LaSalle St., Ste. 730

Chicago, IL 60603

312.346.5885

Macdonald West, CRE

The Macdonald West Company
1390 S. Dixie Hwy., Ste. 2217
Coral Gables, FL 33146
305.667.2100

fax 305.663.0028

J.R. Kimball, CRE Joseph H. Martin, CRE
J.R. Kimball, Inc. Martin Appraisal Associates,
1201 W. Freeway Inc.
Fort Worth, TX 76102 134 Franklin Corner Rd.
817.332.7872 Lawrenceville, N] 08648
fax 817.332.2940 609.896.2245

fax 609.896.1533
David M. Lewis, CRE
Lewis Realty Advisors
952 Echo Ln., Ste. 315
Houston, TX 77024
713.461.1466
fax 713.468.8160

Robert H. Scrivens, Jr.,, CRE
National Valuation Services, Inc.
171 Ridgedale Ave., POB 190
Florham Park, NJ 07932
201.822.2323

fax 201.822.1215

REITS

Bert J. Finburgh, CRE
1814 Greenbriar Rd.
Glendale, CA 91207
818.244.0260

National Valuation

Services, Inc.

171 Ridgedale Ave., POB 190
Florham Park, NJ 07932
201.822.2323

Robert H. Scrivens, Jr.,, CRE  fax 201.822.1215

‘ PROPERTY MANAGEMENT

Ronald A. Harris, CRE A.N. Justice, CRE

Cantrell, Harris & Associates Justice Corporation

530 Bush St., 6th Fl. 19329 U.S. 19 North, Ste. 100
San Francisco, CA 94108 Clearwater, FL 34624-3156
415.956.6000 813.531.4600

fax 415.956.4158 fax 813.530.4004

Alec Hicks, Jr.,, CRE
Alec Hicks, Jr., Ltd.

‘ 60 Lodges Lane

| Bala Cynwyd, PA 19004
| 610.667.4159

fax 800.659.5964

Mary A. Spellman, CRE
Draper and Kramer,
Incorporated

33 W. Monroe St.
Chicago, IL 60603
312.580.6527

fax 312.541.9503

PROPERTY TAX SERVICES

Allen G. Black, CRE
Todd and Black, Inc.
1209 S. Union Ave.
Cherry Hill, NJ 08002
609.662.7676

Sidney P. Hiller, CRE
National Valuation Services
1515 N. Federal Hwy., Ste. 300
Boca Raton, FL 33432
407.392.4550

fax 407.361.9846

(continued)

REAL ESTATE

Allen G. Black, CRE
Todd and Black, Inc.
1209 S. Union Ave.
Cherry Hill, NJ 08002
609.662.7676

312.424.4250
fax 312.424.4262

Lawrence Gaines, CRE
Albert Valuation Group
New York, Inc.
Eugene G. Bowes, CRE 60 East 42nd St., Ste. 1313
Bowes and Company New York, NY 10165
2601 First Interstate Tower, S 212.490.1188
621 Seventeenth Street fax 212.687.4929

ERES 2973..
Denver, CO 80293-2601 James S. Reeb, CRE

7 ()
A ay RESMA Realty Advisors
Peter D. Bowes, CRE 100 Pine St., Ste. 350
Bowes and Company Harrisburg, PA 17101
2601 First Interstate Tower, S 717.233.7600
621 Seventeenth Street
Denver, CO 80293-2601
303.297.0400

Stephen B. Friedman, CRE
S.B. Friedman & Company
221 N. LaSalle St., Ste. 1007
Chicago, IL 60601

William Sitar, CRE
Sitar Company ONCOR
International

1481 Oak Tree Rd.
Iselin, NJ 08830
908.283.9000

REAL ESTATE
Commercial/Retail

Russell K. Booth, CRE
Mansell Commercial The Wilke Company

Real Estate Services 14675 Midway Rd., Ste. 113
6995 S. Union Park Center, #250 Dallas, TX 75244
Midvale, UT 84047 214.385.3503
801.567.4500 fax 214.960.8906
fax 801.567.4499

W. Richard Wilke, CRE

(continued)
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REAL ESTATE
International Corporate Services

William Sitar, CRE 1481 Oak Tree Rd.
Sitar Company ONCOR Iselin, NJ 08830
International 908.283.9000

REAL ESTATE
Office & Industrial Parks

Russell K. Booth, CRE #250
Mansell Commercial Midvale, UT 84047
Real Estate Services 801.567.4500

6995 S. Union Park Center, fax 801.567.4499

OTHER

Corporate/Institutional
Russell K. Booth, CRE

Mansell Commercial

Real Estate Services

6995 S. Union Park Center, #250
Midvale, UT 84047
801.567.4500

fax 801.567.4499

Development/Management
Stephen B. Friedman, CRE

S.B. Friedman & Company

221 N. LaSalle St., Ste. 1007
Chicago, IL 60601

312.424.4250

fax 312.424.4262

W. Richard Wilke, CRE
The Wilke Company

14675 Midway Rd., Ste. 113
Dallas, TX 75244
214.385.3503

fax 214.960.8906

Facility Management
Alec Hicks, Jr., CRE

Alec Hicks, Jre. Ltd.

60 Lodges Lane

Bala Cynwyd, PA 19004
610.667.4159

fax 800.659.5964

Highest and Best-Use Studies
Lawrence Gaines, CRE

Albert Valuation Group

New York, Inc.

60 East 42nd St., Ste. 1313

New York, NY 10165

212.490.1188

fax 212.687.4929
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AvLec Hicks, Jr.
CRE, CPM, RPA, PE

Facility &
Property Management
Consulting

* Income & Expense Analysis

»  Operation & Maintenance

« Energy/Utility Management
» Physical Condition Reports

Avrec Hicks, Jr., LTD.
60 Lodges Lane
Bala Cynwyd, PA 19004
telephone 610.667.4159
fax 800.659.5964
e-mail - ALEC_HICKS@MSN.COM

ALFRED GOBAR ASSOCIATES

Real Estate Market Analysis since 1966
Housing Market Trends and Absorption Models
Commercial « Industrial « Retail

Special Purpose Property Studies
|

ALFRED J. GOBAR, Ph.D., CRE, chairman
JAMES S. CARLSON, CRE

721 Kimberly Avenue
Placentia, California 92670-6343
714.524.1000
fax 714.524.0149
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SPIDR )
i THE ROSENTHAL GROUP :
MEMBER  Consultants, Mediators and Educators

Senving the Tral Bar, the Bustness Community and Public Sector Entities

DISPUTE RESOLUTION SERVICES

WITH AN EMPHASIS ON
MEDIATION

The Rosenthal Group is a premier, practitioner based Dispute
Resolution firm headquartered in California. We maintain a national
Panel of recognized subject matter experts, trained in classic
Mediation Skills by TRG in conjunction with the Institute for
Dispute Resolution faculty at Pepperdine University's School of Law.

Individual
Members

Consensual Processes Offered Subject Matter Focus

* Mediation

« Early Neutral Evaluation

* Structured Settlement
Negotiations

* Complex & Multi-party
Public Interest Matters

* Mini-trials/Major Business,
Commercial disputes

* Multi-Neutral Matters

* Real Property Matters

* Homeowner Association &
Landlord-Tenant Disputes

* Employment and Labor
Disputes

* Business Disputes
and Disolutions

* Land Use Entitlements

* Public Policy Disputes

TRG panel members are available nationally for assignments on a
fee/cost basis. TRG panelists are members of the ABA's ADR
Section, SPIDR, and may also be members of the ADR Section of
their local Bar. Panel member information, including subject matter
expertise and credentials, is available.

Contact: Richard J. Rosenthal, CRE (Los Angeles)
Albert S. Pappalardo, CRE (New Orleans - 504.486-7441)

1350 Abbot Kinney Bivd, Suite 101, Venice (Los Angeles), CA 90291
(310) 392-5404 * (800) 869-4648 % Fax (310) 392-2950
e-mail: trgdrs@ige.apc.org (ConflictNet)
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If you're not looking ahead...

you're falling behind

ationally -
A
CRE
Don't get left behind! Subscribe today to the NaTIONAL

Recognized @
AssoclaTioN OF ReaLTors® REAL ESTATE OUTLOOK: Market :
Trends and Insights, and have all the information you need EXpel‘tS 1n the

right at your fingertips. Each month a

team of NAR economists interpret the Re deV el Opment

most up-to-date industry information

and presents it in 20 pages of f
MaRKET TRENOS clear, crisp summaries. O FOI'mer
You can see at a glance where real estate markets are headed 1 1 1
- including those in your state and metro area, as well as the nation. Ml ltary Bases

You'll get timely economic forecasts, trends, home sales statistics,
economic news and market research all in one convenient
place. NAR members pay only $95 for 12 issues (non-mem-

bers - $135). So for less than $8 a month, you can get a look at RKG ASSOCIATES, INC.
I g B Richard Gsottschneider, CRE
To subscribe, call NAR's fax-on-demand line: 277 Mast Road

1-800-288-1781. Ask for Document #2.

Durham, NH 03824

e (603) 868-5513, telephone
e o e (603) 868-6463, fax

Corporate Real Estate and Facilities Management Consultants

. Organizational Strategies

. Cost Management Strategies
e  Global Outsourcing Strategies
. Human Resource Reviews

Institutional Real Estate Investment Advisors

«  Registered SEC Investment Advisor

e  Asset Allocation Strategies

s  Direct and Indirect Investment Analysis

*  Acquisition and Disposition Feasibility Reviews

VCK Voelker, Castilla & Partners, Inc.

Premier Place Enserch Tower

5910 North Central Expressway 10375 Richmond Avenue
Dallas, Texas 75206 Houston, Texas 77042
214/987-8080 713/954-4922
214/987-8090 (fax) 713/954-4901 (fax)
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