REAL

ESTATE
ISSUES

Volume 7
Number 2

Fall/Winter 1982

Urban Site Assemblage: Getting It All Together

The Context of Inner City Revitalization

Race and Property Value: A Changing Concept

Seldin on Change: Implications of Changing Land Prices
The Commercial Condominium

Noneconomic Factors in the Site Selection Process

Yields on Commercial and Industrial Real Estate Versus
Other Assets

A Lender’s Viewpoint: Six Ways to Survive Today’s Real
Estate Depression (and Other Observations)

Foreign Investment in U.S. Realty: Prospects for the 1980s

Choosing Real Estate Microcomputer Software

Graduate Level Needs and Opportunities in Real Estate

/e

L

&
Xy \J
Zarg co®

7 = N s, o
Q\f-" SOC/‘:
L\

(Y
@ (fong

James A. Austrian, CRE
Jack Harris

|. S. Fuerst & Susan Sarcone
Maury Seldin, CRE

Henry Boeckmann, Jr., CRE

Joseph Rabianski
& Stephen W. Wright

James R. Webb
& C. F. Sirmans

Donald J. Stratton
& Barrett R. Bates

Dudley S. Hinds

John Oharenko
& Ruth M. Spiegel

Norman G. Miller
& Gregory P. Gardner

1

£




Editor’s Statement

This number’s miscellany of articles brings together in
somewhat disjointed fashion a host of related con-
cerns. How are we to redevelop our city cores? Can real
estate entrepreneurs, operating from market motives in
a classic market environment, provide the sites needed
to accommodate the growing service economy? Will
revitalization trends now visible be enough to put our
cities back into usable condition? Do racial issues, now
seldom discussed, continue to impact the develop-
ment patterns of our metropolitan areas, or have they
been laid to rest — at least sufficiently to allow urban
redevelopment to move forward without reopening old
wounds? Will new devices such as the commercial
condominium affect locational choices? What are the
factors that actually determine those choices, and are
the choices themselves serving the needs of the coming
generation of companies and people?

Of at least equal importance are the financial condi-
tions that underlie the real estate market. Will real es-
tate be able to compete successfully for funds in the new
financial environment? Can today’s real estate profes-
sionals survive in tomorrow’s marketplace without at
least a change of costume? To what extent will foreign
investment complicate, and perhaps enrich, the in-
vestment picture?

These broad questions, and others like them, are very
much in the minds of thoughtful real estate profession-
als. Your own answers to them, and your comments on
the ideas propounded in this number, would be very
welcome,

We close with an examination of existing microcom-
puter software and a study of graduate level needs and
opportunities in real estate, both aimed at students as
well as teachers. If we have our own reservations about
the adequacy of microcomputers and graduate schools
in delivering the goods, and we do, we must at least ac-
knowledge their growing importance in numbers and
acceptance. If the real growth in real estate sophisti-
cationisoccurringelsewhere, boththose who are think-
ing of committing themselves to the microcomputer
format and those who are programming our schools of
higher education will need to hear about it.

ﬂw{ Yoz
Editor-in-chief



Urban Site Assemblage: Getting It All Together

James A. Austrian, CRE, Page |

Drawing on his various experiences in New York City, the
author presents a firsthand view of some of the positive and
negative aspects in the acquisition of land and buyout of the
tenants in an assemblage project. Comparing the process of
assemblage to a jigsaw picture puzzle, he gives the reader
some of his personal strategies and organizational steps in
pulling deals together.

The Context of Inner City Revitalization

Jack Harris, Page 8

Revitalization is occurring in most large cities and has
altered the outlook that inner city residential properties
need to suffer inevitable decline in investment quality. The
author examines the nature of revitalization, and uses the
experience of the city of Atlanta to illustrate how various
stages of the process may coexist with continued decline.

Race and Property Value: A Changing Concept

J. S. Fuerst and Susan Sarcone, Page 14

This study indicates that there are observable relationships
between race and property values in American cities. The
facts suggest that the introduction of some blacks into a
neighborhood has little or no effect upon the movement of
land and property prices, but where massive movements of
minorities take place, prices do decrease and continue at
the lower level. Exceptions are found in areas of recent in-
migrations where properties have been in fine condition
and the new population is entirely minority.

Implications of Changing Land Prices

Maury Seldin, CRE, Page 19

In his fourth article in this series, the author looks at the
increases and decreases in land prices and how these values
are influenced by the efficient use of land. He discusses
some of the changes taking place in the demand for land
and what impact the ecological movement has had on the
issue of land use. He concludes by addressing land use
policy and some of the problems and concerns faced by
urban development managers.

The Commercial Condominium

Henry Boeckmann, Jr., CRE, Page 21

The commercial condominium has been profitable for

the medical profession and in the toy and jewelry trades,
and is now being tested in the general market. This article
explores its potential in the real estate industry. After
providing background information including history,
advantages and disadvantages of condominium ownership,
and defining terms, the author presents an overview of the
costs involved in ownership as opposed to leasing.

Noneconomic Factors in the Site Selection Process

Joseph Rabianski and Stephen W. Wright, Page 25
Location decisions are made on the basis of economic and
noneconomic factors. Although economic factors have
received more analysis in the literature of real estate,
noneconomic factors, both objective and subjective, are
especially important when alternative sites are equal to
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each other on the basis of transportation and production
costs and market considerations. This article discusses
several subjective, noneconomic factors that have played a
part in recent site selection decisions.
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Yields on Commercial and Industrial Real Estate Versus
Other Assets

James R. Webb and C. F. Sirmans, Page 28

Two real estate yields (leveraged and unleveraged) are
derived for five commercial and industrial property types,
using data from a large institutional portfolio. These yields
are compared via regression analysis to yields in the money
and capital markets for 1966 through 1976.

A Lender’s Viewpoint: Six Ways to Survive Today's Real Estate
Depression (and Other Observations)

Donald |. Stratton and Barrett R. Bates, Page 34

The real estate market is predicted to rebound as general
economic recovery begins and mortgage rates subside, but
no one knows exactly when this will happen and how
strong the market will be when and if it does take place.

In the meantime, however, how should forward-looking
investors approach problems and explore potential
opportunities in the market? The authors offer several
practical suggestions to help steer investors in the '80s.

Fareign Investment in U.S. Realty: Prospects for the 1980s
Dudley S. Hinds, Page 37

Foreign investors seem to be providing an increasing
amount of capital for U.S. real estate. Although there are
insufficient data to permit an adequate assessment of the
importance of this type of investment, enough is known to
warrant further study. This article explores the prospects for
the continuing flow of foreign investment into U.S. realty
during the 1980s, especially in the light of existing theories
of foreign investment.

Choosing Real Estate Microcomputer Software

John Oharenko and Ruth M. Spiegel, Page 43
Microcomputers are becoming popular real estate
investment analysis tools. The most frequent applications
are discounted cash flow analysis, mortgage amortization
calculations, rent roll computations, and other forms of
investment planning. In this article, three types of software
categories used for real estate financial analysis —
prepackaged, custom designed and timesharing service
programs — are presented.

Graduate Level Needs and Opportunities in Real Estate
Norman G. Miller and Gregory P. Gardner, Page 47

Real estate professionals, especially appraisers, have been
concerned in recent years about the growing proportion of
feasibility studies and sophisticated real estate consulting
that is being performed by market research and accounting
firms instead of by “traditional” real estate firms. This raises
the question of whether or not traditional real estate
education is up-to-date with the needs of the market. This
article reviews and compares existing graduate level real
estate programs with a survey of a cross section of real
estate firms.
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URBAN SITE ASSEMBLAGE:
GETTING IT ALL TOGETHER

by James A. Austrian, CRE

Most of Manhattan’s modern skyscrapers occupy rela-
tively large sites, typically 40,000 square feet or more. In
nearly every case, those sites once were, and continue to
be, created by adding together numerous small abutting
parcels.

New York’s north-south blocks in the midtown grid plan
are mostly 200 feet deep and the typical turn-of-the-
century lots had 25-foot frontages. It would thus not be
unusual for a 40,000 square foot building site to be com-
prised of as many as sixteen 25’ x 100" parcels. The more
likely case, however, would have an assembler looking at
four, five or six parcels to be acquired—and it’s virtually
certain that every parcel will be improved and occupied.

The urban site assembler is interested only in vacant
possession. “‘Fee simple”” is needed. To get it may require
the purchase of five or six parcels of land and thirty or
forty leaseholds. What is often overlooked, even by de-
velopers who are otherwise quite sophisticated, is that
freeing the assembled land from those tenant leases is not
only the most difficult aspect of assemblage, but can
easily be the most expensive.

A Day In The Life Of An Assembler

Here's what happened yesterday. Before lunch | had
reached a basic understanding with the last two vital
tenant holdouts in a major midtown assemblage—an as-
semblage on which | (as the developer’s consultant) and
the developer had been working for a solid year. We had
acquired eight fee estates to aggregate 25,400 square feet
plus air rights, which under the existing zoning would
yield about one half million feet of office space. Five of

James A. Austrian, CRE, is a partner in the New York office of Jones Lang
Wootton, an international firm specializing in counseling foreign and
domestic investors on commercial urban property development, land
assemblage and property investment. He is a graduate of Harvard
University and has done post-graduate work at New York and Denver
universities,

the old buildings were already demolished; one other
was being taken down some distance away from the small
building still occupied by the two “holdouts.” The deal
just struck was a steep one, but palatable to us and still
economically feasible in the master plan.

Because the new building density will be cut by 30 per-
cent if we don't get all the buildings down in the next few
weeks, THIS DEAL MUST CLOSE! (If it doesn’t, the
downzoning will reduce the capital value of this project
by about $15 million.)

At four o’clock this morning the demolition contractor
made a little mistake and dropped the rear third of a
10-story office building smack dab on top of the space stil|
under lease to our “holdouts” and occupied by them
during the day. No one was hurt, but alas the errant rubble
took out the top two stories of the wrong building. In fact,
the actual office where yesterday’s deal was concluded
now enjoyed the greatest ceiling height available: straight
up to Orion’s Belt, and beyond!

The victim immediately undertook not only to rescind his
buyout agreement, but also to seek a legal injunction
halting our construction progress and concurrently to
accuse us “jointly and severally’” of intentionally de-
stroying the demised premises. (If you are ever looking for
a vivid example of “constructive eviction” . . . this is it!)

Today has been a nightmare. The tenants are screaming
and suing; the demolition contractor is just shaking his
head. The City is starting to scrutinize the entire project
(and the requisite permits) through an electron micro-
scope. We were an item on the Today Show local news
segment. Our lenders are suddenly even more difficult
than usual. Our leasehold acquisition budget is going
right down the drain. Abutting property owners and ten-
ants are making threatening noises and meanwhile, if we
elect or are forced by circumstances to postpone comple-
tion of the demolition, the economics of the entire
scheme will be out the window.



Cetting down to two “holdouts’” was an adventure in
itself. We had started with 45 leaseholds with terms as
long as 10 years, and sought vacant possession of every
single space within eight months.

We did indeed acquire seven properties in fee and per-
suade 43 tenants to accelerate the termination of their
leases (and in fact they had all long since vacated on that
dismal night of the demolition mishap). That brings us to
the questions of how these tenant negotiations were
planned and carried out, and how those activities are
coordinated with the purchase (or at least the contracting
to purchase) of the various parcels,

I wish | alone held the secret of how to complete an
assemblage, and that “the secret’” were so astoundingly
brilliant and complex that the account you are about to
read would hit the literature like a bombshell revelation.
The truth—I sheepishly reveal—is quite different.

Just as an aside, last summer | was described in a Fortune
article on assemblage as a clandestine detective type,
buying up fees and leaseholds with cavalier abandon,

paving the streets and corridors with red herrings, spend-
ing 30 million of my client’s dollars in the process, and
ultimately delivering a ready-to-go building site—under
budget! To be sure, there are aspects of assemblage that
are creative, anectodal, fun and even under some circum-
stances glamorous. But in the main, assemblage is a busi-
ness of strategic planning, methodical tactics, common
sense and luck.

Puzzling It Out

An assemblage is very much like a jigsaw picture puz-
zle—not only because it involves fitting together intricate
elements, but also because the finished picture only
emerges fully when the last piece is put in place. Imagine
a puzzle of the Mona Lisa with the key piece missing right
from the middle of that famous enigmatic smile. That's
certainly no work of art, but put in the missing piece and
vou've really got something.

Like the puzzle, an assemblage is almost the perfect
example of a synergism—defined as a cooperative inter-
action of elements that creates a result or effect which is
greater than the sum of the effects taken independently.
Two and two equals five, so to speak. Think of DaVinci’s
painting again—much greater than the sum of its parts.
Compare an economically viable site for an important
development with a hodgepodge collection of under-
utilized small parcels and obsolete buildings.

The assembler’s first act in contemplating an assemblage
is quite like opening the box of scrambled pieces, dump-
ing them all out on the card table, turning them all right
side up and taking a measure of the problem. Step back
and look generally at the colors, the shapes and the
patterns. Devise a plan of attack (in attacking a jigsaw
puzzle, usually you go for the flat-edged border pieces
first; they're easy, and provide a framework in which to
work).

I recall doing exactly this “sizing up” in the very early
days of planning the 1980 Morgan assemblage in New
York’s financial district. One important building, occu-
pied entirely by Wells Fargo Bank and owned by several
investors who held a very boring long-term lease to Wells
Fargo, was definitely not a candidate for the first parcel in
the assemblage because those investors were thought to
be difficult and unrealistic in their perception of the value
of their position. | was certain we would never be able to
buy the fee at an economic price even with the
encumbrance of the long-term fixed rental yield. While |
was putting these thoughts into a memo for my client’s
consideration, in walked a solid, excellent broker who
controlled the fee, asking if I'd like to buy it for one of our
off-shore investors!

The sudden appearance of that broker on the scene added
an entirely new dimension to the strategy. It was obvious
that the owners had no idea an assemblage was afoot, and
it appeared that an economic price could be negotiated
because in the offering it was evident the sellers really did
understand the burden created by the lease terms. The
price for the leased fee might well be sufficiently attrac-
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tive to leave big dollars in the till with which to entice
Wells Fargo out of their leasehold.

’

The addition of this “border piece” to the assemblage
greatly improved the site—yielding a larger, better-con-
figured building and by virtue of its likely reasonable cost
enhancing the economics of the whole scheme. The
episode points up the need for the assembler to be pre-
pared to adapt his strategy to unexpected opportunities.

When sizing up an assemblage project for the first time, |
like to make several huge charts and keep them opposite
my desk on an easel until the job is completed. Every
single element that must be controlled in order for the
assemblage to succeed will be included. To lose track of,
or simply overlook, a small tenant with a lease can cause
havoc. | get it all down in list form and also graphically.

The list indicates each parcel and each leasehold within
that parcel, in an order running from the shortest to long-
est lease term, not in relationship to rental rate or area, but
in relationship to term. This tells me how much leverage
the tenants have in their ability to be spoilers or holdouts.

The graphic presentation is similar to a bar graph, with a
month-by-month calendar across the top stretching out
until the termination date of the longest lease in the entire
package and with the same list of tenants down the left-
hand side. This is presented also on a building-by-build-
ing basis. The graph provides a constant picture of the
relative leverage of each tenant.

With the entire situation now on charts which are fully
visible in one glance, we are able to make some im-
mediate judgments concerning our attack on the prob-
lem. The order is always thus:

1. Tie up with acceleration options the land parcels with
the longest reasonable contract terms, and try to tie up
the crucial ones first;

(2]

Negotiate with the potential “spoilers” and “wind-
falls” immediately;

3. Negotiate lease terminations with the longest term
tenants, and then . . .

4. Grind it out with all the rest.

Steps 1 through 3 ideally take place in a climate of se-
crecy, before the owners or occupants are aware of a
potential assemblage. At some point we must anticipate
the escape of the proverbial cat, and thereafter itreally is a
matter of making deals from a somewhat disadvanta-
geous position.

Need To Maintain Secrecy Of Assemblage

One of the proven tactics of the assembler is to treat each
transaction separately—going to great extremes to dis-
guise from each seller or tenant the fact that the buyer in
each case is assembling the site. This is much easier than
it may seem at first, but like everything else in assemblage
it does require careful planning,

AUSTRIAN: URBAN SITE ASSEMBLAGE

In the Morgan project three distinct corporate entities
were created with different officers, expressed purposes,
identities, addresses, lawyers, and agents. In one case the
stationery read: “'Robyncyn Land Co., Inc. . . . Diversified
Investments for the Housing and Hospitality Industries
..."" to support the notion that the company wished to
acquire the obsolete office property for conversion to
condominium housing and a ground floor restaurant. It
also permitted easy written communication with the only
remaining tenants, both restaurants.

Legal representatives for each acquiring company had to
be chosen with care, mostly as a safeguard against a
future disaster. Once the fact of an assemblage has
emerged, the big guessing game centers on the identity of
the actual assembler. If that entity is a well-known institu-
tion such as Morgan Guaranty, the usual Morgan law
firms, title companies and insurance agents cannot be
used,

Tying up purchase contracts in the right order sounds
easier than it is, of course. The trick is to maintain the
secrecy of your intentions. Even though you want a long
contract with the smallest possible deposit, in case of a
total bailout, you are compelled to disclose your re-
quirement for possession, so the contract must provide for
permission or license to talk to the tenants and negotiate
to move them around within the building or out com-
pletely. The requisite indemnification of the owner/con-
tract-vendor against economic losses often puts a burden
on the purchase negotiations and on the contract drafters.

The easiest situation involves a single owner/occupant-
vendor or at least a single-user building. In putting to-
gether the site that now houses the AT&T World Head-
quarters on Madison Avenue, | confronted a small build-
ing occupied entirely by an up-market ladies wear de-
signer. We sent a broker/confidant to see the agent for the
property with the advice that the assembler, a consultant,
had clients from Europe and he—the agent—had a feeling
that the ultimate occupier was a French couturier start-
ing out in the U.S. Coincidentally, an item reporting
just such a theory appeared in a local gossip column
at the time purchase negotiations were heating up.

At times it will be advantageous to acquire a fee position
subject to the seller’s ability to give possession: Let the
seller do your bidding. Thisisespecially appropriate when
the seller has a good or close relationship with his tenants
and is prepared to enter into a conditional deal. In these
instances | try to work out a “not-to-exceed’” budget for
the buyouts on an aggregate or individual basis, together
with some sort of attractive incentive plan for the seller.
Such negotiations are always structured ad hoc to fit the
relative leverages of the tenants and sellers, the per-
sonalities, the time constraints and the budgets. | recently
completed a major tenant buyout for an office building on
East 52nd Street where the seller and | agreed to budget
foreach tenant, with my own participation and consent to
each deal and with an agreement that if the budget didn’t
fly, I would agree to increase the budget as necessary.
This arrangement only suits a situation in which the seller



(your partner, as it were) is scrupulously honest and to-
tally conscientious. It worked handsomely in this case.

A good rule is never to accept as gospel a seller’s informal
representations about the willingness of his tenants to
give up their leaseholds. And never rely on a seller’s
concept of what vacant possession will cost. Violate that
rule and look for a lifetime of explaining to your client
how the budget went haywire.

On the same site where the demolition mishap occurred,
we were badly “burned” by the misrepresentation of a
contract-vendor. The rent roll indicated a particular full-
floor lease expiring in June 1983, with the caveat that a
renewal lease running until 1990 was in the tenant’s
hand, although not signed by the landlord (seller). We
relied on this. The contract period dragged on, and in-
deed was extended by 60 days at one point. By some
miracle the contract-vendor’s signature ultimately ap-
peared on the tenant’s copy of the renewal and we ended
up paying over half a million dollars more for that one
parcel. Do your own homework.

Dealing With Spoilers And Windfalls

Identify the “spoilers” and the “windfalls” ... then
charge. In the early tactical days two special categories of
tenant always seem to emerge: those who can hurt you if
you don’t make your peace with them first, and those you
think may be ““bought cheap.”

“Spoilers’” are the ones you had better get first. These are
coffee shops where all the tenants go for lunch and ex-
change gossip, illegal operations (and there are such
things, especially in the Big Apple), and very long-term
leaseholds without which your whole plan has no viabil-
ity.

On 52nd Street we had a tenant (call it the Hackensack
Social Club) occupying the penthouse. Only a few
months or so remained on the lease, but we heard rumors
of some strange activity in the premises and decided to
investigate. Our first indication that the social club was
not used regularly for Bar Mitzvahs and confirmation
parties emerged when we encountered a sophisticated-
looking TV camera set up in the otherwise shabby and
dingy lobby. We walked in one evening after a dinner
next door at the Peking Duck and a voice from nowhere
asked, “May | help you?”" That was at nine at night in an
unattended office building lobby. We said, "Oops, wrong
building,” and departed.

The next morning | ventured to the penthouse, taking an
elevator to the top floor, then climbing up a flight behind a
fire door to the roof. Where a rickety penthouse was
supposed to be there was, instead, a completely self-
contained fortress. All the windows had been replaced
with mechanical metal louvers. Full utility lines ran up the
outside of the building. Separate heat-pump air con-
ditioners were mounted through the walls. The door to
the space was a thinly-disguised version of what kept
Indiana Jones from the Lost Ark. This was definitely not
your usual “general business” office tenant.

| called on the local police precinct and two detectives
came to see me. At one point in my conversation with Lt.
Mulvey, who had a real gun in his real white cotton sock, |
ventured to ask, “Is this really the biggest after-hours
gambling operation in your district?” He replied, “No,
it's the biggest in New York City!”

Lt. Mulvey and his partner tried recruiting me or my
colleagues to go ““under cover’ into the club and collect
evidence which would help the police get the operation
closed down. We refused.

Fortunately, when served with a friendly request to vacate,
the Hackensack Socials calmly agreed to move the float-
ing club to another eastside office building. | watched
them cart out the baize tables and other paraphernalia
that Saturday morning.

“Windfalls” are those deals that simply fall into your lap.
The earlier Wells Fargo story is an example. Like thatone,
many windfalls cannot be predicted but others often can.

Certain classes of leasehold seller or tenant have interests
that can be acquired at a perfectly reasonable price either
because they have no idea of the value of their interest to
yvou or because the leasehold is not the tenant’s most
valuable asset. Often tenants are ready to retire, want to
relocate for one reason or another, or simply recognize
that they are not in the business of selling leaseholds.

A good example of the latter occurred on East 48th Street
with a national chain shoe store. | went directly to the
president of the company in Massachusetts, told him
exactly what we wanted to do and that if he figured the
total of all his out-of-pocket expenses for relocating to
comparable space, we would simply pay it without
haggling. He did. We did, and to this day | am confident
it was a fair deal for both parties.

The Thursday after our “dummy’’ corporation in the Mor-
gan assemblage took title to 25 Broad Street from the
Helmsley-Wien syndicate, | (as the “new owner”) re-
ceived a call from an officer of a bank that had leased and
then sublet about 40,000 square feet. He wondered if we
would allow them to buy their way out of their master
lease, which still had a year to run. By Friday—after only
one face-to-face negotiating session—we shook hands on
a deal, agreeing that for a consideration of $200,000 we
would take back their lease and relieve them of the obli-
gation.

One of the top real estate lawyers in New York and his
entire crew worked straight through the weekend on the
termination and release agreements and about fifteen
sublet assumptions. By Monday we were ready to close.
The suspense was shattering because | knew that news of
the assemblage was about to break at any instant. If the
tenant learned of it, the roles would be reversed. Instead
of collecting, say, a quarter million dollars for our
generosity, we would have to pay perhaps half a million
for the privilege of terminating that master leasehold! Net
gain by way of “windfall” . .. no less than $750,000.
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A windfall situation can often be created by purchasing
the business so that the lease just comes along as part of
the assets. This may take a bit of role playing, but the
rewards can be great. It helps to have many personal
friends in disparate businesses who enjoy the occasional
theatrics of assemblage. So far my friends and | have run
restaurants, saloons, hardware and leathergoods stores, a
messenger service and a photostat business. In each of
those cases the cost of the entire business, including
operating losses, was substantially less than the likely cost
of buying up the leasehold. Deals of this sort are only
feasible before news of the assemblage leaks out. After
that, the strategy must take a different turn.

My last restaurant fling worked out exceptionally well,
and with an ironic twist which, I think, carries with it
some message about fair dealing. On the 52nd Street
assemblage, the existing coffee shop operator assigned
his lease to two young Greek entrepreneurs just starting
out who naively overlooked a demolition/termination
clause in the lease. They had barely got their operation
going when the owner, a contract-vendor to us, delivered
the 60-day termination notice. A new and bilingual attor-
ney confirmed the bad news, and when they learned of
the pending sale the two entrepreneurs came to us hat in
hand to see if they could stay open while they looked for
another location.

Luck was with all of us because | had just then begun an
assemblage across from Saks Fifth Avenue and needed to
acquire the seedy Kenby Coftee Shop, which sat in the
middle of the site with a lease running until 1990,

Fortunately for the two young men, for whom we felt
genuine sympathy, we were able to arrange for them to
buy the Kenby business and operate it for the six or eight
months remaining while we completed the assemblage.
They made a strong profit without any real investment;
the seller of Kenby got a fair price for his failing business;
and we bought the 10-year lease for a song. By keeping
the Kenby shop open ““under new management,” we
were able to maintain for months the illusion that no
assemblage or demolition plan could possibly be under-
way. We saved a million dollars on the cost of the 48th
Street assemblage through this combination of circum-
stances.

Budget Preparation Of Utmost Importance

Preparing a formal budget for tenant buyouts is critical to
a sound assemblage strategy, no matter how it may ulti-
mately be violated. It is where the plan must start, because
it establishes the order of events.

Some initial assumptions are: that each tenant is basically
honest and will be forthright in his dealings; that he is not
motivated by pure greed; that he will recognize fairness
when he sees it; and that there are no legal or force
majeure reasons why he cannot give up his existing space
and relocate to comparable accommodations.

In this budgeting process it doesn’t matter particularly
whether or not the tenants recognize the fact that an
assemblage is occurring. What does matter is that they are
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being asked to relocate to suit your convenience rather
than theirs.

The framework | adopt provides that in my approach to a
tenant | will promise to:

1. Indemnify him against any out-of-pocket expense
created by the relocation;

2. Relocate him into better accommodations than he is
leaving;

3. Make the relocation as trouble-free and painless as
possible;

4. Help him physically to accomplish the move; and

5.

Leave some real money in his pocket al the end.

Living up to the letter of those promises will cost the
assembler only a tuppence compared to the large num-
bers that roll off a tenant’s tongue if you just blindly ask
what he wants in order to move out a year or two early.

Major items that need to be calculated carefully and
realistically are:

® The rent differential
® The cost to improve the new space

® The cost of removal

® The cost of special removal unique to the tenant’s
business

e The cost of ancillary relocation expenses

® A contribution to defray business losses brought
about by the sudden dislocation

® The “pocket money”

Rent differential is usually the biggest item and the most
difficult to forecast. Compare the tenant’s current
monthly rental with market rentals for similar or better
space, of the same area or slightly larger, available in the
marketplace.

Multiply the differential by the number of months re-
maining on the existing lease, starting with the first date
the tenant could realistically take occupancy of the new
space.

The arithmetic in a typical situation might look like this:

New monthly rent for 4,000 square
feet of office space (@ $27 per

square foot per annum $9,000
Existing monthly rent for 3,800

square feet (@ $7 per square foot

per annum — 2,217
Monthly rent differential $6,783

Number of months (existing lease
expires 6/30/84; new space
could be ready 2/1/83) X 17

Rent differential $115,311



The budget for improving the new space depends on the
type of business being relocated and the standard accept-
able to the tenant. For this exercise, let's establish that
number at $35 per square foot, or $140,000.

An experienced removal company is a good friend in this
business. In exchange for loyalty, they make prompt,
accurate estimates and provide excellent service. As-
suming this tenant runs an uncomplicated business that
requires only the relocation of basic furniture, decor, files,
office machines and the like, we may get an estimate of,
say, $4,000.

Do not overlook elaborate safes, alarm systems, compu-
ter equipment, photo editing gear, recording equipment,
materials handling apparatus, etc. These can entail spe-
cial moving costs to cover highly technical rigging and
installation. If this tenant, an advertising agency, uses one
very sophisticated and delicate videotape editor/splicer,
the cost of shutting that down, dismantling, moving, reas-
sembling, aligning, fine-tuning, testing, and finally put-
ting it back in service could add an extra $5,000 to the
bill. Sometimes such equipment cannot be moved and
may have to be completely scrapped and replaced.

Ancillary relocation expenses might cover such items as
reprinting stationery and business forms, sending out re-
moval notices to customers, relocating telephones, legal
fees and all the little “extras” that no one thinks of in
advance. We estimate $6,000 for those items.

| often omit dislocation costs from the budget because a
well planned and coordinated relocation should elimi-
nate them. In the case of retail business, however, some
losses may reasonably be expected and should be entered
into the equation. (Caution: Agree to a loss of net profit,
not of gross sales.)

The pocket money estimate should bear some relation-
ship to the sum of the above items. In this example:

Rent differential $115,311
Leasehold improvements 140,000
Removal 4,000
Special removal 5,000
Ancillary removal expenses 6,000
Dislocation loss -0-
Total reimbursable expenses $270,311

The first stab at a total budget to induce this ad agency to
give up its lease a year and a half early should thus be
$370,000, or $100,000 over the ““actual expenses’ faced
by the tenant.

When | go to a tenant for the first time | have all these
estimates in my pocket. My presentation will include at
least the following firm statements, which contribute to a
productive, mutually respectful negotiating atmosphere:

® \We hope that we can persuade you to relocate from
these premises to others, which we will help find.

e We will reimburse you for every conceivable reason-
able expense you will face, including any differential
in rental.

e We will pay to build out and decorate the new space
to your satisfaction, a major cost which you would
have to pay when your lease is up, and will pay to
notify yvour customers of the move and reprint your
stationery.

e Furthermore, as a “‘reward” for the aggravation and
disruption and nuisance associated with moving be-
fore vou intended to, we will put in your pocket—
after taxes—$50,000.

e If you disagree with the estimates prepared for your
review and guidance, | will gladly adjust my budget
upwards to reflect your closer knowledge of your
firm’s operations.

A simple form that | devised helps me make these pre-
liminary budget calculations which are then entered next
to each tenant’s name on my list and bar graph presenta-
tion. The total is shown at the foot of the column and
represents the least amount anticipated as the final ac-
quisition cost of the leasehold interests. | would ordinarily
advise my client that a more realistic budget should con-
sider doubling that first column.

Often, after going through the entire analysis with a tenant
in great detail, he will turn to me and say, “That $370,000
sounds real great at first blush, Jim, but | am lucky enough
to be holding all the cards in this game. | was planning to
stay here for the rest of my business life, | like it here and
I've been associated with this spot for 27 years. | see you'll
pay the 17-month rent difference, but what happens in
the 18th month and forever after? No thanks, Jim. Much as
I respect and admire your straightforward approach and
your client’s limited resources, 'l just stay right here for
another year and a half, unless you will put a million
tax-free dollars in my pocket right now. In that case I'll be
out of here and you'll have the keys by this weekend.”

This scenario does not represent a total disaster, because
itimmediately defines the bracket within which your deal
will ultimately fall. That knowledge, for each element in
the assemblage, is essential to the economic strategy
needed to pursue the project.

Issue Of Condemnation

I would like to cover briefly one aspect of assemblages
about which there are widely divergent views. This is the
possibility of condemnation for the intractable holdout
whose obstinacy stands in the way of a totally cleared land
parcel.

The Manhattan “‘holdouts” are legendary: P.J. Clark’s,
Nedicks, Joe & Rose’s Restaurant, Hurley's Bar and (very
recently) Reidy’s. There are dozens more. Those owners
(or in some cases, tenants) in their small, usually undistin-
guished one and two-story buildings, stayed right there
while grandiose new skyscrapers rose up around them,
up against them, on top of them or through the middle of
them. The final effect was often visually disruptive, out of
character or just plain ugly. Worse than that, the holdout
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property, once passed up by the assembler, would prob-
ably never again have the high value it enjoyed as part of
the assemblage.

Some of my colleagues believe that those holdouts repre-
sent impediments to the development of public spaces for
the public good and that the city should be able to use its
eminent domain power to condemn the holdout prop-
erties for “‘just compensation” in accord with established
condemnation practices. | say no. The developer should
cut a deal. Experience has demonstrated that in almost
every case the holdout property could have been ac-
quired at costs which at worst would have had only
moderate impact on the economic performance of the
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grand scheme. The assembler simply failed in the negoti-
ation.

The holdout, in my view, has an absolute right to hold out
for whatever he wants, without fear of condemnation, at
the risk of losing out in the last analysis. My experience
has shown repeatedly that office developments can al-
ways afford to come up with the bit extra necessary to
meet the outrageous, despicable, greedy demands of the
heartless holdout. What the developers object to is not the
audacity of the holdout, but the fact that they themselves
weren't so lucky as to hold a 10-year lease on the most
essential square foot of land in the middle of someone
else’s assemblage.

~



THE CONTEXT OF INNER CITY

REVITALIZATION

by Jack Harris

Inner city residential revitalization represents an impor-
tant departure from the traditional “filtering down” ex-
perience of most older neighborhoods. An extensive body
of writings has developed to promote, explain and even
criticize the phenomenon.' It is time to examine the
meaning of revitalization in the broader context of urban
growth dynamics.

What made urban revitalization such a startling and ex-
citing development was its apparent absence in the or-
thodoxy of neighborhood change. Old neighborhoods
were supposed to be absorbed into the mixed urban cen-
ter, as new development expanded outward in search of
greener pastures. Along the way, these areas served to
house successive waves of less discerning and less afflu-
ent residents. As Frederick Babcock observed over 40
years ago: “Neighborhoods tend to decline in investment
quality.”? The idea was reiterated in various theories of
urban change, from “concentric rings” to “sectors,” later
to be formalized in the “filtering” process described by
Richard Ratcliff. "

Richard Andrews expanded upon this idea to develop a
life cycle concept for the neighborhood. He explained how
site values rise to a peak as an area is developed and pop-
ulated. After an indefinite period of stability, the area be-
gins an inevitable decline, brought about by competition
from newer and more attractive areas. The stage of de-
cline is marked by the decreasing socioeconomic status
of the area’s residents. At some point, the predominantly
residential character of the area is compromised. De-
pending on the success of this limited conversion, the area
may achieve a new cycle and new type of development,

Jack Harris, PhD, is assistant research economist at the Texas Real Fs-
tate Research Center, Texas A&M University in College Station, Texas.
He received his doctorate degree in business administration, land eco-
nomics and a master’s degree in urban studies from Georgia State Uni-
versity. He has written for the AREUEA Journal, the Appraisal Journal,
Texas Business Review and Tierra Grande.

or continue its downward slide toward abandonment.*
Hoover and Vernon have documented this type of life cycle
for New York City.”

The driving force behind the life cycle is the willingness
of incumbent residents to relocate in newer, more spa-
cious surroundings. Rising affluence encourages this
movement, as proximity to the city center is relinquished
in favor of greater space and amenities. As long as a ready
supply of useable land is available, city services are ex-
panding, and new construction is affordable, this out-
ward movement will continue.

It was recognized that some neighborhoods could resist
the filtering process if they were sufficiently insulated from
mainstream urban dynamics. Fiery observed that neigh-
borhoods in Boston had stubbornly resisted change, either
due to strong attachment to old, elite families or intro-
spective ethnic groups.® Others have contended that cer-
tain areas are characterized by a form of “dualistic”
economy, where paternalistic landlords view their prop-
erties more as personal estates than financial invest-
ments.” Such uneconomic decision making leads to
isolation from impinging market forces and adds unchar-
acteristic stability.

These cases are not typical in the traditional view of
neighborhood change. Residential areas are expected to
filter down and eventually succeed to some nonresiden-
tial use or outright abandonment. This pattern has pro-
vided the government with its basic rationale for urban
renewal programs. The ability of an area to recapture a
competitive position goes unmentioned. Yet recent ex-
perience shows evidence of this capability.

The Nature Of Revitalization

Today most metropolitan areas have at least one old
neighborhood that is undergoing revitalization. The rea-
sons for such activity are not difficult to find: Continuing
expansion of suburban housing has met with resistance
from high cost construction; land is scarce, expansion of
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public infrastructure has slowed down; and the demand
for close proximity to employment and retail centers has
increased. Consequently, the value of existing housing has
been enhanced.®

There has also been a coincidental shift-in tastes and pref-
erences. Inner city housing is no longer considered “off-
limits” but is a realistic alternative to suburban living.
Moreover, some of the unique attributes of inner city
housing have taken on a value of their own. Such changes
have led to stabilization, even significant appreciation in
property values of the older housing stock, aided consid-
erably by a favorable press.”

Much has been written in the popular literature on the
virtues of inner city revival, as well as some suggestions
of the dangers of “gentrification.”'” Because of the un-
expected, though welcomed, appearance of the move-
ment, the importance of revitalization may easily be
exaggerated. When viewed in context with the experi-
ence of the entire inner city, however, revitalization is seen
as highly selective and somewhat different from what is
often characterized.

Even in its advanced stages, revitalization rarely extends
beyond a few well-chosen neighborhoods, and is often
confined to one or two blocks. This points to the fact that
much of the inner city is too dilapidated, lacks historical
or architectural significance, and is too entrenched in being
the abode of society’s “undesirables.”

It is also indicative of the limited number of “pioneers”
who are willing and able to rescue the older parts of town.
Recent research shows that the typical renovator is not a
disenchanted suburbanite but a young family that has
moved from a rental unit in the city. Rather than a “back-
to-the-city” movement, revitalization appears to be a “stay-
in-the-city” phenomenon."

The areas selected for revival are not necessarily assured
of a long running renaissance. Revitalization possesses a
life cycle of its own, beginning from the time of discovery
by urban pioneers to the arrival of affluent latecomers. '
What happens when the final stage of this cycle passes is
unknown. Examination of recent development in one city
may provide some basis for speculation.

A Case Study

The city of Atlanta serves as a worthy case to show how
various stages of revitalization may coexist with contin-
ued decline. The inner city area is compact yet possesses
a variety of neighborhood types. The Central Business
District remains a strong regional employment center,
primarily attracting white collar professionals, govern-
ment employees and retail store workers. The central area
is serviced well by expressways, a limited rapid transit
system and extensive bus routes.

Neighborhood revitalization is very active in the city. The
movement began in a few northeast areas in the late 1960s
and accelerated in the mid-to-late 1970s,"'* spreading
generally in southward and eastward directions. The af-
fected areas are generally endowed with moderate vin-
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tage (60 to 100 year old) housing and unique natural and
man-made amenities, such as public parks, winding
streets, extensive vegetation and rolling topography.

In order to derive representative quantitative measures,
neighborhood boundaries are approximated by census
tracts. Although this introduces some distortion, the pro-
cedure seems to provide more advantages than disadvan-
tages. The choice of census delineations opens up the
extensive collection of historical data collected by the
Census Bureau. Data for 1976 are provided by a special
local survey.

By examining the rankings of tracts on a variety of mea-
sures including median property value and income and
over several time periods, it is possible to cluster the tracts
into categories. This categorization, using a completely
subjective method rather than rigorous statistical tech-
niques, aims at describing the various dynamic processes
at work throughout the inner city. The data seem to suggest,
again from subjective analysis, the existence of five basic
stages or processes, which are described in the following
narrative as well as shown in the Table and Figure.

Prestige Neighborhoods
Located in the northeast corner of the inner city'* is a group
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TABLE

Selected Characteristics of Inner City Neighborhood Categories, Atlanta

Category
Low

Prestige Filtering Stable Gentrifying Income
Number of tracts 5 22 3 9 12
Median housing
value, 1976* $49,700 $16,700 $18,200 $25,600 $13,800
Median housing
value, 1960* $19,200 $ 9,400 $ 7,800 $10,400 $ 8.500
Median household
income, 1976* $23,600 $ 8,800 $ 8,000 $ 9,000 $ 6,300
Median household
income, 1960* $ 8,500 $ 4,800 $ 4,700 $ 4,700 $ 3,000
Percent
nonwhite, 1976 1% 74% 17% 26% 96 %
Percent
nonwhite, 1960 1% 28% 15% 25% 92%

*Unweighted mean of census tracts in category

of residential areas with some of the finest homes in the
city. Endowed with attractive rolling topography, curvi-
linear street design and handsome architectural styling,
these areas are in high demand and are easily accessible
to the downtown employment center.

In spite of their amenities, these neighborhoods — pri-
marily Ansley Park, Morningside and Druid Hills — once
stood on the brink of decline. Developed in the early part
of the century, these areas became an outpost for Atlan-
ta’s elite. For example, the governor’s mansion used to be
in Ansley Park. As new areas opened to the north, many
of the fine old homes were converted to apartments.

The threat of decline was stemmed by design-oriented
renovators who recognized the inherent appeal of an area
interspersed with small neighborhood parks and in close
proximity to the Memaorial Arts Center, the Piedmont
Driving Club and Emory University. The area became more
stable in response to their efforts.

A potentially major problem was a planned limited-
access freeway that threatened to split the area in order to
provide better rush hour service to the expanding north-
east sector. Neighborhood associations forged a success-
ful fight to stop the development, and, in turn, greatly
intensified the preservation cohesion within the areas.
Today, these neighborhoods are relatively secure in the
mature stages of the revitalization cycle.

Filtering Neighborhoods

Although revitalization is well advanced in Atlanta, much
of the inner city continues to be subject to filtering ac-
companied by racial transition, as blacks move from their
traditional neighborhoods in search of better housing. As
depicted in the Figure, these areas are primarily on the
southwest and southeast edges of the inner city, fanning
out from the concentration of longtime black neigh-
borhoods in the center. By 1976, most of these areas had
long passed their “tipping point”—the level of racial in-
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tegration where whites begin to rapidly vacate the
neighborhood'"—and property values had stabilized
somewhat.

Stable, Moderate Income Neighborhoods

These “in-between” zones appear to serve as buffers be-
tween the downward filtering areas and revitalizing
neighborhoods. Each has suffered decline in relative
property values but has stabilized in recent years as mod-
erate income residential areas. They are predominately
white and consist of a large percentage of homeowners.
Their future is uncertain, yet Candler Park and Grant Park
are considered to be on the next wave of revitalization.'®
Although few in number, these neighborhoods are im-
portant in understanding the relation between filtering and
reviving areas of the city.

Revitalizing Neighborhoods

Areas located to the south of the northeast prestige neigh-
borhoods and a few areas surrounding downtown are
representative of the middle stage of the revitalization
cycle. Their revival is rooted in the search by many youths
in the 1960s for an alternative lifestyle. The midtown area,
complete with “head” shops, food co-ops and com-
munal living, became a center of this “counterculture.”

As these individuals matured, they took responsible jobs
and formed families but retained their preference for an
alternative to the stereotypical American lifestyle. “Crash”
pads became homes; co-ops became neighborhood as-
sociations. The old architecture and environment of areas
such as Little Five Points and Inman Park evoked a sense
of nostalgia, simplicity and freedom from the pressures of
modern society.

Property values in these neighborhoods were beginning
to respond by 1976 to the increasing demand for older
housing. Many of these areas, notably Inman Park, are
entering the final stage of revitalization, although there still
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exist pockets of unrestored structures and low income
rental units.

Low Income Neighborhoods

These neighborhoods surrounding the downtown area,
especially on the south and southwest side, contain the
lowest property values in the city and traditionally have
housed the bulk of Atlanta’s moderate and low income
blacks. Such concentrations have provided the impetus
for much of the racial transition in surrounding areas.

Representing the later stage of decline in the traditional
life cycle model, these areas, by and large, are losing
population as blacks take advantage of better housing
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in surrounding areas. This process of depopulation has
been aided by the public clearance activities of urban
renewal, model cities and highway construction, espe-
cially during the 1960s and '70s.

Lessons From The Atlanta Experience

Although Atlanta is used as an example, it is not meant to
be presented as the epitome of the American city, or even
of the revitalizing city. Atlanta has its own set of distinc-
tions: It has enjoyed all the attractions and prosperity of
the Sunbelt; it owes its relatively new physical develop-
ment to its unique history; its downtown area has a strong
professional, governmental and retail employment base;
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and it is ideally situated as a transportation hub. All these
features reinforce the value of central access and provide
a strong economic appeal to close-in living.

Atlanta’s older neighborhoods have been heavily im-
pacted by highway construction and urban renewal, which
has had the effect of uprooting many of the poor and
stimulating conversion of these areas to nonresidential use.
The thread of further highway development brought forth
strong citizen organizations in many older neighbor-
hoods, which have been instrumental in maintaining and
improving the quality of the neighborhoods.

While Atlanta’s distinctions may have helped to deter-
mine the pattern and pace of revitalization, they appar-
ently were not critical factors in the emergence of the
movement. As Lipton has demonstrated, revitalization has
been a common experience in many large cities in
the 1970s."7

These cities share certain attributes with Atlanta, which
appear to be instrumental in the success of revitalization.
The downtown sections of these cities retain a measure
of economic vitality that serves as a magnet to draw young
professionals who desire to live reasonably close to jobs.
Ethnic minorities, traditionally confined to the inner city,
have been provided access to older suburban areas, which
relieves the pressure on some older neighborhoods to
succumb to the filtering down process. These cities also
possess older neighborhoods with sufficient amenities and
architectural character to warrant extraordinary restora-
tion efforts. Not to be undervalued is the fact that each
city nurtured a small group of mavericks who sought out
older neighborhoods as an environment compatible with
their values and lifestyles. Thus, the seeds of revitaliza-
tion were planted.

Future Of Revitalization

The interesting feature of revitalization is not what has
happened in the past but what lies ahead. Beyond the eu-
phoria of revival advocates is the reality that the move-
ment has provided mixed blessings to city officials. Many
of the constituents who supported or were indifferent to
the current administration have been replaced by politi-
cally active groups demanding improvements in public
services commensurate with their upgraded communi-
ties. As this transition takes place, official reaction to it
will help determine the fate of the movement.

The Atlanta case allows us to speculate on this future di-
rection. The central area provides significant attractions,
and valiant efforts are being made to retain retail, cul-
tural, entertainment and sports facilities in the downtown
area. The urge to split the older neighborhoods by high-
way development has been blunted by construction of
rapid transit. There are even plans to transform previ-
ously obtained, but unused, highway right-of-way into a
massive park.

A key to the future lies in Atlanta’s success in maintaining
amiable race relations and countering the image of the city
as crimeridden and hostile to white inhabitants. The re-
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vitalized neighborhoods have effective representatives on
the city council for this task.

Another key is the resolution of the problems of residents
who are displaced by the revitalization process. Reports
in some cities indicate organized efforts by groups who
feel threatened by the rising values and rents in their old
neighborhoods.

This does not appear to be happening in Atlanta. In most
of the affected areas, residents have tended to be transi-
tional and accustomed to change and redevelopment due
to the rapid growth of the city. Furthermore, there is little
advantage for low income workers to reside close to the
center, since there is a lack of unskilled employment in
the downtown area. Also in the areas experiencing revi-
talization, little racial transition has occurred. Therefore,
gentrification does not present the problem of affluent
whites running off disadvantaged blacks, who are, in turn,
left to crowd into what remains of the ghetto.

These factors would seem to indicate an amiable future
for Atlanta’s older neighborhoods. Several areas have
reached a point in the revitalization cycle where long-term
stability is assured. Other areas are on the threshold of a
significant revival. Much effort and money have been in-
vested to reach this point, and more will be required to
continue the progress.

Even under favorable conditions and with dedicated pro-
ponents, however, neighborhood revitalization is im-
pacting only a small portion of the inner city housing stock.
Filtering and land use succession remain at work for the
larger part of the urban core. This should not be consid-
ered a failure or even an adverse development. While the
re-creation of high quality living environments in the
central city is a positive development, there is still a need
for inexpensive, low quality housing that no public hous-
ing program could satisfy. This need must continue to be
met through the traditional recycling of existing housing,.

It should not seem so surprising that some inner city
neighborhoods have managed to revitalize. The eco-
nomics for recycling housing were favorable, and a rel-
atively mobile and affluent group of homebuyers to take
advantage of the economics existed. Also, organizations
readily emerged to reinforce these efforts. Furthermore,
the activity developed as a result of market forces in con-
trast to the largely failed efforts of governmental urban
renewal.

The long-term dream of city planners to maintain a mid-
dle-class presence in the city has been realized, though
possibly not as they envisioned. It is time for revitaliza-
tion to become a part of the economic theory of neigh-
borhood change.
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RACE AND PROPERTY VALUE:

A CHANGING CONCEPT

by ). S. Fuerst and Susan M. Sarcone

For years banks and real estate appraisers have taken the
view that the entry of racial minorities, notably blacks, into
neighborhoods, reduces the price of housing and prop-
erty values. It is even more significant that their policies
have reflected this attitude and have escalated any gen-
eral effect that might have been present. Popular liberal
thinking, on the other hand, has held that race has no ef-
fect upon property values.

Laurenti’s Work

Because the earlier held attitudes and the resulting cor-
ollary actions such as redlining and exclusionary zoning
were inconsistent with constitutional justice to minori-
ties, there has been a concerted effort by the liberals to
demonstrate the falsity of establishment views. To dis-
prove conventional theory, a number of organizations and
individuals undertook studies on the effect of race on
property values. The best known study supporting
the liberal stance was Property Values and Race," by
Luigi Laurenti.

Laurenti’s work, based on comparisons of property val-
ues in test areas where nonwhite entry has occurred and
control areas that have remained white, in San Francisco,
Oakland and Philadelphia, showed that in four times out
of five when blacks enter an area prices will keep up with
or exceed those in areas that remained white.

One major limitation of Laurenti’s study is that he se-
lected test neighborhoods with mostly single family res-
idences and areas not contiguous to existing black

J. 8. Fuerst is professor of social work and urban studies at Loyola Uni-
versity in Chicago. He is the author of several articles on housing, pub-
lished in the Journal of Housing, the Journal of Property Management,
and Planning.

Susan M. Sarcone is completing a master’s degree in urban studies at
Loyola University, and previously worked in housing rehabilitation with
the Evanston Community Development Corporation. She currently re-
sides in Arlington, Virginia
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residential areas. Both of these factors make the analysis
inapplicable to many midwestern and eastern cities, where
the movement of black families is primarily an expansion
of the nonwhite central city ghetto. The study concluded
without any proof that property price change was not de-
pendent on the number of blacks that entered a test area.

What Laurenti’s study demonstrated, according to an un-
usually incisive review by Anthony Downs in Land Eco-
nomics,” was that the introduction of nonwhite families
into a neighborhood, in contradistinction to the conven-
tional wisdom, does not necessarily result in deteriorat-
ing neighborhoods and falling property values.

Other Studies
Other studies in Chicago and across the U.S. indicate rises
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in values in areas that have undergone racial change. E.
F. Schietinger’s article, “Race and Residential Market
Values in Chicago,”* indicates that while prices decline
during the period when the threat of black entry is per-
ceived, during actual entry values increased. He con-
cluded that because of the type of financial commitment
that it was necessary for a black family to make in pur-
chasing or renting a home, overcrowding was often the
only solution. Schietinger found that blacks paid more for
real estate than whites did in an area.

A study by Martin |. Bailey, “Effects of Race and Other
Demographic Factors on the Values of Single-Family
Homes,”* analyzed Chicago areas from 1948 to 1951 and
from 1954 to 1956. These findings also indicate that al-
though prices were low in neighborhoods adjoining black
areas, the relationship between race and property values
in black areas was insignificant.

Most of the studies undertaken during the 1950s and 1960s
show results presaging no change in property values when
blacks enter a neighborhood, regardless of the number of
incoming families. Even a cursory examination of hous-
ing values in the Chicago area suggested that this was not
completely accurate at that time.,

For a number of reasons quite apart from color, in-
migration in large numbers did seem to result in a slow-
down of the value rise or an actual decline in values in
many communities. Differences in a black family’s abil-
ity to obtain financing, annual income differences, and
lack of experience in home purchasing create circum-
stances unlike those that the average white family faces
in buying a home.

In addition, the entrance of blacks into an area often has
resulted in the departure of white families. The conven-
tional theory of “white flight” from a neighborhood
undergoing racial transition is related to economic con-
siderations. Attitudes of white residents during transition,
in particular their fear of decreased property values, es-
tablish the pace at which black families enter a neigh-
borhood. The tendency of whites in a neighborhood to sell
their homes at the first sign of black move-ins creates a
surplus of housing, which results in depressed prices. Thus,
the threat of decreased values feared by white homeown-
ers and potential white buyers materializes due to their
own desertion or avoidance of the area.

Chicago Value Analysis

The current study of property values and race used land
values as an indicator of property values but recognized
that this measure is valid only to a limited extent. The land
values used were obtained from Olcott’s Land Value Blue
Book for the Chicago Area’® and reflect a 30-year period
for areas that are V4 to /2 square mile in size. According
to Olcott, these values are based on existing zoning laws,
tax records, sales price information and interviews with
real estate people and area residents.® While land values
are merely a portion of property values, in general these
values as given by Olcott seem to correlate with the fluc-
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tuation of selling prices. There is no brief given for the va-
lidity or reliability of Olcott’s land values; and there is some
indication that in high property value areas his estimates
are low, whereas in low priced areas the values appear
high. Nevertheless, for 10 to 30-year trends, the relation-
ship values assigned by Olcott seem to be realistic, which
enables us confidently to infer relationships between
property values and land values.

In order to test the correlation between land value as
measured by Olcott’s book and appraised property val-
ues, a comparison was made in a northwest Chicago res-
idential area (7200 W-7600 W; and 6800 N-7600 N).” In
this area, land values rose 40 percent, from $195 per front
foot in 1964 to $275 in 1970. Appraised property values
on a selected group of houses in the same area increased
from $24,000 in 1964 to $34,000 in 1970, slightly more
than 40 percent. Similarly, from 1970 to 1973 average land
values in the same area increased 27 percent from $275
to $350, while appraised property values rose from
$34,000 to $39,000, an 18 percent increase. This com-
parison suggests that the relationship between these two
factors is positive.

Data seem to lead to the conclusion that land values over
substantial time periods are affected by racial factors.

For example, in areas that were exclusively white from
1950 to 1979, values jumped from $48 a front foot in 1950
to $337 in 1979. In North Side areas in Chicago such as
those bounded by Irving Park Road to Addison Street,
Central to Austin Street, land values went from $57 in 1950
to $415 in 1979. Another nearby area bordered by Sem-
inole and Foster, Oriole and Canfield, had a similar un-
broken rise from $35 in 1951 to $425 in 1979, a 700
percent increase over 28 years. All neighborhoods se-
lected from North and South sides that remained white
throughout the 25-year survey period showed a consis-
tent rise in values, often doubling or tripling from 1951
to 1970.

In areas that have remained black since before 1950,
steady rises in value have occurred but at a greatly re-
duced level. Here the value went from $30 to $60 a front
foot or in some cases to $100. Examples of these all-black
areas are Hamlin to Aberdeen in Morgan Park, with prices
increasing from $25 to $75 per front foot; or the 63rd Street
to Marquette Road, Cottage Grove to Vernon area in West
Woodlawn, where prices increased from $35 to $100. In
sum, all these areas had low land values for the 40-year
period and none rose to a land value over $100. This sug-
gests that while land values reflect the reduced demand,
they also rise, to some extent, with the general price level.

Perhaps the changes that can be attributed most to racial
attitudes were those which occurred in areas where black
families moved between 1970 and 1979 — areas which
were all white from 1950 to 1970. These areas had shown
virtually the same land value trends as many other all-white
areas, increasing from $50 to $170 from 1950 to 1970.
However, after the areas were populated by a substantial
number of blacks, the land values fell from $170 to $100
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per front foot. In most cases, these land values in 1979
were less than the land prices in 1960.

The tendency for prices to drop with racial change was
also found in other areas, but the effect on land value was
not always as immediate. A more important phenome-
non was the relative amount of the increases. For exam-
ple, in many areas where blacks moved in from 1950 to
1960 or from 1960 to 1970, land values continued to rise
but at a far lower rate than in most of the white areas and
at almost the same rate of increase as occurred in areas
that had been black for many years.

Large Scale Transition

A cogent example of the differential effect of large scale
or small scale black in-migration is observable in the
contrast between the South Shore and Edgewater com-
munities. The South Shore area (Chappel to Phillips, 75th
Street to 79th Street) showed continued land value in-
creases between 1950 and 1970, from $81 to $125.
Clearly, the area had been one of the highest priced areas
in Chicago in 1950 and remained above average in 1970,
However, by 1979 when the population of blacks in the
area had risen to over 90 percent, the average land value
dropped to $100 even though the physical condition of
the area was still very good. In contrast, in Edgewater on
the city’s North Side where there were less than 5 percent
blacks, the land price jumped from $76 in 1950 (less than
in South Shore) to $475. Other upper middle class areas
where blacks have moved in in large numbers from 1970
to 1979 were Austin from Central to Lockwood and
Adams to Harrison. Land values in these areas have gone
from $74 per front foot in 1950 to $216 in 1970 and
back to $75 by 1979.

These changes suggest that price fluctuations in areas of
above average property evaluation where blacks move in
are not necessarily related to differences in the quality of
housing. Contrary to the conventional idea that blacks
primarily move into deteriorated areas, black families have
in recent years moved into areas that prior to their in-
migration had high property values. Following these ra-
cial changes, several areas with a substantial black influx
showed declines or small increases, while areas with some
black but predominantly white occupancy continue to
show sharp increases.

Stable Black Areas

One example, which may indicate a future pattern, is
found in a South Side area where prices decreased for
awhile as black families filtered in, but the loss was re-
covered in part as the upper middle class black families
began to predominate. In one of the two most prestigious
areas on the South Side, known as “Pill Hill” because many
physicians built their homes there from 1950 to 1968,
prices dropped from $180 a front foot in 1960 to $115
between 1970 and 1976. Although this loss was later
partially recovered and prices rose to $150 per front foot,
it never reached the 1960 price and was still much lower
than the prices of similar or even lesser quality housing
on the all-white Northwest Side of Chicago. The signifi-
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cant fact here seems to be that although values can rise
with all-black occupancy, because of the limited market
the values do not rise as much as in all-white or pre-
dominantly white areas.*

A further indication of the housing conditions in the areas
where blacks moved in from 1950 to 1970 is derived from
the Census Bureau Reports of 1960." These studies show
no evidence that the areas that underwent racial transi-
tion were dilapidated or deteriorating when black fami-
lies entered. All the areas studied, into which blacks moved
in large numbers between 1960 and 1970, showed 1960
dilapidation figures for their census tracts of considerably
less than the citywide average of 2.5 percent, which sug-
gests that neither the original housing conditions nor any
decline in maintenance practices by the blacks on the
property caused the apparent slowdown in value in-
creases. Rather, the white residents’ fear during the tran-
sition of decreasing property values and the corollary
actions of the families to leave the neighborhood created
a surplus of rental and single-family housing on the mar-
ket. This surplus together with a large fall-off of the de-
mand due to an avoidance of the area by white buyers
results in the slumped market prices.

Black Entrance Without White Flight

Laurenti’s study pointed out that the number of black
families entering an area have no effect on the price
structure. As indicated above, findings in this study are at
variance with Laurenti’s work. On the other hand, it has
been found that the introduction of black buyers or rent-
ers into an area, if done in moderate numbers, has no ef-
fect on prices because it has little or no effect on white
demand. This is, in fact, the most important finding of the
study. Where a moderate percentage of black families
moved in, prices have continued their climb with no vis-
ible effect on land values.

Good examples of this are in Lincoln Park and Hyde Park
where some black families have moved. There has been
no mass exodus and no consequent substitution of black
for white population in Lincoln Park. While Hyde Park
experienced some substitution of blacks for whites in the
1950s, essentially the area has stabilized in the last 10
years. In both of these areas, as the table below shows,
there has been a steady value increase despite black
in-migration:

Price Per Front Foot

Year Lincoln Park Hyde Park
1950 $ 70 $ 80
1960 $100 $105
1970 $400 $300
1979 $725 $400

Whereas Lincoln Park on the city’s Near North Side has
fewer than 10 percent black families, Hyde Park had 40

*An interesting corollary to the maintenance of property values is the
high reading scores achieved by the students in the public schools
in this area as well as the boundary areas populated primarily by
middle class black families (Public Interest, Spring 1981 issue).
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percent as of 1970 and the same percentage in 1979. In
addition, Hyde Park is on the South Side between vir-
tually all-black South Shore and Kenwood. While it is the
most stable integrated area in Chicago, the prices are
clearly affected by its location in the middle of a mostly
black South Side. Hyde Park, like Lincoln Park, is com-
posed of white families of above average income and ed-
ucation. Most of the whites in Hyde Park have chosen to
live in this diverse community although they could afford
to live elsewhere.

The acceptance by whites of a greater number of black
families may be, at least in part, due to these social fac-
tors. While income level does not necessarily correlate
with racial attitude, the percentage of blacks a white area
would tolerate is likely to be influenced both by the so-
cioeconomic background and the previous exposure to
integration of the white residents.

Hyde Park and Lincoln Park are only more obvious illus-
trations of what is happening in other areas as well. Mid-
dle class neighborhoods of the city are becoming more
receptive to moderate black entrance. In the many areas
where blacks have dispersed in differing numbers (the
school populations include from 8 to 20 percent btack
youngsters in these areas),” no effect is observable in the
land value level. In a West Rogers Park area bordered by
Western, Wolcott, Birchwood and Farwell, an unbroken
escalation from $85 to $580 per front foot occurs. Cor-
respondingly, in Lincoln Square in an area bounded by
Ravenswood, Foster, Glenwood and Summerdale, the
prices of land have escalated continuously from $70 in
1950 to $450 in 1979. Similarly, in an area bounded by
Ridge, Glenwood, Sherwin and Morse, also on the North
Side, the prices have risen from $100 to $490 despite the
presence of a substantial number of black families.

Suburban Communities

An analysis of the land value change in two large sub-
urban communities in the Chicago area, Oak Park and
Evanston, illustrates the same pattern: The entrance of
blacks in small percentages shows no effect on land value.
By 1979, Oak Park was almost 10 percent black, while
Evanston was about 25 percent black. While black fam-
ilies are largely concentrated in certain sections of these
suburbs, a substantial number of black residents are scat-
tered in areas that are predominantly white. In an area
bounded by Garfield, Roosevelt, Maple and Oak Park
avenues, with about 6 percent black families, land val-
ues changed from $60 to over $300 by 1970 — a contin-
uous increase.

Areas in Evanston that have remained white since 1951
have shown a consistent rise in value comparable to white
North Side areas of Chicago. These selected neighbor-
hoods which have an overall average increase from $65
a front foot in 1951 to $270 in 1976 are southwest Ev-
anston areas. Neighborhoods that have been black for 20
to 30 years in western Evanston show an average in-
crease from 1951 t0 1976 of $28 to $127. Areas that more
recently have absorbed a small percentage of black fam-

FUERST and SARCONE: RACE AND PROPERTY VALUE

ilies (1 to 8 percent) in southeastern Evanston had an av-
erage land value change from $75in 1951 to $295 in 1976.

Black families have lived in Evanston for decades. Until
the last 20 years, however, they have lived for the most
part in a western section of the city, that has remained
predominantly black. Over the last 28 years they have
moved into many sections. In Oak Park the predomi-
nantly black population west of the Chicago Loop has ex-
panded during the survey period. By 1960, the black
population of the city’s West Side had reached Central
Avenue, less than a mile from Oak Park’s eastern bound-
ary. Oak Park, which bordered the western edge of the
expanding black area on Chicago’s West Side, was faced
with the possibility of the entrance of large numbers of
black families, many of them from nearby low income
areas. The village, since 1970, has taken steps to plan for
black entry. Recognizing that the entrance of a small
number of blacks would not cause a mass white exodus,
Oak Park attempted to protect property values to reassure
doubters by establishing a quota system in the village.
These efforts were legally blocked, but so far there has been
no mass entrance or exodus of black or white families.
The village board more recently sought to institute
a guaranteed buy-back plan to assure homeowners
who remain in the area that they would not lose money
on home sales,

Planned Entry Of Black Families

Many suburbs, including Oak Park and Evanston, Park
Forest, Calumet Park, Maywood, Bellwood and others,
have recognized the need for balanced racial occupancy
and have formed housing centers. These housing centers
make every effort to see that black families are intro-
duced into all parts of the community instead of being
concentrated in one area. Perhaps the best example of
success in this endeavor is in Calumet Park, a suburb on
the Southwest Side of Chicago with a population of 10,000
people and mostly blue collar workers; the community
has a 25 percent black population with 90 percent of the
blacks being integrated throughout the suburb (see Com-
monweal, June 5, 1982, “The Town Where Integration
Worked”).

It is unrealistic to approach the field of buying and selling
or renting with color-blind glasses. To say that racial fac-
tors play no part in property values is not only an illusion,
but it is misleading. It is this kind of “democratic neu-
tralism” that causes areas to resegregate from all white to
all black, even when neither group particularly desires this
direction. Ignoring race will neither make white people
stay nor enter an area, and it will not keep black people
from buying or renting in large numbers.

The establishment of race as a legitimate consideration in
the areas of housing, employment or education has been
validated time and again by the U.S. Supreme Court. Most
recently in the Bakke case Justice Powell spoke for the
Court, saying that race was a valid, even necessary factor
in choosing students for a medical school. Actually em-
ployers, universities and government itself have, by their
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selection policies, validated this expansion of opportu-
nity for black people.

Despite statements to the contrary, in housing, too, as
shown in the case of Hills vs. Gautreaux, the Supreme
Court validated the action of the District Court which had
placed a specific “quota” in four housing projects with
predominantly white families, saying that not more than
a fixed number of blacks could be admitted.

Conclusions

While the findings in any study on the effect of race on
property values are not conclusive, this study suggests
generally the introduction of a large number of black
families into an area causes a slowdown in the increase
or decrease in property values during the transition. At the
same time, areas with small-scale population changes re-
flect no such value changes.

Until such time as a housing market and a society ex-
ist which are so open that black families can more freely
move into white areas without prompting white fears and
resulting disruption of real estate values, race must be
considered in any attempt to prevent continuation
or reinstitution of existing housing patterns in cities like
Chicago.

Conclusions in a study of this nature are temporary, not
permanent, since they depend so largely on attitudes as
well as the economics of a particular time. If what is hap-
pening in a few places now, namely, the crystallization
of strong black middle class areas, becomes widespread,
there is no reason that all black areas may not have values
and prices that approach, if they do not equal, values in
white areas.

In any case, emphasis must be placed on positive solu-
tions: revitalization of all-black stable areas for those blacks
who wish to live in black areas, plus the introduction of
blacks into all-white areas. Only then will a truly color-
blind housing market exist in the United States.
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Seldin On Change

IMPLICATIONS OF CHANGING LAND PRICES

by Maury Seldin, CRE

Land price increases generate a great deal of interest.
Land price declines generate a great deal of concern.
Currently, there is a great deal of concern about land
prices.

The downturn in land prices is yet to be fully docu-
mented, but a few related points are of considerable
interest:

First, the ratio of land value to building value has in-
creased, at least for housing. In regard to land value as
a proportion of land and building value, the housing
market is experiencing a situation similar to the boom
of the 1920s.

Secondly, the scale of projects and accompanying in-
creases in intensity of land use have increased substan-
tially. The skyline is seeing changes similar to those
which occurred in the '20s.

And finally, there are some real questions as to how
much additional land is really needed in order to add
to the inventory of buildings. Construction activity has
declined, which may be partially due to the high cost

This article, fourth in a series by Dr. Seldin, 15 based on a presentation
he made at the Land Policy through Taxation Conference, held last July
in Rindge, New Hampshire
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of financing and may also indicate that much more space
under current conditions simply is not needed. With the
decline in construction activity, there is a resultant de-
cline in the demand for land.

From an historical perspective it is interesting to note that
according to Homer Hoyt's One Hundred Years of Chi-
cago Land Value, land value peaked in 1836, 1856, 1873,
1892 and 1926. It may well have peaked again.

Significance Of Changes In Land Prices

Inflation and inflationary expectations account for a sub-
stantial portion of the change in land prices. In order to
know and better understand how much of the change in
land prices has been accounted for by inflation, it would
be useful to know how much land is in speculative hands
and how the quantity of this land changes with general
price movements. Having this information in hand would
sort out some of the factors influencing changes in land
prices.

Our interest in land values is predicated on obtaining a
more effective utilization of the urban land. Strangely
enough, the most efficient pattern of land uses would give
the least aggregate land value.

On a site-by-site basis, an increase in the efficiency of land
use by increasing the intensity of use improves the land
value. This may continue until the improvement be-
comes an overimprovement. Thus, within such limita-
tions, we tend to think that the greater the land value, the
more efficient the land use.

What is true of the individual parcel is not necessarily true
of the aggregate. The value of the particular site depends
upon the availability of competitive sites. Thus, a legal or
other restriction on potential developable sites for a type
of use will, by constraint of supply, push up values.

The extent to which values can be increased because of
this artificial constraint is influenced by the availability of
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sites farther out, even though they are less desirable. The
location differences, especially the transportation costs,
will influence how high the values of the more favorably
located sites are able to rise. Thus, the more restrictive the
supply of close-in land, the greater the premium for the
close-in land.

Such premiums are reduced by additions of freeways and
rapid rail transit systems. The far-out land becomes close-
in, and the competitive advantage of this land is eroded.
Thus, an optimal system would utilize a spatial relation-
ship of activities and a transportation/communications
network which would give the least aggregate land
values.

As previously discussed, it would still hold true that the
more intense development of a specific would give a
greater value to that site. But itis irrelevant if the question
focuses on the pattern of land use and aggregate land val-
ues rather than the value of a particular site in various uses,

Current Trends

Forecasting by extrapolation will show good results, ex-
cept for the turning points, and sometimes only the turn-
ing points count.

It is too early to tell if the back of inflation has really been
broken. It is doubtful because many of the underlying
causes have not been dealt with fully. While the cost push
of the oil cartel and domestic suppliers of a wide variety
of goods and services has softened, the lack of fully com-
petitive markets still permits oligopolistic price pressures.
Other impediments to a decline in inflation are the lack
of productivity gains, wage and price increases tied to price
indexes, and of course, the problem of the federal deficit.
The attempt to deal with all these inflationary forces
using mostly monetary restraint is at best optimistic —
the better word might be foolhardy.

Nevertheless, the expectation surrounding inflation has
changed and that tempers the rate of price increases in
land. But there may also be some real changes in the
demand for land.

The physical requirements for land use are changing.
Smaller households along with some element of hard times
tend to push people toward making do with less space in
the housing unit and greater land use density. Also, the
forces tend to favor a greater geographic concentration of
activity.

The 1980 census showed more households living in two-
unit structures than there were dwelling units in these
structures. lllegal conversions of single-family units to in-
clude an accessory unit have been commonplace in many
areas. This activity as well as other conversions exert less
pressure to obtain additions to the supply of developable
land.

The “back to the city” movement is not yet completely
clear. The desire for a suburban environment and the shift
of job locations to outlying areas are obviously a centrif-
ugal force.
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The big deterrent to efficient land use—the ecological
movement—hit a watershed mark with the 1970 NEPA
legislation. It may have hit another watershed with the
1980 elections. In any event, the decade of restraint con-
strained the land supply, fostered leap frogging, and
hence pushed up prices.

Now, however, the rise in unemployment is for some
communities an overriding concern. The decline in the
relative strength of the environmentalists is a tempering
force on the pressures for extensive land use.

The contribution of the environmental movement in en-
hancing ecological and aesthetic values has been quali-
tative. However, instead of a positive approach to an
improved environment, the strategy of restraints brought
a quantitative problem in developable land. That prob-
lem appears to be easing.

Land Policy Implications

The makers of land use policy are thus receiving signals
from a variety of forces that land prices should be declin-
ing. A decline in inflationary expectations softens the land
market. Demographics and the economy are softening the
real demand for additional land; and, an ease in the en-
vironmentalist's impact is softening the supply con-
straint. Since the price of land is also an adequate indicator
of misuse of land, there is great difficulty in sorting out
which forces account for how much of a decline.

The greater the misuse of land, the higher the general level
of prices. On the other hand, the more efficient the land
use, the lower the level of land prices. In using land price
measures as tools, it is necessary to couple them with a
land inventory and budget. Urban development man-
agers must determine how much land should be bud-
geted for conversion and whether or not the inventory is
sufficient. Obviously, the inventory needs to be greater
than the “budgeted” absorption. And, absorption will vary
from year to year with economic conditions, especially
interest rates. Land use managers should understand the
system and maintain a management approach which uti-
lizes price and quantity signals.

Land price indexes and land use budgets are only part of
this system. It is also essential to plan, program and budget
public improvements and coordinate these activities with
the planning zoning systems so that there is an availabil-
ity of developable land.

The supply of land has been unduly constrained in recent
years. This imbalance has now lessened, probably due
more to a fallback in demand rather than the improve-
ment of land use management,

Land use management still needs to be improved through
a better system of signals and better use of these signals.
For example, taxation as well as regulatory authorities often
send the wrong signals. Many of these signals come
through land prices.

We have a lot to be concerned about.
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THE COMMERCIAL CONDOMINIUM

by Henry Boeckmann, Jr., CRE

The condominium certainly is not an innovation. From
an historical perspective, it has been traced to classical
Rome, nineteenth-century France, and Latin America in
the 1920s. An astute historian could probably identify
some form of condominium ownership throughout
mankind’s progression, and the system will continue
to evolve.

Although not extensive in the United States, the com-
mercial condominium market is well established in
Europe and South America. There are indications that
this activity is now taking place outside the traditionally
limited areas of commercial condominiums, in which
medical office buildings seem to predominate.

Henry Boeckmann, Jr., CRE, is president of Henry Boeckmann, Jr., &
Associates, Inc., a New York City firm specializing in the analysis of in-
vestments in income-producing real estate, appraisals, and feasibility
and market studres. He also holds the MAl and SRPA designations

In San Francisco, a new 23-story office condominium,
approximately 102,000 square feet, is being developed;
itis reported that sales are taking place at $300 per square
foot.

In New York, the potential conversions of 489 Fifth Av-
enue and 425 East 61st Street will join the limited number
of existing commercial condominiums and commercial
cooperatives.

By no means does this clearly indicate a trend. An article
in the New York Times (January 6, 1982) quotes Wylie F.
Tuttle, developer of the 1973 three-million-square foot
office condominium, “Tour Maine Montparnasse,” as
citing operating and management difficulties as a major
obstacle. It is apparent that the fragmentation of owner-
ship has impaired the economy of operation normally as-
sociated with large properties.’

As the opportunity becomes more available for small of-
fice users in the New York market to own their spaces, we
intend to review the various aspects of this form of own-
ership and its impact on value. It has been traditional for
commercial condominiums to appeal to the medical or
jewelry trade; they are now being tested in the general
market. The question posed to the real estate industry is
limited to whether value implications on a before or after-
tax basis are to be considered, not to whether a conver-
sion is feasible or whether a specific property is suited for
this use.

The final step necessarily may result in identifying in-
vestment value, not market value. If, for the sake of ref-
erence, one accepts the example of an industrial loft
building that has potential for “back office” utilization and
will be marketed as such, its retail value as a condo-
minium may be identified through appropriate research
and analysis. But, obviously, this is not present market
value, nor does it answer definitively the questions of
whether the project is feasible or what its value is to a
specific investor.



Background And Definitions

Before proceeding further, it is necessary to provide
background and define terms. In simplified form, feasi-
bility refers to the relationship between costs and cash flow.
A plan of action becomes feasible when the market, given
the identified rewards, accepts the risks. Value is the dol-
lar amount allocated to a given asset.

It would seem that the definition of condominium would
be easy, but often it has been lengthy. An excellent study
of condominiums, entitled Commercial and Industrial
Condominiums (Washington, D.C., 1976) and prepared
by John C. Melaniphy, Jr., presents this definition: “Con-
dominium ownership is a system in which a person or or-
ganization owns a parcel of real estate — a unit, apartment,
office, store, plant, or hotel suite — which is usually part
of a multi-unit structure, and owns as well a portion of
the development’'s common elements; these common
elements are owned jointly by all the development’s con-
dominium owners. The owners of the individual units have
fee simple titles to their units and to a certain percentage
of the common elements.

“Common elements — all the components of the con-
dominium development minus the individual owners’ units
— may include hallways, central heating and plumbing
facilities, walls, lobbies, roofs, basements, stairways, el-
evators, all nonpersonal improvements such as recrea-
tional facilities, parking areas, and utility apparatus, the
development’s land, and any legal restrictions such
as easements, appurtenances, and rights pertaining to
the common elements. A monthly maintenance charge
is assessed each condominium owner for the upkeep
of the common elements and is based on the portion
that each unit’s size is of the total size of all units in the
development.”

More simply put, condominium ownership is a form of
fee ownership that entails obligations involving common
responsibilities.

A review of the advantages and appeal of condominium
ownership is useful:

1. The Economic Recovery Act of 1981 provides for a 15-
year depreciation schedule. Although some circumstan-
ces may justify accepting the recapture tax consequences
of electing accelerated depreciation, in general, most
owners probably will choose straight line depreciation.
The impact is quite significant, since the eroding of the
depreciation shelter due to inflation? is lessened. Another
premise is that the land allocation of the acquisition cost
may be minimized; it is hoped in the 10 to 15 percent
range.

2. The owner enjoys the potential, given other favorable
developments, of a benefit from an actual increase in
value. A case could be made that the underlying real es-
tate should be able to retain the purchasing power of the
invested principal. But if inflation slows significantly and
rates decline, the owner has the potential to obtain cash-
free dollars and possibly create value through favorable
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financing. A large mortgage at favorable rates should prove
to be an asset.

3. Some economy may be achieved when acquiring a
condominium as the title and attendant burden of the
common area is typically held not by a single owner, but
is shared by all of the fractional property owners.

4. An occupant may improve the premises without re-
gard to a remaining lease term. This may be particularly
appealing to those occupants whose businesses require
such items as computer rooms, vaults, etc.

5. Anowner, especially one with an accepted credit rat-
ing, can always consider a sale-leaseback to generate cash
while retaining the utilization of the space.

6. Ownership allows for the avoidance of the rent in-
creases resulting from various escalation provisions.

7. A pride of ownership may fill a need not usually sat-
isfied as a lessee.

8. The owner of a relatively small space in a large build-
ing may benefit from the economy of operation generally
achieved in larger buildings.

9. In New York City, where a substantial occupancy tax
paid by the tenant exists, an owner/user avoids this cost
of doing business.

There are also several disadvantages to condominium
ownership:

1. An economic recession may cause a softness in mar-
ket conditions, and the risk is then present that a decrease
in value may occur. Liquidity, which is always a diffi-
culty with real estate, may prove to be a problem just when
cash is needed most.’

2. In order to maximize benefits under current tax reg-
ulations, real estate is often sold at designated holding
periods,* often five to seven years. If the majority of pur-
chasers will be owners/users who may develop tenant
fixtures or “goodwill” at their address and are faced with
high moving costs, they will not be able to take advan-
tage of a timely sale with favorable tax consequences.

3. Although each unitis held in fee, each condominium
building is a collective risk, especially if a single trade or
profession predominates. The building may acquire a de-
pressed look or poor reputation, and the remaining via-
ble owners may face increased operating costs and possible
loss of value of their fractional asset.

4. The acquisition of a condominium usually requires a
capital investment, which may result in lost opportuni-
ties in the business itself. Furthermore, the reduction of
liquidity combined with added debt may have an initial
adverse effect on earnings of publicly-traded companies.

5. Foratenant, all rent payments are tax deductible; it is
conceivable that the amortization portion of the mort-
gage may prove burdensome, especially since no in-
come is present to offset taxes due. The benetit from equity
build-up will be realized in the future. In interim years,
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however, cash may be needed to meet the current tax. For
example, if one assumes an 18 percent, 15-year monthly
loan, the debt service constant is . 158662. Of this, roughly
94 percent is credited toward interest in the first year. In
five years, itis approximately 87 percent and in 10 years,
approximately 67 percent.

6. In newly-developed commercial condominiums, es-
pecially those of substantial size where a sales force ex-
ists and extensive promotion is done, it is possible that a
decline in value may occur once sales are substantially
completed and the promotional effort is curtailed.

7. Afavorable lease may allow a tenant to gain the ben-
efits of a rapidly rising market through subleasing, and,
thus, not have to absorb increased operating expenses.
Obviously, the circumstances of their current arrange-
ment can answer the economics in ways a condominium
would not.

Proving The Point

It is not the intention of this article to demonstrate explic-
itly the mathematics of buying versus leasing.” Neverthe-
less, an overview is helpful.

We will use the example of a 5,000-square-foot floor in
a 40-year-old former industrial loft building which may
be conveyed at $625,000 ($125 per square foot). The floor
is assumed to be suitable for office utilization. Since taxes
have a substantial impact on value, it is wise to consider
the investment or after-tax value. The various compo-
nents (rounded to the nearest $500) of the analysis on an
annual basis over the first five years are indicated.

Property: 5,000-square-foot unit acquired for $625,000
Carrying charges:
Operating expenses ($6 per square foot) $ 30,000

Real estate taxes ($3.50 per square foot) 17,500
Financing ($437,500 x .2162;

70 percent of acquisition at 18 percent,

10 years) 94,500

Annual carrying charge $142,000
An additional cost is the opportunity to have the equity
reinvested in either the business or some other alterna-
tive. Twenty-five percent return on the equity ($187,500)
is $47,000 per annum. Thus, the annual carrying charge
($142,000) plus 25 percent return on the equity ($47,000)
equals the adjusted annual carrying charge ($189,000),
or $37.80 per square foot.

The next step is to take into account the tax sheltering
benefits accruing to the owner. Available average tax de-
ductions over five years are:

Interest payment $ 69,000
Real estate taxes 17,500
15-year straight line

depreciation® 35,500
Total available $122,000

Assuming a combined federal, state, and city tax bracket
of 40 percent, $49,000 is the effective savings.

BOECKMANN: THE COMMERCIAL CONDOMINIUM

Two related factors should also be considered. First of all,
over the five-year projection period, approximately
$127,000 of the loan will have been amortized. If the value
of the realty has remained stable, then this may be recap-
tured tax free. Secondly, an additional benefit occurs if
value begins to appreciate. Assuming the after-tax value
having grown at five percent per annum, the $625,000
base value rises to $797,500. Deducting the mortgage
balance of $310,500 leaves a future benefit of $487,000.
Because the risk of achievement is present, utilizing a 20
percent discount converts this fixture to a present value
of $195,500, or $39,000 per annum. This can be sum-
marized as:

Carrying charge $189,000
Tax saving (49,000)
Appreciation (39,000)
Cost of ownership $101,000

For a condominium, the cost to own equals approxi-
mately $20 per square foot. Whether this should be com-
pared to before-tax or after-tax rent is debatable. Also,
the presence of intangibles such as pride of ownership,
corporate goodwill, etc., may skew the logic.

Nevertheless, if one looks at rent as a before-tax item, then
the offering is competitive as long as the market is inter-
preted as moving past $20 per square foot. If one treats
rent as an after-tax item, then the level approaches $33
per square foot.

The mathematics are projected forward with the assump-
tion that the realty is operated successfully as a commer-
cial condominium.” As alluded to previously, certain
subjective influences are present, and a prudent investor
should blend the insight gained through the exercise in
arithmetic with an interpretation of market trends and
corresponding values.

This case has focused on the buyer’s viewpoint. Value
may also be viewed from the position of the sponsor or
converter.

The preceding methodology will assist in the pricing of
the units, which when spread over the time necessary to
sell them shows the gross cash flow from sales. (If rent-
paying tenants are present, then this is added in.)

Expenses include not only ongoing operating and con-
sulting fees but also sales commissions, legal and admin-
istrative expenses, and perhaps additional maintenance
to encourage sales or fees to lenders in order to ensure fi-
nancing. As the expenses are incurred, they are deducted
from the flow. The present worth® of the cash flow reflects
the value of the realty. A decision may be made as to
whether to proceed with the condominium offering after
comparing it with the property value and assuming it is
held as a rental. The opportunity for a rapid return of a
profit is present” at the sacrifice of the long-term benefits
of ownership.

Conclusions
It would be ideal to draw this review to an end in a fash-



ion that would allow everyone concerned to grasp whether
or not there is a profitable future in commercial condo-
minium conversion. | suspect that there is, especially in
the initial stages in specialized and concentrated areas
such as the toy and jewelry industries and in the medical
profession. There are other potential fields that may ben-
efit by being pulled together, such as the real estate in-
dustry, the accounting and legal fields, or perhaps the
entire service sector.

In the early phase of any new concept that is testing an
uncertain market, risks are present. Considerable edu-
cation must be provided, and most do not want to be the
first to incur this expense.' | believe that several of the
prejudices against condominium ownership are not well-
founded. It is difficult to believe that an established busi-
ness would commit to a 15-year lease when ownership
may prove to be even more flexible, that is, option to sell
or sublet if space requirements change. Also, there is the
element of pride of ownership which, through value ap-
preciation, carries a strong factor of the potential for gain,
especially for smaller, closely-held businesses.

| suspect that a considerable portion of what is defined
as value in the first group of successful condominiums
will lie not in the real estate but perhaps with the en-
trepreneur. Any analyses must combine this element
with an understanding of investment value in order to
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evaluate successfully the benefits of the commercial
condominium.

NOTES

1. Tuttle’s suggested solution is to keep the developer in the proj-
ect as an equity partner with a substantial position. This should en-
sure quality and efficient management, but it would certainly subjugate
any small owner to the decisions of the “large” one.

2. Nevertheless, it is still significant that even a “modest” infla-
tion rate of 5 percent will halve the purchasing power benefit of straight
line depreciation in the fifteenth year.

3. Acase could be made that it is still better to be an owner in dif-
ficult periods as the asset may have some value, but an obligation such
as a long-term lease remains a liability.

4. These holding periods are related to the amount of interest and
depreciation available to shelter income.

5. We originally became aware of this basic procedure from a for-
mat utilized by Citibank in its underwriting procedure.

6. Although subject to negotiation with the Internal Revenue
Service, if 85 percent of this price were available for depreciation —
$625,000 x .85 = $531,250, over 15 years — the annual write-off
would be approximately $35,500.

7. Thus, the analysis must be careful to account for probable
changes such as an increase in the assessment.

8. The discount must be sufficiently attractive to compensate the
entrepreneur as well as to provide for the risk of capital.

9. The option to fall back to a rental, perhaps the starting point, is
a form of insurance.

10. The same scenario faced those who first purchased old loft
buildings with the intention of renovating them for residential use.
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NON ECONOMIC FACTORS IN THE SITE

SELECTION PROCESS

by Joseph Rabianski and Stephen W. Wright

Did a major corporation choose Nashville, Tennessee as
the site for a new branch plant location because the wife
of the CEO was a country music fan and “preferred Nash-
ville?” Whether or not this rumored incident is true, it
illustrates an important point: After the analytical factors
of site selection are examined, the final decision may be
based on subjective factors such as feelings, personal
preferences, and the attitudes of those recommending or
selecting the final location.

Factors In Selection Process

A number of publications discuss the analytical tech-
niques and variables involved in the site selection pro-
cess.' These discussions typically include the following
factors as part of the selection process:

1. Definition and a detailed analysis of the firm's re-
quirements for an additional site or sites. The firm
evaluates economic factors such as proximity to
markets and materials, production processes (labor
versus capital intensity), transportation systems, and
energy requirements.

2. An explicit statement of the objectives, both long-
term and short-term, of the company.

3. Development of criteria to be used in the evalua-
tion and site selection process. These standards can
include required acreage, the ratio of building to
land, buffer zone specifications, setback require-
ments, speculative landholding, accessibility, util-
ities, etc.

Joseph Rabianski, PhD, is chairman of the Department of Real Estate
and Urban Affairs at Georgia State University in Atlanta. He received
his doctorate degree from the University of lllinois-Urbana.

Stephen W. Wright is a vice president of the Arthur Rubloff Company
of Georgia. He has been active in industrial and investment broker-
age in Atlanta and the Southeast for several years and holds the SIR
and CCIM designations.

4. Definition of the scope of the facilities in relation to
the company’s objectives. These can include fac-
tors such as floor space by function, production floor
layout, etc.

5. Examination of the objective community and site
specific characteristics in light of the firm’s require-
ments and objectives.

6. Analysis of the subjective community factors and
the decision makers’ preferences.

The first five items can be described in quantitative terms
and either wholly or at least partially measured against
each other.

After a thorough analysis of these analytical factors, com-
panies often end up with several sites that are “cost or profit
comparative”.? In other words, several sites are evalu-
ated and yield an acceptable profit level.’ Then, if there
is an insignificant difference in cost or the profit level, the
decision maker is often indifferent about which sites

to choose.



If the analysis of the first five items cited yields several
equivalent and acceptable sites, then what differentiates
these locations? What tips the scales in deciding on one
location over another? The subjective community factors
do. Each of these factors — the quality of life, educa-
tional facilities and opportunities, the property tax rate on
residential units, the quality of housing by price, age and
location of the units, climate, scenery, recreational
opportunities, quality and amount of local transporta-
tion, social problems such as crime, etc. — is weighed
differently depending upon the person making the
subjective evaluation.

Subjective Factors Influence ‘Key People’

Through the direct experience of assisting companies in
the site selection process and from interviews with con-
sultants who likewise assist in this process, we find that
the final site selection decision is often made on a sub-
jective basis and is influenced significantly by the person
or persons involved in making the final recommendation
and/or selection. In a number of cases, the individuals in-
volved in the selection process will also be relocating to
the new site. Thus, the decisions will affect them directly.

If the relocation is a move for a manager and “key peo-
ple,” then personal financial factors and the nonfinancial
subjective factors will be important. Financial factors in-
clude differential state and local tax rates such as per-
sonal income, property and sales taxes, and cost-of-living
differences which include housing cost differences in sales
prices and mortgage interest rates. The nonfinancial sub-
jective factors include the availability and quality of new
housing, commuting time, recreational and hobby facil-
ities, the educational system, professional sports, and
the climate.

Each company defines its “key people.” The ease of tran-
sition which the company can provide for these people
will depend upon the personal financial and nonfinan-
cial factors that the new locations hold for these individ-
uals. Certain employees will make the transfer regardless
of the location, in order to keep their pension, to retain
job security, or for a number of other reasons. However,
most decision makers desire to minimize the trauma of
a relocation by making the new site attractive to the
majority of employees who are relocating.

How do the company’s decision makers obtain infor-
mation about these subjective factors? When they deter-
mine their final recommendation and selection, they
undertake a series of visits to the locations being consid-
ered. At this stage, they become familiar with the com-
munity leaders such as the officers of the Chamber of
Commerce, bankers, real estate brokers, and civic lead-
ers. These individuals, who either officially or unoffi-
cially represent the community, provide a major portion
of the information about these subjective factors. They
convey information about business attitudes, political at-
titudes, labor climate, union influence, and the quality of
life in the community.
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The site selection decision maker usually receives accu-
rate information from these people but sometimes it is in-
accurate and biased. Whatever information is received,
it should be verified by visiting with individuals who are
not identified as official contacts and representatives. Often
people with a vested interest in a favorable decision by
the company may go overboard with undue praise.

More often than not, the community representative who
is factual, knowledgeable, personable, and willing to
supply thorough and detailed information, will be the one
who makes the strongest impression on the decision maker.
People, in general, and especially decision makers fear
uncertainty. It is better to disclose deficiencies than to skirt
the issue. What the community might perceive as a de-
ficiency may be unimportant to the firm and the decision
maker. No site is ideal with all the characteristics, and site
selection personnel know this.

Important Subjective Noneconomic Factors

The following subjective noneconomic factors have been
singled out because they have not received adequate
coverage in the literature. Selected for special coverage
are discussions of the educational opportunities, neigh-
borhood selection trade-off, hometown loyalty, recrea-
tional/cultural interests and interpersonal relationships in
the communities.

In terms of benefits to those making the move, educa-
tional options are important for several reasons. First, the
educational institutions of the area affect the firm's labor
force. The post-secondary technical schools, the col-
leges, and the vocational high schools train prospective
employees and increase the skill level of the labor force.
Secondly, the quality of the elementary and secondary
school systems is important to those managers and key
people with children. For people who have children with
special educational, athletic, and cultural abilities as well
as handicaps, these schools become even more signifi-
cant. Itis common to find the wives of managers and key
people visiting the residential areas and schools while the
managers are touring available plant sites.

Another subjective factor is the neighborhood selection
trade-off which is a twofold phenomenon. First, there
seems to be a tendency to locate the plant in reasonable
proximity to the better residential areas where the man-
agers are more likely to live, since they will have less
commuting time. Secondly, there is a need to minimize
the commuting costs for the employees of the plant. Thus,
a balance must be drawn between the decision maker's
desire for increased leisure time by minimizing commut-
ing time, and the proper positioning of the plant in the
community to attract and retain employees.

Each decision maker will view this trade-off differently.
Each firm may have a unique balancing point because it
uses varying types of labor. For example, consider a re-
gional corporate headquarters versus a labor-intensive
production plant. If management has similar desires
regarding the neighborhood, then they rely on various
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labor pools which may be distributed differently in
the community.

Another reason for selecting one community over an-
other is the hometown consideration of the corporation’s
key executives. A hometown roster of the company’s de-
cision makers can provide information which would have
a high subjective value, given comparable evaluations of
several sites based on objective factors. There appears to
be a tendency, given a choice of locations from eco-
nomic analysis, for the decision maker to “return home.”
These people base their decision on how comfortable they
are in a particular locale, city or region, and how they
perceive that area. Often the “return home” factor be-
comes an important subjective variable due to nostalgia.

Cultural and recreational facilities typically are discussed
in the literature as important subjective factors in the lo-
cation or site selection decision. Atissue here is the range
of the consideration. At the most obvious level, there is
the desire by the manager and site selector for cultural fa-
cilities such as theaters, museums, symphonies, etc., and
the desire for leisure activities such as professional sports
teams, golf courses, tennis clubs, etc. The added dimen-
sion is the fact that the hobby interests of the decision
makers can influence the site selection.

Often the existing cultural and recreational facilities in
a community coincide with the desires of the decision
makers. But in some cases the factors that dominate are
such considerations as proximity to the mountains or the
beach, proximity to a small private airport, white water
canoeing, etc. These items may not be mentioned or listed
as secondary factors in information on the community.
However, they are important personal hobby interests and
play a role in the selection process. The dominant con-
sideration is not the cultural and recreational profile of the
community but the match between the facilities of the
community and the decision maker's hobby and recrea-
tional interests.

Another significant dimension are the preferences of the
family of the decision maker. Iltems such as quality little
league programs and music and dance instruction for the
children can be important. Social clubs and active char-
itable organizations for the spouse may also tip the scales
in favor of one community over another.

At times the decision to locate near cultural and recrea-
tional activities may not reflect the decision maker’s per-
sonal recreational preferences or hobby interests. Instead
the decision favors the clients or customers of the firm,
since cultural and recreational amenities are used as part
of the marketing plan.

RABIANSKI and WRIGHT: NONECONOMIC FACTORS

Finally, interpersonal relationships have an effect on the
final selection process. In the end, individuals are select-
ing the community and its intangibles, not just “real es-
tate or brick and mortar.” As stated earlier, those who
represent the community are often perceived as the com-
munity to the decision maker. During the selection pro-
cess, which could last on the average from three months
to one year, there is ample time for relationships to de-
velop and friendships to form between the decision maker
and individuals in the community. The effect of these
friendships on the decision making process cannot be
overlooked.

In conclusion, there are many factors in the site selection
process. The techniques and analytical methods used in
making objective comparisons are published in articles
and texts. But in most cases where the requirements of the
company are general, more than one site will be suitable
given economic cost and profit comparisons. When this
occurs, the subjective factors become paramount in the
final decision. It is important to recognize these subjec-
tive factors and their role in the site selection process.

NOTES

1. The following materials discuss the industrial site selection process
and are good background reading:
W. Kinnard and S. Messner, Industrial Real Estate (3rd Edition)
E. Whitman and W. |. Schmidt, Plant Relocation: A Case History
of a Move
G. Whitlatch and W. Dodson, “Selection and Development
of Industrial Sites,” and L. C. Hoch, “Community and Social
Environment,” Guide to Industrial Development (ed. by D.
Howard)
James H. Thompson, Methods of Plant Site Selection Available
to Small Manufacturing Firms
L. Mandell, Industrial Location Decisions
Society of Industrial Realtors® and the National Association of
Industrial and Office Parks, A Guide to Industrial Site Selection
R. Struyk and F. James, Intrametropolitan Industrial Location
A body of literature on location theory discusses the economic un-
derpinnings of the location decision. Providing a detailed bibliog-
raphy of these items would be difficult in these notes, but the key
phrases to check for are “industrial location theory,” “location anal-
ysis,” “retail location theory,” “regional economics,” “regional
analysis,” etc.
2. Phrases enclosed in quotation marks are actual statements made
by location decision makers.
3. This statement is equivalent to the economist’s concept of profit
satisficing instead of profit maximizing.
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YIELDS ON COMMERCIAL AND INDUSTRIAL
REAL ESTATE VERSUS OTHER ASSETS

by James R. Webb and C. F. Sirmans

The freedom of professional investment managers to
invest in alternatives to the normal common stock and
bond portfolios has created a demand for information
on yields of other types of investment. However, this
yield information is often not readily available. Even for
real property, which is undoubtedly the predominant
alternative to financial assets, little empirical evidence
is available on rates of return.

Even though the measurement of rate of return in real
estate investments has been the subject of much theo-
retical literature over the past decade (3, 13, 23, 24),
most returns studies analyze common stocks, maybe
some form of bonds, and occasionally money market
instruments (2, 6, 9, 10). The few available studies of
real estate returns use a sample of few properties (15,
24), primarily a result of data limitations on real estate
yields over time. It is generally believed that real estate
returns are higher due to increased risk (16, 19).

In addition, there is even less empirical evidence on the
relationship of investment yields in the money and
capital markets to investment yields in the real estate
markets. Kinnard, Messner, Boyce, Sprecher, and Starr
(12, 19, 20) illustrate the descriptive approach gener-
ally utilized.

This study aims to alleviate both problems by adding to
the meager empirical evidence on investment yields of
commercial and industrial real property versus other
assets and their relationships. The data for real estate
yields come from a large institutional sample from the
American Council of Life Insurance (1).

James R. Webb, PhD, is an associate professor of finance at the Uni-
versity of Akron in Akron, Ohio. He 1s a frequent contributor to Real
Estate Issues and other leading real estate journals

C.F. Sirmans, PhD, 1s an associate professor of real estate at the Uni-

versity of Georgia in Athens. He has published extensively in various
real estate journals including Real Estate Issues
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This data set is a rich source of information on real es-
tate yields that has largely been ignored.' Two annual
rates of return on real estate are compared to annual re-
turns on common stocks, long-term government bonds,
long-term corporate bonds and U.S. Treasury Bills for
the period from 1966 to 1976.

Measurement Of Rates Of Return

The latest and most comprehensive study done on rates
of return in capital and money markets is that of Ibbot-
son and Sinquefield (9), who studied the returns on
common stocks, long-term government bonds, long-
term corporate bonds, and U.S. Treasury Bills from 1926
through 1974 with a later update through 1976 (10).
Their estimates are used here in conjunction with two
measures of return on real estate.

In the Ibbotson-Sinquefield study, the common stock
return measure is based on the Standard and Poor’s (S
& P) Composite Index. Return measured is total return
(appreciation plus dividends) and is calculated as:

Rn‘LI = |(Pmt + Dmlwpml Il = ] [1]

where R, , isthe common stock total return during time
t; P, is the value of the S&P Composite Index at the
end of time t; and D, is the estimated dividends re-
ceived during time t.

For long-term U.S. government bonds, a portfolio was
constructed using bond data from the U.S. Govern-
ment Bond File at the Center for Research in Security
Prices (CRSP). Returns were calculated by:

Ryo = ((Py, + Dy /Py, 41 — 1 (2]

Bt Bt

where R is the long-term government bond total re-
turn during time t; P, is the average between the bid
and ask flat price (includes actual interest) of the bond
at the end of time t; and D, , is the coupon payment re-
ceived during time t.
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To measure returns for long-term corporate bonds, the
high grade long-term Corporate Bond Index con-
structed by Solomon Brothers was utilized. Returns were
calculated according to:

RC.l = [(P(tl'\ * D‘ |)/P. t lgnl = 1 [3]

where R, is the bond return for a series during time t;
P .. 1 20isthe purchase price at the end of time t — 1 for
the yield series bond given a 20-year maturity; P, 4 is
the sale price of the yield series bond at the end of time
tgiven in the example as 19 years to maturity, and D,
is the coupon received.

U.S. Treasury Bill returns were measured with the U.S.
Treasury Bill Index with data in the CRSP U.S. Govern-
ment Bond File. An index was constructed that in-
cludes the shortest-term bills with maturities of not less
than one month. Holding period returns for a one-bill
portfolio were measured rather than compute yields.
Actual calculations were done according to:

RH = EPf‘l/PII = (4]

where R, is the return for period t; Py is the price in
period t; and P;, is the price for period t — 1.

The two measures of return on real estate used in this
paper are an implied equity rate and an overall capi-
talization rate (OR is an annual percentage rate that ex-
presses the relationship between net operating income
and present worth or value for the entire investment
or property).

Data used for this study are from “Mortgage Commit-
ments on Multi-family and Nonresidential Properties
Reported by 15 Life Insurance Companies,” published
by the American Council of Life Insurance. Aggregate
data are shown in Table 1. Note that beginning in 1967
almost three billion dollars a year on the average were
being committed to these loans and the average L/V (loan
to value) increased from just over 70 percentin 1966 to
about 74 percent in the 1970s. Life insurance compa-
nies represent the single most important source of in-
stitutional mortgage lending on multifamily and
commercial real estate. In 1976 this institutional group
had 38 percent of the total of this type of outstanding
loan.

The 15 reporting companies represent a major portion
of the lending of the life insurance industry. In the fourth
quarter, 1977, the reporting companies represented 53
percent of nonfarm mortgages held by U.S. life insur-
ance companies, which amounts to income-property
mortgage loan commitments aggregating over $52 bil-
lion. The companies included are Metropolitan, Pru-
dential, Equitable, New York Life, John Hancock,
Connecticut General, Mutual of New York, Mutual
Benefit, Connecticut Mutual, Penn Mutual, National Life
(Montpelier), Provident Mutual, and Fidelity Mutual. It
is believed that this is the most comprehensive and
largest sample of commercial and industrial real estate

TABLE 1
Real Estate Data: 1966-1976*
Overall
L/v f Rate  Number Amount
Year (average) (average) (average) of Loans Committed
1966 70.0 9.0 8.4 2,706 $2,515,720
1967 71.0 9.2 8.6 2,726 $3,027,200
1968 73:6 9.5 8.0 2,569  $3,244,300
1969 73.3 10.2 9.6 1,788 $2,920,690
1970 74.7 1.1 10.8 912 $2,341,120
1971 74.9 10.4 10.0 1,664 $3,932,550
1972 75.2 9.8 9.6 2,132 $4,986,500
1973 74.3 10.0 9:5 2,140 $4,833,270
1974 74.3 10.6 10.1 1,166 $2,602,990
1975 73.8 11.2 10.8 599 $1,717,010
1976 73.6 10.8 10.3 1,059 $3,570,530
*From the American Council of Life Insurance Report (1). These are

aggregate figures for all property types. They offer an indication ot
the magnitude of the sample

information available anywhere. The specific figures
given are aggregate by necessity.

The best measure of rate of return on real estate would
be to solve fory in:

e . % BICF  BTER
t=q 4y +y" (5]

E = equity investment = total value less
mortgage value

BTCF = before-tax cash flow = net operating
income less debt service

BTER = before-tax equity reversion = selling
price less selling expenses and unpaid
mortgage

y = internal rate of return to equity or in

Ellwood’s terminology (4), the equity
yield rate, and

n = holding period

Wendt and Cerf (23) argue that the cash flows should
be on an after-tax basis. However, the other returns used
are on a before-tax basis. Therefore, in order to be
comparable, before-tax yields were used for the real
estate returns also. Certain assumptions about rever-
sion, holding period, taxes, could have been made [as
Ricks (14) did in his study| and after-tax vields easily
calculated.

However, since the data set does not provide details of
reversion or holding period, the simple mortage equity
concept is used to calculate the implied equity rate (ER).
These rates would therefore be ex ante rates (expected
in the future) whereas the money and capital market rates
are ex post (actual).
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Equity Rates of Return on Real Estatet

TABLE 2

Year
Property Type 1966 | 1967 | 1968 | 1969 | 1970 | 1971 1972 1973 1974 1975 1976 | Mean
Commercial warehouse | 4.39 | 451 | 4.73 | 6.32 6.42 8.04 7.24 6.77 8.67 | 10.34 | 7.53 6.81
Other commercial 7.46 | 6.44 | 7.43 6.98 | 17.52 9.29 ( 12.57 | 12.05 | 12.64 * 9.44 10.18
Industrial warehouse 7.00 | 6.54 | 6.72 | 6.79 8.68 7.90 BT 7:25 6.85 8.13 | 8.19 7.42
Manufacturing plant 5.80 | 5.85 | 5.76 | 6.26 8.29 7.82 8.27 | 6.56 7.42 7.50 | 7.20 6.98
Other industrial 6.30 | 6.50 | 7.61 = 7.04 | 10.60 8.94 9.99 il 2.5 G.17 8.12
tDerived using equation |7
*Insufficient data available
TABLE 3
Overall Annual Rates of Return on Real Estatet
Year
Property Type 1966 | 1967 | 1968 | 1969 | 1970 | 1971 1972 1973 1974 1975 1976 | Mean
Commercial warehouse | 7.90 | 8.20 | 8.43 963 | 10.75 9.95 9.45 9.23 | 10.33 | 10.90 | 10.60 9.52
Other commercial 8.85 | 840 | 9.80 [ 10.30 | 12.60 | 10.70 | 10.85 | 10.90 | 11.40 ¥ 10.30 | 10.11
Industrial warehouse 8.80 | 8.75 | 9.43 9.48 | 10.93 | 10.08 | 9.68 | 9.65 9.88 | 10.60 | 10.30 9.78
Manufacturing plant 8.40 | 8.55 | 8.85 9.50 | 11.20 | 10.13 9.78 | 9:48 | 997 | 10:50' | 10.30 [ 9.70
Other industrial 8.05 | 8.80 | 9.15 * 11.05 | 10,60 | 9.70 | 10.40 | 9.75 | 10.30 | 10.20 9.80

tNet stabilized earnings divided by the property value (from the American Council of Life Insurance Report)

*Insufficient data available

The simple mortgage-equity concept defines the over-
all rate as:

OR = (LV) (f) + (1-L/V) (ER) [6]
Where:
OR = the average overall rate
L/V = the average loan to value ratio
f = the average annual mortgage constant
1-L/V = the average equity to value ratio (E/V),
and
ER = the average equity rate

Thus, the implied equity rate (ER) is:

_OR - (V) ()
BR=0 -1V (7]

it can be easily shown that this measure of rate of return
is equal to y in equation [5] if it is assumed that the re-
version iIs equal to the present value of the equity, that
is, if selling price = (1 —L/V) value and if the BTCF is
constant throughout the holding period of n years.-

The assumption that the value of the property declines
to the present value of the equity is probably a pessi-
mistic assumption given the appreciation in property
values. If this were true, then the equity rate, calcu-
lated from the simple mortgage-equity equation (7],
would tend to understate the true rate of return on eq-
uity. This is seen in the rates of return on equity in Table
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2 since they are consistently less (using leverage) than
the overall rate. This technique for developing the overall
rate for valuation purposes, however, has enjoyed
widespread acceptance among appraisers (7, 8, 18).

Since average L/V, f, and OR are given in the data set,
ER is then derived by using equation [7], as in Table 2.
It is this ER that is used as the first measure of return to
real estate. Note that it is an “implied” rate and is de-
rived, not given in the data. The equity rate is that rate
desired by the equity investor on his/her investment (the
equity portion) and is, by definition, related to the overall
rate but may differ significantly since leverage is used.

The overall rate is the second measure of returns to real
estate that is used. It is given in the data set and is de-
fined as net stabilized earnings divided by the property
value, as shown in Table 3. The overall rate is a mea-
sure of return to the total property assuming debt-free
ownership. That is, if there is no leverage involved, the
owner's return would be the overall rate.’

All rates of return for common stock, long-term govern-
ment bonds, long-term corporate bonds, Treasury Bills,
and real estate (overall rate and equity rate) are shown
in Table 4 for the years from 1966 to 1976. Note the rates
on all items. Common stock varies from — 26.5 percent
in 1974 to 37.2 percent in 1975, a sample range of over
63 percent.

The other items have much smaller ranges. Long-term
government bonds have a range of 26 percent (16.8 in
1976 to —9.2in 1967); long-term corporate bonds, 26.8
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TABLE 4
Annual Rate of Return on Various Assets: 1966-1976

Common
Year Stocks* Govt. Bonds* Corp. Bonds* T-Bills*
1966 =101 3.7 . 4.8
1967 24.0 =432 -5.0 4.2
1968 11:1 =3 2.6 5.2
1969 —=8.5 il -8.1 6.6
1970 4.0 12.1 18.4 6.5
1971 14.3 13..2 11.0 4.4
1972 19.0 5.7 73 3.8
1973 =14.7 -1.1 1.1 6.9
1974 ~26.5 4.4 =31 8.0
1975 372 9.2 14.6 5.3
1976 23.8 16.8 18.7 Bid
Mean 6.7 4.5 5.2 5.6
Range 63.7 26.0 26.8 4.2
Standard 19.6 8.0 9.4 1.3

Deviation

*Rates of return used are from (10).

percent(18.7in 1976to —8.11in 1969); U.S. Treasury
Bills, 4.2 percent (.038 in 1972 to 8 in 1974).

Relationships Between Rates of Return

The expectations are that rates of return evidenced in
real estate markets for commercial and industrial prop-
erty should be strongly related to rates of return in the
money and capital markets. T-Bills, being a short-term
instrument, should perhaps be less related than long-
term assets such as stocks and bonds, since real estate
is usually regarded as a long-term asset. Table 6 is the
correlation matrix between the returns on commercial
and industrial property and the money market and cap-
ital market returns. Generally, the previous expecta-
tions are confirmed.

Long-term government (L-T GOVT) and long-term cor-
porate (L-T CORP) bond returns are significantly cor-
related (ata = .10) with the overall rate for all
commercial and industrial property types. L-T GOVT
and L-T CORP returns are also significantly correlated
with every equity rate except other industrial. Com-
mon stock returns were not significantly correlated to
either measure of return to real estate for any property
type. T-Bill returns were significantly correlated with
equity rate for every property type.

The lack of significant correlation for returns to com-
mercial and industrial property and T-Bills is not sur-
prising since T-Bills are short-term whereas real estate
is usually a long-term investment. Real estate returns
will, of course, adjust eventually if T-Bill rate changes
persist. However, the lack of significant correlation for
stock market returns and either measure of return to
commercial and industrial property is more difficult to
explain since common stock is often touted as a long-
term investment. However, the wide fluctuations of
common stocks in the last decade (in 1974, down 26.5
percent; in 1975, up 37.2 percent) may have altered this
relationship and therefore explain the lack of signifi-
cant correlation,

TABLE 5
Correlation Coefficient (r) Matrix for Money and
Capital Market Rates of Return: 1966-1976

Common L-T Govt. L-T Corp.
Stocks Bonds Bonds  T-Bills

Common Stocks 1.000

L-T Govt. Bonds 279 1.000

L-T Corp. Bonds 552" .891* 1.000

T-Bills —.672* —.061 -.188 1.000

*Significant at 10 percent level of confidence. The critical value of
the correlation coefficient, r, was calculated using

r = t

Mitt+ g2

where the t-statistic has n-2 degrees of freedom.

TABLE 6

Correlation Coefficient (r) Matrix for Overall Rates:
1966-1976

Common L-T Govt. L-T Corp.

Property Type Stocks Bonds Bonds T-Bills
Commercial warehouse 135 .625*  .586* .458*
Other commercial =.276 .535* .503* .542*%
Industrial warehouse .248 764 806 327
Manufacturing plant 190 .733*  .744* 332
Other industrial 132 .605* .694* 365

Correlation Coefficient (r) Matrix for Equity Rates:
1966-1976

Common L-T Govt. L-T Corp.

Property Type Stocks Bonds Bonds T-Bills
Commercial warehouse 205 .554% 45T 319
Other commercial -.206 .493* . 546* 404
Industrial warehouse 412 .863*  .945* —.035
Manufacturing plant 203 711 6687 051
Other industrial 045 390 300 —.067

*Significant at 10 percent level of confidence. The critical value of
the correlation coefficient, r, was calculated using

r = 1

V i+ n=1

where the t-statistic has n-2 degrees of freedom.

Table 7 is the result of ordinary least squares (OLS) es-
timates of the simple linear relationship between the
before-financing measure of investment yield to com-
mercial and industrial real property used in this study,
overall capitalization rate (OR), and the rates in the
money and capital markets. The results are quite ho-
mogeneous. Common stock yields were never signifi-
cant (ata. = .10) with the OR of any type of commercial
or industrial real property. T-Bills yields were signifi-
cant with ORs for only commercial warehouses and
other commercial.

In contrast to these results are those for L-T GOVT
and L-T CORP where bond yields were significant with
both measures of return to real estate for every type of
commercial and industrial real property. R’ terms

WEBB and SIRMANS: YIELDS ON COMMERCIAL AND INDUSTRIAL REAL ESTATE 31




TABLE 7

OLS Estimates of Overall Capitalization Rates of
Return on Other Asset Returns: 1966-1976

TABLE 8

OLS Estimates of Equity Rates Return on Other Asset
Returns: 1966-1976

Dependent
Variable
*Overall

Capitalization Independent Variable (Return on)

Rate (OR)by  Common  L-T Govt. L-T Corp.
Property Types  Stocks Bonds Bonds T-Bills
Commercial L0069 .079* .063* .354%
warehouse (.430) (1.991) (1.867) (1.459)
[03Z]** [.Q35(** [.133]**
Other 019 .078* 065* .478%
commercial (1.002) (1.940) (1.826) (1.968)
[.030]** .027]1** [.256]**
Industrial .0086 065* 058* 7|
warehouse (.533) 11.647) (1.733) (.703)
1.030]** [O31]**
Manufacturing .0083 .078* .068* 218
plant (.515) 1.986) 12.016) (.898)
[.O036]"" [.037]**
Other L0060 071¢ .072* 251
industrial (.362) (1.653) (1.896) (.997)
1.039]** |.048]"*

*See text for definition of dependent variable.

*Significant at the 10 percent level of confidence; t-values in
parentheses.

“*These are point elasticities. See text for definition.

for L-T GOVT and L-T CORP bonds are as follows
respectively:

Commercial warehouse .391 344
Other commercial .286 253
Industrial warehouse 583 .649
Manufacturing plant 538 .554
Other industrial 366 481

The relationship between the first measure of yield to
commercial and industrial property (OR) and both types
of bonds is definite and strong. However, the rate of
return for commercial and industrial real property is
obviously influenced by other factors such as liquidity
and risk.

The figures in brackets are point elasticities which in-
dicate a percentage change in the dependent variable
(investment yields to real property) that result from a
percentage change in the independent variable. The
point elasticity is equal to OR/ LTGB « LTGB/OR for
long-term government bonds, where OR = overall
capitalization rate and LTGB = long-term government
bond yield.

For example, suppose the yield on long-term govern-
ment bonds increases from 10 to 11 percent. This is a
10 percent increase. Thus, from the estimated equa-
tions, the OR for commercial warehouses, other com-
mercial, industrial warehouses, manufacturing plants
and other industrial would be expected to increase 3.7
percent, 3 percent, 3 percent, 3.6 percent, and 3.9
percent, respectively. The same reasoning would be
applied to long-term corporate bonds. Since most of the
common stock and T-Bill coefficients were insignifi-

3.2

Dependent
Variable .
*Equily Rate Independent Variable (Return on)
(ER) by Common L-T Govt. L-T Corp.
Property Types  Stocks Bonds Bonds T-Bills
Commercial 019 LTE7E .089* 451
warehouse (1.194) (3.228) (2.627) (1.858)
[.084]** [.069]**  |.368]**
Other — 0419 .208¢* 204 10274
commercial (2.150) (5.163) (5.716) 14.227)
| = O T5] 1.082]** |.086|**  |.560]""
Industrial 015 i pira. B73¥ =019
warehouse 1.934) 11.954) (2.139) (.079)
1.047]** [.051])**
Manufacturing .010 086" .069* .038
plant .623) (2.187) (2.054) {(.157)
[.055]** 1.052]**
Other 0033 .074¢ 051% —.075
industrial (,197) 1.723) (1.385) .296)
[.050]** |.041]""

*See text for definition of dependent variable.

“Significant at the 10 percent level of confidence; t-values in
parentheses

**These are point elasticities. See text for definition.

cant, the point elasticities were calculated for only sig-
nificant coefficients. The point elasticities are more
useful in forecasting how a change in yields for bonds,
etc. should affect investment yields on commercial
and industrial real property rather than the estimated
coefficients.®

Table 8 is the result of OLS estimates of the simple lin-
ear relationships between the after-financing measure
of real property investment yields (the equity rate) and
the yield rates in the money and capital markets. The
results are almost identical with those for the OR with
one exception.

The coefficient for common stocks with other com-
mercial property was significant at the a = .10 level.
No explanation can be offered except that it may sim-
ply be a Type | error. All other common stock coeffi-
cients were insignificant. All L-T GOVT and L-T CORP
bond coefficients were significant. T-Bill coefficients
were significant for only commercial warehouses and
other commercial. All other T-Bill coefficients were in-
significant. R’ terms were more varied than those using
the overall rate. They are as follows for L-T GOVT and
L-T CORP bonds, respectively:

Commercial warehouse 306 203
Other commercial .243 299
Industrial warehouse 744 .892
Manufacturing plant .506 446
Other industrial 152 .090

Table 9 displays the mean investment yields, range and
standard deviation for both measures of return to com-
mercial and industrial real property.
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TABLE 9
Percent
Percent Percent Standard
Return Measure |Property Type Mean Range Deviation
Commercial
Overill warehouse 7 9.52 3.00 1.0
Capitalization Other commercial 10. ll 4.20 1.21
Rats lnduﬂ_:tdl warehouse 9.78 2.18 .68
Manufacturing plant 9.70 2.80 .86
Other industrial 9.80 3.00 91
Commercial
warehouse 6.81 5.95 1.84
Eqsitty Rate Other commercial 10.18 11.08 3.49
Industrial warehouse  7.42 2.14 .
Manufacturing plant ~ 6.98 2.53 97
Other industrial 8.12 4.30 1.47

Neither the range nor the standard deviation for the OR
ever exceed that for either the money or capital market
yields. The range and standard deviation for the equity
rate exceed the range and standard deviation of only T-
Bill yields, and only for both types of commercial prop-
erty and other industrial. The range and standard de-
viation for both measures of return to commercial and
industrial real property never exceed the range and
standard deviation for long-term government bonds,
long-term corporate bonds or common stocks for the
same period.

Summary And Implications

A significant positive relationship has been demon-
strated between two measures of return to commercial
and industrial real property and investment yields of
long-term government and long-term corporate bonds.
No significant systematic relationship was found with
common stock yields. A significant relationship, how-
ever, was found for commercial property and T-Bills,
indicating a special sensitivity of investors in commer-
cial property to money market yields for whatever
reason.

Although the results are not unexpected, this is, never-
theless, the first study to estimate yields for a large sam-
ple of commercial and industrial real property that can
be used by professional portfolio managers.

Caveats

The results of this study must be viewed relative to the data which
are not representative of all real estate. A random sampling pro-
cedure was not used. The data are from large life insurance
companies where people skilled in analyzing real estate have
reviewed and accepted these specific properties. Others not in-
cluded in these data were rejected.

Since the policy changes at the Federal Reserve Board, due to
the installation of Paul Volker as chairman in 1979 and espe-
cially since the passage of the Depository Institutions Dereg-
ulation and Monetary Control Act of 1980, numerous structural
changes in the economic system have occurred and more will
follow. Therefore, these results must be regarded as preliminary
and will have to be confirmed or modified through additional
future research in this area. It is hoped that this study will stim-
ulate such research.

NOTES

1. Gettel and Ricks (7, 14) are the only exceptions that could be
found prior to 1979.

2. ltis also equal to the “equity dividend rate.” See (11), 257-258

3. See Ricks (13); his Table 5 on before-tax, before-financing is
simply the overall rate.

4. See Ferguson and Gould (5), 97-102, for a mathematical deri-
vation and a more detailed explanation of point elasticities.
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A LENDER’S VIEWPOINT: SIX WAYS TO SURVIVE
TODAY'’S REAL ESTATE DEPRESSION (AND

OTHER OBSERVATIONS)

by Donald }. Stratton and Barrett R. Bates

Investors who bought real estate between 1976 and 1979
were prepared to accept negative or zero returns, count-
ing on unprecedented appreciation rates and pent-up de-
mand to make up the loss and provide a tidy profit upon
sale or refinance. The pent-up demand is still very much
present, but the appreciation is not. When interest rates
hit record levels, building becomes unprofitable, existing
property is almost impossible to buy and formerly cash-
productive property is difficult to hold.

Because of the continuing demand for housing and some
types of commercial property, the real estate market should
rebound as general economic recovery begins and mort-

Donald |. Stratton is vice president of Consolidated Capital, the San
Francisco Bay Area-based real estate investment institution. He re-
ceived his juris doctor (I1D) degree from San Francisco Law School and
is a member of the California State Bar Association.

Barrett R. Bates is assistant vice president/mortgage finance of Con-
solidated Capital, San Francisco, California. He 1s a graduate of the
University of California at Berkeley.
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gage rates subside. Yet no one knows when, with what
strength, or even whether the market will show improve-
ment; consequently, few property owners know how to
approach problems in the meantime. Magical incanta-
tions, wishful prayers or supplications to the IRS may not
suffice to solve these problems. The following sugges-
tions should help as practical, preventive medicine for the
ailments of forward-looking investors.

Identify your rescuers. The Loan Arranger is still the hero
of the day, but its disguise has changed somewhat. Spe-
cialty lenders have entered the market to fill the vacuum
left by institutional lenders who have exhausted their
lendable funds or even their net worth. Some specialty
lenders have been around for awhile, but are just now di-
versifying or expanding their lending programs. A partial
list of currently active lenders includes:

REITs (Real Estate Investment Trusts)
Pension/Retirement Funds

Insurance Companies

Industrial Revenue or Mortgage Bonds (local)
Corporate Lenders, Private Investors, Mortgage
Bankers, Finance Companies

The primary advantages of borrowing from REITs, such as
those sponsored by Consolidated Capital companies and
others, are quick decisions and fundings, nontraditional
flexibility in tailoring a loan to meet the borrower’s spe-
cial needs, minimal participation in comparison to part-
nerships, and a variety of payment programs designed to
improve cash flow and the borrower’s ability to ride calmly
through the current trough in the real estate cycle.

Each type of specialty lender tends to orient itself to spe-
cific property types. Pension funds seem to like residen-
tial and resort property, insurance outfits and corporate
lenders prefer offices and retail, and REITs are generally
interested in commercial property. Private lenders,
finance companies and mortgage bankers are most
frequently involved in home mortgages.
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These areas of interest are by no means fixed; there are
wide variations between lenders with respect to property
type, so the investor must do phone or legwork to find the
lender best suited. It's helpful to know that real property
is usually classified by lenders according to tenancy, pur-
pose and whether or not income is produced.

Specialty lenders, because of their autonomy, are not
usually subject to geographical limitations. With some,
lending authority is in the “front lines,” a circumstance
that allows rapid processing. Others, notably insurance
companies and pension funds, must often answer to many
masters before a loan can be approved, and terms can
change accordingly.

On the other hand, the slower lenders may offer longer-
term financing, though equity participation and prepay-
ment penalties may be substantial. Limitations on loan
amounts vary according to the lender, each attempting to
fit into an identified market sector. Each lender usually
offers a specific structural advantage, with most involv-
ing some degree of negative amortization and/or the
exploitation of older, lower-rate underlying loans.

Careful shopping will turn up some programs that have
surprising and unique applications to real estate trans-
actions. The fact that most creative financing takes ad-
vantage of older loans already in place leads to the next
rule of survival.

Avoid ‘wrap-o-phobia!’ The hesitancy and even suspi-
cion with which borrowers sometimes regard wrapa-
round loans are mostly due to lack of information and
myths arising from coffee-break scuttlebutt. Wraparound
loans are certainly nothing new; multi-family building
sellers have used them for years to offer buyers seller-
carried financing while enjoying the interest rate spread
between it and the underlying first mortgage. A wrapa-
round is just a form of secondary financing in which the
lender takes control of, and makes the payments on, the
primary financing. Usually the borrower signs an all-
inclusive trust deed (or mortgage) and note, pledging to
make regular payments to the lender on the entire amount
of the wrap. The lender takes the borrower’s payment,
deducts the amount of the first mortgage payment and
pockets the rest. This way, the borrower has the conven-
ience of making a single payment and receives a below-
market interest rate; the lender can protect his or her
secondary position by being sure the first is current.

The most prevalent misconceptions about wraps are that
the lender always enjoys the underlying equity build, that
the borrower remains responsible for payments on the
wrapped loan and that wraparounds take precedence over
the underlying financing.

In fact, an interest-only wrap will still give the borrower
the equity build; the lender receives interest dollars on the
total wrap amount, but must pay out principal dollars to
amortize the underlying loan. As wrap equity is paid off,
the borrower accrues the advantage because the under-
lying balance becomes lower than when the wrap was
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originally placed. Thus, the borrower takes advantage of
equity build, not the lender. As to the last myth, wrap-
arounds saddle the lender with full responsibility for
making payments on underlying loans. The legal consen-
sus is that wraps never take priority over earlier loans.

To stay afloat in a sea of ambiguity, you must first ac-
knowledge the imminent possibility of drowning. A suc-
cessful real estate investor must stay in touch with the
property and financial markets, especially now when
they're in almost daily flux. King Lear, the U.S. railroad
industry, the brontosaurus and Detroit automakers have
at various times shared one common, tragic flaw: an in-
ability or resistance to change with the times. Even though
inflation and short-term interest rates are presently eas-
ing, the income property investor looking for a 14 per-
cent, 30-year mortgage with a 2-point fee is wasting time.

This is presently more true of income property than of the
single-family residential market. But the low-rate, long-
term financing advertised by residential developers for end
loans is usually subsidized by a profit sacrifice, short term
buy-downs or are provided by an institutional lender who
mistakenly issued a long-range, fixed-rate forward com-
mitment in 1978 to '79.

Real estate lenders learned one permanent and extremely
painful lesson in the last round of 20 percent or more in-
terest rate inflation, and they will likely never allow
themselves to be burned again by making long-term, low-
yield loans while their own cost of funds soars to record
levels. For instance, witness the current shake-out in the
thrift industry, another segment of the financial commu-
nity which has been unable to react quickly enough to the
radical market changes.

Long-term, low-interest rate mortgages are already being
called “dinosaur loans” by financial cognoscenti; some
playful wags contend that old loans are being replaced by
“neutron mortgages” which destroy the borrower but leave
the property intact. Not only are long-term loans becom-
ing extinct, but real estate loans from traditional lenders
are hard to come by in any form. Experience tells us that
the availability of so-called offshore money is usually a
mirage; in fact, the money that is supposed to appear at
the U.S. bank often turns out to be a letter of credit from
a small foreign bank which the U.S. bank cannot honor.
Creative financing has provided some breathing space for
property owners, but asphyxiation may occur when all
those balloon payments come due. The astounding rise
in foreclosure rates over the past several months repre-
sents the tip of an iceberg composed of purchase money
second mortgage defaults.

Understand the depression. On the surface, the depres-
sion in the real estate market is a function of unbearably
high interest rates. Why have rates remained so high with
inflation now on the wane? No one knows for sure, but
there are a variety of variables influencing the situation.
Some may be political; low unemployment and interest
rates benefit an administration most when re-election time
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rolls around and may take a back seat to other economic
priorities in nonelection years. Other reasons involve the
dynamics of the economy: Federal Reserve System credit
policy has been elusive and is still suffering somewhat from
a credibility gap over erratic money supply growth.

Another factor helping to boost rates has been the myriad
of inflationary expectations, a market state of mind cre-
ated by past experience. Only very recently have such
anticipations been turning deflationary as the steep
recession which began last July approaches the bottom of
its chasm. According to Jude Wanniski, a prominent
economist, author of How The World Works and a fre-
quent contributor to the Wall Street Journal, deflation may
ironically keep interest rates high as lenders seek to pro-
tect themselves from future defaults. During times of in-
flation, borrowers benefit because they can pay back loans
with cheaper dollars than were originally advanced; in
deflation, the borrower must scramble for more expen-
sive dollars (in relation to gold), and the lender thus ben-
efits to the extent that the borrower can continue to make
payments.

Opponents of this view, however, complain that fear of
defaults can’t be the underlying factor in persistently high
short-term real rates. As an example, they point out that
rates on T-Bills are equally high despite the essentially
default-free nature of the instrument. Opponents say rates
will come down when people begin to believe that infla-
tion is in check and that extraordinarily high real rates re-
flect an unprecipitated decline in inflation.

As inflation cools, a definite relaxation in rates takes place.
But rates are declining at a very slow pace in relation to
the drop in the inflation rate. It may take a long time for
investors to give up their inflationary expectations, and
many dark clouds remain on the economic horizon.

Many analysts believe that inflation will resume with a
vengeance as soon as the economy begins to recover, and
that the size of the federal budget deficits will provide
disruptive competition by the government for funds in the
credit markets. Whatever happens, most real estate
professionals agree that the market will not improve until
mortgage rates decline to 14 percent or below, a distant
event by most measures. Henry Kaufman, a widely quoted
and influential economist, has been predicting another
upsurge in long-term rates during the second half of 1982
that will reach levels as high as those in 1981.

As lenders on medium-to-large income properties, we
meet potential borrowers who have a plethora of diffi-
culties, some of which are reoccurring frequently in to-
day’s market: a balloon payment or principal reduction
is coming due, the deadline for a sale or purchase is ap-
proaching, a decision must be made on a once-in-a-life-
time opportunity.

Problems with timing are joined by problems with cash
flow. Owners are being squeezed by the floating rate on
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an existing loan, by increased operating costs and by rec-
ord vacancy rates in some parts of the country, due mostly
to migration and recessionary doubling up. Many bor-
rowers simply need to cash out their holdings to obtain
working capital.

Resign yourself to a cut along the bottom line. Loans from
specialty lenders may cost more than conventional fi-
nancing, but the latter is inflexible and scarce. Moreover,
the temporal and structural flexibility available with spe-
cialty lenders frequently washes out any extra cost in-
crement. If a proposed real estate transaction shows
profitability at today’s high rates, a premium rate or fee
will not render the deal infeasible. Investors are realizing
that lenders will no longer be content to watch borrowers
reap all the profit.

Since lenders now require equity or income participa-
tion, why not just form a joint venture with a financial
partner? The answer is that a loan is almost always cheaper.
Even though lenders today insist upon and obtain a chunk
of the profit, their bite is usually a lot less than the 50 to
75 percent share that a full financial partner will demand.
Also there’s less personal risk for both parties, greater re-
course if something goes wrong and the latitude for the
developer to run his or her own show.

There’s a sad ring of truth to the definition of a joint ven-
ture presently making the rounds: a partnership between
a person with money and a person with expertise wherein
the two switch places after about a year.

Today’s savvy investor lets the bottom line take second
place to the quality and feasibility of the transaction. Time
wasted shopping for dinosaur loans can be costly in lost
opportunities. By the time a fundable loan is secured, the
profit created by the lower-than-market financing may have
already evaporated. The advent of short-term mortgage
financing, albeit bemoaned by many, improves market
liquidity and makes it easier to refinance when rates
decline.

Look before you leap, but leap anyway. There's no ques-
tion that real estate investment is a scary proposition these
days, but that doesn’t mean that good deals and profit are
impossible dreams. There are plenty of opportunities for
investors who are willing to look for them. Of course, it's
in a realtor’s and lender’s best interests to dissuade inves-
tors from their wait-and-see attitudes, but their arguments
are good ones: Long-term financing is past history; to-
day’s market favors the buyer and transactions that would
have been difficult or impossible using traditional lend-
ing sources and techniques can succeed today.

Successful investors in the ‘80s will be those who con-
centrate on substance rather than form, who won't take
“impossible” for an answer and who give up chasing the
windmills of the rosy past for pursuit of a reasonable re-
turn. The investor who makes a profit will be the one who
has earned it.
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FOREIGN INVESTMENT IN U.S. REALTY:
PROSPECTS FOR THE 1980s

by Dudley S. Hinds

Foreign investment in U.S. real estate has become the
subject of frequent articles in professional journals, trade
publications, general business periodicals and the pop-
ular press. Matters discussed have included the sources
of the funds, attributes of the investors, taxation of in-
come and gains, financial structuring, and the possible
impact on U.S. markets and communities.

If the volume of articles is any indication of the impor-
tance of foreign investors, then they are becoming a sig-
nificant source of real estate capital. This article explores
the prospects for the continuing flow of foreign invest-
ment into U.S. realty during the 1980s.

Two Types Of Foreign Investment

How much foreign money has been moving into U.S. real
estate? Long-term foreign investment of all kinds is usu-
ally divided into two categories: portfolio investment and
direct investment. The major difference between the two
categories is that direct investment involves control by the
investor while portfolio investment does not.

Foreign investment in U.S. real estate would seem to fall
partly into each category. No data are available on port-
folio investment in real estate from abroad. The U.S. De-
partment of Commerce, Bureau of Economic Analysis has
collected data on direct investment through its adminis-
tration of the International Investment Survey Act of 1976,
in which Congress defined foreign direct investment as
being “the ownership or control, directly or indirectly,
by one foreign person of 10 percent or more of the vot-
ing securities of an incorporated business enterprise

Dudley S. Hinds is an associate professor of real estate and urban aftairs
and an associate member ol the Institute of International Business
College of Business Administration, Georgia State University in Atlan-
ta. He 1s co-author of Winning at Zoning and International Real
Estate Investment, and has published articles in the Real Estate Ap-
praiser and Analyst, the Real Estate Law Journal and the Atlanta
Economic Review,

or an equivalent interest in an unincorporated business
enterprise.”!

As of the end of 1980, the foreign direct investment po-
sition in U.S. realty was reported to have been $2,429
million.” This represented an increase of $609 million over
the figure reported for 1979 and an increase of $1,630
million (204 percent) over the figure for 1976. Foreign di-
rect investment in U.S. real estate reported as of the end
of 1976 comprised 2.6 percent of the total foreign direct
investment position in the U.S. at that time. The corre-
sponding figure for 1980 was 3.7 percent.



When deflated, the increases in foreign investment in real
estate seem less spectacular (see Table 1). Nevertheless,
the increases in 1978, 1979, and 1980 were significant;
the total increase in constant dollars between vear ends
1977 and 1980 amounted to 109 percent. (It should be
noted, however, that the increases indicated may be due
partly to improved reporting as a result of compliance with
the requirements of the International Investment Survey
Act of 1976.)

TABLE 1

Foreign Direct Investment Position in U.S. Real Estate
(in millions of dollars)

All As Current 1967
Year End  Industries  Percent Of Dollar Dollars*
1973 $20,556 2.9% $ 600 $451
1974 $25,144 3.2% $ 806 $546
1975 $27.662 2.8% $ 777 $482
1976 $30,770 2.6% $ 799 $469
19727 $34,595 2.5% $ 853 $470
1978 $42,471 2.7% $1.161 $594
1979 $54,462 3.3% $1,820 $836
1980 $65,483 F7 % $2,429 $983

*Deflated with Consumer Price Index

Sources: Chung and Fouch, op.cit., 47. William K. Chung and
Gregory G. Fouch, “Foreign Direct Investment in the
United States in 1979, Survey of Current Business (Au-
gust 1980, 46.

Gregory G. Fouch and L. A. Lupo, “Foreign Direct Invest-
ment in the United States in 1978,” Survey of Current
Business (August 1979), 46.

William K. Chung and Gregory G. Fouch, “Foreign Direct
Investment in the United States in 1977, Survey of Cur-
rent Business (August 1978), 48.

Ida May Mantel, “Foreign Direct Investment in the United
States in 1976, Survey of Current Business (October
1977), 35-36.

The amounts of foreign investment reported include only
equity positions. Furthermore, they include only invest-
ment in entities classified by the Bureau of Economic
Analysis as being in the “real estate industry.” Real prop-
erty assets owned by firms engaged in manufacturing,
petroleum, trade, finance, or insurance are classified as
direct investment in those industries rather than in real
estate. Investment positions by country of source are in-
dicated in Table 2.

The future flow of foreign money into U.S. realty will be
determined by numerous variables that are not easily
quantified. The procedure here will be to identify as many
variables as possible by applying existing foreign-invest-
ment theory and then to conjecture with respect to pos-
sible changes over time. There are two sets of theory: one
dealing with portfolio investment and the other with di-
rect investment.

Variables Affecting Portfolio Investment

The theory of portiolio investment hinges primarily on
differentials in interest rates between countries. All other
things being equal, nongovernmental monetary capital
moves from countries with low rates to ones with high
rates. The causes of interest-rate differentials have been
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TABLE 2

Foreign Direct Investment Position in U.S. Real Estate
(in millions of dollars)

Year End Year End

Source* 1977 1980
Canada % 98 $542
West Germany $ 30 $120
Netherlands $ 38 $504
United Kingdom $ 81 $191
Other European $ 47 $ 56
Japan $ 30 $109
Panama $ 60 $ 68
Other Western Hemisphere $281 $519
Middle East 5166 $265
OPEC Nations

tincluding Middle East) $182 $280
All other countries $ 22 $ 55

*Note: The sources listed are the countries of the first foreign parent
of the U.S. investment entity and are not necessarily the countries of
the ultimate owners of the investments. Panama, for example, is a
popular intermediate country for the channeling of foreign capital into
U.S. real estate.

Sources: Chung and Fouch, op.cit., 47.
Fouch and Lupo, op.cit., 46.

explained in a number of ways: differences in rates of
savings, differences in demand for manufactured prod-
ucts, ' and differences in factor proportions used in pro-
duction.* In particular, capital may be substituted for labor
in a growing economy where restrictions on immigration
are greater than restrictions on the importation of capital.

Because capital tends to be scarcer in developing coun-
tries than in developed ones, capital movements gener-
ally should be from the developed countries to the
developing ones.” However, this is not necessarily the
case. For example, external economies of scale that can
be realized in developed countries tend to produce
the opposite flow. As a matter of fact, for a number of
years the U.S. has experienced investment flows in both
directions.

The simplest form of portfolio investment theory assumes
no risk, no uncertainty and no impediments to the inter-
national movements of capital. Refinements to the theory
have considered risk, uncertainty and barriers, but once
these considerations are introduced, “almost anything
can happen. The extra empirical information needed to
make predictions is very great and almost impossible
to acquire.”"

Differences in risk preference between investors in two
countries can generate cross movements of capital. Risk-
taking capital might flow out of a country at the same time
that risk-avoiding capital is flowing in. With no differ-
ences in risk preference, cross flows can be motivated by
diversification.”

Risk and uncertainty in international portfolio investment
have several components. In addition to the components
found in domestic investments, there are exchange-rate
risk and various categories of political risk. Political risk
includes not only the risk of diminished returns, or loss of
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capital, through actions of the host government or the
investor's home government; it also includes risks asso-
ciated with war and civil strife. Capital tends to move from
unsafe environments to safe ones,

Impediments to the movement of capital from one coun-
try to another include the added cost of obtaining in-
formation and making transactions in an unfamiliar
investment climate. They also include exchange rates and
barriers established by governments to restrict inflows or
outflows of investment.

Variables Affecting Direct Investment

The theory of direct investment is focused upon the be-
havior of the industrial corporation and does not neces-
sarily involve international movements of money. Direct
investors may borrow funds in the host country, or they
might transfer into the host country property in the form
of patents, technology or machinery. Furthermore, they
may reinvest earnings from past investments in the
host country.®

The desire for control is at the heart of portiolio invest-
ment-theory, but control is not the only objective. Nu-
merous variables have been cited to explain direct
investment. Control presumably arises from a need to
minimize risk and increase efficiency in attaining the other
objectives. The other objectives may include diversifi-
cation, shorter distribution lines, assured access to raw
materials, assured orders from major customers, escape
from high taxation and social legislation, cheaper labor,
and strengthening of market position (gain in market share
or prevention of market loss).”

In order to cover the additional costs incurred from op-
erating at a distance from home base and in a different
environment, a firm must be able to earn a higher return
than is earned by a competing local firm. The higher re-
turn can be achieved by advantages arising out of prod-
uct differentiation, special marketing skills, superior
management, patents and technology, and superior credit
standing.

Other variables in the theory of direct investment in-
clude: the product cycle, in the latter stages of which pro-
duction tends to be moved to countries of lower-skilled
and cheaper labor;'" and Knickerbocker's discovery of a
tendency of large corporations to “follow the leader” in
establishing branches abroad." Aharoni'* has ap-
proached the subject from the point of view of the cor-
porate decision-making process, concluding that the
decision to invest abroad involves many individuals and
that, over time, it tends to accumulate momentum as more
and more time has been invested in the decision by more
and more executives with an increasing reluctance to re-
verse the process.

Applicability Of Theory Of Direct Investment To Realty

To the extent that direct investment in U.S. realty is in the
form of manufacturing plants, much of the explanation
for the investment can be attributable to the theory of di-
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rect investment. The theory may also explain much of the
foreign corporate investment in agricultural land. The in-
vestment from abroad in real estate, however, includes
much more than the use of capital in the extraction of raw
materials or in the production of manufactured goods. The
real estate investment of most concern to the U.S. real es-
tate industry is in housing, offices, hotels, shopping cen-
ters, warehouses and agricultural land.

Although some investment in agricultural land has been
associated with large corporations, and some of it has been
in timberland for use by pulp manufacturers, much has
been made either by noncorporate investors or by small,
privately-held, nonindustrial corporations. The nonag-
ricultural investments have been associated generally
with the service sector of the economy. Thus, a theory
based upon the decisions of industrial corporations can
explain only part of the foreign direct investment in U.S.
real estate.

The theory of direct investment probably explains much
of the investment of foreign developers who have be-
come active in the U.S. Those from western Europe, for
example, may be based in countries having relatively small
and/or declining markets for their products. They may also
have initial advantages over U.S. builders in their prod-
ucts, technology, marketing skills, and financing capa-
bilities. For example, several Canadian developers now
operating in the U.S. are subsidiaries of large Canadian
corporations and can draw on relatively large lines of credit
established in U.S. banks.

To some extent, the advantages of special marketing skills
or other special knowledge may also explain investment
in proven properties by nondevelopers. Some European
investors reportedly found U.S. office and apartment rents
to be low by comparison with rents in their own countries
in the late 1970s. They invested in the expectation of
“upside potential” to be realized through increases
inrents."*

One German investor who has made substantial pur-
chases of older apartment buildings has reportedly dou-
bled rents in many of his projects upon expiration of
existing leases, with little improvement to the properties.
It has been claimed that the Dutch introduced to the U.S.
office leases indexed to the Consumer Price Index based
on earlier experience with double-digit inflation in their
own country.'* Such special knowledge, though, is un-
protected by patents or copyrights and can, at most, ex-
plain initial investments in real estate.

Knickerbocker’s “follow-the-leader” tendency may be
applicable to nonindustrial investors in real estate, and
Aharoni’s emphasis on the corporate decision-making
process may explain, in part, the decision of large pen-
sion funds to invest in U.S. realty. As no empirical data
have been gathered for nonindustrial investments in real
estate, however, firm conclusions cannot be drawn.

In general, the theory of direct investment is inadequate
to explain much of the recent foreign direct investment in
U.S. real estate. It can be of limited help, therefore, in
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conjecturing on prospects for further investment in the "80s.
Thus, it is necessary to turn to portfolio-investment the-
ory to see what help it can provide.

Applicability Of Theory Of Portfolio Investment

As indicated previously, differences in interest rates are at
the heart of portfolio theory. It is unfortunate that it is al-
most impossible to relate interest-rate differentials to in-
vestment in real estate from specific countries, because
data on investment by country of origin is available for a
period of only four to five years. The most dramatic in-
crease has been in investment from the Netherlands, but
data for that country go back only to 1977. West Ger-
many and Japan present the same data problems, and
Canada, another source with a spectacular increase, has
separate figures tabulated back only to 1976.

A cursory comparison of yields on government bonds as
a proxy for long-term rates generally provides no expla-
nation of the flow of real estate capital into the U.S. from
those countries from 1976 through 1980. Although nom-
inal yields were higher in the U.S. for most years, the dif-
ferences were generally offset by higher rates of inflation
in the U.S.

Another variable in portfolio theory is savings-rate differ-
entials between countries. This has undoubtedly been a
factor in some of the recent investment. For example, in-
vestment from the Middle East increased from a position
of $83 million at the end of 1976 to one of $265 million
at the end of 1980. Investment from OPEC countries grew
from $102 million at the end of 1977 to $280 million at
the end of 1980. For the most part, this money represents
recent savings resulting from oil income in excess of what
can be spent in the home countries. Between 1972 and
1977, the U.S. ranked sixtieth among 126 countries in its
average savings rate (annual savings divided by annual
Gross National Product).' Of the 34 nations with the
highest GNP per capita in the world, only Israel and Ire-
land had lower average savings rates than the U.S. during
this period.

Countries having higher rates than the U.S. included all
of the industrialized countries of Europe except Ireland,
plus Japan, Australia, New Zealand, South Korea, Hong
Kong, Singapore, the OPEC countries, and numerous other
developing countries. The higher rates of savings in other
countries are evidently a factor in the flow in investment
to this country.

In the OPEC nations, oil wealth has simply accumulated
more rapidly than the local economies could absorb. As
the U.S. has had lower savings rates than almost every
other developed country, it is understandable that, all
other things being equal, much of the OPEC capital flow
to developed countries would be to the U.S. Flows of
savings from other industrial countries to the U.S. might
be accounted for in part by a relative scarcity of land in
those countries and by insufficient demand for office
buildings, shopping centers, and other fixed assets used
by the service sector.
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TABLE 3
Savings as a Percentage of Disposable Income in
Selected Countries

Country Year

1970 1971 1972 1973 1974 1975 1976 1977 1978
United
States 8 8 8 10 7 4 5 6 7

Austria 21 21 21 21 20 16 16 14 16

Belgium 19 17 17 17 17 14 14 13 12

Canada 11 1T 12 15 1 12 12 1 10

France 18 18 18 18 16 14 12 13 14

Nether-

lands 20 20 20 22 21 15 16 15 14

South

Africa 13 14 16 19 18 16 13 16 17

South

Korea 14 11 11 18 14 13 18 19 22

Sweden 16 15 15 15 14 13 10 & 6

United

Kingdom 14 11 10 10 6 5 7 9 8

Sources: Reprinted with permission from Yearbook of National Ac-
counts Statistics 1979, Volume 1, Table 12, (New York:

United Nations, 1980), 553-576. Copyright © 1980 by the
United Nations.

In non-OPEC, developing countries, on the other hand,
the higher savings could probably be absorbed readily in
the home market; the only explanation for flows to the
U.S. lies in Hymer's observation about differences in risk
preferences.'® Obviously, there are investors in the
developing countries who wish to invest in a less risky
environment.

It appears likely that differentials in savings rates will ac-
count for much of the investment flow into U.S. real es-
tate in the remainder of the '80s. As Table 3 suggests, such
differentials change over time. Any reasonable forecast
would require a country-by-country analysis. Note the
precipitous decline in the differentials with Sweden in
1977 and 1978, and the strong increase in the differen-
tial with South Korea during the late '70s. Note also that
the figures for France might be severely altered in the
'80s as a result of the accession to power of a socialist
government.

The figures for the Netherlands suggest that caution should
be exercised in using savings rates as indicators of in-
vestment flows from specific countries. Although differ-
ences in the rates in the U.S. and in the Netherlands explain
the possibility of investment flows into U.S. realty, they
do not explain the dramatic surge in Dutch funds toward
the end of the decade.

The prospects for investment flowing from OPEC nations
to the U.S. during the remainder of the '80s will depend
largely upon the price of crude oil. As of spring 1982, spot
prices were moving downward, and it seems unlikely that
prices during the rest of the decade will rise at anything
like the rate of increase displayed in the late '70s. In fact,
prices in constant dollars may actually continue to fall for
the next several years in the absence of any significant
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disruption of supplies in the region of the Arabian/Persian
Gulf. Even if investment flows resulting from oil-gener-
ated savings should drop, however, retained earnings
on existing OPEC investments could be reinvested in U.S.
real estate.

As many of the developing, non-OPEC countries in east
Asia and Latin America continue to approach the state of
development of countries having “developed” market
economies, they should be watched as probable sources
of additional real estate capital for the U.S. in the
'80s. Several countries such as South Korea and the
Philippines have savings rates considerably in excess
of U.S. rates.

Differences in demand are another variable in portfolio
theory. Although the U.S. is no longer at the top of the
world in per capita disposable income, it still has by far
the largest total disposable income. Short of a major
depression, the total demand for real estate is likely to
continue at a high level during the '80s. The large land
area of the U.S. makes it possible to satisty demand more
easily here than in, say, Japan or the Netherlands. Fur-
thermore, the diversity of the population, economy, and
climate in the U.S. are attractive to foreign investors
secking to tap particular market segments or to diversify
their holdings.'”

The existence of large-scale, internal migration, for ex-
ample to the Sunbelt, has increased total demand for real
estate during the '70s more rapidly than would have been
the case without the internal migration. A decline in this
migration is conceivable during the remainder of the '80s.
In other respects, however, the U.S. should continue
to be a favored market for foreign investors. A Belgian
investor, for example, will continue to have far greater
opportunity for investment in the U.S. than will be the case
either in Belgium or in some third country.

The worldwide demand for food, pulp, and fibers will most
certainly increase during the '80s."® Hearsay evidence from
foreign intermediaries indicates that the awareness of the
scarcity of good agricultural land in the world generally,
and its relative plentifulness in the U.S., have helped to
spur foreign investment in U.S. cropland and timberland.
(The growing importance of the U.S. position in world
agricultural markets may also have influenced nonagri-
cultural investors to think bullishly about the future of the
U.S. economy.)

The U.S. position in worldwide agricultural markets is
likely to continue its increase during the '80s, stimulating
further foreign investments. As farm labor is generally
scarce in the U.S., and as farmland is becoming scarcer
in the world generally, increasing proportions of capital
will probably be applied to the land. Thus, the demand
for foreign investment should continue to be high.

Portfolio theory, as refined, also emphasizes differences
in risk and risk preferences and the existence of barriers
to international investment. Judging from the comments
of intermediaries quoted in trade publications and in the
proceedings of conferences, political risk is one of the most
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important influences on foreign investment in the U.S.
Threats of civil strife, invasion and socialism, high rates
of inflation, and confiscatory taxation have all been cited
as reasons for capital to leave a source country.'

By contrast, the U.S. has generally been cited as a stable
haven for the investment of capital.”’ The need to pre-
serve capital supposedly has been such an overriding
consideration for investors from some developing coun-
tries that they have invested in the U.S., at least initially,
with much more concern for a quick transfer of their cap-
ital into a safe asset here than with the rate of return that
they might earn on it. There may be other countries as
safe from political risk as the U.S., but none approach the
U.S. in size of market or in the diversity of investment
opportunities.

The U.S. will undoubtedly continue during the "80s to be
a haven for risk-averse investors from other countries.
Because such investors are generally supposed to view real
estate in their home countries as safer than most other as-
set holdings (except gold for example), they tend to invest
in real estate in the U.S. Furthermore, real estate invest-
ments often provide the element of control that cannot
easily be obtained in other forms of investment, except
by large corporations.

Short of U.S. involvement in a third world war or of a ma-
jor economic depression leading to a political upheaval,
the U.S. should continue to provide a safe haven for for-
eign capital in the '80s. The intensity and location of po-
litical risks elsewhere in the world will most likely vary
during the decade, but there is little sign of the achieve-
ment of anything like a stage of total world stability any-
time soon. Even without differences in savings rates and
exchange rates, inflows are likely to continue from coun-
tries considered to be risky politically. The sizes of the
inflows thus generated will, of course, depend upon
other variables.

Finally, portfolio theory includes the factor of barriers to
investment flows. For investment in real estate, the bar-
riers can include exchange rates, restrictions by the source
country on capital outflows, restrictions on the host country
on direct investment generally, and restrictions by the host
country on land ownership. The U.S. government itself
has no significant restrictions either upon direct invest-
ment generally or upon foreign ownership of land. Ap-
proximately 25 states do have restrictions on alien
ownership. For a time in the late '70s such restrictions
appeared to be on the increase, but since 1978, at least,
interest in greater restrictions seems to have waned.

Ricks and Racster have compared the restrictions of the
50 U.S. states with the restrictions of 49 foreign coun-
tries.”' They found that 25 U.S. states had no restrictions
as compared with only 11 foreign countries having no re-
strictions. Conversely, they found that only 9 states had
general prohibitions or major restrictions as compared to
15 foreign countries. So far, state restrictions have not been
a serious barrier to foreign investment in U.S. realty. Should
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the restrictions become more severe during the '80s,
however, an impact on inflows might be noticeable.

Numerous countries such as France, Italy and South Af-
rica have imposed restrictions on the outflow of capital.
The effectiveness of such restrictions has not been com-
plete. It is known, for example, that Italian and South
African capital has been invested in U.S. realty via
intermediate countries. As the amount escaping controls
cannot be quantified, it is not possible to predict the re-
sults of more effective enforcement. At the moment, there
are no signs of either additional controls on outflows or
of more effective enforcement of existing restrictions.

Exchange rates represent another potential barrier, al-
though their past effects are not clear. For several years in
the late "70s, the rates were quite favorable to inflows
from several important countries. In the cases of the
Netherlands and West Germany, the U.S. dollar lost value
with respect to the currencies of those two countries from
1976 through 1979, and this change in the exchange rates
may have encouraged an increase in the investment flow.

In 1980, however, the dollar advanced against both the
German DM and the Dutch Guilder; investment from West
Germany continued to increase, and the direct invest-
ment from the Netherlands more than doubled. To some
extent, the increases may be a result of more complete re-
porting. It is also likely that much of the investment re-
ported as originating in the Netherlands has actually been
funneled through the Netherlands from other sources,
either to avoid taxes or to avoid disclosure.

The value of the Canadian dollar fell relative to the U.S.
dollar from 1976 through 1982, but except for a drop in
1977, Canadian investment in U.S. realty increased
spectacularly during the period. This may have been at-
tributable in part to the unrest in Quebec and a resulting
flight of capital from the political risk being generated.

No attempt will be made here to forecast future exchange
rates between the U.S. dollar and other currencies, but
certainly such fluctuations will make it easier or more dif-
ficult for money to flow in from particular countries.

Summary

Foreign investment in U.S. real estate has been growing
in importance. It is unfortunate that there are insufficient
data to permit an adequate assessment of its importance,
especially with respect to the relative importance of the
various sources of foreign capital. Nevertheless, enough
is known to warrant further study of foreign investment as
a significant source of funds for real estate in the U.S. in
the "80s.
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CHOOSING REAL ESTATE MICROCOMPUTER

SOFTWARE

by John Oharenko and Ruth Spiegel

Only 20 years ago, computers consisted of large rooms
filled with vacuum tubes, wires, switches, gauges and
other devices frequently costing millions of dollars. To-
day’s computers are much more compact, resembling
typewriters and desk cabinets, and costing anywhere from
$200 to several million dollars depending on operating
capabilities, speed, sophistication, storage capacity and
other variables.

In recent years a new class of business computers has
emerged — the microcomputer or personal computer.
These computers are becoming extremely popular among
small business users because they are economical and can
be used to perform wordprocessing, accounting, finan-
cial planning and budgeting, and other functions tradi-
tionally available only from the mainframe and miniframe
computers which only large companies could afford.

A typical microcomputer business system consists of a
desktop computer, a monitor which is equivalentto a TV
set, a correspondence or draft quality printer, a 54 inch
or 8 inch magnetic floppy disk drive set, and additional
peripheral equipment. Some systems are small enough to
fitin a suitcase.

While they can be used by almost all small businesses,
microcomputers are especially useful for real estate fi-
nancial analysis because their ownership/leasing and op-
erating costs are greatly outweighed by performance
capabilities. For example, a popular microcomputer sys-
tem with all the hardware equipment necessary for real
estate financial analysis has a retail cost in the range of

John Oharenko is a registered investment advisor and licensed bro-
ker/salesman with the Real Estate Finance Group of Baird & Warner,
Inc.., a diversified real estate company based in Chicago. He has been
largely responsible for introducing microcomputers to the company.

Ruth Spiegel is a real estate consultant and appraiser for R. Robinson
& Associates, Inc., in Austin, Texas

$3,000 to $12,000, depending on brand name, operat-
ing system, memory capacity, printer(s), monitor type, as
well as a selection of other options. Software costs gen-
erally range from $200 to $5,000 per program. Electricity
rates, service contracts, consulting fees and employee
training are the only significant operating costs.

Total costs are minimal in comparison to the cost of mak-
ing a financial calculation error on an important real es-
tate deal which could result in loss of client confidence
and goodwill. Thus, the importance of a microcompu-
ter’s role as an analysis tool is obvious.

A variety of real estate financial analysis applications are
performed by the microcomputer. The most common ap-
plications include: cash flow analysis, mortgage calcu-
lations and tax planning. In general, three categories of
software are available for these applications: 1) prepack-
aged real estate software programs; 2) custom designed
real estate software programs; and 3) computer time-
sharing services that offer real estate programs on a cost-
per-unit basis such as computing time and minimum
periodic user fees,

Prepackaged Real Estate Software

Prepackaged microcomputer real estate software in-
cludes a vast selection of programs that are typically de-
signed and sponsored by real estate professionals including
brokers, mortgage bankers, syndicators, academicians,
accountants and lawyers, The commercially available
software programs cover a wide variety of applications
ranging from simple loan amortization schedules to so-
phisticated rent roll computations and multiple regres-
sion analysis for long-term financial planning.

Prepackaged real estate software programs usually cost
from $100 to $3,000 per package. In comparison to cus-
tom designed software, these “canned” programs offer
a structured format. As a result, the user simply follows
the program instructions by entering the data according
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to a prescribed format. For example, an amortization
table computation program would prompt the user to in-
put each variable, then the table would be computed
automatically.

In essence, the user is relying on the program for real es-
tate financial analysis. In most cases, no programming
experience is required since the authors have designed
each program for a specialized use. The user, however,
may not deviate from the program format and must be-
come familiar with the operating instructions of each
program in order to gain the maximum benefits offered
from each program.

Relying on commercially available software programs
has drawbacks as well as advantages. First of all, the user
must understand basic real estate financing principles
in order to judge the usefulness of various software
packages. Otherwise, a qualified consultant needs to
be hired for this task. Secondly, a large number of soft-
ware programs are inadequate for many analysis pur-
poses and/or are frequently poorly documented. As a
rule the software program reflects the skills and talents
of the people who developed it. In most cases software
and its authors should be reviewed before purchase.
Third, much of the lower priced, mass-market software
lacks adequate customer support. Consequently, if any
questions arise concerning software operation, the only
source of information will usually be the operating
manual. Fourthly, many real estate software programs
lack flexibility, so the user is often limited to the finan-
cial structuring methods offered by the software ven-
dors. In summary, as with any mass-marketed product,
there is a wide variety of quality and price ranges in real
estate financial software.

Custom Designed Software

In those cases where “canned” software can’t meet the
user’s needs, the most suitable software may have to be
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specially designed. Just like a tailored suit fits its wearer,
specially designed software matches the exact needs of
its user. As expected, this type of software is the most
expensive and strong reliance is placed upon the pro-
gramming team and the expertise of the real estate in-
vestment analyst or consultant. Often, development of a
sophisticated program may consume weeks, months,
and even years.

Furthermore, the development costs for such software are
very high in relationship to the cost of the computer
equipment itself. Unless these software costs can be spread
out over high volume usage, custom designed software
may be impractical and uneconomical. However, a pop-
ular and affordable alternative to this type of software is
the electronic spreadsheet program.

Electronic spreadsheet programs (ESPs) are designed in
the form of an accountant’s worksheet. These electronic
spreadsheets are composed of a matrix of “boxes,” pegged
into rows and columns and each having a unique coor-
dinate. Furthermore, each box contains either an empty
space, a numerical value, a formula, or nonnumeric
characters such as title headings or symbols.

If a box contains a formula, this formula may refer to
another value or formula that is located in a different
box. Therefore, these boxes are interrelated when calcula-
tions are performed. If the spreadsheet format is saved,
these calculations can be repeated as often as necessary.
Consequently, almost no programming experience is
required to create a spreadsheet; the only major require-
ment is a logical arrangement of formulas with corres-
ponding data.

ESPs offer a wide selection of features. They are capable
of performing simple as well as complex functions, rang-
ing from summing and averaging values to analyzing dis-
counted cash flows. In addition to these preprogrammed
functions, spreadsheet programs can be tailored to per-
form specific mathematical and financial formulas in
sequential order. Therefore, data and formulas can be
easily modified for sensitivity analysis whereby one
or more variables can be changed to answer “what if”
questions regarding various assumptions and structural
combinations.

Using popular financial analysis techniques, ESPs are
adaptable for real estate investment analysis. The Pay-
back Period, Net Present Value (NPV), and Internal Rate
of Return (IRR) are the most frequently employed tech-
niques for project profitability measurement. The Pay-
back Period method consists of forecasting the future cash
flows, calculating the cumulative annual cash flows, and
matching the capital outlays against the year in which the
cash flow equals or exceeds those outlays.

Using a more sophisticated technique that accounts for
the time value of money, that is, Net Present Value, ESP
software calculates the discounted cash flow value for each
year's cash flows throughout the holding period, totals all
these cash flows, and subtracts them from the initial cash
outlay. If the cumulative present value cash flows exceed
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the initial cost outlay, the project is further considered.
Internal Rate of Return analysis is similar; however, the
focal point of computation is the discount rate that equates
the present value of the projected cash flows to the cash
outlays (same as NPV = 0).

Most ESP software packages include preprogrammed
NPV and IRR functions, resulting in simplified calcula-
tions. Other less frequently used cash flow analysis tech-
niques such as Modified Internal Rate of Return and
Financial Manager’s Rate of Return can also be com-
puted with ESP software,

Spreadsheet programs are often used for mortgage anal-
ysis. They compute amortization tables and yields for
currently popular debt instruments such as variable rate,
shared appreciation and wraparound mortgages. Chang-
ing variables such as the principal, interest rate, term or
payment allows for virtually instant comparison of var-
ious mortgage instruments.

In addition to real estate financial analysis, ESPs are help-
ful for estate and tax planning which typically consists of
real property as the major class of assets. Such planning
differs for individuals, corporations, estates, and partner-
ships. Tax formulas and tables that apply to various own-
ership structures are suitable for spreadsheet program
sensitivity analysis that can measure the variety of tax plan
scenarios in the entire portfolio.

Although ESP software has a wide variety of real estate fi-
nancial applications, it has some limitations. First, each
spreadsheet must be individually designed, although
commercially available real estate template overlay
spreadsheets can be purchased. Secondly, depending on
the computer model and internal memory capacity, a
spreadsheet can easily absorb all of the available mem-
ory, limiting the usefulness for complex and lengthly cal-
culations. Third, spreadsheet programs are impractical for
real estate applications that use many conditional state-
ments (GOTO, o, =, ), such as rent roll calculations or
other software where various options can be selected.

Timesharing Services

Timesharing services sell mainframe computer capa-
bilities via telephone line transmission on a cost-per-unit
basis to microcomputer users at a fraction of the cost of
owning and operating a mainframe computer.

As opposed to prepackaged or custom designed soft-
ware, these services typically offer the following ben-
efits: 1) virtually unlimited off-line storage, not stored
in the microcomputer; 2) accessibility to large data banks
such as U.S. Census data; 3) cusiomer training and
support; 4) a complete library of software programs; 5)
lower operating costs for efficient and infrequent users;
and 6) convenience (hook-up to any telephone).

Subscribers usually don’t have to worry about updating
programs because these services regularly maintain and
update the software library. Furthermore, a minimum
of computer hardware is needed since the microcom-
puter simply acts like a “dummy” terminal — merely
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transmitting, receiving, and printing results calculated
by the timesharing computer. Microcomputer hard-
ware obsolescence, however, is eliminated as long as
the computer can efficiently communicate with the
timesharing service network.

Timesharing services do have significant disadvantages.
Subscribers who frequently use timesharing services dur-
ing peak hours, usually regular business hours, must pay
substantial fees. For example, a discounted cash flow
analysis (IRR) computation could cost as much as $20 to
$100 per run during a peak period. Many of the prepack-
aged and ESP software programs perform the same com-
putation at a fraction of the cost. Thus, subscribers who
plan the frequent use of repetitive computations such as
mortgage amortization tables or discounted cash flow
analysis would probably find it more economical to pur-
chase prepackaged or ESP software programs.

Selecting A Software Package

Each software category offers advantages and disadvan-
tages and software requirements depend on the specific
needs of each user. Frequently, software packages have
overlapping categories because they can be classified as
prepackaged software, yet can be customized and/or may
be available on a timesharing network.

Based upon the aforementioned categories, these tables

Prepackaged Real Estate Software

Program Name/Vendor Features

REAL ESTATE FINANCE
PAC

Palmer Berge Co.

Computer Division

1200 Westlake Ave. N.

Seattle, WA 98109

REAL ESTATE INVEST-
MENT PAC

Palmer Berge Co.

Computer Division

1200 Westlake Ave. N.

Seattle, WA 98109

REALVAL

Real Estate Evaluation
Consultants

P.O. Box 811

Bloomington, IN 47402

RENT ROLLER
llinois Logic Co.
2500 West lowa St.
Chicago, IL 60622

WORLDWIDE INVEST-
MENT SYSTEM

Worldwide Institute of
Valuation

366 Grand Ave.

Oakland, CA 94610

Real estate financial analysis
including wraparound loans,
graduated payment mortgages,
and loan buydown analysis.

Real estate investment analysis
including income and expense,
cash flow, exchange recapture,
and lease versus own analysis.

Real estate investment analysis
including rental breakeven,
sensitivity, tax, financial, and
key ratio analysis.

Calculates projected lease
schedules including income and
expense stops, percent of sales
and CPl escalators, and tenant
lease summaries. Interchange-
able with Visicalc Files using
DIF format.

Real estate cash flow analysis
including sensitivity, ratio, and
resale analysis.




list representative microcomputer software programs, the
uses of each program, and its vendor.

Electronic Spreadsheet Programs (Custom Design)

Program Name/Vendor

Features

SUPERCALC

Sorcim Co.

405 Aldo Ave.

Santa Clara, CA 95050

T/MAKER

Lifeboat Associates
1651 Third Ave.
New York, NY 10026

VISICALC

Visicarp

592 Weddell Dr.
Sunnyvale, CA 94086

REAL ESTATE ANALYST

(Visicalc Templates)

Colony Realty Co.

4243 Northlake Blvd.

Palm Beach Gardens, FL
33410

REAL ESTATE MODELS
FOR THE EIGHTIES

(Visicalc Templates)

Commercial Software
Systems, Inc.

7689 West Frost Dr.

C/PM-based operating system
software that is used for cash
flow, mortgages, resale, and
similar analyses.

Similar to above.

Non-C/PM-based software that
performs similar analysis as
above mentioned programs.

Amortization schedules,
depreciation, and investment
analyses.

Similar to above.

Timesharing Services

Program Name/Vendor

Features

ACCUFLOW

Tymshare Inc.

20705 Valley Green Dr.
Cupertino, CA 95014

CYBERNET-IFPS
Cybernet Services
Control Data Corp.
HQWO051, P.O. Box 0
Minneapolis, MN 55440

EDUCARE NETWORK

General Electric Info.
Systems Co.

401 N. Washington St.

Rockville, MD 20850

EMPIRE

Computer Sharing Serv.
3 linois Center

303 East Wacker Dr.
Chicago, IL 60601

PROJECT CALL/370
Control Data Business
500 Putnam Ave.
Greenwich, CT 06830

LAS
National CSS, Inc.
300 Westport Ave.

Cash flow and sensitivity
analysis including depreciation
schedules, ITCs, tax shelter
computations, and discounted
cash flow analysis.

Financial planning and model-
ing including cash flow, lease
versus buy, sensitivity and sales
forecasting analysis.

Cash flow, sensitivity,
depreciation, mortgage and
appraisal analysis.

Corporate financial modeling
program adaptable for real estate
investment analysis featuring
risk, target value and sensitivity
analysis.

Real estate financial modeling
including forecasting, data base
management, statistical analysis,
and tenant lease calculations.
Lease analysis system interactive
program for simple and complex
cash flows and leases.

Littleton, CO 80123

Norwalk, CT 06851

Conclusions

Microcomputers are becoming popular real estate
investment analysis tools. Low cost, software availabil-
ity, computing power, and portability are major rea-
sons for their acceptance by the real estate finance com-
munity. However, they have limitations such as insuffi-
cient memory storage capacity and early obsolescence,
and are unfamiliar to many real estate professionals.

Discounted cash flow analysis, mortgage amortization
calculations, rent roll computations, and other forms of
investment planning are the most frequent applications
for microcomputer real estate financial analysis. Finan-
cial modeling using other flexible methods is also avail-
able, depending on software and hardware configuration.

Three types of software categories are used for real estate
financial analysis: prepackaged, custom designed and
timesharing service programs. Each software category has
advantages and limitations. The selection of software de-
pends on financial analysis needs, which vary within the
real estate profession. Typically, the optimal software
system includes a balanced combination of each type of
program. Nevertheless, software and hardware should be
matched with user’s requirements and budget.

The talents, creativity and resourcefulness of the user are
the most important variables for the successful use of a
microcomputer. Computers are mindless instruments
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which perform routine calculations, thereby providing
more time for the analyst to make important real estate
financing judgements. Computers are not a substitute
for thinking, but are able to help with ultimate decisions.

Note:

Several real estate, electronic spreadsheet, and timesharing vendors
exist and no attempt has been made to include every manufacturer.

Errors and omissions may appear in software presentation tables.
Furthermore, many of the aforementioned vendors sell or manufac-
ture several various types of real estate software packages. For further
details, contact respective vendors.

ACCUFLOW is a trademark of Tymshare Corp., Cupertino, CA.
CYBERNET is a registered trademark of Control Data Corp., Minne-
apolis, MN.

ILLINOIS LOGIC is a trademark for microcomputer sales and con-
sulting services of lllinois Logic Co., Chicago, Il.

REALVAL is a trademark of Real Estate Valuation Consultants,
Bloomington, IN.

SUPERCALC 1s a trademark of Sorcim Co., Santa Clara, CA.
T/MAKER is a trademark of Lifeboat Associates, New York, NY
VISICALC 15 a registered trademark of Visicorp, Inc., San Jose, CA.
VISICORP is a trademark of software products made by Visicorp, Inc.,
San Jose, CA.
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GRADUATE LEVEL NEEDS AND OPPORTUNITIES

IN REAL ESTATE

by Norman G. Miller and Gregory P. Gardner

The increasing importance of productive asset manage-
ment has caused an industry need for more highly edu-
cated real estate professionals. Most businesses today
realize that prudent real estate management is especially
important in an era of high interest rates and high infla-
tion. This heightened prominence of the need for pro-
ductive asset management is also due to the rising
proportion of real estate assets on the corporate balance
sheet and the many technical aspects involved in its con-
trol. Meeting these industry demands requires higher level
real estate education.

University programs that were once up-to-date and in line
with the needs of the industry often fail to adapt to the
changing times. For example, the high cost of money and
the multitude of financing alternatives have caused a need
for emphasis on economic, financial and legal areas and
a more careful analysis before entering into a major real
estate transaction.

Also, there is recent concern, especially from appraisers,
that a growing proportion of feasibility studies and other
related work is being completed by those who are not real
estate professionals, such as accounting firms and market
researchers. Itis our belief that more advanced education
is required in order for the real estate practitioners to re-
capture these lost opportunities.

The goals of this report are to present a better understand-
ing of graduate education which will meet the current
needs of the industry, and to examine the opportunities

Norman G. Miller, PhD, is associate professor and director of the real
estate program at the University of Cincinnati. He has authored nu-
merous publications on the various aspects of real estate finance,
economics and investments. He received his doctorate degree from
The Ohio State University

Gregory P. Gardner is currently working as a review appraiser for the
Department of Transportation for the State of florida. He received his
MBA in 1981 from the University of Cincinnati

for and returns on the attainment of a master’s degree in
real estate.

Collection Of Data

In order to accomplish these goals, data was collected on
some of the graduate level real estate programs currently
being offered at major colleges and universities through-
out the country. These course offerings were compared
to the degree of importance that a multi-disciplinary
sampling of real estate practitioners placed on many real
estate areas. A recommendation of topical areas that should
be considered in an evolving graduate real estate pro-
gram based on industry emphasis is made, and the use-
fulness and opportunities gained from a concentrated, one-
year master’s program in real estate are examined.

Information was requested from 15 graduate schools in
the 1980-81 Guide to Graduate Management Education,
which were listed as offering both an MBA degree and an
MS degree in real estate. Positive responses were re-
ceived from 13 institutions. The Table shows a listing and
frequency of the graduate level real estate course offer-
ings at these schools.

The “core” courses — those that are most frequently of-
fered — included advanced level real estate appraisal,
investment, use and development, finance and law. Some
of the other peripheral course selections included reha-
bilitation of residential real estate, and architecture and
design factors in real estate at Golden Gate University, land
resource regulations on enterprise management and real
estate administration at the University of Wisconsin, and
property management | and Il at The American Univer-
sity. The preceding three universities appeared to offer the
most comprehensive graduate real estate programs of the
13 schools observed.

In order to determine the needs and opportunities in the
real estate industry, a two-page questionnaire was sent to
172 firms during the summer of 1981. These companies
included a sampling of appraisers, property managers,
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mortgage lenders and market researchers and developers
in five major U.S. cities. Also included within the sample
were 63 corporate real estate executives in private indus-
try throughout the country.

The response from the survey was most favorable: 53 firms
or over 30 percent of the sample replied. This rather high
level of feedback for this type of survey could indicate a
large degree of interest in advanced real estate edu-
cation. However, it is recognized that the results of this
survey might be favorably biased due to the possibility
that only pro-education respondents would bother to re-
turn the questionnaire. But the relatively high level
of respondents and the observation of both positive
and negative replies and comments tend to diminish
this possible bias.

The response rate was higher than average from apprais-
ers and corporate real estate executives, possibly indi-
cating more concern or recognition of the need for graduate
level education in those fields.

In addition to the high response rate, more than a few re-
spondents sent letters of encouragement and advice. There
were even requests for referrals of future graduates. Fur-
thermore, above and beyond the survey, 17 positive let-
ters of support and recommendations were received from
various real estate practitioners and instructors through-
out the country. They all expressed a need for better ed-
ucated real estate people. A small sampling of excerpts
from these letters follows:

“Having successfully completed an MBA program 10
years ago at Arizona State University, and recognizing
the tremendous changes that have taken place in the
industry during the past decade, | strongly endorse the
concept of a master’s degree in real estate analysis.”’

A concentrated year-long program at the graduate lev-
el in real estate would be of definite value to the indus-
try. Many real estate development firms actively seek
and recruit qualified graduates with strong real estate
backgrounds."?

“My concentration was real estate finance. Upon
graduation, with no related work experience, my mas-
ter's degree opened the door for numerous job inter-
views and subsequent job offers. Financial institutions
as well as developers, appraisal firms, consultants, etc.,
search for individuals with these talents and pay them
accordingly.”?

“The increasing complexity of many of today’s real es-
tate investment decisions demands that the appraiser/
analyst/underwriter/developer/manager be a skilled
generalist aware of the interactions of the many func-
tional areas of real estate analysis. A graduate-level
program designed to develop real estate generalists ca-
pable of understanding multi-faceted proposals would
go a long way towards ‘professionalizing’ a very seg-
mented industry.”?

“It is my opinion that an intense real estate program is
needed to provide both a place for students interested
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TABLE
Compilation of Graduate Real Estate Course Offerings*

Frequency of course

Courses offering by 13 respondents

Real Estate Appraisal 84.6%
Real Estate Investment 84.6%
Real Estate Use and Development 69.2%
Real Estate Finance 61.5%
Real Estate Law 53.8%
Land Development 46.2%
Housing Development 38.5%
Developing Commercial Properties

(Feasibility Analysis) 30.8%
Current Problems (Financing, Zoning,

Government Regulations) 30.8%
Property Management 23.1%
Current Urban Land Issues 23.1%
Real Estate Income Valuation and Investment 23.1%
Regional Economic Development 15.4%
Real Estate Concepts and Analysis 15.4%
Real Estate Taxation 15.4%
Real Estate Development of Commercial

and Industrial Structures 7.7%
Rehabilitation of Residential Real Estate 7.7%
Architecture and Design Factors in Real Estate 7.7%
Intermediate Business Statistics 7.7%
Real Estate Administration (Procurement,

Management, Disposal) 7.7%
Valuation Analysis and Report Writing 7.7%

*The 13 institutions that responded are: The American University,
Arizona State University, Florida International University, Golden
Gate University, Ohio State University, San Diego State
University, Virginia Commonwealth University, University of
Alabama, University of Arkansas-Fayetteville, University of
Oregon, University of South Carolina, University of Tennessee
and University of Wisconsin-Madison.

in real estate and to provide our industry with a source
of quality personnel. Industry support is evidenced by
the various scholarships and foundations currently
available in AIREA and SREA.”®

“There is no question in my mind that there is a tre-
mendous need for a higher level of education in real
estate analysis. From my perspective and that of my
firm, one of the biggest problems we have is finding
qualified people throughout the country capable
of truly analyzing real estate ventures and markets. |
feel very strongly that the time is right to expand the ed-
ucational programs on a graduate level especially in
the fields of real estate economics, finance and com-
puter processing.”"

Questionnaire Results

A topic survey questionnaire was developed using a four
point scale. The respondents were asked to check the ap-
propriate degree of expertise required in each subject area.
In order not to influence individual responses, firm iden-
tification was optional, although over 70 percent of the
respondents chose to reveal their identity. For analysis
purposes, the questionnaire was coded according to
professional category.
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The responses were analyzed separately according to six
professional occupations and on a total overall basis. Re-
sponses from the mortgage lenders and market research-
ers will not be individually presented due to the small
number of respondents from these groups. Their input will
be included in the total results. An analysis of the survey
results and some interesting differences and similarities
of the respondents follows.

Seventy percent of the respondents indicated that there is
an industry demand for people with a graduate level ed-
ucation in real estate. Only 6 percent answered “no” and
24 percent said “maybe.” It is believed that many of those
who said “maybe” were exercising caution due to the
unknown quality of the program. An exception to this
generally positive response was noted by some real estate
developers.

Fifty-four percent said “yes"” to the question: In your
opinion, would it be better for an individual to go through
a concentrated one year real estate program rather than
gain practical work experience during that year? Twenty-
four percent said “no” and 22 percent, “maybe.” These
responses indicate that a high value is placed on related
work experience and even greater weight is given to ad-
vanced education. Among the professionals responding,
corporate real estate executives and appraisers were
most positive and developers were the most negative.

In a question concerning tax knowledge, the real estate
developers placed greater emphasis on this subject than
did other professions. Relatively little importance was
given to estate tax knowledge by both property managers
and corporate executives. In fact, of all the subject areas
this one received the highest response in the “not nec-
essary” category. The consensus of the total sample in-
dicates that a general income tax knowledge is helpful
or essential.

The majority of all the respondents places legal knowl-
edge in the helpful to essential range. Every profession
strongly emphasized the legalities of leases. Eighty-eight
percent of the corporate real estate executives regarded
this area as essential.

The total number of respondents gave the question in-
volving construction-engineering plan reading a high rat-
ing in the helpful and essential categories. The appraisal
profession placed greatest stress on this area. Write-in re-
sponses included plan reading ability for plot, site, lease
and architectural plans.

All the respondents, and especially the developers, placed
slightly greater emphasis on economic base analysis in the
area of general marketing research.

The question involving site and location analysis was rated
essential by 71.4 percent of the respondents. This strong
positive emphasis was especially noted in the appraisal
and corporate executive groups.

Feasibility analysis was given strong overall support, with
58.8 percent classifying it as essential and 47.1 percent

MILLER and GARDNER: GRADUATE LEVEL NEEDS

classifying it as helpful. This subject area is particularly
important to corporate real estate personnel.

The topic of surveying was not allocated much overall
weight. The majority of the respondents felt that knowl-
edge in this area was helpful to somewhat helpful, while
a sizeable 20.8 percent responded that surveying knowl-
edge was not necessary.

The areas of construction techniques and building ma-
terial knowledge received most ratings in the helpful cat-
egory. Appraisers and corporate real estate personnel
especially emphasized knowledge of construction
techniques.

The area of financial analysis received strong overall em-
phasis, with 68.1 percent of the respondents rating this
area as essential. Cash flow and budgeting knowledge was
almost unanimously rated as being essential to devel-
opers and property managers.

Knowledge of real estate portfolio theory was generally
rated as helpful to somewhat helpful. Only one respon-
dent regarded this area as essential.

It was generally felt that knowledge of government reg-
ulations is essential to helpful. Only a relatively small
percentage of the respondents rated knowledge in this area
as being somewhat helpful to not necessary. Overall strong
emphasis was placed on familiarity of local government
regulations. Knowledge in this subject area is stressed most
by appraisers and is emphasized least by property
managers.

The areas of accounting and economics were rated equally,
with the greatest emphasis placed in the helpful to essen-
tial categories. Of the two, familiarity with accounting
procedures was rated slightly higher than economics.
Appraisers and corporate real estate executives, how-
ever, emphasized knowledge of economics.

The area of mortgage lending was rated almost the same
between essential and helpful. Knowledge of mortgage
types received the most support, especially by devel-
opers. They also gave strong support to familiarity of
mortgage loan packaging.

The importance that is placed on managerial skills is shown
by the high percentage of ratings in the essential to help-
ful categories, 49 percent and 44.9 percent, respectively.
Skills and competency in this area were greatly stressed
by corporate real estate personnel and property man-
agers, with “essential” ratings of 73.9 percent and 71.4
percent, respectively.

In general, knowledge of insurance was rated as being
helpful. The professions with the most support for knowl-
edge in this area were property managers and corporate
executives,

On an overall basis, general statistical knowledge and
regression techniques were rated as being helpful to es-
sential. The strongest support for this area came from the
appraisers, while the least emphasis was received from
corporate real estate executives and property managers.
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Of all the subject areas, communication skills received
the strongest positive response. The overwhelmingly high
rating of essential placed on writing and speaking skills,
85.7 percentand 77.8 percent respectively, indicates
that communication skills are extremely important to
real estate professionals. Among the professions, ap-
praisers and property managers placed greatest empha-
sis on writing skills.

The area of investment analysis also received a strong
positive response, with 62.8 percent of the respondents
rating it as essential. Almost all property managers rated
this area as essential.

In the area of general computer operations, only a small
percentage of the total number of respondents rated it as
essential. The majority classified it between the cate-
gories of helpful to somewhat helpful. Nearly 20 percent
of the survey respondents rated this area as not neces-
sary. Of all the professions surveyed, developers felt that
the area of computer operations was least essential to their
occupation. These results are in conflict with the letters
received which supported the growing importance of
computers in the real estate profession. The comput-
er languages most commonly used are Basic, Cobol,
and Fortran,

The respondents indicated that the investment analysis
methods utilized most frequently were internal rate of re-
turn, net present value and payback. The appraisal meth-
ods most frequently checked were income approach,
market approach, cost approach, mortgage equity, Ell-
wood and residual. The appraisers expressed preference
for the last three methods, while the other professions
relied almost equally on both income and market
approaches.

There was a wide range of replies to the question con-
cerning the kinds of practical work experiences which
would be most helpful. The responses most frequently cited
were finance, sales, commercial-industrial real estate, real
estate management, development, appraisal, leasing,
brokerage, mortgage lending, marketing and construc-
tion. From the broad range of responses and the lack of
repetition except in the first few areas, it appears that nearly
any work experience in real estate would be helpful in
obtaining career employment.

A large variety of responses were given for the question:
Whalt areas in the real estate field offer the most oppor-
tunities for advanced degree real estate personnel over the
next 5 to 10 years? Some of the areas listed were man-
agement, corporate development, finance, corporate real
estate, investment, appraising, tax planning and sales.
Despite these many promising areas of opportunity, it is
believed that entry into the more rewarding, interesting
and challenging positions can only be attained through
prior related work experience or advanced education.
Since many people are interested in a real estate career
but do not necessarily have the prerequisite experiences,
further education may be their only alternative. It is then
questioned whether the investment in an advanced ed-
ucation is “worth” the costs?

The expected benefits of graduate education must be
compared to the expected costs. The benefits include any
increased earnings which result from further education as
well as non-quantifiable benefits such as the higher prob-
ability of obtaining job satistaction and the enjoyment of
additional education. The cost of additional education
includes both the direct cost of the education, and the in-
dividual “opportunity” cost” which includes the income
foregone during the period required to complete gradu-
ate level work.

Summary

The results of this research indicate that there is a demand
and need for individuals in the industry who have an ad-
vanced real estate education. While the majority of the
graduate level real estate programs that were surveyed offer
“core” courses in the areas needed, the emphasis in the
industry seems to be shifting.

Based on this research, a good, up-to-date graduate pro-
gram in real estate should: 1) seek to improve and de-
velop the student’s communication skills, especially
writing skills; 2) continue to emphasize site and location
analysis, financial analysis and investment analysis as well
as cash flow and budgeting knowledge; 3) stress the fi-
nancial and legal aspects of leases; 4) emphasize feasi-
bility and economic base analysis; 5) include local
government regulations such as zoning and building codes
along with mortgage types and alternative financing; and
6) develop a course or seminar on the skills and tech-
niques of negotiation, which could be a course incor-
porating all the real estate areas and requiring oral
persuasive presentations.

This study has shown that each of the real estate profes-
sions that responded has emphasized different areas of
importance. Therefore, graduate real estate education
should be somewhat general and flexible and should in-
clude instruction in real estate law, real estate finance, real
estate taxes, appraisal, investment, development, statis-
tics, computer and business applications as well as the
areas already cited.

The survey results also indicate that for most qualified
students the returns of obtaining a master’s degree in real
estate would justify the investment.

NOTES

1. Jared N. Huish, MAI, SRPA, chief appraiser, The First Interstate
Bank of Arizona, N.A.

2. Charles D. Davis, manager, Training and Research Division, The
Equitable Life Assurance Society of the United States, New York,
New York.

3. Philip D. Morse, appraiser, real estate investment analyst, New
York Life Insurance Company, Arlington, Virginia.

4. Michael L. Galonska, assistant vice president, Society For Sav-
ers, Hartford, Connecticut.

5. Lee C. Burns, MAI, SRPA, Lee C. Burns & Company, Inc.,
Houston, Texas.

6. James |. Walsh, MAI, Merrill Lynch Hubbard Inc., New York,
New York.

7. Parts of this section are referenced to an unpublished working
paper, entitled “The Value of Graduate Education in Real Estate,” by
Norman G. Miller, C. F. Sirmans, and Wanda L. Riggs, 1980.
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