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The new real estate environment calls for a reconsidera-
tion of many long-standing assumptions. Tax reform .rnd
the overbuilt state of the office market have ma jor impli-
cations for real estate investors and developers lhat
could mean big changes by the end of the year.

This number of Rf/ addresses several aspects of the
situation from a variety of perspectives. lt also marks the
expiration of my term as editor in chief. Readers who are
aware of how long I have served in that capacity will
understand my feeling that the time has come t() give up
the reins. Forlun.rlely we have {ound a rvell-qualified
successor who can take Rf/ into the nelv real estale
era-Dr. Rocky Tarantello, CRE, a distinguishetl tr.run-
selor and the new editor in chief.

Dr. Tarantello has since 1974 been on the faculty of the
University of Southern California, where he is currenlly
adiunct associate prolessor of real estate and land eco-
nomics. Widely experienced in real estate development,
investment, market research, appraisal and counseling
throughout the Weslern United States, he is president of
Tarantello & Company,.r real estate market research antl
appraisal firm with offices in California and Arizona. His
book Rea/ E\t,1te Portiolio Analysrs, written with Chap'
man M. Findlay, lll and Stephen D. Messner, is.r l.rnd-
mark in its field.

On a personal note, it has been an enjoyable len years.
My thanks llo to Linda Magad and her predecessors in
the role of staff ed itorj to Lois Hofstetter, executive direc-
tor of ASREC; lo the many authors who have submitted
manuscripts without hope of payment; and to the mem-
bership of ASREC, who have supported RE/ financially
and allowed me complete editorial freedom at some
cost to their own peace of mind.

!n Appreciation

As the regular readers of the journal know, Rea/ fstate
/5sues just finished a year long celebration of its lOth
anniversary. What the readers may not realize is the
tremendous contribution.rnd dedication of its firsl ancl

only editor in chief, lared Shlaes, CRE.

Despite an active and demanding counseling business
in Chicago, his selfless contribution to the iournal and
the American Society of Real Estate Counselors
(ASREC) has been amazingi, even to those of us who
know and appreciate his vitality. The present format,
content, and growth of Rea/ fstate /ssues are a direct
result of his desire to see the iournal become a forum
for the exchange of ideas and professional concepts.
His success in ;rccomplishing these goals is

underscored by the lact that almost twothirds oi lhe
journal's readership are nonmembers of the Society
who dre lop real est,rle bu\ine\s manager). o\4 ner\ ol
various real estate concerns, or corporate executives.

The members of ASREC are proud of the work our
colleague has done and extremely grateful he was
willing to undertake the task. And although he will
now step aside to commil his energy to other
activities, a solid foundation has been laid ibr the
future of Rea/ fit.rte /5sue5.

nt 4//w
Editor in chief

Editor's Farewell
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lmpacl of New Tax Reform Legislation on Real Estale
lohn McMahan, CRE
The article offers an overview on how the tax reform legislation will alter lhe real est.lte
industry. lt det..rils the impact on syndication and tlevelopment of ofiice.rnd .tp.lrtment
buildings, shopping centers and hotels.

A Stralegic View of Real Eslale
Mahlon Apgar, lV
For the instilutional investor, real estate offers sigoificant investment potential: it
represents a dr.rminant share of domestic ancl foreign capital markets; it is emergtng as a

major industry; and it is shifting in emphasis from transactions to asset man.tgement.
These factors affect acquisitions, development and management, and require a strategy
to guide the process of real estate investment.

Advisory, Management, and Financial Services Available on an
lnternational Scale
Mary Alice Hines
The international real estate investor has a team o[ experts readily available to assist in
the decision-makinS process in various parts of the world. Yet, the plethora oi sources
may overload by sheer volume. This study ex.rnrines the capabilities of the numerous
professional services and outlines contact inlormation to help in the business process.
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Introducing:

How to Perform
An Economic

Feasibility Study
of a Proposed

Hotel/lvlotel
Stephen Rushmore, CRE

A Ne.l; Release from the
Arnerican SocietA of Real Estale Counselors

Learn the procedures and information needed to evaluate the
feasrbilrtv of a proposed lodging facility.

The most important components of such a study are a forecast
of the economic values and the estimated cost ofthe project. A
case study of a proposed hotelor motel in upstate NewYork
illustrates the steps taken to determine these values and costs.

llilr
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The Decline of Cycles in the Housing lnduslry
Lee Sternlighl
The author analyzes the immediate past, present and future to understand the changing
home mortga8e industry. Starting with the premise that the housing industry typically
foreshadows the business cycle, FRMS and ARMS are discussed regarding their impact
in reducing the ups and downs in the industry.

Retirement Community Development: New Trends in Marketing and
Financing Concepts
lohn A. Rasmussen
The traditional life care concept of prepaid housing and health care is evolving into
numerous consumer options. This article describes consumer marketing and financing
plan alternatives for retirement communities and adult independent living. Historical
absorption, recent trends and current primary market research findings are analyzed to
perceive the potential demand in the market.

Marketing Opportunities in the Rapidly Changing Practice of Medicine
Lawrence P. Darrow, CRE, and l. Roberl Pellar
Economic pressures are reshaping the traditional role of hospitals as the prime source
providing healthcare services. This article examines the factors responsible for a shifting
trend, describes the physical and economic characteristics of the facilities catering to
the changing market, and discusses the current offering of medical services.

The Effects of fust-in-Time lnventory Procedures on the Locational Decisions
of Suppliers
Daniel L. Tompkins
The growing use of lust-in-Time inventory methods in manufacturing is influencing the
locational decisions of suppliers. Discussed are the use of J.l.T., current locational
theory, and how a real estate counselor's market segmentation strategy fits together.

lnterest Rate Swaps
Milton A. Scotl. lr.
The author presents an analysis on the use of interest rate swaps by financial
institutions as a hedging tool to limit interest rate risk and as a vehicle to generate fee
income.

Real Estate and the AACSE's Common Body of Knowledge
Neil G. Carn and loseph S. Rabianski
The theories in real est.rte courses are discussed as well as the benefits of such courses
to business students. The authors address the relationship of real estate concepts and
how they could be integrated and taught in a business curriculum on a university level
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maiors and business students opportunities for diversifi-
cation. These courses are usually available only in large
real estate programs or at the graduate level. The presen-
tation in Table 3 provides topics in these specialties;
relationships to other business fields are not discussed,
even though there are links to legal studies, economics,
and management. This is not a comprehensive list of real
estate specialization courses, but it identifies the princi-
pal classes that exist in sorrre business schools and could
be offered in others with the required faculty and
resources.

Advanced courses expose the student to ideas for the
analysis of business decisions involving real property.

o Can local Sovernment regulation af{ect the rate of
return on a development projectl How do you
evaluate this impact?

. What physical limits can a site impose on the
development process?

o Should excess acreage be purchased as a means
for future expansion? lf so, what is the value of this
land in the future? What are the direct costs and the
opportunity costs of holding excess acreage?

o When should the firm divest excess acreage of
facilities a

o Should the corporation diversify into property
development? What risks would it facea

. lf an expansion of production facilities is war-
ranted, should that expansion occur on-site,
should the plant relocate, or should a branch plant
be established? Where should that branch plant be
located? Where should the firm relocate? What are
the criteria and standards that need to be analyzed
in making these decisionsi

o Can design features of the site and structure affect

the rate of return by influencing revenues, operat-
ing and/or construction costsi

Real Estate Courses As Service Courses

Real estate courses also can provide a body of electives
for students majoring in other business disciplines. Table
4 identifies the service function that specific real estate
courses can provide these students. The topics covered
are identified in the column entitled Relevant lnforma-
tion. Real estate investment is the course that interests

most business students, followed by real estate finance
and real estate market analysis.

Summary And Conclusion

This article has explored the role of real estate education
in meetinS common body of knowledge or core require-
ments in the business curriculum. As a business field,
real estate's educational programs usually embrace gen-

eral business core requirements. However, these stu-
dents often graduate with little if any exposure to impor-
tant topics, and real estate educators are rarely involved
in teaching core subiects.

Such topics have a place in the business core, i.e., the
basic concepts of space utilization and facilities plan-
ning, since these subjects are frequently encountered in

business decision-making and are critical concerns in
strategic planning. PlacinB a real estate principles course
in the general business core is the most appropriale and
readily available method of integrating real estate topics
into core business requirements.

NOTE

L American Assembly of ColleSiale Schools of Business, Accredi
tation Council Policies, Procedures and Standardsr 1985-86. AACSB,
1985, p.29.

losEPH w. o'coNNoR
RECEIVES 1986 BALLARD AWARD

Joseph W. O'Connor has been named lhe l986 recipient of the
Ballard Award for his article, "Real Estate Development:
lnvestment Risks and Rewards," which appeared in the
Spring./Summer 1986 number of Rea/ Estate /ssues (RE/). Mr.
O'Connor is CEO of Copley Real Estate Advisors in Boston, New
England Life's real estate investment and management affiliate. The
Ballard Award is presented annually to the author whose article
best exemplifies the high standards of content maintained in the
jou rna l.

O'Connor furnished the results of a 2O-year research project which
studied and evaluated a large real estate portfolio containing 40
investments totalling over $2 billion in developmental properties.
His findings substantiated the merits of investing in real estate
development. The study was segmented into six staSes: planning
and design, regulatory approvals, financing, construction, leasing

and operation. And with the visual assistance of 14 well-illustrated charts and graphs, the article
traced the risk factors through the process.

ln real estate investment since 1970, O'Connor spent 1'l years at The New England, most recently
as a vice president where his responsibilit ies included the management and control of the equity
real estate portfolio. With his involvement, this pordolio has grown from almost five million sq. ft
to more than 50 million sq. ft. of office, industrial and retail space. O'Connor is recognized
nationally as an expert on commercial and industrial real estate development and financing. He is

a frequent lecturer on real estate subjects and holds membership in numerous industry-related
professional organizations. O'Connor received an A.B. from Holy Cross and an M.B.A. from
Harvard Eusiness School.

Editor in chief Jared Shlaes, CRE, made the manuscript selection for the annual award which
carries an honorarium of $500. Funding for the award is provided by the generous contribution of
the William S. Ballard Scholarship Fund in memory of Mr. Ballard, a former CRE.

Articles for consideration in next ye.tr's competition are now being accepted and must be

submitted by August 1, '1987 to be eligible.

w
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should be included in common body of knowledge re-
quirements. The real estate principles course is the easi-
est, most available method to meet any such require-
ment.

Optional Courses ln Real Estate

Once a business student has completecl .r re,rl estate
principles course, he/she may benefit ironr advanced
topics. Table 3 identifies courses which offer re.]l estate

tunctional Alea
of Business

Rank Ordered
Service Courses

AccountinB

F in.tn( e

M.rrketinS

Economics

Computer Science/
lnformation Systems

ManaBement

Le8al Sludies

Real Estate lnvestment/Finance

Real Estate Appraisal

Real Estate Market Analysis

Real Eslale loveslmentrFinance

Real Eslale Market Analysi!

Real Estate Appraisal

Real Estate Market Analysis

Real Estate Brokerage

Real Islate Market Analysis

Real Est,rte Finance/lnvestmenl

Real Estate Appraisal

Real Estate lnvestmenl Analysis

Real Property Mana8ement

Managment oi Real Estate Busi-
ness OrBanizations

Development ReBulation

Real Properly L.rw

Relevnnt lnform.rtion

Nature of analysis for equity decisions;
Measures of profitability: Profit recognition

Valuation techniques: Historic cost calculation, fair market value,
net realizable value

Revenue and operatinS cost-historic cost analysis and compara-
ble data analysis;

Revenue and expense iorecasting techniques

Nature of analysis for equity decisions;
ln5tilulional faclors affeclinB market transactions;
Performance and profitability measures;
Ownership entity selection;
Real estale taxation provisions

Analysis of local economy;
Revenue and expense forecasting techniques;
Demand and supply in residential, commercial, and industrial

markets

Real asset valuation techniques

Application o[ market segmentation techniques;
Evaluation factors for competition and markel potential;
Focus of consumer survey techniques

MarketinB lhe physical asset: lease negotialions, tenant selection,
space alltration

Demand and supply factors in residential and commercial
markets;

Residential and commercial location theory

Analysis of the primary and secondary mongage markets;
Discounted cash flow analysis (an application of cost/benefit

analysis)

Valuation techniques;
Physical, economic, and locational value determinants

Nature of deci!ion-making analysis;
Struclure of commercial models to undenake analysis

ManaSinE the physical asset

Strate8ic planninS for the organization and the proiect(s);
Managing real estate organizations

. lnvestmenl entities

. MonSaSe lendinB entities

. Professional and business service entities

. Production and entreprenerial entities

. Public, non-profit, and other quasi-public institutional entities

Basis and procedures of regulation;
Role of government and legal basis for guiding development and

providing essential services

Use of technical agents in real estate activilies;
Types and nature of legal interests and investment entilies;
lnstruments and contracts used in real estate transactions

Reprint lnformation
You can order single and multiple copies of arti-
cles that have appeared in any edition of Rea/ fs-
tate /Jsues. For further information and fee struc-
ture, contact Rea/ Estate,ssues,430 N. Michigan,
Chicago, lL 6061'l or call (312) 329-8431.
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related to the financial markets?

o How is the economic strength of a local economy
and market analyzed and measured?

. How can a specific parcel of l.rnd and structure be
valued? How does the value of real property
change when economic circumstances change?

These five real estate core courses expand the topics
introduced in the real estale principles course to Bive the
student workable knowledge and provide specific skills
in real estate manaSement. The courses build on the
common body of knowledge topics discussed earlier in
the same way that senior level courses relate in other
functional areas of business. Therefore, it is plausible for
real estate maiors to take these courses to meet some of
the AACSB's requirements for finance, marketing, and
legal studies.

The Ar8ument

The AACSB needs to give more direction to common
body of knowledge concepts for business students in
each of the business fields. The AACSB should respond
to the following questions:

. lt is important to know the legal environment of
business, or should students only be instructed in
their functional area - accou nting, finance, insur-
ance, or real estate? ls a combination of these ap-
proaches more desirable?

o ls knowledge of finance in a corporate sense the
only way to ful{ill the common body knowledge,
or can financial principles be taught in a special-
ized way, i.e., can courses in real estate finance

and in vestmen t adeq u ate ly fu lfil I basic
requirements?

. Can marketin8 principles be tau8ht in the context
of real estate markets, or must the focus remain on
personal property items that typically have no in-
vestment aspect added to their consumptive use?

. What aspects of microeconomics are needed by
business students? Can these concepts be inte-
grated into specialized courses such as real estate
market analysis?

o Should factory-oriented production topics com-
prise the only approach to teaching production
concepts, or could real estate construction con-
stitute a po::ible allernat ive?

Real estate majors could be exempted from some basic
classes because the training they receive in senior level
courses fulfills common body requisites and provides
specialized real estate training. For example, the
development regulations course focuses on a legal envi-
ronment specific to real estate; a course in mortSage
markets, syndication, and real estale investments is a

finance course specific to real assets; and the real estate
market analysis course embraces Beneral marketing
principles and provides traininB in techniques peculiar
to real estate. Students maioring in other business areas
should have the same option when coursework in their
field provides advanced training in general business
foundalions and techniques specific to the discipline.

ln addition, it would be valuable for general business
students to acquire specialized training in real estate
analysis; or topics from a real est.lte principles course

Qince it became apparenl Congrels would pJs\ some
\)form of lar reform legisl,rlion lhis year, lhere has
been considerable speculation as to what it would mean
for real estate. Now that there is a final bill, it is impor-
tant to re-examine its impact on real estate investment.

Historical Perspective

ln the 60s and 70s real estate, along with other .lssets
and industries, received moderate tax subsidy through
the deduction of interest and depreciation. Certain ele-
ments were singled out for favorable tre.ltment (e.9.,
housing; downtown development; etc.) to meet public
policy objectives, but generally real estate w.rs not
treated any different than other investment assels.

ln l98l however, real estate received an unexpected
windfall from Congress. ln order to spur business invest-
ment, the recovery period for the depreciation of invest-
ment assets was reduced substantially. This was further
compounded by the successful efforts of the real est.rte
lobby to have real eslate exempted from new at risk rules
which would limit deductions to the amount of funds
invested. The combination of large capital investment
financed largely through nonrecourse debt, nrade real
estate very attractive to taxable investors.

Although the recovery period standards were modified
somewhat by the tax bill of '1984, the subsidy still was
significant. This was particularly true when conrpared
with other types of investments which were losing in-
vestor appeal. At the same time, financial inslitulions
were investing more capital in real estate development
as a result of diminished opportunities in other areas
(banks) or as a response to deregulation (s.rvings &
loans).

tohn McMahan, CRt, is iounder and prcsidentol /ohn McMrhJI) A\5o-
ciates,lnc., San ftan.itco. M.Mahan directed eatly stategiL r('\ea1h
in realeJlale assel manaqement. His findinEs have been publisht'd and
provide a syslemnti. approach to realestate invest,n8. ln ad(litbn k)
wtitinT and \peakinq on thi5 subiect. McMahan is a member oi tht,
iatult\ ot Stdnlotd traduate s,6oo/ or Bu.rnp...
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The net result was a major infusion of new capilal in the
industry and the production of significantly more prod-
uct development particularly office buildings-than
the markel required. This spectacle of overbuilding,
loudly trumpeted in the media, made it very dif{icult for
the real estate lobby to effectively argue that investment
in real estate should receive continuing subsidy from the
U.S. taxpayer.

At the same time, pressure was building for tax reform.

Obiectives OI Legislation

The major objective of the recent tax reiorm legislation

IMPACT OF NEW TAX REFORM LECISLATION
ON REAL ESTATE

A revamped rea/ estate scene is about to
emerge as the tax reform act takes hold.

by lohn McMahan, CRE

5

TABTE 3

cialized Real EsLlte Courses

Course

Legal Environment of Real Estate

Urban Land Theory and Location
Analysis

Real Estate Production and
Development

Real Estate Organization and
Management

Ma orT rcs

Real estate law and legal precedents; Law of Agency, Real estate securities and
syndication laws; Real estate contracts and lease law; Legal and political powers
of government; Legal procedures of governmental real estate actions; Legal case
sludier involving regulatt.rry rssues.

Economic theories of urban space markets; Basic value and land economic
theories; Central place, and urban a96lomeration theories; lndustrial/residential/
commercial location theories and determinants; Land use theory and models;
Development decision-making processes; Site selection and developmenl
strateSy procedures.

Property development processes and procedures; Site and architectural analysis,
site planning procedures; Cost eslimation and value engineering; Construction
contract negotiation and management; Construction management and schedul-
ing; Rehabilitation and redevelopment processes; Covernmental assistance pro-
grams; Historical renovation.

Strate8ies for maximizing potential of real estate assets and business opportuni-
ties; Organization and managemenl of real estate investment entities; Real estate
asset and property management; Management of resident ia l/commerica l/
industrial brokerage operations; Organization and management of real estate
functions in large diversified firms; Strategic planning for real estate orSanizations
and projects.
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is to reduce individual rates to promote savings and eco-
nomic growth. Secondary, but related goals are to re-
store a Sreater degree of fairness to the tax system and
not increase the budSet deficit (i.e., revenue neutral).

A concensus has evolved in Congress that the best way
to achieve these objectives simultaneously is to shift a

Breater amount of the tax burden to corporations, partic-
ularly those that have not been payinS taxes, and reduce
or eliminate tax loopholes, specifically those benefiting
wealthier individuals.

ln attacking the loophole closing parl of the strategy, real
estate is targeted because it is one of the lasl remaining
loopholes (fairness) that represents significant tax reve-
nue (revenue neutral).

Features Affecting Real Estate

As passed, the bill affects real estate in a variety of ways.
a For most investors, operating losses from real estate

investments are no Ionger deductible against
ordinary income (e.g., wages, salary, dividends,
royalties, interest, etc.) They continue, however, to
be deductible aSainst other passive income (other
than interest and dividends) and can be carried
forward indefinitely and deducted upon sale or dis-
solution.

. The recovery period for real estate is extended
from l9 to 31 .5 years for commercial property and
27.5 yea's for residential, bolh computed on a
straight line basis.

a The lnvestment Tax Credit is eliminated for real
estate placed in service on or after January 1 , 1986.
Historical buildings still will receive favorable
treatment, but considerably less than before.

r The at-risk rule is extended to cover real estate,
although nonrecourse financing will continue to
be treated as an amount at risk if it is nonconvert-
ible and borrowed from an independent third party
lender (not a seller or related party).

. lnvestment interest expense is deductible only to
the extent of investment income.

o Favorable capital Bains rates for individuals are
eliminated for real estate and other investments.

The above features eliminate the subsidy for real estate.
Henceforth such investment will rise or fall on its own
merits, without a friendly assist from Uncle Sam.

lmpacl On Real Estate Industry

Syndication
Passage of the bill creates severe near-lerm dislocations
for certain portions of the real estate industry, namely
those individuals and firms dependent upon the tax shel-
ter business. Since few real esLrte syndication firms be-
lieved tax reform would pass, they did not diversify their
businesses away from tax sheltered investments.

There has been some movement in the syndication com-
munity towards so-called economic or cash flow offer-
ings in which the investor looks primarily to a cash yield

rather than tax shelter. Syndicators began offering this
type of product in t 985 and the first half of this year. The
amount of funds raised through public syndication in-
creased sliShtly in the first quarter ($2.28 billion vs.

$2.25 billion in 1985), indicating thal investors initially
may be attracted to this type of product.

The problem with this strategy is that it is still expensive
to aggregate small units of capital and these costs will no
longer be offset by tax subsidy. Although syndicators
have tried to reduce fees, they still have to motivate their
distributors. Once the impact of these costs on a non-
subsidized yield are fully understood, investor interest
will begin to wane.

ln addition to the problems involved in raising new ca-
pital, syndicators could face increasing difficulty with
existing investors as they try to collect on notes issued
under staged contribution plans. Many investors may
walk from their obligations with their investments no
longer deductible again,'l ordinary income.

The outlook for the syndication industry, therefore, is

one of shake-out, consolidation, and extensive litigation
with a reduction in both the number of firms and the
level of assets managed.

Real Estate Development

ln terms of real estate development, the Breatest impact
will be felt by developers involved with assets which
were especially favored through tax subsidy-
apartment, hotels, and rehabilitated office buildings.
Undoubtedly there will be less construction of new
apartments and hotels until proiects can be supported on
an economic (nonsubsidized) basis. Rehabilitation of
older office buildings will not suffer as much because
the new bill retdins some:ubsidy teatures.

Other products-new office buildings, shopping cen-
ters, industrial and R&D buildings-will be less affected
because they have not received as high a level of sub-
sidy. Development activity in these areas will be more
closely associated with institutional capital flows and
demand/supply conditions in local markets.

With reduced development activity, architects and en-
gineers can expect reduced demand for their services
more from demand/supply forces than from the loss of
the tax subsidy.

lnvestment brokers (not affiliated with syndicators)
should be largely unaffected as the number oi transac-
tions will not change dramatically or, if anything, may
increase as syndicators attempt to unload projects to
obtain Breater liquidity. Property managers and leasing
brokers will continue to be very active in working out
the problenrs of overtruilt markels.

lmpact On Metropolitan Areas

Ceographically, the near-term impact will be greatest in
those markets where tax-subsidized development has
concentrated, particularly apartment complexes in the
sunbelt.

A more subtle impact will be how the t..lx bill influences

TABTE 2

Content of the Real Estate Core Cour:es

Course Title

Real Estate
lnvestment
Analysis

Real Estate
Market
Analysis

Real Estate Appraisal

Public Policy Aspects
of Real Estate

Maior Topics

lncome/Expense Analysis, Risk
and Return Analysis (Perform-
ance Ratios, NPV, lRR,
FMRR), Tax

Sources of Funds, Mortgage
Market Analysis (Primary and
Secondary), Future Market lm-
pacts, Lenders' Use of Risk/
Return Analysis, The Mo(8age

Analysis of Local Economic
Activity (Circular Flow of ln-
come Model, Export Base
Theory, lnpuVOutput Analy-
sis), Residential and Commer-
cial Market Analysis, Residen-
tial and Commerical Location
Theory, Consumer Research
Techniques, Forecasting
Techniques

Value Concepts; Physical, Locataon-
al, and Legal Value Determinants;
Three Appraisal Techniques; Mass
Appraisal Using Regression Analysis

Covernment Land Use Powers and
Roles, Public Objectives and Plan-
ning Processes, Provision and Main-
tenance of Land lnfrastructure and
Site-Specif ic Services, ReBUlatory
Approvals, CosvBenef it Analyses,
lmpact Analyses, Public/Private
Development Roles and Rela-
tionships, LeBal Precedents, Trends

Tools of Analysis

lncome and expense
statements
Discounting techniques
Computerized programs

Discounting techniques
lncome and expense
statements
Micro and macroecono-
m ics
Contract and financial
law

Microeconomics
Descriptive and in-

ferential statistics
Market research
Strategic business plan-

n ing

Cost analysis
Economic impact analysis
Evaluation of legal and

political risks
Environmental impact

analyses
Stralegic proiect planninB

Contributin Disciplines

Accounting/Finance
Decision Mathematics
lnformation Systems

Decision Mathematics
AccountingFinance
€conomics
Legal Studies

Economics
Decision Mathematics
Marketing
Management

Economics
DPcision Mathemalics

Accounting
Economics
Decision Sciences
LeBal Studies
Public Administration
ManaEement

Real Estate
Finance

management of activities, are more specialized and re-
quire focusing on real estate's peculiar legal environ-
ment and production techniques.

Senior Courses ln Real Estate

Table 2 identifies the five courses that comprise a full
real estate curriculum offered beyond the principles
course. Olien the areas of investment and finance are
combined into a single course. The maior topics for each
are shown in Column 2, the tools of analysis are identi-
fied in Column l. and Column 4 identifies the business
discipline where the tools are obtained.

The five courses analyzed in Table 2 utilize a variety of
skills fundamental to a business curriculum. This is es-
pecially true of investment, finance, market analysis and
appraisal courses whereas a course in development reg-
ulations applies a different analysis. This subiect matter
is real estate orientated but employs techniques peculiar
to legal and governmental analysis and investigates
court cases that establish the basis for developmental
restrictions in zoning, sutrdivision regulations, building

codes, growth control techniques. and eminent domain.
It also introduces the student to technical materials im-
portant in analyzing the physical development potential
of a site. This course and others listed here contribute to
the strdteSic planning process in business orSanizations
which hold real estate assets.

Real estate core courses provide concepts to use in mak-
ing important business decisions.

a Does the return from a real estate equity invest-
ment meet the investor's financial objectivesl How
is return measured? What risks must be facedi
How is risk evaluated ?

. Can the form of ownership affect the rate of return
from a real estate equity investment?

. Can the financial structuring of the deal affect the
rate of return ?

. How is the mortgage market fundedi How is the
fund affected by economic circumstances?

. What factors affect the level of new residential
construction? How is the construction market
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Microeconomics
Discounting techniques
Regression analysis



TABLE 1

Content of the Real Estate Principles Course

Real Estate Terminology

Real Estate Law

-rights and forms of ownership

-private limits on ownership (liens, easements, and restrictive covenants)

-contract law

-description of legal instruments used in transactions (deeds)

-discussion of the transaction or exchange process

Real Estate Development and ReBulation

-public sector limits and controls on the individual's rights of ownership (zoning ordinances, subdivision regula-
tions, and construction codes)

-condemnation and eminent domain

-land development standards

Real Estate Appraisal

-value determinants-physical, locational, legal, economic, social

-market analysis concepts

-appraisal techniques-value estimation of a specific property

Real Estate lnvestment Analysis
investor obiectives

- income/expense statements

-rates of performance

-rate o{ return

-measurement techniques (ratio analysis, NPV, IRR)

-tax code impacts on the investment decision
-dedl structuring and negotiation

Real Estate Finance

-measurement of default risk

-financing alternatives
financing institutions in the mortgage markel

-sources of funds

Real Estate Brokerage, MarketinB, and Property Managemenl

-law of agency

-listinS agreement

-lease law (residential and commercial)

-lease provisions and their eitect on the asset's cash flow

Real Estate Production
site selection and subdivision

-site and architectural plann ing

-construclion management

economic growth and iob formation, the major driving
forces underlying demand for real estate. Ceographical
areas dominated by firms with high c.rpital investmenl in
plants and equipment will be hardest hit due to lower
depreciation write-oifs and the elimination of the lnvest-
ment Tax Credit. More f.rvored will lrc areas dominated
by service and manufacturing firms with high labor/
capital ratios such as Boston, New York, Washington,
D.C., Allanta, Dallas, Phoenix, San Diego, Los Angeles,
San Francisco, Seattle, etc.

lmpact On Real Estate Returns

There was considerable discussion in the media about
the overpricinS oI real estate as a result of the tax sub'
sidy. Further speculation implies thal with removal o{
the subsidy, real e:t;te prices will decline.

It is difficult to draw this conclusion wilhout distinguish-
ing between various types of real eshte products and
considering demandrsupply r ond ition:.
Apartments, for example, are heavily influenced by the
affordability of ownership housing, local employment
conditions, and the vacancy level o{ the existing in-
venlory. Lower interest rates have made single family
housing more attractive, reducing overall apartment de-
mand in most markets. Reduced employment opportuni
ties in the energy industry {urther have impacted markets
in Houston, Denver, Tulsa, and Oklahoma City. Most of
these markets also have been subiect to a high level of
oversupply indicating a strong possibility of further de-
cline in before and after-tax returns.

ln many markets, however, apartment demand remains
strong. Areas such as Boston, New York, San Francisco,
Washington, D.C., etc., have not tended toward over-
supply (often as a result of severe growth restrictions)
and with strong local economies, they represent reason-
ably good apartment markets. Although after-tax yields
will decline in these markets, it is expected that betore'
tax yields will remain relatively firm.

Looking ahead, the removal of the tax subsidy will re-
stricl new apartment construction which will raise rents
and returns to a level comparable to other real estate
assets. For the investor willing to wait out this period,
the appreciation potential may prove signilicant.

For the hotel industry, the story is different. Here there
are decliningl occupancy levels in most markets caused
by severe overbuilding. The remov,rl of lhe tax subsidy
will ag,gravate an.rlready bad situ;rtion and further

declines in yields are expected on a before and after tax
basis.

For less subsidized investments such as industrial, shop-
ping centers, and newer office buildings, the impact will
be determined more by local demand/supply conditions.
As a result of overbuilding, capitalization rates for new
office buildings have increased about 100 basis points
over the last .l2 months, indicating a price reduction of
approximately '12-15%. Presently, rates apPear to be sta-

bilizinB (or trending slightly down), indicating most of
the price move is over. Since these properties are 8en-
erally purchased by tax-exemPt or low-tax investors, fur'
lher price erosion is not expected.

Shopping centers have not lrcen overbuilt in most mar-
kets, mainLrinins relatively constant returns over the last
l2 months. Lower individual tax rates are expected to
translate into more disposable income which is positive
for retail sales and shopping centers. This type of invest-
ment will continue to be attractive to tax-exempt in-
vestors and will maintain or improve price levels.

lndustrial buildings also have maintained a reasonable
level of demand/supply equilibrium with relatively con-
stant returns. Demand for nranuiacturing and R&D facil-
ities should expand because of reduced corporate tax
rates and improved cash flow. The demand lbr distribu-
tive warehouses will decline due to the lower value o[
the dollar causing a slowdown or reduction in the
groMh oi imports. On balance, a major decline in price
levels is not expected as a result of the tax bill, particu-
larly in those se8ments of the market where the tax ex-
empt investor is active.

More important, the pass.g!. of the tax bill removes the
market dislorlions created by tax subsidy and restores
demand/supply equilibriunr to the market place. This
only can be beneficial lo the tax exempt invesbr seeking
the stable, long{erm investment yields possible rvith
quality real eslrte. Nothing in the tax bill removes the
inflation-hedge characteristics of real estate. This en-
ables investors to remain confident that future earnings
will retain their real value, even if the nation erperiences
periods of undnlicipdled inflJlron.

Meanwhile, real estate cash yields are strong, indicating
a classic buy signal for those investors conrmitted to a

long-term favorable view of the asset and willing to take
action when others are hesit.rnt.

a Copyryht k)hn Mcvahan. l98t)

courses-principles of management, marketinB, leSal

environment-are corequisites. At the sophomore level,
the real estate principles course has no business pre-
requisites and often is consumer orientated.

A principles course also covers brokerage, marketing,
and property management. Even though many business
concepts may be presented, these topics can turn a busi-
ness orientated course into a consumer-orientated class,
even at the junior level. Topics such as licensing

regulations, brokerage practices, and sales techniques,
should be itemized, however, they will displace invest-
ment and financial analysis if given too much emphasis.

The real estate principles course contains many of lhe
business core concepts contained in the AACSB's tom-
mon body of knowledge requirements. Economic analy-
sis, sources of financing, and income/expense state-
menl5 dre presenled in other business core cour\e\.
Some concepts, i.e., development reBulations and
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A STRATEGIC VIEW OF REAL ESTATE

A detailed plan of action is suggested to
encourage a new look at real estate
analysis.

by Mahlon Apgar, lV

sophistication and rapid changes in business environ-
ments encouraging specialized training in business
degree programs? What is the impact on these re-
quirements to changing educational needs in various
fields?

There are specific questions about how common lxrdy
of knowledge subjects should be applied to real eslate
education.

o What simil.rr elements should be included in real
estate coursework, and where in the curriculum
should these subjects be placedi

. Are there real estate subjects which have gener.ll
business application and should he included in a

core business curriculum ?

. What role should real eshte educators play in
teaching common body subjects to their own m.r'
jors and to other business students?

Well Rounded Curriculum
Most real estate f.rculties encourage AACSB require
ments to insure their majors will be well founded in the
general areas of business. However, business students
usually are not exposed to any re.ll estate topics except
as electives. Presently, the number of electives for busi-
ness students are diminishing since there are increased
requirements in business core areas such as information
systems and international business. Enlire courses often
are added even though the AACSB only requires con-
cepts or topics which could be included in other
courses. Also, many nonbusiness courses are av..rilable
as electives and in competition with re.ll estate classes in
the junior and senior years. Consequently, it is very
difficult for real estate education to become integrated
into the business core or elective area.

Many business students and faculty from tradition.ll
fields regard an educalion in real estJte to mean le.rrning
the techniques of buying and selling houses. ln reality,
real estate classes are concerned with the production,
financial structuring, investment decision-making, distri-
bution, and ongoing management of real property that
requires intricate business decisions and utilization of
skills and training.

Real estate subjects are applicable in business situations
since the decisions about production, marketing, and
financing are critical components. Space utilization and
facilities planning are essential in any strategic business
planning process, yet these topics are not explicit in core
business courses. Companies must occupy real prcperty
to perform, and how they acquire, organize, and m.rn-
age real property has extensive financial and operational
impact. Thus, the whole process of real estate decision-
making is involved in the operation of all enterprises. A
business student should be aware of the salienl issues
involved in acquirinS and occupying space as the
decision-maker should know how to provide for
changes in space requirements. These concepts can be
taught in courses concerned with real estate principles.

The Real Estate Principles Course

The real estate principles course is.t microcosm of busi-
ness and professional applications. Properly designed
and taught, it provides the student with a view into the
unique characteristics of real estate, the market and legal
environmenl in whrr h real properlv lr.rnsJCttons o(cur,
and the specialized knowledge and training needed to
properly nranage real estate assets. lt is important to un-
derstand the principles governing utilization of real
assets from the viewpoint of internal re.tl eslate manage-
ment which includes facilities planning for physical ex-
pansion or contraction of lhe enterprise. lt also has value
from an investment management viewpoint where real
eslate is .r produclive (omponenl.

For many general business students, this course would
be their only exposure to the principles ol financinS,
managing, and analyzing real estate assets. For students
who continue on to advanced real est.lte courses, the
principles course provides the foundation for further stu-
dies in areas as real estate finance, investment analysis,
apprais.ll, and market research.

Table 1 illustrates the maior topics in a business-orientecl
real esLrte principles course which include

a husiness law topics in the real eslrle l.tw section;

o legal environment concepts in the real est.lte
development and regulation section;

a microeconomic analysis in the appraisal and mar-
ket analysis section;

. JCCounting procedures and analysis of financial
sLltements in the investment and finance sections;

o compound interest theory in the investment .ind
finance sections;

o capital market concepts in the finance section; and

. management planning and development in the
property manaBenrent, production, nnd investment
secl ions.

When the principles are so presented, they can be char-
acterized as focusing on a commodity that is

. traded in a highly institutionalized bul noncentral-
ized market;

a ev,llu.lted as an inveslmenl opportunit);
o purchased through debt and equity financing;

e physically and financially managed in an orga-
nized fashion;

o regulated in its use and transaction procedures;
and

o produced through .r highly complex process.

Such an orientation uses concepts introduced in busi-
ness core courses and applies them to a real property
asset, or it introduces these concepts in the course and
then puts them into application. The approach varies
depending on whether the course is geared to a sopho-
more or junior level. For a junior level course, the princi-
ples of accounting, economics, and decision mathemat-
ics are prerequisites. Typically, the other common body

,Tl he interesls of pensit-rn [unds and olher in\titutiondl
I. inve5toh in redl eslnte i:, prompting a new look at

tradition.rl approaches to analysis and decision-making.
lmportanl to this reassessment is the use of reJl estate
strategy. Fiduci..rries, in particular, appreciate real es-
tate's cyclicdl nature and the need for a long-term per-
sp€ctive. This article presents one practitioner's view of
strategy as a framework for those involved with the ef-
fective management of the investment process. As a syn-
thesis of evolving theory .rnd practice, it is inte'nded to
provoke the reader's thinking rather than to prescribe
ana lytic techniques.

Mahlon Apgar is cofounder and princtpal oi Wellington Real tttate
and senior vi(c pree,dent of Wellingk)n Manalenlent Cofipany/
Ihondike, Doan, Paine & lewis, Wr5hin8ton, D.C. ,, lholr, porilion5,
he is inv<tlvecl in real esrate development, linan(ing and <t)n\ulLinE in
lhe U-5., tun!x,, lapan and lhe l\ljddle fast. Apgar rlv) 
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Real fstate As A Business

Real estate differs from most investment media in its
emphasis on transactions. lnvesting in real estate has
come to mean the.lcquisition, m.rna8ement, and dis-
position of specific properties on a local, deal-by-deal
basis.

A focus on single properties, however, obscures the str.l-
tegic view. The property portfolio is better seen when
viewed as a collection of businesses that operate in a

large, dynamic industry. Thus str.rtegic analysis of real
estate begins with an assessment of the industry'5 size
and scope. its changing structure, and international
polential.

Size and Scope

Because national economic data is not presented on an
industry basis for real estate, il is impossible to perform a
conventional industry/company analysis. One proxy is
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REAI ESTATE AND THE AACSB'S
COMMON BODY OF KNOWLEDCE

fhe merits of including rea/ estate related
courses in a university's business curriculum

by Neil G. Carn and foseph S. Rabianski

to define real estate as a sector of the gross national
product by reorganizing it and the n.tional income data.
The results are revealing. Real eslate products and ser-
vices in 1984, the last complete year of data, exceeded
l5% of the GNP, making it compar.rble to or larger than
services, retailing and other secbrs thal occupy the in-
vestor's attention (see Figure 1).

TICURE I

Composition of Gross Nation.rl Product - '12185

succeed, such pro8rams must rest on a firm strategic
foundation.

lntenational Potenlial

An extension of the industry view is real estate's global
role. This, too, is an unorthodox analysis but as the
world economy unifies, real estate's importance should
grow. Few investors realize real estate's dominanl role.
Figure 2 shows that in 1985 nearly 60% of the world's
capital market values were based on this industry. But
national restriclions on property transfers and the com-
plexities of real estate finance, mask this fact.

IIGURE 2

World Capital Markets - 12185

ne.ll estdte analvsis is not intlurled in the tommon
Nlrody ol knowkrlge as delinecl by lhe Amerir.rn A.-
sembly of Collegiate Schools of Business (AACSB). Real
estate principles, lhe most common industry course
taughl in colleges, is only an elective and not.l require-
menl in the curriculum of mosl llusiness schools. This
article willexplore issues that rel.rte to real estat.'educa-
tion and its role in a business program. For example,
there are business proSrams that o{fer real estale courses
but do not provide a real estate curriculum th.lt is com-
parable to the requirements imposed lor other business
courses.

Body Of KnowledSe Requiremenls
The AACSB's common body o[ knowledge requirements
in business administration include al least one year of
work encompassing the following ;rreas:

. production and marketing of goods and services
and financing of business enterprise;

a economic and legal environment with ethic.rl con-
siderations and sociopolitical influences;

. accounting, quantitative methods, and information
systems, includ inB computer applications;

. organization theory, behavior and interpersonal
communication;

r managerial policy determination and administra-
tive processes under uncertain conditions'.

Common body requirements need to be reflected in

Neil G. Carn, Ph.D., i\ in Jl!i\tanl proft,tror rt Ceorgid 5lak, UD,ver
shy in the L)epaiment ol Rer/ frlale, Co/i('ge ()i Eusine\r Adni,nirlra,
tion. Cam has publish(r.l in nany rea/.,rl.rle publiGttotl\ it\lu(hnE
The Appraisal fournal and Real Eslale Relaew in additi)n b co
authoring Ihe bool Winning at ZoninB.

loseph S. Rabianski, Ph.l)., i5 a prole$or rt (;$rgia Stale Uriversitv in
he A,partmenl of Rea/ [state, Co//ege oi Busrnerr Adn]ini\lr.rtion. He
co authored the text Pr inciples or Real Isldte Decrsions anr/ ir a regu/ar
conttjbutor to numenrur rea/ estate, eaonomi( dnd reg,ond/ .(,{,nae

As defined here, the real estate sector includes construc-
tion, professional services and real estate finance ac-
counls for desiBning, building, man.rging, brokering and
financing residential, commercial and industrial proper-
ties that are built or traded for investment. Building ma-
terials and public facilities construction are not in-
clLrded.

This industry definition may be debatable, but the strate-
gic insight from such analysis is cle.rr: real estate is too
large an industry to be ignored and t<.ro broad in scope to
be examined solely on a property-specific basis. Once
recognized, conventional analytic methods can be ap-
plied to geographic, customer and competitor seSments
to aid in strategy development.

Changing 5tructure

There have been significant changes in market and in-
dustry structure. ln response to market growth, investors,
developers and managers exhibit the hallmarks of other
industries - nationa I scope, diversiiication and feeJor-
service economics.
lnstitutions fund projects nationwide to maintain effec-
tive investment styles in multibillion dollar portfolios
with discrete properties in numerous locales. Develop-
ers pursuing multimarkevmu ltiproduct strategies must
attract and or8anize entrepreneurs on a decentralized
basis within large national entities. Property managers,
who bear the brunt of maintaininS real estate values, are
becoming contract managers for large-scale services and
systems. Consequently, traditional roles are fusing.rnd
strategy has becomc a domin,lnt concern with the
appearance of new comp€titors and the quest for current
income.

From an analysis of structure changes, ideas may arise
for new programs encompassing individual deals, i.e.,
sector-based acquisition programs, development.)l joint
ventures, and specialized securities portfolios. To

The value of foreign real estate is double that of the
United States. [ven with the barriers to enlry rn many
foreign real estate markets, their scale and development
pace suSgests vast potential. Facing saturaled domestic
markets, U.5. investors and developers are beginning to
look offshore. lndicative of the many possibilities are
Boston's initiative in the London Docklands and Dis-
ney's projecl in a Paris new town. Real estate opportuni-
ties are no lon8er limited to the single property or invest-
ment vehicle. With an active strategy and systematic
analysis of the business, the investor can build on
indurtry-wide and global lrend\ in \truclurinB d port-
folio.

Factors That Shape Strategy

Three important factors influence the strategic view.

Reai fstate Paradox

Real estate is a paradox to many investors and analysts.
Each building is a unique physical, economic and social
unit that achieves a specific objective in its local market.
The physical asset has location, boundaries, raw materi-
als, uses, design and legal entitlements. lts e.onomic
enterryise has a specific cash flow pattern, capital struc-
ture and management style. As a socia/ organization,
groups compete and collaborate in various ways for use
and operation. The interplay among these factors creates
a dislinctive mosaic of values and risks; investment de-
cisions therefore need to reflect both the unique and the
extraordinary complications involved.

However, the collection of properties that emerges from

rNrrR{alo{Ar rourirs

accredited business progranrs since all business stu-
dents, regardless of their specialty, need to receive sub-
stantive traininS in each subiect to acquire general prin-
ciples. These courses are applicable to most business
decision-making situations. AACSB has not,tdequately
addressed the follorving two maior categories oi ques-
tions.

l. What are lhe accepted w.rys to satisfy common
body of knowledge requirements in a business pro-
grami What types of courses should contain these
subjects? When, or in what sequence, should the sub-
jects be taughli Who (i.e., what business disciplines)
should teach the courses? Could some or all of the
subjects be included within a particular program or
major such as real estate?

2. When and under what conditions should the com-
mon trody of knowledge requirements be expanded,
contracted, or otherwise modified? Are technological
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an ad hoc, deal-by-deal investment process may not re-
flect the investor's overall policies for return, risk, and
timing. Like any diversified business, lhe real estate port-
folio needs an organizing theme, clear objectives, a

product/market rationale, and a viable financial struc-
ture. Many institutions [ind themselves with unfilled of-
fice buildings in weak markets, or an underweighted
position in stronS markets. They did not evaluate tr.rns-
actions within a strate8ic context.

Real estate analysis generally is limited to property-
specific tools, i.e., securities analysis before the advent
of portfolio theory, rating services, and daily reporting.
Withoul a structure for indu5try/compdny compJrrson
and analysis, individual properties, pooled funds, lim-
ited partnerships and REITs have to be assessed in isola-
tion, and often potential moves of strat€8ic importance
are m issed.

Search ior Hidden Assets

The second factor shaping strateSy is the investor's
search for hidden assets. Real estate's impressive scale in
the world capital markets is mirrored in the U.5. As
shown in Figure 3, nearly 50% of U.S. capital m.lrket
values are real estate-related. But only a fraction of these
asset values can be tapped in today's markets.

FIGURE 3

U.S. Capital Markets 12/85

Shilt to Asset Management

The third Iactor is the shift in emphasis from transactions
to as\el mdndSement. lnstilulions rnve5ting in pdrlicipdl.
ing lorns, ioinl venture\ and other equitv positions dre
exposed to long-term real estate risks. With significant
amounts of capital at stake, passive, hands-off manage-
ment is not possible, nor can property be regarded as a
readily tradeable commodity.

Consequently, performance, not deal-making, has be-
come the critical investment skill. Because a property's
performance only can be measured over time, a defini-
tive strategy is essential. High performers are dis-
tinBuished by pro{essionalism in the skills of asset
management-from analysis and financing to
redevelopment and tenant relations.

To complement these skills, good information is es-
sential. Astute real estate investors always have profited
from proprietary information and the inefficiency of lo-
cal markets. The flow of information is one key to in-
crease market efficiency and institutional performance.
National institutions are undertaking cross-market data
collection and research at a cosl of $600 million an-
n ua lly.'

Elemenls Of A Real Estate Strategy

Strategy is defined as the formulation of objectives and
how they are attained by operating policies.'This disci-
pline is especially important in real estate where strategy
provides guidance, coherence, and consistency to an
otherwise disparate assemblage of deals. Moreover, an
innovative strategy may reveal unforeseen opportunities
to increase returns, reduce risks or reorder priorities to
improve overall results.

The following framework consists o[ five strateSical ele-
ments which effecl real estate investment decisions-
sectors and producls , role, vehicle, and sta8e of
development.

FICURE 4

Real Estate Capital Markets 12185

lnterest Rate Swaps: The HinSe Eetwe€n Money.lnd Capilal Markels.
(1985, April). Ihe Banler, PP.l7-40.

Kruse, A. F. and Zinn, I. M. (1984. lunel. lnteresl Rate Swaps. Ille
MaBazne oi Bank Adm,nislrat,on, pp.92-96.

Rose, Peter S. (1983). Mo,ey and Capilal Mrrkell, Plano, Texa5l

Business Publications.
walm5ley, lulian K. (1984,,u1y/August). UnderstandinB lnterest Rate

Swaps. fhe Banke,5 Maqazine, 167, pP.44-47.
Weiner, Lisabeth 11985, lune t0). Eanks Swap Busaness Booms. Amer-

ican 8rn/<er, I50, p.l.

Mortgage debt (see Figure 4) represented 44ulo of nrarkel
capitalization in 1985. Active equity funds from pension
plans, public and private syndications and REITs repre-
sented less than 3% of the total market. These conr-
ponents are less than half of the total real estate capital
market. The remaining share, which exceeds $2.5 tril-
lion, is the latent equity value of real estate assets held
by corporations, other organizations, and individuals.
But these assets are outside the investable market.

Compelling forces are at work to unlock them. Equitiza-
tion of corporate property assets is now a corollary to
mergers and leveraged buyouts as financiers look to real
estdte 5dle/leasebacks and relinantings a5 d pnmJry
source for new funds. Securitization of commercial
property only has scratched the surface of a $500 billion
market. As owners search ior hidden .rssets, major new
opportunities arise for the institutional investor with a

watchful, active strategy.
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variable-rate payment should be unaffected by rate
changes, however, as rates decline significantly, bor-
rowers may refinance al more favorable rates. lf that
party funds those loans with liabilities whose cost is

affected by a swap, the result could be negative.'"

Another risk associated with interest rate swaps is basis
risk. lf the floating reference index on the underlying
source of funds is different from the reference index on
the swap, the rates will not float exactly the same. This
risk is eliminated by matchinB the reference indices.''

The risks of misjudging, rates or credit worthiness can
have an adverse effect. An interest rate swap can have
substantial benefits when properly structured."

Benefits

A bank benefits from an interest rate swap by altering
interest rate sensitivity thereby reducing asseUliability
mismatch. "

a An interest rate swap consists of only an agreement
to exchanBe fulure interest, not principal. The
amount at risk only is the interest, not the nominal
amount of the principal upon which a deal is

based. "'
. lf matchinB floatinS rate indices are used, sensitiv-

ity to interest rates is eliminated."
a The transaction is not a lending, therefore, it is

possible to keep documentation reasonable."
. lt does not create a contingent liability, accord-

ingly, the deal can be kept private."
. As a hedBing device, swaps are more flexible than

futures contracts because their terms are longer
and daily margin calls are not required."

a The obvious benefit for intermediaries are the fees
earned from the transaction."

Secondary Markel
Maior investment and commercial banks have formed
the lnternational Swap Dealers Association to
standardize swap documentation. As more dealers
adopt these standards, swaps will become generic like
U.S. government securities and open the way for the
next generation of the swap market-secondary
tradinB.'"

Secondary trading of interest rate swaps originated when
market conditions changed and some swap participants
decided they wanted out.'- As the swap market Brew,
more participants found themselves in this situation.
Now, a participant also may sell a swap contract in the
secondary market. The market values a seasonal swap
contract as il value: a [rred-rnr ome.,et urily; as raler ri'e
or fall, the contract Bains or loses value relative to the
level at which new contracts are executed.'n

Summary
The interest rate swap market continues to develop
rapidly. Swaps are effective at managing a bank's net

interest margin, are private transactions which can be
negotiated quickly, and can be tailored to meet specific
needs.

Standardization of terminology and legal contracts
already is taking place among swap market makers,
brokers, and market participants. Creater standardiza-
tion will create greater liquidity; and interest rate swaps
eventually may tre quoted and traded on an exchange
like futures contracts. All evidence within the market
indicates that interest rate swaps are here to stay.
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Sector-s are best defined by land use-o{fice, retail, resi-

dential, etc. Furlher breakdowns- mid-rise suburban
office or neighborhood strip retail-are useful. Sectors
have both geographic and economic iacets. Combined
they comprise the market potential of a specific property
and portfolio. A recent innovation i5 the sector strategy
which involves speci..rlized multimarket acquisition and
property man.rgement programs in a single sector' 8y
tracking sectors on a national, regional and local basis,
competitive trends can be revealed from regions th.lt
have a broad impact in a single area (e.8., strip center vs.

regional mall absorption), or multisector opportunities.

Products also are examined to determine competitive
features that enhance value in one or many settings. For
example, hotel development has shown that real estate
products are more replicable than realized. Although
each site is unique, certain single use products-mulli-
family units, strip centers have similarities which can
be modeled, reproduced and marketed.

Winning strategies are based on prototypes and manage-
ment controls thal can be adapted to many sites with
only marginal alterations: simplicity of the product adds
value to the user and investor; replication of successful
products increases the productivity of both the devel-
oper/manager and the investor. Mixed-use products-
office/reta il. office/R& D/ind u stria l, residen-
tial/retail-benefit from the same analysis of customer
features and value enhancements. But their complexity
requires a more thorough evaluation of marketing and
operational risks.

Ro/es traditionally have been differentiated by profes-
sional custonrs and regulations. But the fusing of real

estate products and services has lowered these barriers,
and multiple roles oflen are played by the same organi-
zation. Developers embrace mortgage finance and com-
mercial brokerage as integral functions. Mortgage lend-
ers have become equity investors, developers, and prop-
erty manaBers. The magnitude of financial, manaBement
and service needs, as the real estate business perspective
sugSests, is sufficient to attract the largest and most di-
versified service enterprises to these roles through
acquisition and internal growth. Pension plan sponsors
are closely eyeing a direct development role as they Sain
experience through joint ventures and acquisitions.

Vehic/es bear scrutiny because of marked differences in
their application by fund size and experience. Open-end
funds are useful for plans below $200 million in assets

and those new to real estate where liquidity, diversifica-
tion and limited exposure are critical. Closed-end funds
allow timing of market entry and exit-an important
feature because the lonS-term, illiqu id nature of the asset

may require a year or more between the recognition of ;r
strategic change and the completion of the action steps.

Separate accounts and internal management allow l.rrge
funds with $l billion or more in assets to tailor their
strateSies by property type and risk structure.

Stages in the investment cycle determine the potential
level of relurns and risks. Most institutions (see FiSure 5)

invest in fully leased operating properties (Stage 4) be-

cause there are fewer unknowns: cash ilows, operaling
costs and maintenance tasks are relatively predictable in

liBht of market conditions and currenl ten.lnts. The best

5ldqe mdy be in markets where lhere i\ \till (ompelltlon
for relea:'tng. or where it is difii( ull to irnd good proper-

ties. Moreover, the compressed period of market, tech-

nical or functional obsolescence-particularly in

offices - highlights the importance of a decision in com-
petitive markets.

lnstitutions with established real estate programs can

best use the investment cycle by site acquisition three-

to-five-years ahead of production. Renovation or recycl-
ing can be employed as anchors to programs with the

op'portunities tirat increase total returns with tolerable
riiis. Strategies that position each stage of investment

along wrth overall portfolio mir. respond to cvclical
changes in real e:tate values.

Aids ln Strategic Thinking

To aid the strategist in defining these elements, two an-

alytical tools have proven useful- the strategy Srid and

strategy statement. These go beyond conventional tech-

niquel of property analysis and help crystallize new pro-

eram: and revise current slrategy lf used in .r flexible vet

Jisciolrned manner, such tools can ensure that impor-
tant inve5lment issue5 are addressed before tom-
mitments are made. The investor thereby controls the

key variables such as uncertainties and exposure

Strategy Crid
The strateSy grid (see Figure 6) organizes the choices of
sector, pioduct and role to Suide data collection,
tradeoff analysis and obiective settinS. lt clarifies ends

and means as each intersection of the grid is defined.

For example, diversification is a means oi reducing the

risks o{ market concentration, not an end in itself. To

diversify a residential portfolio wilhin a given risk/return

objective, the strategist might select cities witlr stable

local economies, anchored by an institutional employer
(e.g. state government, university), and at least one other

loc"al induitry. Then he might specify well established
properties whose rents, location, and features are

FIGURE 5

Real Estate lnvestment Cycle
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Strategy Statenrenl

The stralegy statemenl (see Figure 7) provides .:r con-
sistency check among the grid's three dimensions, knits
together the other stralegic choices, and forges a chain
between the investor's intent and the buv/hold/sell ac-
tions that mana8ers pursue.

IIGURT 7

Strategy Statement

choices, they do not provide the inspiration or strategic
vision that drives a winning strategy. Such vision dii-
{erentiates an investment pordolio from a group of un-
related properties. lt also combines insitsht and prudent
judgment with understanding how to create value in an
industry where playing hunches, si[ting facts, and acting
decisively are still the sine qua non of success.

StrateSic vision is, by nature cosmopolitan. lt possesses
lhe attitude and experience to see new seclors, products,
or roles as normal and profitable rather lhan risky or
difficult; the curiosity to assess other locales; and the
ability to think beyond the convention.tl. For example,
the emphasis on highest and best use can obscure
producUmarket forces that fall outside the boundaries of
site analysis. A rapanese institution acquired moors on
Nantucket and farmland near Williamsburg. While
searching for community retail centers, a Japanese
strategist reasoned that properties with unusual attri-
butes in growing tourist centers have certain underlying
values with great potential. His acuity has been re-
warded by si8nificant gains.

The tendency to extrapolate from currenl experience is
challenged by strategic vision. One pension fund ac-
quired a numlrcr of quality oifice buildings with a port-
folio diversified by geography, size, risk level, and finan,
cial structure, sufficiently funded to compete nationally.
The professional staff was competenl .rnd experienced.
However, their original strategy, based on success in the
commercial sector, overlooked two [actors: early warn-
ings of overbuilding in office markets where the holdings
were vulnerable to cyclical changes; and less intensive
competition for residential and industri.rl product in
equivalent markets with more sustainable long run de-
mand. The fund has established .r pioneering. rccror-
based strategy by refocusing on other sectors, and
redefining the criteria for localion, property type and
size.

Strategic vision benefits from solid grounding in quan-
titative techniques and analytic skills, but the mechanics
of modeling and torecasting do not make a strategy.
likewise, objecliver, dcquisrlron criteria. perform.rnce
evaluation, and other steps in strategic planning provide
guideposts but do not chart the course. By contrJst, the
strateSist defines the ultimate aim and visu.tlizes alterna-
tive routes. lntellectual rigor is needed to follow through
the logic and "what ifs" of each route, but the applica-
tion of strategic vision may be circular and kaleidoscop-
ic, not linear.

Conclusion And Summary

Real estate people are not inclined toward a strategic
view because their business traditionally has been
transaction driven. Perlormance today, however, is
greatly influenced by the active particip.ition of in-
stitutional investors, and the pace and nature of industry
change. These forces open new opportunities for man-
aginS investments in sectors, products and roles, and
structuring the vehicle and stage to fit desired objectives.
lf the investment boundaries alwavs.tre drawn around

a reversal six year swap by which it agrees to receive a
'13% fixed rate in exchange for the six month Treasury
Eill rate, and settlement dates for both are made to coin-
cide. Thus, the Treasury Bill payments c.rncel oul each
other and the bank has a contract to receive ll"l, ,rnd
another to pay 121" iot six years. This results in .r l'l"
annual profit for the bank. However, if interesl rates
moved the other way, the bank could as e.rsily have
locked up a l% annual loss. All reverse swaps cre.rle J
profit or loss, depending on whether fixed rates for the
counterbalancinB swap are higher or lower than those at
the time of the original swap."

F loatinglo-F loali ng Swap

A financial institution often can better man.rge the b.rsis
risk or transform its assets and liabilities fronr one t<r

another more attractive index through a flo.lting-b-
floating swap. Participants each pay a floating intere.sl
rate based on a different indice.''
The first floating,io-floating swap occurred in l9U l be-
tween a U.S. regional and a foreign bank. The U.S. bank
successfully attracted deposits tbr the new money m.rr-
ket accounts and needed a high yielding outlet lbr lhese
funds. Since the future oi money markets was uncert.rin,
lhe bank was unwilling to put this money into prinre
related loans. Yel, it \till wished to re< eive .r prime r.rle.
The bank was willing to pay LIBOR because of other
LIBOR-based lending. Meanwhile, the foreign bank had

Bood.lccess to the LIBOR market but no natural .rccess
to U.S. money markets. The foreign bank was willing lo
receive the LIBOR in exchange for paying a r.rte tied k)
prime. The effect of the swap was that the foreign bank
locked up its profit margin on the prime related loans,
and the U.S. bank received prime related r.rtes without
having to lend at prime, thus, the prime'LlB()R swap. '

Although the most popular transactions in the' oating-
to-floating swap market involve such swaps, it is pt.rssi-

ble to structure them involving any two flo.rtin8 r.]te
indices - certificates of deposit, conrmerci.rl paper,
Treasury Bill rates, and federal fund rates.''

Fees And Expenses

A financial inslitution serving as intermedi.rry to nn inlL'r-
est rate swap may.rct as broker, settlemenl .!ient, or
guarantor. As broker, the intermediary brings pilrtici-
pants to8ether to transact a swap. Arrangement fees p.rid
up front vary according to the size and complexity of the
transaction. Previously banks earned more than 50 l)asis
points on even the most straightforward deal. Now, in-
creased compelition has drastic.rlly reduced tees b l/B-
1/4% o{ lhe notional amount.'-

As settlement agent, the intermediary collects and pays
the net difference to each party at a8reed upon intervals.
The intermediary is not obligated to remit payments not
received unless it also serves as guarantor. Settlement
and guarantor fees may be paid periodically or built into
the rates paid by swap participants. Such fees typically
are less than .25'/" oi the notional amounl bul varv

depending on the credit risk o[ those involved."'

Each party also is responsible lor paying legal counsel
for preparation, neSotiation, execulion, and delivery of
an agreement, usually a shorl documenl consisting of
standardized terms.

Documentation
An interest rate swap trans.lction nornl.rlly is ar rnged
over the telephone and beSins to.rccrue immediately.
The parties sign the necessary papers governing the ex-
change of cash flows at a later d..tte."

Documentation for an interest r.lte swap is str.rightfor-
ward and generally speci{ies the nolional amount, the
fixed rate to be used and the nrc'chanics of settinS the
variable rate, settlement proccdurcs, fcc .lrranBcments,
assiBnment privileges, conrpensation paid in the event of
default, the extent of the settlement agent's liability, and
any other arrangements. A typical swap.rgreement con-
tains 6-8 pages and may be conrpleted quickly.''

AccountinB Considerations
Since the underlying principal does nol change hands,
an inlerest rate swap is not disclosecl in financial state-
ments unless the notional amount, disclosed in a foot-
note to the balance sheet, is deenred m.rterial. The net
interest d ifferential is treated as .rn adiuslment.lo-i nterest
expense. Thus, swap paymenls {low through other
income/other expense categories on the income
statement."

Brokerage or origination fees paid by.r swap participant
are treated as an adiustment-to-recorded-interest differ-
ences over the life of the agreement. lntermediary fees
should be recognized as services.rre performed, while
fees for issuing guarantees, i.e., standby letters of credit
should tre deferred and amorlized over the commilment
period."

Risks

The primary risk in an interest r.rte sw;rp is if one party
defaults leaving the olher with its original position. Be-
cause no principal is exchanged, the credit risk is limited
to the payments each will receive fronr lhe other.lccord-
in8 to the a8reement. lf one defaults, the other stops
paymenl. An intermediary, letter o[ credit, collateral, or
any other form of guarantee can provide additional pro-
tection against credit risk. Most swap agreements specify
penalties for defau lting."
The direction of movement of interest rates also carries
risk. lf rates move unfavorably and lhe counterparty does
not default, there is no problem. lf the counterparty de-
faults when interest rates move Lrvorably, the nonde-
faulting party may profit. A problenr arises when the
counterparty defaults and interest rates are unfavorable;
the nondefaulting party then must find a new partner al
less favorable terms.

As with any hed8inB strate8y, p.rrticip.rnts nrust be will-
inB to lorego a more favorable n]ove in interest rates.
Once a swap has been executed, the parly receiving

FICURE 6

Strategy Crid

targeted at the institutional employee but can be up-
graded to follow local economic growth. Using the grid,
several products and roles are pursued to achieve the
objective.

CONCEPT Ov.rell ru mN.y, .or. pro.lu.r, tp.d.l
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Though simple in outline, the statement may be difficult
to prep.rre and requires a review of management poli-
cies, market conditions, and opportunities. Such reviews
could produce "what if" questions to test in supplemen-
tary scenarios. ln practice. the statement itself can r.rnge
from a careful, onrr page summary to a full exposition
with models, research results, and action plans. The im-
portant requirement for each link in the chain is how it
relates to lhe five elements of strategy.

Slrategic Vision

While analytic tools are useful in evaluating major
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specific properties, it is easy to lose sight of potential
improvements in the portfolio.

Thus, for nrany a strate8ic view of real estate provides
insight to consider new or unforeseen opportunities with
the discipline to follow through. Strategy enables the
investor to anticipate the impact oi market and industry
forces before they affect specific properties, and to
accommodale cyclical changes that affect overall port-
folio 1rr{ormance.
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However, if the Treasury Bill rate rises higher than 12'l.
over the next decade, the spread narrows and becomes
negative. To avoid this, First Savings Bank enters an in-
terest rate swap with the foreign bank (Eurobank), which
usually would have excess fixed rate liabilities. Eu-
robank has access to long term, fixed rate funds but
interest payments are tied to the London lnterbank
Offered Rate (LIBOR).

First Savings Bank a8rees to pay 25 basis points less than
the current lo-year Treasury rate of 10olo, ot 9.75'/" to
Eurobank for the same time period. Eurobank agrees to
pay First Savings Bank a variable rate, 100 basis points
less than the three-month LIBOR. The interest paid is

based on an agreed upon notional principal because
there is no actual exchange of principal in an interest
rate swap. Because the variable rate swap payment and
the MMDA rate generally float together, a rise in pay-
ments to depositors will be offset by an increase in the
payments from Eurobank.

The swap allows First Savings Bank to preserve a 225-
basis point spread over l0 years between its l2% mort-
gages and 9.75% liability cost. Eurobank's floating rate
debl is at the three-month LIBOR. less 100 basis poinls,
or initially 7olo. Eurobank pays First SavinSs Bank 77u,
receives 9.75olo, and pays its depositors 9% for an initial
spread of '175 basis points. (See Figure 1).

Another financial institution normally acts as an inter-
mediary arranging the transaction. To reduce the expo-
sure, an intermediary locates institutions with opposite

exposure to interest risk nnd gets them together. The
intermediary would receive a fee up front for arranging
the swap b;rsed on the size and complexity of the
transact ion.' The intermediary also may act as settlement
agenl collecling and paying the net difference to the
appropriate party.rt agreed upon intervals.'

Swap users include thrifts and commercial banks,
sovereign government:' lnd their agent ier, insuranr.e
compan ies, and industrial corporations."'

Olher Swaps

While the straightforward, plain vanilla, interest rate
swap still comprises 90% of the market, reversals and
swaps of one floating rate for another are two new pop-
ular techniques. "

Reversa/s

lnevitably, a bank may find that its circumstances have
changed several ye.rrs after doing a swap and wish to
undo it. lt can do this by executing another swap in the
opposite direction.' Suppose a bank made a 10 year
fixed rate loan to a maior customer. The bank entered
into dn interesl rate swJp to minimize ils inleresl rate
exposure agreeing to pay a fixed rate at the six month
Treasury Bill rate. Four years later, the customer wishes
to repay the loan. This leaves the bank exposed and
wishing to end its interest rate swap.

lf the original fixed rate payment was 12!", four years
later the six year money costs 13%. The bank enters into
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ADVISORY, MANACEMENT, AND FINANCIAL
SERVICES AVAITABLE ON AN
INTERNATIONAL SCALE

A suggested list of resources aids the
international real estate investor in the
dec i sion-maki ng process.

INTEREST RATE SWAPS

An innovative financial technique is one
way to hedge against a mercurial interest
rate dilemma.

by Mary Alice Hines

'Tl o invesl in interndlion.]l reJl e\tale often require: an
I inveslmenr in :pecialist,' to advise and manage for

growth and stability. Such services are available from
n u merous sources-international accounting firms,
property management companies, financial institutions,
and real estate consulting and advisory firms, portfolio
managers, and law firms. The description that follorvs
presents an overview of the available functions and ser-
vices.

Accounting Firms

Many accountinB firnrs have offices worldwide to assist
the international re.il estate inveslor or representative.
Local offices often have brochures available on subjects
such as foreign exchange rates, major stock exchanges
and guides on taxation to provide advice on tax strategy,
feasibility studies and financial services. Some firms
have developed compuler models b analyze company
data and outline the lowest tax payment required within
a particular country. Financial advice can include
gathering information on dividends, interest, capital
repatriation regulations, and alternative strategies to re-
duce tax payment and increase profits.

Prop€rty Manatemenl Companies

lnternational real estate investors often must acquire
property manaSement services to handle the economi-
cal administration of the site. An investor requires fre-
quent reporting on rent collection, op€rating costs, man-
agement problems, suSSestions for upgrading com-
mensurate with rent increases, knowledge of the area
and building vacancy rates, and the projected cash flow
from the property. The management firm functions to

Mary Alice Hines, Ph.D.,,r the C/arence W KinC p@iessot oi rcal
erlale and iinance al Washbum Univetsilv,Iopekr, /(,rnsds. -She ri a
prcdiStoos wtter wilh 20 books dnd numerous rtticles lo het crcdiL
Htnes is a regulat (onlribulol lo Real [slale lssues; her research also
has been dorun:ented in lhe Commerci.rl lnvestment lournal, Real
Estate Revie\a, and The Appraisal lournal.

preserve the capital. Appropriate maintenance and sur-
veillance of the premises by the on-site team can fore-
stall physical deterioration. Effective management also
may lengthen the economic life of property by noting
new market trends and suggesting improvements. Nor,
mally investing in property improvements produces in-
creased rental rates and fewer vacancies to increase net
revenues, or the estimated economic life of the invesf
ment may be shortened.

Since the property manager also is able to incre"ise the
productivity of the space, he/she is constantly looking
for cost reduction techniques and methods lo increase
rent and lengthen the property's economic life. He/she
keeps abreast of tax laws and looks for ways to reduce
the tax burden. While the owner cannot change applica-
ble tax rates, the assessed value can be re-examined for
fairness and equity. The property needs to consistently
increase its cash flow to keep up with inflation which
impacts on rent and operating costs. lt is the manager's
responsibility to keep a profilable balance between the
two.
The property management company normally plans
marketing strategy, sets the rent levels, plans the reason-
able sale prices, advertises the avail..rbility oi vacant

by Milton A. Scott, fr.

I/olalile rnlere(l r,rle\ oi recenl vears hare inr re;.ed
V the risk 5ensilrvrt\ oi iinanrral institution\. The

prime rate soared to over 20% in i980, fell lo I l'l", and
surged backtoover 20%.' Earnings and the cost of funds
have become subject to wide, unpredictable swings
causing institutions to develop innov.:rtive techniques to
insulate th€ir investments irom the wide fluctuations in
rates.l

lnlerest Rate Futures

lnterest rate futures is one .rppro.rch introducetl in the
70s. While successful at copinB with vol.tility, they.rre
limited as hedging vehicles. Futures contr..rcts end .rfter
18 months and must be rolled over if they .rre to be
extended past maturity. ln using a fulures hedge, there is

the basis risk when rolled over'. lnterest r.te hedSers
also have to mark the value of their futures positions
daily, which causes exposure to subst.rntial losses.

lnterest Rate Swaps

lnterest rate swaps, introduced in the early 80s, are more
flexible than futures contracts since they c.rn be tailored
to individual circumstances. Swaps can be made for ex-
tended periods of time better matchinB asset maturities,
whereas using futures contracts for the same time span
can expose a financial institution to unwarranted risk.'

This technique is a contract between two instilutions to
exchange payment streams on a note lor a set time,
usually 2-12 years. lt is neither an inveslment nor a
borrowing method, and only cash flows are exchanged,
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not principal. A swap is merely a way to change the rate
on an asset or liability from fixed to variable, vice versa,
or from one variable rate to another.'
ln less than four years, the interest rate swap market has
ballooned from a few million dollars to over $100 bil-
lion, with some estimates as high as $120-9150 billion.'

Classical Swap

Swaps are most commonly used to close balance sheet
gaps between liabilities and assets with different matur-
ities, eliminating interest rale exposures. Swaps also may
transform floating rate funds, i.e., money market deposit
accounts, and certificates of deposit into iixed rate term
debt at attractive levels.-

A typical classical or plain vanilla swap is relatively sim-
ple. Suppose that First Savings Bank is paying interest
rates on money market deposit accounts (MMDAS) tied
to a three-month 7o/",Treaswy Bill rate. These liabilities
are funding 12"/" hxed rate mortgages rvith an average
life of l0 years; the spread is 500 basis points.
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units, and shows the available space. The company will
accept lease applications or purchase contracts and
negotiate the final terms.

f inancial Service Firms

Commercial and merchant banks, investment bankinB
houses, and mortBage companies can provide many
worthwhile financial services to the international real

estate investor. While the mort8aSe company focuses on
funds and terms availability and the investment banking
firm's service centers on listing and selling equity and
debt securities for clients. each o{fers a wider list of ser-
vices. The mortgage company may sell mortgage-
backed securities, mortgage bonds, and other real estate
securities, and the investment banker can advise on a

full range of real estate financing methods.

Commercial And Merchant Banks

Found in every maior city, commercial and merchant
banks provide a full range of accommodations: personal
finances, trust department, business financing and in-
vestment advice, international services for the multi-
national investor/company, and publications dealing
with investment and finance within the country. Mer-
chant banks offer investment banking and real estate
investment and security I istinB capabilities, but commer-
cial banks may not be allowed to enSage in investment
banking in the United States. A bank's international de-
partment offers foreign exchange services, and can
transfer funds as needed. lnternational banks have
branches throughout the world, clustered in the interna-
tional financial centers of the world, i.e., Singapore,
Hong Kong, Sydney, Tokyo, New York, London, Zurich,
and Luxembourg.

lnvestment Banking Firms

Many international realestate investors prefer local part-
ners. This may originate from national reBUlations or
from individual or institutional preference. The invest-
ment banking firm can suggest reputable investors who
are not currently associated with or who have only
minor participation in foreign investment. The invesl
ment bank can provide background on the suggested
partner, especially in reference to equity and debt secur-
ities and in the secondary trading in blocks of stocks or
bonds.

The prospective real estate investor should ask for sug-

Sestions on the availability of alternative financing. The

investment banker may suSSest the sale of real estate
syndicate, partnership, or corporate shares in the in-
corporated real estate venture, sale-leaseback with an
institution, bank commercial loan financing, mortgage
loan financing, or the sale of mortgage bonds to finance
the property. Since investment banks deal in business
financing daily, they are a good source for financial
advice.

Real estate securities may be sold on a local exchange
near the investment property or in another country. The
investment banker may suBBest the preferred forms of

security financinB, and outline listinB requirements to
finance the entire investment.

The same bank may syndicate real estate, prepare credit
analyses on possible joint venture partners, and rate the
various types of securities- mortgaBe bond5, mort8age-
backed securities, collateralized mortgaBe obligations,
and real esldte syndicate offerings.

MortEage Companies

MortgaBe companies provide important advance infor-
mation to real estate investors, especially in the United
States, West Cermany, and Sweden. Mort8a8e compa-
nies are well versed in equity as well as debt servicing,
for large real estate projects, and can advise the investor
on yielding equity investment and real estate debt with
appropriate yields.

Real Estate Consulting And Advisory firms
Several worldwide, regional, and national real eslate
counselinB firms are available to the international real
estate investor. They are wellversed in local and nation-
al property markets, and can calculate the Soing yield on
property, given the general cash flow characteristics in
the market place. They also can provide independent
market and feasibility studies which may be required by
prospective equity and detlt investors.

Advertising ABencies

Major adve(ising agencies are located in key metropoli-
tan centers to aid the real estate investor in developing
and promoting ima8e, property potential, the pro-
spective resident's desire for a property's characleristics,
and the real estate environment. The agency can
establish a marketinB plan, an appropriate budget, and
commercial presentations for appropriate media. Com-
mercial arl, slogans, advertisements, coordinated dis-
plays, printed literature, and other materials can be
coordinated by an agency in-house for a uniform pre-
sentation to insure maximum market exposure with the

Sreatest financial results. Once the client establishes ad-
vertisinB oblectrves, dn agency can creale a campaign
reaching those goals within an established time-frame
and budget.

Real Estale Brokerage Or Estate Management Firms

The real estate brokerage firm, peculiar to the United
States, offers leasing and selling services to a client on a

contract basis. ln contrast, traditional English estate
management firms contract for a broad range of services,
hoping to represenl the client over a lon8 period. ln the
United States, real estate brokerage stops as soon as the
contract is fulfilled, i.e., the subiect property is leased or
sold.

The estate management firm has fees related to full ser-
vice functions while the brokerage firm charges for each
contracted activity. Usually the broker contracts to sell

or lease property and is paid a commission when the
transaction is consummated. Brokerage commissions,
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curmon in the United States, are l-8% of the iinal sale
of a hour and 3-5% of the final price or lease v.rlue o{ a

commercial prop€rty. The commission structure is much
lo^,,er percentage-wise in Europe than in the United
States.

Irede Show And Exhibitim Hall Operators

lntern.rtional real estate often may be marketed through
re,rleslate trade shows in cities easily accessible to pro-
spective purchasers and lessees. These are annual or
bianrgal events, i.e., the Realex Real Estate Tr.rde Show
i: held ear h rpring in Hong Kong.

Real Estate Portfolio Managemenl On A Natiorul O.
I nternatio{Pl Scrh
There are expert portfolio m,rnagers for internationaleq-
uity and debt securities, st<rk and bond mutual funds.
Financial institutions worldwide also deal in national
and international security analysis for their clients, trust
department portfolios, and mutu.rl funds. Often portfolio
managers who analyze regional and international equity
and debt securities have dealings in real estate securi-
ties. (See Table I )

lnternational real estate portiolio managers are iound
mainly in the investmenl departments of the large life

B. the time budgel

9. spatial d imensions"'

The significance of each characteristic depends on the
nature of the transaction. Of particular importance is the
value and volume of the conlract. lf the firm adopting
these procedures represenls a large volume of the sup-
pliers's business, the latter will relocate to comply with
the requested delivery schedule. lf the supplier values its
relationship with the other firm, it will make the changes
necessary to keep the business.

Using the J.l.T. system increases the frequency of deliv-
ery and the importance of transportation costs. lf the
product is small and light, the supplier still may be able
to use air freight, thus the supplier could be located
anywhere in the country. However, the mode of trans-
portation must be selecled to allow for prompt delivery.
For example, a semi-conducter firm could locate in the
Silicon Valley and send chips by air to Detroit. How-
ever, since inclement weather conditions could restrict
air traffic the auto manufacturer may be forced to select
a closer supplier.

The time budget also changes. ln addition to the acceler-
ated pace for receiving supplies, the system needs
flexibility, which requires changes to be made quickly.
Even though communication costs are decreasing, the
manufacturer may desire a supplier nearby; closeness
can assure all parties that changes are understood and
being made.

Of course, J.l.T. procedures .rffecl lhe last characteristic,
spatial dimensions; the other limitations placed on the
locational decision limit the space in which the firm can
locate.

lmplications tor Real Estate Counselors

Real estate counselors can use the trend toward,.l.T. to
their advantage. Once a manufacturing firm decides to
adopt this procedure, the counselor knows the supplier
may choose to build a plant close by or depend on
transportation for delivery. ln most cases, the supplier
will build a plant near its customer unless reliable trans-
portation can deliver the goods inexpensively.

The real estate counselor should know how J.l.T. aifects
market seSmentation. Obviously, geography is one sec-
tor influenced, and the counselor knows suppliers of
local manufacturing companies are targets.

Other segmentation strategies can be used. The success
of inventory control depends on the ability of the sup-
plier to turn out quality goods; thus, a market-factor
segrn€ntation based on quality may work to attract these
firms. The counselor also can point out the services
available to the firm on-site, i.e., the closeness of ac'
counting, adverti5rnS, and legal J\\isldn( e.

Other segmentation strategies are bene{its, volume, the
location's status, and accessibility to highways or rail
lines. The firm needs to be near one or the other to meet
the customer's schedules. Also, the real estate counselor
must find a location that fits the heavy volume produced
by most suppliers.

Olher lmplicalions

J.l.T. also will effect the growth of industrial parks. ln-
stead of heterogeneous companies locating in parks; an
industrial area can include a manufacturing firm and its
suppliers.

However, it negatively impacts upon the need for distri-
bution facilities since less storage is needed throughout
the production and close proximity provides convenient
delivery to customers and markets. Distribution centers
will have to add value to the product.rnd warehouses
either will be converted to other uses or torn down.

As long as building costs are related to square footaBe
and less capital is tied up in inventory, the return on
inveslment should increase. Firms should Bener.rle more
internal Iunds and reduce the pressure on the capital
markels. Hopefully this will decrease interest rates and
encourage expansion into new markets.
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number of suppliers a firm uses, yet lhe supplier needs to
count on a stable market in order to amortize the cost of
production over a long period.

Many critics of the system contend the procedures mere-
ly push the inventory problem onto the supplier. Not so
if they also adopt the system. lf the supplier provides .r

warehouse for parts, nothing is gained. The extra han-
dling involved in storage may result in damage, and
since the system disallows extras, damaged items would
stop production.

The manufacturing firm adopting l.l.T. requires its sup-
pliers to ship parts daily which also necessitates a stronS
working relationship with freight carriers. Usually, the
supplier is located within -l0O miles (one day's drive) of
the firm.

Weber's Model For lnduslrial Location

The question remains, where will the supplier decide to
locale? ln 1909, the Cerman economist, Alfred Weber,
wrote the first theory on how industrial decisions are
made in lerms oi agglomeration JClivilie!, trdn\porldlion
and labor costs.'An industrial firm's location was at the
lowest cost.

The theory relies on several explicit assumptions: first,
there is an uneven distribution of raw materials across
the plain; second, the markets for products are provided
as points on the plain and they exist before any induslrial
decision is made; third, there are several fixed locations
for labor with a Biven wage rate at each location. Be-
tween these points the wage rates may difler, however,
labor is immobile and unlimited as long as the firm pays
the Biven rate.

WeLrer assumes the plain has a uniform race, culture,
climate and political and economic systems. A rational
decision-maker seeks to minimize total cost and
maximize profits. On the plain,,r perfectly competitive
economic environment exists: no one obtains a

monopoly or enforces an oligopoly; labor and transpor-
tation are the only varying costs; land buildings, equip-
ment, interest and depreciation are uniform. Weber
assumei ,r uniform trdnsportdtion \y:'tem exi5t5 over J

flat surface, therefore distance is the only factor in trans-
portation costs.

He theorizes the decision-maker first will locate the
plant at a site that minimizes transportalion expense. lf
labor cost or a96lomeration activities affect the decision,
the industrialist will look for an area that will minimize
total cost. lf labor costs are significantly higher at the
location offering minimum transportation expense, it
pays the industrialist to look elsewhere. Another site
might have higher transportation fees, but offers cheaper
labor. Similarly agglomeration, which may affect total
cost, is the savings that can occur to firms operating in
the same area. Such activities represent common ser-
vices used by companies such as utilities, financial ser-
vice, and linkages with each olher.

Locational Decision With Linkages

Agglomeration linkages are key to locational decisions,

according to l.l.T. procedures. Linkages are defined as

the external contacts of an organization of its com-
ponent parts, which collectively define the space within
which it operates. lndeed it has been maintained that
linkage patterns are a measure of spatial behavior dem-
onstrating the role o{ olher places in the operalion of
commercial enterprises.'

Weber believed the decision-maker was a rational profit
maximizer. Accordingly, linkages were just channels
where spatially variable costs and revenues occurred.
The theorist assumed external economies of scale ex-
isted and the industrialist merely responded to concen-
trated activity. However, later researchers [ound
agglomeration usually follows, not precedes the location
decision.o ln other words, the industrialist wants others
to locate nearby in order to reduce his/her risk and un-
certainty.

Three major sources of risk and uncertainty are found.
First, other decisions are made at the same time; second,
the implicit risk of changing technology; and last, unlike
earlier assumptions used in locational theory, the
decision-maker has imperfect knowledge of the market.
The outcome of the decision is based on its context
which is influenced mostly by uncertainty.-

Under Weber's assumptions, decisions are made in an
open system which allows for receiving, processing, and
transmitting information and material to other or8aniza-
tions. However, lhe open system sometimes l.rcks in-
formation; and external circumstances may iniluence
the decision. An example is the need for top manage-
ment approval. The stafi conducting the search finds a

site that will reduce risk and minimize cost. However. ii
senior executives do not want to live there, .lnother
place will be chosen. Under these conditions, the "attri-
butes of external sites are less relevant than the nature of
the industrial and organizational environment within
which the decision is made."'

Linkages also help determine how the firm conducts it-
self in terms of process, the movement of goods between
firms in stages of production; service, the supply and
repair of machinery and equipment; markeling, selling
and distributing support; and financial and commercial
support, including accountinB and insurance.'

The J.l.T. procedure primarily influences processing and
marketing. Since the manufacturing firm will not keep
an inventory, selling and distribution systems need to
change.

Each category of linkages has nine characteristics that
influence the locational decision:

1. value of any particular contract

2. volume or magnitude of the contract

3. frequency or regularity

4. the type of goods involved in the Iinkage

5. the type of counterpart organization involved

6. the mode or form of interchanSe

7. the formality or the legal stalus

TABLE 1

Main lnstitutions Providing Eeta Estimates

insurance companies and pension iunds. With the
development of collateralized mortgaSe securities and
international real estate syndications, these porlfoli<r
managers are able to analyze new international oiferings
Jnd st.lrt 5ele( tive inve\lnrenl oi 'er urilie. origin.rling rn

various Eurocurrency capilal m.lrkets.

Possible sources of intern.rtion.rl portiolio management
involving real estate ownership and securities include
{ull service realestate brokerage and estate managemett
companies, real estate syndicate manaBer5, property
trust mana8ers, merchant or investment bankers with
large real estate and securities departments, and large

lrns'on fund managers and advisors.

Law Firms

Many major law firms, like accounlang firms, have per'
sonnel specialized in real estate investrnent and security
areas. Often attorneys or solicilors conduct real estate
feasibility studies, as a part of their full service to clienls.
An investor needs advance assistance in his home coun-
try while he acquires his portfolio, and then needs leg"rl
advice in each foreign country where he holds property.

Real Estate Trade Associations

Most countries have real estdte tr.rde associations. The
investor can find such associalions headqgartered in
major cities of the world. They c.rn provide iniormation
on their country's Bovernment;rnd business a[f.rirs,
growth and development patlerns, legislative develop-
ments and regulations, financial and tax incentives,.rnd
contact with their counterparts in related intern.rtional
real estate trade associations in other parts of lhe world.

Associations usually collect d.ta from their menrlx'rs
and publish it for general use. lnformation is av;rilable
on industry performance and product&ity, which is im-
portant to the investor.

Conclusion

The international real estate investor has professional,
accurate and reliable information and services available
from all aspects of the real estate and business worlds kr
assist in making sound investments worldwide.

lnstitution Area

AMRO Bank

BARRA

Data Stream

Cestion Financiere Priveee

Hengst lnvestment

London Business School

Munchmeyer

Quanto
Sch roder

wells Fargo

A. C. Becker

Boston Company

Keystone

Merrill Lynch Pierce tenner & Smith

Morgan Cuaranty

Oliphant
Paine Webber lackson & Curtis

Barr Rosenberg & Associates

Value Line

Wells Fargo

Wilshire Associates

Burns Fry

Canavest House

Wood Cundy

Daiwa Securities

Nomura Research lnstitute

Nikko Securities

Eu rope

Eu rope

Eu rolr
E urope

Europe

Europe

Europe

Europe

Europe

Europe

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

Unated States

Canada

Canada

Canada

Far East

Far East

Far East

Source: Damson, t., 'The Trade-Off B€lween Ri5k and Return." un-
published paper, London Business Sch<xrl, I980, and per
sonal correspondence with the author. Appeared in: Dob-
bins, Richard and Stephen F-Witr, Po fofu, Iheoty and ln-
vestrDenl ManaSement. Oxford, En8land: Martin Robertson,
1981, Table 7.l, Main instilutions providing beta estimates.
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THE DECLINE OF CYCTES IN THE HOUSINC
INDUSTRY

Lending institutions have restructured their
methods to adjust to the rises and f alls of
mortgage interest rates.

by Lee Sternlight

THE EFFECTS OF IUST-!N-TIME TNVENTORY
PROCEDURES ON THE LOCATIONAL
DECISIONS OF SUPPLIERS

A new era in American manufacturing
efficiency is developing by relooking at
old procedures governing inventory
control and industrial location.

by Daniel L. Tompkins

[ror the pasl four years, the housing-industry was in a

l'down cvcle due to the maior changes in [inancial
institutions. A decline trend is an important devel-
opment since it reduces housinB construction costs and
is reflected in lower housing prices. This decline in cost
partially offset the sharp rise since 1978 in real mortgage
interest rates-a rise that is not unlikely to disappear in
the next decade.

Also significant is the reduced sensitivity of the economy
to the Federal Reserve's monetary policy. lnterest rates
need to rise substantially to rein in booms and inflation
as well as fall considerably to stimulate recovery from
recessions. The impact of Federal Reserve policy will be
broader in future recessions and housing will no longer
be its scapegoat.

An Analysis Of The Cycles

Most housinB construction in the United States is carried
out by contractors who seek profits. Changes in this in-
dustry typically have led business cycle peaks and
troughs by about one year.

Previously, the maSnitude of housing industry cycles
was most severe. Privale housing starts at trouBhs
amounted to an annual rate of one million and at peaks
rose to 100o/o or two million.
Before 1978, pent up demand and renewed availability
of low-interest mort8ages allowed housing construction
to pick up at the bottom of the business cycle. Housing
construction was cut off ahead of the business cycle
peaks because of disintermediation, an outtlow of funds
from savings institutions, resultinS in fewer available
home mortgages. Disintermed iation, in turn, resulted
from the gap at cyclical peaks between high market in-
terest rales and low regulated rates at savings inslitu-
tions.' FiBUre I illustrates the cyclical variability of net

Lee Ste.nlbhl, Ph.D., is a p@lessot o/ economici at Yotk College ol
the City Univeqjly of New Yotk. She specializes n money ancl bank-
tng and real estate economtcs.
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savings deposit inflows and the corresponding variabil-
ity of housing starts until 1978. lt also indicates declines
in housing starts as disintermediation proceeded, and
the pickups as savings flowed back into savinBs
institutions.

Afier 1978, Regulalion Q interest rate ceilings were dis-
mantled and disintermediation ceased to cause prob-
lems in the construction industry.'There was some var-
iability in savings inflows but little corresponding
irregularity in housing starts. When savings inflows ap-
peared in 1980, housing starts kept on sinking and in
1981-82 they averaged only 1.1 million, or nearly 10%
below three previous cyclical lows.

Cyclical variations in housing starts now are related to
interest rates on housing mortSages which have risen to
match other long{erm rates. Borrower resistance to in-
creases in the interest rate costs is feasible since the
decision to truy a house can tre postponed. As shown in
Figure 2, before 1978 there was no obvious relationship
between home mortgage yields kept down by state usury
laws and housing starts. However, a sharp rise in new

[t he l.l.T. procedure depends on producing the neces-
I sary quantity at the needed time, i.e., lhe manufat-

turer will produce only what is needed and will not
stockpile finished goods or parts. ln this environment,
one piece is the ideal lot size. A worker will complete
his/her task and pass the piece along. The timing is

paced so the piece is passed along lo the next worker
when needed.

The object is to keep inventory at a minimum by viewing
anything that does not directly add value to the product
as waste to be eliminated. Since inventory only adds
cost, it needs to be depleted. Therefore, the only in-
ventory a {irm will have are materials required for work
in progress, and suppliers will deliver only what is

needed for a day. One advantage of this system is that
with less inventory available chance o{ damage is less-
ened and the product will not become obsolete while
waiting for shipment.

The use of l.l.T. saves the manufacturer money. "To pro-
duce 1l million cars and trucks a year, the iapanese auto
industry has $800 million in inventory. The U.S. compa-
nies need $8.5 billion to do the same."' Ford estimates
insurance and interest equal an addilional 26% to the
value of the stored parts or $2.1 billion that could be
used for working capital.'

Characteristics Of l.l.T,
Toyota's kanban system uses cards similar to those
found in stores which tell clerks when to reorder. With
kanban, each part container has a card needed for

Xarcn f, Lalpy, Ph.D.,an assistant prolessor tn frnance and real estate
dt i(ert stele Untve4ity, earned het M.B.A ancl Ph.D. iom Flo da
State Univetely. Her cutrcnl rc\earch,nleretlg include real estate h-
nance and ntefiationai rea/ estate.

hmes n. webb, Ph.D., is a prclessot of llnance and real es{ale at {he
Unive$ity of Akrcn in Ohio. He is a prclilic wtiter and has published
over J0 art,(/es on variolls aspeclJ ol real ertate tnveslmenl and n
come prcpety ap aisal. webb cwtently serves a5 preJident of the
Amerrcan Rea/ [5{ate society.

manufacturing and assembly; employees cannot use a
piece without a card and never can have more pieces
than the card indicates. The parts that are stockpiled
must be used on a first-in, firslout basis.

The ,.1.T. system can be implemented with or without a

computer. Buick adopted an automated storage/retrieval
system along with the J.l.T. At their Flint engine plant,
they replaced 60,000 sq. ft. of storaSe space with a
10,000 sq. ft. area next to the engine assembly. The
former storage space now is used for additional assem-
bly and testing. As a result, part shortaSes were reduced
and capital freed that previously was tied up in in-
ventory.' J.l.T. also prontgtes manufacturing flexibility so
a company can adjust production according to demand
without worry about excess inventory.

Relalionship With Supplier Companies

The establishment of these economical procedures re-
quires trust and flexibility between firms. The manufac-
turer must be assured suppliers will deliver according to
schedule based on changes in market demand.

Similarly, the supplying company needs to trust its cus-
tomers. The use of l.l.T. procedures could reduce the
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A reasonable conclusion is that before 1978, when mort-
gage yields stayed below l0%, house buyers considered
home mortgage rates to be a bargain. This seems es-
pecially feasible after considering the expected impact
of inflation on housing prices and the inflation caused by
declining real cost of mortgage payments. Drops in
housing starts before 1978 stemmed mainly from the
lack of available mortgaSes. As oi 1978, mortgages be-

came continuously available at market rates due to the
end of the d isintermed iation phenomenon. Nonetheless,
high nominal market rates discouraged home buyers

since they substantially added to monthly carrying costs

and limited the number of potential buyers financially
acceptable to lending institutions. After 1980, there was
evidence that the value of home ownership as an invest-
ment was lessening due to the slowing of inflation.

Assistance From Expansion OI Secondary Morttage
Markels

Savings institutions now may obtain savings if they pay

market interest r.rtes malching those paid by other finan-
cial intermediaries, primary business borrorvers, and the

U.S. Treasury. However, savings institutions have be-

come increasingly unwilling to make and hold long-
term, [ixed rate mortgaBes at rates acceptable to borrow-
ers. They were badly burned when they used short-term
savings inflows to invest in low-rate, long-term, fixed-
rate mortgaBes.

Until the mid 1980s, home buyers refused to borrow on

any other terms. The situation was saved when a sec-

ondary home mortgage market was developed domi-
nated by three governmenl agencies: the Covernment
National MortgaSe Association (CNMA or Ginnie Mae),
the Federal National Mortgage Association (FNMA or
Fannie Mae), and the Federal Home Loan Mortgage As-

sociation (FHLMC or Freddie Mac). Home mortgage
lendinB institutions, especially the financially troubled
savings and loan associations, shifted from originating
mortgage loans and holding them, to oriSinating mort-
gages and selling them in secondary markets. For VA

and FHA mortgages Suaranteed by GNMA, savings insti-

tutions and mortgage bankers often created mortgage
pools, selling certificates of participation to investors.
Another disposal route was to sell conventional mor!
gages to tNMA or FHLMC. ln turn, the institutions held

the mortgages and guarantees and sold mortgage-
backed securities to investors. During 1985, approxi-
mately 80'/. of all originations entered the secondary
mortgage market.

Assistance trom Adlustable-Rate Mortga8es (ARMs)

Savines and loan institutions were allowed to offer
ARMibeeinning in 1979. Even though lhev may be for-

matted in different ways, ARMs have become increas-

ingly acceplable to borrowers following a lengthv
ed-ucat,on program by lending rnslitution5. ln the fourth
quarter of 1983, for the first time' oriSinations of ARMS

exceeded those of fixed-rate mortgages. ln the last quar-

ter of '1985, 55'l. of all savings and loan association
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home mortSage yields from 9.5"/" in l978-before a

federal override of state usury ceilings on mortgages-
to I5'l. in 1982, was associated with a drop in housing
starts from 2.0-1.1 million.' Declining mort8age rates lo
12.5% in l9B3 and 1984 were associated rvith a rise in
housing starts to 1.7 million each year. Mortga8e rates

kept dropping to ll.5% in 1985 and '10.5% in the firsl
half of 1986. Housing starts leveled at 1.7 million in

1985 but, apparently in delayed response to the rate

decline, increased in 1986 to 2.0 million between lan-
uary and lune.
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THE BALLARD AWARD MANUSCRIPT SUSM'SS'ON INFORMATION

The editorial board of Reai fstale /ssues is accepting
manuscripts in competition for the 1987 Ballard Award.
The competition is open to members of the American
Society of Real Estate Counselors and other real estate
professionals. The $500 cash award and plaque is pre-
sented in November during the Society's annual con-
vention to the author whose manuscript best exemplifies

the high standards of content maintained in lhe Journal.
Any articles published in the lournal during the l9B7
calendar year (Spring/Sunrmer Jnd Fallny'y'inter editions)
are eligible for consideration and must be submitted by
August 1, 1987. See page 00 "Contribulor lnformation
for Reai fstate lssues," 'ior specific guidelines in manu-
script preparation.

Contributor lnformation for Real Estate lssues

The journal is published twice a year (Spring/Summer
and Fall&Vinter). and reaches a lucrative segment of
the re,ll esl.lle induslry.ts well as rn imprersive cross
section of professionals in related industries.

Subscribers to Rea/ fstale issues are primarily the
owners, chairmen, presidents and vice presidents of
real estate companies, financial corporations, prop-
erty companies, banks and management companies;
libraries and Realtoro boards throughout the country;
as well as professors and university personnel; and
professionals in S&Ls, insurance companies and law
firms.

Rea/ Eitate /i5ue5 is published for the benefit of Coun-
selors and other real estate professionals, planners,
architects, developers, economists, politicians, scien-
tists and sociologists. lt focuses on approaches, both
theoretical and empirical, to timely problems and
topics in the broad field of real estate. Manuscripts
are invited and should be addressed to:

Rocky Tarantello, Fdilor in Chiel
Rea/ Estate issues
American Society of Real Estate Counselors
430 N. Michigan Avenue
Ch ica8o, lL 6061 I

1. All submitted materials, including abstract, text
and notes, are to be typed double-spaced with wide
margins. No pag,e limit is imposed. Submit three
copies of the manuscript, nccompaniecl by a 50- to
100-word abstract an a brief biographical statement.

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

3. lllustrations are to be considered as fi61ures, num-
bered consecutively and submitted in a form suitable
for reproduction. Type figure legends double-spaced
on a separate page.

4. Number all tables consecutively and type double-
spaced on separate pages. All tables are to have titles.

5. Every effort will be made to noti{y the author of the
acceptance or rejection of the manuscript at the earli-
est possible date. Upon publication, copyright is held
by the American Society of Real Estate Counselors.
The publisher will not re{use any reasonable request
by the author for permission to reproduce any of his
or her contributions to the journal.
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mortgages and 60% of all savings bank mortgages were
structured as ARMs.'Thrifts unwilling lo add their fixed-
rate mortgaSes often will keep variable-rate mortgages
since they shift much of the risk to the borrower. ARMs
appear attractive to some borrowers because of lower
rates initially; if taken out during booms, they do not
lock borrowers into hiSh interest rates as do fixed-rate
mortBages.

Outlook for Future Housing Conslruction Cycles

Cyclical fluctuations probably will remain modest in the
next five years if there are no dramatic changes in gov-
ernment policy toward housing i.e., sharply reduced
government role in the secondary mortgage markel. The
rise in housing starts from trough to housing cycle peak
may reach 50ol" rather than the previous l0O"/o. Variabil-
ity could increase from a trough of 1.5 million .rnnual
rate to 2.2 million.
The cycles of housing construction should diminish [or
two reasons. First thrifts and b.rnks will be able to obt.tin
funds during the business cycle either for fixed-rate or
adjustable-rate mortgages. lf they are converled to more
liquid MBSs, or simply disposed, they will often be sold
to FNMA or FHLMC. Secondly, home buyers will be
able to obtain mortgages during booms. Though m;rrket
interest rates may be as high during past cyclical peaks,
home buyers will not be locked into high rates by taking

out ARMs. lf this happens, housing starts may become a
coincident rather than a leading indicator of the business
cycle.

ln making this forecast, it has been assumed that legisla-
tion reducing the ability of quasi-governmental aBencies
to sustain secondary mortgages will not become law.
Another assumption is the U.S. Congress and the
president will agree on a program to substantially reduce
federal deficits. Most economists anticipate that provid-
ing the economy approaches fullemployment in the late
B0s, large structural federal deficits would displace a
substantial share of private investment, including hous-
inB construction, and reverse the recent decline in the
cycles of the housing industry.
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L The relationship between interest rate gaps and net savings in,
flows can be seen in Chan 5-1. Economic Report of the President,
t984, p. 152.

2. By the end of 1981, fewer than onejourth of intereslbearing
deposats were in rate-reslricted accounls, fconomic Repott ol the
Prc\ident, 1984, p.153-

l. The slate usury laws were oveniden for FHA mortgages in 1979
and for other types of mortga8es in ]980. savings and Loan Source-
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il. Salomon Bros.

5. SavingJ ,nsUll/tiors Sourcebook, 1986, p. 10.

TABTE 3

Assessing Occupancy Options
Relative Ranking Against Criteria of Ownershi ll

Source: louden & Company, Ameri(an He.lth Care Asso(iation lournal, March, 1986

physicians, hospitals can preclude potential competition
from their own staff doctors.

Summary
The tremendous changes in today's health care provide
excellent investment opporlunities. As the trend con-
tinues toward more outp.ltient facilities, it is anticipated
that freestanding centers will continue to become a vi-
able option lo traditional hospital care. However, it is

important during the planning process to Sain accurate
information concerning the viability of a facility within a
targeted markel area and carefully access all the iactors
before making the real estate investment.
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Evaluation Criteria Capital
Requirements

Time Until
Entry

Financial
Risk

F in.l nc i.r l

Retu rn 5
Contrcl

Techniques

Sole Developed &
Operated

High Lon g H igh High High

Acqu isition High Short High H igh H igh

Joint Venture Medium S hort Mediunr Mecliunr Merliunr

Contract
Management

Medium S hort Low Low

Franch ise Med ium Short Med iunr Medium Mediunr

Affiliation S hort Low Lolv
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medical providers are dependenl upon these centers for
cost reasons, such facilities must maximize their real
estate investments or sacri[ice opportunities for in-
creased income; thereiore, proper financing.rnd nran-
aSement nrust be given ongoing consideration. lnve\tors
typically h.rve utilized private sources and industrial rev-
enue bonds (lRBs) to finance the centers.

The Role Of Consulting

ln determining the success o[.r freestanding center there
are three techniques most frequently used to.rssess the
property's viability-prelimin.rry market an.rlysis, nrar-
ket research,.rnd financial impJCl analysis.

A preliminary rnarket ana/ytis includes .r demo-
graphic and competitive profile which tells
whether the population is growing, provides the
economic status of the residents, and identiiies the
competition.

Market research provides a glimpse into the luture
by asking consumers how they would lrch.rve in
hypothetical situations. This enables developers kr
plan according to consumer preference.

The financiai rntpact ana/yris examines the finan-
cial viability of a center.rnd its imp.rcl on the p.r-
rent corporation, often .r hospital. Developers
need to know what revenues will be lost or gained.

It is imperative to incorporate.rll three methods into the
planning pror:ess. Mail surveys, focus groups, .rnd tele-
phone surveys all are useful to pinpoint the opinions
held by people in the markel .rrea, and to provide the
necessary qual itative and qu.rntiLrtive dat.r to .rnalyze
market potential. Research is essential k) define the
market th.rt is, whether p.ltients would use freestand-
ing centers, what services they would prefer, how satis-
fied they are with existinB facilities, and to iclentify the
competition.

Demographics must be analyzed carefully. Since youn'
ger age groups are more likely to use a freestanding
center, those facilities should be located in nri<idle to
upper-middle income neighborhoods where fanrilies are
young and mobile. Lower income and upper income
older consumers are poor targets; the former because of
low profitibility potential, lhe latter because cost and
convenience tend to be less important than physician
accessibility and continuity of c.rre.

Another important aspect of market research is to deter,
mine the interests of physicians in the tar8et area and to
include thenr in the planning process. For instance, there
is no way to estimate potential use-rates for a new center
without extensive surveys of the doctors who control the
demand for care. Service concepts must be presenled to
the physici;rns to determine their appeal. Furthermore,
an investment analysis should be prepared lo show
participating physicians their investment opportunities.
Capital requirements, risks, and returns will depend
upon the nature of the venture. A common mistake is to
select a site and plan a facility based only on national
consumer research. The public's attitudes and ties to

physicians can vary nrarkedly even between markets
that appear identical in demographic c ha racteristics.

The financial analysis needs to focus on equally impor-
tant issues since hospiLrls must consider market options.
Even though the hospital may lose money when they
firsl divert outpatients to lower costing anrbulatory care
cenlers, they can rec.lplure it by buildinB their own cen-
ters. ()therwise revenues may be lost to competitors wilh
freest.rnding facilities who offer Medicare {which uses a
fixed-rate reimbursement) or from sharing revenues with
physician-limited p.irtners. The growth of HMOs and
PP()s has made it increasingly difficult for hospitals to
generate revenues because they cannot provide the
same low-cost outp.ilient services that is possible in a

freesl.lnd ing center.

Finally, ownership of the facility nrust be resolved. Full
ownership is appealing because it implies maximum
control but it also rne.rns maximum risk. Hospitals can
reduce lheir risk by oftering physicians limited part-
nerships while retaininB the role of general partner. ln
this way, hospitals can reduce their sh.rre of debt and
equity, strengthen physician relations, and minimize
competition. loint ventures typically.rre made between
a hospital and a proprietary organization that operates a

ch.rin of centers between two or more hospitals, or be-
tween a hospit.rl ..rnd a physician. However. physician
group practices also operate freestanding facilities and
compete successfully with hospital-m.rn.rBed centers. By
developing these centers through joint ventures with

TABTE 2

Freestanding Surgery Centers
Type of ()wnershi

RETIREMENT COMMU N ITY DEVELOPMENT:
NEW TRENDS IN MARKETINC AND
FINANCING CONCEPTS

An analysis of marketing techniques is
directed at the growing and evolving
development of life care communities.

by lohn A. Rasmussen

l)

[! he risks o[ developing or ery>andinB conlrnu ing ( ,lre
l. communilies t an be redur ed by le\lin8 ,rllernative

financing concepts with primary market research before
deciding on .r consumer financing plan.

Previously, retirement community residents were re-
quired to lurn over all their assets to the religious or
fraternal-sponsored retirement home in order to receive
life-care. Help when needed is still considered impor-
tant but changing consumer attitudes toward nonrefund-
able entry fees have resulted in changes. Newer retire-
ment comnrunilies now offer alternative plans such as

refundable entry lees, market rental plans without entry-
fees, and gu.rranteed fixed appreciation ownership.

A national survey of more than 60 retirement communi-
ties and 70,000 retired households indicates thal success
correlates higher with sponsors who employ consumer
research and resident participation in the planning
process. There is more to retirement center marketing
than slick, glossy trrochures; primary market research
can predict {uture sales absorplion even before advertis-
ing campaigns are planned. While refundable entry fee
plans have produced successful retirement communi-
ties, some consumer preferences are for alternative con-
cepts, and this form of payment is only one alternative to
the traditional life care financing concept.

Early in the planninS stages of .r retirement community,
alternative financing concepts need to be identified. To
be considered are those with the strongest consumer
market support and the highest likelihood of achieving
the desired annual absorption rate for sell-out or rent-up.
It is no longer safe to assume the absorption rate will be
30,40 or 50 units per year. Some projects have been
funded, built, and never opened.
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lohn A. Rasmussen is president and research cardinator ktr feasibil-
ity Research Crcup, Ltd., Ann Arbot, Mi(hi9an. A specjalisl in applica-
tions ol imdty market research, he has conducted seminars and
programs lor profussional associalions addtessing trend! in reli.emenl
housinq and continutng cale communitici. Rasmussen also has I.rrlght
at Easten Mi(higan University, fhe Univetsity oi Michiaan and the
Univetsily oi Wtt(on\in.

Alternative Marketing And Financing Concepts

There are three basic consumer marketing and financing
concepts. While the end financing for each project will
be different, it is important to evaluate which concept
provides optimum market absorption. The plans are en-
dowment entry-fee, market rental, and ownership (fee

simple, condominium, and cooperative).

Entry Fee

Life Care Plans

The life-care entry fee concept originally offered prepaid
housing and health care. Now there are as many var-
iations as facilities and some provide guaranteed access
to nursinB care. The fee may differ with the age of the
resident (i.e. the same apartment could be priced higher
or lower based upon the resident's age).Sourrt,: Modern Hea llh( .ire/lu ne 7, 1985
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T r acl iti on al Endowment P I an s

The traditional endowment plan entry fee prices the ini-
tial char8e at B0% of the development cost and the
housing units nrust be resold to amortize the debt. lf the
financing plan assumes a resale turnover in 10 years and
the actual turnover is 14 years due to good care and
supportive environment, the proiect may be a humani-
l.lriJn su((ess but a financral ilop.

Co ntem po t ary E ndow ment P I an s

Newer endowment plans price the entry fee at 100% of
the estimated development cosl attributable to the indi-
vidual unit without difference for age. This is obviously a

safer pricing strate8y. The question is whether enough
people are willing to pay $80,000-$ 180,000 for up-front
fees.

Refundable Entry Fee Plans

Refundable plans offer a 50-95'/" refund, but require a

higher entry fee. Variations include interest {ree loans
with optional gift provisions and refunds contingent
upon resale.

Market Rental

Here there is no entrance fee, only a monthly payment
plan that includes debt coverage and services. The
monthly fee usually depends on lhe services offered and
is higher than for endowmenl entry lee plans. The higher
monthly payment usua lly shrinks the market
penetration.

Ownership
ln this plan an entrance fee (downpayment) represents
ownership equity. The downpaynrent may be 100% of
the housing cost or.1 lesser amount depending on buyer
resources and available financing. The amount of the
downpayment can be similar to an entry-fee plan, and
the monthly payment typically is lower than for an entry
fee or markel rental plan. Equity is refunded with possi-
ble appreciation upon resale.

lf sponsors and board members consider consumer
marketing and financing other than entry fee plans
(refundable or otherwise), risk and sell-out or rent-up
absorption time can be reduced. Whichever option is

selected should be tested and supported by primary
research.

Primary Research

What is primary research? Financial feasibility and mar-
ket studies may or may not include primary research.
Most are based on secondary analysis of population
data, rather than measuring demand by identifying a

target market and surveying potential residents. Mer'
chandising rese.rrch is described as primary research of
specified subsets of customers and competitive supplies
in order to confirm appropriate r.rtios for the disag8re8a-
tion of aSgregate data to identify location, space and

amenity needs, and to specify levels of ef{ective de-
mand.

It is important to use prinr.rry research to test alternative
marketing and financing concepts as well as location,
product, and amenities. Surveying potenti.rl residents
does not in itself supply key information; research find-
ings must relate to client goals and objectives.

The feasibility of a project depends on the likelihood of
the client accomplishing the stated objectives.'Thus if
the client's budget is predicated on absorbing 264 retire-
ment housing units within 36 months, he could examine
the consumer financing plan with the greatesl likelihood
for an annual absorption o[ 88 or more units per vear.

Primary nrarket research can indicate a potential accept-
ance of sales and alternative financing. lt is risky to judge
by gut feeling or substitute direct comparison without
site-specific research. Appraisers, real estate consultants,
lenders. and clients need to recognize the weakness of
the theory that says if it works in Peoria, it should also
work here.

The reasoning is if Creen Pastures can sell l12 new
retirement homes using a refundable entry fee (or con-
dominium plan), then a similar plan will sell here. This is
only a variation of the Peoria assumption. The extent of
market demand, the wil/ingness to move based on pref-
erence for location, product, price, and financing, could
vary significantly in different communities with similar
demographics.

Another form of unsupported reasoning might conclude
that if no local sponsor has developed a retirement com-
munity using an ownership plan, then a market rental or
entry iee plan will work. Du nol lhrou oul primdrv mdr-
ket research because other similar projects do not exist.

Also, if you question the market research findings, re-
view the methodology and the assumptions. When re-
viewing a merchandising research analysis il is impor'
tant to look at more than the sample size.rnd the actual
number of responses. The quality of the sample may be
more important than its size.

Survey Sample Size

A 10.000
B i.000

Respons€ Rate Numbe. of Responses

ln 1984, hospilals comprised only l0% of the freestancl-
ing facility industry; two years later, almost every hospi-
tal has considered satellite cenlers. Because of potential
regulation problems, the early emergency care centers
now are known as ambulatory cire centers. Such cen-
ters dominate the market in freestanding facilities with
urgent care centers up 65% and primary care cenlers up
2 7'l. between 1985-86.

The de'ign oi .ln nmbuldtory (Jrc ( enler is very inrpor-
tant. The facility should be a freeslanding structure, easi-
ly visible, rather than a store front in a retail
development strip. Usually between 2,000-5,000 sq. ft.,
it should be substantial, distinctive, and of high quality.
ldentical looking structures help establish an identity.
The site also should be highly visible and accessible,
and located on a ma jor transport.rtion corridor in a com-
mercial district free of compelition.

f rcesta nd i ng Surgery Centers

Surgery centers.rre expected to increase from 3-10-682
facilities between l984-88. lnduslry observers (AHA) be-
lieve 30-40'/" o[ all surgeries can be handled on .]n out-
patient basis, whereas less than 2% are presently done in
centers. Purchasers, particularly employers, are a nrajor
force behind the shift to outp.rtient surgery since it is

more cost-efficient. Ambulatory surBery was covered in
96% of comp.lny policies in 1985, compared to only
3 5% a decade earlier. Of the 3912o oi lhe companies wh<r
provide incentives l,or outpatienl sur8ery, 84olo reim-
burse fully, while only B0% pay for inpatient surgery.
Many companies apply outpatient incentives to.rll such
procedures; others specify procedures which musl be
performed on an outpatient basis for full coverage.

Marketing considerations include close proximity b.r
hospital and the amount of avail;rble space. The closer.r

surgery center is to hospital-based surgeons or those in
private offices, the more likely it will be used. ln case of
complications, close distance to a hospiLrl is critical.
Optimal size for a surgery center is between two to four
surgical suites with appropriate support space of I 1,000-
'17,000 sq. ft.

High Technology Centers

The high technology center, with highly sophisticated
diagnostic and therapeutic services, might be essentially
an acule care hospital without beds, or its scope of ser-
vices might be limited to diagnostic, oncology, and im-
aging. Location is paramount in this type of facility
which may have substantial equipment start-up costs.
The market area must have enough people to support a
200-bed hospital. Also, many medical specialists with
established referral networks are needed to support the
facility, and it should be the only one of its type in the
area. However, a high technology center ideally should
be located near a hospital because it can expand the
hospital's capabilities at minimal cost.

The center must look high tech to give an image of
providing the most sophisticated service available, yet
its size will vary depending on the services provided. A
radiology unit averages 4,000-5,000 sq. fl. while a car-
diac rehabilitation cenler typically runs l,200-2,0o0 sq.
ft.

Medical Oiiice Building,s

A physician has many adv.rntages in maintaining a med-
ical of{ice building. The facility may enhance his/her
referral base, provide a better medica l/professional im-
age, offer accessibility to a wider population, and pro-
vide an ownership advanhge.

Freestanding facilities increased 6y 52'k in 1985. While

Ambulatory Care,
lmmedia(e Care

Surgery
Cenler

High Tech
Center

Medical
Office

Building

LoCATIoN Ma jor trdnsportalion
corridor

P()ximity to hospit.r l/
emergency unil

No similar facilities
nearby

On hospital grounds or
close by

2,000-4,000 sq. it.

Modern h igh'tech
dppearance

Proximity to hospital

Varies with area

Modern, prestiSious

l0%
I l. ],/"

(xx)
(xx)

The response rate is one indication of the reliability of
the survey data. lf the response is 30-40% n is safer to
assume the merchandising research will provide a more
accurate view of market demand than if the survey re-
sponse rate is l0%.

ln describing merchandising research, the objective al-
ways is to define a subset with the highest level of inter-
est rn the subjecl matter to ma\imize \urvey response
rate and intensity of execution of survey formats.r

SIZE

DESICN

MARKETIN(]
STRATEC IES

2,000-5,000 sq. ft.

Freestanding structure

High quality

Operate chain, usinB
same building design

11,000-17,000 sq. il.

2-4 sur8ical suites

Comfortable, warm in'
terior

HiBh sur8ical use-rale
for area

Young iamilies in ma.
kel area

Look high tech, sophis-
ticated

Strong hospital/physi,
cian reierrrl system
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providers of these needed services. The general eco-
nomic situation in the U.S. has resulted in consumers
not seeking hospitalization unless absolutely necessary
and deciding aSainst elective procedures.

Business, developers and venture capitalists view health
care as a potentially lucr.ltive profit source. Now that
medical institutions are allowed to advertise, the medi-
cal system is innundated with aggressive marketing of
products for profit, especially in the area of ambulatory
care. The trend toward decenlraliz.rtion of health care is

expected to continue, as evidenced hy the more recent
proliferation of freestanding he.rllh service facilities.
HospiLrl outpatient services are vulnerable to competi-
tion from these centers, therefore, many hospitals are
building their own immediate c.rre, surgicenters, and
freestanding and mobile diagnostic and treatment
centers.

It is especially important {or hospitals to expand into
new markets and build satellites. Of the 221 surgery
centers built in 1985, 162 were hospital based, with 284
additional centers being planned of which 196 rvill be
hospital affiliated. A similar lrend exists wilh ambulatory
care; 159 centers were built in 1985 and rvere hospital-
based. Medical office buildings are another source
whereby hospitals can ease into the new market. They
not only provide increased revenues, but can furnish
improved relationships with physicians. Typically, the
hospital purchases or develops a property and leases it
to their affiliated physicians.

Freestanding facilities attract investors .1nd consumers.
Such entrepreneurial enterprises.tre easy to identify and
are more flexible to market change than a large hospital.
It is easier to change procedures in small facilities, and
prices can be adjusted immediately to outside
competition.

Convenience and low cost services are their primary
advantages to the consumer. The centers may be bu ilt in
convenient areas-shopping areas, suburbs, even outlot
pads of shopping centers. Since such locations do not
have an overhead comparable to hospitals, they are able
to charge less for services. Major reasons for building a

free\l.rndrnB facility are lo develop or protect e\i\ling
markets, enter new geographic areas and new lines of
bu:iness, promole lo certain d8e oI rncome Sroup\,
develop new sources of revenue, or respond to con-
sumer requests.

The expansion of the health care sector is not expected
to shrink despite the furor over the economy, high health
care expenses, and the Medicare cost crisis. lnvestors
favor the health industry for its Srowth possibilities; not
for cost containment. The lotal c.rpital investment re-
quired by most new service venlures is less than $3
million. Local financing becomes easier than a public
offering or institutional placemenl of securities. Also,
since venture capitalists may not be interested in.t
proiect this small, members of the medical profession

become the most likely revenue source. Physicians seem
responsive to ownership since it may provide additional
inconre and a tax shelter while offering significant

managerial control. Sinrilarly, real estate investors may
seek a return in the form of a tax shelter or additional
cash flow. The venture lypically is divided into two
parts, real estate and oper.rlions. A limited partnership is

mosl often used to finance the real estate, whereas .r

corporation or operating partnership normally houses
the operations.

The trend to freestanding f.rcilities already has had an

impact on the building industry. ln a report cited in
Modern Healthcare, large architectural firms indicated
their nonhospital health c.rre ttusiness rose dramatically
during 1980-85; from 5-10% to one{hird of total health
care square footage. Smaller practices, which historical-
ly have done more nonhospital health care work, re-
ported a shift from 15-20% nonhospital work in 1980 to
almost one-half in 1985. AccordinB to a survey of con-
struction managers and builders, building activity fell
10.5'l" {rom 87.3 million sq. ft. in 1984 to 79 million sq.

ft. in 1985. However, the total value of construction
increased 8'l. from $7.8 billion in 1984 to $8.4 billion in
1985, reilecting more projects devoted to outpatient ser-
vices and fewer to hospitals. New contracts for hospital
construction fell 52, in contrast to nonhospital health-
care construction which has grown 4olo since 1984. The
value of nonhospital construction contracts siSned in
1985 increased 12'/. over 1984.

Construction costs of freestanding centers vary depend-
ing whether a facility is new or renovated. Rebuilding of
available space is 60-75% of the cost of new construc-
tion and is sometimes as high as 85-90'/.. Total project
costs-financial, leg.:rl and design lees, equipment-
run about twice the cost of Seneral construction.

A major concern in planning any freestanding facility is

the population needed lo support the center and this
may vary considerably. A five-physician medical offict'
building may successfully serve only 5,000 persons,
whereas a high technology center with comprehensive
services generally would require a base of more lhan
'100,000. Most immediate care centers require a popula-
tion of at least 30,000.

Types Of Ambulatory Care Facilities
F reestand i ng /mmedi.rte C are I Am bu I atory Care
Fac i/itie-(
The National Association for Ambulatory Care claims
freestandinB ambulatory c.rre cenlers are becoming pri-
mary care providers that network with each other and
provide improved relationships with hospitals. Also, the
emergence of HMO and PPO, alternative delivery sys-

tems, have provided contract medicine alternative5 in
traditional primary physician care. ln a Health Mainte-
nance Organization (HM()), an individual pays .r

monthly rate and receives all health care. ln a Preierred
Provrder Organiz.rlron {PP( )r, ( ompanle\ or lnsur.ln( e

.rgencies contract wilh physicians to provide care .lt a

pre-agreed upon rate-per-service, ofterinB total coverage
to an individual using those physicians, and only partial
coverag,e if the individual seeks care from others. Each

alternative delivery systenr easily may be offered outside
.r hospital while maintaining an affiliation for acute c.rre.

Sample

A Age 65 and over; income over $20,000
B Age 65 and over; Methodisl

C Age 65 and over

An age and income qualified sample or a subgroup of
retired Methodists will provide a better indication of ef-
fective demand than a random survey of the over 65
population. The reliability of a mail versus a telephone
survey is another issue. The mailed survey is preferable
for retirement housing research and more cost-effective
than other methods of data collection.

Comparison Absorption Rates

The cash flow of a new retirement community depends
on the size and timing of income from entry fees, rentals,
or sales. Absorption time is key. How long will it take to
break even? For 250 new independent living units, this
could range from two-to five years, depending on the
m.rrket, the competition, .rnd the iour "P's" of marketing
strategy: position (location), product, price, and
promotion. Research indicates that marketing.rnd fi-
nancing have a major impact on absorption rates.

An enlrance fee and a monthly payment ior a con-
lrnurng ( are r {)nlrd, i pror rdrng hou*'nq. .err r r'.
and the availabilily of nursinS care . .... .. .. .. .. 5"1,

A straight renlrl wilh no downpayment .. .. . .. . 2 I

Alternative Financing Plans

Lif€ Lease
Plan

Market Rental
Plan

Ownership
Plans

()ther and Nol

A downpaynrenl or the full price in one \um .. .15

lntere(ed
100",,

Survey response indicates the life lease concept has the
least appeal of the above three plans when tested. While
strong sponsor and partially refundable entrance fees
may increase the appeal, it is unlikely that support will
approach the demand for the market rental or ownership
pla ns.

Testing only one financing concept, e.g., the life lease
plan, may underestimale demand for market rental or
ownership plans. Market rentals with no downpaymenl

Absorption ProlS{,r! R.rte of Sale Proiection Support Behind Absorption Proiection

B

C

50 un its/yr Census analysis of 2,500 households over age 75 living within
25 miles of the site; assume 2 

u/. will move.

Another project sold 50 apartments in the past year.

Telephone survey of 5,000 senior citizen households. Fifty
percent oi households support additional senior housing; .rs-

sume 2 o/n will move.

Mail survey of 1,500 retired Methodist households. Five hun-
dred responses; 150 indicate willingness to move to a new
relirement community in two-lo-five years.

50

50

(_ 50

It is risky to base absorption time on census data ex-
trapolation or experience from similar developments. A
better method is to rely on telephone surveys rather than
on an arbitrary percentage of the elderly from census
data. Mailed questionnaires require the most time but
can provide quantitative support oi a realistic absorption
rate. However, many questionn.lires test for one financ-
ing plan. Thus, primary research indicates the support
and risk levels of alternative marketing and financing
pla n s.

are supported by 23'/" o( the respondents whereas an

ownership plan is shown to have twice as much market
support. Furthermore, primary research allows sub-
groups of respondents based on preferences for equity
ownership, rental, and life lease financing. The three
subgroup markets are persons interested in movinB with-
in five years; Methodisl sample respondents; and ran-
dom sample respondents.

Endowment Financing Plan Absorption Rates

Eetween 1971 and 1980, 1,062 endowment plan fi-
nanced housing units were developed in one market.
The five retirement {acilities developed averaged 212
units, not countinB supportive care and nursing beds.
One 225-unit proiect wilh an on-site nursing center
failed and was converted lo a markel rental plan. A sec-
ond center, of{ering,225 units with endowmenl plans,
changed management twice, was restructured ancl now
is successfully oper.rting under the endowment concept.

Primary Research Test Of Ahernative Marketing And
Financing Plans

A consumer mail survey of 1,156 retired Methodist
households indicates what is expected in terms of ..rlter-
native payment plans in a new relirement communily. A
tabulation of 547 responses taken from a sample oi
1,156 provides a response tale o{ 47yo. The survey re-
flects the following demand:
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EXHIBII 1

Payment Plan Preference Among Three Croups

While the '1970s revealed an absorption rate of 84 units
per year, l981-85 showed only 33 units per year were
being sold. This slowdown indicates increased risk t,or
new larger retirement communities marketing endow-
ment plans.

The low occupancy 252-unit nnd the unbuilt l l6-unil
facility relied oo census proiections to support the nun-
ber of units developed; no primary research was done.

Retirement communities which offer endowment plans
that require residents to prepay 100'/. of developnrent
costs, represent phased expansion of existing retirement
centers. One 30-unit expansion was financed suc-
cessfully with a 50o/" endowment and a 50% noninterest
bearing loan. A similar financing plan for a 75-unit inde-
pendent living expansion achieved a 75olo presale level
prior to construction being started. Both sponsors in-
volved potential residents in the planning process and
one incorporated mail surveys and focus groups.

The most successful endowment plan projects represent
small phased expansion of 75 units or less, rather than
new developments ol 136-252 units. The most success-
ful developments incorporated surveys and other forms
of potential resident parlicipation in the planning
process.

Markel Rental financing Plan Absorption Rates

A search was made for market rate rental congregate
housing offering meals and support services. Between
l97l-80, five pro,ects containing 7O7 such units were
built and absorbed within the surveyed metropolitan

MARKETING OPPORTUNITIES IN THE
RAPIDLY CHANCING PRACTICE OF
MEDICINE

Providers of healthcare are finding newer,
more cost-effective ways to market their
services to the cosl-conscious consunrer.
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Absorption averaged 84 units per year between l97l-
80. Between 198l and l985,52 ) endowment plan units
were proposed for five projects; three represented ex-
pansion of existing communities, of which two projects
were built totaling '105 units. Two new endowment proj-
ects were proposed. One with l.i6 units and onsite nurs-
ing, subsequently, was nol buill. A second 252-unit
community was constructed by an organization already
operating lwo nonprofil nursing homes. Four years of
combined presale and marketing absorbed only 8-i
units, and it is now being pronroled Js a market rent..)|.
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EXHIBIT 2

Lndowmenl Plan Ab:,orption Rales
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IVIf,otplr,itr unbundle serr ir e,, ancl ( redle ,r \.r\t
potential for new market venturc.s in health care.Ser-
vices such as diagnostic testinS, treatment, emergency
care, and surgery, now are lleing offered in freestanding
centers. Hospitals and physicians can cithcr gain a
foothold in this fast growing health care market or risk
losing a major portion of business lo new proviclers.

Modern Trends

The emergence o{ health c.rre as a competitive induslry
is partially a reaction to the escalation oi medical costs
over the past 20 years. Covernment spending in this area
has risen from 8.6-10.2% of the Cross National Product
(CNP) between 1975-82;.rnd real costs more than dou-
bled. Projections by the Cenler of Health Policy Studies
in Washington, D.C. indicate total care spending will
reach l3olo of the cNP by the year 2,000, and will rise
substantially in real terms al 4.7o/o W year. Personal
heallh care expense also is expected to increase lo
10.3'l. per year; spendinB on hospital service will rise
I l'l.; and costs for physician care will increase 9.9%.

The health care community, Sovernment, the insurance
industry, employers, and consumers all have supported
legislation to curb rising costs by greater reSulation and
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l16 proposed (not built)
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Four years of marketing
efforts, three marketing
firms

Expansion of existing
continuing care com-
mun ity

Proiect dropped

To b€ restructured as a
market rental

Ixpansion of existing
life care community

by providing incentives for consumers to shop [or more
competitive service. Consequently, legislative changes
have caused a decline in hospital admissions which
typically provides the highestpriced service. lt is pro-
jected that hospital admissions will continue lo decline
25y" ov€r the next five years, while outpatient services
will increase proportionalely. While hospitals formerly
depended on inp.rtient services to provide 80-90% of
their revenues, oulpatient and ambulatory c.rre now
musl capture those funds.

Several other factors also h.rve contributed lo the new
emphasis upon ambul.rtory care: an increase in physi-
cians providing specialized services which do not re-
quire a hospital setting; the technological advancements
that allow diagnostic tests and therapeutic regimens lo
be performed on.rn outpatient basis. Since outpatient
care is cost-effective to lhe consumer and provider, such
services could presenl m.lny mJrket opportunities ior

r 98J

198.1

t 9tti 52/yt

Total New Endowment
Plan Residences
r98r,85 (1 65/5yr) J ]/yr Three projects.i5 7 Built

(52J Proposed)

New contracls converled lo markel renlrl5 in 1985
rUnder construction in 1985
'[ir5l ve,r, rbsorption rare. Sold i,ul rn 198t,
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absorption rale oi 297 units per year in Michigan. ln
Minnesota, with 772 retirement cooperative units built
or under construction,690 have sold. Additional coop-
erative retiremenl communities are planned or are under
construction in Florida, Pennsylvania, and Wisconsin.

To proiect the polenlial market for the ownership con-
cept, one assumes absorption of 660 retirement housing
units per markel. Not known is how much the type of
financing offered will impact or if the same building
design and services are offered, what extent the financ-
ing plan increases or decreases the absorption.

Financing Concepls Of The Future

The future for retirenlent community financing.rppe.rrs
to be headed in the direction of market rate rental and
cooperative ownership alternatives. Given the same
location and facility design, the iinancing plan appeal to

the potential customer must be examined from a con-
sumer point of view. Which is more appealing-a life
lease with a 50-95% refundable plan, a market rate
rental, or a market rate cooperative? Primary market re-
search indicates placing your bet on market rat€ rental
and market rate cooperatives.

The future is here. The increasingly sophisticated con-
sumer will vote for his/her t-avorite financing with dol-
lars. Primary market research provides lhe decision-
maker a more accurate view of the market.

NOTES

l. Williams, Thomas P., MAI and Rasmu5sen,lohn A., (1985, luly).
Feasibilily and Valuation of a ContinuinB Care Retirement Communily.
Ihe Apptztsal lo\nal, p. 364.

2. Craaskamp, lames A., CRE, (1985, SprinB/Summer). ldentificd-
tion and Delinealion of Real Estate Market Research. Rea/ fstate rsrues.
pp. 9'10.

markel. The early market rate residences were one-of-a-
kind. Three proiects were developed in coniunclion
wilh existing nursing homes; the other two included a

school converted into 88 units and the buildinB of a new
structure fe..lturinS J75 conBregate apartments.

Since the late 70s, one developer, American Retirement
Residences, has successfully developed, marketed, and
managed l0 congreSate residences with other proposed
proiects in Michigan and Florida. Their experience is

probably the best indicator for acceptance of the market
rate rental concept.

ln addition to the 552 units developed by American
Retirement Residences, a second developer converted a

private Catholic school into 108 units. Primary markel
research, which tested entry fee and rental marketing
and financing concepts for the building, indicated great-
er support {or market rentals. Model units were built to
be preleased in 1984, and the project opened in Septem-
ber 1985 with 50% occupancy. ln six months, occupan-
cy reached 75'/".Ihe monthly rentals of $800-$1,500
were subshnlially hiSher than other apartments in the
area. While the absorption rate was slower than the renl-
up rate of apartments without central dining, fill-up was
faster than absorption for con8reSate units with entry
fees.

American Retirement Residence rentals range from
$900-$1,100 per month, with three meals daily. The un-
its consist of efficiency or one-bedroom with private
baths; each location offers central dining, a social direc-
tor, housekeeping staff, and minivan service. The depth
of management experience and the economies of scale
of a multisite operation contribute to the success of resi-
dences.

The eight congregate market rate rental retirement proi-
ects built between 1981-85 in Michigan averaged 70
units, an overall size that helped achieve full rent-up
absorption in less than a year. A development of 375-
units built before 1981 rented slowly, perhaps because
of its architectural design where some aparlments were
located a distance from the dining room. ln Florida and
California, congregate apartmenl-com mu n it ies with
200-570 units have achieved satisfactory absorplion
with improved architectural design, good locations, and
experienced management.

Congregate rentals require longer rent-up time than most
developers expect; sometimes they may require the
same absorption time as entry fee plans. The decision to
offer market rate rentals rather than entry-fee or owner-
ship plans should be evaluated carefully againsl the re-
sults of primary research and analysis of lhe competi-
tion. lncreasing the advertising budget is a poor trade off
for a project that lacks adequate market support.

Ownership Financing Plan Abcorption Rales

Ownership financing plans include fee simple owner-
ship for single family residential use, condominium units
in r ondominium plats, and cooperdlive units on tooper-
ative owned or leased land.

Fee Ownership: Single Family Detached

While the Del Webb Development in Sun City, Arizona,
is a successfull example of single family, fee sintple
ownership, few new large.cale reliremenl citre. exisl in
northern states.

EXHtEtT 3

Market Rental FinancinB Plan Absorption Rates
Market Rental Congregate HousinB

Year
Market Rental

Locations
Euilding

Conversion Construction
Total Units
Developed

Total Units
Absorbed

l97l -80 Metro area { 707 68.1

l98t
r 982

l9Bl

62

38 (80 Bed NH conv.)

99 (l60 unit motel
conversion)

I984
r 984

1985

r 985

1985

r 985

84

5B

44

91

76

t0B

Royal Oak

Royal Oak ll

Lincoln Park

Livonia

Stone

Elmwood

Farmington H ills

Dearborn Heights

Monroe

562

99

62,

18,

99,

84,

58'

44,

84

\29P)
(25P)

l0
.]0

{Jl

(P = Proposed) t16 I.t.t b60 .l()()

'lncludes 175-unit proied which experienced slow rent-up (see text).
roala Source: American Retiremenl Residences
lProie(l opened in Seplember 1985 and ,s slill an renlup stage- A 50% occupancy level achieved at opening resulted from l8 monlhs of preleasinS

efforts.
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Condominium: Cluster Housing And Apartments
Leisure Tech's planned unit development at Leisure Vil-
lage in Southern California is a successful adult and
retirement community of cluster housing in the
$ 139,000 to $ 190,000 price range. lt feature: planed lots
and association ownership of the community building,
dining facilities, and recreational amenities. Planned for
a build-out of 1,700 units, similar concept developments
are being constructed in Lakewood, New Jersey and
Long lsland, New York. The concept targets preretire-
ment (age 50 and over) and retired households. ln Flor-
ida, condominiums are marketed to empty nesters, sin-
6le professionals, retired households, and second honre
owners generally from northeastern and midweslern
states.

Cooperative: Cluster Housing And Apartments
An ownership concept now being targeted to retirees
and empty nesters is the market rate cooperative. Not to
be confused with government sutrsidized cooperatives
developed in the 60s and 70s, the market rate coopera-
tive began in 1978. lts prototype is the successful 338
apartment highrise, 7500 York, developed by the

Ebenezer Society in Edina, Minnesota. This building fea-
tures central dining and secure underground parking,
where the residents serve on the board of directors and
on l7 committees.

ln a cooperative, residents purchase shares and pay a
portion of the mortgage. Unlike older cooperatives, the
residents are not now personally liable for the underly-
inB morlgdge. Resale of cooperdlive ap.rrtments wd\ d
problem in the past. Now that shareholder loans are
available, sellers may offer up to 90'l" financing on their
equity, resulting in a 95% loan-to-value ratao of the total
price. The cooperative shareholder only needs to refi-
nance his equity value, not the underlying mortgage as
required when selling a condominium.
Of the four market rate cooperatives in Michigan, the
largest developer is Centaur Builders. With three devel-
opments totaling 1,848 units proposed and 600 units
sold, the cooperative is reaching higher absorption rates
than condominium or marke!rental concepts.

With 1,048 proposed cluster homes, Centaur's Colonial
Acres marketed to retired households in 1974. Since
then, the market has shifted to 50to-65-year-olds. C)f
the 470 cooperative cluster homes sold through 1985,

txHtBtT 5

Comparison Absor ption Rates For Alternative Financing Plans 198l-85

tinancing Plan

Total
Proiects

Developed

Total
U nits

Developed

Total
U nits

Absorbed

Absorption
Rate per

Year

EN DOWMENT

MARKET RENTAL

l
E

)51 163

4g 466
167 to open in '1986

.ti
9l

OWN ERSH IP
New construction
Conversion

3
1

301

291
59(,

-t60

60
7l

EXHIBIT 4

Market Rate Cooperative Housing

'Total combined absorplion of all proiects
rExcludes sales lo inveslors prior lo resale to individual\

the developer estimates 80o/o are occupied by retirees
with a mix of 75% couples and 25'/" single person
households. Colonial Acres had a slow sales slart be-
cause of a limit on sewer and water taps (48 per year),
and the depressed housing market conditions of 1982-
83.

Centennial Farms, a cooperative cluster housing com-
munity also developed by Centaur Builders, is a self-
contained community of 440 units built in several
phases. Since development began in 1979, 120 units
have sold.

Red Cedar Cooperative began with four models in 1984
and included 20 additional units of which six were sold.
ln 1986 the developer expects to market 20 units at Red
Cedar and 80 units between Centennial Farms and Colo-
nial Acres.

Ceddes Lake Cooperative, with 360 townhouse clusters,
is the first successful market rate cooperative conversion
in Michigan. Sales began in 1982, and in spite of the
then depressed housing market, 100 units were sold.
Absorption totaled 80 units in 1983, 75 units in 1984,
and 46 units in 1985. The remainder were acquired by
investors for short lerm holding and resale. This cooper,
ative was marketed to all market segments-empty nes-
ters, retirees, families, and single person households.

Summary Of Absorption Analysis

Data indicate that the tota/ absorplion of i63 units is

less for the endowment financial plans than ior market
rate rentals or cooperative ownership plans. The average
annual absorption for endowment financing plan retire-
ment communities is approximately 50o/o lower than
either market rental or cooperative ownership plans.
This data base includes all known endowment proiects
and market rate cooperatives marketed. Additional mar'
ket rate rental communities, developed or in the plan-
ning stages, would increase the overall number of units.

Considering the 1,062 endowment plan retirement com-
munity units built in Michigan between l97l and 1980,
the data for 1981-85 indicate that endowment [inancing
is declining. Refund plans may slow the rate of decline,
but are unlikely to reverse the trend.

Market renlal congregate housing appe.rrs kr be growing
in popularity, with an averaSe annual .rbsorption at tri-
ple the rate of other projects with endowment-financin6l
pla ns.

The cooperative housing financing concept has easily
surpassed the endowment plan absorption rate. The
potential of the ownership concepl (cooperalive) ap-
pears to be even greater than for market rental. The iu-
ture of the ownership concept could approach an

Year Market Rate Cooperatives

Colonial Acres

Centennial Farms

Red Cedar

Ceddes Lake

New Construclion
All New

All Nerv

Tolal Units Sold

295
52
20,
20
48
35

.170

1974-BO
r 98i
1982
r 98l
l9B4
r 985

l9B0
r 98r
't982
1983
I984
r 985

12

IB
10,
10
30
40

1984
r9B5

All New

Conversion

120

(t

txHtBtT 6

Projected Absorption Rates By Financing Concept
(lmpact oi Fin.rncing Pl.rn on Absorption Rates)

Financing
Plan

Share of
Market'

Potential
Absorption

Acutal Absorption
1 98 1 -'t 98sl9B2

r 983
1984
1985

r 00,
BO

75
46

Endownrent Plan

Market Rental

Ownership Plan

-l -l units/year

152 units/year

297 units/year

33 units/year

93 units/year

60 un its/year new con-
struction

7l un its/year conversion

.]01

'The absorplion rales for new construclion are as expected, al a slower rate than for conversaon sales.
The slow housinB markel of 1982-81 impacted upon new conslruclion, but because finished producl and iavorable financing were available, the
aooperalive sales absorplion was nol hu(. 'Markel share ralios from survey responses of 5.17 relired Methodrst households
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Condominium: Cluster Housing And Apartments
Leisure Tech's planned unit development at Leisure Vil-
lage in Southern California is a successful adult and
retirement community of cluster housing in the
$ 139,000 to $ 190,000 price range. lt feature: planed lots
and association ownership of the community building,
dining facilities, and recreational amenities. Planned for
a build-out of 1,700 units, similar concept developments
are being constructed in Lakewood, New Jersey and
Long lsland, New York. The concept targets preretire-
ment (age 50 and over) and retired households. ln Flor-
ida, condominiums are marketed to empty nesters, sin-
6le professionals, retired households, and second honre
owners generally from northeastern and midweslern
states.

Cooperative: Cluster Housing And Apartments
An ownership concept now being targeted to retirees
and empty nesters is the market rate cooperative. Not to
be confused with government sutrsidized cooperatives
developed in the 60s and 70s, the market rate coopera-
tive began in 1978. lts prototype is the successful 338
apartment highrise, 7500 York, developed by the

Ebenezer Society in Edina, Minnesota. This building fea-
tures central dining and secure underground parking,
where the residents serve on the board of directors and
on l7 committees.

ln a cooperative, residents purchase shares and pay a
portion of the mortgage. Unlike older cooperatives, the
residents are not now personally liable for the underly-
inB morlgdge. Resale of cooperdlive ap.rrtments wd\ d
problem in the past. Now that shareholder loans are
available, sellers may offer up to 90'l" financing on their
equity, resulting in a 95% loan-to-value ratao of the total
price. The cooperative shareholder only needs to refi-
nance his equity value, not the underlying mortgage as
required when selling a condominium.
Of the four market rate cooperatives in Michigan, the
largest developer is Centaur Builders. With three devel-
opments totaling 1,848 units proposed and 600 units
sold, the cooperative is reaching higher absorption rates
than condominium or marke!rental concepts.

With 1,048 proposed cluster homes, Centaur's Colonial
Acres marketed to retired households in 1974. Since
then, the market has shifted to 50to-65-year-olds. C)f
the 470 cooperative cluster homes sold through 1985,
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the developer estimates 80o/o are occupied by retirees
with a mix of 75% couples and 25'/" single person
households. Colonial Acres had a slow sales slart be-
cause of a limit on sewer and water taps (48 per year),
and the depressed housing market conditions of 1982-
83.

Centennial Farms, a cooperative cluster housing com-
munity also developed by Centaur Builders, is a self-
contained community of 440 units built in several
phases. Since development began in 1979, 120 units
have sold.

Red Cedar Cooperative began with four models in 1984
and included 20 additional units of which six were sold.
ln 1986 the developer expects to market 20 units at Red
Cedar and 80 units between Centennial Farms and Colo-
nial Acres.

Ceddes Lake Cooperative, with 360 townhouse clusters,
is the first successful market rate cooperative conversion
in Michigan. Sales began in 1982, and in spite of the
then depressed housing market, 100 units were sold.
Absorption totaled 80 units in 1983, 75 units in 1984,
and 46 units in 1985. The remainder were acquired by
investors for short lerm holding and resale. This cooper,
ative was marketed to all market segments-empty nes-
ters, retirees, families, and single person households.

Summary Of Absorption Analysis

Data indicate that the tota/ absorplion of i63 units is

less for the endowment financial plans than ior market
rate rentals or cooperative ownership plans. The average
annual absorption for endowment financing plan retire-
ment communities is approximately 50o/o lower than
either market rental or cooperative ownership plans.
This data base includes all known endowment proiects
and market rate cooperatives marketed. Additional mar'
ket rate rental communities, developed or in the plan-
ning stages, would increase the overall number of units.

Considering the 1,062 endowment plan retirement com-
munity units built in Michigan between l97l and 1980,
the data for 1981-85 indicate that endowment [inancing
is declining. Refund plans may slow the rate of decline,
but are unlikely to reverse the trend.

Market renlal congregate housing appe.rrs kr be growing
in popularity, with an averaSe annual .rbsorption at tri-
ple the rate of other projects with endowment-financin6l
pla ns.

The cooperative housing financing concept has easily
surpassed the endowment plan absorption rate. The
potential of the ownership concepl (cooperalive) ap-
pears to be even greater than for market rental. The iu-
ture of the ownership concept could approach an
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absorption rale oi 297 units per year in Michigan. ln
Minnesota, with 772 retirement cooperative units built
or under construction,690 have sold. Additional coop-
erative retiremenl communities are planned or are under
construction in Florida, Pennsylvania, and Wisconsin.

To proiect the polenlial market for the ownership con-
cept, one assumes absorption of 660 retirement housing
units per markel. Not known is how much the type of
financing offered will impact or if the same building
design and services are offered, what extent the financ-
ing plan increases or decreases the absorption.

Financing Concepls Of The Future

The future for retirenlent community financing.rppe.rrs
to be headed in the direction of market rate rental and
cooperative ownership alternatives. Given the same
location and facility design, the iinancing plan appeal to

the potential customer must be examined from a con-
sumer point of view. Which is more appealing-a life
lease with a 50-95% refundable plan, a market rate
rental, or a market rate cooperative? Primary market re-
search indicates placing your bet on market rat€ rental
and market rate cooperatives.

The future is here. The increasingly sophisticated con-
sumer will vote for his/her t-avorite financing with dol-
lars. Primary market research provides lhe decision-
maker a more accurate view of the market.

NOTES

l. Williams, Thomas P., MAI and Rasmu5sen,lohn A., (1985, luly).
Feasibilily and Valuation of a ContinuinB Care Retirement Communily.
Ihe Apptztsal lo\nal, p. 364.

2. Craaskamp, lames A., CRE, (1985, SprinB/Summer). ldentificd-
tion and Delinealion of Real Estate Market Research. Rea/ fstate rsrues.
pp. 9'10.

markel. The early market rate residences were one-of-a-
kind. Three proiects were developed in coniunclion
wilh existing nursing homes; the other two included a

school converted into 88 units and the buildinB of a new
structure fe..lturinS J75 conBregate apartments.

Since the late 70s, one developer, American Retirement
Residences, has successfully developed, marketed, and
managed l0 congreSate residences with other proposed
proiects in Michigan and Florida. Their experience is

probably the best indicator for acceptance of the market
rate rental concept.

ln addition to the 552 units developed by American
Retirement Residences, a second developer converted a

private Catholic school into 108 units. Primary markel
research, which tested entry fee and rental marketing
and financing concepts for the building, indicated great-
er support {or market rentals. Model units were built to
be preleased in 1984, and the project opened in Septem-
ber 1985 with 50% occupancy. ln six months, occupan-
cy reached 75'/".Ihe monthly rentals of $800-$1,500
were subshnlially hiSher than other apartments in the
area. While the absorption rate was slower than the renl-
up rate of apartments without central dining, fill-up was
faster than absorption for con8reSate units with entry
fees.

American Retirement Residence rentals range from
$900-$1,100 per month, with three meals daily. The un-
its consist of efficiency or one-bedroom with private
baths; each location offers central dining, a social direc-
tor, housekeeping staff, and minivan service. The depth
of management experience and the economies of scale
of a multisite operation contribute to the success of resi-
dences.

The eight congregate market rate rental retirement proi-
ects built between 1981-85 in Michigan averaged 70
units, an overall size that helped achieve full rent-up
absorption in less than a year. A development of 375-
units built before 1981 rented slowly, perhaps because
of its architectural design where some aparlments were
located a distance from the dining room. ln Florida and
California, congregate apartmenl-com mu n it ies with
200-570 units have achieved satisfactory absorplion
with improved architectural design, good locations, and
experienced management.

Congregate rentals require longer rent-up time than most
developers expect; sometimes they may require the
same absorption time as entry fee plans. The decision to
offer market rate rentals rather than entry-fee or owner-
ship plans should be evaluated carefully againsl the re-
sults of primary research and analysis of lhe competi-
tion. lncreasing the advertising budget is a poor trade off
for a project that lacks adequate market support.

Ownership Financing Plan Abcorption Rales

Ownership financing plans include fee simple owner-
ship for single family residential use, condominium units
in r ondominium plats, and cooperdlive units on tooper-
ative owned or leased land.

Fee Ownership: Single Family Detached

While the Del Webb Development in Sun City, Arizona,
is a successfull example of single family, fee sintple
ownership, few new large.cale reliremenl citre. exisl in
northern states.

EXHtEtT 3

Market Rental FinancinB Plan Absorption Rates
Market Rental Congregate HousinB

Year
Market Rental

Locations
Euilding

Conversion Construction
Total Units
Developed

Total Units
Absorbed

l97l -80 Metro area { 707 68.1

l98t
r 982

l9Bl

62

38 (80 Bed NH conv.)

99 (l60 unit motel
conversion)

I984
r 984

1985

r 985

1985

r 985

84

5B

44

91

76

t0B

Royal Oak

Royal Oak ll

Lincoln Park

Livonia

Stone

Elmwood

Farmington H ills

Dearborn Heights

Monroe

562

99

62,

18,

99,

84,

58'

44,

84

\29P)
(25P)

l0
.]0

{Jl

(P = Proposed) t16 I.t.t b60 .l()()

'lncludes 175-unit proied which experienced slow rent-up (see text).
roala Source: American Retiremenl Residences
lProie(l opened in Seplember 1985 and ,s slill an renlup stage- A 50% occupancy level achieved at opening resulted from l8 monlhs of preleasinS

efforts.
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58

44

6l
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EXHIBII 1

Payment Plan Preference Among Three Croups

While the '1970s revealed an absorption rate of 84 units
per year, l981-85 showed only 33 units per year were
being sold. This slowdown indicates increased risk t,or
new larger retirement communities marketing endow-
ment plans.

The low occupancy 252-unit nnd the unbuilt l l6-unil
facility relied oo census proiections to support the nun-
ber of units developed; no primary research was done.

Retirement communities which offer endowment plans
that require residents to prepay 100'/. of developnrent
costs, represent phased expansion of existing retirement
centers. One 30-unit expansion was financed suc-
cessfully with a 50o/" endowment and a 50% noninterest
bearing loan. A similar financing plan for a 75-unit inde-
pendent living expansion achieved a 75olo presale level
prior to construction being started. Both sponsors in-
volved potential residents in the planning process and
one incorporated mail surveys and focus groups.

The most successful endowment plan projects represent
small phased expansion of 75 units or less, rather than
new developments ol 136-252 units. The most success-
ful developments incorporated surveys and other forms
of potential resident parlicipation in the planning
process.

Markel Rental financing Plan Absorption Rates

A search was made for market rate rental congregate
housing offering meals and support services. Between
l97l-80, five pro,ects containing 7O7 such units were
built and absorbed within the surveyed metropolitan

MARKETING OPPORTUNITIES IN THE
RAPIDLY CHANCING PRACTICE OF
MEDICINE

Providers of healthcare are finding newer,
more cost-effective ways to market their
services to the cosl-conscious consunrer.

by lawrence P. Darrow, CRE and J. Robert Pellar

50

40

t0

20

10

0
Equity/

Ownership

Respondenl

Rent.l I Lite-Lease

Methodisls
S.rmple

Randonr
Sample

Absorption averaged 84 units per year between l97l-
80. Between 198l and l985,52 ) endowment plan units
were proposed for five projects; three represented ex-
pansion of existing communities, of which two projects
were built totaling '105 units. Two new endowment proj-
ects were proposed. One with l.i6 units and onsite nurs-
ing, subsequently, was nol buill. A second 252-unit
community was constructed by an organization already
operating lwo nonprofil nursing homes. Four years of
combined presale and marketing absorbed only 8-i
units, and it is now being pronroled Js a market rent..)|.

lnterested
Within 5 Years N

EXHIBIT 2

Lndowmenl Plan Ab:,orption Rales

ll rf edit al oracti( e ii io .r sl,rte ol nrdior lrJn5itron .!\
IVIf,otplr,itr unbundle serr ir e,, ancl ( redle ,r \.r\t
potential for new market venturc.s in health care.Ser-
vices such as diagnostic testinS, treatment, emergency
care, and surgery, now are lleing offered in freestanding
centers. Hospitals and physicians can cithcr gain a
foothold in this fast growing health care market or risk
losing a major portion of business lo new proviclers.

Modern Trends

The emergence o{ health c.rre as a competitive induslry
is partially a reaction to the escalation oi medical costs
over the past 20 years. Covernment spending in this area
has risen from 8.6-10.2% of the Cross National Product
(CNP) between 1975-82;.rnd real costs more than dou-
bled. Projections by the Cenler of Health Policy Studies
in Washington, D.C. indicate total care spending will
reach l3olo of the cNP by the year 2,000, and will rise
substantially in real terms al 4.7o/o W year. Personal
heallh care expense also is expected to increase lo
10.3'l. per year; spendinB on hospital service will rise
I l'l.; and costs for physician care will increase 9.9%.

The health care community, Sovernment, the insurance
industry, employers, and consumers all have supported
legislation to curb rising costs by greater reSulation and

Lawftnce P. Dafiow, CRt, i5 dire( k)r ol roa/ erlale conru/l,n8 ilr lho
ManaBtment ConsultinE servicet Crcup ol (oopers E lybrard, Ch,(.r-
go. He has been involved in rta/ertrte Vnre 196l and spe(irlile\ n
real e\lnle appraisals, con\ulldli)n, iin,rn(e, eguily syndit awtn.
development, and management. [)trro\\'fi dn rclive nrenrber ()alever
a/ rea, ertate ariocirlion\ including tlto Arnert an soc,ety oi Re.r/ t'
lale CounselorJ and lhe AmerK,rn lnd,tule ol Rea/ frute Appr,rtry..

l. Robert Pell is a paflnet,n the Herrlh Crre Coniu/tin8 servi(e\
Crcup oi Coopets & Lyfiand, Chi(,tqo. lle has c)eveloped and imple-
menled a aclice plan lor 170 physu i,tns, an<! dieded oryan)zalbn-
al, operational, and matkemg ttudi.,\ br muhi-ho5pital systenrs. Pe//ir
a/io hrs eva/uated lhe data p(xestin8 needs ,nd c.rpabilit,(\ l;)r
numercu\ hospilals. He ir a men)ber oi th('Ho\pital finan(irl M.ttl
a8ement Associdtio, and the Amen(rn Arro(,alion oi Medi(al (ol-
leges

Yea.

Endowment Plan
Retirement
Residences

Absorption
Rate

New LJnits
Developed Commenls

l97 t -80 r,062 tt l7 Il-l \ r Five Projects

1981

1982 25) .10/yr

I 981

Frankenmuth

Crand Rapids

Battle Creek

Crand Rapidl

Crand Rapids

l0

l16 proposed (not built)

30 proposed (nol built)

75,

tJ,

l0

5l

SOlyt

Four years of marketing
efforts, three marketing
firms

Expansion of existing
continuing care com-
mun ity

Proiect dropped

To b€ restructured as a
market rental

Ixpansion of existing
life care community

by providing incentives for consumers to shop [or more
competitive service. Consequently, legislative changes
have caused a decline in hospital admissions which
typically provides the highestpriced service. lt is pro-
jected that hospital admissions will continue lo decline
25y" ov€r the next five years, while outpatient services
will increase proportionalely. While hospitals formerly
depended on inp.rtient services to provide 80-90% of
their revenues, oulpatient and ambulatory c.rre now
musl capture those funds.

Several other factors also h.rve contributed lo the new
emphasis upon ambul.rtory care: an increase in physi-
cians providing specialized services which do not re-
quire a hospital setting; the technological advancements
that allow diagnostic tests and therapeutic regimens lo
be performed on.rn outpatient basis. Since outpatient
care is cost-effective to lhe consumer and provider, such
services could presenl m.lny mJrket opportunities ior

r 98J

198.1

t 9tti 52/yt

Total New Endowment
Plan Residences
r98r,85 (1 65/5yr) J ]/yr Three projects.i5 7 Built

(52J Proposed)

New contracls converled lo markel renlrl5 in 1985
rUnder construction in 1985
'[ir5l ve,r, rbsorption rare. Sold i,ul rn 198t,

)7))

I ()5
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providers of these needed services. The general eco-
nomic situation in the U.S. has resulted in consumers
not seeking hospitalization unless absolutely necessary
and deciding aSainst elective procedures.

Business, developers and venture capitalists view health
care as a potentially lucr.ltive profit source. Now that
medical institutions are allowed to advertise, the medi-
cal system is innundated with aggressive marketing of
products for profit, especially in the area of ambulatory
care. The trend toward decenlraliz.rtion of health care is

expected to continue, as evidenced hy the more recent
proliferation of freestanding he.rllh service facilities.
HospiLrl outpatient services are vulnerable to competi-
tion from these centers, therefore, many hospitals are
building their own immediate c.rre, surgicenters, and
freestanding and mobile diagnostic and treatment
centers.

It is especially important {or hospitals to expand into
new markets and build satellites. Of the 221 surgery
centers built in 1985, 162 were hospital based, with 284
additional centers being planned of which 196 rvill be
hospital affiliated. A similar lrend exists wilh ambulatory
care; 159 centers were built in 1985 and rvere hospital-
based. Medical office buildings are another source
whereby hospitals can ease into the new market. They
not only provide increased revenues, but can furnish
improved relationships with physicians. Typically, the
hospital purchases or develops a property and leases it
to their affiliated physicians.

Freestanding facilities attract investors .1nd consumers.
Such entrepreneurial enterprises.tre easy to identify and
are more flexible to market change than a large hospital.
It is easier to change procedures in small facilities, and
prices can be adjusted immediately to outside
competition.

Convenience and low cost services are their primary
advantages to the consumer. The centers may be bu ilt in
convenient areas-shopping areas, suburbs, even outlot
pads of shopping centers. Since such locations do not
have an overhead comparable to hospitals, they are able
to charge less for services. Major reasons for building a

free\l.rndrnB facility are lo develop or protect e\i\ling
markets, enter new geographic areas and new lines of
bu:iness, promole lo certain d8e oI rncome Sroup\,
develop new sources of revenue, or respond to con-
sumer requests.

The expansion of the health care sector is not expected
to shrink despite the furor over the economy, high health
care expenses, and the Medicare cost crisis. lnvestors
favor the health industry for its Srowth possibilities; not
for cost containment. The lotal c.rpital investment re-
quired by most new service venlures is less than $3
million. Local financing becomes easier than a public
offering or institutional placemenl of securities. Also,
since venture capitalists may not be interested in.t
proiect this small, members of the medical profession

become the most likely revenue source. Physicians seem
responsive to ownership since it may provide additional
inconre and a tax shelter while offering significant

managerial control. Sinrilarly, real estate investors may
seek a return in the form of a tax shelter or additional
cash flow. The venture lypically is divided into two
parts, real estate and oper.rlions. A limited partnership is

mosl often used to finance the real estate, whereas .r

corporation or operating partnership normally houses
the operations.

The trend to freestanding f.rcilities already has had an

impact on the building industry. ln a report cited in
Modern Healthcare, large architectural firms indicated
their nonhospital health c.rre ttusiness rose dramatically
during 1980-85; from 5-10% to one{hird of total health
care square footage. Smaller practices, which historical-
ly have done more nonhospital health care work, re-
ported a shift from 15-20% nonhospital work in 1980 to
almost one-half in 1985. AccordinB to a survey of con-
struction managers and builders, building activity fell
10.5'l" {rom 87.3 million sq. ft. in 1984 to 79 million sq.

ft. in 1985. However, the total value of construction
increased 8'l. from $7.8 billion in 1984 to $8.4 billion in
1985, reilecting more projects devoted to outpatient ser-
vices and fewer to hospitals. New contracts for hospital
construction fell 52, in contrast to nonhospital health-
care construction which has grown 4olo since 1984. The
value of nonhospital construction contracts siSned in
1985 increased 12'/. over 1984.

Construction costs of freestanding centers vary depend-
ing whether a facility is new or renovated. Rebuilding of
available space is 60-75% of the cost of new construc-
tion and is sometimes as high as 85-90'/.. Total project
costs-financial, leg.:rl and design lees, equipment-
run about twice the cost of Seneral construction.

A major concern in planning any freestanding facility is

the population needed lo support the center and this
may vary considerably. A five-physician medical offict'
building may successfully serve only 5,000 persons,
whereas a high technology center with comprehensive
services generally would require a base of more lhan
'100,000. Most immediate care centers require a popula-
tion of at least 30,000.

Types Of Ambulatory Care Facilities
F reestand i ng /mmedi.rte C are I Am bu I atory Care
Fac i/itie-(
The National Association for Ambulatory Care claims
freestandinB ambulatory c.rre cenlers are becoming pri-
mary care providers that network with each other and
provide improved relationships with hospitals. Also, the
emergence of HMO and PPO, alternative delivery sys-

tems, have provided contract medicine alternative5 in
traditional primary physician care. ln a Health Mainte-
nance Organization (HM()), an individual pays .r

monthly rate and receives all health care. ln a Preierred
Provrder Organiz.rlron {PP( )r, ( ompanle\ or lnsur.ln( e

.rgencies contract wilh physicians to provide care .lt a

pre-agreed upon rate-per-service, ofterinB total coverage
to an individual using those physicians, and only partial
coverag,e if the individual seeks care from others. Each

alternative delivery systenr easily may be offered outside
.r hospital while maintaining an affiliation for acute c.rre.

Sample

A Age 65 and over; income over $20,000
B Age 65 and over; Methodisl

C Age 65 and over

An age and income qualified sample or a subgroup of
retired Methodists will provide a better indication of ef-
fective demand than a random survey of the over 65
population. The reliability of a mail versus a telephone
survey is another issue. The mailed survey is preferable
for retirement housing research and more cost-effective
than other methods of data collection.

Comparison Absorption Rates

The cash flow of a new retirement community depends
on the size and timing of income from entry fees, rentals,
or sales. Absorption time is key. How long will it take to
break even? For 250 new independent living units, this
could range from two-to five years, depending on the
m.rrket, the competition, .rnd the iour "P's" of marketing
strategy: position (location), product, price, and
promotion. Research indicates that marketing.rnd fi-
nancing have a major impact on absorption rates.

An enlrance fee and a monthly payment ior a con-
lrnurng ( are r {)nlrd, i pror rdrng hou*'nq. .err r r'.
and the availabilily of nursinS care . .... .. .. .. .. 5"1,

A straight renlrl wilh no downpayment .. .. . .. . 2 I

Alternative Financing Plans

Lif€ Lease
Plan

Market Rental
Plan

Ownership
Plans

()ther and Nol

A downpaynrenl or the full price in one \um .. .15

lntere(ed
100",,

Survey response indicates the life lease concept has the
least appeal of the above three plans when tested. While
strong sponsor and partially refundable entrance fees
may increase the appeal, it is unlikely that support will
approach the demand for the market rental or ownership
pla ns.

Testing only one financing concept, e.g., the life lease
plan, may underestimale demand for market rental or
ownership plans. Market rentals with no downpaymenl

Absorption ProlS{,r! R.rte of Sale Proiection Support Behind Absorption Proiection

B

C

50 un its/yr Census analysis of 2,500 households over age 75 living within
25 miles of the site; assume 2 

u/. will move.

Another project sold 50 apartments in the past year.

Telephone survey of 5,000 senior citizen households. Fifty
percent oi households support additional senior housing; .rs-

sume 2 o/n will move.

Mail survey of 1,500 retired Methodist households. Five hun-
dred responses; 150 indicate willingness to move to a new
relirement community in two-lo-five years.

50

50

(_ 50

It is risky to base absorption time on census data ex-
trapolation or experience from similar developments. A
better method is to rely on telephone surveys rather than
on an arbitrary percentage of the elderly from census
data. Mailed questionnaires require the most time but
can provide quantitative support oi a realistic absorption
rate. However, many questionn.lires test for one financ-
ing plan. Thus, primary research indicates the support
and risk levels of alternative marketing and financing
pla n s.

are supported by 23'/" o( the respondents whereas an

ownership plan is shown to have twice as much market
support. Furthermore, primary research allows sub-
groups of respondents based on preferences for equity
ownership, rental, and life lease financing. The three
subgroup markets are persons interested in movinB with-
in five years; Methodisl sample respondents; and ran-
dom sample respondents.

Endowment Financing Plan Absorption Rates

Eetween 1971 and 1980, 1,062 endowment plan fi-
nanced housing units were developed in one market.
The five retirement {acilities developed averaged 212
units, not countinB supportive care and nursing beds.
One 225-unit proiect wilh an on-site nursing center
failed and was converted lo a markel rental plan. A sec-
ond center, of{ering,225 units with endowmenl plans,
changed management twice, was restructured ancl now
is successfully oper.rting under the endowment concept.

Primary Research Test Of Ahernative Marketing And
Financing Plans

A consumer mail survey of 1,156 retired Methodist
households indicates what is expected in terms of ..rlter-
native payment plans in a new relirement communily. A
tabulation of 547 responses taken from a sample oi
1,156 provides a response tale o{ 47yo. The survey re-
flects the following demand:
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T r acl iti on al Endowment P I an s

The traditional endowment plan entry fee prices the ini-
tial char8e at B0% of the development cost and the
housing units nrust be resold to amortize the debt. lf the
financing plan assumes a resale turnover in 10 years and
the actual turnover is 14 years due to good care and
supportive environment, the proiect may be a humani-
l.lriJn su((ess but a financral ilop.

Co ntem po t ary E ndow ment P I an s

Newer endowment plans price the entry fee at 100% of
the estimated development cosl attributable to the indi-
vidual unit without difference for age. This is obviously a

safer pricing strate8y. The question is whether enough
people are willing to pay $80,000-$ 180,000 for up-front
fees.

Refundable Entry Fee Plans

Refundable plans offer a 50-95'/" refund, but require a

higher entry fee. Variations include interest {ree loans
with optional gift provisions and refunds contingent
upon resale.

Market Rental

Here there is no entrance fee, only a monthly payment
plan that includes debt coverage and services. The
monthly fee usually depends on lhe services offered and
is higher than for endowmenl entry lee plans. The higher
monthly payment usua lly shrinks the market
penetration.

Ownership
ln this plan an entrance fee (downpayment) represents
ownership equity. The downpaynrent may be 100% of
the housing cost or.1 lesser amount depending on buyer
resources and available financing. The amount of the
downpayment can be similar to an entry-fee plan, and
the monthly payment typically is lower than for an entry
fee or markel rental plan. Equity is refunded with possi-
ble appreciation upon resale.

lf sponsors and board members consider consumer
marketing and financing other than entry fee plans
(refundable or otherwise), risk and sell-out or rent-up
absorption time can be reduced. Whichever option is

selected should be tested and supported by primary
research.

Primary Research

What is primary research? Financial feasibility and mar-
ket studies may or may not include primary research.
Most are based on secondary analysis of population
data, rather than measuring demand by identifying a

target market and surveying potential residents. Mer'
chandising rese.rrch is described as primary research of
specified subsets of customers and competitive supplies
in order to confirm appropriate r.rtios for the disag8re8a-
tion of aSgregate data to identify location, space and

amenity needs, and to specify levels of ef{ective de-
mand.

It is important to use prinr.rry research to test alternative
marketing and financing concepts as well as location,
product, and amenities. Surveying potenti.rl residents
does not in itself supply key information; research find-
ings must relate to client goals and objectives.

The feasibility of a project depends on the likelihood of
the client accomplishing the stated objectives.'Thus if
the client's budget is predicated on absorbing 264 retire-
ment housing units within 36 months, he could examine
the consumer financing plan with the greatesl likelihood
for an annual absorption o[ 88 or more units per vear.

Primary nrarket research can indicate a potential accept-
ance of sales and alternative financing. lt is risky to judge
by gut feeling or substitute direct comparison without
site-specific research. Appraisers, real estate consultants,
lenders. and clients need to recognize the weakness of
the theory that says if it works in Peoria, it should also
work here.

The reasoning is if Creen Pastures can sell l12 new
retirement homes using a refundable entry fee (or con-
dominium plan), then a similar plan will sell here. This is
only a variation of the Peoria assumption. The extent of
market demand, the wil/ingness to move based on pref-
erence for location, product, price, and financing, could
vary significantly in different communities with similar
demographics.

Another form of unsupported reasoning might conclude
that if no local sponsor has developed a retirement com-
munity using an ownership plan, then a market rental or
entry iee plan will work. Du nol lhrou oul primdrv mdr-
ket research because other similar projects do not exist.

Also, if you question the market research findings, re-
view the methodology and the assumptions. When re-
viewing a merchandising research analysis il is impor'
tant to look at more than the sample size.rnd the actual
number of responses. The quality of the sample may be
more important than its size.

Survey Sample Size

A 10.000
B i.000

Respons€ Rate Numbe. of Responses

ln 1984, hospilals comprised only l0% of the freestancl-
ing facility industry; two years later, almost every hospi-
tal has considered satellite cenlers. Because of potential
regulation problems, the early emergency care centers
now are known as ambulatory cire centers. Such cen-
ters dominate the market in freestanding facilities with
urgent care centers up 65% and primary care cenlers up
2 7'l. between 1985-86.

The de'ign oi .ln nmbuldtory (Jrc ( enler is very inrpor-
tant. The facility should be a freeslanding structure, easi-
ly visible, rather than a store front in a retail
development strip. Usually between 2,000-5,000 sq. ft.,
it should be substantial, distinctive, and of high quality.
ldentical looking structures help establish an identity.
The site also should be highly visible and accessible,
and located on a ma jor transport.rtion corridor in a com-
mercial district free of compelition.

f rcesta nd i ng Surgery Centers

Surgery centers.rre expected to increase from 3-10-682
facilities between l984-88. lnduslry observers (AHA) be-
lieve 30-40'/" o[ all surgeries can be handled on .]n out-
patient basis, whereas less than 2% are presently done in
centers. Purchasers, particularly employers, are a nrajor
force behind the shift to outp.rtient surgery since it is

more cost-efficient. Ambulatory surBery was covered in
96% of comp.lny policies in 1985, compared to only
3 5% a decade earlier. Of the 3912o oi lhe companies wh<r
provide incentives l,or outpatienl sur8ery, 84olo reim-
burse fully, while only B0% pay for inpatient surgery.
Many companies apply outpatient incentives to.rll such
procedures; others specify procedures which musl be
performed on an outpatient basis for full coverage.

Marketing considerations include close proximity b.r
hospital and the amount of avail;rble space. The closer.r

surgery center is to hospital-based surgeons or those in
private offices, the more likely it will be used. ln case of
complications, close distance to a hospiLrl is critical.
Optimal size for a surgery center is between two to four
surgical suites with appropriate support space of I 1,000-
'17,000 sq. ft.

High Technology Centers

The high technology center, with highly sophisticated
diagnostic and therapeutic services, might be essentially
an acule care hospital without beds, or its scope of ser-
vices might be limited to diagnostic, oncology, and im-
aging. Location is paramount in this type of facility
which may have substantial equipment start-up costs.
The market area must have enough people to support a
200-bed hospital. Also, many medical specialists with
established referral networks are needed to support the
facility, and it should be the only one of its type in the
area. However, a high technology center ideally should
be located near a hospital because it can expand the
hospital's capabilities at minimal cost.

The center must look high tech to give an image of
providing the most sophisticated service available, yet
its size will vary depending on the services provided. A
radiology unit averages 4,000-5,000 sq. fl. while a car-
diac rehabilitation cenler typically runs l,200-2,0o0 sq.
ft.

Medical Oiiice Building,s

A physician has many adv.rntages in maintaining a med-
ical of{ice building. The facility may enhance his/her
referral base, provide a better medica l/professional im-
age, offer accessibility to a wider population, and pro-
vide an ownership advanhge.

Freestanding facilities increased 6y 52'k in 1985. While

Ambulatory Care,
lmmedia(e Care

Surgery
Cenler

High Tech
Center

Medical
Office

Building

LoCATIoN Ma jor trdnsportalion
corridor

P()ximity to hospit.r l/
emergency unil

No similar facilities
nearby

On hospital grounds or
close by

2,000-4,000 sq. it.

Modern h igh'tech
dppearance

Proximity to hospital

Varies with area

Modern, prestiSious

l0%
I l. ],/"

(xx)
(xx)

The response rate is one indication of the reliability of
the survey data. lf the response is 30-40% n is safer to
assume the merchandising research will provide a more
accurate view of market demand than if the survey re-
sponse rate is l0%.

ln describing merchandising research, the objective al-
ways is to define a subset with the highest level of inter-
est rn the subjecl matter to ma\imize \urvey response
rate and intensity of execution of survey formats.r

SIZE

DESICN

MARKETIN(]
STRATEC IES

2,000-5,000 sq. ft.

Freestanding structure

High quality

Operate chain, usinB
same building design

11,000-17,000 sq. il.

2-4 sur8ical suites

Comfortable, warm in'
terior

HiBh sur8ical use-rale
for area

Young iamilies in ma.
kel area

Look high tech, sophis-
ticated

Strong hospital/physi,
cian reierrrl system
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medical providers are dependenl upon these centers for
cost reasons, such facilities must maximize their real
estate investments or sacri[ice opportunities for in-
creased income; thereiore, proper financing.rnd nran-
aSement nrust be given ongoing consideration. lnve\tors
typically h.rve utilized private sources and industrial rev-
enue bonds (lRBs) to finance the centers.

The Role Of Consulting

ln determining the success o[.r freestanding center there
are three techniques most frequently used to.rssess the
property's viability-prelimin.rry market an.rlysis, nrar-
ket research,.rnd financial impJCl analysis.

A preliminary rnarket ana/ytis includes .r demo-
graphic and competitive profile which tells
whether the population is growing, provides the
economic status of the residents, and identiiies the
competition.

Market research provides a glimpse into the luture
by asking consumers how they would lrch.rve in
hypothetical situations. This enables developers kr
plan according to consumer preference.

The financiai rntpact ana/yris examines the finan-
cial viability of a center.rnd its imp.rcl on the p.r-
rent corporation, often .r hospital. Developers
need to know what revenues will be lost or gained.

It is imperative to incorporate.rll three methods into the
planning pror:ess. Mail surveys, focus groups, .rnd tele-
phone surveys all are useful to pinpoint the opinions
held by people in the markel .rrea, and to provide the
necessary qual itative and qu.rntiLrtive dat.r to .rnalyze
market potential. Research is essential k) define the
market th.rt is, whether p.ltients would use freestand-
ing centers, what services they would prefer, how satis-
fied they are with existinB facilities, and to iclentify the
competition.

Demographics must be analyzed carefully. Since youn'
ger age groups are more likely to use a freestanding
center, those facilities should be located in nri<idle to
upper-middle income neighborhoods where fanrilies are
young and mobile. Lower income and upper income
older consumers are poor targets; the former because of
low profitibility potential, lhe latter because cost and
convenience tend to be less important than physician
accessibility and continuity of c.rre.

Another important aspect of market research is to deter,
mine the interests of physicians in the tar8et area and to
include thenr in the planning process. For instance, there
is no way to estimate potential use-rates for a new center
without extensive surveys of the doctors who control the
demand for care. Service concepts must be presenled to
the physici;rns to determine their appeal. Furthermore,
an investment analysis should be prepared lo show
participating physicians their investment opportunities.
Capital requirements, risks, and returns will depend
upon the nature of the venture. A common mistake is to
select a site and plan a facility based only on national
consumer research. The public's attitudes and ties to

physicians can vary nrarkedly even between markets
that appear identical in demographic c ha racteristics.

The financial analysis needs to focus on equally impor-
tant issues since hospiLrls must consider market options.
Even though the hospital may lose money when they
firsl divert outpatients to lower costing anrbulatory care
cenlers, they can rec.lplure it by buildinB their own cen-
ters. ()therwise revenues may be lost to competitors wilh
freest.rnding facilities who offer Medicare {which uses a
fixed-rate reimbursement) or from sharing revenues with
physician-limited p.irtners. The growth of HMOs and
PP()s has made it increasingly difficult for hospitals to
generate revenues because they cannot provide the
same low-cost outp.ilient services that is possible in a

freesl.lnd ing center.

Finally, ownership of the facility nrust be resolved. Full
ownership is appealing because it implies maximum
control but it also rne.rns maximum risk. Hospitals can
reduce lheir risk by oftering physicians limited part-
nerships while retaininB the role of general partner. ln
this way, hospitals can reduce their sh.rre of debt and
equity, strengthen physician relations, and minimize
competition. loint ventures typically.rre made between
a hospital and a proprietary organization that operates a

ch.rin of centers between two or more hospitals, or be-
tween a hospit.rl ..rnd a physician. However. physician
group practices also operate freestanding facilities and
compete successfully with hospital-m.rn.rBed centers. By
developing these centers through joint ventures with

TABTE 2

Freestanding Surgery Centers
Type of ()wnershi

RETIREMENT COMMU N ITY DEVELOPMENT:
NEW TRENDS IN MARKETINC AND
FINANCING CONCEPTS

An analysis of marketing techniques is
directed at the growing and evolving
development of life care communities.

by lohn A. Rasmussen

l)

[! he risks o[ developing or ery>andinB conlrnu ing ( ,lre
l. communilies t an be redur ed by le\lin8 ,rllernative

financing concepts with primary market research before
deciding on .r consumer financing plan.

Previously, retirement community residents were re-
quired to lurn over all their assets to the religious or
fraternal-sponsored retirement home in order to receive
life-care. Help when needed is still considered impor-
tant but changing consumer attitudes toward nonrefund-
able entry fees have resulted in changes. Newer retire-
ment comnrunilies now offer alternative plans such as

refundable entry lees, market rental plans without entry-
fees, and gu.rranteed fixed appreciation ownership.

A national survey of more than 60 retirement communi-
ties and 70,000 retired households indicates thal success
correlates higher with sponsors who employ consumer
research and resident participation in the planning
process. There is more to retirement center marketing
than slick, glossy trrochures; primary market research
can predict {uture sales absorplion even before advertis-
ing campaigns are planned. While refundable entry fee
plans have produced successful retirement communi-
ties, some consumer preferences are for alternative con-
cepts, and this form of payment is only one alternative to
the traditional life care financing concept.

Early in the planninS stages of .r retirement community,
alternative financing concepts need to be identified. To
be considered are those with the strongest consumer
market support and the highest likelihood of achieving
the desired annual absorption rate for sell-out or rent-up.
It is no longer safe to assume the absorption rate will be
30,40 or 50 units per year. Some projects have been
funded, built, and never opened.
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lohn A. Rasmussen is president and research cardinator ktr feasibil-
ity Research Crcup, Ltd., Ann Arbot, Mi(hi9an. A specjalisl in applica-
tions ol imdty market research, he has conducted seminars and
programs lor profussional associalions addtessing trend! in reli.emenl
housinq and continutng cale communitici. Rasmussen also has I.rrlght
at Easten Mi(higan University, fhe Univetsity oi Michiaan and the
Univetsily oi Wtt(on\in.

Alternative Marketing And Financing Concepts

There are three basic consumer marketing and financing
concepts. While the end financing for each project will
be different, it is important to evaluate which concept
provides optimum market absorption. The plans are en-
dowment entry-fee, market rental, and ownership (fee

simple, condominium, and cooperative).

Entry Fee

Life Care Plans

The life-care entry fee concept originally offered prepaid
housing and health care. Now there are as many var-
iations as facilities and some provide guaranteed access
to nursinB care. The fee may differ with the age of the
resident (i.e. the same apartment could be priced higher
or lower based upon the resident's age).Sourrt,: Modern Hea llh( .ire/lu ne 7, 1985
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mortgages and 60% of all savings bank mortgages were
structured as ARMs.'Thrifts unwilling lo add their fixed-
rate mortgaSes often will keep variable-rate mortgages
since they shift much of the risk to the borrower. ARMs
appear attractive to some borrowers because of lower
rates initially; if taken out during booms, they do not
lock borrowers into hiSh interest rates as do fixed-rate
mortBages.

Outlook for Future Housing Conslruction Cycles

Cyclical fluctuations probably will remain modest in the
next five years if there are no dramatic changes in gov-
ernment policy toward housing i.e., sharply reduced
government role in the secondary mortgage markel. The
rise in housing starts from trough to housing cycle peak
may reach 50ol" rather than the previous l0O"/o. Variabil-
ity could increase from a trough of 1.5 million .rnnual
rate to 2.2 million.
The cycles of housing construction should diminish [or
two reasons. First thrifts and b.rnks will be able to obt.tin
funds during the business cycle either for fixed-rate or
adjustable-rate mortgages. lf they are converled to more
liquid MBSs, or simply disposed, they will often be sold
to FNMA or FHLMC. Secondly, home buyers will be
able to obtain mortgages during booms. Though m;rrket
interest rates may be as high during past cyclical peaks,
home buyers will not be locked into high rates by taking

out ARMs. lf this happens, housing starts may become a
coincident rather than a leading indicator of the business
cycle.

ln making this forecast, it has been assumed that legisla-
tion reducing the ability of quasi-governmental aBencies
to sustain secondary mortgages will not become law.
Another assumption is the U.S. Congress and the
president will agree on a program to substantially reduce
federal deficits. Most economists anticipate that provid-
ing the economy approaches fullemployment in the late
B0s, large structural federal deficits would displace a
substantial share of private investment, including hous-
inB construction, and reverse the recent decline in the
cycles of the housing industry.

NOITS

L The relationship between interest rate gaps and net savings in,
flows can be seen in Chan 5-1. Economic Report of the President,
t984, p. 152.

2. By the end of 1981, fewer than onejourth of intereslbearing
deposats were in rate-reslricted accounls, fconomic Repott ol the
Prc\ident, 1984, p.153-

l. The slate usury laws were oveniden for FHA mortgages in 1979
and for other types of mortga8es in ]980. savings and Loan Source-
book, 1983, U.5. LeaSue of Savings lnstilutions, p. 51.

4. Ciled in Henry Kaufman (1984, February 3). Comments on Cred-
il. Salomon Bros.

5. SavingJ ,nsUll/tiors Sourcebook, 1986, p. 10.

TABTE 3

Assessing Occupancy Options
Relative Ranking Against Criteria of Ownershi ll

Source: louden & Company, Ameri(an He.lth Care Asso(iation lournal, March, 1986

physicians, hospitals can preclude potential competition
from their own staff doctors.

Summary
The tremendous changes in today's health care provide
excellent investment opporlunities. As the trend con-
tinues toward more outp.ltient facilities, it is anticipated
that freestanding centers will continue to become a vi-
able option lo traditional hospital care. However, it is

important during the planning process to Sain accurate
information concerning the viability of a facility within a
targeted markel area and carefully access all the iactors
before making the real estate investment.
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A reasonable conclusion is that before 1978, when mort-
gage yields stayed below l0%, house buyers considered
home mortgage rates to be a bargain. This seems es-
pecially feasible after considering the expected impact
of inflation on housing prices and the inflation caused by
declining real cost of mortgage payments. Drops in
housing starts before 1978 stemmed mainly from the
lack of available mortgaSes. As oi 1978, mortgages be-

came continuously available at market rates due to the
end of the d isintermed iation phenomenon. Nonetheless,
high nominal market rates discouraged home buyers

since they substantially added to monthly carrying costs

and limited the number of potential buyers financially
acceptable to lending institutions. After 1980, there was
evidence that the value of home ownership as an invest-
ment was lessening due to the slowing of inflation.

Assistance From Expansion OI Secondary Morttage
Markels

Savings institutions now may obtain savings if they pay

market interest r.rtes malching those paid by other finan-
cial intermediaries, primary business borrorvers, and the

U.S. Treasury. However, savings institutions have be-

come increasingly unwilling to make and hold long-
term, [ixed rate mortgaBes at rates acceptable to borrow-
ers. They were badly burned when they used short-term
savings inflows to invest in low-rate, long-term, fixed-
rate mortgaBes.

Until the mid 1980s, home buyers refused to borrow on

any other terms. The situation was saved when a sec-

ondary home mortgage market was developed domi-
nated by three governmenl agencies: the Covernment
National MortgaSe Association (CNMA or Ginnie Mae),
the Federal National Mortgage Association (FNMA or
Fannie Mae), and the Federal Home Loan Mortgage As-

sociation (FHLMC or Freddie Mac). Home mortgage
lendinB institutions, especially the financially troubled
savings and loan associations, shifted from originating
mortgage loans and holding them, to oriSinating mort-
gages and selling them in secondary markets. For VA

and FHA mortgages Suaranteed by GNMA, savings insti-

tutions and mortgage bankers often created mortgage
pools, selling certificates of participation to investors.
Another disposal route was to sell conventional mor!
gages to tNMA or FHLMC. ln turn, the institutions held

the mortgages and guarantees and sold mortgage-
backed securities to investors. During 1985, approxi-
mately 80'/. of all originations entered the secondary
mortgage market.

Assistance trom Adlustable-Rate Mortga8es (ARMs)

Savines and loan institutions were allowed to offer
ARMibeeinning in 1979. Even though lhev may be for-

matted in different ways, ARMs have become increas-

ingly acceplable to borrowers following a lengthv
ed-ucat,on program by lending rnslitution5. ln the fourth
quarter of 1983, for the first time' oriSinations of ARMS

exceeded those of fixed-rate mortgages. ln the last quar-

ter of '1985, 55'l. of all savings and loan association
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home mortSage yields from 9.5"/" in l978-before a

federal override of state usury ceilings on mortgages-
to I5'l. in 1982, was associated with a drop in housing
starts from 2.0-1.1 million.' Declining mort8age rates lo
12.5% in l9B3 and 1984 were associated rvith a rise in
housing starts to 1.7 million each year. Mortga8e rates

kept dropping to ll.5% in 1985 and '10.5% in the firsl
half of 1986. Housing starts leveled at 1.7 million in

1985 but, apparently in delayed response to the rate

decline, increased in 1986 to 2.0 million between lan-
uary and lune.
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THE BALLARD AWARD MANUSCRIPT SUSM'SS'ON INFORMATION

The editorial board of Reai fstale /ssues is accepting
manuscripts in competition for the 1987 Ballard Award.
The competition is open to members of the American
Society of Real Estate Counselors and other real estate
professionals. The $500 cash award and plaque is pre-
sented in November during the Society's annual con-
vention to the author whose manuscript best exemplifies

the high standards of content maintained in lhe Journal.
Any articles published in the lournal during the l9B7
calendar year (Spring/Sunrmer Jnd Fallny'y'inter editions)
are eligible for consideration and must be submitted by
August 1, 1987. See page 00 "Contribulor lnformation
for Reai fstate lssues," 'ior specific guidelines in manu-
script preparation.

Contributor lnformation for Real Estate lssues

The journal is published twice a year (Spring/Summer
and Fall&Vinter). and reaches a lucrative segment of
the re,ll esl.lle induslry.ts well as rn imprersive cross
section of professionals in related industries.

Subscribers to Rea/ fstale issues are primarily the
owners, chairmen, presidents and vice presidents of
real estate companies, financial corporations, prop-
erty companies, banks and management companies;
libraries and Realtoro boards throughout the country;
as well as professors and university personnel; and
professionals in S&Ls, insurance companies and law
firms.

Rea/ Eitate /i5ue5 is published for the benefit of Coun-
selors and other real estate professionals, planners,
architects, developers, economists, politicians, scien-
tists and sociologists. lt focuses on approaches, both
theoretical and empirical, to timely problems and
topics in the broad field of real estate. Manuscripts
are invited and should be addressed to:

Rocky Tarantello, Fdilor in Chiel
Rea/ Estate issues
American Society of Real Estate Counselors
430 N. Michigan Avenue
Ch ica8o, lL 6061 I

1. All submitted materials, including abstract, text
and notes, are to be typed double-spaced with wide
margins. No pag,e limit is imposed. Submit three
copies of the manuscript, nccompaniecl by a 50- to
100-word abstract an a brief biographical statement.

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

3. lllustrations are to be considered as fi61ures, num-
bered consecutively and submitted in a form suitable
for reproduction. Type figure legends double-spaced
on a separate page.

4. Number all tables consecutively and type double-
spaced on separate pages. All tables are to have titles.

5. Every effort will be made to noti{y the author of the
acceptance or rejection of the manuscript at the earli-
est possible date. Upon publication, copyright is held
by the American Society of Real Estate Counselors.
The publisher will not re{use any reasonable request
by the author for permission to reproduce any of his
or her contributions to the journal.
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THE DECLINE OF CYCTES IN THE HOUSINC
INDUSTRY

Lending institutions have restructured their
methods to adjust to the rises and f alls of
mortgage interest rates.

by Lee Sternlight

THE EFFECTS OF IUST-!N-TIME TNVENTORY
PROCEDURES ON THE LOCATIONAL
DECISIONS OF SUPPLIERS

A new era in American manufacturing
efficiency is developing by relooking at
old procedures governing inventory
control and industrial location.

by Daniel L. Tompkins

[ror the pasl four years, the housing-industry was in a

l'down cvcle due to the maior changes in [inancial
institutions. A decline trend is an important devel-
opment since it reduces housinB construction costs and
is reflected in lower housing prices. This decline in cost
partially offset the sharp rise since 1978 in real mortgage
interest rates-a rise that is not unlikely to disappear in
the next decade.

Also significant is the reduced sensitivity of the economy
to the Federal Reserve's monetary policy. lnterest rates
need to rise substantially to rein in booms and inflation
as well as fall considerably to stimulate recovery from
recessions. The impact of Federal Reserve policy will be
broader in future recessions and housing will no longer
be its scapegoat.

An Analysis Of The Cycles

Most housinB construction in the United States is carried
out by contractors who seek profits. Changes in this in-
dustry typically have led business cycle peaks and
troughs by about one year.

Previously, the maSnitude of housing industry cycles
was most severe. Privale housing starts at trouBhs
amounted to an annual rate of one million and at peaks
rose to 100o/o or two million.
Before 1978, pent up demand and renewed availability
of low-interest mort8ages allowed housing construction
to pick up at the bottom of the business cycle. Housing
construction was cut off ahead of the business cycle
peaks because of disintermediation, an outtlow of funds
from savings institutions, resultinS in fewer available
home mortgages. Disintermed iation, in turn, resulted
from the gap at cyclical peaks between high market in-
terest rales and low regulated rates at savings inslitu-
tions.' FiBUre I illustrates the cyclical variability of net

Lee Ste.nlbhl, Ph.D., is a p@lessot o/ economici at Yotk College ol
the City Univeqjly of New Yotk. She specializes n money ancl bank-
tng and real estate economtcs.
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savings deposit inflows and the corresponding variabil-
ity of housing starts until 1978. lt also indicates declines
in housing starts as disintermediation proceeded, and
the pickups as savings flowed back into savinBs
institutions.

Afier 1978, Regulalion Q interest rate ceilings were dis-
mantled and disintermediation ceased to cause prob-
lems in the construction industry.'There was some var-
iability in savings inflows but little corresponding
irregularity in housing starts. When savings inflows ap-
peared in 1980, housing starts kept on sinking and in
1981-82 they averaged only 1.1 million, or nearly 10%
below three previous cyclical lows.

Cyclical variations in housing starts now are related to
interest rates on housing mortSages which have risen to
match other long{erm rates. Borrower resistance to in-
creases in the interest rate costs is feasible since the
decision to truy a house can tre postponed. As shown in
Figure 2, before 1978 there was no obvious relationship
between home mortgage yields kept down by state usury
laws and housing starts. However, a sharp rise in new

[t he l.l.T. procedure depends on producing the neces-
I sary quantity at the needed time, i.e., lhe manufat-

turer will produce only what is needed and will not
stockpile finished goods or parts. ln this environment,
one piece is the ideal lot size. A worker will complete
his/her task and pass the piece along. The timing is

paced so the piece is passed along lo the next worker
when needed.

The object is to keep inventory at a minimum by viewing
anything that does not directly add value to the product
as waste to be eliminated. Since inventory only adds
cost, it needs to be depleted. Therefore, the only in-
ventory a {irm will have are materials required for work
in progress, and suppliers will deliver only what is

needed for a day. One advantage of this system is that
with less inventory available chance o{ damage is less-
ened and the product will not become obsolete while
waiting for shipment.

The use of l.l.T. saves the manufacturer money. "To pro-
duce 1l million cars and trucks a year, the iapanese auto
industry has $800 million in inventory. The U.S. compa-
nies need $8.5 billion to do the same."' Ford estimates
insurance and interest equal an addilional 26% to the
value of the stored parts or $2.1 billion that could be
used for working capital.'

Characteristics Of l.l.T,
Toyota's kanban system uses cards similar to those
found in stores which tell clerks when to reorder. With
kanban, each part container has a card needed for

Xarcn f, Lalpy, Ph.D.,an assistant prolessor tn frnance and real estate
dt i(ert stele Untve4ity, earned het M.B.A ancl Ph.D. iom Flo da
State Univetely. Her cutrcnl rc\earch,nleretlg include real estate h-
nance and ntefiationai rea/ estate.

hmes n. webb, Ph.D., is a prclessot of llnance and real es{ale at {he
Unive$ity of Akrcn in Ohio. He is a prclilic wtiter and has published
over J0 art,(/es on variolls aspeclJ ol real ertate tnveslmenl and n
come prcpety ap aisal. webb cwtently serves a5 preJident of the
Amerrcan Rea/ [5{ate society.

manufacturing and assembly; employees cannot use a
piece without a card and never can have more pieces
than the card indicates. The parts that are stockpiled
must be used on a first-in, firslout basis.

The ,.1.T. system can be implemented with or without a

computer. Buick adopted an automated storage/retrieval
system along with the J.l.T. At their Flint engine plant,
they replaced 60,000 sq. ft. of storaSe space with a
10,000 sq. ft. area next to the engine assembly. The
former storage space now is used for additional assem-
bly and testing. As a result, part shortaSes were reduced
and capital freed that previously was tied up in in-
ventory.' J.l.T. also prontgtes manufacturing flexibility so
a company can adjust production according to demand
without worry about excess inventory.

Relalionship With Supplier Companies

The establishment of these economical procedures re-
quires trust and flexibility between firms. The manufac-
turer must be assured suppliers will deliver according to
schedule based on changes in market demand.

Similarly, the supplying company needs to trust its cus-
tomers. The use of l.l.T. procedures could reduce the
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number of suppliers a firm uses, yet lhe supplier needs to
count on a stable market in order to amortize the cost of
production over a long period.

Many critics of the system contend the procedures mere-
ly push the inventory problem onto the supplier. Not so
if they also adopt the system. lf the supplier provides .r

warehouse for parts, nothing is gained. The extra han-
dling involved in storage may result in damage, and
since the system disallows extras, damaged items would
stop production.

The manufacturing firm adopting l.l.T. requires its sup-
pliers to ship parts daily which also necessitates a stronS
working relationship with freight carriers. Usually, the
supplier is located within -l0O miles (one day's drive) of
the firm.

Weber's Model For lnduslrial Location

The question remains, where will the supplier decide to
locale? ln 1909, the Cerman economist, Alfred Weber,
wrote the first theory on how industrial decisions are
made in lerms oi agglomeration JClivilie!, trdn\porldlion
and labor costs.'An industrial firm's location was at the
lowest cost.

The theory relies on several explicit assumptions: first,
there is an uneven distribution of raw materials across
the plain; second, the markets for products are provided
as points on the plain and they exist before any induslrial
decision is made; third, there are several fixed locations
for labor with a Biven wage rate at each location. Be-
tween these points the wage rates may difler, however,
labor is immobile and unlimited as long as the firm pays
the Biven rate.

WeLrer assumes the plain has a uniform race, culture,
climate and political and economic systems. A rational
decision-maker seeks to minimize total cost and
maximize profits. On the plain,,r perfectly competitive
economic environment exists: no one obtains a

monopoly or enforces an oligopoly; labor and transpor-
tation are the only varying costs; land buildings, equip-
ment, interest and depreciation are uniform. Weber
assumei ,r uniform trdnsportdtion \y:'tem exi5t5 over J

flat surface, therefore distance is the only factor in trans-
portation costs.

He theorizes the decision-maker first will locate the
plant at a site that minimizes transportalion expense. lf
labor cost or a96lomeration activities affect the decision,
the industrialist will look for an area that will minimize
total cost. lf labor costs are significantly higher at the
location offering minimum transportation expense, it
pays the industrialist to look elsewhere. Another site
might have higher transportation fees, but offers cheaper
labor. Similarly agglomeration, which may affect total
cost, is the savings that can occur to firms operating in
the same area. Such activities represent common ser-
vices used by companies such as utilities, financial ser-
vice, and linkages with each olher.

Locational Decision With Linkages

Agglomeration linkages are key to locational decisions,

according to l.l.T. procedures. Linkages are defined as

the external contacts of an organization of its com-
ponent parts, which collectively define the space within
which it operates. lndeed it has been maintained that
linkage patterns are a measure of spatial behavior dem-
onstrating the role o{ olher places in the operalion of
commercial enterprises.'

Weber believed the decision-maker was a rational profit
maximizer. Accordingly, linkages were just channels
where spatially variable costs and revenues occurred.
The theorist assumed external economies of scale ex-
isted and the industrialist merely responded to concen-
trated activity. However, later researchers [ound
agglomeration usually follows, not precedes the location
decision.o ln other words, the industrialist wants others
to locate nearby in order to reduce his/her risk and un-
certainty.

Three major sources of risk and uncertainty are found.
First, other decisions are made at the same time; second,
the implicit risk of changing technology; and last, unlike
earlier assumptions used in locational theory, the
decision-maker has imperfect knowledge of the market.
The outcome of the decision is based on its context
which is influenced mostly by uncertainty.-

Under Weber's assumptions, decisions are made in an
open system which allows for receiving, processing, and
transmitting information and material to other or8aniza-
tions. However, lhe open system sometimes l.rcks in-
formation; and external circumstances may iniluence
the decision. An example is the need for top manage-
ment approval. The stafi conducting the search finds a

site that will reduce risk and minimize cost. However. ii
senior executives do not want to live there, .lnother
place will be chosen. Under these conditions, the "attri-
butes of external sites are less relevant than the nature of
the industrial and organizational environment within
which the decision is made."'

Linkages also help determine how the firm conducts it-
self in terms of process, the movement of goods between
firms in stages of production; service, the supply and
repair of machinery and equipment; markeling, selling
and distributing support; and financial and commercial
support, including accountinB and insurance.'

The J.l.T. procedure primarily influences processing and
marketing. Since the manufacturing firm will not keep
an inventory, selling and distribution systems need to
change.

Each category of linkages has nine characteristics that
influence the locational decision:

1. value of any particular contract

2. volume or magnitude of the contract

3. frequency or regularity

4. the type of goods involved in the Iinkage

5. the type of counterpart organization involved

6. the mode or form of interchanSe

7. the formality or the legal stalus

TABLE 1

Main lnstitutions Providing Eeta Estimates

insurance companies and pension iunds. With the
development of collateralized mortgaSe securities and
international real estate syndications, these porlfoli<r
managers are able to analyze new international oiferings
Jnd st.lrt 5ele( tive inve\lnrenl oi 'er urilie. origin.rling rn

various Eurocurrency capilal m.lrkets.

Possible sources of intern.rtion.rl portiolio management
involving real estate ownership and securities include
{ull service realestate brokerage and estate managemett
companies, real estate syndicate manaBer5, property
trust mana8ers, merchant or investment bankers with
large real estate and securities departments, and large

lrns'on fund managers and advisors.

Law Firms

Many major law firms, like accounlang firms, have per'
sonnel specialized in real estate investrnent and security
areas. Often attorneys or solicilors conduct real estate
feasibility studies, as a part of their full service to clienls.
An investor needs advance assistance in his home coun-
try while he acquires his portfolio, and then needs leg"rl
advice in each foreign country where he holds property.

Real Estate Trade Associations

Most countries have real estdte tr.rde associations. The
investor can find such associalions headqgartered in
major cities of the world. They c.rn provide iniormation
on their country's Bovernment;rnd business a[f.rirs,
growth and development patlerns, legislative develop-
ments and regulations, financial and tax incentives,.rnd
contact with their counterparts in related intern.rtional
real estate trade associations in other parts of lhe world.

Associations usually collect d.ta from their menrlx'rs
and publish it for general use. lnformation is av;rilable
on industry performance and product&ity, which is im-
portant to the investor.

Conclusion

The international real estate investor has professional,
accurate and reliable information and services available
from all aspects of the real estate and business worlds kr
assist in making sound investments worldwide.

lnstitution Area

AMRO Bank

BARRA

Data Stream

Cestion Financiere Priveee

Hengst lnvestment

London Business School

Munchmeyer

Quanto
Sch roder

wells Fargo

A. C. Becker

Boston Company

Keystone

Merrill Lynch Pierce tenner & Smith

Morgan Cuaranty

Oliphant
Paine Webber lackson & Curtis

Barr Rosenberg & Associates

Value Line

Wells Fargo

Wilshire Associates

Burns Fry

Canavest House

Wood Cundy

Daiwa Securities

Nomura Research lnstitute

Nikko Securities

Eu rope

Eu rope

Eu rolr
E urope

Europe

Europe

Europe

Europe

Europe

Europe

United States

United States

United States

United States

United States

United States

United States

United States

United States

United States

Unated States

Canada

Canada

Canada

Far East

Far East

Far East

Source: Damson, t., 'The Trade-Off B€lween Ri5k and Return." un-
published paper, London Business Sch<xrl, I980, and per
sonal correspondence with the author. Appeared in: Dob-
bins, Richard and Stephen F-Witr, Po fofu, Iheoty and ln-
vestrDenl ManaSement. Oxford, En8land: Martin Robertson,
1981, Table 7.l, Main instilutions providing beta estimates.
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curmon in the United States, are l-8% of the iinal sale
of a hour and 3-5% of the final price or lease v.rlue o{ a

commercial prop€rty. The commission structure is much
lo^,,er percentage-wise in Europe than in the United
States.

Irede Show And Exhibitim Hall Operators

lntern.rtional real estate often may be marketed through
re,rleslate trade shows in cities easily accessible to pro-
spective purchasers and lessees. These are annual or
bianrgal events, i.e., the Realex Real Estate Tr.rde Show
i: held ear h rpring in Hong Kong.

Real Estate Portfolio Managemenl On A Natiorul O.
I nternatio{Pl Scrh
There are expert portfolio m,rnagers for internationaleq-
uity and debt securities, st<rk and bond mutual funds.
Financial institutions worldwide also deal in national
and international security analysis for their clients, trust
department portfolios, and mutu.rl funds. Often portfolio
managers who analyze regional and international equity
and debt securities have dealings in real estate securi-
ties. (See Table I )

lnternational real estate portiolio managers are iound
mainly in the investmenl departments of the large life

B. the time budgel

9. spatial d imensions"'

The significance of each characteristic depends on the
nature of the transaction. Of particular importance is the
value and volume of the conlract. lf the firm adopting
these procedures represenls a large volume of the sup-
pliers's business, the latter will relocate to comply with
the requested delivery schedule. lf the supplier values its
relationship with the other firm, it will make the changes
necessary to keep the business.

Using the J.l.T. system increases the frequency of deliv-
ery and the importance of transportation costs. lf the
product is small and light, the supplier still may be able
to use air freight, thus the supplier could be located
anywhere in the country. However, the mode of trans-
portation must be selecled to allow for prompt delivery.
For example, a semi-conducter firm could locate in the
Silicon Valley and send chips by air to Detroit. How-
ever, since inclement weather conditions could restrict
air traffic the auto manufacturer may be forced to select
a closer supplier.

The time budget also changes. ln addition to the acceler-
ated pace for receiving supplies, the system needs
flexibility, which requires changes to be made quickly.
Even though communication costs are decreasing, the
manufacturer may desire a supplier nearby; closeness
can assure all parties that changes are understood and
being made.

Of course, J.l.T. procedures .rffecl lhe last characteristic,
spatial dimensions; the other limitations placed on the
locational decision limit the space in which the firm can
locate.

lmplications tor Real Estate Counselors

Real estate counselors can use the trend toward,.l.T. to
their advantage. Once a manufacturing firm decides to
adopt this procedure, the counselor knows the supplier
may choose to build a plant close by or depend on
transportation for delivery. ln most cases, the supplier
will build a plant near its customer unless reliable trans-
portation can deliver the goods inexpensively.

The real estate counselor should know how J.l.T. aifects
market seSmentation. Obviously, geography is one sec-
tor influenced, and the counselor knows suppliers of
local manufacturing companies are targets.

Other segmentation strategies can be used. The success
of inventory control depends on the ability of the sup-
plier to turn out quality goods; thus, a market-factor
segrn€ntation based on quality may work to attract these
firms. The counselor also can point out the services
available to the firm on-site, i.e., the closeness of ac'
counting, adverti5rnS, and legal J\\isldn( e.

Other segmentation strategies are bene{its, volume, the
location's status, and accessibility to highways or rail
lines. The firm needs to be near one or the other to meet
the customer's schedules. Also, the real estate counselor
must find a location that fits the heavy volume produced
by most suppliers.

Olher lmplicalions

J.l.T. also will effect the growth of industrial parks. ln-
stead of heterogeneous companies locating in parks; an
industrial area can include a manufacturing firm and its
suppliers.

However, it negatively impacts upon the need for distri-
bution facilities since less storage is needed throughout
the production and close proximity provides convenient
delivery to customers and markets. Distribution centers
will have to add value to the product.rnd warehouses
either will be converted to other uses or torn down.

As long as building costs are related to square footaBe
and less capital is tied up in inventory, the return on
inveslment should increase. Firms should Bener.rle more
internal Iunds and reduce the pressure on the capital
markels. Hopefully this will decrease interest rates and
encourage expansion into new markets.
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units, and shows the available space. The company will
accept lease applications or purchase contracts and
negotiate the final terms.

f inancial Service Firms

Commercial and merchant banks, investment bankinB
houses, and mortBage companies can provide many
worthwhile financial services to the international real

estate investor. While the mort8aSe company focuses on
funds and terms availability and the investment banking
firm's service centers on listing and selling equity and
debt securities for clients. each o{fers a wider list of ser-
vices. The mortgage company may sell mortgage-
backed securities, mortgage bonds, and other real estate
securities, and the investment banker can advise on a

full range of real estate financing methods.

Commercial And Merchant Banks

Found in every maior city, commercial and merchant
banks provide a full range of accommodations: personal
finances, trust department, business financing and in-
vestment advice, international services for the multi-
national investor/company, and publications dealing
with investment and finance within the country. Mer-
chant banks offer investment banking and real estate
investment and security I istinB capabilities, but commer-
cial banks may not be allowed to enSage in investment
banking in the United States. A bank's international de-
partment offers foreign exchange services, and can
transfer funds as needed. lnternational banks have
branches throughout the world, clustered in the interna-
tional financial centers of the world, i.e., Singapore,
Hong Kong, Sydney, Tokyo, New York, London, Zurich,
and Luxembourg.

lnvestment Banking Firms

Many international realestate investors prefer local part-
ners. This may originate from national reBUlations or
from individual or institutional preference. The invest-
ment banking firm can suggest reputable investors who
are not currently associated with or who have only
minor participation in foreign investment. The invesl
ment bank can provide background on the suggested
partner, especially in reference to equity and debt secur-
ities and in the secondary trading in blocks of stocks or
bonds.

The prospective real estate investor should ask for sug-

Sestions on the availability of alternative financing. The

investment banker may suSSest the sale of real estate
syndicate, partnership, or corporate shares in the in-
corporated real estate venture, sale-leaseback with an
institution, bank commercial loan financing, mortgage
loan financing, or the sale of mortgage bonds to finance
the property. Since investment banks deal in business
financing daily, they are a good source for financial
advice.

Real estate securities may be sold on a local exchange
near the investment property or in another country. The
investment banker may suBBest the preferred forms of

security financinB, and outline listinB requirements to
finance the entire investment.

The same bank may syndicate real estate, prepare credit
analyses on possible joint venture partners, and rate the
various types of securities- mortgaBe bond5, mort8age-
backed securities, collateralized mortgaBe obligations,
and real esldte syndicate offerings.

MortEage Companies

MortgaBe companies provide important advance infor-
mation to real estate investors, especially in the United
States, West Cermany, and Sweden. Mort8a8e compa-
nies are well versed in equity as well as debt servicing,
for large real estate projects, and can advise the investor
on yielding equity investment and real estate debt with
appropriate yields.

Real Estate Consulting And Advisory firms
Several worldwide, regional, and national real eslate
counselinB firms are available to the international real
estate investor. They are wellversed in local and nation-
al property markets, and can calculate the Soing yield on
property, given the general cash flow characteristics in
the market place. They also can provide independent
market and feasibility studies which may be required by
prospective equity and detlt investors.

Advertising ABencies

Major adve(ising agencies are located in key metropoli-
tan centers to aid the real estate investor in developing
and promoting ima8e, property potential, the pro-
spective resident's desire for a property's characleristics,
and the real estate environment. The agency can
establish a marketinB plan, an appropriate budget, and
commercial presentations for appropriate media. Com-
mercial arl, slogans, advertisements, coordinated dis-
plays, printed literature, and other materials can be
coordinated by an agency in-house for a uniform pre-
sentation to insure maximum market exposure with the

Sreatest financial results. Once the client establishes ad-
vertisinB oblectrves, dn agency can creale a campaign
reaching those goals within an established time-frame
and budget.

Real Estale Brokerage Or Estate Management Firms

The real estate brokerage firm, peculiar to the United
States, offers leasing and selling services to a client on a

contract basis. ln contrast, traditional English estate
management firms contract for a broad range of services,
hoping to represenl the client over a lon8 period. ln the
United States, real estate brokerage stops as soon as the
contract is fulfilled, i.e., the subiect property is leased or
sold.

The estate management firm has fees related to full ser-
vice functions while the brokerage firm charges for each
contracted activity. Usually the broker contracts to sell

or lease property and is paid a commission when the
transaction is consummated. Brokerage commissions,
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ADVISORY, MANACEMENT, AND FINANCIAL
SERVICES AVAITABLE ON AN
INTERNATIONAL SCALE

A suggested list of resources aids the
international real estate investor in the
dec i sion-maki ng process.

INTEREST RATE SWAPS

An innovative financial technique is one
way to hedge against a mercurial interest
rate dilemma.

by Mary Alice Hines

'Tl o invesl in interndlion.]l reJl e\tale often require: an
I inveslmenr in :pecialist,' to advise and manage for

growth and stability. Such services are available from
n u merous sources-international accounting firms,
property management companies, financial institutions,
and real estate consulting and advisory firms, portfolio
managers, and law firms. The description that follorvs
presents an overview of the available functions and ser-
vices.

Accounting Firms

Many accountinB firnrs have offices worldwide to assist
the international re.il estate inveslor or representative.
Local offices often have brochures available on subjects
such as foreign exchange rates, major stock exchanges
and guides on taxation to provide advice on tax strategy,
feasibility studies and financial services. Some firms
have developed compuler models b analyze company
data and outline the lowest tax payment required within
a particular country. Financial advice can include
gathering information on dividends, interest, capital
repatriation regulations, and alternative strategies to re-
duce tax payment and increase profits.

Prop€rty Manatemenl Companies

lnternational real estate investors often must acquire
property manaSement services to handle the economi-
cal administration of the site. An investor requires fre-
quent reporting on rent collection, op€rating costs, man-
agement problems, suSSestions for upgrading com-
mensurate with rent increases, knowledge of the area
and building vacancy rates, and the projected cash flow
from the property. The management firm functions to

Mary Alice Hines, Ph.D.,,r the C/arence W KinC p@iessot oi rcal
erlale and iinance al Washbum Univetsilv,Iopekr, /(,rnsds. -She ri a
prcdiStoos wtter wilh 20 books dnd numerous rtticles lo het crcdiL
Htnes is a regulat (onlribulol lo Real [slale lssues; her research also
has been dorun:ented in lhe Commerci.rl lnvestment lournal, Real
Estate Revie\a, and The Appraisal lournal.

preserve the capital. Appropriate maintenance and sur-
veillance of the premises by the on-site team can fore-
stall physical deterioration. Effective management also
may lengthen the economic life of property by noting
new market trends and suggesting improvements. Nor,
mally investing in property improvements produces in-
creased rental rates and fewer vacancies to increase net
revenues, or the estimated economic life of the invesf
ment may be shortened.

Since the property manager also is able to incre"ise the
productivity of the space, he/she is constantly looking
for cost reduction techniques and methods lo increase
rent and lengthen the property's economic life. He/she
keeps abreast of tax laws and looks for ways to reduce
the tax burden. While the owner cannot change applica-
ble tax rates, the assessed value can be re-examined for
fairness and equity. The property needs to consistently
increase its cash flow to keep up with inflation which
impacts on rent and operating costs. lt is the manager's
responsibility to keep a profilable balance between the
two.
The property management company normally plans
marketing strategy, sets the rent levels, plans the reason-
able sale prices, advertises the avail..rbility oi vacant

by Milton A. Scott, fr.

I/olalile rnlere(l r,rle\ oi recenl vears hare inr re;.ed
V the risk 5ensilrvrt\ oi iinanrral institution\. The

prime rate soared to over 20% in i980, fell lo I l'l", and
surged backtoover 20%.' Earnings and the cost of funds
have become subject to wide, unpredictable swings
causing institutions to develop innov.:rtive techniques to
insulate th€ir investments irom the wide fluctuations in
rates.l

lnlerest Rate Futures

lnterest rate futures is one .rppro.rch introducetl in the
70s. While successful at copinB with vol.tility, they.rre
limited as hedging vehicles. Futures contr..rcts end .rfter
18 months and must be rolled over if they .rre to be
extended past maturity. ln using a fulures hedge, there is

the basis risk when rolled over'. lnterest r.te hedSers
also have to mark the value of their futures positions
daily, which causes exposure to subst.rntial losses.

lnterest Rate Swaps

lnterest rate swaps, introduced in the early 80s, are more
flexible than futures contracts since they c.rn be tailored
to individual circumstances. Swaps can be made for ex-
tended periods of time better matchinB asset maturities,
whereas using futures contracts for the same time span
can expose a financial institution to unwarranted risk.'

This technique is a contract between two instilutions to
exchange payment streams on a note lor a set time,
usually 2-12 years. lt is neither an inveslment nor a
borrowing method, and only cash flows are exchanged,

Mihon A. Scott, lL wa5 a rc(ipient ol a scholarshry rrom 45REC'\
tducalional Developmenl lrust fund ior lhe l9ti5-1986 acrden),.
year. fhe iund awatds Erants Lo approled s(hd)lt k)t fnan(tal a.l kt
Eraduale sludenti wilh lfie grealest promrse ar lulurc coun\elot\. Scol1
received a 8.5. degree hom Vtrytn? Common\.leahh UDrvers,ty ind
expectr to soon auain a M.5. deqree in rcal estate ,iom the \rme
in5l,tulion He is employed with We\thampt()n Rer/ly ,n R,(hmond.
VtBinia as a RIAIIOR ASSOCIAIfn spectaltztng tn tontmsttal real
eslrte

not principal. A swap is merely a way to change the rate
on an asset or liability from fixed to variable, vice versa,
or from one variable rate to another.'
ln less than four years, the interest rate swap market has
ballooned from a few million dollars to over $100 bil-
lion, with some estimates as high as $120-9150 billion.'

Classical Swap

Swaps are most commonly used to close balance sheet
gaps between liabilities and assets with different matur-
ities, eliminating interest rale exposures. Swaps also may
transform floating rate funds, i.e., money market deposit
accounts, and certificates of deposit into iixed rate term
debt at attractive levels.-

A typical classical or plain vanilla swap is relatively sim-
ple. Suppose that First Savings Bank is paying interest
rates on money market deposit accounts (MMDAS) tied
to a three-month 7o/",Treaswy Bill rate. These liabilities
are funding 12"/" hxed rate mortgages rvith an average
life of l0 years; the spread is 500 basis points.

\:-.
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specific properties, it is easy to lose sight of potential
improvements in the portfolio.

Thus, for nrany a strate8ic view of real estate provides
insight to consider new or unforeseen opportunities with
the discipline to follow through. Strategy enables the
investor to anticipate the impact oi market and industry
forces before they affect specific properties, and to
accommodale cyclical changes that affect overall port-
folio 1rr{ormance.
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However, if the Treasury Bill rate rises higher than 12'l.
over the next decade, the spread narrows and becomes
negative. To avoid this, First Savings Bank enters an in-
terest rate swap with the foreign bank (Eurobank), which
usually would have excess fixed rate liabilities. Eu-
robank has access to long term, fixed rate funds but
interest payments are tied to the London lnterbank
Offered Rate (LIBOR).

First Savings Bank a8rees to pay 25 basis points less than
the current lo-year Treasury rate of 10olo, ot 9.75'/" to
Eurobank for the same time period. Eurobank agrees to
pay First Savings Bank a variable rate, 100 basis points
less than the three-month LIBOR. The interest paid is

based on an agreed upon notional principal because
there is no actual exchange of principal in an interest
rate swap. Because the variable rate swap payment and
the MMDA rate generally float together, a rise in pay-
ments to depositors will be offset by an increase in the
payments from Eurobank.

The swap allows First Savings Bank to preserve a 225-
basis point spread over l0 years between its l2% mort-
gages and 9.75% liability cost. Eurobank's floating rate
debl is at the three-month LIBOR. less 100 basis poinls,
or initially 7olo. Eurobank pays First SavinSs Bank 77u,
receives 9.75olo, and pays its depositors 9% for an initial
spread of '175 basis points. (See Figure 1).

Another financial institution normally acts as an inter-
mediary arranging the transaction. To reduce the expo-
sure, an intermediary locates institutions with opposite

exposure to interest risk nnd gets them together. The
intermediary would receive a fee up front for arranging
the swap b;rsed on the size and complexity of the
transact ion.' The intermediary also may act as settlement
agenl collecling and paying the net difference to the
appropriate party.rt agreed upon intervals.'

Swap users include thrifts and commercial banks,
sovereign government:' lnd their agent ier, insuranr.e
compan ies, and industrial corporations."'

Olher Swaps

While the straightforward, plain vanilla, interest rate
swap still comprises 90% of the market, reversals and
swaps of one floating rate for another are two new pop-
ular techniques. "

Reversa/s

lnevitably, a bank may find that its circumstances have
changed several ye.rrs after doing a swap and wish to
undo it. lt can do this by executing another swap in the
opposite direction.' Suppose a bank made a 10 year
fixed rate loan to a maior customer. The bank entered
into dn interesl rate swJp to minimize ils inleresl rate
exposure agreeing to pay a fixed rate at the six month
Treasury Bill rate. Four years later, the customer wishes
to repay the loan. This leaves the bank exposed and
wishing to end its interest rate swap.

lf the original fixed rate payment was 12!", four years
later the six year money costs 13%. The bank enters into
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Strategy Statenrenl

The stralegy statemenl (see Figure 7) provides .:r con-
sistency check among the grid's three dimensions, knits
together the other stralegic choices, and forges a chain
between the investor's intent and the buv/hold/sell ac-
tions that mana8ers pursue.

IIGURT 7

Strategy Statement

choices, they do not provide the inspiration or strategic
vision that drives a winning strategy. Such vision dii-
{erentiates an investment pordolio from a group of un-
related properties. lt also combines insitsht and prudent
judgment with understanding how to create value in an
industry where playing hunches, si[ting facts, and acting
decisively are still the sine qua non of success.

StrateSic vision is, by nature cosmopolitan. lt possesses
lhe attitude and experience to see new seclors, products,
or roles as normal and profitable rather lhan risky or
difficult; the curiosity to assess other locales; and the
ability to think beyond the convention.tl. For example,
the emphasis on highest and best use can obscure
producUmarket forces that fall outside the boundaries of
site analysis. A rapanese institution acquired moors on
Nantucket and farmland near Williamsburg. While
searching for community retail centers, a Japanese
strategist reasoned that properties with unusual attri-
butes in growing tourist centers have certain underlying
values with great potential. His acuity has been re-
warded by si8nificant gains.

The tendency to extrapolate from currenl experience is
challenged by strategic vision. One pension fund ac-
quired a numlrcr of quality oifice buildings with a port-
folio diversified by geography, size, risk level, and finan,
cial structure, sufficiently funded to compete nationally.
The professional staff was competenl .rnd experienced.
However, their original strategy, based on success in the
commercial sector, overlooked two [actors: early warn-
ings of overbuilding in office markets where the holdings
were vulnerable to cyclical changes; and less intensive
competition for residential and industri.rl product in
equivalent markets with more sustainable long run de-
mand. The fund has established .r pioneering. rccror-
based strategy by refocusing on other sectors, and
redefining the criteria for localion, property type and
size.

Strategic vision benefits from solid grounding in quan-
titative techniques and analytic skills, but the mechanics
of modeling and torecasting do not make a strategy.
likewise, objecliver, dcquisrlron criteria. perform.rnce
evaluation, and other steps in strategic planning provide
guideposts but do not chart the course. By contrJst, the
strateSist defines the ultimate aim and visu.tlizes alterna-
tive routes. lntellectual rigor is needed to follow through
the logic and "what ifs" of each route, but the applica-
tion of strategic vision may be circular and kaleidoscop-
ic, not linear.

Conclusion And Summary

Real estate people are not inclined toward a strategic
view because their business traditionally has been
transaction driven. Perlormance today, however, is
greatly influenced by the active particip.ition of in-
stitutional investors, and the pace and nature of industry
change. These forces open new opportunities for man-
aginS investments in sectors, products and roles, and
structuring the vehicle and stage to fit desired objectives.
lf the investment boundaries alwavs.tre drawn around

a reversal six year swap by which it agrees to receive a
'13% fixed rate in exchange for the six month Treasury
Eill rate, and settlement dates for both are made to coin-
cide. Thus, the Treasury Bill payments c.rncel oul each
other and the bank has a contract to receive ll"l, ,rnd
another to pay 121" iot six years. This results in .r l'l"
annual profit for the bank. However, if interesl rates
moved the other way, the bank could as e.rsily have
locked up a l% annual loss. All reverse swaps cre.rle J
profit or loss, depending on whether fixed rates for the
counterbalancinB swap are higher or lower than those at
the time of the original swap."

F loatinglo-F loali ng Swap

A financial institution often can better man.rge the b.rsis
risk or transform its assets and liabilities fronr one t<r

another more attractive index through a flo.lting-b-
floating swap. Participants each pay a floating intere.sl
rate based on a different indice.''
The first floating,io-floating swap occurred in l9U l be-
tween a U.S. regional and a foreign bank. The U.S. bank
successfully attracted deposits tbr the new money m.rr-
ket accounts and needed a high yielding outlet lbr lhese
funds. Since the future oi money markets was uncert.rin,
lhe bank was unwilling to put this money into prinre
related loans. Yel, it \till wished to re< eive .r prime r.rle.
The bank was willing to pay LIBOR because of other
LIBOR-based lending. Meanwhile, the foreign bank had

Bood.lccess to the LIBOR market but no natural .rccess
to U.S. money markets. The foreign bank was willing lo
receive the LIBOR in exchange for paying a r.rte tied k)
prime. The effect of the swap was that the foreign bank
locked up its profit margin on the prime related loans,
and the U.S. bank received prime related r.rtes without
having to lend at prime, thus, the prime'LlB()R swap. '

Although the most popular transactions in the' oating-
to-floating swap market involve such swaps, it is pt.rssi-

ble to structure them involving any two flo.rtin8 r.]te
indices - certificates of deposit, conrmerci.rl paper,
Treasury Bill rates, and federal fund rates.''

Fees And Expenses

A financial inslitution serving as intermedi.rry to nn inlL'r-
est rate swap may.rct as broker, settlemenl .!ient, or
guarantor. As broker, the intermediary brings pilrtici-
pants to8ether to transact a swap. Arrangement fees p.rid
up front vary according to the size and complexity of the
transaction. Previously banks earned more than 50 l)asis
points on even the most straightforward deal. Now, in-
creased compelition has drastic.rlly reduced tees b l/B-
1/4% o{ lhe notional amount.'-

As settlement agent, the intermediary collects and pays
the net difference to each party at a8reed upon intervals.
The intermediary is not obligated to remit payments not
received unless it also serves as guarantor. Settlement
and guarantor fees may be paid periodically or built into
the rates paid by swap participants. Such fees typically
are less than .25'/" oi the notional amounl bul varv

depending on the credit risk o[ those involved."'

Each party also is responsible lor paying legal counsel
for preparation, neSotiation, execulion, and delivery of
an agreement, usually a shorl documenl consisting of
standardized terms.

Documentation
An interest rate swap trans.lction nornl.rlly is ar rnged
over the telephone and beSins to.rccrue immediately.
The parties sign the necessary papers governing the ex-
change of cash flows at a later d..tte."

Documentation for an interest r.lte swap is str.rightfor-
ward and generally speci{ies the nolional amount, the
fixed rate to be used and the nrc'chanics of settinS the
variable rate, settlement proccdurcs, fcc .lrranBcments,
assiBnment privileges, conrpensation paid in the event of
default, the extent of the settlement agent's liability, and
any other arrangements. A typical swap.rgreement con-
tains 6-8 pages and may be conrpleted quickly.''

AccountinB Considerations
Since the underlying principal does nol change hands,
an inlerest rate swap is not disclosecl in financial state-
ments unless the notional amount, disclosed in a foot-
note to the balance sheet, is deenred m.rterial. The net
interest d ifferential is treated as .rn adiuslment.lo-i nterest
expense. Thus, swap paymenls {low through other
income/other expense categories on the income
statement."

Brokerage or origination fees paid by.r swap participant
are treated as an adiustment-to-recorded-interest differ-
ences over the life of the agreement. lntermediary fees
should be recognized as services.rre performed, while
fees for issuing guarantees, i.e., standby letters of credit
should tre deferred and amorlized over the commilment
period."

Risks

The primary risk in an interest r.rte sw;rp is if one party
defaults leaving the olher with its original position. Be-
cause no principal is exchanged, the credit risk is limited
to the payments each will receive fronr lhe other.lccord-
in8 to the a8reement. lf one defaults, the other stops
paymenl. An intermediary, letter o[ credit, collateral, or
any other form of guarantee can provide additional pro-
tection against credit risk. Most swap agreements specify
penalties for defau lting."
The direction of movement of interest rates also carries
risk. lf rates move unfavorably and lhe counterparty does
not default, there is no problem. lf the counterparty de-
faults when interest rates move Lrvorably, the nonde-
faulting party may profit. A problenr arises when the
counterparty defaults and interest rates are unfavorable;
the nondefaulting party then must find a new partner al
less favorable terms.

As with any hed8inB strate8y, p.rrticip.rnts nrust be will-
inB to lorego a more favorable n]ove in interest rates.
Once a swap has been executed, the parly receiving

FICURE 6
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targeted at the institutional employee but can be up-
graded to follow local economic growth. Using the grid,
several products and roles are pursued to achieve the
objective.
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Though simple in outline, the statement may be difficult
to prep.rre and requires a review of management poli-
cies, market conditions, and opportunities. Such reviews
could produce "what if" questions to test in supplemen-
tary scenarios. ln practice. the statement itself can r.rnge
from a careful, onrr page summary to a full exposition
with models, research results, and action plans. The im-
portant requirement for each link in the chain is how it
relates to lhe five elements of strategy.

Slrategic Vision

While analytic tools are useful in evaluating major
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variable-rate payment should be unaffected by rate
changes, however, as rates decline significantly, bor-
rowers may refinance al more favorable rates. lf that
party funds those loans with liabilities whose cost is

affected by a swap, the result could be negative.'"

Another risk associated with interest rate swaps is basis
risk. lf the floating reference index on the underlying
source of funds is different from the reference index on
the swap, the rates will not float exactly the same. This
risk is eliminated by matchinB the reference indices.''

The risks of misjudging, rates or credit worthiness can
have an adverse effect. An interest rate swap can have
substantial benefits when properly structured."

Benefits

A bank benefits from an interest rate swap by altering
interest rate sensitivity thereby reducing asseUliability
mismatch. "

a An interest rate swap consists of only an agreement
to exchanBe fulure interest, not principal. The
amount at risk only is the interest, not the nominal
amount of the principal upon which a deal is

based. "'
. lf matchinB floatinS rate indices are used, sensitiv-

ity to interest rates is eliminated."
a The transaction is not a lending, therefore, it is

possible to keep documentation reasonable."
. lt does not create a contingent liability, accord-

ingly, the deal can be kept private."
. As a hedBing device, swaps are more flexible than

futures contracts because their terms are longer
and daily margin calls are not required."

a The obvious benefit for intermediaries are the fees
earned from the transaction."

Secondary Markel
Maior investment and commercial banks have formed
the lnternational Swap Dealers Association to
standardize swap documentation. As more dealers
adopt these standards, swaps will become generic like
U.S. government securities and open the way for the
next generation of the swap market-secondary
tradinB.'"

Secondary trading of interest rate swaps originated when
market conditions changed and some swap participants
decided they wanted out.'- As the swap market Brew,
more participants found themselves in this situation.
Now, a participant also may sell a swap contract in the
secondary market. The market values a seasonal swap
contract as il value: a [rred-rnr ome.,et urily; as raler ri'e
or fall, the contract Bains or loses value relative to the
level at which new contracts are executed.'n

Summary
The interest rate swap market continues to develop
rapidly. Swaps are effective at managing a bank's net

interest margin, are private transactions which can be
negotiated quickly, and can be tailored to meet specific
needs.

Standardization of terminology and legal contracts
already is taking place among swap market makers,
brokers, and market participants. Creater standardiza-
tion will create greater liquidity; and interest rate swaps
eventually may tre quoted and traded on an exchange
like futures contracts. All evidence within the market
indicates that interest rate swaps are here to stay.
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Sector-s are best defined by land use-o{fice, retail, resi-

dential, etc. Furlher breakdowns- mid-rise suburban
office or neighborhood strip retail-are useful. Sectors
have both geographic and economic iacets. Combined
they comprise the market potential of a specific property
and portfolio. A recent innovation i5 the sector strategy
which involves speci..rlized multimarket acquisition and
property man.rgement programs in a single sector' 8y
tracking sectors on a national, regional and local basis,
competitive trends can be revealed from regions th.lt
have a broad impact in a single area (e.8., strip center vs.

regional mall absorption), or multisector opportunities.

Products also are examined to determine competitive
features that enhance value in one or many settings. For
example, hotel development has shown that real estate
products are more replicable than realized. Although
each site is unique, certain single use products-mulli-
family units, strip centers have similarities which can
be modeled, reproduced and marketed.

Winning strategies are based on prototypes and manage-
ment controls thal can be adapted to many sites with
only marginal alterations: simplicity of the product adds
value to the user and investor; replication of successful
products increases the productivity of both the devel-
oper/manager and the investor. Mixed-use products-
office/reta il. office/R& D/ind u stria l, residen-
tial/retail-benefit from the same analysis of customer
features and value enhancements. But their complexity
requires a more thorough evaluation of marketing and
operational risks.

Ro/es traditionally have been differentiated by profes-
sional custonrs and regulations. But the fusing of real

estate products and services has lowered these barriers,
and multiple roles oflen are played by the same organi-
zation. Developers embrace mortgage finance and com-
mercial brokerage as integral functions. Mortgage lend-
ers have become equity investors, developers, and prop-
erty manaBers. The magnitude of financial, manaBement
and service needs, as the real estate business perspective
sugSests, is sufficient to attract the largest and most di-
versified service enterprises to these roles through
acquisition and internal growth. Pension plan sponsors
are closely eyeing a direct development role as they Sain
experience through joint ventures and acquisitions.

Vehic/es bear scrutiny because of marked differences in
their application by fund size and experience. Open-end
funds are useful for plans below $200 million in assets

and those new to real estate where liquidity, diversifica-
tion and limited exposure are critical. Closed-end funds
allow timing of market entry and exit-an important
feature because the lonS-term, illiqu id nature of the asset

may require a year or more between the recognition of ;r
strategic change and the completion of the action steps.

Separate accounts and internal management allow l.rrge
funds with $l billion or more in assets to tailor their
strateSies by property type and risk structure.

Stages in the investment cycle determine the potential
level of relurns and risks. Most institutions (see FiSure 5)

invest in fully leased operating properties (Stage 4) be-

cause there are fewer unknowns: cash ilows, operaling
costs and maintenance tasks are relatively predictable in

liBht of market conditions and currenl ten.lnts. The best

5ldqe mdy be in markets where lhere i\ \till (ompelltlon
for relea:'tng. or where it is difii( ull to irnd good proper-

ties. Moreover, the compressed period of market, tech-

nical or functional obsolescence-particularly in

offices - highlights the importance of a decision in com-
petitive markets.

lnstitutions with established real estate programs can

best use the investment cycle by site acquisition three-

to-five-years ahead of production. Renovation or recycl-
ing can be employed as anchors to programs with the

op'portunities tirat increase total returns with tolerable
riiis. Strategies that position each stage of investment

along wrth overall portfolio mir. respond to cvclical
changes in real e:tate values.

Aids ln Strategic Thinking

To aid the strategist in defining these elements, two an-

alytical tools have proven useful- the strategy Srid and

strategy statement. These go beyond conventional tech-

niquel of property analysis and help crystallize new pro-

eram: and revise current slrategy lf used in .r flexible vet

Jisciolrned manner, such tools can ensure that impor-
tant inve5lment issue5 are addressed before tom-
mitments are made. The investor thereby controls the

key variables such as uncertainties and exposure

Strategy Crid
The strateSy grid (see Figure 6) organizes the choices of
sector, pioduct and role to Suide data collection,
tradeoff analysis and obiective settinS. lt clarifies ends

and means as each intersection of the grid is defined.

For example, diversification is a means oi reducing the

risks o{ market concentration, not an end in itself. To

diversify a residential portfolio wilhin a given risk/return

objective, the strategist might select cities witlr stable

local economies, anchored by an institutional employer
(e.g. state government, university), and at least one other

loc"al induitry. Then he might specify well established
properties whose rents, location, and features are

FIGURE 5

Real Estate lnvestment Cycle
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an ad hoc, deal-by-deal investment process may not re-
flect the investor's overall policies for return, risk, and
timing. Like any diversified business, lhe real estate port-
folio needs an organizing theme, clear objectives, a

product/market rationale, and a viable financial struc-
ture. Many institutions [ind themselves with unfilled of-
fice buildings in weak markets, or an underweighted
position in stronS markets. They did not evaluate tr.rns-
actions within a strate8ic context.

Real estate analysis generally is limited to property-
specific tools, i.e., securities analysis before the advent
of portfolio theory, rating services, and daily reporting.
Withoul a structure for indu5try/compdny compJrrson
and analysis, individual properties, pooled funds, lim-
ited partnerships and REITs have to be assessed in isola-
tion, and often potential moves of strat€8ic importance
are m issed.

Search ior Hidden Assets

The second factor shaping strateSy is the investor's
search for hidden assets. Real estate's impressive scale in
the world capital markets is mirrored in the U.5. As
shown in Figure 3, nearly 50% of U.S. capital m.lrket
values are real estate-related. But only a fraction of these
asset values can be tapped in today's markets.

FIGURE 3

U.S. Capital Markets 12/85

Shilt to Asset Management

The third Iactor is the shift in emphasis from transactions
to as\el mdndSement. lnstilulions rnve5ting in pdrlicipdl.
ing lorns, ioinl venture\ and other equitv positions dre
exposed to long-term real estate risks. With significant
amounts of capital at stake, passive, hands-off manage-
ment is not possible, nor can property be regarded as a
readily tradeable commodity.

Consequently, performance, not deal-making, has be-
come the critical investment skill. Because a property's
performance only can be measured over time, a defini-
tive strategy is essential. High performers are dis-
tinBuished by pro{essionalism in the skills of asset
management-from analysis and financing to
redevelopment and tenant relations.

To complement these skills, good information is es-
sential. Astute real estate investors always have profited
from proprietary information and the inefficiency of lo-
cal markets. The flow of information is one key to in-
crease market efficiency and institutional performance.
National institutions are undertaking cross-market data
collection and research at a cosl of $600 million an-
n ua lly.'

Elemenls Of A Real Estate Strategy

Strategy is defined as the formulation of objectives and
how they are attained by operating policies.'This disci-
pline is especially important in real estate where strategy
provides guidance, coherence, and consistency to an
otherwise disparate assemblage of deals. Moreover, an
innovative strategy may reveal unforeseen opportunities
to increase returns, reduce risks or reorder priorities to
improve overall results.

The following framework consists o[ five strateSical ele-
ments which effecl real estate investment decisions-
sectors and producls , role, vehicle, and sta8e of
development.

FICURE 4

Real Estate Capital Markets 12185

lnterest Rate Swaps: The HinSe Eetwe€n Money.lnd Capilal Markels.
(1985, April). Ihe Banler, PP.l7-40.

Kruse, A. F. and Zinn, I. M. (1984. lunel. lnteresl Rate Swaps. Ille
MaBazne oi Bank Adm,nislrat,on, pp.92-96.

Rose, Peter S. (1983). Mo,ey and Capilal Mrrkell, Plano, Texa5l

Business Publications.
walm5ley, lulian K. (1984,,u1y/August). UnderstandinB lnterest Rate

Swaps. fhe Banke,5 Maqazine, 167, pP.44-47.
Weiner, Lisabeth 11985, lune t0). Eanks Swap Busaness Booms. Amer-

ican 8rn/<er, I50, p.l.

Mortgage debt (see Figure 4) represented 44ulo of nrarkel
capitalization in 1985. Active equity funds from pension
plans, public and private syndications and REITs repre-
sented less than 3% of the total market. These conr-
ponents are less than half of the total real estate capital
market. The remaining share, which exceeds $2.5 tril-
lion, is the latent equity value of real estate assets held
by corporations, other organizations, and individuals.
But these assets are outside the investable market.

Compelling forces are at work to unlock them. Equitiza-
tion of corporate property assets is now a corollary to
mergers and leveraged buyouts as financiers look to real
estdte 5dle/leasebacks and relinantings a5 d pnmJry
source for new funds. Securitization of commercial
property only has scratched the surface of a $500 billion
market. As owners search ior hidden .rssets, major new
opportunities arise for the institutional investor with a

watchful, active strategy.
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REAI ESTATE AND THE AACSB'S
COMMON BODY OF KNOWLEDCE

fhe merits of including rea/ estate related
courses in a university's business curriculum

by Neil G. Carn and foseph S. Rabianski

to define real estate as a sector of the gross national
product by reorganizing it and the n.tional income data.
The results are revealing. Real eslate products and ser-
vices in 1984, the last complete year of data, exceeded
l5% of the GNP, making it compar.rble to or larger than
services, retailing and other secbrs thal occupy the in-
vestor's attention (see Figure 1).

TICURE I

Composition of Gross Nation.rl Product - '12185

succeed, such pro8rams must rest on a firm strategic
foundation.

lntenational Potenlial

An extension of the industry view is real estate's global
role. This, too, is an unorthodox analysis but as the
world economy unifies, real estate's importance should
grow. Few investors realize real estate's dominanl role.
Figure 2 shows that in 1985 nearly 60% of the world's
capital market values were based on this industry. But
national restriclions on property transfers and the com-
plexities of real estate finance, mask this fact.

IIGURE 2

World Capital Markets - 12185

ne.ll estdte analvsis is not intlurled in the tommon
Nlrody ol knowkrlge as delinecl by lhe Amerir.rn A.-
sembly of Collegiate Schools of Business (AACSB). Real
estate principles, lhe most common industry course
taughl in colleges, is only an elective and not.l require-
menl in the curriculum of mosl llusiness schools. This
article willexplore issues that rel.rte to real estat.'educa-
tion and its role in a business program. For example,
there are business proSrams that o{fer real estale courses
but do not provide a real estate curriculum th.lt is com-
parable to the requirements imposed lor other business
courses.

Body Of KnowledSe Requiremenls
The AACSB's common body o[ knowledge requirements
in business administration include al least one year of
work encompassing the following ;rreas:

. production and marketing of goods and services
and financing of business enterprise;

a economic and legal environment with ethic.rl con-
siderations and sociopolitical influences;

. accounting, quantitative methods, and information
systems, includ inB computer applications;

. organization theory, behavior and interpersonal
communication;

r managerial policy determination and administra-
tive processes under uncertain conditions'.

Common body requirements need to be reflected in

Neil G. Carn, Ph.D., i\ in Jl!i\tanl proft,tror rt Ceorgid 5lak, UD,ver
shy in the L)epaiment ol Rer/ frlale, Co/i('ge ()i Eusine\r Adni,nirlra,
tion. Cam has publish(r.l in nany rea/.,rl.rle publiGttotl\ it\lu(hnE
The Appraisal fournal and Real Eslale Relaew in additi)n b co
authoring Ihe bool Winning at ZoninB.

loseph S. Rabianski, Ph.l)., i5 a prole$or rt (;$rgia Stale Uriversitv in
he A,partmenl of Rea/ [state, Co//ege oi Busrnerr Adn]ini\lr.rtion. He
co authored the text Pr inciples or Real Isldte Decrsions anr/ ir a regu/ar
conttjbutor to numenrur rea/ estate, eaonomi( dnd reg,ond/ .(,{,nae

As defined here, the real estate sector includes construc-
tion, professional services and real estate finance ac-
counls for desiBning, building, man.rging, brokering and
financing residential, commercial and industrial proper-
ties that are built or traded for investment. Building ma-
terials and public facilities construction are not in-
clLrded.

This industry definition may be debatable, but the strate-
gic insight from such analysis is cle.rr: real estate is too
large an industry to be ignored and t<.ro broad in scope to
be examined solely on a property-specific basis. Once
recognized, conventional analytic methods can be ap-
plied to geographic, customer and competitor seSments
to aid in strategy development.

Changing 5tructure

There have been significant changes in market and in-
dustry structure. ln response to market growth, investors,
developers and managers exhibit the hallmarks of other
industries - nationa I scope, diversiiication and feeJor-
service economics.
lnstitutions fund projects nationwide to maintain effec-
tive investment styles in multibillion dollar portfolios
with discrete properties in numerous locales. Develop-
ers pursuing multimarkevmu ltiproduct strategies must
attract and or8anize entrepreneurs on a decentralized
basis within large national entities. Property managers,
who bear the brunt of maintaininS real estate values, are
becoming contract managers for large-scale services and
systems. Consequently, traditional roles are fusing.rnd
strategy has becomc a domin,lnt concern with the
appearance of new comp€titors and the quest for current
income.

From an analysis of structure changes, ideas may arise
for new programs encompassing individual deals, i.e.,
sector-based acquisition programs, development.)l joint
ventures, and specialized securities portfolios. To

The value of foreign real estate is double that of the
United States. [ven with the barriers to enlry rn many
foreign real estate markets, their scale and development
pace suSgests vast potential. Facing saturaled domestic
markets, U.5. investors and developers are beginning to
look offshore. lndicative of the many possibilities are
Boston's initiative in the London Docklands and Dis-
ney's projecl in a Paris new town. Real estate opportuni-
ties are no lon8er limited to the single property or invest-
ment vehicle. With an active strategy and systematic
analysis of the business, the investor can build on
indurtry-wide and global lrend\ in \truclurinB d port-
folio.

Factors That Shape Strategy

Three important factors influence the strategic view.

Reai fstate Paradox

Real estate is a paradox to many investors and analysts.
Each building is a unique physical, economic and social
unit that achieves a specific objective in its local market.
The physical asset has location, boundaries, raw materi-
als, uses, design and legal entitlements. lts e.onomic
enterryise has a specific cash flow pattern, capital struc-
ture and management style. As a socia/ organization,
groups compete and collaborate in various ways for use
and operation. The interplay among these factors creates
a dislinctive mosaic of values and risks; investment de-
cisions therefore need to reflect both the unique and the
extraordinary complications involved.

However, the collection of properties that emerges from

rNrrR{alo{Ar rourirs

accredited business progranrs since all business stu-
dents, regardless of their specialty, need to receive sub-
stantive traininS in each subiect to acquire general prin-
ciples. These courses are applicable to most business
decision-making situations. AACSB has not,tdequately
addressed the follorving two maior categories oi ques-
tions.

l. What are lhe accepted w.rys to satisfy common
body of knowledge requirements in a business pro-
grami What types of courses should contain these
subjects? When, or in what sequence, should the sub-
jects be taughli Who (i.e., what business disciplines)
should teach the courses? Could some or all of the
subjects be included within a particular program or
major such as real estate?

2. When and under what conditions should the com-
mon trody of knowledge requirements be expanded,
contracted, or otherwise modified? Are technological
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A STRATEGIC VIEW OF REAL ESTATE

A detailed plan of action is suggested to
encourage a new look at real estate
analysis.

by Mahlon Apgar, lV

sophistication and rapid changes in business environ-
ments encouraging specialized training in business
degree programs? What is the impact on these re-
quirements to changing educational needs in various
fields?

There are specific questions about how common lxrdy
of knowledge subjects should be applied to real eslate
education.

o What simil.rr elements should be included in real
estate coursework, and where in the curriculum
should these subjects be placedi

. Are there real estate subjects which have gener.ll
business application and should he included in a

core business curriculum ?

. What role should real eshte educators play in
teaching common body subjects to their own m.r'
jors and to other business students?

Well Rounded Curriculum
Most real estate f.rculties encourage AACSB require
ments to insure their majors will be well founded in the
general areas of business. However, business students
usually are not exposed to any re.ll estate topics except
as electives. Presently, the number of electives for busi-
ness students are diminishing since there are increased
requirements in business core areas such as information
systems and international business. Enlire courses often
are added even though the AACSB only requires con-
cepts or topics which could be included in other
courses. Also, many nonbusiness courses are av..rilable
as electives and in competition with re.ll estate classes in
the junior and senior years. Consequently, it is very
difficult for real estate education to become integrated
into the business core or elective area.

Many business students and faculty from tradition.ll
fields regard an educalion in real estJte to mean le.rrning
the techniques of buying and selling houses. ln reality,
real estate classes are concerned with the production,
financial structuring, investment decision-making, distri-
bution, and ongoing management of real property that
requires intricate business decisions and utilization of
skills and training.

Real estate subjects are applicable in business situations
since the decisions about production, marketing, and
financing are critical components. Space utilization and
facilities planning are essential in any strategic business
planning process, yet these topics are not explicit in core
business courses. Companies must occupy real prcperty
to perform, and how they acquire, organize, and m.rn-
age real property has extensive financial and operational
impact. Thus, the whole process of real estate decision-
making is involved in the operation of all enterprises. A
business student should be aware of the salienl issues
involved in acquirinS and occupying space as the
decision-maker should know how to provide for
changes in space requirements. These concepts can be
taught in courses concerned with real estate principles.

The Real Estate Principles Course

The real estate principles course is.t microcosm of busi-
ness and professional applications. Properly designed
and taught, it provides the student with a view into the
unique characteristics of real estate, the market and legal
environmenl in whrr h real properlv lr.rnsJCttons o(cur,
and the specialized knowledge and training needed to
properly nranage real estate assets. lt is important to un-
derstand the principles governing utilization of real
assets from the viewpoint of internal re.tl eslate manage-
ment which includes facilities planning for physical ex-
pansion or contraction of lhe enterprise. lt also has value
from an investment management viewpoint where real
eslate is .r produclive (omponenl.

For many general business students, this course would
be their only exposure to the principles ol financinS,
managing, and analyzing real estate assets. For students
who continue on to advanced real est.lte courses, the
principles course provides the foundation for further stu-
dies in areas as real estate finance, investment analysis,
apprais.ll, and market research.

Table 1 illustrates the maior topics in a business-orientecl
real esLrte principles course which include

a husiness law topics in the real eslrle l.tw section;

o legal environment concepts in the real est.lte
development and regulation section;

a microeconomic analysis in the appraisal and mar-
ket analysis section;

. JCCounting procedures and analysis of financial
sLltements in the investment and finance sections;

o compound interest theory in the investment .ind
finance sections;

o capital market concepts in the finance section; and

. management planning and development in the
property manaBenrent, production, nnd investment
secl ions.

When the principles are so presented, they can be char-
acterized as focusing on a commodity that is

. traded in a highly institutionalized bul noncentral-
ized market;

a ev,llu.lted as an inveslmenl opportunit);
o purchased through debt and equity financing;

e physically and financially managed in an orga-
nized fashion;

o regulated in its use and transaction procedures;
and

o produced through .r highly complex process.

Such an orientation uses concepts introduced in busi-
ness core courses and applies them to a real property
asset, or it introduces these concepts in the course and
then puts them into application. The approach varies
depending on whether the course is geared to a sopho-
more or junior level. For a junior level course, the princi-
ples of accounting, economics, and decision mathemat-
ics are prerequisites. Typically, the other common body

,Tl he interesls of pensit-rn [unds and olher in\titutiondl
I. inve5toh in redl eslnte i:, prompting a new look at

tradition.rl approaches to analysis and decision-making.
lmportanl to this reassessment is the use of reJl estate
strategy. Fiduci..rries, in particular, appreciate real es-
tate's cyclicdl nature and the need for a long-term per-
sp€ctive. This article presents one practitioner's view of
strategy as a framework for those involved with the ef-
fective management of the investment process. As a syn-
thesis of evolving theory .rnd practice, it is inte'nded to
provoke the reader's thinking rather than to prescribe
ana lytic techniques.

Mahlon Apgar is cofounder and princtpal oi Wellington Real tttate
and senior vi(c pree,dent of Wellingk)n Manalenlent Cofipany/
Ihondike, Doan, Paine & lewis, Wr5hin8ton, D.C. ,, lholr, porilion5,
he is inv<tlvecl in real esrate development, linan(ing and <t)n\ulLinE in
lhe U-5., tun!x,, lapan and lhe l\ljddle fast. Apgar rlv) 
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Real fstate As A Business

Real estate differs from most investment media in its
emphasis on transactions. lnvesting in real estate has
come to mean the.lcquisition, m.rna8ement, and dis-
position of specific properties on a local, deal-by-deal
basis.

A focus on single properties, however, obscures the str.l-
tegic view. The property portfolio is better seen when
viewed as a collection of businesses that operate in a

large, dynamic industry. Thus str.rtegic analysis of real
estate begins with an assessment of the industry'5 size
and scope. its changing structure, and international
polential.

Size and Scope

Because national economic data is not presented on an
industry basis for real estate, il is impossible to perform a
conventional industry/company analysis. One proxy is
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TABLE 1

Content of the Real Estate Principles Course

Real Estate Terminology

Real Estate Law

-rights and forms of ownership

-private limits on ownership (liens, easements, and restrictive covenants)

-contract law

-description of legal instruments used in transactions (deeds)

-discussion of the transaction or exchange process

Real Estate Development and ReBulation

-public sector limits and controls on the individual's rights of ownership (zoning ordinances, subdivision regula-
tions, and construction codes)

-condemnation and eminent domain

-land development standards

Real Estate Appraisal

-value determinants-physical, locational, legal, economic, social

-market analysis concepts

-appraisal techniques-value estimation of a specific property

Real Estate lnvestment Analysis
investor obiectives

- income/expense statements

-rates of performance

-rate o{ return

-measurement techniques (ratio analysis, NPV, IRR)

-tax code impacts on the investment decision
-dedl structuring and negotiation

Real Estate Finance

-measurement of default risk

-financing alternatives
financing institutions in the mortgage markel

-sources of funds

Real Estate Brokerage, MarketinB, and Property Managemenl

-law of agency

-listinS agreement

-lease law (residential and commercial)

-lease provisions and their eitect on the asset's cash flow

Real Estate Production
site selection and subdivision

-site and architectural plann ing

-construclion management

economic growth and iob formation, the major driving
forces underlying demand for real estate. Ceographical
areas dominated by firms with high c.rpital investmenl in
plants and equipment will be hardest hit due to lower
depreciation write-oifs and the elimination of the lnvest-
ment Tax Credit. More f.rvored will lrc areas dominated
by service and manufacturing firms with high labor/
capital ratios such as Boston, New York, Washington,
D.C., Allanta, Dallas, Phoenix, San Diego, Los Angeles,
San Francisco, Seattle, etc.

lmpact On Real Estate Returns

There was considerable discussion in the media about
the overpricinS oI real estate as a result of the tax sub'
sidy. Further speculation implies thal with removal o{
the subsidy, real e:t;te prices will decline.

It is difficult to draw this conclusion wilhout distinguish-
ing between various types of real eshte products and
considering demandrsupply r ond ition:.
Apartments, for example, are heavily influenced by the
affordability of ownership housing, local employment
conditions, and the vacancy level o{ the existing in-
venlory. Lower interest rates have made single family
housing more attractive, reducing overall apartment de-
mand in most markets. Reduced employment opportuni
ties in the energy industry {urther have impacted markets
in Houston, Denver, Tulsa, and Oklahoma City. Most of
these markets also have been subiect to a high level of
oversupply indicating a strong possibility of further de-
cline in before and after-tax returns.

ln many markets, however, apartment demand remains
strong. Areas such as Boston, New York, San Francisco,
Washington, D.C., etc., have not tended toward over-
supply (often as a result of severe growth restrictions)
and with strong local economies, they represent reason-
ably good apartment markets. Although after-tax yields
will decline in these markets, it is expected that betore'
tax yields will remain relatively firm.

Looking ahead, the removal of the tax subsidy will re-
stricl new apartment construction which will raise rents
and returns to a level comparable to other real estate
assets. For the investor willing to wait out this period,
the appreciation potential may prove signilicant.

For the hotel industry, the story is different. Here there
are decliningl occupancy levels in most markets caused
by severe overbuilding. The remov,rl of lhe tax subsidy
will ag,gravate an.rlready bad situ;rtion and further

declines in yields are expected on a before and after tax
basis.

For less subsidized investments such as industrial, shop-
ping centers, and newer office buildings, the impact will
be determined more by local demand/supply conditions.
As a result of overbuilding, capitalization rates for new
office buildings have increased about 100 basis points
over the last .l2 months, indicating a price reduction of
approximately '12-15%. Presently, rates apPear to be sta-

bilizinB (or trending slightly down), indicating most of
the price move is over. Since these properties are 8en-
erally purchased by tax-exemPt or low-tax investors, fur'
lher price erosion is not expected.

Shopping centers have not lrcen overbuilt in most mar-
kets, mainLrinins relatively constant returns over the last
l2 months. Lower individual tax rates are expected to
translate into more disposable income which is positive
for retail sales and shopping centers. This type of invest-
ment will continue to be attractive to tax-exempt in-
vestors and will maintain or improve price levels.

lndustrial buildings also have maintained a reasonable
level of demand/supply equilibrium with relatively con-
stant returns. Demand for nranuiacturing and R&D facil-
ities should expand because of reduced corporate tax
rates and improved cash flow. The demand lbr distribu-
tive warehouses will decline due to the lower value o[
the dollar causing a slowdown or reduction in the
groMh oi imports. On balance, a major decline in price
levels is not expected as a result of the tax bill, particu-
larly in those se8ments of the market where the tax ex-
empt investor is active.

More important, the pass.g!. of the tax bill removes the
market dislorlions created by tax subsidy and restores
demand/supply equilibriunr to the market place. This
only can be beneficial lo the tax exempt invesbr seeking
the stable, long{erm investment yields possible rvith
quality real eslrte. Nothing in the tax bill removes the
inflation-hedge characteristics of real estate. This en-
ables investors to remain confident that future earnings
will retain their real value, even if the nation erperiences
periods of undnlicipdled inflJlron.

Meanwhile, real estate cash yields are strong, indicating
a classic buy signal for those investors conrmitted to a

long-term favorable view of the asset and willing to take
action when others are hesit.rnt.

a Copyryht k)hn Mcvahan. l98t)

courses-principles of management, marketinB, leSal

environment-are corequisites. At the sophomore level,
the real estate principles course has no business pre-
requisites and often is consumer orientated.

A principles course also covers brokerage, marketing,
and property management. Even though many business
concepts may be presented, these topics can turn a busi-
ness orientated course into a consumer-orientated class,
even at the junior level. Topics such as licensing

regulations, brokerage practices, and sales techniques,
should be itemized, however, they will displace invest-
ment and financial analysis if given too much emphasis.

The real estate principles course contains many of lhe
business core concepts contained in the AACSB's tom-
mon body of knowledge requirements. Economic analy-
sis, sources of financing, and income/expense state-
menl5 dre presenled in other business core cour\e\.
Some concepts, i.e., development reBulations and
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is to reduce individual rates to promote savings and eco-
nomic growth. Secondary, but related goals are to re-
store a Sreater degree of fairness to the tax system and
not increase the budSet deficit (i.e., revenue neutral).

A concensus has evolved in Congress that the best way
to achieve these objectives simultaneously is to shift a

Breater amount of the tax burden to corporations, partic-
ularly those that have not been payinS taxes, and reduce
or eliminate tax loopholes, specifically those benefiting
wealthier individuals.

ln attacking the loophole closing parl of the strategy, real
estate is targeted because it is one of the lasl remaining
loopholes (fairness) that represents significant tax reve-
nue (revenue neutral).

Features Affecting Real Estate

As passed, the bill affects real estate in a variety of ways.
a For most investors, operating losses from real estate

investments are no Ionger deductible against
ordinary income (e.g., wages, salary, dividends,
royalties, interest, etc.) They continue, however, to
be deductible aSainst other passive income (other
than interest and dividends) and can be carried
forward indefinitely and deducted upon sale or dis-
solution.

. The recovery period for real estate is extended
from l9 to 31 .5 years for commercial property and
27.5 yea's for residential, bolh computed on a
straight line basis.

a The lnvestment Tax Credit is eliminated for real
estate placed in service on or after January 1 , 1986.
Historical buildings still will receive favorable
treatment, but considerably less than before.

r The at-risk rule is extended to cover real estate,
although nonrecourse financing will continue to
be treated as an amount at risk if it is nonconvert-
ible and borrowed from an independent third party
lender (not a seller or related party).

. lnvestment interest expense is deductible only to
the extent of investment income.

o Favorable capital Bains rates for individuals are
eliminated for real estate and other investments.

The above features eliminate the subsidy for real estate.
Henceforth such investment will rise or fall on its own
merits, without a friendly assist from Uncle Sam.

lmpacl On Real Estate Industry

Syndication
Passage of the bill creates severe near-lerm dislocations
for certain portions of the real estate industry, namely
those individuals and firms dependent upon the tax shel-
ter business. Since few real esLrte syndication firms be-
lieved tax reform would pass, they did not diversify their
businesses away from tax sheltered investments.

There has been some movement in the syndication com-
munity towards so-called economic or cash flow offer-
ings in which the investor looks primarily to a cash yield

rather than tax shelter. Syndicators began offering this
type of product in t 985 and the first half of this year. The
amount of funds raised through public syndication in-
creased sliShtly in the first quarter ($2.28 billion vs.

$2.25 billion in 1985), indicating thal investors initially
may be attracted to this type of product.

The problem with this strategy is that it is still expensive
to aggregate small units of capital and these costs will no
longer be offset by tax subsidy. Although syndicators
have tried to reduce fees, they still have to motivate their
distributors. Once the impact of these costs on a non-
subsidized yield are fully understood, investor interest
will begin to wane.

ln addition to the problems involved in raising new ca-
pital, syndicators could face increasing difficulty with
existing investors as they try to collect on notes issued
under staged contribution plans. Many investors may
walk from their obligations with their investments no
longer deductible again,'l ordinary income.

The outlook for the syndication industry, therefore, is

one of shake-out, consolidation, and extensive litigation
with a reduction in both the number of firms and the
level of assets managed.

Real Estate Development

ln terms of real estate development, the Breatest impact
will be felt by developers involved with assets which
were especially favored through tax subsidy-
apartment, hotels, and rehabilitated office buildings.
Undoubtedly there will be less construction of new
apartments and hotels until proiects can be supported on
an economic (nonsubsidized) basis. Rehabilitation of
older office buildings will not suffer as much because
the new bill retdins some:ubsidy teatures.

Other products-new office buildings, shopping cen-
ters, industrial and R&D buildings-will be less affected
because they have not received as high a level of sub-
sidy. Development activity in these areas will be more
closely associated with institutional capital flows and
demand/supply conditions in local markets.

With reduced development activity, architects and en-
gineers can expect reduced demand for their services
more from demand/supply forces than from the loss of
the tax subsidy.

lnvestment brokers (not affiliated with syndicators)
should be largely unaffected as the number oi transac-
tions will not change dramatically or, if anything, may
increase as syndicators attempt to unload projects to
obtain Breater liquidity. Property managers and leasing
brokers will continue to be very active in working out
the problenrs of overtruilt markels.

lmpact On Metropolitan Areas

Ceographically, the near-term impact will be greatest in
those markets where tax-subsidized development has
concentrated, particularly apartment complexes in the
sunbelt.

A more subtle impact will be how the t..lx bill influences

TABTE 2

Content of the Real Estate Core Cour:es

Course Title

Real Estate
lnvestment
Analysis

Real Estate
Market
Analysis

Real Estate Appraisal

Public Policy Aspects
of Real Estate

Maior Topics

lncome/Expense Analysis, Risk
and Return Analysis (Perform-
ance Ratios, NPV, lRR,
FMRR), Tax

Sources of Funds, Mortgage
Market Analysis (Primary and
Secondary), Future Market lm-
pacts, Lenders' Use of Risk/
Return Analysis, The Mo(8age

Analysis of Local Economic
Activity (Circular Flow of ln-
come Model, Export Base
Theory, lnpuVOutput Analy-
sis), Residential and Commer-
cial Market Analysis, Residen-
tial and Commerical Location
Theory, Consumer Research
Techniques, Forecasting
Techniques

Value Concepts; Physical, Locataon-
al, and Legal Value Determinants;
Three Appraisal Techniques; Mass
Appraisal Using Regression Analysis

Covernment Land Use Powers and
Roles, Public Objectives and Plan-
ning Processes, Provision and Main-
tenance of Land lnfrastructure and
Site-Specif ic Services, ReBUlatory
Approvals, CosvBenef it Analyses,
lmpact Analyses, Public/Private
Development Roles and Rela-
tionships, LeBal Precedents, Trends

Tools of Analysis

lncome and expense
statements
Discounting techniques
Computerized programs

Discounting techniques
lncome and expense
statements
Micro and macroecono-
m ics
Contract and financial
law

Microeconomics
Descriptive and in-

ferential statistics
Market research
Strategic business plan-

n ing

Cost analysis
Economic impact analysis
Evaluation of legal and

political risks
Environmental impact

analyses
Stralegic proiect planninB

Contributin Disciplines

Accounting/Finance
Decision Mathematics
lnformation Systems

Decision Mathematics
AccountingFinance
€conomics
Legal Studies

Economics
Decision Mathematics
Marketing
Management

Economics
DPcision Mathemalics

Accounting
Economics
Decision Sciences
LeBal Studies
Public Administration
ManaEement

Real Estate
Finance

management of activities, are more specialized and re-
quire focusing on real estate's peculiar legal environ-
ment and production techniques.

Senior Courses ln Real Estate

Table 2 identifies the five courses that comprise a full
real estate curriculum offered beyond the principles
course. Olien the areas of investment and finance are
combined into a single course. The maior topics for each
are shown in Column 2, the tools of analysis are identi-
fied in Column l. and Column 4 identifies the business
discipline where the tools are obtained.

The five courses analyzed in Table 2 utilize a variety of
skills fundamental to a business curriculum. This is es-
pecially true of investment, finance, market analysis and
appraisal courses whereas a course in development reg-
ulations applies a different analysis. This subiect matter
is real estate orientated but employs techniques peculiar
to legal and governmental analysis and investigates
court cases that establish the basis for developmental
restrictions in zoning, sutrdivision regulations, building

codes, growth control techniques. and eminent domain.
It also introduces the student to technical materials im-
portant in analyzing the physical development potential
of a site. This course and others listed here contribute to
the strdteSic planning process in business orSanizations
which hold real estate assets.

Real estate core courses provide concepts to use in mak-
ing important business decisions.

a Does the return from a real estate equity invest-
ment meet the investor's financial objectivesl How
is return measured? What risks must be facedi
How is risk evaluated ?

. Can the form of ownership affect the rate of return
from a real estate equity investment?

. Can the financial structuring of the deal affect the
rate of return ?

. How is the mortgage market fundedi How is the
fund affected by economic circumstances?

. What factors affect the level of new residential
construction? How is the construction market
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Discounting techniques
Regression analysis



related to the financial markets?

o How is the economic strength of a local economy
and market analyzed and measured?

. How can a specific parcel of l.rnd and structure be
valued? How does the value of real property
change when economic circumstances change?

These five real estate core courses expand the topics
introduced in the real estale principles course to Bive the
student workable knowledge and provide specific skills
in real estate manaSement. The courses build on the
common body of knowledge topics discussed earlier in
the same way that senior level courses relate in other
functional areas of business. Therefore, it is plausible for
real estate maiors to take these courses to meet some of
the AACSB's requirements for finance, marketing, and
legal studies.

The Ar8ument

The AACSB needs to give more direction to common
body of knowledge concepts for business students in
each of the business fields. The AACSB should respond
to the following questions:

. lt is important to know the legal environment of
business, or should students only be instructed in
their functional area - accou nting, finance, insur-
ance, or real estate? ls a combination of these ap-
proaches more desirable?

o ls knowledge of finance in a corporate sense the
only way to ful{ill the common body knowledge,
or can financial principles be taught in a special-
ized way, i.e., can courses in real estate finance

and in vestmen t adeq u ate ly fu lfil I basic
requirements?

. Can marketin8 principles be tau8ht in the context
of real estate markets, or must the focus remain on
personal property items that typically have no in-
vestment aspect added to their consumptive use?

. What aspects of microeconomics are needed by
business students? Can these concepts be inte-
grated into specialized courses such as real estate
market analysis?

o Should factory-oriented production topics com-
prise the only approach to teaching production
concepts, or could real estate construction con-
stitute a po::ible allernat ive?

Real estate majors could be exempted from some basic
classes because the training they receive in senior level
courses fulfills common body requisites and provides
specialized real estate training. For example, the
development regulations course focuses on a legal envi-
ronment specific to real estate; a course in mortSage
markets, syndication, and real estale investments is a

finance course specific to real assets; and the real estate
market analysis course embraces Beneral marketing
principles and provides traininB in techniques peculiar
to real estate. Students maioring in other business areas
should have the same option when coursework in their
field provides advanced training in general business
foundalions and techniques specific to the discipline.

ln addition, it would be valuable for general business
students to acquire specialized training in real estate
analysis; or topics from a real est.lte principles course

Qince it became apparenl Congrels would pJs\ some
\)form of lar reform legisl,rlion lhis year, lhere has
been considerable speculation as to what it would mean
for real estate. Now that there is a final bill, it is impor-
tant to re-examine its impact on real estate investment.

Historical Perspective

ln the 60s and 70s real estate, along with other .lssets
and industries, received moderate tax subsidy through
the deduction of interest and depreciation. Certain ele-
ments were singled out for favorable tre.ltment (e.9.,
housing; downtown development; etc.) to meet public
policy objectives, but generally real estate w.rs not
treated any different than other investment assels.

ln l98l however, real estate received an unexpected
windfall from Congress. ln order to spur business invest-
ment, the recovery period for the depreciation of invest-
ment assets was reduced substantially. This was further
compounded by the successful efforts of the real est.rte
lobby to have real eslate exempted from new at risk rules
which would limit deductions to the amount of funds
invested. The combination of large capital investment
financed largely through nonrecourse debt, nrade real
estate very attractive to taxable investors.

Although the recovery period standards were modified
somewhat by the tax bill of '1984, the subsidy still was
significant. This was particularly true when conrpared
with other types of investments which were losing in-
vestor appeal. At the same time, financial inslitulions
were investing more capital in real estate development
as a result of diminished opportunities in other areas
(banks) or as a response to deregulation (s.rvings &
loans).

tohn McMahan, CRt, is iounder and prcsidentol /ohn McMrhJI) A\5o-
ciates,lnc., San ftan.itco. M.Mahan directed eatly stategiL r('\ea1h
in realeJlale assel manaqement. His findinEs have been publisht'd and
provide a syslemnti. approach to realestate invest,n8. ln ad(litbn k)
wtitinT and \peakinq on thi5 subiect. McMahan is a member oi tht,
iatult\ ot Stdnlotd traduate s,6oo/ or Bu.rnp...

.-;r\
j'J

.l

/-J.t".--,j

The net result was a major infusion of new capilal in the
industry and the production of significantly more prod-
uct development particularly office buildings-than
the markel required. This spectacle of overbuilding,
loudly trumpeted in the media, made it very dif{icult for
the real estate lobby to effectively argue that investment
in real estate should receive continuing subsidy from the
U.S. taxpayer.

At the same time, pressure was building for tax reform.

Obiectives OI Legislation

The major objective of the recent tax reiorm legislation

IMPACT OF NEW TAX REFORM LECISLATION
ON REAL ESTATE

A revamped rea/ estate scene is about to
emerge as the tax reform act takes hold.

by lohn McMahan, CRE

5

TABTE 3

cialized Real EsLlte Courses

Course

Legal Environment of Real Estate

Urban Land Theory and Location
Analysis

Real Estate Production and
Development

Real Estate Organization and
Management

Ma orT rcs

Real estate law and legal precedents; Law of Agency, Real estate securities and
syndication laws; Real estate contracts and lease law; Legal and political powers
of government; Legal procedures of governmental real estate actions; Legal case
sludier involving regulatt.rry rssues.

Economic theories of urban space markets; Basic value and land economic
theories; Central place, and urban a96lomeration theories; lndustrial/residential/
commercial location theories and determinants; Land use theory and models;
Development decision-making processes; Site selection and developmenl
strateSy procedures.

Property development processes and procedures; Site and architectural analysis,
site planning procedures; Cost eslimation and value engineering; Construction
contract negotiation and management; Construction management and schedul-
ing; Rehabilitation and redevelopment processes; Covernmental assistance pro-
grams; Historical renovation.

Strate8ies for maximizing potential of real estate assets and business opportuni-
ties; Organization and managemenl of real estate investment entities; Real estate
asset and property management; Management of resident ia l/commerica l/
industrial brokerage operations; Organization and management of real estate
functions in large diversified firms; Strategic planning for real estate orSanizations
and projects.
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should be included in common body of knowledge re-
quirements. The real estate principles course is the easi-
est, most available method to meet any such require-
ment.

Optional Courses ln Real Estate

Once a business student has completecl .r re,rl estate
principles course, he/she may benefit ironr advanced
topics. Table 3 identifies courses which offer re.]l estate

tunctional Alea
of Business

Rank Ordered
Service Courses

AccountinB

F in.tn( e

M.rrketinS

Economics

Computer Science/
lnformation Systems

ManaBement

Le8al Sludies

Real Estate lnvestment/Finance

Real Estate Appraisal

Real Estate Market Analysis

Real Eslale loveslmentrFinance

Real Eslale Market Analysi!

Real Estate Appraisal

Real Estate Market Analysis

Real Estate Brokerage

Real Islate Market Analysis

Real Est,rte Finance/lnvestmenl

Real Estate Appraisal

Real Estate lnvestmenl Analysis

Real Property Mana8ement

Managment oi Real Estate Busi-
ness OrBanizations

Development ReBulation

Real Properly L.rw

Relevnnt lnform.rtion

Nature of analysis for equity decisions;
Measures of profitability: Profit recognition

Valuation techniques: Historic cost calculation, fair market value,
net realizable value

Revenue and operatinS cost-historic cost analysis and compara-
ble data analysis;

Revenue and expense iorecasting techniques

Nature of analysis for equity decisions;
ln5tilulional faclors affeclinB market transactions;
Performance and profitability measures;
Ownership entity selection;
Real estale taxation provisions

Analysis of local economy;
Revenue and expense forecasting techniques;
Demand and supply in residential, commercial, and industrial

markets

Real asset valuation techniques

Application o[ market segmentation techniques;
Evaluation factors for competition and markel potential;
Focus of consumer survey techniques

MarketinB lhe physical asset: lease negotialions, tenant selection,
space alltration

Demand and supply factors in residential and commercial
markets;

Residential and commercial location theory

Analysis of the primary and secondary mongage markets;
Discounted cash flow analysis (an application of cost/benefit

analysis)

Valuation techniques;
Physical, economic, and locational value determinants

Nature of deci!ion-making analysis;
Struclure of commercial models to undenake analysis

ManaSinE the physical asset

Strate8ic planninS for the organization and the proiect(s);
Managing real estate organizations

. lnvestmenl entities

. MonSaSe lendinB entities

. Professional and business service entities

. Production and entreprenerial entities

. Public, non-profit, and other quasi-public institutional entities

Basis and procedures of regulation;
Role of government and legal basis for guiding development and

providing essential services

Use of technical agents in real estate activilies;
Types and nature of legal interests and investment entilies;
lnstruments and contracts used in real estate transactions

Reprint lnformation
You can order single and multiple copies of arti-
cles that have appeared in any edition of Rea/ fs-
tate /Jsues. For further information and fee struc-
ture, contact Rea/ Estate,ssues,430 N. Michigan,
Chicago, lL 6061'l or call (312) 329-8431.
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maiors and business students opportunities for diversifi-
cation. These courses are usually available only in large
real estate programs or at the graduate level. The presen-
tation in Table 3 provides topics in these specialties;
relationships to other business fields are not discussed,
even though there are links to legal studies, economics,
and management. This is not a comprehensive list of real
estate specialization courses, but it identifies the princi-
pal classes that exist in sorrre business schools and could
be offered in others with the required faculty and
resources.

Advanced courses expose the student to ideas for the
analysis of business decisions involving real property.

o Can local Sovernment regulation af{ect the rate of
return on a development projectl How do you
evaluate this impact?

. What physical limits can a site impose on the
development process?

o Should excess acreage be purchased as a means
for future expansion? lf so, what is the value of this
land in the future? What are the direct costs and the
opportunity costs of holding excess acreage?

o When should the firm divest excess acreage of
facilities a

o Should the corporation diversify into property
development? What risks would it facea

. lf an expansion of production facilities is war-
ranted, should that expansion occur on-site,
should the plant relocate, or should a branch plant
be established? Where should that branch plant be
located? Where should the firm relocate? What are
the criteria and standards that need to be analyzed
in making these decisionsi

o Can design features of the site and structure affect

the rate of return by influencing revenues, operat-
ing and/or construction costsi

Real Estate Courses As Service Courses

Real estate courses also can provide a body of electives
for students majoring in other business disciplines. Table
4 identifies the service function that specific real estate
courses can provide these students. The topics covered
are identified in the column entitled Relevant lnforma-
tion. Real estate investment is the course that interests

most business students, followed by real estate finance
and real estate market analysis.

Summary And Conclusion

This article has explored the role of real estate education
in meetinS common body of knowledge or core require-
ments in the business curriculum. As a business field,
real estate's educational programs usually embrace gen-

eral business core requirements. However, these stu-
dents often graduate with little if any exposure to impor-
tant topics, and real estate educators are rarely involved
in teaching core subiects.

Such topics have a place in the business core, i.e., the
basic concepts of space utilization and facilities plan-
ning, since these subjects are frequently encountered in

business decision-making and are critical concerns in
strategic planning. PlacinB a real estate principles course
in the general business core is the most appropriale and
readily available method of integrating real estate topics
into core business requirements.

NOTE

L American Assembly of ColleSiale Schools of Business, Accredi
tation Council Policies, Procedures and Standardsr 1985-86. AACSB,
1985, p.29.

losEPH w. o'coNNoR
RECEIVES 1986 BALLARD AWARD

Joseph W. O'Connor has been named lhe l986 recipient of the
Ballard Award for his article, "Real Estate Development:
lnvestment Risks and Rewards," which appeared in the
Spring./Summer 1986 number of Rea/ Estate /ssues (RE/). Mr.
O'Connor is CEO of Copley Real Estate Advisors in Boston, New
England Life's real estate investment and management affiliate. The
Ballard Award is presented annually to the author whose article
best exemplifies the high standards of content maintained in the
jou rna l.

O'Connor furnished the results of a 2O-year research project which
studied and evaluated a large real estate portfolio containing 40
investments totalling over $2 billion in developmental properties.
His findings substantiated the merits of investing in real estate
development. The study was segmented into six staSes: planning
and design, regulatory approvals, financing, construction, leasing

and operation. And with the visual assistance of 14 well-illustrated charts and graphs, the article
traced the risk factors through the process.

ln real estate investment since 1970, O'Connor spent 1'l years at The New England, most recently
as a vice president where his responsibilit ies included the management and control of the equity
real estate portfolio. With his involvement, this pordolio has grown from almost five million sq. ft
to more than 50 million sq. ft. of office, industrial and retail space. O'Connor is recognized
nationally as an expert on commercial and industrial real estate development and financing. He is

a frequent lecturer on real estate subjects and holds membership in numerous industry-related
professional organizations. O'Connor received an A.B. from Holy Cross and an M.B.A. from
Harvard Eusiness School.

Editor in chief Jared Shlaes, CRE, made the manuscript selection for the annual award which
carries an honorarium of $500. Funding for the award is provided by the generous contribution of
the William S. Ballard Scholarship Fund in memory of Mr. Ballard, a former CRE.

Articles for consideration in next ye.tr's competition are now being accepted and must be

submitted by August 1, '1987 to be eligible.
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Introducing:

How to Perform
An Economic

Feasibility Study
of a Proposed

Hotel/lvlotel
Stephen Rushmore, CRE

A Ne.l; Release from the
Arnerican SocietA of Real Estale Counselors

Learn the procedures and information needed to evaluate the
feasrbilrtv of a proposed lodging facility.

The most important components of such a study are a forecast
of the economic values and the estimated cost ofthe project. A
case study of a proposed hotelor motel in upstate NewYork
illustrates the steps taken to determine these values and costs.

llilr
De$rib€s nine steps to complete a

' compet,tive analFis
. Iacilities and concept

rftommendaiDns

. forecast oi incomeand exp€.se

. economic value estimale

. estimate of total prcjecr cost

. return on investmenl anatsis

ORDER NOW!
Single copy: S 17.50 (aher t2l15/86. s2o)

How to Perform an Economic Feasibility
Study ofa Proposed Hotel or motel
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The Decline of Cycles in the Housing lnduslry
Lee Sternlighl
The author analyzes the immediate past, present and future to understand the changing
home mortga8e industry. Starting with the premise that the housing industry typically
foreshadows the business cycle, FRMS and ARMS are discussed regarding their impact
in reducing the ups and downs in the industry.

Retirement Community Development: New Trends in Marketing and
Financing Concepts
lohn A. Rasmussen
The traditional life care concept of prepaid housing and health care is evolving into
numerous consumer options. This article describes consumer marketing and financing
plan alternatives for retirement communities and adult independent living. Historical
absorption, recent trends and current primary market research findings are analyzed to
perceive the potential demand in the market.

Marketing Opportunities in the Rapidly Changing Practice of Medicine
Lawrence P. Darrow, CRE, and l. Roberl Pellar
Economic pressures are reshaping the traditional role of hospitals as the prime source
providing healthcare services. This article examines the factors responsible for a shifting
trend, describes the physical and economic characteristics of the facilities catering to
the changing market, and discusses the current offering of medical services.

The Effects of fust-in-Time lnventory Procedures on the Locational Decisions
of Suppliers
Daniel L. Tompkins
The growing use of lust-in-Time inventory methods in manufacturing is influencing the
locational decisions of suppliers. Discussed are the use of J.l.T., current locational
theory, and how a real estate counselor's market segmentation strategy fits together.

lnterest Rate Swaps
Milton A. Scotl. lr.
The author presents an analysis on the use of interest rate swaps by financial
institutions as a hedging tool to limit interest rate risk and as a vehicle to generate fee
income.

Real Estate and the AACSE's Common Body of Knowledge
Neil G. Carn and loseph S. Rabianski
The theories in real est.rte courses are discussed as well as the benefits of such courses
to business students. The authors address the relationship of real estate concepts and
how they could be integrated and taught in a business curriculum on a university level
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