REAL ESTATE

THE COUNSELORS OF REAL ESTATE1,1
www.crc.org

SPRING 2002
Volume 27, umber One

•

Palazzolo v. Rhode Island: Recent Developments
Emi11e11t Domain
Lara Womack

i11

Real Estate Prospects Post-9/11
David L. Peterson
A11 l11troductio11 to Strategic Facilities Pla1111i11g
John R. Glagola
Lawyer-Broker Co//aboratio11 in Commercial Real Estate
Lease Tra11sactio11s
Gary L. Lozoff & Shelby R. Lozoff, CRE
Tlze l11sura11ce llldustnJ After 9/11: Pla1111i11g for tJ,e Future
Frank Caruso
Hidden Treasures and Hidden Traps: A New Meaning to
Due Diligence After January 2002 & How to Make tl,e Most of the
Bottom-Line Benefits of Brownfield Tax Treatme11t & Accounting
Bruce A. Keyes
Why tl,e Emerging Economy Will Mea11 More Systemic Risk
in Real Estate Le11di11g
Alan R. Winger
CRE PERSPECTIVE:
Complexity i11 tJ,e Federal lllcome Tax Law
Mark Lee Levine, CRE

•
THE COUNSELORS
OF REAL ESTATE
-130 'orth Michigan A\'cnuc
Chicago, Illinois 60611
Trlrp/rc)!Jt': 312.329.8427
Fax: 312.329.8881
E-mail: info@cre.org
Wei> site: www.cre.org

INSIDERS' PERSPECTIVES
Focus 011 tlze Eco110111y
Hugh F. Kelly, CRE

Focus 011 l11vest111e11t Co11ditio11s
Kenneth P. Riggs, Jr., CR£
Focus 011 Office Markets
Raymond G. Torto, CRE
Focus 011 the Markets
Dale Anne Reiss
RESOURCE REVIEW
Bowen H. "Buzz" McCoy, CRE

R EAL ESTATE
I SSUES
"1976

- 2002

27 Years of Publishing Excellence

R EAL EsrerE
I ss UES

EorloR's CouNcuI

Corrronl

tt

1976 - 2002

/Ott(;.\\rlr I r()\ N'lt rt sr ns

27 Yetrs of Pttblishing Ercellence

Appraisal Institute

Eorronr,tr- CaleNpan

National Association of I{EALT()ltS

Summer 2002
Articles on general real estate-related topics
( dLtul I i t tt'
.for n u u str ipt su b ttt issiott - MatT'1 3, 2002
r

Fall 2002
Articles on general real estate-related topics
(deatlline
for mnrtuscrlpt suhmissiort - Augtrst 19,2002)

Ir otr ttlt-rt Nlr rrrrns
J.rmes R. Maccrate, CIiE, Nca,)'rrrl. NY

Joscph H. Martin, CRE, Lnorcnc.r'illc, Nl

Kenneth [). Riggs, Jr., CRE,

C/ricn.qr,.

Winter 2002/2003
Articles on general real estate-related topics
(dcadlint t'or nmnuscript submissiott - Decentber 2,2002)
Visit T)tolu.cre.org lttr infornntion on sublr,ritting a nntuscript for Ttublication t'ttrtsideration

IL

or co

Daniel llose, CRE, Nr'a' York, NY

Anthony

liay C. Wilson, CRE,

Sorr

tict

info@cre.org; 312.329.8427.

SurscRrpuou INronrrarrolt

F. Souza, CRE, Irncv, C,4

Fr.rnk X. Troisi, CRE Emt'ritus, Nca,)irrt.

)

NI

Allorirr, 7,\

For more information on becoming a mt'mbcr of the Editr.rr's Council or advertising in Red/ Eslrrli lssues,
contact Thr Counselors Chicago offict' at 312.329.1t'127; inJo@cre.or8

Real Estate lssues publishr's four times per vear (Spring, Strmmer, Fall, Winter). To
subscribe to Real Estate Issres or for additional information, contact The Counselors
at www.cre.org; info@cre.org; 312 .329.8427.

ApvEnrlstt tc OrponruruIrtrs
Real Estdte Issues will bring your advertising

message to users of counseling
industrv
sectors.
To
maximize
services in targeted
vour networking opportunities
and reach leading real estate professionals, visit www.cre.org or call 312.329.8,4.27
for pricing information.

R EAL ESTATE
I SSUES
"1976

- 2002

27 Years of Publishing Excellence

R EAL EsrerE
I ss UES

EorloR's CouNcuI

Corrronl

tt

1976 - 2002

/Ott(;.\\rlr I r()\ N'lt rt sr ns

27 Yetrs of Pttblishing Ercellence

Appraisal Institute

Eorronr,tr- CaleNpan

National Association of I{EALT()ltS

Summer 2002
Articles on general real estate-related topics
( dLtul I i t tt'
.for n u u str ipt su b ttt issiott - MatT'1 3, 2002
r

Fall 2002
Articles on general real estate-related topics
(deatlline
for mnrtuscrlpt suhmissiort - Augtrst 19,2002)

Ir otr ttlt-rt Nlr rrrrns
J.rmes R. Maccrate, CIiE, Nca,)'rrrl. NY

Joscph H. Martin, CRE, Lnorcnc.r'illc, Nl

Kenneth [). Riggs, Jr., CRE,

C/ricn.qr,.

Winter 2002/2003
Articles on general real estate-related topics
(dcadlint t'or nmnuscript submissiott - Decentber 2,2002)
Visit T)tolu.cre.org lttr infornntion on sublr,ritting a nntuscript for Ttublication t'ttrtsideration

IL

or co

Daniel llose, CRE, Nr'a' York, NY

Anthony

liay C. Wilson, CRE,

Sorr

tict

info@cre.org; 312.329.8427.

SurscRrpuou INronrrarrolt

F. Souza, CRE, Irncv, C,4

Fr.rnk X. Troisi, CRE Emt'ritus, Nca,)irrt.

)

NI

Allorirr, 7,\

For more information on becoming a mt'mbcr of the Editr.rr's Council or advertising in Red/ Eslrrli lssues,
contact Thr Counselors Chicago offict' at 312.329.1t'127; inJo@cre.or8

Real Estate lssues publishr's four times per vear (Spring, Strmmer, Fall, Winter). To
subscribe to Real Estate Issres or for additional information, contact The Counselors
at www.cre.org; info@cre.org; 312 .329.8427.

ApvEnrlstt tc OrponruruIrtrs
Real Estdte Issues will bring your advertising

message to users of counseling
industrv
sectors.
To
maximize
services in targeted
vour networking opportunities
and reach leading real estate professionals, visit www.cre.org or call 312.329.8,4.27
for pricing information.

ABour rHE CouNSELoRS
or Rrar EsrATE.",
The Counselors of Real Estate, established in 1953, is an international group
of high profile professionals includin5q
members ofprominent real estate, financial, legal and accounting firms as well
of government and academia
who provide expert, objective advice on
as leaders

complex real property situations and
land-related matters.
Membership is selective, extended
by invitation only on either a sponsored
or self-initiated basis. The CRE Designa-

tion (Coun\el(,r of Real Estate)

is

awarded to all members rn re(ognition

of superior problem solving abrlitl in
various areas of specialization such as litiSation support, asset management, valu-

ation, feasibility studies, acquisitions/

dispositions and general analysis.
CREs achieve results, acting in ke),
roles in annual transactions and /or real
estate decisions valued at over $-11.5 billion. Over 300 of the Fortune 500 companies retain CRES for advice on real estate
holdings and investmentr. CRE clients in-

clude public and private propertv owners, investors, attomeys, accountants, fi-

nancial institutions, pension funds and
advisors, govcmnent institutions, health
care facilities, and developers.
Etrri c hme nt Tht ou gh N e fi.u orking,

Education E Publicatiofls

Networkint continues as the hallmark of
The Counselor organization. Thrcughout
the ye,ar, prol;rams provide cutting-edge
educational ('pportunitic\ fur CREr including seminars, workshops, technology sessions, and business issues forums
that leep members ahreast ot leadinB industry trends. Meetings on both the local and national levels also promote interaction between CREs and members
from key user groups including those

specializing in financial, legal, corporate,
and government issues.
CRE membersbe,nefit from a wealth
of information published in The Counselors' quarterly award-winning journal
Rcnl Eslalr Issrres which offers decisive re-

portint on today's changing real estate
industry. Recognized Ieaders contribute
critical analyses not otherwise available

(',n

in1portant topics such as institutional
investment, sports and the community,
r.al estdt(. ethics, tendnt represcntation,
break-even analysis, the environment,
cap rates/yit'lJs, REll.. and capital iormation. Members also benefit from the
bi-monthly member newslett.'r, I/ra CoIlnsc/or, and a wide range of books and
monographs published by The Counselor organization. A major player in the
technological revolution, the CRE regularly accesses the most advanced methodologies, techniques and computer-Benerated evaluation procedures available.
ty'r/hat

is a Counselor of Real Estqte

(CRE )?

A Counselor of Real Estate is a re.rleslatp

pro(essional whose priman business is

providin8 expert advisory serviccs to clients. Compensation isoften on an hourly
or total fixed fet, basis, although partial
or total contingent fee afiangem€'nts are
sometimes used. Any possibilitv of achral
or perceived cont'lict of interest is resolved before acceptance of an assignment. In any event, the Counselor places
the iuterests of the client tirst and foremost in any advice provided, regardless

of the method of compensation.

CREs

have acquired a broad rangt.of e\perience in the real estate field and possess
technical competency in more than one
real estate discipline.
The client relies on the counsc,lor for
:killed and objective advice in assessing
the client's real estate needs, implying both
trust on the part of the client and trustworthhess on the part of the counselor.
Whether sole practitioners, CEOs of
consulting firms, or real estate department heads for major corporations, CREs
are scriously committcd to applying their
extensiv.' knowledge and resources to
craft real estate solutions of measurable
economic value to clients' businesses.
CRES asscss the real estate situation by
€iathering the facts behind the issue, thoroughly analyzing the collected data, and
then recommending ley courst,s ('I action
that best iit the client's 6,oals and objec-

tives. These real estate professionals
honor the confidentiality and fiduciary

CRE
@

responsibility of the client-counselor relationship.
The cxtensive CRE netwerk stavs a
step ahead of the ever-changing real estate industry by reflecting the diversitt,
of all providtrs o[ counseling services.
The membership includes industrv c,xperts [rom the corpor.rte, legal, financial,
institutional, appraisal, academic, gov.
ernment, Wall Street, management, and
brokerage sectors. Once invited into
membership, CREs mustadhere toa strict
Code of Ethics and Standards of Professional Practice.
Users of Cotwselirg Ser.rices
The dt,mand continues to increasr' for expcrt counseling services in real estate
matters worldwide. Institutions, cstates,

individuals, corporations and federal,
state and loc.rl governments hat,t, recognized the necessity and v.rlue of ,r CRE's

obiectivity in providinS advice.
CREs scrvict, both domestic and foreign clients. Assignments have been acccpted in Africa, Asia, the United Kingdom, the Caribbtan, Central ancl South

America, Europe and the Middle East.
CREs have been instrumental in assisting the Eastern European Real Property
Foundation create and develop private
sector, market-oriented real .'state institutions in Central and Eastcrn Europe
and the Newly IndepL,ndent States. As a
member of Tht Counselor ortanization.
CREs have the opportunity to travel and
share theirexpertise with real r,stateprac-

titioners from several developing countries including Poland, Hungary, Bulgaria, Ukrainc, Czech Republic, Slovak
Republic, anrJ Russia as the\ huild their
real estate businesses and develop standards of professional practice.
Only 1,1ff) practitioners throughout
the world carry theCRE Designation, denoting the highest recognition in the real
estate industrv. With CRE mtmbers.-rveraging 20 years ofexperience in the real
estate industry, individuals, institutions,

corporations, or government (,ntities
should consider consulting with a CRE
to define and solve thtir complex real estate problems or matters.REr
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Whv not give the gift of a REI subscription to a colleague or
business associate? Real Estate Issucs publishes four times per year
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Re.lt Esrers PnosPEcrs Posr-9/11
by Dattid L. Peterson
The events of September l lth generatLd a wide-ranging discussion on the values of urban centerc, dispersed communities, and the uses of technology in urban development. Six months later, much of the American real estate communitv
has returned to business as usual, but with an expanded awareness of possibilities and risks.
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Order your single copies €t subsciptions below ot online at w7t)w.cre.org
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Single copies @ $15 (+ shiryirg: $3 U.5.; $6 Iorcign).
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AN INrnooucnoN

ro Srn.Lrrclc FlcrLItIts PIINNINc

by lohn R. Glogoln
Strategic facilities planning the process of aligning an organization's real estate assets to its business obiectivcs, is a
powerful but often untapped tool. In this article, the author explores how an effective strategy can help an organization
avoid costlv mistakes, better manage facility needs through periods ofcontraction as well as expansion, and, ultimately,
support the future Browth of the company.
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As the adage goes, "the only constant is change." For 27 r,ears,
Real Estste Issaes has been a constant source of ideas, insights, and methods,
assisting industry experts in meeting the challenges of a changing markL't.

Polaz:L Lt i'. Rhode lslarrr/ is a case rvhere the landorvner alleged that regulations had denied him the use of his propert)'
and interfered with his investment-backed expectations. Ultimately reaching the U.S. Supreme Court for opinion, the
majority's one clear holding is that pre-acquisition notice of land-use regulations does not bar a purchaser's inverse
condemnation lawsuit. However, this.ase leaves unansrvered, or at least un.lear, more questions than it cla fiesandit
is certain that the.re will be mrrre inl,erse condemnation litigation after P/rla::olo. By removing the pre-acquisition bar
and lowering the standard for establishinS that a claim is ripe, the Court has insured that it will have the opportunity to
address thc issues the author identifit's hcrein, as well as others in tht, eminent domain area.
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hy Gary L. Lo:off €r Shelby R. Lo:o.ff, CRE
Companit's that don't have experienced real estate prolessionals on their staff must rely heavily on their commercial
brokers, consultants, and attomeys as thr.y enter the "minefield" of commercial real estate tlansactions. Here the authors o{Ie'r guidelines fbr attornet,s and brokers reprcsentinB tenants in user-based corporate real estate transactions.
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Tur Iusun.excr lNousrnv Arrtn th1: PreNNr.tc ron rur Ftm.lnt by Frnnk Caruso
The attacks on the World Trade Center on September I l, 2(m1, sent shock waves throu8h

society and the business
communitv that will significantly impact the availabilitv and cost of insurance for years to come-it is no lonter busincss .rs usual. This author believes that an in-depth analysis of the consequences of these events and the resulting
markct rvill hopefully enablt, consumers to more acc-urately anticipate, plan, and budget lor insurance costs in the
futurc.
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Address

Htonsl Tnr,lsunrs e.No HrooeN Tners: A Nrw MrlNINc ro Dur DIrtcrNcr Arrcn JeNuenv 2002 &
How ro M,c.xr rHr Mosr or rHr BorroM-LrNE BENEFTTs or BnowNRtln Tlx Tnrln,rrrr & Accoul'nNc
br1

Brurc A. Ktyas
unlikelv that verv

Ciw I State I Ztp
Telephone

rvill ever find themselves choosing to be involvr.d in a transaction involving a post.r
propcrty for the brownfield cause. Ncvertheless, a numbcr of brown[ield laws have had widespread impacts that may

It

is

(erv pe,ople

also bc,ne[it even the n]ost mund.lne transactions. Here, this author discusses turo issues of interest to anyont' inr'olved
in acquiring or managing real estate: I ). $,hy the fedtra] brou,nlields legislation enacted on January 11, 2002, requires
more due diligence to discover and disclose cnvironmental liabilities on property; and,2). when there is something to
clisclose, how a few, often ovcrlooked b(rwnfield tricks-of-the-trade can bring real value to the bottom line.
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Onorn Bv: 7). zoeb: uttu,.cre.org; 2). phone:312.329.8427; 3). fax: 312.329.8881;
4). mail: The Couttselors o.f Renl Estatc, 430 N. Michigan At'e nue, Chitagtt, IL 60671
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Renl Estdte /ssriis publishes four times annuall), (Sprin& Summer, Fall, Winter). The journal reaches a Iucrative
segment of the real estate industry as well as a representative cross section of professionals in related industries.
Srrbscriherq to R,,a/ l-{trf. I{sr./,,s lREI) are primarily the owners, chairmen, presidents, and vice presidents of real
estate companies, financial corporations, propedy companies, banks, management companies, libraries, and REALTOR' boards throughout the country; professors and university personnel; and professionals in S&Ls, insurance companies, and law firms.
Rr4i Eslaf.'Issrss is published for the benefit of the CRE (Counselor of Real Estate) and other real estate professionals, planners, architects, developers, economists, government personnel, lawyers, and accountants. It focuses
on providing up-to-date information on problems and topics in the field of real estate.
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Manuscripts must be submitted via e-mail or disk (along u,ith hard copy) in IBM or PC format only-Mac
files cannot be accommodatedr .txt (text) file format or Word for Windows 6.0. All submitted materials, including
.tbstract, tL,xt and notc,s, are to be double-spaced. Number of manuscript pages is not to exceed 25 single-sided
sheets (approx. 7,000 rvords). Submit a 50- to loGword abstract* and a brief biographical statement, including
autho/s e-mail address. Computer-created charts/tables should be in separate files from article texl. (*l.f the
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2). Cra phics / illustrations are to be considercd as "Exhibits," numbered consecutivelv and submitted in a ti)rm
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compatible ONLY. DO NOT submit colorized computer files-the graphics must be created in grayscale or
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of the manuscript.
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Clarification Note: In the last issue, (Vol. 26, No..l), there was anommission in output on page 7{,lastbullet point, of Focrs o,l Ldgdllsslcsr
Prclt iory ReJl!:tiolts Inspicd hu th?Te orisl Atta.,t. Fulltext of the thtud bullet point under the "What We Know for Sure heading k lows:

r

A difticulty, ofcourse, is th€ (se€mingl), univ€Bal)client \a,hocomplains, "l pay 90 perent oimy letal bills for the finall0 percenl
of the leSalprotection I B€t." If the leSal profession is goi ng to perform adeguately in this sector, the client is toin8 to have to step
up tothe plate, too.In my view, this is a critical facior thatt{ill determine ih€ profile of many ofthe le8a I consequ ences resultint
from the tefforist attack. Putanother way,leaving th€ money tactorout, it isonethint lo pro(laim, "lt s€ems r\,e hav.'a problom
with Isaylcasualty clausesofour [say] Ieases." lt is qu ite another to negotiat€ (even b€ha een two parties, much less the multitudes
of parties r{ho have come to this realialion since September 11)clauses that willmake for more iust, orsimply morebusinesslike,

results.
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manuscripts are reviewed by three membe,rs of the editorial board with the author's name(s) kept anonvmous.
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possible date. Upon publication, copvright is held by The Counselors of Real Estate (Americar Society of Real
Estate Counselors). The publisher will not refuse any reasonable request by the author for permission to reproduce any of his / her cont butions to the joumal.
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There is now good reason for Ienders and borowers in the real estate finance market to be aware of and consciously
concemed with systemic risk. Whatever science we have in the forrn of models that seem appropriate to the task of
evaluating such risk should, of course, be used. It is likely, however, that what will tum out to be the most effective wav
of dealing with it will involve a good deal of subjective analysis. And a key element in such an analysis will be an
understanding ofhow the economy is evolving and what this implies with respect to the probabilities that have bearing
on loan performance. Such understanding should give rise to seruible subjective assessments that in the decisions they
underpin should translate into reasonable risk premiums. This, of course, implies upward pressure on loan rates in this
market. While it may not turn out exactly as it is portrayed in the textbook presentations of operation ofefficient financial
markets, the direction of change should be much the same.
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EDITOR'S STATEMENT - by Richard Marchitelli, CRE

l, s the adage gocs. "All good things must come to anend." And so, it
-fLis with regret I announce that Faye Porter, managing editor, has

@

decidt'd ttr end her tenure with Rerl Esfnk'lssrrs, after an almost 12-year
affiliation u,ith The Counselors. It is also an appropriate time to announce
that in the near future I n'ill be vacating the position ofeditor in chief. The
timing of our departure is unrelated: for me, it is simplv the "right time";
for Fave, there is a desire for more "non-working time" in her life, as she
also has a full-time position with another association publication. As we
pass the baton, I feel compelled to reflect on the last few years.
Eaolution. . . When I became editor in chief in l999, I in]erited a
publication with a rich 2.l-yc'ar history-a solid foundation upon u'hich
to build. Faye and I quickly recognized that rve shared a common vision,
enthusiasm, and commitment to REl. Fortunatelv, rve have been blessed
with supportive and dedicated editorial boards that have embodied the
same innor'.rtive spirit arrd oblectir es.
htttouation. . . Changes initiated were of both form and substance.
The format has seen the establishment of a branded look for REI as well
as the addition of two new departments that appear regularly at the end
of each issue. "Insiders' Perspectives" consist of timely discussions on
key industry issues. Experts in those fields have honored REI with their
commitment to author the columns on a consistent basis, including CREs
Hugh Kelly, RayTorto, Ken Riggs, Brick Howe, BjomHanson, and nonmember experts Peter Korpacz, Dale Reiss, Sam Zell, Robin Panovka,
and )ack Corgel. Chaired bv Maura Cochran, CRE, the "Resource Review" department was developed to provide a place for a practitioner to
espouse an opinion on a particular book, softrvarc' product, etc.
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the author base and improved the diversitv and flou'of manuscript
submissions. There are nou, a number of contacts and initiatives in plact'
so the pursuit of this objectivr. can go forward. At the same time and in
response to the overr.helming preference of our readers, we reaffirmed
the uniqueness of our niche-that the emphasis of REI would be on
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that Americans are watching more
television, rl,atching it more habituallv, more often alone and watching more prrograms that can be associated specificallv w.ith civic dis-

engagcmcnt. Television is thus .r
major factor in increasecl civil dis-

have one without the other. David
Steindl-Rast has written an anecdote: "even hermits have conven-

tions." His notion is that hermits
living in huts for 2,1davs *'ill then
congregate over a meal and share
"best practices" in

a

ion.

The m.rjor facttrr, hower er, is
age related. There is a long civic
generation, born between 1910 and
1940, who are substantially more
engaged in communitv affairs and
more trusting than those who are
v()unBer. Since na t ion.rl polling
began, this colrort has been e.xception.rllv civic, r'oting more, joining
more, reading more, trusting more,
and giving more. It is noteworthy
th.rt most of them did ntrt see their
first teleyision until tht'v were in
their late twenties. The younger
ag;e cohort, according to Putnam,
reads fewe r newspapers, signs
fewer petitions, votes less, r,olunteers less, attends church less, and
is demonstrably less civic-minded.
As a solution to the prroblem he
as diagnosed, Putnam suggests a
broad scale aSienda for soci.rl engineering. He recommends improved
civics educatiorr, more public service, more ertracurricular .rctivities, more settlement houses, more
day care at the work place, a clamp
down on urban sprawl, a religious
"great awakening," a mandated
reduction in television viewing,
more tlance groups and community sing-alongs, broader volunteer
participation in the political process, and the like.
Through his choice of title
alone, Putnam has made his point.
His book is high on the "most
quoted, Ieast read" list. We allneed
to be in various communities. We
also ne'ed to time to be alone. Someof
the great theologians, includ ing
Dietrich Bonhoeffet have written

Somc of lhe ch.r racteristics
Putnam cites mav be age related.
Young adults often drop out of
church until thev have, voung children, at which point thev find their
way back inttr those communities
once apiain. It is nruch easier for a
semi-retired 60-something to read
threc'daily nL'wspapers than a 30vear-old balanchg rvork, cou rtship,
and recreation. Sociologists have
rvritten profoundly about long societal swings in behavior.lust think
how we regarded ract', appropriate female behavior, dress, language, and smoking 40 vears ago.
Certainly, since September 11,
2001, the nation's deepest feelings
about patriotism, heroes, civility,
and community have come to the
surface for all of us, regardless of
our age cohort. I would state that
the terrorist attack on the World
Trade Center has made much of
Putnam's book less relevant.
Putnam's solutions would involve an enormous extension of
social control over the lives of private individuals, and they would
require massive government bureaucracies. There is no proof that
the benefits of his agenda would
outweigh the loss of libertv involved. The btrok is filled with inconsistencies. While it is probably
deploring that Ozzie and Harriet
havebeen replaced by theextended
Soprano family, it is also true that
Timothy McVeigh and hiscompanions plotted the Oklahoma City
tragedy in a bowling alley. One
must take care in becoming the arbiter of popular culture. Those
"good old bovs" in the Elk's Club

i2

inter-

esting views on black Americans,

women's rights, gay rights, and a
host ofotherissues.I think Putnam
should be carefulof what he wishes
for.*.,

boisterousfash-

engagem!-nt.

beautifully about the tension between
solitudeand communitv. We cannot

40 years ago had strange and
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EnaTNENT DoMATN
by Lara Wontnck

INTRODUCTION
The inherent right of the U.S. government to take private propertv is
acknowledged in the Fifth Amendment to the U.S. Constitution, which
states that "privatL. property [shall not] be taken for public use rvithout
iust compensation." This is known as the eminent domain clause.
There are sevt,ral bases upon which a propertv owner might challenge
the government's authority under the eminent domain clause. The most
Iikely challenge is that the compensation offered by the government is

inadequate;

it is not just. Another

possible challenge is that the

government's reason for having taken the property does not qualify as
a publicuse. This challenge is difficult to maintain, however, because the
standard used to determine the requirement of public use generally
favors the govemment. Both ofthese challenges assume that a takinghas
in fact occurred, an occurrence that is itself fretluentlv the subject of

Iitigation.
ABOUT THE AUTHOR
Lara Womack is nrt associatc prcfes,sor of brrsiness law ttl MiLldlc Tenncssee Statu Uni?ersitV. Shc rectit'ed lrcr
Ialp iegr*'.fiont lhc Uttizvrsitv ofTtu-
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The clearest cases of takings involve some phvsical intrusion upon land
by the government, but a physical intrusion is not always necessary. The
U.S. Supreme Court established in Polrrs-r7/t,nrria Coa/ Co. 2,. Mallorrr that
government action which does not actually encro.rch upon or result in
the physical occupation of propertv mav constitute a taking, and thus
trigger the requirement of lust compensation, if those actions substantially affect and Iimit the use of the property. When there is no encroachment or physical occupation, there are t$,o I\,avs in which a landon'ner
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can establish a taking. One altemative is to prove
that thev have been denied all economically beneficial or productivt use of the land. The second alternative inr.olves the application of three factors.
These are the regulation's economic affect on the
olvner, the extent to rvhich the regulation interferes

with the owner's reasonable

investment-backed

expectations and the character of the government

action. Collectivelv, these. are, known as the Perrn
Cerrfrar factors, a reference to the case in which they
u'ereestablished. When Iandovyners allege that regulations have denied them the use of their propertv,
or have interfered with their investment-backed
expectations, the actions are commonlv referred to
as inverse conde'mnation cases.

Palt::ttltt 2,. Rlrorle /slarrr/' is such a case. The petitioner, Anthony Palazzolo, owned a parcel of real
estate in Rhode Island, which was subiect to that
state's wetland regulations.i lt had been purchased
by a corporation, Shore Gardens,lnc. (SGI), in 1959.
That corporation was formed bv Palazzolo and
some associates. SCI made several attempts to develop the property. Because most of the property
rvas salt marsh and subject to tidal flooding, any

development would have required filling of the
land to some extent. Three different applications
we,re made to state agencies for approval to fill
substantial portions of the parcel. All three were
evt'ntuallv denit'd. At sonle point, Palazzolo bought
out his associates and became the sole shareholcler
in SCI.

In

1971, Rhode lsland created the Rhode lsland
Coastal Resources Management Council. The council, charged with protecting coastal properties, des-

ignated salt marshes as protected property and
limited development on such propertv. In 1978,
SG['s charter was revoked and, because he was the

sole shareholder, Palazzolo became the ow,ner of
the propertv bv operation of law. During the 1980s,
Palazzolo again made efforts to develop tht' propertv, but the council rejected his applications on two
occasions. At this point he filed suit in Rhode Island
state court, claiming that the council's regulations
constituted a taking of his propertv, entitling him to
,ust compensation.
The state trial court ruled against Palazzolo and the

Rhode Island Supreme Court affirmed that decision.' Mr. Palazzolo then appealed to the U.S, Supreme Court. The case raised three interrelated
issues. The first was whether the petitioner's claim
was ripe for review. The second was whether a
property owner should be barred from asserting a

2

There are ser.)eral bases upon tohich a

property o|oflef ntight challenge the
goaeflrrnent's authority undef the eminent
domain clause. The nost likely challenge is
that the compensation offered by the
goaen fieflt is inadequate; it is not just.
Another possible challenge is that the
goaeftiment's leaso fol haoing taken the
property does not qualify as a public use.
takings claim when the regulations in question were
already in effect at the time the property was acquired. The third was whether the propertv orvner
in this case had been denied of all economically
beneficial use. Of these three issues, the one that has

the greatest potential to impact the progress of
environmental regulations is the second. Prior to
Palazzttltt, manv lower courts had ruled that preacquisition notice was a bar to inverse condemnation proceedings. This case holds to the contrarv,
and so allon,s regulations of any tvpe to be chalIenged for longer periods of time.
ISSUE ONE: RIPENESS
The first isstre addressed by the Court was n hether
thr. petitioner's claim was ripe for review. The

ripeness doctrine is an extension of the gene'ral
polic-v that courts in the U.S. do not function in an
advisorv capacitv. Their rvill hear cases onlv when
presented with a present case or controversy. [f a
case is brought too early, it is not vet ripe for
adludication.n The ripeness doctrine prevents courts
fromengaging in premature ad judication and, where
the legitimacy of an administrative agencv regulation is at issue, also protects the agency from judicial
interl'erence rvhile its decisions are still being formulated.T

In Pala::olo, the ripeness issue turned upon n hether
the govemment agency charged with implementing the regulations had reached a final decision on
the application of those regulations to this particular parcel of property. The Rhode Island Supreme
Court had ruled against Palazzolo on this issue. It
acknowledged that at least four different applications to fill the land had been filed, eitherby Palazzolo
personallv or bv SGl, and that all had been denied,
but noted that these involved filling all or substanhallv all of the rvetlands portion (18 acres) of the
propertv. Further, none of these applications mentioned the particular development that Palazzolo
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obert D. Putnam, a professor of
public policv at Han .rrd and president of the American Politic,rl Sci-

\

I
!

ence Association, chose the rather
flip title, Borr'/irrg Alorrr', for his treahse on the Jcclint,trf "social capital" in America. He defines social

capital as connections among individuals, or social networking, and
As Rmiezoed by
Bowen H.'tsuzz" McCoy, CRE
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the norm of reciprocitv and trustworthiness that arise from them.
We CREs are rvell .rware of the
trust and reciprocitv which arises
from networking among professionals of the highest standing; and
it is unlikely those of us who are
active CREs would agree with
Putnam that there has been a serious decline in social capit.rl.
ln the first section of his
book, Putnam painsta kinglv
defines the decline in political, civic, and religious participation, as well as loss of
social capital in the workplace and in philanthropy
His research ranges from
the decline in bon,ling
leagues to decreases in
vote r participa tion,
church attend a nce,
bridge clubs, book
reading groups, and
the Iike.
ln the second section of
the book, Putnam claims to analyze the reasons for the decline in
sociability. He concludes that the
decline mav be apportioned as follows: pressure of time and money,
including tu,o-career families (10
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percent); subu rbaniza tion, commuting, and spravvl (10 percent);
television (25 percent); and the replacement of the civic generation
venerated bv Tom Brokaw bv their
less involved children and grandchildren-the "baby boomers" and
the "gen-X" (50 ptrcent). Miscellaneous other factors cited might

include higher divorce rates,
growth of the welfare state, globalization, antl the social turmoil
of the 1960s.

Television vieu,ing is thus
cited as a major factor in the decline in social capital. Putnam
quotes T.S. Eliot: "Television is a
medium of entertainment \^,hich
pcrmits millions of people to listen to the same joke at the same
time, and vet remain lonesonre." Putnam ci tes
statistics dopictingnegative
correlahons between television
watchingand vol-

U,

unteering, letter
writing to friends
and relatives, club
meeting attendance,
churchgoing, and basic civility ton.arcls others. He states that chronic
television watchers have
higher than usual incidents
of headaches, indigestion, and
sleeplessness. After reading this
book, one ponders whv Lydia
Pinckham's potion is not advertised on television. Putnam states

'

;l

referenced in his claim for compensation, a plan to
develop a 74Jot subdivision. Because Palazzolo had

not been denied an application for that particular
development, and because he had not pursued development options that were "less ambitious" than
those requiring fill of so much of the *,etlands area,
the state Supremt'Court ruled that his claim was not

construction companies. As existing credit facilities
expire, construction companies could be forced to
turn to expensive capital sources to mc.et working
capital needs. At the same time, insurance costs are
rising, putting greater financial pressure on the sector.

ripe.3

The U.S. Supreme Court disagreed lvith the Rhode
lsland Supreme Court on this issue. As to the determination that the particular development upon
which Palazzolo had based hisclaim was not rr'flected
in the applications, the Court stated that, under these
circumstances, it was not necessarv for an application of that tvpe to have been filed. Palazzolo had
been denied an application to fill the property. Since
filling would have been a prerequisite to tht, 74lot

CONCLUSION
ln summary, the real estate markets will be challenging for the foreseeable future. Just when some in the

industry were starting to believe that the nature of
the sector had changed from a volatile, cvclical industry to a more stable sector, the cvcle rolled through
again. Yet, there are reasons to be hopeful: Housing
markets appear robust. Today, as corporations begin to emerge from the recession, they see a market
retumed totherent levels of 1999-2000 and, for manv
tenants, that means there are space bargains to be
had. It won't take too long for corporate expansion to
begin again in earnest .rnd put in motion a more
modest pace of growth in the real estate, sector.REl

development, it was clear that the development
itself would also have been prohibited.'

ls globnl lmdtr ofErnsf fi Yoturg's Real
Estste llractict. She is ltasd itt tlrc firm's Ntto York offict.

Dale Anne Reiss
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cations to develop the wetlands portion. While
Palazzolo's applications had involved the developmentof all, or substantially all, of this portion, itwas
not the size of the area covered which provided the
basis of the denial. The applications were denied
because thev did not proposr. an activitv that the
state agency considered a compelling public purpose. There was no indication that the applications
would have been accepted if the development proposed had occupied a smaller area. The agencv had
clearlv communicated that it would allow no filling,
and therefore no development, of the n etlands for
any purpose, no matter how small or large the
portion of the wetlands to be affected. The Court
ruled that it was not necessarv for additional applications covering smaller portions of the wetlands be
filed in order to establish the ripeness of the claim.r"
As to the uplands portion ofPalazzolo's property,
the Court explained that some doubt must exist as to
the value of this portion of the property in order for
the state to succeed on its argument that the takings
claim was not ripe. The record reflected that all of
the parties had accepted and subsequently cited
uncontested testimony that the estimated value of

50

ISSUE TWO: PRE-ACQUISITION NOTICE
The pre-acquisition notice of the regulations as a bar
to inverse condemnation procec.dings was the second issue addressed bv the Court. Becaust' ['alazzolo

had become the owner of the properti,aftt'r the
regulations in tluestion became effective, the state
courts had rejected his claim that he had been deprived of all beneficial use of the propertv. Those
courts reasoned that, since the regulations pre-dated
Palazzolo's acquisition of the property, he had never
had the right kr fill the property, and so it could not
have been taken from him. Further, according to the
state courts, the existence of the regulations defeated Palazzolo's claim that he had reasonable

investment-backed expectations in the property.
The Supreme Court focused more extensively on
the state court's holding that the claim was not ripe
because Palazzolo had not filed applications to develop a smaller portion of his properfu. The propertv did not consist entirelv of wetlands. There rvas
also a portion of upland property, the devekrpment
of which would not have been subject to thc. same
degree of restriction as the wetlands portion. The
Court first addressed the need for additional appli-

ABOUT OUR FEATURED COLUMNIST
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this portion of the property was $200,000. Having
accepted this estimate, the state could not later
claim that the value was unknown. The Supreme
Court ruled that Palazzolo's claim was ripe for
adjudication.'r
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Since he had notice of the regulations, he could not

reasonably have' expected kr fill and develop the
property.rl
The U.S. Supreme Court approached the pre-acquisition notice issue differently from the state courts.
Rather than inte'rtwining it with the issues of depri-

vation of all beneficial use and interference with
reasonable investment-backed expectations, the
Court vieu'ed the notice issue as a preliminarv one,
much like that of ripeness. [t also reduced the state
courts' treatment of notice to one sin6;le rule: A
purchaser or a successive title holder like petitioner
is deemed to have notice of an earlier-enacted restriction and is barred from claiming that it effects a
taking.'r
The Court found fault with such a broad rule. It
explained that if this rule were applied, transfers of
propertv after the enactment of land-use regulations would absolve the Elovernment of its obligations under the eminent domain clause, without
inquiry into how extreme or unreasonable those
regulations were. If regulations are unreasonable,
and constitute a taking, they do not become reasonable with the passage of time or the passagt of title
b the property affected.rl

In rejecting the state courts' pre-acquisition rule,
the Court noted the effect that it would have had on
those who acquire title to property by some means
other than an arm's lenp;th sale. The holding, however, does not appear to be based upon the manner in which title is acquirecl. The Court cited the

3

example of the individual whose property becomes
subject to regulations, but *,ho dics before an inverse conclemnation claim can become ripe. Under

the Rhode Island rule, the heir to that property
would lose the right to claim compensation even if
the clainr clid progress to the point of ripeness after
the origirral onner's death. This, the Court concluded, u,ould result in a windfall for the government. But the Court also specifically mentioned the
effect that the Rhode Island rule would have on
those owners who need to sell contrasted with thosewith sufficient resources to hold on to propertv.ro lts
reiection of the rule rvas not limited to those situations in which title passes by inheritance, or by
operati(rn o[ law, as in Ptlazzolo.
While seeming to make no distinction based upon
the manner in lvhich title is passed, the Court clid
make clear that its holding in this regard was not
broad enough to apply to those cases involving a
phvsical invasion of property. In such cases, tht,
right to compensation is not passed to a subsequent
owner. The difference, the Court explained, is based
upon tht manner in which the claim becomes ripe.
When there is a phvsical invasion of property, the
fact and extent of the taking are known at that time.
When tlre impact on the propertv is regulatorv in
nature, it mav not be known until a future point that
a taking has occurred.r" Thus, it is the party who
owns the property at the time the claim becomes
ripe who mav bring the action, not necessarily the
partv wlro olvned the propertv at the time the
takings process began.

Many consider this issue to be the one with the
greatest implications for both landowners and those
advocating land-use regulations. The holding that
notice is not an absolute bar to an inverse condemnation case n ill be of assistance to those who purchase property already subject to extensive regulations. Although those purchasers still have to carry
the burden of proving that the regulations constitute a taking, thev norv have greater opportunitv to
initiate larvsuits. Most lower courts had refused to
consider the merits of such cases, holding instead
that purchasers who took with notice of the regulations were barred from making the claims at all.
Knou,ing that litigation is more likelv, governmental agencies may now weaken their regulations and
allow more development, an outcome of particular
concern to those who support the use of regulations

for enr.i ronmental reasons.

r:

This part of the ruling has already begun to affect
other litigation.In McQuetn t,. South Cnrolina Dept.

.l

o_f

Palazzolo leazses unanswered, ot at least
,urcleaL ,nore questiofls than it clarifies.
The one clear holding in the

majority

opittion is that pre-acquisitiofl notice of
lanel-use regulations cloes not bar a
p ur ch

aser's ina e rse c onde nut at i o n I a\o sui t.

Houeaer, seueral questions lemain opcrt.
Hedth nntl Ertlirtttmrctrtal Cottrol, a landowner had
purchased propertv that had been affected bv developmental regulation forovera century. The state
Supreme Court ruled that the pre-existing regulations defeated the landowner's investment-backed
expectations, and thus defeated his claim that a
taking had occurred.r' The dav following its opinion in Palnz:olo, the Court remanded this case to the
South Carolina Supreme Court."'
ISSUE THREE: THE MERITS
Having determinecl that Palazzolo's claim was ripe,

and that it was not barred bv his pre-acquisition
notice of the regulations, the Court then gave some
attention to the mt,rits of his claim that the regulatiorrs had resulted in a taking of his propertv.

As noted above, there are two wavs in which a
landowner can succeed in the claim that land-use
regulations have resulted in a taking of their propertv. One is to establish that thev have been deprived of all economicallv beneficiallv use of the
propertv. The other is to establish that a taking has
occurred by application of the Penn Central factors.
In Pnlr::o/o, the state Supreme Court found against
the landowner on both claims, but intertwined these
issues with that of pre-acquisition notice. The Supreme Court took a different approach. After ruling
that the' landowner could proceed to the merits of
hisclaim, itruled thattherehadbcc.nnodeprivation
of the economic benefit, but that the Perln Ccnlrnl
claim had not been adequatelv examined bv the
Court below.
On the issue of whether he had been deprived of all
economicallv beneficial use, the verv fact that had
w,orked in fal,or of Mr. Palazzolo during the Court's
analysis of the ripeness issue, worked against him.

The Court determined that he had not been deprived ofall economically beneficialuse because the
uplands portion of the propertv had an established
value of $200,000. This value, the Court concluded,
was more than a token interest.rncl did not leave the
parcel economically idle. On this point, the U.S.
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equity mav be headed abroad. For
an insight into where the opportunities miBht be for
these funds and others in the future,let's look at the
major sectors of the real estate economv.

the Iack of terrorism insurance is impacting the sales

RESIDENTIAL
After a decade of steady growth, the construction
market is expected to slow but homebuilders are shll
likelv to prosper from strength in the single-family

In the industrial market, the sluggish economv is

60 percent of this

home construction market. Lon.mortgage rates have
brought a surge in refinancing. Last vear, new home

sales increased against expectations. The 946,000
units sold during December 2001 were tht' fastest
pace of sales since the beginning of the vear. Sales for
2001 hit a new record of 5.25 million units, an extraorclinarv performance considering that the economy
was in recession for 10 months out of the year. That

performance is expected to continue, albeit at
slower pace.

a

In the multi-familv housing sector, apartment condi-

tions are softening. The National Multi Housing
Council's market index fell for the 6th consecutive
quarter to the lowest reading in the survev's twoand-a-half vear history. Hardest hit are the luxurv
buildings in downtown areas. Managers are reporting occupancy rates in the 85 percent range-the
lowest since the recession of the early 1990s. As the
economic slump continues, roommate doubling-up
is increasing and vounger adults are moving back
home. Marginally maintained units or properties
saddled with poor leasing agents will suffer. Look
for the recession to weed-out poorly capitalized, less
efficient operabrs.
OFFICE & INDUSTRIAL
Companies have quickly responded to the slowing
economy by placing their excess space on the market
for sublease. This poses one of the real estate
industry's biggest problems. Subleased space----of-

fered at substantiallv discounted rents-is putting
pressure on asking rents for primary space. National
office vacancy rates soared to 13 percent in the later
partof2001 and are expected to continue to risebefore
peaking later this vear. At the same hme, the cost of
ownership is rising. Post-9/ 11, security has become a
way of life and an increased cost. Firms across the
country are reevaluating and shoring up their securitv protocols and infrastructures. Propertv-insurance premiums have also increased. Additionally,
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and financing of major properties. Increasingly, office landlords are passing along additional expenses
for securitv and insurance to tenants.

having somewhat of a negative impact. Many corporations are divesting excess facilities-a major shift
from the last five vears, where manv ctrmpanies
lvere franticallv seeking nen, space. Ho$'ever, this in

tum is providing the opportunity for real

estate

operators with skills to reposition assets.

HOSPITALITY
Lodging is among the most vulnerable real estate
sectors in economic downturns. U.S. hotel room
revenues fell almost 7 percent in 2001-more than
twice that predicted by analysts. The post-9 / 11 travel
crisis hurt an industrv already hit hard bv the economic slou,dou,n. U.S. revenue per available room
(RevPAR) showed the worst decline in 34 vears.
Analysts predict U.S. hotel occupancy levels for2002
will be flat to slightly higher than 2001. Many hotel
operators have been cutting costs and renegotiating
loan covenants in an effort to preserve cash and
avoid bankruptcy. Only those with the strongest
balance sheets will be in a position to weather the
coming year and so it is likely that some will become
acquisition candidates.

RETAIL
While the retail propertv sector continues to weather
the nation's current recession, the outlook is not
entirelv cloud-free. Unlike past recessions, t'onsumer
spending this time around appears strong. Should
the recession deepen, and consumers scale back
spending, more retailers could feel the brunt of the
downturn. Mall owners should be cautious. Kmart
has filed for Chapter 11 and u,ill shutter 300 stores.
Dillard's and The Gap also continue to struggle.
Toys "R" Us recentlv announced plans to close 64
under performing stores and eliminate 1,900 iobs.
Cinemas are also closing their doors. Crocery-anchored shopping centers mav see more appeal because thev.rre perceived as largelv recession-proof.

CONSTRUCTION
Finally, construction companies are also facing challenges from the sluggish economy. Manv banks are
no longer offering rvorking capital credit [.icilities to

-19

Supreme Court found itself in agreement with the
state Supreme Court.:n

INSIDER'S PERSPECTIVE

The state Supreme Court, however, had not evaluated the merits of the landowner's claim under the
lL rrr Cr'rrlrnl fackrrs. Although thc majorilv opinion
gives no guidance in how those factors ought to be
applied in this case, its ultimate conclusion rvas the
case should be remanded for that purpose.rl

FOCUS ON THE MARKETS
CunllnNcEs & OpponruNrrrrs MaRx REnr Esrnrr Srcron
lrrT

T

Arrtr'

Drtir'

/iL'iss

ven though the natir'rnal real estate market maintained trluilibrium throughout most of the 1990s, the suclden slump the national t'conomy underwent
in 2001 has placecl significant stress on manv segments of the real estate market.
As a result, the real estate industrv in 2002 is fraught rvith challenges. Adding
b the challengcs facing the industry as a whole has been the ongoing impact
from the Septt'mber 11 tragedies and the continuirrg fallout from the Enron

f,
!

,

I

I

/

debacle.
September 11, in particular, continues to r.lttle the real estate, industry. After the

initial shock over the vulnerability of ont'of the'world's most visible structures-and resulting questions as to whether tenants would ever again go back
into tallbuildings-it is clear that high profile buildings have not witnessed a
mass t'xodus. Hou'er.er, issues of securitr,(too much or too li ttle? ) r'r,eigh heavv
among owners oI such buildings. The resulting uncertaintv over the avai]ability
of adequate insurance c()verage against acts of terrorism also threatens to cast
a pall over the ownership of high-end office buildings, malls, and even hotels.
Many on,ners of real estate and high-end users, especially Fortune 500 corporations, are conducting threat assessment and security audits to determine their
vulnerabilitv to deVastating events. For real estate investors this has added a
net, risk profile beyonci the typical real estate risk tlrey havt' learned to
undern,rite. Now thev must also learn to underwrite against potential loss.
The threat is not always from physical attack. The Enron debacle has shown
how one corporation can turn an entire stock market-not iust its industry
sector-upside do$'n. As manv other corporations that entered into svnthetic
lease transactions in tht' 1980s and 1990s are nou, finding out, even legitimate,
accepted financial vehiclt's can become tainted if they are misused. One of the
major clominoes to come crashing dorl,n on real estate from Enron is that
synthetic leases are now tainted in the eves of investors. lt will be difficult for
some public corporations to execute such transactions in the future without
attractinB skepticism fronr Wall Street. Yet, now more than ever, corporations
are under pressure to monetize their real estate assets and unlock capital to fuel
corporate growth in the next economic expansion. Likely manv will fall back on
the more traditional sale/leaseback (despite its increased cost to the shareholder) or an outright sale-with its uncertainty of being able to control the
space being leasc'd.
The briBht side

b

the cu rrc.nt market is that where there are challenges there are

also opportunitiL's. A recent survcy by Ernst & Young revealed that private
equitv funds-also knon,n as opportunitv funds-are holding about $20 billion
in equity for investment in real estate over the ntxt 24 months or so. This is a
huge investment pool even when viewed globally, as the survev suggests that

l8
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UNANSWERED QUESTIONS
There are two inrportant questions left unanswered
bv the majority opinion in Polaz:olo. One is onlv
identified in the opinion, and the other is explored

in more than one of the separate opinions, both
concurring and dissenting. ln addition, the patchwork of separate opinions in the case suggests that
the entire subject of regulat6ry takings is far from
settled,
The first unanswered question is presented in the

majority opinion. In arguing that he had been denied all economicallv beneficial use ofhis property,
Palazzolo attempted to segregat€' the uplands portion of his property, which had an established value
of $200,000, from the wetlands portion, n,hich rvas
much more heavily regulated. This would have
allowed him to more effectively argue that the
w,etlands portion had been taken, even though the
upland portion retained some value. The Court
would not allow him to pursuc this argument,
hou'ever, because he had not pursued it in the state
courts.l:

Three of the justices offered further comment on

this matter. In her concurring opinion, Justice.
O'Connor stated that the timing of the regulations
to the acquisition of the property should not be
considered immaterial; it should help to shape the
reasonableness of the property orvner's expectations. Justice Breyer, writing separatelv, agreed.
Scalia also discussed this issue in his concurring
opinion, but reached a different conclusion from
O'Connor's. Scalia stated that restrictions in existence at the time title i!'as acquired should have no
bearing on the determination of u,hether a taking
has occurred.
There u,ere a total of six opinions written in Pala::o/o.
These reflect an array of views orr the two primarv

issues involved in the case-ripeness and pre-acquisition notice as a bar. A bare majoritv of fivt,
justices agreed that the case was ripre and that notice

was not a bar to an inverse conde.mnation action.
Those fiye were Kennedv, Rehnquist, O'Connor,
Scalia, and Thomas. Another justice, Stevens, joined
with that Broup on the ripeness issue, but n,rote a
separate opinion in u,hich he dissented on the notice
issue. O'Connor and Scalia both wrote separate

opinions to expand upon the impact that notice.
might havt'on.1 propertv owner's reasonable investment-backed expectations. Cinsberg wrote a
dissenting opinion, in which sht' u,as joined bv
Souter and Breyer. They concluded that the case
was not ripe for review, but Breyer also wrote a
separate dissent in which he agreed with O'Connor
on the notice issue. This f ragmented approach should

raise concern with both those who promott the use

Although it rejected his attempt k) segregate the
propertv, the Court recognized that this argument,
when presented in the correct manler, might be
meritorious. Some previous cases have indicated
that the extent of deprivation caused bv a regulation
must be measured against the value of the whole
propertv, but other cases have questioned the logic
of that rule. Acknowledging all of this, the Court
shll refused to consider the argument, leaving the
issue open for debate in subsequent cases.r' This
issue n,as not further discussed in any of the five
rrther trpinions that werc wrilten.
Another important issue is raised bv the majoritv
opinion, but then left to be resolved by the lower
courts. That is the extent to which the propertv
o\1,ner's pre-acquisihon notice of the regulations affects their reasonable investment-backed expectations. The majority opinion clearly states that preacquisition notice is not a bar to an inverse condemnation case,butBiveno further guidance on theissue.
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of regulations for environnrental pu rposes,.rnd those

who favor unrestricted developmont.

CONCLUSION
Pnla:zolo leaves unanswered, or at least unclear,
more questions than it clarifies. The one cltar hold-

ing in the majority opinion is that pre-acquisition
notice of land-use regulations does not bar a
purchaser's inverse condemnation lawsuit. Several
questions remain open. These include:
To what extent must a landowner pursuc' development possibilities, and be denied, before the
takings claim becomes ripe? A total of six of the,
justicts ruled that this particular case was ripe.
This indicates that it is not necL'ssary to pursuc
and be denied development possibilities to the
extent previously believed, but the case gives

Iittle or no guidance for future petitioners to
determine whether thev vvill be deemed to have
satisfied the ripeness standard.

To n,hat exte.nt will the pre-acquisition notice'
defeat the purchaser's claim that the re'gulations

interfered with their reasonable investmentbackod expectations? O'Connor's opinion suggests that such notice should have some bearing
on the outcome, whik, Scalia's suggests that it
should not.

Will future inverse condemnation petitioners

br.

allorved to segregate land and successfullv claim
that regulations have resulted in a taking of ont,
portion, even though the other portion retains
some economicallv beneficial use? This question

19. McQue.n t'. South Carolina Dtpt. of Health d d E l,ironmenlal
Cont rol, l2l 5.Ct. 2581, 1 50 L.Ed 2d. 7 42, 2001 U.S. LEXIS.1949,
(2001).

20. Palazzolo, 121 S.Ct. at 2465.
21. ln September of 2001, the Rhode Island Supreme Court
remanded thecase totheSuperiorCourt for the Penn Central
analysis. Palazzoht
Rhodt lsland,785 A.2d 561, 2001 R.l.
LEXIS 210 (2001).
22. Palazzolo,l2l S.Ct. at 2,165.
23. Id.
24. See, Mark J. Zimmermann, "Deosion of Note: Supreme
Court Cfarifies Takings Claus€." Ent'ironmenlal Complianct
and Liti'3tion Stralrgy, July 2001, p.4.

t.

Northern Nen.Jersev comes in at the bottom of the
list, w.hich, given the sorting, is actually a good thing.
This market saw an 11 percent increase between the
4th quarter of 2000 and tht' .lth quarter of 2001.
Compared to the other markets, this growth would
seem to be overstated-perhaps some calculation or
nunlerical error. Ho\1'ever, much of this grorvth
happened in the last two quarters of 2001, and was
mostlv a function of an influx of demand.

was clearly identified in the majority opinion,
but no possiblc answers were offered.

In their Prdcis reports, Economy.com notes that in
the Jersey City MSA, industry payrolls grew 11

What is abundantly clear is that there will be more
inverse condemnation litigation after Palnzzolo. By
removing the pre-acquisition bar and lou,ering the
standard for est.-rblishing that a claim is ripe, the
Court has insured that it will have the opportunitv
to address those issues identified herein, as w,ell as
others in the eminent domain area.rl *u,

percent between August and December in 2001 because of Manhattan relocations. Also, the 4th cluarter
employment datashows a 12.6 percent growth (4750
jobs) in the FIRE sector in the 4thquarter after growing between 2 percent to 3 percentper quarter for last
few years. Across the six metropolitan areas we call
Northern Nerv Jersev, 11,115 FIRE sector jobs u,ere
added in the,lth quarter, after average growth of
between 1,000 to 2,000 jobs per quarter since 1998.

Overall 2001 rlas as bad as 2000 was Bood. But the
numbers show great variation around the country.
For 2002 the numbers should be tamer!*.,
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TW Rent Index
by Market Sorted by
Market Name

Albuquerque
Aflanta
Austin
Baltimore
Boston
Charlotte
Chicago
Cincinnati
Cleveland
Columbus
Dallas
Oenver
Detroit

Forl Lauderdale
Forl Worth
Fresno
Hartford

Honolulu
Houston
lndianapolis
Jacksonville
Kansas City
Las Vegas
Long lsland
Los Angeles

I

20.96
19.70
22.

31.75
18.03

19 37
16.96

2001 2
14 56
20 92

22.79
23.54
37 55

21.51

16 16
19 79

20 05

18 31

'18 10

18.39
22
18 87

18.15

20 13

23 20
'19 56
19 78

220o

22.79
25.74

17 00
16 32
18 03
25 38
18 99
14.23
17.79
14 92
24 46
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23.81

25.15

16.71
16.09
17 10
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14.23
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19.51

Six Month
Chanoe
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Chanoe
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2.9.4

19.4'l
24 74
19 57
22 03

19.28
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19.63
16.70
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16.23

12.42

26.44

20.15
21.94
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1.8%
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-11.1%

-3i%
-23
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26.40
19.62
19.55

20.27
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25.44
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predictd in the

At the time of this writing, six months have passed since the events of
September 11. It is becoming increasingly possible to sort out short-term
from long-term cffects on America's real estate sector. Also, as the
months have passed, other [actors have entered the already complicated
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22%
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ln some cases thry are different fom ulnt had
intmedintt ofternath of 9l-11.
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Six montln after the ettents of Septenfuer 11,2001, we art begimting to
see the dim outlines of longtr-term trends at'fecting Americnn real cstate
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Minneapolis
Nashville
New York
Northern New Jersey
Oakland
Oklahoma City
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Orlando
Philadelphia
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Natrona Model

14.m

246/

23.06

Riverside
Sacl'amento
Salt Lake City
San Diego
San Francisco
San Jose
Seattle
St. Louia
Stamford
Tampa
Tucson
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Washington. D.C.
West Palm Beach
Westchester County
Wilmington

2000 4

23.65
42 30
18 22
23 49

Miamr

Portland

I

2AA1 4
14 3a

2002

equation. The FY 2003 Federal Budget appears likelv to substitute
spending on Homeland Securitv for spending on more traditional
programs that have benefited cities and urban areas. The accounting
issues surrounding the Enron collapse have clouded the future for
American real estate-and the corporate sector in general-in many
ways more pervasively than the events of 9 / 11. It's becoming apparent
that the targets of terrorism are moving targets. As one set of targets is
secured and protected, others rise to prominence.
As one example of how short-term thinking evolves into longer-term
thinking, witness the changes in attitude about the rebuilding of the
World Trade Center 7 site. In February 2002, the Nezu York Timas
editorially expressed concern that Larry Silverstein r,r'as moving ahead
"too fast" to rebuild there, suggesting that he should wait until more
comprehensive planning input had been received for the site. This
marks an attitude change from late September 2001, when public
opinion questioned whether he u'ould ever rebuild. It also represents a
change in perspective from late 2001, when the Nezl York Post worried,
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in its "Attack of the Planners" editorial, about all the

planners and designers who had stcpped forward
with proposals for rebuilding of tht' Trade Center
site and Lorver Manhattan more generallv.
These local and global crosscurrents provide a good

backdrop for analvzing American real estate's future in thc. post-9 / I 1 era. lrr the past six months, a lot
of commentary on this sr.rbject has appeared, in
print and online, prepared by respected analvsts
and special interest proponents alike. This article
tries to sort out meaning and direction from all the
commentarv and analvsis, and to provide mv best
guess as to u,here vve mav be headed.

ASKING THE RIGHT QUESTIONS
UnLlcrstoruling tht' Itttpncts of 9/11 requires
rck n nwnhu of int{related qucstiofls, ur a

of

tlnt u'e
taritty

suLtjects.

Each of the following trends

will be examined by

asking:

Six months aftel the erents

September

1.1,

of

2001, zoe are beginning
Exhibits 1 - 3

to see the dim outlincs of longer-tenn
trends affectitrg American real estdte.

Exhibit I

In some cases they are different lrorn
zuhat hatl beer predicted in the

32 50

National Office, Rent Index
Retreats to 1998-1999 levels

inrmediate aftennath of 9177.

.
'
'
'

Are they likelv to be short-term or long-term? Is
the trend merely an acceleration of something
that was alreadv happening?
[s it a reversal of a pre-September l1 trend?
Is it a totally new trend, not seen before?
Does the trend affect some cities and regions, all,
or just a few?
Is the "terrorism" issue a moving target?

As we succeed in protecting such targets as build-

ings, planes and nuclear power plants, will terrorism take other forrns and move to other locations-

bridges, subwav svstems, random individual
homes via bio-terror or chemical attacks-and how
does this movement affect our analysis and conclu-

sions?

itial statements irr the wake of 9/ 1l wereheavily
Patriotic (described bv one commentator as "brave
rhetoric"): "We will rebuild; we u'ill survive." Recent months havc. scen a shift in tone, toward more
"cold light of morning," a "recognizing the interests
of our shareholders" calculation of what is affordable and realistic, both short term and long. Government rebuilding promises seem to be shifting from
"ryhatever it takes" to "n,hatever's left, after homeland security expenc{itures," leaving state and local
Bovernm!'nts to shift for themselves in a weakened
economv.
In

And finally, as the months pass, more statistical
noise complicates the analvsis.
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Real estate activity is affected bv post-9 / I I trends,
but also bv the collapse of the dotcom boom, accentuated by the more recent "Enron chill" that has
been cast over investment more p;enerallv.
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SOME LESSONS FROM HISTORY
Histottl lns a mntber of ltssotrs to offcr. Anruicnns
hatt btttt r/ispcrsirrg thair c{ties.for decndls. Occasicrl
nlltl thtq hatr rr:huilt tfum. Tfu prasertt cot:l.cnts ttith
safehl nd connnutittl hnuc ret'it cd intercst in utritirrss
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Earlv '1990s

2001

Slock of offce space grew 93% rn preceding decade and
conlinued slrong for some time into early 1990s

+

Stock of office space grew 1406 rn precedrng decade and
market not gearing up to build much space

Offce using Job declines of 270.200 represenled a 3

+

Declines to date less severe but even if they come to
270.200 would represent only a 2 3% reductron

2o/o

reduction in employrhent base

+

Firms mostly lean and mean. fewer cuts to make post-

Demand groMh posl recession limited as firms became
lean and mean on space use

+

lecession howevet

Speculatrve leasing not a feature of market. wasn t
needed then always a developer ready to build

-

Iechnology boom in 2mO spurred speculative leasing
and rent spikes exacerbating 2001 declines

Exhihit 3

Rent Changes in
Selected Markets: 2001

The tragedy has brought back a number of familiar
faces from previous eras. The CPTED (crime prevention through environmental design) people are
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Americans have alwavs been ambivalent about their
cities and urban places. Thev mav enjov working in
tall ton ers in urban or suburb.rn office districts, but
many enjoy even more coming home to suburban or
ex-urban gated communities, far from their offices.
If, as some suggest, the events of September 11 u'ill
spur decentralization, that mercly continues a longterm trend that has bet'n in existence at least since
the inauguration of the Federal Defense lnterstate
Highway System of the 1950s, which was allegedly
funded to keep Americans safe, from ntrclear attack
on their cities.

back, wondering if their "defensible cities" principle's from 30 vears ago need to be retooled to
incorporate more anti-terrorism stratt'gies. The
1950's Civil Defense neighborhood watchers art'
back, often aided by closed circuit TV (CCTV)
neighborhood watch technologie's. Emergencv preparedness efforts are either back, or being mounted
for the first time-not just for earthquakes or floods,
but also for terrorist continBencies of all kinds.
And 40 years after the publication of her landmark
neighborhood/community-planninp; book, Dentlr
nnd Li.ft o.f Grt:nt Americnn Cif its, Jane Jacobs is back
in the news, advising a panel of Canadian major
city mayors on how thev can make their cities more
livable.
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Not yet making an appearance are the "bomb
shelter" people from the 1950s. Maybe thev've
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morphed into the rural survivalists in the caves of
Utah and the distant islands of British Columbia,
paving their bills bv teleworkir.rg and staffing call

FOCUS ON OFFICE MARKETS
hr1 Rntlntontl C.

7

aA t
\-

thing qualitativelv and quantitatively differentstrategizing about future urban form in an environment of great technological possibility, but also
pen,asive terrorist threat.

Hotel €t Conference - high-end luxury facilities
will be negatively affected; economv lociging is
expected to fare better. Videoconferencing u,ill

Individual American cities have, of cotrrse, rebuilt
thc,mselves in the past after major disasters-Chicago after the Fire of 1871, San Francisco after the

Torto, CRE
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n the tail end of double-digit rent growth in 2000, office rents declined
at a record pace in 2001. The TW Office Rent Index retreated to levels seen
at the end of 1999 (or 1998 levels when accounting for inflation). This decline
constituted a 10.9 percent decrease in the TW Rent Index for the year, bringing
the current level of the index 3.2 percent be.low the long-term real average. The
onlv previous vear with.r similar decline is 1992 u,hen the index dropped 10.6
percent.
While' the rates of declint are similar betwe,en 1992 and 2001, hou, the markets
entered into these declines is very different as are the growth paths for the
markets going forward. (See Exltiltit 1).

Office rents lvere brought dorvn to such low levels in the earlv 1990s bv the
convergence of excessive overbuilding over a number of years, reduced demand following a recession, and elements o[ corporate reorganization. While
there are some similarities, the rent declines seen in 2001 are driven bv a
different combination of the factorsseen in theearly 1990s, plussome new ones.
The following table highlights some of the different factors in each period,
noting the positive (+) and negative C) aspects of the rent declines in each
period.
In brief, the office market is not due for vears of continued rent declines as the
trends in supplv are not as extreme, while demand, from both a space use and
an economic perspective, is not likely to be hit as hard. The declines in 2001
were, in part, exacerbated bv tht, strong gains of 2000. With the supply and
economic conditions oi 2001 alone, the TW Rent Index would not have seen
such an intense decrease in 2001. (See Erhihit 2).

Looking at changes in individual markets in 2001, the usual suspects come in
at the top of the Iist when looking at year over year changes. The high profile
markets that exhibited rent surges in 2000 are generally those that saw the
largest rent declines in 2001. (Sat Etltibit 3).
Some cxceptions stand out, however. Colrrmbus is generallv not thought of as
a market driven by the high-tech sectors, but the TW Rent Index declined some
13 percent in 200l in this market. Here the culprit is largely supply, not demand,
with construction of nearly 1.8 million scluare feet last vear, in a market that
w.ould normallv deliver on the order of 700,000 square feet. Following a ferv

years of strongt'r than average construction in Columbus, rent growth in the
near term will be hampered by this excess supply.

l1

earthquake. But now we're talking about somc-

Retail Sector - major malls, especiallv those large
enough to serve as communitv gathering points,
willbe negatively affected. Online shopping will
continue its trend ofincreasing popularity. Neighborhood shopping n,ill benefi t from tht'increased
interest of people in neighborhood and community more generallv.

centers.

Recono Orrrcr RrNr DrclINES RECoRDED rN 2001

REAL EsTAr[

IssuEs, Spriflg

2002

Analysts have come to some tentative conclusions
regarding impacts bv propertv tvpe. Thev can be
summarized as follon,s:

be increasingly substituted for face-to-face meet-

WELCOME TO THE WORLD, AMERICA
As tt'c're lenrnittg frt)nt otlw tin,cs, iue'rt nlso
Iarnriug

fi

otrt trther plnces.

Much of the rest of the worlcl rvatches, perhaps a
littlt' bemusedly, as Americans now begin to worry
about things that have been front-page issues in
their countrie,s for vears. The Rtrsl/nrl Cities speaker
series at MIT examines the experiences of some, but
not all, of the cities that have "come back" from
disaster, or that have to Iive in a state of heightened
alert: London, Belfast, Berlin, Beirut, Tokyo, Kobe,
Sara jevo, Tel Aviv. Posl9 i 11 women's fashion
trends mav be coming from Israel as well as Milan
and Paris-office wear including gas masks as accessories, pants rather than skirts to facilitate diving
undcr desks, flats rather than heels to t,nable quick
evacuation from buildings.
DIFFERENT IMPACTS BY CITY, REGION, &
INDUSTRY
Inifial annlyses hat e bt,Sun to dttcuntent uho has lttttt
alftcted and hou' set crel1; hou, nnd for zlltont things
ha: clmrrgtLl, and in ruhat u,nys. It's a nixttl picturt,,
tL,ith sonrc clL'ar but sltt,cifi; nsgnliugs, nnd nnnv mort
suhtle positittt, trends.

The Milken lnstitute releasec], in January 2002, a
survey analyzing post-9 / 11 economic impacts, covering 315 U.S. metropolitan regions. It concludes
that impacts are likelv to be greater in the larger,
first-tier cities than in the smaller, lower-tier cities
and regions. As for industries, it concludes that the
hardest hit will be those tourism- and recreationdependent cities that depend on air traffic to deliver
customers. For example, Honolulu and Las Vegas
are likely to be harder hit than smaller, more regionally depende'nt tourist communities like Branson,
Missouri.
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ings-this an example of a tre'nd that

has besr
9/11 dc'r,ekrpments, not the least
of which was the highly-publicized "Video ReIief" effort by the major videoconference equipment suppliers. Thev provided free use of facilities to people, around the world who sought to
communicate with thcirloved onesand co-workers in Manhattan.
accc.lerated bv

Ofice - some rebuilding will take place in Manhattan. However, even in the metropolitan New
York region, the trend of relocation to and beyond the suburbs will continue and accelerate.
The chief executive of Tenantwise.com was
quoted in the Nea' Yorl Tirrrcs in late January
2002, saying that 23,000 New York City office
jobs went to the suburbs immediatelv following
the September 11 destruction of over 20 million
square feet of space (15 percent of downtown
Manhattan's supply), and that another 144,000
jobs were "in jeopardv in a second u'ave of
departures."

A careful reading of recent New York

suburban

relocation announcements reveals that sonre ofthese
departures arc following through on hedge invest-

ments made vears ago-like the Coldman Sachs
move to the Jersey City Colgatt, propertv it had
owned since 1999. Facilities such as these, perhaps
purchased originallv for back office expansion or
relocation, are no\{'being considered as well for
traditionally face-to-face front office activities like
equitv trading. Within the office category, the taller,
more prestigious trophv huildings will be less favored, with the lower-rise office park buildings
relativelv better off.

The reason now often given for moving to the
suburbs is "btrsiness continuity requirements." In

lavman's terms, that means not having workers and
operations dependent on iust one set of transportation, telecommunications, and electric power infrastructure. And that kind of diversification can often
be achieved even within a major metropolitan area,
as in the case of Morgan Stanley's diversification of

some of its Manhattan operations to Harrison,
Wcstchester Countv, NY or American Express' relocations to Parsippany, Morris Countv, New Jersev. In fact, it can be achieved within New York City
itsell as some Manhattan relocations to Queens and
Brooklyn attest.
The stock of telecommuting and tele'work has risen
since Septe.mber I 1. It rvas slowly rising, even before.

ll hasspurred a trend
that u,as alreadv evident. To the traditional advantages such as cost savings and added flexibility can
nowbe added the fact that "withthe threatofanthrax
.1ttacks...going to work at all (is)less appealing." And
in an ironic technological tn,ist, the "e.mplovee Iocator" software that n,as, six months a6;o, being rejected
as too intrusive on private liberties, is now being
touted as an emergencv preparedness technologv
that makes it easier to find employees after an emergenry. Taking this concept a step further, British
n,riter Stephen Craham reports that the UK is considering creation of "a national ID card scheme utilizing
smart card technologies which give the potential for
real-time human tracking and locating."
As with video-conferencing,9 /

Even if people's workplaces and residences are
dispersed, and their shopping is done online, there
will still be a need to gather, whether as tourists,
conventioneers, sports, or corporate event attendees. Therefore, public facilities, especiallv the trophy tourist attractions like Seattle's Space Needle
and major airports like Los Angeles (both reportedlv targded bv terrorists) will be most at risk, as
willpopular gathering places like metropolitan subway tunnels, stadia and arcnas, and major meeting
facilities and events (such as the Oscar and Emmv
aw,ard ceremonies).

For major office and public facility structures, the
increasing price, or even unavailabilitv, of terrorism

insurance, is a current issue for owners. Organizations like the National Association of Real Estate
Investment Trusts (NAREIT) are nlrrently petitioning Congress to help them out by providing subsidies. It's reported that, at least in New York City,
lack of such insurance n'ill a ffect or is already affecting "deal flow." Manv policies are reported to be

coming up for renewal and renegotiation in June
2002.

l()

While tsarions technologies fiay enhance

oul secuity, technology may not haae
such a positioe elfect ott redl estate
space rnarkets, and those

uho make

their lioitrg creating ,nore structures.
The lntemet reoolution has not been
c

aflcelled, j ust delay ed.

In late 2001, .r recession triggered bv "fear of flving"
negativelv affected regions that have a heavv concentration of the aircraft and aviation industries and
airline-related emplovment. Some but not all of
these will rebound as they benefit from the major
defense spending increases that Congress is expected to approve in 2002.

Added costs related to security will adversely affect
industrial and distributive industrv firms, more in
built-up central areas of large cities than in suburban and ex-urban environments, and Iower-profile,
lower-tier cities. Tulsa, Kansas City, Boise, RaleighDurham, and Hartford are cited as examples of the
types of cities that are likely to gain competitive
advantage in the years ahead.
WILL TECHNOLOGY COME TO OUR RESCUE?
The cities of the future uill be much morc tcchrrologylonded than thttse of tht'ltreseul;9/'11 acceltrated this
trod. thhile sonre deutlopers ard tnoners nmy benefit
from some of these technology tnfitsiotts, therl may ha a
nirrd blessing, and, oi,erall, hnr neSntilt consequr:nccs for real estate det'elopers.

We're reading these davs not onlv about the
"spread," "decentralized," "strategic," "defensible"
and "resilient" city, but also about the "smart" city,
or, as one re.port described it, "the intelligent citv
that senses danger." Some of the components of
such an intelligent city, which seems to mixOrwell's
1984 and RAND Corporation Strangeloveian fantasies, are closed circuit television (CCTV) cameras
that might be able to "read" terrorist faces; smart
reservoirs which could sense and report the presence of dangerous chemicals and perhaps also seal
and shut themselves down; smart bricks equipped
with sensors that could report bomb damage;
BombCADr! software that analyzes building designs for their likely explosion resistance. All this, in
addition to increased attention to basic building
securitv svstems to protect individual structures.
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conundrum for states and property owners which
can lead to the eventual decay in the qualitv of
services available in various communities.
a

Although there are manv issues the real estate industry must deal with in 2002, there are also reasons to
be optimistic. Foremost is the ongoing consumer
need for typical old economv purchases like homes,
automobiles and parts, furniture, appliances, and
other household goods. Consumers are still spending on these items, albeit modestly. In addition,
although nen, unemployment is stilloccurring, some
industries, like the airlines, are beginning to re-hire
some of the n orkers laid off last fall. Even Congress
has entered the picture bv passing an economic
stimulus package that allows businesses to take a 30
percent tax deduction in the first vear on the cost of
leasehold tenant improvement proiects undertaken
during the next three years.
And

as reported in the *,inter 2002 issue of the RERC
Rea/ Eslnfu, Repolt, there are some solid real estate

investment opportunities for the year ahead:

Core debt lending. Underwriters are carefully
being watched and monitored, and although real
estate retums aren't huge, core debt lending is
safe compared to other investments.
Leveraged-equity positions. Risk-adjusted total
returns of 15 percent or more are available rvith
leveraged-equity positions for capital-starved
propertv type5 in some markets.
Re-priced class A apartments. Lower rents and
higher vacancies todav should lead to opportunities later in the vear as these properties are repriced.
Well-located class

B

apartments. Current market

conditions and the expectation thateconomic recoverv will be slow make class B apartments a safe bet.
Leverage equity assets, Throwing cheap debt on
an existing well-leased 100 percent equity asset or
portfolio can n,ork to vour benefit if vou can
accept leverage.
Class A- office properties. Class A+ offices

class C is not a good deal, but finding something in
between, especiallv in battered markets like San

Francisco, Boston, and New York, could prove
profitable.

Well-leased commercial real estate. With 10vear treasuries at historical lows, the spread between commercial real estate vields and treasuries makes commercial real estate more attractive
today than 10 years ago. Unfortunately, the upside for asset and rent growth is not there as it u,as
in the ]ast recession.

Commercial mortgage-backed securities
(CMBS). B pieces and unrated tranches of CMBS
offer high risk-adjusted rates of return, although
there are onlv a few plavers.

Although I anticipate choppv waters ahead for the
next few quarters, commercial real estate is poisecl to
weather the storm. An economic recoverv is underwav, the stock market is beginning to rtbound, and

the housing market remains strong due to demographics and low interest rates. As the economv
continues to strengthen and market fundamentals
solidify, those with plt'n!v of capital will be ready to
make their move into those areas u,here demand is
increasing, probably in early 2003. Given recent news
events, however, itis important to add that theentire
U.S. e'conomic recoverv can be derailed in an instant
and the outlook would change if the violence in the
Middle East intensifies, if an oil crisis develops, or if
there are additional rvidespread terrorist attacksall of which could lead to a global recession.*u,

ABOUT OUR FEATURED COLUMNIST
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FOCUS ON INVESTMENT CONDITIONS
lNvesrupNr Pnosprcrs Srnl Brrnrc, nur Hore rs oN THE Honrzor.r
by Ktnntth P. Riggs, lr., CRE
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the fall of the tech sector, the September 11 terrorist attacks, and the decline
in the stock and bond markets weren't enough, now investors have to deal

rvith doubt associated n,ith the financial scandals accompanving industrv
giants like Enron, Global Crossing, Arthur Andc'rsen, and Wastc ManagemL'nt.
It's no wonder that real estate as an investmcnt looks good by comparison,
despite the millions of square feet of office and industrial space dumped back
into the market. As reported in the winter 2002 issue of the RERC Rc,a/ Esln&,
Rt'pttrt, " al least commercial real estate deals involvt tangible assets that are
what they are and cannot be rnasked in accounting mumbo jumbo."

In addition, real estate finds itself in a much stronger position during this
slowdown than it was in during the recession oftheearly 1990s. First, although
commercial real estate vacancies art'high, the supplv vs. demand equation is
more balanced than it was 10 years ago. Nerv construction has slowed, and
someolderand nearly obsolete commercial buildings are being taken out of the
market. Secondlv, the public market clisplav of real estate equities and debt is
being carefullv r'r'atched bv analysts, rating agencies, and investors, offering a
level of transparency that was unavailable 10 years ago. Finally, commercial
rcal estate is not over-leveraged, and there is licluiditv at a price.
That's not to say that investing in real estate is without risk. While real estate
may be positioned better than other investment vehicles to withstand the
uncertaintv brought on bv this economr., there are manv factors negatir,elv
affectinB retums. Safetv and security-issues brought to the forefront after the
terrorist attacks last fall-are detracting from performance as building owners
(at least initiallv) absorb the expenses associ.lted with securing office ventilation and water svstems, setting up electronic surveillance equipment, ancl / or
evaluating mail handling processes. Further, there have been numerous reports
of propertv and casualtv risk insurers charging 40 percent to 300 percent more
per premium than a vear ago. Such increases in expenses, along with a
noticeable downward shift in the amount of space that many businesses are
requiring in this tenants'market, all factor into reducing values.

Another concern is the fact that 45 of our 50 states are, facing budget deficits.
Since many states cannot operate at a deficit level and have already been
making drastic cuts in services, thev n,ill have little choice but to raise taxes
(either sale.s or property taxes, or both ). States like Pennsvlvania and Illinois are
already freezing various growth management initiatives, while Utah and
Wisconsin are cutting grants and other funds for open space purchases or
preservation. Propertv owners, hou,ever, are lodging their own rvars to have
rrlal estate. taxes reduced in the face of declining property values. This creates

.12
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While these technologies and others may enhance
our securitv, technologv mav not have such a
positive effect on real estate space markets and
those who make their living creating more structures. The [nternet revolution has not been cancelled, iust delaved. Online retailing is becoming
increasingly popular, though not all online retailers survived the late 90's shakeor.rt. Use of the
lntemet in business processes, so-called e-business, or business-to-business (B2B) applications,
makes it possible for office and manufacturing
users to make do with less, to squeeze more efficiency out of existing space, and to operate effectively with distributed networks of facilities. In
sum, even if the economv rebounds quicklv, real
estate recoverv mav lag bchind.

Harvard economists Glaeser and Shapiro have
concluded, in.r recent article, that effects of the
September 11 terrorism on American urban form
are likely to be minimal. Urban form is the sum of
vast amounts of in-place building stock and infrastructure. It changes slou,lv, perhaps even glaciallr',
and is moved in one direction or another by a
number of long-term and short-tcrm forccs. Terrorism is just onc more in a long list of these forcesand tven its impacts are'multi-directional.

SPRAWLING, BUT SMARTLY
Tht reatnl ittctttiotr thot lrns lttt,n ltaid to tht ttaluts Ltf
urhnn lipitts toill lcad, trot to nmssizte rebifth of ctnlral
r:ities, but rnther ttt inycasirgly irurot ntit t, attempts t(t
bll,td tfu btst .fefitures of urbnn litirtg into sulturltan nttl
ntral errrinttn.trrts. llrlrnrt.fitrnt takes shnpe slottltl, n ur
glacially; 9111 a,etrts nc one of ntuty itr.fluences on it.

Another controversial thread in the discourse is
the "end of the skvscraper" debate. ln an articlt'
written in late September, James Howard Kunstlc.r
and Nikos Salingaros argued that in the aftermath of
September 11, the skvscraper *'as "an experimental
building topology that failed," citing its wind shear
and fire hazard aspects, among other faults. California u,riter Joel Kotkin, on the other hand, says it's
verv much an American non-issue, since no American citv other than Charlotte, NC, added significantlv to its skvline during the.'90s- (This contrasts,
of course, with the situation in cities like Kuala
Lumpur, Malaysia, and Shanghai, whc're major
megastructures were completed during the de'

The debate has been joined betwec,n those who
favor continuing decentralization and those who
fee.l that the cultural, social, historical, and traditional values of major urban centers should be, preserved. The center city preservers have marshaled
comparative death counts, observing that more
people die in suburban traffic accidents in a given
ycar than perished in the World Trade Center disaster. Some, like planner Sanr Case,lla, argue that
scattered de'r,elopment does not necessarilv offer
more security, and call attention to the cost implications of a massive program of decentralization, and
the economic advantages of face-to-face human
interaction. They stress the longer term and indirect
negative impacts oI the suburban lifestyle, observing that it's our extreme auto and oil use that create
vulnerabilitv and dependeno, on Middle Eastern
oil and the' regimes that provide it.
Converselv, decentralization supporters advocate

"smart growth" or "new urbanism" solutions, development with low densitv but also multi-use centers that reduce the need for auto trips. Thev argue
that while, in the past, safety was enhanced by
people gathering together in large numbers, in
todav's world, and with today's thrc'ats----chemical
and biological as well as bombs-safetv isenhanced
by people spreading out and scattering, while retaining the abilitv to communicate with one another
by phone and Internet, radio, and TV.
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SKYSCRAPERS: HOW TALL IS TOO TALL?
Srptmther 17 ltLl to n great deal of tldtate on tlrc ftrturt
of skrlscrapers. The questiLtns renmin wtrtst tted,
thottgh nralysts ngree thtt t,nluts tt frophrt skysonpers ntny decline.

cade. )

It seems to be agreed that prospective tenants will
now see less prestige and more risk in rvhat had
been previously regarded as a high prestige, highrent building. However, there is less agreement on
the question of how tall is too t.-rll, oron whether tall
is the problem or tall plus something else. Recent
memos from the Al-Qaeda network, in fact, suggest
that they regard "sentimentalor svmbolic value" as
a targeting criterion-so that London's Big Ben, or
the Golden Gate Bridge, or other low-rise landmarks would be equallv or more at risk. As Neal
Peirce noted, "anv successful urban building that
makes a statement----economic, civic or artisticmav attract terrorist attack." The result could be, kr
quote British n,riter Ste'phen Graham, more "featureless, generic urban Iandscapes," with "relatively
anonymous, low-level, fortressed business spaces
that are heavilv networked bv multiple clata infrastructures."
In anv case, it is clear that major office build ings ancl
complexes lvill be u.ith us for the foreseeable future,

ll

though perhaps v.-rlued Iess highly and somewhat
differently than before 9/.11. However, office supplv and kasing trends plav out slowlv, at the margin, as leases expire, in large quantities of in-place
stock.

THROUGH THE FUTURE TO THE PAST:
A NEW MEDIEVALISM?
It nnrl bt inrportant or desirnblc to open up cities
tnd let thent brestht. This cnn tnke the fttrnr of
grudunl i t ut r -ci ty iccortstr uc t ion or nrc I ropolit nn
Llccetttrnli:ttion.

Finally, some analysts are noting that gradual, as
opposed kr cataclvsmic, deconstruction of some
dense inner citvenvironments canbe a "good thing."
The demolition of monster public housing prolects,
like St. Louis's Pruitt Igoe, provides one example of
the move tow.ard opening up and rebuilding neighborhoods at more human scale. Another example is
provided by the Deconstruction Enterprise initiative of the Washington-based Institute for Local
Self-Reliance, n,hich sponsors demonstration
projects and training to show inner-city residents
how,to cre,ate small businesses anci jobs by recycling and reusing materials from salvage and
c{econstruction projects.

SUMMARY & CONCLUSIONS
The short-term negative effects of 9/11 have been
rather localized, affecting real estate development
and management in a relatively small number of
cities and metropolitan areas-most notably New
York and Las Vegas. Tourism- and aviation-relatecl
properties have been affected negativelt,. Somc
symbolically important trophy properties have
suffered declines in value.
September 1'l caused the acceleration of some trencls
that had been slowly gathering force and momentum before the events of that date. Telework, online

shopping and video-conferencing gained in popr:larity. This has had negative consequences for traditional forms of officing, shopping, and meeting, but
has benefitecl developers and owners who have
been able to provide or tailor facilities to serve these
new tvpes of activitv.
From the perspective of "six months [ater," much of
the American real estate community has returned tcr
business as usual, n,ith buildings' functionalitv more
important than their images, and added costs of
operation being factored into values and calculations of rates of return.
The recent attention that hasbeen paid to the values

Writers like Steven lohnson and Dan Glover have
pointed out that this destruction of ton ers and other
dense development, to open up cities and let them
breathe, has its roots deep in urban history, citing
the example of Bologna, Italv in the 1300s, w,here
towers were topplc'd to good effect after 200 years of
high-density civilization. Thev note that this, together rvith the upsurge of communitvlevel neiBhborliness that others have noted, could be the beginning of a "new new urbanism" or a human-scale
"nerv medievalism."

of urban living rvill lead, not to massive rebirth of
central cities, but rather to increasingly innovative
attempts to blend the best features of urban living
into suburban and rural environments. To quote
San Jose's Dan Cillmor, "Emerging technology lvill
help bring virtually all of what makes cities great to
smaller places where people can live more sanelv,
not to mention more safelv."".,

Johnson cites as a model the distributed density of

the hill toh,ns of northern ltaly, suggesting that
relativelv more secure major cities of 2 million or
more could be formed as a network of smaller,

loosely integrated multi-use nodesof50,000- t 00,000
prersons each. In one sense, the model mav be medieval, but in other respects it mirrors the island-wide
ne'w town strate81, of the post-modern city-state of

they might) is that tht' markets have stayed quite
Iiquid throughout the nation, Ample and very cheap
debt capital is very much part of this reason. When
commercial propertv can be purchaseti at cap rates
of 9 percent - 10 percent, but mortgage debt is available at 7 perc!'nt, transaction markets can remain
healthv. (Sec Ethibit 3). And the reason k'nders can
put out mortSage money at 7 percent is that their
own cost of funds is even less. Erluity spreads, in fact,
u,idened sharplv over the coursc of 2001 and this is
an under-appreciated consequence of monetary
policy and a reason why real estate is not being
blamt'd for contributing to the 2001 recession.
Home values also were buoyed by low mortgage
rates. Freddie Mac reports that the average 30-ve;rr
fixecl rate mortgage for all of 2001 was 6.97 percent,
which helpecl push cxisting home sales up to a
record 5.25 million units. And, while new mortgage
originations for 2001 rvere a strong $882 billion, refinancing accounted for 55 percent of all mortgage
lending on one-to-four family residential properties,
a total of$1,149 billion in such loans, according to the
Mortgage Bankers Association of America. That represented a huge cash infusion for the economy, and
makes the extraordinarv performance of the consume.r sector much more undc'rstandable than the
year's weak employment statistics do.

curve, fewt'r adiustable rate home mortgages, and
some slowing in housing transaction and refinancing velocitv. That's okay, as long as fundamentals in
other segnlents of the economv comt'back. Those
s('Bments .rre indtrstrial prtxlucticrn, t'conomic productivitv, corporate profits, .1nd emplovment. We'll
turn our attention to those in the next column.*u,
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As in the case of fiscal policv, the, impact of monetarv
easing did not land equallv on all parts of the country. Data from the National Association of Realtors

on median home prices demonstrate the uneven
impacts (sd. Ethibit 4). Lorv interest rates were not
enough to salvage the year for St. Louis and San
Francisco. And a varietv of Sunbelt cities (such as
Atlanta and Charlotte in the Southeast, and boom/
bust energy and technology cities like Dallas, Houston, Denver, Seattle, and Phoenix) had fairlv tepid
home price increases. But at least a half-dozen of the
nation's largest market areas had housing prices
posting gains of 10 percent or more: New York,

Washington, D.C., Miami, Chicago, Minneapolis,
and Los Angeles.
Short-term interest rates should be rising as 2002
progresses and the economy gets back on its feet. It
is unlikely that the Fed will drive rates up with thc
enthusiasm that it propelled them downn'ard,
though. More likely, we'll see a flattening vield

Singaport.
While all skyscrapers as a class may not be obsolete,
selective dorvnsizing to remove some instances of
"megastructure blight" mav be in order, as well as

planning for more human scale structures in the
nt'xt round of center city development.
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This rule of thumb is something that had been ncglected for a quarter centurv, as u.e ran federal
budget deficits in good times and in bad. The national debt is nol\,about $6 trillion, and in fiscal vear
2001 the U.S. Treasurv had an interest expense on that
debt of $360 billion. (See Exhibit 1). That is roughly
equivalent to the entire Defense budget for consumption and investment for the year. So, in terms of
policy, while the counter-cyclical spending surge is
the right move, it should not be made permanent.
Ont' key to keeping policv options optimal in future
downturns is to return to running a prudent surplus
once the economv is safelv back in grou,th mode. lt
nould be a major mistake to back future policymakers into a corner bv broad-based tax cutting that
seeks to starve the 5ior.ernment of revenue. That lvas
the philosophv of Arthur Laffer and other "supplyside economists" of the 1980s-intcllectu..rllv bankrupt and disastrous in applicatron.
Budgets are planning documents and govemment
money is actually spentbv appropriationsbills. Funds

for the military, for highways, for unemplovment
insu rance, and for Medicaid, all grerv at double-digit
ratts by the end of 2001, despite the inability to
negotiate a stimulus package in Washington until
earlv March 2002. That bill extends unemplovment
bent'fits for a longer period, and offers investment
incentives for business plant and erluipmcrrt spending. As it happens, such a modest approach may be
exactly right for this cycle.

as a

whole. Also, given the high-technologv predilec-

tions of militarv procurement, tech-based

areas

should also set'sharp rebounds in 2002 and 2003, far
better than most analvsts are forecasting right now.
Cities now suffering, including Phor.nix, San Jose,
Seattlc, and Austin, could find thenselves in an

t'ncouraging rebound before this vear is through,
rvith thanks to federal fiscal policy. Other areas that
have helcl up rather well-such as Sor,rthern California markets like San Diego and Orange Counties,
San Antonio in Texas, and Raleigh-Durham's Research Triangle-might find themselves poised to
accelerate their gron'th. These are areas u,here real
estate professionals should be looking close'ly at
economic trends to discover opportunities stemming f rom improved demand.
If the pl.rvers on the fiscalside of government

policv-

namelv, Congress and the executive branch-were
laggards in addressing last year's economic threat,
the Federal Reserve can at least be credited with
instituting its reliime of interest rate reduction at the
beginning of 2001 when, officially at least, the recession h.rd not vet arrived. A year ago in this column I
predicted that the nation would avoid a recession if
the Fed continued its rate-cut program. Absent the
September 11 attacks, it norv seems evident that we
could have had a "soft landing" in 2001 and that we
might have avoided even a single quarter of negative
CDP. But that is unknowable norv, and it is fruitless
to speculate on what might have been.

Th.rt monev will be spent according to national
priorities, and the tenor of discussions now suggests
that militarv spending n ill be at the front of the line
for the next several years. The "peace dividend" of
the earlv '90s shrank awav lonp; ago (seL' Exhibit 2),
brrt the domestic economic expansion allowed nondefense government spendinS to increase roughly in
line. with CDP grnn,th ftom 1997 to 2000. In 2001,
how,ever, it turned negativL., even as defense expenditures jumped more than 4 percent in real terms.
That relationship-iaster grou'th for the militarv
than for donrestic governmental programs-is likelv
to be a hallmark of the Bush Administration.

It is worth at least a short look at the impact of the
sustained reduction in interest rates on economic
activitv, especiallv as it has affr'cted real estate markets. The Fed is charged with being an independent
(that is, non-political) agent, assuring the safetv and
soundness of the banking svstem and, by management of inflationary forces, of the currency itself. In
practice, the Fed has become more and more a "nu-

Localities with major bascs and / or significant tlefense contracting in their economic base will be
seeing the positive effect of federal spending stimulus well into the recovery period for the U.S. economy

Generally speaking, the reason why commercial
property values have remained "stickv" in the present
cvcle (that is, thev have not deteriorated to the deBree that rising vacancies and falling rents suggest

l0

anced" force in shaping the domestic and indeed the
internationaleconomy by its decisions about interest
rates and its moves to provideor withdraw liquiditv
from the capital markets at critical moments ("kliros,"
asl described thesituation in the Spring 2001column).
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WHAT IS STRATEGIC FACILITIES PLANNING?
For manv corporations and organizations, the first reaction to anv
perceived facilities need is to hire an architect or a design-builrl contractor. However, the tlesign skills that architects offer are onlv one factor in
creating w.ise, cost-effective, ancl long-term facilities solutions. Design
and construction are. expensive acts of execution; major expenses-and
major mistakes-can be avoided by starting with the most fundamental
steps of planning and following them in sequence, making certain that
all of the right questions are asked. Mort, often than not, the needs and
answers that initiallv seem obvious often miss the real opportunities. In
actualitv, a corporation's needs for facilities be,gin long beforc, thev
actually consider constructing new buildings, and in fact are driven by
the corporation's specific, unique business nec,ds. Strategic facilities
planning can address these needs. This discipline, comprised of planners and architects dedicated to delivering customized sets of applicable
processes and methodologies, has grown at manv firms to include the
input of social scientists, MBA graduates, real estate experts, and data
managers. When successfully undertakt'n, strategic facilities planning
designs are integrated, comprehensive, transparent processes and introduce each discipline of specialized expertise at the appropriate moment,
and position corporations to better develop, produce, and deliver their

products, u,hatever and wherever thev mav be.
Effective strategic facilities planning methods align the business needs
of .1 corporation ivith its phvsical needs, thus working to ensure that a
corporation's [acilities actively strive to support the company's business
mission, rather than hinder their goals. These plans are also flexible and
living documents, ..rppropriate and applicable to both immediate and
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long-term facilities goals. Thev address overlapping needs and potential shared capacities, and are
bv definition proactive. An effective strategic facilities plan includes data and recommendations to
guide companies through relocations, consolidations, don nsizing, mergers and acquisitions, new
construction and renovations, site and facility selection, and contractual real estate decisions. In short,
thev are a r.ital and often under-used tool available
to today's business leaders seeking to better manage and gron, their companies.

HOW IS A STRATEGIC FACILITIES PLAN
ACCOMPLISHED?
Facilities planning recoS;nizes that everv business
plan de.cision has a direct impact on a corporation's

Facilities plannirg recognizes that euery
business plan decision has a direct impact

Exhibits 1-

on a corporation's leal estate assets and
fleeds. The ,nissiofl of the plan, therefore, is

to deztelop an iffiplementable, adaptable

Ethibit

real estate plan based upon the specific and

Planners begin to develop the strategic facilities
plan bv unclerstanding the needs of the client's
business, build ing on whatever internal analysis an

institution has alreadv comple'ted itself orwith other
consultants, and define the corporation's short-,
mid-, and long-term goals, considering the range of
their products and services, and learning about
their goals, limitations, and opportunities. The work
plannc,rs do for a client is entirely dependent upon
these sprecific needs, and should address both strategic and long-range planning, and, conversely, the
evaluation of current facilities and the
conceptualization, planning, and inrplementation
of new facilities, depending on their requirements.
Most commonlv, strategic plans provide a combination and range of services, as required by the client
to maximizc thc value of their assets. The team
considers such factors as the current position of the
business and its current real estate asset base, its
overall direction and the projects currently underh,av h,ithin the companv, horv the business mav
change, and how those changes may affect the real
estate needs of the corporation.
Once these questions are answered, the planners
and designers can then take a business-driven approach to analvzing the companv's facilities that
sets tangible goals and planned targets. Often, corporations take a cost-driven approach to their facilities, rvhich although quick b implement and often
cost-effective, is nevertheless lacking in vision, fails

l1

Exhihit 2

1

Govemment Expenditures
Rrral Annunl Percr:ntage Clnngt

Interest Payments on
U.S. Federal Debt

unique considerations of the indiztidual
business, This missiott is accomplished by a
st ep -by -st ep pr o c e ss

100.J50 J00 ,

of under st anding,

aflalysis/ planning, arrd acting.
I

real estate assets and needs. The mission of the plan,

therefore, is kr develop an implementable, adaptable real estate plan based upon the specific and
unique considerations of the individual business.
This mission is.rccomplished by a step-by-step process of understanding, analysis, planning, and acting.

4

:00

to address the actual delivery of the

business's
goods and/or services, and has only a moderate
long-term impact on improving the overall performance of the business as a whole.
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In contrast, a business-driven approach,
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despite

necessitating a more deliberate time frame, delivers
a clear vision for the future, earns emplovee sup-

port, and strengthens the business competitivelv
and enhances performance. Using this approach,
tht'planners studv the real estate assets the corporation currentlv holds using gathered data, modeling tools, and scenario alternatives. This data often
includes lease and on nership data, building assessments, square footages, space utilization standards,
and location characteristics.
Following these steps, the team explores the various
business goals of each unit in the business, and
inteSrates these goals into the facilitv plan portfolio.
This defines future space and real estate needs
based on overall corporate goals, starting with anticipated services, expected staffing changes, and
potential new technologies. The team uses these
needs to predict future headcounts, demographics,
space utilization, maintenance, and capital and operating costs.
Once a clear definition of the business's situation
has been established, the planners and designers
begin kr consider hon'to balance current facilitv
needs with long-te'rm needs and issues. These needs

and issues mav include workforce demographics,
manufacturing processes, structure organization,
community and government relationships and requirements, market position, and capacitv rates and
volumes. All of these forces combine to define the
individual elements of tlre strategic facilities plan.
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Exhibit

Commercial Mortgage Leverage
Advantage Widens in 2001
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INSIDER'S PERSPECTIVE

FOCUS ON THE ECONOMY
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The final product of this process is not an inflexible

Based upon these recommendations, the companv

document, but an insight into how different decisions n,ill affect the client's return on investment,
cash flow, debt load, and work processes. The plan
is a single, living document that reports its findings
and makes concise recommendations for implementing the results of the plan within a realistic time
frame.

divested in certain real estate assets while they
chose to invest more heavilv in others. Perhaps the
greatest advantage in this particular case was that
the companv was able to consolidate various and
diverse work groups in greater concentrations, facilitating communication and interaction among
the different groups, and greatlv reducing the
"fiefdom" mentalitv that had existed in the farflung and inflexible facilities arrangement.

CASE STUDY

fherc'once rvas.r barrtrom prohibition against discussions of religion or
I politics-.r rule n() doubt instituted for the protection of both the inventorv
and the real estate. The pages of Rcnl Esfalt, lssrrcs are a more sober context,
though, and I am going to hazard an economic discussion that mav cross over
the Iine into politics, at least implicitlv. In the Winter edition of RE/, this column
attempted to offer some diagnostics on the U.S. economic rycle. At that time, I
suggested that n e'd deal n,ith public polict,, business management, and world
affairs in a series of essays. What follows are some observations on the public
policl, dimension of the economv.
On March 28,2002, the U.S. Bureau of Economic Analysis (BEA) released its
"final" revision of fourth cluarter 2001 CDP stahstics. The BEA reported that the
national econt-rmv had expanded at a 1.7 percent annual rate, posting a net
growth of 1.2 percent for all of 2001, despite the third quarter's contraction of
1.3 percent. ln the vear's final three months, the turnaround was led bv a 6.1
percent advance in personal consumption expenditures and a 10.2 percent rise
in government expenditures from third quarter levels.
To determine the implications for real estate, Iet's take a look at that 10.2 percent
increase in government spending, first on a policy basis. Next, in some detail,
we'll unpack how budgetarv choices-fiscal policv-affect the business cvcle.

Firrallr', we'll examine the complementarv tool available in Washingtonmonetary policy----exercised through the Federal Reserve Board, also with an
eve to cvcles and local effects.
First of all, it is alu,avs a gtnd idea to be n,arv of quarter-to-quarter shifts, (and
even more wary of month-to-month changes). The shorter the period, the more
volatile the figures are likelv to be when thev are reported in the economists'
standard measure of the "seasonally adjusted annual rate" (SAAR). NevertheItss, rvhen rve look at the "real" (i.e., constant dollar)annual percentage change
in government spending for thc year, we do see an increase in spending of 3.6
percent. The fourth quarter surge folloned a change in government expenditure in the third quarter that was just 0.3 percent, betraying a "Johnny-come-

latelv" response bv budgeteers to a recession that the National Bureau of
Economic Research says began in March2001. A classic headline was published
in the Nr,a, York Tints last month: "Fed Chief Sees Decline Over; House Passes
Recovery Bill" (March 8, 2002).

Howel,er late, though, an increase in governmental spending at points of
national economic n eakness is a fullv appropriate action at the federal level.
This is true even if it means running a federal budget deficit. The right time k)
run deficits is in recession; the right time to run surpluses is during er.pansions.

A specific example of an effective strategic

plan
involves work undertaken for one of the Big Three

American Automakers. This companv, burdened
with a codified and unresponsive hierarchicalstructure, used a strategic facilities plan to spark change
throughout the company. Management identified
their operational goals as optimizing workflow,
especially *'ithin particular product development
groups, increasing creative teamwork throughout
the organization, achieving the highest possible
return-on-net-assets (RONA), and the implementation of common svstems and processes to foster
mur.imum efficiency and speed.
The project team partnered with the client's strategic facilities planning team to establish an ongoing
strategic facilities planning activity directed at reaching these goals. The team's work included:
A situation analvsis that identifies available base
data on current space use and building condi-

tions, facilities costs, and related financial accounting and planning processes and facilities
planning and management svstems, procedures,
and staff organization.

Identification of key influences on the

corporation's business, such as product times to
market, brand identity, employee satisfaction,
RONA, and how facilities link n,ith these business issues.

Long-range business and facilities strategic visioning, including evaluation of alternative location scenarios based on business needs, regional
demographics, costs, identity, labor, community,
and other drivers.
Developmentof common definitions and metrics
for space measurement and creation of a graphic
and numeric database of information comprised
of existing space use bv Wpe and business unit.
Calculation of actual space used by function and
space utilization efficiencv.
Strategic oversight of development ofnew workplace standards.
Site framework master planning for several sites

Ultimately, the plan resulted in smartcr engineering
and a more streamlined corporation. The plan also
helped the company with such bottom-line factors
as managing structural costs, eliminating facilities
redundancies, and creating facilitv adiacencies.

Work continues towards aligning the companv's
facilities strategies with its facilities planning. Perhaps most significant to the clie'nt are the benefits
incurred from bringing together thejr diverse business units to discuss strategic facilities issues and
macroprograms. These se,ssions havc. become a forum for interchange of business planning ideas kr
move the companv's future vision forward.
ln today's business environment, change is the only
constant: new channels, competitors, and business
models are emerging, the balance of power is invariablv shiftin8 toward customers, and the pace of
business is accelerahng exponentially. Amidst this

turbulence, companies need strategies for their
real estate assets that will help them simultaneously
manage their growth and provide for the present.
Strategic facilities planning, by aligning a business's
redl estate assets with its corporat(, mission, can

help today's corporations maximize agiliti/, increase their return on investment, and ultimately
help position the company to better compete and
deliver its products and services, regardless of its
business.".,

in several cities.
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to lessen the complexitv and would
have to continue to file their tax
returns under tht' existinB svstem.
Horv soon rve *,ill have tax simplification resulting in complexity reduction in the tax law.s remains
uncertain, especially with the focus for raising taxes, given the "surplus" reversal that we have faced
in the last six months as to the
government 6sc and the loss of revenue nith the don,nturn in the
economy.
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by Gary L. Lozoff €; Shclby R. Lozoff, CRE

A sea change has occurred over the last 15 vears in the approach
A to ,.ul esiate t.rken by large, publicly owned businesses in the
L l-united St;rtes. Compr;rnies with large-scale needs for office and
industrial real estate have generally shifted from owners and operators
to tenants of such proprrties.
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Manv factors drive a decision n,hether to orvn or rent real estate. The
chief reasons to rent include the decision to use working capital in the
companv's primarv business and the long-te,rm flexibilitv of leasing
rather than on ning an illiquid asset. Publicly owned firms in particular,
with the discipline of the public capital markets to maximize current
earnings, often find saleleaseback transactions advantageous for corporate-owned real estate, and seek leasing opportunities to satisfv
additional real estate requirements. Unfavorable federal tax laws concerning depreciation of improvements to real estate are another factor.

lttst'd irr Milu,nukrc. (E-tuail: slozoff

Somc large companies devote sophisticated internal resources to the
companv's real estatc. requirements. These include staffing real estate
departments for the site selection, leasing, acclu isition / disposition, ancl
management of the companv's real estate needs. Manv other companies, however, especially those with relatively static realestate requirt-
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ments, do not have experienced internal real estate professionals. Those
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However, it is clear that taxpavers are becoming extremelv
frustrated with comple'xities in the
tax svstem. If the tax svstem frustrates taxpavers, it is difficult to
undertake necessarv calculations
for filing a return. Manv taxpayers
throrv up their hands and do not
file. Thus, thev, of course, often do
not pav taxes. This would rrot be
the first time such result has occurred in this country and in other

Rrrr EsrrrE lssuEs, Spri g2002

The need to reduce the complexitv is not simply (rn e5()teric
discussion. If tht, larvs cannot be
reasonably enforced, thcre will be a
breaktlown of the economic svstem.Rl

l
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One of the issues is horv we weigh "complexity."
Is that the number of calculations or the number of
tables that have to be used? Is it the number of rules
that have to be mcmorized and employed? Or is it
simplv the amount of time it takes to compk'te a tax

refurn?

ki'ine. CIIE

An issue that arises at tax time is the constant barrage
of complaints as to the complexitv, involvement, and
inter-workings of the fc.deral income tax law. We
often refer kr this law as the "Cotle," referencing 26
U.S. Code Annotate.d, which is the portion of the
United Statc.s Code that relates kr the federal income
tax larvs-

Numerous arguments and presentations havc'
been made for the need to reduce the complexity of
the Tax Code. Thcre was an entire Institute prcsenttd in February 2001, at the. Nra, Yor* LIrrilt,rsilylTm Annlysts Ctn,entnrcnt Tm Polity workshopT
on simply the topic of tax code complexitv. Numerous papers werc presented at that Workshop
regarcling the complexitv in the tax law and possible alternatives that should be reviewed to rtduce tlris complexitv. Those alternatives certainlt,
address the total repeal of the tax Iaw, as well as
.rppro.:ches that would allow for modifications on
a substantial basis, of the federal income tax law.
One article has stated that the venerable Tax
Code is 9,451 pages. ("Tax Reform Fever May Bc,
Spreading: After VA Sweep, COP Congressional
Candidates Take Airn At IRS Code," Tfu Wnshingtort
Posf, November 13, 1997 , Page D5.)

An articleby William Cale, ("Tax Simplification:
Issues and Options" Tnr Nolc,s 1463. September 10,
2001), revieu,s of some of these issues. Cale noted the
survevs of some individual taxpayers as to the timc
it took them to record items, "leam" the rules, and
physically prepare the return. (There were also estimates prepared bv Gale as to the cost to oper.rte the
income tax law itself, considering the parties that are
involved, whether Internal Revenue Service or others.) Within the article, hr. also cited approximatelv
50 other articles as resources that commented on the
issue of complexiW.
The move for simplification, at least bv the Federal Joint Committee on Taxation, has produced a

"Summarv," printed in Trr-t Mrft,s 861 (Mav 7, 2001),
which lists pages of areas where reduction in complexity would be most beneficial, assuming the ':ntire Code u,as not replaced.
Maior areas for simplification $,ere targcted, at
including
Alternative Minimum Tax (AMT); changes as t()
Adjusted Gross Income (AGl); changes relative to
Social Security calculations as they work into the
income tax field, and capital gain calculations in
some settings, among others. The sug5;ested areas
are certainlv much more detailed than thcse comments as to areas that are in need of clarification or
elimination.
least bv the Joint Committee on Taxation,

Others ar1;ue that "the Code" is actually much
less than 9,,151 pages. They point out that thc' lrrltr
itself is 200 pages and there are various Tables and

Tlre same concern and suggestions for reducing
complexities in tht tax law was examined in a recent

numerous other adjustments to the number indicated. In one article that reviewed this page count,
the conclusion was that the "true" Code is about
2,000 pages. IFor a discussion on this page count, see
the short note by Robert Wells, "Meet the 9,451-page
Intern.:l Revenue Code," Tar Nofts 453 (July 23,
2001).1

VanDenburgh, ("An Appeal for IndividualTar Simplification," Ta.t Nolts 107. January 7, 2002). In this
article, the authors recognized the concern for simplifrcation by stating: "The overwhelming need for
tax simplification is nationallv recognized. Unfortunatclv, achieving tlris objective has proven impossible."

Whatever the length of the Code, it is too long,
sav manv, and certainlv too complex, sav most.

If tax simplific.rtion is much neede.d but impossible to reach, most taxpat.ers rvor.r ld not be etluipped
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companies instead relv heavilv upon theircommercial real estate brokers, consultants, and attorneys
as the companv makes the re l.rtively rare (and usuallv anxious) steps into the "minefield" of a conrmercial rtal estate leasL. transactions.

How can real estate brokers and transaction attornevs rvork togcther at the outset of the process to
better serve the goals of their shared clients? The
authors offer the following guidelines for attornL'vs
ancl broke'rs representing tenants in user-based cor-

porate real estate transactions.

KNOW THE CLIENT-KNOW THE DEAL
To best serve our shared clients, n,e must stri\.r. to

know their normal business operations-and their
expcctations arising from tht'proposed real estate
transaction. But rarely does the typical terms sheet
or letter of intent for a commercial lease transaction
reflL'ct a complete understantiing of the nexus between the new space requirements and tht client's
normal business operations. For r,'xample, if the
client's sales or inventory build is seasonal, or if the
space is to be filled with inventorv n ith exotic or

unpredictable sourcing, project delivery lock-out
periods have k) be negotiated into the transaction.
Sufficient leverage should be supplied to cause the
space to be delivered during the period of time that
best corresponds with the user's capacitv (and rvillingness) to absorb the new location.

An out-of-cycle. delivery of the real estate'can not
onlv create unusrral (and generallv avoidable) disruption in the user's business operations, it can
thrcaten one or more of the essential e'conomic
assumptions on rvhich these transactions.lre adVocated to senior management of the company. That
is, of course, unle.ss the broker, attornev and client,
collaboratively rather than antagonistically, devekrp
program requirements well in advance of the site
selection and Iease negotiation processes. This approach emphasizes the shared understanding of
how the re'al estate transaction harmonizes with the
tactical and strategic goals of the company.

IMPORTANT ISSUES
Materialissuestobediscussed andevaluatedbvthe
leam beftrre tht'lease ncSotintions ineludc, amtrng
otht'rs, the follon ing:
Development Risks
ls the project new conIf
the
struction? so,
client u'ill require a candid
and complete assessment of practical risks of the
land development process. Thest, include special
zoning, building and fire safety, environmental,
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sewage and other permitting issues or, nrore
unusually, risks attendant to proposed phased
deliverv of the improvements or risks inherent in
developing a project located in multiplc jurisdictions. This assessmcnt should be made regardless of whether the client's manager assigned to
the real estate proiect understands this at the
outset of the procc,ss.

Identity of the Landlord

-

Record orr,nership of

existing office and industrial property inl,entory
and erluitablc. ownership of prirne development
sites ()ften are held bv spccid l-[)u rp()sc entities

that are affiliated with large, well-capitalized
real estate companies. As such, the ustr should
cleternrine early in the process whether an unconditional guarantv from a "net w,orth" affiliate
of the landlord is prudent to assure timely, complete p.rerformancc of the landlord's construction
obligations-all within budget.
Special Building Requirements
All of the
user's representatives, including -its attorncvs,
brokers, architects, and engineers, need to be
fully informed of the cc.rmpany's unique spatial
and fit-up requirements for the project, such as
clear t-loor height, HVAC and proiect securitv
systems, 24/7 vehicular and pedestrian access,
telecommunications, lighting, vehicle loading and
parking facilities, special sanitary sewage, irnd
toxic waste disposal. Will the architects or r.ngineers be engaged by the client or the landlord?
This can be a major issue, particu larlv, regard ing
the duty and loyalty of these professionals.
Signage
Significant (and unusual) signage
requirements are often present in large-sp.race
office and industrial leasc, negotiations. We underestimate our clients' c()mmitment to promote
their corporate ide,ntities on-site at our mutual
peril. The user's broker and legal team should
coordinate their efforts to ascertain the clie,nt's
signage requirements as soon as practicable in
the process-if only to obtain a relatively painless concession bv the landlord to satisfu these
requirements. Of course, quite often the land lord
is porverless in this matter, as the municipalitv's
signagt requirements can be onerous and require a long lead time to complete (including
frequent resort to an appeal process).
Project Plans and Specifications

- Ifthe prolect's
plans and specifications are not to be agreed
upon at the time the lease is deliverr'd bv the
plrtit.:,, a [,rir, undr'rstandable, .:rnd responsive
t7

process for review and approval of the project
plans and specifications should be in included in

the lease, and agreed upon early in the lease
negotiation process. [n addition, the effect of
change orders on th€. basic rent structure, whether
proposed by the landlord or the tenant, should
also be determined early in the negotiation proccss. Rccommend that the client engage a qualified construction or design representative to

re

view the construction plans, specifications, and
contracts, and to represent the client throughout
the construction process.
Size of the Premises
- The economic retum to
the landlord is pegged to the area of the space
being rented. The prudent user should require
indepe'ndent verification of the area of the leased
space to be performecl bv a licensed profession.rl
in accordance with an agreed upon, obiective
rvritten standard of measurement, such as the
Standard Method for Measuring Floor Areas in
Office Buildings approved June 7, 1996, bv the
American National Standards Institute, Inc. and
the Building Owners and Managers Association
Intemational. The lease should permit adjustment of the basic rent and proportionate share
.rttributable to such space (for computing the
uscr's liability for its share t'f common area maintenanct'costs and realestate taxes assessed against
the prolect), all in accordance with such as-built
measurement.

Delivery Dates
As discussed in the example
above, a determination should be made about
when the user requires delivery of the space, and
whetherphased deliverv ofportions of the project
is sensible given the proiect timetable and the
companv's fit-up and use requirements. Due
consideration in the earlv negotiations should be
given to the economic and other consequences of
a delay in the projcct's completion, w'hether
caused by th(' tendnt or developer, (rr arising
from.forct nmir:ure.
Common Area Maintenance and Real Estate
Taxes
- Corporate uS€rS t.rr€ sometimes reluctant to negotiate late in the deal over such points
as exclusions from or limitations on the landlord's
common area maintenance charges and real estate taxes assessed aSainst the site, or audit rights
;rnd consequences pertaining to such charges or
taxes. The best wav to deal n'ith this predisposition is to res()l!e e.lrlv in the lease neSotiations
the limitations/exclusions,.rudit rights, right to
contest tax assessments for which the tenant is
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ofwhy certain
of
it emphasizc those economies that arise from "knowledge
spillovers" of the kind to be found in places like the Silicon
It has been offered forvears as anexplanation

For the comnrcrcial refil estate broker

businesses loaate close to onc.tnothcr. Recent discussions

and tlansactiofl attoflEy alike, thcir
engagerneflt on behalf of coryorate users

of

real estate is dilferent in many important

lrorn their zoork undertaken on behalf
of sophisticated real estate cornllanies or
corporate users zuith large internal real estate
groups. Art itnportant differcnce lies ifl the
aspects

Vallry.

For a recent discussion of thest'tconomies and 11 hat
gives rise to them se!'J. S. Brown and P. Duguid, "Mysteries
ofthe Region: KnowltdSe Dvnamics in Silicon Vallev" in fhr'
siii.?,r Ydl,r1, Edgc, op. cit., pp.l(F39.
14. Forone view of this phenomenon see Il.U. AvL'rs, Tr'c/rrrrrlogi
fal Tra,sfornnlions im, Ldr! [Vdi'.s] P/rrls I nrrd /i, p.36. 'fechnological Fore(asting & Sociil Changt, 'pp.1-37 and pp.l1l137 (1990).
15.

we assume such a slow down is temporarv, business innovation should so be at L,ast back up its rarlier level if thisT'ie$
of underlying conditions is correct.

extent to which the client ,nust be educated

about the basic limitations
opportunities

-

- and

the leasehold relationship

prcseflt to the user of the property.
contractuallv liable under the lease, and consequences of overpavment.
Lease Term

- Companies that onlv occasionallv
transact in real estate generallv require some
schooling on the range of realistic alternatives for
the length of the lease term. ln addition, these
users are rarely attuned to the range of preferences to extend the term, expand the leased
premises, or purchase the project. These preferences, n'hen applied to term extension, expansion of the premises, or purchase of the property,
include a firm option, a right of first offer, or a
right of first refusal.

Of course, thr current rvorldwide slorv dorvn in ec()nnmic
growth has reduced current k,\,els of innovative activity. If

Arthur Clark once c()mmentcd that those who makc such
predictions tend to be over-()ptimistic in the short run and
under-optimistic in the long ru n. He argued that thev do this
because thev can only extrapolate linearlv and progrcss is
alllavs an erponential curvc. S- Criffiths (Ed.), Pr.rli.lrors,
(Oxford: Oxford Univ(,rsity I'rcss 1999, pp.35-.16).
17. There are mor('than a few proBnosticators who subscribe kr
the notion that rse are in the midst o[ a long bo()m thal has it
roots in innovation. One set of these include P. Schwartz, P.
Levde,n and J. Hyatt, who have writtt'n the b(xrk T/rr'LorI3

16.

Boo,,l, (Readin& Mass.: Perseus Books, 1999).
llJ. Financial markets in general, while more competitive than
most nonfinancial markets, bv no meins m!,asure up b the
textbook version ol a market than generates efficient rr.sults.
That this is so is reflected in the controversy that still swirls
around the beta coefficient, a measure that rvas offerr-'d as a
way of measuring systemic risk in tht, portfolio of the investor. It is also reflectcd in the pragmatic approaches that are
found in books conccmed with financial risk management.
M. Crouch, R. Mark and D. Calai, Rist Marrrr3crrcxf, (New
York: McCraw-Hill PublishinB 2000) and A.R. Winger, Risit,
(Chicago: lntcmational Publishing Companv 1995).

Alterations/Assignment and Subletting
- The
mantra from our user clic'nts on these related
issues tvpicallv is "we're not going to let the
landlord control our business." As such, every
significant lease negotiation includes substantial
discussion on the permitted scope of tenant alterations to the building and the conditions under
r,r,hich removalof these improvements is required
upon surrender of the leased premises at the end
of the term. These negotiations also include what
has become a major item for most companiespermitted corporate transfers. Regardless of the
size or complexity of the underlying real estate
transaction, users uniformlv require the discretion to engage in "change of control" or "going
public" transactions without interference from
institutional or other landlords. Because of the
comparative importance of this issue to our
mutual clients, brokers and attornevs should
strive to learn of any landlord resistance on this
point during the initial phase of the negotiations,
and communicate any obstacles to tht'ir client.
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complicated, which means a market with little
breadth and depth. The problem of figuring the
probabilities of the return possibilities of such a
variegated item that is exchanged in a thin market is
not an easy one. Moreover, with real estate, we are
c-lealing with something that, because of its durabilitv, is verv sensitive to charrges in the economv of
which it is a part. This means market dynamics that
furthe'r complicate efforts to assess the risk in this
market.
Dealing n ith risk in rcal lifc. decisions in real estate
finance still remains more of an art than a science. lt
is also .rn art that has become more important in its
applic.rtion .rs competitiveness in the real estate
f inance market has intensifiecl. While imperfections
rr.main, u,e are nort clealing with a market that is
more responsive to economic change at a timewhen
the p.rce of that change has accelerated.

l.

Lenders ar(' said t() bL. erposcd to risk in a setting of uncertaintv when they can assign probabilitics to tht'likely possiblc outcomes o[ the decisions thev make.
2. Si.,condarv market transactions or tranliactions that involve
thc sale oi loans originated bJ, one party to another who, in
effoct, providcs the l(rng-ternr funds k) finance .r real estate
transaction have long teen.rn imporlant part of the rcal
cstatefinance markrt, Thatimportance, howevcr, increased
siBrrificantlv lvith thc securitization olmuch realestate debt.
3. Thc variet\'in thesc instrumcnts is documented and discussed in Frank J. Fabozzie (etl,) I/l Hrxrril,oo* {)iMorl3/r3.
B/r.kd Srrrrilir,s (5th od.) (Ncw York: Mccralv"Hill 2ftll ).
.1. While most of this increase in securities actiYitv has b(ren
c(,n(cnlrdltd in thc rt,sidential sect,,r, the securitization,'f
nonr!'sidential debt has incre.rsed rapidly over the past few
y(rars noiv .rccounting for about l5 perar'nt of the mortgage
dPhl in this s.ctor
5. Sturlies of thc effects ol the securitizalion of mortgagr debt
on mortgaEc vields shor.r these yields have bttn reduced.
Src Patric Hendersh()tt and James Shilling, "'fhc Impact of

Agcncies on Conventional Fixed Ratc Mortgage Yields,"
lournd o.f rol Eshtt Finatrc( arrii Etorro,rirr, (1989) Vol. 2,
pp.101-l l5 nnd Jamcs Kolari, Donald Fraser and Ali Anari,
"Effects of Securitization on Mortgage market Yields: A
Cointegration Analvsis," R(,i?l Eslalc E.onorri.s ( 1998) Vol.26,
pp.6Z-693. A rouSh nnd simplc comparison of the average
sprtad betwcen homc mortgage rates and 30-vear govern-

There is now good reason for lenders and borrowers
in the real estate finance market to he ax,are- of and

consciously concerned with systemic risk. Whatcver science we have in the form of moclels that
seem appropriate to the task of evaluating such risk
should, of course, be used. lt is likely, however, that
w,hat rvill furn out to be the most cffective wav of
dealinH with it will involve a good dealof subjeciive
analvsis. And a key element in such an analvsis will
be an understanding of horv the economv is evolring and what this implies with respect to the probabilities that have bearing on loan performance.
Such understanding should give rise to sensible
subjective assessments that in the tlecisions thev
underpin should translate into reasonable risk premiums. This, of course, implies upward pressure on
loan rates in this market. While it mav not turn out
exactlv as it is Portraved in the textbook presentations of operation of efficient financial markets, the
direction of change should be much the same.

SUMMING UP
The dynamics of the' economv have alwavs spilled
over into real estate finance. They will continue to
do so in the future, probablv at an accelerated pace.
Much of this spillover in the future will come to
focus in risk exposure arising out of the upcoming
structu ral changes in the economv. Ignoring the risk
consequences of the dynamics of an economy that is
developing technologies that could radically change
what we do and hor.r,we do it could lead to some
unpleasant firrancing surprises. Being aware of and
havingsome understanding of these dvnamics, as it
is reflected in the character and pace of business
innovation, could help minimize such surprises,*.,
j.l

Brokels Compensation

NOTES

6.

7.

8.

9.

ments bet$'&rn 19t10s and the 1990s show a reduction in that
spre.rd of about 30 basis points.
For a succinct yet comprehensive discussion of what seems
to licahead rvith respect to our technologies sr\r R. G. Lipsey,

"S()urces of Continucd Long Run Dynamism in the 2lst
Century" in I/,c Fl]lr n' 0l lhl. Clobal ELi ottv: Tttlt'drds d Ltr g
Borr,r? (Paris: Organization for Economic Cooperation and
Development l9.r).
This growinB import;rnce ofinformati()n, ofcour:,e, has r(x)ts
that go back well ink) ourpasl. Information handling, which
at the tum of the 20th century .lccounted forahout 20 percent
of all economic activity, grew b closc k) 50 percont by 1980.
The recent acceleration in its importance and its expccted
continued grorvth is reflected in estimates that have this
figure up kr 80 percent b), ye.rr 2020.
While absent any comprehensive measures of knowledge as
an input in our produclion processes that tell us preciselv
how import.nt it is .rnd how that inrportance is changing,
there are more than a few b(Dks that provide insi8hts into
what'sgoinSon. Tw() ofthe betterof thcse are Alnn BurtonJones, Krtcttr,lcrl.geCapilafisnr (Ox ford: Ox ford Universitv Press
2001) and David ]. T€*ce, Mn,nf,it1g lnltlkctual Capital lOx-

ford: Oxford University Press 2000An earlier characterization of the nafurc oIeconomicactivitv
in such a cutting edge setting that still smms k) bc on tar8et
is in B. Arthur, "lncreasinS Retums and the Ntw World of
Business," Han.ard Brrsirress Rrt,ir,r', pp.100-109 flulv/Au-

Bust 1996).
A more detailed discussion of the kind of operations likely
kr t,e found in such a settin& see C. Lcr, W. F. Miller, M. C.
Hancock and J. S Rowen, I/rt Silicon /ailc-y fd3r, (Stanford:
Stanford University Press 2000).
IL The Econonrist ina recent issuediscussr,ssomeofthe reasons
whv the greatest impact of th., web i:i now being concentrated inbrickand m()rtarfirms. frle Eaorrorilsl. "(llder, Wiser
and Webbit'r," Junt' 30, 2001, p.10.
12. See E.ono i. R4,orl oflhe Pn:stdr l(Id uary2001), (WashinBton:U.S. Covemment Printing Office), Chapters I through 5.
13. The nohon ofagglomcration economies is nota new conc{-'pt.
10.
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during traditional lease (as tlistinguished from

Erperienced practi-

tioners' re'ports from the field on this issue read

like war stories with the user (or broker) as the
ultimate victim. The corporate. user lvpicallv
presents the prospective real estate transaction
to the attornevs, along with a lleneral economic
arrangement in place between the companv and
the broker. The broker and user (we hope with
the assistance of counsel) then must complete the
documentation that reflects all of the tcrms of the
business deal. Concurrentlv, with the commencenre,nt of .rctive lc,ase negotiations, (rather than
after eiSht hours of deliberation at the lease
signing event, for example), the broker, user,
landlord, and user's attornev should complete a
simple written recognition agreement to cap this
needlesslv combustible issue, unless it has been
prc'viously agretd upon. Commercial real estate
brokers often act as a "tenant representative"
and usuallv are compensated by the landlord,
unless initiallv agreed to be compensated by the
client.
Lease Subordination
The stirndarcl landlordform lease subordination provision is unaccept-

-

able for most tenants. Large-space users and
their landlords often agree, in the altemative,
that subordination of the lease is conditioned
upon the existing and anv future mortgage holdc.rs' (ancl grouncl lessors') agreement not to disturb possession, absent a continuing tenant default. The tbrm of this separate "rgreement, known
as an SNDA, should not be left to ne.gotiate until
after tht' lease is signed.
Waiver of Landlord's Lien
ln many iurisdictions, a superior statutorv licn on the tenant's
personal propertv located on-site is granted to
the landlord. As such, if the tenant intends to
institutionallv finance inventory, equipment, or
other pt'rsonal property to be stored or used at
the leased propertv ancl its lender requires a first
prioritv lienoversuch items, the landlord willbe
asked to waive (or subordinate) the statutory as
well as anv contractual liens on this personal
property. Don't count on the landlord's beneficence in Sranting such a request absent, ofcourse,
an express agrcement to do thc same contained
in the lease.

synthetic lease) negotiations. Based on our experience in lease negotiations, this cluestion has a
reasonable probabilitv of being favorablv resolved for the user in the leasr. only if raised bt'fbrc
the landlord perceives the tt'nant has committed
to the overall transaction.

.

Estoppels
- The tvpic.rl fornr lease obligates the
tenant (but not the landlord)to deliver a written
statement, upon request from the other partv,

confirming certain factual information pertaining to the lease and disclosing any known defaults of the requesting partv. The tenant's need,
from timL' to time, to obtain this statement from
the landlord is equallv important and useful,
especiallv in larger corporate financing or trans-

fer transactions. Accordingly, this obligation
should be made mutual in the lease.

WHATTOAVOID
For the commercial real e'state broker and transaction attornev alike, their enSagement on belralf of
corporate users of real estate is different in manv
important aspects trom their work unr.lertaken on
behalf of sophisticated real estate companies or
corporate users with large intemal realestate groups.

An importar.rt difference lies in the extent to which
the client must be educated about the basic limitations-and opportunities-tht leasehold relationship present to the user of the propertv. As such, all
of us intuitively know what to avoid in thest, representations-that is, anything less than an unconditional mutual commitment:
1. To inform the client about the effects of each
contingenry upon the prospective user's expectations of the underlying business deal; and
2. To assure that the final bargain struck between
the parties is reflected accurately in the documents.

Both are more effectively achieved when commercial real estate brokers, transaction attomeys, and
their clients communicate candidly and analytically
from the outset of the site selection process about
the transaction at hand.*u,
NOTE

Landlord's Default
Should the terrant be permitted to engage in self-help (with the ancillarv

right of set-off against next rents due) for
continuing default of the landlord? This is

The article akrve is an adaptation o[ an articlc appearinB in
American Lawyer Media publications: The LL'gal lttlrlligtttrzr
and Cotfifirrcial Leasirrg Lrnr,. O 2002 NLP IP Compan1,.

a
a

simple, and often provocative. question raised
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PTaNNTNG FoR THE FurunE
by Frank Canrso

l-l-Ihroughout

the insurance industrv, it

i s ,rof business .rs usual. The
Wrrrld
attacis
on
the
Trade
Cenier
on
September ll, 2001, senl
I
I shock rvaves through strietv and the business community that
will significantly impact the availability and cost of insurance for years
to come. An in-depth analvsis of the consequences of these e.vents and
the resulting market will hopefullv enable consumers to more accuratelv anticipate, plan, and budget for insurance costs.
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Tentrcssee and Kortrrcky. Caruso lms

PRE-SEPTEMBER 11, 2OO1
Prior to September 11, the insurance industrv washeading into a "hard"
(as opposed to "soft") market cvcle. During the mid-1990s, insurance
providers were aggressively writing and pricing business so that premium income could be invested in the financial markets. Undenryriting
profits were not as important as bottom-line results. In 2000, as investment income disappeared ancl the flow of loss activitv continued,
underu'riters realized that if thev u'ere to survive thc,v needt'd to adjust
their pricing upward, restrict coveragc' terms, and caricel those accounts

that r'r,ere unprofitable. Manv insurers w,ere counting on 2001 as the
bc,ginning of a return to normalcy.

tlr

rrcarly 30 years of e.tpcrienrt ir
itrsuratrce itulustry. ( E-rrlrr.il: .frat*_
caruso@ajg.cont)
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In the Tennessec/ Kentuckv re'gion, n,e n,ert' beginning kr feel these
exact changes. Rates were increasing, primarily based on the class of
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Since there is much more uncertainty in such periods, there will be more systemic risk in real estate

begun to do so. The level of such risk in real estate
lending is increasing, which should raise the cost of

lending.

such lending.

DO WE REALLY HAVE TO WORRY ABOUT
ALL THIS?
This question needs to be raised because of historv.
Business innovation has, historicallv, been u'avelike, rising rapidly during certain periods and then
declining to lower levels.'t The bursts of activih'
have been concentrated around radical innovations
such as those that deve,loped around the steam
engine and electricit'r,. One might argue that what's
happening now is simply another burst that will, in
time, dissipate as u,e fullv exploit the technologies
that are now significantly improving the wa1, rve are
able to conrmunicate with one another. On the other
hand, one could just as easilv argue that there is
much more to come out of those emerging information / communication technologies. And innovation
is expectetl to flourish in a number of other areas.
Thc.re are developments in biotechnologv, for example, that promise a lot of innovative activitv in a
wide range of businesses operating in this area.
There are also things going on in materials and nerl.
fuel technologies that could lead to much more
innovative, behavior in a lot ofbusinesses. And there
are ideas being developed in an area called
nanotechnologv-materials miniaturization-that
are trumpeted as notions that could uncierpin innovation of a magnitude unseen to date. Not surprisingly then, there are more than a few who arguc that
what's currentlv in the invention pipeline and what
seems likelv to get there shortlv will keep innovative activity at least at its recent high le'vel well into
the future. ''

Suppose it does. Is this somdhing rtal estate borrowers and lenders shotrld worry about? Is it something that will require a good cleal of time alrcl effort
to deal rvith eft-ectivelr,?

Of course, predicting technologicalchange is a fool's

IT WILL PROBABLY NOT HAPPEN
THIS WAY
While the real e state finance market is more compctitive than it rvas, it is bv no means t'fficient in the
textbook sense of the word.l' To most real world
lenders in anv segment of the real estate market, but
especiallv in the commercial market, risk managemcnt is not now or is it likelv ever to be a passive
activitv. Market participants, despite knon'ing more
than the,y did, don't hiu,e all the information thev
need. Qr.restions arise for which there are no simple
answers. Whilc there are sophisticated risk.rssessment models ancl measures usrd today in real world
decisions, a grtat deal of the rvork still incorporates

game. The' activity itself is complicated and involved and the models we have to guide us through
the task are incrediblv naive. In the past, the outcome of efforts to predict our tt'chnological future
have turned out to be far off the mark much more
often than not.'" Still, it's hard not to be impressed
with the scope of certain scientific developments as
they are currentlv lvorking their rvav into our technologies. lt's hard not to be pushed bward the
conclusion that if everything works out as it could,
ou r future research and development efforts should
keep innovation at lcast at those recent high levels
for as far as the eve can see.'; While this mav not
h.rppen, it ccrtainiv cr.ruld. It's not unrt'rsonahle to
su8gest to real estate le,nders and borrowers that
thev should begin to pav more attention to this
source of systemic risk if they have not already
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The ansner here depends in part on the' kind of
market through which funds will flow from real
estate lenders to borrowers.
THE REAL ESTATE FINANCE MARKET:
HOW EFFICIENT IS IT?
Were the real estate finance market efficient in the
textbook sense, this imptnding increase in svstemic
risk and its impact on financing costs u'ould just
happen. Down at the level of loan origination, lenders would continue to be concerned with risks that
arise from elements specific to the loans being made.
These loans would then work their wav into portfolios of the funds' providers, a process that rvould
diversify awav much of the specific risk. What
would remain is svstemic risk. If the real estate
finance market u,ere efficient in the textbook se.nsethat is, it was a perfectly competitive marke t-this
risk would be properlv priced as a consequt'nce of
the operation of the market. Those who provided
the funds, having full knowledge of market circumstances, lvould re.quire a highcr ratc that compensated them for any added risk being assumed. If
thev didn't get it, the'v'd mrx'e their funds elsen,here, going.:fter the'best rate from among what
would bc many borrowcrs competing for their business in a highlv compttitive market.

subjectiveevaluations ofthe risk involved. This should
come as no surprise in real ostate-particularlv in

income propertv. The product underlving a financial transaction in this market is heterogeneous and

lnnovative behavior in American enterprise is, of
course, nothing new. Innovation that both provides
significant nL'w opportunities and threats to business has been a part of the American business
experience off and on throughout the course'of our
historv. What's different now is the magnitude and

pervasiveness of the current level of innovation,
rvhich is considerablv greater than it was throughout much of tl.re 20tlr century,rr What's also different is the fact that the potential impact of arry addecl

uncertaintv, as it shows up in the macro performance of local economies, is likt'ly to be greater. If
tht, addecl innovative effort of local firms k) compete
doesn't rvork out noh', the impact on tlre local
economv u,ill be more severe. Or if it does w,ork out,
thc, growth spurt cotrld dwarf any of those re.alized
in the past.

This is because we are operating in an economic
world that has fast become more global, increasingly powglgd more bv digitized transmission networks, and more infused vvith knou,ledge as a critical input in what we do and how we do it. One
consequence of all this is that businesses are less
constrained in the decisions thev make ivith rcspect
to where the'v carry out their activities. Knowledge,
for example, is something that is much easier and
less costly to take elsewhere than were the materials
that dominated production processes in the industrial era. Thus, u'hat is rapidlv becoming the domi-

nant element in much of what we now do in the
economv is embedded in activitv that no longer
needs to he as closelv tied to a specific location. It's
activity that can be nrore easily nroved awav to
other places.

While thert is nothirrg nery in the movement of
business operations elsewhere, the possibilities are
greater and the costs of doing so are less. Furthermore, globalization has greatlv increased the num-

ber of locations that might be suitable points of
operation or market entry even though they may be
great distances awav. What needs to be recognized
is that this is something occurring in physical set-

tings-local economies-that are simultaneouslv
erperiencing more uncertain macroeconomic performances. The net result is and will continue to be
an increase in the probabilitv of more extreme results in macroeconomic outcomes. This means
greater variance in those outcomes, which implies
more svstemic risk of real estate loans.
SOME OBVIOUS QUALIFICATIONS
The impactof innovative firm beh.rvior on the macro
p.rerformance of a local t,conornv is, of courst', not a

i2

Dealing uith risk in real life decisions in
real estate finance still leffiains ffiorc of an

art thdn a science. lt is also nn art that has
become more iffiportant in its application
as cotnpetitiaerrcss in the real estate

finance n arket has intensified. Wrile
impetfectiotts rernair, we are flow dealing
with a market that is morc respoflsiac to
ecoflomic change at a time Lohefl the pace of
that change has accelerated.
completely random outcome. The very natu re of the
process, as it has evolveci in recent vears, lras given
rise b flexible organizations that.rre staffecl n'ith
entrepreneurial leaders n,ho have vision and a willingness to take risks. They are also staffed with a

large contingent of verv smart people possessed
i,',ith theknorlledge needtd to solve rr,hatoften turn
out to be very complicatc'd problems. As these organizations take shape, they operate in web-like r.retwclrks often fou nd concentrated in particular places.
The Silicon Vallev in northern California is tht most
cited example of such a concentration. Thtsc are
placc.s that exist because of the economies that flourish in such agglomerations rvhen certain sets of
circumstances and behaviors are present.rr
That innovators are attracted to such places implies
positive macroeconomic growtlr consequences.
Clearlv, this happens. But given the magnitude and
pervasiveness of the current and expected levels of
innovation, the explosive economic growth of those

Silicon Vallevs rvill by no means account for the
lion's share of the innovation-inductd growth that
flourishes in the nation. Moreover, traditional constraints on local growth, such as rising housing costs
and congestion, will moderate that growth in such
places.
Thc're is everv reason to believe that a good deal of
the uncertaintv underlying the innovation process
is ancl will continue to be reflected in the macroeconomic perfornrances of most if not all local economies. While wt' mav ha\,(' a prettv good notion as to

how it will affect some local economies, there is a
substantial element of uncertainty about what the
outcome will be in most places. In preriods of rapid
and pervasive tt'chnological change, the crystal balls
that tell us somethinS about a community's future

economic growth cloud up more than thev do during periods of relative stabilitv in our technologies.
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business, the loss history, and the line of coverage. A 15 percent to 20 percent increase was not

out of the norm. We saw several accounts with
pt.ror claims experience and severe exposure experience prem ium increases of 50 percent or more.

Non-renewal notices began showing up more
f requentlv than anticipated. Workers Compensation Insurance led the way for most carriers to
take the appropriate underwriting action in order
to maximize rates. Pre-9/ 11/01, the hard market
had a rrivecl, but it was a gradual build up of price
increases and changing terms and conditions.
Manv underwriters still listened to the agents'
case and made some attempts to ad just their on,n
positions.
THE TRAGEDY OF SEPTEMBER 11
September I l, 2001, n,as a loss no one could conceive. As of March 2002, cost estimates ranged from

$30 billion to $72 billion. As noted by Morgan
Stanlev, it will be the largest workers compensation
loss in history' (bv multiples); the most expensive
aviation disaster in hisbry (by multiples); one of the
largest property losses in history; the most expensive business interruption loss in historv (bv multiples); the largest life insurance catastrophe loss in
hisbry (by multiples); and potentially one of the
largcst liabilitv claims in historv. ln insurance circleg
this is referrecl to as a "clash" event - where multiple
losst's, in difft'rent lines of coverage, arise from the
same, r"rnderlying cause. Clash events are outside of
an insurance carrier's normal actuarial assessment
of its aggregate loss erposures, so the catastrophic
impact is exponential.
According to Busirie,ss ltrsurnrrct magazine, the financial shock willleave most insurers and reinsurers
darnaged, but solvent. The extent of financial damage will depend on the rrltimate industry-wide loss.
As this number increases, greater is the risk of
insolvencies. According to Standard & Poors, however, the industry likely has the capability to manaE;e itself out of the problem. Should the costs rise
above $50 billion, the outlook would indeed change
with regard to the solvency of insurers.

occurrence on tlre actual building complex coupled
with propertv loss is being estimated at over $10
billion. Therefore, resolution of issues such as this

will be critical to the industry's financial

The current major concern is the possibility of another terrorist attack or a natural calamity such as
an earthquake, hurricane, or flood. The insurance
industry's financial resources are fir.rite and the
impact of Septe,mber 11 has hit carriers' balance
sheets hard.

WHAT DOES ALL THIS MEAN?
Reinsurance capacity will shrink significantly.
Retailcarriers rvillbuy from onlv the mostcreditwortlry reinsurers. Their "approved" list will be
shorter and scrutinized more regularly. At the
same time, fear and greater recognition ofhigher
risk factors *,ill result in reinsurers being less
willing to assume and retain certain types of risk,
Additionallv, capital markets will only be willing to reinvest their monev in the large and
financiallv strong reinsurers, therebv drying up
the capacity previouslv provided by the mid-

r

and smaller-sized reinsurers-

Pricing will rise significantly. Hank Creenburg,
chairman and CEO of American International
Croup (AIG), wams that insuranct' buyers can
expect to scc rates "going up by leaps and
bounds." Premium increase estimates are now
predicted to range from 15 percent-30 percent
or even higher depending on risk factors and loss
experience. ln specialtv lines such as earthquake
insurance, directors and officers liability and
workers compensation costs could soar by 50
percent-75 percent because:

1. Underwriters are now fearful of new types
of risks and larger potential losses.
2. The amount of premium that is required to
support insurance risk is greater than previ
ously understood. Add to this skyrocketing reinsurance costs.
3. The industrv's liquidity needs are also
greater than previously envisioned. Investors
and stockholders are demanding profitable underwriting results and greater than the historical three percent return on their investment.

will grow as Iosses escalate
is unrecoverable reinsurance, though it should not
provt crippling for most insurers. At the very least,
insurers mav face delavs trn reinsurance recoveries
as disputes arise over coverage terms. Now brewing
is the, debate over whether each plane that crashed
into the World Trade Center constitutes a separate
loss t.rccurrencc. Combined, the towers had insur-

The interaction ofsupplv, demand, and price

ance limits of 93.5 billion. however each 9/11

dramatic.

One of the problems that
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rl,,c'll-

being. As the size of the Ioss grows, these disputes
will grow. For some reinsurers, the resolution will
determine their business survival.

willbe

2l

Insurance carriers are re-evaluating and re-pricing their catastrophic loss exposures in earthquake, flood, and hurricane zones as well as in
high-risk operations or products. Already some
carriers have either withdrawn from the market
or cut back their limits and increased their pricing. Depending on what happens with reinsurance renewals in 2002, insurance consumers may
not be able to purchase limits or coverage enhancements maintained previously.
This year, expect to receive "Notices of NonRenewal," 60- to 90-davs before policy expirations. Even though carriers may be willing to
re'nel\, coverage, thev will issue these letters to
avoid regulatory renewal restrictions such as
capping premium increases at 25 percent.

More covc.rage restrictions will be imposed and
greater underwriting focus will be instituted. In
.r soft market, underwriters attempt to attract
business bv offering broad coverage terms and
high limits without asking many questions. This
has norv changed. Here are some examples:

-

We .r|rect reinsurers ttill etclude teruorisnt
in their 2002 renewals. The concept of a
federally-backed reinsurance pool for terrorism
and *'ar risk-related losses has positive support
throughout the insurance induitry and wiihin
the government. Nothing has been solidified yet,
but it appears that there will be a vehicle created
to protect business and property owners against
such risks.
couerage

-

Undtru,riters uill he cnutious about uryiting
risks a'if/r a high concortrntion o.f property talues.
Probable Maximum Loss (PML) and Maximum
Foreseeable Loss (MFL) estimates are no longer
credible to underwriters. Forexample, in thecase
of the World Trade Center, the PML was around
five percent and the MFL was about 20 percent.

- Propcrty replacenent cost tslues and loss of
i come estinlites must be tterifietl.In many cases,
underwriters will require some form of properlv
appraisal or business income worksheet to make
certain the risks they write are insured to their
full insurable value.
Blanktt limits nmy no longtr be offered. This
feature historically has provided clients a great
deal of protection from under-reported values
but hasexposed carriers to losses far greater than
they had anticipated.
Deductihles utill incredse. Not too many years
ago a $100 deductible was the norm. In recent
vears this increased to $1,000. We now expect

...

it is no longer business as usual

at d the industry is now fighting
to preseroe its financial integrity.

No one expects a quick fix.
underwriters will request $5,000 or $10,000 rrrrri
rrrurn deductibles. Applications now must provide far greater detail as tothe ownership, operations, and exposures of a risk. Five-year "hard
copy" loss runs must be provided prior to bind-

i.g

-

Carriers u,ill entertaitt trcu, htrsitrcss but nay

refuse to quotr: i.f they feel tlte account isbeingsholtped.

Adequate lead time will be necessary for their
loss control consultant to do an underwriting
inspection bet'ore they release their quote.
- Carritrsuill demand loss corrtrol commitntetrts
t'rom clients. They will non-renew accounts who
fail to curtail unsafe operations or exposures.

Distribution channels will be restricted. With
their limited capacitv, carriers will cut back the
number of brokers with whom thev will do
business. This will benefit an organizition such
as Gallagher but will seriously hurt smaller local
brokers.
Rating agencies such as A.M. Best and Standard
& Poors will closely monitor the financial performance and liquidity of insurance carriers and
there will be a number of dou,ngrades. Lenders
and others will also pay close attention to these
changes, as it may affect their loan security or
contractual provisions. Ideally, thev will be understanding of current market conditions.

CONCLUSION
This author has been in the insurance business for
more than 25 years and has seen soft and hard
markets come and go. However, it is no longer
business as usual and the industry is now fighting
to presen e its financial integriw. No one expects a
quick fix.

While there may not be much good news right now
in the insurance industry, the author's hope is that
this information will provide better insight as to
what has or will be changing and the reasons
whY.*u,
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different from what it was a decade or two ago.
Most of us still have bosses and follow prescribed
procedures in some if not in much of u,hat we do.
And we work in businesses that locate many of their
operations near their customers or where there is
the specialized labor or services thev need-the
traditional reasons for the location of their activities.
Still, even in firms that appear to be operating in
much the same \4,av as thev have in the past, there
have been changes. The recent successes of most
"traditional" firms stem in part from adiustments
they have made to the realift of operating in more
dynamic and competitive markets. AImost all firms
are now more focused on making innovative product improvements and cost reductions with effort
that is concentrated largely around innovations
coming out of our information technologies. Manv
are trying to take adr.antage of the opportunities for
change in such information-centered activities as
accounting, inventory management, legal affairs,
R&D, purchasing, and marketing. Thus, even though
many firms seem to continue to operate in tradi
tional ways, the successful ones do not do it exactly
as they have in the past.

impact the systemic risk in real estate lending is
matter to which we now turn.

a

MORE SYSTEMIC RISK IN
REAL ESTATE LENDING?
The systemic risk that comes from cvclical movements in the economv remains a risk element in real
estate Iending. While there may have been a time in
the late 1990s when some believed the busincss
cvcle was a dead issue, this is not the case not'.
Business cvcle concerns remain a source of svstemic
risk to the real estate lender. But it is also something
that will be supplemented with added uncertainty
coming from structural change in the nation's
economy. Such clrange, especially when it results
from a technical revolution, comes into fruition in a
setting of uncertaintv. The outcome of innovative
activities aimed at translating nerv technical possibilities into operational realities is never certain.
Spurts of such activity, as wc .rre now er.periencing,
thus mean an increase in the uncertaintv surrounding the operations of the firms involved. This in turn
filters down to real estate finance transactions
through events that occur in local economies.
There are tn'o asp!'cts to this filtration process. First

That we have only begun to scratch the surface of
what's possible in most areas of business (and government) seems, paradoxicallv, apparent in the recent problems of those dotcom firms. Much of what
was promised through such firms during the go-go
vears of the late 1990s failed to materialize. This was
not so muchbecausethe promises lvere emptv ones,
but rather the result of investment made on the basis
oftechnologies thathad yet to be developed enough
to deliver n hat was promised. The changes that will
move us ton ard that digital vision of our economic
activities continue, albeit at a much slower pace.
And thev are currently concentrated in the activities
of existing brick and mortar firms.rr
There is still

a

high probability that the economy, in

time, will evolve into something that will differ
significantlv in manywavs from w'hat it was throughout most ofthe second halfof the twentieth century.
What it will look like in 40 to 50 years from now is
a matter of speculation, however, it is predicted that
more significant changes will be forthcoming. And
what this implies is a period of more than the usual
amount of uncertainty in the outcomes of the upcoming competitive market struggles that bring the
change about. There will be winners and losers and
identifying those that will come out on top will be
more difficult to do in a setting where so much of the
activitv is driven bv innovation. How all this might
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there is the innovative activity itself which generates business opportunities that could acld significantlv to the gron,th of the local economies in which

the innovative activitv flourishes. But given the
uncertainties surrounding the outcome of such activitv, it might not.
Then there is the other side of these opportunities to
consider. Thev represent threats to the. existence of
firms that fail to take advantage of them, r.t'hich, in
tum, can threaten the econonric health of the communities that are the locus of these firms. But then

again, it might not.
Since ne don't know exactlv who the winners and
losers will be, outcomes for particular communities
are shrouded with more than the usual amount of
uncertaintv. And n hen the innovations g,iving rise

to such activity are pervasive in their impact, (as
they are and will continue to be with innovations in
our informahon / communication technologies and
a number of others), this uncertainty works its way
down to most all local economies. What it means at
this levcl is more uncertainty with respect to elements in the local economv that have such important bearing on the ability of real estate borrowers to
meet the obligations of their loan agreements-jobs,
income, and profits. This implies more svstemic risk
e\posurP for real cstate lenders.

3l

Wnt tlrcn ahoLlt tlr

st,stemic risk itl real estate lenditg?
Obviously the business cycle was and remains
an important source of such risk. This seems to be
well recognized. What doesn't seenr to be recognized is the svstemic risk beginning to flow out of
the dynamics of our emerging economy. There are
roots taking hold here that are and will continue to
generate systemic risk in real estate finance, a development and outcome thatneeds tobe worked into the
mind-set of both real estate lenders and borrowers.

Not only ,nust thele be the skills to deal
zoith any of the actiaities that ,night
become a part of the core of a successlul
business operation, but there is the matter

of choosing tuhat actiaity this might be.

diffiailt ,nattel that rcqufues
aision and a zuillinptess to take risksThis is a

soffietimes, big risks.
THE EMERGING ECONOMY
While it's easv to exaggerate the degree of current
change in the nation's economy, there can be no
doubting the fact that we are in a period of significant economic change. Whether what's happe'ning
now will in time be taken as a revolution in the sense
that we experienced during the industrial revolution remains to be seen. Whatne do knorv isthat the
ingredients for change in how we do things and
what we do in the economy have been put in place.
And there is much more to come. Our information /
communication technologies, our biotechnologies,
our materials and new fuel technologies, and something we call nanolechnologv, promise us an economic world that could be absent a good deal of
what we had as we entered the second half of the
20th centurv."
As the transformation has taken place to date, we
now have an economic world that, compared to iust
a short rvhile ago, is much less regulated bv government and filled with markets that are more global
Irart in part because of the "digital" revolution. It is

world with production processes where information is fast becoming a critical input.' And what
we do with information increasingly involves putting the knowledge we get from it into what we
produce and hou' u,e produce it.'
also

a

How all this works out will be played out in markets
th.rt have become both much more competitive and
connected. Thev are arenas filled with intense pres-

sures that increasingly take the form of non-price
competition. Product innovation is fast becoming
the primarv means of competing the aim of which
is to bring new and better products to market more

quicklv than competitors. But doing so in today's
world often complicates the production process,
giving rise to the need for smarter inpr,rts. Hence the
growing inrportance of knowledge as an input to a
successful oPeration.

Knowledge, intense competition and innovation;
these are the kev parts of the nert, economv story.

30

But there is more to the story as it is continues to
todav's technologv frequentll' operate on the basis

of destinations that are more uncertain than the
traditional firm. They often donot know, in terms of
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particulars, u,here some of their activities are headed.
There is a lot of haze that has to be worked through,
giving rise to manv cloudy linkages in what is often
characterized as a web of activities. Furthermore,
these activifies often involve more than one firm,
which adds to the complexity of the process and
uncertaintv of the outcome.e

A Nrw MreNnvG ro DUE Drucrrucr
Arrrn ]er'tuanv 2002 & How ro MaxE rHE
Mosr oF THE Borrou-LrxE BrNnrrrs or

Success in such business situations is not easy. Not
only must there be the skills to deal with anv of the
activities that might become a part of the core of a
successful business operation, but there is the matter of choosing what activity this might be. This is a

BnowNuELD Tax TnraruENr
AccouNTrNG

difficult matter that requires vision and a willingness to take risks-sometimes, big risks.

This is thekind of economic world thatappearstobe
emerging. But it is not vet the world in which most
of us currently live and work. Life has changed for
those who do not live in the Silicon Vallev or those

other islands of high tech fervor and excitement,
but it is bv no stretch of the imagination radicallv
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It almost goes without saving that success in puttinS
these kinds of elements together requires organiza-

tions that are flexible and agile. Hierarchical structures are becoming increasingly less relevant. What
ne need are organizations with teams of skilled
operatives who have the authority and ability to act
decisively when the need arises, folks who must be
brought together in a wav that reflects a sensible
understanding of the big picture-the vision, the
willingness, and even the eagerness to take risks.
The overall outcome is, more likely than not, to be
one in h,hich there are substantive and substantial
changes in the relationships between firms, emplovees, suppliers, and customers.r"
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unfold. Firms currentlv on the cutting-edge of

For Sale:2000 gallons of paint - various colors.
Will throw in six acres of land for free...
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The brownfield lalvs enacted during the last decade are not enough to
make this an appealing offer to any but the most daring or determinetl.
In fact, very few people ever find themselves choosing to be involved in

a transaction involving a poster propertv for the brorvnfield cause.
Nevertheless, the widespread impact from a number of brownfield lau,s
may also benefit even the most mundane transactions.

rrutiorrrt'ida residenlial and

This article discusses two issues of interest to anyone involved in
acquiring or managing real estate:

ing; remerliation nnd redeucloptnent;

1. Why does federal brownfields' legislation enacted on Januarv 11,
2002, require more due diligence to discover and disclose environmental Iiabilities on propertv? Will it lead to greater corporate
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(Continuetl on pngt 27)

disclosure obligations in the wake of Enron and SEC Regulation FD?

2. Whenthere issomething
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to disclose, a few oftenove'rlooked brownfield
tricks-of-the-trade can bring real value to the bottom line:
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A benefit for the buyer-the rare instance when
the IRS will let vou treat environmental cleanup
expenses on a newly acquired propertv as a deduction.

part ripe. But zuhen the dust settles,

' Enjoving a one- to t$,o-vear reduction in the
annual property tax assessment of a property.

nay signific antly affect the

'

If share prict' is a concern, cost-effective
remediation can remove an environmental liability and better the bottom line for shareholders to

'

see.

PART 1: TELLING ALL - WHY Enron IS THE
MIDDLE NAME OF ENviRONmental DISCLOSURE AND THE BROWNFIELDS REVITALIZATION ACT OF 2OO1

nrcnfirg o.f due diligtnce in rcnl estatc
trafisictiofis tt,ill chatgt as a result of tltc
Small Business Liability Relief and Brozonficltls
Ret,ittIization Act ("BrotL,nfields Act" )
thnt zpent into effect on lanuanl'11,2002
The

The Brownfields Act is part hvpe, part ripe. But
n,hen the dust settles, there are a feu, provisions that
mav significantly affect the way we do business.
For the most part, the Brou,nfields Act nill have
orrlv subtle effects on the rcal estate world since
much of the Brownfields Act embodies existing
policv, u,ith manv of the provisions applving to
onlv the most contaminated of properties. However, by amending the Superfund law (formally
knon'n as CERCLA, or the Comprehensive Environmental Response, Compensation and Liabilitv Act)
the Brownfields Act is likely to change the meaning
of due diligence in every real estate transaction.
Section 223 of the Brownfields Act clarifies the
standards and practices for conductinB "all appropriate inquirv" in order to be protected bv an innocc.nt owner defense under federal CERCLA law
(and likely under state laws, by extension). In gene,ral, the new law recognizes the common 1997
standard for Phase I site investigations, knorvn as
the American Society for Testing and Materials
("ASTM" ) Standard E1527 -97 (1997). Parties to a
clue diligence review are likelv to be using the more
expansiveASTMStandard E1527-00(2000), which
contemplates an evaluation by the environmental
professionalof "business environmental risk" in the
context of the commercial real estate transaction
and requires greater detail as to potential risks that
are not being evaluated within the scope of services.
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The Brotonfields Act is part hype,

there are a feut prozsisions that

uay

zoe

do business.

Both ASTM 1527 standards reqtrire the identifica-

tion of "Recognized Environmental Curditions."
Notabl1,, however, the 2000 standard relies upon a
greater degree of environmental professional judgment, and would allow some risks to be characterized solely as a "Historical Recognized Environmental Condition," rvhich mav or mav not (in the
professional's juclgment) impact a property. Likewise, the 2000 standarcl would allow sonre conditions to be excluded fronr Reco6;nized Environmental Conditions because thev are onlv de minimis.
Until the difference between the standards mandated bv the Brou,nfields Act and the ASTM Standard E-1527-00 (2000) has been reconciled, parties
conducting due diligencc may wish to use the 2000
standard, but specificallv re.quirc an identification
and discussion of anv historical and de minimis
matters that $,ould constitute Recognized Environmental Conditions under the 1997 standard.
The realchanges to due diligence could come about,
within two years, once the EPA satisfies its obligation h establish standards and practices for conducting "all appropriat€. inquirv" and as the changes
work their way into the related state prograrns. "All

appropriate inquirv" will include a review of matters such as chain of title, building dcpartment
records, the relationship of the purchase price to the
value of the properW, specialized knowledge that
the purchaser mav have, and tht'results of an inquirybyanenvironmental professional.r Failure to
conduct this level of due diligence rray deprive an
owner of an innocent purchaser defense. Purchasers should also be alr are, hon'ever, of continuing
obligations they will have after acquiring property
in order to preserve the innocent olt,ner protection.
These obligations inclucle complving n'ith irrformation requests, providing access to persons authorized to undertake cleanup, actions and complving
with land use restrictions and institrrtional controls.
ln most cases, these obligations already exist where
a cleanup has been undertaken.l

The problem here is that risk assessment is difficult,

which is whv, despite all of the sophisticated research on the subject, in real n,orld financial decisions it is often treated in.r way that incorporates a
large subjective element. This is especiallv so in real
estate, largelv because of the heterogeneitv of the

product and the comple,xities that often arise in
financing its accluisition.
ln real estate, much of the. lender's concern is n ith
credit or default risk. The tbcus is on the question of
whether the borrower will live up to the interest and
repayment provisions of the loan agreement. As
real estate loan originators look at this, the ansn er
is to be found in things that art' specific to the
borrorver and the real estate being acquired. What
about the borrower's abilitv to pav? Are his income
or profit prospects good? What about the property?
Is the prroposed acquisition price reasonable relative to its location and state of repair? And rvhat are
the probabilities with respect to the answers to all
such questions?

All of the above is very important at the level of loan
origination. But to those who ultimately provide
the funds,: these are risks that can be diversified
away. Even so, risks that come from more general
economic forces remain. Such risks are often dubbed
svstemic-so named, because thev have a presence
in all loans.

Consider, bv w,av of example, the risk exposure
created bv the business ct,cle. Cyclical movements
in the economy affect the performance of real estate
loans. Dort nturns lead to nrore problem loans; upsu,ings lead to ferver such loans. These are possibilities with probabilities (our measure of risk exposure) because of the uncertainty there is about the
timing and amplitude of such cvclical movements.
We knon, thev're coming. We ,ust don't know exactly when or how severe the movements will be.
Because this cycle has imp.rct on most, if not.rll local
economies, the lending risks it generates are spread
throughout all local real estate markets. This means
we are dealing u,ith risks that, because thev are
everywhere, cannot be diversified away. But, like
anv other set of risks, thev have a cost that must be
recoupred. Stude'nts of finance tell us that premiums
for such risk are incorporated into loan rates thrnugh
the operation of markets, which gets done properly
if those markets are efficicnt.

The Enron Conrection

For publicly traded companies, SEC requirements have been increasinglv strict about disclosing
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Al1 of this is standard stuff in finance. It's also
something that has become increasinglv relevant in
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the real estate finance market. This is a market that
competitive largely because of the
growing ust of derivative instruments to finance
real estate transactions, c.S., mortgage-backed securities. Twenty-five years ago, most real estate loans
u,ere originated by and rvent into the loan portfolios
of savings institutions, commercial banks, and insurance companies. In 1980, forexamplc, morethan
two-thirds of the nation's mortgage loans lrere'in
the portfolios of these lenders, loans that, for the
most part, they had originated. Secondary market
has become more

activitv back then consisted primarilv of loans originated bv mortgage bankers that *,ent into the portfoliosof three federal agencies-Fannie Mae, Freddie
Mac, and Ginnie Mae. What's more likelv to happen
todav is that loan originations, mostlv made bv
mortgagebanks,savings institutions, and commercial banks, will be put into pools on the basis of
r,,,hich securities will be issued that work their n,av
into the portfolios of .r much broader base of lenders/investors.
The magnitucleof this change irr horv funds get from
the nation's pool of savings to real estate borrowers
is well reflected in a couple of statistics. One is the

mortgage loan holdings of thrifts, banks and insurancc- companies, which by year-2000 had fallen kr
just a little more the one-third of total mortgage
debt. The other is in the growing importance of the
mortgage-backed security through which long-term
funds flow to the real estate borrower. These securities, $,hich take more than a ferv forms,r norv
constitute close to 50 percent of the total mortgage

debt outstanding, compared with almost notlring
back in 1980.1 While tlre major issuers of this debt
have been and continue to be Fannie M..re, Freddie
Mac, and Ginnie Mac, private issuers have been
growing in number and in volume of oprt'rations in
recent vears.
That c-lerivative instruments havc come to dominate

real estate finance has greatlt' strengtl.rened tht,
links betwec'n this market and the nation's monev
and capital m.r rket-irrdt,ed the world's mtrney arrd
capital markets. One result has been more efficiencv
in the rvav in rvhich funds are allocated to real estate
borrowers, the net effect of which has becn a decline
in mortgage rates relatiVe to other long-term capital
rates.' More important to the subiect of this manuscript is the increased sensitivity of mortgage rates
to financial market developments brought about by
this tighter link to the broader rnarkets, the significanct'of r.r,hich is that risks, including svstemic
risks, are now more likely to bc properly reflected in
real estate finance loans.
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environmental liabilities associated with real estate
vou own. In Januarv 2000, the Securities and Exchange Commission proposed a ntw ltem 302(c) to
Regulation S-K regarding Supplementary Financial
Infrrrmation (Release Nos. 33-7793; 34-12351\. The
proposed rule would provide investors with more
transparent and better-detailecl disclosures concerning changes in valuation of longJived assets, including real estate and applying, in particular, to
environmental impairments. This nrlehas not moved
into final form. Nevertheless, in October 2001, the
U.S. EPA Office of Regulatorv Enforcement issued
an Enforcement Alert (EPA 300-N-01-008) highlighting environmental disclosure rt'quirements
under SEC Regulatior.r S-K.

Wnv rHE EnanncrNc

More recently, in the wake of the Enron collapse
and the SEC's October 23, 2000, fair disclosure rule,
(Regulation FD), investor's are demanding hei6;htened transparencv in corporate disclosures. The

EcoNovrv Wnr MEAN Monn
SvsrEMrc Rrsx rru

trend is clearlv toward increasing disclosure of
known liabilities and the Brownfields Act may sL't a
nen,standarcl for knorvledge-because it takes into
account factors such as a below market price paid
for realestatc. and Iegislates minimum requircments
for "appropriate inquiry."
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PART 2: GETTING BOTTOM.LINE BENEFITS

Alnn R. Wittger

espite the recession-albeit a very weak one so

far-along with

the recent jump in securitv concerns, the economic n,orld
continues to evolve into something that, in time,, will differ
substantially in certain important respects from what it was. As these
changes filter down to local real estate markets, lenders and borrowers
will be confronted with increased systemic risk, and that, given the
recent changes in our real estate finance market, is likelv to put upward
pressure on the cost to finance a real estate transaction. What's involved
here and how it will to come into play in real estate finance markets is
the subject of vvhat is to follow.
ABOUT THE AUTHOR

Bank Systenr. (Ennil: tt'itrgr:rar@

SYSTEMIC RISKS IN REAL ESTATE LENDING
Risk, of course, refers to potential volatilitv, which in the case of a real
estatL' loan means volatility in the retums that flow from interest
payments and return of principal. ll the're is uncertaintv about these
rL'turns, the lender is exposed to risk.r The rational thing to do in this
circumstance is to charge a higher rate of interest to cover the cost of the
risk. Onc'kev to successful real estate lending then is an accurate
assessment oi risk exposure, which means makin"g reasonable estimates
of the probabilities of the likelv possible outcomes of a loan's perfor-
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FROM DISCLOSURE
ln a recent transaction, due diligence disclosed that
a property our client rvas to acquire had 2000 galIons of paint stored underground-in the soil and
groundn,ater. Facing a cleanup costing around $1.2
Million, we were able to secu re a combination of
grants, tax credits, and TIF funding to cover the
maioritv of the costs. Holevc,r, these funds *'e,re
available becaust'we repre'sented the innocent purchaser-very few programs are .rvailable to the
current ownerof property. Furthermore, grant funds
ofttn have difficult strings attached or may be otheru,ise unavailable for a particular project.
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Whether you own or are purchasing real estate, one
of the most overlooked sources for improving the
bottom line of a project relates to tax treatment. [f
you have disclose'd environmental liabilities associated with a propertv vou own or if vou think vou
may spend a few thousand dollars or more in the
coming year on environmental issues related to a
piece of real estate that vou may purchase or currentlyown, you should consider the following strategies:

.

When are irou eligible to treat environmental
cleanup expenses as a deduction?
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.

If

a

property is to be cleaned up in coniunction

with a sale, who receives the tax benefit of

the

cleanup?

'

Can vou eniov a one- to tivo-vear reduction in
the annual propertv tax assessment of a propertv?

.

If share pricc is a concern, is it cost cffective to
clean up a property, and remove an environmental
liability, thus bettering the bottom line for shareholders to

see?

These strategies, discussed in detail below, are generally simple to implement. However, timing isoften

critical and the benefits will vary based on vour
particularcircumstances. Evaluating the benefits and
consequences of these strategies for vour circumstances should be done in consultation rvith counsel.

Wrcn yon are e ligiblc to trett enuironnrcntal
cleanup expenses as a deduction,
A

199.1 IRS

ruling allon,s propertv owners rvho

caused contamination on their property to deduct
their environmt'ntal cleanup costs as a current expense, on the premise that these cleanup costs are
considered to be repairs to the property. This deduction mav also be allowed rvhere contamination
is discovered after taking ownership, when the
cause of the contamination is unclear.

If you purchase a contaminatcd propertv, you
will generally be required to capitalize the cleanup
costs and depreciate them over thc life of the property. That is, remediation expenditures generally
must be added to the cost of the taxpaver's land
acquisition (i.r., basis) and often cannot be fullv
recovered for tax purposes until the land is sold.
The Brownfield Tax Incentive, Section 198 ofthe
Internal Revenue Code, overrides capitalization requirements and allows a current deduction that can
be used to offset other current income or result in a
net operating loss.

Who Qualilies? The Brownfields Tax Incentive,
created in 7997 and significantly expandecl in December 2000, now applies to expenditures incurred
between December 22,2000, and Dt cember 31,2003.

In order to qualifv under the expanded Brou,nfields
Tax lncentive, the're must have been a release, or threat
of relear, of a hazardous substance. Properties contaminated or threatened solelv b), a release of petroleum products (gasoline, diescl, heathg oil, etc.) do
not qualifu. However, properties contaminated or
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threatened bv a mixture of petroleum products and
other hazarclous substances m.'iv still qualify for the
Brownfields Tax Incentivr,. Also, the propertv must
not be listed on, or be proposed for listing on, the

Environmental Protechon Agencv's National Priorities List (NPL or Superfund site list).
In order to take advantage of the Brownfields
Tax Incc.ntive, taxpayers must receive a certification
statement from their state's environmental agencv.
The state is likelv to require at least minimal sam-

pling results to determine eligibility. The 1997 version of the law included other geographical limitations relating to povertv levels that were difficult to
implement and were dropped in the 2000 amendments.

What Expenses Qualify? The category of allou,able expenses is potentiallv verv broad. Taxpavers should consult with tax counsel to determine
u,hether specific cost items are allou,able expenses.
Cenerally, expenditures for assessment and moni
toring of a release (or threat of release), abatement,
control, or disposal of a hazardous substance do
qualify for the Brownfields Tax Incentive. Expenditures for asbestos abatement, rvhich is part of or
within a structure, do not qualifv unless there is a
release, or a threat of release, into the environment
outside of the structure.

Workitrg the tax benefits of a cleanup into a
prcperty trunsaction
ln the example of our paint-contaminated propertv, we were faced with the choice oftrying to force
the seller to clean up the property and pay the
seller's asking price, or offering to reduce the purchase price by the amount it would cost to clean it
up. So, which is a better deal?

From a liability standpoint, the two deals are
verv different. To minimize the liabilitv of a buver,
we often require that the seller clean up a propertv
to standards that we set before the buver assumes
title. Liabilitv issues themselves are verv complex
and may drive a deal.
From a cost standpoint, these may also be very
different deals. The grossly oversimplified example
illustrated belor.r,assumes purchase of a $740,000

property, requiring $240,000 in environmental investigation and cleanup costs:

'

l6

If the seller spends $240,000 to clean up contamination, seller n,ill be able to expense the cleanup

Through a cootiliflated effort,

Phase II site investigation and an estimate from
an environmental consultant;

efloironffiental, rcal estate, afld tax counsel
may be able to improzte the terms of a

a

transaction, create afl unexpected zoinilfall
for a client, or gerrerally improae the
bottom line for shareholders through
speci.tl tax tleatrflent aaailable as a result
of fe ileral b rozunfi el il initi atia e s.

You mav create an undesirable, albeit temporary, stiBma associated with the property.

In the context of our clir'nt's paint-contaminated
property discussed .rbove, the site investiBdti()n

cost. In effect, the seller will be taxed on net
income of $500,000 and in the world of a onethird tax bracket, the seller's pain of cleanup is
reduced $80,000 as a result of the de.duction.
Ifthe buver negotiates

a

purchase price reduction

to $500,000 and then spends $240,000 on cleanup,
the seller is still taxed on a net income of $500,000
and seller's tax liabiliW is still $80,000 less than if
the sale had been at the higher price. The bu1,er
capitalizes its costs and thebasis ofthe propertv is
$740,000 for purposes of depreciation.

Using the Brou,nfield Tax Benefit, the buyer negotiates a purchase price reduction to $500,000
and then spends $240,000 on cleanup. The seller
is still taxed on a net income of $500,000. Honever, the buyer can make use ofthe deduction to
offset against other current income or carry for-

A reduction in assessed value of the paint-contaminated property resulted in more than $40,000 in
savings to our client. In that case, the assessed value
dropped from around $500,000 to $300 during the
period that it took to piec€, together a viable transaction and we were able to stop the clock on the
accumulation of propertv tax debt.

NOTES

L
2.

Brownfields Act atSection 223;CERCLA, Section 101(35)(B).
The Brou'nfield Act also includes increased federalfunding
liability reform for those unlucky enough to be involved in
a National Priorities List sitrand better inteBrahon ii'ith state
ProSrams.
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Environmental li.rbilities that vou mav now be carrying on your books are, in all likelihood, based
upon estimated cleanup costs. In light of the recent
brownfield reforms and the move toward risk-based
remediation, you may be carrying these costs far in
excess of the actual cleanup cost. By addressing
your environmental problems vou mav benefit by
removing a liability (perhaps overestimated) from
vour books rvhile being able to deduct the related
cleanup expenses.

prcperty?

Timing is critical, since many jurisdictions limit
challenges to assessed values to specific times of

Through a coordinated effort, environmental, real
estate, and tax counsel mav be able to improve the
terms of a transaction, create an unexf)ected windfall for a client, or generallv improve the botbm line
for shareholclers through special tax treatmL'nt available as a result of federal brownfield initiatives.
Strategies to help the bottom line rvill be increasingly important as companies more fullv evaluate
their disclosure obligations in light of the legislated
standards for due diligence found in the Brou,nfields
Act of 2001 and in the aftermath of Enron and the
SEC's fair disclosure regulations.".,

share pice is a corcent, is it cost-effectirte
to clean up a propertu, retnoae an enaironntental
liability anrl better the bottom line for
sharcholilers to see?

Can you enjoy a one- to ttuo-year reduction
in the annual property tsx assesstnent of a

Often, a temporary reduction in the assessed value
of real estate is available, but:

field initiatives mav offer benefits available to the
traditional owner of real estate and not just the highrisk brownfield sites.

report and a cleanup cost estimate from an environmental consultant was enough to satisfv the property assessor to grant a temporary reduction in the
assessment. The timing is critical and a sophisticated assessor is likely to consider any known reduction in the purchase price as reflecting the diminished value of the propertv.

If

ward as net operating losses. The buver has also
succeeded in controllinp; the quality of the
cleanup.

Under generally accepted propertv appraisal guidelines, detrimental conditions such as environmental
liabilitv will result in a reduction of the fair market
value of the property based upon the cost of repair,
including ongoing operation and maintenance costs,
as well as the perceived risk.

The reduction in price may be limited to reflect
costs that will be reimbursed, such as from petroleum tank funds;

to environmcntal contamination. The recent brown-

,
For conditions that mav vet need to be disclosed or
evaluated, it is important to accurately quantify the
!

scope of the issue in light of the more rational
cleanup standards in current use. Finally, any time
anenvironmental Iiability is disclosed is a good hme
to think about negotiating for a reduction in the
assessed value of the property.

the year;

You will need reliablt' information to demonstrate the cleanup costs. This t-ypically requires a
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CONCLUSIONS
The term "brownfield" may apply to any property that has issues-real or perceived-relating
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threatened bv a mixture of petroleum products and
other hazarclous substances m.'iv still qualify for the
Brownfields Tax Incentivr,. Also, the propertv must
not be listed on, or be proposed for listing on, the

Environmental Protechon Agencv's National Priorities List (NPL or Superfund site list).
In order to take advantage of the Brownfields
Tax Incc.ntive, taxpayers must receive a certification
statement from their state's environmental agencv.
The state is likelv to require at least minimal sam-

pling results to determine eligibility. The 1997 version of the law included other geographical limitations relating to povertv levels that were difficult to
implement and were dropped in the 2000 amendments.

What Expenses Qualify? The category of allou,able expenses is potentiallv verv broad. Taxpavers should consult with tax counsel to determine
u,hether specific cost items are allou,able expenses.
Cenerally, expenditures for assessment and moni
toring of a release (or threat of release), abatement,
control, or disposal of a hazardous substance do
qualify for the Brownfields Tax Incentive. Expenditures for asbestos abatement, rvhich is part of or
within a structure, do not qualifv unless there is a
release, or a threat of release, into the environment
outside of the structure.

Workitrg the tax benefits of a cleanup into a
prcperty trunsaction
ln the example of our paint-contaminated propertv, we were faced with the choice oftrying to force
the seller to clean up the property and pay the
seller's asking price, or offering to reduce the purchase price by the amount it would cost to clean it
up. So, which is a better deal?

From a liability standpoint, the two deals are
verv different. To minimize the liabilitv of a buver,
we often require that the seller clean up a propertv
to standards that we set before the buver assumes
title. Liabilitv issues themselves are verv complex
and may drive a deal.
From a cost standpoint, these may also be very
different deals. The grossly oversimplified example
illustrated belor.r,assumes purchase of a $740,000

property, requiring $240,000 in environmental investigation and cleanup costs:

'
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If the seller spends $240,000 to clean up contamination, seller n,ill be able to expense the cleanup

Through a cootiliflated effort,

Phase II site investigation and an estimate from
an environmental consultant;

efloironffiental, rcal estate, afld tax counsel
may be able to improzte the terms of a

a

transaction, create afl unexpected zoinilfall
for a client, or gerrerally improae the
bottom line for shareholders through
speci.tl tax tleatrflent aaailable as a result
of fe ileral b rozunfi el il initi atia e s.

You mav create an undesirable, albeit temporary, stiBma associated with the property.

In the context of our clir'nt's paint-contaminated
property discussed .rbove, the site investiBdti()n

cost. In effect, the seller will be taxed on net
income of $500,000 and in the world of a onethird tax bracket, the seller's pain of cleanup is
reduced $80,000 as a result of the de.duction.
Ifthe buver negotiates

a

purchase price reduction

to $500,000 and then spends $240,000 on cleanup,
the seller is still taxed on a net income of $500,000
and seller's tax liabiliW is still $80,000 less than if
the sale had been at the higher price. The bu1,er
capitalizes its costs and thebasis ofthe propertv is
$740,000 for purposes of depreciation.

Using the Brou,nfield Tax Benefit, the buyer negotiates a purchase price reduction to $500,000
and then spends $240,000 on cleanup. The seller
is still taxed on a net income of $500,000. Honever, the buyer can make use ofthe deduction to
offset against other current income or carry for-

A reduction in assessed value of the paint-contaminated property resulted in more than $40,000 in
savings to our client. In that case, the assessed value
dropped from around $500,000 to $300 during the
period that it took to piec€, together a viable transaction and we were able to stop the clock on the
accumulation of propertv tax debt.

NOTES
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Brownfields Act atSection 223;CERCLA, Section 101(35)(B).
The Brou'nfield Act also includes increased federalfunding
liability reform for those unlucky enough to be involved in
a National Priorities List sitrand better inteBrahon ii'ith state
ProSrams.
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Environmental li.rbilities that vou mav now be carrying on your books are, in all likelihood, based
upon estimated cleanup costs. In light of the recent
brownfield reforms and the move toward risk-based
remediation, you may be carrying these costs far in
excess of the actual cleanup cost. By addressing
your environmental problems vou mav benefit by
removing a liability (perhaps overestimated) from
vour books rvhile being able to deduct the related
cleanup expenses.

prcperty?

Timing is critical, since many jurisdictions limit
challenges to assessed values to specific times of

Through a coordinated effort, environmental, real
estate, and tax counsel mav be able to improve the
terms of a transaction, create an unexf)ected windfall for a client, or generallv improve the botbm line
for shareholclers through special tax treatmL'nt available as a result of federal brownfield initiatives.
Strategies to help the bottom line rvill be increasingly important as companies more fullv evaluate
their disclosure obligations in light of the legislated
standards for due diligence found in the Brou,nfields
Act of 2001 and in the aftermath of Enron and the
SEC's fair disclosure regulations.".,

share pice is a corcent, is it cost-effectirte
to clean up a propertu, retnoae an enaironntental
liability anrl better the bottom line for
sharcholilers to see?

Can you enjoy a one- to ttuo-year reduction
in the annual property tsx assesstnent of a

Often, a temporary reduction in the assessed value
of real estate is available, but:

field initiatives mav offer benefits available to the
traditional owner of real estate and not just the highrisk brownfield sites.

report and a cleanup cost estimate from an environmental consultant was enough to satisfv the property assessor to grant a temporary reduction in the
assessment. The timing is critical and a sophisticated assessor is likely to consider any known reduction in the purchase price as reflecting the diminished value of the propertv.

If

ward as net operating losses. The buver has also
succeeded in controllinp; the quality of the
cleanup.

Under generally accepted propertv appraisal guidelines, detrimental conditions such as environmental
liabilitv will result in a reduction of the fair market
value of the property based upon the cost of repair,
including ongoing operation and maintenance costs,
as well as the perceived risk.

The reduction in price may be limited to reflect
costs that will be reimbursed, such as from petroleum tank funds;

to environmcntal contamination. The recent brown-

,
For conditions that mav vet need to be disclosed or
evaluated, it is important to accurately quantify the
!

scope of the issue in light of the more rational
cleanup standards in current use. Finally, any time
anenvironmental Iiability is disclosed is a good hme
to think about negotiating for a reduction in the
assessed value of the property.

the year;

You will need reliablt' information to demonstrate the cleanup costs. This t-ypically requires a
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CONCLUSIONS
The term "brownfield" may apply to any property that has issues-real or perceived-relating
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environmental liabilities associated with real estate
vou own. In Januarv 2000, the Securities and Exchange Commission proposed a ntw ltem 302(c) to
Regulation S-K regarding Supplementary Financial
Infrrrmation (Release Nos. 33-7793; 34-12351\. The
proposed rule would provide investors with more
transparent and better-detailecl disclosures concerning changes in valuation of longJived assets, including real estate and applying, in particular, to
environmental impairments. This nrlehas not moved
into final form. Nevertheless, in October 2001, the
U.S. EPA Office of Regulatorv Enforcement issued
an Enforcement Alert (EPA 300-N-01-008) highlighting environmental disclosure rt'quirements
under SEC Regulatior.r S-K.

Wnv rHE EnanncrNc

More recently, in the wake of the Enron collapse
and the SEC's October 23, 2000, fair disclosure rule,
(Regulation FD), investor's are demanding hei6;htened transparencv in corporate disclosures. The

EcoNovrv Wnr MEAN Monn
SvsrEMrc Rrsx rru

trend is clearlv toward increasing disclosure of
known liabilities and the Brownfields Act may sL't a
nen,standarcl for knorvledge-because it takes into
account factors such as a below market price paid
for realestatc. and Iegislates minimum requircments
for "appropriate inquiry."

Rrnr Esrarr LENpTNG
br1

PART 2: GETTING BOTTOM.LINE BENEFITS

Alnn R. Wittger

espite the recession-albeit a very weak one so

far-along with

the recent jump in securitv concerns, the economic n,orld
continues to evolve into something that, in time,, will differ
substantially in certain important respects from what it was. As these
changes filter down to local real estate markets, lenders and borrowers
will be confronted with increased systemic risk, and that, given the
recent changes in our real estate finance market, is likelv to put upward
pressure on the cost to finance a real estate transaction. What's involved
here and how it will to come into play in real estate finance markets is
the subject of vvhat is to follow.
ABOUT THE AUTHOR

Bank Systenr. (Ennil: tt'itrgr:rar@

SYSTEMIC RISKS IN REAL ESTATE LENDING
Risk, of course, refers to potential volatilitv, which in the case of a real
estatL' loan means volatility in the retums that flow from interest
payments and return of principal. ll the're is uncertaintv about these
rL'turns, the lender is exposed to risk.r The rational thing to do in this
circumstance is to charge a higher rate of interest to cover the cost of the
risk. Onc'kev to successful real estate lending then is an accurate
assessment oi risk exposure, which means makin"g reasonable estimates
of the probabilities of the likelv possible outcomes of a loan's perfor-
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FROM DISCLOSURE
ln a recent transaction, due diligence disclosed that
a property our client rvas to acquire had 2000 galIons of paint stored underground-in the soil and
groundn,ater. Facing a cleanup costing around $1.2
Million, we were able to secu re a combination of
grants, tax credits, and TIF funding to cover the
maioritv of the costs. Holevc,r, these funds *'e,re
available becaust'we repre'sented the innocent purchaser-very few programs are .rvailable to the
current ownerof property. Furthermore, grant funds
ofttn have difficult strings attached or may be otheru,ise unavailable for a particular project.
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Whether you own or are purchasing real estate, one
of the most overlooked sources for improving the
bottom line of a project relates to tax treatment. [f
you have disclose'd environmental liabilities associated with a propertv vou own or if vou think vou
may spend a few thousand dollars or more in the
coming year on environmental issues related to a
piece of real estate that vou may purchase or currentlyown, you should consider the following strategies:

.

When are irou eligible to treat environmental
cleanup expenses as a deduction?

27 Ycars
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.

If

a

property is to be cleaned up in coniunction

with a sale, who receives the tax benefit of

the

cleanup?

'

Can vou eniov a one- to tivo-vear reduction in
the annual propertv tax assessment of a propertv?

.

If share pricc is a concern, is it cost cffective to
clean up a property, and remove an environmental
liability, thus bettering the bottom line for shareholders to

see?

These strategies, discussed in detail below, are generally simple to implement. However, timing isoften

critical and the benefits will vary based on vour
particularcircumstances. Evaluating the benefits and
consequences of these strategies for vour circumstances should be done in consultation rvith counsel.

Wrcn yon are e ligiblc to trett enuironnrcntal
cleanup expenses as a deduction,
A

199.1 IRS

ruling allon,s propertv owners rvho

caused contamination on their property to deduct
their environmt'ntal cleanup costs as a current expense, on the premise that these cleanup costs are
considered to be repairs to the property. This deduction mav also be allowed rvhere contamination
is discovered after taking ownership, when the
cause of the contamination is unclear.

If you purchase a contaminatcd propertv, you
will generally be required to capitalize the cleanup
costs and depreciate them over thc life of the property. That is, remediation expenditures generally
must be added to the cost of the taxpaver's land
acquisition (i.r., basis) and often cannot be fullv
recovered for tax purposes until the land is sold.
The Brownfield Tax Incentive, Section 198 ofthe
Internal Revenue Code, overrides capitalization requirements and allows a current deduction that can
be used to offset other current income or result in a
net operating loss.

Who Qualilies? The Brownfields Tax Incentive,
created in 7997 and significantly expandecl in December 2000, now applies to expenditures incurred
between December 22,2000, and Dt cember 31,2003.

In order to qualifv under the expanded Brou,nfields
Tax lncentive, the're must have been a release, or threat
of relear, of a hazardous substance. Properties contaminated or threatened solelv b), a release of petroleum products (gasoline, diescl, heathg oil, etc.) do
not qualifu. However, properties contaminated or
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A benefit for the buyer-the rare instance when
the IRS will let vou treat environmental cleanup
expenses on a newly acquired propertv as a deduction.

part ripe. But zuhen the dust settles,

' Enjoving a one- to t$,o-vear reduction in the
annual property tax assessment of a property.

nay signific antly affect the

'

If share prict' is a concern, cost-effective
remediation can remove an environmental liability and better the bottom line for shareholders to

'

see.

PART 1: TELLING ALL - WHY Enron IS THE
MIDDLE NAME OF ENviRONmental DISCLOSURE AND THE BROWNFIELDS REVITALIZATION ACT OF 2OO1

nrcnfirg o.f due diligtnce in rcnl estatc
trafisictiofis tt,ill chatgt as a result of tltc
Small Business Liability Relief and Brozonficltls
Ret,ittIization Act ("BrotL,nfields Act" )
thnt zpent into effect on lanuanl'11,2002
The

The Brownfields Act is part hvpe, part ripe. But
n,hen the dust settles, there are a feu, provisions that
mav significantly affect the way we do business.
For the most part, the Brou,nfields Act nill have
orrlv subtle effects on the rcal estate world since
much of the Brownfields Act embodies existing
policv, u,ith manv of the provisions applving to
onlv the most contaminated of properties. However, by amending the Superfund law (formally
knon'n as CERCLA, or the Comprehensive Environmental Response, Compensation and Liabilitv Act)
the Brownfields Act is likely to change the meaning
of due diligence in every real estate transaction.
Section 223 of the Brownfields Act clarifies the
standards and practices for conductinB "all appropriate inquirv" in order to be protected bv an innocc.nt owner defense under federal CERCLA law
(and likely under state laws, by extension). In gene,ral, the new law recognizes the common 1997
standard for Phase I site investigations, knorvn as
the American Society for Testing and Materials
("ASTM" ) Standard E1527 -97 (1997). Parties to a
clue diligence review are likelv to be using the more
expansiveASTMStandard E1527-00(2000), which
contemplates an evaluation by the environmental
professionalof "business environmental risk" in the
context of the commercial real estate transaction
and requires greater detail as to potential risks that
are not being evaluated within the scope of services.
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The Brotonfields Act is part hype,

there are a feut prozsisions that

uay

zoe

do business.

Both ASTM 1527 standards reqtrire the identifica-

tion of "Recognized Environmental Curditions."
Notabl1,, however, the 2000 standard relies upon a
greater degree of environmental professional judgment, and would allow some risks to be characterized solely as a "Historical Recognized Environmental Condition," rvhich mav or mav not (in the
professional's juclgment) impact a property. Likewise, the 2000 standarcl would allow sonre conditions to be excluded fronr Reco6;nized Environmental Conditions because thev are onlv de minimis.
Until the difference between the standards mandated bv the Brou,nfields Act and the ASTM Standard E-1527-00 (2000) has been reconciled, parties
conducting due diligencc may wish to use the 2000
standard, but specificallv re.quirc an identification
and discussion of anv historical and de minimis
matters that $,ould constitute Recognized Environmental Conditions under the 1997 standard.
The realchanges to due diligence could come about,
within two years, once the EPA satisfies its obligation h establish standards and practices for conducting "all appropriat€. inquirv" and as the changes
work their way into the related state prograrns. "All

appropriate inquirv" will include a review of matters such as chain of title, building dcpartment
records, the relationship of the purchase price to the
value of the properW, specialized knowledge that
the purchaser mav have, and tht'results of an inquirybyanenvironmental professional.r Failure to
conduct this level of due diligence rray deprive an
owner of an innocent purchaser defense. Purchasers should also be alr are, hon'ever, of continuing
obligations they will have after acquiring property
in order to preserve the innocent olt,ner protection.
These obligations inclucle complving n'ith irrformation requests, providing access to persons authorized to undertake cleanup, actions and complving
with land use restrictions and institrrtional controls.
ln most cases, these obligations already exist where
a cleanup has been undertaken.l

The problem here is that risk assessment is difficult,

which is whv, despite all of the sophisticated research on the subject, in real n,orld financial decisions it is often treated in.r way that incorporates a
large subjective element. This is especiallv so in real
estate, largelv because of the heterogeneitv of the

product and the comple,xities that often arise in
financing its accluisition.
ln real estate, much of the. lender's concern is n ith
credit or default risk. The tbcus is on the question of
whether the borrower will live up to the interest and
repayment provisions of the loan agreement. As
real estate loan originators look at this, the ansn er
is to be found in things that art' specific to the
borrorver and the real estate being acquired. What
about the borrower's abilitv to pav? Are his income
or profit prospects good? What about the property?
Is the prroposed acquisition price reasonable relative to its location and state of repair? And rvhat are
the probabilities with respect to the answers to all
such questions?

All of the above is very important at the level of loan
origination. But to those who ultimately provide
the funds,: these are risks that can be diversified
away. Even so, risks that come from more general
economic forces remain. Such risks are often dubbed
svstemic-so named, because thev have a presence
in all loans.

Consider, bv w,av of example, the risk exposure
created bv the business ct,cle. Cyclical movements
in the economy affect the performance of real estate
loans. Dort nturns lead to nrore problem loans; upsu,ings lead to ferver such loans. These are possibilities with probabilities (our measure of risk exposure) because of the uncertainty there is about the
timing and amplitude of such cvclical movements.
We knon, thev're coming. We ,ust don't know exactly when or how severe the movements will be.
Because this cycle has imp.rct on most, if not.rll local
economies, the lending risks it generates are spread
throughout all local real estate markets. This means
we are dealing u,ith risks that, because thev are
everywhere, cannot be diversified away. But, like
anv other set of risks, thev have a cost that must be
recoupred. Stude'nts of finance tell us that premiums
for such risk are incorporated into loan rates thrnugh
the operation of markets, which gets done properly
if those markets are efficicnt.

The Enron Conrection

For publicly traded companies, SEC requirements have been increasinglv strict about disclosing
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Al1 of this is standard stuff in finance. It's also
something that has become increasinglv relevant in
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the real estate finance market. This is a market that
competitive largely because of the
growing ust of derivative instruments to finance
real estate transactions, c.S., mortgage-backed securities. Twenty-five years ago, most real estate loans
u,ere originated by and rvent into the loan portfolios
of savings institutions, commercial banks, and insurance companies. In 1980, forexamplc, morethan
two-thirds of the nation's mortgage loans lrere'in
the portfolios of these lenders, loans that, for the
most part, they had originated. Secondary market
has become more

activitv back then consisted primarilv of loans originated bv mortgage bankers that *,ent into the portfoliosof three federal agencies-Fannie Mae, Freddie
Mac, and Ginnie Mae. What's more likelv to happen
todav is that loan originations, mostlv made bv
mortgagebanks,savings institutions, and commercial banks, will be put into pools on the basis of
r,,,hich securities will be issued that work their n,av
into the portfolios of .r much broader base of lenders/investors.
The magnitucleof this change irr horv funds get from
the nation's pool of savings to real estate borrowers
is well reflected in a couple of statistics. One is the

mortgage loan holdings of thrifts, banks and insurancc- companies, which by year-2000 had fallen kr
just a little more the one-third of total mortgage
debt. The other is in the growing importance of the
mortgage-backed security through which long-term
funds flow to the real estate borrower. These securities, $,hich take more than a ferv forms,r norv
constitute close to 50 percent of the total mortgage

debt outstanding, compared with almost notlring
back in 1980.1 While tlre major issuers of this debt
have been and continue to be Fannie M..re, Freddie
Mac, and Ginnie Mac, private issuers have been
growing in number and in volume of oprt'rations in
recent vears.
That c-lerivative instruments havc come to dominate

real estate finance has greatlt' strengtl.rened tht,
links betwec'n this market and the nation's monev
and capital m.r rket-irrdt,ed the world's mtrney arrd
capital markets. One result has been more efficiencv
in the rvav in rvhich funds are allocated to real estate
borrowers, the net effect of which has becn a decline
in mortgage rates relatiVe to other long-term capital
rates.' More important to the subiect of this manuscript is the increased sensitivity of mortgage rates
to financial market developments brought about by
this tighter link to the broader rnarkets, the significanct'of r.r,hich is that risks, including svstemic
risks, are now more likely to bc properly reflected in
real estate finance loans.
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Wnt tlrcn ahoLlt tlr

st,stemic risk itl real estate lenditg?
Obviously the business cycle was and remains
an important source of such risk. This seems to be
well recognized. What doesn't seenr to be recognized is the svstemic risk beginning to flow out of
the dynamics of our emerging economy. There are
roots taking hold here that are and will continue to
generate systemic risk in real estate finance, a development and outcome thatneeds tobe worked into the
mind-set of both real estate lenders and borrowers.

Not only ,nust thele be the skills to deal
zoith any of the actiaities that ,night
become a part of the core of a successlul
business operation, but there is the matter

of choosing tuhat actiaity this might be.

diffiailt ,nattel that rcqufues
aision and a zuillinptess to take risksThis is a

soffietimes, big risks.
THE EMERGING ECONOMY
While it's easv to exaggerate the degree of current
change in the nation's economy, there can be no
doubting the fact that we are in a period of significant economic change. Whether what's happe'ning
now will in time be taken as a revolution in the sense
that we experienced during the industrial revolution remains to be seen. Whatne do knorv isthat the
ingredients for change in how we do things and
what we do in the economy have been put in place.
And there is much more to come. Our information /
communication technologies, our biotechnologies,
our materials and new fuel technologies, and something we call nanolechnologv, promise us an economic world that could be absent a good deal of
what we had as we entered the second half of the
20th centurv."
As the transformation has taken place to date, we
now have an economic world that, compared to iust
a short rvhile ago, is much less regulated bv government and filled with markets that are more global
Irart in part because of the "digital" revolution. It is

world with production processes where information is fast becoming a critical input.' And what
we do with information increasingly involves putting the knowledge we get from it into what we
produce and hou' u,e produce it.'
also

a

How all this works out will be played out in markets
th.rt have become both much more competitive and
connected. Thev are arenas filled with intense pres-

sures that increasingly take the form of non-price
competition. Product innovation is fast becoming
the primarv means of competing the aim of which
is to bring new and better products to market more

quicklv than competitors. But doing so in today's
world often complicates the production process,
giving rise to the need for smarter inpr,rts. Hence the
growing inrportance of knowledge as an input to a
successful oPeration.

Knowledge, intense competition and innovation;
these are the kev parts of the nert, economv story.
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But there is more to the story as it is continues to
todav's technologv frequentll' operate on the basis

of destinations that are more uncertain than the
traditional firm. They often donot know, in terms of

HrporN Tnnps:

particulars, u,here some of their activities are headed.
There is a lot of haze that has to be worked through,
giving rise to manv cloudy linkages in what is often
characterized as a web of activities. Furthermore,
these activifies often involve more than one firm,
which adds to the complexity of the process and
uncertaintv of the outcome.e

A Nrw MreNnvG ro DUE Drucrrucr
Arrrn ]er'tuanv 2002 & How ro MaxE rHE
Mosr oF THE Borrou-LrxE BrNnrrrs or

Success in such business situations is not easy. Not
only must there be the skills to deal with anv of the
activities that might become a part of the core of a
successful business operation, but there is the matter of choosing what activity this might be. This is a

BnowNuELD Tax TnraruENr
AccouNTrNG

difficult matter that requires vision and a willingness to take risks-sometimes, big risks.

This is thekind of economic world thatappearstobe
emerging. But it is not vet the world in which most
of us currently live and work. Life has changed for
those who do not live in the Silicon Vallev or those

other islands of high tech fervor and excitement,
but it is bv no stretch of the imagination radicallv
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It almost goes without saving that success in puttinS
these kinds of elements together requires organiza-

tions that are flexible and agile. Hierarchical structures are becoming increasingly less relevant. What
ne need are organizations with teams of skilled
operatives who have the authority and ability to act
decisively when the need arises, folks who must be
brought together in a wav that reflects a sensible
understanding of the big picture-the vision, the
willingness, and even the eagerness to take risks.
The overall outcome is, more likely than not, to be
one in h,hich there are substantive and substantial
changes in the relationships between firms, emplovees, suppliers, and customers.r"

TnnASURES &

Hrnnux

unfold. Firms currentlv on the cutting-edge of

For Sale:2000 gallons of paint - various colors.
Will throw in six acres of land for free...
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The brownfield lalvs enacted during the last decade are not enough to
make this an appealing offer to any but the most daring or determinetl.
In fact, very few people ever find themselves choosing to be involved in

a transaction involving a poster propertv for the brorvnfield cause.
Nevertheless, the widespread impact from a number of brownfield lau,s
may also benefit even the most mundane transactions.

rrutiorrrt'ida residenlial and

This article discusses two issues of interest to anyone involved in
acquiring or managing real estate:

ing; remerliation nnd redeucloptnent;

1. Why does federal brownfields' legislation enacted on Januarv 11,
2002, require more due diligence to discover and disclose environmental Iiabilities on propertv? Will it lead to greater corporate
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disclosure obligations in the wake of Enron and SEC Regulation FD?

2. Whenthere issomething
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to disclose, a few oftenove'rlooked brownfield
tricks-of-the-trade can bring real value to the bottom line:
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Insurance carriers are re-evaluating and re-pricing their catastrophic loss exposures in earthquake, flood, and hurricane zones as well as in
high-risk operations or products. Already some
carriers have either withdrawn from the market
or cut back their limits and increased their pricing. Depending on what happens with reinsurance renewals in 2002, insurance consumers may
not be able to purchase limits or coverage enhancements maintained previously.
This year, expect to receive "Notices of NonRenewal," 60- to 90-davs before policy expirations. Even though carriers may be willing to
re'nel\, coverage, thev will issue these letters to
avoid regulatory renewal restrictions such as
capping premium increases at 25 percent.

More covc.rage restrictions will be imposed and
greater underwriting focus will be instituted. In
.r soft market, underwriters attempt to attract
business bv offering broad coverage terms and
high limits without asking many questions. This
has norv changed. Here are some examples:

-

We .r|rect reinsurers ttill etclude teruorisnt
in their 2002 renewals. The concept of a
federally-backed reinsurance pool for terrorism
and *'ar risk-related losses has positive support
throughout the insurance induitry and wiihin
the government. Nothing has been solidified yet,
but it appears that there will be a vehicle created
to protect business and property owners against
such risks.
couerage

-

Undtru,riters uill he cnutious about uryiting
risks a'if/r a high concortrntion o.f property talues.
Probable Maximum Loss (PML) and Maximum
Foreseeable Loss (MFL) estimates are no longer
credible to underwriters. Forexample, in thecase
of the World Trade Center, the PML was around
five percent and the MFL was about 20 percent.

- Propcrty replacenent cost tslues and loss of
i come estinlites must be tterifietl.In many cases,
underwriters will require some form of properlv
appraisal or business income worksheet to make
certain the risks they write are insured to their
full insurable value.
Blanktt limits nmy no longtr be offered. This
feature historically has provided clients a great
deal of protection from under-reported values
but hasexposed carriers to losses far greater than
they had anticipated.
Deductihles utill incredse. Not too many years
ago a $100 deductible was the norm. In recent
vears this increased to $1,000. We now expect

...

it is no longer business as usual

at d the industry is now fighting
to preseroe its financial integrity.

No one expects a quick fix.
underwriters will request $5,000 or $10,000 rrrrri
rrrurn deductibles. Applications now must provide far greater detail as tothe ownership, operations, and exposures of a risk. Five-year "hard
copy" loss runs must be provided prior to bind-

i.g

-

Carriers u,ill entertaitt trcu, htrsitrcss but nay

refuse to quotr: i.f they feel tlte account isbeingsholtped.

Adequate lead time will be necessary for their
loss control consultant to do an underwriting
inspection bet'ore they release their quote.
- Carritrsuill demand loss corrtrol commitntetrts
t'rom clients. They will non-renew accounts who
fail to curtail unsafe operations or exposures.

Distribution channels will be restricted. With
their limited capacitv, carriers will cut back the
number of brokers with whom thev will do
business. This will benefit an organizition such
as Gallagher but will seriously hurt smaller local
brokers.
Rating agencies such as A.M. Best and Standard
& Poors will closely monitor the financial performance and liquidity of insurance carriers and
there will be a number of dou,ngrades. Lenders
and others will also pay close attention to these
changes, as it may affect their loan security or
contractual provisions. Ideally, thev will be understanding of current market conditions.

CONCLUSION
This author has been in the insurance business for
more than 25 years and has seen soft and hard
markets come and go. However, it is no longer
business as usual and the industry is now fighting
to presen e its financial integriw. No one expects a
quick fix.

While there may not be much good news right now
in the insurance industry, the author's hope is that
this information will provide better insight as to
what has or will be changing and the reasons
whY.*u,
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different from what it was a decade or two ago.
Most of us still have bosses and follow prescribed
procedures in some if not in much of u,hat we do.
And we work in businesses that locate many of their
operations near their customers or where there is
the specialized labor or services thev need-the
traditional reasons for the location of their activities.
Still, even in firms that appear to be operating in
much the same \4,av as thev have in the past, there
have been changes. The recent successes of most
"traditional" firms stem in part from adiustments
they have made to the realift of operating in more
dynamic and competitive markets. AImost all firms
are now more focused on making innovative product improvements and cost reductions with effort
that is concentrated largely around innovations
coming out of our information technologies. Manv
are trying to take adr.antage of the opportunities for
change in such information-centered activities as
accounting, inventory management, legal affairs,
R&D, purchasing, and marketing. Thus, even though
many firms seem to continue to operate in tradi
tional ways, the successful ones do not do it exactly
as they have in the past.

impact the systemic risk in real estate lending is
matter to which we now turn.

a

MORE SYSTEMIC RISK IN
REAL ESTATE LENDING?
The systemic risk that comes from cvclical movements in the economv remains a risk element in real
estate Iending. While there may have been a time in
the late 1990s when some believed the busincss
cvcle was a dead issue, this is not the case not'.
Business cvcle concerns remain a source of svstemic
risk to the real estate lender. But it is also something
that will be supplemented with added uncertainty
coming from structural change in the nation's
economy. Such clrange, especially when it results
from a technical revolution, comes into fruition in a
setting of uncertaintv. The outcome of innovative
activities aimed at translating nerv technical possibilities into operational realities is never certain.
Spurts of such activity, as wc .rre now er.periencing,
thus mean an increase in the uncertaintv surrounding the operations of the firms involved. This in turn
filters down to real estate finance transactions
through events that occur in local economies.
There are tn'o asp!'cts to this filtration process. First

That we have only begun to scratch the surface of
what's possible in most areas of business (and government) seems, paradoxicallv, apparent in the recent problems of those dotcom firms. Much of what
was promised through such firms during the go-go
vears of the late 1990s failed to materialize. This was
not so muchbecausethe promises lvere emptv ones,
but rather the result of investment made on the basis
oftechnologies thathad yet to be developed enough
to deliver n hat was promised. The changes that will
move us ton ard that digital vision of our economic
activities continue, albeit at a much slower pace.
And thev are currently concentrated in the activities
of existing brick and mortar firms.rr
There is still

a

high probability that the economy, in

time, will evolve into something that will differ
significantlv in manywavs from w'hat it was throughout most ofthe second halfof the twentieth century.
What it will look like in 40 to 50 years from now is
a matter of speculation, however, it is predicted that
more significant changes will be forthcoming. And
what this implies is a period of more than the usual
amount of uncertainty in the outcomes of the upcoming competitive market struggles that bring the
change about. There will be winners and losers and
identifying those that will come out on top will be
more difficult to do in a setting where so much of the
activitv is driven bv innovation. How all this might
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there is the innovative activity itself which generates business opportunities that could acld significantlv to the gron,th of the local economies in which

the innovative activitv flourishes. But given the
uncertainties surrounding the outcome of such activitv, it might not.
Then there is the other side of these opportunities to
consider. Thev represent threats to the. existence of
firms that fail to take advantage of them, r.t'hich, in
tum, can threaten the econonric health of the communities that are the locus of these firms. But then

again, it might not.
Since ne don't know exactlv who the winners and
losers will be, outcomes for particular communities
are shrouded with more than the usual amount of
uncertaintv. And n hen the innovations g,iving rise

to such activity are pervasive in their impact, (as
they are and will continue to be with innovations in
our informahon / communication technologies and
a number of others), this uncertainty works its way
down to most all local economies. What it means at
this levcl is more uncertainty with respect to elements in the local economv that have such important bearing on the ability of real estate borrowers to
meet the obligations of their loan agreements-jobs,
income, and profits. This implies more svstemic risk
e\posurP for real cstate lenders.

3l

lnnovative behavior in American enterprise is, of
course, nothing new. Innovation that both provides
significant nL'w opportunities and threats to business has been a part of the American business
experience off and on throughout the course'of our
historv. What's different now is the magnitude and

pervasiveness of the current level of innovation,
rvhich is considerablv greater than it was throughout much of tl.re 20tlr century,rr What's also different is the fact that the potential impact of arry addecl

uncertaintv, as it shows up in the macro performance of local economies, is likt'ly to be greater. If
tht, addecl innovative effort of local firms k) compete
doesn't rvork out noh', the impact on tlre local
economv u,ill be more severe. Or if it does w,ork out,
thc, growth spurt cotrld dwarf any of those re.alized
in the past.

This is because we are operating in an economic
world that has fast become more global, increasingly powglgd more bv digitized transmission networks, and more infused vvith knou,ledge as a critical input in what we do and how we do it. One
consequence of all this is that businesses are less
constrained in the decisions thev make ivith rcspect
to where the'v carry out their activities. Knowledge,
for example, is something that is much easier and
less costly to take elsewhere than were the materials
that dominated production processes in the industrial era. Thus, u'hat is rapidlv becoming the domi-

nant element in much of what we now do in the
economv is embedded in activitv that no longer
needs to he as closelv tied to a specific location. It's
activity that can be nrore easily nroved awav to
other places.

While thert is nothirrg nery in the movement of
business operations elsewhere, the possibilities are
greater and the costs of doing so are less. Furthermore, globalization has greatlv increased the num-

ber of locations that might be suitable points of
operation or market entry even though they may be
great distances awav. What needs to be recognized
is that this is something occurring in physical set-

tings-local economies-that are simultaneouslv
erperiencing more uncertain macroeconomic performances. The net result is and will continue to be
an increase in the probabilitv of more extreme results in macroeconomic outcomes. This means
greater variance in those outcomes, which implies
more svstemic risk of real estate loans.
SOME OBVIOUS QUALIFICATIONS
The impactof innovative firm beh.rvior on the macro
p.rerformance of a local t,conornv is, of courst', not a

i2

Dealing uith risk in real life decisions in
real estate finance still leffiains ffiorc of an

art thdn a science. lt is also nn art that has
become more iffiportant in its application
as cotnpetitiaerrcss in the real estate

finance n arket has intensified. Wrile
impetfectiotts rernair, we are flow dealing
with a market that is morc respoflsiac to
ecoflomic change at a time Lohefl the pace of
that change has accelerated.
completely random outcome. The very natu re of the
process, as it has evolveci in recent vears, lras given
rise b flexible organizations that.rre staffecl n'ith
entrepreneurial leaders n,ho have vision and a willingness to take risks. They are also staffed with a

large contingent of verv smart people possessed
i,',ith theknorlledge needtd to solve rr,hatoften turn
out to be very complicatc'd problems. As these organizations take shape, they operate in web-like r.retwclrks often fou nd concentrated in particular places.
The Silicon Vallev in northern California is tht most
cited example of such a concentration. Thtsc are
placc.s that exist because of the economies that flourish in such agglomerations rvhen certain sets of
circumstances and behaviors are present.rr
That innovators are attracted to such places implies
positive macroeconomic growtlr consequences.
Clearlv, this happens. But given the magnitude and
pervasiveness of the current and expected levels of
innovation, the explosive economic growth of those

Silicon Vallevs rvill by no means account for the
lion's share of the innovation-inductd growth that
flourishes in the nation. Moreover, traditional constraints on local growth, such as rising housing costs
and congestion, will moderate that growth in such
places.
Thc're is everv reason to believe that a good deal of
the uncertaintv underlying the innovation process
is ancl will continue to be reflected in the macroeconomic perfornrances of most if not all local economies. While wt' mav ha\,(' a prettv good notion as to

how it will affect some local economies, there is a
substantial element of uncertainty about what the
outcome will be in most places. In preriods of rapid
and pervasive tt'chnological change, the crystal balls
that tell us somethinS about a community's future

economic growth cloud up more than thev do during periods of relative stabilitv in our technologies.
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business, the loss history, and the line of coverage. A 15 percent to 20 percent increase was not

out of the norm. We saw several accounts with
pt.ror claims experience and severe exposure experience prem ium increases of 50 percent or more.

Non-renewal notices began showing up more
f requentlv than anticipated. Workers Compensation Insurance led the way for most carriers to
take the appropriate underwriting action in order
to maximize rates. Pre-9/ 11/01, the hard market
had a rrivecl, but it was a gradual build up of price
increases and changing terms and conditions.
Manv underwriters still listened to the agents'
case and made some attempts to ad just their on,n
positions.
THE TRAGEDY OF SEPTEMBER 11
September I l, 2001, n,as a loss no one could conceive. As of March 2002, cost estimates ranged from

$30 billion to $72 billion. As noted by Morgan
Stanlev, it will be the largest workers compensation
loss in history' (bv multiples); the most expensive
aviation disaster in hisbry (by multiples); one of the
largest property losses in history; the most expensive business interruption loss in historv (bv multiples); the largest life insurance catastrophe loss in
hisbry (by multiples); and potentially one of the
largcst liabilitv claims in historv. ln insurance circleg
this is referrecl to as a "clash" event - where multiple
losst's, in difft'rent lines of coverage, arise from the
same, r"rnderlying cause. Clash events are outside of
an insurance carrier's normal actuarial assessment
of its aggregate loss erposures, so the catastrophic
impact is exponential.
According to Busirie,ss ltrsurnrrct magazine, the financial shock willleave most insurers and reinsurers
darnaged, but solvent. The extent of financial damage will depend on the rrltimate industry-wide loss.
As this number increases, greater is the risk of
insolvencies. According to Standard & Poors, however, the industry likely has the capability to manaE;e itself out of the problem. Should the costs rise
above $50 billion, the outlook would indeed change
with regard to the solvency of insurers.

occurrence on tlre actual building complex coupled
with propertv loss is being estimated at over $10
billion. Therefore, resolution of issues such as this

will be critical to the industry's financial

The current major concern is the possibility of another terrorist attack or a natural calamity such as
an earthquake, hurricane, or flood. The insurance
industry's financial resources are fir.rite and the
impact of Septe,mber 11 has hit carriers' balance
sheets hard.

WHAT DOES ALL THIS MEAN?
Reinsurance capacity will shrink significantly.
Retailcarriers rvillbuy from onlv the mostcreditwortlry reinsurers. Their "approved" list will be
shorter and scrutinized more regularly. At the
same time, fear and greater recognition ofhigher
risk factors *,ill result in reinsurers being less
willing to assume and retain certain types of risk,
Additionallv, capital markets will only be willing to reinvest their monev in the large and
financiallv strong reinsurers, therebv drying up
the capacity previouslv provided by the mid-

r

and smaller-sized reinsurers-

Pricing will rise significantly. Hank Creenburg,
chairman and CEO of American International
Croup (AIG), wams that insuranct' buyers can
expect to scc rates "going up by leaps and
bounds." Premium increase estimates are now
predicted to range from 15 percent-30 percent
or even higher depending on risk factors and loss
experience. ln specialtv lines such as earthquake
insurance, directors and officers liability and
workers compensation costs could soar by 50
percent-75 percent because:

1. Underwriters are now fearful of new types
of risks and larger potential losses.
2. The amount of premium that is required to
support insurance risk is greater than previ
ously understood. Add to this skyrocketing reinsurance costs.
3. The industrv's liquidity needs are also
greater than previously envisioned. Investors
and stockholders are demanding profitable underwriting results and greater than the historical three percent return on their investment.

will grow as Iosses escalate
is unrecoverable reinsurance, though it should not
provt crippling for most insurers. At the very least,
insurers mav face delavs trn reinsurance recoveries
as disputes arise over coverage terms. Now brewing
is the, debate over whether each plane that crashed
into the World Trade Center constitutes a separate
loss t.rccurrencc. Combined, the towers had insur-

The interaction ofsupplv, demand, and price

ance limits of 93.5 billion. however each 9/11

dramatic.

One of the problems that
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rl,,c'll-

being. As the size of the Ioss grows, these disputes
will grow. For some reinsurers, the resolution will
determine their business survival.

willbe
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I shock rvaves through strietv and the business community that
will significantly impact the availability and cost of insurance for years
to come. An in-depth analvsis of the consequences of these e.vents and
the resulting market will hopefullv enable consumers to more accuratelv anticipate, plan, and budget for insurance costs.
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PRE-SEPTEMBER 11, 2OO1
Prior to September 11, the insurance industrv washeading into a "hard"
(as opposed to "soft") market cvcle. During the mid-1990s, insurance
providers were aggressively writing and pricing business so that premium income could be invested in the financial markets. Undenryriting
profits were not as important as bottom-line results. In 2000, as investment income disappeared ancl the flow of loss activitv continued,
underu'riters realized that if thev u'ere to survive thc,v needt'd to adjust
their pricing upward, restrict coveragc' terms, and caricel those accounts

that r'r,ere unprofitable. Manv insurers w,ere counting on 2001 as the
bc,ginning of a return to normalcy.
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In the Tennessec/ Kentuckv re'gion, n,e n,ert' beginning kr feel these
exact changes. Rates were increasing, primarily based on the class of
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Since there is much more uncertainty in such periods, there will be more systemic risk in real estate

begun to do so. The level of such risk in real estate
lending is increasing, which should raise the cost of

lending.

such lending.

DO WE REALLY HAVE TO WORRY ABOUT
ALL THIS?
This question needs to be raised because of historv.
Business innovation has, historicallv, been u'avelike, rising rapidly during certain periods and then
declining to lower levels.'t The bursts of activih'
have been concentrated around radical innovations
such as those that deve,loped around the steam
engine and electricit'r,. One might argue that what's
happening now is simply another burst that will, in
time, dissipate as u,e fullv exploit the technologies
that are now significantly improving the wa1, rve are
able to conrmunicate with one another. On the other
hand, one could just as easilv argue that there is
much more to come out of those emerging information / communication technologies. And innovation
is expectetl to flourish in a number of other areas.
Thc.re are developments in biotechnologv, for example, that promise a lot of innovative activitv in a
wide range of businesses operating in this area.
There are also things going on in materials and nerl.
fuel technologies that could lead to much more
innovative, behavior in a lot ofbusinesses. And there
are ideas being developed in an area called
nanotechnologv-materials miniaturization-that
are trumpeted as notions that could uncierpin innovation of a magnitude unseen to date. Not surprisingly then, there are more than a few who arguc that
what's currentlv in the invention pipeline and what
seems likelv to get there shortlv will keep innovative activity at least at its recent high le'vel well into
the future. ''

Suppose it does. Is this somdhing rtal estate borrowers and lenders shotrld worry about? Is it something that will require a good cleal of time alrcl effort
to deal rvith eft-ectivelr,?

Of course, predicting technologicalchange is a fool's

IT WILL PROBABLY NOT HAPPEN
THIS WAY
While the real e state finance market is more compctitive than it rvas, it is bv no means t'fficient in the
textbook sense of the word.l' To most real world
lenders in anv segment of the real estate market, but
especiallv in the commercial market, risk managemcnt is not now or is it likelv ever to be a passive
activitv. Market participants, despite knon'ing more
than the,y did, don't hiu,e all the information thev
need. Qr.restions arise for which there are no simple
answers. Whilc there are sophisticated risk.rssessment models ancl measures usrd today in real world
decisions, a grtat deal of the rvork still incorporates

game. The' activity itself is complicated and involved and the models we have to guide us through
the task are incrediblv naive. In the past, the outcome of efforts to predict our tt'chnological future
have turned out to be far off the mark much more
often than not.'" Still, it's hard not to be impressed
with the scope of certain scientific developments as
they are currentlv lvorking their rvav into our technologies. lt's hard not to be pushed bward the
conclusion that if everything works out as it could,
ou r future research and development efforts should
keep innovation at lcast at those recent high levels
for as far as the eve can see.'; While this mav not
h.rppen, it ccrtainiv cr.ruld. It's not unrt'rsonahle to
su8gest to real estate le,nders and borrowers that
thev should begin to pav more attention to this
source of systemic risk if they have not already
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The ansner here depends in part on the' kind of
market through which funds will flow from real
estate lenders to borrowers.
THE REAL ESTATE FINANCE MARKET:
HOW EFFICIENT IS IT?
Were the real estate finance market efficient in the
textbook sense, this imptnding increase in svstemic
risk and its impact on financing costs u'ould just
happen. Down at the level of loan origination, lenders would continue to be concerned with risks that
arise from elements specific to the loans being made.
These loans would then work their wav into portfolios of the funds' providers, a process that rvould
diversify awav much of the specific risk. What
would remain is svstemic risk. If the real estate
finance market u,ere efficient in the textbook se.nsethat is, it was a perfectly competitive marke t-this
risk would be properlv priced as a consequt'nce of
the operation of the market. Those who provided
the funds, having full knowledge of market circumstances, lvould re.quire a highcr ratc that compensated them for any added risk being assumed. If
thev didn't get it, the'v'd mrx'e their funds elsen,here, going.:fter the'best rate from among what
would bc many borrowcrs competing for their business in a highlv compttitive market.

subjectiveevaluations ofthe risk involved. This should
come as no surprise in real ostate-particularlv in

income propertv. The product underlving a financial transaction in this market is heterogeneous and

complicated, which means a market with little
breadth and depth. The problem of figuring the
probabilities of the return possibilities of such a
variegated item that is exchanged in a thin market is
not an easy one. Moreover, with real estate, we are
c-lealing with something that, because of its durabilitv, is verv sensitive to charrges in the economv of
which it is a part. This means market dynamics that
furthe'r complicate efforts to assess the risk in this
market.
Dealing n ith risk in rcal lifc. decisions in real estate
finance still remains more of an art than a science. lt
is also .rn art that has become more important in its
applic.rtion .rs competitiveness in the real estate
f inance market has intensifiecl. While imperfections
rr.main, u,e are nort clealing with a market that is
more responsive to economic change at a timewhen
the p.rce of that change has accelerated.

l.

Lenders ar(' said t() bL. erposcd to risk in a setting of uncertaintv when they can assign probabilitics to tht'likely possiblc outcomes o[ the decisions thev make.
2. Si.,condarv market transactions or tranliactions that involve
thc sale oi loans originated bJ, one party to another who, in
effoct, providcs the l(rng-ternr funds k) finance .r real estate
transaction have long teen.rn imporlant part of the rcal
cstatefinance markrt, Thatimportance, howevcr, increased
siBrrificantlv lvith thc securitization olmuch realestate debt.
3. Thc variet\'in thesc instrumcnts is documented and discussed in Frank J. Fabozzie (etl,) I/l Hrxrril,oo* {)iMorl3/r3.
B/r.kd Srrrrilir,s (5th od.) (Ncw York: Mccralv"Hill 2ftll ).
.1. While most of this increase in securities actiYitv has b(ren
c(,n(cnlrdltd in thc rt,sidential sect,,r, the securitization,'f
nonr!'sidential debt has incre.rsed rapidly over the past few
y(rars noiv .rccounting for about l5 perar'nt of the mortgage
dPhl in this s.ctor
5. Sturlies of thc effects ol the securitizalion of mortgagr debt
on mortgaEc vields shor.r these yields have bttn reduced.
Src Patric Hendersh()tt and James Shilling, "'fhc Impact of

Agcncies on Conventional Fixed Ratc Mortgage Yields,"
lournd o.f rol Eshtt Finatrc( arrii Etorro,rirr, (1989) Vol. 2,
pp.101-l l5 nnd Jamcs Kolari, Donald Fraser and Ali Anari,
"Effects of Securitization on Mortgage market Yields: A
Cointegration Analvsis," R(,i?l Eslalc E.onorri.s ( 1998) Vol.26,
pp.6Z-693. A rouSh nnd simplc comparison of the average
sprtad betwcen homc mortgage rates and 30-vear govern-

There is now good reason for lenders and borrowers
in the real estate finance market to he ax,are- of and

consciously concerned with systemic risk. Whatcver science we have in the form of moclels that
seem appropriate to the task of evaluating such risk
should, of course, be used. lt is likely, however, that
w,hat rvill furn out to be the most cffective wav of
dealinH with it will involve a good dealof subjeciive
analvsis. And a key element in such an analvsis will
be an understanding of horv the economv is evolring and what this implies with respect to the probabilities that have bearing on loan performance.
Such understanding should give rise to sensible
subjective assessments that in the tlecisions thev
underpin should translate into reasonable risk premiums. This, of course, implies upward pressure on
loan rates in this market. While it mav not turn out
exactlv as it is Portraved in the textbook presentations of operation of efficient financial markets, the
direction of change should be much the same.

SUMMING UP
The dynamics of the' economv have alwavs spilled
over into real estate finance. They will continue to
do so in the future, probablv at an accelerated pace.
Much of this spillover in the future will come to
focus in risk exposure arising out of the upcoming
structu ral changes in the economv. Ignoring the risk
consequences of the dynamics of an economy that is
developing technologies that could radically change
what we do and hor.r,we do it could lead to some
unpleasant firrancing surprises. Being aware of and
havingsome understanding of these dvnamics, as it
is reflected in the character and pace of business
innovation, could help minimize such surprises,*.,
j.l
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NOTES

6.

7.

8.
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ments bet$'&rn 19t10s and the 1990s show a reduction in that
spre.rd of about 30 basis points.
For a succinct yet comprehensive discussion of what seems
to licahead rvith respect to our technologies sr\r R. G. Lipsey,

"S()urces of Continucd Long Run Dynamism in the 2lst
Century" in I/,c Fl]lr n' 0l lhl. Clobal ELi ottv: Tttlt'drds d Ltr g
Borr,r? (Paris: Organization for Economic Cooperation and
Development l9.r).
This growinB import;rnce ofinformati()n, ofcour:,e, has r(x)ts
that go back well ink) ourpasl. Information handling, which
at the tum of the 20th century .lccounted forahout 20 percent
of all economic activity, grew b closc k) 50 percont by 1980.
The recent acceleration in its importance and its expccted
continued grorvth is reflected in estimates that have this
figure up kr 80 percent b), ye.rr 2020.
While absent any comprehensive measures of knowledge as
an input in our produclion processes that tell us preciselv
how import.nt it is .rnd how that inrportance is changing,
there are more than a few b(Dks that provide insi8hts into
what'sgoinSon. Tw() ofthe betterof thcse are Alnn BurtonJones, Krtcttr,lcrl.geCapilafisnr (Ox ford: Ox ford Universitv Press
2001) and David ]. T€*ce, Mn,nf,it1g lnltlkctual Capital lOx-

ford: Oxford University Press 2000An earlier characterization of the nafurc oIeconomicactivitv
in such a cutting edge setting that still smms k) bc on tar8et
is in B. Arthur, "lncreasinS Retums and the Ntw World of
Business," Han.ard Brrsirress Rrt,ir,r', pp.100-109 flulv/Au-

Bust 1996).
A more detailed discussion of the kind of operations likely
kr t,e found in such a settin& see C. Lcr, W. F. Miller, M. C.
Hancock and J. S Rowen, I/rt Silicon /ailc-y fd3r, (Stanford:
Stanford University Press 2000).
IL The Econonrist ina recent issuediscussr,ssomeofthe reasons
whv the greatest impact of th., web i:i now being concentrated inbrickand m()rtarfirms. frle Eaorrorilsl. "(llder, Wiser
and Webbit'r," Junt' 30, 2001, p.10.
12. See E.ono i. R4,orl oflhe Pn:stdr l(Id uary2001), (WashinBton:U.S. Covemment Printing Office), Chapters I through 5.
13. The nohon ofagglomcration economies is nota new conc{-'pt.
10.
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during traditional lease (as tlistinguished from

Erperienced practi-

tioners' re'ports from the field on this issue read

like war stories with the user (or broker) as the
ultimate victim. The corporate. user lvpicallv
presents the prospective real estate transaction
to the attornevs, along with a lleneral economic
arrangement in place between the companv and
the broker. The broker and user (we hope with
the assistance of counsel) then must complete the
documentation that reflects all of the tcrms of the
business deal. Concurrentlv, with the commencenre,nt of .rctive lc,ase negotiations, (rather than
after eiSht hours of deliberation at the lease
signing event, for example), the broker, user,
landlord, and user's attornev should complete a
simple written recognition agreement to cap this
needlesslv combustible issue, unless it has been
prc'viously agretd upon. Commercial real estate
brokers often act as a "tenant representative"
and usuallv are compensated by the landlord,
unless initiallv agreed to be compensated by the
client.
Lease Subordination
The stirndarcl landlordform lease subordination provision is unaccept-

-

able for most tenants. Large-space users and
their landlords often agree, in the altemative,
that subordination of the lease is conditioned
upon the existing and anv future mortgage holdc.rs' (ancl grouncl lessors') agreement not to disturb possession, absent a continuing tenant default. The tbrm of this separate "rgreement, known
as an SNDA, should not be left to ne.gotiate until
after tht' lease is signed.
Waiver of Landlord's Lien
ln many iurisdictions, a superior statutorv licn on the tenant's
personal propertv located on-site is granted to
the landlord. As such, if the tenant intends to
institutionallv finance inventory, equipment, or
other pt'rsonal property to be stored or used at
the leased propertv ancl its lender requires a first
prioritv lienoversuch items, the landlord willbe
asked to waive (or subordinate) the statutory as
well as anv contractual liens on this personal
property. Don't count on the landlord's beneficence in Sranting such a request absent, ofcourse,
an express agrcement to do thc same contained
in the lease.

synthetic lease) negotiations. Based on our experience in lease negotiations, this cluestion has a
reasonable probabilitv of being favorablv resolved for the user in the leasr. only if raised bt'fbrc
the landlord perceives the tt'nant has committed
to the overall transaction.

.

Estoppels
- The tvpic.rl fornr lease obligates the
tenant (but not the landlord)to deliver a written
statement, upon request from the other partv,

confirming certain factual information pertaining to the lease and disclosing any known defaults of the requesting partv. The tenant's need,
from timL' to time, to obtain this statement from
the landlord is equallv important and useful,
especiallv in larger corporate financing or trans-

fer transactions. Accordingly, this obligation
should be made mutual in the lease.

WHATTOAVOID
For the commercial real e'state broker and transaction attornev alike, their enSagement on belralf of
corporate users of real estate is different in manv
important aspects trom their work unr.lertaken on
behalf of sophisticated real estate companies or
corporate users with large intemal realestate groups.

An importar.rt difference lies in the extent to which
the client must be educated about the basic limitations-and opportunities-tht leasehold relationship present to the user of the propertv. As such, all
of us intuitively know what to avoid in thest, representations-that is, anything less than an unconditional mutual commitment:
1. To inform the client about the effects of each
contingenry upon the prospective user's expectations of the underlying business deal; and
2. To assure that the final bargain struck between
the parties is reflected accurately in the documents.

Both are more effectively achieved when commercial real estate brokers, transaction attomeys, and
their clients communicate candidly and analytically
from the outset of the site selection process about
the transaction at hand.*u,
NOTE

Landlord's Default
Should the terrant be permitted to engage in self-help (with the ancillarv

right of set-off against next rents due) for
continuing default of the landlord? This is

The article akrve is an adaptation o[ an articlc appearinB in
American Lawyer Media publications: The LL'gal lttlrlligtttrzr
and Cotfifirrcial Leasirrg Lrnr,. O 2002 NLP IP Compan1,.

a
a

simple, and often provocative. question raised
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process for review and approval of the project
plans and specifications should be in included in

the lease, and agreed upon early in the lease
negotiation process. [n addition, the effect of
change orders on th€. basic rent structure, whether
proposed by the landlord or the tenant, should
also be determined early in the negotiation proccss. Rccommend that the client engage a qualified construction or design representative to

re

view the construction plans, specifications, and
contracts, and to represent the client throughout
the construction process.
Size of the Premises
- The economic retum to
the landlord is pegged to the area of the space
being rented. The prudent user should require
indepe'ndent verification of the area of the leased
space to be performecl bv a licensed profession.rl
in accordance with an agreed upon, obiective
rvritten standard of measurement, such as the
Standard Method for Measuring Floor Areas in
Office Buildings approved June 7, 1996, bv the
American National Standards Institute, Inc. and
the Building Owners and Managers Association
Intemational. The lease should permit adjustment of the basic rent and proportionate share
.rttributable to such space (for computing the
uscr's liability for its share t'f common area maintenanct'costs and realestate taxes assessed against
the prolect), all in accordance with such as-built
measurement.

Delivery Dates
As discussed in the example
above, a determination should be made about
when the user requires delivery of the space, and
whetherphased deliverv ofportions of the project
is sensible given the proiect timetable and the
companv's fit-up and use requirements. Due
consideration in the earlv negotiations should be
given to the economic and other consequences of
a delay in the projcct's completion, w'hether
caused by th(' tendnt or developer, (rr arising
from.forct nmir:ure.
Common Area Maintenance and Real Estate
Taxes
- Corporate uS€rS t.rr€ sometimes reluctant to negotiate late in the deal over such points
as exclusions from or limitations on the landlord's
common area maintenance charges and real estate taxes assessed aSainst the site, or audit rights
;rnd consequences pertaining to such charges or
taxes. The best wav to deal n'ith this predisposition is to res()l!e e.lrlv in the lease neSotiations
the limitations/exclusions,.rudit rights, right to
contest tax assessments for which the tenant is

18

ofwhy certain
of
it emphasizc those economies that arise from "knowledge
spillovers" of the kind to be found in places like the Silicon
It has been offered forvears as anexplanation

For the comnrcrcial refil estate broker

businesses loaate close to onc.tnothcr. Recent discussions

and tlansactiofl attoflEy alike, thcir
engagerneflt on behalf of coryorate users

of

real estate is dilferent in many important

lrorn their zoork undertaken on behalf
of sophisticated real estate cornllanies or
corporate users zuith large internal real estate
groups. Art itnportant differcnce lies ifl the
aspects

Vallry.

For a recent discussion of thest'tconomies and 11 hat
gives rise to them se!'J. S. Brown and P. Duguid, "Mysteries
ofthe Region: KnowltdSe Dvnamics in Silicon Vallev" in fhr'
siii.?,r Ydl,r1, Edgc, op. cit., pp.l(F39.
14. Forone view of this phenomenon see Il.U. AvL'rs, Tr'c/rrrrrlogi
fal Tra,sfornnlions im, Ldr! [Vdi'.s] P/rrls I nrrd /i, p.36. 'fechnological Fore(asting & Sociil Changt, 'pp.1-37 and pp.l1l137 (1990).
15.

we assume such a slow down is temporarv, business innovation should so be at L,ast back up its rarlier level if thisT'ie$
of underlying conditions is correct.

extent to which the client ,nust be educated

about the basic limitations
opportunities

-

- and

the leasehold relationship

prcseflt to the user of the property.
contractuallv liable under the lease, and consequences of overpavment.
Lease Term

- Companies that onlv occasionallv
transact in real estate generallv require some
schooling on the range of realistic alternatives for
the length of the lease term. ln addition, these
users are rarely attuned to the range of preferences to extend the term, expand the leased
premises, or purchase the project. These preferences, n'hen applied to term extension, expansion of the premises, or purchase of the property,
include a firm option, a right of first offer, or a
right of first refusal.

Of course, thr current rvorldwide slorv dorvn in ec()nnmic
growth has reduced current k,\,els of innovative activity. If

Arthur Clark once c()mmentcd that those who makc such
predictions tend to be over-()ptimistic in the short run and
under-optimistic in the long ru n. He argued that thev do this
because thev can only extrapolate linearlv and progrcss is
alllavs an erponential curvc. S- Criffiths (Ed.), Pr.rli.lrors,
(Oxford: Oxford Univ(,rsity I'rcss 1999, pp.35-.16).
17. There are mor('than a few proBnosticators who subscribe kr
the notion that rse are in the midst o[ a long bo()m thal has it
roots in innovation. One set of these include P. Schwartz, P.
Levde,n and J. Hyatt, who have writtt'n the b(xrk T/rr'LorI3

16.

Boo,,l, (Readin& Mass.: Perseus Books, 1999).
llJ. Financial markets in general, while more competitive than
most nonfinancial markets, bv no meins m!,asure up b the
textbook version ol a market than generates efficient rr.sults.
That this is so is reflected in the controversy that still swirls
around the beta coefficient, a measure that rvas offerr-'d as a
way of measuring systemic risk in tht, portfolio of the investor. It is also reflectcd in the pragmatic approaches that are
found in books conccmed with financial risk management.
M. Crouch, R. Mark and D. Calai, Rist Marrrr3crrcxf, (New
York: McCraw-Hill PublishinB 2000) and A.R. Winger, Risit,
(Chicago: lntcmational Publishing Companv 1995).

Alterations/Assignment and Subletting
- The
mantra from our user clic'nts on these related
issues tvpicallv is "we're not going to let the
landlord control our business." As such, every
significant lease negotiation includes substantial
discussion on the permitted scope of tenant alterations to the building and the conditions under
r,r,hich removalof these improvements is required
upon surrender of the leased premises at the end
of the term. These negotiations also include what
has become a major item for most companiespermitted corporate transfers. Regardless of the
size or complexity of the underlying real estate
transaction, users uniformlv require the discretion to engage in "change of control" or "going
public" transactions without interference from
institutional or other landlords. Because of the
comparative importance of this issue to our
mutual clients, brokers and attornevs should
strive to learn of any landlord resistance on this
point during the initial phase of the negotiations,
and communicate any obstacles to tht'ir client.

RrrL Esr,rrr lssuEs, Spring
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CRE PERSPECTIVE
Couprrxry

IN THE

FEorRal INcour Tax Lew
Mnrk

I-,:e

One of the issues is horv we weigh "complexity."
Is that the number of calculations or the number of
tables that have to be used? Is it the number of rules
that have to be mcmorized and employed? Or is it
simplv the amount of time it takes to compk'te a tax

refurn?

ki'ine. CIIE

An issue that arises at tax time is the constant barrage
of complaints as to the complexitv, involvement, and
inter-workings of the fc.deral income tax law. We
often refer kr this law as the "Cotle," referencing 26
U.S. Code Annotate.d, which is the portion of the
United Statc.s Code that relates kr the federal income
tax larvs-

Numerous arguments and presentations havc'
been made for the need to reduce the complexity of
the Tax Code. Thcre was an entire Institute prcsenttd in February 2001, at the. Nra, Yor* LIrrilt,rsilylTm Annlysts Ctn,entnrcnt Tm Polity workshopT
on simply the topic of tax code complexitv. Numerous papers werc presented at that Workshop
regarcling the complexitv in the tax law and possible alternatives that should be reviewed to rtduce tlris complexitv. Those alternatives certainlt,
address the total repeal of the tax Iaw, as well as
.rppro.:ches that would allow for modifications on
a substantial basis, of the federal income tax law.
One article has stated that the venerable Tax
Code is 9,451 pages. ("Tax Reform Fever May Bc,
Spreading: After VA Sweep, COP Congressional
Candidates Take Airn At IRS Code," Tfu Wnshingtort
Posf, November 13, 1997 , Page D5.)

An articleby William Cale, ("Tax Simplification:
Issues and Options" Tnr Nolc,s 1463. September 10,
2001), revieu,s of some of these issues. Cale noted the
survevs of some individual taxpayers as to the timc
it took them to record items, "leam" the rules, and
physically prepare the return. (There were also estimates prepared bv Gale as to the cost to oper.rte the
income tax law itself, considering the parties that are
involved, whether Internal Revenue Service or others.) Within the article, hr. also cited approximatelv
50 other articles as resources that commented on the
issue of complexiW.
The move for simplification, at least bv the Federal Joint Committee on Taxation, has produced a

"Summarv," printed in Trr-t Mrft,s 861 (Mav 7, 2001),
which lists pages of areas where reduction in complexity would be most beneficial, assuming the ':ntire Code u,as not replaced.
Maior areas for simplification $,ere targcted, at
including
Alternative Minimum Tax (AMT); changes as t()
Adjusted Gross Income (AGl); changes relative to
Social Security calculations as they work into the
income tax field, and capital gain calculations in
some settings, among others. The sug5;ested areas
are certainlv much more detailed than thcse comments as to areas that are in need of clarification or
elimination.
least bv the Joint Committee on Taxation,

Others ar1;ue that "the Code" is actually much
less than 9,,151 pages. They point out that thc' lrrltr
itself is 200 pages and there are various Tables and

Tlre same concern and suggestions for reducing
complexities in tht tax law was examined in a recent

numerous other adjustments to the number indicated. In one article that reviewed this page count,
the conclusion was that the "true" Code is about
2,000 pages. IFor a discussion on this page count, see
the short note by Robert Wells, "Meet the 9,451-page
Intern.:l Revenue Code," Tar Nofts 453 (July 23,
2001).1

VanDenburgh, ("An Appeal for IndividualTar Simplification," Ta.t Nolts 107. January 7, 2002). In this
article, the authors recognized the concern for simplifrcation by stating: "The overwhelming need for
tax simplification is nationallv recognized. Unfortunatclv, achieving tlris objective has proven impossible."

Whatever the length of the Code, it is too long,
sav manv, and certainlv too complex, sav most.

If tax simplific.rtion is much neede.d but impossible to reach, most taxpat.ers rvor.r ld not be etluipped
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companies instead relv heavilv upon theircommercial real estate brokers, consultants, and attorneys
as the companv makes the re l.rtively rare (and usuallv anxious) steps into the "minefield" of a conrmercial rtal estate leasL. transactions.

How can real estate brokers and transaction attornevs rvork togcther at the outset of the process to
better serve the goals of their shared clients? The
authors offer the following guidelines for attornL'vs
ancl broke'rs representing tenants in user-based cor-

porate real estate transactions.

KNOW THE CLIENT-KNOW THE DEAL
To best serve our shared clients, n,e must stri\.r. to

know their normal business operations-and their
expcctations arising from tht'proposed real estate
transaction. But rarely does the typical terms sheet
or letter of intent for a commercial lease transaction
reflL'ct a complete understantiing of the nexus between the new space requirements and tht client's
normal business operations. For r,'xample, if the
client's sales or inventory build is seasonal, or if the
space is to be filled with inventorv n ith exotic or

unpredictable sourcing, project delivery lock-out
periods have k) be negotiated into the transaction.
Sufficient leverage should be supplied to cause the
space to be delivered during the period of time that
best corresponds with the user's capacitv (and rvillingness) to absorb the new location.

An out-of-cycle. delivery of the real estate'can not
onlv create unusrral (and generallv avoidable) disruption in the user's business operations, it can
thrcaten one or more of the essential e'conomic
assumptions on rvhich these transactions.lre adVocated to senior management of the company. That
is, of course, unle.ss the broker, attornev and client,
collaboratively rather than antagonistically, devekrp
program requirements well in advance of the site
selection and Iease negotiation processes. This approach emphasizes the shared understanding of
how the re'al estate transaction harmonizes with the
tactical and strategic goals of the company.

IMPORTANT ISSUES
Materialissuestobediscussed andevaluatedbvthe
leam beftrre tht'lease ncSotintions ineludc, amtrng
otht'rs, the follon ing:
Development Risks
ls the project new conIf
the
struction? so,
client u'ill require a candid
and complete assessment of practical risks of the
land development process. Thest, include special
zoning, building and fire safety, environmental,
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sewage and other permitting issues or, nrore
unusually, risks attendant to proposed phased
deliverv of the improvements or risks inherent in
developing a project located in multiplc jurisdictions. This assessmcnt should be made regardless of whether the client's manager assigned to
the real estate proiect understands this at the
outset of the procc,ss.

Identity of the Landlord

-

Record orr,nership of

existing office and industrial property inl,entory
and erluitablc. ownership of prirne development
sites ()ften are held bv spccid l-[)u rp()sc entities

that are affiliated with large, well-capitalized
real estate companies. As such, the ustr should
cleternrine early in the process whether an unconditional guarantv from a "net w,orth" affiliate
of the landlord is prudent to assure timely, complete p.rerformancc of the landlord's construction
obligations-all within budget.
Special Building Requirements
All of the
user's representatives, including -its attorncvs,
brokers, architects, and engineers, need to be
fully informed of the cc.rmpany's unique spatial
and fit-up requirements for the project, such as
clear t-loor height, HVAC and proiect securitv
systems, 24/7 vehicular and pedestrian access,
telecommunications, lighting, vehicle loading and
parking facilities, special sanitary sewage, irnd
toxic waste disposal. Will the architects or r.ngineers be engaged by the client or the landlord?
This can be a major issue, particu larlv, regard ing
the duty and loyalty of these professionals.
Signage
Significant (and unusual) signage
requirements are often present in large-sp.race
office and industrial leasc, negotiations. We underestimate our clients' c()mmitment to promote
their corporate ide,ntities on-site at our mutual
peril. The user's broker and legal team should
coordinate their efforts to ascertain the clie,nt's
signage requirements as soon as practicable in
the process-if only to obtain a relatively painless concession bv the landlord to satisfu these
requirements. Of course, quite often the land lord
is porverless in this matter, as the municipalitv's
signagt requirements can be onerous and require a long lead time to complete (including
frequent resort to an appeal process).
Project Plans and Specifications

- Ifthe prolect's
plans and specifications are not to be agreed
upon at the time the lease is deliverr'd bv the
plrtit.:,, a [,rir, undr'rstandable, .:rnd responsive
t7

to lessen the complexitv and would
have to continue to file their tax
returns under tht' existinB svstem.
Horv soon rve *,ill have tax simplification resulting in complexity reduction in the tax law.s remains
uncertain, especially with the focus for raising taxes, given the "surplus" reversal that we have faced
in the last six months as to the
government 6sc and the loss of revenue nith the don,nturn in the
economy.
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by Gary L. Lozoff €; Shclby R. Lozoff, CRE

A sea change has occurred over the last 15 vears in the approach
A to ,.ul esiate t.rken by large, publicly owned businesses in the
L l-united St;rtes. Compr;rnies with large-scale needs for office and
industrial real estate have generally shifted from owners and operators
to tenants of such proprrties.
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Manv factors drive a decision n,hether to orvn or rent real estate. The
chief reasons to rent include the decision to use working capital in the
companv's primarv business and the long-te,rm flexibilitv of leasing
rather than on ning an illiquid asset. Publicly owned firms in particular,
with the discipline of the public capital markets to maximize current
earnings, often find saleleaseback transactions advantageous for corporate-owned real estate, and seek leasing opportunities to satisfv
additional real estate requirements. Unfavorable federal tax laws concerning depreciation of improvements to real estate are another factor.
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Somc large companies devote sophisticated internal resources to the
companv's real estatc. requirements. These include staffing real estate
departments for the site selection, leasing, acclu isition / disposition, ancl
management of the companv's real estate needs. Manv other companies, however, especially those with relatively static realestate requirt-

@pLtltchtck.conr)

ments, do not have experienced internal real estate professionals. Those

ShelbyR. Lozoff,CRE,CPM,
isa cotuntrcinl rutl eslttthrokcr atui
a co t

tsu I t o t t t

r Lti t lt

T he P ol ncht c k Con

r

1tnuy, n CB Richard Ellis Cttnrparry,

16

However, it is clear that taxpavers are becoming extremelv
frustrated with comple'xities in the
tax svstem. If the tax svstem frustrates taxpavers, it is difficult to
undertake necessarv calculations
for filing a return. Manv taxpayers
throrv up their hands and do not
file. Thus, thev, of course, often do
not pav taxes. This would rrot be
the first time such result has occurred in this country and in other

Rrrr EsrrrE lssuEs, Spri g2002

The need to reduce the complexitv is not simply (rn e5()teric
discussion. If tht, larvs cannot be
reasonably enforced, thcre will be a
breaktlown of the economic svstem.Rl
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INSIDER'S PERSPECTIVE

FOCUS ON THE ECONOMY
THr Pusuc Por-rcv PrEcs op rur EcoNoutcsPuzztn
by Iltr,qlt L. Kr://y. CRI:
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The final product of this process is not an inflexible

Based upon these recommendations, the companv

document, but an insight into how different decisions n,ill affect the client's return on investment,
cash flow, debt load, and work processes. The plan
is a single, living document that reports its findings
and makes concise recommendations for implementing the results of the plan within a realistic time
frame.

divested in certain real estate assets while they
chose to invest more heavilv in others. Perhaps the
greatest advantage in this particular case was that
the companv was able to consolidate various and
diverse work groups in greater concentrations, facilitating communication and interaction among
the different groups, and greatlv reducing the
"fiefdom" mentalitv that had existed in the farflung and inflexible facilities arrangement.

CASE STUDY

fherc'once rvas.r barrtrom prohibition against discussions of religion or
I politics-.r rule n() doubt instituted for the protection of both the inventorv
and the real estate. The pages of Rcnl Esfalt, lssrrcs are a more sober context,
though, and I am going to hazard an economic discussion that mav cross over
the Iine into politics, at least implicitlv. In the Winter edition of RE/, this column
attempted to offer some diagnostics on the U.S. economic rycle. At that time, I
suggested that n e'd deal n,ith public polict,, business management, and world
affairs in a series of essays. What follows are some observations on the public
policl, dimension of the economv.
On March 28,2002, the U.S. Bureau of Economic Analysis (BEA) released its
"final" revision of fourth cluarter 2001 CDP stahstics. The BEA reported that the
national econt-rmv had expanded at a 1.7 percent annual rate, posting a net
growth of 1.2 percent for all of 2001, despite the third quarter's contraction of
1.3 percent. ln the vear's final three months, the turnaround was led bv a 6.1
percent advance in personal consumption expenditures and a 10.2 percent rise
in government expenditures from third quarter levels.
To determine the implications for real estate, Iet's take a look at that 10.2 percent
increase in government spending, first on a policy basis. Next, in some detail,
we'll unpack how budgetarv choices-fiscal policv-affect the business cvcle.

Firrallr', we'll examine the complementarv tool available in Washingtonmonetary policy----exercised through the Federal Reserve Board, also with an
eve to cvcles and local effects.
First of all, it is alu,avs a gtnd idea to be n,arv of quarter-to-quarter shifts, (and
even more wary of month-to-month changes). The shorter the period, the more
volatile the figures are likelv to be when thev are reported in the economists'
standard measure of the "seasonally adjusted annual rate" (SAAR). NevertheItss, rvhen rve look at the "real" (i.e., constant dollar)annual percentage change
in government spending for thc year, we do see an increase in spending of 3.6
percent. The fourth quarter surge folloned a change in government expenditure in the third quarter that was just 0.3 percent, betraying a "Johnny-come-

latelv" response bv budgeteers to a recession that the National Bureau of
Economic Research says began in March2001. A classic headline was published
in the Nr,a, York Tints last month: "Fed Chief Sees Decline Over; House Passes
Recovery Bill" (March 8, 2002).

Howel,er late, though, an increase in governmental spending at points of
national economic n eakness is a fullv appropriate action at the federal level.
This is true even if it means running a federal budget deficit. The right time k)
run deficits is in recession; the right time to run surpluses is during er.pansions.

A specific example of an effective strategic

plan
involves work undertaken for one of the Big Three

American Automakers. This companv, burdened
with a codified and unresponsive hierarchicalstructure, used a strategic facilities plan to spark change
throughout the company. Management identified
their operational goals as optimizing workflow,
especially *'ithin particular product development
groups, increasing creative teamwork throughout
the organization, achieving the highest possible
return-on-net-assets (RONA), and the implementation of common svstems and processes to foster
mur.imum efficiency and speed.
The project team partnered with the client's strategic facilities planning team to establish an ongoing
strategic facilities planning activity directed at reaching these goals. The team's work included:
A situation analvsis that identifies available base
data on current space use and building condi-

tions, facilities costs, and related financial accounting and planning processes and facilities
planning and management svstems, procedures,
and staff organization.

Identification of key influences on the

corporation's business, such as product times to
market, brand identity, employee satisfaction,
RONA, and how facilities link n,ith these business issues.

Long-range business and facilities strategic visioning, including evaluation of alternative location scenarios based on business needs, regional
demographics, costs, identity, labor, community,
and other drivers.
Developmentof common definitions and metrics
for space measurement and creation of a graphic
and numeric database of information comprised
of existing space use bv Wpe and business unit.
Calculation of actual space used by function and
space utilization efficiencv.
Strategic oversight of development ofnew workplace standards.
Site framework master planning for several sites

Ultimately, the plan resulted in smartcr engineering
and a more streamlined corporation. The plan also
helped the company with such bottom-line factors
as managing structural costs, eliminating facilities
redundancies, and creating facilitv adiacencies.

Work continues towards aligning the companv's
facilities strategies with its facilities planning. Perhaps most significant to the clie'nt are the benefits
incurred from bringing together thejr diverse business units to discuss strategic facilities issues and
macroprograms. These se,ssions havc. become a forum for interchange of business planning ideas kr
move the companv's future vision forward.
ln today's business environment, change is the only
constant: new channels, competitors, and business
models are emerging, the balance of power is invariablv shiftin8 toward customers, and the pace of
business is accelerahng exponentially. Amidst this

turbulence, companies need strategies for their
real estate assets that will help them simultaneously
manage their growth and provide for the present.
Strategic facilities planning, by aligning a business's
redl estate assets with its corporat(, mission, can

help today's corporations maximize agiliti/, increase their return on investment, and ultimately
help position the company to better compete and
deliver its products and services, regardless of its
business.".,

in several cities.

-t8
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long-term facilities goals. Thev address overlapping needs and potential shared capacities, and are
bv definition proactive. An effective strategic facilities plan includes data and recommendations to
guide companies through relocations, consolidations, don nsizing, mergers and acquisitions, new
construction and renovations, site and facility selection, and contractual real estate decisions. In short,
thev are a r.ital and often under-used tool available
to today's business leaders seeking to better manage and gron, their companies.

HOW IS A STRATEGIC FACILITIES PLAN
ACCOMPLISHED?
Facilities planning recoS;nizes that everv business
plan de.cision has a direct impact on a corporation's

Facilities plannirg recognizes that euery
business plan decision has a direct impact

Exhibits 1-

on a corporation's leal estate assets and
fleeds. The ,nissiofl of the plan, therefore, is

to deztelop an iffiplementable, adaptable

Ethibit

real estate plan based upon the specific and

Planners begin to develop the strategic facilities
plan bv unclerstanding the needs of the client's
business, build ing on whatever internal analysis an

institution has alreadv comple'ted itself orwith other
consultants, and define the corporation's short-,
mid-, and long-term goals, considering the range of
their products and services, and learning about
their goals, limitations, and opportunities. The work
plannc,rs do for a client is entirely dependent upon
these sprecific needs, and should address both strategic and long-range planning, and, conversely, the
evaluation of current facilities and the
conceptualization, planning, and inrplementation
of new facilities, depending on their requirements.
Most commonlv, strategic plans provide a combination and range of services, as required by the client
to maximizc thc value of their assets. The team
considers such factors as the current position of the
business and its current real estate asset base, its
overall direction and the projects currently underh,av h,ithin the companv, horv the business mav
change, and how those changes may affect the real
estate needs of the corporation.
Once these questions are answered, the planners
and designers can then take a business-driven approach to analvzing the companv's facilities that
sets tangible goals and planned targets. Often, corporations take a cost-driven approach to their facilities, rvhich although quick b implement and often
cost-effective, is nevertheless lacking in vision, fails

l1

Exhihit 2

1

Govemment Expenditures
Rrral Annunl Percr:ntage Clnngt

Interest Payments on
U.S. Federal Debt

unique considerations of the indiztidual
business, This missiott is accomplished by a
st ep -by -st ep pr o c e ss
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of under st anding,

aflalysis/ planning, arrd acting.
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real estate assets and needs. The mission of the plan,

therefore, is kr develop an implementable, adaptable real estate plan based upon the specific and
unique considerations of the individual business.
This mission is.rccomplished by a step-by-step process of understanding, analysis, planning, and acting.
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:00

to address the actual delivery of the

business's
goods and/or services, and has only a moderate
long-term impact on improving the overall performance of the business as a whole.
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In contrast, a business-driven approach,
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despite

necessitating a more deliberate time frame, delivers
a clear vision for the future, earns emplovee sup-

port, and strengthens the business competitivelv
and enhances performance. Using this approach,
tht'planners studv the real estate assets the corporation currentlv holds using gathered data, modeling tools, and scenario alternatives. This data often
includes lease and on nership data, building assessments, square footages, space utilization standards,
and location characteristics.
Following these steps, the team explores the various
business goals of each unit in the business, and
inteSrates these goals into the facilitv plan portfolio.
This defines future space and real estate needs
based on overall corporate goals, starting with anticipated services, expected staffing changes, and
potential new technologies. The team uses these
needs to predict future headcounts, demographics,
space utilization, maintenance, and capital and operating costs.
Once a clear definition of the business's situation
has been established, the planners and designers
begin kr consider hon'to balance current facilitv
needs with long-te'rm needs and issues. These needs

and issues mav include workforce demographics,
manufacturing processes, structure organization,
community and government relationships and requirements, market position, and capacitv rates and
volumes. All of these forces combine to define the
individual elements of tlre strategic facilities plan.
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This rule of thumb is something that had been ncglected for a quarter centurv, as u.e ran federal
budget deficits in good times and in bad. The national debt is nol\,about $6 trillion, and in fiscal vear
2001 the U.S. Treasurv had an interest expense on that
debt of $360 billion. (See Exhibit 1). That is roughly
equivalent to the entire Defense budget for consumption and investment for the year. So, in terms of
policy, while the counter-cyclical spending surge is
the right move, it should not be made permanent.
Ont' key to keeping policv options optimal in future
downturns is to return to running a prudent surplus
once the economv is safelv back in grou,th mode. lt
nould be a major mistake to back future policymakers into a corner bv broad-based tax cutting that
seeks to starve the 5ior.ernment of revenue. That lvas
the philosophv of Arthur Laffer and other "supplyside economists" of the 1980s-intcllectu..rllv bankrupt and disastrous in applicatron.
Budgets are planning documents and govemment
money is actually spentbv appropriationsbills. Funds

for the military, for highways, for unemplovment
insu rance, and for Medicaid, all grerv at double-digit
ratts by the end of 2001, despite the inability to
negotiate a stimulus package in Washington until
earlv March 2002. That bill extends unemplovment
bent'fits for a longer period, and offers investment
incentives for business plant and erluipmcrrt spending. As it happens, such a modest approach may be
exactly right for this cycle.

as a

whole. Also, given the high-technologv predilec-

tions of militarv procurement, tech-based

areas

should also set'sharp rebounds in 2002 and 2003, far
better than most analvsts are forecasting right now.
Cities now suffering, including Phor.nix, San Jose,
Seattlc, and Austin, could find thenselves in an

t'ncouraging rebound before this vear is through,
rvith thanks to federal fiscal policy. Other areas that
have helcl up rather well-such as Sor,rthern California markets like San Diego and Orange Counties,
San Antonio in Texas, and Raleigh-Durham's Research Triangle-might find themselves poised to
accelerate their gron'th. These are areas u,here real
estate professionals should be looking close'ly at
economic trends to discover opportunities stemming f rom improved demand.
If the pl.rvers on the fiscalside of government

policv-

namelv, Congress and the executive branch-were
laggards in addressing last year's economic threat,
the Federal Reserve can at least be credited with
instituting its reliime of interest rate reduction at the
beginning of 2001 when, officially at least, the recession h.rd not vet arrived. A year ago in this column I
predicted that the nation would avoid a recession if
the Fed continued its rate-cut program. Absent the
September 11 attacks, it norv seems evident that we
could have had a "soft landing" in 2001 and that we
might have avoided even a single quarter of negative
CDP. But that is unknowable norv, and it is fruitless
to speculate on what might have been.

Th.rt monev will be spent according to national
priorities, and the tenor of discussions now suggests
that militarv spending n ill be at the front of the line
for the next several years. The "peace dividend" of
the earlv '90s shrank awav lonp; ago (seL' Exhibit 2),
brrt the domestic economic expansion allowed nondefense government spendinS to increase roughly in
line. with CDP grnn,th ftom 1997 to 2000. In 2001,
how,ever, it turned negativL., even as defense expenditures jumped more than 4 percent in real terms.
That relationship-iaster grou'th for the militarv
than for donrestic governmental programs-is likelv
to be a hallmark of the Bush Administration.

It is worth at least a short look at the impact of the
sustained reduction in interest rates on economic
activitv, especiallv as it has affr'cted real estate markets. The Fed is charged with being an independent
(that is, non-political) agent, assuring the safetv and
soundness of the banking svstem and, by management of inflationary forces, of the currency itself. In
practice, the Fed has become more and more a "nu-

Localities with major bascs and / or significant tlefense contracting in their economic base will be
seeing the positive effect of federal spending stimulus well into the recovery period for the U.S. economy

Generally speaking, the reason why commercial
property values have remained "stickv" in the present
cvcle (that is, thev have not deteriorated to the deBree that rising vacancies and falling rents suggest

l0

anced" force in shaping the domestic and indeed the
internationaleconomy by its decisions about interest
rates and its moves to provideor withdraw liquiditv
from the capital markets at critical moments ("kliros,"
asl described thesituation in the Spring 2001column).
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WHAT IS STRATEGIC FACILITIES PLANNING?
For manv corporations and organizations, the first reaction to anv
perceived facilities need is to hire an architect or a design-builrl contractor. However, the tlesign skills that architects offer are onlv one factor in
creating w.ise, cost-effective, ancl long-term facilities solutions. Design
and construction are. expensive acts of execution; major expenses-and
major mistakes-can be avoided by starting with the most fundamental
steps of planning and following them in sequence, making certain that
all of the right questions are asked. Mort, often than not, the needs and
answers that initiallv seem obvious often miss the real opportunities. In
actualitv, a corporation's needs for facilities be,gin long beforc, thev
actually consider constructing new buildings, and in fact are driven by
the corporation's specific, unique business nec,ds. Strategic facilities
planning can address these needs. This discipline, comprised of planners and architects dedicated to delivering customized sets of applicable
processes and methodologies, has grown at manv firms to include the
input of social scientists, MBA graduates, real estate experts, and data
managers. When successfully undertakt'n, strategic facilities planning
designs are integrated, comprehensive, transparent processes and introduce each discipline of specialized expertise at the appropriate moment,
and position corporations to better develop, produce, and deliver their

products, u,hatever and wherever thev mav be.
Effective strategic facilities planning methods align the business needs
of .1 corporation ivith its phvsical needs, thus working to ensure that a
corporation's [acilities actively strive to support the company's business
mission, rather than hinder their goals. These plans are also flexible and
living documents, ..rppropriate and applicable to both immediate and
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though perhaps v.-rlued Iess highly and somewhat
differently than before 9/.11. However, office supplv and kasing trends plav out slowlv, at the margin, as leases expire, in large quantities of in-place
stock.

THROUGH THE FUTURE TO THE PAST:
A NEW MEDIEVALISM?
It nnrl bt inrportant or desirnblc to open up cities
tnd let thent brestht. This cnn tnke the fttrnr of
grudunl i t ut r -ci ty iccortstr uc t ion or nrc I ropolit nn
Llccetttrnli:ttion.

Finally, some analysts are noting that gradual, as
opposed kr cataclvsmic, deconstruction of some
dense inner citvenvironments canbe a "good thing."
The demolition of monster public housing prolects,
like St. Louis's Pruitt Igoe, provides one example of
the move tow.ard opening up and rebuilding neighborhoods at more human scale. Another example is
provided by the Deconstruction Enterprise initiative of the Washington-based Institute for Local
Self-Reliance, n,hich sponsors demonstration
projects and training to show inner-city residents
how,to cre,ate small businesses anci jobs by recycling and reusing materials from salvage and
c{econstruction projects.

SUMMARY & CONCLUSIONS
The short-term negative effects of 9/11 have been
rather localized, affecting real estate development
and management in a relatively small number of
cities and metropolitan areas-most notably New
York and Las Vegas. Tourism- and aviation-relatecl
properties have been affected negativelt,. Somc
symbolically important trophy properties have
suffered declines in value.
September 1'l caused the acceleration of some trencls
that had been slowly gathering force and momentum before the events of that date. Telework, online

shopping and video-conferencing gained in popr:larity. This has had negative consequences for traditional forms of officing, shopping, and meeting, but
has benefitecl developers and owners who have
been able to provide or tailor facilities to serve these
new tvpes of activitv.
From the perspective of "six months [ater," much of
the American real estate community has returned tcr
business as usual, n,ith buildings' functionalitv more
important than their images, and added costs of
operation being factored into values and calculations of rates of return.
The recent attention that hasbeen paid to the values

Writers like Steven lohnson and Dan Glover have
pointed out that this destruction of ton ers and other
dense development, to open up cities and let them
breathe, has its roots deep in urban history, citing
the example of Bologna, Italv in the 1300s, w,here
towers were topplc'd to good effect after 200 years of
high-density civilization. Thev note that this, together rvith the upsurge of communitvlevel neiBhborliness that others have noted, could be the beginning of a "new new urbanism" or a human-scale
"nerv medievalism."

of urban living rvill lead, not to massive rebirth of
central cities, but rather to increasingly innovative
attempts to blend the best features of urban living
into suburban and rural environments. To quote
San Jose's Dan Cillmor, "Emerging technology lvill
help bring virtually all of what makes cities great to
smaller places where people can live more sanelv,
not to mention more safelv."".,

Johnson cites as a model the distributed density of

the hill toh,ns of northern ltaly, suggesting that
relativelv more secure major cities of 2 million or
more could be formed as a network of smaller,

loosely integrated multi-use nodesof50,000- t 00,000
prersons each. In one sense, the model mav be medieval, but in other respects it mirrors the island-wide
ne'w town strate81, of the post-modern city-state of

they might) is that tht' markets have stayed quite
Iiquid throughout the nation, Ample and very cheap
debt capital is very much part of this reason. When
commercial propertv can be purchaseti at cap rates
of 9 percent - 10 percent, but mortgage debt is available at 7 perc!'nt, transaction markets can remain
healthv. (Sec Ethibit 3). And the reason k'nders can
put out mortSage money at 7 percent is that their
own cost of funds is even less. Erluity spreads, in fact,
u,idened sharplv over the coursc of 2001 and this is
an under-appreciated consequence of monetary
policy and a reason why real estate is not being
blamt'd for contributing to the 2001 recession.
Home values also were buoyed by low mortgage
rates. Freddie Mac reports that the average 30-ve;rr
fixecl rate mortgage for all of 2001 was 6.97 percent,
which helpecl push cxisting home sales up to a
record 5.25 million units. And, while new mortgage
originations for 2001 rvere a strong $882 billion, refinancing accounted for 55 percent of all mortgage
lending on one-to-four family residential properties,
a total of$1,149 billion in such loans, according to the
Mortgage Bankers Association of America. That represented a huge cash infusion for the economy, and
makes the extraordinarv performance of the consume.r sector much more undc'rstandable than the
year's weak employment statistics do.

curve, fewt'r adiustable rate home mortgages, and
some slowing in housing transaction and refinancing velocitv. That's okay, as long as fundamentals in
other segnlents of the economv comt'back. Those
s('Bments .rre indtrstrial prtxlucticrn, t'conomic productivitv, corporate profits, .1nd emplovment. We'll
turn our attention to those in the next column.*u,
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As in the case of fiscal policv, the, impact of monetarv
easing did not land equallv on all parts of the country. Data from the National Association of Realtors

on median home prices demonstrate the uneven
impacts (sd. Ethibit 4). Lorv interest rates were not
enough to salvage the year for St. Louis and San
Francisco. And a varietv of Sunbelt cities (such as
Atlanta and Charlotte in the Southeast, and boom/
bust energy and technology cities like Dallas, Houston, Denver, Seattle, and Phoenix) had fairlv tepid
home price increases. But at least a half-dozen of the
nation's largest market areas had housing prices
posting gains of 10 percent or more: New York,

Washington, D.C., Miami, Chicago, Minneapolis,
and Los Angeles.
Short-term interest rates should be rising as 2002
progresses and the economy gets back on its feet. It
is unlikely that the Fed will drive rates up with thc
enthusiasm that it propelled them downn'ard,
though. More likely, we'll see a flattening vield

Singaport.
While all skyscrapers as a class may not be obsolete,
selective dorvnsizing to remove some instances of
"megastructure blight" mav be in order, as well as

planning for more human scale structures in the
nt'xt round of center city development.

l2
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the fall of the tech sector, the September 11 terrorist attacks, and the decline
in the stock and bond markets weren't enough, now investors have to deal

rvith doubt associated n,ith the financial scandals accompanving industrv
giants like Enron, Global Crossing, Arthur Andc'rsen, and Wastc ManagemL'nt.
It's no wonder that real estate as an investmcnt looks good by comparison,
despite the millions of square feet of office and industrial space dumped back
into the market. As reported in the winter 2002 issue of the RERC Rc,a/ Esln&,
Rt'pttrt, " al least commercial real estate deals involvt tangible assets that are
what they are and cannot be rnasked in accounting mumbo jumbo."

In addition, real estate finds itself in a much stronger position during this
slowdown than it was in during the recession oftheearly 1990s. First, although
commercial real estate vacancies art'high, the supplv vs. demand equation is
more balanced than it was 10 years ago. Nerv construction has slowed, and
someolderand nearly obsolete commercial buildings are being taken out of the
market. Secondlv, the public market clisplav of real estate equities and debt is
being carefullv r'r'atched bv analysts, rating agencies, and investors, offering a
level of transparency that was unavailable 10 years ago. Finally, commercial
rcal estate is not over-leveraged, and there is licluiditv at a price.
That's not to say that investing in real estate is without risk. While real estate
may be positioned better than other investment vehicles to withstand the
uncertaintv brought on bv this economr., there are manv factors negatir,elv
affectinB retums. Safetv and security-issues brought to the forefront after the
terrorist attacks last fall-are detracting from performance as building owners
(at least initiallv) absorb the expenses associ.lted with securing office ventilation and water svstems, setting up electronic surveillance equipment, ancl / or
evaluating mail handling processes. Further, there have been numerous reports
of propertv and casualtv risk insurers charging 40 percent to 300 percent more
per premium than a vear ago. Such increases in expenses, along with a
noticeable downward shift in the amount of space that many businesses are
requiring in this tenants'market, all factor into reducing values.

Another concern is the fact that 45 of our 50 states are, facing budget deficits.
Since many states cannot operate at a deficit level and have already been
making drastic cuts in services, thev n,ill have little choice but to raise taxes
(either sale.s or property taxes, or both ). States like Pennsvlvania and Illinois are
already freezing various growth management initiatives, while Utah and
Wisconsin are cutting grants and other funds for open space purchases or
preservation. Propertv owners, hou,ever, are lodging their own rvars to have
rrlal estate. taxes reduced in the face of declining property values. This creates

.12
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While these technologies and others may enhance
our securitv, technologv mav not have such a
positive effect on real estate space markets and
those who make their living creating more structures. The [nternet revolution has not been cancelled, iust delaved. Online retailing is becoming
increasingly popular, though not all online retailers survived the late 90's shakeor.rt. Use of the
lntemet in business processes, so-called e-business, or business-to-business (B2B) applications,
makes it possible for office and manufacturing
users to make do with less, to squeeze more efficiency out of existing space, and to operate effectively with distributed networks of facilities. In
sum, even if the economv rebounds quicklv, real
estate recoverv mav lag bchind.

Harvard economists Glaeser and Shapiro have
concluded, in.r recent article, that effects of the
September 11 terrorism on American urban form
are likely to be minimal. Urban form is the sum of
vast amounts of in-place building stock and infrastructure. It changes slou,lv, perhaps even glaciallr',
and is moved in one direction or another by a
number of long-term and short-tcrm forccs. Terrorism is just onc more in a long list of these forcesand tven its impacts are'multi-directional.

SPRAWLING, BUT SMARTLY
Tht reatnl ittctttiotr thot lrns lttt,n ltaid to tht ttaluts Ltf
urhnn lipitts toill lcad, trot to nmssizte rebifth of ctnlral
r:ities, but rnther ttt inycasirgly irurot ntit t, attempts t(t
bll,td tfu btst .fefitures of urbnn litirtg into sulturltan nttl
ntral errrinttn.trrts. llrlrnrt.fitrnt takes shnpe slottltl, n ur
glacially; 9111 a,etrts nc one of ntuty itr.fluences on it.

Another controversial thread in the discourse is
the "end of the skvscraper" debate. ln an articlt'
written in late September, James Howard Kunstlc.r
and Nikos Salingaros argued that in the aftermath of
September 11, the skvscraper *'as "an experimental
building topology that failed," citing its wind shear
and fire hazard aspects, among other faults. California u,riter Joel Kotkin, on the other hand, says it's
verv much an American non-issue, since no American citv other than Charlotte, NC, added significantlv to its skvline during the.'90s- (This contrasts,
of course, with the situation in cities like Kuala
Lumpur, Malaysia, and Shanghai, whc're major
megastructures were completed during the de'

The debate has been joined betwec,n those who
favor continuing decentralization and those who
fee.l that the cultural, social, historical, and traditional values of major urban centers should be, preserved. The center city preservers have marshaled
comparative death counts, observing that more
people die in suburban traffic accidents in a given
ycar than perished in the World Trade Center disaster. Some, like planner Sanr Case,lla, argue that
scattered de'r,elopment does not necessarilv offer
more security, and call attention to the cost implications of a massive program of decentralization, and
the economic advantages of face-to-face human
interaction. They stress the longer term and indirect
negative impacts oI the suburban lifestyle, observing that it's our extreme auto and oil use that create
vulnerabilitv and dependeno, on Middle Eastern
oil and the' regimes that provide it.
Converselv, decentralization supporters advocate

"smart growth" or "new urbanism" solutions, development with low densitv but also multi-use centers that reduce the need for auto trips. Thev argue
that while, in the past, safety was enhanced by
people gathering together in large numbers, in
todav's world, and with today's thrc'ats----chemical
and biological as well as bombs-safetv isenhanced
by people spreading out and scattering, while retaining the abilitv to communicate with one another
by phone and Internet, radio, and TV.
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SKYSCRAPERS: HOW TALL IS TOO TALL?
Srptmther 17 ltLl to n great deal of tldtate on tlrc ftrturt
of skrlscrapers. The questiLtns renmin wtrtst tted,
thottgh nralysts ngree thtt t,nluts tt frophrt skysonpers ntny decline.

cade. )

It seems to be agreed that prospective tenants will
now see less prestige and more risk in rvhat had
been previously regarded as a high prestige, highrent building. However, there is less agreement on
the question of how tall is too t.-rll, oron whether tall
is the problem or tall plus something else. Recent
memos from the Al-Qaeda network, in fact, suggest
that they regard "sentimentalor svmbolic value" as
a targeting criterion-so that London's Big Ben, or
the Golden Gate Bridge, or other low-rise landmarks would be equallv or more at risk. As Neal
Peirce noted, "anv successful urban building that
makes a statement----economic, civic or artisticmav attract terrorist attack." The result could be, kr
quote British n,riter Ste'phen Graham, more "featureless, generic urban Iandscapes," with "relatively
anonymous, low-level, fortressed business spaces
that are heavilv networked bv multiple clata infrastructures."
In anv case, it is clear that major office build ings ancl
complexes lvill be u.ith us for the foreseeable future,

ll

lavman's terms, that means not having workers and
operations dependent on iust one set of transportation, telecommunications, and electric power infrastructure. And that kind of diversification can often
be achieved even within a major metropolitan area,
as in the case of Morgan Stanley's diversification of

some of its Manhattan operations to Harrison,
Wcstchester Countv, NY or American Express' relocations to Parsippany, Morris Countv, New Jersev. In fact, it can be achieved within New York City
itsell as some Manhattan relocations to Queens and
Brooklyn attest.
The stock of telecommuting and tele'work has risen
since Septe.mber I 1. It rvas slowly rising, even before.

ll hasspurred a trend
that u,as alreadv evident. To the traditional advantages such as cost savings and added flexibility can
nowbe added the fact that "withthe threatofanthrax
.1ttacks...going to work at all (is)less appealing." And
in an ironic technological tn,ist, the "e.mplovee Iocator" software that n,as, six months a6;o, being rejected
as too intrusive on private liberties, is now being
touted as an emergencv preparedness technologv
that makes it easier to find employees after an emergenry. Taking this concept a step further, British
n,riter Stephen Craham reports that the UK is considering creation of "a national ID card scheme utilizing
smart card technologies which give the potential for
real-time human tracking and locating."
As with video-conferencing,9 /

Even if people's workplaces and residences are
dispersed, and their shopping is done online, there
will still be a need to gather, whether as tourists,
conventioneers, sports, or corporate event attendees. Therefore, public facilities, especiallv the trophy tourist attractions like Seattle's Space Needle
and major airports like Los Angeles (both reportedlv targded bv terrorists) will be most at risk, as
willpopular gathering places like metropolitan subway tunnels, stadia and arcnas, and major meeting
facilities and events (such as the Oscar and Emmv
aw,ard ceremonies).

For major office and public facility structures, the
increasing price, or even unavailabilitv, of terrorism

insurance, is a current issue for owners. Organizations like the National Association of Real Estate
Investment Trusts (NAREIT) are nlrrently petitioning Congress to help them out by providing subsidies. It's reported that, at least in New York City,
lack of such insurance n'ill a ffect or is already affecting "deal flow." Manv policies are reported to be

coming up for renewal and renegotiation in June
2002.

l()

While tsarions technologies fiay enhance

oul secuity, technology may not haae
such a positioe elfect ott redl estate
space rnarkets, and those

uho make

their lioitrg creating ,nore structures.
The lntemet reoolution has not been
c

aflcelled, j ust delay ed.

In late 2001, .r recession triggered bv "fear of flving"
negativelv affected regions that have a heavv concentration of the aircraft and aviation industries and
airline-related emplovment. Some but not all of
these will rebound as they benefit from the major
defense spending increases that Congress is expected to approve in 2002.

Added costs related to security will adversely affect
industrial and distributive industrv firms, more in
built-up central areas of large cities than in suburban and ex-urban environments, and Iower-profile,
lower-tier cities. Tulsa, Kansas City, Boise, RaleighDurham, and Hartford are cited as examples of the
types of cities that are likely to gain competitive
advantage in the years ahead.
WILL TECHNOLOGY COME TO OUR RESCUE?
The cities of the future uill be much morc tcchrrologylonded than thttse of tht'ltreseul;9/'11 acceltrated this
trod. thhile sonre deutlopers ard tnoners nmy benefit
from some of these technology tnfitsiotts, therl may ha a
nirrd blessing, and, oi,erall, hnr neSntilt consequr:nccs for real estate det'elopers.

We're reading these davs not onlv about the
"spread," "decentralized," "strategic," "defensible"
and "resilient" city, but also about the "smart" city,
or, as one re.port described it, "the intelligent citv
that senses danger." Some of the components of
such an intelligent city, which seems to mixOrwell's
1984 and RAND Corporation Strangeloveian fantasies, are closed circuit television (CCTV) cameras
that might be able to "read" terrorist faces; smart
reservoirs which could sense and report the presence of dangerous chemicals and perhaps also seal
and shut themselves down; smart bricks equipped
with sensors that could report bomb damage;
BombCADr! software that analyzes building designs for their likely explosion resistance. All this, in
addition to increased attention to basic building
securitv svstems to protect individual structures.
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conundrum for states and property owners which
can lead to the eventual decay in the qualitv of
services available in various communities.
a

Although there are manv issues the real estate industry must deal with in 2002, there are also reasons to
be optimistic. Foremost is the ongoing consumer
need for typical old economv purchases like homes,
automobiles and parts, furniture, appliances, and
other household goods. Consumers are still spending on these items, albeit modestly. In addition,
although nen, unemployment is stilloccurring, some
industries, like the airlines, are beginning to re-hire
some of the n orkers laid off last fall. Even Congress
has entered the picture bv passing an economic
stimulus package that allows businesses to take a 30
percent tax deduction in the first vear on the cost of
leasehold tenant improvement proiects undertaken
during the next three years.
And

as reported in the *,inter 2002 issue of the RERC
Rea/ Eslnfu, Repolt, there are some solid real estate

investment opportunities for the year ahead:

Core debt lending. Underwriters are carefully
being watched and monitored, and although real
estate retums aren't huge, core debt lending is
safe compared to other investments.
Leveraged-equity positions. Risk-adjusted total
returns of 15 percent or more are available rvith
leveraged-equity positions for capital-starved
propertv type5 in some markets.
Re-priced class A apartments. Lower rents and
higher vacancies todav should lead to opportunities later in the vear as these properties are repriced.
Well-located class

B

apartments. Current market

conditions and the expectation thateconomic recoverv will be slow make class B apartments a safe bet.
Leverage equity assets, Throwing cheap debt on
an existing well-leased 100 percent equity asset or
portfolio can n,ork to vour benefit if vou can
accept leverage.
Class A- office properties. Class A+ offices

class C is not a good deal, but finding something in
between, especiallv in battered markets like San

Francisco, Boston, and New York, could prove
profitable.

Well-leased commercial real estate. With 10vear treasuries at historical lows, the spread between commercial real estate vields and treasuries makes commercial real estate more attractive
today than 10 years ago. Unfortunately, the upside for asset and rent growth is not there as it u,as
in the ]ast recession.

Commercial mortgage-backed securities
(CMBS). B pieces and unrated tranches of CMBS
offer high risk-adjusted rates of return, although
there are onlv a few plavers.

Although I anticipate choppv waters ahead for the
next few quarters, commercial real estate is poisecl to
weather the storm. An economic recoverv is underwav, the stock market is beginning to rtbound, and

the housing market remains strong due to demographics and low interest rates. As the economv
continues to strengthen and market fundamentals
solidify, those with plt'n!v of capital will be ready to
make their move into those areas u,here demand is
increasing, probably in early 2003. Given recent news
events, however, itis important to add that theentire
U.S. e'conomic recoverv can be derailed in an instant
and the outlook would change if the violence in the
Middle East intensifies, if an oil crisis develops, or if
there are additional rvidespread terrorist attacksall of which could lead to a global recession.*u,
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Not yet making an appearance are the "bomb
shelter" people from the 1950s. Maybe thev've

INSIDER'S PERSPECTIVE

morphed into the rural survivalists in the caves of
Utah and the distant islands of British Columbia,
paving their bills bv teleworkir.rg and staffing call

FOCUS ON OFFICE MARKETS
hr1 Rntlntontl C.

7

aA t
\-

thing qualitativelv and quantitatively differentstrategizing about future urban form in an environment of great technological possibility, but also
pen,asive terrorist threat.

Hotel €t Conference - high-end luxury facilities
will be negatively affected; economv lociging is
expected to fare better. Videoconferencing u,ill

Individual American cities have, of cotrrse, rebuilt
thc,mselves in the past after major disasters-Chicago after the Fire of 1871, San Francisco after the

Torto, CRE
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n the tail end of double-digit rent growth in 2000, office rents declined
at a record pace in 2001. The TW Office Rent Index retreated to levels seen
at the end of 1999 (or 1998 levels when accounting for inflation). This decline
constituted a 10.9 percent decrease in the TW Rent Index for the year, bringing
the current level of the index 3.2 percent be.low the long-term real average. The
onlv previous vear with.r similar decline is 1992 u,hen the index dropped 10.6
percent.
While' the rates of declint are similar betwe,en 1992 and 2001, hou, the markets
entered into these declines is very different as are the growth paths for the
markets going forward. (See Exltiltit 1).

Office rents lvere brought dorvn to such low levels in the earlv 1990s bv the
convergence of excessive overbuilding over a number of years, reduced demand following a recession, and elements o[ corporate reorganization. While
there are some similarities, the rent declines seen in 2001 are driven bv a
different combination of the factorsseen in theearly 1990s, plussome new ones.
The following table highlights some of the different factors in each period,
noting the positive (+) and negative C) aspects of the rent declines in each
period.
In brief, the office market is not due for vears of continued rent declines as the
trends in supplv are not as extreme, while demand, from both a space use and
an economic perspective, is not likely to be hit as hard. The declines in 2001
were, in part, exacerbated bv tht, strong gains of 2000. With the supply and
economic conditions oi 2001 alone, the TW Rent Index would not have seen
such an intense decrease in 2001. (See Erhihit 2).

Looking at changes in individual markets in 2001, the usual suspects come in
at the top of the Iist when looking at year over year changes. The high profile
markets that exhibited rent surges in 2000 are generally those that saw the
largest rent declines in 2001. (Sat Etltibit 3).
Some cxceptions stand out, however. Colrrmbus is generallv not thought of as
a market driven by the high-tech sectors, but the TW Rent Index declined some
13 percent in 200l in this market. Here the culprit is largely supply, not demand,
with construction of nearly 1.8 million scluare feet last vear, in a market that
w.ould normallv deliver on the order of 700,000 square feet. Following a ferv

years of strongt'r than average construction in Columbus, rent growth in the
near term will be hampered by this excess supply.

l1

earthquake. But now we're talking about somc-

Retail Sector - major malls, especiallv those large
enough to serve as communitv gathering points,
willbe negatively affected. Online shopping will
continue its trend ofincreasing popularity. Neighborhood shopping n,ill benefi t from tht'increased
interest of people in neighborhood and community more generallv.

centers.

Recono Orrrcr RrNr DrclINES RECoRDED rN 2001
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Analysts have come to some tentative conclusions
regarding impacts bv propertv tvpe. Thev can be
summarized as follon,s:

be increasingly substituted for face-to-face meet-

WELCOME TO THE WORLD, AMERICA
As tt'c're lenrnittg frt)nt otlw tin,cs, iue'rt nlso
Iarnriug

fi

otrt trther plnces.

Much of the rest of the worlcl rvatches, perhaps a
littlt' bemusedly, as Americans now begin to worry
about things that have been front-page issues in
their countrie,s for vears. The Rtrsl/nrl Cities speaker
series at MIT examines the experiences of some, but
not all, of the cities that have "come back" from
disaster, or that have to Iive in a state of heightened
alert: London, Belfast, Berlin, Beirut, Tokyo, Kobe,
Sara jevo, Tel Aviv. Posl9 i 11 women's fashion
trends mav be coming from Israel as well as Milan
and Paris-office wear including gas masks as accessories, pants rather than skirts to facilitate diving
undcr desks, flats rather than heels to t,nable quick
evacuation from buildings.
DIFFERENT IMPACTS BY CITY, REGION, &
INDUSTRY
Inifial annlyses hat e bt,Sun to dttcuntent uho has lttttt
alftcted and hou' set crel1; hou, nnd for zlltont things
ha: clmrrgtLl, and in ruhat u,nys. It's a nixttl picturt,,
tL,ith sonrc clL'ar but sltt,cifi; nsgnliugs, nnd nnnv mort
suhtle positittt, trends.

The Milken lnstitute releasec], in January 2002, a
survey analyzing post-9 / 11 economic impacts, covering 315 U.S. metropolitan regions. It concludes
that impacts are likelv to be greater in the larger,
first-tier cities than in the smaller, lower-tier cities
and regions. As for industries, it concludes that the
hardest hit will be those tourism- and recreationdependent cities that depend on air traffic to deliver
customers. For example, Honolulu and Las Vegas
are likely to be harder hit than smaller, more regionally depende'nt tourist communities like Branson,
Missouri.
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ings-this an example of a tre'nd that

has besr
9/11 dc'r,ekrpments, not the least
of which was the highly-publicized "Video ReIief" effort by the major videoconference equipment suppliers. Thev provided free use of facilities to people, around the world who sought to
communicate with thcirloved onesand co-workers in Manhattan.
accc.lerated bv

Ofice - some rebuilding will take place in Manhattan. However, even in the metropolitan New
York region, the trend of relocation to and beyond the suburbs will continue and accelerate.
The chief executive of Tenantwise.com was
quoted in the Nea' Yorl Tirrrcs in late January
2002, saying that 23,000 New York City office
jobs went to the suburbs immediatelv following
the September 11 destruction of over 20 million
square feet of space (15 percent of downtown
Manhattan's supply), and that another 144,000
jobs were "in jeopardv in a second u'ave of
departures."

A careful reading of recent New York

suburban

relocation announcements reveals that sonre ofthese
departures arc following through on hedge invest-

ments made vears ago-like the Coldman Sachs
move to the Jersey City Colgatt, propertv it had
owned since 1999. Facilities such as these, perhaps
purchased originallv for back office expansion or
relocation, are no\{'being considered as well for
traditionally face-to-face front office activities like
equitv trading. Within the office category, the taller,
more prestigious trophv huildings will be less favored, with the lower-rise office park buildings
relativelv better off.

The reason now often given for moving to the
suburbs is "btrsiness continuity requirements." In

in its "Attack of the Planners" editorial, about all the

planners and designers who had stcpped forward
with proposals for rebuilding of tht' Trade Center
site and Lorver Manhattan more generallv.
These local and global crosscurrents provide a good

backdrop for analvzing American real estate's future in thc. post-9 / I 1 era. lrr the past six months, a lot
of commentary on this sr.rbject has appeared, in
print and online, prepared by respected analvsts
and special interest proponents alike. This article
tries to sort out meaning and direction from all the
commentarv and analvsis, and to provide mv best
guess as to u,here vve mav be headed.

ASKING THE RIGHT QUESTIONS
UnLlcrstoruling tht' Itttpncts of 9/11 requires
rck n nwnhu of int{related qucstiofls, ur a

of

tlnt u'e
taritty

suLtjects.

Each of the following trends

will be examined by

asking:

Six months aftel the erents

September

1.1,

of

2001, zoe are beginning
Exhibits 1 - 3

to see the dim outlincs of longer-tenn
trends affectitrg American real estdte.

Exhibit I

In some cases they are different lrorn
zuhat hatl beer predicted in the

32 50

National Office, Rent Index
Retreats to 1998-1999 levels

inrmediate aftennath of 9177.

.
'
'
'

Are they likelv to be short-term or long-term? Is
the trend merely an acceleration of something
that was alreadv happening?
[s it a reversal of a pre-September l1 trend?
Is it a totally new trend, not seen before?
Does the trend affect some cities and regions, all,
or just a few?
Is the "terrorism" issue a moving target?

As we succeed in protecting such targets as build-

ings, planes and nuclear power plants, will terrorism take other forrns and move to other locations-

bridges, subwav svstems, random individual
homes via bio-terror or chemical attacks-and how
does this movement affect our analysis and conclu-

sions?

itial statements irr the wake of 9/ 1l wereheavily
Patriotic (described bv one commentator as "brave
rhetoric"): "We will rebuild; we u'ill survive." Recent months havc. scen a shift in tone, toward more
"cold light of morning," a "recognizing the interests
of our shareholders" calculation of what is affordable and realistic, both short term and long. Government rebuilding promises seem to be shifting from
"ryhatever it takes" to "n,hatever's left, after homeland security expenc{itures," leaving state and local
Bovernm!'nts to shift for themselves in a weakened
economv.
In

And finally, as the months pass, more statistical
noise complicates the analvsis.

5

30 00
27 50
25 00

22 50

,Soxr..i Tork) !!heat(rn Rt'serach
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Real estate activity is affected bv post-9 / I I trends,
but also bv the collapse of the dotcom boom, accentuated by the more recent "Enron chill" that has
been cast over investment more p;enerallv.
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SOME LESSONS FROM HISTORY
Histottl lns a mntber of ltssotrs to offcr. Anruicnns
hatt btttt r/ispcrsirrg thair c{ties.for decndls. Occasicrl
nlltl thtq hatr rr:huilt tfum. Tfu prasertt cot:l.cnts ttith
safehl nd connnutittl hnuc ret'it cd intercst in utritirrss

Spnng 2002

$25 75

s26 59
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Earlv '1990s

2001

Slock of offce space grew 93% rn preceding decade and
conlinued slrong for some time into early 1990s

+

Stock of office space grew 1406 rn precedrng decade and
market not gearing up to build much space

Offce using Job declines of 270.200 represenled a 3

+

Declines to date less severe but even if they come to
270.200 would represent only a 2 3% reductron

2o/o

reduction in employrhent base

+

Firms mostly lean and mean. fewer cuts to make post-

Demand groMh posl recession limited as firms became
lean and mean on space use

+

lecession howevet

Speculatrve leasing not a feature of market. wasn t
needed then always a developer ready to build

-

Iechnology boom in 2mO spurred speculative leasing
and rent spikes exacerbating 2001 declines

Exhihit 3

Rent Changes in
Selected Markets: 2001

The tragedy has brought back a number of familiar
faces from previous eras. The CPTED (crime prevention through environmental design) people are
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NomrnalRenl

Americans have alwavs been ambivalent about their
cities and urban places. Thev mav enjov working in
tall ton ers in urban or suburb.rn office districts, but
many enjoy even more coming home to suburban or
ex-urban gated communities, far from their offices.
If, as some suggest, the events of September 11 u'ill
spur decentralization, that mercly continues a longterm trend that has bet'n in existence at least since
the inauguration of the Federal Defense lnterstate
Highway System of the 1950s, which was allegedly
funded to keep Americans safe, from ntrclear attack
on their cities.

back, wondering if their "defensible cities" principle's from 30 vears ago need to be retooled to
incorporate more anti-terrorism stratt'gies. The
1950's Civil Defense neighborhood watchers art'
back, often aided by closed circuit TV (CCTV)
neighborhood watch technologie's. Emergencv preparedness efforts are either back, or being mounted
for the first time-not just for earthquakes or floods,
but also for terrorist continBencies of all kinds.
And 40 years after the publication of her landmark
neighborhood/community-planninp; book, Dentlr
nnd Li.ft o.f Grt:nt Americnn Cif its, Jane Jacobs is back
in the news, advising a panel of Canadian major
city mayors on how thev can make their cities more
livable.

00

12 50

nnd suggested apltrttncln's frotn 40 aud 50 ynrs agtt.
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Exhibit
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TW Rent Index
by Market Sorted by
Market Name

Albuquerque
Aflanta
Austin
Baltimore
Boston
Charlotte
Chicago
Cincinnati
Cleveland
Columbus
Dallas
Oenver
Detroit

Forl Lauderdale
Forl Worth
Fresno
Hartford

Honolulu
Houston
lndianapolis
Jacksonville
Kansas City
Las Vegas
Long lsland
Los Angeles

I

20.96
19.70
22.

31.75
18.03

19 37
16.96

2001 2
14 56
20 92

22.79
23.54
37 55

21.51

16 16
19 79

20 05

18 31

'18 10

18.39
22
18 87

18.15

20 13

23 20
'19 56
19 78

220o

22.79
25.74

17 00
16 32
18 03
25 38
18 99
14.23
17.79
14 92
24 46
26.O7

23.81

25.15

16.71
16.09
17 10
26 74
18.49
14.23
17.22
15 45

19.51

Six Month
Chanoe

Annual
Chanoe

-1.2
o.204

-1 5%
-2 6.k

-13.6%

-22.2%

-15.4%
-1.5%
-3.6%

-24 9.h

-1 3%
-2.',t%
_7 8%

-0.60i

-1

00,6

11%
4.7%
-13 1%
70/.

-9.8%

4

20A

22 10

€.0%

€5%

17 50

-1.704
-'t.40k

4

5r/o

-1

70/o

-5 2"h
10 5%

-4.10

I

18 04

-5.1%

24 19

54%

19 09
14 14

-2.6%
0.0%

-3

1421

-3.2.4

-5

15 06

3.6%
-6.8%
-1.3%

26%
s.7%

-5.304

404

19 12
18 83

-o2%

18.2?

3.8%

54.42

5213

28.U

25.61

110.4

29.29
'12 59
26.24

29.95

-2.2%

0.10,6

1.4.

2.9.4

19.4'l
24 74
19 57
22 03

19.28
24.31

25 81
29.27
12.24
26 09
'19 85
23 2A

-21.O%
11.8%

-o.8%
o.7%

-2 2%

2't.89

-2.9%
o.4%

16 55

16 29
19.63
16.70

15.89

1.606

42%

18.51
16.76

-o/%

5.6%

29.15

30.35

19.55
16.23

12.42

26.44

20.15
21.94

'19.78

1.8%

-3.204

0.6%
-11.1%

-3i%
-23

43.12

-30.90,6

-38.00,6

-8.1%

-12.5.4
4 9.4

26.40
19.62
19.55

20.27

18.90

31 01
25.90
23 24
19 69

52.67
25.44
20.52
24.12
20.46
20.50
21.92
32.33
28 88
25.42
19 23

25 75

28 60

28 90

-10

21 31
29 15
26.46
22.03

22 12

-3.70/o

-6.O%
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predictd in the

At the time of this writing, six months have passed since the events of
September 11. It is becoming increasingly possible to sort out short-term
from long-term cffects on America's real estate sector. Also, as the
months have passed, other [actors have entered the already complicated

6.1%
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22%

00i6

ln some cases thry are different fom ulnt had
intmedintt ofternath of 9l-11.
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-4.0%

Six montln after the ettents of Septenfuer 11,2001, we art begimting to
see the dim outlines of longtr-term trends at'fecting Americnn real cstate
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06%
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20.52
18.96
43.01
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-3 4%

-1

24 43
25.68
24 76

I

-2 90h

28 18

Minneapolis
Nashville
New York
Northern New Jersey
Oakland
Oklahoma City
Orange County
Orlando
Philadelphia
Phoenir

Natrona Model

14.m

246/

23.06

Riverside
Sacl'amento
Salt Lake City
San Diego
San Francisco
San Jose
Seattle
St. Louia
Stamford
Tampa
Tucson
Venlura County
Washington. D.C.
West Palm Beach
Westchester County
Wilmington

2000 4

23.65
42 30
18 22
23 49

Miamr

Portland

I

2AA1 4
14 3a

2002

equation. The FY 2003 Federal Budget appears likelv to substitute
spending on Homeland Securitv for spending on more traditional
programs that have benefited cities and urban areas. The accounting
issues surrounding the Enron collapse have clouded the future for
American real estate-and the corporate sector in general-in many
ways more pervasively than the events of 9 / 11. It's becoming apparent
that the targets of terrorism are moving targets. As one set of targets is
secured and protected, others rise to prominence.
As one example of how short-term thinking evolves into longer-term
thinking, witness the changes in attitude about the rebuilding of the
World Trade Center 7 site. In February 2002, the Nezu York Timas
editorially expressed concern that Larry Silverstein r,r'as moving ahead
"too fast" to rebuild there, suggesting that he should wait until more
comprehensive planning input had been received for the site. This
marks an attitude change from late September 2001, when public
opinion questioned whether he u'ould ever rebuild. It also represents a
change in perspective from late 2001, when the Nezl York Post worried,
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To n,hat exte.nt will the pre-acquisition notice'
defeat the purchaser's claim that the re'gulations

interfered with their reasonable investmentbackod expectations? O'Connor's opinion suggests that such notice should have some bearing
on the outcome, whik, Scalia's suggests that it
should not.

Will future inverse condemnation petitioners

br.

allorved to segregate land and successfullv claim
that regulations have resulted in a taking of ont,
portion, even though the other portion retains
some economicallv beneficial use? This question

19. McQue.n t'. South Carolina Dtpt. of Health d d E l,ironmenlal
Cont rol, l2l 5.Ct. 2581, 1 50 L.Ed 2d. 7 42, 2001 U.S. LEXIS.1949,
(2001).

20. Palazzolo, 121 S.Ct. at 2465.
21. ln September of 2001, the Rhode Island Supreme Court
remanded thecase totheSuperiorCourt for the Penn Central
analysis. Palazzoht
Rhodt lsland,785 A.2d 561, 2001 R.l.
LEXIS 210 (2001).
22. Palazzolo,l2l S.Ct. at 2,165.
23. Id.
24. See, Mark J. Zimmermann, "Deosion of Note: Supreme
Court Cfarifies Takings Claus€." Ent'ironmenlal Complianct
and Liti'3tion Stralrgy, July 2001, p.4.

t.

Northern Nen.Jersev comes in at the bottom of the
list, w.hich, given the sorting, is actually a good thing.
This market saw an 11 percent increase between the
4th quarter of 2000 and tht' .lth quarter of 2001.
Compared to the other markets, this growth would
seem to be overstated-perhaps some calculation or
nunlerical error. Ho\1'ever, much of this grorvth
happened in the last two quarters of 2001, and was
mostlv a function of an influx of demand.

was clearly identified in the majority opinion,
but no possiblc answers were offered.

In their Prdcis reports, Economy.com notes that in
the Jersey City MSA, industry payrolls grew 11

What is abundantly clear is that there will be more
inverse condemnation litigation after Palnzzolo. By
removing the pre-acquisition bar and lou,ering the
standard for est.-rblishing that a claim is ripe, the
Court has insured that it will have the opportunitv
to address those issues identified herein, as w,ell as
others in the eminent domain area.rl *u,

percent between August and December in 2001 because of Manhattan relocations. Also, the 4th cluarter
employment datashows a 12.6 percent growth (4750
jobs) in the FIRE sector in the 4thquarter after growing between 2 percent to 3 percentper quarter for last
few years. Across the six metropolitan areas we call
Northern Nerv Jersev, 11,115 FIRE sector jobs u,ere
added in the,lth quarter, after average growth of
between 1,000 to 2,000 jobs per quarter since 1998.

Overall 2001 rlas as bad as 2000 was Bood. But the
numbers show great variation around the country.
For 2002 the numbers should be tamer!*.,
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Supreme Court found itself in agreement with the
state Supreme Court.:n

INSIDER'S PERSPECTIVE

The state Supreme Court, however, had not evaluated the merits of the landowner's claim under the
lL rrr Cr'rrlrnl fackrrs. Although thc majorilv opinion
gives no guidance in how those factors ought to be
applied in this case, its ultimate conclusion rvas the
case should be remanded for that purpose.rl

FOCUS ON THE MARKETS
CunllnNcEs & OpponruNrrrrs MaRx REnr Esrnrr Srcron
lrrT

T

Arrtr'

Drtir'

/iL'iss

ven though the natir'rnal real estate market maintained trluilibrium throughout most of the 1990s, the suclden slump the national t'conomy underwent
in 2001 has placecl significant stress on manv segments of the real estate market.
As a result, the real estate industrv in 2002 is fraught rvith challenges. Adding
b the challengcs facing the industry as a whole has been the ongoing impact
from the Septt'mber 11 tragedies and the continuirrg fallout from the Enron

f,
!

,

I

I

/

debacle.
September 11, in particular, continues to r.lttle the real estate, industry. After the

initial shock over the vulnerability of ont'of the'world's most visible structures-and resulting questions as to whether tenants would ever again go back
into tallbuildings-it is clear that high profile buildings have not witnessed a
mass t'xodus. Hou'er.er, issues of securitr,(too much or too li ttle? ) r'r,eigh heavv
among owners oI such buildings. The resulting uncertaintv over the avai]ability
of adequate insurance c()verage against acts of terrorism also threatens to cast
a pall over the ownership of high-end office buildings, malls, and even hotels.
Many on,ners of real estate and high-end users, especially Fortune 500 corporations, are conducting threat assessment and security audits to determine their
vulnerabilitv to deVastating events. For real estate investors this has added a
net, risk profile beyonci the typical real estate risk tlrey havt' learned to
undern,rite. Now thev must also learn to underwrite against potential loss.
The threat is not always from physical attack. The Enron debacle has shown
how one corporation can turn an entire stock market-not iust its industry
sector-upside do$'n. As manv other corporations that entered into svnthetic
lease transactions in tht' 1980s and 1990s are nou, finding out, even legitimate,
accepted financial vehiclt's can become tainted if they are misused. One of the
major clominoes to come crashing dorl,n on real estate from Enron is that
synthetic leases are now tainted in the eves of investors. lt will be difficult for
some public corporations to execute such transactions in the future without
attractinB skepticism fronr Wall Street. Yet, now more than ever, corporations
are under pressure to monetize their real estate assets and unlock capital to fuel
corporate growth in the next economic expansion. Likely manv will fall back on
the more traditional sale/leaseback (despite its increased cost to the shareholder) or an outright sale-with its uncertainty of being able to control the
space being leasc'd.
The briBht side

b

the cu rrc.nt market is that where there are challenges there are

also opportunitiL's. A recent survcy by Ernst & Young revealed that private
equitv funds-also knon,n as opportunitv funds-are holding about $20 billion
in equity for investment in real estate over the ntxt 24 months or so. This is a
huge investment pool even when viewed globally, as the survev suggests that

l8
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UNANSWERED QUESTIONS
There are two inrportant questions left unanswered
bv the majority opinion in Polaz:olo. One is onlv
identified in the opinion, and the other is explored

in more than one of the separate opinions, both
concurring and dissenting. ln addition, the patchwork of separate opinions in the case suggests that
the entire subject of regulat6ry takings is far from
settled,
The first unanswered question is presented in the

majority opinion. In arguing that he had been denied all economicallv beneficial use ofhis property,
Palazzolo attempted to segregat€' the uplands portion of his property, which had an established value
of $200,000, from the wetlands portion, n,hich rvas
much more heavily regulated. This would have
allowed him to more effectively argue that the
w,etlands portion had been taken, even though the
upland portion retained some value. The Court
would not allow him to pursuc this argument,
hou'ever, because he had not pursued it in the state
courts.l:

Three of the justices offered further comment on

this matter. In her concurring opinion, Justice.
O'Connor stated that the timing of the regulations
to the acquisition of the property should not be
considered immaterial; it should help to shape the
reasonableness of the property orvner's expectations. Justice Breyer, writing separatelv, agreed.
Scalia also discussed this issue in his concurring
opinion, but reached a different conclusion from
O'Connor's. Scalia stated that restrictions in existence at the time title i!'as acquired should have no
bearing on the determination of u,hether a taking
has occurred.
There u,ere a total of six opinions written in Pala::o/o.
These reflect an array of views orr the two primarv

issues involved in the case-ripeness and pre-acquisition notice as a bar. A bare majoritv of fivt,
justices agreed that the case was ripre and that notice

was not a bar to an inverse conde.mnation action.
Those fiye were Kennedv, Rehnquist, O'Connor,
Scalia, and Thomas. Another justice, Stevens, joined
with that Broup on the ripeness issue, but n,rote a
separate opinion in u,hich he dissented on the notice
issue. O'Connor and Scalia both wrote separate

opinions to expand upon the impact that notice.
might havt'on.1 propertv owner's reasonable investment-backed expectations. Cinsberg wrote a
dissenting opinion, in which sht' u,as joined bv
Souter and Breyer. They concluded that the case
was not ripe for review, but Breyer also wrote a
separate dissent in which he agreed with O'Connor
on the notice issue. This f ragmented approach should

raise concern with both those who promott the use

Although it rejected his attempt k) segregate the
propertv, the Court recognized that this argument,
when presented in the correct manler, might be
meritorious. Some previous cases have indicated
that the extent of deprivation caused bv a regulation
must be measured against the value of the whole
propertv, but other cases have questioned the logic
of that rule. Acknowledging all of this, the Court
shll refused to consider the argument, leaving the
issue open for debate in subsequent cases.r' This
issue n,as not further discussed in any of the five
rrther trpinions that werc wrilten.
Another important issue is raised bv the majoritv
opinion, but then left to be resolved by the lower
courts. That is the extent to which the propertv
o\1,ner's pre-acquisihon notice of the regulations affects their reasonable investment-backed expectations. The majority opinion clearly states that preacquisition notice is not a bar to an inverse condemnation case,butBiveno further guidance on theissue.
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of regulations for environnrental pu rposes,.rnd those

who favor unrestricted developmont.

CONCLUSION
Pnla:zolo leaves unanswered, or at least unclear,
more questions than it clarifies. The one cltar hold-

ing in the majority opinion is that pre-acquisition
notice of land-use regulations does not bar a
purchaser's inverse condemnation lawsuit. Several
questions remain open. These include:
To what extent must a landowner pursuc' development possibilities, and be denied, before the
takings claim becomes ripe? A total of six of the,
justicts ruled that this particular case was ripe.
This indicates that it is not necL'ssary to pursuc
and be denied development possibilities to the
extent previously believed, but the case gives

Iittle or no guidance for future petitioners to
determine whether thev vvill be deemed to have
satisfied the ripeness standard.

example of the individual whose property becomes
subject to regulations, but *,ho dics before an inverse conclemnation claim can become ripe. Under

the Rhode Island rule, the heir to that property
would lose the right to claim compensation even if
the clainr clid progress to the point of ripeness after
the origirral onner's death. This, the Court concluded, u,ould result in a windfall for the government. But the Court also specifically mentioned the
effect that the Rhode Island rule would have on
those owners who need to sell contrasted with thosewith sufficient resources to hold on to propertv.ro lts
reiection of the rule rvas not limited to those situations in which title passes by inheritance, or by
operati(rn o[ law, as in Ptlazzolo.
While seeming to make no distinction based upon
the manner in lvhich title is passed, the Court clid
make clear that its holding in this regard was not
broad enough to apply to those cases involving a
phvsical invasion of property. In such cases, tht,
right to compensation is not passed to a subsequent
owner. The difference, the Court explained, is based
upon tht manner in which the claim becomes ripe.
When there is a phvsical invasion of property, the
fact and extent of the taking are known at that time.
When tlre impact on the propertv is regulatorv in
nature, it mav not be known until a future point that
a taking has occurred.r" Thus, it is the party who
owns the property at the time the claim becomes
ripe who mav bring the action, not necessarily the
partv wlro olvned the propertv at the time the
takings process began.

Many consider this issue to be the one with the
greatest implications for both landowners and those
advocating land-use regulations. The holding that
notice is not an absolute bar to an inverse condemnation case n ill be of assistance to those who purchase property already subject to extensive regulations. Although those purchasers still have to carry
the burden of proving that the regulations constitute a taking, thev norv have greater opportunitv to
initiate larvsuits. Most lower courts had refused to
consider the merits of such cases, holding instead
that purchasers who took with notice of the regulations were barred from making the claims at all.
Knou,ing that litigation is more likelv, governmental agencies may now weaken their regulations and
allow more development, an outcome of particular
concern to those who support the use of regulations

for enr.i ronmental reasons.

r:

This part of the ruling has already begun to affect
other litigation.In McQuetn t,. South Cnrolina Dept.

.l

o_f

Palazzolo leazses unanswered, ot at least
,urcleaL ,nore questiofls than it clarifies.
The one clear holding in the

majority

opittion is that pre-acquisitiofl notice of
lanel-use regulations cloes not bar a
p ur ch

aser's ina e rse c onde nut at i o n I a\o sui t.

Houeaer, seueral questions lemain opcrt.
Hedth nntl Ertlirtttmrctrtal Cottrol, a landowner had
purchased propertv that had been affected bv developmental regulation forovera century. The state
Supreme Court ruled that the pre-existing regulations defeated the landowner's investment-backed
expectations, and thus defeated his claim that a
taking had occurred.r' The dav following its opinion in Palnz:olo, the Court remanded this case to the
South Carolina Supreme Court."'
ISSUE THREE: THE MERITS
Having determinecl that Palazzolo's claim was ripe,

and that it was not barred bv his pre-acquisition
notice of the regulations, the Court then gave some
attention to the mt,rits of his claim that the regulatiorrs had resulted in a taking of his propertv.

As noted above, there are two wavs in which a
landowner can succeed in the claim that land-use
regulations have resulted in a taking of their propertv. One is to establish that thev have been deprived of all economicallv beneficiallv use of the
propertv. The other is to establish that a taking has
occurred by application of the Penn Central factors.
In Pnlr::o/o, the state Supreme Court found against
the landowner on both claims, but intertwined these
issues with that of pre-acquisition notice. The Supreme Court took a different approach. After ruling
that the' landowner could proceed to the merits of
hisclaim, itruled thattherehadbcc.nnodeprivation
of the economic benefit, but that the Perln Ccnlrnl
claim had not been adequatelv examined bv the
Court below.
On the issue of whether he had been deprived of all
economicallv beneficial use, the verv fact that had
w,orked in fal,or of Mr. Palazzolo during the Court's
analysis of the ripeness issue, worked against him.

The Court determined that he had not been deprived ofall economically beneficialuse because the
uplands portion of the propertv had an established
value of $200,000. This value, the Court concluded,
was more than a token interest.rncl did not leave the
parcel economically idle. On this point, the U.S.
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equity mav be headed abroad. For
an insight into where the opportunities miBht be for
these funds and others in the future,let's look at the
major sectors of the real estate economv.

the Iack of terrorism insurance is impacting the sales

RESIDENTIAL
After a decade of steady growth, the construction
market is expected to slow but homebuilders are shll
likelv to prosper from strength in the single-family

In the industrial market, the sluggish economv is

60 percent of this

home construction market. Lon.mortgage rates have
brought a surge in refinancing. Last vear, new home

sales increased against expectations. The 946,000
units sold during December 2001 were tht' fastest
pace of sales since the beginning of the vear. Sales for
2001 hit a new record of 5.25 million units, an extraorclinarv performance considering that the economy
was in recession for 10 months out of the year. That

performance is expected to continue, albeit at
slower pace.

a

In the multi-familv housing sector, apartment condi-

tions are softening. The National Multi Housing
Council's market index fell for the 6th consecutive
quarter to the lowest reading in the survev's twoand-a-half vear history. Hardest hit are the luxurv
buildings in downtown areas. Managers are reporting occupancy rates in the 85 percent range-the
lowest since the recession of the early 1990s. As the
economic slump continues, roommate doubling-up
is increasing and vounger adults are moving back
home. Marginally maintained units or properties
saddled with poor leasing agents will suffer. Look
for the recession to weed-out poorly capitalized, less
efficient operabrs.
OFFICE & INDUSTRIAL
Companies have quickly responded to the slowing
economy by placing their excess space on the market
for sublease. This poses one of the real estate
industry's biggest problems. Subleased space----of-

fered at substantiallv discounted rents-is putting
pressure on asking rents for primary space. National
office vacancy rates soared to 13 percent in the later
partof2001 and are expected to continue to risebefore
peaking later this vear. At the same hme, the cost of
ownership is rising. Post-9/ 11, security has become a
way of life and an increased cost. Firms across the
country are reevaluating and shoring up their securitv protocols and infrastructures. Propertv-insurance premiums have also increased. Additionally,
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and financing of major properties. Increasingly, office landlords are passing along additional expenses
for securitv and insurance to tenants.

having somewhat of a negative impact. Many corporations are divesting excess facilities-a major shift
from the last five vears, where manv ctrmpanies
lvere franticallv seeking nen, space. Ho$'ever, this in

tum is providing the opportunity for real

estate

operators with skills to reposition assets.

HOSPITALITY
Lodging is among the most vulnerable real estate
sectors in economic downturns. U.S. hotel room
revenues fell almost 7 percent in 2001-more than
twice that predicted by analysts. The post-9 / 11 travel
crisis hurt an industrv already hit hard bv the economic slou,dou,n. U.S. revenue per available room
(RevPAR) showed the worst decline in 34 vears.
Analysts predict U.S. hotel occupancy levels for2002
will be flat to slightly higher than 2001. Many hotel
operators have been cutting costs and renegotiating
loan covenants in an effort to preserve cash and
avoid bankruptcy. Only those with the strongest
balance sheets will be in a position to weather the
coming year and so it is likely that some will become
acquisition candidates.

RETAIL
While the retail propertv sector continues to weather
the nation's current recession, the outlook is not
entirelv cloud-free. Unlike past recessions, t'onsumer
spending this time around appears strong. Should
the recession deepen, and consumers scale back
spending, more retailers could feel the brunt of the
downturn. Mall owners should be cautious. Kmart
has filed for Chapter 11 and u,ill shutter 300 stores.
Dillard's and The Gap also continue to struggle.
Toys "R" Us recentlv announced plans to close 64
under performing stores and eliminate 1,900 iobs.
Cinemas are also closing their doors. Crocery-anchored shopping centers mav see more appeal because thev.rre perceived as largelv recession-proof.

CONSTRUCTION
Finally, construction companies are also facing challenges from the sluggish economy. Manv banks are
no longer offering rvorking capital credit [.icilities to

-19

referenced in his claim for compensation, a plan to
develop a 74Jot subdivision. Because Palazzolo had

not been denied an application for that particular
development, and because he had not pursued development options that were "less ambitious" than
those requiring fill of so much of the *,etlands area,
the state Supremt'Court ruled that his claim was not

construction companies. As existing credit facilities
expire, construction companies could be forced to
turn to expensive capital sources to mc.et working
capital needs. At the same time, insurance costs are
rising, putting greater financial pressure on the sector.

ripe.3

The U.S. Supreme Court disagreed lvith the Rhode
lsland Supreme Court on this issue. As to the determination that the particular development upon
which Palazzolo had based hisclaim was not rr'flected
in the applications, the Court stated that, under these
circumstances, it was not necessarv for an application of that tvpe to have been filed. Palazzolo had
been denied an application to fill the property. Since
filling would have been a prerequisite to tht, 74lot

CONCLUSION
ln summary, the real estate markets will be challenging for the foreseeable future. Just when some in the

industry were starting to believe that the nature of
the sector had changed from a volatile, cvclical industry to a more stable sector, the cvcle rolled through
again. Yet, there are reasons to be hopeful: Housing
markets appear robust. Today, as corporations begin to emerge from the recession, they see a market
retumed totherent levels of 1999-2000 and, for manv
tenants, that means there are space bargains to be
had. It won't take too long for corporate expansion to
begin again in earnest .rnd put in motion a more
modest pace of growth in the real estate, sector.REl

development, it was clear that the development
itself would also have been prohibited.'

ls globnl lmdtr ofErnsf fi Yoturg's Real
Estste llractict. She is ltasd itt tlrc firm's Ntto York offict.

Dale Anne Reiss

E-mail: dalt.rt'iss@ev.con
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cations to develop the wetlands portion. While
Palazzolo's applications had involved the developmentof all, or substantially all, of this portion, itwas
not the size of the area covered which provided the
basis of the denial. The applications were denied
because thev did not proposr. an activitv that the
state agency considered a compelling public purpose. There was no indication that the applications
would have been accepted if the development proposed had occupied a smaller area. The agencv had
clearlv communicated that it would allow no filling,
and therefore no development, of the n etlands for
any purpose, no matter how small or large the
portion of the wetlands to be affected. The Court
ruled that it was not necessarv for additional applications covering smaller portions of the wetlands be
filed in order to establish the ripeness of the claim.r"
As to the uplands portion ofPalazzolo's property,
the Court explained that some doubt must exist as to
the value of this portion of the property in order for
the state to succeed on its argument that the takings
claim was not ripe. The record reflected that all of
the parties had accepted and subsequently cited
uncontested testimony that the estimated value of

50

ISSUE TWO: PRE-ACQUISITION NOTICE
The pre-acquisition notice of the regulations as a bar
to inverse condemnation procec.dings was the second issue addressed bv the Court. Becaust' ['alazzolo

had become the owner of the properti,aftt'r the
regulations in tluestion became effective, the state
courts had rejected his claim that he had been deprived of all beneficial use of the propertv. Those
courts reasoned that, since the regulations pre-dated
Palazzolo's acquisition of the property, he had never
had the right kr fill the property, and so it could not
have been taken from him. Further, according to the
state courts, the existence of the regulations defeated Palazzolo's claim that he had reasonable

investment-backed expectations in the property.
The Supreme Court focused more extensively on
the state court's holding that the claim was not ripe
because Palazzolo had not filed applications to develop a smaller portion of his properfu. The propertv did not consist entirelv of wetlands. There rvas
also a portion of upland property, the devekrpment
of which would not have been subject to thc. same
degree of restriction as the wetlands portion. The
Court first addressed the need for additional appli-
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this portion of the property was $200,000. Having
accepted this estimate, the state could not later
claim that the value was unknown. The Supreme
Court ruled that Palazzolo's claim was ripe for
adjudication.'r
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Since he had notice of the regulations, he could not

reasonably have' expected kr fill and develop the
property.rl
The U.S. Supreme Court approached the pre-acquisition notice issue differently from the state courts.
Rather than inte'rtwining it with the issues of depri-

vation of all beneficial use and interference with
reasonable investment-backed expectations, the
Court vieu'ed the notice issue as a preliminarv one,
much like that of ripeness. [t also reduced the state
courts' treatment of notice to one sin6;le rule: A
purchaser or a successive title holder like petitioner
is deemed to have notice of an earlier-enacted restriction and is barred from claiming that it effects a
taking.'r
The Court found fault with such a broad rule. It
explained that if this rule were applied, transfers of
propertv after the enactment of land-use regulations would absolve the Elovernment of its obligations under the eminent domain clause, without
inquiry into how extreme or unreasonable those
regulations were. If regulations are unreasonable,
and constitute a taking, they do not become reasonable with the passage of time or the passagt of title
b the property affected.rl

In rejecting the state courts' pre-acquisition rule,
the Court noted the effect that it would have had on
those who acquire title to property by some means
other than an arm's lenp;th sale. The holding, however, does not appear to be based upon the manner in which title is acquirecl. The Court cited the

3

can establish a taking. One altemative is to prove
that thev have been denied all economically beneficial or productivt use of the land. The second alternative inr.olves the application of three factors.
These are the regulation's economic affect on the
olvner, the extent to rvhich the regulation interferes

with the owner's reasonable

investment-backed

expectations and the character of the government

action. Collectivelv, these. are, known as the Perrn
Cerrfrar factors, a reference to the case in which they
u'ereestablished. When Iandovyners allege that regulations have denied them the use of their propertv,
or have interfered with their investment-backed
expectations, the actions are commonlv referred to
as inverse conde'mnation cases.

Palt::ttltt 2,. Rlrorle /slarrr/' is such a case. The petitioner, Anthony Palazzolo, owned a parcel of real
estate in Rhode Island, which was subiect to that
state's wetland regulations.i lt had been purchased
by a corporation, Shore Gardens,lnc. (SGI), in 1959.
That corporation was formed bv Palazzolo and
some associates. SCI made several attempts to develop the property. Because most of the property
rvas salt marsh and subject to tidal flooding, any

development would have required filling of the
land to some extent. Three different applications
we,re made to state agencies for approval to fill
substantial portions of the parcel. All three were
evt'ntuallv denit'd. At sonle point, Palazzolo bought
out his associates and became the sole shareholcler
in SCI.

In

1971, Rhode lsland created the Rhode lsland
Coastal Resources Management Council. The council, charged with protecting coastal properties, des-

ignated salt marshes as protected property and
limited development on such propertv. In 1978,
SG['s charter was revoked and, because he was the

sole shareholder, Palazzolo became the ow,ner of
the propertv bv operation of law. During the 1980s,
Palazzolo again made efforts to develop tht' propertv, but the council rejected his applications on two
occasions. At this point he filed suit in Rhode Island
state court, claiming that the council's regulations
constituted a taking of his propertv, entitling him to
,ust compensation.
The state trial court ruled against Palazzolo and the

Rhode Island Supreme Court affirmed that decision.' Mr. Palazzolo then appealed to the U.S, Supreme Court. The case raised three interrelated
issues. The first was whether the petitioner's claim
was ripe for review. The second was whether a
property owner should be barred from asserting a

2

There are ser.)eral bases upon tohich a

property o|oflef ntight challenge the
goaeflrrnent's authority undef the eminent
domain clause. The nost likely challenge is
that the compensation offered by the
goaen fieflt is inadequate; it is not just.
Another possible challenge is that the
goaeftiment's leaso fol haoing taken the
property does not qualify as a public use.
takings claim when the regulations in question were
already in effect at the time the property was acquired. The third was whether the propertv orvner
in this case had been denied of all economically
beneficial use. Of these three issues, the one that has

the greatest potential to impact the progress of
environmental regulations is the second. Prior to
Palazzttltt, manv lower courts had ruled that preacquisition notice was a bar to inverse condemnation proceedings. This case holds to the contrarv,
and so allon,s regulations of any tvpe to be chalIenged for longer periods of time.
ISSUE ONE: RIPENESS
The first isstre addressed by the Court was n hether
thr. petitioner's claim was ripe for review. The

ripeness doctrine is an extension of the gene'ral
polic-v that courts in the U.S. do not function in an
advisorv capacitv. Their rvill hear cases onlv when
presented with a present case or controversy. [f a
case is brought too early, it is not vet ripe for
adludication.n The ripeness doctrine prevents courts
fromengaging in premature ad judication and, where
the legitimacy of an administrative agencv regulation is at issue, also protects the agency from judicial
interl'erence rvhile its decisions are still being formulated.T

In Pala::olo, the ripeness issue turned upon n hether
the govemment agency charged with implementing the regulations had reached a final decision on
the application of those regulations to this particular parcel of property. The Rhode Island Supreme
Court had ruled against Palazzolo on this issue. It
acknowledged that at least four different applications to fill the land had been filed, eitherby Palazzolo
personallv or bv SGl, and that all had been denied,
but noted that these involved filling all or substanhallv all of the rvetlands portion (18 acres) of the
propertv. Further, none of these applications mentioned the particular development that Palazzolo
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Bowuuc AroNr
By Robert D. Putnam

Simon&Schuster,@2000
541 pages

obert D. Putnam, a professor of
public policv at Han .rrd and president of the American Politic,rl Sci-

\

I
!

ence Association, chose the rather
flip title, Borr'/irrg Alorrr', for his treahse on the Jcclint,trf "social capital" in America. He defines social

capital as connections among individuals, or social networking, and
As Rmiezoed by
Bowen H.'tsuzz" McCoy, CRE
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the norm of reciprocitv and trustworthiness that arise from them.
We CREs are rvell .rware of the
trust and reciprocitv which arises
from networking among professionals of the highest standing; and
it is unlikely those of us who are
active CREs would agree with
Putnam that there has been a serious decline in social capit.rl.
ln the first section of his
book, Putnam painsta kinglv
defines the decline in political, civic, and religious participation, as well as loss of
social capital in the workplace and in philanthropy
His research ranges from
the decline in bon,ling
leagues to decreases in
vote r participa tion,
church attend a nce,
bridge clubs, book
reading groups, and
the Iike.
ln the second section of
the book, Putnam claims to analyze the reasons for the decline in
sociability. He concludes that the
decline mav be apportioned as follows: pressure of time and money,
including tu,o-career families (10

27 Ycars ol Publishirg E-tcr'llerrct': 1976 - 2OO2

percent); subu rbaniza tion, commuting, and spravvl (10 percent);
television (25 percent); and the replacement of the civic generation
venerated bv Tom Brokaw bv their
less involved children and grandchildren-the "baby boomers" and
the "gen-X" (50 ptrcent). Miscellaneous other factors cited might

include higher divorce rates,
growth of the welfare state, globalization, antl the social turmoil
of the 1960s.

Television vieu,ing is thus
cited as a major factor in the decline in social capital. Putnam
quotes T.S. Eliot: "Television is a
medium of entertainment \^,hich
pcrmits millions of people to listen to the same joke at the same
time, and vet remain lonesonre." Putnam ci tes
statistics dopictingnegative
correlahons between television
watchingand vol-

U,

unteering, letter
writing to friends
and relatives, club
meeting attendance,
churchgoing, and basic civility ton.arcls others. He states that chronic
television watchers have
higher than usual incidents
of headaches, indigestion, and
sleeplessness. After reading this
book, one ponders whv Lydia
Pinckham's potion is not advertised on television. Putnam states

'

;l

that Americans are watching more
television, rl,atching it more habituallv, more often alone and watching more prrograms that can be associated specificallv w.ith civic dis-

engagcmcnt. Television is thus .r
major factor in increasecl civil dis-

have one without the other. David
Steindl-Rast has written an anecdote: "even hermits have conven-

tions." His notion is that hermits
living in huts for 2,1davs *'ill then
congregate over a meal and share
"best practices" in

a

ion.

The m.rjor facttrr, hower er, is
age related. There is a long civic
generation, born between 1910 and
1940, who are substantially more
engaged in communitv affairs and
more trusting than those who are
v()unBer. Since na t ion.rl polling
began, this colrort has been e.xception.rllv civic, r'oting more, joining
more, reading more, trusting more,
and giving more. It is noteworthy
th.rt most of them did ntrt see their
first teleyision until tht'v were in
their late twenties. The younger
ag;e cohort, according to Putnam,
reads fewe r newspapers, signs
fewer petitions, votes less, r,olunteers less, attends church less, and
is demonstrably less civic-minded.
As a solution to the prroblem he
as diagnosed, Putnam suggests a
broad scale aSienda for soci.rl engineering. He recommends improved
civics educatiorr, more public service, more ertracurricular .rctivities, more settlement houses, more
day care at the work place, a clamp
down on urban sprawl, a religious
"great awakening," a mandated
reduction in television viewing,
more tlance groups and community sing-alongs, broader volunteer
participation in the political process, and the like.
Through his choice of title
alone, Putnam has made his point.
His book is high on the "most
quoted, Ieast read" list. We allneed
to be in various communities. We
also ne'ed to time to be alone. Someof
the great theologians, includ ing
Dietrich Bonhoeffet have written

Somc of lhe ch.r racteristics
Putnam cites mav be age related.
Young adults often drop out of
church until thev have, voung children, at which point thev find their
way back inttr those communities
once apiain. It is nruch easier for a
semi-retired 60-something to read
threc'daily nL'wspapers than a 30vear-old balanchg rvork, cou rtship,
and recreation. Sociologists have
rvritten profoundly about long societal swings in behavior.lust think
how we regarded ract', appropriate female behavior, dress, language, and smoking 40 vears ago.
Certainly, since September 11,
2001, the nation's deepest feelings
about patriotism, heroes, civility,
and community have come to the
surface for all of us, regardless of
our age cohort. I would state that
the terrorist attack on the World
Trade Center has made much of
Putnam's book less relevant.
Putnam's solutions would involve an enormous extension of
social control over the lives of private individuals, and they would
require massive government bureaucracies. There is no proof that
the benefits of his agenda would
outweigh the loss of libertv involved. The btrok is filled with inconsistencies. While it is probably
deploring that Ozzie and Harriet
havebeen replaced by theextended
Soprano family, it is also true that
Timothy McVeigh and hiscompanions plotted the Oklahoma City
tragedy in a bowling alley. One
must take care in becoming the arbiter of popular culture. Those
"good old bovs" in the Elk's Club

i2

inter-

esting views on black Americans,

women's rights, gay rights, and a
host ofotherissues.I think Putnam
should be carefulof what he wishes
for.*.,

boisterousfash-

engagem!-nt.

beautifully about the tension between
solitudeand communitv. We cannot

40 years ago had strange and
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EnaTNENT DoMATN
by Lara Wontnck

INTRODUCTION
The inherent right of the U.S. government to take private propertv is
acknowledged in the Fifth Amendment to the U.S. Constitution, which
states that "privatL. property [shall not] be taken for public use rvithout
iust compensation." This is known as the eminent domain clause.
There are sevt,ral bases upon which a propertv owner might challenge
the government's authority under the eminent domain clause. The most
Iikely challenge is that the compensation offered by the government is

inadequate;

it is not just. Another

possible challenge is that the

government's reason for having taken the property does not qualify as
a publicuse. This challenge is difficult to maintain, however, because the
standard used to determine the requirement of public use generally
favors the govemment. Both ofthese challenges assume that a takinghas
in fact occurred, an occurrence that is itself fretluentlv the subject of

Iitigation.
ABOUT THE AUTHOR
Lara Womack is nrt associatc prcfes,sor of brrsiness law ttl MiLldlc Tenncssee Statu Uni?ersitV. Shc rectit'ed lrcr
Ialp iegr*'.fiont lhc Uttizvrsitv ofTtu-
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HonorsCollcgc t'acully arul tht, Crndu.
ate College faculty. (E-rnnil: ltL,omtck
@nttsu.edu)
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The clearest cases of takings involve some phvsical intrusion upon land
by the government, but a physical intrusion is not always necessary. The
U.S. Supreme Court established in Polrrs-r7/t,nrria Coa/ Co. 2,. Mallorrr that
government action which does not actually encro.rch upon or result in
the physical occupation of propertv mav constitute a taking, and thus
trigger the requirement of lust compensation, if those actions substantially affect and Iimit the use of the property. When there is no encroachment or physical occupation, there are t$,o I\,avs in which a landon'ner
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EDITOR'S STATEMENT - by Richard Marchitelli, CRE

l, s the adage gocs. "All good things must come to anend." And so, it
-fLis with regret I announce that Faye Porter, managing editor, has

@

decidt'd ttr end her tenure with Rerl Esfnk'lssrrs, after an almost 12-year
affiliation u,ith The Counselors. It is also an appropriate time to announce
that in the near future I n'ill be vacating the position ofeditor in chief. The
timing of our departure is unrelated: for me, it is simplv the "right time";
for Fave, there is a desire for more "non-working time" in her life, as she
also has a full-time position with another association publication. As we
pass the baton, I feel compelled to reflect on the last few years.
Eaolution. . . When I became editor in chief in l999, I in]erited a
publication with a rich 2.l-yc'ar history-a solid foundation upon u'hich
to build. Faye and I quickly recognized that rve shared a common vision,
enthusiasm, and commitment to REl. Fortunatelv, rve have been blessed
with supportive and dedicated editorial boards that have embodied the
same innor'.rtive spirit arrd oblectir es.
htttouation. . . Changes initiated were of both form and substance.
The format has seen the establishment of a branded look for REI as well
as the addition of two new departments that appear regularly at the end
of each issue. "Insiders' Perspectives" consist of timely discussions on
key industry issues. Experts in those fields have honored REI with their
commitment to author the columns on a consistent basis, including CREs
Hugh Kelly, RayTorto, Ken Riggs, Brick Howe, BjomHanson, and nonmember experts Peter Korpacz, Dale Reiss, Sam Zell, Robin Panovka,
and )ack Corgel. Chaired bv Maura Cochran, CRE, the "Resource Review" department was developed to provide a place for a practitioner to
espouse an opinion on a particular book, softrvarc' product, etc.
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foundation started in

1976 and trust the collaboration has
image,
and
success. Throughout the years and
enhanced REI's substance,

and mortar to
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manv pages, our value proposition has been to deliver meaningful,
relevant, and cogent articles on issues of the day. As the continuunl
advances, we pass on a heightened REI to a nerv group oI caretakers upon
which they can continue to build.
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Renl Estdte /ssriis publishes four times annuall), (Sprin& Summer, Fall, Winter). The journal reaches a Iucrative
segment of the real estate industry as well as a representative cross section of professionals in related industries.
Srrbscriherq to R,,a/ l-{trf. I{sr./,,s lREI) are primarily the owners, chairmen, presidents, and vice presidents of real
estate companies, financial corporations, propedy companies, banks, management companies, libraries, and REALTOR' boards throughout the country; professors and university personnel; and professionals in S&Ls, insurance companies, and law firms.
Rr4i Eslaf.'Issrss is published for the benefit of the CRE (Counselor of Real Estate) and other real estate professionals, planners, architects, developers, economists, government personnel, lawyers, and accountants. It focuses
on providing up-to-date information on problems and topics in the field of real estate.
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Manuscripts must be submitted via e-mail or disk (along u,ith hard copy) in IBM or PC format only-Mac
files cannot be accommodatedr .txt (text) file format or Word for Windows 6.0. All submitted materials, including
.tbstract, tL,xt and notc,s, are to be double-spaced. Number of manuscript pages is not to exceed 25 single-sided
sheets (approx. 7,000 rvords). Submit a 50- to loGword abstract* and a brief biographical statement, including
autho/s e-mail address. Computer-created charts/tables should be in separate files from article texl. (*l.f the
,tw $rript is itc4)terl for ltublication, th. ahstract/brief sUnopsis ltould oPpfir (1,1 tlrc tabb of tonlents pnge.)
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Clarification Note: In the last issue, (Vol. 26, No..l), there was anommission in output on page 7{,lastbullet point, of Focrs o,l Ldgdllsslcsr
Prclt iory ReJl!:tiolts Inspicd hu th?Te orisl Atta.,t. Fulltext of the thtud bullet point under the "What We Know for Sure heading k lows:
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A difticulty, ofcourse, is th€ (se€mingl), univ€Bal)client \a,hocomplains, "l pay 90 perent oimy letal bills for the finall0 percenl
of the leSalprotection I B€t." If the leSal profession is goi ng to perform adeguately in this sector, the client is toin8 to have to step
up tothe plate, too.In my view, this is a critical facior thatt{ill determine ih€ profile of many ofthe le8a I consequ ences resultint
from the tefforist attack. Putanother way,leaving th€ money tactorout, it isonethint lo pro(laim, "lt s€ems r\,e hav.'a problom
with Isaylcasualty clausesofour [say] Ieases." lt is qu ite another to negotiat€ (even b€ha een two parties, much less the multitudes
of parties r{ho have come to this realialion since September 11)clauses that willmake for more iust, orsimply morebusinesslike,

results.
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Me'mber and non-member authors are encouraged to submit their manuscripts to:
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manuscript is not accepted, the author is notified by letter.
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tone, and interesting to a wide variety of readers. If a producL service, or company is featured, it should be
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possible date. Upon publication, copvright is held by The Counselors of Real Estate (Americar Society of Real
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There is now good reason for Ienders and borowers in the real estate finance market to be aware of and consciously
concemed with systemic risk. Whatever science we have in the forrn of models that seem appropriate to the task of
evaluating such risk should, of course, be used. It is likely, however, that what will tum out to be the most effective wav
of dealing with it will involve a good deal of subjective analysis. And a key element in such an analysis will be an
understanding ofhow the economy is evolving and what this implies with respect to the probabilities that have bearing
on loan performance. Such understanding should give rise to seruible subjective assessments that in the decisions they
underpin should translate into reasonable risk premiums. This, of course, implies upward pressure on loan rates in this
market. While it may not turn out exactly as it is portrayed in the textbook presentations of operation ofefficient financial
markets, the direction of change should be much the same.
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is certain that the.re will be mrrre inl,erse condemnation litigation after P/rla::olo. By removing the pre-acquisition bar
and lowering the standard for establishinS that a claim is ripe, the Court has insured that it will have the opportunity to
address thc issues the author identifit's hcrein, as well as others in tht, eminent domain area.
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The attacks on the World Trade Center on September I l, 2(m1, sent shock waves throu8h

society and the business
communitv that will significantly impact the availabilitv and cost of insurance for years to come-it is no lonter busincss .rs usual. This author believes that an in-depth analysis of the consequences of these events and the resulting
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