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ABOUT THE COUNSELORS

OF REAL ESTATE.

The Counselors of Real Estate, estab-
lished in 1953, is an international group
of high profile professionals including
members of prominent real estate, finan-
cial, legal, and accounting firms as well
as leaders of government and academia
who provide expert, objective advice on
complex real property situations and
land-related matters.

Membership is selective, extended
by invitation only on either a sponsored
or self-initiated basis. The CRE
Designation (Counselor of Real Estate) is
awarded to all members in recognition of
superior problem solving ability in vari-
ous areas of specialization such as litiga-
tion support, asset management, valua-
tion, feasibility studies, acquisitions/dis-
positions, and general analysis.

CREs achieve results, acting in key
roles in annual transactions and/or real
estate decisions valued at over $41.5 bil-
lion. Over 300 of the Fortune 500 compa-
nies retain CREs for advice on real estate
holdings and investments. CRE clients
include public and private property own-
ers, investors, attornevs, accountants,
financial institutions, pension funds, and
advisors, government institutions, health
care facilities, and developers.

Enrichment Through Networking,
Education & Publications

Networking continues as the hallmark of
The Counselor organization. Throughout
the year, programs provide cutting-edge
educational opportunities for CREs
including seminars, workshops, technol-
ogy sessions, and business issues forums
that keep members abreast ot leading
industry trends. Meetings on both the
local and national levels also promote
interaction between CREs and members
from key user groups including those
specializing in financial, legal, corporate,
and government issues.

CRE members benefit from a wealth
of information published in The
Counselors’ quarterly award-winning
journal Real Estate Issues which offers
decisive reporting on today’s changing
real estate industry. Recognized leaders
contribute critical analyses not otherwise
available on important topics such as

institutional investment, sports and the
community, real estate ethics, tenant rep-
resentation, break-even analysis, the
environment, cap rates/yields, REITs,
and capital formation. Members also
benefit from the bi-monthly member
newsletter, The Counselor, and a wide
range of books and monographs pub-

lished by The Counselor organization. A |
maijor player in the technological revolu- |

tion, the CRE regularly accesses the most

advanced methodologies, techniques

and computer-generated evaluation pro- |

cedures available.

What is a Counselor of Real Estate
(CRE)?

A Counselor of Real Estate is a real estate
professional whose primary business is
providing expert advisory services to
clients. Compensation is often on an
hourly or total tixed tee basis, although
partial or total contingent fee arrange-
ments are sometimes used. Any possibil-
ity of actual or perceived conflict of inter-

est is resolved before acceptance of an |

assignment. In any event, the Counselor
places the interests of the client first and
foremost in any advice provided, regard-
less of the method of compensation.
CREs have acquired a broad range of
experience in the real estate field and
possess technical competency in more
than one real estate discipline.

The client relies on the Counselor for
skilled and objective advice in assessing
the client’s real estate needs, implying
both trust on the part of the client and
trustworthiness part the
Counselor.

Whether sole practitioners, CEOs of
consulting tirms, or real estate depart-
ment heads for major corporations, CREs
are seriously committed to applying their
extensive knowledge and resources to
craft real estate solutions of measurable
economic value to clients’ businesses.
CREs assess the real estate situation by
gathering the facts behind the issue, thor-
oughly analyzing the collected data, and
then recommending key courses of
action that best fit the client’s goals and
objectives. These real estate professionals

on the of

honor the confidentiality and fiduciary

responsibility of the client-counselor rela-
tionship.

The extensive CRE network stays a
step ahead of the ever-changing real
estate industry by reflecting the diversity
of all providers of counseling services.
The membership includes industry
experts from the corporate, legal, finan-
cial, institutional, appraisal, academic,
government, Wall Street, management,
and brokerage sectors. Once invited into
membership, CREs must adhere to a
strict Code of Ethics and Standards of
Professional Practice.

Users of Counseling Services

The demand continues to increase for
expert counseling services in real estate
matters worldwide. Institutions, estates,
individuals, corporations and federal,
state and local governments have recog-
nized the necessity and value of a CRE's
objectivity in providing advice.

CREs service both domestic and tor-
eign clients. Assignments have been
accepted in Africa, Asia, the United
Kingdom, the Caribbean, Central and
South America, Europe and the Middle
East. CREs have been instrumental in
assisting the Eastern European Real
Property Foundation create and develop
private sector, market-oriented real estate
institutions in Central and Eastern
Europe and the Newly Independent
States. As a member of The Counselor
organization, CREs have the opportunity
to travel and share their expertise with
real estate practitioners from several
developing countries including Poland,
Hungary, Bulgaria, Ukraine, Czech
Republic, Slovak Republic, and Russia as
they build their real estate businesses
and develop standards of professional
practice.

Only 1,100 practitioners throughout
the world carry the CRE Designation,
denoting the highest recognition in the
real estate industry. With CRE members
averaging 20 vears of experience in the
real estate industry, individuals, institu-
tions, corporations, or government enti-
ties should consider consulting with a
CRE to define and solve their complex
real estate problems or matters. «
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CONTRIBUTOR INFORMATION

Real Estate Issues publishes four times annually (Spring, Summer, Fall, Winter). The journal reaches a lucrative
segment of the real estate industry as well as a representative cross section of professionals in related industries.

Subscribers to Real Estate Issues (REI) are primarily the owners, chairmen, presidents, and vice presidents of
real estate companies, financial corporations, property companies, banks, management companies, libraries, and
REALTOR" boards throughout the country; professors and university personnel; and professionals in S&Ls,
insurance companies, and law firms.

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

REVIEW PROCESS
Member and non-member authors are encouraged to submit their manuscripts to:
Real Estate Issues, ¢/o The Counselors of Real Estate, 430 North Michigan Avenue, Chicago, llinois 60611. All man-
uscripts are reviewed by three members of the editorial board with the author’s name(s) kept anonymous. When
accepted, the manuscript and any recommended changes is returned to the author for revision. If the manuscript
is not accepted, the author is notified by letter.

The policy of Real Estate Issues is not to accept articles that directly and blatantly advertise, publicize, or pro-
mote the author or the author’s firm or products. This policy is not intended to exclude any mention of the
author, his/her firm, or their activities. Any such presentations however, should be as general as possible, mod-
estin tone, and interesting to a wide variety of readers. If a product, service, or company is featured, it should be
informational vs. promational in nature. Potential conflicts of interest between the publication of an article and
its advertising value should also be avoided.

Every effort will be made to notify the author on the acceptance or rejection of the manuscript at the earliest
possible date. Upon publication, copyright is held by The Counselors of Real Estate (American Society of Real
Estate Counselors). The publisher will not refuse any reasonable request by the author for permission to repro-
duce any of his/her contributions to the journal.

DEADLINES
See Editorial Calendar on inside back cover for deadlines.

MANUSCRIPT/GRAPHICS PREPARATION
1). Manuscripts must be submitted via e-mail or disk (along with hard copy) in IBM or PC format only —Mac
files cannot be accommodated: .txt (text) file format or Word for Windows 6.0. All submitted materials, includ-
ing abstract, text and notes, are to be double-spaced. Number of manuscript pages is not to exceed 25 single-
sided sheets (approx. 7,000 words). Submit a 50- to 100-word abstract* and a brief biographical statement,
including author’s e-mail address. Computer-created charts/tables should be in separate files from article text.
(*If the manuscript is accepted for publication, the abstract/brief synopsis would appear on the table of contents page.)
2). Graphics/illustrations are to be considered as “Exhibits,” numbered consecutively and submitted in a form
suitable for reproduction. Graphics must either be submitted camera-ready or computer-generated as PC com-
patible ONLY. DO NOT submit colorized computer files—the graphics must be created in grayscale or black and
white only. If possible, save in all of or at least one of the following formats: .emf; .eps; .wmf.
3). Number all graphics (tables/charts/graphs) consecutively. All graphics should have titles.
4). All notes, both citations and explanatory, are to be numbered consecutively in the text and placed at the end
of the manuscript.
5). If appropriate, and of good quality, include photographs to clarify and enhance the content of the article.
6). Article title should contain no more than eight to 10 words including an active verb.
7). For uniformity and accuracy consistent with our editorial policy, refer to The Associated Press Stylebook.

THE BALLARD AWARD MANUSCRIPT SUBMISSION INFORMATION
The REI Editorial Board is accepting manuscripts in competition for the 2002 William 5. Ballard Award. All arti-
cles published in REI during the 2002 calendar year will be eligible for consideration, including member and non-
member aauthors. The $500 cash award and plaque is presented annually each spring, during The Counselors’
Midyear Meetings to the author(s) whose manuscript best exemplities 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. (The 2002 recipient will be honored at The Counselors 2003 Midyear Meetings.)
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EDITOR’S STATEMENT - by Hugh F. Kelly, CRE

y the time this edition of Real Estate Issites
reaches vou, we will have moved into the year
2004. Most folks use the time around New
Years Day to take stock of themselves at this point in
time, and to look forward to plans for the future. For
the Counselors of Real Estate, this is a auspicious
moment to do likewise. For we have just celebrated
our 50th anniversary at the National Meetings in
Miami Beach, and embark on an exciting journcy as

CRE Hugh F. Kelly

we craft our future as an organization.

We do this, naturally, within the context of an
evolving world and an evolving industry. Real Estate Issues offers us all
a forum to think about matters of past, present, and future. We have
invited a number of CREs to contribute articles for this and future
numbers of REI, and are very pleased to publish several thought-pro-
voking pieces.

Bill Mundy, CRE has collaborated with three colleagues (John
Kilpatrick, John Carruthers, and Ron Throupe) on a major essay enti-
tled, "Looking Backward and Forward: Economic Restructuring and
United States Real Estate Markets.” The authors examine some of the
far-reaching changes of the past half-century —explosive suburban
growth, migrations to the Southern and Western regions of the coun-
try, the shift from manufacturing to services, the accumulation of
household wealth—and some of the contemporary results—changes
in urban structure, the information economy, and the rise of the so-
called "creative class.” They examine the question, "How do non-mar-
ket goods affect our understanding of ‘market value’?”

Ken Riggs, CRE reminds us of the trade-offs of risk and reward we
face in a changing world. Economics and politics, together with some
of the demographic forces discussed by Mundy, et al, have shaped the
rhythm of cyclical change. The past few years have demonstrated that
those who thought the "new economy” had lessened cyclical risk were
far too optimistic. Risk is fundamental to investment, leaving us the
question, "How do we get paid appropriately for the risks that we
take?" This is a perennial question that Riggs has worked on for many
years as an analyst of real estate trends who has interviewed hundreds
of the industry's top professionals.

continued on page v




EDITOR’S STATEMENT

continued from page iii

Globalization has become a fact of life in the world
of business, and that is directly affecting the way that
corporations think of their real estate assets. Maureen
Ehrenberg, CRE and her British co-author, Steve
Mallen, offer their perspective on real estate services
and property as a globalized asset class. They examine
the trend toward placing white collar jobs, as well as
goods-production positions, in low-cost environments
like India and China. Additionally, they look at the way
shifts in global capital markets are altering the way real
estate investment judgments affect the deployment of
capital. A worldwide perspective, and an understand-
ing of how evolving markets abroad affect home mar-
kets evervwhere, have become indispensable tools for
working in the real estate business.

Any consideration of the future must take into
account the passing on of the leadership function.
Because of this, we initiated in the Summer 2003 issue
a series of articles on linking universitv programs in
real estate to the educational demands of an increas-
ingly sophisticated business. Joseph Rabianski's article
in our prior edition presented a conceptual matrix
seeking to fit the pieces together for a fruitful collabo-
ration between academia and industry. We continue
this reflection with a Kerry Vandell, CRE, essay,
“Preparing the Next Generation" that traces the evolv-
ing efforts to link practice and theory in a way that will
make us both more enlightened and more effective
going forward.

The issue is rounded out with several additional
features, plus our "Insider’s Perspectives” and "Resource
Roundtable” segments. As we go to press, there are
many signs that the long-awaited recovery in US.
employment will put the final component of economic
revival into place. Revised figures have put recent GDP
growth above eight percent on an annualized basis. The
stock market is finally pulling out of the bear market
that was triggered by the dot-com bubble bursting. If
good times are returning, then it is especially propitious
to think clearly about how to shape our futures. We will
be pushing to do that in the year ahead. Any thoughts or
suggestions our readers might have on the subject
would be most welcome. Feel free to contact me by e-
mail at hughkelly@hotmail.com. T'd be enthusiastic
about receiving vour ideas.







REAL ESTATE SERVICES
AND A GLOBALIZED
ASSET CLASS

By Maureen Ehrenber¢ CRE, and Steve Mallen
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and head of Global Research &
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"It was the best of times, it was the worst of tines”
(Charles Dickens, A Tale of Two Cities, 1839)

he last 20 vears of the 20th Century will go down as a period when

the international real estate market achieved two things: maturity

and global spread. Like a wavward teenager, real estate learned
from its mistakes, went to college and became better educated and then
demonstrated more prudence and caution than previously. At the same
time, with international commerce, trade liberalization, and globalized
capital came a passport and escalating air miles.

In the early vears of the new century, real estate, on a risk-adjusted basis,
looks like a preferred investment asset class throughout much of the
world. Cycles come and go, but supply and demand are, for the most
part, relatively well balanced in historic terms in most countries. Prices
are shifting incrementally rather than dramatically and the volume and
profile of capital and debt entering the sector is far better regulated and
subject to far more due diligence than before. With an aging global demo-
graphic and volatility in other asset classes, real estate has become a tar-
get for both venture capital and annuity, bond-style investors seeking
retirement profile income. "How are we going to fund our retirement?" is

28 Years of Publishing Excellence: 1976-2003 1



Exhibit 1
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Item One on the sociopolitical agenda in the
Western world with real estate right there alongside
in the action column. Expectations are high.

By way of illustration, the Australian Government
has introduced compulsory pension contributions
for all employees in defense against a poverty-
stricken retired population in the medium to long
term. The net inflow of capital into Australian
superannuation (pension) funds has increased at an
unprecedented rate in consequence and, by volume,
is set to overtake the value of the nation's entire
fixed asset base. Asset and geographical diversifica-
tion are now not only a certainty but mission-critical
from a risk perspective. Real estate will figure
prominently as a result of its ability to offer stabi-
lized, annuity style returns over time, thereby
matching policy liabilities against capital and fund
liquidity requirements. It is only a matter of time
before the other developed nations of the world fol-
low the same route. Global capital flows in real
estate will escalate dramatically in the next 20 years.
The public and private REITS in the United States
currently represent dramatically different options
for investors and yet both have thrived in recent

oI
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1996
1997
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1999
2000
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2002
3003

years with high expectation for both.

Capital alone however, does not a market make. The
intensity with which qualifying investment oppor-
tunities are being bid up by investors anxious to
place capital or take advantage of a cost of finance to
income arbitrage environment that has not been
seen in more than a generation, means that cap rates
are being driven down while the underlying
demand for the commodity, in this case real estate,
is weakening. This is an imperfect market in any
textbook. There is perhaps still more maturity
required for this very new market type predica-
ment, which has created a fundamental disconnect
in many real estate markets around the world.

The stakes are high. The combined value of the
developed economies’ residential and commercial
property markets is greater than the combined
value of all the international equity and bond mar-
kets added together. In many countries, imperfec-
tions in the real estate sector are actually directly
impacting upon that country’s largest fixed asset
base. Real estate really is big business. Indeed, its
fixed capital position and its investment expectation

REAL ESTATE IssuEs, Fall 2003



Exhibit 2
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profile arguably make it the biggest business of all
moving forward. It is also worth noting that around
30% of the developed world's commercial real estate
by value (some $4.7 trillion) is located in the United
States.

So, what of demand? The equity markets are inch-
ing back upwards on the back of gradually improv-
ing corporate protitability and all economic fore-
casts point towards better economic performance
throughout the world in the middle years of the
decade. At the same time though, reserve real estate
capacity is high, head-counts are being closely scru-
tinized and the emphasis on cost control and reduc-
tion has arguably never been greater. There will be
no bounce-back in demand and it will be some years
before a more positive corporate climate puts real
estate rents and prices back in the sunshine.

Moreover, global capitalism continues to evolve. To
what extent will future growth in the West actually
be articulated in the real estate markets of the East?
The compelling cost advantages of India, China, and
Eastern Europe have become impossible to ignore
and this issue is rising rapidly up the political agen-
da. Protectionist rhetoric and trade union opposi-
tion is mounting, but, in a post-Enron world where
transparency and shareholder return are every-
thing, international decisions that see dramatic cost
reductions in two key factors of production, labor,

28 Years of Publishing Excellence: 1976-2003

Asset Values — Developed Economies

$ Trillion

and real estate, can not be overlooked. One could go
further: any Multinational Corporation (MNC) that
has not at least considered offshoring or outsourc-
ing could now be considered negligent in the eves of
its shareholders. The globalization of real estate has
become a structural certainty.

Current forecasts vary, but consensus suggests that
the U.S. will lose perhaps upwards of 3 million jobs
to offshore markets by 2015, comprising both
migrated posts and new growth transferred else-
where. Even in an economy the size of the U.S,, this
is a big number. In real estate, it is a very big num-
ber, perhaps equating to a loss of stock approaching
500 million sq ft (nearly twice the office stock of met-
ropolitan Washington, D.C.). Since the 2000 presi-
dential election, the U.S. has lost T in 6 of its manu-
facturing jobs (some 2.8 million positions) via con-
traction and, increasingly offshoring. This is one of
the reasons why the current "recovery"” is “jobless."
There is of course the fact that offshore operations
will generate revenues back to the home country
and thereby continue to bolster domestic economic
performance. However, where is the real estate?
Where is this key factor of production and where is
its value accounted for and traded? It is increasing-
ly no longer just around the corner and may not
even be on the same continent. Therefore, how does
a global economy relate to local real estate investors
and their respective returns?



Exhibit 3 Business Process Outsourcing

350 -

300 | | W Global

India

250 -

$ Billion

2001 2003

Observers will say that this is not new, remember-
ing the 1970s and 1980s shifts in manufacturing to
Mexico, Latin, and South America. Worries of
becoming a nation of "CEOs and burger-flippers”
proved unfounded as the economy grew and devel-
oped new services and industries, not least of which
was the ICT (Information and Communications
Technology) phenomenon. This time however, the
pace of outsourcing and offshoring is more rapid,
the fiscal arguments more compelling and the abili-
ty of the domestic economy to innovate and realign
more questionable.

Moreover, the current shift is not restricted to "low
value, low order” functions, but has moved up the
service sector food-chain into IT development and
maintenance, business analysis, and corporate
accounting. It is no accident that in the UK the gov-
ernment has announced a new initiative to relocate
public sector jobs away from the expensive South ot
England to the cheaper, more disadvantaged North
of the country. While this will partially placate con-
cerns about ballooning public debt and mounting
costs, it will also offset some of the inevitable eco-
nomic contraction and emplovment reduction
which will undoubtedly occur in the regional cities
(Cardift, Leeds, Glasgow etc).

Detailed and highly credible research recently
issued by Goldman Sachs suggests that the size of
the Chinese economy will overtake France next
vear, the UK the year after that, Germany in 2007
and Japan in 2016. In 2041, America will finally cede
its throne to China. From a lower economic base,
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India will become the world's third largest economy
within 30 years behind the U.S. and China. Within
Europe, projected foreign investment flows into the
Eastern nations that are shortly to accede to EU
membership are substantial. In the case of Poland,
Russia, and the Czech Republic, annual foreign
investment over the period 2001-2005 will exceed
that of the UK, which is the fourth largest economy
in the world and already long since integrated into
the world order of commerce.

In real estate there has always been a pronounced
tendency towards “short-termism”: when will that
transaction close? Who is best qualified to provide
security services at my building? Will my perform-
ance as a fund manager provide the bonus I need
for that second home? And so on. Real estate is not
especially unique in this regard, but in an advisory
environment where the greatest compensation
flows are from transactions and where remunera-
tion to individuals in most countries is commission
oriented, our industry often finds it very difficult to
see beyond and plan for much more than the next
two or three quarters. If the real estate advisory
community is to survive and prosper, it is the con-
tention of the authors that we have to embrace and
understand the multiple profound and structural
changes in the economic and business landscape
which will shape our clients' needs in the future.
Failure to plan now will lead to a mismatch between
client expectation and service delivery capability.

Simmering in the background for at least a decade,

the challenge this presents to the real estate adviso-
ry and service provider community has now come
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Exhibit 6

US REIT Market Capitalization
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to a boil. Real estate has become a global commodi-
ty with preferred status throughout much of the
investment community. However, real estate is
essentially, and some would say irrevocably, a
parochial construct that can only be fully under-
stood, transacted, and managed at a local level. This
is embodied in the "think globally, act locally”
mantra, and its infinite variations, which have
passed into mainstream parlance throughout the
industry in recent vears.

The corporate community, naturally and quite right-
ly, expects a service delivery platform which
embraces all markets and skillsets. However, in a
world where real estate legislation and codes of
practice have almost infinite variety between coun-
tries and indeed, between sectors, this is a difficult
expectation to meet. The capital cost of recruiting,
training, and retaining the thousands of personnel
that collectively encompass the local expertise and
technical skills necessary to administer real estate
around the globe is enormous. Add to this the chal-
lenge of global technological infrastructure, the
need to enmesh multiple cultures and languages
and the requirement for an administrative and
management framework to oil the entire machine
and the task becomes near daunting. And this is to
say nothing of regulated professional standards,
best practice conformity and the pernicious curse of
indemnity protection in an increasingly litigious
world.

In response, the service delivery community is
polarizing. Large firms have coalesced into quasi-
corporations and gone to the capital markets for
expansion finance and operational debt facilities.
Smaller firms have realized their strengths, limited

their aspirations, and carved out niches in the mar-
ket whether these be geographical, sectoral, or skill
based. Middle league players are at a crossroads:
return to the comfort zone of niche services or gear
for growth and new market penetration. With
turnover in the occupational market slowed by the
economic climate and with the direct investment
sector frustrated by access to qualifving stock
around which to base transactions, the revenue
flows from the market are not as high as they might
be. This makes leverage and risk in the service
provider community a brave and challenging
proposition.

To further confuse the picture, it is becoming abun-
dantly clear that no one service delivery model can
actually deliver the full range of consulting,
accounting, legal, tax, transactional, management,
and technical skills necessary to service the corpo-
rate real estate user and owner. The plethora of
accountancy, legal, brokerage, banking, and FM
providers required to run and generate value from
an MNC portfolio on an international scale has pre-
sented the corporate real estate director with a
bewildering array of service options. Moreover,
accountants are entering the transaction market,
bankers are creating marriage value where it previ-
ously did not exist, brokers are becoming consult-
ants, and everyone purports to be able to value and
manage the assets. What you see is no longer neces-
sarilv. what you get and advisors have become
chameleon-like in their service offering, subject to
the nature and identity of the people on the other
side of the RFP table.

So what's next? What will the real estate services
community look like two decades from now? What
should we be doing today in order to be better
placed as organizations and in order to better serve
our industry tomorrow? Not surprisingly, the
answers to these questions are far from straightfor-
ward.

In adding clarity to the position, a clear distinction
between the supply and demand sides of the prop-
erty equation is perhaps beneficial. From a develop-
ment and investment perspective, the very diversity,
complexity, inefficiency, and opaqueness of the
global real estate market is what gives it lifeblood.
Knowledgeable investors, who have taken time and
deployed capital to understand new markets and
forge appropriate local relationships, are well
placed to take advantage of differential market
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C}'Cles, varied tax structures, government assistance,
planning loopholes, leasehold reform, currency
plays, debt arbitrage positions, new demand sec-
tors, imported construction techniques—the vari-
ables are infinite.

The very inefficiency of real estate as an asset class
encourages international capital flow, facilitating
healthy profit or mistake level losses, subject to the
preparation and judgement (and sometimes luck) of
the investor. If real estate were a transparent com-
modity, the drivers behind international investment
would be no different from those of the equity mar-
ket—geographical and sectoral spread over a uni-
fied, largely transparent investment landscape. This
would clearly still produce substantial capital flow
as investors spread risk and seek returns. However,
in real estate, market complexity and diversity is a
more powerful force. Shifting economics and local
market dynamics make it possible, for example, for
U.S. private equity to interface with the markets of
Eastern Europe and generate internal rates of return
in excess of 25%. Here, preparation is lengthy and
risk is high, but the returns are seductive. Real estate
is one of only a handful of capital plays in which this
is possible. Moreover, in the low inflation, low
growth, and lackluster domestic return environ-
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ment that now persists in most developed markets,
the drive towards seeking enhanced returns
becomes more pronounced. Global capital flows
will accelerate in consequence in the years ahead.

The perspective from the demand side of the market
is however, fundamentally different and indeed,
contradictory. The sheer complexity of the interna-
tional market is the very thing which frustrates the
corporate occupier. Market inefficiency, local com-
plexity, and overall illiquidity makes real estate a
capital and risk item which bedevils the corporate
real estate director and the CFO. It is little wonder
that moving real estate off the corporate balance
sheet is likely to be one of the most powerful drivers
in the real estate sector in the next decade and
beyond. It is also entirely logical that corporate
occupiers are perpetually seeking new wavs of
improving transparency, developing multinational
management systems, and aligning real estate flexi-
bility with the shifting demands of business. This
becomes a second fundamental driver in interna-
tional real estate for this decade and beyond.

It is important to note that, for both the investment
and corporate occupier sides of the equation, the
complexity and inefficiency of the market is a key



Exhibit 8

European Economic & Real Estate Convergence

Ewropean Monetary & Fisca Unron .
<>
T .
Sy ) e -
ey True European
Monetary & Fiscal
Union

Ewropean Real F state Soucawe L

ot g e e = » Maket

European Real £ state Sophistcation — >

support to the international advisory community.
Whether for supply or demand protagonists, inter-
national service providers derive substantial rev-
enue from educating or representing clients in new
markets and sectors. Market complexity is thus a
prime support for such a large real estate advisory
industry. Without that complexity, the advisory sec-
tor need not and will not be so large.

There is however, a dialectic position here. In the
next two decades, the apparently contradictory
positions of supply and demand are likely to con-
verge into a more integrated paradigm.

The investment market will increasingly be driven
by securitization and the development of secondary
trading in financial products. This is already appar-
ent in the global drive towards the construction of
REIT style markets and the ongoing development of
an international CMBS sector. REIT legislation now
exists in at least the U.S., Japan, France, Singapore,
Australia, South Africa, and Belgium. The UK and
Hong Kong lead the list of additional countries close
behind. There are obviously several fundamental
drivers to real estate securitization. In the future, the
combined forces of investment market liquidity,
spreading of risk and return and the need to pro-
vide better exposure to the real estate sector for
retail level investors (who are increasingly worried
about their pensions), will be crucial.

The phenomenal growth of the REIT market in the
US. over the past 15 vears and the exceptional
returns being delivered by the Listed Property Trust
(LPT) market in Australia—the only major market
where real estate stocks consistently trade at a posi-
tive net Asset Value (NAV) level—illustrate the

@ o}

Single European
Real Estae

demand for this type of investment and the returns
that are available. In the CMBS sector, most of the
major U.S. investment banks are developing prod-
ucts in Europe and bevond, leveraging their U.S.
expertise and experience. This market will balloon
too over the next decade as investors seek what to
many have become the twin holy grails of real estate
investment: svndicated risk and liquidity.

Ongoing securitization and real estate listing will
fundamentally enhance market transparency,
improve capital flows and broaden investment
appeal. Real estate investment will thus move
towards a more perfect commodity model and
away from the dense parochialism by which it is
currently characterized. Retail investors, together
with institutional and private capital, will be able to
gain liquid, multi-market and multi-sector exposure
with comparative ease on a global scale. It will be
more possible to construct portfolios more closely
aligned with the etficient frontiers of portfolio theo-
ry.

The other half of the dialectic response comes with
the occupational market. MNC occupiers—that
after all, are what actually drive the entire asset
class—will demand structures of leasing, owning,
and managing property which iron out market
parochialism, conform to international templates
and benchmarks, provide operational flexibility and
offer a financially efficient and acceptable protfile. In
theoretical terms, there is no reason why, for exam-
ple, an international corporation could not access a
standard leasehold and property management
package on a global scale, making location largely
inconsequential whether it be Dallas, Dubai, or Dar
es Salaam.

There are two barriers to synthetic leasing. Firstly,
market dogma and parochialism, sometimes sup-
ported by local legislation and secondly, an insuffi-
ciently developed international capital market to
underwrite risk, securitize the income stream, and
provide the deep capital context to develop and run
such a model. This is where the marriage occurs and
the dialectic is resolved: the capital markets will
catch up with the occupier markets to create value
and service factor of production requirements.

As an aside, local legislation merits brief attention.
In India, by way of example, tens of millions of
square feet of world class real estate leased to MNC,
blue-chip covenants and build to suits have and will
be developed. However, foreign ownership of
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Indian real estate is not permitted. These laws will
be reformed —they will have to be if India truly
wants to realize its dream of mainstream capitalism.
If this occurs suddenly in say, ten years time, one of
the largest real estate markets in the world will open
up overnight. A sophisticated capital market model
will facilitate this.

In Europe, EU legislation has touched virtually all
forms of commercial activity and social life. The
notable exception is real estate. This is adjudged so
complex and so vested with history that even the
bureaucrats in Brussels balk at the challenge. The
corporate occupier community however, is
demanding standardization. How long before there
is a standard lease enshrined in legislation across
the 20+ countries that will make up the EU? If legis-
lation does not assist, the market will find a way
through code of practice and client insistence. Here
again, the necessary precursor is a sophisticated
capital market.

Lastly, South Africa. Here, exchange controls pre-
vent capital rich and highly sophisticated domestic
institutions and developers operating offshore in
any substantial fashion. These controls will be lifted
to permit the nation to join the free trade world. The
capital outtlow from South Africa into the capital
and real estate markets will be substantial. This will
provide further impetus to capital market develop-
ment, secondary trading, and overall liquidity.

There are many triggers and valves around the
world that will be released over the next decade,
which will add further impetus to the global real
estate capital market. The migration of corporate
real estate assets and liabilities off the balance sheet,
together with more standard models of occupancy
and management will provide much of the fuel to
the capital market fire.

The above hints at utopianism. Pragmatically, there
are still significant barriers, on the occupier side of
this debate. The world’s MNCs are, in reality, at very
different stages in the evolution of their real estate
methods and models. Some have developed highly
efficient, multimarket systems that perpetually
monitor cost, measure performance, and respond to
business need. Others, even today, struggle to even
provide an inventory of their freehold and leasehold
exposure beyond a national level. Very few have
made any real transition to an off-balance sheet
model. The diagram below was constructed in a
European context, but its central precept is global.
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The differential progress of corporate occupiers will
retard the process of globalization and the align-
ment of stock with the capital markets. The chal-
lenge for real estate consultants and advisors is to
really listen to the corporate occupiers and truly
hear how they describe their changing business and
real estate requirements. Sound real estate advice is
critical, but it appears that the time has come to turn
the adage of "think globally and act locally” on its
ear. Standardization of processes amongst occu-
piers, offshoring, benchmarking, emerging market
opportunities, acquisitions, and so on has also creat-
ed a need for real estate service firms to work with
their clients to think locally and act globally, which
is not nearly as easily executed as the converse. The
value that real estate service firms can provide to
MNCs is enormous, however, the measure against
which value is perceived is changing. We must be
able to innovate, test our paradigms from which we
typically offer solutions, act locally effectively, and
to participate and execute more globally in a very
changing world of business, politics, economics
and, ves, real estate.

The US. occupies center stage in this unfolding
drama. Not only is the U.S. market by far the largest
in the world, it is also the most transparent, the best
researched and, most importantly of all, the most
sophisticated in terms of its asset management
models and capital market development. U.S. mar-
ket practitioners lead the field in many aspects of
real estate advice, finance, innovation, and manage-
ment. However, and here is the real challenge, if the
past 50 years have taught us anything it is perhaps
that American cultural and commercial principles
overlaid upon a complex world without proper
recourse and deference to local practice, custom and
culture is at best misplaced and, at worst, downright
dangerous. The challenge for the next 50 years thus
rests on the ability of the U.S. to export its experi-
ence and models in a manner which is highly sensi-
tized to the importing local environment. The future
success of the global real estate market depends on
this. Travelling more and seeing the market through
the eyes of others is not just tourism, but essential to
the prosperity of one of the world's most important
asset classes. In these often troubled and turbulent
times, the subtext here, that extends well beyond
real estate, is, we hope, obvious.
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wo interconnected trends with far reaching implications for the

real estate industry have evolved in the United States over the last

50 years. First, the nation has steadily moved away from its tra-
ditional manufacturing base to become more specialized in services
and information-producing industries, creating a demand for new
kinds of employees and workplaces. Second, people have realized out-
standing gains in personal wealth and disposable income and, as an
outcome, are increasingly able to define where and how they want to
live. Working in combination, these changes have dispersed growth
from older, more built-up areas in the Northeast and Midwest to newer,
less developed areas in the South and West and, at the same time, from
the core to the peripherv of metropolitan areas nationwide. What is the
connection between economic restructuring and real estate markets?
How does it manifest itself? And, looking forward, where is the rela-
tionship heading?

This article explores these questions by first placing them in an appro-
priate historical context, then discussing how economic restructuring
has altered real estate markets, and, finally, suggesting the possible
shape of things to come. The core idea is that, increasingly, people no
longer choose to live where physical things are produced; they use land
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Figure 1—Percent United States Earnings in Manufacturing, FIRE, and Services, 1950—2001
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and value location not just for its economic pro-
ductivity but also for its aesthetic or intrinsic char-
acteristics. In response, the real estate industry
should explicitly embrace the notion that non-mar-
ket goods are responsible for a growing proportion
of market value.

LOOKING BACKWARD

It is well known that the population of the United
States has spread steadily from the Northeast and
Midwest to the South and West over the past 50
vears; less widely understood, are the underlying
economic mechanisms involved, and how they
affect where people end up living. The driving force
behind the process of population deconcentration,
as it is called, is the expansion of the information
economy and the increased locational flexibility that
it offers both people and firms. A significantly small-
er proportion of Americans works in manufacturing
jobs than did a half-century ago, and a greater pro-
portion works in service-related industries. This is
illustrated in Figure 1, which shows the percentage
of national income earned in the manufacturing,
finance, insurance, and real estate (FIRE), and serv-
ice sectors between 1950 and 2001, the most recent
vear for which data are available.
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Figure 2 provides another look at how the
nation's industrial structure has changed over the
last 50 years. The columns show the total number
of domestic jobs, plus the number of jobs in man-
ufacturing, FIRE, and services in 1950 (dark grey)
and 2001 (light grey). Meanwhile, the black sym-
bols show the percentage of total domestic jobs in
the three industries in 1950 (triangles) and 2001
(circles). The figure demonstrates the scale of
employment growth in the country, and how its
economic base has shifted steadily from manufac-
turing to the two service sectors. In 1950, FIRE
and services accounted for 17.26% of employment
combined; by 2001, the proportion had more than
doubled to reach 36.04%, at the expense of manu-
facturing, which fell from 29.07% to just 12.69% of
all jobs. In short the U.S. economy has undergone
a fundamental restructuring over the last half-
century.

At the same time, investment in different kinds of
real estate has changed in a similar way. Figure 3
shows the amount of money spent on new indus-
trial, commercial, and housing developments in
2000 constant dollars over the same timeframe.
Beginning in the early 1970s—when proportion of
employment in the FIRE and service sectors began



Figure 2— United States Economic Structure, 1950 and 2001
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to take off —investment in commercial space rose
sharply, and investment in industrial space for the
most part leveled out. Investment in housing con-
tinued to grow over the five decades, following
cycles corresponding to the prime interest rate.
Figure 4 illustrates another aspect of these trends,
illustrating that investment in new commercial
structures as a proportion of all private fixed
investment in structures has also grown signifi-
cantly: in 1950 the share within the asset class was
under 5% but, by the turn of the century, it
accounted for over 15%. During this time, the pro-
portion of investment in new industrial structures
and new housing remained relatively stable, fluc-
tuating only with cycles in the economy as a
whole.

Finally, the associated rise in the per capita gross
domestic product and per capita income and dis-
posable income in constant 2000 dollars is shown
in Figure 5. Although income and wealth are not
the same thing, the figure provides an indication of
just how much more people have to spend on non-
essential goods and services or to invest than they
did 50 years ago: each of the three series shown in
the figure has grown by more than 250%, even
after adjusting for inflation. Not only are
Americans more productive than ever before, they
increasingly have the means to define for them-
selves where and how they want to live.

THE CONNECTION TO

REAL ESTATE MARKETS

What emerges from the preceding discussion is a
portrait of a nation that has undergone massive
economic restructuring, precipitating equally large
changes in the kinds of employees and workplaces
demanded. This, coupled with the corresponding
increases in productivity, income, and wealth, have
transformed the economic landscape of the United
States in ways that have far reaching implications
for the real estate industry. The following para-
graphs elaborate on this connection.

According to Janet Pack, a Professor in the
Wharton School at the University of Pennsylvania,
the restructuring shown in Figures 1 and 2 has
been accompanied by economic convergence, or a
redistribution of people and firms to smaller
places. General movement to less developed areas
partially explains the rapid growth of the South
and West, which are attractive to firms for their
inexpensive land and comparatively low wages,
but not completelv. A more thorough explanation
incorporates the residential consumer preferences
of people, who choose locations based on their rel-
ative desirability as places to live. Moreover,
despite the visibility of growth in the South and
West, economic restructuring has not favored these
places. Matthew Drennan, a Professor of City and
Regional Planning at Cornell University, finds that
information-producing industries have grown
nationwide, but mostly in places with high endow-
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Figure 3—Investment in New Industrial, Commercial, and Housing Developments, 1950—2001
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ments of human capital. So, while population and
employment growth exhibit an uneven spatial dis-
tribution that is easily visible, the expansion of
quality, high-paying jobs does not.

The distribution of positions in information-pro-
ducing industries is determined in large part by
where the workers they employ wish to locate.
Expanded infrastructure systems, including
affordable airfares, fiber optics, cellular networks,
the Internet, and others, provide contemporary
firms with an unprecedented degree of locational
flexibility; companies may easily interface with
clients or branch offices that are hundreds, or even
thousands, of miles away. Mundy Associates LLC,
for example, is based in Seattle but draws a rela-
tively small proportion of its business from the
local market. Further, its researchers commonly
collaborate with people from other firms and uni-
versities in distant parts of the county, all without
ever meeting face-to-face.

The sweep of this transformation is so wide that it
has created a whole new class of workers—what
Richard Florida, a professor of public policy at
Carnegie Mellon University, calls the creative class.
"If you are a scientist or engineer, an architect or a
designer, a writer, artist, or musician, or if you use
your creativity as a key factor in your work in busi-
ness, education, health care, law, or some other
profession,” Florida writes, "you are a member."
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Further, the advent of this group may even be
transforming the very economic function fulfilled
by American cities. Edward Glaeser, a Professor of
Economics at Harvard University, and his col-
leagues argue that the role of cities has essentially
been turned on its head: they are becoming centers
of consumption rather than centers of production,
as evidenced by the growth in urban rents outpac-
ing the growth in urban wages and the large num-
ber of people who choose to reverse commute. In
short, the economic restructuring discussed above
has changed not only where Americans live, but
how, in meaningful and lasting ways.

One of the most significant outcomes of this is a
“chicken-or-egg” situation where employment
growth drives population growth and the other
way around—that is, jobs are drawn to people
even as people are drawn to jobs. For example,
research by John Carruthers, of Mundy Associates
LLC, and Gordon Mulligan, a Professor of
Geography and Regional Development at the
University of Arizona, reveals a positive relation-
ship between the two types of growth in metropol-
itan areas nationwide during the 1980s and 1990s.
What this means, is that many people are first
choosing where to locate, then finding or creating
a job. This kind of (labor) supply induced growth
has very different implications for real estate mar-
kets than more traditional forms of (labor) demand
induce growth: in both cases rents rise but only in

13



Figure 4—Percent Private Fixed Investment in Structures, 1950—2001
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the latter do wages rise correspondingly. One pos-
sible negative outcome of this is that those who can
afford to locate where they choose will, but those
without similar means will find themselves edged
out, due to heightened competition over urban
space. Other possible implications are explored
below.

LOOKING FORWARD

Picking back up on the idea advanced in the intro-
duction—that, because many Americans no longer
choose to live where physical things are produced,
they increasingly use land and value location for
its aesthetic or intrinsic characteristics—the article
concludes by outlining several future implications
of the connections between economic restructuring
and real estate markets. The emphasis here is on
the possible shape of things to come —raising ques-
tions about how members of the real estate indus-
try can respond or adapt to them.

Urban Spatial Structure—The United States wit-
nessed three waves of suburbanization during the
20th Century: the early street car suburbs, the post-
World War II suburban housing boom, and the
decentralization of employment that has created
so-called edge cities. Given rising incomes, more
flexible work schedules, and falling commuting
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costs, American cities are likely to continue on
their trajectory from a monocentric to a polycentric
urban form. Further, central cities may increasing-
ly become centers of recreation and housing for
affluent professionals who choose to live in them
for their nighllifc and other activities. Meanwhile,
other people are likely to continue moving even
farther out, from the suburbs to the exurbs at the
far urban fringe.

Urban Villages and Campus Style Suburban
Development—As an extension, the character of
the interior versus the exterior of metropolitan
areas is becoming increasingly polarized. A model
of growth that has become popular on Seattle,
Washington, for example, is the so-called urban
village concept, where planning efforts are focused
around semi-autonomous neighborhoods. A simi-
lar strategy has been advanced in Phoenix, Arizona
under the rubric of satellite cities. At the periphery,
however, United States metropolitan areas contin-
ue to grow more spread out; indeed, Brookings
Institute economist Anthony Downs, CRE, notes
that key factors shaping American development
patterns are people's affinity for single-family
housing, low-rise, campus-style workplaces, and
automobile transport. So, even as centralized areas
undergo significant transformation, so too do areas
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Figure 5—Per Capita Gross Domestic Product, Income, and Disposable Income, 1950 —2001

Gross Domestic Product Personal Income — Disposable Personal Income

located further out, simultaneously creating two
new and distinct types of real estate markets, gov-
erned by very different sets of preferences and
demands.

Real Estate Asset Mix—The transformation just
discussed has direct implications for the kind of
real estate asset mix that will be demanded. On the
one hand, trends suggest that there will be
increased demand from people living or working
in downtown areas for high-rise apartment/condo-
minium units, commercial space to accommodate
their recreational needs, and office space designed
to meet the needs of an information-intensive
economy. Consider, for example, how the structure
of real estate markets in Manhattan has been trans-
formed over the last decade. On the other hand,
there is every indication that more suburban areas
will also continue to grow via their present trajec-
tory. All of this has direct implications for real
estate practitioners: How should a solid invest-
ment portfolio be structured, given this polariza-
tion? How should the two kinds of markets be val-
ued? These and other important questions must be
addressed explicitly within the context of the kind
of change described in this article in years to come.

Valuing Places Based on Realtive Quality of
Life—The rising incomes and increased locational

28 Years of Publishing Excellence: 1976-2003

flexibility precipitated by economic restructuring
in the United States portend rapid changes in the
very way people value real estate. For one thing, if
people continue to choose where they want to live
based on their individual preferences, places that
meet these preferences will capture ever greater
proportions of growth. Consequently, they will
also exhibit new forms of competition over the
most desirable locations within them. At the same
time, places that cannot compete from a quality of
life standpoint may fail to thrive in years to come.
As an outcome, real estate markets will likely need
to be valued in direct relation to one another; cer-
tain places may be over or under valued, depend-
ing on their relative quality of life. Measuring this-
and how it translates into local prices, via the sup-
ply of and demand for location in-and-of itself-will
pose significant and invigorating challenges for the
real estate industry in years to come.

Economic Value of Non-Market Amenities— Last,
due to rising incomes, people have greater than ever
opportunity to consume non-market amenities that
vary from location to location. Non-market attrib-
utes are those that are not produced, sold, pur-
chased, or consumed in the traditional sense but,
instead, attach to a commodity, such as a land. A
good example of this is trophy properties, which,
until relatively recently, have not been a significant
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aspect of real estate investment. Due to the way the
market for such properties has changed, our firm
now does a significant proportion of its business in
translating the intrinsic value of rare properties to
monetary value; whether the subject is an old
growth stand of redwood forest, a custom-built
home, a remote, high-amenity ranch, or other
unique form of property, valuation poses special
challenges that require new and creative types of
thinking about real estate markets. Even—or maybe
especially —history now carries an implicit econom-
ic value that shapes people’s willingness to pay.
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The goal of this article has been to highlight signif-
icant changes affecting the real estate industry in
the United States over the last 50 years. The
thoughts provided in this conclusion are not
intended to be exhaustive or mutually exclusive.
Rather it is the authors' hope that they will inspire
further thinking, discussion, and even healthy
debate. The real estate industry is exemplary of
one that changes with the times. Staying at the
forefront of this change is not only important for
industry leaders but, in turn, for the industry itself.
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t is always a challenge to confidently price commercial real estate.

The concern generally heats up when space fundamentals are at

their cyclical lows and cash flow forecasts are in question. But even
in the best of times, the goal for investors is to earn returns at least as
good or better than the rest of the market on a risk-adjusted basis. Still,
who can predict what the future will bring, and how does this impact
our expectation for risk and return?

This article outlines an approach in developing an appropriate level of
return given the amount of risk that is taken on. It also lays the foun-
dation for bringing capital market behavior into focus, and discusses
the author's view of the development of return expectations given an
investor's outlook for risk.

For the purposes of this article, the author has identified and defined
what various investment concepts mean. Exhibit 1 is a glossary of these
concepts and terms.

WHAT'S RISK AND RETURN ALL ABOUT?

The real estate market has always had to adjust to financial, economic,
and investor expectations. However, with everything the real estate
market has gone through since 2001, it is even more challenging to deal
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Exhibit 1

Term

Risk

Return

Market Price

Market Value

Cost-Push Inflation

Demand-Pull Inflation

Required Return

Realized Return

Leveraged Return

Unleveraged Return

Cash-on-cash Return

Total Return

Discount Rate

Yield Rate

Risk-Adjusted Return

Overall Capitalization Rate

Internal Rate of Return (IRR)

Making the Connection to the Terms

Definition

The uncertainty that an unforeseen event(s) will occur to cause one not to ahieve and
expected return.

A financial return in owning a property, which incorporates benefits such as diversifica-
tion, stable returns, tangible assets, etc.

The amount that a particular purchaser agrees to pay and a particular seller agrees to
accept under the circumstances. The amount that clears the market.

The monetary worth of a property to buyers and sellers at a given time and the present
worth of future benefits that accrue to real property ownership. Market value has a range
and can vary depending on the intended use (i.e., purchase, loan, transaction, etc).

Rising prices caused by increasing costs of production that are passed onto consumers or
users.

Rising prices caused by excessive demand for space or service beyond that caused by tra-
ditional cost-push inflation.

The return an investor requires to be fairly compensated for assuming risks of the asset
or portfolio being acquired. Expected return that a property is targeted to receive, plus
appreciation (or depreciation). A forward-looking concept.

Actual income that a property received, plus appreciation (or depreciation). A backward
looking concept.

Financial return available to invested equity after debt service, which is assumed to exist
on the investment.

Return available to invested equity, which assumes that there is no debt on the property.
A free and clear return.

The ratio of annual equity income to the equity investment. Cash-on-cash return can also
be referred to as the equity capitalization rate, cash flow-rate, or equity dividend rate.

Total return is the most basic and complete measure of periodic return.Total return
includes both the change in the capital value of the asset during the period and any
income paid out by the asset to the investor during the period.

An interest rate used to convert future payments or receipts into present value. The dis-
count rate may or may not be the same as the internal rate of return (IRR) or yield rate,
depending on how it is extracted from the market or used in the analysis.

First year (stabilized) NOI (before capital items of tenant improvements and leasing com-
missions and debt service) divided by present value (or purchase price).

A rate of return on capital, usually expressed as a compound annual percentage rate. A
yield rate considers all expected property benefits,including the proceeds from sale at
the termination of the investment.

The annualized yield rate or rate of return on capital that is generated or capable of being
generated within an investment or portfolio over a period of ownership. The IRR is the
rate of discount that makes the net present value equal to zero.

Return that is adjusted to offset one or more risk factors. A term used to indicate that the
return reflects the relative risk take on for a specific investment

Sources: The Dictionary of Real Estate Appraisal, Fourth Edition, and RERC
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Exhibit 2
10-Year Treasury Bonds

Total Return % as of 6/30/2003

Annualized Returns

Market Indices YTD 12-MONTH  3-YEAR 5-YEAR 10-YEAR 15-YEAR
S&P 500 Index 11.75% 0.25% -11.19% -1.61% 10.04% 11.41%
Dow Jones Composite Index 9.84% -3.70% -2.79% -0.18% 9.61% 11.00%
NASDAQ Composite Index 21.51% 10.91% -25.76% -3.05% 8.71% 9.88%
Wilshire 5000 Index 12.92% 1.29% -10.57% -1.30% 9.54% 10.94%
Lehman Government Bonds Index 3.63% 11.33% 10.16% 7.66% 7.16% 8.47%
T-Bills (3-Month) 5.70% 1.35% 3.05% 3.88% 4.44% 5.04%
Consumer Price Index 1.44% 2.00% 2.10% 2.40% 2.43% 2.99%

Source: Morningstar

with the inherent difficulties associated with
investment. When one finally strips away all the
debates and emotions, both sides of investor
behavior remain—efficient market theory and
behavioral finance theory. The basic tenet of effi-
cient market theory is that the market is mechani-
cally driven by data, somewhat robotic in its way
of approaching risk and return. On the other hand,
behavioral finance views the world from a human
dimension where the decision-making process for
risk and return is more emotional and driven by
gut instinct and backed by historical data.

In developing an informed opinion regarding an
acceptable rate of return for commercial real estate
and in understanding how to assess the risk that
goes along with the expected return, it is important
to remember that reaching a final decision on
return criteria is a circular process that is based on
one's understanding of the relative risk. As will be
discussed later, the development of the market's
view of risk and return is done within a mixed-
asset diversification context. For the purposes of
this article, risk is considered to reflect the proba-
bility of not achieving the return that one initially
expects.

The author would suggest that first analyzing total
required returns with an understanding of overall
capitalization rates in commercial real estate may
paint a clearer and more direct picture. Investors
are primarily focused on realizing a certain target-
ed total return (required return), rather than
achieving a certain capitalization rate because cap-

italization rates are a single point in time and can
have extreme distortions (above market rents, high
vacancy, roll-over risk, etc.) during market inflec-
tion points. Nothing is done in isolation, and once
one has an informed view of the total return, the
development of overall rates completes the picture.
As we know, total returns, growth expectations,
and overall capitalization rates are linked.

WHAT ARE THE RETURN CUES FROM THE
FINANCIAL MARKETS?

Most experts agree that real estate is an extremely
cyclical industry that lags the national economy
but equally is impacted by secular trends. Each
generation seems to learn on its own that diversifi-
cation is key to a proper investment strategy, and
our risk and return expectations are influenced by
what happens in the broad financial markets. As
demonstrated in Exhibit 2, the equity market for
stocks is finally making the connection with
investors and giving back some of the return that it
plucked from their hands over the past three years.
Investors do not expect this pace of return to con-
tinue for an extended period, but it is at a necessary
level in order to get the market back on track. It
will take more time for the stock market to recover,
but what is more relevant are returns over a 10- to
15-year period or longer.

As applied to the future, a historical review of this
data suggests a stock market return in the 10-12%
range, which is higher than some major Wall Street
firms are predicting. The stock market is one asset
class used as a comparative benchmark to real

28 Years of Publishing Excellence: 1976-2003
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Exhibit 3
Annualized Returns
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estate, but expectations that unleveraged institu-
tional commercial real estate will be above this
range are unreasonable. Remember, stocks are a
leveraged return that has whipsawed investors'
emotions back and forth for the past 10 years —this
is the risk that investors do not like. (Studies show
that investors dislike losses more than they like
gains from a proportion view. For example, on
average an investor is more upset with a 10% loss
than he or she is happy with a 10% gain. This is
referred to as an asymmetrical payoff.)

For institutional commercial real estate, this con-
clusion provides the upper limit for unleveraged
total returns. For the lower end for return expecta-
tions, we look at 10-year treasury bonds. Exhibit 3
illustrates the 10-year T-bond returns since 1989.
These safe-haven investments hit their peak in
third quarter 1990 with an interest rate of 8.82%.
Conversely, T-bonds hit their trough in second
quarter 2003 at an interest rate of 3.54%. Talk about
a dynamic shift during the last 14 years!

The question in analyzing T-bond returns have
many investors asking how much of this low return
is cyclical versus secular. First, the primary reason
that 10-vear T-bond rates have decreased over the
past 10 to 15 years is because the U.S. rate of infla-
tion has fallen so low that economists have been
speculating about deflation, and the Federal
Reserve has lowered the discount rate to 1.0%. Like
all life experiences that ebb and flow, these rates
will not last forever. The answer to developing a

2097 2099 2001 2003
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future view is that there have been both cyclical and
secular changes in the foundation of interest rates.

The author believes that 10-year T-Bonds will
increase as the economy gets on track. It is expect-
ed that 10-year T-Bonds will move to approximate-
ly 4.5-5.0% by the beginning of 2004, increase to the
mid 5.0% range by the end of 2004, and reach a
level of around 6.0% for 2005, but there is no infor-
mation suggesting that 10-year T-bonds will reach
their 13-year high of 8%. The author suggests that
10-Year T-bonds serve as one of the building blocks
in developing investment return expectations.

As illustrated in Exhibit 4, pricing, or the return
requirements of commercial real estate, is based on
a hybrid approach lyving somewhere between that
of stocks and bonds. Given the economic, financial,
and commercial real estate outlook today, a total
unleveraged return for institutional real estate in
the 8-12% range is reasonable. The final return
depends on the specific asset's lease duration, ten-
ant credit, and the financial structure that vields
specific earning characteristics. The longer the
lease duration and the higher the tenant credit, the
more real estate behaves like a bond. Conversely,
the shorter the lease duration and the lower the
tenant credit, the more real estate returns will mir-
ror a stock. Using this approach, an investor can
change the return requirement given new informa-
tion.
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Exhibit 4
Annualized Market Indices Table
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Value-added Opportunistic
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long term gradual turn-over return from growth riskier strategies
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Source: Expectations and Muarket Realties in Real Estare 2004

USING SURVEY RETURNS

Among its core research activities, the author’s
firm conducts independent investment surveys
that are designed to gain an understanding and
interpretation of property underwriting criteria of
key players in the industry. This survey research
has served as the foundation of the real estate
industry’s use of required return expectations (pre-
tax total returns, going in and terminal capitaliza-
tion rates, rental growth, and expense growth)
used to price and value real estate. This informa-
tion continues to be gathered for institutional-
grade real estate on a national and metropolitan
level.

These surveys are used directly or in conjunction
with the firm's models to develop investment crite-
ria for various classes of properties on a national
level. Regional and metropolitan criteria are also
offered for average/second-tier level properties.
This survey information is released each quarter
for nine property types through the RERC Real
Estate Report. An excerpt of that information for
third quarter 2003 is shown in Exhibit 5.

Recognizing that many factors affect the invest-
ment potential of real estate, RERC recently
expanded its use of independent survey returns.
This more inclusive information also can be used
as benchmark, and provides useful data in today's
maturing market where averages do not allow for
well informed, risk-adjusted decision-making.

For the national market, the property classes were
divided into first-, second-, and third-tier property
levels by using a standard deviation around the
mean survey response. The second-tier required

total return for apartments of 9.9% is reflective
solely by the national survey results, and the first-
and third-tier required total returns are an estimate
based on RERC's standard deviation calculation
around the average survey result. In this case, the
apartment first- and third-tier required total
returns are 9.2% and 10.5%, respectively. This
approach was developed for the national returns in
order to maintain the integrity of the survey
responses and historical relevancy of the time
series. This information is known as the RERC
National Forecast.

For the regional and metropolitan markets, RERC's
required return expectations take into account the
independent survey information, and also such
elements as demand expectations, economic reali-
ties, employment data, space market (information
sourced by Torto Wheaton Research), vacancy
rates, absorption, completions, and rent. These
additional factors are modeled into the RERC
regional and metro-level forecast because survey
responses alone are not sufficient for an adequate
sample and the historical survey information does
not exist.

These required returns serve as a barometer of the
targeted returns that real estate investors are
requiring, and are one of several benchmarks, or
tools, that investors can use to arrive at expected
returns. Other useful benchmarks include an
analysis of alternative investment returns, actual
targeted returns in specific deals, and historical
indexed returns. (A discussion of the author's view
of pricing risk for real estate was printed in Real
Estate Issues, Aug. 1996.)
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Exhibit 5
RERC's Required Return Expectations by Property Type

Real Estate Investment Criteria by Property Type
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Source: RERC Real Estate Report, Fall 2003

Our firm's total required returns have experienced
a slight roller coaster effect over the past 10 to 15
vears. However, during the last 12 years, average
total required returns for the core properties have
ranged between a high of 12.5% in the first quarter
1992 and a low of 10.6% in third quarter 2003.
Interestingly, our view is that top quality assets
have total required returns much lower than the
surveyed results would indicate. Applying the
average to these top tier assets becomes problem-
atic in that the range around the average becomes
much larger and more difficult to interpret. With
the proper analysis, investors can use these
required returns as one useful benchmark in deter-
mining an appropriate required or expected return
given any level of risk. Based upon the analysis of
the survey data, an investor can develop expecta-
tions for unleveraged total return, given various
risk elements of a particular investment.

Investors need to pay extremely close attention to
the risk they take on relative to the anticipated
return. For example, a 10% return for an apartment
investment may be superior to an 11 to 12% return
for a suburban office, given the significantly differ-
ent risk levels of the two assets. In a maturing mar-
ket, the key to getting the returns one expects is in
making the connection between risk and return.

ADDITIONAL USE OF SURVEY DATA

Another way to use the return data provided each
quarter in the RERC Real Estate Report is to analyze
the historical spread of total required returns ver-
sus 10-year T-bonds, which in the past, generally

has ranged between 450 and 600 basis points. At
10.6% (this is an average for all property types with
an average earning structure), RERC's total
required return expectations are at the lowest point
they have been since we started this survey process
over 20 vears ago. However, at approximately 650
basis points, the spread between required returns
and 10-year T-bonds remains near an all-time high.

CGenerally speaking, as 10-year treasuries increase
or decrease, the "expected” real estate yield lags
with, or slowly follows, the same pattern. Since
real estate competes with other risky assets for cap-
ital, increases in risk-free rates should motivate real
estate investors to require higher returns. Exhibit 6
illustrates the vield relationship of the firm's total
required returns and 10-year T-bonds with the
spread showing a continual increase from 1990 to
todav. This above average spread will tend to keep
discount rates stable in anticipation of interest
rates increasing. This allows the spread to normal-
ize and keeps prices relatively steady in the short-
term.

The observed high spreads over treasuries are an
attempt by investors to avoid the cyclical move-
ments in the financial markets that the real estate
markets cannot adapt to quickly, and potentially
have a significant negative impact on values and
prices if rates move upward unexpectedly.
However, the continued high spread is suggesting
that the financial market changes are more secular
in nature and it is time for real estate to lower its
expectation on returns. This is where many
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Exhibit 6

RERC Required Returns vs. 10-Year Treasuries

10.0 —

8.0

6.0
4.0
m—  Spread
2.() L1l 110118t 11 8111 4a1ai1ugi4aasigripriil)

2Q89 2Q91 2Q93  2Q95

Sources: Federal Reserve Board, RERC

observers feel that there is a disconnect between
real estate return requirements compared to alter-
native investments. However, we view it as a Cyc]i—
cal phenomenon that is turning into more of a sec-
ular trend.

The author's forecast, for illustrative purposes
only, is for a normalized spread of 400 to 500 basis
points over equal-term treasuries for total required
returns. For example, if investors anticipate 10-year
treasuries to be 5%, then required total returns will
be 9-10% (400 to 500 basis points higher). This
reflects our view for institutional core properties
that have various lease durations and tenant credit
quality but solid cash flow earning structures in
place. Further, this reflects an unleveraged return
expectation.

ANALYZING RISK USING REPORTED
RETURNS VS. REQUIRED RETURNS

Over the years, NCREIF returns have become
known as the industry standard in analyzing real-
ized (reported) returns. With access to the NCREIF
historical database, our firm uses these returns as a
basis in developing an opinion of required total
returns, which is to take historical data to predict
the future. This comparison of RERC's required
total returns to that of NCREIF's reported total

2097 2099 2Q01  2Q03
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returns presents a challenge in that RERC's
required return expectations are a forward-looking
view, and NCREIF's returns are more of a rearview
approach. This historical comparison allows an
investor to assess if their required returns (targeted
returns) have been met by market realities (real-
ized, or reported, returns).

To keep this analysis on an apples-to-apples basis,
we are able to look back at what investors project-
ed during third quarter 1993 for a total required
return. We then can compare that information to
NCREIF 1993 data going forward 10 years. As an
example of this backtracking, we looked at neigh-
borhood and community centers and found that
third quarter 1993, investors had a required return
of 12.3%. NCREIF reports for a 10-year period
going forward that total reported returns were
9.8%. This means that investors surveyed expecta-
tions were 2.5% more than what the market deliv-
ered (difference between expectations and market
realities). Although there are a variety of possible
reasons why this occurred, the value of the data
analysis rests with comparing, on a relative basis,
how well each property type performed. However,
this methodology cannot be applied to the more
relevant of our required returns because one
would have to wait for 10 years until the reported
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Exhibit 7
RERC Pyramids
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returns happen. This is nice for research, but does
very little for today's investment decisions.

Keeping in mind the relevance and importance of
our firm's current survey data, we took the average
of the surveyed returns over that 10-year period
(second quarter 1993 through second quarter
2003). The average over that term was 11.5%,
which if contrasted to NCREIF's reported return of
9.6%, shows that actual returns were 1.9% below
investor expectations. Although this analysis is not
completely parallel, it does allow for the recent
data to be captured and reflected in the analysis.
The author's view is that the importance of this
analysis lies in the ability to make a relative com-
parison among the property types—office, retail,
apartments, and industrial. The greater the relative
difference of required versus realized (NCREIF
reported returns) returns, the higher the level of
relative risk or a risk-adjusted return.

For example, this comparison shows that required
returns for hotel were 13.10% and reported or real-
ized returns were 12.95% for a -0.15% difference for
a 10-vear holding period. As such, we would sug-
gest that hotel properties otfered a relatively good
investment because they provided investors with a

"

Volatility
{Std. Deviation of Variances)

Hotel = 11.15%
R&D = 8.82%

Sub. Office = 8.25%

CBD Office = 7.03%

Warchouse = 4.60%

Overall = 4.43%

i Reg. Malls = 4.00%

Neigh/Comm.

Power Centers

Apart = 1.9,

return that nearly matched their expectations. This
implies that investor expectations matched the risk
of the investment at hand. This could be contrast-
ed, for example, to CBD office, which had a
required return of 11.6% and a reported or realized
return of 9.5% for a -2.1% difference for a 10-year
period. In this case, our firm would state that CBD
office disappointed investors and delivered below
market expectations on a relative basis or risk-
adjusted basis.

Despite the difference between forward-looking
expectations and rearview realities, our required
returns also can be compared to NCREIF's report-
ed total returns for each property type. Exhibit 7,
referred to as the RERC Pyramids, illustrates the
spread (shows either negative or positive variance)
between these two sets of returns, and allows an
investor to observe when the variance was the
greatest and to identify inflection points in the
market. For example, it is important to be able to
answer the question that if hotels have historically
met investor expectations, where are the returns
today? This can be answered by looking at 12-
month trailing returns versus what investor expec-
tations are going forward. Today, hotels would
reflect a negative spread of approximately 610

24

REAL ESTATE IssuEs, Fall 2003



basis points (13.6% required minus 7.5% 12-month
trailing return). This tells investors that repricing
of the asset has to occur, and what the relative level
of repricing must be in order for investor expecta-
tions to be met in the future.

As mentioned earlier, behavioral finance suggests
that investors dislike losses more than they like
gains, or returns are not normally distributed
around the mean and may have an asymmetrical
distribution. If investors do not earn their required
returns, less money will flow into commercial real
estate. Conversely, if investors do earn their
required returns, more money will flow into com-
mercial real estate. However, even the inflows and
outflows may be asymmetrical, where more
money flows out in a negative market than what
flows in during a positive market.

This type of analysis allows investors to see if the
market's total return expectations have been met
on a historical basis, and to compare and contrast
the performance of the core properties on a risk-
adjusted basis. The historical view examines
whether investors are earning what they require
on average. This comparison of NCREIF's reported
returns to RERC's required returns allows us to
make the connection between market realities and
hopeful promises.

Further, to appropriately consider the relationship
between required versus reported returns, an
investor must analyze the volatility of the returns
to understand the risk among the property types

(Exhibit 7).

CONCLUSIONS

B Return, risk, and other related terms must be
defined especially for real estate. Investors have
to make the profound connection between risk
and return!

B In developing a solid view of risk and return for
commercial real estate, an investor must be able
to understand cyclical and secular issues for the
economy, the financial markets, and the space
capital markets.

B We suggest using a forecast for 10-year T-Bonds
as a basis to develop an informed opinion of an
appropriate unleveraged total real estate return.
It provides a lower end return basis for commer-
cial real estate on an unleveraged basis. Further,
developing an appropriate risk-spread adjust-
ment to forecasted 10-year T-bonds aids in
addressing risk ratings for equity real estate.

B Be careful with applying average required
returns in today's market, or for that fact, any-
time in the near future. Returns vary widely,
depending on the property types and earning
characteristics of each property. Investors need
to start rating the earning characteristics of real
estate like bonds between "A" and "B" assets.

B Survey return requirements, including our own
required return research surveys, should be
used only as one tool in the arsenal for develop-
ing an appropriate forecast for total returns and
overall capitalization rates.

B NCREIF is the industry standard performance
measurement and we see the long-term realized
total returns can be a useful guide in determin-
ing an appropriate required return for the mar-
ket.

B There is a big difference between an overall cap-
italization rate and a cash flow rate, especially
when vou are looking across assets. When look-
ing at the relationship between required return
rates and pricing, investors must consider cash
flow projections and incorporate the risk of these
cash flow projections into pricing,.

B The comparison of required versus reported
returns provides an investor with an under-
standing of the risk of each particular property
type. Further, this analysis can be used to deter-
mine the likelihood of capital flows into or out of
that sector.

B Further analysis of the volatility of returns is a
must to understand risk.
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PREPARING THE
NEXT GENERATION

by Kerry Vandell, CRE

he days of the real estate industry being perceived as an army of

"gunslingers,” the soldiers of which shoot from the hip and live

for the deal based on their gut instinct alone, are over. Even at the
local level, our world has changed over the last 25 years:

We have gone through some significant industry-wide dislocations,
especially in the 1970s and late 1980s—early 1990s, that weeded out
many of the most unprepared.

We have been faced with new regulations and legislation (such as the
Tax Reform Act of 1986, ERISA, and the Garn-St. Germain Act of 1982
that deregulated banking institutions) that gave us new opportunities
ABOUT THE AUTHOR in some cases, but also circumscribed our ability to do what we want-
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Econminies Besaeh aned Lovin and New land use regulatory measures have been developed (such as trans-

Marjorie Tiefenthaler Chair in fer of development rights, TIF's, and inclusionary zoning) that force us
Real FEstate and Urban Land to understand and deal with the public sector to a degree that has never
Economics at the University of been necessary before.

Wisconsin, Madison. (E-mail:
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New ways of delivering capital to the real estate
market, especially through the "public" markets
via the REIT and CMBS products, have not only
created entirely new sectors in the real estate mar-
ket, they forced even those on Main Street to
understand and reference their role in the market-
place.

Capital has also flowed into the market from for-
eign sources (and we have engaged in more off-
shore investing than ever before), creating a true
international real estate market.

We have observed as technology has transformed
our previous ways of doing business. From e-com-
merce to new CMBS derivative products, firm-
wide computerized networks, vastly improved
software for corporate and asset management and
feasibility analysis, "green” building technology,
and new construction materials and techniques,
real estate has participated with the rest of the
world in the "new economy.”

Many of these innovations have been driven by
basic and applied research tools that have enabled
their introduction, including the Black-Scholes
option pricing model (the intellectual basis for the
CMBS industry), Marcowitz, and other portfolio
design and management tools, and new designs
for market-based policies to accomplish certain
community development goals.

Finally (and unfortunately), we have been faced
with some embarrassing moments, when some of
our most esteemed professional colleagues have
been singled out for scrutiny by government and
law enforcement investigators for violations of
legal and ethical standards that in some cases even
resulted in prison terms.

The above examples give ample evidence to the
fact that to prepare the next generation for assum-
ing successful roles in guiding the real estate sector
through the shoals of the next twenty-five years,
we have to ramp up our educational products —the
formal education of the college classroom as well
as the professional and executive education class-
room and the corporate environment through
which so much "applied” educational experience
takes place. | intend in this article to provide some
musings on what the nature of this educational
product should be, based upon my observations of
having been a part of the business over the last 28
years and having been a part of building educa-
tional programs, both at my own institutions and
as a consultant for others.
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A BROAD, BUT SOLID FOUNDATION

Jim Graaskamp, the University of Wisconsin's leg-
endary "Chief", who educated thousands of loyal
alumni and perhaps had one of the most enlight-
ened, holistic views of the place of real estate edu-
cation in the world, would always announce in one
of his introductory lectures that real estate profes-
sionals had to become true "Renaissance men and
women.” While this pronouncement perhaps
seemed strange in the 1970s and “80s, given the
trade school mentality of real estate educators at
the time, as was typical of many of Graaskamp's
pronouncements, it turned out to be right on the
mark. Graaskamp understood the fact that real
estate—as shelter, as an asset, as a symbol—per-
meated many aspects of the modern world. To be
able to effectively deal within that market with
such a multiplicitv of goals and considerations
required one not simply to be in command of the
technical tools of the trade, but also to understand
and operate from the broader perspective of an
agent of human society. If true in Graaskamp's
time, his precept is even more true today.

One needs first to be literate and articulate. If there
is one consistent shortcoming I see in too many
students entering the professional world today, it is
that they are ill-prepared to present themselves as
professionals through the written and spoken
word. They get too-little opportunity to present
their work to an audience, to be forced to think log-
ically and clearly about the way in which they can
most efficiently bring out the points they wish to
get across and respond to questions. They are too-
infrequently critiqued today in their written essays
and reports on everything from grammar and
spelling, to sentence construction, organization,
and "flow.” Whereas it may be too late in real estate
higher education to deal effectively with these
shortcomings, we at Wisconsin are attempting to at
least provide experience in team presentations
(where everyone needs to take a turn at bat) and
detailed grading of written work by hired English
grad students, as well as faculty.

One needs also to have a firm foundation in the lib-
eral arts and especially the social sciences. "Those
who cannot remember the past are condemned to
repeat it" was uttered by philosopher George
Santayana, relating to political leaders, but it could
have been just as easily applied to real estate pro-
fessionals. They make their decisions in the context
of a historical tradition of past behaviors premised
on laws, customs, cultural traditions, and market



forces. Without having a basic understanding of
what has gone before, what has worked and what
has either not worked or been rejected and why,
one will face inevitable failure, either from a lack of
success at getting public approval or from a failure
of the project once built. This is similarly true for
an understanding of our political system and civic
institutions, the way that the market economy
works and why we find it necessary (regardless of
our political ideologies) to intervene in it so fre-
quently, and the way that society is structured and
the role that class and race and cultural traditions
can play in support or rejection of proposed
changes in the built environment. My general
notion is that our students vary widely in their
degree of preparation in this area. Unfortunately,
those coming out of undergraduate business or
technical degree programs tend to be the least well
prepared. Again, while it may be too late for grad-
uate programs in real estate to fill this void ade-
quately without some prior foundation, we can at
least include ample discussion of public policy
issues within our curriculum and outside guest
lectures.

Finally, one needs a solid foundation in analytical
methodologies and an analytical approach to prob-
lem solving. This is probably the area in which I
find our students best prepared on average,
though even here the degree of preparation varies
widely. I find frequently that students have been
trained in the use of such tools as probability and
statistics, evaluation of cross tabular data, and
financial analysis; however they often tend exces-
sively to seek a "recipe” for solution of problems,
that is simplyv plugging numbers into a hand-held
calculator or a spreadsheet without really setting
up the problem in a logical way and knowing
exactly what they are trying to get out of the analy-
sis. Our educational program needs to provide
ample opportunity to evaluate "real” problems.
Whether they be mini-problem sets or full blown
case studies, students should be required to sepa-
rate the wheat from the chaff in terms of the infor-
mation they are provided, and decide what to do
with the information they have. These are not only
"number-crunching” exercises; in fact in many
cases the quantitative would be minimized in favor
of the qualitative judgmental factors that are typi-
cally so important in real estate decision making,.

THEORETICAL PERSPECTIVES
Theory has never been a favorite subject among
real estate professionals. "You don't study real

estate, son; you do real estate” was one of my
tavorite quotes from my days in Texas. "The real
world is not theory.” And in many ways, this guy
was right. Sterile lectures on supply and demand
or multiple regression devoid of context and appli-
cation have often been forced rites of passage for
real estate students, reinforcing their negative atti-
tudes about theory. However, I would contend the
real problem is not so much with theory in and of
itself, but rather how it is presented and the extent
to which students are convinced that it can be
directly relevant to their practice. It has frequently
been my experience that those most contemptuous
of theoretical perspectives are not those (primarily
grad) students who have had ample experience in
the marketplace, for they have a "need to know”
premised on their desire to put in perspective some
of the phenomena they observed in practice.
Rather, the skeptics are the undergrads and others
without prior experience, to whom everything
they are studying is an abstraction.

This suggests that theory is best presented in the
context of applications, especially via case studies
or problems that illustrate how an understanding
of theory can provide insights and creative solu-
tions that would be otherwise counterintuitive or
impossible to discern. It is a difficult undertaking
to come up with exactly the right illustration, but
such efforts must be made by educators to pro-
vide a rational basis for its inclusion in the cur-
riculum, for if such an illustration cannot be pro-
vided, we must ask ourselves honestly whether
we are including theory because it is truly impor-
tant or because it is what we "do” and what we
find interesting.

The above suggests a number of revisions in the
traditional curriculum. Urban economics, consis-
tently one of the most difficult courses to convince
rcal estate students of its relevance, should be
transformed to "real estate” economics, which pro-
vides numerous applications of location theory,
externalities, amenity theory, and the dynamics of
supply and demand drawn from relevant profes-
sional experience in the marketplace. These should
be related directly to the tools generated from mar-
ket, feasibility, and highest and best use analysis.
The tools of appraisal should not be presented in
isolation as the "three approaches,” but rather as
the derivative products of the underlying theoreti-
cal principles of the land market and the above
analyses. Financial theory, too, should be present-
ed as the solution to a defined problem, thus pro-
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viding a "need to know,” rather than as theory
floating in space. Finally, statistical theory -- most
often in the form of the application of multiple
regression to the estimation of drivers of rents or
values, estimation of price indices over time, or
simple comparisons of sample means -- is much
more acceptable to students who are first present-
ed a real-world problem, accept its relevance, and
then recognize the capability of these tools to
address it.

THE FOUR-QUADRANT MODEL

Those who have been in the real estate market for
any time begin quickly to recognize that its essence
can be distilled down into flows of capital into and
out of the market. In recent years, the capital mar-
kets for real estate have matured dramatically.
Many professionals have come to think of the real
estate market as embodying today four-sector
investment activity: 1) private equity (individual
proprietorships, partnerships and LLC's, joint ven-
tures, opportunity and other commingled funds,
etc.); 2) public equity (REIT's and REOC's); 3) pri-
vate debt (mortgages, lines of credit, mezzanine
financing, etc.); and 4) public debt (mortgage-
backed securities, bonds, etc.). Each of these sectors
has become a not-insignificant component of the
overall market.

Understanding the investment process in real
estate requires the full understanding of each of
these four sectors—their size, their legal and insti-
tutional structure (the "players”), their growth and
dynamics, the economic fundamentals of their
market, and the details of the process leading to
changes in these capital flows, whether they be
new investments, restructurings, or unwindings of
positions. For this reason, it seems to me that the
"core” of graduate education in real estate (beyond
the theoretical underpinnings cited above) ought
to revolve around courses dealing with each of
these market sectors. That is not to say that all real
estate students are going to become REIT analysts,
but they need to understand the role REITs play in
the market in influencing overall prices and avail-
ability of capital. Understanding the public equity
markets also play the dual role of guiding students
toward an understanding of the underlying princi-
pals of corporate finance — the notions of accretion
and dilution, preferred shares, and other special-
ized interests that are so much a part of valuation
of real estate firms, whether public or private.
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DEVELOPMENT AND DESIGN

As with all assets, real estate is characterized by a
production process that creates, repositions, and
ultimately destroys it. The developer, of course,
serves as the market agent to facilitate this process.
Thus, it is important that those becoming versed in
the real estate market have a command of the
developer's role in shaping it. Many programs
have included within their curriculum a "develop-
ment” course with greater or lesser degrees of suc-
cess. Having been involved in the creation, over-
sight, and teaching of various permutations of
development courses over the years permits me to
offer several observations on what seems to work
and what does not.

First, this is a course that should be taught (or at
least team-taught) by one who has had significant
experience in development practice. Development
by its nature is an applied course requiring synthe-
sis of many of the component elements of the deal,
and a full understanding of these relationships,
especially at the detailed institutional level, is more
difficult to impart unless one has "done” it. That is
not to say regular faculty do not have an appropri-
ate role in the development curriculum, for one
aspect that I have sometimes found missing in
such courses taught by practitioners is the provi-
sion of a synthesis that places the development
process in a broader conceptual framework.

The development course should also be heavily
case-oriented; its heart should be a "real” project
with a "real” site and a "real” problem. The stu-
dents, working in teams with the owner or devel-
oper, through the course of the semester can
undertake the market, feasibility, and highest and
best use analysis for the site, but that exercise is not
unique to the development process. The next step
is unfortunately omitted in most development
courses but in my opinion is the essential core of
the experience: The construction process should be
planned in detail, with scheduling and pricing of
various systems, practice in evaluating construc-
tion contracts, and studying the process ot apply-
ing for and administering construction financing,.
The "deal” should be shaped as the product of an
evaluation of the merits of several capital structur-
ing alternatives. Unfortunately, the time frame for
the development process is typically too long to
directly involve a "real time" development effort.
However, by bringing together the right profes-
sionals as a review panel to advise and judge teams
on their products, one can simulate the forces that
move the development process forward.

29



And finally, the improvements should actually be
designed. The one characteristic that makes real
estate so interesting as an asset class is the richness
of its physical characteristics. Yet ironically there is
often little in formal educational programs in real
estate that explicitly consider design issues, includ-
ing architecture and, at the broader scale, urban
design. Thus, it is little wonder that developers and
real estate professionals in general are considered
philistines when it comes to caring about and judg-
ing design quality. In fact, research has found
strong linkages between design characteristics and
economic performance in the marketplace, not
only from those characteristics relating directly to
efficiency and functionalism but also from those
relating purely to aesthetics. Again, this does not
mean that one can create a silk purse out of a sow's
ear in terms of turning real estate students into
architects, but they can at least by this process
become sensitized to both the micro-level function-
al and aesthetic considerations that go into the
design process. A course I was involved with a
number of years ago at the Graduate School of
Design at Harvard perhaps best illustrates this
integration of design and development. The stu-
dents, composed of both Business School students
and designers, were forced to both price out alter-
native design schemes, do a detailed market analv-
sis projecting rents and absorptions, and back out
the optimal design program. (By the way, the Inn at
Harvard Square is the tangible product of this exer-
cise, reflecting closely the development program
proposed by the winning student team).

PUBLIC POLICY AND GOVERNMENT

[f real estate professionals are often thought of as
philistines when it comes to their design sensitivi-
ty, they are positively held in disdain when it
comes to an understanding and appreciation of the
role of government and public policy. Again, that is
not to say that they have to be forced into the large-
ly advocacy courses that unfortunately character-
ize many of our planning and public policy pro-
grams, or to accept the positions taken at the too-
often parochial ideological battles characterizing
local land use debates. But they do need to come to
understand the rational arguments for the exis-
tence of land use regulatory policy, environmental
policy, taxation of real estate income and wealth,
and affordable housing policy and to be able to
frame their own efforts in reference to these. Such
a perspective in my view not only renders them
more effective challengers of parochial policy
advocates, it results in better projects more respect-
ful of broader community values.

How is this sensitivity to be imparted in the class-
room? There can be a significant dose of policy dis-
cussion certainly in the development course, in real
estate law, housing policy, and finance. But per-
haps one of the most effective exercises 1 have
experienced has been embodied in a simulation
game—the old Community Land Use Game
(CLUCQ) developed originally at Cornell University
and since elaborated into several derivative prod-
ucts. Plavers accept the role of planners, public
officials, and private sector participants, making
sequential decisions about investment and taxation
that result in alternative community futures. If this
sounds very much like a version of the computer
game SimCity, it is. Integration of such game simu-
lations into the curriculum, at least as one module
in a broader seminar, could reap substantial
rewards in terms of student insights into the plan-
ning process and the role of public policy.

THE INTERNATIONAL MARKETPLACE

It there is one aspect to real estate education that
has perhaps been most profoundly changed over
the last 25 years, it is the fact that the market has
clearly become an international one. Institutional
portfolios have become diversified internationally
as well as domestically as new market opportuni-
ties have emerged and investors have come to
appreciate the advantages presented by cross-bor-
der activity, supported by tax laws and legislation
to make it happen. This is equally true of overseas
investors in the U.S. and U.S. investors overseas
and holds true for individual investors as well as
institutions.

The most concrete evidence of the international
revolution in educational programs is the growth
in the representation of foreign nationals in our
real estate programs. Our Masters program in Real
Estate at Wisconsin has been about 33% interna-
tional for a number of years, with representation
primarily from Asia (especially China and Korea
and, for a time, Indonesia), but also with a solid
presence of Germans, Finns, South Americans,
Mexicans, and many others (our PhD program is
100% international at present and even our under-
graduate program has significant international
representation). Many of these students hope to
work in the U.S. for a time to gain experience and
a certain degree of "status” within their home coun-
try, but a large proportion of them intend to return
to their home country at some point in the future to
build their careers there.
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We at the University of Wisconsin have attempted
to embrace these students, recognizing that the
function of a truly "world class” institution is
preparing the "world” for the future. Every year,
we undertake at least two international field
trips—one to the MIPIM Conference in Cannes
France and one to another location (which in the
past has included everything from Eastern Europe
to Western Europe, South America, Asia, and
Africa). We also offer an International Real Estate
course, which has provided case studies on cross-
border investment issues. We attempt in many of
our other courses to provide an international com-
parative perspective on differences in tax regimes,
legal and regulatory rules of the marketplace, and
institutional structure. Often, this information is
provided by international students who are asked
to report on their home country's situation. The
international perspective within our educational
program is by no means perfect or adequate, but at
least we do provide an international reference
point from which students (both domestic and for-
eign) can gauge their position.

HANDS-ON-LEARNING

It should be apparent from the above discussion
that, although traditional lectures are fine for pro-
viding a foundation, and to some extent theory, for
real estate education, they are wholly inadequate
in and of themselves for providing students with a
sufficient grounding in the market to "hit the
ground running” in terms of their abilities to pro-
duce for their employers. "Applied” education
clearly must be the preferred mode of instruction
for graduate education (and even at the under-
graduate level for upper-level courses).

Applied education may take many forms, all of
which have potential applications in a real estate
program. First is "mini-cases” that reflect bits and
pieces of "real world" situations. These are quite
appropriate for undergraduate students and grad-
uate introductory courses. Full blown cases, which
require formal analysis and presentation/ discus-
sion should be the heart of graduate education.
(That is not to say that traditional lectures impart-
ing technical analysis skills are not usetul; class dis-
cussion can take a "time out” from time to time to
review relevant principles in a more formal way).
Another applied educational experience includes
the "real” case using a "real” site being undertaken
in "real” time. This would have the potential of
being perhaps the most relevant of applied educa-
tional experiences, were it not for the fact that the
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timeline for the vast majority of real estate deals is
excessively long to fit into a semester course. Thus,
one is typically relegated to a piece of the deal or
simulation of proposed solutions under the review
of a panel of professionals (see above). A final
means of imparting "real world" experience is
through an internship or co-op experience. A word
of warning on such programs as a universal com-
ponent of a real estate program, however: To be
done right, they require high levels of overhead
support and control. Otherwise the students’ expe-
riences vary widely in quality and the necessary
links between the conceptual process and practice
fail to be made.

IT'S THE FIRM, STUPID!

An almost universal shortcoming of real estate
educational programs (including our own) is the
failure to recognize that the decision-making tools
that we spend so much time on are really used in
the context of managing and growing a real estate
enterprise. Few students are provided understand-
ing as to how to manage growth and change in the
firm. They too often see their world as a succession
of separate deals and do not realize that a success-
ful real estate firm is more than simply the sum of
its constituent deals. Some necessary skills in this
regard include understanding how one assembles
and organizes (and reassembles and reorganizes) a
workforce; how one structures the enterprise legal-
ly; how capital is acquired and structured to facili-
tate operations, investments, and growth; how one
markets their products and services and differenti-
ates their products from those of competitors; how
one plans strategically to achieve growth targets;
how operational and tax efficiencies can be
achieved; and how succession of leadership can
best be planned.

Now we could require students to go through
sclected  courses  in Management  and
Entrepreneurship, and to be sure, and a current
MBA program can insure that all students will
have some exposure to such management tools in
a number of courses. But there are other more spe-
cific and focused ways in which students can be
exposed to decision making at the firm level. First
is selection of cases such that there is ample con-
sideration of firm-level management decisions.
Guest lecturers in seminars and real estate club
meetings should also be invited to spin their stories
about how thev grew their firm and the mistakes
they made along the way, as well as providing
details of deals. Teams involved in putting togeth-



er projects for "real” deals should be constituted as
an enterprise with a real structure and set of expe-
rience.

To be able to move seamlessly into leadership posi-
tions within the firm, one must have an underlying
"big picture” perspective on the entirety of the
firm's operations and how its pieces fit together.
Rather than gaining such knowledge through on-
the-job "osmosis,” one could benefit immensely
from the head-start provided by such leadership
exposure,

DEALS! DEALS! DEALS!

In spite of what I have said above about the impor-
tance of the firm, the world of real estate is clearly
a world of "deals,” Unfortunately, though, typical
textbook treatments of real estate are focused on
number-crunching of "dummied down" problems,
not real deals in all their complexity and with all of
their qualitative (as well as quantitative) aspects.
Even cases oftentimes are simplified, or at least
presented in a distilled format that eliminates the
ambiguity with which one must often contend
when putting together a real deal.

What is the solution here? Programs have been
effective in getting into the inside of deals via a cap-
stone Seminar in Real Estate Investments. Each
week, the principal player in a real deal spends three
hours with a class of advanced graduate students
who have completed the rest of the curriculum.
Background material is provided to them prior to
the session—not a formally written case, but a
prospectus, a feasibility study, material from a road
show, or even transcripts of court testimony in the
case of litigation. These are not organized in any
particular way (just as in the real world), and the
student must read them and separate out the rele-
vant information. The students are graded based
upon the quality of their contributions in the ses-
sion, such as questioning the presenter about vari-
ous detailed aspects of the case, being able to
respond to questions about possible alternative
strategies and their pros and cons, and providing
unique insights into the various dimensions of the
deal. We have found that ample exposure to the
transaction/negotiation process and its characteris-
tics is at least as important as the substance of the
deal itself. Further, these deals are not confined to
typical transactions; a wealth of insights can be
obtained by getting into the insides of litigation or
workout sessions in which "role playing” by the var-
ious parties to the transaction requires the students
to think actively and creatively about a situation.

PROFESSIONAL AND

EXECUTIVE EDUCATION

Normally, one would not think that an executive
and professional education program—including
both short courses, seminars, and conferences—
would be an important adjunct to a traditional real
estate program at the collegiate level. However, we
have found it quite valuable. Tenure-track and
adjunct faculty and the select group of profession-
als that develop and lead these programs are pro-
vided a rich array of exercises and cases that can be
applied in the classroom. Students are given free
access to these courses and frequently avail them-
selves of the opportunity to attend. The constant
flow of professional talent in and out of our execu-
tive programs, and their attendant interaction with
our students, have proven their worth in our pro-
gram. One component of our real estate center's
program that has supported this effort to facilitate
interaction between professionals and the students
has been our biannual Board Meeting, at which 30
or so of our Board members spend a day and a half
on campus in panel discussions about current
industry issues and again interact with the stu-
dents, who are provided free admission. Many
employment offers, many leads, and many
insights have come out of this forum.

ETHICS AND DIVERSITY

Finally, let us address an issue that we all would
prefer would go away as an issue—ethics and
diversity within the profession. Generally, our
record and history in di\’ersity 1s not very good,
although it is comparable to many other profes-
sions. For example, only 5.9% of real estate man-
agers were black in 1990 and only 5.7% Hispanic,
while only 3.1% of real estate sales people were
black and 3.6% Hispanic (this compares to
accountants and auditors at 6.8% black and 4.2%
Hispanic and lawyers at 3.4% black and 2.5%
Hispanic). It is encouraging to see the ethnic make-
up of our students to have changed fairly signifi-
cantly over the last 25 years. As | indicated above,
about 33% of our program today is international,
and another 15% or so is minority. We are working
with our minority alumni and students to develop
a more efficient "pipeline” from employers and
schools to attract the strongest minority applicants
to our program. It will be equally important to cre-
ate a similar pipeline to the job market to smooth
the entry of these increased numbers of new inter-
national and minority graduates.
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Our reputation for ethical behavior in the profes-
sion is roughly on par with our reputation for
diversity, although we generally do better on objec-
tive measures of ethical behavior than our reputa-
tion would suggest. It may well be that the very
economic function that developers serve, as neces-
sary and valuable to society that it is, will always
dictate that developers must bear the cross of
ambivalent feelings by the lay public toward them.
However that is not to say that we cannot in our
formal educational program provide opportunity
to the students to at least think about the ethical
issues that regularly confront us in the workplace.

What are we doing about diversity and ethics edu-
cation? Wisconsin's new MBA program will insure
that every student will take a one credit ethics
module in their last semester in the program.
However, within the real estate MBA curriculum,
we need yet to do more than we are doing. Ethical
dilemmas and cases could be interspersed
throughout the curriculum, especially in our cap-
stone Investments Seminar. Role plaving could be
especially effective here in engaging the students
in thinking about the conflicts that exist in a real-
life context. In this, we could do much better.
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CONCLUSION

Please accept the musings above as my goals for an
"idealized” educational program in real estate at
the collegiate level. It does not represent certainly
what the Wisconsin program is today; nor does it
even necessarily represent what it wants to become
(my colleagues have a lot to say about that). Such a
program clearly could require a lot of resources to
administer and teach—and may in reality require
four years to complete! Nonetheless, in spite of
these failings, I hope it serves to point up some
areas that we definitely can improve upon relative
to where we are. In the end it requires us to recog-
nize that in education, as in evervthing else, the
only constant is change, and that is becoming
increasingly true with time. If we can at least pre-
pare our students over the next 25 years to deal
effectively, efficiently, and ethically with that
change, we will have succeeded.
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ezzanine finance has become an important source of capital

for commercial real estate acquisitions, development, and refi-

nancings, as traditional first mortgage providers have become
more reluctant to finance projects at loan-to-value (LTV) ratios in excess
of 65%. The increased conservatism of lenders, partly in response to
regulatory requirements and partly in response to commercial mort-
gage-backed securities (CMBS) market demands, has created a gap
between what lenders will provide and what borrowers want from
debt sources. Mezzanine finance has emerged to fill the gap. The result
has been increased segmentation of the capital structure for specific real
estate transactions. The challenge for finance providers is to price the
mezzanine segment to provide compensation for the risk taken.

This paper provides background on the mezzanine finance market
including changes in the first mortgage market that helped push the
mezzanine market into greater prominence. We identify the primary
situations in which mezzanine finance can play a role and discuss the
risks and implications of extending mezzanine finance. We posit that
examination of a borrower's motivations for using mezzanine finance
provides insight on risk for potential providers of capital.
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Exhibit 1
Loan-to-Value Ratio, 1965-2003
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Mezzanine finance can offer favorable risk/reward
opportunities for investors, but we do not embrace
providing mezzanine finance in all situations. We
recommend providing mezzanine finance to those
borrowers whose interests are aligned with those
of the mezzanine provider and the first mortgage
lender. We do not recommend lending to those
borrowers where moral hazard appears to be sig-
nificant.

FIRST MORTGAGE MARKET
DEVELOPMENTS

In order to understand the mezzanine market, a
brief review of changes in the first mortgage mar-
ket will be helpful.

A typical real estate deal is financed with a combi-
nation of debt and equity. In the 1980s, some lenders
were willing to provide mortgage loans at loan-to-
value or loan-to-cost (LTC) ratios of up to 95%, with
the investor/owner providing the rest of the capital
required for property purchase as equity. Some of
these 95% LTC/LTV loans turned into loans with
LTVs in excess of 100% as property market and cap-
ital market fundamentals deteriorated. In 1989,
average LTV ratios exceeded 75%, according to the
American Council of Life Insurance (ACLI).

More recently, lenders have taken a more conser-
vative approach to underwriting mortgage debt,
with the average loan-to-value ratio falling to
between 65% and 70% (Exhibit 1). In first quarter
2003, the average LTV was 67%, according to the
ACLI. While insurance companies are not the only
providers of commercial mortgage finance, they
are an important source and give an indication of
underwriting standards in the market.
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Capital reserve regulations have played an impor-
tant role behind increased lender conservatism.
The Office of the Comptroller of the Currency
(OCCQ), the national banking regulator, has devel-
oped a set of bank lending guidelines and an
approach to calculating the amount of risk-based
capital in the bank's asset portfolio. The "at-risk”
schedule indicates the amount of reserves (as a
percentage of the loan) that must be set aside for
each category of loan. Commercial real estate loans
with less than 75% LTV ratios incur a capital
charge equivalent to that of investing in BBB-rated
(investment grade) bonds. Loans with greater than
75% LTV ratios are assessed greater capital
charges. Therefore, banks typically make loans that
LTV threshold.

g9/

are less than the 75%

A ditferent governing body regulates insurance
companies but follows a similar approach. The
National Association of Insurance Commissioners
(NAIC) has developed guidelines for state agen-
cies to use in regulating insurance company invest-
ments. NAIC guidelines are similar to those of the
OCC, with a minor difference on mezzanine
finance. Though mezzanine loans and first mort-
gage loans are currently treated the same from an
at-risk perspective, the NAIC has been contemplat-
ing a change for several years and insurance com-
panies have largely aligned their practices in antic-
ipation of the expected revision.

The CMBS market's development is another factor
that has encouraged greater conservatism on the
part of lenders. Securitized pools of real estate
loans must undergo rating agency review in order
to be saleable. The rating agencies rate the tranch-
es according to the characteristics of the underly-

w
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Exhibit 2
CMBS Outstanding as % of Total Commercial Real Estate Loans
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ing collateral pool of mortgages and the structure
of the securities (i.e., subordination and credit pro-
tection). As they analyze each loan for its inherent
risk, rating agencies and the buyers of the unrated
and non-investment grade tranches (B-piece buy-
ers) wield influence in determining underwriting
standards on the individual loans that form the
collateral. This process has pushed lenders toward
greater uniformity in the mortgage market. LTVs
and debt service coverage ratios have become
more conservative as a result, especially if the loan
is headed for a pool to be securitized.

The growing significance of the CMBS market has
fostered the change. Securitized real estate loans
made up approximately 18% of the total commer-
cial real estate loan volume outstanding as of
March 31, 2003 (Exhibit 2). This is up from less than
1% in 1990. The standards pushed by the CMBS
market have filtered through the lending universe,
motivating first mortgage lenders to evaluate
risk/reward more prudently.

MEZZANINE MARKET BASICS

With regulated lenders becoming more conserva-
tive, many equity investors are not satisfied with
the amount of debt available to finance their prop-
erties. Lenders require that the owner provide 30-
35% of the value of the property, while many bor-
rowers prefer to limit their equity investments to
10-15% of value. In a stable operating environment,
owners find it difficult to contribute a large share
of equity and also earn returns on their capital in
line with those of the recent past. Mezzanine

(2Q)

finance providers deliver additional capital to fill
the gap between what the owner wants to borrow
and what the first mortgage lender is willing to
provide.

In occupying the middle ground, mezzanine
finance providers bear greater risk than do first
mortgagees, but less risk than equity owners. This
reflects the priority of claims on cash flows. First
mortgages have first claim on cash flow, mezza-
nine providers are next in line, and equity
investors receive the residual. In the event of bor-
rower default, mezzanine providers have an
option to assume the first mortgage obligation.
This option must be exercised or the first mortgage
lender can foreclose on the mezzanine position and
the owner. Alternatively, the mezzanine provider
can choose to walk away from the bad investment
without the obligations of the original owner (the
borrower) or the new owner (the first mortgage
lender).

The current pay financing cost of the capital struc-
ture increases when mezzanine is introduced and
overall debt service coverage ratios decrease and
loan-to-value ratios increase. For bearing risk
greater than that of first mortgagees, mezzanine
finance providers receive an expected return in
excess of that of first mortgages, typically in the 8-
20%+ range, depending on the part of the capital
structure they are providing and the risks inherent
in the underlying property.
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Mezzanine finance, by definition, defies general-
ization—there is no typical or standard deal struc-
ture. Each financing consists of unique terms and
conditions that depend on the preferences of the
user and provider and that emerge from a highly
negotiated process. The mezzanine piece can be
structured as debt or equity, depending on how
much capital the owner wants and how much con-
trol the owner wants to cede to the mezzanine part-
ner. Second trust debt and junior debt are common
names for mezzanine finance, structured as debt,
that typically bring the total LTV ratio as high as
85%. Preferred equity and gap equity are common
names for equity-type financings that bring the
capital structure above 85% LTV.

EXAMPLES OF MEZZANINE

FINANCE DEAL TERMS

In all the scenarios indicated below, assume the
owner (also referred to as the sponsor) has a stabi-
lized property and has secured first mortgage
financing at 70% LTV.

In the most straightforward approach, the mezza-
nine finance provider offers a debt instrument,
often called junior debt, to the property investor or
owner. In this case, the first mortgage and mezza-
nine financing range from 70-80% all-in loan to
value. Given the nature of the fixed-income con-
tract, and the relatively low, from a historical per-
spective, loan-to-value ratio, mezzanine lenders
typically receive a fixed-income yield, currently in
the 8-12% range. In this example, the mezzanine
finance provider is purely a lender to the borrower.

Other owners seek greater loan-to-value ratios,
and are willing to share participation in the cash
flows of the property. For example, filling the
financing gap to bring the property to an 80-90%
LTV, often called participating debt or preferred
equity, typically includes a fixed-income compo-
nent and a small participation or exit fee. This type
of financing will offer the mezzanine lender a cur-
rent vield that is slightly lower than that of the jun-
ior debt vehicle described above, and a participa-
tion in the cash flows of the project. The current-
pay interest rate on this type of mezzanine debt
ranges from 9% to 11%. The deal typically includes
participation of 10-15% in the property's operating
cash flows and sale or refinance proceeds that can
raise the overall mezzanine IRR to 15-18%.

In the case of preferred equity, the borrower and
mezzanine finance provider usually enter into a
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joint venture agreement in order to effect the trans-
action. A joint venture agreement can give the mez-
zanine finance provider more control over the
operations of the property, as well as spell out par-
ticipation, lookback and other terms. Moreover, the
JV agreement can expedite the mezzanine
provider’s ability to take over the property in the
event of default and can enable the mezzanine
position to keep the first mortgagee from foreclos-
ing and taking control of the property.

Mezzanine financing that fills the financing gap to
the 91% to 95% LTV range, often referred to as gap
equity, implies that the mezzanine finance
provider bears equity risk. The equity owner and
the mezzanine provider negotiate a joint venture
that offers a current pay interest rate of 9-11%, a
lookback provision that raises the yield to 14-18%,
and 15-30% of the total proceeds at disposition or
refinance. IRRs in this latter type of deal can exceed
20%. The mezzanine provider takes greater risk
but has more control and can earn greater overall
returns.

FORM OF SECURITY

Security in the property varies depending on the
nature of the deal that the borrower and lender
have struck. In general, the better the security the
lower the return.

Mezzanine deals that are structured as debt instru-
ments usually have one of the following forms of
collateral:

B Second deed of trust—This is the most desirable
to the lender and provides the most concrete
form of collateral. A second deed allows the
mezzanine lender to foreclose on the property if
the owner defaults on payments to the mezza-
nine lender. The first mortgage lender typically
does not allow this tvpe of arrangement with a
second lender, and therefore this type of securi-
ty is rare.

B Assignment of partnership interest—The most
common form of debt security in the mezzanine
finance universe, the lender can take the bor-
rower’s interest in the property in the event of
default. Effectively the mezzanine lender
becomes the equity owner and assumes the obli-
gations to the first mortgage lender.

B Cash flow note—The lender receives all cash
flow from the property in exchange for the mez-



zanine loan proceeds and a percentage of the
proceeds from sale of the property. The cash
flow note is not a recorded instrument and typi-
cally does not need an intercreditor agreement.
This is also called a soft second.

Deals structured as equity have a different set of
characteristics. Equity deals are joint ventures
between the equity/owner and the mezzanine
lender that are guided by the partnership agree-
ments. Major provisions in the partnership agree-
ments cover decision-making authority and speci-
fy decisions that require approval from the mezza-
nine partner. The owner/sponsor has significantly
less overall control over the project and may lose
all control if the property does not perform as
expected.

Owners sacrifice flexibility, control, upside poten-
tial, and will pay more for the capital. In return,
they are required to contribute less cash (some-
times as little as 3-5% of the total property value)
and they take on a partner who might be able to
help them if the property starts to falter.

INTERCREDITOR AGREEMENT

The first mortgage lender and the mezzanine
provider negotiate the intercreditor agreement,
which provides for communication between the
first mortgage lender and the mezzanine finance
provider, and gives certain rights to the mezzanine
provider in default events. Many first mortgage
lenders, including almost all conduit lenders, refuse
to negotiate intercreditor agreements, especially if
the loan has already closed. In fact, conduit loan
documentation routinely prohibits selling or trans-
ferring more than 49% equity ownership in the
property to a partner. Some non-conduit lenders
take the attitude that their interests are already cov-
ered in the agreement with the borrower and there
is no need to complicate matters by bringing in an
additional financial partner with objectives that
might not align with those of the lender.

Other lenders take the view and realize that mez-
zanine lender can bring value to the deal. The addi-
tional capital can allow the owner to pay leasing
commissions or tenant improvements to bring in a
new tenant, renovate the lobby, or pursue other
value-added strategies. In this case, particularly
when the mezzanine provider is an experienced
real estate owner/operator, the first mortgage
lender will welcome the participation of the mez-
zanine provider. The experience factor can be

important, as sometimes-reluctant first mortgage
lenders can be persuaded that it is in their best
interests to deal with an experienced group, espe-
cially if the property defaults.

The mezzanine finance provider typically negoti-
ates for several elements in the intercreditor agree-
ment. These include:

B Notification of non-payment or default on the
tirst mortgage. The mezzanine lender wants to
know -- from someone other than the owner—
that the property is being managed professional-
lv.

B The right to cure any default on the first mort-
gage. The mezzanine position wants to protect
itself by taking over the property and not allow-
ing the first mortgage to foreclose and take pos-
session.

B The right to foreclose on the property if the
owner fails to pay the mezzanine position. First
lenders hardly ever agree to this clause, as a
building that is in foreclosure creates uncertain-
ty among existing tenants (who might elect not
to pay rent) and prospective tenants (who might
view the property as tainted and unstable).

In summary, intercreditor agreements can be diffi-
cult to attain, but can benefit the mezzanine
finance provider greatly.

TERMS AND EXIT STRATEGY

The most common mezzanine financing vehicles
provide for maturities of two to three years, with
the possibility of extension bevond that for one-
year periods. If a borrower wishes to extend the
mezzanine financing, the lender typically charges
a significant fee to protect its IRR.

Takeout of the mezzanine financing can occur in
several ways. The best case for the first mortgage
lender and mezzanine provider is when the bor-
rower pays back the principal, interest and fees
owed to both sources of capital. This can happen
when the property is sold and the proceeds pay off
the first and mezzanine positions, or when the
property’s value and cashflows increase enough to
allow a new first mortgage to payv both the original
first mortgage and the mezzanine provider.

Another possible exit is for the property cash flows
to cover all of the debt service on the first mortgage
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but not all of the current pay portion of the mezza-
nine. In this case the borrower and the mezzanine
finance provider will negotiate an outcome. The
borrower usually wants to delay foreclosure as
long as possible in order to participate in a future
upswing in property-level cash flow or property
value. The mezzanine finance documentation and
the joint venture agreement become critical at this
stage in determining the outcome. The borrower
and the mezzanine position will either restructure
the mezzanine obligation or the mezzanine posi-
tion will take title to the property. At that point, the
mezzanine position will need to meet with the first
mortgage lender because the property has most
likely gone into technical default for breaching
debt service coverage or loan to value ratios. The
intercreditor agreement will be critical at this stage.

The final scenario is when the cash flows decline to
a level inadequate to meet the debt service on the
first mortgage. In this case, the mezzanine position
will have already assumed the role as the equity
owner of the property and will negotiate a work-
out with the first mortgage lender. The mezzanine
position, in some cases, will fund cash flow short-
falls if prospects for a turnaround are favorable. In
other cases the first mortgage lender will take pos-
session of the property. As in the previous scenario,
the intercreditor agreement plays an important
role.

In many cases, the mezzanine financing ends at the
time of refinancing. Refinancing both the first
mortgage and mezzanine positions is favorable to
the mezzanine finance provider and the borrower,
in that sale of the property is not required. Given
the illiquidity of private real estate markets, sale at
a specific time to coincide with a mezzanine term
may not be possible. That said, however, sale of the
property to pay back the first and mezzanine loan
can be the best execution.

A refinancing takeout can only be achieved when
the value of the property has increased to the
extent that the balance of the new first mortgage
will be adequate to pay off both the original and
mezzanine positions and can be underwritten at
traditional loan to value ratios. For example, a
lender who refinances will look for an LTV in the
65-70% range, and debt coverage ratios within cur-
rent underwriting standards. For this to happen a
value creation event needs to occur: rents have to
increase, expenses have to decline, or capitalization
rates have to decrease. To help, mezzanine loans
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may be fully or partially amortizing, which
reduces the loan balance while debt service pay-
ments are being made. More typically, however,
the mezzanine position takes a current pay, inter-
est-only position and participates in a look-back
provision, cash flows above certain levels, or exit
fees.

SIZING THE MEZZANINE

FINANCE MARKET

The mezzanine finance market lacks a ready
source of aggregate data, as it is not tracked by
any industry group or government entity. Instead,
we estimate the size of the potential market based
on our view of the realistic candidates for mezza-
nine financing. While our estimate of the size of
the potential market is grounded in facts, we can
only speculate about the actual size of the current
market.

A reasonable place to start is with the universe of
all commercial real estate, which Pricewaterhouse-
Coopers estimates to be approximately $4.6 tril-
lion as of October 31, 2002. This pool of real estate,
however, includes properties that are unlikely to
be candidates for mezzanine finance, and we
therefore exclude them. For example, pension
funds, opportunity funds and REITs maintain con-
servative capital structures on their holdings,
using debt at LTV ratios that can be achieved by
borrowing from first mortgage lenders. Other
property owners prefer to keep their holdings
100% debt-free. Corporate-owned real estate
assets represent another large slice of the real
estate universe that are not candidates for mezza-
nine finance; these properties are tvpically
financed under the corporation’'s overall capital
structure. The $4.6 trillion universe also includes
small properties that exist beneath our threshold
of interest and properties in nontraditional classes
such as marinas, bank branches, and storefront
retail with office or residential above. All of these
latter types are eliminated.

The assets we eliminate undoubtedly represent a
sizable share of the overall real estate universe, but
we are unable to quantify their total value with any
precision. Although we don't have a sound basis
for aggregating the value of the excluded proper-
ties, we nevertheless conclude that the universe of
potential property for mezzanine finance is some-
thing less than $4.6 trillion. We therefore take a dif-
ferent approach.



Exhibit 3

Commercial Mortgages Appropriate for Mezzanine Finance

31-Mar-03

Multifamily
Source of Mortgages Commercial Residential Total
Commercial Banks 719:5 96.8
Savings & Loans 82.7
Life Insurance Companies 195.4 369
Government Sponsored Entities
Mortgage Pools
Total ($ billions) 997.6 1,346.9

Source: Federal Reserve Board, Heitman Research

Excludes ABS and other categories deemed to be inappropriate in a mezzanine framework.

Alternate Approach: In the alternate approach to
sizing the potential mezzanine finance market, we
start with data from the Federal Reserve Board on
commercial and multifamily residential mort-
gages. Properties that have qualified for loans from
banks, insurance companies and savings and loans
meet our criteria as targets for mezzanine finance.
The Fed estimates that total commercial mortgage
finance outstanding totaled $1.9 trillion as of
March 31, 2003. Grossing up this $1.9 trillion of real
estate debt (using a 68% LTV ratio, as discussed
below) to the total value of property encumbered
by the mortgages gives an upper limit to the poten-
tial universe of investable property for mezzanine
finance. The upper limit is therefore approximate-
ly $1.9 trillion divided by 68% or $2.8 trillion.

This grossed-up number is likely too large, howev-
er, as it includes property subject to loans made by
conduit lenders and sold via the public markets as
CMBS. CMBS documentation and covenants make
mezzanine financing on securitized loans diffi-
cult—not impossible —but difficult enough to justi-
fy excluding them from the universe. Instead, we
focus on loans made by commercial banks, savings
& loans (S&Ls), life insurance companies (LICs),
government sponsored entities (GSEs), and other
pools. Outstanding mortgages (both commercial
and multifamily residential) in our subset totaled
$1.3 trillion (Exhibit 3).

The next step is to determine a reasonable total
value of the properties subject to the $1.3 trillion of
mortgages, which will then lead us to an estimate
for the total potential mezzanine market (Exhibit

40

4). Conservative mortgage lending underwriting
that has characterized the real estate finance world
in the past decade suggests that LTV ratios average
less than 70%. As indicated previously, the ACLI
data on LICs' underwriting standards indicates
that the average LTV in first quarter 2003 was 68%.
While other types of lenders might use different
underwriting standards, we conclude that the
overall LIC LTV provides a reasonable proxy for
the market's LTV. Grossing up $1.3 trillion of com-
mercial mortgages by 68% results in a mezzanine
financeable real estate universe of $2.0 trillion. At
an LTV of 85%, which is a standard mezzanine
finance and first mortgage capital structure, mez-
zanine lenders could potentially provide 17% of
the total real estate value. This suggests that the
potential size of the mezzanine finance market
approximates $337 billion (Exhibit 4).

Uncertainty surrounds the size of the current mar-
ket. No reliable estimates of the current size of the
market are available, but our best guess is that the
amount of mezzanine financing outstanding
approximates $40-50 billion. We base our estimate
on a review of industry publications that describe
activity. Subtracting our estimate of a current mar-
ket of $50 billion from the $337 billion estimate of
the potential size of the mezzanine market leaves
$287 billion.

A portion of properties that have a mezzanine
position in place will need to be refinanced each
year, though the amount refinanced is likely to be
less than the amount of mezzanine finance expira-
tions. With the typical mezzanine term of 3-4 years,
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Exhibit 4
Potential Market Estimate
31-Mar-03

Total Mortgages

divided by

Total Investment RE

times

Potential Mezzanine Position

Current Mezzanine Market

Mezzanine Candidates

Mezzanine Refi candidates (20% of current market)

Estimated Total Potential Market

1,346.9
68%*
1,980.7
17%**
336.7
50.0
286.7
10.0
296.7

*Loan to value ratio per ACLI; ** Gap between current LTV and Mezzanine LTV of 85%

Source: Federal Reserve Board, ACLI, Heitman Research

potentially 25-33% of all mezzanine financings are
candidates for refinance. In reality, fewer mezza-
nine refinancings actually close, as owners are
more likely to roll the mezzanine piece into a first
mortgage if enough value has been created, or sell
the property and pay off the mezzanine provider
and the first mortgage provider. Alternatively, the
owner will extend the existing mezzanine loan,
after paying a fee.

We therefore estimate that 15-20% (rather than 25-
33%) of the total outstanding mezzanine universe
represents candidates for refinance annually. If the
outstanding market for mezzanine finance is $50
billion, then annual refinance volume will be $7.5-
10 billion (15% or 20% of $50 billion). Annual mez-
zanine finance activity includes the refinance
amount plus the amount of the remaining $287 bil-
lion of the potential market captured in the given
vear. We therefore conclude that the total amount
of potential mezzanine finance activity is approxi-
mately $297 billion.

While our number seems large, we view it as a con-
servative estimate. Some suggest using 90% as the
third-party-financed capital structure. The poten-
tial portion of mezzanine finance would total 22%
(90% less 68%), rather than 17% as assumed above,
increasing the overall size by almost $100 billion.
Moreover, the average LTV is likely to be less than
68% on average because of conservative borrow-
ing, valuation increases, and amortization of prin-
cipal —all of which decrease the LTV of outstand-
ing loans and increase the size of the potential
mezzanine market. The potential market could
therefore be as large as $375-450 billion.
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On the other hand, we conclude that the potential
market is not that big. Many properties are not
appropriate candidates for mezzanine finance
because they are located in markets that have
unfavorable current conditions such as declining
rents or increasing vacancies. In addition, the
$1.3 trillion in subset of commercial and multi-
family mortgages (referenced above) most likely
includes loans on properties not appropriate for
mezzanine finance, (eg, small and nontraditional
commercial properties). Further, many mezza-
nine financiers will provide capital only if the
entire debt capital structure—both first mortgage
and mezzanine piece —can be refinanced in two
or three vears. Similarly, a property that has a
long-term lease with a single tenant that has
negotiated flat rents over the term will not be a
candidate for mezzanine financing, unless the
owner plans to sell the asset at the time of or
prior to expiration of the mezzanine term.

Our estimate of market size differs from that of
others who have made attempts to quantify the
mezzanine market. For example, Prudential Real
Estate Investors concluded that the potential mez-
zanine market is $65-135 billion with annual
demand for $18-34 billion. PREI assumes that 10-
15% of the $4.6 trillion real estate universe has
mezzanine financing as part of its capital structure
and that mezzanine represents 15-20% of the value
of the property with mezzanine finance in place.
PREI includes below investment grade CMBS
tranches in its estimate, which increases their esti-
mate. PREIl's overall number comes out lower
than ours, but is based on a different set of
assumptions.
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SITUATIONS FOR USE OF

MEZZANINE FINANCE

Mezzanine finance users and their motivations dif-
fer, and these differences merit discussion. For pur-
poses of this paper, properties fall into the stabi-
lized, value-add, or development category, with
each group having specific characteristics that
make them more or less attractive to mezzanine
finance providers.

Stabilized Properties—Stabilized properties are
the most common in the investable real estate uni-
verse. Under our definition, these are operational,
fully-leased properties that generate cash flow ade-
quate to service a mortgage and provide a return to
the equity owner. Stabilized properties are candi-
dates for mezzanine finance when their cash flows
can support an LTV greater than that of the typical
first mortgage. Owners of stabilized assets will
seek mezzanine financing to leverage their returns
or limit their at-risk capital.

Mezzanine finance for stabilized properties occurs
in two primary situations:

B A buyer seeks financing related to acquiring a
property; and

® An owner wants to take equity out of a proper-
ty.

[n the first case, the buyer either doesn't have or
prefers not to allocate the entire amount of the
equity required by the first mortgage lender in
order to close the transaction. The mezzanine
financing piece serves as gap or supplemental
equity, even though it may be structured as a sec-
ond mortgage. In the latter case, the owner looks to
mezzanine, allowing the owner to realize a return
of capital on an existing investment that has
increased in value. The owner, in effect, is selling
all or a portion of the owner's at-risk capital to
another entity, the mezzanine provider.

Non-stabilized or Value-Added Properties— A sec-
ond category of mezzanine finance opportunity is
value-add properties. These are situations in which
the cash flow in place is not stabilized. We acknowl-
edge that mezzanine financing has no place in non-
stabilized propertv where cash flows are expected
to decrease. We therefore only consider situations
where the borrower has identified an opportunity
to create value by executing a plan to increase cash
flow to a greater level of stabilization.

Existing assets can be undervalued (and therefore
candidates for a value-add strategy) for a variety
of reasons. Sometimes the asset is underutilized
and therefore undervalued because of below mar-
ket rents paid by significant tenants whose leases
expire in the near term and who are likely to
renew their leases at (higher) market rates. In
other cases the building has significant vacancy
and requires leasing activity and tenant build-out
or leasing commissions. Other owners plan to
make moderate capital expenditures to reposition
the property as a higher class and therefore cap-
ture greater rents.

We note that execution risk on value-added strate-
gies is significant, thus the operator/owner ability
and experience are important investment criteria
that must be underwritten. As in our analysis of
stabilized properties, mezzanine finance can be
provided in two value-add situations:

B Existing owner needs capital to execute value-add
strategy; and
B New [’H_l/('r' seeks to execute value-add strategqy.

In both cases the owner has a plan to create value
over a pre-determined period of time, and needs
capital in excess of what a typical first mortgage
lender will provide to implement the plan. We
prefer providing mezzanine finance to new buyers
as this latter situation allows for better measure-
ment of the equity contribution of the owner and
better specification of the risk/reward tradeoffs
across the capital structure. Providing mezzanine
finance to an existing owner looking to execute a
value-added strategy raises the same moral haz-
ard issues discussed below.

Development —Development  of  commercial
property is risky. Developers must build to a bud-
geted cost and then stabilize properties through
lease up. In general, developers are heavy users of
leverage in their strategy execution. In a weaken-
ing property performance environment, construc-
tion lenders are increasingly wary of how their
loan, originated on a loan-to-cost basis, will be
viewed once the asset is stabilized and valued in
a disposition or a long-term refinance. Mezzanine
plays a role as construction lenders become more
conservative and developers look to be fairly
compensated for their risks. Mezzanine is recom-
mended in development situations, but only
under certain circumstances. The mezzanine
provider is advised to:
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Exhibit 5
Mezzanine Finance Situations

Type of
Situation

Risks

Favored Mezzanine
Strategy

Structure/
Returns

Stabilized Property Refinance

Stability of cash flow

Relative returns to equity and
mezzanine hard to compare

Low borrower's basis in the
property after refinance can
create moral hazard

No. Moral hazard issues.

If contemplated, preference
is to structure as equity with
kick out rights of general
partner.

Stabilized Property
Acquisition

Stability of cash flow
Is cost = value

Principal risk on
reference/sale

High leverage mezzanine
investment can create mis-
alignment w/ borrower

Yes. Situation allows compar-
ison of relative risk/rewards
for mezzanine and equity to
help in structuring preferred
return.

Long-term mezzanine invest-
ment situation. Amount of
term refinance risk dictates
rate. Mixture of debt and
equity return.

Non-stabilized Property w/
negative cash flow trends

Stabilized value is lower, but
how low

Borrower motivation
Projecting cash flow
Market/sub-market risk

Property risk

No. Hard to imagine a situa-
tion where this is an attrac-
tive strategy for a non-con-
trol investor.

N/A

Value-add Refinance

Going-in value is subjective

Relative returns hard to
measure

Low borrower's basis in the
property after refinance can
create moral hazards borrow-
er self-selecting?

No. Potential moral hazard.

If contemplated, strong
rights to kick out partner are
a must. Lack of borrower
commitment/fresh equity to
property is a major concern.

Value-add Acquisition

Is cost = value

Value-add business plan exe-
cution

Timing of execution

Does capping projected sta-
bilized cash flow at exit cre-
ate alignment between mez-
zanine and borrower?

Yes w/ existing sponsors who
have executed strategy
before in property type and
market. Alignment with bor-
rower based on relative share
of profits for equity risk taken
is important to quantify.

Make term of investment
slightly longer than business
plan. Define exit alternatives
upfront. Examine share of
"equity" provided to transac-
tion to determine percent-
age of profits at exit.
Structure with declining per-
centages above target
returns.

Development

Execution risk to develop

Execution risk to lease to
stabilization

Timing of execution
Market/sub-market risk

Property risk

28 Years of Publishing Excellence: 1976-2003

Yes. Mezzanine term should
be for the time to create ini-
tial cash flow stabilization.
Easier to structure with mer-
chant builders than long-term
holders. Alignment with bor-
rower based on relative share
of profits for equity risk taken
is important to quantify.

Greater variability of out-
comes from higher execution
risk requires higher return for
relative slice of the capital
structure. Should cap upside
only in exchange for high
preferred return.
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B understand the amount of equity being con-
tributed by the owner and its ability to recapture
it through development, management, and
lease-up fees;

B evaluate returns expected by each of the slices of
the capital structure; and

B have a pre-determined plan for exit (i.e., return
of invested capital) at or shortly after initial sta-
bilization.

RISKS

A number of risks are common to all real estate
projects, and some are particularly relevant from
the mezzanine finance provider's perspective.
These risks include:

B Tenant risk—the risk that tenants go bankrupt
and are no longer obligated to pay rent, impair-
ing a property's ability to service debt;

B Market risk—the risk that market conditions
change for the worse and that vacancy rates
increase or market rents decline at time of refi-
nance, leading to an inability to pay off in-place
financing; and

B Capital market risk—the risk that capitalization
rates increase and valuations decline, leading to
inability or unwillingness to pay off financed
positions.

Moral Hazard—One incremental risk that applies
to any situation with a borrower and a lender is
referred to as moral hazard. Put simply, moral haz-
ard is the risk that the borrower's behavior will run
counter to the interests of the lender. Moral hazard
is a risk that increases as the borrower's stake in the
property decreases. As the owner's share of equity
declines, he/she has less incentive to manage the
property to generate steady, consistent payouts to
cover debt service on the first and mezzanine
finance positions. Instead the owner treats its own-
ership position more like an option and is tempted
to pursue strategies with greater potential payoffs,
but with significantly greater risk. First mortgage
lenders attempt to mitigate moral hazard by
requiring significant equity participation from the
borrower, thus the 65% LTV ratios. Mezzanine
finance providers bear greater risk from moral haz-
ard, as their capital position will suffer loss before
the first mortgage.

Moral Hazard-Stabilized Property—The level of
moral hazard provides a framework for evaluating
tvpes of borrowers. Consider stabilized properties.
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Owners of stabilized properties using mezzanine
finance to cash out equity from their properties
pose a greater risk than do owners seeking a high-
er LTV/LTC in the acquisition of a stabilized prop-
erty. Value in the refinance/equity cash-out case is
subject to the vagaries of the appraisal and valua-
tion process, and concluded value can be overesti-
mated, resulting in little likelihood of eventually
recovering the mezzanine amount at a refinance or
sale of the property.

The owner of a stabilized property might use mez-
zanine financing to eliminate/limit downside equi-
ty exposure of property ownership. With mezza-
nine finance, the owner can take out equity in a
property without incurring sale-related tax liabili-
ties. Moreover, he/she can maintain residual own-
ership of property level cash flows, capture value
in excess of the first and mezzanine positions, and
continue to earn property management fees.

For example, assume a property was purchased
five years ago for $10 million using a 65% first
mortgage and the property has now increased in
value to $15 million. The owner can secure new
first mortgage debt and mezzanine financing that
will bring the overall LTV to 80%, allowing
him/her to effectively capture the difference
between the value of the property and the balance
of the loan. The owner will end up with its original
$3.5 million of equity and an additional $2 million
in cash, assuming the original mortgage had no
amortization. The owner, moreover, will retain
equity ownership of the property, avoid capital
gains tax, and keep the management contract for
the property. Having cashed out of its original
investment, the owner now is less aligned with the
first mortgage lender and the mezzanine provider.
With a smaller slice of the cash flow and residual
value, the owner's motivation can shift to pursuing
a high-risk/high return strategy that provides at
least enough to protect the management fee
income stream.

A stabilized property’'s acquirer has less moral haz-
ard than does the refinancing owner, as long as the
mezzanine provider makes the borrower con-
tribute meaningful equity in relation to the proper-
tv management fee that the owner will be earning.
Significantly, the loan to value ratio is better
defined in the acquisition scenario, being deter-
mined by an arm’s length transaction between will-
ing buyer and seller. Moreover, the acquirer, the
first mortgage lender, and the mezzanine finance
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provider are allocating capital at the same time to a
property that they have all evaluated and conclud-
ed makes economic sense.

Moral Hazard-Value-Add—Compared to stabi-
lized properties, value-add properties have a dif-
ferent risk profile and are typically more appealing
to lenders from a moral hazard perspective.
Foremost, the mezzanine provider extends financ-
ing based on actual costs of the project, as opposed
to an appraised value. (Owners often receive a
credit for contributing land or developer fees, but
we ignore these complicating factors in this analy-
sis.) The advantage is that the owner of the project
will be far more careful about managing expendi-
tures when he/she has an expected payoff that is
tied to the success of the finished product, and
when he/she is contributing a portion of the costs
of the deal.

Moral Hazard-Development—Development deals
are similar to value-add although often different in
magnitude and time requirement. The sponsor ini-
tiates a development project because he/she thinks
the IRR will be favorable. The sponsor has a plan
and a specific timetable for completion of con-
struction, leaseup and securing permanent financ-
ing. The owner uses mezzanine finance to cover a
portion of construction costs, tenant improve-
ments, leasing commissions, and other capital
expenditures. As in the stabilized property acquisi-
tion, it is critical that the owner has significant
equity at risk (relative to development fees earned)
in order to mitigate moral hazard.

Mezzanine finance providers can evaluate the proj-
ect and draw their own conclusions as to whether
they think the owner will perform the construction
according to the plan and then determine the like-
lihood of the property achieving the rents and leas-
ing activity that has been projected. If the conclu-
sion is positive, then the mezzanine provider
expects to be repaid when the owner receives per-
manent financing at standard LTV ratios—enough
value will have been created for the construction
lender and the mezzanine provider to be paid off.

Value-Add and Development-Additional Risks—

The risks present in any value-add transaction

include tenant risk, market risk and capital market

risk, as highlighted above, as well as:

B Plan risk: the risk that the owner has specified a
flawed plan;

B Execution risk: the uncertainty regarding the
owner's ability to execute the plan;
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B Timing risk: the risk that the plan and its execu-
tion will encounter unanticipated delays; and

B Exit risk: the risk that the capital market will
have changed and first mortgage underwriting
will no longer provide enough capital to take out
the construction loan and the mezzanine loan.

Pricing of value-add development and redevelop-
ment mezzanine transactions needs to reflect and
compensate the provider for the additional risks.

IMPLICATIONS FOR TRANSACTION

SIZE FOR THE MEZZANINE

FINANCE PROVIDER

Large Loans (Greater than $15 million)—
Acceptable deal size is a primary consideration for
mezzanine providers. Assuming a 20% mezzanine
piece of the capital structure between 65% and 85%
LTC/LTV, the property has to be valued at $75 mil-
lion in order to generate a $15 million mezzanine
investment.

Advantages include:

B Large loans allow an organization to put capital
to work quickly and at less cost per dollar invest-
ed, as the lender must go through the same steps
to close a $50 million mezzanine loan as it does
to close a $1 million loan.

B The properties on which large loans are made
tend to be more institutional quality and have
higher profiles and will garner industry press
and publicity for the mezzanine lender.

B The large loan market is such that once a mezza-
nine provider has established credibility, B-note
and other deal sources will actively bring trans-
actions to the provider for evaluation.

Disadvantages include:

B Properties that can support a $15 million mezza-
nine position are less common and the tlow of
transactions are less frequent.

B The portfolio of a large mezzanine loan provider
is by nature less diversified by property type
(concentrations in office and hotels) and more
than likely by geography (concentrations in CBD
office in Tst tier MSA).

B The number of potential capital sources creates
competitive bidding situations that drive down
returns.
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Small Loans (Less than $15 million)— A less com-
petitive and potentially more attractive area for a
new mezzanine finance entrant is small mezzanine
loans. Using the logic above, a small loan program
entails transactions on properties valued between
$10-75 million.

Advantages include:

B Providers of small mezzanine loans are more
likely to be able to create property type and geo-
graphic diversification.

B Borrowers at this level tend to know fewer
sources of capital, making the deal process less
competitive.

B The $10-75 million transaction segment is the
most active and vibrant trading market for real
estate property helping a lender see deal flow
and enabling exits.

B The $10-75 million tirst mortgage market is the
most competitive allowing mezzanine lenders to
leverage off of low cost/higher leverage first
mortgage debt to generate mezzanine returns.

Disadvantages include:

B Sourcing is important, especially to create a
national diversified portfolio of loans.

B Small loan size means that the mezzanine
provider must originate a large number of trans-
actions in order to place a substantial amount of
capital.

CONCLUSION

The mezzanine financing market represents an
opportunity for both lenders and borrowers. Given
our estimate of potential market size of $297 bil-
lion, and current outstanding volume estimated at
$50 billion, the market has a long way to go until
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borrower appetite for mezzanine finance is satis-
fied. However, many aspects of mezzanine financ-
ing must be considered prior to either lending or
borrowing. This paper identifies situations where
mezzanine finance may be a reasonable strategy,
pointing out important components of deal struc-
ture and potential returns, and also describing the
risks that mezzanine providers must acknowledge
and underwrite.

Deal terms vary and are highly negotiated, result-
ing in a market characterized by a lack of unifor-
mity. Mezzanine finance providers take 80% of the
equity in a real estate transaction, resulting in LTV
ratios, when combined with the first mortgage
position, of 70-95%. Returns to the mezzanine
finance provider are structured with a range of
terms. Varying levels of origination fees, current
pay coupons, cash flow participation, lookback
provisions, and exit fees are typical components
that can be adjusted according the parties’ wishes.

One characteristics does not vary across deals: the
importance of understanding and underwriting
risk. Mezzanine providers are advised to deter-
mine the borrower's motivation for tapping mez-
zanine capital. Extending a mezzanine loan to
allow a borrower to cash out of a stabilized prop-
erty is not recommended as a strategy. Creating a
clear joint venture agreement and negotiating an
intercreditor agreement and structuring the payoff
to align the owner's interests with those of the
financial partners are important aspects of a mez-
zanine transaction that can be profitable for all par-
ties concerned. Structured properly, with the right
partner and the right property, mezzanine finance
investments are likely to generate favorable
returns.
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By Daniel Rose, CRE

ramatic changes have taken place in the real estate world in the

past decades, and they involve every aspect of the field —design

and construction, a bewildering variety of financial vehicles,
new or modified forms of ownership, and so on.

The Greek philosopher Heraclitus, who first recognized the "perma-
nence of change,” and Charles Darwin, who grasped the concept of
evolution, would feel at home in the real estate world of today.

Architects of a generation ago wouldn't believe that the most expensive
housing units today are designed with dazzling kitchens that, in actual
practice, are used chiefly to warm up Chinese take-out food; that the
library of the past is now a media room without a printed book in sight;
that maids' rooms have gone the way of the buggy whip and the quill
pen; that the luxurious baths and home spas today would please even
a Roman emperor; and that residents of virtually all economic levels
today demand exercise and health facilities that were undreamt of a
few years ago. Most interestingly, they would not believe that some of
our most lavish and expensive housing units are in old converted fac-
tory and warehouse structures in the heart of former industrial dis-

tricts.
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As for office building design, the whole story is
told by the fact that IBM had to move out of its lav-
ish headquarters building only 18 vears after it
moved in, because the structure was so technolog-
ically obsolete that it was easier to relocate than to
renovate and upgrade.

The jargon in the office development field today
includes vocabulary that can elude even seasoned
real estate professionals, with terms like "broad-
band on-ramps,” "optical fiber maps and metropol-
itan loops,” "local exchange carriers,” and the like.

Even apartment buildings are now going "green”
and high-tech, with buildings now on the drawing
boards with solar energy collectors, water re-use
programs, and dedicated air systems.

In real estate finance, ].. Morgan himself would
probably be bewildered by the more complex
derivatives now available for ultra-sophisticated
investors who seek high returns with proportion-
ate risk.

[t seems only yesterday that the real estate field
was bowled over by William Zeckendorf, Sr.'s
introduction of his "Hawaiian technique,” in which
he divided a property’'s values into a fee position, a
ground leasehold, an operating leasehold, and a
residual position. Today one hears of a "collateral-
ized mortgage obligation” (CMO) with seven
“planned amortization class” (PAC) tranches, one
“retail” (RTL) tranch, two "support payer” (SUP)
tranches, one "support Z" (5Z) and one "jump-Z"
bond and a "PAC residual” (RPC).

The values of all of those fluctuate with the rate of
prepayments of the many individual mortgages in
the underlying portfolio. At each level, an investor
selects his degree of risk in line with his hope of
reward. Needless to say, these are not markets for
amateurs.

If Morgan himself would be bewildered by the
more complex financial derivatives, he would have
understood clearly that a capital-intensive indus-
try like real estate sooner or later would attract
publicly-traded vehicles for both debt and equity;
but even he would be impressed that the market
for commercial mortgage-backed securities has
now reached $300 billion and is growing, and that
the market for Real Estate Investment Trust shares
stands today at $150 billion.

Morgan might not have anticipated that control of
the nation’s capital would shift, as it now has, away
from commercial banks and life insurance compa-
nies and to pension funds and mutual funds; but
he would have understood the drive toward indus-
try consolidation in a globalized economy under
conditions where the development of regional
malls, say, or of investment grade hotels is general-
ly beyond the reach of local speculative develop-
ers, and where the economies of scale can be sub-
stantial.

Changes in technology, in building design and in
financing have been accompanied by other
changes no less striking.

Only a few vears ago, New York structures were
built, financed, owned, managed and occupied by
New Yorkers, just as those in Chicago or London,
San Francisco or Paris were controlled locally. In
today's globalized world, capital, ideas, and people
flow freely across state and national borders.
American developers, financiers, brokers, archi-
tects and technicians are active anywhere in the
world where the rewards justify the risks.

At annual meetings of the Urban Land Institute,
our premier national real estate organization, it is
not unusual to hear Jerry Spever of Tishman
Spever tell of his real estate experiences in
Germany or Latin America, or Mel Simon compare
the results of his Mall of America in Minneapolis
with those of his European projects, or to hear Jerry
Hines discuss his projects in Russia or China or
more than a dozen other countries in which he is
active.

Many of the people in this very room have no idea
that the net cash flow from the apartment or office
rent they pay in New York finds its way to
investors in Germany or in England.

Electronic telecommunication, easy air travel and
the powerful geo-political changes of the past
decade have caused the world to shrink to a degree
almost inconceivable a short time ago. Only 64
yvears ago England's Prime Minister, Neville
Chamberlin, could refer to Czechoslovakia as a "far
off country of which we know little.” The flying
time from London to Prague is now under two
hours.

Today, globalization and securitization mean that
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the home mortgage of a worker in, say, Richmond,
Virginia can be financed by the life savings of a
worker in Brussels or Stockholm, at the lowest
interest rates the world's free capital market per-
mits.

In an overview like today's, where we have been
and where we are can be seen with clarity; what
remain to be considered are the problems of where
we are headed.

All of us are aware of several powerful trends that
are likely to continue, such as the population
movement away from cold, dark and wet areas of
this country to warm, sunny, and dry ones. The
relentless shift in economic primacy away from
blue-collar employment in heavy industry and
manufacturing and toward a broad range of white-
collar activities (in reality, they now wear sport
shirts!) is an old story. We will continue to see the
surge of population and jobs beyond the city limits
of our largest cities, and certainly a group like this
is aware of the increasing degree to which we are
becoming a knowledge-based society where elec-
tronic handling of information is changing all our
lives.

Demographics, too, present facts that must be
faced. Thanks to immigration, the U.S. population
is expected to grow some 20% in the next 20 vears,
adding 50 to 60 million people, overwhelmingly
from Latin America and Asia. The ramifications of
this immigration will be complex, especially in the
West and South, where most are expected to settle.
But the spillover will be felt evervwhere, in center
cities, in “edge cities,” in older suburbs and in
fringe areas that are being called "edge-burbs.”

The true costs of old-fashioned sprawl are increas-
ingly obvious, with everyone aware of its impact
on clean air and declining underground water
tables, of vanishing farmland or open space near
cities and painfully lengthening commutation
time. This is spurring denser, mixed-use develop-
ment in "edge-burbs” and in older, revitalizing sub-
urbs with access to mass transit.

How we deal with older, deteriorating suburbs
and with dysfunctional older industrial centers is
one of the great challenges of the decades ahead.
Camden, New Jersey, across the river from
Philadelphia, is a case in point. With its industrial
jobs having fled, some 20% of its housing units are
vacant or abandoned, tax revenues have shrunk
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and the state of public education is such that an
estimated half of its residents are functionally illit-
erate. The only flourishing enterprise in town is the
open-air narcotics business, which employs over
2,000 people and brings in over $200 million annu-
ally—a sum greater than the city budget. More
than aspirin and band-aids are needed to turn
around this sick city.

In the decade of the 1990s, Las Vegas had a popu-
lation growth rate of 85%, and Scottsdale, Arizona
grew by 56%, and Austin, Texas grew by 41%. In
the same period, other cities shrank. Hartford,
Connecticut, for example, lost 13% of its popula-
tion, St. Louis, Missouri lost 12% and Baltimore
lost 11%. And that was at the height of a boom.

A common joke in Detroit a few years ago was of a
sign that said, "Will the last company to leave town
please turn out the lights,” and perhaps that sign
will appear elsewhere. Helping older cities to
renew themselves must be high on the nation's
agenda.

As investment capital does flow into deteriorated
areas and vitality returns, the complex process
called "gentrification” takes place. At present, most
of the costs of gentrification now seem to fall on the
poorest who are displaced, and in time we must
learn how to spread those costs appropriately.

But looking ahead, there are two major unan-
swered questions our society must deal with: first,
how our largest cities will reconstitute themselves
to adjust to emerging economic, social, and tech-
nological conditions; and, second, how will we all
adjust to the challenge of terrorism.

About the first, many signs are already clear.

When we add the next 20% to our population, we
will not expand our road networks or our parking
by 20%, and worsening congestion will force new
approaches to density, telecommunications, public
transportation, and the needs of pedestrians.

As long as gasoline remains cheaper than bottled
water, America will continue its love affair with the
automobile; but perhaps in time, cars will be used
more for recreation and less for transportation to
and from work.

We all know that the industrial city of a century
ago is ancient history; its dense business district,
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its upper-class housing separate but nearby, and
its manufacturing and workers housing in the
next ring, are gone with the wind.

The post-World War II city, with its new suburbs
encroaching on farmland, has evolved into endless
sprawl with neither charm nor convenience.

Today's emerging model is a multi-centered, dis-
persed city/region whose nodes are connected by
effective transportation, and whose workspaces,
housing, retail, recreational, hospitality, and cul-
tural facilities are intertwined.

The days of segregated and isolated uses of hous-
ing, office, and retail are long gone, and good rid-
dance.

Throughout the world, pedestrian-friendly, auto-
mobile-free zones are appearing more and more
frequently; recycled industrial buildings no longer
excite comment; and the impact on urban economy
(not culture, mind you, but economy) of the suc-
cess of Frank Gehry's Guggenheim Museum in
Bilbao, Spain, is not lost on planners; and the belief
that high-tech communication will lead to an
immediate exodus to the exurbs is belied by New
York's Silicon Alley and similar areas throughout
the world.

Disgusted by the ugliness, cost, and inconvenience
of sprawl, planners now discuss "urban contain-
ment,” with concepls of "greenbelts” to permanent-
ly protect a band of open space around a city, or
"urban growth boundaries,” a line separating
urban and rural use, or "urban service boundaries”
denoting a line beyond which a city's infrastruc-
ture-such as sewer, water or even schools—should
not extend.

In physics, the terms "centrifugal” and "centripetal”
describe the "push” vs. the "pull” forces of nature;
and the same forces are at work on our cities. Some
activities will be attracted to urban cores, some to
outlying areas, but cities themselves will flourish.

The regional city of the future can be a more liv-
able, more desirable answer to our needs, especial-
ly if we can solve two important and perhaps relat-
ed problems: dense concentrations of poverty and
the heartbreaking failure of public education.

We have the knowledge and the means to decon-
centrate poverty, and we should. And sooner or

later we will realize that the challenge of public
education can be solved just as the challenge of
public safety has been solved in the past decade.

The day can come again when our public schools
are cheerful, non-violent places of learning and
upward social mobility.

We had such public schools once and we can have
them again, if we demand them.

We can learn again, as we have forgotten, to teach
our children from the earliest grades to read with
comprehension, to write and express themselves
clearly, to count and to compute accurately. Our
schools can give the basic knowledge needed to
function in our society, and they can again reflect
the self-discipline, high aspirations and self-confi-
dence that schools taught in the past. When they
do, good things must follow.

One of those good things will be that middle-class
children can again flow back into inner-city public
schools, which will benefit everyone concerned.

A new city form is beginning to evolve every-
where, and here in New York, the rebuilding of
Lower Manhattan will represent the new para-
digm.

First, of course, we must get past the nonsense of
talking about either reconstructing exactly what
was misbuilt there a generation ago, on the one
hand, or of creating a 16-acre cemetery in the heart
of our financial district, on the other.

The rebuilt area must have state-of-the-art trans-
portation connections to the other parts of the city
and the region, and have a 24-hour, seven-day-a-
week character. Far from being another white col-
lar ghetto, it must reflect a wide range of uses.

By 2012, when, God willing, the Olympics arrive
with all of its additions to the city's infrastructure,
New York could be the world's first truly 21st cen-
tury city.

About the challenge of terrorism, the key thoughts
are "vulnerability,” "contingency planning,”
"redundancy,” "deconcentration,” and "common
sense.”

Yes, we are vulnerable, and much more so than we
previously thought possible; and, ves, the larger
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the company, the more necessary is appropriate
contingency planning.

Back-up facilities and equipment, dispersed but
integrated locations on different power grids and
communications networks, unprepossessing
premises rather than the imposing "trophy" office
tower, rethought telecommunications—all are on
everyone's mind. Subjects like water supplies and
drainage systems are being reviewed, the location
of key personnel and the duplication of important
records are being studied, and all aspects of opera-
tion are up for discussion. We will adapt.

The general exodus from large cities that some
have predicted has not and will not happen anv-
more than it did in a London under IRA attack or a
Moscow under Chechen threat.

Life will continue as before, with common-sense
modifications, precautions, and redundancies seen
as a collective form of necessary insurance.

At various times over the centuries, doomsayers

were certain that the end of the world had come.
One such period was in New England in the late

28 Years of Publishing Excellence: 1976-2003

1600s, and one particular sect believed it could
even predict the very day.

The congregation debated selling all its worldly
goods, distributing the proceeds to the poor and
gathering in the churchyard at noon to greet the
Angel Gabriel with song and prayer. One wise old
congregant rose to insist that the Lord loved work
and workers. He proposed that they all greet the
Lord hard at work as on every other dav of the
vear. As far as we know, they and their descen-
dants are still at work.

I believe that in these uncertain times of Osama bin
Ladin and Saddam Hussein, the real estate field
should greet the future in the same way.

ABOUT THE AUTHOR
Daniel Rose, CRE, is chairmain of Rose Associates, lnc.,
in New York. (E-mail: dr@rosenyc.cont.)



INSIDER’S PERSPECTIVE

FOCUS ON HOUSING
FAIR HOUSING LAW — THIRTY-FIVE YEARS LATER

["1/ Chester C. McGuire, PhD

he year 2003 marks the thirty-fifth anniversary of the Federal Fair hous-

ing Law, which in retrospect is one of the most significant public policy

measures affecting the American real estate industry. | make this state-
ment based on mv own personal involvement in the real estate industry and
as a former government official responsible for administration of the law.

THE FAIR HOUSING LAW

. ‘ | The Fair Housing Act of 1968 (Title VIII of the Civil Rights Act of 1968) pro-
4 hibits discrimination in the buying, selling, renting, and financing of housing
Chester C. McGuire, based on race, color, religion, national origin, sex, familial status, and disabili-

CRE, PhD ty. Although prior to 1968 some states and localities had ordinances and

statutes against housing discrimination, the advent of federal legislation sig-
naled fair housing as national public policy.

The civil rights laws enacted in the 1960s had as their aim eliminating the ves-
tiges of historical discrimination in emplovment, education, public accommo-
dations, voting, and housing. In housing the vestiges of discrimination were
the pervasive urban ghettos, which were rigidly segregated and replete with
devastating social problems. There are undoubtedly many profound reasons
for the creation and development of todav's segregated neighborhoods.
However, some of the blame inevitably is conferred on the real estate industry.

During the years following World War Il standard practices in the real estate
industry included racial steering, outright refusal of service and blockbusting.
Minority families seeking housing were steered away from white areas into
black or changing neighborhoods. White families were steered away from
racially integrated areas. Outright refusal of service to minority customers was
the norm. This resulted in all white and all black real estate firms.

In some neighborhoods there was the practice of blockbusting. Real estate bro-
kers used scare tactics on white families to get them to sell their houses at low
prices to speculators. Then black families were sold these same houses at
intlated prices. Minority neighborhoods were "redlined,” so that conventional
mortgage money and insurance were unavailable.

These pervasive activities in the real estate industry set the stage for the pas-
sage of the Fair Housing Act of 1968. Real estate brokers, landlords, property
managers, lenders, and developers were clearly targets of the legislation.
When the Fair Housing Act was enacted, the real estate industry was per-
ceived as the clear villain, much in need of regulation.
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WHAT THE FAIR

HOUSING ACT ENTAILED

The Fair Housing Act as enacted in 1968 was not an
especially strong piece of legislation in terms of
enforcement. The Department of Housing and
Urban Development could receive complaints and
commence and investigation. If there was evidence
of discrimination the mater could be brought to
mediation. HUD had no enforcement power. At
last resort the Department of Justice could inter-
vene or the individual could file a civil suit. The
1988 amendments to the act provided HUD with
more authority.

HUD receives about 10,000 complaints of discrim-
ination each year. Approximately 43% are racially
related, 35% for disability related matters, and 18%
concerning familial status. The Office of Fair
Housing and Equal Opportunity in HUD operates
with a staff of less than 500 employees nationwide.

THE INDUSTRY RESPONSE

Members of the real estate industry have never
been fond of regulation of anv kind. Hence there
was much resentment of the Fair Housing Law and
its implementation. However, the 1968 legislation
included a provision that encouraged voluntary
compliance with the law. A very small staff, less
than ten people, administered the Voluntary
Compliance Program. However, from this quite
modest beginning, there developed an extremely
useful and important tool for the ultimate imple-
mentation of fair housing,.

The leadership of the real estate industry began to
understand and appreciate the olive branch pro-
vided in the voluntary compliance provisions of
the Fair Housing Act. A voluntary approach could
help the real estate industry achieve two important
objectives. First, by taking the initiative and
responsibility through its own voluntary measures
it might forestall the government's taking harsher
measures or more regulation. Second, the real
estate industry needed a way to escape from the
stigma of negative publicity it received regarding
racially discriminatory conduct of some of its
members.

Although some members of the real estate indus-
try profited from racially discriminatory practices,
most people in the industry did not. Many of those
who did not actively engage in racially motivated
practices did not want to be associated with the
stigma from those persons who did. In fact, it was
enlightened self-interest that moved people in the
industry toward embracing Voluntary Compliance
for the goal of fair housing,.

Racial discrimination and racial segregation were
simply not good for business. Although some
money could be made through discriminatory
practices that benefited a few, more money could
be made in an open market. The real estate market
could be expanded with millions of minority
households fairly competing for housing. Thus it
was in the best interest of all parties to foster an
open market rather than a market burdened with
the baggage of discriminatory practices. At least
this was the thinking of leaders in the real estate
industry beginning in the 1970s.

Organizations such as the National Association ot
Realtors, National Association of Homebuilders,
American Institute of Appraisers, and others, all
signed voluntary compliance agreements with
HUD. In the beginning these agreements pledged
that the organizations would take voluntary steps
such as education programs for its members to
stress fair housing. Although the steps were quite
modest in the beginning, theyv have certainly borne
fruit.

ABOUT THE AUTHOR

Chester C. McGuire, CRE, PhD, was Assistant
Secretary for Fair Housing and Equal Opportunity dur-
g the Carter Administration (1977 to 1978). He was
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of the real estate industry in implementing the Fair
Housing Law. H ¢ is currently a consultant working in
Berkeley, California. (E-mail: chetmcgwpacbhell net)
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INSIDER’S PERSPEC

FOCUS ON THE ECONOMY...

RECOVERY: ARE WE THERE YET?
by Mark Lee Levine, CRE, PhD

conomic recovery is much like the family auto outing across the country,
as the children in the back seat frequently ask the parents: "Are we there
yet?”

The issue remains: With regard to recovery of the real estate economy, real
estate investors, experts in the fields of banking, real estate organizations,
REITs, etc., and numerous financial advisors connected with commercial or

1 residential real estate are also asking this perennial question: "Are we there,
vet?" The aspirant seeks his or her answer to this continual question; and, the
Mark Lee Levine answers are affected by the local economy, as well as the broader economies of

~pr pi s "
CRE, PhD the United States and the world economy.

The issue as to whether the real estate recovery has "arrived” is compounded
by the consistent inconsistencies that are faced in various real estate markets.

RESIDENTIAL
The housing market continues to set a record sales pace in many areas of the

LLS.

The report by Ken Simonson, chief economist, Associated General Contractors
of America, for July, 2003, indicated that home ownership numbers continued
to remain very strong. Also noted in the Simonson report was the reference to
the Census Bureau, indicating that the adjusted sales of new homes totaled
$1.16 million, which was an increase of 4% from the revised total for May, 2003.
This is an increase of 21% from the June, 2002 total.

Also showing strength is the pricing of the median home throughout the
United States, which pricing is running at approximately $187,000.

Although such numbers are favorable, even in the housing industry that has
been showing record, positive positions, there is a decline in some areas, when
contrasted w 1th the prior year position. The report by the National Association
of Realtors (NAR) indicated that the sale of existing houses was slightly down
from sales of the prior year.

In general, the residential, single-family home market has had a fantastic run
over the past few years. And, it continues with very strong numbers, even if
somewhat reduced from the last several months.

As good as the residential real estate market has been, the market has shown
some decline, and it will probably continue in this track if interest rates con-
tinue to increase.
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However, without waiting for the issue of interest
rates, it is very clear that many other sectors of the
real estate market are adversely functioning from
the standpoint of the investors' position, notwith-
standing favorable interest rates and refinancing,
which gives greater support for cash flow.

COMMERCIAL

Office rents have generally been declining
throughout most of the U.S.A., over the past year.
The vacancy rates have generally continued to
increase, whether in Class A property or otherwise.

These are generalizations. However, as reported by
Cushman & Wakefield, in their study undertaken
by Gregory Bante, rental rates are falling in most
major cities throughout the United States.

Twenty percent (20%) vacancy rates are quite com-
mon for office space throughout major cities in the
United States. This is true in such cities as Denver,
Phoenix, Austin, Chicago, and even in many places
in California, such as San Francisco and the Silicon
/ W
alley.

Pockets of commercial real estate throughout the
country continue to be fairly strong, such as mid-
town New York City, which has gained strength as
a result of a shifting of some of the office popula-
tion to mid-town from the lower downtown, fol-
lowing the September 11, 2001 tragedies.

OTHER REAL ESTATE

In addition to a weak office market, other sectors of
the real estate market are also suffering. Hotel and
resort areas generally suffer from low occupancy
and reduced rates.

Building permits are substantially down in the
apartment sector, as reported by the Home
Builders Association (HBA). Overbuilding in this
area is especially prevalent in a number of major
cities, such as Denver, which has vacancy rates for
multi-family housing in the area of 15%.

Foreclosures are increasing in many parts of the
country, whether the foreclosed property involves
residential or commercial property. However,
because of the lower interest rates, it is true that
many property owners have been able to sustain
what would have been a verv negative cashflow
position.

INTEREST RATES

The lower interest rates that have been present for
several years, resulting, recently, in the lowest
interest rates in the last 45 vears, have been the sav-
ing grace in not only the residential markets, but
also in commercial real estate markets, supporting
a positive cash-flow position, even with higher
vacancy rates.

The continued ability to acquire or hold property
as a result of favorable, low interest rates cannot be
over-stressed. The single, kev factor of lower inter-
est rates have kept alive many markets that would
have otherwise been in dire straits.

It is quite easy to illustrate this impact on the resi-
dential marketplace. If the amount of debt in ques-
tion for a residential property is, for example,
$200,000, with interest at 5% on $200,000, this is
$10,000 in interest, per vear. However, the interest
at 8% is $16,000. Therefore, the $6,000 difference
results in a payment differential, for only the inter-
est factor, of $500 per month.

Such payment differential makes it clear that many
"prospective buvers” would not be able to pur-
chase, as they would be disqualified from this level
of home ownership, because of increased monthly
payments due to the higher interest rate.

If this same concept is pervasive throughout the
residential, single-family home market, with an
increase of interest rates from 5% to 8%, as illus-
trated, this 3% difference would be a disaster for
many residential real estate markets, especially for
purchases of homes, refinancing, new furnishings
for the home, possible home renovation and
improvements, and other support activities.

If we extrapolated from the above example, by
assuming that there is a debt of $2 million on the
property, as opposed to $200,000, the 3% differen-
tial, the increase in the interest rate, results in a
$60,000 per year increase, or $5,000 per month.

This example becomes further compounded, when
extrapolating, if we assume the given debt is $200
million, as opposed to $2 million. Applying this
same 3% differential on interest rates makes it
quickly apparent that there is a huge and adverse
impact by this 3% adjustment. Thus, at any level,
the 3% increase had an enormous, adverse impact.

28 Years of Publishing Excellence: 1976-2003

(521
1



Knowing this interest rate differential, the implicit
question is: "When will such rates increase?” The
most recent indicators show that interest rates have
been increasing, although there have been some
blips, up and down. Implications of such move-
ment is magnified, on the negative side, by consid-
ering that the slight movement in interest rates
from July and August, 2003, resulted in an approx-
imate 25% to 33% decline in refinancing.

As reported in Freddie Mac's Primary Mortgage
Market Survey, the 30-year fixed rate increased at
the end of July to the first part of August, 2003. This
dampened the refinancing market.

As reported in the survey by the Mortgage Bankers
Association of America, their Real Estate Center
online news, August 1, 2003 report, mortgage loan
applications for purchases and for refinancing for
the end of July, 2003 decreased by almost 25%.

Although the Federal Reserve Chairman, Alan
Greenspan, noted in his testimony before the
Committee on Financial Services in Congress on
July 16, 2003, that the market was somewhat "pos-
itive,” and that interest rates would remain low, to
help the economy recovery, concern continues in
many areas. This is especially true considering the
higher unemployment rate of over 6%, an
increased deficit, increased strain on the economy
because of war and terrorism, and other negative
positions, such as the decline in high-paying jobs
as a result of outsourcing many of these jobs by
some companies in hiring employees from outside
the United States.

Chairman Greenspan stated that we may be on the
verge of an economic growth; but, that is the con-
cern: We are on the verge: We are not "in" a sub-
stantial growth position.

It was reported in an article by Adam Shell in USA
Today (July 15, 2003), that the economy, as seen by
Chairman Greenspan, was "poised” for a rebound.
The concern is to determine "when" such rebound
will occur, and what negative factors may defer
such recovery.

"WHEN" DO WE GET THERE?

In the earlier-noted testimony by Chairman
Greenspan, made to Congress at the end of July,
2003, many questions have been raised as to how
we can have a recovery if unemployment contin-

ues to be high, and the nature of the jobs that we
are losing, such as high-tech and other well-paying
employment positions, are lost to new hirees from
outside of the United States. This issue was also
recently raised by Representative Michael Castle of
Delaware. This issue has been raised by many oth-
ers, who still seek the answer to the issues as to
"when" and "what" will cause the U.S.A. to reach
the recovery stage.

As reported by Sue Kirchhoft, in USA Today (July
16, 2003), Chairman Greenspan stated, before
Congress, that the support for the lower interest
rates will remain "for as long as it takes” for the
market to recover.

There continues to be concern with the Federal tax
cuts, and whether the tax-cut decision by Congress
and President Bush will provide an impetus for
improvement in the economy, or provide a larger
and bigger deficit that will be that much more dif-
ficult to overcome. This issue was discussed by
Chairman Greenspan in his testimony on July 15,
2003, before Congress and, specifically, before the
House Financial Services Committee. The article
by David Firestone, in the New York Tines (July 16,
2003), detailed the concern with these issues and
the increased deficit that will further strain the
economy.

Chairman Greenspan has supported the position
that, with tax cuts, there also needed to be spend-
ing restraints by Congress to allow the tax cuts to
be effective for the economy to recover. Whether
those restraints will come about remains to be
seen.

What should be very disconcerting to many
investors, lenders and others involved in the finan-
cial market, and with particular focus on real
estate, is the impact that a strong and continues
spike in interest rates will have on the real estate
markets.

On the negative side, for whatever reasons the
interest rates spike, it is clear that this could be very
damaging to the economy. Concern with inflation,
deflation, outsourcing of jobs, unemployment, ter-
rorism, an increase in the Federal and state deficits,
etc., will seriously impact much of the rental real
estate market. Such negative items may produce a
concomitant hold-back on expansion by many
companies. Vacancy rates would continue to

REAL ESTATE IsSuEs, Fall 2003



increase. Home sales would slow. Refinancing
would, for most intents and purposes, mostly end,
whether for residential or commercial property,
and there would be continued pressure for finan-
cial positions that involve variable rates, adjustable
rates, construction loans and other short-term
interest rates, where the newer, current rates
would be substantially higher than the rates for the
first few years in 2000. This scenario would, in
turn, cause additional foreclosures, a slowing of
activity in the general economy, and a time interval
for regrouping within the marketplace.

There is the hope that such spiking of interest rates
would not come about. However, the implications
of such spiking should at least be considered and
substantially weighed by those who are facing
debt positions.

Under the current setting, there are certainly favor-
able performance grades that could be issued for
the marketplace. For example, the residential real
estate market would continue to receive an "A”"
grade, as activity in the residential real estate mar-
ket, and particularly the single-family home mar-
ket, continues to be strong. Pricing of homes
remains strong. (Prior articles and commentaries
have discussed the reasons for such positions,
including a lack of other alternatives to place
monies, the comfort level with "bricks and sticks”
as opposed to intangible positions, a reduced
desire to enter the bond market because of low
rates, the uncertainty and volatility of the stock
market, and prior-year losses, among other issues.)

The Consumer Confidence Index (CCI) continues
to drop. Should it sustain further losses, this, con-
comitant position, with the potential increase in
interest rates, spells a very negative scenario for the
marketplace.

Although home sales for new property generally
continue to increase, existing home inventory sales
have slowed in many areas; and, the inventory of
homes on the market continues to grow in many
areas.

Home affordability for home purchasers continues
to be favorable, given the lower interest rates.
However, the recent increase of interest rates at the
end of July, and the first part of August, slightly
reduced the affordability ratio.

Vacancy rates in office space continue to rise.
Therefore, in many markets, existing vacancy rates
would receive a "C" grade, at best.

Motels, hotels and resort properties have also
experienced higher vacancy rates and lower rental
rates, thereby producing a lower rate or grade of a
"C" to "C-" in many markets.

Favorable financing continues to be the key factor.
Although financing might have received an "A+"
grade over the past year, recent events might
reduce that to an "A" under the current scenario.

Other types of commercial property have various
grades that might be assigned for performance, but
generally would be in the "C+" to "B+" grade range,
depending on the type of property and location
throughout the country.

Industrial space remains fairly strong in many parts
of the country. However, retail space is showing
signs of overbuilding in many areas. As reported in
the Wall Street Journal (July, 2003), shopping center
vacancy rates have increased. (However, occupan-
cy rates are still fairly favorable.)

CONCLUSION
To the question, "ARE WE THERE, YET?" the con-
clusion is that we are not there vet.

But to the question,”"WHEN WILL WE GET
THERE?": This answer depends, in part, upon job
growth, stimulus in the economy to gain a sus-
tained position for more jobs, and a more positive
attitude for the consumer confidence level to be
sustained at a higher rate for a number of quarters.

It is unlikely that there is much stimulus in the
economy to turn the corner and produce a "quick-
fix" to "get us there.” Although the tax rate cuts
have been made, it is unlikely that they, alone, will
provide the stimulus necessary to "jump-start” the
activity of the economic engine for the real estate
market as well as the economic market in general.

Even if we assume that interest rates remain fairly
low, that much of the vacancy in multi-family units
and office space is absorbed because of reasonable
expansion, a positive attitude, and lack of terrorist
activities, the likelihood is that arrival of a strong
economy will not occur, until, at best, later in 2004.
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RESOURCE REVIEW

RECOMMENDED READING

LEADERSHIP FROM THE DEPTHS

How RONALD REAGAN
CHANGED MY LIFE

by Peter Robinson

as reviewed by Bowen H.

Buzz McCoy, CRE

‘Buzz” McCoy, CRE

How Ronald Reagan Changed
My Life: Peter Robinson (Former
Speechuworiter to the President),
Harper Collins, 2003, 263 pages.

he l‘uspuctcd management con-
sultant, Peter Drucker has writ-
that to be a
leader in the future one must be in
harmony with oneself, love his fellow
workers and have a pas-

sion which draws one

out of
Furthermore, according
to Drucker, a leader of
the future
have the emotional
maturity to remain calm
in  periods of
change and anxiety. In
recent years books on
leadership have stressed
the need for that emo-
tional maturity and sta-

successful

ten

oneself.

must also

stress,

How
RONALD Rl

CHANGED My LiFt

PETER ROBINSON

Bible. For many, Peter Drucker's
thoughts resonate with one of the
great underlying written premises of
Christian, Jewish and Islamic reli-
gions that one must be in harmony
with oneself, with one's neighbors
and with a form of ultimate reality
which calls us outside of ourselves
and which many chose to call God.
Many would agree that a major pur-
pose of all religions is to
draw one out of oneself
and into relationship
with the other, including
the Divine Other.

A

Dante drew on this
when he wrote to his
protector while in exile
from Florence, Can
Grande of Verona,
describing  how  he
wished his great poem
Divine Comedy to be

b

bility which arise in one
who is centered and
capable of sustaining relationships
which draw on the intimacy and trust
formed out of the deep levels of per-
sonality.

Leadership out of the depths is noth-
ing new. The concept is covered in the

read. First, there is the
surface level, describing
what appears to be going on. Then
comes the allegorical level, where one
makes meanings through the stories
and heroes that move them. Then
comes the moral level, which depicts
the legal and normative values of the
day. Finally comes the fourth level,

1S
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the depth of spirituality and religion, where the
deepest meanings and connections are made. Such
a method of thinking was derived by Dante from
the lectio divina, the method of deep contempla-
tive prayer utilized by medieval monks.

Centuries later, Soren Kierkegaard utilized similar
methodology is arriving at his three levels of liv-
ing: the aesthetic, the ethical and the religious. For
him the aesthete lived on the surface level of self
gratification and leisure. As one matured and took
on the responsibilities of marriage, family, career
and the like, one became ethical. The final religious
stage was achieved only when one could let go of
oneself and be responsive to the claims and needs
of others, including the Divine Other.

Dietrich Bonhoetfer, the German theologian and a
leader in the underground movement to eliminate
Hitler, wrote of "religionless religion” or "hidden
religion” in " a world come of age". By this he
meant that in a secular society which no longer
treasures, and even disdains, outward religious
symbolism, one may still remain deeply religious
and spiritual by acting out one’s faith in little acts
of everyday Kindness and grace.

The 20th century theologian, Paul Tillich, wrote in
The Courage To Be of the self confidence required to
bring our spiritual natures into everyday life.
University of Southern California professor, Ira
Mitroff, reports the results of surveys indicating
that, more than financial compensation, most peo-
ple treasure work that fulfills them as people and
that allows them to realize their full potential.

We need current day examples reminding us that
great leadership comes out of the depth of our
being. In his book How Ronald Reagan Changed My
Life, former Reagan White House speech writer,
Peter Robinson, repeatedly reports on the positive
impact of the inner calmness and serenity of the
former President on those around him and,
indeed, on the world at large.. Despite a life that
had all too many of the common causes of misery-
divorce, lack of professional success, an alcoholic
father-Reagan sustained an almost theological
sense of hope, strength, resiliency and an innate
sense of the basic goodness of creation.

Robinson was clearly one of the President's most
effective speech writers, coming up with the memo-
rable phrase: "Mr. Gorbachev. Tear down that wall!”

He lucked into a job in the White House through his
friendship with William F. Buckley, Jr. He and his
contemporaries on the White House writers’ staff
(several of whom became life-long friends) would
discuss for hours what is was that made the
President who he was. As a result they became
adept at writing speeches in the President’s voice.
One of the reasons they could write parts of a
speech that sounded like Reagan speaking was
because the President had developed a deep consis-
tency and integrity in who he was and what he said
and how he said it. He knew who he was, and oth-
ers could figure out who he was as well. When the
State Department tried to put their words in his
mouth, they failed.

These were formative years in Robinsons's matura-
tion. Although he writes little explicitly about his
personal faith background, it becomes clear that he
is on a journey as well. He spent evenings dis-
cussing Reagan's religious make-up with a friendly
priest. In the course of coming to understand
Reagans' faith and prayer life, he also become less
self conscious about exploring his own depths as a
person.

Robinson reports that Reagan was known to his
closest friends as a man of faith, but none could say
just why. "We all sensed it-we just knew. But it's not
as it Reagan wore his religion on his sleeve. ...He
wore it in his everydayness, his treatment of people,
including the ‘little’ people, who were as important
to him as the great ones.” One of the few times he
was seen to be angry, was when he had been over-
scheduled. "He just hated it when people were kept
waiting. He felt it was discourteous”

According to a close friend: "He was a man of
prayer. Reagan prayed in all moods and in all cir-
cumstances. Even during government meetings,
Reagan might offer a brief, silent praver. | could
usually tell when he was in communication with
our Lord. When he was leaning back his head and
looking at the ceiling, that's often when he was pray-
ing."..."He didn't need a church to pray in. He
referred to his ranch as an open cathedral with oak
trees for walls. On trail rides, Reagan would recite
the famous prayer of St. Francis of Assisi that opens:
'Lord make me an instrument of Thy peace.’
Sometimes the President would look around and
say, 'What a wonderful place for prayer.” And some-
times he'd just look up at the sky and say, 'Glory to
God"."
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President Reagan connected with the Pope in their
deep desire to free Eastern Europe. In a speech draft
Reagan wrote: "Our pravers will go with vou (the
Pope would soon be traveling to Poland) in the pro-
found hope that soon the hand of God will lighten
the terrible burden of brave people evervwhere who
yearn for freedom, even as all men and women
yearn for the freedom that God gave us all when he
gave us free will. ... Perhaps it's not too much to
hope that true change will come to all countries that
now denv or hinder the freedom to worship God."

Robinson writes: "Yet if Reagan never wore his reli-
gion on his sleeve, he never gave the slightest indi-
cation that he ever felt embarrassed about it either.
His love of God proved as central to the way he
looked at the world-as central to his very being-as
did his love of country. Working for him, I was final-
ly able to quit feeling embarrassed about my own
faith. Whenever I'd hear someone speak as if only
rubes believed in God, I'd remind myself that
Reagan had succeeded in radio, motion pictures tel-
evision and politics-and that it looked as though he
was winning the Cold War..Working for Reagan
taught me a second lesson about faith, one 1 still
think about almost every day. It enabled me to see
how faith and everyday life fit together.” Robinson
sums up Reagans' religious belief as follows
"Ronald Reagan demonstrated an implicit belief in
the sacred and equal importance of all men as chil-
dren of God."

Robinson presents an overall portrait of the
President as a genial man who was also a hard
worker and a man of action. He portrays Reagan as
genial and relaxed almost to a fault, lacking not only
the intensity, but also the vulgarity, of several of his
contemporaries. Despite media comment to the con-
trary, Reagan was always a very hard worker, hand
writing many of his speeches and radio broadcast
scripts as well as thousands of personalized letters.
Well into his seventies he continued to put in full,
hard days of labor at his ranch near Santa Barbara.
Reagan's faith might be summarized in a card one of
the White House secretaries had tacked to a bulletin
board over her desk: "Pray as if evervthing depend-
ed on God. Work as if everything depended on
vou.

The media disparaged Bedtinte for Bonzo and other
"B" pictures he made, but Robinson makes the case
that the experience of acting out multiple contin-
gencies prepared the President for his leadership
role. "He understands open-endedness and contin-

gency. He sees that life is a drama in which a lot of
the scenes still haven't been written.” He also had
developed a businessman's capacity for taking
action when all that needs to be known to make a
decision is not and cannot be known. This capacity
tollows also directly from Tillich's The Courage To Be.
"Getting on with it, especially in the face of com-
plexity, does simply come down to trving some-
thing. Ronald Reagan knew how to try something,”
Robinson observed.

President Reagan's small town background, his
unembarrassed belief in traditional values and his
basic trust in the American people resonated posi-
tively outside he Beltway and allowed him to go
over Congress directly to the people, who trusted
him.

Another of the speech writers analyzed Reagan as
follows: "What's in his head is simple Christian
belief as mediated by the democratic ideals of small
towns in the Midwest. Reagan doesn't believe he's a
superman. He believes everybody's a superman-
that all individuals have a kind of supreme inherent
dignity. The way he looks at it, he just happens to be
the one whose background and talents made him
President. But he doesn't consider himself one bit
better than anybody else. And with him it's not just
an intellectual notion. It's real. It really is. It's so
much a part of him that you can see it in the way he
treats people every day.”

By transparently reporting his own faith journey
and his maturing process as a young protessional
Peter Robinson exposes himself to potential embar-
rassment and derision. His writing style is open, self
deprecating and, at times, humorous. In revealing
his interest in accessing Reagan’s spiritual nature he
displays a self confidence and emotional maturity
which stands well in the company of the man he is
writing of. He gives to those who honor Ronald
Reagan the gift of understanding much better what
it is in the man that they admire so much. For those
who are not admirers but sustain an open mind,
Peter Robinson provides an opportunity to under-
stand why this President was so successful in so
many ways. Along with the two recent publications
of Ronald Reagans’ writings and letters, How Ronald
Reagan Changed My Life is an invaluable insight into
the inner nature of a great leader that will stand the
test of time.

Bowen H. "Buzz"” McCoy is a retired investment banker
and former President of the Counselors.
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