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[xHrBtT EASY ACCESS COMPUTING CAPACITY
MEANS INCREASED LIABILITY FOR
REAL ESTATE APPRAISERS

l. Prototypes

3. Syntheses

4. Refinements

Manv o{ the f inancial formulas and
technlques mandated by public sector
regulators to calculate short-term loan
charges are inaccurate and, in sorne cases,
impose signif icant overcharqes on
consumers of credit.

Roland Park
( 1907)

Country Club
Plaza (1920s)

Highland Park (1931)
River Oaks ('1937)

Norlh8ate ( 1950)

Southdale ( 1956)

II Ihile the numher ot iinant i,rl ,tpltlir ,tlron' oi
W riito.ornprting rer hnology h.ts Srown er-

oonentially, variou' rule-rr[-lhumb Iinant ial tormula"
still are used lo cak ulalc \hort-term kr,tn r harges ln

many c.rses, these fornrulas are requirecl by consumer
protection legislation. For exantple, the 197'l Real Estate

Settlement Procedures Act (RESPA), a ie(leral statute

enacled to protect home buyers, set guidelines for
calculating interest due on settlement to cover the settle-

ment period from closing to the first mort8.'l8e payment.

According to Sett/em('nt (--ostJ and you, an informational
booklt't prepared by the U.S. Department of Housing
and Urban Development, these guidelines use.r rule-of-
thumb formula.r The formula, however, iSnores the time
value of money and overcharges home buyt'rs for credit
extended over the seltlement period.

This article reviews the weaknesses o{ the principal rule-

of-thumb formulas .rnd suggests w.lys in which short-

term loan costs can be calculated to elinlinate these

weaknesses.

by L. M. Farrell

Weaknesses Of Rule-of'Thumb Financial Formulas

Rule-oi-thumb financial formulas have two siSnificant
weaknesses. The first is lhe ute of a 160-day year instead

o{ a 36-5-day year.'The second and conceptually more

important weakness is the Llilure to recognize lhe time
value of money.

The monthly compound interest tables that are found in

most textbooks and used to find the compound value (ol

an annuity or a simple amount), the presenl value (of an

annuity or a simple amount), the sinking' [und [..tctor and

the mort8age constant, are inaccurate. Because they are

based on a 360-day ye.:r composed of l2 nrc.rnths each

t. M. F..rell i5 pro,irsor oi itnanLe and real e\lillt' e( ()n()mi.j al lhe
Unrver!,le du Quebec a Irr\ Rivieres, Quebec, Crn;da. and vrtling
profes\ot al lhe Craduale 5l h(]/.tl oi Manaiemenl, lJnivet\itY oi Cali
fonta ,\l Loe Ange/es. He has publishetl articles in vrrlous academi.

lournah 0n real e.lale, tjn.rnr c .rnd urban e, onomrr t.

consisting of 30 days, monthly compound interest tables
overestimate the charges of interest per day.

Inlerest calculations, such as those conlained in HUD's
Sett/ement Cosl5 an./ you, not only use a 360-day in-
stead of a 365-day year,r but, more importantly, they
neglect the time value of money. The booklet illustrates
interest cost calculations using the following example:

Suppose your settlement takes place on April l6 and
your first regular monthly payment will be due June l,
to cover interest charges for the month of May. On
the settlemenl date the lender will collect interest for
the period from April t 6 to May 1 . lf you borrow
$30,000 at 9% inlerest, the interesl item would be
$1 r 2.50.

The rule-of-thumb lormula used in this example does

not consider the marginal contribution o[ interest that is

earned on interest from one day to the next in reducing,
the amount of interest due. lf the daily rate equivalent to
the stated rate of 9% were used in the calculation of
interest cost, interest would b€ $106.43. In the HUD
ex.rmple, the borrower would be overcharged $6.07 due
ro the bias in the rule-of-thumb fornrula.

Tenant Mix
Refinements

Market Segment
Refinements

5. Permutations

Pier 39

Galleri.r

Festival
Ma rkets

Faneuil Hall

High-Rise
Downtown

Centers

Water Tower
Place

Off-Price
Malls

Outlet Malls of
America

Mixed-Use
Centers

u

Evolution of Shopping Center lnnovations

Freestand ing
Anchors

Freestanding
Crocery
Outlets

Neighborhtxrd
Croupings of

Stores

Shopping
Streets

Downtown
Shopping
Districts

Arch itecturally
Unif ied Block of Stores

Unified Shopping
District

Freestanding
Community S.C

Suburban Regional
Center

Enclosed Mall

Super Regional
\5,6,7 ,8 +
Anchors)

Specialty
or Theme
Centers

Anchorless Strips, Centers with Unconventional Anchors (Category Killers,

Convenience Stores, Hypermarkets, Wholesale Clubs), Fashi<-rn Centers,

Hisbric Renovation (Theme) Centers, lnfill Centers, Micropxrlises,
Mini-Malls, Pod Centers, Promotion Malls, S.C. Condominiums,
Under8round/Streel Climate-Controlled Centers, etc.

REAL ESTATE ISSUES, FALL/WINTER I9B7 FARRELL: EASY ACCESS COMPUTINC CAPACITY MEANS INCREASED LIABILITY FOR APPRAISERS .lI

2. Transitions
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ln this stage, the business continues to demonstrate that
it is a workable entity by following a strategy of survival
and growth through directive leadership. The organiza'
tion still is simple, but essenti.rl systems, such as employ-
ee quality controls and cosl centers, are introduced and
implemented. The organizational structure becomes
more centralized and funclional. A senior employee
eventually is appointed to the position of mana8er to
focus on the efiiciency of operations. Communic.ltions
become more formalized due to the existence of the
appointed manager, and a system is introduced that re-
wards outstanding performance with financial incen-
tives and recoSnition. Formal planninB at best, however,
merely involves cash forecasting of revenues and
expenses.

At this point, the firm faces the Crisis of Autonomy and
has an opportunity lo enter the Susten.rnce StaBe of
Crowth.
Case History
The subject firm reached the Survival Stage by 1973 with
the hiring of the firm's first employee designated as .rn
MAl. (The principal, previously, had been the only MAl.)
The addition of this person brought the appraisal stail k)

three fulltime and one part-time individuals. The prin-
cipal was taking on a large number oi non-appraisal or
evaluation assignments (consulting to become counsel-
ing), which necessitated the appointment of the senior
employee as manager of both the real est.rte appraisal
and property manaBement sections. MakinB the senior
employee a manager allowed the principal the time
necessary to develop his counseling practi(e by stayinB
close lo his clients.

Real estate counseling is a separate and distinct under-
taking, independent from the functions of appraising,
brokering, managing, developing, financing or other real
eslale services. The definition of real estate counseling
adopted by the American Society of Real Eslate Counsel-
ors is as follows:

Providing competent, disinterested ..rnd unbiased
advice, professional guidance and sound judgment
on diversified problems in the broad field of real es-
tate involving any and all segments of lhe business,
such as merchandising. leasing, management, plan-
ning, financing and other varied services. Counselinpi
may involve lhe utilizalion of any or all of these
functions.5

THE REAL ESTATE CAPITAL MARKET:
HISTORICAL PERSPECTIVES, EMERGING
TRENDS AND FUTURE DIRECTIONS

A contparison of today's United States real
estate capita/ market with previous markets
shows the changes of the past and points
to the trends of the future.

EXHIBIT I

Harvard Business Revierv
Models of Company Crowth and Developnrenl

by lohn McMahan, CRE

A meric.r's redl estJte ( nDrl.ll m.rrlel is .t:. immt'ttte and
A , orn1:1"" a* the inrlu.try it rerves. During lhc la.t I i
years, over one trillion real dollars were invested in real
estate inveslment properties, which amount lo Jlmosl
60'l. of the total privale iovestment capital raise(l in the
United St.rtes. This capilal flow w.]s .1.7 times thc capital
raised for common stocks and 2.1 times that raise(l in the
bond market during lhe same pt'riod.l

The United States real estate capital markel ,rlso is ex-
ceedingly dynamic, as individuals lnd firms respond to
a series of external shocks rippling through the econ-
omy. As a result, there are new players, new vehicles
and new expectations.

This paper examines lhe major changes that h.rve oc-
curred in the traditional United St.rles real est.lte cJpital
market since 1970 .rnd the characteristics oi lhe nerv
market that .lppear to be emerging. The marginal flow of
capital by m;rjor players is examined, and the real estate
market o{ the last five years is compared with the market
during the l97l-75 real estate boonr.

The "Traditional" Real Eslate Capilal Market-
1945-1970
The real eshte capilrl m.rrket oi 1970 mirrored the post-
war real estate expansion and lhe dominance of large
financial inslilutions in providing, required c.rpit.rl. ll also
reflected the relatively local nature o[ real est.]le markets
and the role played by small entrepreneurs.

Ihe authot 6 ndebletl b l)oug/as A. Xesr/t'r lor hir r!\Al.tnce in
developrnS lhe tlal;tica/ nxx/e/ and othcr /rc/plul in!i8hl\.

lohn Mcvaha,,CRE, i\ ktundet and pre\dcnt t)i lohn M( Mrhan A55o'

ciates.ln(.,sdn ftan.t\co- M(Mahan diq k\J ear/y slralexrc research
in real esl,rle.rr,tel managemenl. His findrn8\ h.rve been pub|ihed and
provide a 5y(emalic app(.)J( h lo real e5lrl.' rnvenins. h .iddrlron k)
wiring and speaking on this rubie<t, M( Maf,rn is a nx'nrhev of the
taculty ol Stanford Cradualc 5( hoo/ ol Br,s,r,ctt.

L

CHURCHILL .! LEWIS MODEL (;RIINER MoI)EL

1. EXISTENCT
get product and cuslomers

--owner does everything
-direct supervision

-minimal systems & plann ing

2. SURVIVAL

-revenues vs. expenses

-manaSer does owner's will
-plann ing is cash forecasting

-survival still is the goal
--owner still is the business

-proven business entity

3. SUCCESS

-managers firmly in place

-first staff people added

-functional delegation
--owner monitors status quo

-budget planning

4. TAKE-OFF
-decentralized
-divisionalized
-strategic planning
--owner separated from firm

-pivot point to big business

5. MATURITY
--consolidate and control
-owner completely separated

-retain innovation & viability
-avoid & remove ossification

I, CREATIVITY
{reate product and m.rrket

-founders make and sell product

-informal communications
-<risis of leadership

2. DIRECTION
-{rSanizational structure

-manager appointed
-systems introduced
-standards adopted
{ommunicalions become formal

-crisis of autonomy

3. DELECATION
-decentralized structure

-profit centers and bonuses

-managers communicate
[ounders communicate less

{risis of control

4. COORDINATION
-proliferation of systems

-merge un its into Broups
-formal planning

-line-staff conflicts
-crisis of red tape

5. COLLABORATION
-self-disciplined control
-team-approach management

-crisis oi reflection
-crisis of revitalization copytiqht 19117: lohn M(Mahan. CRt

Exhibit I illustrates tht, flow of c;rpital in the traditional
real estale market. Basically, lhere were two distinct
streams thal served mort8age and t'quity investments.
For mortgages, savings were aggregaled by banks, thrifts
and insurance comp.rnies through savings passbooks
.rnd whole life policies. Since [inancial institutions sel-
dom were siluated in the communily where the mort-

Baged prol)erty was loc.rled, the institutions developed
extensive c()rrespondent relationshil;s with lor al nrort
gage bankers and brokers lo origin.rte suitable nlortgage
opportunities. As the 1950s and 1960s were a period of

REAL ESTATE ISSUES, FALL/WINTER I987 McMAHAN:THE REAL ESTATE C.APITAL MARKET: HISTORICAL PERSPECTIVES, TRENDS, DIRECTIONS 1t
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the production process is incre;rsingly becoming
separated from that of investment. The tradilional
investment builder is becoming a merchant builder,
not unlike the single family residential developer.
This will have considerable consequen(es lor lhe
long-term quality of real estate prcducls but, at the
same time, will introduce siSnificanl management
opportun ities for non-production players.

Over the longer term, the view is nol ,ls clear. One
scenario would see a continuation of the current capital
instability and soft market conditions as part of an un-
senled global financial malaise. ln this scen.rrio, United
States yields would remain relatively high, reflecting un-
certainties in the marketplace.

The contrasting scenario, would see a firming of the
United States real estate market, lower vacancies and.r
worldwide movement toward equilibrium. Capitaliza-
tion rates in the United States would fall as va<ancies
drop and investors require grealer levels of prele.:rsing,

credit enhancement and other devices to reduce risk. ln
essence, the United States would move frrtm a specula-
tive building mode to One based on established tenant
demand. Equilibrium would be further enhanced as for-
eign capitalization rates would rise in order to prevent
capital flight to the United SLrtes.

Summary

Regardless o{ the ultimate oulcome, it is clear that the
United States real estate capit,ll m.rket h;rs changed

markedly from the relatively sequeslered market of the
1950s and 1960s. These changes have had a maior im-
pact on the real estate industry and its players. As with
any dramatic change of this nature, opportunities have

been created lor those with the ability to understand the
evolving situation and to act accordingly. No doubt
there will be additional opportunities in the future.

NOTTS

l. Unless otherwiie indacated, all dollar references for the period
l970'86 are in real dollars, adiusted for inflation based on lhe Con

\umer Pri(e lndex (100 = 198:]). Data sources appear in the exhibils.
2 tong'lerm real inleresl rates were below the hislorical 1.0% level

for almoll five years, from 1977 to 1981.

l. lncludes Fannae Mre, Freddie Mac, Cinny Mae and conventronal
passthroughs (98?o Suaranteed by a Sovernment a8ency)- Sourcel

Salomon Bros., U.S. League of SavinlEs and Loans, U.S. Departmenl o{
HousinB and Urban Developmenl.
4. New m;r8inal (apilal for stocks and bonds is based on new issues,

leis comDany st(rk purchases and calls.
5. Corporalrons, of course, generate a large amount of capilal

thmLrgh retained earninSs, which is not included in these numbe6.
6. Several mon8a8e lenders also made equity investments, and equi_

ty rnvestors may have invested in mortgages. The categories are based

on the predominanl area of activity-
7. FiSures are nol available for private syndicalions which, accord

in8 to industry estimates, may be one to lwo times as Sreat as publac

syndicalions.
{1. These numb€rs are based on government reports o{ foreiBn trans

actions. They do nol include unreporled t.ansactions and, as a result,

are probably conservalive.

RENTING, HOME
ACCUMULATION

A mathematical model of incremental cash
flows gives a higher level of wealth to
renteri than to homeowners.

by Michael T. Bond and linda M. Stillabower

D xpenditure on home owner.'hip is wrdely re< og-
Ilnir.rl ,r\ lhe larBe\l [inanr ial undertaking for the vail
majority of Americans.r ln addition to the obvious bene-
fits of shelter and status that home ownership provides,
many financial experts and most realtors have stated that
housing is an excellent inflation hedge over time. No
less an authority than the dean of the Yale Business
School has argued along these lines:

A good house, on good land, keeps its value no mat-
ter what happens to money. As long as the world's
population continues to 8row, the demand for real

estate will be among the most dependable inflation
hedges available. lf you do own your own home, you
will probalrly find lhdl il i\ lhe be'l investment vou
ever made in your life.i

lndeed, Salomon Brolhers has estimated that during the
volatile 1968-79 period in the United States, prices for
single family housing rose al an annualized ,ale o{ 9.6y",
far in excess o[ the 6.570 annualized change in the Con-
sumer Price lndex.t [ven tn lhe recessionary environ-
ment and low inflation period of the 1980s, an individ-
ual who purchased a home in 1968 stillwould be signifi-
cantly ahead in terms of their assets' real value.a Few

therefore, could disagree with the assertion that every
investing household should own its own home. Or
could they? ln this article, a rent vs. buy model is con-
slructed that altows a financial advisor to determine the
impact on individual or family wealth of owning a home

Mich*l f. Eond is an associale professor ol iinance at Cleve
land Slate Unive$ily. He hal written on such topics a5 inte.est
G,te5 and inilation hedging ior Quarterly lournal o( Business
Economics and Review of Business and Economic Research.

Linda M. Stillabower is a tax mana+er wilh Deloitte Haskins
and Sells in f oonlo, Ontatio, and an assistant prolassor at the
lJnveryny ol Waterloo n Waterloo, Onlano. She speciahte' n
r.letnattonal and tross border la\ i55ue5, ncluding trot''
botdet rcalestale investrnent. Her articles have been pub/ished
n several ,ournals, rnriuding Ihe Tar Advt:or. lhe lnternd-
tional Tar iournal and laxes-Ihe lax Maga/ine

OWNERSHIP AND THE
OF WEALTH

as opposed to renting over a specified time horizon
After the model is explained, a set of reasonable assump-
tions regarding renting and owning, is shown thal indi-
cates it is not at all clear whether an individual's or
family's net worth is enhanced by purchasing a home
Finally, an appendix is included. ll presents a set of
algebraic relationships that have been designed to cap-
ture the influence of the rent vs. buy decision on net

worth over time.

The Rent Vs. Buy Model

ln measuring the relative desirability oi renting vs. own-
in8, two assumptions are made.

First, Siven the option of renting or owning a home or
apartment (condominium), the selection mosl desirable
is the one that leaves the individual with the hi8hesl
level of net worth at the end of an arbitrarily set invest-
ment horizon. The same imputed rental value from
either owning or renting is assumed. This value is deter-
mined by calculating the Terminal Advantage to Renting
Variable (TAR). TAR is the marginal increase or decrease

1:',
1 l.
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the production process is incre;rsingly becoming
separated from that of investment. The tradilional
investment builder is becoming a merchant builder,
not unlike the single family residential developer.
This will have considerable consequen(es lor lhe
long-term quality of real estate prcducls but, at the
same time, will introduce siSnificanl management
opportun ities for non-production players.

Over the longer term, the view is nol ,ls clear. One
scenario would see a continuation of the current capital
instability and soft market conditions as part of an un-
senled global financial malaise. ln this scen.rrio, United
States yields would remain relatively high, reflecting un-
certainties in the marketplace.

The contrasting scenario, would see a firming of the
United States real estate market, lower vacancies and.r
worldwide movement toward equilibrium. Capitaliza-
tion rates in the United States would fall as va<ancies
drop and investors require grealer levels of prele.:rsing,

credit enhancement and other devices to reduce risk. ln
essence, the United States would move frrtm a specula-
tive building mode to One based on established tenant
demand. Equilibrium would be further enhanced as for-
eign capitalization rates would rise in order to prevent
capital flight to the United SLrtes.

Summary

Regardless o{ the ultimate oulcome, it is clear that the
United States real estate capit,ll m.rket h;rs changed

markedly from the relatively sequeslered market of the
1950s and 1960s. These changes have had a maior im-
pact on the real estate industry and its players. As with
any dramatic change of this nature, opportunities have

been created lor those with the ability to understand the
evolving situation and to act accordingly. No doubt
there will be additional opportunities in the future.

NOTTS

l. Unless otherwiie indacated, all dollar references for the period
l970'86 are in real dollars, adiusted for inflation based on lhe Con

\umer Pri(e lndex (100 = 198:]). Data sources appear in the exhibils.
2 tong'lerm real inleresl rates were below the hislorical 1.0% level

for almoll five years, from 1977 to 1981.

l. lncludes Fannae Mre, Freddie Mac, Cinny Mae and conventronal
passthroughs (98?o Suaranteed by a Sovernment a8ency)- Sourcel

Salomon Bros., U.S. League of SavinlEs and Loans, U.S. Departmenl o{
HousinB and Urban Developmenl.
4. New m;r8inal (apilal for stocks and bonds is based on new issues,

leis comDany st(rk purchases and calls.
5. Corporalrons, of course, generate a large amount of capilal

thmLrgh retained earninSs, which is not included in these numbe6.
6. Several mon8a8e lenders also made equity investments, and equi_

ty rnvestors may have invested in mortgages. The categories are based

on the predominanl area of activity-
7. FiSures are nol available for private syndicalions which, accord

in8 to industry estimates, may be one to lwo times as Sreat as publac

syndicalions.
{1. These numb€rs are based on government reports o{ foreiBn trans

actions. They do nol include unreporled t.ansactions and, as a result,

are probably conservalive.

RENTING, HOME
ACCUMULATION

A mathematical model of incremental cash
flows gives a higher level of wealth to
renteri than to homeowners.

by Michael T. Bond and linda M. Stillabower

D xpenditure on home owner.'hip is wrdely re< og-
Ilnir.rl ,r\ lhe larBe\l [inanr ial undertaking for the vail
majority of Americans.r ln addition to the obvious bene-
fits of shelter and status that home ownership provides,
many financial experts and most realtors have stated that
housing is an excellent inflation hedge over time. No
less an authority than the dean of the Yale Business
School has argued along these lines:

A good house, on good land, keeps its value no mat-
ter what happens to money. As long as the world's
population continues to 8row, the demand for real

estate will be among the most dependable inflation
hedges available. lf you do own your own home, you
will probalrly find lhdl il i\ lhe be'l investment vou
ever made in your life.i

lndeed, Salomon Brolhers has estimated that during the
volatile 1968-79 period in the United States, prices for
single family housing rose al an annualized ,ale o{ 9.6y",
far in excess o[ the 6.570 annualized change in the Con-
sumer Price lndex.t [ven tn lhe recessionary environ-
ment and low inflation period of the 1980s, an individ-
ual who purchased a home in 1968 stillwould be signifi-
cantly ahead in terms of their assets' real value.a Few

therefore, could disagree with the assertion that every
investing household should own its own home. Or
could they? ln this article, a rent vs. buy model is con-
slructed that altows a financial advisor to determine the
impact on individual or family wealth of owning a home

Mich*l f. Eond is an associale professor ol iinance at Cleve
land Slate Unive$ily. He hal written on such topics a5 inte.est
G,te5 and inilation hedging ior Quarterly lournal o( Business
Economics and Review of Business and Economic Research.

Linda M. Stillabower is a tax mana+er wilh Deloitte Haskins
and Sells in f oonlo, Ontatio, and an assistant prolassor at the
lJnveryny ol Waterloo n Waterloo, Onlano. She speciahte' n
r.letnattonal and tross border la\ i55ue5, ncluding trot''
botdet rcalestale investrnent. Her articles have been pub/ished
n several ,ournals, rnriuding Ihe Tar Advt:or. lhe lnternd-
tional Tar iournal and laxes-Ihe lax Maga/ine

OWNERSHIP AND THE
OF WEALTH

as opposed to renting over a specified time horizon
After the model is explained, a set of reasonable assump-
tions regarding renting and owning, is shown thal indi-
cates it is not at all clear whether an individual's or
family's net worth is enhanced by purchasing a home
Finally, an appendix is included. ll presents a set of
algebraic relationships that have been designed to cap-
ture the influence of the rent vs. buy decision on net

worth over time.

The Rent Vs. Buy Model

ln measuring the relative desirability oi renting vs. own-
in8, two assumptions are made.

First, Siven the option of renting or owning a home or
apartment (condominium), the selection mosl desirable
is the one that leaves the individual with the hi8hesl
level of net worth at the end of an arbitrarily set invest-
ment horizon. The same imputed rental value from
either owning or renting is assumed. This value is deter-
mined by calculating the Terminal Advantage to Renting
Variable (TAR). TAR is the marginal increase or decrease

1:',
1 l.
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ln this stage, the business continues to demonstrate that
it is a workable entity by following a strategy of survival
and growth through directive leadership. The organiza'
tion still is simple, but essenti.rl systems, such as employ-
ee quality controls and cosl centers, are introduced and
implemented. The organizational structure becomes
more centralized and funclional. A senior employee
eventually is appointed to the position of mana8er to
focus on the efiiciency of operations. Communic.ltions
become more formalized due to the existence of the
appointed manager, and a system is introduced that re-
wards outstanding performance with financial incen-
tives and recoSnition. Formal planninB at best, however,
merely involves cash forecasting of revenues and
expenses.

At this point, the firm faces the Crisis of Autonomy and
has an opportunity lo enter the Susten.rnce StaBe of
Crowth.
Case History
The subject firm reached the Survival Stage by 1973 with
the hiring of the firm's first employee designated as .rn
MAl. (The principal, previously, had been the only MAl.)
The addition of this person brought the appraisal stail k)

three fulltime and one part-time individuals. The prin-
cipal was taking on a large number oi non-appraisal or
evaluation assignments (consulting to become counsel-
ing), which necessitated the appointment of the senior
employee as manager of both the real est.rte appraisal
and property manaBement sections. MakinB the senior
employee a manager allowed the principal the time
necessary to develop his counseling practi(e by stayinB
close lo his clients.

Real estate counseling is a separate and distinct under-
taking, independent from the functions of appraising,
brokering, managing, developing, financing or other real
eslale services. The definition of real estate counseling
adopted by the American Society of Real Eslate Counsel-
ors is as follows:

Providing competent, disinterested ..rnd unbiased
advice, professional guidance and sound judgment
on diversified problems in the broad field of real es-
tate involving any and all segments of lhe business,
such as merchandising. leasing, management, plan-
ning, financing and other varied services. Counselinpi
may involve lhe utilizalion of any or all of these
functions.5

THE REAL ESTATE CAPITAL MARKET:
HISTORICAL PERSPECTIVES, EMERGING
TRENDS AND FUTURE DIRECTIONS

A contparison of today's United States real
estate capita/ market with previous markets
shows the changes of the past and points
to the trends of the future.

EXHIBIT I

Harvard Business Revierv
Models of Company Crowth and Developnrenl

by lohn McMahan, CRE

A meric.r's redl estJte ( nDrl.ll m.rrlel is .t:. immt'ttte and
A , orn1:1"" a* the inrlu.try it rerves. During lhc la.t I i
years, over one trillion real dollars were invested in real
estate inveslment properties, which amount lo Jlmosl
60'l. of the total privale iovestment capital raise(l in the
United St.rtes. This capilal flow w.]s .1.7 times thc capital
raised for common stocks and 2.1 times that raise(l in the
bond market during lhe same pt'riod.l

The United States real estate capital markel ,rlso is ex-
ceedingly dynamic, as individuals lnd firms respond to
a series of external shocks rippling through the econ-
omy. As a result, there are new players, new vehicles
and new expectations.

This paper examines lhe major changes that h.rve oc-
curred in the traditional United St.rles real est.lte cJpital
market since 1970 .rnd the characteristics oi lhe nerv
market that .lppear to be emerging. The marginal flow of
capital by m;rjor players is examined, and the real estate
market o{ the last five years is compared with the market
during the l97l-75 real estate boonr.

The "Traditional" Real Eslate Capilal Market-
1945-1970
The real eshte capilrl m.rrket oi 1970 mirrored the post-
war real estate expansion and lhe dominance of large
financial inslilutions in providing, required c.rpit.rl. ll also
reflected the relatively local nature o[ real est.]le markets
and the role played by small entrepreneurs.

Ihe authot 6 ndebletl b l)oug/as A. Xesr/t'r lor hir r!\Al.tnce in
developrnS lhe tlal;tica/ nxx/e/ and othcr /rc/plul in!i8hl\.

lohn Mcvaha,,CRE, i\ ktundet and pre\dcnt t)i lohn M( Mrhan A55o'

ciates.ln(.,sdn ftan.t\co- M(Mahan diq k\J ear/y slralexrc research
in real esl,rle.rr,tel managemenl. His findrn8\ h.rve been pub|ihed and
provide a 5y(emalic app(.)J( h lo real e5lrl.' rnvenins. h .iddrlron k)
wiring and speaking on this rubie<t, M( Maf,rn is a nx'nrhev of the
taculty ol Stanford Cradualc 5( hoo/ ol Br,s,r,ctt.

L

CHURCHILL .! LEWIS MODEL (;RIINER MoI)EL

1. EXISTENCT
get product and cuslomers

--owner does everything
-direct supervision

-minimal systems & plann ing

2. SURVIVAL

-revenues vs. expenses

-manaSer does owner's will
-plann ing is cash forecasting

-survival still is the goal
--owner still is the business

-proven business entity

3. SUCCESS

-managers firmly in place

-first staff people added

-functional delegation
--owner monitors status quo

-budget planning

4. TAKE-OFF
-decentralized
-divisionalized
-strategic planning
--owner separated from firm

-pivot point to big business

5. MATURITY
--consolidate and control
-owner completely separated

-retain innovation & viability
-avoid & remove ossification

I, CREATIVITY
{reate product and m.rrket

-founders make and sell product

-informal communications
-<risis of leadership

2. DIRECTION
-{rSanizational structure

-manager appointed
-systems introduced
-standards adopted
{ommunicalions become formal

-crisis of autonomy

3. DELECATION
-decentralized structure

-profit centers and bonuses

-managers communicate
[ounders communicate less

{risis of control

4. COORDINATION
-proliferation of systems

-merge un its into Broups
-formal planning

-line-staff conflicts
-crisis of red tape

5. COLLABORATION
-self-disciplined control
-team-approach management

-crisis oi reflection
-crisis of revitalization copytiqht 19117: lohn M(Mahan. CRt

Exhibit I illustrates tht, flow of c;rpital in the traditional
real estale market. Basically, lhere were two distinct
streams thal served mort8age and t'quity investments.
For mortgages, savings were aggregaled by banks, thrifts
and insurance comp.rnies through savings passbooks
.rnd whole life policies. Since [inancial institutions sel-
dom were siluated in the communily where the mort-

Baged prol)erty was loc.rled, the institutions developed
extensive c()rrespondent relationshil;s with lor al nrort
gage bankers and brokers lo origin.rte suitable nlortgage
opportunities. As the 1950s and 1960s were a period of

REAL ESTATE ISSUES, FALL/WINTER I987 McMAHAN:THE REAL ESTATE C.APITAL MARKET: HISTORICAL PERSPECTIVES, TRENDS, DIRECTIONS 1t
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[xHrBtT EASY ACCESS COMPUTING CAPACITY
MEANS INCREASED LIABILITY FOR
REAL ESTATE APPRAISERS

l. Prototypes

3. Syntheses

4. Refinements

Manv o{ the f inancial formulas and
technlques mandated by public sector
regulators to calculate short-term loan
charges are inaccurate and, in sorne cases,
impose signif icant overcharqes on
consumers of credit.

Roland Park
( 1907)

Country Club
Plaza (1920s)

Highland Park (1931)
River Oaks ('1937)

Norlh8ate ( 1950)

Southdale ( 1956)

II Ihile the numher ot iinant i,rl ,tpltlir ,tlron' oi
W riito.ornprting rer hnology h.ts Srown er-

oonentially, variou' rule-rr[-lhumb Iinant ial tormula"
still are used lo cak ulalc \hort-term kr,tn r harges ln

many c.rses, these fornrulas are requirecl by consumer
protection legislation. For exantple, the 197'l Real Estate

Settlement Procedures Act (RESPA), a ie(leral statute

enacled to protect home buyers, set guidelines for
calculating interest due on settlement to cover the settle-

ment period from closing to the first mort8.'l8e payment.

According to Sett/em('nt (--ostJ and you, an informational
booklt't prepared by the U.S. Department of Housing
and Urban Development, these guidelines use.r rule-of-
thumb formula.r The formula, however, iSnores the time
value of money and overcharges home buyt'rs for credit
extended over the seltlement period.

This article reviews the weaknesses o{ the principal rule-

of-thumb formulas .rnd suggests w.lys in which short-

term loan costs can be calculated to elinlinate these

weaknesses.

by L. M. Farrell

Weaknesses Of Rule-of'Thumb Financial Formulas

Rule-oi-thumb financial formulas have two siSnificant
weaknesses. The first is lhe ute of a 160-day year instead

o{ a 36-5-day year.'The second and conceptually more

important weakness is the Llilure to recognize lhe time
value of money.

The monthly compound interest tables that are found in

most textbooks and used to find the compound value (ol

an annuity or a simple amount), the presenl value (of an

annuity or a simple amount), the sinking' [und [..tctor and

the mort8age constant, are inaccurate. Because they are

based on a 360-day ye.:r composed of l2 nrc.rnths each

t. M. F..rell i5 pro,irsor oi itnanLe and real e\lillt' e( ()n()mi.j al lhe
Unrver!,le du Quebec a Irr\ Rivieres, Quebec, Crn;da. and vrtling
profes\ot al lhe Craduale 5l h(]/.tl oi Manaiemenl, lJnivet\itY oi Cali
fonta ,\l Loe Ange/es. He has publishetl articles in vrrlous academi.

lournah 0n real e.lale, tjn.rnr c .rnd urban e, onomrr t.

consisting of 30 days, monthly compound interest tables
overestimate the charges of interest per day.

Inlerest calculations, such as those conlained in HUD's
Sett/ement Cosl5 an./ you, not only use a 360-day in-
stead of a 365-day year,r but, more importantly, they
neglect the time value of money. The booklet illustrates
interest cost calculations using the following example:

Suppose your settlement takes place on April l6 and
your first regular monthly payment will be due June l,
to cover interest charges for the month of May. On
the settlemenl date the lender will collect interest for
the period from April t 6 to May 1 . lf you borrow
$30,000 at 9% inlerest, the interesl item would be
$1 r 2.50.

The rule-of-thumb lormula used in this example does

not consider the marginal contribution o[ interest that is

earned on interest from one day to the next in reducing,
the amount of interest due. lf the daily rate equivalent to
the stated rate of 9% were used in the calculation of
interest cost, interest would b€ $106.43. In the HUD
ex.rmple, the borrower would be overcharged $6.07 due
ro the bias in the rule-of-thumb fornrula.

Tenant Mix
Refinements

Market Segment
Refinements

5. Permutations

Pier 39

Galleri.r

Festival
Ma rkets

Faneuil Hall

High-Rise
Downtown

Centers

Water Tower
Place

Off-Price
Malls

Outlet Malls of
America

Mixed-Use
Centers

u

Evolution of Shopping Center lnnovations

Freestand ing
Anchors

Freestanding
Crocery
Outlets

Neighborhtxrd
Croupings of

Stores

Shopping
Streets

Downtown
Shopping
Districts

Arch itecturally
Unif ied Block of Stores

Unified Shopping
District

Freestanding
Community S.C

Suburban Regional
Center

Enclosed Mall

Super Regional
\5,6,7 ,8 +
Anchors)

Specialty
or Theme
Centers

Anchorless Strips, Centers with Unconventional Anchors (Category Killers,

Convenience Stores, Hypermarkets, Wholesale Clubs), Fashi<-rn Centers,

Hisbric Renovation (Theme) Centers, lnfill Centers, Micropxrlises,
Mini-Malls, Pod Centers, Promotion Malls, S.C. Condominiums,
Under8round/Streel Climate-Controlled Centers, etc.

REAL ESTATE ISSUES, FALL/WINTER I9B7 FARRELL: EASY ACCESS COMPUTINC CAPACITY MEANS INCREASED LIABILITY FOR APPRAISERS .lI

2. Transitions
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