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The Counselor of Real Estate
Expands to Other Countries

Since its founding in 1953, the American Society of
Real Estate Counselors has promoted the profession of
real estate counseling. The membership has included
real estate experts seeking to enhance the quality of
advice available to individuals, businesses, government
agencies and financial institutions. The membership,
then and now, has encompassed the leaders in the
North American real estate community. As the industry
evolved so has the size, experience and knowledge of
our membership. In particular, the institutionalization of
the real estate investment and capital markets has
resulted in a prolific change in the membership’s
profile. Still, the growth of the Society was concentrated
in the United States and Canada.

More recently, the Society has entered in a new era for
the real estate counseling profession. At the Society’s
1988 Convention, significant strides were made toward
an internationalization of the membership. In addition
to Counselors from North America, we now have
invited to membership outstanding real estate
counselors from Great Britain, Australia and Japan. The
Society always has been a leader in its vision of the real
estate market. The globalization of its membership is
sure to secure that leadership position. Not only will it
keep our organization abreast of the real estate industry
as it evolves to global proportions, but it also will
provide a broader base of experience and knowledge to
those who rely on the services of the Counselor of Real
Estate (CRE).

We welcome our new international members and thank
our existing membership for their foresight. But most
important, we wish to encourage the furtherance of our
international membership for the benefit of all.

Editor in chief
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1 Environmental Hazards and Real Estate
John McMahan, CRE
Real estate investors may face a variety of environmental hazards, from asbestos in
insulation and fireproofing materials to underground toxic wastes. Assessing the impact
of environmental hazards on a real estate development is often complex and
complicated by increasingly strict governmental cleanup standards. This article desc ribes
how the assessment may be done cost effectively and explains how the results of the
assessment may be used in making transaction decisions.

~

7 Rethinking Large City Public Housing Projects:

The Influence of Politics of the "80s

Paul J. Burka, Michael W. Jones, Charles P. Kofron and Robert E. Mendelson

The conditions of providing and maintaining public housing have changed to the point
that older and more conventional techniques no longer apply. The focus of this study is a
Comprehensive Improvement and Assistance Program (CIAP) application planning
process and the effort of a large public housing authority in St. Louis, Missouri, to
renovate and maintain a dwindling supply of units.

Reprint Information

You can order single and multiple copies of articles that
have appeared in any edition of Real Estate Issues. For
further information and fee structure, contact Real Estate
Issues, 430 N. Michigan, Chicago, IL 60611 or call (312)
329-8431.
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Projecting Housing Demand from Demographics

James A. Runnels, CRE

Real estate counselors use demographic information to estimate the demand for housing
units in a given area from household population projections. The basic assumption is
each new household formation requires some type of housing; further refinements can
be made from household income estimates and projections. Income levels determine
price ranges of homes and the market’s ability to buy or rent. Demographic information
quantifies household income levels which allow the analyst to estimate what a specific
market can and cannot afford.

Suburban Office Development and Work-Residence Relationships

Forrest E. Huffman and Marc T. Smith

Employment in office-based sectors of the economy has grown considerably in recent
vears, and much of the expansion in these sectors has occurred in suburban areas. In this
article a 1980 U.S. Bureau of the Census journey-to-work sample was used to examine
spatial distributions of office employment, commuting patterns and labor force
characteristics in the city of Philadelphia and in its Pennsvlvania suburbs.

Counseling and Eminent Domain

A. C. Schwethelm, CRE

Real estate counselors have roles to play in the early development of eminent domain
projects as well as in actual negotiations, condemnation actions and the resolution of
divergence.

Finance Subsidiaries: A New Way to Access Capital Markets

Daniel E. Page and Charles O. Kroncke

The finance subsidiary is the latest financial management tool for savings institutions
(S&Ls). The subsidiary raises capital by issuing securities at rates lower than the S&L can
offer, the most popular security being a dutch auction rate preferred stock (DARPS). This
article examines the creation of finance subsidiaries, and how a failing S&L raised new
capital by issuing DARPS.

Protecting the Rights and Interests of Home Buyers in

Cooperatively Brokered Sales

Neil G. Waller and Theresa H. Waller

The research in this article evaluates alternative agency models and determines which
legal model best protects the rights and interests of home buyers in cooperatively
brokered residential transactions. The traditional legal model (subagency) is analyzed
first, the buyer-seller-broker agency relationship in a cooperatively brokered home sale is
defined, and the transaction’s inherent conflicts of interest and failure to adequately
safeguard the home buyer are discussed. The alternative agency models, dual agency
and buyer’s agency, then are proposed and analyzed.

Mortgage Pregayment Analysis: A Computerized Approach
Robert O. Kirby and Robert T. Nash

Mortgage prepayment provides an excellent potential investment. Not only does it
possess unique advantages for the borrower, it also assists the lender in averting risk and
increasing liquidity. This article describes the advantages of mortgage prepayment and
develops a model, using a Lotus 1-2-3 computer program, for evaluating the prepayment
alternative by the same techniques that investment advisers use to analyze other
investments.

A CRE’s Viewpoint

Scott C. Langley, CRE

Resolving real estate issues today requires diversified expertise and consequently a team
approach. The question, “Practitioner advising—where do you stop?”, is one each
practitioner must answer for himself based on professional knowledge, judgment and
integrity.

Real Estate Issues Index 1987-1988



LOUISE L. AND Y. T. LUM AWARD
PRESENTED TO JARED SHLAES, CRE

Jared Shlaes, CRE, director special real estate services, Arthur
Andersen & Co., Chicago, was named the 1989 recipient of the
Louise L. and Y. T. Lum Award. Given annually by the American
Society of Real Estate Counselors, the honor recognizes Shlaes’
distinguished contribution to the advancement of knowledge and
education in the real estate counseling profession.

The award was established by the late Y. T. Lum, CRE, to encourage the
continuing professional education of those engaged in real estate
counseling through an understanding of its principles, theories, tech-
niques and practices. Shlaes is only the third recipient of this award,
preceded by John R. White, CRE (1988) and Thurston H. Ross, CRE
(1987).

A member of the Society since 1967, Shlaes has made many notable
contributions in the area of education. Most outstanding is his role in
/ establishing, guiding and directing Real Estate Issues, the Society’s
Jared Shlaes journal. As editor in chief for the first 10 years of the Journal’s
publishing history, Shlaes set the guidelines for what is now considered
a leading industry publication. Real Estate Issues has received many awards for consistently presenting
articles representing the latest in real estate research and analysis.

Other activities with the Society have included his contribution to the current text, Real Estate
Counseling and his service as first vice president, chairman of the Education and the Publications
Committees and service on the Board of Governors.

A nationally recognized authority on real estate counseling and appraising, Shlaes is best known for his
work on TDRs, historic preservation and the Main Street Project. He is the author of numerous articles
on real estate, taxation and planning issues and often is requested to speak before professional
organizations, civic groups and universities.

Shlaes’ other professional affiliations include the American Institute of Real Estate Appraisers, the
American Planning Association, the Chicago Board of Realtors, Lambda Alpha and the Realty Club of
Chicago. He earned a BA and an MBA degree from the University of Chicago.



ENVIRONMENTAL HAZARDS AND

REAL ESTATE

Underwriting investment risk in an
increasingly stringent regulatory
environment.

by John McMahan, CRE

R eal estate investors and developers increasingly are
confronted with having to assess the impact of envi-
ronmental hazards on existing and prospective projects.
This assessment usually is more than a technical evalua-
tion, and it frequently involves balancing complex envi-
ronmental, legal, political and business considerations.
The process is complicated by ever-changing legislative
and judicial standards where compliance in one year
may not mean compliance in another.

Frustrated by the need to engage in such complicated
assessments, many choose to remove themselves from
the playing field simply by not getting involved with
properties that are associated with environmental haz-
ards. While this strategy may be wise in the case of
investments in older buildings that contain asbestos, it
severely restricts market opportunities when it is applied
to more common environmental problems. Many fine
buildings, often relatively new, have been built on land
that had been contaminated in one form or another. To
exclude these properties is to unreasonably restrict expo-
sure to what otherwise may be good market
opportunities.

A more realistic approach is to systematically determine
the additional risks posed by environmental hazards and
then judge whether the projected yield from the invest-
ment is commensurate with the additional risk. This
article reviews the types of environmental risks the real

John McMahan, CRE. president of McMahan Real Estate Advisors, Inc.,
is @ San Francisco asset manager for institutional and individual inves-
tors with over $500 million under management. McMahan is a member
of the faculty of the Stanford Graduate School of Business and the
advisory board of the Center for Finance and Real Estate at the John E.
Anderson Graduate School of Management, UCLA. The second edition
of his book, Property Development, was recently published by McGraw
Hill. McMahan was assisted in the preparation of this article by Judith M.
Runstad, William G. Murray, Jr., Thomas Oakes, Thomas Clark and Fred
Baugh.

Copyright 1989; John McMahan, CRE
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estate investor is likely to encounter, as well as legislative
efforts to define or control the problem and establish
liability. It then outlines a step-by-step program for deter-
mining when a property has an environmental problem
and how to assess and underwrite the risks involved.

Environmental Hazards Primarily Affecting Buildings

Asbestos

Certainly the most extensively reported environmental
hazard in existing buildings is asbestos. This once-ac-
claimed miracle fiber was used extensively after World
War Il in a variety of building applications including
roofs, ceiling and floor tiles and for insulating and fire-
proofing purposes. However, in the mid-1970s, the fed-
eral government banned its use following disclosure that
inhalation of ashestos fibers could lead to cancer and
other lung diseases.

According to the Environmental Protection Agency (EPA),
approximately 20 percent of all public and commercial
buildings in America contain asbestos in some form. Not
all these buildings pose immediate danger; only 10
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percent to 20 percent have friable ashestos, meaning the
asbestos crumbles easily and its fibers get into the air.
Dormant asbestos can become friable, however, if it is
disturbed by something as simple as a janitor’s broom
puncturing a ceiling tile.

PCBs

Polychlorinated biphenyls (PCBs) constitute a family of
synthetic organic compounds that are nonflammable and
can conduct heat without conducting electricity. As such,
they have been widely used in insulating electrical capac-
itors and transformers in and around buildings. When
discharged into air or water, the chemicals released tend
to build up in the bodies of animals and humans and, over
time, may cause cancer or birth defects.

The federal government banned the production of PCBs
in the late 1970s. A few years later, scientists developed a
system for reducing the chemicals to harmless salts.
Public utility companies have been systematically remov-
ing PCBs from electrical equipment in most areas, al-
though some electrical equipment containing PCBs still is
in use.

Radon

Radon, a byproduct of decaying uranium, exists in nature
and normally percolates through the soil into the atmos-
phere. When trapped under a building, however, radon
can enter the foundation and structural elements and
become concentrated in amounts that may be harmful. A
colorless, odorless gas, decaying radon releases particles
that, when inhaled over time, may lead to lung cancer. A
recent study indicated that radon may be present in
concentrated doses in as many as 4 million to 8 million
homes in the United States.

Environmental Hazards Primarily Affecting Land

Radioactive Waste

Major environmental problems have been created as
utilities have sought to dispose of radioactive waste from
nuclear power plants. Radioactive waste disposal sites
have contaminated not only the surrounding soil but
often the underground water supply as well. In some
cases, the soil from these sites has been used as landfill,
which has spread radioactive contamination to other
areas. The Department of Energy (DOE) estimates that as
much as $70 billion may be required to clean up sites
contaminated by radioactive waste and that the effort
may take as long as 20 years.

Properties also have been contaminated by radioactive
waste from the operations of industrial firms that produce
nuclear fuel rods and other radioactive products as well
as from nuclear plant accidents, such as Three Mile
Island.

Underground Storage Tanks

Much of the land in America sits on top of honeycombs of
underground tanks that store diesel fuel, waste oil, and

gasoline for fueling trucks and automobiles and other
chemicals for agricultural, nursery, and dry-cleaning op-
erations. Chemicals leaked from these tanks into water-
ways or underground water tables usually pose formida-
ble health hazards because they are among the most toxic
and carcinogenic materials known to man.

Unlike radioactive disposal sites, the location of under-
ground storage tanks is not always known, and it may not
be discovered even after extensive test-boring. Although
the federal government requires registration of all new
placements of underground storage tanks, it cannot ac-
count for all existing tanks, many of which remain un-
known until a site is excavated or leakage problems are
discovered.

Industrial Operations

Over the years many industries have routinely used haz-
ardous products in their operations and dumped the
residue into underground disposal sites or nearby water-
ways. This dumping has been done by older industrial
operations, such as the Hooker Electrochemical Com-
pany which dumped hazardous byproducts of its manu-
facturing into the Love Canal near Niagara Falls, as well
as clean high-technology firms concentrated in areas
such as the Silicon Valley and Orange County in
California.

Underground contamination often takes years to detect.
Problems at Love Canal, as an example, took almost 40
years to surface, and then only after a period of heavy
rains and snow.

Underground disposal sites may be contaminated by a
wide range of potentially toxic materials. Many of the 300
materials identified by the EPA as toxic are used by a
diversified range of industries.

Federal Regulation

Responding to the public health problems created by
environmental hazards, the U.S. Congress has passed
some very tough, but often confusing, laws that may
severely restrict the development and/or transferability of
property. The real estate investor should be aware of
several major federal laws.

Resource Conservation And Recovery Act (RCRA)

Originally passed in 1976, this legislation has been mod-
ified over the years to provide a means of regulating
hazardous substances from production through transpor-
tation, use and ultimate disposal (cradle to grave regula-
tion). The legislation has established permitting and re-
porting requirements, through which persons and firms
that utilize hazardous materials must fully account for
every stage of the process or face stiff civil and/or criminal
sanctions.

A special section under RCRA established the Under-
ground Storage Tank (UST) program, which undertakes to
develop an inventory of the underground tanks that store
oil, petroleum and other hazardous substances and
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prescribes standards for the operation of existing storage
tank sites and for the construction of new tanks.

Comprehensive Environmental Response,
Compensation And Liability Act (CERCLA)

Because RCRA dealt only with present and future uses of
hazardous substances and did not apply to the clean up of
preexisting environmental hazards, Congress passed
CERCLA in 1980. Congress then extended, clarified this
legislation and provided additional funding for cleanup
by passing the Superfund Amendments and Reauthoriza-
tion Act of 1986 (SARA).

Together, these laws work toward the removal of haz-
ardous wastes by authorizing the EPA to react imme-
diately to an actual or potential release of a hazardous
substance in accordance with a national contingency
plan. A superfund of up to $8.5 billion pays for removing
and disposing of hazardous materials, and the fund is
replenished by judgments against these parties who are
responsible for both cleanup costs and damages.

State Legislation

Many states also have enacted legislation regarding envi-
ronmental hazards. Usually state laws supplement fed-
eral legislation; but in some cases, however, state laws
have increased the level of regulation that affects the
development or sale of property.

Superlien

Several states, including Arkansas, Connecticut, Mary-
land, Massachusetts, New Hampshire, New Jersey, Ore-
gon and Tennessee, have created superliens to recover
state funds that have been used to clean up environmental
hazards. These liens take precedence over all other liens,
and, due to the high cost of remedial action, may severely
reduce or eliminate the value of other lien positions.

Environmental Cleanup Responsibility Act (ECRA)

New Jersey and Connecticut have enacted legislation that
requires hazardous materials to be cleaned up prior to the
transfer of title to a property. Because it requires a nega-
tive declaration on the part of the seller, this legislation
generally has been more effective than the superlien.

Right To Know Laws

Several states require that employees of firms utilizing
hazardous chemicals be notified of any potential health
hazard, provisions for safe handling of chemicals, and
possible antidotes if the chemicals are misused. The
definition of hazardous chemicals is relatively broad and
itincorporates many chemicals used in property manage-
ment, such as commercial cleaning solvents, pesticides,
etc. Employee right to know laws are being supplemented
in some states with community right to know laws which
carry much broader notification requirements. Califor-
nia, as an example, passed Proposition 65 in 1986 which
requires businesses to notify users of their products of any

chemical known to the state to cause cancer or reproduc-
tive toxicity. Over 200 chemicals, including sulfites con-
tained in wine, are currently on the state’s list of haz-
ardous substances.

Other State Legislation

Many states have laws that closely parallel federal regula-
tions regarding underground storage tanks, and compli-
ance with these state laws often will satisfy federal re-
quirements. Some states have laws that require the
removal of paint or plaster containing lead from a resi-
dential unit if a child is present. The control of asbestos,
radon and ureaformaldehyde foam insulation also is
covered by legislation in several states.

Establishing Liability

As a result of sweeping federal and state legislation and a
few key court cases, the liability associated with environ-
mental hazards is coming into clearer focus. The ten-
dency has been to throw a relatively broad net, catching
as many potentially guilty parties as possible, and then
sorting out degrees of liability, either directly or by legal
action among the parties.

To the greatest extent possible, liability is attached to the
responsible party who may be (1) the person or firm that
generated the hazardous substance; (2) someone who
transported the hazardous substance to a disposal site; or
(3) an “owner or operator” of the property. The last
category is particularly broad and includes not only the
person who owned the property when the hazard was
created but also the person who currently owns or oper-
ates the property, lessors or sublessees, secured creditors,
corporate officers, shareholders, partners, joint venturers
and successors in interest.

Liability is strictly defined under CERCLA, and it has very
few defenses. Liability is joint and several, meaning that
the government can bring action against any and all
parties for the cost of the cleanup and the parties can
allocate the damages (if any) through private action.
Liability is also retroactive and in perpetuity.

Butwhat of the real estate investor who has had nothing to
do with the creation of the environmental hazard or may
not even know of its existence? In SARA, Congress estab-
lished the concept of the innocent purchaser—i.e., a
party who (1) did not create or contribute to the environ-
mental hazard and who (2) had no knowledge of the
hazard after conducting a rigorous investigation into the
past ownership and uses of the property. According to
SARA, innocent purchasers are not liable. Interim owners
of property who did not create the environmental hazard
and sell before cleanup is required also may escape
liability. These owners must prove that they did not
contribute to the environmental hazard during the period
of their ownership and that they had no knowledge of the
environmental hazard at the time they transferred the
property.

For sellers, disclosure is a critical element in any defense.
Under both statutory and common law, sellers have a firm
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obligation to disclose any site contamination of which
they should reasonably be aware. Also, under common
law, a seller is liable for a nuisance that existed during his
ownership even after the property has been sold.

It should be noted that legal defenses must be proved in
court and established defenses, such as the innocent
purchaser, do not prevent a person or firm from being
drawn into costly litigation which can tie up the develop-
ment or transfer of a property for months or years. An
investor thus has a strong incentive to resolve issues
involving environmental hazards before a property is
purchased, in order to stay out of the chain of title and
thereby reduce the chances of incurring future liability.

Due Diligence

If investors should resolve environmental issues before
acquiring a property, then the due diligence process must
be as rigorous as possible. This objective is constrained in
the real world, however, by the time pressures of the
diligence process and the costs of environmental testing.
The best approach, therefore, is to undertake the environ-
mental review process in a phased program, completing
the simplest tasks first and then moving on to more time-
consuming (and expensive) procedures only if there is
evidence of environmental problems.

Environmental Audit

The purpose of an environmental audit is to, within a
reasonable time and expense framework, detect prob-
lems that require further investigation. An environmental
audit consists of a review of existing documents and
interviews with knowledgeable individuals. It is usually
undertaken by a qualified engineer but not necessarily a
specialist in environmental hazards.

In the case of properties that are not known to have
environmental hazards, an environmental audit involves
a review of the chain of title to the property, looking for
past uses that might have generated toxic wastes such as
gas stations, nurseries, dairy farms, dry cleaning opera-
tions, etc. Historical aerial photographs are helpful in this
regard. If a property was in agricultural use at one time,
the audit should identify where the farm residence was
located since underground storage tanks usually will be
nearby.

Interviews with current or past tenants help shed light on
past operations that might have produced environmental
hazards. Discussions with local environmental enforce-
ment agencies and planning departments assist in deter-
mining whether government officials have had any envi-
ronmental concerns about the site or have received
reports of past violations. A check with state agencies can
flag any underground storage tanks that have been picked
up on the UST inventory.

In the case of properties where there is a higher proba-
bility of environmental hazards, such as sites currently or
previously used by industries that manufacture or dispose
of chemicals or radioactive materials, specific environ-
mental documents may be available. Usually, these

documents are provided by the seller or through the local
or state environmental protection agency. If such docu-
ments are not available, a review of specific reports, such
as state pesticide application permits, inspection reports
on oil storage systems, etc., will be necessary. The seller
should be required to provide any analytical test results
from such activities as test borings, air samples, material
samples, etc.

The technical specialists who review other aspects of
diligence, such as structural integrity, electrical and me-
chanical systems, zoning compliance, auditors (financial
statements), lawyers (lease analysis), should be asked to
keep their eyes open to possible environmental
problems.

Environmental Risk Assessment

If the environmental audit encounters no problems and
all other aspects of diligence are favorable, the transac-
tion may close. However, if the environmental audit
uncovers any potential problems, the investor must de-
cide whether to proceed with additional investigation or
terminate the transaction. This decision will be heavily
influenced by the nature of the identified environmental
problem, the allocation of cost of further investigation
between buyer and seller, the additional time required for
investigation and the continuing attractiveness of the
investment as contrasted with alternative investment
opportunities.

If the investor decides to proceed with further investiga-
tion, the work should be undertaken by an environmental
specialist. In the investigation, the specialist reviews all
the material developed in the environmental audit, and
undertakes an on-site inspection, which, depending
upon the nature of the environmental problem, may
include a variety of tests. The tests most commonly
utilized include material and air sampling, for asbestos
and radon, test borings, for soil and ground water con-
tamination, and equipment inspection for PCBs. These
tests may take a few days or, in some cases, weeks.

Based on the results of these tests, the environmental
specialist specifies the severity of the problem, the reme-
dial work that will be required and the cost of this work.
Generally, several stages of remedial work are recom-
mended, ranging from the least costly to the most costly.
Remedial recommendations usually fall into one of three
categories:
+ No treatment (natural remediation)
» On-site treatment (e.g., encapsulation, vapor
extraction)
» Removal of the contaminated material and transport
to another site

In developing the cost estimates for remedial work, the
costs of ongoing monitoring activities should also be
considered.

The environmental specialist's recommendations, along
with the test results, are provided in the form of a written
report. The investor may, at this point, wish to get a
second opinion from another environmental specialist.

REAL ESTATE ISSUES, SPRING/SUMMER 1989



At the least, the investor should have the engineering
report reviewed by an attorney who specializes in envi-
ronmental law to be certain that the recommended reme-
dial program will meet legal standards. In most cases, it is
wise to anticipate that future legal standards will be
tougher than present standards.

After learning of the cost of remedial work, the investor
may wish to withdraw from the investment. In making this
decision, the investor must weigh (1) the impact the
environmental hazard will have on the value of the
property and (2) how the impact will be recognized in the
purchase transaction.

Impact On Property Value

It is difficult, if not impossible, to ascertain the total
economic impact of environmental hazards on a piece of
property. The impact may be much greater than the direct
costs of the remedial work that is undertaken. One con-
cern is future liability if the remedial work is ineffective or
if a change in standards requires additional remedial
work. Another is the possibility that a stigma may be
attached to the property, even after the remedial work is
completed. This stigma may reduce marketability (fewer
buvers will be interested) and result in loss of value. The
number of investors who have simply refused to invest in
properties that have environmental problems already has
reduced the market breadth for these properties. Finally,
there may be a problem in securing financing, even after
the remedial work is completed.

On the positive side, it is possible that the remedial work
will restore a property to its full market potential. A good
example is the removal of asbestos from a well-located,
high-quality office building. Since tenants in most mar-
kets have been willing to lease space in buildings after
ashestos is removed, the increase in value to the property
from the remedial work may be greater than the cost of
the work itself. Another example is the removal of con-
taminated soil prior to the development of a large housing
development. Most buyers of houses (if they are aware at
all) will be concerned only that the proper remedial
treatment has been undertaken.

In attempting to quantify the impact that remedial work
will have on value, the best approach is a before and after
comparison that looks at the uses of the property after the
remedial work is completed and the economic value
these uses will create or reduce. Needless to say, a
cautious investor will provide contingencies for possible
corrections or additions to the remedial work and will
utilize an investment hurdle rate that incorporates the
additional risks.

Transaction Negotiations

Clearly, the change in value brought on by environmental
hazards primarily affects the seller. The question is, how
should the transaction be modified to reflect the change
in value? There are several possibilities.

Reduction In Purchase Price

A common approach is to simply reduce the purchase
price of the property by the cost of the remedial work
(highest estimate), plus some amount for the additional
risk the buyer is assuming. The problem with the price
adjustment approach is that the buyer is forced to under-
take the remedial work, and, if the work is not successful,
he may be exposed to additional costs and liability. It is
also possible that the remedial standards will change
before the work is completed, changing the entire pricing
calculation.

From the seller’s perspective, a price adjustment based on
the most expensive remedial recommendation may prove
to be a windfall to the buyer if simpler, less costly solu-
tions will be effective. Also, because the seller bears
continuing liability (buyers seldom release sellers), he
may be well served by assuring himself that the remedial
work has been properly undertaken.

A reduction in purchase price may work, particularly in
cases for which the extent of liability is well understood
such as in the removal of asbestos. In most situations,
however, it is best to assign the responsibility for remedial
action and to change the property value in ways other
than through price reduction.

Holdbacks For Remedial Costs

One alternative is to make a price adjustment that reflects
the additional risk factors but holds back (in escrow or in
the buyer’s hands) the funds allocated to remedial action.
This option is somewhat fairer to the seller who benefits
from any savings from less costly remedial work. The
problem is, what to do if the costs are higher than
budgeted or if standards change while the work is pro-
ceeding. From the buyer’s perspective, the seller should
be responsible for additional costs, but this responsibility
is often difficult to negotiate. A more realistic approach is
to work out a formula for sharing additional costs. This
option has the advantage of motivating both buyer and
seller to keep remedial activities as efficient as possible. It
does, however, hold one disadvantage to the buyer:
CERCLA does not recognize agreements to allocate lia-
bility, meaning that the buyer will be brought into any
legal action that is initiated by the federal government.

Delayed Closing

If the buyer is uneasy about closing before the remedial
work is completed, closing may be delayed until the work
has been completed at the seller’s expense. The tradeoff is
that the seller may insist on receiving the full purchase
price and offer no concession for additional risk if he is to
be responsible for the remedial work.

Indemnification

As with most real estate transactions, the buyer tries to get
warranties, releases and indemnification, and the seller
tries to avoid them. While indemnification will not help in
the case of liability to the government, it may be helpful in
adjudicating claims between the parties.
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One of the problems with indemnification of environ-
mental hazards is the lengthy time frame. If an indemni-
fication is to be of any value to the buyer, it should cover
not only existing environmental problems but those prob-
lems that may arise in the future, perhaps over a period of
many vyears. It also should cover changes in the standards
imposed by regulatory agencies. Even if the seller agrees
to such an open-ended proposition, there is still the
question of the seller’s financial resources at the time of
indemnification. A partial solution is to secure a bond (at
the seller’s expense) that insures payment of future
cleanup costs if they are required by governmental
agencies.

The bottom line on indemnification is that buyers should
attempt to get it but should not rely on it exclusively. There
is no substitute for rigorous diligence and sound under-
writing. If these cannot be implemented through fair and
reasoned negotiations, it may be better to pass on the
transaction than to rely on a seller’s indemnification.

Lenders

For the lender, diligence activities are undertaken in a
similar fashion. Risk underwriting and negotiations may
be somewhat different, however, due to the fact that the
owner of the property remains the same. Generally, the
loan should not close until the remedial action has been
undertaken by the owner,

The lender must be careful to avoid being classified as an
active owner and operator of the property and becoming
strictly liable for the costs of remedial action under

CERCLA. While the legal distinction between active and
passive ownership is evolving, a lending institution that
assumes title for the sole purpose of protecting its security
interest is not deemed to be an active owner, provided it
can prove that it had no knowledge of the environmental
hazard at the time it made the loan and at the time of
foreclosure. A lending institution that exercises control
over a borrower’s business operations (such as participat-
ing or convertible mortgages), however, may be found to
be an active owner and should explore with counsel the
possible exposure to liability from the use of these instru-
ments. A lender also should consider the impact of
environmental hazards on the value of its collateral even
though it may not be directly liable for cleanup costs.

Conclusion

It should be clear from this article that dealing with
environmental hazards is a dynamic situation and that all
parties must try to anticipate future directions because
change is inevitable.

It also should be clear that, while environmental hazards
pose underwriting problems, there is no reason to avoid
these transactions per se. What is required is a rigorous
diligence process, a sober assessment of the costs of
remedial action versus the anticipated yield from the
investment, and a forthright approach to negotiations so
problems will be resolved before major funds are com-
mitted. While this approach cannot remove all risks, it
can substantially reduce the investor’s exposure and, in
most cases, lead to successful investments.
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RETHINKING LARGE CITY PUBLIC HOUSING
PROJECTS: THE INFLUENCE OF POLITICS OF

THE ‘80s

Recent trends and goh‘cy initiatives in the
lic housing are being

privatization of pu
incorporated into public housing
management and decision-making.

by Paul ). Burka, Michael W. Jones,
Charles P. Kofron and Robert E. Mendelson

A s an outgrowth of the Comprehensive Improvement
and Assistance Program (CIAP) application planning
process, the St. Louis Housing Authority (SLHA) asked
consultants to respond to a request for a proposal (RFP).
They were to provide an analyses and recommendations
for development options applicable to a selected group of
housing projects. The problem for the consultants was
expressed as follows:

Applicants should assume the role of owner, developer
and manager of the project; the Housing Authority
wants to utilize a “developer’s perspective” in generat-
ing a rehabilitation plan and policy for dealing with the
current problems of the projects. . . With the assump-
tion that the applicant is a private real estate develop-
ment-management company, approach the prepara-
tion of development options as if:

Paul J. Burka is a senior consultant with L.G.B. & Associates and
Community Program Development Corporation, both of St. Louis,
Missouri. He has directed the preparation of various neighborhood
development plans and provided consulting services to public housing
authorities on development and funding.

Michael W. Jones is executive director of the St. Louis Housing Authority.
He is responsible for managing its daily operations which consist of
6,200 conventional units, 3,300 Section 8 units and CIAP moderniza-
tion programs.

Charles P. Kofron is coordinator for Research Data Services/Research
Associate/Regional Research Coordinator with Regional Research and
Development Services, Southern lllinois University at Edwardsville. He
has an extensive background in consulting and development activities
and is credited with numerous speaking engagements and article
placements. Kofron received a doctor of philosophy degree from Saint
Louis University, St. Louis, Missouri.

Robert E. Mendelson is a research associate and professor of geography
at Southern lllinois University at Edwardsville. He also serves as a private
consultant on redevelopment, planning and real estate. Mendelson has
authored several books and articles on housing and community
development.
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1. Your firm has purchased one or more of these proj-
ects for a nominal amount.

2. Your firm will consider the market for tenants, the
changes in the neighborhood (past and projected),
the physical improvements needed to get the appro-
priate tenant mix and the type of management
practices that will insure long-term stability for the
projects.

3. Your firm must develop practical and feasible solu-
tions, but it is not necessary to deal with project
financing or equity assemblage issues.

As role playing owners, developers and managers of one
or several public housing projects, applicants were ex-
pected to bring to the development option the same
attention, insight and experience they would apply to
their own enterprises.

The novel aspects of this RFP were the intended uses of
development options and the qualifying backgrounds of
the respondents. SLHA wanted options that would facili-
tate long-term project stability. These options were to be
incorporated into the day-to-day decisions of the
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authority’s personnel. Minimally, the responding consul-
tants were expected to analyze neighborhood conditions
and the current impact of the project on the neighbor-
hood and to evaluate the impact of existing and antici-
pated public and private investment on public and private
housing in the neighborhood. Beyond this, they were
expected to formulate a private sector perspective on the
rationale, cost and time frame for implementing the
development option. Also, they were to describe the
implications the option would have on the neighborhood
and the management of the property.

SLHA’s strategy was to assemble the most experienced
property developers and managers in the area to imple-
ment the options according to U.S. Department of Hous-
ing and Urban Development (HUD) regulations and
requirements. Seeking and integrating private sector de-
velopment perspectives on difficult properties represents
a major shift in public housing policy. In retrospect, it
appears that public housing policy has come full circle
and now reflects the policy goals and objectives of the
initial 1937 housing legislation. Standing in the way of
private sector involvement, however, is a large and in-
creasing need for low-income housing and an aging
public housing stock that is becoming more difficult to
maintain and operate.

Public Housing Policy Trends And Perspectives

Housing low-income households never has received
wide political acceptance. Initial legislation included
provisions to assuage the real estate industry and to
clearly establish low-income housing as a Depression era
public works program. Some of the factors designed to
placate the real estate industry included income and rent
requirements for tenants that were clearly below those of
the lowest tenant population in the private sector. Another
provision, which evidenced hostility toward public hous-
ing, was the exclusion of upwardly mobile households
from public housing after they reached a certain income
level. The mixture of income classes was not endorsed
even though history has demonstrated that it stabilizes
projects.

Thus, public housing was designed primarily for the
temporary poor, or those predominately white house-
holds with intact, employed families. After passage of the
1949 Housing Act, which gave priority for tenancy in
public housing to households displaced by urban re-
newal, the composition of large-scale urban public hous-
ing projects changed from predominately white to black
households and from intact families with employed
householders to female-headed, federally assisted
families.

This clientele plus the elderly are essentially the occu-
pants of most units owned and operated by large urban
housing authorities. These constituencies essentially are
powerless to demand standard housing. Moreover, public
housing has not enjoyed wide support. This lack of
support is apparent in the position of critics who hold that
to provide rehabilitated and new units at costs exceeding
$60,000 per unit is unfair to working households with

low to moderate incomes who neither quality for nor
choose to live in environments such as those found in
public housing. This group of critics, along with those
who might be considered unsympathetic or unfeeling
towards the poor, have combined to oppose funding
which would maintain public housing for the clientele it
now serves. Several other factors indic ate the antipathy of
the rich and powerful towards public housing. These
tactors include the requirement that public housing proj-
ects must meet only minimal construction standards and
the need for community approval of public housing sites
prior to construction approval. The next major change in
public housing legislation occurred in 1969 with the
passage of the Brooke Amendmentwhich limited rents to
25 percent (now 30 percent) of atenant’sincome. While
the provision was not expected to be punitive, its net
effect was disastrous. Supposedly, difterences in rental
revenues to housing authorities were to be operating
subsidies from the federal government. However, the
lengthy moratorium on operating subsidy payments im-
posed by the Nixon Administration severely impaired the
financial vitality of most big city housing authorities.

Many of the projects built under the 1949 and 1954
Housing Acts were constructed in locations adjoining
highly dystunctional business districts. In fact, a convinc-
ing argument can be made that dating back to the time of
passage of the original legislation of 1937, a conspiracy
existed torestrict locations. Public housing typically was
placed in the absolute worst sections of American com-
munities and furthest away from wealthy and influential
leaders.

However, an interesting phenomenon has occurred in
recent vears. Real estate locations that once encircled
obsolete business districts have become valuable. Revi-
talization of downtowns has transtormed old and aban-
doned warehouses and manufacturing buildings into
chic residential units and modern, updated office space.
Nearby public housing units, Cabrini-Green in Chicago
is a classic example, now lie on land that could be
developed into apartment complexes renting upward of
$1,000 a month or office space renting for $35 a square
foot. Many big city public housing projects are under-
maintained and only partially occupied. The dilemma of
local housing authorities and HUD is what to do with this
supply of residential units. It is apparent that, despite long
waiting lists for public housing, the units continue to be
under-maintained. Because of this disinvestment, the
dwellings will not be occupied and may eventually be
abandoned. In St. Louis, for example, the housing author-
ity has a 17,000 household waiting list and is no longer
adding names to the list. Although the need is evident, the
long-term prognosis suggests that the housing authority
will not be financially able to keep the housing in stan-
dard condition and public housing units that are now
occupied will be lost. Faced with that situation, the
relevant question is, should public housing authorities act
as if they were private entities? Should they sell high-rise,
dystunctional and under-maintained projects in areas
ripe for development and use the proceeds to construct

REAL ESTATE ISSUES, SPRING/SUMMER 1989



and rehabilitate units in low-rise projects in locations less
ripe for intensive real estate usage?

One could argue that such a tactic would constitute
further intervention in the lives of people who are power-
less to compete in the private market. On the other hand,
one could argue that nonintervention clearly will result in
an ultimate loss of housing units for this clientele.

Faced with this reality, housing authorities are examining
private market responses while concurrently attempting
to save units for those households already occupying
public housing. With inadequate resources to maintain
its present public housing units and the increasing value
of the land under some of its projects, the SLHA decided
to try to formulate an answer to the question: What
position or direction should the housing authority take on
its properties based upon real estate market realities?

Public Housing Viability And Modernization

Funding for the consultants’ studies under the SLHA RFP
came from the “resources for planning” authorization in
CIAP regulations. According to HUD guidelines, the
purpose of CIAP is
to promote the long-term physical and social viability
of public housing by (1) improving the physical condi-
tion of existing public housing projects and (2) upgrad-
ing the management and operation of such projects to
assure that the projects continue to be available to serve
lower income families.!

This two-pronged approach involved the development of
a five-year comprehensive physical needs assessment
and a plan to revise, evaluate and propose management
changes or alternatives that will keep the property viable
for 20 years. The physical needs assessment required
large public housing authorities to identify current physi-
cal conditions and physical improvements necessary to
meet mandatory standards. As part of the overall needs
assessment, public housing authorities were directed to
conduct a viability review of all projects proposed for
modernization. To prepare better CIAP applications and
certify to HUD that “given the level of funding, the
projects would remain viable,” HUD guidelines encour-
aged comprehensive planning.?

The focus of the assessment by public housing authorities
and the review of the application by HUD was project
viability. A project was considered viable if less than 15
percent of available units would be vacant at any one
time, if estimated modernization costs for physical im-
provements would be at least 40 percent less than the cost
of similar unit construction, and if no serious locational or
structural conditions would threaten the project over the
long term.? If these conditions were not met, HUD as-
sessed the extent and severity of the problems identified
in the application. If any one of the problems was severe
or any two were moderate, HUD determined whether the
proposed modernization and/or changes in management
and operation would remedy them. If the project was
deemed non-viable, it was ineligible for modernization
funding.

It should come as no surprise that the determination of
viability rested largely on private sector investment con-
siderations. Although federal public housing policy has
traditionally been supply-side and production oriented,
incorporation of private sector initiatives and investment
concerns have attempted to address supply and demand
problems arising from public housing needs, program
goals and policy implementation. For example, the turn-
key program in the late 1960s and early 1970s tried to
shorten the lengthy development process of conventional
public housing projects. Developers could propose sites,
construct units and essentially turn the keys over to local
housing authorities upon completion of the units. Opera-
tion Breakthrough was a private sector effort to reduce
housing costs and development time by using public
subsidies. In Section 8 of the 1974 Housing and Commu-
nity Development Act, rent subsidies covering the differ-
ence between fair market rent in the neighborhood and
the established rent ceiling of 30 percent of household
income, were paid directly to landlords. The Section 8
program also marked a turning point in supply-side pub-
lic housing economics by diverting construction financ-
ing away from the public sector to the private sector.*

During the Reagan Administration, the tendency toward
private sector involvement was carried a step further with
privatization proposals and programs. Using the British
experience and example as a model, efforts were made to
convert public housing units to private ownership.®* The
use of vouchers in the Housing Payments Program was
designed to provide direct cash assistance to households
to allow them access to the private rental market. Tenant
management organization was yet another example of an
effort to shift housing operations and management out of
the public sector.

Thus, looking to the private sector for answers in the
creation and maintenance of low-income housing is
nothing new. It is necessary, in fact, since most low-
income housing units are owned and operated by private
investors. Yet questions of profitability emerged as far
back as 1972 when George Sternlieb wrote:
the private operation of low-income central city hous-
ing is dying. Consumer demand and need —ves; mar-
ket, profitability, motivation for long-term holding and
improvement—no. 7

Critics are quick to point out the inconsistencies between
programs and initiatives. Although the determination of
viability seems appropriate and reasonable, the concept
of viable public housing has never been a true and
meaningful goal of public housing policy. As Robert
Kolodny writes:
There is a sense in which public housing has always
been a bridesmaid and never a bride. It has been
harnessed to a variety of purposes, among which the
direct provision of low-cost housing services has gener-
ally been secondary.?

Home ownership is a mainstream social goal and is a
federally subsidized policy for the middle class, but when
that goal is applied to public housing, the net effect is the
loss of better projects and of higher-income, rent-paying
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households. According to Charles E. Connerly, the elim-
ination of the better public housing, without a replace-
ment policy, will leave local housing authorities with
properties in poorer condition, with poorer households
occupying units and with an increasing inability to mix
tenants of various income levels.? In commenting on the
Section 8 program, Rochelle L. Stanfield adds, “But even
here the focus has been on aid to landlords, not tenants,
and on the housing unit, not the household.”10

Vouchers or direct payments to households to subsidize
their entry into the private rental market assumes that the
subsidy will allow households to compete effectively for
low- to moderate-income rental housing. As Joann S.
Lublin explains, “The rationale for vouchers is that the
basic housing problem is affordability, and not an actual
shortage of rental units.”"" Yet experience has shown that
the private market response to increased competition
leans toward those with higher incomes in terms of who
occupies existing units and what new units will be devel-
oped.!? Jones adds that the voucher plan is really nothing
more than a modified version of the Section 8 program
with one important difference—no limits to rent levels.
He contends that low-income rental housing is inade-
quate and “giving poor families vouchers to look for
nonexistent housing is cruel and irresponsible.”"?

Tenant management programs have been viewed as con-
duits for home ownership'* as well as ways to address
public housing social problems.’> However, the main
issue of tenant management in public housing is its
expense. Evidence from HUD demonstration programs
shows that tenant management is more expensive than
local housing authority management, and the startup and
ongoing costs of these programs are high. In St. Louis,
where the success of tenant management often has been
cited in the literature, huge expenditures for gut reha-
bilitation have been necessary to make projects suitable
for occupancy. In addition, as Hilary Silver, et al., ob-
serve, the attribution of desirable changes to tenant man-
agement fail to consider the impact and indirect costs of
contributions made by local housing authorities. The
changes are less obvious than those portrayed in the
success literature which tend to be ideologically
biased.1®

Notwithstanding the claims, counterclaims, and criti-
cisms of recent public housing policies, it is becoming
clear that the guestion of viability is intertwined with
privatization initiatives and the private sector approach to
investment. Viability requirements provide a market-
based rationale for excluding ineffective properties from
modernization planning and programming and a logic for
changing the density or composition of a project through
demolition. With the passage of the Housing and Urban-
Rural Recovery Act of 1983, it became easier for local
authorities to obtain permission to sell or demolish public
housing projects. Since then, the establishment of via-
bility requirements and the HUD review to be eligible for
modernization funds provide justifications for public sec-
tor disinvestment. It is now easier to show that public
housing interests are better served by selling properties in
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appreciating areas and channeling the proceeds into new
low-rise construction or scattered site units.

A latent consequence of employing the concept of via-
bility to public housing policy and of the privatization
trend is the pressure on local housing authorities to
reform management practices and to creatively maintain
current fit-for-occupancy units. Larger housing authori-
ties are being compelled to address these issues almost as
if they were private real estate managers. However, their
marketing approach, their development perspective and
their target population remain constrained by non-market
type forces. Given this situation, the challenge becomes
one of recasting or inventing private sector approaches to
address the circumstances and realities of public hous-
ing. In brief, the CIAP program is a way of rationalizing an
unequal distribution of a limited supply of funds for
modernizing low-income housing that is expensive and
that heretofore has been unaffordable. Moreover, it is an
attempt to bring private sector perspectives on enhancing
capital investment to public housing planning.

Devising A Decision-Making Model For Development
Options

As a consultant team we were responsible for reviewing,
evaluating, and integrating the development options sub-
mitted to SLHA by developer consultants. The RFP en-
couraged innovation and recognized that the perspec-
tives taken by the various consultantteams would include
different factors or weigh similar factors differently. Free-
ing the teams from bureaucratic constraints and standard-
ization requirements was an essential part of the process.
However, the development options from different consul-
tantteams had to be integrated into a coherent framework
for making highly sensitive political and administrative
decisions.

Our solution was to devise, from the factors and alterna-
tives that were submitted by the development consul-
tants, a decision-making model using an expert system.
This approach was selected as a means of integrating
options and, more importantly, creating a consensus on
public housing decision-making. Minimally, it repre-
sented a framewaork for channeling public debate, com-
ment and criticism.

Interviews and readings of the consultants” preliminary
findings produced the following assumptions for our
work:

1. Projects in stable and improving neighborhoods
have a better chance for long-term survival than
those in areas of disinvestment.

2. Private sector involvement, as contrasted with pub-
lic sector expenditures, is a superior indicator of
neighborhood stabilization.

3. Scattered site projects are more costly and less
efficiently managed than unit-concentrated
projects.

4. Difficulty of management relates more to tenant
characteristics, building configuration and de-
ferred maintenance than to the scattering or con-
centration of units.
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5. Renovation and modernization expenditures do
not ensure long-term project survival; they must be
accompanied by admission requirements and
management standards and practices.

6. Tenants who cause fewer problems are more desir-
able from management and cash flow perspectives.

These assumptions were used as the basis for establishing
arelative project priority rating for a CIAP modernization
application and for examining the factors or variables that
enter into each step of the decision-making process. The
assignment of values to neighborhood and project char-
acteristics was a preliminary step in the development of a
model for determining project modernization priorities.
The characteristics involved in determining priority pro-
jects were complex and related to expediency and
efficacy.

The Model For Determining SLHA Modernization
Priorities

Project priority evaluation hinged on two broad sets of
factors pertaining to ownership and management alterna-
tives. Ownership decisions depended on a variety of
neighborhood factors and location characteristics includ-
ing the extent of redevelopment activity, the real estate
market, housing density, population demographics,
neighborhood stabilization costs and long-term stability
prospects. Management decisions pertained more to the
characteristics of the project, such as occupancy level,
rent levels, condition, density and household composi-
tion. Using both sets of variables, the housing authority
might decide that its interests would be served best by
retaining current conditions or by turning properties over
to a for-profit or not-for-profit housing group. Or the
housing authority might find more low-income housing
units would be provided in the long run by selling a
property than by maintaining the property at current
levels. Project priority for receiving modernization funds
was set lower or higher depending on recommended
ownership and management options. Although less desir-
able, ownership and management options for immediate
or eventual demolition were also included. Once owner-
ship and management decisions were made, it then was
possible to determine relative project priority levels for
modernization funds.

Figure 1 shows the major decisions involved in determin-
ing project priorities and planning strategies. Beginning
with the outcome of the model, four priority levels were
identified: high, moderately high, moderately low and
low. The four priority levels were associated with 16
strategies or rationalizations for policy consideration and
review. A project priority and an associated strategy were
based on joint consideration of recommended ownership
and management options. An ownership option was the
result of an evaluation of redevelopment investment indi-
cators and neighborhood stability prospects. Possible
ownership options included selling the property and
using the proceeds to replace low-income housing units,
investing in the property, maintaining ownership at cur-
rent commitment levels and disinvesting or reducing

commitment levels. A management recommendation
was the result of an analysis of tenant management
requirements, building management requirements and
investment management prospects. Management recom-
mendations included retaining centralized management,
instituting on-site property management, transferring
management to a not-for-profit organization and transfer-
ring management to a for-profit organization.

FIGURE 1

Higher Order Variables In The SLHA Model
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Figures 2 and 3 provide a more detailed breakdown of the
factors and decisions involved in recommending owner-
ship and management options, respectively. To make this
a realistic model, a database containing investment indi-
cators, demographic and housing unit estimates for the
city, the surrounding neighborhoods of housing authority
properties and the neighborhood containing the project
was integrated into the system for the purpose of aiding
user evaluations and determinations. Parenthetically,
many of the same data items used by the consultants were
incorporated into the model. If requested, this informa-
tion would be tabulated and presented to the user in
graphic form during the consultation. Figure 4 illustrates
how recommended project priorities and supporting
strategies would be integrated into housing authority
decision-making.

Summary And Conclusions

Any model that is created for the purpose of evaluating
and dispensing funds to public housing projects is con-
strained by several limitations: the declining political
constituency for public housing and for housing the poor,
generally, and the dwindling resources available to con-
struct new units or to rehabilitate existing ones.

In this environment, the old triage notion of resource
allocation seems to be a logical response. Maintaining
the availability of the current number of occupied and
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FIGURE 2

Ownership Option Variables
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FIGURE 3

Management Option Variables
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Integrating And Implementing Recommendations
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standard units seems more important than vainly trying to
keep every unit that is now in the current stock of housing
authorities, whether the unit is occupied, vacant or unfit-
for-occupancy. This means public housing authorities
must choose not to invest in a number of properties or
possibly sell others using the proceeds from the sale to
maintain and construct units with better prospects for
long-term stability.

Our tentative findings dictate that it may be wise for big
city housing authorities to sell projects, especially those
with large numbers of unoccupied and substandard units
on sites where land values are high and use revenues from
the sale to purchase and construct new units. This strategy
may be especially applicable to cities whose large high-
rise public housing projects have been traditionally in-
habited by families. Our findings also indicate that scat-
tered site projects in areas of substantial disinvestment
may have to be abandoned because the long-term prog-
nosis is a fate similar to the surrounding neighborhood.

These positions are heresy to public housing advocates
who want more units and more funds for operating
subsidies to maintain existing units. Their rationale is the
extensive demand for low-income housing which has
been clearly documented by every large housing
authority. Public housing authorities are not being realis-
tic because funds to carry out those goals will not be
forthcoming and public housing units probably never
will be located in neighborhoaods that have a potential for
long-term stability. If public housing is to be effective, it
must be viewed as a maintainable and renewable re-
source. Ultimately, CIAP represents both a rationalization
for making investment choices in public housing re-
sources and an obvious consequence of the public hous-
ing privitization perspective.
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PROJECTING HOUSING DEMAND FROM

DEMOGRAPHICS

Demographic information can provide
valuable support for projections of future
housing demand.

by James A. Runnels, CRE

M arket studies are one of the most interesting and
certainly the most challenging assignments that
real estate analysts are asked to perform. The purpose of
the residential market study is to aid the land planner in
making recommendations on land uses and physical
development that will be accepted by the largest percent-
age of the market. Specific land use recommendations
and projected absorption rates then lay the foundation for
development, master planning and economic feasibility
studies.

“Every market study involves an analysis of two items.
One is the present and future demand for a certain type of
land use. The other is the present and future supply of
competitive facilities of that type in the area.”! The most
challenging aspect of a market study is the estimation of
future demand. However, previous supply and demand
trends from published sources and primary research
provide guidelines for projecting future trends.

The real estate analyst may use demographic informa-
tion, in the form of household population projections, to
estimate the demand for housing units in a given area.
The basic assumption is that each new household forma-
tion requires some type of housing unit, ranging from
subsidized housing to estate homes. Therefore, a pro-
jected growth in household population translates into an
increased demand for housing which may be divided
between owner-occupied and renter-occupied.

Further refinements in demand projections may be based
on household income estimates and projections. Income
levels determine the price ranges of homes and the
market’s ability to buy or rent. Most demographic mate-
rials quantify the number of households by income levels,
which allows the analyst to estimate what a specific
market can and cannot afford.

James A. Runnels, CRE, is vice president of Merrill Lynch Capital
Markets, Investment Banking, Real Estate Group, Dallas. He has been
actively engaged in real estate analysis, market and feasibility studies
and loan portiolio review since 1976
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Housing Demand

While completing a feasibility study of a proposed 500-
acre residential subdivision in suburban Chicago, we
utilized a method described by Barret and Blair to esti-
mate the future demand for housing units in our subject
area.” A market area was selected based on major traffic
arteries and employment centers. A five-mile radius was
selected because of the rural nature of our location.

Housing demand was projected as follows:

Projected increase in household

population 1988-1993 50,145
Vacancy Factor of 5% x .05
2,507
+ 50,145

Total estimated housing required by 1990 52,652
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EXHIBIT |

Household Population Demographics

1980-1993
1980 Census 1988 Estimates 1993 Projections
Population 95,811 122,554 137,407
In Group Quarters 801 889 926
Households 31,850 43,247 50,145
1 Person 4,897  (15.4%) 8,124 (18.8%) 10,237 (20.4%)
2 Person 9,511  (29.9%) 13,194  (30.5%) 15,415  (30.7%)
3-4 Person 12,640 (39.7%) 16,738  (38.7%) 19,050  (38.0%)
54+ Person 4,798 (15.1%) 5,190 (12.0%) 5,443  (10.9%)
Average Household Size 2.98 2.81 2.72
Families 25,492 33,375 37,853
Race: White 92,806  (96.9%) 116,298  (94.9%) 128,617  (93.6%)
Black 712 (0.7%) 3,221 (2.6%) 5,162 (3.8%)
American Indian 101 (0.1%) 134 (0.1%) 160 (0.1%)
Asian/Pacific Islander 1,871 (2.0%) 2,478 (2.0%) 2,962 (2.2%)
Other* 320 (0.3%) 423 (0.3%) 506 (0.4%)
Spanish/Hispanic 3,883 (4.1%) 6,361 (5.2%) 8,215 (6.0%)
Age: 0- 5 years 9,671  (10.1%) 13,555 (11.1%) 15,225 (11.1%)
6-13 13,550 (14.1%) 15,462  (12.6%) 18,555 (13.5%)
14-17 7,113 (7.4%) 6,641 (5.4%) 6,604 (4.8%)
18 - 20 4,051 (4.2%) 3737 (3.0%) 3,522 (2.6%)
21-24 6,982 (7.3%) 7123 (5.8%) 6,954 (5.1%)
25- 34 20,693  (21.6%) 27,365 (22.3%) 27,914  (20.3%)
35-44 14,244  (14.9%) 22,111 (18.0%) 26,906 (19.6%)
45-54 9,582  (10.0%) 12,629  (10.3%) 16,221  (11.8%)
55 - 64 5,861 (6.1%) 6,786 (5.5%) 6,769 (4.9%)
65 + 4,057 (4.2%) 7,164 (5.8%) 8,738 (6.4%)
Median Age 28.2 30.4 31.4
Males (by Age) 47,705 60,612 68,080
0-20 17,515  (36.7%) 19,815  (32.7%) 22,088 (32.4%)
21 -44 20,684  (43.4%) 28,231  (46.6%) 31,029  (45.6%)
45 - 64 7,948  (16.7%) 9,783  (16.1%) 11,571 (17.0%)
65 + 1,558 (3.3%) 2,783 (4.6%) 3,392 (5.0%
Females (by Age) 48,099 61,942 69,326
0-20 16,870  (35.1%) 19,560  (31.6%) 21,819 (31.5%)
21-44 21,236 (44.2%) 28,368  (45.8%) 30,745  (44.3%)
45 - 64 7,494 (15.6%) 9,632  (15.5%) 11,418  (16.5%)
65 + 2,499 (5.2%) 4,381 (7.1%) 5,345 (7.7%)
Housing Units 34,599
Owner-Occupied 23,601  (68.2%) 32175 37,915
Renter-Occupied 8,249  (23.8%) 11,072 12,230
*1980 Other race was modified to encompass the current U.S. Census Bureau definition
Source: 1980 U.S. Census, July 1, 1988, Urban Decision Systems Estimates
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Units presently constructed 43,247
Units permitted but not yet
constructed + 263
43,510
Vacancy factor of 5% X .05
2.176
+43,247
Estimate of present housing supply - 45,686
Estimated total demand for units 6,967

~ 12
Estimated total demand for units each
vear between 1988 and 1993 1,393
Assuming certain occupancy rates, the total demand for units per year
between 1988 and 1993 was as follows:

Owner-Occupied Units 68.0% 947
Attached housing: 45.0% 426
Detached housing: 55.0% 520
Renter-Occupied Units 32.0% 446

Household population projection figures were available
from a number of sources. Demographic information
from Urban Decisions Systems, Inc., Los Angeles, CA,
was used in this analysis (see Exhibits | and II).3

Once the household population was projected, an al-
lowance was made for choices and movement in the
market involving homes and apartment units for sale or
lease. The typical 5 percent vacancy factor was used
unless local market conditions dictated otherwise.

Units presently constructed included the number of
housing units within our market area. This information
was provided by the demographic service we used, al-
though it also could have been obtained from the local
city planning commission or updated from U.S. Census
reports.

Units permitted included the housing stock that would be
added to the inventory in the near future. This information
was found at the county planning and permit office.

Within the existing housing stock were vacant single-
family and multi-family units. Consistency required that
an allowance be made for vacant units in the existing
housing stock as it was made in the projected housing
demand.

The estimated demand for housing units of all types for
the next five years in our market area was 6,967 or 1,393
per year.

Demographic data provided historical information on the
number and percentage of owner-occupied and renter-
occupied units in our area. Historically speaking, the
neighborhood had a high ratio of owner-occupied units.
If all factors remained the same, the annual demand of
1,393 housing units would be split into 947 (68 percent)
owner-occupied units and 446 (32 percent) renter-occu-
pied units. Information from the Multiple Listing Service
indicated that attached housing comprised 55 percent of
the existing owner-occupied market while detached
housing comprised 45 percent of the market. This re-
sulted in an estimate of future demand in the subject area
of 426 detached units and 521 attached units (e.g., con-
dominiums, townhomes, etc.).

Capture Rate

The capture rate is that percent of the total housing market
that the subject subdivision is expected to capture. In
theory, each subdivision within a market area should
capture its fair share of the projected housing market. For
example, if there are 10 competing subdivisions within
the market area, all things being equal, each subdivision
can be expected to capture 10 percent of the new home
sales within the area. Capture rates for competing subdi-
visions may be calculated by dividing the number of lots
sold within the subdivision by the total number of lots
sold for the area or county in which the subdivision
resides.

The capture rate is based on the market penetration
theory which is utilized in hotel valuation and compares
the subject’s market penetration, or capture rate, with that
of the competition.

In our example, we surveyed all competing subdivisions
regarding pricing, amenity packages, proximity to major
employment centers, financing terms and transportation.
Historical lot absorption was traced in all competing
subdivisions (see Table 1).

TABLE 1

Comparison Of Competing Subdivisions

Total No. Date Total No. No. Lots Average

Subdivision Developed Sales Lots Sold Per Housing Home

Name Lots Began Sold Month Type Price
Villa Verde 336 6/88 235 18.08 Condo $ 56,100
The Arbors 330 1/84 306 5.67 Condo $ 61,750
Chatham Manor 180 5/85 161 4.24 Condo $ 75,750
Lexington Park 220 6/87 145 11.15 Condo $ 70,500
LeParc 180 1/88 110 22.00 Condo $ 81,250
Hidden Lake 352 5/87 135 9.64 Condo $ 80,000
Summerset 84 12/87 64 8.86 Duplex $ 75,750
Highland Point 300 6/81 113 1:38 Single Family $100,000
Terramere 400 1/84 200 3.70 Single Family $159,000
Sunset Ridge 164 6/85 124 3.35 Single Family $161,500
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From the calculation of housing demand and the demo-
graphic information in Table 1 we projected the
following:

1. New household formation for the next five vyears
would create the demand for 6,967 housing units or
1,393 housing units per year. Each new household was
expected to require some type of housing unit from
subsidized housing to estate homes.

2. Approximately 947 units, or 68 percent of the total
projected housing demand, would be owner-occupied
units. The remaining 446 units would be renter-occupied
units.

3. The subject subdivision would have at least six home
builders offering a variety of homes at a variety of prices.

EXHIBIT 11

The subject subdivision was projected to capture 15
percent of the lot sales over the projection period.

Income Categories And Housing Prices

Owner-Occupied Units

A housing income factor was derived by computing the
size of the loan tamilies at the various income levels could
afford (see Table 2). The estimated household income
available in each category was reduced by 10 percent for
other long-term debt to arrive at the estimated income
that would be available for mortgage payments. A check
with mortgage lenders indicated the percent of this in-
come that could be applied to mortgage payments. For

Household Income Demographics
1980-1993

1980 Census 1988 Estimates 1993 Projections

Population 95,811 122,554 137,407
In Group Quarters 801 889 926

Per Capita Income $10,871 $18,882 $23,585

Aggregate Income ($ Mil) 1,041.5 2,314.1 3,240.8

Households (by Income) 31,850 43,247 50,145
Lessthan & 5,000 1,088 (3.4%) 919 (2.1%) 75 (1.5%)
$ 5,000-% 9,999 1,485  (4.7%) 1,344 (3.1%) 1,190 (2.4%)
$ 10,000-% 14,999 2,704 (8.5%) 1,682 (3.7%) 1,628 (3.2%)
$ 15,000-% 19,999 3,319 (10.4%) 2,105 (4.9%) 1,632 (3.3%)
$ 20,000-9% 24,999 4,247 (13.3%) 2,995 (6.0%) 2,076 (4.1%)
$ 25,000-% 29,999 4,270 (13.4%) 2,674 (6.2%) 2,515 (5.0%)
$ 30,000-% 34,999 3,823 (12.0%) 34113 (7.2%) 2,469 (4.99%)
$ 35,000-% 39,999 2,955 (9.3%) 3,182 (7.4%) 2707 (5.4%)
$ 40,000-$ 49,999 3,679  (11.6%) 6,392 (14.8%) 5,975 (11.9%)
$ 50,000-% 59,999 1,740 (5.5%) 5,783  (13.4%) 6,029 (12.0%)
$ 60,000-$% 74,999 1,198 (3.8%) 5417  (12.5%) 8,025  (16.0%)
$ 75,000-$% 99,999 Z51 (2.4%) 4,077 (9.4%) 7,204 (14.4%)
$100,000 + 586 (1.8%) 4,063 (9.4%) 7,940  (15.8%)
Median Household Income $28,523 $46,429 $56,842
Average Household Income $32,552 $53,258 $64,316

Families (by Income) 25,492 33,375 37,853
Lessthan § 5,000 538 1%) 446 (1.3%) 403 (1.1%)
$ 5,000-% 9,999 798 1%) 576 (1.7%) 486 (1.3%)
$ 10,000-% 14,999 1,514 5.9%) 708 (2.1%) 633 (1.7%)
S 1 5,000 - $ 19,999 2,098 8.2%) 1,091 (3.3%) 741 (2.0%)
$ 20,000-9% 24,999 3,333 (13.1%) 1,410 (4.2%) 1,104 (2.9%)
$ 25,000-% 29,999 3,620 (14.2%) 1,631 (4.9%) 1,295 (3.4%)
$ 30,000-% 34,999 3,369  (13.2%) 2,110 (6.3%) 1,441 (3.8%)
$ 35,000-% 39,999 2,756  (10.8%) 2,411 (7.2%) 1,627 (4.3%)
$ 40,000 -% 49,999 3,478 (13.6%) 5,250  (15.7%) 4,263  (11.3%)
$ 50,000-$% 59,999 1,624 (6.4%) 5,068 (15.2%) 4,820 (12.7%)
$ 60,000-% 74,999 1,117 (4.4%) 5,011 (15.0%) 6,954  (18.4%)
$ 75,000-% 99,999 700 2.7%) 3,822 (11.5%) 6,613 (17.5%)
$100,000 + 546 3,840  (11.5% 7,471 (19.7%)
Median Family Income $31,254 $52,078 $64,554
Average Family Income $35,609 $60,028 $74,030

Source: 1980 U.S. Census, July 1, 1988, Urban Decision Systems Estimates
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TABLE 2

Housing Income Factor Calculation

Average Household Income

$17,500 $22,500 $27,500 $32,500 $37,500 $45,000 $55,000 $67,500 $75,000 $100,000
Less 10 Percent
for Other Debt $ 1,750 § 2,250 $ 2,750 $ 3,250 $ 3,750 § 4,500 $ 5500 $§ 6,750 $ 7,500 $ 10.000
Income Available
for Mortgage
Payments $15,750 $20,250 $24,750 $29,250 $33,750 $ 40,500 $ 49,500 $ 60,750 $ 67,500 $ 90,000
Percent of Income
to Debt Service 36.0% 36.0% 33.3% 33.0% 30.0% 30.0% 28.0% 28.0% 26.0% 26.0%
Housing
Expenditure $ 5,670 $ 7,290 $ 8,242 $ 9,653 $10,125 $ 12,150 § 13,860 $ 17,010 $ 17,550 $ 23,400
Annual Constant at
10.75 Percent
Interest 11200 02120 03120 01126 0Da120 0.1120 0.1120 0.1120 0.1120 0.1120
Mortgage
Loan Amount £51,000 $65,000 $74,000 $86,000 $90,000 $108,000 $124,000 $152,000 $157,000 $209,000
Add 10 Percent
Downpayment $ 5,100 $ 6,500 $ 7,400 $ 8,600 $ 9,000 $ 10,800 $ 12,400 $ 15,200 $ 15,700 $ 20,900
Purchase Price $56,100 $71,500 $81,400 $94,600 $99,000 $118,800 $136,400 $167,200 $172,700 $229.900
Income Factor 3.2 3.2 3.0 2.9 2.6 2.6 245 2:5 2.3 2.3
example, within the subject market area, 36 percent of an TABLE 3

individual’s adjusted income could be applied to mort-
gage payments. For those households at the $22,500
income level, 36 percent of income ($7,290 per year)
could be applied to mortgage payments. Dividing the
income available for mortgage payments by the annual
constant (.1120) provided an estimate of the total afford-
able mortgage amount. Allowing for a 10 percent down-
payment, the total purchase price of a house for this
income category was $72,000. When the purchase price
was divided by the income level, the housing income
factor of 3.2 was derived.

Because the income levels of a particular neighborhood
determine price levels of the new homes that will be built,
we estimated demand for different housing categories
based on income levels for owner-occupied. This was
done by calculating the housing price each income level
could afford (see Table 3).

A survey of the market area indicated that, for all practical
purposes, the lowest priced available home was $55,000.

18

Demand For Single Family Units By Price Range

Housing Average
Representative Household Income Purchase
Income (1988)* Factor Price

$5,000 or Less 3.2 $ 16,000

$ 7,500 ($5,000 - $9,999) 32 $ 24,000
$12,500 ($10,000 - $14,000) 3.2 $ 40,000
$17,500 ($15,000 - $19,999) 3.2 $ 56,000
$22,500 (20,000 - $24,999) 3.2 $ 72,000
$27,750 ($25,000 - $29,999) 29 $ 81,000
$32,500 ($30,000 - $34,999) 2.9 $ 96,000
$37,500 ($35,000 - $39,999) 2.6 $ 99,000
$45,000 (540,000 - $49,999) 2.6 $119,000
$55,000 ($50,000 - $59,999) 2.5 $136,000
$67,500 ($60,000 - $74,999) 2.5 $167,000
$75,000 ($75,000 - $99,999) D=3 $173,000
$100,000 and up 2.3 $230,000

*Source: Urban Decision System: 1988

REAL ESTATE ISSUES, SPRING/SUMMER 1989



This meant that any household with an income below
$17,500 could not afford to purchase a new home and
most likely would be forced to rent. The number of
households that could afford to buy a home was calcu-
lated by multiplying the percent of each household cate-
gory by the estimated total demand (see Table 4).

TABLE 4

Households That Can Afford New Housing

Percent Of Projected
Households Annual Number

Average Within Sales Of Units

Purchase Price Price Range By Price
$ 16,000 2:1 20
$ 24,000 3.1 29
$ 40,000 3.7 35
$ 56,000 4.9 46
$ 72,000 6.0 57
$ 81,000 6.2 59
$ 96,000 Tl 68
$ 99,000 7.4 70
$119,000 14.8 140
$136,000 13.4 127
$167,000 12.5 118
$172,700 9.4 89
$229,900 9.4 89
Totals 100 947

As mentioned earlier, market research indicated that
housing priced below $55,000 simply was not available
in the area. Therefore, we determined the number of
projected households that would enter the housing mar-
ket above $56,000 in home value (see Table 5).

TABLE 5

Households That Can Afford New Housing
At Available $55,000+ Prices

Annual Average
Percent Of Number Of Units

Sales Price Range ~ Households By Price

$56,000 - $ 81,000 10.9 103
$ 81,000 - $136,000 35.6 338
$136,000 - $229,900 44.7 424

Totals 91.2 865

Our calculations indicated that the total annual estimated
absorption by income level (i.e., the average number of
units by price) was 865, and therefore the total monthly
estimated absorption by income level was 72.

Renter-Occupied Units

Ourdemographic analysis indicated that out of the poten-
tial demand of 1,393 households per year, 68 percent, or
947, would own their own homes. From this total, 865
could be expected to afford housing offered within our
market area. The remaining 82 presumably would rent if
their incomes met rent levels in the area. These house-
holds were added to the 446 households that already
were projected to rent, bringing the total number of
potential renters to 528.

A survey of apartments and duplexes in the neighborhood
revealed that $240 per month was the lowest rent in the
market. Some of our households might not be able to
afford this minimum rent and would be forced to seek
lower priced living arrangements (mobile home, subsi-
dized housing, etc.) probably outside the area. As a
general rule of thumb, apartment leasing agents apply 25
percent of a tenant’s income to lease payments. People in
higher income brackets usually apply less of their income
to rental payments. Therefore, the number of households
expected to rent within the subject area was calculated
using a sliding scale (see Table 6).

TABLE 6

Households Expected To Rent

Representative Percent Of Average
Household Income For Monthly
Income Rent Rent
$ 5,000 25.0 S 104
$ 7,500 25.0 $ 156
$ 12,500 23.0 $ 240
$ 17,500 23.0 $ 335
$ 22,500 21.0 $ 394
$ 27,500 21.0 $ 486
$ 32,500 19.0 $ 515
$ 37,500 18.0 $ 563
$ 45,000 18.0 $ 675
$ 55,000 14.0 $ 642
$ 67,500 14.0 $ 788
$ 75,000 13.0 $ 813
$100,000 12.0 $1,000

Potential demand for rental units was based on the esti-
mated number of households in all income categories
that would rent, plus the number of households that could
not afford to buy housing. Rental units were not expected
to be available below $240 per month; therefore, we
determined the number of households that could afford to
rent at that rental rate and above (see Table 7).

Within the subject neighborhood there appeared to be a
demand for 501 rental units. It should be remembered
that the subject neighborhood extended in a five-mile
circle around the subject subdivision. Market research
was extremely important to quantify the available supply
of rental units so we could estimate our capture rate of the
potential rental market.
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Summary And Conclusions

Based on household population projections, a real estate
analyst estimated a total demand of 6,967 housing units
or 1,393 per year for the next five years in our subject
area. Our market was defined within an imaginary circle
around the subject property with a radius of five miles.
Since the market area was a rural area of suburban
Chicago, we estimated that 68 percent of the demand
would be for owner-occupied housing.

The intent of the subject subdivision was to provide a
variety of housing choices to the local market. At any one
time, as many as six different developers would be offer-
ing housing units from condominiums to estate homes. A
competitiveness analysis-based capture rate of 15 percent
was estimated for the subject subdivision given the super-
market approach to development. This capture rate indi-
cated a total demand of 208 (15 percent of 947) per year

TABLE 7

Households That Can Afford To Rent
Percent Of

Projected Average

Rental Households In Number Of
Range That Income Range Rental Units
$ 240 3.7 20

$ 335 4.9 26

$ 394 6.0 32

$ 486 6.2 33

$ 515 7.2 38

$ 563 7.4 39

$ 675 14.8 78

$ 642 13.4 71

$ 788 12.5 66

$ 813 9.4 50
$1,000 9.4 50
Totals 94.9 501

20

or 17 per month for owner-occupied homes and rental
units.

Minimum housing costs were estimated at $55,000. Our
demographic analysis indicated that out of a potential
demand of 1,393 households per year, 68 percent or 947
would own their own homes. From this total, 865 could
afford housing offered within our market area. Provided
that our subdivision could capture 15 percent of the
projected demand, 142 units per vear or 12 units per
month would be owner-occupied in the subject subdivi-
sion in the next five vears. It should be kept in mind that
the 12 units per month would include housing of all price
ranges from estate homes to condominiums. The rea-
sonableness of the projected absorption of 12 owner-
occupied units per month for the subject subdivision was
based on demographic information. It should be checked
against past trends and original research.

Demographic information and market research indicated
that the subject area had a relatively low percentage of
renter-occupied housing. People in all income categories
who would rent were delineated and accounted for.
Those who could not afford to buy but could afford to rent
were added to those who were projected to rent. Total
rental demand equaled 501 units for the subject neigh-
borhood. One large complex or two small complexes was
all that was indicated for the area. Whether rental units
should be planned for the subject subdivision is a ques-
tion only primary research can answer.

NOTES

1. Downs, Anthony, “Characteristics of various economic studies,”
The Appraisal lournal (July 1966) p. 336.

2. Barret, ;. Vincent, and Blair, John P, How to Conduct and Analyze
Real Estate Market Feasibility Studies. New York: Von Nostrand Rein-
hold Co., Inc., 1982: p. 53.

3. Urban Decisions Systems, Inc., P.O. Box 25953, Los Angeles,
California
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SUBURBAN OFFICE DEVELOPMENT AND
WORK-RESIDENCE RELATIONSHIPS

The relationship of office employment and

office labor force is important to the
successful ongoing development of
suburban office space.

by Forrest E. Huffman and Marc T. Smith

E mployment has grown considerably in recent years
in office-based sectors such as finance, insurance
and real estate and in professional, personal and business
services. Much expansion of employment in these sectors
has occurred in suburban areas for several reasons.'
Technological and transportation advances have de-
creased the need for central city linkages for many firms.2
In the suburbs, firms find lower rents, more attractive
sites, and less crime and congestion.? Also, emplovers
have access to a more skilled suburban labor force to
meet the demands created by advances in information
processing technology.* While the expansion of subur-
ban office space is obvious, less apparent are the compo-
nents of suburban office employment—the characteris-
tics of the workers employed in these jobs and their
commuting patterns.

A 1980 U.S. Bureau of the Census journey-to-work sam-
ple is used to examine spatial distributions of office
employment, commuting patterns and labor force char-
acteristics in the city of Philadelphia and its suburbs.> The
sample identifies a population by place of residence and
place of work. The sample aggregates data at a sub-
county level, which is suitable for the analysis of rela-
tively small suburban areas. The sample therefore pro-
vides information to examine sociodemographic and
commuting patterns for a significant portion (5 percent) of
the office location-employment-worker spectrum within
relatively small geographic loci and, as a result, deter-
mine the potential success and impact of suburban office
development on its immediate environment. Sub-county

Forrest E. Huffman is an assistant professor of real estate and director of
the Real Estate Center at Temple University. His research is concentrated
in the areas of urban analysis and real estate markets and investment.
His articles have been published in leading academic and professional
Journals

Marc Smith is an assistant professor in the department of finance,
insurance and real estate at the University of Flonida. His research
interests include oftice market analysis, housing policy and government
regulation of real estate.

is defined as a grouping of communities within counties
to determine distance of commuting to work sites. Be-
cause substantial suburban office development is occur-
ring nationally, issues similar to those identified in our
study area can be expected to evolve in other suburban
areas. Therefore, although the sample was collected in
1980, our findings and conclusions have relevance for
current office development/employment markets.®

For the study area, 17 sub-county locations within the
suburban counties of Bucks, Chester, Delaware, and
Montgomery were specified. We identified office-based
service employment using an aggregate of specified in-
dustries as denoted by the Bureau of the Census. We
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examined the nature of the jobs in this office-based group
by focusing on specific occupations (see Exhibit ).

EXHIBIT |

Office-Based Service Employment Industries

Banking

Savings and loan associations

Credit agencies

Security, commodity, brokerage, investment companies

Insurance

Real estate, including real estate insurance

Advertising

Personnel supply services

Business management and consulting services

Computer and data processing services

Detective and protective services

Job training and rehabilitation services

Legal services

Membership organizations

Engineering, architectural, and surveying services

Accounting, auditing, and bookkeeping services

Noncommercial educational and scientific research
services

Miscellaneous professional and related services

Public administration

Source: U.S. Bureau of the Census

TABLE 1

Office Employment By Type And Location

Percent Of
Percent Of Total Office
Total Oifice  Employment
Occupation Employment In Philadelphia
Executive, administrative,
and management services 19 55
Professional specialties 8 57
Technical (except health)
services 3 53
Sales, financial, business
services 8 36
Supervisory, administrative
support services* 3 65
Computer operation,
secretarial, etc., services* 21 57
Adjustors, investigators* 2 57
Miscellaneous administrative
support services*® 9 56
Cleaning, building services 2 59
Mechanics, repair trades 5 67
All other 17 67

*Potential “back office” occupations

Employment Distributions In City And Suburbs

About 17 percent (5,996) of all employees surveyed in the
five-county area worked in office categories. Of these
5,996 office employees, approximately 57 percent
worked in Philadelphia City/County. (Table 1 shows the
major occupational groups in office categories by loca-
tion and percentage of total office employment.)” Most
occupational groups, taken individually, had city-subur-
ban distributions comparable to office employment dis-
tribution as a whole. Groups that represented a relatively
small percentage of the total had the widest variation.
Sales, finance and business services (8 percent of total
office employment) were over-represented in the suburbs
near the population they serve; only 36 percent were
employed in Philadelphia. Mechanics and repair trades
(5 percent of total office employment) were over-repre-
sented downtown (67 percent were employed in Phila-
delphia). If back office employment is defined as super-
visors and administrative support, computer operators
and secretaries, adjusters and investigators, and miscella-
neous administrative support, then the distribution of
back office employment is also comparable to that of
office employment as a whole, e.g., 57 percent of com-
puter operators, secretaries, etc., and of adjustors/investi-
gators were employed in the city.

Commuting Patterns

Table 2 shows city-suburban commuting patterns and
summarizes patterns in sub-county areas within each
county for all office jobs. Only in one county did resi-
dents commute to the central city in significant numbers,
that is, only in one sub-county area in Delaware County
did 50 percent of the office employees commute to
Philadelphia. City residents did not commute to subur-
ban locations; 91 percent of all Philadelphia office
workers lived in the city.

TABLE 2

Total Office Commuting
Patterns By Place Of Residence

Place Of Work
Same Other

Place Of Philadelphia Sub-County Sub-County Elsewhere
Residence (%) %) (%) (%)
Philadelphia 91 NA 7 2
Bucks County

Highest sub-county 29 35 48 43

Lowest sub-county [ 26 2 13
Chester County

Highest sub-county 28 39 56 29

Lowest sub-county 3 2 29 7
Delaware County

Highest sub-county 50 34 41 6

Lowest sub-county 24 12 24 2
Montgomery County

Highest sub-county 42 47 48 13

Lowest sub-county 6 26 21 2
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To further explore commuting patterns and labor force
accessibility, we determined commuting time for office
workers by sub-county place of work (Table 3). Overall,
fewer city residents commuting to city jobs had short (30
minutes or less) commutes than did suburban residents.
According to data not shown, 5 percent of all Phila-
delphia residents commuted more than 60 minutes to
office jobs, but less than one percent (0.82 percent) of all
suburban office workers across all sub-county groups
commuted more than 60 minutes to work. Within office
occupations, more back office workers had short com-
mutes. Only one suburban sub-county had more front
office workers than back office workers making short
commutes.

TABLE 3

Commuting Time By Place Of Work

Percentage Of Employees
Traveling Less Than 30 Minutes

Place Of Front Back
Residence All Office Office
Philadelphia 55 57 49
Bucks County
Highest sub-county 91 89 94
Lowest sub-county 87 84 89

Chester County
Highest sub-county 89 91 87
Lowest sub-county 82 81 85

Delaware County
Highest sub-county 94 92 100
Lowest sub-county 83 91 73

Montgomery County
Highest sub-county 90 89 93
Lowest sub-county 79 78 80

Percentage of all suburban office employees commuting 30 minutes
or less is 88 percent.

Labor Force Characteristics

Table 4 presents socioeconomic data on employees in
Philadelphia and suburban office occupations. The rate
of employment of females was slightly higher in the
suburbs: Females comprised 48 percent of the city office
work force and 50 percent of the suburban office work
force. There were more part-time employees in all office
occupations in the suburbs than in the city. Suburban
locations also had a slightly higher percentage of young
office workers (under age 26) than did city locations.

The rate of employment of females in back office occupa-
tions was greater than the rate of employment of females
in front office occupations in both areas: females in back
office jobs comprised about 30 percent of the total work
force in the city and 32 percent in the suburbs, but
females in front office jobs comprised only 18 percent of
the total work force in the city and suburbs.

TABLE 4

Selected Demographic Characteristics
Of Office Employment

Total Front Office Back Office

City Suburban City Suburban City Suburban
Characteristic (%) (%) (%) (%) (%) (%)
Female 48 50 18 18 30 32
Part-time employment 17 23 9 11 8 12
25 years of age
or less 21 22 8 9 13 13
High school diploma
or less 53 47 28 24 25 23
College or
postgraduate
degree 47 54 36 42 11 13
$10,000 a year
or less in income 36 47 17 23 19 24
$10.000 a vear
or more in income 63 54 46 41 16 12

There was a greater percentage of college-educated office
workers in the suburbs than in the city: fifty-four percent
of all suburban workers had college experience. Within
this 54 percent, 42 percent worked in front office occupa-
tions and only 13 percent worked in back office jobs. Of
the 47 percent of all city office workers who had college
experience, 36 percent were employed in front office
jobs. Therefore, front office workers were more highly
educated in both the suburhs and in Philadelphia.

Overall, back office employees in both areas were more
often female, and less educated. As a result, one would
expect incomes to be lower for back office employees
across geographic areas. The 1980 data shows that more
back office employees earned less than $10,000 a year,
comparable to $17,000 today; 19 percent of city back
office workers and 24 percent of suburban back office
workers earned less than $10,000 per year. In contrast,
only 16 percent of city back office workers and 12
percent of suburban back office workers earned more
than $10,000 per vear.

More front office workers earned over $10,000 per year.
Of the 63 percent of all city office employees earning
$10,000 or more per year, 46 percent of the total were
front office workers. Similarly, of the 54 percent of subur-
ban office employees earning $10,000 per year or more,
41 percent were in front office jobs.

Summary

Our analysis found that there were two almost com-
pletely distinct labor force groups among the individuals
who worked and lived predominantly in the city or in the
suburbs. The vast majority (91 percent) of all Philadelphia
County residents worked in Philadelphia County. An
overwhelming majority of suburban residents worked in
the suburbs. Only one sub-county had significant
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proportions of office employees commuting to Phila-
delphia County.

There was no evidence that back office employment was
more common in suburban areas than other office em-
ployment. Rather, all types of office jobs were found in
the suburbs, Back office and front office workers com-
muted to work areas that were close to their place of
residence. Employment differentiation was not according
to job type but according to geographic location.

Back office employment in our sample, although not
segmented geographically, was distinguished by greater
percentages of part-time employees, higher female par-
ticipation rates, less educational attainment among
workers and lower salaries.

Conclusions

Until a similar sample is taken in 1990, it cannot be
determined if the commuting patterns disclosed in this
analysis have persisted following the rapid expansion of
office space in the 1980s. Also, it is not known whether
the surge in suburban office space development in the
1980s has exhausted the available suburban labor force.
However, one conclusion is obvious from the analysis.
Based upon findings concerning short commuting times,
it seems likely that suburban employers do not draw
employees from the suburbs as a whole but from subur-
ban areas that are relatively close to the employment
source. Moreover, suburban employers do not draw em-
ployees from the city. Therefore, there is not a suburban
market, but there are employment centers that act as
small magnets for their immediate areas.

The existence of two distinct labor force areas, as demon-
strated in this analysis, suggests that there are complica-
tions associated with suburban office development. The
findings regarding minimal commuting times suggest that
office developers and tenant/employers should consider
suburban locations very carefully given a potentially
limited supply of labor. The findings may indicate that
suburban office employers will be unable to attract
workers from the city in the future unless public and/or
private transportation programs are created. The low
income, poorly educated inner city resident labor pool
left behind in the movement to the suburbs will be at a
particular disadvantage in competing for suburban jobs.
Extensive recruitment programs thus may be necessary.
Complications, such as transportation and recruitment
programs, increase costs to employers and, if known in
advance, may make suburban office developments much
more difficult to market. The need for lower rent levels
and increased amenities may be required to offset these
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added costs. However, increased costs due to higher
salaries, employee training and transportation programs
may result in additional taxes on office space develop-
ment in the city. For instance, developers and employer/
tenants may be forced to bear the imposition of develop-
ment exaction fees if indirect suburban development
costs make an escape to the suburbs less appealing.

Given the predominance of part-time employment,
higher female participation rates, less educational back-
ground and lower salaries in back office occupations,
maintaining an adequate labor force may be difficult for
employers to the extent that office space developers and
firms locate back office activities in low density suburban
areas. Back office activities may not be the ideal type of
suburban office development given the characteristics of
suburban office labor force. Therefore, as was predicted,
office space developers, employer/tenants and planning
officials have been forced to create an urbanized subur-
ban environment in order for that development to
succeed.,

NOTES

1. Indicative of this trend are the Office Network’s findings that 57
percent of all office space in major metropolitan areas was in downtown
areas in 1981, but only 43 percent of the office space was in central
business districts five years later, as cited in Fulton, William, “Office in
the dell,” Planning (July 1986): 13-17. A recent report found that in our
study area between 1960 and 1980, suburb-to-suburb commuting
accounted for 58 percent of the increase in residence-to-work trips,
cited by Pagano, P, “Study: Suburb-to-suburb commuting now the
norm,” The Philadelphia Inquirer (June 27, 1987) p. 10 C.

2. See Archer, Wayne R., “Determinents of location for general pur-
pose office firms within medium size cities,” AREUEA Journal 19 (Fall
1981): 263-297; Chinitz, Benjamin, “The influence of communications
and data processing technology on urban form,” Research in Urban
fconomics 4(1984): 67-77; Kutay, Aydan, “Effects of telecommunica-
tions technology on office location,” Urban Geography 7,3(1986):
243-257; and Mills, Edwin S., “Service sector suburbanization,” un-
published paper Princeton University (1987).

3. Muller, Peter O., Contemporary Suburban America. Englewood
Cliffs, NJ: Prentice Hall, Inc., 1981,

4. Kutay, Aydan, “Optimum office location and the comparative
statics of information economies,” Regional Studies 20,6(1986):
551-564; Smith, Randy W., and Selwood, David, “Office location and
the density distance relationship,” Urban Geography (October-Decem-
ber 1983); 302-316.

5. U.5. Department of Commerce, Bureau of the Census, Census of
Population and Housing, 1980. United States: Public Use Micro Data
Sample (5 percent sample). Machine-readable data file.

6. For instance, the findings are currently under discussion in the
study area. See Knox, Andrea, “To lure workers, suburban firms turn to
busing,” The Philadeiphia Inquirer (March 15, 1989) pp. 1 A and 4 A;
Warner, Susan, “Slower growth predicted in region’s office market,” The
Philadelphia Inquirer (March 12, 1989) p. 11.

7. Data configurations prevent the identification of specific office
employment associated with other industries such as manufacturing,
Therefore, the cross-reference procedure underestimates total office
employment.
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COUNSELING AND EMINENT DOMAIN

More than appraisal is required when

circumstances complicate the practice of

eminent domain.

by A. C. Schwethelm, CRE

istorically, practitioners of eminent domain have

been appraisers employed to estimate the compen-
sation due the affected property owner for negotiation
and subsequent testimony as required. Sometimes similar
appraisers have been employed by the property owner. In
an uncomplicated Taking, this is not too bad a system. In
many instances, however, complicating circumstances
call for more innovative thinking, to address the overall
problem, going beyond appraisal and into the field of real
estate counseling.

Early Project Involvement

If locational decisions are left entirely to engineers, se-
rious problems involving environmental, historical, own-
ership, toxic substance, economic or legal considerations
may result. Often these problems may be avoided, or at
least minimized, if real estate counseling is involved early
in the project.

Example 1. We were assigned to appraise small Takings
(4,704.48 sq. ft. and 4,094.64 sq. ft.) from a major retail
grocery and a discount store for slight realignment of a
highway Off Ramp. Our investigation revealed that the
Takings would result in hundreds of thousands of dollars
of damage to the properties because the unloading and
receiving areas of the stores would need to be relocated.
The Taking eventually was abandoned and the ramp was
redesigned; however, significant time, effort and cost
were expended in the process.

A. C. Schwethelm, CRE, owner of Schwethelm & Associates, Comiort,
Texas, specializes in litigation, counseling, appraisal and expert testi-
mony in condemnation, gift and estate tax matters, property division,
etc. He has served as chairman of the Kendall County Zoning Commit-
tee and the Kendall County Long Range Planning Committee. He is a
member of the Board of Directors of the Guadalupe-Blanco River
Authority and of the Texas State Property Tax Board Appeals. Currently
he is director of the Kendall County Appraisal District.
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Example 2. During the development of an electrical
transmission line project, one proposed Taking, assumed
by the engineers to involve an old abandoned building,
was found, in fact, to involve an historically significant
former school building. Subsequent relocation of the line
not only required another public hearing and consider-
able expenditures, but also complicated negotiations
with other property owners, who requested that the
electrical transmission line follow existing property lines
or avoid streams, homes, or in one case, a children’s
summer camp. Cases had to be settled at abnormally high
amounts because of the fear that juries would react
negatively to any perceived inconsistency.

Example 3. A highway widening assignment involved
taking a small strip of land from an older service station
that had recently been purchased for $29,000. According
to our on-the-ground inspection, the Take line would
have fallen in very close proximity to a buried fuel tank,
perhaps even bisecting it. By shifting the Taking a few feet
to the opposite side of the highway, initially, months of
delay and many thousands of dollars (much more than
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the purchase price of the service station) could have been
saved. However, by the time we were called upon, it was
too late to propose alternatives.

Any major project involving eminent domain should
include a real estate counselor during the early phase of
locational decisions. The degree of the counselor’s partic-
ipation will vary from outlining the absence of locational
problems to conducting a detailed study.

Negotiation

Some experienced, well-qualified negotiators are quite
capable of bringing the approved value of a property to a
signed deed with little or no assistance. However, when a
proposed acquisition is complex or a negotiator is inex-
perienced, employment of a real estate counselor is
desirable.

Negotiators must know what is important to the property
owner; it is not always money. Sometimes the negotiator,
as advised by a counselor, will need to arrange an alterna-
tive access, correct a misconception, permit the retention
of certain rights, sell back Taken improvements, or allow
occupancy to continue until construction is scheduled.

Negotiators who are inexperienced may need a quick
course in counseling to understand the reasons behind
the variation in values on a parcel by parcel basis. Usu-
ally, property owners are quick to share information
among themselves, and the negotiator had better be
prepared to explain why apparently similar properties are
valued differently. Negotiators also need to understand
why the order in which offers are made should be care-
fully chosen. An offer to a community leader probably
should be made first. If he accepts, acceptance of offers
by other property owners will be easier. If he does not,
acceptance of offers by others may pressure him to do so.

Condemnation

When negotiation fails, condemnation becomes the
method of implementation of eminent domain. Here, the
role of the counselor is to assist the attorney in the
development of theory for the case. If the role is solely that
of a Counselor, the course is quite clear. If it is also that of
appraiser, more care is required. The most sensitive area
is that of value opinion. Advocacy of that opinion is
expected, but advocacy of a contrary opinion perhaps
more heneficial to the client, is verboten. Counseling,
however, so long as it is applied to the client and the
client’s employees, consultants and agents, can be con-
ducted simultaneously and in conjunction with valuation
testimony. Naturally, it would not be proper to serve as a
witness in both capacities.

Divergence

Extreme divergence in eminent domain cases is com-
monplace. Sometimes divergence results from rampant
advocacy, a circumstance even the most competent
counselor cannot cure. More frequently than is com-
monly acknowledged, however, divergence is the result
of an honest difference of opinion between two or more
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qualified and competent appraisers. If the process stops
there, with two contrary appraisals, resolution of the
conflict will be left to a confused judge, jury or commis-
sion. A counselor, however, can bring understanding and
a desirable outcome to the client.

Example 4. Two appraisers agreed on the highest and
best use values as well as the contributory value of the
vacant land in question to the actual proposed develop-
ment. However, the projection of when demand would
stimulate development and what the cost of the utility
extension would be caused great divergence in the esti-
mation of the land’s present market value. A counselor
will assist an attorney in the development of testimony
that supported his projections.

Example 5. Examination of an opposing appraiser’s re-
port revealed that great significance had been given to
loss of visual exposure by construction of an overpass.
The counselor helped the attorney understand the impor-
tance of the loss of visual exposure in the opposing
appraiser’s value estimate, thus enabling the removal of
this element of damage if it was found to be non-
compensable.

The counselor helps the attorney understand the premise
on which an appraisal is based and its strengths and
weaknesses; the counselor also apprises the attorney of
mathematical errors, unrealistic assumptions, etc. In ad-
dition, the counselor should be aware of and provide to
the attorney information on local interests and pecu-
liarities: Are local feelings for or against the project? Do
local individuals view the individuals involved in the
project favorably or unfavorably? Do the opposing wit-
nesses have traits of which the attorney should be aware?
Have the witnesses historically demonstrated an inclina-
tion to rely upon questionable sources of information or
inappropriate techniques? Finally, a good counselor and
a wise attorney should prepare their witnesses to defend
vigorously their opinion and the basis for it.

Particularly with an attorney who is unfamiliar with the
issues associated with eminent domain, the subject mat-
ter, or the geographical area, the counselor who has been
exposed to many eminent domain cases and who stays
abreast of new cases can be of valuable assistance.
Participation with the attorney and other witnesses in
“devil’s advocate” sessions also can be quite profitable.

Example 6. In a recent case involving a sewer line ease-
ment Taking in an older neighborhood, the engineer
initially said the Taking would provide sewer service to
new developments. We helped him correctly report that
the Taking was part of a broad, citywide initiative to
upgrade utilities. streets, drainage, etc., and, more specif-
ically, to install a new trunkline sewer that would connect
existing and proposed sewer lines to a newly rebuilt
sewer plant.

As An Alternative

Although cities, counties and other public entities fre-
quently order appraisals, counseling assignments would
be more appropriate on many occasions.
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Example 7. After appraisals for two public entities failed
to accomplish their purpose, which was to trade the
properties, we prepared a counseling report that pro-
vided a logical solution and a much cheaper alternative
to the impasse.

Example 8. On a city sewer project, our first step was to
prepare a counseling report that outlined value ranges,
positive and negative effects on involved properties and
comments regarding possible negotiating techniques. Af-
ter a counseling session with the negotiator, we modified
offers to some property owners. Appraisal reports were
required on only 11 of the total 84 parcels of land and only
two required actual testimony.

SCHWETHELM: COUNSELING AND EMINENT DOMAIN

Example 9. When a state agency needed a certain parcel
of real estate but lacked eminent domain power for that
purpose, we prepared a counseling report that outlined
the problems and suggested solutions, including negotia-
tion tips and an appraisal of the required property.

Conclusion

Real estate counseling clearly has a place in the field of
eminent domain. However, many attorneys, right-of-way
agents and others involved in contracting for appraisal
services are not aware of the need for, or the availability
of, counseling services.



FINANCE SUBSIDIARIES: A NEW WAY TO
ACCESS CAPITAL MARKETS

Captive finance subsidaries allow S&Ls to

reduce their interest note risk and to control

their credit risk.

by Daniel E. Page and Charles O. Kroncke

hile captive finance subsidiaries have existed since

the early 1900s in non-financial companies, they
are relatively new in the thrift industry. The Housing and
Development Act of 1968, which formed the Govern-
ment National Mortgage Association (GNMA) and the
Federal National Mortgage Association (FNMA), is gener-
ally recognized as the vehicle through which finance
subsidiaries were introduced into the thrift industry. Al-
though finance subsidiaries were introduced to S&Ls as
early as the late 1960s, it was not until the mid-1980s that
S&Ls established captive finance companies to respond
to pressures in borrowing and the housing market.
The soaring interest rates and low housing starts of the
1970s were disastrous for many S&Ls. As the cost of funds
rose higher than the yield on their loan portfolios, S&Ls
faced the possibility of collapse. Regulations such as the
Monetary Control Act of 1980 and the Garn-5t. Germain
Depository Institution Act of 1982 helped reduce the
S&Ls’ interest rate vulnerability, but the need to raise
additional capital persisted. Thus, in July 1984, the Fed-
eral Home Loan Bank Board opened the door for S&Ls to
create captive finance companies to raise capital by
issuing securities at rates lower than the S&L ordinarily
could offer.

Bank Board Guidelines

The Federal Home Loan Bank Board issues guidelines
that restrict the amount of assets an S&L can transfer to the
finance subsidiary, specify the type of assets and the

Daniel E. Page, Ph.D., is an associate professor of finance at Auburn
University. He has had many articles published in finance and real estate
journals, including American Real Estate and Urban Economics Journal,
The Appraisal Journal and Real Estate Issues.

Charles O. Kroncke, Ph.D., now dean of the School of Management at
the University of Texas, Dallas, is the former dean of the College of
Business, Auburn University. He has had numerous articles published
on finance and insurance topics
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for helpiul comments and suggestions. Any remaining errors are the
authors’ responsibility.
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accounting of the assets to be transferred and ensure
COFpOI’d[(‘ SE‘|)8T‘1IC‘HC“SS.

According to these guidelines, a parent company can
transfer up to 30 percent of its book value to a finance
subsidiary as long as the market value of the assets does
not exceed 250 percent of the securities” gross proceeds
raised by the subsidiary. For accounting purposes, the
Bank Board also specifies that a finance subsidiary cannot
be consolidated with its parent institution except for
calculating the regulatory net worth requirement of the
S&L.

The assets transferred from an S&L to a finance subsidiary
typically are fixed rate, long-term Federal Home Loan
Mortgage Corporation Certificates and Government Na-
tional Mortgage Association Certificates. Holding these
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valuable assets enables the subsidiary to gain access to
capital markets at rates more favorable than the parent
company can command.

Bank board regulations prohibit the finance subsidiary
from issuing any security whose payment, maturity or
redemption may be accelerated if the parent company
becomes insolvent or is placed in receivership. This
requirement for corporate separateness allows the securi-
ties issued by the subsidiary to receive a high credit
rating. In fact, the credit rating of the subsidiary’s securi-
ties is higher than the rating of the parent S&L’s securities
because, in addition to being legally separated from the
parent, the subsidiary assumes no risks or liabilities.

Securities Issued By Finance Subsidiaries

The securities that an S&L finance subsidiary may issue
are collateralized mortgage obligations (CMOs) and ad-
justable rate preferred stock (ARPs). Other securities, such
as collateralized commercial paper, are currently under
development.

CMOs are long-term bonds of varying maturities that are
secured by mortgages; i.e., CMOs are retired by the cash
flow produced by underlying mortgages. The rates paid
on CMOs generally are lower than the rates earned on
mortgages: therefore, the parent S&L incurs a lower cost
for funds.

ARPs, first issued in 1982, are structured to maintain a
prespecified spread between their dividend rate and the
rates of three different U.S. Treasury securities. Dividend
yields on ARPs are reset quarterly. Corporate purchasers
of ARPs are entitled 1o exclude from taxable income 85
percent of the dividends they receive. The pretax vield on
these securities is below the yield of comparable debt
instruments, making them attractive vehicles for issuers in
low income tax brackets—a condition of many savings
and loan institutions.

Since the holding period for ARP’s tax exclusion is 46
days, a quarterly resetting of the dividend rate considera-
bly exposes the investor to interest rate risk. In an attempt
to address this shortcoming, finance subsidiaries now
issue ARPs whose dividend rate is reset every 49 days by a
process known as the Dutch auction.

In the typical English auction, bid prices start low and are
raised until the market clears. In a Dutch auction, bid
prices start high and are lowered until the market clears.
Potential buyers submit a sealed bid through a broker/
dealer which specifies the number of shares that are
desired and the dividend rate on the 49-day investment. A
buyer may receive a rate higher than the one he submitted
since the stock carries the same rate. He will not, how-
ever, receive a lower rate if his bid is too high; his offer will
be rejected.

Dutch auctions are appropriate for the sale of fixed
income securities, such as preferred stock, because of the
inverse relationship between price and yield. The issuer
of DARPS or CMOs hires an agent to sell the securities.
For example, Dutch auctions are conducted by a desig-
nated bank or holding company, e.g., Bankers Trust

Company. Expenses of issuance may be as low as 25 basis
points for CMQOs. However, the expense of issuing pre-
ferred stock is typically higher; underwriting fees and
commissions for DARPS are in the range of 175 to 200
basis points.

The primary purchasers of Dutch auction rate preferred
stock (DARPS) are corporations. One reason corporate
purchasers like DARPS is because the after-tax return
from this stock is generally higher than the return from
comparable money market instruments. Currently, 70
percent of the dividend on DARPS is excluded from
income for corporate purchasers. The rate paid on DARPS
is equal to the composite rate on 60-day commercial
paper which has been adjusted to reflect this exclusion. If
a corporate investor is in the 34 percent maximum corpo-
rate tax bracket, the investor retains 89.8 percent of the
dividend from DARPS after taxes. For example, the tax-
able equivalent yield on a AAA-rated DARP vyielding 7
percent before taxes is:
07 = 298 = 0952 or 9.52%

Thus, the low tax bracket issuer benefits by paying a lower
after-tax rate, and the purchaser benefits by receiving a
higher after-tax return.

A second reason corporate investors like DARPS is that,
because of the 49-day maturity cycle, they provide prin-
cipal stability and liquidity for a short-term investor.

Benefits Of A Finance Subsidiary

The Internal Revenue Service permits a finance subsid-
iary and its parent to consolidate their income if the
parent owns at least 80 percent of the subsidiary’s stock.
Thus, a S&L that has carryover losses can structure a
finance subsidiary to allow for income consolidation.
Using DARPS in these circumstances allows the S&L to
earn income from the money raised by the subsidiary
without paying taxes on this income.

Using DARPS also allows the S&L to offer capital to a
homebuyer. If a S&L is experiencing difficulty in raising
new capital, it may form a finance subsidiary to issue
preferred stock or CMOs in the capital market at rates that
are more favorable than the parent S&L' rates. In such a
case, the proceeds from the Dutch auction are used by
the subsidiary to purchase eligible assets from the parent
S&L. The income earned by the subsidiary is paid in the
form of dividends to the parent. The parent S&L then
lends money to the homebuyer. Thus, the finance subsid-
iary plays the role of intermediary between the S&L and
the capital market so the homebuyer is able to obtain
credit indirectly through the capital market. This process
allows the S&L to accomplish its goal of providing capital
for residential development. Figure 1 illustrates how a
S&L finance subsidiary benefits the residential mortgage
market by supplying credit.

The Case Of Pathway Financial

Pathway Financial is a federally insured mutual savings
and loan association located in Chicago. Pathway was
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FIGURE 1

Benefits Of A Finance Subsidiary To The
Residential Mortgage Market
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created in 1982 as a result of a merger between Crawford
Savings, Prairie Federal Savings and Loan Associa-
tion,and Chicago Federal Savings and Loan Association.
Pathway's principal business is to attract funds in the form
of deposits and invest these funds in residential mort-
gages and other real estate. Because of volatile interest
rates during the 1970s, Pathway has $134 million of
carryover operating losses. On March 31,1985, Pathway’s
assets totaled approximately $1.2 billion, and its regula-
tory net worth was $31.4 million. Its net worth was $5.9
million less than the regulatory net worth requirement;
however, the Federal Home Loan Bank Board did not
impose any regulatory restrictions on Pathway because of
this deficiency in its net worth.

Given these operating conditions, raising new capital was
difficult and costly for Pathway Financial. As a result, in
December 1984, the S&L formed a finance subsidary,
Pathway Capital Corporation, for the sole purpose of
issuing shares of short-term auction rate cumulative pre-
ferred stock (STAR Preferred) and managing eligible as-
sets. All of Pathway Capital’s common stock was owned
by Pathway Credit Corporation, another wholly owned
subsidiary of Pathway Financial. Pathway Capital, there-
fore, was a second-tier subsidiary that operated through
the first-tier Pathway Credit Corporation subsidiary. This
operating structure was established to assure that the
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TABLE 1

Pathway Capital
Results Of STAR Preferred Auctions
(August 1985-November 1988)

Auction  STAR  Commercial STAR Rate As A
Date  Preferred Paper percentage Of The

Rate Rate Commercial Paper Rate
08/15/85 6.50 % 7.75 % 83.87%
1016/85  7.00 7.975 87.77
12/04/85 7.50 8.058 93.08
01/22/86  6.19 7.872 78.63
03/12/86 5.00 7.246 69.00
04/30/86 5.23 6.643 78.73
06/18/86 4.69 6.817 68.80
08/06/86 4.351 6.316 68.89
09/24/86 4.25 5.827 72.94
11/12/86 3.75 5.857 64.03
12/29/86  5.24 6.653 78.76
02/18/87 4.56 6.337 71.96
04/08/87 4.65 6.255 74.34
05/27/87 5.15 7.011 73.46
07/15/87  4.56 6.653 68.54
09/02/87 4.80 6.971 68.86
10/21/87  5.55 7.462 74.38
12/09/87 7.951 7.708 103.15
01/27/88 5.52 6.838 80.73
03/17/88 5.701 6.684 85.29
05/04/88 5.651 7.042 80.25
06/22/88 6.21 7.585 81.87
08/10/88 6.651 8.16 81.51
09/28/88 6.79 8.232 82.48
11/16/88  7.35 8.736 84.13

Mean 78.22%

Source: Pathway Financial

finance subsidiary would not be subject to the Investment
Company Act of 1940.

Although Pathway Capital was authorized to issue 1,000
shares of common stock, it sold only one share to Path-
way Credit Corporation for $10,000. Through Pathway
Credit Corporation, Pathway Financial also contributed
approximately $48.1 million in cash and other assets to
Pathway Capital.

Thus, Pathway Capital was authorized to issue 500 shares
of STAR Preferred at a purchase price of $100,000 per
share. STAR Preferred carried a AAA rating by Standard
and Poor's Corporation and aaa by Moody's Investor
Service. The dividend rate for STAR Preferred was reset
every 49 days by Dutch auction. The rate that resulted
from the auction could not be greater than 110 percent
(under certain circumstances 125 percent) or lower than
58 percent of the AA composite commercial paper rate
on the day of the auction. Proceeds of the auction were
invested by Pathway Capital in Federal Home Loan Mort-
gage Company Certificates, Federal National Mortgage
Association Certificates, Government National Mortgage
Association Certificates, U.S. Treasury Securities and
Short-Term Money Market Instruments. By investing in
these securities, Pathway avoided being classified as an
investment company under the Investment Act of 1940.
The income generated by the eligible assets was used to
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pay preferred and common stock dividends. Pathway
Financial used the common stock dividends it received to
invest in residential mortgages and other real estate.

Pathway Capital began selling STAR Preferred in August
1985. (Table 1 shows the results of all the Dutch auctions
of Pathway’s STAR Preferred.) The rates paid by Pathway
Capital on STAR Preferred indicate that the stock was well
received by the market; the average rate on STAR Prefer-
red was 78.22 percent of the 60-day AA composite
commercial paper rate. The auction of December 9, 1987
however, resulted in a rate that was 103.15 percent of the
composite commercial paper rate. This result, which was
probably due to uneasiness in the credit market, caused
concern among members of the board of directors of
Pathway Capital because, if this trend persisted, redemp-
tion of STAR Preferred would have been necessary.
Fortunately, the rate fell to 80.7 3 percent of the composite

commercial paper rate at the January 27, 1988 auction.

Between August 1985 and November 1988, Pathway
Capital earned over $23 million. It paid $9.2 million in
preferred stock dividends and $13.7 million in common
stock dividends. All of the common stock dividends
received by Pathway Credit were tax-free because of
Pathway Financial’s loss carryovers.

Conclusions

The major benefit of a finance subsidiary for a S&L is the
subsidiary’s ability to access capital markets at rates more
favorable than the parent can obtain. As the Pathway
Financial case illustrates, S&Ls with substantial loss car-
ryovers are able to reduce their interest rate risk and to
control their credit risk through the formation of captive
finance subsidiaries.
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PROTECTING THE RIGHTS AND INTERESTS
OF HOME BUYERS IN COOPERATIVELY

BROKERED SALES

An Examination of Subagency, Dual Agency

and Buyer’s Agency

by Neil G. Waller and Theresa H. Waller

ome sellers usually are represented by a broker, a

housing professional who must protect sellers’
rights and interests. On the other hand, home buvyers,
who are about to enter into one of the most complicated
purchasing agreements of their lives, usually are not
represented at all. Moreover, in a cooperative sale, the
buyer/cooperative broker relationship that develops over
the course of the transaction often encourages buyers to
believe that the broker is representing them and protect-
ing their rights and interests in the transaction. Yet the
cooperative broker normally is the subagent of the seller
and therefore cannot represent the buyer without
breaching the broker’s fiduciary duty to his principal, the
seller, and creating a conflict of interest.
The objective of this article is to evaluate alternative
agency models and determine which legal model best
protects the rights and interests of home buyers in the
typical cooperatively brokered residential purchase. The
standard legal model (subagency) will be discussed first;
the discussion will define the buyer-seller-broker agency
relationship and explain how the transaction’s environ-
ment inherently creates conflicts of interest and fails to
adequately safeguard the home buver. Alternative agency
models then will be proposed and analyzed.

Agency Law And Subagency

In the absence of specific state or federal laws, the
common law of agency controls the duties and obliga-
tions of the buyer, seller and brokers in a home sale
transaction. This common law, developed through case
holdings, may vary slightly from state to state, but in broad
terms, it is similar across the country. Common law holds
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at Clemson University. He received his doctorate from the University of
Texas al Austin.

Theresa H. Waller, | D., is a real estate attorney with the law firm of
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that whenever two parties mutually agree that one of
them (the agent) will act on the other’s (the principal’s)
behalf and be subject to the principal’s control, an agency
relationship is created.'

Agency relationships always will be creatures of contract
law in its broadest sense, since no agency (except for
court-ordered representation) can exist without a meet-
ing of the minds, i.e., a contract. An agency relationship
always will involve an agent and a principal. The purpose
of the agency relationship is to permit the agent to act for
the principal, third parties with whom the agent interacts
on the principal’s behalf.

Agent-Principal Relationship

In the majority of brokered residential real estate transac-
tions, two brokers are involved, the “listing” broker
whose original contact is with the seller and the “selling”
or “cooperative” broker whose original contact is with
the buyer.2 The agency relationship between the seller
and listing broker normally is created by the listing
contract.®* The contract clause that creates this agency
relationship also expressly authorizes the listing broker to
utilize the services of other brokers as subagents.® “A
subagent is a person appointed by an agent empowered
to do so, to perform functions undertaken by the agent for
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the principal, but for whose conduct the agent agrees
with the principal to be primarily responsible.”s There-
fore, a subagent is essentially an agent of both the primary
agent and the principal, but the subagent has a fiduciary
duty to the principal. Like the primary agent, the subagent
must act solely for the benefit of his principal. In the usual
transaction and in the absence of special contractual
arrangements, any cooperative broker is (by force of the
listing contract, commercial tradition, and the case law) a
subagent for the seller. Consequently, when the listing
contract contains such a provision, as do the vast majority
of residential listing contracts (and almost all Multiple
Listing Service agreements),® the cooperative broker has
the duties of agency imposed upon him as a subagent of
the listing broker. Numerous court cases support the
imposition of these duties, and many books and articles
discuss the legal theories underlying, and liabilities cre-
ated by, the law of agency and subagency.”

Agent-Buyer Relationship

Although the broker is directly responsible to the seller (as
agent or subagent), he also has certain legal duties to
prospective purchasers. Basically, these duties are to
engage in fair and honest business dealings, to disclose
property defects and to disclose the broker's interest in the
real estate, if any.® Although the broker's duty of faithful
performance runs to the seller, the broker must act in
good faith with third parties and cannot be part of any
fraud on behalf of the principal.

Several courts have held brokers liable to buyers for
material misrepresentations and/or false advertising.?
California recently has imposed a duty on brokers to
inspect the property they will sell .10 11 Additionally, new
services offered by real estate brokers are leading to new
forms of liability. For example, the courts have held the
broker liable to the buyer when he has assisted in creative
financing.' Further, sellers may be liable not only for the
acts of the listing broker, over whom they have some
control through personal contact and contract, but also
for the acts of the cooperative broker, whom they may
never have met and of whose existence they may not have
known until an offer to buy was made."?

The Issue: Buyer Representation

Subagency does not reflect the reality of the marketplace.
According to a 1983 Federal Trade Commission study, 71
percent of the home buyers who dealt with a cooperative
broker thought the cooperative broker was their
representative. !4 15

This empirical finding suggests that the law of subagency
and the natural working relationship that evolves be-
tween buyer and cooperative broker are in direct conflict.
In practice, if the cooperative broker ever meets the seller,
itis usually upon presentation of a purchase offer or, at the
earliest, when the cooperative broker is showing the
property to a prospective buyer. On the other hand, the
cooperative broker’s relationship with the buyer is quite
different. Often, the broker has been in the company of
the purchaser for many hours and talked with the buyer at

some length about the buyer’s needs, preferences, finan-
cial situation and other matters of a rather personal
nature. After such extensive contact between the buyer
and the cooperative broker, it is only natural for the broker
to empathize with the buyer and for the buyer to feel that
the broker represents his interests.

Because of such extensive contact with the broker, the
buyer is justified in believing or hoping that the coopera-
tive broker will do his best to obtain the property for the
buyer at the lowest possible price and on the most
advantageous terms. Of course, for the cooperative
broker to attempt to do so is a violation of his fiduciary
duty as the seller’s subagent. Under theories of traditional
agency law, it is the cooperative broker’s legal duty to
obtain the best terms and highest possible price for the
seller. Even with disclosures, the cooperative broker is in
an untenable position because conflicts of interest are
practically unavoidable. More importantly, under the
subagency model the buyer is not legally represented in
the transaction. Regardless of seller or broker after-the-
fact liability afforded under agency law, the typically
unsophisticated home buyer simply is not legally repre-
sented during a highly significant transaction—the pur-
chase of his home. For buyers who want such representa-
tion, a different agency model is clearly needed.
Representation for buyers is available in one of two ways:
dual agency or buyer’s agency.

Dual Agency

One alternative to the subagency model is dual agency,
wherein the cooperative broker simultaneously repre-
sents both the seller and the buyer. The major problem
with dual agency is that the broker must fulfill a duty of
loyalty to adversaries (the buyer and seller) which, of
course, is impossible, The broker cannot properly assist
either party in negotiations because to gain an advantage
for one party is to lose the advantage for the other.'®

“IS]tatutes and cases in many states . .. prohibit dual
agency unless it is fully disclosed to all parties ... "7
meaning both seller and buyer must know of, and ex-
pressly consent to, dual representation. Frequently, how-
ever, cooperative agents develop such a working relation-
ship with the buyer that, in subsequent litigation, the
brokers are held to be agents of the buyer (based on the
agent’s acts) and the seller (based on the listing contract),
and, therefore, they are deemed to be dual agents. Since
such brokers do not intend to be agents of the buvyers,
their dual agency obviously is undisclosed. The case law
is harshest to the undisclosed dual agent because this
type of agency is perceived to be a species of fraud against
both buyer and seller.'®

While undisclosed dual agency is clearly unlawful, the
National Association of REALTORS® (NAR) warns real
estate brokers to avoid disclosed dual agency. “The dis-
closures and consents necessary to make a dual agency
lawful are so comprehensive and specific that a typical
real estate broker cannot undertake them as a matter of
routine.”'? Particularly in California, but also in other
states, the courts have not hesitated to hold that an
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undisclosed dual agency relationship exists in order to
protect the interests of either a buyer or a seller who has
been damaged by the agent’s actions.20

When an undisclosed dual agency exists, either the buyer
or the seller may ask the court to rescind the transac-
tion.2! Thus, both parties return to their status prior to the
transaction: the seller again owns the property, and the
buyer gets back his money (or takes a monetary judgment
for it). However, both parties have spent time and money
unnecessarily in a lawsuit.

To qualify for rescission, the plaintiff does not have to
show that the transaction was unfair or that the broker
acted in bad faith; the plaintiff needs to show only that
undisclosed dual agency existed.?? As one commentator
notes, “[Undisclosed] dual agency . . . [is] a ticking time
bomb ready to explode. As long as the buyer or seller [is]
happy with the transaction, then the question of [undis-
closed] dual agency probably will never arise. But if
either party becomes unhappy, for whatever reason, even
months after closing, dual agency may provide the mech-
anism to undo the transaction ... Buyers and sellers
generally neither care nor know about the subject of
[undisclosed] dual agency until one of them wants to
back out of the deal and consults an attorney. Dual
agency cases have a high degree of success for plaintiffs
and a high value for settlement purposes.”23

As other commentators have noted, even lawfully dis-
closed dual agency is undesirable because it does noth-
ing to resolve the difficult role the cooperative broker
must play and does little to protect the home buyer (or
seller) during the transaction.?? Instead, it creates yet
more confusion for the broker without creating for the
seller or the buyer any increase in the broker’s duties or
representation.

Buyer’s Agency

Despite the industry’s tradition of subagency, a real estate
broker may represent a buyer and thus create a buyer’s
agency.?> Legally, nothing prevents a home buyer from
contracting directly with a broker for a personal and
exclusive representation.

Establishing A Buyer’s Agency

In a minority of states, courts have ruled that no sub-
agency relationship is established in a typical MLS trans-
action. Instead, the cooperative broker has been ruled the
agent of the buyer. The decisions of these courts were
based on either: (1) the specific facts of the case, or (2) the
view that the function of MLS is not a legal one. These
cases see the MLS’s role as simply a clearinghouse for
listing information between brokers. For example, in
Mead v. Hummel 26 the Arizona Supreme Court thought
the fact that the cooperative broker had been actively
seeking properties for the buyer was critical in finding that
a buyer’s agency existed. The Nebraska Supreme Court
pointed to the seller’s lack of control over the cooperative
broker's actions, among other factors, in its decision
establishing a buyer’s agency in Donahoo v. Home of the
Cood Shepherd.?” In Buffington v. Haas,?® the Arizona
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Supreme Court considered the seller's lack of contact
with the cooperative broker when it established a buyer’s
agency. In Wise v. Dawson,2? the Delaware court referred
to the Local Board of REALTORS® Manual, which sug-
gested that the MLS was merely an information service.
Furthermore, the Wise court believed that the brokers
themselves did not perceive the MLS as a vehicle for
establishing subagency; the court therefore found that no
agency relationship existed between the listing and coop-
erative brokers in this MLS transaction.

However, in the majority of states, courts have ruled that a
cooperative broker, in a typical MLS transaction with fee
splitting, is the subagent of the seller.30 These courts base
their holdings largely on one of two rationales. The first is
the understanding of the function of the MLS as a legal
one, i.e., that MLS establishes agency relationships be-
tween listing and cooperative brokers. This understand-
ing is bolstered by the NAR's multiple listing policy,
which specifically defines the MLS as a vehicle through
which listing brokers make unilateral subagency offers on
a blanket basis to all other MLS participants.®! The sec-
ond rationale, also quite strong, is that subagency is the
“custom of the industry.”32

Therefore, to establish a buyer’s agency in an MLS trans-
action in majority rule states,?? the cooperative broker
must expressly renounce the MLS subagency offer by
declaring his agency relationship with the buyer.}¥ The
seller can legally be the source of the cooperative broker’s
compensation.?> But, to avoid any undisclosed dual
agency allegations, the seller and listing broker should
expressly agree to the fee split while recognizing that the
cooperative broker is representing the buyer.3®

Buyer Agency Practices

What little is known about buyer’s agency practices is
primarily based on a 1981 study of single agency practices
conducted for the California State Department of Real
Estate.” In the area of residential single agency practices,
“single agency” was defined as “the practice of represen-
ting either the buyer or the seller, but never both in the
same transaction”.38. 39 The focus of the study was the
Menlo Park-Atherton MLS, which had eliminated sub-
agency. The listing agreement stated—and has stated
since the late 1970s —that the listing broker represents the
seller and the cooperative broker represents the
buyer.40. 41 Interestingly, this change in the listing agree-
ment was passed because the “Board strongly felt a need
to eliminate subagency in order to protect the seller.
Subagency was seen as a means to weaken the seller’s
position in a transaction since the cooperating broker (the
subagent) was expected to represent the interest of the
buyer . . . Subagency, it was felt, entailed ‘pseudo repre-
sentation’ only. The Board recognized the realities of the
marketplace where the cooperating broker is aligned
with the buyer.”42. 43

In the typical MLS subagency arrangement there is fee
(commission) splitting. The seller pays a commission
based on a percentage of the sale price which is then split
between the listing and cooperative brokers. Among
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Menlo Park-Atherton brokers, “a large majority of brokers
continue to split fees. Interviewees did not identify any
significant problems with the fee splitting method. Coop-
erating brokers don’t perceive a reduction in their effec-
tiveness in representing the buyer although they are
reimbursed by the seller.”#4. 45

The study attributed the limited use of single agency to: a
lack of information and enthusiasm about single agency
among the local MLSs;# a perceived lack of consumer
demand;#” and “uncertainty, and a degree of suspicion,
regarding the possible effects of the change on estab-
lished [MLS| practices.”#8 The California study con-
cluded that “the major motivation for brokers to practice
single agency is a commitment to a particular form of
‘professionalism’ of the real estate industry. This concep-
tion stresses clarity of obligations to a single client, [and]
effective representation in a (potentially) adversarial situ-
KON, cwmu 49

The study concluded that in the future “brokers may
begin to practice single agency increasingly to avoid legal
problems, given the confused state of case law,” and “the
single agency method can be expected to increase . . .
due to the fact that a networking effort is currently
underway . . . to promote the single agency method and
give single agency brokers an organizational focus”.50. 51
The study further noted that, while only the Menlo Park-
Atherton MLS had adopted single agency (as of 1981),
“several [other MLSs| are currently discussing the elim-
ination of subagency in favor of single agency under-
standings.” In 1984, the California, Sonoma County MLS
eliminated subagency from its listing agreement.>?

Industry Response

Within the real estate industry, NAR with over 800,000
members, is the nation’s largest trade and professional
association. It supports affiliated state associations and
local Boards of REALTORS® by participating actively and
aggressively in the resolution of political issues concern-
ing real estate.>? Through the local boards, NAR oversees
90 percent of the nation’s MLSs, and membership in MLS
is essential for a broker to compete and effectively market
homes in most areas.5* Clearly, NAR and its affiliates—
state associations, local boards and their MLSs —have the
legal, political, and institutional power to significantly
influence the advent of buyer's agency.

Of course, when agency began to emerge as an issue in
the late 1970s, the brokerage industry was reluctant to
change established business practices. Also, there was
concern that subagency would be eliminated by mandate
and buyers would be required to retain a broker. In
response, the industry mixed legitimate concerns with
natural resistance to change, 5> claiming such conse-
quences as commission arrangements may be threat-
ened’® and transaction costs may rise.>”

However, NAR now is addressing the agency issue and is
opening the door to buyer’s agency practices. The first
step in this process was to educate brokers. In 1986, NAR
developed a pamphlet for its members that discussed in
detail the agency issue and various agency arrangements,

including buyer’s brokerage.>® The booklet admonished
brokers to disclose their agency relationship to the buyer
and provided a sample disclosure notice form for this
purpose. Its trade magazine also has educated brokers
about their agency duties and alternatives.>?

In addition, NAR has responded to the challenge of
educating prospective buyers. Its 1986 Agency Task Force
Final Report®© developed the buyer disclosure form men-
tioned previously, which explains to the prospective
buyer the implications of subagency and further informs
buyers of their right to hire their own representative.®!
The task force, in its recommendations to the state asso-
ciations, suggested the adoption of the requirement that
“each licensee shall deliver the [disclosure notice] to
each prospective purchaser . ... Failure to deliver the
required Notice and obtain acknowledgement . . . may
be grounds for disciplinary action.”62 63 At least one
state real estate commission in Texas has adopted a
disclosure requirement similar to this proposal.®4 Along
with NARs push for required disclosure among its state
associations, numerous state legislatures currently are
considering, or have passed, laws to require agency
disclosure.®> For instance, California recently passed
such a disclosure regulation.®®

Since the education of brokers and buyers already has
begun, the next step will be to educate sellers. These
people are normally unaware that the cooperative broker
is their subagent. According to the FTC study, at least 74
percent of sellers believe that the cooperative broker is
the buyer’s agent.®” The difficulty begins with the stan-
dardized MLS contracts, which create subagency. As one
commentator notes, “In all probability, sellers rarely read
or understand the contents of the standard form listing
agreements they sign, nor do they give much thought to
the scope of their authorization of sub-agency.”®® Dis-
closure of agency, in plain and understandable language,
should be required for prospective sellers. Such dis-
closure should explain that the typical listing contract
creates subagency, and it should outline the legal impli-
cations of subagency.

In the future, buyer’s agency probably will be common-
place in the residential brokerage industry.*® The home
buyer is not interested in industry disaster speculations
nor in inconvenience to brokers who may be set in their
ways. As buyers discover from disclosure that they have
not been legally represented in cooperative sales, as
barriers such as industry discrimination and standardized
forms are removed, as more MLSs eliminate subagency
from the listing contract, buyer’s agency will inevitably
emerge.

Conclusion

Of the agency alternatives discussed in this article, only
one, buyer's agency, fully protects the rights and interests
of home buyers in a cooperative sale. Besides client-like
representation, buyer’s agency produces other benefits.
Buyer’s agency permits the buyer to gain access to a much
larger marketplace, because the buyer’s broker is
motivated to show the buver all available properties
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(including, for example, properties for sale by owner),
instead of the traditional broker’s showing, which usually
consists of properties listed in the MLS.

In a cooperative sale, a buver’s agency is advantageous to
brokers and to the seller. For the cooperative broker,
conflicts of interest and the risk of undisclosed dual
agency are minimized. Under the subagency model, both
the listing broker and the seller are liable for the acts of the
cooperative broker. This is especially unfair to the seller
who has little, if any, control over the cooperative broker.

The objective of this research is not to advocate the
elimination of subagency. Buver’s agency is simply an
alternative for home buyers, an alternative that they
should know about and that should be made available to
them. Some buyers may prefer to be treated as customers
rather than as clients and retain the right to work with
several brokers. As for home sellers, some may prefer
using a subagent; others may not want to be liable for the
acts of cooperative brokers or may be wary of the cooper-
ative broker’s true loyalty. Therefore, sellers should be
free to list their homes but not permit the listing broker to
use subagents.

Agency is a consumer issue. It concerns the consumer’s
right to be informed of agency relationships and his right
to freely choose the agency relationship that is best.
Brokers, as servants of the consumer, may serve them-
selves best if they make the interests of consumers the first
priority, work to educate consumers and strive to protect
the right of free choice.

NOTES

1. See reference 22, section 1.

2. According to a Federal Trade Commission consumer survey, 66
percent of brokered home sales involved cooperative brokers. See
reference 5, volume 1, p. 182.

3. See reference 23, pp. 770-771.

4. For example, paragraph 5 of the Exclusive Listing Agreement of
the Denton [Texas| Board of REALTORS®, Inc., reads as follows: “MUL-
TIPLE LISTING SERVICE[:] . . . Owner agrees that all members of said
IMLS] service and other BROKERS may cooperate with BROKER in
procuring or attempting to procure a Buyer for the property.”

5. See reference 22, section 5.

6. See reference 3, p. 402.

7. See references 6, 11, 12 and 23.

8. See reference 6, pp. 114-116.

9. Ingalls v. Rice, 511 S.W. 2d 78 (Tex. Civ. App.—Houston, 1974);
Cameron v. Terrell and Garrett, 618 S.W. 2d 535 (Tex. 1981); McRae v.
Bolstad, 646 P. 2d 771 (Wash. Civ. App. 1982); Fulton v. Aszman, 446
N.E. 2d 803 (Ohio App. 1983).

10. See reference 11, p. 634.

11. A note in the Harvard Law Review recommends, instead of relying
on agency law to impose tort liability on brokers, to require them,
without an act of the state legislatures, to inspect in some detail the
homes they would sell and to disclose all such information to prospec-
tive buyers. See reference 17. A “tort” is a civil wrong, independent of
contract or criminal law. For example, negligence is a frequently
litigated tort.

12. See references 9 and 25.

13. See reference 18 and reference 5, volume 1, p. 191.

14. See reference 5, volume 1, pp. 183-184.

15. This finding is further confirmed by a 1984 survey by the Hawaii
Real Estate Commission which found that 90 percent of the buyers who
dealt with a cooperative broker, thought they were represented by the
cooperative agent. See reference 13, p. 12 (citing reference 21, pp. 6-17
o 6-18).
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16. In practice, those brokers who consciously choose to act as dual
agents usually act merely as middlemen, bringing the parties together
and performing minimal tasks for either or both parties in order to
facilitate the transaction.

17. See reference 3, p. 418.

18. See reference 8, p. 390.

19. See reference 14, p. 10.

20. See reference 8, pp. 385, 389.

21. Other legal remedies are available to the plaintift. The plaintitt also
may sue for damages and return of the commission. See reterence 8, p.
390.

22. See reference 8, p. 390.

23. See reference 19, p. 54.

24. See references 4 and 10.

25. See reference 19, p. 91 and reference 4, pp. 679-680.

26, 58 Ariz. 462, 467, 121 P.2d 423, 425 (1942). This approach was
also used in Menzel v. Morse, 362 N.W.2d 465, 475 (lowa 1985).

27. 193 Neb. 586, 596-97, 228 N.W.2d 287, 293-94 (1975).

28. 124 Ariz. 36,37,601 P.2d 1320, 1321 (1979). See also, Menzel, 362
N. W.2d at 475.

29. 353 A.2d 207 (Del. Super. Ct. 1975).

30. Many of the “grandfather cases,” which later opinions point for
their rationales, were restraint of trade cases in which the court an-
alyzed the function of MLS. For examples, see United States v. Realty
Multi-List, 629 F.2d 1351 (5th Cir. 1980); Stortroen v. Beneficial Finance
Co., 736 P.2d 391 (Colo. 1987); and lowa v. Cedar Rapids Board of
Realtors®, 300 N.W. 2d 127 (1981). Of special interest is Frisell v.
Newman, 71 Wash. 2d 520, 429 P.2d 864 (1967), in which the court
found subagency in spite of the local MLS policy (not written into the
listing contract) that the cooperative broker was the buyer’s agent. The
court held that a local MLS could not change basic rules of agency by a
policy or regulation outside of the listing contract.

31. See reference 24, exhibit 2, p. 23.

32. For additional discussion on both minority and majority court
opinions, see reference 3, pp. 404-418.

33. Subagency may be created even though the property is not listed
with MLS. See reference 1, p. 29; reference 19, p. 167; and reference 3,
pp. 409 and 413-415.

34. Buyer's brokers practicing in minority rule states should also adopt
these procedures to avoid any possible dual agency allegations.

35. As long as the agency relation is clear, it does not matter legally
who pays the fee. See Velten v. Robertson, 671 P.2d 1011 (Co. 1983) and
Richardson v. DuPree, 122 S.E. 707 (Ga. 1924). However, if the agency
relationship is unclear, the courts probably will use the source of
payment to establish the nature of the agency relationship.

36. According to NAR, another reason for expressly establishing the
fee arrangement is, “if a cooperating broker so declares himself as an
agent of the buyer, the broker has no enforceable right to be compen-
sated as a subagent by reason of the subagency ofter extended through
the MLS ... . Any compensation arrangement between the listing
broker and a broker representing the buyer will have to be negotiated
outside of the MLS framework.” See reference 24, exhibit 2, p. 25-26.

While agency and fee split arrangements must be expressly estab-
lished, this does not mean they neccessarily have to be in writing, Not all
states require agency agreements (e.g., listing agreements) to be in
writing. See reference 24, exhibit 2, p. 2. However, regardless of
individual state laws, a prudent broker should put all agency and fee
split agreements in writing.

While most buyer’s brokers develop their own buyer’s listing agree-
ment forms, in Colorado, a buyer’s broker must use a state-approved
buyer's agency agreement. See reference 19, p. 89.

37. See reference 2.

38. See reference 13, p. 6.

39. The basic findings of the 1981 California study (reference 2) were
that, in California, the practice of single agency was extremely limited
and was oriented to commercial and investment transactions (p. 111,
These commercial brokers tended to work on their own or to have a
small sales staff, to belong to a local Board of REALTORS® (p. 29), and to
serve an established clientele who engaged in repeated commercial
transactions (p. 14). They did not always limit their practices exclusively
to single agency. Most entered into both dual and subagency arrange-
ments when necessary (p. 24). Compensation arrangements were flex-
ible, though the three basic methods were: a percentage of sale price, a
flat fee (usually contingent on sale), or an hourly wage (p. 27).
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40. See reference 2, pp. 21-22.

41. It should be noted that Menlo Park-Atherton is not the typical real
estate market. The acceptance of the MLS listing change is attributed to
sophisticated brokers and a wealthy and sophisticated clientele. To
illustrate, in 1981, the average Menlo Park-Atherton home sold for
$287,000. See reference 2, pp. 22-23.

42. See reference 2, p. 21.

43. Empirical evidence tends to support the board's suspicions. In the
1983 FTC study cited earlier, 62 percent of the surveyed buyers reported
that their brokers told them how low a price the seller would probably
accepl. See reference 5, buyer survey, question 53(d), p. 26.

44. See reference 2, pp. 27-28.

45. In the purest form of buver’s brokerage, both buver and seller pay
their respective agents. Of course, the obvious concern with fee splitting
is that if the fee is tied to a percentage of the sale price, the motivation of
the buver's broker to obtain the lowest price for the buyer is dubious.
Reilly (reference 19, pp. 94-95) suggests that some of the problems of fee
splitting could be reduced by using a net purchase price fee arrange-
ment. By this method, the buyer’s broker is paid a flat contingent fee, and
the buyer offers the seller the net purchase price (the purchase price less
the buyer’s broker's fee). Therefore, the buver pays his own broker, and
the fee is not tied to the purchase price. Yet, as noted by Reilly, the net
purchase price method sometimes causes confusion among the parties
and is therefore not widely used in the marketplace. Buvers, sellers,
brokers and outside participants such as lenders, appraisers and insurers
are accustomed to the standard fee splitting arrangement.

46. See reference 2, pp. 9-10

47. See reference 2, p. 20.

48. See reference 2, p. 20.

49. See reference 2, p. 28.

50. See reference 2, p. 31.

51. The increase in single agency awareness may be attributed largely
to the efforts of Who's Who in Creative Financing, Inc., and John Reilly.
Who's Who in Creative Financing, Inc., maintains a Buyers Broker
Registry, which identifies brokers trained to practice single agency. It
also publishes a quarterly newsletter, Agency Advocate, and other
information and tools neccessary for establishing a single agency
practice. In his book Agency Relationships in Real Estate, John Reilly
provides a “how to” guide for establishing alternative agency arrange-
ments. Sample buyer’s listing agreement forms (Exclusive Right-to-
Represent contracts) are provided, along with ample practical and legal
advice on the do's and don’ts of establishing a single agency practice.

52. See reference 3, p. 430.

53, See reference 5, volume 1, pp. 81-82.

54. See reference 5, volume 1, pp. 92-93.

55. Under subagency, the seller may be liable to the buyer for
misrepresentations of the cooperative broker. Rescission is a remedy for
such misrepresentations available to the buyer. However, if subagency is
eliminated, this remedy is not available to the buyer. “In such a situation,
the finding of agency between the buyer and selling |cooperative]
broker may be mare harmful to the buyer than beneficial, because the
buver would lose his action of rescission and restitution against the
seller.” See reference 23, p. 773, footnote 33,

In response, one commentator noted that the elimination of subagency
does not necessarily destroy the remedy of recission (see reference 3, p.

447), and further noted, “ ... discussion of the buvyer’s remedies
assumes litigation has commenced, ignoring the goal of stopping
litigation before it starts . . .. The efimination of subagency, by avoiding

confusing duties and the tendency to mislead consumers, should lead to
less dissatisfaction in real estate transactions, and hence less litigation.
This would undercut the harm that the buyer may suffer from the loss of
the rescission remedy.” See reference 3, p. 448. Even without the
remedy of rescission, the buyer still has recourse against the cooperative
broker. And, if the source of the misrepresentation is the listing broker,
the buyer may ultimately have recourse against the seller. See reference
8, p. 400-1, footnote 116.

56. With subagency, if a seller backs out of a deal twithout cause), the
cooperative broker still has a right to his commission. Under single
agency, and in the absence of a contractual agreement between the
cooperative broker and seller, the cooperative broker may have no legal
right to his commission. Therefore, it is reasoned, this threat to commis-
sions will reduce the number of cooperative sales, thereby reducing the
efficiency of the market. See reterence 1, p. 72.

As already discussed in this article, there is no threat to a cooperative
broker’s commission. The cooperative broker may be paid by the buyer.

Or, if the seller is to pay (standard fee split), the cooperative broker’s
commission is protected as long as the fee arrangement is part of an
express agreement.

57. Under single agency, the listing and cooperative brokers are
adversaries. Therefore, it is reasoned that less information on the
property will be provided to buyers by the listing broker and “[a]ddi-
tional cost might accrue to the buyer in order 1o obtain the desired
information.” See reterence |, p. 73.

This argument is questionable for several reasons. First, the objective of
home sellers is to market their houses, which is accomplished by
providing information to potential buyers. To limit normal marketing
information to a buyer’s broker, such a prohibiting property inspection,
will reduce the likelihood of sale and therefore is irrational. Regardless
of agency relationships, relevant unfavorable information must be
revealed. As already discussed, the listing broker has certain legal duties
to prospective purchasers. These include the duty to engage in fair and
honest business dealings and to disclose property defects. Second, the
empirical evidence suggests that single agency is normally practiced in
cooperative sales, even though the legal relationship is subagency.
Therefore, eliminating subagency should not significantly change trans-
action costs or the flow of information from its present state. This is
partially evidenced by the Menlo Park-Atherton MLS which eliminated
subagency and used the standard fee split. See reference 2, p. 27-28.

58. See reference 14.

59. See references 7, 15 and 16.

60. See reference 24.

61. The disclosure form is entitled, “Notice to Prospective Real Estate
Purchaser,” and states, “As a prospective purchaser vou should know
that: Generally, the listing and cooperative (selling) brokers are the
agents of the seller. Their fiduciary duties of loyalty and faithfulness are
owed to their client (the seller.” The disclosure form further states, “If
vou choose to have a real estate broker represent you as your agent, you
should: Enter into a written contract that clearly establishes the obliga-
tions of both parties.” See reterence 14, unnumbered pages which
would be 22 and 23.

62. See reference 24, p. 14

63. The Task Force further advised: The Multiple Listing Policy Com-
mittee should review existing MLS Rules and Policies to identify those
changes that should be made and those new structures that should be
developed 1o better accommodate sellers who do not wish to sell
through subagents and buyers who desire independent representation.

The Professional Standards Committee should review existing articles
of the Code of Ethics, Standards of Practice and case interpretations to
identiry those that are predicated on an assumed subagency relation-
ship between listing and selling broker and propose clarifications and
modifications that would govern REALTORS® functioning in an adver-
sarial relationship.

The Legal Education Subcommittee and Legal Action Committee
should prepare for issuance to all member boards a comprehensive
“Agency Education Program” including, but not limited to, the follow-
ing: preparation of materials relating to buyers” brokerage — including
agency agreements and descriptions of rights and obligations as distin-
guished from those of listing brokerages. See reference 24, pp. 15-16.

64. Rule of the Texas Real Estate Commission, Sec. 535.162, “Dis-
closure of Agency-Residential,” effective September 1988.

65. See reference 20.

66. Cal. Civ. Code §82373-2382 (West Supp. 1987)(effective January
1, 1988).

67. See reference 5, volume 1, p. 191, footnote 57 3.

68. See reference 3, p. 420.

69. This research has focused on agency law and issues in the
residential brokerage industry. The findings presented here do not
necessarily apply to the commercial brokerage industry. The courts
have a different perception of the private home buyer and the commer-
cial property investor. The agency issues in the residential brokerage
industry arise because the courts wish to protect home buyers and
sellers. However, the authors anticipate that no such protection would
be afforded to commercial investors. Therefore, the agency case law for
commercial brokerage will probably be different from that of residential
brokerage.
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MORTGAGE PREPAYMENT ANALYSIS: A
COMPUTERIZED APPROACH

Although prepayment of a mortgage usually

is not considered to be an investment
alternative, it offers benefits to borrowers
and lenders.

by Robert O. Kirby and Robert T. Nash

he purchase of a home is one of the most important

financial decisions that an individual will make.
After all, when the home owner obtains a mortgage, its
terms will have an impact on his financial condition for
most of his working life.
Financial intermediaries have developed and promoted
many innovative mortgage packages in an attempt to
cater to changing conditions in the mortgage market. In
addition to the standard, level payment, fixed-rate mort-
gage, the industry has developed ARMs, GPMs, SAMs,
RAMs, GEMs, and the latest, ARMLOCK mortgages. Each
has unique advantages for borrowers, and each provides
a degree of safety and marketability to the lender.

Due to the long-term nature of the mortgage contract, the
home owner must carefully weigh many factors when
selecting one mortgage over another. The proliferation of
choices has complicated this decision-making process.
As a result, the mortage loan market has become much
more sophisticated, and increased demands have been
placed on conventional analytical techniques. In more
and more instances, microcomputer applications are
replacing the calculator as the tools of the mortgage
advisor.

Prepayment Option

Often, after several years of paying on a mortgage, the
borrower, due to career advances or other reasons, finds
himself in a position to seek new market investments.
One alternative that is not usually considered as an
investment is the prepayment of the mortgage loan.

Robert O. Kirby is assistant dean for academic aftairs in the College of
Business Administration at Texas A & | University, Kingsville, Texas. He
received his DBA degree from Texas Tech University. He currently is a
full professor in the department of finance and teaches real estate part
time

Robert T. Nash is dean of the College of Business Administration at Texas
A & I University. He received his Ph.D. degree from Texas A& M
University. He also teaches real estate part time

Earlier articles have discussed the concept of mortgage
loan prepayment and have pointed out how the prepay-
ment decision is reached by the individual on the basis of
liquidity, profitability and, in some instances, mar-
ketability.!2 However, it rarely has been made clear that
mortgage prepayment possesses exceptional merit as a
market investment and that prepayment may be pro-
moted as such to home owners.

Mortgage prepayment contains the three basic elements
that any investor will likely take into account when
considering a market investment. Harold ). Bierman lists
them as follows:

1. The time value of money; funds at different times
have different values.

2. The uncertainty of outcomes; attitudes toward risk
are relevant.

3. The value of the information; the uncertain flows
are spread out through time and at present there is
no information as to the outcome.?

The intriguing feature of the mortgage prepayment is that

it holds advantages for borrowers and lenders alike. The
intent of this article is to clearly depict those advantages
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and provide a mechanism for proving the validity of the
concept of mortgage prepayment as an investment.

Lenders” Advantage

From the standpoint of the lender, there are several types
of risk inherent in any lending decision. Most basic
business finance textbooks categorize them as:

1. Default risk

2. Interest rate risk

3. Purchasing power risk
4. Liquidity risk*

Default risk is associated with the possibility that the
borrower will not be able to make interest pavments or to
repay the principal amount on schedule. Generally, mort-
gage lenders are relatively free from default risk because
the loans are made for less than the value of the property.
Default risk has grown for mortgage lenders, however,
because declining property values in some parts of the
country over the past few years have forced many home
mortgages to be defaulted.

Interest rate risk relates to the possibility that investors will
be faced with a loss because of changing interest rates.
The prices of long-term securities are much more sensi-
tive to changes in interest rates than are the prices of
short-term securities. Usually, since home loans are long-
term, they are susceptible to interest rate risk, and the
longer the term of the home loan, the greater the interest
rate risk.

Many loans made at low interest rates are very costly to
lending institutions. When interest rates are relatively
low, the risk to the lender increases because the potential
exists for interest rates to rise in the future. In such a case,
the loan will earn a rate of interest that is lower than the
current market rate.

Purchasing power risk is the risk that inflation will reduce
the purchasing power of a given sum of money. During
periods of stability, an anticipated inflation premium is
not incorporated into a loan. The loan is made with
valuable dollars, but, as inflation rises, the loan is repaid
with inflated, cheaper dollars. Purchasing power risk is
associated with many, or perhaps most, home loans
because of their long-term maturities.

Liquidity risk (marketability risk) relates to the possibility
that a financial institution’s securities may not be sold in
secondary markets at a reasonable price on short notice.
It is not unusual for financial institutions seeking liquidity
to discount or even sell part of their portfolios. For
example, when an institution finds itself in a position of a
reserve deficiency, it must sell or discount some of its
securities in order to increase its reserves. Home loans
generally are long term; so they are subject to this risk.

Obviously, the above mentioned risks can be controlled
more effectively by a lending institution if its investments
are in shorter term maturities. Making home loan bor-
rowers aware of prepayment opportunities as an invest-
ment alternative may be a step in the right direction. In
order for the lender to promote this idea, however, a

40

definite advantage or gain must clearly be presented to
the borrower.

Borrowers’ Advantage

By increasing the monthly payment on his mortgage, the
borrower:

» will receive, in almost every instance, a competitive
rate of return on the prepayment

» will reduce the number of years over which he will
pay the mortgage loan

» will reduce his total interest payment, perhaps by
thousands of dollars

» will build up increased equity in the investment

When an individual home owner decides to invest in the
market, he assumes the normal position of the lender and
becomes subject to all market risks. It follows, then, that
once the investment is made, the home owner/investor
faces default risk, interest rate risk, purchasing power risk
and liquidity risk.

The mortgage prepayment option, which negates or re-
duces these risks and provides a greater return than is
available in the market for other low-risk securities,
clearly warrants consideration. The most attractive fea-
ture of the mortgage prepayment decision as an invest-
ment is the fact that it is virtually risk free, and such
investments tend to be short-term. Mortgage prepayment
changes a long-term obligation into a short-term invest-
ment strategy and decreases market risks. Because the
holder of the loan is prepaying his own loan, there is no
default risk as long as the holder of the loan makes the
monthly prepayment. Also, because the holder of the
loan is paying off the mortgage at a faster rate, there is less
risk from rising interest rates or inflation and less chance
that the loan holder will be unable to sell securities on
short notice.

In addition to being risk free, mortgage prepayment
generates a more than competitive market rate of return.
As the Table shows, mortgage interest rates normally are
higher than the vields on market investments that are
considered to be risk free (i.e., Treasury bills, U.S. Treas-
ury notes and bonds, and short-term certificates of de-
positl. Mortgage interest rates are higher because lending
institutions add premiums to compensate for their own
risks.

Prepayment Yield

Since all the ingredients of a normal investment are
present with a mortgage prepayment, conventional in-
vestment theory provides the basis for analyzing the yield
from prepayment. Just as any investment alternative may
be analyzed in terms of discounted cash flow theory, so
may mortgage prepayment decisions be analyzed. By
evaluating the savings or benefit to be gained through the
reduction of the term of the loan balanced against the
increase in payment needed to reduce the loan term,
traditional investment analysis shows that the calculated
rate of return on the mortgage prepayment is equal to the
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TABLE

Relationships Between Mortgage Rates And Risk-Free Market Rates

Veterans'
Administration
Federal
Housing Conventional U.S. Treasury Bills Certificates U.S. Treasury
Selected Authority Mortgage Loan Secondary Markets Of Deposit Notes & Bonds
Years* Rates (Effective Rate) 3 mo 6 mo 1yr 1 mo 3 mo 6 mo 1yr 2yr 5yr
1975 8.0- 9.0 8.92 5.80 6.11 6.30 6.76 -- 7T
1977 8.0 8.82 5.27 5.53 5.75 6.09 6.45 6.99
1978 8.5- 9.0 9.37 7.19 7.58 7.74 -- - -- 8.34 8.34 8.29
1980 11.5-13.0 12.46 11.43 11.37 10.89 12.91 13.07 12.99 12.05 1027 11.48
1981 13.5-17.5 14.39 14.03 13.80 13.14 15.91 15.91 15.77 14.78 14.56 14.24
1982 12.5-15.5 14.73 8.31 8.41 8.49 9.06 9.19 9.31 9.23 9.86 10.56
1986 9.5-10.5 9.87 5.98 6.03 6.08 6.61 6.52 6.51 6.46 6.87 7
1987 ** 9.0-10.5 9.28 5417 593 6.30 6.96 7.42 7.50 6.73 7.60 8.38
* Ditterent vears are used to retlect times when rates were high and when thev were relatively low
** Money and capital market rates for October 30, 1987,

Sources: federal Reserve Bulletin. selected issues. Washington, D.(

Board ot Governors of the Federal Reserve System.

Real fstate Finance and Housing, 1988 Outlook and facthook, Washington, D.C.: Mortgage Bankers Association of America, 1988

mortgage interest rate and represents the risk-free yield
on the investment.

Model

The mortgage prepayment decision may be analyzed
easily on a microcomputer using Lotus 1-2-3 software.
Even though the calculations may be made with a hand-
held calculator, the process is long and tedious. It is much
easier and considerably faster to analyze mortgage pre-
payment yields on a microcomputer using spreadsheet
software, especially if such analysis will be made on a
frequent basis.

The following model presents the present value dollar
savings on the mortgage prepayment, the new term of the
loan, and verification of the prepayment yield.

Mortgage prepayment involves either (1) an increase in
the current monthly payment schedule or (2) a lump-sum
payment. Since the normal procedure for amortizing a
loan adheres to a monthly payment format, the model is
limited to that analysis.

The adjustment in the monthly payment may be deter-
mined in either of two wavys:

1. Select any affordable amount and increase the
monthly payment accordingly.

2. Determine the length of time one wishes to reduce
the term of the mortgage loan and the monthly
payment amount that will accomplish the
reduction.

Conventional analysis of an investment rate of return or
prepayment yield determines the rate of return provided
by the benefit stream relative to the cost required to
generate the stream of benefits. The analysis of the pre-
payment decision is simplified as follows:

[Mb(1/az,) — (MPo)] (am,) = MPolazg) (Vo)

n o
Where: Mb = Current mortgage loan balance for the

appropriate interest rate and term

1/a;n = Term for the partial payment factor
(amortization)
a = New mortgage term for new payment

MPo = Original monthly mortgage payment
a;,;» = Present worth of one-per period
& = Current mortgage term minus the new
mortgage term

& Present worth of one

The left-hand side of the equation reflects the cost that is
required to generate the benefit stream, and the right-
hand side reflects the benefit that is received by shorten-
ing the loan term.

Il

Example: The current balance on a $70,000, 30-year, 10
percent original mortgage is $67,602.02. At the end of
vear 5, the borrower decides to reduce the mortgage term
to 15 years (180 months). As a result, the original principal
and interest payment of $614.30 is increased to $736.45.

Substituting for the model:

[$67,602.02.010746) — ($614.30)] (93.057438) =
$614.30 (75.671163) (.224521)

Present Value Cost = Present Value Benefit $10,436

The present value costs and benefits equate at a unique
discountrate of 10 percent, which verifies the yield on the
prepayment investment.

When the mortgage rate is higher than alternative safe
market rates, the true benefit from prepaying the mort-
gage is in the dollar savings. The nominal dollar savings
resulting from mortgage prepayment are easily calcu-
lated. Since the term of the loan in the example is reduced
by 120 months, as a result of a $112.15 increase in
monthly payments, the nominal dollar savings are
$73,716 ($614.30 x 120 months) less $20,187 ($112.15
* 180 months) which is $53,529.

However, the real savings are determined by comparing
the results of investing the increased payment in the
market or in the mortgage prepayment. Assume that the
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market rate is 7 percent, the next best alternative rate to
the prepayment yield of 10 percent as in the example. If
the $112.15 increase in monthly payments is invested in
the market, it will generate $35,547.32 at the end of 180
months.

If, however, the $112.15 is used to prepay the mortgage,
the mortgage will be reduced by 120 months. The mort-
gage reduction will be similar to an annuity, i.e., the
original payment of $614.30 will accrue to the home
owner for 120 months. The annuity is deferred for 180
months, the term of the new mortgage contract, but the
present value of the annuity of the mortgage term is
$52,907.41.

In order to calculate present value, both sums are dis-
counted for 180 periods at the market rate of interest.
Since the prepavment yield is no longer available, the
market rate becomes the discount rate. The present value
of the market investment is $12,477, while the present
value of the mortgage prepayment is $18,570. The mort-
gage prepayment is clearly the better investment alterna-
tive, and the difference of $6,093 represents the present
value dollar advantage of the mortgage prepayment over
the market investment.

The decision to prepay a mortgage loan must be made in
light of alternative investments available to the investor
for the same time period. If the mortgage prepayment
vield exceeds alternative yields that are available for the
same time period on virtually risk-free investments, the
prepayment decision will prove to be advantageous for
the borrower.

Conclusion

Mortgage prepayment usually is not considered as a
capital investment. However, increasing the amount by
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which one repays a mortgage affords advantages that
normally are not found in alternative market investments.
For instance, when prepayment begins early in the mort-
gage term, the investor receives competitive returns while
he reduces the holding period of the loan, reduces inter-
est expense and increases equity. When a loan is fully
amortized before its normal maturity date, the lender’s
risk is lowered and equity is increased.

What must be remembered is that mortgage prepayment
has a cost which, in turn, generates a benefit stream. This
benefit stream may be evaluated just as any other market
investment. By utilizing the model presented, an invest-
ment rate of return for a mortgage prepayment may be
calculated and compared with expected returns from
other market investments. The present value of the benefit
stream also may be calculated to complete the traditional
evaluation process. The investor simply compares the
economic benefits associated with prepayment to those
associated with other market alternatives to find which
will be the most profitable investment. When investors
consider the fact that the mortgage prepayment vield is
virtually risk-free, mortgage prepayment becomes very
appealing as an investment option.

NOTES

1. Friedman, Jack P, “Should you prepay vour mortgage?” Tierra
Grande, Second Quarter, 1979.

2. Kirby, Robert O., “Mortgage prepayment: An investment decision,”
The Real Estate Appraiser and Analyst, First Quarter, 1981. Volume 47,
Number 1.

3. Bierman, Harold, |r., Financial Policy Decisions, London: The
Macmillan Company/Collier-Macmillan Limited (1970) p. 67.

4. Weston, ). Fred and Eugene F. Brigham, £ssentials of Managerial
finance, 8th ed. Chicago: The Dryden Press, (1987) pp 380-381.

REAL ESTATE ISSUES, SPRING/SUMMER 1989



Jack of All Trades Often Requires a Team Approach

A CRE’S VIEWPOINT

by Scott C. Langley, CRE

eal estate counselors combine

their powers of concentration,
intelligence and imagination with a
genuine desire to help people and to
pursue answers for often difficult
questions. The profession’s future
growth and integrity depends on its
ability to attract and nourish people
with these qualities. One is the ability
to recognize professional limitations
and to know when to involve another
expert. Real estate offers a wide range
of services, which usually calls for a
team approach to problem solving.

Counseling is such a broad generic
term that its direct application to the
real estate business often is misun-
derstood, misused and misinter-
preted. Everyone, in a sense, is a
counselor in realty matters, including
the neighbor next door. Amateur ad-
vice may have been sound in bygone
days, but today's complicated real
estate market dictates it is in the
buyer’s or seller’s best interest to get
the soundest professional real estate
advice before making commitments.

Therefore, in an age of specializa-
tion, the real estate counselor must
know his limits in offering realty ad-
vice and recognize the potential for
calling in another expert. This is true
whether the counselor was groomed

Scott C. Langley, CRE, MAI, is regional vice
president of the Financial Services Group of
Cushman & Wakefield, Portland, Oregon, and
a frequent guest lecturer to business and indus-
try. Langley operates in the Pacific Northwest,
with offices in both Portland and Seattle, Wash-
ington. His professional activities are focused
on the real estate investment market and in-
clude investment brokerage, financing and ad-
visory services.

This commentary was adapted from a paper
presented at the 14th Pan Pacific Congress,
Christchurch, New Zealand, in March 1988.
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in the profession as a specialistor as a
“jack of all trades.” The professional
real estate counselor understands the
problem solving process and can
form a team of competent realty ex-
perts, either acting as a member of
that team or functioning solely as the
quarterback for the client in resolv-
ing the issue.

Real estate counseling or advising is
more an art than a science, and this
fact is lost on many practitioners in
their effort to systematically analyze
market behavior. Success can be
measured in two ways: the coun-
selor’s ability to properly define the
problem and the degree to which the
counselor solves the problem. Some
practitioners are too inexperienced
to recognize their limitations. Thus
the question arises, “Practitioner ad-
vising—where do vou stop?” The an-
swer results from an awareness de-
veloped through years of empirical
experience which defines the funda-
mental qualities of real estate coun-
seling as judgment, knowledge and
integrity.

Fundamental Qualities Of A Real
Estate Counselor

The American Society of Real Estate
Counselors defines counseling as
“providing competent disinterested
and unbiased advice, professional
guidance and sound judgment in di-
versified problems in the broad field
of real estate involving any or all
segments of the business, such as
merchandising, leasing, manage-
ment, planning, financing, apprais-
ing, court testimony and other similar
services. Counseling may involve the
utilization of any or all of these func-
tions.” The CRE (Counselor of Real
Estate) designation is awarded to the
counselor by his peers, members of
the American Society of Real Estate

Counselors. A counselor must pos-
sess the qualities of judgment, knowl-
edge and integrity that are expected
of a professional real estate consul-
tant. The Society’s founders felt that a
written examination for membership
which covered real estate knowledge
left out two major prerequisites for a
counselor: judgment and integrity.
These could only be measured by the
respect that the consultant held in his
own community and by his perfor-
mance in actually serving his clients.
What are these qualities known as
judgment, knowledge and integrity,
and how are they quantified as quali-
ties of a competent and professional
real estate counselor?

Judgment

Judgment is the power or ability to
decide on the basis of evidence, and
some say it is the highest of the hu-
man faculties. Good judgment is a
rather subjective term that connotes a
trial and error process for which the
consensus of professional colleagues
often is most favorable.

Some say that to judge rightly of the
present, the present must be opposed
to the past, for all judgment is com-
parative. Real estate counselors try to
remain objective with each client,
butitisonly natural to apply previous
findings when solving new prob-
lems. There is no substitute for expe-
rience in understanding realty issues,
but relying on the past can become a
pitfall for consultants too sponta-
neous in their judgment. Real estate
counseling is a perilous profession,
because many problems await even
the most seasoned practitioner. Pro-
viding sound advice consistently as
business pressures build up is a con-
stant challenge.
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Judgments are required in real estate
counseling that cannot be supported
by quantitative data or proven scien-
tifically. Disguising these judgments,
without analysis, behind the intricate
structure of statistics is deceiving and
signals a lack of competency.

Solving real estate issues is not an
easy assignment, partly because
completely objective and absolute
answers are seldom the result. Good
consultants must draw upon many
resources, not the least of which are
their senses, in order to approach the
level of comfort presented by a sys-
tematic mathematical approach. All
of these conclusions are still judg-
ments; but they are the best possible.

Of particular importance is the judg-
ment needed to structure the primary
problem solving technique, defining
the problem, identifying the critical
issues and formulating a research
strategy. Unfortunately, these essen-
tial problem solving elements often
are quickly looked over in the rush to
get started.

Knowledge

It has been said that if a little knowl-
edge is dangerous, where is the man
who has so much as to be out of
danger? Knowledge is the fact or con-
dition of possessing through instruc-
tion, study, research or experience
one or more truths, facts, principles
or other objects of perception.

A real estate counselor should be
thought of as a trained, competent
practitioner who brings stability and
security to the marketplace through
an ability to gather and analyze rele-
vant facts, and evaluate whether
these facts, coupled with anticipated
trends or conditions, form an accept-
able basis for a proposed course of
action.

As one moves the analytical process
further into the future, it deals less
with facts and more with anticipa-
tion, interpretation and prediction.
Some practitioners think there are no
objective facts and that every report
based on facts is only somebody’s
opinion. It can, therefore, be useless
to render advice based on facts, un-
less the opinions expressed are the
consensus of a team of competent
experlts.
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Our world continues to grow smaller
and smaller because of advance-
ments in communication and spe-
cialization. The latter is perhaps one
of the most critical changes we have
experienced in the last 40 vears.
Gone are the days of the general
practitioner. Because of the complex-
ities of the business world, we have
been forced to develop specialized
expertise. One of the major prob-
lems, however, is that many special-
ists have had improper training as
generalists.

The real estate counselor must pro-
vide his client with a total service
which can and should reflect direct
or indirect profits or savings. But, in
this responsibility to the client, the
real estate consultant must provide
diversified expertise. The practitioner
who is totally familiar with real estate
values might have little knowledge of
investment brokerage techniques or
the application of financial analysis
or marketability analysis. For the
same reason that a law firm has the
full spectrum of specialists, a real
estate consulting firm also needs to
offer the same type of full service.
Although each of these professionals
specialize in a certain area, they con-
tribute their joint talents to solve
problems which can involve two or
three or more of the areas previously
mentioned. A real estate consulting
firm must offer this array of service.
The service should begin by helping
the client to define his goals and
objectives in any particular endeavor
that involves real estate.

Integrity

Integrity is honesty, and an honest
person is respected. Today, the public
seems to believe that throughout the
business world shrewd practice is ad-
mired and deliberate misrepresenta-
tion is the norm. The only crime in-
volved is getting caught. To think that
such a standard is expected and that
vou cannot succeed in business with-
out it is ludicrous.

Integrity is an uncompromising ad-
herence to a code of moral, artistic,
or other values which are utterly sin-
cere, honest and candid. Integrity is
the avoidance of deception, expe-
diency, artificiality or shallowness of
any kind.

Our society is motivated by a blind
desire for success often gauged pri-
marily in pecuniary terms. Fre-
quently, the dollar becomes the only
measure of success, but it needs to be
balanced with self respect, pride in
one’s work and the esteem of others.
Mastery of professional skills, knowl-
edge and experience are admirable
goals replete with their own rewards.

In this world, there are temptations,
pressures and moral gray areas. One
always has to make choices, exercise
judgment and make personal deci-
sions. Integrity is a personal matter
foreach to wrestle with, and how one
does this is demonstrated by what is
done, not by what is said.

Judgment and knowledge are sec-
ondary to the intrinsic qualities that
shape a person’s work ethic, aptitude
and character. The three fundamen-
tal qualities of a competent and pro-
fessional real estate counselor are
simply the fundamental qualities
sought in retaining any professional
to conduct one’s personal business.

Real Estate Counseling As A
Profession

The need and demand for unbiased
professional real estate advice is in-
creasing with the growing complex-
ity and value of today's transactions.
Individuals, estates, corporations,
government offices and institutions
now recognize the value of objective
counsel. Traditionally, these same in-
vestors consulted with attorneys, tax
accountants and other specialists
who may or may not have been in-
formed concerning the real estate
industry.

Real estate counseling is a confiden-
tial relationship with a client that re-
quires the counselor’s best judgment
based on research, experience and
knowledge to recommend a course
of action and a professional solution
to a real estate-related problem.

Often, however, the public is gener-
ally unfamiliar with this group of real
estate professionals, and a plethora of
questions frequently arise regarding
the counselor’s service, expertise and
means of compensation.

For the investor or builder, a coun-

selor provides expert assistance in
acquisition and disposition, land use
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and marketability studies, financing,
leasing and asset management, to
name a few. Individual owners, users,
banks, savings and loan associations,
insurance, finance and trust com-
panies need the CRE's service for all
types of advice on real estate invest-
ments and other matters related to
real estate. Frequently, a counselor
performs the function of a real estate
department within a corporation,
municipality or government agency.

Belonging to the Society, members
profit from the advantages of net-
working and referral opportunity.
Members can confer with each other
within their local geographical areas,
as well as correspond with members
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in any part of the country or abroad
when completing a counseling as-
sighment. Those in the real estate
consulting field cannot, of necessity,
specialize in only one aspect of real
estate without considering the impli-
cations of all factors affecting the fi-
nal decision to acquire, dispose or
develop a piece or property. A con-
sultant must not only be an expert in
all of the necessary specialties but
must also have the ability to focus on
local market problems and to align
himself with other experts.

The focus today is on the firms that
have qualified professionals in the
various classifications of real estate
and within the various geographic

regions of the country or world.
However, the old master type of real
estate consultant is still preferred, but
only with the proper support group of
practitioners with diverse specialties
and market expertise.

The real estate practitioner should
strive for professionalism and know
his limitations when offering advice.
Resolving real estate issues today re-
quires diversified expertise and con-
sequently a team approach. The
question, “Practitioner advising —
where do you stop?” is one each
practitioner must answer for himself
based on his professional judgment,
knowledge and integrity.
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Call for Articles

Real Estate [ssues is interested in publishing articles re-
flective of current industry happenings and the trends
influencing tomorrow’s market. Consider writing on the

tol

lowing topics when submitting an article to Real Estate

Issues:

International Counseling
Development and Urbanization of the Suburbs

Impact of Traffic and Traffic Mitigation on Development
Corporate Real Estate Divestiture Strategies
Development Opportunities in Emerging Ethnic
Communities
Real Estate Returns—
Institutional Portfolios
Development Portfolios
Geographical/Property Differentials

THE BALLARD AWARD MANUSCRIPT SUBMISSION INFORMATION

The editorial board of Real Estate Issues (REI) is accept-
ing manuscripts in competition for the 1989 Ballard
Award. The competition is open to members of the
American Society of Real Estate Counselors and other
real estate professionals. The $500 cash award and
plaque is presented in November during the Society’s

annual convention to the author(s) whose manuscript
best exemplifies the high standards of content main-
tained in the journal. Any articles published in RE/
during the 1989 calendar year (Spring/Summer and
Fall/Winter editions) are eligible for consideration and
must be submitted by August 1, 1989,

Contributor Information for Real Estate Issues

The journal is published twice a year (Spring/Summer
and Fall/Winter), and reaches a lucrative segment of
the real estate industry as well as an impressive cross
section of professionals in related industries.

Subscribers to Real Estate Issues are primarily the
owners, chairmen, presidents and vice presidents of
real estate companies, financial corporations, prop-
erty companies, banks, management companies, li-
braries and Realtor® boards throughout the country;
professors and university personnel; and professionals
in S&Ls, insurance companies and law firms.

Real Estate Issues is published for the benefit of the CRE
(Counselor of Real Estate) and other real estate profes-
sionals, planners, architects, developers, economists,
politicians, scientists and sociologists. It focuses on
approaches, both theoretical and empirical, to timely
problems and topics in the field of real estate. Manu-
scripts are invited and should be addressed to:

Rocky Tarantello, Editor in chief

Real Estate Issues

American Society of Real Estate Counselors
430 N. Michigan Avenue

Chicago, IL 60611

Review Process
All manuscripts are reviewed by three members of
the editorial board with the author’s name(s) kept

anonymous. When accepted, the manuscript with the
recommended changes are returned to the author for
revision. If the manuscript is not accepted, the author
is notified by letter.

Every effort will be made to notify the author of the
acceptance or rejection of the manuscript at the ear-
liest possible date. Upon publication, copyrightis held
by the American Society of Real Estate Counselors. The
publisher will not refuse any reasonable request by the
author for permission to reproduce any of his contribu-
tions to the journal.

Manuscript Preparation

1. All submitted materials, including abstract, text and
notes, are to be typed double-spaced with wide mar-
gins. No page limit is imposed. Submit five copies of
the manuscript, accompanied by a 50- to 100-word
abstract and a brief biographical statement.

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

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

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

50




AMERICAN SOCIETY OF

REAL ESTATE
COUNSELORS §

,[n'mmr.f\

Contaminated Properties:
Investors & Industry Beware!

The Adolphus, Dallas, Texas
Tuesday, November 7, 1989
8:30am-4:30pm

This all-day workshop provides a forum of exchange among experts in hazardous materials and contam-
ination, the laws regulating hazardous substances. the problems of liability, and the etfect of contamination
on property value. Industry leaders present an overview of the important issues posed by contaminated
property, and question and answer sessions enable participants to focus on keyv issues of risk and lability.

Who Should Attend: What You Will Learn:
® Developers/builders ® What state and tederal laws demand
® Appraisers ® How the market is responding
® Real estate consultants ® How to avoid liability
® linancial managers ® What is a clean property
® [ndustrial property owners ® Where to go for advice

Registration Fee:
® (CREs: $150 (8175 after October 10)
® Nonmembers: $175 (5200 after October 10)
Registraton fee includes workshop materials and lunch.
For more information, contact Janet Drover at the American Society of Real Estate Counselors,
130 North Michigan Avenue, Chicago, Illinois 60611, 312.329.8427.
Registration Form

Contaminated Properties:
Investors and Industry Beware!

I'he Adolphus, Dallas, Texas
November 7, 1989
One person per registration. Please print. Photocopies aceepted.

Name Nickname for badge

Title Firm -

Address = —

Ciny o i S Zip T
Phone FAX B
FEES: Workshop fee includes non-refundable S50 processing charge.

NO refunds are 1ssued after October 24.

PAYMENT: ] check enclosed forS ___ (pavable to ASREC)
O charge my creditcard $ [ MasterCard [] Visa
(38-336-33%5
Expiration Date Card Numbei —

Cardholder’s Signature B

Print name as it appears on card =
RETURN TO: American Society of Real Estate Counselors

130 North Michigan Avenue

Chicago, Hhinois 60611-4089




How to Perform

Reprint of a Sell Out

i Learn the procedures and information needed to evaluate the
i LConomic feasibility of d lodging facility
oy w78 easibility of a proposed lodging facility.
FeaSIblllty StUdy The most important components of such a study are a forecast
of the economic values and the estimated cost of the project. A
of a Propose

case study of a proposed hotel or motel in upstate New York
Hotel/Motel illustrates the steps taken to determine these values and costs.

Stephen Rushmore, CRE

il
=

Describes nine steps to complete a « forecast of income and expense
feasibility study + economic value estimate

* site review » estimate of total project cost

* market demand = return on investment analysis

» quantification
« competitive analysis

« facilities and concept 104 pages. maps, graphs, photos,
recommendations and over 100 charts and tables

ORDER NOW! How to Perform an Economic Feasibility
CREs $21.50 Study of a Proposed Hotel/Motel
Nonmembers $24.00

AMERICAN SOCIETY OF )

REALESTATE & Check for ¢ enclosed, payable to ASREC. Payment must accompany this form 38-447-390

COUNSELORS ___ Visa ___ MasterCard MNumber ExpirationDate___

430 N. Michigan Signature

Chicago. IL
60611-4089
312.329.8427
FAX: 312.329.8881

____lam interested in obtaining information about other publications from ASREC

__ lamamemberof ___AIREA ___IREM ___RNMI_ ULl ___Other
Name Address

Firm City/State/Zip

Title Phone

w
[2%]






