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Editor in chief

! t is well documented that national real estate
! markets are not in great shape. In most areas,
I property values are sagging, and both residential
and commercial construction activity have declined
substantially. Few markets have yet to exhibit any
visible improvement in sales and leasing activity.

Generally, most experts agree that market ac-
tivity will not return to the rapid pace of the last
decade for some time. Overbuilding, recession and
consumer reluctance are impacting the broad eco-
nomic environment that is shaping the next severaf
years. At the same time, notwithstanding these im-
mediate concerns, the general real estate market
continues to benefit from long- term growth in both
population and employment, a combination which
brings market stability and underlying value.

But for real estate counselors and other property
specialists, market conditions must be ad&essed
head-on with a clear understanding that the hous-
ing and commercia-l markets will recover although
probably at different times. While many owners and
investors prefer simply to sit tight and wait to see
what happens, rea-l estate counselors are seeking so-
lutions for those unfortunate casualties who cannot
afford a benigrr wait-and-see stratery. Home sellers,
landlords of vacant space, construction companies
and foreclosing linancial institutions seem particu-
Iarly at risk. These industry groups particularly are
fertile areas for the level-headed application of sound
counseling advice.

Time and solid problem-solving eventually will
cure the ills of today's real estate markets. Mean-
while, it is almost safe to say that if the worst is not
yet over, it certainly will be soon.
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WAYNE D.
HAGOOD
RECEIVES THE
LOUSE L. AND
Y.T. LUM
AWARD

III avne D. Hasood. CRE. chairmaa emeritus of
llf Fiagood Rel.lty Adrisors, Inc., Fort worth,
!! Texas, has been named the l99l recipient of

the Louise L. and Y.T. Lum Award. This honor rec-
ognizes Hagood's distinguished contribution to the
advancement ofknowledge and education in the real
estate counseling profession.

The award was established by the late Y.T. Lum,
CRE, to encourage the continuing professional ed-
ucation of those engaged in real estate counseling
through an understanding of its principles, theories,
techniques and practices. Hagood's distinguished
career exemplifres the standards set forth by this
award.

An active member of the Society since he was
invited to membership in 1970, Hagood served as
president in 1985. He also has been a member of the
Board of Governors, chaired the Trust Fund Finance
and Education Committees and was vice chairman
of the Executive, High Level Conference and Mem-
bership Liaison Committees. He currently seryes as
an Educational Trust Fund Trustee and he is a
member of the Strategic Planning and President's
Advisory Committees.

Hagood has been a regular instructor for the Ap-
praisal Institute and he also has taught the Insti-
tute's computer program to CREs. Since 1990 he has
served as the Society's representative on The Ap-
praisal Foundation Standards Advisory Board. Here,
he has been instrumental in furthering the distinc-
tion of counseling as a separate discipline.

In addition to the Appraisal Institute, Hagood's
other professional alf iations include the Puerto Rico
Institute of Evaluators (honorarJz member): the Fort
Worth Board of Realtors, (served two terms as di-
rector and was named Realtor of the Year in 1975);
the Texas Association ofRealtors, (director in 1980);
the National Association of Realtors (national di-
rector in 1985); and the Omega Tau Rho HonorarJr
Real Estate Fraternity.

In addition to his professional activities, Hagood
has authored various technical valuation papers, and
he has taught appraisal courses at 12 universities
in the United States, Canada and Puerto Rico. He
a-Iso is a frequent lecturer at counseling and ap
praisal seminars from coast to coast.

Previous recipients ofthe Iouise L. and Y.T. Lum
Award include CREs Charles W. Bradshaw, Jr.
(1990), Jared Shlaes (1989), John R. White (1988)
and Thurston H. Ross (1987).

lVayne D. Hagood, CRE
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THE
PBESIDENT
SPEAKS

THINK CBE

lf, vgn a casual observer today recognizes the fun-
I t 

damental chanses takins Dlace in hotv the real
tll estate industry"is detcliped. financcd. orl ned
and operated in the world. While this has not oc-
curred suddenly, recent events have impacted these
forceful changes. The savings and loan crises, Amer-
ica's persistent deficit and resultant reliance on out-
side capital and inflationary pressures in capital-
rich countries abroad have exacerbated these and
other well-publicized problems in our financial
structure. At no other time in recent memory has
competent advice been so actively sought by so many
on such a wide variety of real estate matters.

The American Society of Real Estate Counse-
lors, the professional consulting affiliate ol the Na-
tional Association of Realtors, has represented
preeminence in the held of real estate counseling
since it was established in 1954. The CRE desig-
nation is awarded to the Counselor by his peers,
members of the Society, in recognition of his dem-
onstrated judgment, integrity and experience. 81'
expertly identifying and quantifying the changes oc-

curring in the industry, sound judgments and expert
advice can be rendered to the client.

CREs operate individually or frequently as a team
in providing advice on virtually all matters pertain-
ing to real estate. Impartial counsel on asset man-
agement, debt restructure, renovation or
redevelopment and project completion can help even
the most experienced real estate professional focus
on the relevant issues and identify the most favor-
able course of action. Through the Society's educa-
tional programs, publications such as Real Estate
Issues and strong personal networking, a CRE is
able to stay on the cutting edge of new develop-
ments, locally and nationally.

When you consider seeking advice or counsel in
real estate matters, may I suggest you THINK CRE.
I am sure you will not be disappointed.

/*o-*- L
Eugene P. Can'cr, CRE
President
Ameican Soctety of Real Estate Counselors
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Tracing the hows and whys of the present real
estate market, the author reviews the four basic
types of financial returns possible from real estate
investment. With that as a background, major
events of the 1970s and 80s are analyzed to show
why rent is by far the most important element to
consider in evaluating a real estate investment.
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Recent Changes in Individual
Investors' Attitudes Toward
Real Estate
Phillip T. Kolbe and Gaylon Greer

Surveys of 100,000 members of the American
Association of Individual Investors in 1989 and
1985 show that investors have altered their
perceptions about the risks and yield prospects for
real estate. Moderate and small investors have
become less optimistic about real estate's yield
prospects than they were previously.
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Interested Bystanders: The Real
Estate Profession and Behemoth
Public Works Projects
Frank J. Parker, CRE

Despite a $4.97 million artery-tunnel construction
project and a $7.0 billion harbor cleanup effort, the
private sector real estate industry in Boston hnds
itself on the outside looking in. This commentary
describes the problems this city is lacing and
sketches a modest role for the American Society of
Real Estate Counselors as a facilitator in public-
private sector dialogue in Boston and elservhere.
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Growth Management and the
Concept of Concurrency:
Florida's Experience
H. Glenn Boggs, II and Robert C. Apgar

Florida appears to be the hrst state to experiment
rvith the concept of concurrency to regrlate land
use planning. This article describes the
concurrency technique that is being implemented
throughout the state of Florida, and it refers to
case law that involves concurrency, including
several U.S. Supreme Court precedents.
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The Effect of Poison Pill
Securities on REIT Stock Prices
Willard Mclntosh

Empirical evidence concerning the eflect of poison
pill takeover defenses on real estate investment
trust (REIT) shareholder wealth indicates that
announcement of the adoption of a poison pill
stratery is associated with a significant decline in
stock price- The percentage of this stock price
decline appears to be similar to the percentage of
decline in stock price experienced by standard
corporations that adopt poison pills.
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Industrial Real Estate: Go
F igure!
Donald J. Hartman, CRE

A study of well over 50Vo of the total industrial
rea.l estate activity in metropolitan Detroit from
1982 to 1989 shows that the relationships between
the size of buildings, the number of transactions
and the buildings' unit prices were consistent. The
limitations of this type of analysis are discussed,
and city and suburban transactions are compared.

A Proposal for Simplification of
Tax-Deferred Exchanges
Mark Lee Levine

Current Internal Revenue Code requirements [or
tax-deferred exchanges demand that ta-\payers
establish trusts or other vehicles in order to defer
taxes on an exchange of property. This article
describes how the U.S. Congress and the Bush
Administration can simplify the tax law by
allowing taxpayers to sell their property and
reinvest the proceeds within a given time frame.
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its index covering Volume 15, 1990. To assist the
reader in finding articles on specific topics, two al-
phabetical listings are included - one arranged by
subject and the other by author.

Readers can purchase back issues of the journal
for $15 each or copies ofindividual articles at $1 per
page. Reprints of articles also can be ordered in
quantities of 100 or more. For additional informa-
tion, contact the REAL ESTATE ISSUES oflice,
372.329.8427, Fax: 312.329.8881, or mail your pre-
paid order: to REAL ESTATE ISSUES, 430 North
Michigan Avenue, Chicago, Illinois, 60611.

ASSET MANAGEMENT
The Critical Success Factors Approach to Corporate
ReaI Asset Management. Harrs R. Isal<son and Sumit
Sircar. Vol.15, no.1 (SpringlSummer 1990), pp.26-31.

COMPUTERS
Real Estate Analyses Using Geographic Data. Rob-
ert H. Pittman and Maury Seldin, CRE. Vol.15, no.1
(Spring/Summer 1990), pp.32-38.

DEVELOPMENT
-Developers: viability of
Foreign Investment, Vertical Integration arrd the
Structure of the U.S. Rea.l Estate Industry. Lawrence
S. Bacow. Vol.15, no.2 (Fa.lVWinter 1990), pp.1-8.

Investigation of the Viability of Developer-Oriented
Real Estate Put Options. Robert R. Trippi ard Na-
dedjo Lare. Vol.15, no.2 (FallTVinter 1990), pp.25-34.

Real Estate Counseling in the Development Proccss.
John R. White, CRE. Vol.15, no.2 (Fall4Vinter 1990),
pp.9-15.

DEVELOPERS
-Time-Share
Time-Share Performance: A Survey of Financial Data
from Developers. Marvin L. Bouillon and Jennifer
Wang. Vol.15, no.1 (Spring/Summer 1990), pp.44-47.

The Effect of Intertemporal
Dependence in Cash Flows on
Project Risk
Christos P. Koulamas and Stanley R. Stansell

A study examining the relationships hetween
single project risk (and in particular the effect of
intertemporal correlation in cash flows), present
value, duration and optimal investment holding
period shows that higher intertemporal correlation
results in lower net cash flows, a shorter optimal
holding period and shorter duration of net cash
flow,

Understanding the Internal Rate
of Return Used in Commercial
Real Estate Tlansactions
Leonard R. Sliwoski

The analysis of commercial real estate
transactions revolves around the developer's pro
forma income and expense schedule. It determines
the desirability of a particular project by
calculating the project's cash on cash return, after-
tax cash flow or internal rate of return (IROR).
This article discusses the IROR as it is used by
real estate developers and compares and contrasts
it with the IROR utilized by corporations in
making capital investment decisions.
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Subscribers to Reol Estate lssues are primarily the own-
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companies, Iinancial corporations, property companies,
banks, management companies, libraries arrd Realtoro
boards throughout the country; professors and university
personnel; and professiona.ls in S&Ls, insurance compa-
nies and law firms.
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(Counselor of Rea] Estate) and other rea.l estate profes-
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Rocky Tarantello, Editor in chief
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Americaa 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(e) kept anony-
mous. When accepted, the manuscript with the recom-
mended changes are returned to the author for revision.
If the manuscript is not accepted, the author is notihed
by letter.
Every effort will be made to notify the author of the ac-
ceptance or rejection ofthe manuscript at the earliest pos-
sible date. Upon publication, copyright is held by the
American Society of Real Estate Counselors. The pub-
lisber will not refuse any reasonable request by the author
for permission to reproduce any ofhis contributions to the
journa.l.

Deadlines
All manuscripts to be considered for the Spring/Summer
edition must be submitted by February 1; for the FalV
Winter edition by August 1.

IflanuscripVlllustrations Preparation
1. All submitted materials, including abstract, text and
notes, are to be typed double-spaccd on one side of the
sheet only, with wide margins. No page limit is imposed.
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2. A]l notes, both citations and explanatory, are to be
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of the maluscript.
3. Illustrations are to be considered as figures, numbered
consecutively and submitted in a form suitable for repro-
duction. T1pe figure legends double-spaccd on a separate
page.

4. Number all tables consecutively and type double-spaced
on separate pages. All tables are to have titles.
5. Include glossy photographs that enhance the manu'
script, whenever possible.

6. Title of article should contain six words or less with an
active verb.

?. For uniformity and accuracy that is consistent u'ith our
editorial policy, refer to the style rules included in The
Chicago Manual of Style.

THE BAtIfiRD AWARD
MANUSCRIPT SUBMISSION
INFOBMITION

The editorial board of Real Estate Issues (REI) is accepting
manuscripts in competition for the 1991 Ballard Award.
The competition is open to members of the American So-
ciety of Real Estate Counselors and other rea.l estate
professiona.ls. The $500 cash award and plaque is pre-
sented in November during the Society's annual conven-
tion to the author(s) whose manuscript best exemplifies
the high standards of content maintained in the journal.
Any articles published in REI during the 1991 calendar
year (Spring/Summer and FalUlVinter editions) are eli
gible for consideration and must be submitted by August
1, 1991.
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the developer's required ROE, it also will lead to a
sound decision. Although the differences in computing
the two IRORs initially may be mnfusing, they should
be understandable when considered in light of the h-
nancia.l environments and funding sources associat€d
with large corporations and commercial rea-l estate
developers.
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cost of the purchased assets whether they are
financed with debt or equity.

2. The periodic after-tax cash flows, which are
equal to the annual after-tax cash flows gen-
erated by the project. This number in any given
period is determined as follows:

total cash revenues
- total cash expenses
T income tax aEiaftf
where:

income tax shield = the sum of depreciation
and other non-cash expenses x business mar-
ginal income tax

3. The terminal after-tax cash flow, which is de-
termined as follows:

net sales price
- income tax due (or + income ta.:( savings)
ffi
where:

net sales price = sales price - the expenses of
the sale income tax due = net sales price -
adjusted basis (gain or loss) x the income ta-x
rate

The computation of this IROR involves either trial
and emor or use of an appropriate hand-held cal-
culator or computer program. Once determined, this
IROR is compared with the business' cost of capital.
Based upon this comparison, an appropriate invest-
ment decision can be reached.

The IROR As A Return On Equity
The IROR model utilized by developers in commer-
cial real estate transactions is an ROE computation.
This iROR also employs three variables:

1. Initial project cost, which is equal to the equity
money that is contributed to the project by the
real estate developer. This cost does not include
any part of the debt monies that are used to
Iinance the project.

2. The periodic after-tax cash flows, which in-
volve the computation of the cash flow avail-
able for distribution as depicted on the
developer's pro forma income and expense
schedule and a separate computation of income
taxes. The cash {1ow available for distribution
is calculated as follows:

gr:oss rent
- all cash pa)'rnents (including principa)

Dayments)
= cash flow available lor distribution

Income taxes are computed as follows

cash flow available for distribution
- depreciation expense
- amortization of capitalized fees
+ amortization of balartce on loans
= earnrngs S ore tax
x income tax rate

income tax ue (savings)
3. The termina.l a-fter-tax cash flow, which is deter-

mined as follorvs:

net sale price
- income tax due (or + inmme tax savings)
- remaining principal balance on project loans
ffi
where:

net sales price = sales price - the expenses of
the sale
income tax due = net sales price - adjusted
basis (gain or loss)
x the income tax rate

This IROR also can be solved either through trial and
error or, more conveniently, with the use of an appro-
priate hand-held calculator or computer pmgram. Once
determined, this IROR is compared with the devel-
oper's required IROR which, in essence, is the devel-
oper's required ROE. It is based on the perceived risk
of the project and the projected ROEs generated by
alternative investment options available to the
developer,

Conclusion
The traditional IROR model taught in collegiate da.sses
a-nd utilized in mrporate investment decisiors is a ROI
concept. As with a.rry other t;,pe of ROI computation,
this IROR determines the rate of return on the project
itself independent of t}le project's flrnding sources. Ttris
calculation is appropriate for large corporations that
are attempting to make capital investment decisions
and that have various funding sources as components
of their capital structures, including long-term debt,
preferred and common stock, which must be blended
and weighted to determine the true cost of corporate
capital. Specihc ROIs, or IRORs, from potential capi-
tal projects can be compared with the cost of capital,
and investment decisions can be made. Thus, capital
investment decisions involve comparing the ROI from
a given project, iis IROR, to the corporation's cost of
capital.

The real estate developer's IROR is an ROE mn-
cept. It computes the rat€ of return to the developer
based on the equity monies that are contributed to the
project. Unlike large corporations, real estate devel-
opers rarely have excess cash, and they usually have
limited funding sources. With cash being the most
constraining resource, the developer is interested in a
rate of return from the prospective project that con-
siders the limited cash which is available to be in-
vested. This return is most accurately measured by
the ROE associatd with the project, which is what
the IROR as computed in commercial real estate
transactions represents.

In summary, IROR computations differ because
the capital structures and financial environments in
which large corporations and real estate developers
operate require different financial analysis tools to
evaluate potential investment projects. Each IROR
computation has its own utility. When the IROR from
a potential corporate capital investment project, which
represents its ROI, is compared with the corporation's
cost of capital, it will lead to a sound investment de-
cision. When the IROR from a potential real estate
project, which represents its ROE, is compared with

WHATEVEB
HAPPENED TO
RENT?

f he decline in real estate values and correspond-
I ing losses at savings and loan institutions in
tl the Southwest region ofthe United States have

been the focus of much recent attention. The South-
western real estate market is in much greater dis-
array than other regional markets because of the
crash in oil prices, which substantially worsened
matters in the oil patch. While more severe in the
Southwest than in other regions, the problems ol
excessive capital investment in real estate and re-
sultant losses in value nonetheless exist nationwide.
This article provides an overview of several major
interrelationships which collectively led to the cur-
rent excess supply of real estate. Its focus, however,
is on the main cause of that excess supply: the fact
that both the real estate and lending industries
deemphasized rent in their evaluations of properties
that were developed in the 1980s.

Real Estate's Four Financial Returns
In exploring how far the real estate and lending in-
dustries moved away from an adequate considera-
tion of rental productivity, it is useful to revieu'
certain aspects of the four basic types of financial
returns that may be obtained through a real estate
investment: pre-tar cash florv, income tax savings
derived from a tax shelter, equity build-up from am-
ortization of mortgage debt, and capital apprecia-
tion. While the first two types of returns generally
are received during the operational phase of a prop-
erty's ownership, the latter two are most often re-
aJized upon sale of the property.

In the early 1980s, many investors were placing
greater emphasis on tax savings and capital appre-
ciation than on either pre-ta-r cash flow or equity
build-up, returns that had been more important 10
to 15 years earlier. This shift occurred for many rea-
sons, The higher rates of inflation following the es-
ca.lation of the Vietnam War in the mid-to-late 1960s
and the oil shocks in the early 1970s rvere accom-
panied by sigaihcant increases in operating ex-
penses as well as in the costs of acquiring and
developing land. Often, initial rents and related early
years' pre-tar cash llows did not keep up.

The adequacy or inadequacy of rentals was re-
lated to the kind of property that was developed and
its quality. For example, during the 1970s, multi-
family residential properties did not typically pro-
duce rental increases that were equivalent to the
level of increases in the consumer price index. On
the other hand, because of a heightened demand for

Richard T. Garrigan CRE is professor ol finonce at DePaul
University, Graduate School of Business in Chicago. He is
also president of Richard T. Ganigan and Associates,Inc.,
where he specializes in real estate financc. His other cre-
denti.als haue included sening as presidential efihange er-
ecutiue on lhe Federal Home Loan Bank Board. in
WashinBton, D.C.; and directorships of the Federal Home
Laan Banh of Chicago, Illinois Mortgage Banher| Associ-
ation and Guild Mortgage Inuestments, Inc.

The excess supply and decline in ualue of
real estate are directly related to the
decline in importance of rental income.

by Richard T. Gamigan, CRE

Copyigtu A 1991
Richard T. Garrigan, CRE
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oflice space and a demand,/supply equilibrium, well-
located central area ollice buildings with short-term
leases often produced sigrrificaatly higher rents fol-
lowing lease expiration and releasing. Similarly, the
growing sales volumes of tenants located in regional
mall, retail-type properties resulted in higher per-
centage rents and then in stepped-up basic rents upon
the expiration and renegotiation of the leases.

The idea was an elementar5r one: even if initial
rents were inadequate, it was better in an inflation-
ary environment to develop now and freeze the costs
for land and improvements. Until the end of the
1970s, this attitude was strongly reinforced by the
availability of long-terrn, single-digit, fixed-rate
mortgage frnancing. While waiting for anticipated
increases in rents and associated appreciation,
investors, especially those whose income was in the
higher tax brackets, could count on tax savings in
lieu of rent during the early years of a property's
ownership.

ERTA And The Role Of Real Estate
Syndications
Thus, as the decade ofthe 1980s unfolded, there was
strong motivation to invest in real estate because of
two principal factors. First was the psycholory of
inflation; many investors believed that the high rates
of inflation of the late 1970s and early 1980s would
continue. Second, and extraordinarily important as
a motivator, were the greatly increased potential
ta-r savings brought about by the Economic Recov-
ery Tax Act of 1981 (ERTA), through which the de-
preciable lives of both residential and non-residential
real property were reduced to 15 years and deferred
income was taxed at the favorable 20 percent capital
gains tax rate.

ERTA's I mpact - An Oueruiew
The tax shelter made available through ERTA led
to an unprecedented demand for real estate invest-
ment by individual investors and, correspondingly,
for income property mortgage loans. The basic idea-
you don't have to mahe money from operating a
property in order to make money in real estate-
was to prove especially troublesome when the Tax
Reform Act of 1986 substantially eliminated tax
shelter benefrts. At the time, however, the post-ERTA
emphasis on tax shelters and capital appreciation
influenced the prices that were paid for real prop-
erty. As a result, mortgage loans that could not be
justihed by current rent levels were based on the
values that were observable in the marketplace. [Il-
timately, far too many properties failed to generate
sufficient rent to permit the mortgage debt to be
serviced, let alone to provide any pre-tax cash flows
to equity investors. The result was not capital ap-
preciation but substantial loss in value.

R e al E stat e Sy ndications
The demand for tax shelter investments and related
mortgage financing probably would have been far
less were it not for the efliciency with which in'
vestment securities firms gathered equity funds
through tax shelter-oriented syndications. Investors
whose income was taxed at the marginal rate of 507o

were strongly motivated to avoid paying high in-
come taxes, and Wa-ll Street had the syndication
products that would result in massive levels of in-
vestment in real properties. Often, the unrealistic
assumption was made that rents would escalate at
rates of 8Vo for the [-rve years following property ac-
quisition. Meanwhile, the high interest rates on
mortgage loans that incorporated pay/accrue provi-
sions (which provided that some portion of the mort-
gage loan's interest could accrue) resulted in higher
losses under the tax accounting provisions applica-
ble to Iimited partnerships. Eventually, inflation was
supposed to bail out everyone-syndicator, investor,
lender-aad inflation was assured because, at that
time, it was inconceivable that the Federal Reserve
Board would success[ully control inflation.

The Savings And Loans In The 1980-85
Periodr
When the Paul Volcker-led anti-inflation drive be-
gan in earnest in late 1979, the S&Ls were among
the early casualties. For more than a decade, the
understanding that had existed between the S&Ls
and the federal government called for the govern-
ment to control the cost of short-term funds by plac-
ing ceilings on interest rates and for S&Ls to finance
mortgage loans with long amortization terms at hxed
interest rates. By 1980, it was clear that the gov-
ernment was not able to protect the S&Ls from sky-
rocketing interest rates; thus, the Depository
Institutions Deregulation and Monetary Control Act,
passed the same year, provided for phasing out ceil-
ings on interest rates on all deposits offered by S&Ls
arrd other hnancial institutions. Unfortunately, whjle
Congress removed ceilings on the cost of S&L lia-
bilities, it continued to restrict the financial returns
that could be realized on the industry's principal
investment-single-family residential mortgage
loa-ns.

By the end of 1981, more than half of S&L mort-
gage loans carried interest rat€s of 70Vo or less, while
the industry's cost of funds had increased to about
7L.6Vo.2 The hemorrhaging that took place in 1981
and 1982 resulted in losses totaling $8.8 billion.3
And while this sum now appears to be small, it was
large enough at that time to sigrrificantly erode the
weak capital base of many S&Ls.

The Garn St. Germain Act-Setting The Stage For
Growth
The Garn-St. Germain (GSG) Depository Institu-
tions Act had an enormous and largely negative im-
pact on much of the S&L industry mainly because
of two key provisions: 0) 70070 loans on income-
producing properties were authorized for federally
chartered institutions, and the maximum permis-
sible percentage of assets which could be invested
in these loans was increased Lo 407o from a former
limit of 20Vo; (2) the money market deposit account
permitting head-to-head competition with money
market mutual fund accounts was authorized. This
latter authorization was followed by enormous de-
posit inflows during 1983-a $110 billion total in-
crease ($63 billion in new deposits and $47 billion
in interest credited).{

THE INTERNAL
BATE OF
BEN'NNT'SE)IN
COMMERCIAL
REAL ESTATE
TRANSACTIONS

f he financial analysis techniques used to eval-
- I - uate traditional marufacturing, distribution and
I retail businesses are not appropriate for eval-

uating commercial real estate projects. These tech-
niques evaluate business requirements for buildings,
machinery and equipment, inventory, accounts re-
ceivable, etc., on the basis of income statement and
balance sheet analysis, ratio analysis and statement
of cash flow analysis.

Real estate projects are either sold or leased by
developers after completion; they are not used to
house ongoing businesses. As a result, real estate
projects are "stand alone" enterprises; each project
has a particular geographic location, composition of
tenants, theme, etc.

Because of the peculiarities of individual real
estate projects, the analysis of commercial real es-
tate transactions revolves around a unique frnancial
statement called the developer's pro forma income
and expense schedule, which is calculated as follows:

gross rent
- vacancy factor
= effective gross rent
- operating expenses
= net operating income
- debt service
= cash flow available for distribution

Based upon this l-rnancial schedule, rea-l estate de-
velopers determine the desirability of a particular
project by using one of three types of analysis: cash
on cash return, cash flow rate after tax or the in-
ternal rate of return (IROR). In recent years, the
IROR analysis has become the developer's predom-
inant analytic tool because it incorporates the three
benefits of investing in real estate-cash flow, taxes
and appreciation-and because it also takes into ac-
count compound interest considerations.

However, one's lirst exposure to the IROR used
in real estate transactions may be confusing, par-
ticularly for individuals who are familiar with the
IROR calculations that are taught in collegiate fi-
nance classes and used in large corporate settings
to evaluate potential capital investment pmjects. This
article compares these IRORs to provide insight into
the computation and use of the IRORs and to elim-
inate confusion.

IROR As A Return On Investment
The IROR that is taught in college finance courses
and used to make corporate investment decisions is
a return on investment (ROI) versus a return on
equiW (ROE) computation. It employs three variables:

1. Initial project cost, which is equal to the full

I*onard Sliuotki is associate professor of aacounting arLd
d.irector of the Small Business Deuelopment Center at Moor-
head State Unioersity. Ee is o certified public a.countont,
a ceriified managerial arcouhtant and a cerlified economic
deuelopment finance specialist. He also prouides litigation
supporl in the areas of loss income detetminotion and busi-
ness ualuotion.
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The IROR used by real estate deuelopers
may be confusing to those who are familiar
with the IROR used to mahe corporate
inuestment decisions.

by Leonard Sliwoski
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1986," Journal of Property Manogemeal (November, 1987).
See also l,evine, Mark Lee. "Exchanging Your Property for
Your Property," NACORE, Corporate Real Estare (1989). See
a.lso l,evine, Mark Lee. " 'Srdrler Trusts' " and Cheshire Catg:
You Can't See Either for Sure," RNMI Commeridl Inues!-
ment Real Estate Journal (Spring, 1989).

4. For cases that have discussed nonsimultaneous exchaiges,
see discussion ofthese cases in L€vine, Maikl-ee. Real Estate
Exchanges cited supro note 1. See also Red Wing Carriers,
Inc. u. Tomlinson,68-2 USTC f9540, 399 F.2d 652 (5th Cir,
1968). See also private letter rulingr that have addressed the
question of nonsirnultanmus exchanges, na]nely Private kt-
ter Rulings 7938087, 8005049 and 8046122. These are dis-
cuBsed in the la'rine text supro nole l. See a.leo L4vine, Mark
L/.e. Real Estdte Trahsactiorls (West Publishing Co: St. Paul,
Minn, 1990)r chapter 29, Section 577. See 26 C.F.R. Part 1,
lA-237-84, RIN 1545'AH43 (5/16/90) for the 1990 proposed
regulations in the area of nonsimultaneous exchanges.

5. See Public Law 98-369,7ll8l84

6. See Code $I031(a)(3).
?. Code S1031(a)(3) was modihed under a 1986 change to make

it cleor that the transfer must occu. within 45 days and 180
days. See Public Law 99-514 l10l2Aa6).

8. For a discussion of the Slorter cases, see the citation sup.c
note 3. For a review of some of the reasons to allow ex-
changes, see Biggs, Franhlin 632 F.2d 1171 (sth Cir, 1980).
See also a teview of these issues in Levine, Mark Lee. Er-
changing Redl Estate (1990) and Real Estate Erchanges cited
slpro note 1. For backgtound in this area, see Private Letter
RulingB ?938087, 8005049 and 8046122.

9. For a detailed discussion of these issues, see the authority
cited esrlier, especially the lavine texts. In particular, see
the cases of Borrter u. Comn., 14 TC 555 (1980). See also
Biggs u. Comm.,8l-1 USTC !19114 (sth Cir, 1981).

10. See 26 USCA 01034. For a detailed discussion of this area,
see also the Levine texl, Real Estate Transrtions, Tot Plan-
ning, Chapter 28, cited supra note 4.

11. One nced simply look at the history o[ recent tix legislation
t! see all of the "simplilication" acts.

The gro*.th in deposits also was due to a huge
increase in brokered deposits. By obtaining funds
through brokered deposits, numerous institutions
were able to fund rapid gro\rth. Much of the grou'th
in brokered deposits occurred as tens of billions of
dollars in funds flowed out of money market mutual
funds. Securities brokers used brokered deposits as
a way of meeting their customers' leld require.
ments while earning fees by directing funds to S&Ls
that were willing to pay high rates-rates that could
be justihed only through higher yielding but riskier
investments.

The Deregulated Sauings And Laan Industry
S&Ls responded to the substantial deposit inflows
that had occurred during the 1970s by greatly in-
creasing the amount of single-family residential
lending for both existing housing and new construc-
tion. Immediately following the passage of GSG,
however, S&Ls found that such lending was not eco-
nomically feasible because interest rates were much
too high for prospective single-family residential
mortgage borrowers. Even single-family adjustable
rate mortgages could not prudently be priced low
enough to substantially increase the demand for home
loans.

As operating losses mounted in 1981 and 1982,
equity capital at many S&Ls eroded. Without their
being able to deploy huge deposit inflows into single-
family residential loans, S&Ls faced the prospect of
further erosion. This risk led many S&L executives
to sell out their ownership interests. Federal regu-
lators were accommodating; they changed the min-
imum number of shareholders in an S&L from 400
to 1. Many of the new owners were interested in
making acquisition, construction and development
mortgage loans in order to garner the large fees and
potential profits that such deals offered. These in-
vestments were structured as loals, but in reality
they were direct investments. These investments also
were made through affrliates of S&Ls called service
corporations, often with a marked lack of success.

Other S&L executives who either could not dis-
pose of their mutual institutions or did not wish to
sell their stock institutions worried about breaching
the then 37o minimum net worth requirements and
thereby incurring the risk of being merged out of
existence. Thus, they were strongly encouraged to
try to restore lost net worth. Many of these same
individuals seized the opportunity to move into con-
struction lending on both multi-family residential
and commercial properties as a means of recouping
previous losses. The motivation to depart from tra-
ditional lending was strongly influenced by the high
fees and high prospective yields from such deals.

AIso encouraging such lending was the ability
of S&Ls to immediately recognize the large front-
end commitment and origination fees typically pro-
duced by these loans as well as to accrue the interest
income set up through interest reserves. It was pos-
sible, therefore, for large amounts of income to be
earned and for net worth to be partially restored
through the use of bookkeeping entries. For per-
manent loans, interest in many cases was based on

pay/accrue proyisions, and the portion ofthe interest
that was not paid in cash increased the outstanding
mortgage debt-a process called negative amorti
zation. The properties thus linanced were unable to
produce net rentals that were high enough to pay
the high interest rates prevalent at the time. Given
investors'wish to secure tax shelters and realize
capital appreciation, rents were ol little considera-
tion. This lack ofconcern for adequate rental income
was all the more prevalent because property own-
ership through syndications typically was [-tnanced
through non-recourse mortgage loans. Thus, the S&Ls
making such loans restricted themselves to the rents
and collateral. values of the properties should the
borrowers default.

Unfortunately, many S&Ls were not able to
realistically appraise and evaluate the risks of such
properties, much less underwrite or administer such
loans. Disaster loomed arrd ultirnately, when the loans
did not pan out, the cost of these institutions' insol-
vency increased greatly.

As a result of these many circumstances, huge
amounts of mortgage money flowed into multi-fam-
ily residential and commercial mortgage loans. From
the end of 1982 until the end of 1985, multi-family
residential mortgage loans at S&Ls grew from $38.9
billion to $66.6 billion, and commercial mortgage
investments grew from $51.3 billion to $84.1 bil-
lion.6 All too frequently, other S&Ls that were lo-
cated far away from the sites of the properties they
were financing bought into such deals through
mortgage loan participation investments.

The Plight Of The Regulators
When the GSG Act was passed, there was little if
any concern that the Federal Savings and Loan In-
surance Corporation was intended to insure deposits
for a highly regulated, predominantly single-family
residential lending industry and that a major con-
flict existed between deposit insurance and the ex-
tensively deregulated S&L business that was brought
about by GSG.

Although regulators were overwhelmed by the
changes in S&L operations, the federal government
was not willing to authorize additional needed stall
It failed to recogrize that deregulation required more,
not less, examination and supervision, especially
given the substantial numbers of newly chartered
institutions formed under the liberal statutes of Cal-
ifornia, Florida and Texas.

1986 Tax Reform Act
Whatever the other effects of the 1986 Tax Reform
Act (TRA), the impact upon real estate values was
disastrous. Through the earlier ERTA, the govern-
ment had encouraged non-economic investment in
real estate on an unprecedented scale. Then, only
[-rve years later, the 1986 TRA increased the length
of depreciable lives, imposed at-risk rules upon real
estate investments, sigrihcantly increased the cap-
ital gains tax rate and all but eliminated real estate
investments' ability to shelter externally derived in-
come. It would have been reasonable to expect either
grandfathering or transitional rules which would
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have cushioned the effect of these draconian changes.
Without such modilications, however, real estate
investors were hit hard in two signficant ways. First,
they were not able to achieve the tax savings that
provided the motivation for much of their invest-
ment. Second, the investment value attributable to
the potential tax benef-rts for future buyers was de-
cimated, ruining the potential for value retention,
let alone appreciation. The obvious course of action
for many of these investors, especially those using
non-recourse debt, was to turn over the properties
to the lenders.

Thus, the federal government has given, and it
has taken away. Unfortunately, the tax revenues
that the government may realize by eliminating tax
shelter benef-rts on properties acquired by S&Ls are
minor in comparison to the enormous costs of mark-
ing down the values of and operating these proper-
ties. Had suitable transitional rules been applied to
such properties, tax revenues would be fewer, but
the overall cost to taxpayers would be far less.

The Evolution In Commercial Bank
Mortgage Lending
Recently, much concern has been expressed about
the quality of real estate loans {-rnanced by com-
mercial banks. Before concluding this article, it is
desirable to consider how commercial banking prac-
tices pertaining to income property lending have
changed over the past decade.

In the development of large shopping centers,
offrce buildings, industrial parks and hotels, the
construction mortgage lender often has been a com-
mercial bank. Prior to 1980, permanent loan (or
takeout) commitments, genera.Ily issued by life in-
surance companies, were an iron-clad requirement
before a commercial bank would issue interim loan
commitments. Among the key provisions contained
in a permanent loan commitment were those dea-l-
ing with an agreed-upon construction completion
date, procedures for approving changes in plans and
specilications and rental achievement require-
ments. By making permanent loan commitments,
life insurance companies have been a major element
of Ioan quality control, especially given their policy
that their non-recourse mortgage loans would be
subject to the production of adequate rentals at the
time the permanent loans were funded.

In 1980, however, following the rise in interest
rates, life insurance companies closed their perma-
nent loan commitment windows. The banks were
then faced with a dilemma. Continuing their policy
of requiring permanent loan commitments would re-
quire them to shut down their construction loan op-
erations. Because of the importance of construction
Ioans to the banks' total commercial lending oper-
ations, the banks eliminated the requirement that
a permanent loan commitment must be obtained be-
fore the construction loan would be approved.

Over the last decade, many commercial banks
have moved into the void created by the departure
of the life insurance companies, aggressively ex-
panding their market share of commercial mortgage

loans by making both construction and permanent
mortgage loans on such properties. As shown in Fig-
ure 1, between the end of 1979 and the end of 1989,
bank-financed commercial mortgage loans grew a
phenomenal 35270, expanding in dollar value from
$?6 billion to $343.8 billion; meanwhile, banks in-
creased their narket share of such loans from 32.37e
to 46.l7o.In contrast, Iife insurance companies' mar-
ket share declined from 30.2?a to 25.67o over this
same period. An even larger market share decline
was recorded for savings institutions, i.e., S&Ls and
mutual savings banks. From the end of 1979 to the
end of 1989, the market share of these institutions
declined from 25.4Vc to 78.27c.

T.IGURE I

Commercial Mortgage Debt Outstanding
lor the Years Ending 1979 and 1989

1979 1989

1031; these issues also elicit concern about the level
and breadth of complexity in current tax law.

Suggested Statutory Change
It seems that a reasonable approach for Congress in
the "exchange" area would be to follow the concept
of code section 1034.10 Code section 1034 provides,
as many practitioners know, a basic rule for allow-
ing the sole (not limited to an exchange) of a prin-
cipal residence, the taking of the monies and the
reinvestment of those funds in a timely fashion to
postpone a recogrition of gain.

Code section 1034 is very broad; it allorvs for a
two-year time frame in which an old residence may
be sold and a new residence purchased without in-
curring taxes on the gain that may be generated as
a result of that sale. Admittedly, there are numer-
ous requirements under code section 1034. However,
this section allows the taxpayer to rollover the gain
on the sale of his principal residence into another
residence within two years.

Why is it that Congress has not allowed a sim-
ilar approach under code section 1031? Why has
Congress placed the taxpayer in a position where
mental rymnastics, form and stretched construction
are necessary to formulate the transaction so he does
not receive cash but has enough control or protection
to secure his position until like-kind property is ac-
quired? Why hasn't Congress simply allowed the
taxpayer to undertake an exchange, receive cash ald
invest that money in a given time frame?

The quick historical retort to this approach is
that Congress has never allowed this position and
does not intend to allow it. An exchange is one thingl
A sale is another! Certainly, the court cases make
this point. However, as Judge Goodwil so aptly stated
in the Srarler case, there often is little difference in
result if a taxpayer undertakes a simultaneous ex-
change or if he sells his property, takes the money
and reinvests it one day later. The economic position
is the same, although the tax position is substan-
tially different: the exchange falls within code sec-
tion 1031 but the cash sale does not.

Taxpayers who use the 45/180-day rule may be
simply selling their property, placing the cash in
trust and seeking another property. Isn't this situ-
ation similar in intent to the situation covered by
code section 1034 except that it is dressed with for-
mality and structures, such as a trust, to force the
circular peg into the square hole?

Admittedly, there are substantial differences
between code section 1031 and code section 1034.
However, I am not advocating throwing out the baby
with the bathwater. Rather, I am stating that ifthis
code section covers property used in trade or busi-
ness or held for investment, it would be less bur-
densome, more straightforward and more
advantageous in an administrative fashion to allow
taxpayers to simply sell their property and reinvest
the proceeds than to develop trusts or similar ve-
hicles in an attempt to meet the requirements of
code section 1031. The proposed 1990 regulations
allow more flexibility for nonsimultaneous ex-
changes. Why not go this next step?

Recent comments by some authors have sug-
gested the same idea, but they have suggested a
reinvestment time of 180 days. Why not simply al-
Iow the sale and the reinvestment, even with the
reduced time frame? Congress does not have to have
a two-year rule, similar to code section 1034, when
applying code section 1031. However, if Congress
allowed the sale of property and the reinvestment
of the proceeds within a given time frame, the need
for a trust, the concern about whether deeding is
direct or not direct, the concern about the format of
exchange documents, and so forth, would be elimi-
nated or at least substantiaily reduced in many
settings.

Taxpayers could then concentrate on the eco-
nomic decisions that need to be made about whether
to make an investment or a reinvestment. To con-
strict taxpayers by the language of code section 1031,
to force the creation of some means of allowing for
security whether it be a trust or a security in the
form of real estate or otherwise, appears to do noth-
ing but complicate the ta-x larv, an objective that, at
least by offrcial pronouncement of the present leg-
islature and administration, is not desired. If we warlt
to simplify the ta-r law, as Congress so often labels
its tax laws,lr this may be one step in the right
direction.

Conclusion
Congress, along with the Bush Administration, have
prided themselves on undertaking the simplihcation
of the ta-x law to work with, not against, the tax-
payer. If this is a legitimate goal, then it certainly
is appealing to modify code section 1031 to allow for
sale of property and reinvestment of the sale's pro-
ceeds within a given time frame and within the con-
cepts and structure of the section.

This position will not be a panacea; however, it
will go a long way toward eliminating much of the
activity that has been generated by undertaking a
nonsimultaneous exchange and thus forcing the
transaction to allow for security and meet the 45-
day and 180-day time frames rule.

Although modified, possibly by time frame and
property-t,?e restrictions, there is no reason Con-
gress cannot modify code section 1031 to allow the
same tl,?e of treatment that exists under code sec-
tion 1034, thereby eliminating numerous compli-
cations in an already overhurdened Internal Revenue
Code and tax maze.
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In making permanent mortgage Ioans, the prin-
cipal loan product used by commercial banks has
been the miniperm. Miniperms have terms of five
to, say, seven years, following the completion of con-
struction, and they are generally priced on a floating
rate basis. Missing from the miniperm loan arrange-
ment, however, is the separate evaluation of the
project by the external permanent lender, which for-
merly occurred when the permanent loan commit-
ment request was being processed. Also disquieting
is the absence of suitable loan maturities consistent
with full amortization of the mortgage debt.

As noted above, the banks' market share ol com-
mercial mortgage loans grew enormously during the
1980s. Thejury is still out on how severely the losses
from these loans will impact banks' capital struc-
tures. But the existing vacancy levels for most cat-
egories of commercial propenies are an ominous sign.

Conclusions
During the 1980s, far more than a decade s worth of
space requirements were built injust ten years. Now
the better part of the current decade will be needed
to absorb that space. In the capital-driven develop-
ment environment, real estate for all intents and
purposes became paper-paper to produce artificial
losses, paper to record non-cash interest, paper to
claim "future gains." In the process, rent was for-
gotten. But rea-l estate as an investment form is like
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transfers his property, he must receive property in
exchange within 45 days of the transfer.?

In addition to the 45-day transfer requirement,
the Deficit Reduction Act also provided that prop-
erty will not be considered of like-kind if it "... is
received after the earlier of: (i) the day which is 180
days after the date on which the taxpayer transfers
the property relinquishing the exchange, or (ii) the
due date (determined with regard to extension) for
the transferor's return of the tax imposed . . . . (by
the Tax Law)."? Thus, if an exchange is not simul-
taneous, the property to be received by the taxpayer
must be identihed within 45 days of the transfer. In
fact, the taxpayer must actually receive that prop-
erty within 180 days of the date on which the tax-
payer transferred his property. Or the taxpayer must
receive the property within 180 days of the date,
including extensions, on which the taxpayer's tax
return is due under the tax law that applies to the
year in which the transfer of property occurred.

One might argue that the language used by
Congress was intended to "eliminate" ambiguities
and uncertainties concerning nonsimultaneous ex-
changes. It is the thesis ofthis article that Congress'
language has fueled fires of concern regarding non-
simultaneous exchanges and has added a new di-
mension in "creativity" related to nonsimultaneous
exchanges. It is also a contention of this article that
perhaps Congress should focus its attention on
whether a nonsimultaneous exchange or any other
tlpe of exchange should be required to allow defer-
ral of taxes.

The Theory Behind Code Section 1031
The purpose ofcode section 1031 has not been made
clear, notwithstanding the many court cases that
have referred to the theory behind the section.

ln T.J. Starher u. U.S., the most famous case
involving non-simultaneous exchanges, the Ninth
Circuit Court examined some of the reasons for an
exchange.s Circuit Court Judge Goodwin acknowl-
edged that in the Starker case, the government and
the taxpayer presented arguments concerning the
existence of a nonsimultaneous exchange based on
the history and purpose of code section 1031. In re-
sponse, Judge Goodwin stated: "A proper decision
can be reached only by considering the purposes of
the statute and analyzing its application to partic-
ular facts under existing precedent. Hereunder, the
statute's purposes are somewhat cloudy, and the
precedents are not easy to reconcile."8

Judge Goodwin mentioned that history reveals
the provision was ". . . designed to avoid the impo-
sition of a ta-r on those who do not 'cash in' on their
investments in trade or business property." Judge
Goodwin considered whether the reason for code sec-
tion 1031 was to protect taxpayers who did not have
the money to pay the tax.

However, he found that liquidity was not the
sole reason for the section. As Judge Goodwin stated,
if a ta-xpayer sold property for cash and reinvested
the money, the taxpayer would not have money to
pay taxes, but the taxpayer nevertheless could not
use code section 1031 to defer taxes.

Judge Goodwin also considered the argument that
it would be difhcult to measure gain or loss on an
exchange. However, he countered this position by
citing the fact that if a taxpayer received even $1 of
boot, that money would not constitute Iike-kind
property, and a valution would be necessar5r. He
therefore concluded that measurement of g-ain or loss
could not be the sole reason for section 1031.

Judge Goodwin cited other concerns with section
1031 and concluded that the intent of the drafters
of the legislation was not clear; the section could
exist for many reasons.

It should be remembered that code section 1031
existed for many years without focusing on the non-
simultaneous exchange. Once the Slarler case be-
came well known to those in exchange circles, the
potential for use (and possibly for abuse) of section
1031 with the nonsimultaneous exchange became
well known. Congress reacted by choosing between
two positions: making it clear that a nonsimulta-
neous exchange would not qualify under code sec-
tion 1031 or limiting the time frames in the section
to cover a nonsimultaneous exchange. Congress chose
the latter route.

Form Over Substance, Tax Traps, More
Litigation And a Question Of Identification
After the 1984 change in tax law that reaffirmed
the posture of a nonsimultaneous exchange, numer-
ous additional questions have arisen. Those ques-
tions include, but are not limited to, such issues as
dctermining:

when the closing or transfer takes place

when the property is properly identified
when a trust or other security is acceptable,
and when it taints the exchange

whether a constructive receipt exists

how much control is allowed to a taxpayer without
violating the code section 1031 requirements
Additionai questions have arisen as to proper

format of transactions and direct deeding. That is,
if taxpayer T transfers his property to taxpayer X
and then subsequently identifies a property to be
received from taxpayer Y in exchange, can taxpayer
Y transfer the property to taxpayer T, or must he
transfer the property to another party who, in turn,
transfers it to taxpayer T? These items are beyond
the scope of this examination.e

We have seen numerous companies who rep-
resent that they handle "Srortrer trusts." Such ac-
tivity is questionable, given the fact that the Slcrfrer
case did not involve a trust; consequently, there is
no absolute case authority for a "Starker trust" po-
sition. The lack of case authority does not mean that
the companies that handle a "Starker trust" are in-
correct. It simply means that we have more activity
in attempting to develop form over substance, more
formality and, more costs in structuring exchanges
and numerous concerns resulting from construing
the statutory changes on the 45/180 day rules. Al-
though some of these issues have been considered
by the 1990 proposed regulations for code section

other investments; its value is determined by its in-
come stream, and that income stream is determined
by rent.

The emphasis on tax shelter and capital appre-
ciation thus has proved to be a delusion which has
its roots in the inflation of the 1970s. Without rent,
obviously there cannot be any pre-tax cash flow.
Without adequate rent, there ca-nnot be any equity
build-up or capital appreciation either. Mortgage debt
has long been ballyhooed as an essential ingredient
in the creation of real estate wealth. When used in
the extreme, however, it is a negative element for
borrower and lender alike. Debt must be a function
of the quantity and quality of current rent levels.

When the sheltering of taxes is the overriding
reason for investing in real estate and space is thrown
on a market, even the best feasibility studies can be
rendered worthless by the resulting market dise-
quilibrium. As a consequence, market expertise is
devalued. When the mere ownership of real estate
and not its successful rental operation is the basis
for investment, the services of successful property
managers also are undervalued. The potential for
rental productivity-&iven capital appreciation oc-
curs when a demand,/supply equilibrium exists. The
emphasis on a tax shelter destroyed that equilibrium.

There is reason, nevertheless, for some opti-
mism. The present re-regulation that is occurring in

both the S&L and commercial banking industries,
while painful, will measurably help the rea.l estate
industry in the long run. The lessons of the last dec-
ade, so severe in nature, rvill not be easily forgotten.

In the early 1980s, one did not have to be krrowl-
edgeable about real estate to make money; owner-
ship permitting tax urite offs vv'as sufficient. In the
1990s, a premium will be paid for knorvledge, es-
pecially given the impact of demographic and enr-
ployment changes upon the demand for space. While
debt will be harder to obtain and more equity capital
may be required, once an equilibrium is restored,
equity returns based on properties' productive and
creative use will be competitive with returns on other
investments. For the present, hou'ever, it is back to
basics, undoing the damage that has been done.
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BECENT
CHANGES IN
INDIVIDUAL
INVESTORS'
ATTITUDES
TOWARD BEAL
ESTATE

Before the ink had dried on the 1986 Tax Reform
Act, speculation was rife about its impact on real
estate. To be sure, tax changes have not been the
principle reasons for the real estate market's trans-
formations during the late 1980s; they have, how-
ever, been catalysts for igniting various forces that
had been building throughout the 1980s, and they
perhaps have been the most disruptive influence on
the market. Financing difficulties, overbuilding in
many sectors and an influx offoreign investors have
made decisive imprints on the real estate market;
nevertheless, attention has centered on the reduc-
tion of tax incentives for real estate investment and
its impact on various forms of ownership entities.l

Researchers at Memphis State University have
investigated individual investors' reactions to the
altered real estate environment. Using the results
of a survey conducted by Greer and Farell in 1985
as a base, the research team conducted a followup
study to measure changes in investors' attitudes and
practices between 1985 and 1989.2

The prior study was developed from a mail sur-
vey of a random sample drawn from the 100,000
members of the American Association of Individual
Investors (AAII). A parallel survey of the member-
ship was conducted in 1989 to compare individual
preferences before and after the transformation in
the real estate market.

Similarity Of The Sample Populations
Demographically, the two sample populations con-
stitute virtua-l peas in the same pod, a consequence
of both having been randomly drawn from the AAII
membership roster. Both closely resemble and are
statistically representative of the overall AAII
membership and, therefore, of the largest identifi-
able group of individual investors in North America.

Although respondents' ages range from the 20s
to the 80s, the median age in each sample is 52.
Respondents in each sample are highly educated;
more than 807o hold college degrees and nearly 507o

have some professional or postgraduate study. Men
dominate both samples (over 907o). Slightly more
than 257o of each group is retired.

Respondents to both surveys are aIlluent. Re-
spondents to the most recent survey report slightly
higher incomes than those who responded to the 1985
survey; however, the difference is fully explained by
the inflation that occurred during the interval be-
tween the surveys.

Who Likes Real Estate Now?
With the recent abundance of bad real estate news,
we expected a big drop in the number of investors
who own land and rental property. Surprisingly, the
proportion of survey respondents who own some in-
vestment proprty remains virtuaJly unchanged: 617o

Phillip T. Kolbe is assislant prolessor of redL estate at Mem-
phis State Universit!.
Gaglon Greer is professor of real estate and holder of the
Morris Fogelman Chatr in real estate at Memphis Slale
Unirersity.

A PROPOSAL
rOR SIMPLIFI.
CATION OF
TA)I.DEFERBED
EXCHANGES

I ax-deferred exchanses under Internal Revenue
'l'Cod" Section 1031 f,ave been in the federal in-
I come tax law for many years; the basic precepts

that formed its foundation were built on legislation
passed prior to 1924.\ Although Code section 10312
has been with us for many years, many questions
continue regarding its interpretation and applica-
tion. Interpretive questions under this code include
whether real property qualihes as a tax-deferred ex-
change: Does real property meet the requirements
of "like-kind" property? Does it meet requirements
of an exchange, etc.?

Code section 1031, as it currently exists, elimi-
nates the recogrition of gain or loss from an ex-
change of property. The section applies only to the
exchange of property (not services). To be covered
by section 1031, property must be held (not acquired
for resale), and it must be held for productive use in
trade or business or for investment. Property that
does not f-rt these categories, such as property ac-
quired for resale (dealer property), is not covered by
the section. However, if property is not exchanged
solely for like-kind property, partial recogrrition of
gain or loss is possible.

Problems in the interpretation of exchanges have
generated substantial litigation since the inception
of section 1031. The U.S. Congress has added to the
broth, stirring the waters and fomenting additional
litigation by making changes in the section, partic-
ularly by making the 1984 change. This allows sec-
tion 1031, to be applied even to exchanges that are
not simultaneous.

The focus of this article is to examine the im-
plications that a nonsimultaneous exchange has on
litigation and controversy. Stemming from a desire
to simplify tax law, the article proposes modifying
code section 1031 to eliminate the need for nonsi-
multaneous exchanges or, for that matter, any ex-
changes to allow delerral of tax.

Although many :re:u; of litigation have arisen
under this code, the direction of the article is on the
nonsimultaneous exchange, which has been labeled
by proposed regulations as a deferred exchange. The
T.J- Starker u. U.S.3 case and other court cases{ have
questioned whether an exchange could be nonsi-
multaneous and still fall within the code.

Congress saw ht to address this issue and ap-
parently "put it at rest" by allowing nonsimulta-
neous exchanges within the limited language of the
statutory change under the Delicit Reduction Act of
1984.5 That change provided the now-famous 45/180
day rule, which holds that property will not qualify
for code section 1031 if it "is not identihed as prop-
erty to be received in the exchange on or before the
day which is 45 days after the date on which the
taxpayer transfers the property relinquishing the
exchange...."6 In other words, when a taxpayer

Matk lae laaine, is widely known as an erpert in b, Iaw.
He is a louaer, uriter, full professor ot the Un;uerstty of
Denuer and. frequent lecturer at man! colleges and univer-
siries.

Inuestors in 1989 haue as n'Luch confidence
in real estate as they did in 1985, but they
dre more worried about real estate's rishs
and its profit erpectdtions.

by Phillip T. Kolbe and
Gaylon Greer

By eliminating the need for a
nonsimultaneous or other type of exchange
in order to defer taxes, the cunent U.S. tas
law can be sirnplified, and taspayers can
concentrate on the economics of an
inuestment decision.

by Mark Lee Levine

This article uas based, on o paper the author preuiottsl! had
prepared in 1988.
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detrimental to the wealth of the shareholders. This
hnding is consistent with the results of earlier stud-
ies by Jarrell and Pound (1986), \{alatesta and Wal-
kling (1988) and Ryngaert (1988). The frnding also
supports the management entrenchment hlpothesis.

The average residual on the announcement date
was - 0.861r, rvhich is similar to thc - 0.93fi result
lound by Malatesta and Walkling in 1988. Thus, it
appears that there is very little diflerence in the
percentage stock price change for REITs and stan-
dard corporations rvhen the adoption of a poison pill
is announced.

Conclusions
REIT poison pill defenses appear to reduce stock-
holder wealth, which provides support for the man-
agement entrenchment hypothesis. Stock prices
decline upon the announcement of a poison pill de-
fense when REITs are perceived as takeover targets.
These stock price declines represent statistical re-
jection of the theory that, on average, these types of
anti-takeover measures benefit shareholders. Fur-
ther, it appears that the percentage decline in pre-
diction errors is very similar to the declines
experienced by standard corporations that announce
adoption of a poison pill.

NOTES
l. Bradley, Michael, Desai, Anand and Kim, E. Ha.n. "lhe Ra-

tionalc Behind Interfirm Tender OIIers: Information or SJmer-
gles.l' Journal of Ftnancial Economics 1l 11983): 183-206.

2. Bro.*,n, Stephen J. and Warncr, Jerold B. "Using Daily Stock
Returns: The Case of Event Studies," Journol of FinancioL
Economics 14 (April, 1985):3 31.

3. Choi. Dosoung, Kamma, Sreenivas and Weintrop, Joseph.
"The Dela*are Caurts, Poison PiUs, and Sharcholdcr Wealth,"
Journal of Law, Econotutcs, and Organizotioz 5 (Fall, 1989):
375-393.

4. DeAngelo, Harry and Rice, Edward ll. "Anti-Ta-keover Charter
Amcndments and Stockholdcr Wealth," Journal of Financial
Economics 11 {1983): 329-359.

5. Dodd, Peter. The Marhet for Corporate Control and Stoch-
holder Wealth. Monograph and Thesis Scries MERC MT-80-
0.1. (Rochester, NY: Managcrial Economics Research Center,

Graduate School of Managcment, University of Rochester,
1980).

6. Dodd, Peter and Warner, Jerold B. 'On Corporate Gover-
nance:A Study oIProxy Contcsts," Journo I of Financial Eco-
,om16 1l (April, 1983): 101-438.

7. Easterbrook, Frank H. and Fischel, Daniel R. 'The Proper
Rolc of a Target's Mansgement in Responding to a Tender
Olfer,' Horcard law Reuie&' 91 (1981): 1161-1203.

8. Essterbrook, Frank H. and Jarrell, Gregg A. Do Ta-rgets
Gain from Tendcr Offers? -\'ea, YorA Uniuersi.ty Lau ReL)icu
59 (1984): 2?7-299.

9. Fama, Eugene F., Fisher, Lawrence, Jensen,Ilichael C. and
Roll, Richard. 'The Adjustment of Stock Prices to New In-
formation, lnternational Economic Reuieu l0 (Februsry,
1969): I 21.

10. Gilson, Ronald L. "A Structural Approach to Corporations:
Thc Case Against Defensivc Tactics in Tender Offers," Slon-
lord Lau Review 3311981); 819-859.

ll. H&ight, G. Timothy and Ford, Deborah A. -REITs: New Op-
portunities in ReaL Estate Inuestment Trust Securities (Chi-
cago. ILr Probus Publishing Company, 1987).

12. Jarchow, Stephen. rqeal Estate lnrestment Trusls: Tax, Se-
cuities, ond Business Aspects {New York: John Wiley & Sons,
1968).

13. Jarrcll, Gregg A. "The Wealth Effccts of Litigation by Tar-
gets: Do Interesls Divergc in a l\lerge?" Journal of Law and
Economics 28 (1985): l5r-177.

14. Jarrell, Gregg A. and Pound, John. "The Ecohomics ofPoison
Pills." Working Paper, Secu.ities and Exchange Commission,
1986.

15. Jarrell, Greg A and Poulscn, Annette B. "Shark Repellents and
Stek Prices: Thc Eflects of Anti-Takc<rver Amendments Sincc
1980," Joumal of Finarcial Economics 19 (1987): 127-168.

16. Linn, Scott C. and McConnell, John T. "An Empirical lnves-
tigation of the Impact of Anti-Takeover Amendments on
Common Stock Prices," Journal of Financial Economics 11
(1983):361-399.

17. tr{alatesta, Paul H. and WalkJing, Ralph A "Poison Pill Secu-
ritiesi Stockholdcr Wealth, Profitability, and Ownership Struc-
Lurc," Journa.l of Fiancial Economi.s 20 (1988): 347-376.

18. Patell, James Il. "Corporate Forecasts of Earnings Per Share
and Stock Price Behavior Empirical Tests," JournaL of Ac-
counting Reseatch 14 (Autumn, 19761246-214.

19. Ruback, Richard S. "Do Target Shareholders Lose in Unsuc-
cessfirl Control Contests?" in: Alan Auerbach. Ed: Econornics
Effects of llergers and Acquisitions (University of ChicaSo
Press, Chicago, IL, 1988).

20. RyngEert, Michael. "The Eflect of Poison Pill Securities on
Shareholder Wealth," Jourzal of Financtal Economics 20
t1988): 3?7-41?.

of the respondents to the 1985 survey and 627o of
the respondents in 1989.

Altered perceptions about real estate's desira-
bility, discussed belovv, suggest that many investors
acquired their property during a period of greater
enthusiasm about real estat€'s pot€ntial, and they
now wish to reduce or eliminate their real property
commitments. Indeed, while the proportion of inves-
tors who own some real estate ha-s remained almost
constant, the asset now plays a diminished role. The
percentage ofrespondents who dedicate at least half
of their portfolios to real estate remains the same in
both surveys (257o), but the percentage who say that
it is only a minor element of their portfolios is higher
in the 1989 survey (287o) thal in the 1985 survey
(l8Co).

There is notable positive correlation between ed-
ucationa-l attainment and the degree of portfolio di-
versifrcation among investors responding to both
surveys; however, the nature ofthe relationship has
changed subtly between 1985 and 1989. In the 1989
survey, individuals who have graduate or profes-
sional degrees generally devote less of their wealth
to real estate, while those with the least amount of
forma-l education favor the asset. In contrast, the
most highly educated investors in the 1985 survey
show a marked preference for real estate, along with
those who have the least amount of education.

Altered Perceptions
Views about real estate's risk and yield prospects
have shifted sigrrificantly. Investors in the 1989 sur-
vey in general see real estate as offering more mod-
est yields and as entailing greater risk than those
who responded to the earlier survey. They also tend
to be more skeptical about prospects for a resurgence
of the appreciation trend of the 1970s.

Yield Expectations
ReaI estate yield expectations have become more di-
verse. Investors who are heavily committed to real
estate still feel they are on the right path; however,
dissenting voices are growing stronger.

In both surveys, the preponderance of investors
who own real estate agree that it produces better
returns than other assets do. Moreover, as the per-
centage ofthe portfolio dedicated to real estate rises,
the level of agreement to this viewpoint increases,
until those who have an above averag€ commitment
to real estate agree by a f'rve-to-one margin that its
yield prospects are bright.

Yet while the heavy real estat€ investors re-
main bullish, others are growing increasingly skep-
tical. Most of the investors who avoided real estate
in 1985 have no opinion about its relative yield pros-
pects. Most of these investors in 1989 disagree by a
two-to-one margin vrith the thesis that real estate
provides better returns than other investments.

Rish Perception
Beliefs about risk have shifted even more dramati-
cally. More 1989 survey respondents than 1985 re-
spondents believe real estat€ entails $eater risk than
other assets. Investors who previously eschewed real
estate agree almost two-to-one that it is more risky

than other investments; the margin of agreement
since has grown to three-to-one. Investors who own
real estate agree in 1985 by a four-to-one margin
that it is less risky than other investments; in 1989
they agree by a two-to-one margin that real estate
is more risky.

Surprisingly, the proportion of investors who
agree that real estate is more risky than other in-
vestments increases with the degree of commitment
to the asset. Those who have a greater-than-average
proportion of their portfolios in real estate agree by
a three-to-one margin that is is more risky, while
those with a below-average commitment to real es-
tat€ agree with this proposition by only a two-to-one
margin.

A more important question, of course, is whether
real estate's yield prospects more thar compensate
for its riskiness. Opinions among real estate inves-
tors as a group are about equally divided over this
proposition. Among those with a greater-than-av-
erage commitment to rea.l estate, however, there is
nearly a two-to-one agreement that returns on real
estste more than compensate for the risk. Investors
who avoid real estate see things differently; they
agree even more resoundingly (by a margin of al-
most three-to-one) that real estate yields do not ad-
equately compensate for its risk.

Scale Economies
In both surveys, respondents overwhelmingly reject
the proposition that better yields accrue to limited
partnerships in large projects than to individuals
who invest directly in small properties. However,
the percentage of respondents who accept this prop-
osition increases slightly (to L31o from 107o) in the
most recent survey,

Investors in the two surveys feel approximately
the same about real estate's appreciation potential.
Those in the most recent survey who own no real
estate agree (by a margin of slightly less than two-
to-one) that real estate u,ill not begin to increase in
value as it did in the 1970s; the margin in the 1985
survey is somewhat more than two-to-one. In both
surveys, investors who have an above-average com-
mitment to real estate are about equally split on this
issue, while those with a less-than-average real es-
tate position agree-each time by only a slim mar-
gin-that real estate will not begin to rapidly
appreciate.

Favored Real Estate Assets
Although investors' preferences have shifted since
1985, single-family residential rental units still are
the overwhelming favorite in both surveys. Even
though personal residences are excluded from this
survey cat€gory, 49?o of lhe respondents o$r'n one or
more single-family houses in the 1985 survey and
47?o d.o so in the 1989 survey.

The most dramatic change between 1985 and
1989 is a relative shift in the popularity of limited
partnership shares and vacant land. Land is the sec-
ond most popular real estate asset in 1985, and lim-
ited partnership shares are a distant fourth, trailing
slightly multifamily residences. Land loses popularity
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EXHIBIT I

Summar5r of Key Responses from AII Investors (Both with and without Real Estate) in the Survey of Investor
Attitudes toward ReaI Estate Investments

Pcrsonal Data
Average Age: 52 years
Sex: Male 907o Female l07o
Formal education, highest level attained:

Less than high school graduate 01o

High school graduate l51a

Total annual income: (from all sources before deductions and taxes)
$ 0 to $19,999 l7o
$20,000 to $39,999 llTo
$40,000 to $59,999 237o

$60,000 to $79,999 20Io

Approximate net worth of estate:
$ 0 to $ 20,000 41o

$ 20.001 to $ 50,000 37o

$ 50.001 to $100,000 57o

$100,001 to $200,000 t47o

Retired: Yes 291o No 7l7o
.{vcrage number of years before intended retirement: 13

Investor Attitudes
Real estate produces better returne than other
investments.
Agree 38Vo
Disagree 43Vo

No Opinion 197o

Real estate is less risky than other investments.
Agree 25Vo

Disagree 607o
No Opinion 15%

Real estate produces returns in excess of those
needed to compensate for its risk.
Agree XlVo
Disagree 437o

No Opinion 26%

Large real estate ventures (syndications/limited
partnerships) produce better returns than small
properties
Agree 137o
Disagree 547o

No Opinion 327o

for testing hlpotheses about T-day performance was
formed as:

TABLE 2

Number ol REIT Poison Pills by Year for the Period
1985-1989

Ycar
Number of Poison

Pills Pcrccnt

these statistics tested for cumulative performance:

N

t1,,,rr : v-}{,N , CSPE,.1,.,*.n. (9)
i=1

Empirical Results
The average standardized prediction errors (ASPEs)
were generally positive during the 20 days prior to
the announcement of the poison pili (Table 3). The
cumulative average standardized prediction errors
(CASPEs) became more positive as the event period
approached. However, during the event period (days

- 1 and 0), the ASPEs became negative. The ASPE
on the event date (day 0) was negative and sig:rifu
cant. The ASPEs remained negative for two days
following the announcement of the adoption ofa poi-
son pill. Finally, on day 3 following the poison pill
announcement, the ASPEs became positive, and the
CASPEs began to return to the level they held prior
to the poison pill announcement.

The significant negative sign of the prediction
error reaction indicated that a poison pill was

tr=!6Ia{>sPEt,,,
N

i=1
(8)

College degree (BS/BA)
Graduate degrec 5\lc

$ 80,000 to $ 99,999
$100,000 to $l-19,999
$150,000 to $199,999
Oqer $200,000

$200,001 to $500,000
$500,001 to $999,999
Ovcr $1,000,000

l4Va
lTVc

87a

29Vc

26%
20q(, 1985

r986
1987
l9s8
1989

.0

.5

.0

h

6
0

12

i5

I
I
0
2

2

Public real estate offerings produce better returns
than direct ownership.
Agree 57o

Disagree 597c
No Opinion 36%

Future changes in federal ineome tax laws will make
real estate a better investment.
Agree l2Vo
Disagree 497o
No Opinion 397o

Real estate will soon begin to increase in valuc much
as it did in the 1970s.
Agree SlVo
Disagree 4l%
No Opinion 28%

Seminars that claim to teach individuals how to
make a million dollars in real estate can do so.
Agree 57a
Disagrce 777o

No Opinion 187a

1.4522
1..1762

- 0.9363
0.2320
1.371I
r.6280
0.5689

- 0.52,18
0.6032
0.0926
3.7787*

- 0.1131

- 2.3.103*

- 1.6633

- 3.3646*
3.0103*
2.7361+
0.3361

- 0.4925
2.4t52*

- 1.1508

- 1.2219
0.6507
1.0958
1.2637

1S.75
.13.75

62.50
.13.?5

43.75
56.25
13.75
62.50
37.50
.13.75

37.50
56.25
.13.75

68.75
75.00
18.75
56.25
56.25
50.00
31.25
50.00
62.50
43.?5
26.67
35.? 1

T.{BLE 3

Average and Cumulative Average Standardized Prediction Errors Surrounding the Announcement of a Poison
Pill Adoption for a Sample of 16 REITs

Dap'Relatile
to Poison
Pill Adoption

Avcrage
Standardized
Prediction
Error

I'ercent
Ncgative

Cumulative
Average
Standardized
Prediction
Errort-stat

by 1989-it drops into a third-place tie with multi
family residential units-and limited partnership
shares move to second place.

Slightly less lhan 257o of real estate investors
own some limited partnership shares in 1985; by
1989, the percentage is up to 32Vo. Ae in 1985, prin-
cipal holders are investors who have less than one-
lourth of their portfolios devoted to rea-l estate.

Vacant land in particular has lost favor among
investors whose portfolios are less than 507o devoted
to real estate, but it remains a preferred asset of
those who have more than 509o of their portfolios
committed to the asset. This is especially true for

those who devote their portfolios solely to real es-
tate: 50Vo of these investors o\yn some vacant land.

There also has been an intriguing shift in the
relationship between investors' primary sources of
advice and their interest in land. Among those rvho
listen to their accountants, ownership ofvacant land
has grown sigrrilicantly. Yet ownership of vacant
land has decreased by 50% among those who seek
advice from real estate appraisers.

Multifamily residential properties are tied with
land in the 1989 survey as the third most frequently
held real estate asset. Twenty-seven percent of the
real estate investors own apartments, up only slightly

-20
-15
- l0

10
l5
20

-9
-8
-7
-6
-5_,1

-2
-l

0
I
2

I
5
6
7

8
I

0.36306
0.3690.1

- 0.23{08
0.05801
0.3t277
0.,t0700
0.14222

- 0.13119
0.15079
0.02315
0.94.168

- 0.02829

- 0.58507

- 0.11582

- 0.8.1114
0.75259
0.68,103
0.08{03

- 0.l23l l
0.60380

- 0.28770

- 0.305.19
0-t6267
0.28293
0.33773

0.09316
0.07979
0..1595.1

0.51755
0.86032
1.26733
1..10955
1.27836
1..12915
1..15230
2.39698
2.36869
1.78362
1.36781
0.52667
r.27925
1.96328
2.0.1731
1.92,119
2.52799
2.21029
1.93,180
2.09717
1.98231
2.31785

8

'Indicates significance at lhe .05 leuel
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r+T

CSPE,.,"'r, = liVT , SPE',,. (7)

The cumulative standardized ol*r"rro., error also
was distributed unit normal for large L1.

Invoking the assumption of cross-sectional in-
dependence, the following statistics tested whether
average performance differed from zero:



REITs. For each of these REITs, we obtained the
daily stock price returns from the files created by
the Center for Research in Security Prices (CRSP)
at the University of Chicago. (Table 1 lists the REITs
that adopted poison pills and were used in our sam-
ple; Table 2 indicates that 75L of the poison pill
adoptions occurred in 1989.)

Methodology
The standard event study methodolory was used to
estimate the effects on shareholder wealth from the
poison pill adoption. The following market model
regression was used to adjust the stock returns for
marketwide movements and to isolate the price
changes due to the adoption of the pill:

R;, = ar + b,R-, + e,, (1)

The slope coefficient b, is the stock's systematic risk
and measures the relative tendency ofthe ith stock's
return (R1,) to move along rvith the market (R.,).
The CRSP equally weighted market index is the proxy
for the market. The term (a, + B,R-,) represents
the average return of the stock i adjusted for the
market and risk. Thus, eir measures the abnormal
return that is unrelated to the ma-rket and the stock's
average return.

The coefficients of the market model in (1) rvere
estimated for each REIT using 200 consecutive re-
turns for the period ending 20 days prior to the date
of the announcement of the poison pill. For 42 days
surrounding the adoption date (-20 to +20), we
estimated prediction errors returns:

d* - R,, - (ei + bi * R-r) (2\

The prediction errors (residuals or abnormal re-
turns) are the deviations of the actual returns from
their predicted or normal returns. When residuals

are averaged across all REITs, the resulting statis-
tic, the average residual (APE) or the average pre-
diction error, measures the average abnormal price
effect of the event:

Fl\IIIBIT I ( continucd)

APE!=1AI)6, (3)

where: N = the number of REITs

We also computed cumulative average predic-
tion errors (CAPEs):

cAPE,,.r = ) apn, (4)

To test for statistical signihcance ofthe average pre-
diction errors during the event period, standardized
test statistics rvere developed. Each prediction error
was divided by the square root of its estimated fore-
cast variarce, forming a standardized prediction error:

SPE,,, = PE,,u/sr.., (5)

where

si,,: si[1 + 1,{1. + ((n-, --n-f lJ (R-." --R-)')]'" (6)
,_ I

In this calculation, s1 is the estimated residual stan-
dard {pviation from REIT i's market model regres-
sion, R- is the average market return over the L,
estimation period days and R-., is the return to the
market index at day t.

The standardized prediction error was distrib-
uted as a Student-t with (L; - 2) degrees of freedom.
Since L, was large, the distribution was approxi-
mately unit normal in the absence of abnormal per.
formance. A cumulative standardized prediction error

Intr'51nl"n, I'ractices
Arc you emplol'ed in thc real cstate business?

Yes 67r \o 9l ti
If you arc employed in thc rcal cstate business, does
your cmployment improvc your invcstment
opportunitics?

Ycs 7En No 2?9i

Which of thc following propcrty catcgories bcst
rcprcscnts thc naturc of your rcal estatc investmcnt
activitl*? (]Iore than one ma)'bc selcctcd.)
Do not invcst in real cstatc 389i
Single fanrily residcntial (houscs) 10'/o
Condominiums/coopcratives llc/t
]lultifamilt' rcsidcntial 18%
Commcrcial (rctail) l\C.
Industrial 57c

Office buildings 8'/c
Land l\C.
Retircment/lifc care ccnters llc
Ilotcl/motcls 4%
I'ublic rcal cstate offcrings (slndications) 207.

\\'hat is thc al cragc cost of your tpical rcal estatc
invcstmcnt? $ 10,2.18

What is thc aycrage current value of all your rcal
cstate asscls, nct of rclated dcbt (cxcluding pcrsonal
rcsidcnce)? $193,072

Arc you continually in search of new real estate
invcstments? Yes 137c No 87%

Rank the following bcnefits of real estatc investmcnt
in order of their importance to you.

Primary
Importance

Annual cash florv 29c/c

Increasing property value 55%
High leveragc ll."h
Tax sheltcr benefits Ztrlc

Do you employ an;i of thc follorving as a primary
cvaluation technique?
Gross incomc multiplier 8%
Nct income multiplier 107a
Bcfore-tax cash rcturn
on equitl' 12n
After-tax cash return
on cquity zlc,
Aftcr-taY cash return plus loan

rcpaymcnt cxpressed as
rcturn on equity l0l;

Net incomc rcturn on total
invcstmcnt 26%

Pa1'back pcriod 8'L
Intcrnal ratc of rcturn l0t?
Nct prcscnt value analysis 8%
Profitabilitf inder 5e,
Financial management ratc

of return |lc.

From u'hich of the follorving individuals would you
scek help in analyzing real cstate invcstment?

illways Some time s

Rcal cstate brokers lSVa 277c
Rcal cstate counselors 37c 187c
Rcal estatc appraisers lTVc 297c
Laul'er l5ft. 21Vc
Accountant 2l7c 24%
Banker |ch 227c
Financial Planner 5'i 18%

N

Tr\BLD I

REIT Poison Pill Announcement Dates lor the Period 1985-1989

REIT \amc
Announcement

Date
Bradley Real Estate Trust
BRE Propcrties
Chicago Dock & Canal Trust
Continental llortgage & Equity Trust
Federal Realty Invcstmcnt Trust
Holly'wood Park Rcalty Entcrprises
IIRE Propcrties
ICII Property Investors Inc.
Income Opportunity Realty Trust
MGI Propcrties Inc.
Property Trust of America
Santa Anita Realty Enterpriscs
Sizeler Property Investors
Transcontincntal Realty Investors
Yinland Property Trust
\Ycd stonc Financial
+NA represents REITi thot are traded on the New York or Americon Stoch Er.changes uhile OTC rcpresents REITi that are troded
ouer-the-counter,

Stock
Exchanger

r2106/89
08/r 4/89
0it21188
03/13/89
0J/13/89
09/15/86
10/28/88
07/18/89
0.1/10/89
06/21189
03/13/89
06/15/89
05/03/89
03/r3/89
03/ l3/89
09/11/85

OTC
NA

OTC
OTC
NA

OTC
NA
NA
NA
NA

OTC
NA
NA
NA

OTC
N-{

from 25Vo in 1985. The likelihood that investors will
lavor multifamily housing increases with the per-
centage of their portfolios dedicated to real estate,
except thatjust 367o ofthose who invest only in real
estate hold any multifamily housing assets.

In commercial real estate, the retail sector is
more widely represented among respondents to both
surveys than are the offrce and the industrial sec-
tors, but the inclusion of commercial property ofany
sort has declined slightly since 1985. Investors with
greater-than-average real estate holdings show a
strong preference for this sector: nearly one-fourth
of these individuals hold some retail rental proper-
ties, almost double the percentage of investors who
hold either oflice or industrial properties.

The survey also reveals some interesting geo-
graphical variations in asset preferences. Vacant land
in 1985 and 1989 is more popular among investors
in the South and the Southwest than elsewhere.
Mountain-state investors are reducing their relative
commitment to all categories of real estate. Multi-
ple-family housing in the 1989 survey is less fre-
quently represented in individual portfolios of
investors who reside in Southern, Southwestern and
Atlantic areas than it is in the 1985 survey. The
Pacific area is the hotbed for multiple-family hous-
ing owaership and publicly oflered syndication shares.

Conclusions
Despite the bad press real estate has received since
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1985, individusl investors retain a high degree of
conhdence in its investment potential. Virtually the
same percentage of survey respondents in 1985 and
in 1989 reported that they own 6ome real invest-
ment property, although the 1989 group reports sub-
stantially more diversifrcation in their investments.

Although most survey respondents believe that
real estate remains an attractive investment, inves-
tors have become somewhat less optomistic about it.
They have increased their assessments of real es-
tate's riskiness and lowered their prol-rt expecta-
tions. They continue in 1989 the healthy skepticism
they report in 1985 about the prospects of large public
syndications, as well as the prospects for real estate
to repeat the price spiral of the 19?0s.

There have been important shifts in preferred
real estate assets since 1985, but residential rental

units remain the runaway favorite, and single-fam-
ily units continue to be substantially more desirable
than multifamily units. Limited partnership shares
have gained favor while undeveloped land and com-
mercial property have lost some of their earlier
popularity.

NOTES
1. See, fo. exampler Hendershott, P.H., Follain, J.R., and Ling,

D.C. "EfTects on Rea.l Estate," in Pechman, J.A. (ed), Ia:r Re-
form and the U.S, Ecoaomy, (The Brookings Institution (198?):
$-60; Henderghott, P.H. and Ling, D.C., "Likely Impacts of
the Administration's Tax Proposals and H-R. 3838," in Fol-
lain, J.R. (ed), Tar Reform and Real Estote, (The Urban In-
stitute 1986): 8?-112; lentz, G.H. and Pisher, J.D., "Tax Reform
and Organizational Forms for Holding Investment Real Es-
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redemption or conversion provisions. It is activated
by an unsolicited takeover bid, and it allows share-
holders to increase their ownership in the frrm by
purchasing shares at a substantial discount. A poi-
son pill, as a result, can significantly dilute the own-
ership for the bidder.

As indicated by Ryngaert, poison pill securities
have several important characteristics. First, they
are usually adopted without shareholder approval.
Second, they signif'rcantly increase the cost of trans-
actions that alter the control of the ftrm. Third, pill
securities ca.rr be redeemed by the issuing firm's board
of directors at a very small cost until an acquiring
firm purchases or offers to purchase a large equity
position in the firm. These securities therefore force
acquiring firms to negotiate with the existing firm's
board.

There are two major tlpes of rights plans-flip-
over plars and back-end plans. Flip-over plans are
the most common. They give shareholders of the is-
suing frrm a right to purchase stock in the surviving
corporation at a discount (usually one-halfof market
value) in the event an acquirer takes control of the
issuer. Flip-over plans do not necessarily deal with
the risk that an acquirer simply will take control
and leave the remaining shareholders in place. Thus,
many flip-over plans have a flip-in provision, which
allows shareholders of the issuing corporation to re-
ceive additional stock in their own corporation, usu-
ally at a discount, in the event the acquirer engages
in certain t)?es of self-dealing transactions with the
issuer or the acquirer obtains a specified percentage
of the issuer's stock.

Flip-over plans are desigrred to permit share-
holders to retain an interest in the company, on good
economic terms, if a change of control occurs under
circumstances that are not approved by the board.
They also are designed to discourage acquirers from
proceeding unilaterally without negotiating with the
board of directors of the target firm.

A smaller number of companies have adopted a
form of rights plan, krown as a back-end plan, that
gives shareholders the right to sell their stock back
to the company at a favorable price should an ac-
quirer purchase a specilied percentage of the com-
pany's stock. Back-end plans guarant€e shareholders
a market for their stock with favorable terms and
protects them frorn having to remain as minority
shareholders if a change of control occurs.

When management adopts a poison pill, it sug-
gests that the anti-taheover measure is in the share-
holders' best interest and that the measure will
maximize shareholder wealth. This viewpoint has
been upheld by the courts. The Delaware Supreme
Court in 1986 upheld a ruling by the state's Chan-
cery Court that allirmed the legality of the IIip-over
rights plan of Household International which con-
tended the directors of the company were exercising
their business judgement and acting in the best in-
terest of the f-rrm's shareholders.

However, critics contend that poison pills ac-
tually entrench management. Critics state that

conflicts of interest following a takeover may lead
to a loss of management's compensation and pres-
tige. As a result, management may use a poison pill
to stop a change in the control of the f-rrm that will
increase the shareholders' wealth. Management also
may use a poison pill to hinder a takeover market
as a check on management's behavior. If manage-
ment is afraid ofa takeover, reducing the threat will
have a negative impact on stock prices.

With an eflicient capital. market, stock prices
will reflect all available information about a firm.
As new information becomes available, it will be
incorporated into the stock price. An eflicient capital
market allows us to test two competing hy-
potheses-the management entrenchment hypoth-
esis and the shareholder interest hypothesis-by
examining the stock prices around the announce-
ment of a poison pill.

The management entrenchment hypothesis sug-
gests that poison pills make it less likely that share-
holders can receive takeover premiums and benef'rt
from monitoring by the market. Therefore, stock
prices should decline when a poison pill is announced.

AJternatively, the shareholder interest hypoth-
esis contends that poison pills are adopted to max-
imize the price shareholders will receive in change-
of-control transactions and that management is act-
ing in the shareholders' best interest by using the
poison pill to negotiate a better deal for the share-
holders. Therefore, the announcement of a poison
pill should increase the stock price.

REITs are a special tlpe ofcorporation that may
qualify as a tax-free intermediary. A REIT is run
directly by a board of directors or board of trustees
which is responsible for raising capital for the trust,
setting investment policy arrd approving recommen-
dations made by an advisor. REITs may be exposed
to a greater potential for agency problems.

Among a series of requirements to maintain their
tax-excempt status, REITs must distribute 957o of
their annual earnings to shareholders, and they must
derive at least 75?o of gross income from real estate
activities. These requirements place restrictions on
REIT management that do not hamper the manage-
ment of standard corporations. Therefore, we hy-
pothesize that the stock price reaction to the
announcement of a poison pill will be less for REITs
than for standard corporations. Further, we believe
that the examination of the stocks of REITs, which
constitute a somewhat homogeneous industry, may
provide a strong test of the management entrench-
ment and shareholder interest hypotheses.

Data and Methodology
Data
We assembled a sample of 17 REITs that, between
1985 and 1989, announced the adoption of a poison
pill in the Wall Street Journal or over the Dow Jones
News Retrieval Service. To test the economic con-
sequences of the adoption of a poison pill, we in-
cluded in our sample only those {irms traded on the
New York, American and Over-the-Counter Stock
Exchanges. This reduced our final sample to 16

l0 REAL ESTATE ISSIJES SPBING/SUMMIN ]99I The EIIect ol Poison Secudties on Stock Prices 35



THE EFFECT
OF POISON
PILI SECURI.
TIES ON REIT
STOCK PRICES

In recent years, there has been a tremendous
increase in the number of hostile corporate take-
overs and in the number of measures designed to
stop or hinder them. Several anti-takeover mea-
sures are krown as shark repellents, and they in-
volve amendments to corporate charters that restrict
changes in management control. These techniques
are proposed by managcment supposedly to protect
the interest of the shareholders by requiring that
any takeover attempt be negotiated by manage-
ment. A particularly potent type of shark repellent
is the poison pill.

Studies by Jarrell and Pound in 1986, Maltesta
and Walkling and Ryngaert in 1988 have examined
the economic effects of poison pills by considering
the effects on shareholder wealth when the adoption
of this anti-takeover delense is announced. These
studies lound that such an announcement caused
shareholders ofthe firm to receive signifrcantly neg-
ative abnormal returns. This linding is consistent
rvith the hypotheses that the poison pills can deter
value-enhancing takeovers, discussed by Easter-
brook and Fischel and Gilson in 1981, and that man-
agement is acting in its own best interest when trying
to prevent any hostile takeover that would remove
it from control.

Poison pills, unlike other anti-takeover mea-
sures, can be adopted without shareholder approval,
This may explain why the results ol poison pill stud-
ies on the effects on rvealth have been consistent,
while the results of similar studies of other anti-
takover activities have been con{licting and ambig-
uous. (see Linn and N{cConnell; DeAngelo and Rice;
Jarrell and Poulsen)

Real estate investment trusts (REITs) also have
experienced an increase in mergers in recent years.
This increase has been attributed, at least in part,
to the heightened demand for real estate caused by
volatility in capital markets and by active Japanese
investors who paid $16.5 billion for real estate in
1988 alone. REITs are concerned that disparities be-
tween real estate asset values and stock values are
creating opportunities for unfair transactions.

This article examines the eflects on wea]th from
poison pill announcements by 16 publicly traded
REITs and hnds that the overall effect on wealth is
a statistically significant decline in stock price of
-0.86 Va. The finding of a significant loss of wealth
due to the poison pill announcements supports the
management entrenchment hlpothesis.

Poison Pills
A poison pill, also known as a rights plan, is a div-
idend distribution of rights or securities with
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INTERESTED
BYSTANDERS:
THE BEAL
ESTATE PBO.
FESSION AND
BEHEMOTH
PUBLIC WORKS
PBOJECTS

A City On A Hill
I or three vears a-fter his arrival in the nerv rvorld
l' in tOZz until the autumn of 1630, Boston s first
tl white settler, Reverend William Blaxton Iived
in solitary peace on Beacon Hill, a mere stone's thl'orv
from today s state capital building. \!'hen the ]{as-
sachusetts Bay Colony residents began arriving and
settling down, no doubt the Reverend Mr. Bla-xton
muttered to himself: \\rhen is all this infernal con-
struction going to stop?" Thirty-six decadcs later,
residents of Boston, the home city of both Reverend
Blaxton and this author, still are asking the same
question.

"And this is good old Boston
The home of the bean and the cod
Were the LooeLLs talh only to Cabots
And the Cabots talh only to God."

-John Collins Bossidy

Since Bossidy wrote this couplet in 1910, the situ-
ation in Boston has changed little, if at all. In the
current scenario, the genericentity described as'big
government" (including federal, state and city) could
be assigned the role of the Cabots. The real estate
profession could play the role of the Lorvells. God
would make a return appearzrnce in His original role
As always, the Cabots would be talking only to God,
and the Lowells would be ignored by their earthly
Cahot counterparts. Their state of diplomatic rela-
tions with God would remain unknown.

A chasm in communications between big go\'-
ernment and a local real estate community is ahvays
serious, but it can be devastating if it persists after
the local economy has fallen through the floor. In
the glorious "home of the bean and the cod," the
decade-long economic miracle that saw the gross
product in thc Commonrvealth of N{a-ssachusetts grorv
at an average annual rate 33% higher than the na-
tional average has ended. Unfortunately, the Com-
monwealth's economic wheels have ground to a halt
just as its public sector has geared up to start mak-
ing more than $12 billion in structural improve-
ments to Boston's highway, tunnel and sewer systems.
Ifthe nerv construction does not take place-or, even
worse, if it is halted midway through-the long-term
adverse effects on real estate markets in the Com-
monwealth will be severe. Best estimates indicate
that despite the bonanza in jobs that would be en-
gendered by these public works projects, the Conl-
monwealth's projected revenue shortfalls rvill
approach $2 billion a year for the foreseeable future.

Such mammoth public sector extravaganzas tend
to plow ahead like some ancient brontosaurus. In its
presence, local, private real estate professionals feel,
at best, like bewildered bystanders and, at worst,
Iike fresh food for the onrushing monster. This article

Fronk J. Parket, CRE, is a full professor in the Carroll
School of llanogement, Boston College, and odjunct fu\

professor at the Boslon College Laro School. He is a member
of the American Society of Real Estate Counselors and has
receiaeil lhe senior real estate ahatyst designation from the
American Institute of Real Estate Appraisers how the Ap-
praisal Institute). Reu. Parker is a practicing atlorne! in
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The announcement of a poison pill anti-
taheouer defense reduces the wealth of
REIT stochholders.

by Willard Mclntosh

The priuate real estate sector has been

frozen out of gigantic new public worhs
projects in Boston largely because of the
Iach of communication between big
gouernment and the real estate community.

by Frank J. Parker, CRE
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discusses the coming surge in public works projects
for Greater Boston and the difliculties in bringing
them to fruition. The article also describes the in-
ternescine warfare in the public sector and the pub-
lic sector's failure to include the private sector,
especially the real estate community, as an active
partner in these most important enterprises. Al-
though the problems identified here may be worse
in Boston than in other parts of the country because
of the scope and costs of the projects involved, sim-
ilar problems undoubtedly arise elsewhere.

Artery-Tunnel Project
Automobile tralfic in and through the center of the
City of Boston has reached crisis proportions. The
main thoroughfare, the Central Artery, is an ele-
vated highway that was built at the end of the 1950s
and was designed to carry 75,000 automobiles a day.
At present, best estimates indicate an average of
200,000 automobiles clog this road system daily.
Doomsday predictions of 14-hour.a-day tra{Iic tie-
ups by the start ofthe next century with a resulting
Ioss in productivity of $2 billion annually to area
businesses have terrified the loca-l business com-
munity. In response, state arrd city offrcials have
announced a massive road and tunnel construction
project that is intended to ease some of downtown
Boston's staggering tralfrc congestion, drastica-lly
improve access to its international airport across the
Charles River and double the capacity ofboth north-
south and east-west automobile traffrc.

The disruption to downtown Boston from this
construction project is almost beyond conception. The
seven-mile long project has as its focal point the re-
placement of the major elevated north-south tho-
roughfare, the Central Artery, with a new ten-lane
roadway, mostly underground. The mqjor east-west
thoroughfare, the Massachusetts Turnpike Exten-
sion, will be lengthened via a new road and a new
four-lane harbor tunnel which hopefully will relieve
some of the current pressure on the two antiquated
tunnels that serve Logan Airport. There are fears
that the reduction in north-south expressway travel
lanes during construction will cause tralfic to back
up onto city streets arrd stop practically all circula-
tion of automobiles.

Another concern is the fear of disease. Because
a large part of the city was built by artilicial accre-
tion from the soil in Boston Harbor, there is an enor-
mous rodent population. A recent attempt to build
a small parking gzuage on Beacon Hill dislodged
and spilled so many distinctly unhappy fourJegged
creatures onto adjacent streets and into neighboring
buildings that the mind absolutely boggles at what
rvill occur when the digging begins for the Central
Artery submersion and the third harbor tunnel-
notwithstanding assurances by the contractors that
they have hired the world's leading rodent control
specialists to solve the problem.

In addition, there is great fear that the substruc-
ture of the city will not be able to handle the strains
of the digging. Since absolutely everything under-
ground in the central city area will be touched dur-
ing construction, the possibilities for destruction-

even castrophe-are present. "Can't happen, here!",
roar city and state offrcials in reply. "We have hired
a geotechnical engineer, an architectual historian
and a structural engineer to protect ourselves." Per-
haps these assurances of safety will prevail, perhaps
not. The results won't be pretty, however, if damage
does occur to historic landmarks that will be dis-
turbed-the 1711 Old State House, 1825 Faneuil
Markets and the 1750s Blackstone Buildings.

What will it all cost? More and more, the answer
seems to be; Who knows? State o{ficials who a-re not
known for exaggerated cost estimates of public works
projects have increased the final anticipated cost of
the artery tunnel project from $3.3 billion at the
project's commencement to $4.43 billion in 1987 and
$4.97 billion in July 1990. Additional upward cost
revisions appear inevitable.

There also is concern that the federal govern-
ment may reduce its funding commitment to the
Greater Boston road and tunnel system before the
project is completed. The Federal Highway Trust
Fund is the major source of federa.l monies for road-
way projects.

However, until now, the federal government has
committed itself to only $2.3 billion of the project's
expenses. Although the election of Republican Wil-
liam Weld as Governor of Massachusetts may elicit
a cooperative attitude from Washington, the na-
tional budget crisis almost certainly will restrict the
overall federal subsidy that will be available. As the
project's costs continue to rise, doubts are increasing
about how deeply into the Highway Trust Fund the
Bush Administration will dig to assist the Common-
wealth of Massachusetts.

To make matters worse, downtown Boston's
bridge and tunnel project is not the only roadway
expenditure facing the Commonwea-lth of Massa-
chusetts at present. An additional $15 billion must
be found to perform needed repairs elsewhere. It is
questionable whether the financially hard-pressed
Commonwealth will be able to carry its share of the
Central Artery-Third Harbor Ttnnel project, which
totals lUVo of the final accounting plus the amount
the federal government refuses to pay, as well as its
share of the cost of these other repairs.

During June 1990, the long-awaited plan for the
Central Artery and the Third Harbor Tunnel was
released for public comment by the Massachusetts
Department ofPublic Works. The report on the proj-
ect's environmental impact was three years late. It
encompassed nine volumes of material in 2,500 pages,
weighed 40 pounds, was eight times larger than the
telephone white pages for the City of Boston, and
cost the Commonwealth of Massachusetts $10 mil-
lion to prepare. Nevertheless, the one and only pub-
lic hearing on the plan was scheduled one week after
the report's release.

Heavy criticism has been directed at many of
the plan's proposals, including the proposal to place
most of the 13.5 million cubic yards of lill generated
by digging in the central city on Spectacle Island,
the 9?-acre eyesore in the middle of Boston Harbor.
In the end, it is hoped LhaL a 227 -acre public park
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will be sculpted from the deposited rubble. Can this
proposal work? The federal Environmental Protec-
tion Agency (EPA) ald the U.S. Army Corps of En-
gineers are higtrly skeptical. Both possess veta power
and both want on-land frll site alternatives.

Criticism also has been expressed by the Sierra
Club, which has gone to court t demand that the
EPA investigate and graat air quality permits for
seven ventilation towers planned for use during con-
struction. The National Association of Railroad Pas-
sengers and the eyer-active Sierra Club are asking
U.S. Transportation Department oficials to require
a full study of adding a North Station to the South
Station rail line before digging can begin. East Bos-
ton residents want the toll plaz a removed from their
neighborhood. In addition, the Army Corps of En'
gineers is rethinking whether a 40-foot deep tunnel
is adequate in light of the accident of January 1,

1990 in which the Turkish oil tanker Gebze struck
bottom in 42.9 feet of water in Boston Harbor. All
in all, $4.9? billion may be just the initial, not the
Iinal, cost of the artery-tunnel project.

The Scheme Z Fiasco
AJI other complaints about the proposal put together
pale in comparison to the uproar created by Scheme
Z. To quote the distinguished architecture critic of
The Boston Globe, Robert Campbell, the new Cen-
tral Artery will be "a grotesque monstrosity" be-
cause a major part ofthe new roadway will be a 125-
foot high, 300-foot wide, 13- to 18Jane wide bridge
over the Charles River rather than a tunnel under
the Charles River.

The usually positive and reserved critic was ex'
coriating in his criticism: "There is something truly
nutty about all of this. The whole point of The Cen-
tral Artery project is to get rid of the overhead ex'
pressway in Boston in order to coconnect the city to
its waterfront. What is the point of replacing one
overhead highway with an even bigger one some-
where else? It is as if we were witnessing some per'
verse law ofphysics. Ifyou push the artery down in
one location, an equal and opposite mass will pop up
somewhere else."

The EPA, the main permit-granting hurdle for
the Artery-Tunnel Project, agreed with Campbell.
The agency termed this Charles Bridge design to be
"the ugliest single structure in New England." A
host of groups threat€n to sue and thus block the
Scheme Z part ofthe plan. Among the dissenters are
the Cambridge Conservation Commission, the
Charles River Watershed Association, the Cam-
bridge Citizens for Liveable Neighbors, Citizens for
a Liveable Charlestown and, as always, the Sierra
Club. The Weld Administration has promised a close
review of Scheme Z.

MWRA Boston Harbor Cleanup
Even worse from the Greater Boston area's perspec-
tive, is that the problems do not stop at the shore-
line. Temporally contemporaneous with the $4.9?
billion Central Artery-Third Harbor T\.rnnel project
is the need for a federally maadated secondary water
treatment cleanup of Boston Harbor. Anyone who

saw President Bush's 1988 campaign commercial
knows that Boston Harbor has the highest levels of
toxic metals and polychlorinated biphenyls found in
a-ny American body ofwater. The fiscal damage from
this cleanup is estimated at $?.0 billion, up from an
earlier quotation of $6.6 billion. But here, no con-
venient sugar daddy such as the Federal Highway
Trust Fund stands on the horizon to cushion the
frnancial shock of the cleanup at the locsl level.

The 60 Eastern and Central Massachusetts com-
munities that make up the local Massachusetts Wat€r
Resources Authority (MWRA) must foot the lion's
share of the bill for the harbor cleanup- over 907o
of the cost at current estimates. Water rates in the
district have more than tripled since 1985, reaching
an average assessment of $377 per ratepayer for l-rs-

cal year 1991. By the time the cleanup is scheduled
to end in 1999, it is estimated that these rates will
more than triple and reach an average yearly pay-
ment of $1,200 per ratepayer.

The scope of the cleanup is daunting; There are
5,300 miles of collection pipes under the control of
43 local governments; 228 miles of larger pipes held
region-wide; tens ofthousands of lateral connections
in private ownership; over 100 governmental agen-
cies with competing or overlapping interests.

From day one, every move o[ the MWRA has
been subjected to public scrutiny, often to withering
criticism. Public objection has ranged from the triv-
ial (IVflVRA paid to have its automobiles washed;
MWRA paid for coffee for its employees on break
and, worse yet, for an employee Christmas party) to
the deadly serious backed by the threat of time and
money-consuming lawsuits. MWRA is criticized for
its decision to build a $52.6 million offrce headquar-
ters in Roxbury, rather than take over facilities in
an abandoned shipyard in one of the smaller cities
in the district and an equally contested decision is
criticized of awarding work only to contractors that
employ union labor-an act that the Associated
Builders and Contractors of Massachusetts, which
represents 750 non-union and semi-union contrac-
tors, vowed to challenge in court.

Controversy also has arisen involving the pro-
posed locations for 15 sewerage overflow facilities,
of which a number need to be placed in the middle
of the City of Boston. A DIWRA memorandum best
sums up the problem: "Potential impacts include the
permanent loss of the 714 Lo Ll2 acre site for any
development purposes, periodic truck trafhc to re-
move debris, increased noise from the heary equip-
ment and cleaning operations, possibly inadequately
controlled sewerage odors-existing control systems
often malfunction-and undesirable ascetic im-
pacts-concrete work pads and shaft covers-al-
though the remainder of the site could be covered
with grass or other landscaping; all of which would
adversely aIlect property values and the marketa-
bility of the development."

The disputes described here camot begin to equal
in contentiousness the furor that has surrounded the
placement of the sewage by-products landftll. The
chosen site will be the principal depository for grit,
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5, a higher growth rate resulted in a higher present
value equiva.lent. This was as expected siace a higher
growth rate resulted in a higher future price of the
property which, in turn, increased the net present
value of the cash flows. A higher capita-lization rate
(with all other variables held constant) resulted in
a lower present value equivalent, since future cash
flows contributed less to the total net present value.

As shown in Figure 6, higher gro*.th rates in-
creased the investment's duration since they in-
creased the residual value. Higher capitalization rates
reduced the investment's duration since they re-
duced the present value of distant cash flows. For
the same reason (lower value of future cash flows),
the optimal time to sell and the duration decreased
when the capitalization rate increased (all other
variables held constant).

Conclusions And Applications
A simulation model was developed in order to study
the effects of correlation rates, grorth rates, capi-
ta-lization rates and certainty equivalent coefficients
on present value of the net cash flow, on the dura-
tion of the net cash flows and on the optimal time
to sell a commercial real estate property. It was con-
cluded that higher growth rates resulted in higher
net cash flows, higher optimal selling times and
longer durations due to the higher future value of

the property. Higher correlation rates resulted in
lower net cash flows, lower optimal selling times
and shorter durations due to the higher risk in-
volved in this case.

It was also concluded that a higher certainty
equivalent value resulted in lower values of the cer-
tainty equivalent cash flows due to the higher weights
allocated to the variances of the cash flows. Finally,
it was concluded that as interest rates increased, the
present value of the net cash flow decreased due to
lower contributions of future cash flows.

Investors in large real estate projects face a com-
plex set of decisions. They must choose the risk and
return combination which best suit their prefer-
ences. The task of weighing various combinations of
grorth rates, capitalization rates, holding periods
and durations is so complex that a modeling ap-
proach is required.

The modeling technique employed in this study
has allowed us to examine a complex set of relation-
ships in a typical rea.l estate investment. With the
advent of powerful microcomputers and sophisti-
cated software packages, analyses of this sort are
practical for investors who are considering large
projects. Given a reasonable understanding of the
statistical procedures, one can gain valuable in-
sights into the risk and return aspects of an invest-
ment through this type of analysis.
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twigs, non-treatable plastics and a secondary land-
fill for sludge products if the MWRA plan to turn
harbor sewage into commercially salable fertilizer
pellets should fail. The towns that may be selected
as landfill sites have thrown tantrums of monumen-
tal proportions. As a result, the Commonwealth's
executive and legislative branches have avoided
making a decision. A thoroughly frustrated U.S.
District Court judge set a date at which time he will
select the landhll site and order condemnatory pro-
ceedings if the legislature avoids its constitutional
obligation to do so.

The Regulatory Overlay
The public sector planning and supervision that en-
gulf the artery-tunnel and harbor cleanup projects
share a symbiotic relationship with standard envi-
ronmental and zoning restrictions found in Boston
and practically any other large city. This joining
togcther of dissimil.ar organisms seems to strengthen
the regulatory mass as a whole and create a con-
struction environment that is bewildering in com-
plexity, massive and uncertain in cost and forbidding
in risk. Zoning and linkage are problems that real
estate professionals expect in any major new under-
taking. Increasingly, however, solid waste removal,
clean air mandates and design review regulations-
to name but three important complications that
mount continually in Boston-are making the ar.
tery-tunnel and harbor cleanup even more daunting
than would otherwise be the case. The overall result
is that large investors are saying there must be eas-
ier places than Boston in which to build, and they
are beginning to look elsewhere.

Solid Waste Remoual
Recently a solid waste master plan set up a 467e of
total recycling goal that would ban in Massachu-
setts the burial or burning of certain recyclables
during a ten-year period. Many were skeptical ofthe
viability and cost of this project. As if to agree, the
Commonwea.lth simultaneously went ahead with the
building of one new large incinerator plant and with
plans to expand gleatly the capacity of one already
existing. Opponents were quick to point out that the
private sector company most involved in evaluating
and constructing the incinerator plants was heavily
staffed with former employees of a number of state
environmental agencies. Beca.use ofthe potential for
conflict of interest lawsuits in addition to the liti-
gation that almost inevitably occurs in connection
rvith selecting a site for an environmental treatment
plant, the possibility of major disruptions in any
construction project in Greater Boston is likely.

Clean Air Mandates
With no intention of giving air quality problems a
back seat to problems concerning solid waste re-
moval, tunnels, roads and water, Massachusetts has
set about implementing draconia-n standards for
cutting smog-causing car emissions. This crusade is
being led by state environmental regulators whose
zeal to cleanse the air in the Commonwealth has
reached a fever pitch that perhaps has not been ex-
perienced in these parts since Increase Mather and
his Protestant clerry brethren were intent upon

cleansing sin from the moral environment of 17th
century Massachusetts Bay Colony. Recently regu-
lators announced plans to force a 257c to 407o re-
duction in carbon monoxide, nitrogen oxides and
hydrocarbon emissions from the Commonwealth's
four million motor vehicles.

lt is probable that the private sector will go along
with the proposal to install air pollution prevention
devices, which are estimated to increase the cost of
new automobiles by an average of $150 apiece. I{orv-
ever, storm clouds are on the horizon. The tr{assa-
chusetts regulations were announced as part of an
eight-state regional pact called Northeast States lor
Coordinated Air Use Maragement (NESCAUII). This
association of public sector regulators is allied closely
with a number of non-prol-rt sector environmental
protection groups. As a result, an overall environ-
mentally driven regulatory climate seems to be
feeding upon itself and operating almost without
reference either to the legislative process or the
wishes of the electorate.

Referring to NESCAUM, the Massachusetts En-
vironmental Affairs Secretary in the Dukakis
Administration, John DeVillars, stated: "We can do
this without legislation. But it is part of a belt and
suspenders approach." Such an attitude leads al-
most inevitably to comments such as the following
which were made by a Boston environmental attor-
ney applauding the NESCATIM actions, "Absent of
a national program, a regional program is the most
effective way of battling the clean air problems fac-
ing the Northeast. We would be thrilled by regional
action to move forward to adopt California's emis-
sions program. Unfortunately, the federal govern-
ment is gridlocked and it is up to states like
Massachusetts to take the lead. Hopefully today s
actions will send a strong messagc to the \!'hite
House: President Bush, wake up and smell the ozone!"

Design Reutew ReguLatiotts
A similar regulatory evangelism permeates the en-
abling legislation for the Boston Civic Design Com-
mission, an eleven-member group of citizens, at least
six ofwhom must be architects, Iandscape architects
or urbaa designers. They are appointed by the mayor
to review the desigrr (including the environmental
impacts) of large-scale and other significant public
and private projects within the city limits.

The scope of control that the City of Boston ab-
rogates through the agency of the volunteer Boston
Civic Design Commission is truly staggering. In the
purpose clause of the legislation, the role of this su-
pervisory group is clearly, if grammatically incor-
rectly, delineated: "By assisting and advising the
city in the design review of projects that affect the
public realm, the Desigr Commission will provide a
forum for the general public and the professional
design community to actively participate in the
shaping of the city's physical form and natural
environment."

A number of real estate professionals view this
new commission with unabashed concern because
the sta.hes are very high. This design group rvill be
charged with making recommendations to the Boston
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showed that, as the correlation coeflicient decreased,
present value equivalents increased, which was as
expected since risk rvas declining. As the certainty
equivalent coefficient increased, present value
equivalents declined, which was also consistent with
expectations. The relationship was nonlinear. When
correlation coefficients were near 1.0, an increase in
the certainty equivalence factor led to a significant
decline in present value equivalents. As the corre-
lation coellicient approached zero, the effect was much
Iess pronounced.

The relationship between the correlation coef-
I'icient p and the capitalization rate k (Figure 2)
showed that higher p values (more risk) resulted in
lower present value equivalents at all k values.
Higher k values resulted in lower present value
equivalents at all p values. The relationship was
nonlinear. As expected, the compounding effect of
the capitalization process caused present value
equivalents to fall more rapidly as k values increased.

The relationship betrveen the correlation coef-
ficient p and the growth rate g (Figure 3) indicated
that, at any given level of g, as p increased (or as
risk increased), there was a very modest decrease in
present value equivalents. By holding p constant, as
g increased, present value equivalents rose rapidly

due to the increase in reversion values resulting from
g's effect.

The optimal time to sell and the duration also
decreased as the correlation rate increased (with all
other variables held constant) sirce future cash flows
contributed less toward the total present value with
higher correlation value; therefore, future cash flows
were less valuable-

Certainly Equiualent Coefftcient
The relationship between the certainty equivalent
coeffrcient l and the capitalization rate (Figure 4)
indicated that, as the capitalization rate fell, present
value equivalents rose for any given level of cer-
tainty equivalent coefficients. As the certainty
equivalent coefficient rose (or risk increased), pres-
ent value equivalents fell.

Further analysis indicated that the l value did
not affect either the optima-l time to sell or the du-
ration, both of which depended heavily on the time
shape ol the net cash flow and signil-rcantly less on
its variance. Since there was no discernable effect,
we do not present any graphs here.

Grouth Rate Relationships
The elfect of the gror+.th rate (g) r,r'as studied for sev-
era-l combinations of ('y,k) values. As shown in Figure
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NCF, NCF" * REV- (r*k),- ' (1+kr(1+k)

Intertemporal Correlation Of Cash Flows
The present value of the correlated variances of the
NCFs was calculated using Lipscomb's (1978)
procedure:

I SD., L.. SD,.
PV(vAlt) - e (1.i," * ,4'o' (i +k,"-

where: SDz, = the variance ofNCF in period t
i : time index for autocorrelation
all other variables are as previously delined

P re s ent Value E quiu ale nts
A present value equivalent was calculated using the
following formula:

PVE = PV(NCF) - rlPv(vAR)l
where: 'y = a certainty equivalent coefficient con-

structed in such a way that values near 0 imply low
risk and values near 1 imply high risk.

The present value equivalent may be thought of

l't(;t'Rlt 1

The Relationship Between The Correlation Coeflicient
And The Certainty Equivalent Coefficient

\,

as the risk-adjusted present value ofthe investment.
Presumably, the investor would seek to maximize
the present value equivalent ofhis set ofinvestments.

Experimental Design
A full factorial experiment was run utilizing the
model described in the previous section of this ar-
ticle. The variables considered were the certainty
equivalent coelTicient (1) with three different levels
(0.2,0.4 and 0.6 respectively), the cash flow corre-
lation rate (p) rvith four different levels (0.25,0.5,
0.75 and 1.0 respectively), the growth rate (g) with
three different levels (0.04,0.06 and 0.08 respec-
tively) and the capitalization rate (k) with seven dif-
ferent rates (8.5, 9.0, 9.5, 10.0, 10.5, 11.0 and 11.5,
respectively).

Several estimations were made based on this ex-
perimental design. The output of each estimation
contains information about the optimal sellingyear,
that is the year for which the present value equiv-
alent (based on the net cash flows and their vari-
ances) is maximized, the corresponding certainty
equivalent value and the corresponding duration.

The Correlatton Coefficient And Present VaLue
Equiualents
The relationship between the correlation coeflicient
p and the certainty equivalent coellicient r (Figure 1)

l't(;t'RE:l

The Relationship Between The C,orrelation C,oeflicient
And The Capitalization Rate

Redevelopment Authority about the usage of the 30
acres of prime downtown Boston rea.l estate that will
become available when the Central Artery is sub-
merged. Its opinion on air rights usage is similarly
crucial. In fact, every major new project for Boston
must pass its muster.

The legislation creating the Boston Civic Design
Commission is so vagr.re that it is not clear whether
the comrnission's disapproval has the legal weight
of a veto or acts merely as a recommendation to the
Boston Redevelopment Authority. In either case, it
seems safe to say that, when private sector archi-
tects and planners receive from a municipality the
authority to influence the viability of their compet-
itors' private sector projects. they are given power
and control that is subject to abuse. After four years
of dispute as to whether there were insoluble con-
flicts of interest inherent in serving on this com-
mission, the state legislature exempted commissi.on
members from state laws on the subject. However,
this exemption may not sulliciently shield commis-
sion members from civil lawsuits for interference
with contracts.

The Boston Civic Desigrr Commission continues
the public sector's trend toward seeking advice from
financially uninvolved members of the private sec-
tor who have a special interest agenda that may be
radically different from the agenda of the general
public or of those in the private sector who are will-
ing to risk their own capital to construct projects.
To the multi-layers of public sector regulators and
neighborhood $oups that influence the major proj-
ects that can be built, to their cost and rent now
must be added architects, landscape architects,
planners, proht-making environmental desigrr and
cleaaup hrms and public-interest environmental
lawyers general tendency to supervise, supervise,
supervise before any major project can be started.

No wonder one major developer, frustrated to
the breaking point as his stalled project headed
toward foreclosure, felt compelled to 6tate in a local
newspaper: "Basically the city and state were too
greedy. The bureaucratic process, both on the local
level and the state level, is out of control in Boston.
There is no question that abuse ofdevelopers is tak-
ing place. Architects and consultants costing $100
an hour are required to Epend numeroua meetings
with Boston Redevelopment Authority staJT while
the developer spends $10,000 a day or more on in-
terest palrments waiting for development permits.
Here we have people crawling around on the street
for food and shelter while hundreds of thousands of
dollars are being frittered away to baals on interest
charges. All that money could have gone somewhere
else. We waste millions of dollars redesigning the
minutest detail while the Boston Redevelopment
Authority is picking apart a design. Meanwhile
homeless people are picking around in the street for
Iunch. It is sick!"

Bringing The Sectors Together
The 19th century British historian, Lord Thomas
Babington Macauley, is attributed with promulgat-
ing the concept of the public weal and capturing in

essence the sound, healthy prosperous state of well-
being in the nation. At present, in Boston few people
would speak with great enthusiasm about a state of
well-being as the private sector real estate com-
munity wrestles to represent its concerns in the
midtlle of public sector real estate squabbles.

The real estate community is a diverse entity.
Unlike medicine, law, insurance, theater, physics
and numerous other fully matured professions, real
estate is not integrated. While members of mature
professions perform roughly the same tasks, those
who concentrate in real estate perform many differ-
ent professional tasks, including legal, brokerage,
appraisal, engineering, architecture, planning, mar-
keting, banking and public relation functions. As a
result, it is more difficult for the real estate com-
munity to band together as an entity and speak than
it is for other professions.

If the Commonwealth of Massachusetts had un-
dertaken sweeping changes in areas directly affect-
ing law or medicine, for example, these professional
groups would band together to make certain that the
public sector understood, appreciated and took into
account their opinion on proposed changes. Due to
the lack ofhomogeneity of the discipline, such is not
the case in real estate.

The public sector predilection to go it alone in
real estate ventures is to some degree understand-
able, even though when it acts independently, the
public sector, whether it is national, regional or lo-
cal, is not capable of addressing all of the ventures'
problems. In fairness to the public sector, so many
disciplines are allected by its real estate-based de-
cisions that locating proper forums for the expres-
sion of interested private sector commentary is
dilficult. Perhaps here is an agenda for the real es-
tate counselors as a national, regional and local or-
ganization. Real estate counselors are broad-based
enough to represent all facets of the private sector
real estate industry in general discussions with the
public sector and its public interest supporters. Their
membership also is sulficiently prestigious to act as
mediators in disputes between public sector factions
that are engaged in real estate-related regulation.
The task is daunting but so are the difftculties all
public and privat€ sector participants are trying to
solve. It is time to begin.
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simulation and specifically addressed the effect of
intertemporal correlation in cash flows. The major
purpose of this study was to examine the effect of
intertemporal correlation on va.rious aspects of risk
and present Yalue.

trIethodology
Calculation Of Net Cash Flows And Reuersion
A simulation model was developed to study the ef-
fects of intertemporal correlation of net cash flows
on the present value and duration of the net cash
flows and on the optimal time to sell the property.
The first step in the process involved the calculation
of net cash flows (NCFs) from operations for each of
the n years in the planned holding period. The fol-
lowing procedure was used to calculate NCFs lor
each year:

potential gross income (PGI)

- vacancy and collection loss
= emAite gross incameTEGl)
- operating expenses:

Property tiD(es
property insurance
maintenance expense

- utilities
= net operating income (NOI)

- depreciation and amortization expense

=eamings 5al.ore interest ail iaxes (EBIT)
- interest expense
= earnings before taxes (EBT)

- federal taxes (287o rate)
= net income
+ dep.erl"tiql, 4.4qrng4!!e!l!. gI
= gy6Fs casFIlow (GCF)

- principal payment on debt
= net cash-Tot IMCF-
Several variables in this calculation were allowed
to varlr randomly within predetermined ranges. The
rental rate was a uniformly distributed random var-
iable ranging from $7.00 per squ.ue foot to $13.40
per square foot. The vacancy rate was a uniformly
distributed random variable ranging from 2% to
8-7129o of PGI. Depreciation was projected out in a
straight line over a 31- 1/2 year life. Interest expense
was based on an annual payment of a $1,083,469
mortgage, with a 25-year maturity and 97. rate.

In order to forecast a net reversionan/ cash flow
at the end of the holding period when the property
would be sold, the following procedure was employed.

sale price = (initial project value) (1+g)"

where: g = the annual growth rate

n = the number ofyears in the holding period

The net after-tax reversion from sale ofthe prop-
erty was calculated as follows:

sale price
- sales costs
= net sa.le price
- taxes
- mortgage balince
= reversion (REU

Calculation Of Standard Deuiation Of Net Cash
Flows
The uncorrelated standard deviation of the NCFs
was calculated based on a predetermined coefficient
of variation value; then the correlated standard de-
viation of the NCFs was calculated as follows:

SD2..o = 5Pzr.o + P2 
* SD2, 1.0

where: SDz,.o = the uncorrelated variance of the
previous year (an autoregressive scheme is assumed
in effect)

p = the correlation coeffrcient (varying between
0 and 1)

Present Value Calculations
The present value ofthe uncorrelated NCFs was cal-
culated for the holding period using the formula
shown below:

NCFI NCF2 NCF" - REVrv - (1+liJ - (1-L)'- - (1-kr
where: n, NCF and REV are as previously dehned

k : the capitalization rate

The use of present values as calculated above
ignores the risk aspect of the investment decision.
Net cash [1ows cannot be forecast with certainty.
Each period's net cash flows form a distribution, and
the cash flows are very likely to be correlated be-
tween time periods. This article addresses the value
effects of such intertemporal correlation.

CqlcuLation Of Duration
The duration of an investment has been found to be
useful in explaining investment returns. According
to Bierwag, Kaufman and Latta (1988), duration is
uselul in capturing certain aspects of investment risk.

In the context of real estate investments, dura-
tion captures the sensitivity of an asset's value to
changes in capitalization rates. In this sense, it is
used as a measure of interest rate risk. A 1988 study
by Hartzell, Shulman, Langetieg and Liebowitz ex-
amined the relationship between lease terms, du-
ration and real estate values.

One of the risks to which real estate invest-
ments are mlnerable is that interest rate increases
will cause present value to decrease (interest rate
risk). Other things being equal, as the amount of
cash florv received in distant years increases relative
to the amount received in near years, the exposure
to interest rate risk increases. Since many real es-
tate investments include an expected reversion re-
ceived at the end of the investment holding period,
they are particularly exposed to interest rate risk.

In an attempt to capture the degree of exposure
to interest rate risk, we calculated the duration of
the investment using Macauley's (1938) procedure,
which illustrates that, as duration increases, in-
vestment is more sensitive to interest rate changes
(i.e., risk increases), and vise versa.

The relationship between the interperiod cor-
relation coefficient of the net cash flows and the du-
ration of the investment was examined as follorvs:
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THE EFFECT OF

I ncome-producing real property inherently in-
! volves an investment in a cash flow stream pro-
I dr."d over a number of vears. The value ofthe
investment not only is affected by the size, timing
and duration of the cash flow stream and by the
capitalization rate, it is also affected by risk. Mea-
surement of risk is perhaps the most challenging
aspect of the investment process. Various studies
have explored the portfolio attributes of rea-l estate
investments. However, because real estate invest-
ments tlpically are large and indivisible, the single
project risk aspect also is of interest.

One widely used method of measuring single
project risk uses the standard deviation of the cash
{low stream. According to this method, if the stan-
dard deviation increases, income variability and risk
are greater, and vice versa. In dealing with a stream
of cash flows expected over time, the extent to which
the cash flow in a given period depends on cash flows
in prior periods (intertemporal correlation) has a
significant effect on the standard deviation.

Van Horne (1989) discussed rvhy cash flow cor-
relation among time periods strongly affects the
standard deviation of the cash flow stream. At one
extreme, perfect intertemporal correlation causes
sigrrihcant increases in the standard deviation ofthe
cash flows. By contrast, cash flows that are inde-
pendent over time have a much smaller standard
deviation. Various authors have developed proce-
dures to deal with risk in large capital investment
projects. Hillier (1963) created a model to handle a
situation in which a combination ofindependent and
perfectly correlated cash flows are involved. Salazar
and Sen (1968) developed a simulation model ofcap-
ital budgeting decisions under uncertainty that uses
decision trees, simulation and stochastic linear pro-
gramming to generate risk-return curves for various
investment projects. Pellatt (19?2) addressed the in-
tertemporal correlation problem in a simulation
framework, although without much discussion of the
model employed. Miles and Wurtzebach (1977) em-
ployed a simulation model to investigate the risk
aspects of real estate investments. Martin (1978) de-
veloped return on equity distributions using Monte
Carlo techniques but ignored the intertemporal cor-
relation problem. Wurtzebach and Kim (1979) used
a stochastic Markov process to develop a model which
treats the development and operating periods of an
investment as an integrated system. Peiser (1984)
used a simulation model to examine risk in land
development projects. They focused on problems as-
sociated with intercorrelation among variables but
they did not address intertempora-l correlation prob-
lems. The study reported in this article explored the
single project risk through the use of Monte Carlo
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,rI t was the best of times, it was the worst of
I times- . . ." Char1es Dickens observation con-
I cerning the state of revolutionary France in

the late 19th century may be applied to the problems
of managing growth in Florida at the close of the
20th century.t Florida's quick, massive grou'th has
produced the best of times for business and the econ-
omy but the worst of times in recent memory for the
environment.

Florida's problems in managing growth are due
to a prolound tension between two generally laud-
able goals. Most citizens enjoy the benefits of busi-
ness and economic gto$'th-job production, real estate
price appreciation and fiscal prosperity-but many
citizens openly advocate continued growth. Some
residents are voicing concerns about the dangers of
business and economic growth to the pure water and
natural environment that ensure the tranquil con-
ditions in which they wish to live. They are advo-
cating slower, more regulated grouth. The pro-gro*th
advocates often complain that environmental re-
strictions will stifle gror.th and ruin the economy,
while environmentalists insist that continued gro$th
at the current pace will destroy the quality of life
that fosters economic development.

No doubt most members of the general public
want both a job in a robust economy arrd a clean,
pleasant environment in which to live and work.
Inevitably, public policy in this area demands com-
promise and balance. The Sunshine State appears
to be on the cutting edge of experimentation with
grow.th-related public poiicy. This article discusses
Florida's attempt to achieve an equitable public pol-
icy that will bring economic gror,r'th into balance with
the state's ability to absorb new development.

The Background
Florida's grorvth and the problems it has created are
widely known. Florida is one of the fastest growing
states in the nation.2 However, while its total pop-
ulation has increased rapidly, the percentage of the
population living in central cities has declined. In
its frnal report published in June, 1989, the Gover-
nor's Task Force on Urban Growth Patterns re-
ported that the rate of population gxowth in 17 of
Florida's 21 metropolitan areas greatly exceeded the
rate of growth in the central cities. The city of Or-
Iando, for example, grew by 67Vo between 1970 and
1988, but the surrounding metropolitan area grew
by l77Vo. The task force reported that the number
of counties that are part of metropolitan areas in-
creased from 12 in 1970 to 32 in 1989. The task force
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A sirnulation study of real estate
inueshnent examines complex, relationships
inuolutng net cash floLDS.

by Christos P. Koulamas
and Stanley R. Stansell

FLOBIDA'S
EXPEBIENCE

Florida's ex,perimentation with an
innouatiue form of land use planning
regulation is intended to bring the leuel of
seruice (LOS) of public fadlities in line
with new real estate deuelopment.

by H. Glenn Boggs, II and
Robert C. Apgar
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concluded that this growth trend "is indicative ofthe
urban development pattern known as urban sprawl-
scattered, unplanned, low density development that
is not functiona.lly related to adjacent land uses-a
development pattern that has come to characterize
Florida in the minds of maay."3 Although this trend
is not limited to Florida, it does reflect the expec-
tation of most new residents of the state: that they
ivill find homes in low density urban settings that
preserve gr€en space, beaches, clean water and areas
of natural beauty.

While rapid grorr.th takes place, Florida's state
and local governments are struggling to fashion an
effective statewide growth management program.
These efforts have followed two major directions:
First, Florida implemented a number of environ-
mental-permitting programs that were desigrred to
protect the fragile natural environment. State stat-
utes and regulations were instituted to protect wet-
Iands, air quality and stormwater discharge, to name
but a few. Second, in 1974 the Florida legislature
adopted the Local Government Comprehensive
Planning Act which required each local government
to devise a comprehensive plarr for controlling and
directing growth.

It became clear in the early 1980s that local
comprehensive plans in Florida were, except in a
few instances, wholly inadequate for controlling pri-
vate sector development. In 1985, the legislature
made major amendments to the planning act, in-
cluding detailed requirements for the scope and con-
tent of local plans and a requirement that each local
government submit its mmpleted comprehensive plan
to the state for review and approval.' This process
is underway and will be completed in 1991, and local
governments' continued eligibility for certain state
funds will depend on successful completion of state
revlew.

The most controversial addition to the plarning
act is a provision requiring Iocal governments to en-
sure that necessary public facilities would be made
available concurrenl with the impacts of new devel-
opment. This requirement is known as the "concur-
rency standard" or simply as "concurrenry," and it
is new in Florida law and in the nation. An anaiysis
of Florida concurrenry law is the centerpiece of this
discussion.

The concept of concurrency is deceptively sim-
ple. It i.s expressed in the statute as follows:
It is the int€nt of the Legislature that public
facilities and services needed to support devel-
opment shall be available concurrent with the
impacts of such development.6

Concurrenry has been described as the "teeth"
of Florida's new planning ard growth management
laws.6 Concurrency is the only element of the Plan-
ning Act that requires local governments to control
the timing, as well as the location and physical lay-
out, of development.

To implement this concept, the Planning Act re-
quires each local government in Florida to include
in its comprehensive plan a capital improvements

element with:
Standards to ensure the availability of public fa-
cilities and the adequacy of those facilities includ-
ing acceptable levels of service.?

Finally, and most importantly, the act mandates
that Florida's local governments revierv every pro-
posed development and ensure that public facilitics
will not be degraded below an established level of
service ofpublic facilities, commonly abbreviated as
LOS, before they issue a development order:

Not Iater than one year after its duc date. , . a
local government shall not issue a development
order or permit which results in a reduction in the
leueL of seraices for the affected public facilities
below the level of services provided in the com-
prehensive plan of the local government. (Empha-
sis added.)8

Because of this legislation, the level of services
(LOS), has become Florida's newest land use regu-
latory standard. LOS joins zoning, subdivision reg-
ulation, building codes and environmental
performance standards in the local regulation ar-
senal. However, it differs fundamentally from these
other regulations in that it concerns primarily the
timing of development.

Administrative Policl'
Initially, the concurrency concept \yas met by strong
opposition from the private sector because ofthe lear
that concurrency would be applied in a draconian
fashion and would bring growth in Florida to a
screeching halt. Probably, development interests
throughout the nation harbored the same fear. Early
in the implementation process, however, Thomas G.
Pelham, Florida's Secretarlz of the Department of
Community AIIairs, emphasized that concurrency
would be applied with common sense in a rcason-
able and flexible manner. . . ." In a letter to Florida
State Senator Grven Margolis of North Miami Beach,
Secretary Pelham stated that "taking an unreason-
able and inflexible approach would, in my opinion,
result in a very quick collapse of our new compre-
hensive planning process."

In the same letter, Secretary Pelham indicated
that the state intended to provide local governments
with a means of avoiding involuntary moratoria be-
cause of existing over-capacity. He recognized that
in many places in Florida public facilities did not
meet a minimum LOS even for existing develop-
ment. He therefore proposed that the Department of
Community Affairs would allorv local governments
to proceed as if they had an under-capacity, as long
as existing facilities did not threaten public health
or safety and the local government developed and
implemented a realistic plan for bringing the LOS
within an acceptable range in a reasonable period
of time.s

Florida Administrative Code
The Department of Community Affairs has inter-
preted the concurrency requirement as an admin-
istrative mle that requires local governments to adopt
LOS standards for slx public facilities or services:
roads, potable water, sanitary systems and sewers,
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TABLE 4

Average Sales Prices in Dollars Per Sq Ft of Building Includilg Larrd

Size Range
(square feet) 1982 1983 198.1 1985 1986 1987 1988 l9st)

0-10,000
> 10-25,000
> 25-50,000
> 50-100,000
> 100,000

Annual Average $10.59 $1f.2? S10.88 $15.30 $20.63 $21.10 $20.45 $23.59

For the most pa , raw numbers have been pre-
sented in all the tables artd exhibits, and Detroit city
transactions have been mixed in with suburban
transactions. However, two unusually large dollar
suburbal sales were removed from the 1989 frgures
in Table 4 because they would have tended to cause
distortion. Thus, the annual average for 1989 in Ta-
ble 4 is different from that shown in Table 1.

Trend Clearly Demonstrated
The trend is very clear: the sales price per square
foot of building decreases as building size increases.
Exact break points are indistinct, but the trend is
there. Although this fact has been disputed by some,
at least in this market during the study period, the
relationship has been consistent. The increase in an-
nual averages over the study period reflects infla-
tion and gro*th in the market. The change in amual
average from 1982 to 1989 is equivalent to an an-
nual compounded increase of 12.17o.

In the metropolitan Detroit industrial building
market, much speculative new construction has been
concentrated in buildings of 25,000 squsre feet or
less, including large, multi-tenant buildings aimed
at small tenants. This is reasonable because that
portion of the market is where most transactions
occur. Therefore, many sales of buildings of more
than 25,000 square feet are buildings that exhibit
varying degrees of obsolescence. Virtually all of the
sales reported in the largest size category (mor€ than
100,000 square feet) are used buildings.

This partially explains the drop in unit sales
prices as the building size has increased. However,
there are other factors a.lso, inclutling reduced de-
mand (only abotL 207o of the total market), greater
obsolescence due to large size (reLated to less de-
mand) and general economy of scale which is indi-
cated at least partially by the lower unit costs in
large buildings.

This statistical study does not include areas out-
side of metropolitan Detroit; however, the study's lim-
ited amount of data indicates that some of the above
factors may operat€ even more emphatically in those
areas because market activity is spread out rather
than concentrated and demand appears to be less.

Absorption
Certainly much interesting information can be
gleaned from the tables and exhibits that have been

presented here or from the detailed annua-l sum-
maries, the source of the tables and exhibits, that
have been prepared but not reproduced here. How-
ever, information about absorption cannot be ob-
tained from these statistics.

Absorption may be defined as the amount of
property that is removed from the market over a
specified period of time less the amount of property
added to the market over the same period. The sta-
tistics in this study say nothing about property that
has been added to the market. A buyer of a 50,000
square foot building might have moved out of a 30,000
square foot building, which would equal 20,000 square
feet in absorption. Or he might have moved out of
a 50,000 square foot building, which would mean no
absorption. Or he might have moved out of an 80,000
square foot buildirg which would total 30,000 square
feet in negative absorption.

The numbers presented here deal with annual
totals, while the amount of space available changes
contipuously over time. A reliable measure of total
available industrial space would have to be devel-
oped in one or more points in time. That can prob-
ably be accomplished only by the use of some sort
of statistical projection. Not all space is vacant. Not
all of it is for sale or lease. Not a]l of it is listed with
brokers. Not all of it is really "auailable. " Not all of
it is sufliciently free of environmental problems to
be truly usable. Not all of it has market appeal.

Summary
The material presented here has given a broad pic-
ture of the makeup ofthe industrial real estate mar-
ket in metropolitan Detroit over the past fe\,\r years.
Meaningful absorption estimates cannot be pro-
duced from the numbers shown here or from the
numbers behind those numbers. This is a study of
transactions only, sales and leases, and the trends
that these transactions reveal.

The statistics on transactions reflect the overall
market variations that occurred during 1982-1989.
Statistics show that the relationships between the
numbers of transactions and the sizes of buildings
did not change. No matter how strong the market,
sales and leases of units of 25,000 square feet or less
dominated by a wide margin. The relationships be-
tween building sizes and sale prices per square foot
a.lso were consistent: unit prices decreased as build-
ing size increased.
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important to remember one fect about percentage
changes. The percent of decrease cannot exceed 1007o
(assuming no negative performance numbers as is
the case throughout this study), but the percent of
increase can exceed 1007o and is, theoretically, aI-
most unlimited. Table 3 shows the numbers of sales
and leases reported each year and repeats the yearly
transaction totals. The increases in sales and leases
following the recession years of 1980-1982 are con-
sistent with the recovery mode.

Individual Building Sizes
To this writer, the more interesting statistics from
this review are those that relate to the sizes of in-
dividual buildings. Figure 2 illustrates the numbers
of building sale transactions, by percentage of the
total, in five size categories. Figure 3 does the same
rvith building leases, and Figure 4 shows size cate-
gories for building sales and leases. (The particular
size categories used here have no special signifi-
cance, but they have been convenient for this re-
view's purpose.) Note the consistency over the years.
Clearly, it is accurate to state that, in terms of num-
bers oftransactions, more than 807o ofthe industrial
building market in the metropolitan Detroit area
has concerned buildings of25,000 square feet or less.
In fact, more than 50Vo of the leases have involved
buildings of 10,000 square feet or less. The prepon-
derance of leases in smaller buildings is at least par-
tially due to the proliferation of new businesses. These
typically make use of smaller spaces and prefer the
flexibility of leasing as opposed to the permanence
of purchasing their initial quarters. Many such leases
are in multi-tenant, or incubator, buildings.

Less than 57c ofthe market has concerned build-
ings with more thal 100,000 square feet. Interest-
ingly, these ratios prevail year after year, regardless
of market conditions, displaying considerable inertia

F I(;URU 2

Michigan Chapter SIOR
Percent Distribution Industrial Building Sales

by Size
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Michigan Chapter SIOR
Percent Distribution Industrial Building Leases

by Square Foot

solid waste disposal, drainage, parks and recreation.
A standard for mass transit also must be adopted if
the population governed by a local government ex-
ceeds 500,000.10 The LOS standards must be ade-
quate t meet the public'e basic needs, and they must
be realistic. If a facility currently does not meet the
adopted LOS, the local government must have a plan
to achieve the LOS by a certain time.

The primary focus of this administrative rule is
to set minimum standards for local governmental
review of proposed developments. For example, for
potable water, sewer, solid waste disposal and drain-
age, the local government may issue a development
permit only if:

1. The necessar5r facilities are in place;
2. The permit is conditional on the facilities being

in place when development impacts ocrcur;

3. The necessarSr facilities are under construction;
or

4. The necessar;r facilities are guaranteed in an
enforceable development agreement.r0

The standard for parks and recreation facilities
is more libera.L. Development is allowed if the con-
struction of parks and recreation facilities is sched-
uled to begin within one year of the date of issuance
of a development permit, pursuant to an executed
contract or an enforceable development agr€ement.ll

The local government is granted the most lati-
tude for the construction of roads and mass transit.
In addition to the situations described above, im-
provements may be planned if they are included in
the first three years of the Florida Department of
Transportation frve-year work program or if they
are included in local capital improvements that meet
frnancial feasibility requirements.r2

Interestingly, the rule contains no guidance or
requirements for developing or applying LOS stan-
dards; it simply states that "the local government
must develop guidelines."to The state thus allows
wide divergence among local governments, which is
a major concern in the area of traasportation. The
only available models for local governments are the
sophisticated computer modeling methodologies de-
veloped to study developments of regional impact
and major developments subject to state and re-
gional review under Florida statutes.

However, these methodologies are undesirable
for an entire jurisdiction. They focus on one project
at a time and typically analyze every roadway link
and intersection for which a project is predicted to
contribute more than 107, of a specfied LOS capac-
ity. Some jurisdictions carry the analysis to a 57c
impact. These methodologies require local govern-
ments to analyze every project in their jurisdiction
and may lead local governments to deny permits for
minor impacts on unimportant roadway links or in-
tersections where no improvements are scheduled or
desired. To address this problem, several jurisdic-
tions have proposed newer models that allow im-
pacts to be averaged over a transportation corridor
or district. The Department of Community AJIairs
appears to be close to approving an averaging

approach in at least one county, and it seems inev-
itable that some averaging method will be accepted
to replace the facility-by-facility techniques.

As may be expected, a major and continuing dis-
pute regarding transportation LOS revolves around
the competing priorities of state and local govern-
ments over the state road system. The 1985 plan-
ning act was unclear about who would establish the
LOS on the state road system. The state insisted on
higher LOS, arguing that it must maintain an ef-
ficient intrastate system despite the existing
congestion on many state highways. Local govern-
ments feared that enforcing the state standards would
drastically curtail development that would impact
state roads. To resolve this dispute, the Department
of Community A-ffairs amended its rules to allow
local governments to set the LOS on all public fa-
cilities within theirjurisdiction, r' but it requires the
local government to consider and meet the Depart-
ment of Traasportation's LOS standard "to the max-
imum extcnt feasible as determined by the local
government.. ."16 Later, the Department of Com-
munity AIIairs announced a new policy:

". . .when a state road is operating below the ac-
ceptable LOS, the loca.l government must plan for
improvements or plan to meet the need on a par-
allel corridor. The local government must also
prevent further degradation in service on the road.
In other words, if a local government makes land
use decisions that adversely impact LOS on a state
road, the local government must take responsi-
bility for making the needed improvements."l6

This dispute is ongoing.lT

Local Concurrency Management Systems
Florida's concurrency rule requires each local gov-
ernment to establish a "concurrenry management
system." Simply stated, a concurrency management
system is an accounting system through which the
local government measures the capacity that is
available in each affected public facility, subtracts
the capacity that is committed to vested or approved
projects and derives the remaining capacity, if any,
that is available for new projects. The local govern-
ment then establishes a permitting process for eval-
uating the impacts of proposed development and
making commitments to seryice capacity. The con-
cun'ency rule requires that:

The latest point in the application process for the
determination of concurrenry is prior to the ap-
proval of an application for a development order
or permit which contains a specifrc plan for de-
velopment, including the densities and intensities
of development. r8

In some circumstances, the local government may
include the capacity on public improvements that
are under construction or under contract to begin
construction or on improvements that are guaran-
teed by an enforceable development agreement be-
tween a developer and the local government.

The jurisdictions that have adopted concurrency
regulations tlpically create a concurrency "certifi-
cate" or similar permit. They issue the certificate
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in industrial buildings. Will these trends continue?
Probably, unless the market is acted upon by some
outside force that is not presently in view.

Table 4 shows the priee variations in building
sales as related to building size. Since only about
25?o ol Lhe market (see Figure 2) has been in build-
ings in the three larger size categories (25,000 to
100,000 square feet), single sales have a greater im-
pact on the averages for these categories than for
categories with larger numbers of sales.
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based upon a determination of available capacity
and gr.rarantee that the necessary capacity will be
reserved for the developer's project for periods that
may vary from six months to two years.

Experience has shown that the transportation
LOS is the most problematic. Florida ie experiencing
a major backlog of tralsportation improvements. In
many places, the strict application of concurrency
regulations would mahe it impossible to obtain a
development permit. The Department of Commu-
nity A.ffairs allows local jurisdictions some flexibil-
ity in these cases. For example, if a jurisdiction has
a funded capital improvements plan that will im-
prove the LOS on a road to an acceptable degree, it
may allow additional development that will not add
more than llVo of the existing traJfrc load. Alter-
natively, the local government may set a "two-tier"
LOS: a temporary lower LOS followed by a higher
LOS to be achieved at a certain date. Although each
jurisdiction is required to meet the minimum stan-
dards of the concurrency rule, the ordinances may
be more restrictive.ls

How Will Florida Courts Respond?
At the time of this writing, no Florida court has
ruled on a challenge to the concurrency regulation
in general or to any specific LOS standard. Accord-
ingly, a discussion of this issue will necessarily in-
volve an att€mpt to anticipate futurejudicial decisions
that wili resolve controversies in this area and con-
strue applicable statutes, administrative rules and
ordinances.

First, however, it is desirable to describe the ju-
dicia.l climate that exists in this area of law, since
current decisions and prevailing judicial philosophy
undoubtedly will influence future judicial determi-
nations. Perhaps the vanguard case that illustrates
the present judicial climate in the area of planned
gror,rth management is Golden u. Planning Board of
Town of Ramapo which was decided in 1977 by the
New York state courts.2o

ln Golden u. Town of Ramapo, zoning require-
ments prohibited specified development activities
until municipal services were available to accom-
modate the new gro*th. The town had an l8-year
capital plan to provide the services.zl In considering
the constitutionality of a plarured growth system like
this, the court said:

In sum, where it is clear that the existing physical
and financial resourcea of the community are in-
adequate to furnish the essential services and fa-
cilities which a substantial increase in population
requires, there is a rational basis for "phased
growth" and hence, the challenged ordinance is
not violative of the Federal and State
Constitution.22

Before leaving the discussion of Golden u. Town
of Ramapo, a word of caution should be sounded re-
garding judicial approval of local plaaned growth
systems. It must be clear to the reviewing courts
that a local government's motive for adopting this
tJpe of regulation does not stem from a desire to
exclude low income or minority citizens from taking

up residence in the community. Instead, planned
growth ordinances need to be based on reasonable
criteria which provide the capital improvements that
are required to serve new residents in an orderly
and economically feasible manner.23

In addition to challenges of planned growth or-
dinances from low income groups or minorities,
property owners who are dissatisfied by governmen-
tal rejection of their development or construction
plans also are prone to legally attack ordinances of
this tpe. Of course, the Fifth Amendment to the
U.S. Constitution requires the government to pay
property owners 'Just compensation" before taking
their private property for a public purpose. How-
ever, if the government only regulates the use of
property, has it actually taken property and brought
Fifth Amendment principles into play? This ques-
tion, known as "taking issue," is one of the thorniest
problems in the area of land use regr.rlation.

One cardinal principle was laid down by the U.S.
Supreme Court in 1922 in Pennsyluania Coal Com-
pany u. Mahon.In an often-quoted opinion, Justice
Oliver W' Holmes announced the court's ruling as
follows:

The general rule at least is, that while property
may be regulated to a certain extent, if the reg-
ulation goes too far it will be recogrrized as a
taking.2a

Earlier in the opinion, he also wrote:
Government hardly could go on if to some extent
values incident to property could not be dimin-
ished without paying for every such change in the
general law. As long recognized, some values are
enjoyed under an implied limitation and must leld
to the police power.'?s

The problem for property owners and for persons
analyzing the Florida concurrency requirements is
how to decide when regulations that adversely affect
property go "too far" and amount to a taking. In
recent years, two U.S. Supreme Court cases have
shed more light on this question. The hrst was A6dns
v. City of Tiburon in which the court said:

The application of a general zoning law to partic-
ular property effects a taking ifthe ordinance does
not substantially advance legitimate state inter-
ests,. . . or denies an owner economically viable use
of his land....The determination that govern-
ment action constitutes a taking is. in essence, a
determination that the public at large, rather than
a single owner, must bear the burden of an exer-
cise of state power in the public interest.26

More recently in 1987, the U.S. Supreme Court
approved the Ag,ins principles while deciding Key-
stone Bituminous Coal Association u. De-
Benedi.ctus.zT Indeed, the court probably elevated the
stature of the A6,ins rationale by stating (when re-
ferring to A6,ins):

The two factors that the Court considered rele-
vant, have become integral parts of our tahing
analysis. We have held that land use regulation
can effect a taking if it "does not substantially
advance legitimate state interests,. . .or denies an

TABLE 2

Yearly Sales, Leases, Number of Tlansactions

M0 1981 1982 l9s3 t9sl l9s5 llri6 l9s7 t$!! t9s9

Total Sales and l-€ases
(sq lt) 3,898,526 6,635,899
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TABLE 3

Total Number Transactions Reported

1982 1983 198.1 1985 19S6 19S7 l9s8 1989

Building SaJes
Building Leases 305

Total 278 437 429 380 506

89
189

133
249

93
240

146 103
277

162
391

95
411

leases were in the city. In 1989, 21 out of the total
95 sales were of city buildings, and they averaged
$7.04 per square foot of building including land; eight
of the total 411 leases were of city buildings.

Unit sale prices of suburban buildings have av-
eraged about five times those of city buildings. Ob-
viously, obsolescence is a mqjor factor in this trend.

An interesting relationship revealed above is that
there are many more sales of buildings in the city
than there are building leases. This is the reverse
of the relationship that is found in the suburbs and
in the total market (Table 3).

Auerage Building Size
The average size of buildings 6old and leased has
been consistent over the years (Table f). Does this
relate to the numbers of sales and the numbers of
leases? See Table 3 and form your own conclusions.

The total square feet sold and leased may be
aflected by the number of SIOR members who report
in a given year (see Tables 1 and 2). Incidentally,
total SIOR chapter membership has remained fairly
constant over these years. As indicated previously,
one can only wonder how much additional industrial
space was covered by transactions completed by in-
dividuals who are not members of SIOR.

Transaction Size
Like average sale size arrd average lease size, the av-
erage building transaction size (sale ald lease) has
been relatively constant, as expectd (see Tabie 1).

In recent years, more comparatively larger par-
cels have been sold, raising the average acres per
sale (Table 1) and reflecting the boom in develop-
ment. The average sale price per acre illustrates the
continuing predominance of the smaller sales, as our
studies have shown that the price per unit of vacant
land tends to decrease as the parcel size increases.
Too feu'ofthe vacant land sales reported were located

l.'l(itrRt) I
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Percentage Distribution Industrial Land Sales

by Size
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in the city of Detroit to tabulate separately (only
two in 1989, for example). In addition, as Figure 1

shows, the distribution of sales of vacant land of
sma-ller size has grown. Each year since 1983, more
than 70Vo of the sales have been for parcels o[ 10
acres or less; more than 55Va of the sales were for
parcels of 5 acres or less.

Total And Percent Changes
Table 2 illustrates the year-to-year changes in total
building sales and leases, total dollars of building
sales and total numbers of transactions, presenting
year-to-year percentage changes for each. It is
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example, if the annual rainfall in a certain area has
averaged, say, 44.37 inches per year for the past 80
ye.irs, we can forecast that the same average will
prevail for the next 20 years. However, to predict
that next year's rainfall will be 44.37 inches would
be a,n error because previous statistics have pro-
duced a long-term average, not a given annual
amount. Indeed, it may be that never in the recorded
history of the area has the rainfall actually mea-
sured 44.37 inches in one year.

Hindsight being usually rated at "20-20," sta-
tistics are most reliable in what they can tell about
the past. If one studies the tons of statistics avail-
able on the past performances of professional ath-
letes and teams, one can acquire a keen
understanding of their past accomplishments. But
predict next year's performalce? Forget it.

Industrial Real Estate Market Study
Statistics of real estate markets provide insight into
the ways in which past developments arld develop-
ment players have contributed to today's market
realities. Because of our interest in the performance
of the metropolitan Detroit industrial real estate
market, we have accumulated statistics on the sub-
ject for a number of years. These statistics have re-
vealed some interesting trends and some relationships
that have remained fairly constant, perhaps unex-
pectedly. We strongly suspect that many of these
trends also cal be found in many other communities.

Limitations Of Data
For several years, the Michigan Chapter of the So-
ciety of Industrial and Offrce Realtors (SIOR) of the
National Association ofRealtors has produced a con-
fidential market report for informational use only
by its membership. This report provides minimum
information on industrial transactions completed by
the members. We have found these reports to be a
rich source of statistical information.

Certain limitations in the data should be rec-
ogrized, however. For one, not all SIOR members
report in a given year. Also, a member may not in-
clude all of his transactions in his report, or he may
include some non-industrial transactions. Years ago,
one member submitted his listings instead of his
sales and leases. (It certainly appeared to be a re-
markable record of performance.)

Nothing is reported on the terms of a sale, the
parties or the circumstances involved. Reports on
building leases include the monthly rent but say
nothing about the length of the lease or the parties
involved. The gross or the net lease is not always
indicated, and it is never del-rned. Still, the reports
comprise an outstanding statistical sample.

The data has been tabulated as best as possible
recogrizing the above limitations. Properties rec-
ognized to be non-industrial were removed and du-
plications were eliminated. Because of the lack of
specifics connected with rent figures, the tabulation
oflease transactions is limited to building sizes only.
If assemblages or other special transactions that were
far from the usual dehnition of market value were
recognized, they were omitted. The study is limited
to the metropolitan Detroit area, aJthough chapter
members reported transactions throughout the state
of Michigan.

The result of these tabulations is believed to be
a good sample, although, statistically speaking, the
extent of the population is not known.

Discussion Of Data
Tables 1 and 2 summarize overall hndings from 1982
through 1989. Table I shows the growth in average
sales prices per squzre foot of building and land.
Factors affecting these numbers include inflation,
general market activity (supply and demand), the
preference of many developers to lease and hold rather
than to sell and the reduced activity in the city of
Detroit (lower prices) in comparison with the sub-
urbs (higher prices). The inflation factor involves,
among other things, changes in land values and in
the cost of new construetion which have not been
quantified here.

City Compared To Suburbs
The influence on the frgures from transactions in the
city of Detroit compared with transactions in the
suburbs is illustrated by the following: In 1987, 23
sales out of the total 103 were of city buildings, and
they averaged $6.89 per square foot of building in-
cluding land; three of the Lotal 277 leases were in
the city. In 1988, 44 sales out of the total 162 were
of city buildings, and they averaged 95.63 per square
foot of building including land; five of the total 391

owner economically viable use of his land." (Em-
phasis added.)28

Therefore, Florida courts would be obliged to ru.le
in favor of an aggrieved laldowner when and if the
challenged regrlation was found to ". . .not substan-
tially advance legitimate state interests,...or den-
ies an owner economicslly viable use of his land."
The U.S. Supreme Court also has ruled that even
rvhen a "taking'' by regulatory action is temporary,
the state must payjust compensation to the property
owner for the period of time that the offending reg-
ulation was in effect. This decision was reached in
L987 in First English Euangelical Lutheran Church
of Glendale u. County of Las Angeles.2e In this case,
the court assumed (because of the procedural pos-
ture of the case) that the regulation in question de-
nied the plaintiff "all use" of the property. Under
these circumstances, if they proved to be true, the
court held that compensation would be required for
the period of time the land was over-regu.lated, even
if the regulation was subsequently diminished by
repeal or amendment.so

If and when challenges to concurrency require-
ments reach the Florida state courts, the U.S. con-
stitutional principles just described should provide
protection for propert;z owners. Much latitute for state
court dccision-making will still exist regarding the
procedures for implementing concurrency (without
offending federal requirements) and for deciding
whether protections for landowners, in addition to
those required under federal law, will be erected in
keeping with the state's constitution, statutes, or-
dinances and administrative regulations.

Hints about what to expect from the courts can
be gleaned from decisions that have resolved dis-
putes concerning local governments' adoption of
comprehensive plans and zoning decisions. For ex-
ample, in the 1990 decision ofJ. T. Glisson u. Ala-
chua County, the Florida First District Court of
Appeals was called upon to resolve property owners'
claims that the Alachua County Compr€hensive Plan
illegally deprived them of rights to use and develop
their property. Citing a number of cases, including
Agins u. City of Tiburon, the court decided that:

To succeed in a regulatory taking claim, a prop-
erty owner must demonstrate (1) that a regulation
is unreasonable or arbitrary, or (2) that it denies
a substantial portion of the beneficial use of the
property. . .

A police power regulation is not invalid simply
because it denies the highest and best use of the
property,...or because it dramatically dimin-
ishes the value of the property. . .

Rather, "[i]f the regulation is a valid exercise of
the police power, it is not a taking if a reasonable
use of the property remaing."sl

If the logic developed by the First District Court
in Glissoz u. Alachua County is applied to concur-
rency disputes, it leaves local governments with a
rvide range of concurrenry implementation options
which would probably survive an attack based on a
regulatory taking argument. For example, if an
owner's request for an intensive development is

denied on concurrency grounds but the locai regu-
lation is neither unreasonable nor arbitrary and if
the local authorities are prepared to permit some
less intensive use of the land, then no regulatory
taking should occur.

Another question likely to arise is how to deter-
mine whether a concurrency regulation is either
"unreasonable" or "arbitrary." When a court is called
upon to evaluate a particular concurrency ruJe, what
standard of reyiew should the court use? There ap-
pears to be a choice between two possibilities. Courts
could follow the process that has already been de-
veloped to review traditional local government zon-
ing decisions (not involving a comprehensive plan)
or that has been used to measure land use planning
decisions. In the 198? case of Machado v. Musgrove,
the court held that: "land use planning and zoning
are different exercises of sovereign
power,. . .therefore, a proper analysis, for review
purposes, requires that they be considered sepa-
rately."32 Historically and traditionally, local gov-
ernment land use decisions implementing zoning
ordinances have been given considerable weight by
reviewing courts, and challenges have been success-
ful only when the local body did not have even "fairly
debatable" evidence to support its decisions.33 On
the other hand, when a land use decision has been
challenged as inconsistent with the comprehensive
plan, local decisions have been accorded consider-
ably less deference because decisions that imple-
ment the comprehensive plan must be consislent with
the plan.sa Accordingly, the standard of review has
been the ". . .non-differential standard of strict ju-
dicial scrutiny."35 If this view is followed, then:

. . .the burden is on the applicant for rezoning to
show by competent and substantial euidence Lhat
the requested rezoning conforms to. . .the plan.
(Emphasis added.)36

Since concurrency decisions must be made in ac-
cordance with the dictates of the loca-l comprehen-
sive plan, it seems likely that the correct standard
forjudicial review will be the same one that governs
zoning decisions that implement the plan-namely,
"strict judicial scrutiny." Accordingly, if the concur-
renry requirements in a particular jurisdiction ad-
here to the adopted comprehensive plan, then the
likelihood that they will bejudged either "arbitrary"
or "unreasonable" should be low. However, review-
ing courts that follow the "strict judicial scrutiny"
concept probably will cast a sharp judicial eye on
local governments in this respect when a case is pre-
sented for resolution.

Before leaving this topic, some mention also
should be made regarding a local government's de-
cision to adopt concurrenry requirements that will
become, in effect, a moratorium on development be-
cause the government's LOS requirements are high
enough that almost any development would cause
them to be viol.ated. Generally, local governments
have had the power to adopt a moratorium when the
government has been making reasonable progress
toward solving some bono Ttde crisis and when the
moratorium has been temporary.s? Once again, even

TABLE 1

Summar5r of Market Data Reports Michigan Chapter Society of Industrial and Offrce Realtors (SIOR)

u62.6182 7t82-r2t82 y83.6/E3 7/83.12/E3 198,1 198; 1936 l9t? 19ES

Sales (Dollars/sq f!)

Avg. Sale (sq ft)
Avg. Lease (sq ft)
Total Sales and l,€ases

(sq ft)
Avg. Sales and Leases

(sq ft)
Avg. AC/Sale
Avg. Dollar/Acre

913.50 $9.08 $13.56 $9.58
Percent vs Previous Year: 6.47o

t7,522 33,035 23,196 31,767
14,220 13,020 11,496 10,88?

$20.63
34.gqa

23,162
14,129

$21.10

26,648
19,131

$20.45
- 3.19o

26,7 t3
t5,377

42.7qa
29,402
12,636

$10.88
- 3.47o

32,548
14,0?8

$15.30
40.6/a

33,144
13,108

2,136,096 2,597,411 2,945,190 3,490,137 6,405,606 8,379,392 7,380,109 8,043,935 10,339,986 7,986,656

15,258 19,546 15,666 17,990 19,236 19,160
3.732 5.796 1.750 7.129 7.100 6.402

$27,618 515,428 $70,090 S17,631 $23,377 $46,822

17,203
6.876

$,r0,113

21, r68
10.317

$29,457

18,698 15,784
1.4.790 14.540

$32,389 $35,682
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assuming a moratorium passes judicial muster un'
der a state law analysis, federal concepts also must
be met to avoid an unconstitutional regulatory tah'
ing of a citizen's property. The issue of whether con-
currency requirements in some localities have caused
a de facto and allegpdly illegal moratorium will very
likely receive judicial attention in the foreseeable
future.

Conclusion
Concurrency management is a new and unique form
of land use planning regu.lation. The full impact of
this tlpe of regulation will not become clear until
Florida's cities and counties have accumulated ex'
perience in concurrenry management, We can say,
however, that the application of concumenry regu-
lations may result in lengthy delays in development.
No Florida court has yet ruled on a direct challenge
to the state's concurrency regulation. Based upon
previous court cases that have challenged Florida's
planning laws, however, it seems unlikely that con-
currency management will be invalidated. It also
seems unlikely that concurrenry will be eliminated
because the concept has broad public support in
Florida. The challenge for developers and local gov-
ernments will be to work out fair and equitable
methods for applying concurrency management.
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INDUSTRIAT
BEAL ESTATE:
GO FIGUBE!

Sales prices per square foot of industrial
buildings in metropolitan Detroit haue
decreased as the building size has
increased.

by Donald J. Hartman, CRE

f he use of statistical analysis in valuing real
- I - estate has become more popular as computers
tl and sophisticated hand-held calculators have

become more available. The degree to which these
methods actually reflect the results of the actions of
buyers and sellers in the marketplace is a topic for
debate elsewhere. However, it should be noted here
that predicting the future with any degree of reli-
ability never has been accomplished on a regular
basis il alry held, including forecasting the weather,
election results, political changes, athletic contests,
economic trends, etc.

The purpose of this article is not to explore the
philosophy of the futility of crystal ball gazing. Suf-
Iice it to say that all methods of forecasting by use
of statistics seem to fail to consider the human ele'
ment, the impact of unforeseen events and other im-
ponderables. A reliance on statistics also raises
dificulties with interpretation a-nd numerical er-
rors, although incorrect or inappropriate interpre-
tation and invisible numerical errors are less the
fault of the statistical system than they are the
wea}nesses of the application of the system. We
therefore must appreciate the limitations of
forecasting.

A recent article in a nationally circulated trade
journal reported one researcher's review of the mar-
ket for office space throughout the country. The au'
thors of this article divided the country into regions
and made estimates of oIlice vacancy rates that
seemed reasonable, including a 1670 vacancy rate in
the Midwest. However, the authors of the report
somehow got from that estimate to the statement
that it would take 38.8 years "to absorb all the va-
cant o{fice space" in Detroit. Since absorption of of-
fice space in the Detroit area has been l million
square feet, more or less, per year recently, there
must be a lot of empty oflice buildingp hidden amund
town somewhere. It is probably little consolation to
Detroiters that the article stated Oklahoma City's
supply of vaca.nt o{fice space would take 85.9 years
to absorb, which is longer than the useful life of
many buildings. This is just one prime example of
the misuse of reasonable statistics to reach mean-
ingless conclusions. What is really bothersome is that
neither the authors nor the editor recognized the
absurdity of these stat€ments simply by reading the
work; they did not recognize that the market f-rgures
included office space which would never be absorbed
because of location, age or other factors and that
inclusion of this kind of space would add to the dif-
ficulty in interpreting the statistics.

Study Of The Past
Past statistics can be used to predict some future
trends if they are applied v/ith careful logic. For

Dondld l. Harlmod CRE, is a principal with Dean Ap-
proisal Company, Birmingham, Michigan. He has written
diiles for various publications as well os chapters in both
ed.itions of The Real Estate Handbook He served. on the
comtuinee that reurote the fourth edirion ol Industria.l R.al
EstAle, published in 1984- Horlman h@s taught reoL estate
courses for many years.
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currency requirements in some localities have caused
a de facto and allegpdly illegal moratorium will very
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this tlpe of regulation will not become clear until
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planning laws, however, it seems unlikely that con-
currency management will be invalidated. It also
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ket for office space throughout the country. The au'
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example, if the annual rainfall in a certain area has
averaged, say, 44.37 inches per year for the past 80
ye.irs, we can forecast that the same average will
prevail for the next 20 years. However, to predict
that next year's rainfall will be 44.37 inches would
be a,n error because previous statistics have pro-
duced a long-term average, not a given annual
amount. Indeed, it may be that never in the recorded
history of the area has the rainfall actually mea-
sured 44.37 inches in one year.

Hindsight being usually rated at "20-20," sta-
tistics are most reliable in what they can tell about
the past. If one studies the tons of statistics avail-
able on the past performances of professional ath-
letes and teams, one can acquire a keen
understanding of their past accomplishments. But
predict next year's performalce? Forget it.

Industrial Real Estate Market Study
Statistics of real estate markets provide insight into
the ways in which past developments arld develop-
ment players have contributed to today's market
realities. Because of our interest in the performance
of the metropolitan Detroit industrial real estate
market, we have accumulated statistics on the sub-
ject for a number of years. These statistics have re-
vealed some interesting trends and some relationships
that have remained fairly constant, perhaps unex-
pectedly. We strongly suspect that many of these
trends also cal be found in many other communities.

Limitations Of Data
For several years, the Michigan Chapter of the So-
ciety of Industrial and Offrce Realtors (SIOR) of the
National Association ofRealtors has produced a con-
fidential market report for informational use only
by its membership. This report provides minimum
information on industrial transactions completed by
the members. We have found these reports to be a
rich source of statistical information.

Certain limitations in the data should be rec-
ogrized, however. For one, not all SIOR members
report in a given year. Also, a member may not in-
clude all of his transactions in his report, or he may
include some non-industrial transactions. Years ago,
one member submitted his listings instead of his
sales and leases. (It certainly appeared to be a re-
markable record of performance.)

Nothing is reported on the terms of a sale, the
parties or the circumstances involved. Reports on
building leases include the monthly rent but say
nothing about the length of the lease or the parties
involved. The gross or the net lease is not always
indicated, and it is never del-rned. Still, the reports
comprise an outstanding statistical sample.

The data has been tabulated as best as possible
recogrizing the above limitations. Properties rec-
ognized to be non-industrial were removed and du-
plications were eliminated. Because of the lack of
specifics connected with rent figures, the tabulation
oflease transactions is limited to building sizes only.
If assemblages or other special transactions that were
far from the usual dehnition of market value were
recognized, they were omitted. The study is limited
to the metropolitan Detroit area, aJthough chapter
members reported transactions throughout the state
of Michigan.

The result of these tabulations is believed to be
a good sample, although, statistically speaking, the
extent of the population is not known.

Discussion Of Data
Tables 1 and 2 summarize overall hndings from 1982
through 1989. Table I shows the growth in average
sales prices per squzre foot of building and land.
Factors affecting these numbers include inflation,
general market activity (supply and demand), the
preference of many developers to lease and hold rather
than to sell and the reduced activity in the city of
Detroit (lower prices) in comparison with the sub-
urbs (higher prices). The inflation factor involves,
among other things, changes in land values and in
the cost of new construetion which have not been
quantified here.

City Compared To Suburbs
The influence on the frgures from transactions in the
city of Detroit compared with transactions in the
suburbs is illustrated by the following: In 1987, 23
sales out of the total 103 were of city buildings, and
they averaged $6.89 per square foot of building in-
cluding land; three of the Lotal 277 leases were in
the city. In 1988, 44 sales out of the total 162 were
of city buildings, and they averaged 95.63 per square
foot of building including land; five of the total 391

owner economically viable use of his land." (Em-
phasis added.)28

Therefore, Florida courts would be obliged to ru.le
in favor of an aggrieved laldowner when and if the
challenged regrlation was found to ". . .not substan-
tially advance legitimate state interests,...or den-
ies an owner economicslly viable use of his land."
The U.S. Supreme Court also has ruled that even
rvhen a "taking'' by regulatory action is temporary,
the state must payjust compensation to the property
owner for the period of time that the offending reg-
ulation was in effect. This decision was reached in
L987 in First English Euangelical Lutheran Church
of Glendale u. County of Las Angeles.2e In this case,
the court assumed (because of the procedural pos-
ture of the case) that the regulation in question de-
nied the plaintiff "all use" of the property. Under
these circumstances, if they proved to be true, the
court held that compensation would be required for
the period of time the land was over-regu.lated, even
if the regulation was subsequently diminished by
repeal or amendment.so

If and when challenges to concurrency require-
ments reach the Florida state courts, the U.S. con-
stitutional principles just described should provide
protection for propert;z owners. Much latitute for state
court dccision-making will still exist regarding the
procedures for implementing concurrency (without
offending federal requirements) and for deciding
whether protections for landowners, in addition to
those required under federal law, will be erected in
keeping with the state's constitution, statutes, or-
dinances and administrative regulations.

Hints about what to expect from the courts can
be gleaned from decisions that have resolved dis-
putes concerning local governments' adoption of
comprehensive plans and zoning decisions. For ex-
ample, in the 1990 decision ofJ. T. Glisson u. Ala-
chua County, the Florida First District Court of
Appeals was called upon to resolve property owners'
claims that the Alachua County Compr€hensive Plan
illegally deprived them of rights to use and develop
their property. Citing a number of cases, including
Agins u. City of Tiburon, the court decided that:

To succeed in a regulatory taking claim, a prop-
erty owner must demonstrate (1) that a regulation
is unreasonable or arbitrary, or (2) that it denies
a substantial portion of the beneficial use of the
property. . .

A police power regulation is not invalid simply
because it denies the highest and best use of the
property,...or because it dramatically dimin-
ishes the value of the property. . .

Rather, "[i]f the regulation is a valid exercise of
the police power, it is not a taking if a reasonable
use of the property remaing."sl

If the logic developed by the First District Court
in Glissoz u. Alachua County is applied to concur-
rency disputes, it leaves local governments with a
rvide range of concurrenry implementation options
which would probably survive an attack based on a
regulatory taking argument. For example, if an
owner's request for an intensive development is

denied on concurrency grounds but the locai regu-
lation is neither unreasonable nor arbitrary and if
the local authorities are prepared to permit some
less intensive use of the land, then no regulatory
taking should occur.

Another question likely to arise is how to deter-
mine whether a concurrency regulation is either
"unreasonable" or "arbitrary." When a court is called
upon to evaluate a particular concurrency ruJe, what
standard of reyiew should the court use? There ap-
pears to be a choice between two possibilities. Courts
could follow the process that has already been de-
veloped to review traditional local government zon-
ing decisions (not involving a comprehensive plan)
or that has been used to measure land use planning
decisions. In the 198? case of Machado v. Musgrove,
the court held that: "land use planning and zoning
are different exercises of sovereign
power,. . .therefore, a proper analysis, for review
purposes, requires that they be considered sepa-
rately."32 Historically and traditionally, local gov-
ernment land use decisions implementing zoning
ordinances have been given considerable weight by
reviewing courts, and challenges have been success-
ful only when the local body did not have even "fairly
debatable" evidence to support its decisions.33 On
the other hand, when a land use decision has been
challenged as inconsistent with the comprehensive
plan, local decisions have been accorded consider-
ably less deference because decisions that imple-
ment the comprehensive plan must be consislent with
the plan.sa Accordingly, the standard of review has
been the ". . .non-differential standard of strict ju-
dicial scrutiny."35 If this view is followed, then:

. . .the burden is on the applicant for rezoning to
show by competent and substantial euidence Lhat
the requested rezoning conforms to. . .the plan.
(Emphasis added.)36

Since concurrency decisions must be made in ac-
cordance with the dictates of the loca-l comprehen-
sive plan, it seems likely that the correct standard
forjudicial review will be the same one that governs
zoning decisions that implement the plan-namely,
"strict judicial scrutiny." Accordingly, if the concur-
renry requirements in a particular jurisdiction ad-
here to the adopted comprehensive plan, then the
likelihood that they will bejudged either "arbitrary"
or "unreasonable" should be low. However, review-
ing courts that follow the "strict judicial scrutiny"
concept probably will cast a sharp judicial eye on
local governments in this respect when a case is pre-
sented for resolution.

Before leaving this topic, some mention also
should be made regarding a local government's de-
cision to adopt concurrenry requirements that will
become, in effect, a moratorium on development be-
cause the government's LOS requirements are high
enough that almost any development would cause
them to be viol.ated. Generally, local governments
have had the power to adopt a moratorium when the
government has been making reasonable progress
toward solving some bono Ttde crisis and when the
moratorium has been temporary.s? Once again, even

TABLE 1

Summar5r of Market Data Reports Michigan Chapter Society of Industrial and Offrce Realtors (SIOR)

u62.6182 7t82-r2t82 y83.6/E3 7/83.12/E3 198,1 198; 1936 l9t? 19ES

Sales (Dollars/sq f!)

Avg. Sale (sq ft)
Avg. Lease (sq ft)
Total Sales and l,€ases

(sq ft)
Avg. Sales and Leases

(sq ft)
Avg. AC/Sale
Avg. Dollar/Acre

913.50 $9.08 $13.56 $9.58
Percent vs Previous Year: 6.47o

t7,522 33,035 23,196 31,767
14,220 13,020 11,496 10,88?

$20.63
34.gqa

23,162
14,129

$21.10

26,648
19,131

$20.45
- 3.19o

26,7 t3
t5,377

42.7qa
29,402
12,636

$10.88
- 3.47o

32,548
14,0?8

$15.30
40.6/a

33,144
13,108

2,136,096 2,597,411 2,945,190 3,490,137 6,405,606 8,379,392 7,380,109 8,043,935 10,339,986 7,986,656

15,258 19,546 15,666 17,990 19,236 19,160
3.732 5.796 1.750 7.129 7.100 6.402

$27,618 515,428 $70,090 S17,631 $23,377 $46,822

17,203
6.876

$,r0,113

21, r68
10.317

$29,457

18,698 15,784
1.4.790 14.540

$32,389 $35,682
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based upon a determination of available capacity
and gr.rarantee that the necessary capacity will be
reserved for the developer's project for periods that
may vary from six months to two years.

Experience has shown that the transportation
LOS is the most problematic. Florida ie experiencing
a major backlog of tralsportation improvements. In
many places, the strict application of concurrency
regulations would mahe it impossible to obtain a
development permit. The Department of Commu-
nity A.ffairs allows local jurisdictions some flexibil-
ity in these cases. For example, if a jurisdiction has
a funded capital improvements plan that will im-
prove the LOS on a road to an acceptable degree, it
may allow additional development that will not add
more than llVo of the existing traJfrc load. Alter-
natively, the local government may set a "two-tier"
LOS: a temporary lower LOS followed by a higher
LOS to be achieved at a certain date. Although each
jurisdiction is required to meet the minimum stan-
dards of the concurrency rule, the ordinances may
be more restrictive.ls

How Will Florida Courts Respond?
At the time of this writing, no Florida court has
ruled on a challenge to the concurrency regulation
in general or to any specific LOS standard. Accord-
ingly, a discussion of this issue will necessarily in-
volve an att€mpt to anticipate futurejudicial decisions
that wili resolve controversies in this area and con-
strue applicable statutes, administrative rules and
ordinances.

First, however, it is desirable to describe the ju-
dicia.l climate that exists in this area of law, since
current decisions and prevailing judicial philosophy
undoubtedly will influence future judicial determi-
nations. Perhaps the vanguard case that illustrates
the present judicial climate in the area of planned
gror,rth management is Golden u. Planning Board of
Town of Ramapo which was decided in 1977 by the
New York state courts.2o

ln Golden u. Town of Ramapo, zoning require-
ments prohibited specified development activities
until municipal services were available to accom-
modate the new gro*th. The town had an l8-year
capital plan to provide the services.zl In considering
the constitutionality of a plarured growth system like
this, the court said:

In sum, where it is clear that the existing physical
and financial resourcea of the community are in-
adequate to furnish the essential services and fa-
cilities which a substantial increase in population
requires, there is a rational basis for "phased
growth" and hence, the challenged ordinance is
not violative of the Federal and State
Constitution.22

Before leaving the discussion of Golden u. Town
of Ramapo, a word of caution should be sounded re-
garding judicial approval of local plaaned growth
systems. It must be clear to the reviewing courts
that a local government's motive for adopting this
tJpe of regulation does not stem from a desire to
exclude low income or minority citizens from taking

up residence in the community. Instead, planned
growth ordinances need to be based on reasonable
criteria which provide the capital improvements that
are required to serve new residents in an orderly
and economically feasible manner.23

In addition to challenges of planned growth or-
dinances from low income groups or minorities,
property owners who are dissatisfied by governmen-
tal rejection of their development or construction
plans also are prone to legally attack ordinances of
this tpe. Of course, the Fifth Amendment to the
U.S. Constitution requires the government to pay
property owners 'Just compensation" before taking
their private property for a public purpose. How-
ever, if the government only regulates the use of
property, has it actually taken property and brought
Fifth Amendment principles into play? This ques-
tion, known as "taking issue," is one of the thorniest
problems in the area of land use regr.rlation.

One cardinal principle was laid down by the U.S.
Supreme Court in 1922 in Pennsyluania Coal Com-
pany u. Mahon.In an often-quoted opinion, Justice
Oliver W' Holmes announced the court's ruling as
follows:

The general rule at least is, that while property
may be regulated to a certain extent, if the reg-
ulation goes too far it will be recogrrized as a
taking.2a

Earlier in the opinion, he also wrote:
Government hardly could go on if to some extent
values incident to property could not be dimin-
ished without paying for every such change in the
general law. As long recognized, some values are
enjoyed under an implied limitation and must leld
to the police power.'?s

The problem for property owners and for persons
analyzing the Florida concurrency requirements is
how to decide when regulations that adversely affect
property go "too far" and amount to a taking. In
recent years, two U.S. Supreme Court cases have
shed more light on this question. The hrst was A6dns
v. City of Tiburon in which the court said:

The application of a general zoning law to partic-
ular property effects a taking ifthe ordinance does
not substantially advance legitimate state inter-
ests,. . . or denies an owner economically viable use
of his land....The determination that govern-
ment action constitutes a taking is. in essence, a
determination that the public at large, rather than
a single owner, must bear the burden of an exer-
cise of state power in the public interest.26

More recently in 1987, the U.S. Supreme Court
approved the Ag,ins principles while deciding Key-
stone Bituminous Coal Association u. De-
Benedi.ctus.zT Indeed, the court probably elevated the
stature of the A6,ins rationale by stating (when re-
ferring to A6,ins):

The two factors that the Court considered rele-
vant, have become integral parts of our tahing
analysis. We have held that land use regulation
can effect a taking if it "does not substantially
advance legitimate state interests,. . .or denies an

TABLE 2

Yearly Sales, Leases, Number of Tlansactions

M0 1981 1982 l9s3 t9sl l9s5 llri6 l9s7 t$!! t9s9

Total Sales and l-€ases
(sq lt) 3,898,526 6,635,899

'7. ChanSp 14.6%
Toto.l Bldg. SElo
(Dollars) S25,903.86? S33,520,219
7. ChanSe 29.4%
Number of
Sales and L€a!€8 259 305
% ChanS€ l7.A%

4,833,50?

- 14.2%
6,435,32? 6,405,606 8,379,392

30.8%
7,380,109

- I1.9*
8,043,935

9.0%
10,339,986

28.5%
7,986,656

-22.8'.7c

323,910,382 V1,r5r,071 932,937,076 $66,929,835 $69,776,992 $5?,907,697 $88,505,335 $8r,544,253
-28.7 72.1% '20.0% 103.2% 1.3% -77.O% 52.8c. -7 -9't

218
- 4.9%

382
37 _4% - t2_a%

438
31.5%

429
- 2.7*

380

-tt_Aq
553

45_5
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- 8.6*

TABLE 3

Total Number Transactions Reported

1982 1983 198.1 1985 19S6 19S7 l9s8 1989

Building SaJes
Building Leases 305

Total 278 437 429 380 506

89
189

133
249

93
240

146 103
277

162
391

95
411

leases were in the city. In 1989, 21 out of the total
95 sales were of city buildings, and they averaged
$7.04 per square foot of building including land; eight
of the total 411 leases were of city buildings.

Unit sale prices of suburban buildings have av-
eraged about five times those of city buildings. Ob-
viously, obsolescence is a mqjor factor in this trend.

An interesting relationship revealed above is that
there are many more sales of buildings in the city
than there are building leases. This is the reverse
of the relationship that is found in the suburbs and
in the total market (Table 3).

Auerage Building Size
The average size of buildings 6old and leased has
been consistent over the years (Table f). Does this
relate to the numbers of sales and the numbers of
leases? See Table 3 and form your own conclusions.

The total square feet sold and leased may be
aflected by the number of SIOR members who report
in a given year (see Tables 1 and 2). Incidentally,
total SIOR chapter membership has remained fairly
constant over these years. As indicated previously,
one can only wonder how much additional industrial
space was covered by transactions completed by in-
dividuals who are not members of SIOR.

Transaction Size
Like average sale size arrd average lease size, the av-
erage building transaction size (sale ald lease) has
been relatively constant, as expectd (see Tabie 1).

In recent years, more comparatively larger par-
cels have been sold, raising the average acres per
sale (Table 1) and reflecting the boom in develop-
ment. The average sale price per acre illustrates the
continuing predominance of the smaller sales, as our
studies have shown that the price per unit of vacant
land tends to decrease as the parcel size increases.
Too feu'ofthe vacant land sales reported were located

l.'l(itrRt) I

Michigan Chapter SIOR
Percentage Distribution Industrial Land Sales

by Size
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in the city of Detroit to tabulate separately (only
two in 1989, for example). In addition, as Figure 1

shows, the distribution of sales of vacant land of
sma-ller size has grown. Each year since 1983, more
than 70Vo of the sales have been for parcels o[ 10
acres or less; more than 55Va of the sales were for
parcels of 5 acres or less.

Total And Percent Changes
Table 2 illustrates the year-to-year changes in total
building sales and leases, total dollars of building
sales and total numbers of transactions, presenting
year-to-year percentage changes for each. It is
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important to remember one fect about percentage
changes. The percent of decrease cannot exceed 1007o
(assuming no negative performance numbers as is
the case throughout this study), but the percent of
increase can exceed 1007o and is, theoretically, aI-
most unlimited. Table 3 shows the numbers of sales
and leases reported each year and repeats the yearly
transaction totals. The increases in sales and leases
following the recession years of 1980-1982 are con-
sistent with the recovery mode.

Individual Building Sizes
To this writer, the more interesting statistics from
this review are those that relate to the sizes of in-
dividual buildings. Figure 2 illustrates the numbers
of building sale transactions, by percentage of the
total, in five size categories. Figure 3 does the same
rvith building leases, and Figure 4 shows size cate-
gories for building sales and leases. (The particular
size categories used here have no special signifi-
cance, but they have been convenient for this re-
view's purpose.) Note the consistency over the years.
Clearly, it is accurate to state that, in terms of num-
bers oftransactions, more than 807o ofthe industrial
building market in the metropolitan Detroit area
has concerned buildings of25,000 square feet or less.
In fact, more than 50Vo of the leases have involved
buildings of 10,000 square feet or less. The prepon-
derance of leases in smaller buildings is at least par-
tially due to the proliferation of new businesses. These
typically make use of smaller spaces and prefer the
flexibility of leasing as opposed to the permanence
of purchasing their initial quarters. Many such leases
are in multi-tenant, or incubator, buildings.

Less than 57c ofthe market has concerned build-
ings with more thal 100,000 square feet. Interest-
ingly, these ratios prevail year after year, regardless
of market conditions, displaying considerable inertia

F I(;URU 2

Michigan Chapter SIOR
Percent Distribution Industrial Building Sales

by Size
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Michigan Chapter SIOR
Percent Distribution Industrial Building Leases

by Square Foot

solid waste disposal, drainage, parks and recreation.
A standard for mass transit also must be adopted if
the population governed by a local government ex-
ceeds 500,000.10 The LOS standards must be ade-
quate t meet the public'e basic needs, and they must
be realistic. If a facility currently does not meet the
adopted LOS, the local government must have a plan
to achieve the LOS by a certain time.

The primary focus of this administrative rule is
to set minimum standards for local governmental
review of proposed developments. For example, for
potable water, sewer, solid waste disposal and drain-
age, the local government may issue a development
permit only if:

1. The necessar5r facilities are in place;
2. The permit is conditional on the facilities being

in place when development impacts ocrcur;

3. The necessarSr facilities are under construction;
or

4. The necessar;r facilities are guaranteed in an
enforceable development agreement.r0

The standard for parks and recreation facilities
is more libera.L. Development is allowed if the con-
struction of parks and recreation facilities is sched-
uled to begin within one year of the date of issuance
of a development permit, pursuant to an executed
contract or an enforceable development agr€ement.ll

The local government is granted the most lati-
tude for the construction of roads and mass transit.
In addition to the situations described above, im-
provements may be planned if they are included in
the first three years of the Florida Department of
Transportation frve-year work program or if they
are included in local capital improvements that meet
frnancial feasibility requirements.r2

Interestingly, the rule contains no guidance or
requirements for developing or applying LOS stan-
dards; it simply states that "the local government
must develop guidelines."to The state thus allows
wide divergence among local governments, which is
a major concern in the area of traasportation. The
only available models for local governments are the
sophisticated computer modeling methodologies de-
veloped to study developments of regional impact
and major developments subject to state and re-
gional review under Florida statutes.

However, these methodologies are undesirable
for an entire jurisdiction. They focus on one project
at a time and typically analyze every roadway link
and intersection for which a project is predicted to
contribute more than 107, of a specfied LOS capac-
ity. Some jurisdictions carry the analysis to a 57c
impact. These methodologies require local govern-
ments to analyze every project in their jurisdiction
and may lead local governments to deny permits for
minor impacts on unimportant roadway links or in-
tersections where no improvements are scheduled or
desired. To address this problem, several jurisdic-
tions have proposed newer models that allow im-
pacts to be averaged over a transportation corridor
or district. The Department of Community AJIairs
appears to be close to approving an averaging

approach in at least one county, and it seems inev-
itable that some averaging method will be accepted
to replace the facility-by-facility techniques.

As may be expected, a major and continuing dis-
pute regarding transportation LOS revolves around
the competing priorities of state and local govern-
ments over the state road system. The 1985 plan-
ning act was unclear about who would establish the
LOS on the state road system. The state insisted on
higher LOS, arguing that it must maintain an ef-
ficient intrastate system despite the existing
congestion on many state highways. Local govern-
ments feared that enforcing the state standards would
drastically curtail development that would impact
state roads. To resolve this dispute, the Department
of Community A-ffairs amended its rules to allow
local governments to set the LOS on all public fa-
cilities within theirjurisdiction, r' but it requires the
local government to consider and meet the Depart-
ment of Traasportation's LOS standard "to the max-
imum extcnt feasible as determined by the local
government.. ."16 Later, the Department of Com-
munity AIIairs announced a new policy:

". . .when a state road is operating below the ac-
ceptable LOS, the loca.l government must plan for
improvements or plan to meet the need on a par-
allel corridor. The local government must also
prevent further degradation in service on the road.
In other words, if a local government makes land
use decisions that adversely impact LOS on a state
road, the local government must take responsi-
bility for making the needed improvements."l6

This dispute is ongoing.lT

Local Concurrency Management Systems
Florida's concurrency rule requires each local gov-
ernment to establish a "concurrenry management
system." Simply stated, a concurrency management
system is an accounting system through which the
local government measures the capacity that is
available in each affected public facility, subtracts
the capacity that is committed to vested or approved
projects and derives the remaining capacity, if any,
that is available for new projects. The local govern-
ment then establishes a permitting process for eval-
uating the impacts of proposed development and
making commitments to seryice capacity. The con-
cun'ency rule requires that:

The latest point in the application process for the
determination of concurrenry is prior to the ap-
proval of an application for a development order
or permit which contains a specifrc plan for de-
velopment, including the densities and intensities
of development. r8

In some circumstances, the local government may
include the capacity on public improvements that
are under construction or under contract to begin
construction or on improvements that are guaran-
teed by an enforceable development agreement be-
tween a developer and the local government.

The jurisdictions that have adopted concurrency
regulations tlpically create a concurrency "certifi-
cate" or similar permit. They issue the certificate
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in industrial buildings. Will these trends continue?
Probably, unless the market is acted upon by some
outside force that is not presently in view.

Table 4 shows the priee variations in building
sales as related to building size. Since only about
25?o ol Lhe market (see Figure 2) has been in build-
ings in the three larger size categories (25,000 to
100,000 square feet), single sales have a greater im-
pact on the averages for these categories than for
categories with larger numbers of sales.

7

:

,

26

@,r N '"s
t000 sq ft lfixr sq !l

@.!!, w t,a,i,
lO00 sq ft loJO sq n

N,,*

REAI ESTATE ISSI'ES SPRINGISUMMM I99I Growlh Mqnogement of Cona[renqr Floridq's Exprience t9

i
I

{

t



concluded that this growth trend "is indicative ofthe
urban development pattern known as urban sprawl-
scattered, unplanned, low density development that
is not functiona.lly related to adjacent land uses-a
development pattern that has come to characterize
Florida in the minds of maay."3 Although this trend
is not limited to Florida, it does reflect the expec-
tation of most new residents of the state: that they
ivill find homes in low density urban settings that
preserve gr€en space, beaches, clean water and areas
of natural beauty.

While rapid grorr.th takes place, Florida's state
and local governments are struggling to fashion an
effective statewide growth management program.
These efforts have followed two major directions:
First, Florida implemented a number of environ-
mental-permitting programs that were desigrred to
protect the fragile natural environment. State stat-
utes and regulations were instituted to protect wet-
Iands, air quality and stormwater discharge, to name
but a few. Second, in 1974 the Florida legislature
adopted the Local Government Comprehensive
Planning Act which required each local government
to devise a comprehensive plarr for controlling and
directing growth.

It became clear in the early 1980s that local
comprehensive plans in Florida were, except in a
few instances, wholly inadequate for controlling pri-
vate sector development. In 1985, the legislature
made major amendments to the planning act, in-
cluding detailed requirements for the scope and con-
tent of local plans and a requirement that each local
government submit its mmpleted comprehensive plan
to the state for review and approval.' This process
is underway and will be completed in 1991, and local
governments' continued eligibility for certain state
funds will depend on successful completion of state
revlew.

The most controversial addition to the plarning
act is a provision requiring Iocal governments to en-
sure that necessary public facilities would be made
available concurrenl with the impacts of new devel-
opment. This requirement is known as the "concur-
rency standard" or simply as "concurrenry," and it
is new in Florida law and in the nation. An anaiysis
of Florida concurrenry law is the centerpiece of this
discussion.

The concept of concurrency is deceptively sim-
ple. It i.s expressed in the statute as follows:
It is the int€nt of the Legislature that public
facilities and services needed to support devel-
opment shall be available concurrent with the
impacts of such development.6

Concurrenry has been described as the "teeth"
of Florida's new planning ard growth management
laws.6 Concurrency is the only element of the Plan-
ning Act that requires local governments to control
the timing, as well as the location and physical lay-
out, of development.

To implement this concept, the Planning Act re-
quires each local government in Florida to include
in its comprehensive plan a capital improvements

element with:
Standards to ensure the availability of public fa-
cilities and the adequacy of those facilities includ-
ing acceptable levels of service.?

Finally, and most importantly, the act mandates
that Florida's local governments revierv every pro-
posed development and ensure that public facilitics
will not be degraded below an established level of
service ofpublic facilities, commonly abbreviated as
LOS, before they issue a development order:

Not Iater than one year after its duc date. , . a
local government shall not issue a development
order or permit which results in a reduction in the
leueL of seraices for the affected public facilities
below the level of services provided in the com-
prehensive plan of the local government. (Empha-
sis added.)8

Because of this legislation, the level of services
(LOS), has become Florida's newest land use regu-
latory standard. LOS joins zoning, subdivision reg-
ulation, building codes and environmental
performance standards in the local regulation ar-
senal. However, it differs fundamentally from these
other regulations in that it concerns primarily the
timing of development.

Administrative Policl'
Initially, the concurrency concept \yas met by strong
opposition from the private sector because ofthe lear
that concurrency would be applied in a draconian
fashion and would bring growth in Florida to a
screeching halt. Probably, development interests
throughout the nation harbored the same fear. Early
in the implementation process, however, Thomas G.
Pelham, Florida's Secretarlz of the Department of
Community AIIairs, emphasized that concurrency
would be applied with common sense in a rcason-
able and flexible manner. . . ." In a letter to Florida
State Senator Grven Margolis of North Miami Beach,
Secretary Pelham stated that "taking an unreason-
able and inflexible approach would, in my opinion,
result in a very quick collapse of our new compre-
hensive planning process."

In the same letter, Secretary Pelham indicated
that the state intended to provide local governments
with a means of avoiding involuntary moratoria be-
cause of existing over-capacity. He recognized that
in many places in Florida public facilities did not
meet a minimum LOS even for existing develop-
ment. He therefore proposed that the Department of
Community Affairs would allorv local governments
to proceed as if they had an under-capacity, as long
as existing facilities did not threaten public health
or safety and the local government developed and
implemented a realistic plan for bringing the LOS
within an acceptable range in a reasonable period
of time.s

Florida Administrative Code
The Department of Community Affairs has inter-
preted the concurrency requirement as an admin-
istrative mle that requires local governments to adopt
LOS standards for slx public facilities or services:
roads, potable water, sanitary systems and sewers,
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8.23

$26.39
26.88
19.98
15.00
15.53

$28.33
26.47
23.06
24.t0
13.54

$31.29
27 .65
20.60
20.57
12.08

$27.58
34.7 0
19.63

15.01

TABLE 4

Average Sales Prices in Dollars Per Sq Ft of Building Includilg Larrd

Size Range
(square feet) 1982 1983 198.1 1985 1986 1987 1988 l9st)

0-10,000
> 10-25,000
> 25-50,000
> 50-100,000
> 100,000

Annual Average $10.59 $1f.2? S10.88 $15.30 $20.63 $21.10 $20.45 $23.59

For the most pa , raw numbers have been pre-
sented in all the tables artd exhibits, and Detroit city
transactions have been mixed in with suburban
transactions. However, two unusually large dollar
suburbal sales were removed from the 1989 frgures
in Table 4 because they would have tended to cause
distortion. Thus, the annual average for 1989 in Ta-
ble 4 is different from that shown in Table 1.

Trend Clearly Demonstrated
The trend is very clear: the sales price per square
foot of building decreases as building size increases.
Exact break points are indistinct, but the trend is
there. Although this fact has been disputed by some,
at least in this market during the study period, the
relationship has been consistent. The increase in an-
nual averages over the study period reflects infla-
tion and gro*th in the market. The change in amual
average from 1982 to 1989 is equivalent to an an-
nual compounded increase of 12.17o.

In the metropolitan Detroit industrial building
market, much speculative new construction has been
concentrated in buildings of 25,000 squsre feet or
less, including large, multi-tenant buildings aimed
at small tenants. This is reasonable because that
portion of the market is where most transactions
occur. Therefore, many sales of buildings of more
than 25,000 square feet are buildings that exhibit
varying degrees of obsolescence. Virtually all of the
sales reported in the largest size category (mor€ than
100,000 square feet) are used buildings.

This partially explains the drop in unit sales
prices as the building size has increased. However,
there are other factors a.lso, inclutling reduced de-
mand (only abotL 207o of the total market), greater
obsolescence due to large size (reLated to less de-
mand) and general economy of scale which is indi-
cated at least partially by the lower unit costs in
large buildings.

This statistical study does not include areas out-
side of metropolitan Detroit; however, the study's lim-
ited amount of data indicates that some of the above
factors may operat€ even more emphatically in those
areas because market activity is spread out rather
than concentrated and demand appears to be less.

Absorption
Certainly much interesting information can be
gleaned from the tables and exhibits that have been

presented here or from the detailed annua-l sum-
maries, the source of the tables and exhibits, that
have been prepared but not reproduced here. How-
ever, information about absorption cannot be ob-
tained from these statistics.

Absorption may be defined as the amount of
property that is removed from the market over a
specified period of time less the amount of property
added to the market over the same period. The sta-
tistics in this study say nothing about property that
has been added to the market. A buyer of a 50,000
square foot building might have moved out of a 30,000
square foot building, which would equal 20,000 square
feet in absorption. Or he might have moved out of
a 50,000 square foot building, which would mean no
absorption. Or he might have moved out of an 80,000
square foot buildirg which would total 30,000 square
feet in negative absorption.

The numbers presented here deal with annual
totals, while the amount of space available changes
contipuously over time. A reliable measure of total
available industrial space would have to be devel-
oped in one or more points in time. That can prob-
ably be accomplished only by the use of some sort
of statistical projection. Not all space is vacant. Not
all of it is for sale or lease. Not a]l of it is listed with
brokers. Not all of it is really "auailable. " Not all of
it is sufliciently free of environmental problems to
be truly usable. Not all of it has market appeal.

Summary
The material presented here has given a broad pic-
ture of the makeup ofthe industrial real estate mar-
ket in metropolitan Detroit over the past fe\,\r years.
Meaningful absorption estimates cannot be pro-
duced from the numbers shown here or from the
numbers behind those numbers. This is a study of
transactions only, sales and leases, and the trends
that these transactions reveal.

The statistics on transactions reflect the overall
market variations that occurred during 1982-1989.
Statistics show that the relationships between the
numbers of transactions and the sizes of buildings
did not change. No matter how strong the market,
sales and leases of units of 25,000 square feet or less
dominated by a wide margin. The relationships be-
tween building sizes and sale prices per square foot
a.lso were consistent: unit prices decreased as build-
ing size increased.
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THE EFFECT OF

I ncome-producing real property inherently in-
! volves an investment in a cash flow stream pro-
I dr."d over a number of vears. The value ofthe
investment not only is affected by the size, timing
and duration of the cash flow stream and by the
capitalization rate, it is also affected by risk. Mea-
surement of risk is perhaps the most challenging
aspect of the investment process. Various studies
have explored the portfolio attributes of rea-l estate
investments. However, because real estate invest-
ments tlpically are large and indivisible, the single
project risk aspect also is of interest.

One widely used method of measuring single
project risk uses the standard deviation of the cash
{low stream. According to this method, if the stan-
dard deviation increases, income variability and risk
are greater, and vice versa. In dealing with a stream
of cash flows expected over time, the extent to which
the cash flow in a given period depends on cash flows
in prior periods (intertemporal correlation) has a
significant effect on the standard deviation.

Van Horne (1989) discussed rvhy cash flow cor-
relation among time periods strongly affects the
standard deviation of the cash flow stream. At one
extreme, perfect intertemporal correlation causes
sigrrihcant increases in the standard deviation ofthe
cash flows. By contrast, cash flows that are inde-
pendent over time have a much smaller standard
deviation. Various authors have developed proce-
dures to deal with risk in large capital investment
projects. Hillier (1963) created a model to handle a
situation in which a combination ofindependent and
perfectly correlated cash flows are involved. Salazar
and Sen (1968) developed a simulation model ofcap-
ital budgeting decisions under uncertainty that uses
decision trees, simulation and stochastic linear pro-
gramming to generate risk-return curves for various
investment projects. Pellatt (19?2) addressed the in-
tertemporal correlation problem in a simulation
framework, although without much discussion of the
model employed. Miles and Wurtzebach (1977) em-
ployed a simulation model to investigate the risk
aspects of real estate investments. Martin (1978) de-
veloped return on equity distributions using Monte
Carlo techniques but ignored the intertemporal cor-
relation problem. Wurtzebach and Kim (1979) used
a stochastic Markov process to develop a model which
treats the development and operating periods of an
investment as an integrated system. Peiser (1984)
used a simulation model to examine risk in land
development projects. They focused on problems as-
sociated with intercorrelation among variables but
they did not address intertempora-l correlation prob-
lems. The study reported in this article explored the
single project risk through the use of Monte Carlo

Christos P. Koulomas is assistant professor of management
science at Florida Intetnational Uniuersity. His fiajor re-
search intercsts are i4 stmulalrcn anolysis.
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GBOWTH
MANAGEMENT
A![D TIIE
@NCEPTOF

,rI t was the best of times, it was the worst of
I times- . . ." Char1es Dickens observation con-
I cerning the state of revolutionary France in

the late 19th century may be applied to the problems
of managing growth in Florida at the close of the
20th century.t Florida's quick, massive grou'th has
produced the best of times for business and the econ-
omy but the worst of times in recent memory for the
environment.

Florida's problems in managing growth are due
to a prolound tension between two generally laud-
able goals. Most citizens enjoy the benefits of busi-
ness and economic gto$'th-job production, real estate
price appreciation and fiscal prosperity-but many
citizens openly advocate continued growth. Some
residents are voicing concerns about the dangers of
business and economic growth to the pure water and
natural environment that ensure the tranquil con-
ditions in which they wish to live. They are advo-
cating slower, more regulated grouth. The pro-gro*th
advocates often complain that environmental re-
strictions will stifle gror.th and ruin the economy,
while environmentalists insist that continued gro$th
at the current pace will destroy the quality of life
that fosters economic development.

No doubt most members of the general public
want both a job in a robust economy arrd a clean,
pleasant environment in which to live and work.
Inevitably, public policy in this area demands com-
promise and balance. The Sunshine State appears
to be on the cutting edge of experimentation with
grow.th-related public poiicy. This article discusses
Florida's attempt to achieve an equitable public pol-
icy that will bring economic gror,r'th into balance with
the state's ability to absorb new development.

The Background
Florida's grorvth and the problems it has created are
widely known. Florida is one of the fastest growing
states in the nation.2 However, while its total pop-
ulation has increased rapidly, the percentage of the
population living in central cities has declined. In
its frnal report published in June, 1989, the Gover-
nor's Task Force on Urban Growth Patterns re-
ported that the rate of population gxowth in 17 of
Florida's 21 metropolitan areas greatly exceeded the
rate of growth in the central cities. The city of Or-
Iando, for example, grew by 67Vo between 1970 and
1988, but the surrounding metropolitan area grew
by l77Vo. The task force reported that the number
of counties that are part of metropolitan areas in-
creased from 12 in 1970 to 32 in 1989. The task force
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A sirnulation study of real estate
inueshnent examines complex, relationships
inuolutng net cash floLDS.

by Christos P. Koulamas
and Stanley R. Stansell

FLOBIDA'S
EXPEBIENCE

Florida's ex,perimentation with an
innouatiue form of land use planning
regulation is intended to bring the leuel of
seruice (LOS) of public fadlities in line
with new real estate deuelopment.

by H. Glenn Boggs, II and
Robert C. Apgar
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simulation and specifically addressed the effect of
intertemporal correlation in cash flows. The major
purpose of this study was to examine the effect of
intertemporal correlation on va.rious aspects of risk
and present Yalue.

trIethodology
Calculation Of Net Cash Flows And Reuersion
A simulation model was developed to study the ef-
fects of intertemporal correlation of net cash flows
on the present value and duration of the net cash
flows and on the optimal time to sell the property.
The first step in the process involved the calculation
of net cash flows (NCFs) from operations for each of
the n years in the planned holding period. The fol-
lowing procedure was used to calculate NCFs lor
each year:

potential gross income (PGI)

- vacancy and collection loss
= emAite gross incameTEGl)
- operating expenses:

Property tiD(es
property insurance
maintenance expense

- utilities
= net operating income (NOI)

- depreciation and amortization expense

=eamings 5al.ore interest ail iaxes (EBIT)
- interest expense
= earnings before taxes (EBT)

- federal taxes (287o rate)
= net income
+ dep.erl"tiql, 4.4qrng4!!e!l!. gI
= gy6Fs casFIlow (GCF)

- principal payment on debt
= net cash-Tot IMCF-
Several variables in this calculation were allowed
to varlr randomly within predetermined ranges. The
rental rate was a uniformly distributed random var-
iable ranging from $7.00 per squ.ue foot to $13.40
per square foot. The vacancy rate was a uniformly
distributed random variable ranging from 2% to
8-7129o of PGI. Depreciation was projected out in a
straight line over a 31- 1/2 year life. Interest expense
was based on an annual payment of a $1,083,469
mortgage, with a 25-year maturity and 97. rate.

In order to forecast a net reversionan/ cash flow
at the end of the holding period when the property
would be sold, the following procedure was employed.

sale price = (initial project value) (1+g)"

where: g = the annual growth rate

n = the number ofyears in the holding period

The net after-tax reversion from sale ofthe prop-
erty was calculated as follows:

sale price
- sales costs
= net sa.le price
- taxes
- mortgage balince
= reversion (REU

Calculation Of Standard Deuiation Of Net Cash
Flows
The uncorrelated standard deviation of the NCFs
was calculated based on a predetermined coefficient
of variation value; then the correlated standard de-
viation of the NCFs was calculated as follows:

SD2..o = 5Pzr.o + P2 
* SD2, 1.0

where: SDz,.o = the uncorrelated variance of the
previous year (an autoregressive scheme is assumed
in effect)

p = the correlation coeffrcient (varying between
0 and 1)

Present Value Calculations
The present value ofthe uncorrelated NCFs was cal-
culated for the holding period using the formula
shown below:

NCFI NCF2 NCF" - REVrv - (1+liJ - (1-L)'- - (1-kr
where: n, NCF and REV are as previously dehned

k : the capitalization rate

The use of present values as calculated above
ignores the risk aspect of the investment decision.
Net cash [1ows cannot be forecast with certainty.
Each period's net cash flows form a distribution, and
the cash flows are very likely to be correlated be-
tween time periods. This article addresses the value
effects of such intertemporal correlation.

CqlcuLation Of Duration
The duration of an investment has been found to be
useful in explaining investment returns. According
to Bierwag, Kaufman and Latta (1988), duration is
uselul in capturing certain aspects of investment risk.

In the context of real estate investments, dura-
tion captures the sensitivity of an asset's value to
changes in capitalization rates. In this sense, it is
used as a measure of interest rate risk. A 1988 study
by Hartzell, Shulman, Langetieg and Liebowitz ex-
amined the relationship between lease terms, du-
ration and real estate values.

One of the risks to which real estate invest-
ments are mlnerable is that interest rate increases
will cause present value to decrease (interest rate
risk). Other things being equal, as the amount of
cash florv received in distant years increases relative
to the amount received in near years, the exposure
to interest rate risk increases. Since many real es-
tate investments include an expected reversion re-
ceived at the end of the investment holding period,
they are particularly exposed to interest rate risk.

In an attempt to capture the degree of exposure
to interest rate risk, we calculated the duration of
the investment using Macauley's (1938) procedure,
which illustrates that, as duration increases, in-
vestment is more sensitive to interest rate changes
(i.e., risk increases), and vise versa.

The relationship between the interperiod cor-
relation coefficient of the net cash flows and the du-
ration of the investment was examined as follorvs:
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NCF, NCF" * REV- (r*k),- ' (1+kr(1+k)

Intertemporal Correlation Of Cash Flows
The present value of the correlated variances of the
NCFs was calculated using Lipscomb's (1978)
procedure:

I SD., L.. SD,.
PV(vAlt) - e (1.i," * ,4'o' (i +k,"-

where: SDz, = the variance ofNCF in period t
i : time index for autocorrelation
all other variables are as previously delined

P re s ent Value E quiu ale nts
A present value equivalent was calculated using the
following formula:

PVE = PV(NCF) - rlPv(vAR)l
where: 'y = a certainty equivalent coefficient con-

structed in such a way that values near 0 imply low
risk and values near 1 imply high risk.

The present value equivalent may be thought of

l't(;t'Rlt 1

The Relationship Between The Correlation Coeflicient
And The Certainty Equivalent Coefficient

\,

as the risk-adjusted present value ofthe investment.
Presumably, the investor would seek to maximize
the present value equivalent ofhis set ofinvestments.

Experimental Design
A full factorial experiment was run utilizing the
model described in the previous section of this ar-
ticle. The variables considered were the certainty
equivalent coelTicient (1) with three different levels
(0.2,0.4 and 0.6 respectively), the cash flow corre-
lation rate (p) rvith four different levels (0.25,0.5,
0.75 and 1.0 respectively), the growth rate (g) with
three different levels (0.04,0.06 and 0.08 respec-
tively) and the capitalization rate (k) with seven dif-
ferent rates (8.5, 9.0, 9.5, 10.0, 10.5, 11.0 and 11.5,
respectively).

Several estimations were made based on this ex-
perimental design. The output of each estimation
contains information about the optimal sellingyear,
that is the year for which the present value equiv-
alent (based on the net cash flows and their vari-
ances) is maximized, the corresponding certainty
equivalent value and the corresponding duration.

The Correlatton Coefficient And Present VaLue
Equiualents
The relationship between the correlation coeflicient
p and the certainty equivalent coellicient r (Figure 1)

l't(;t'RE:l

The Relationship Between The C,orrelation C,oeflicient
And The Capitalization Rate

Redevelopment Authority about the usage of the 30
acres of prime downtown Boston rea.l estate that will
become available when the Central Artery is sub-
merged. Its opinion on air rights usage is similarly
crucial. In fact, every major new project for Boston
must pass its muster.

The legislation creating the Boston Civic Design
Commission is so vagr.re that it is not clear whether
the comrnission's disapproval has the legal weight
of a veto or acts merely as a recommendation to the
Boston Redevelopment Authority. In either case, it
seems safe to say that, when private sector archi-
tects and planners receive from a municipality the
authority to influence the viability of their compet-
itors' private sector projects. they are given power
and control that is subject to abuse. After four years
of dispute as to whether there were insoluble con-
flicts of interest inherent in serving on this com-
mission, the state legislature exempted commissi.on
members from state laws on the subject. However,
this exemption may not sulliciently shield commis-
sion members from civil lawsuits for interference
with contracts.

The Boston Civic Desigrr Commission continues
the public sector's trend toward seeking advice from
financially uninvolved members of the private sec-
tor who have a special interest agenda that may be
radically different from the agenda of the general
public or of those in the private sector who are will-
ing to risk their own capital to construct projects.
To the multi-layers of public sector regulators and
neighborhood $oups that influence the major proj-
ects that can be built, to their cost and rent now
must be added architects, landscape architects,
planners, proht-making environmental desigrr and
cleaaup hrms and public-interest environmental
lawyers general tendency to supervise, supervise,
supervise before any major project can be started.

No wonder one major developer, frustrated to
the breaking point as his stalled project headed
toward foreclosure, felt compelled to 6tate in a local
newspaper: "Basically the city and state were too
greedy. The bureaucratic process, both on the local
level and the state level, is out of control in Boston.
There is no question that abuse ofdevelopers is tak-
ing place. Architects and consultants costing $100
an hour are required to Epend numeroua meetings
with Boston Redevelopment Authority staJT while
the developer spends $10,000 a day or more on in-
terest palrments waiting for development permits.
Here we have people crawling around on the street
for food and shelter while hundreds of thousands of
dollars are being frittered away to baals on interest
charges. All that money could have gone somewhere
else. We waste millions of dollars redesigning the
minutest detail while the Boston Redevelopment
Authority is picking apart a design. Meanwhile
homeless people are picking around in the street for
Iunch. It is sick!"

Bringing The Sectors Together
The 19th century British historian, Lord Thomas
Babington Macauley, is attributed with promulgat-
ing the concept of the public weal and capturing in

essence the sound, healthy prosperous state of well-
being in the nation. At present, in Boston few people
would speak with great enthusiasm about a state of
well-being as the private sector real estate com-
munity wrestles to represent its concerns in the
midtlle of public sector real estate squabbles.

The real estate community is a diverse entity.
Unlike medicine, law, insurance, theater, physics
and numerous other fully matured professions, real
estate is not integrated. While members of mature
professions perform roughly the same tasks, those
who concentrate in real estate perform many differ-
ent professional tasks, including legal, brokerage,
appraisal, engineering, architecture, planning, mar-
keting, banking and public relation functions. As a
result, it is more difficult for the real estate com-
munity to band together as an entity and speak than
it is for other professions.

If the Commonwealth of Massachusetts had un-
dertaken sweeping changes in areas directly affect-
ing law or medicine, for example, these professional
groups would band together to make certain that the
public sector understood, appreciated and took into
account their opinion on proposed changes. Due to
the lack ofhomogeneity of the discipline, such is not
the case in real estate.

The public sector predilection to go it alone in
real estate ventures is to some degree understand-
able, even though when it acts independently, the
public sector, whether it is national, regional or lo-
cal, is not capable of addressing all of the ventures'
problems. In fairness to the public sector, so many
disciplines are allected by its real estate-based de-
cisions that locating proper forums for the expres-
sion of interested private sector commentary is
dilficult. Perhaps here is an agenda for the real es-
tate counselors as a national, regional and local or-
ganization. Real estate counselors are broad-based
enough to represent all facets of the private sector
real estate industry in general discussions with the
public sector and its public interest supporters. Their
membership also is sulficiently prestigious to act as
mediators in disputes between public sector factions
that are engaged in real estate-related regulation.
The task is daunting but so are the difftculties all
public and privat€ sector participants are trying to
solve. It is time to begin.
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twigs, non-treatable plastics and a secondary land-
fill for sludge products if the MWRA plan to turn
harbor sewage into commercially salable fertilizer
pellets should fail. The towns that may be selected
as landfill sites have thrown tantrums of monumen-
tal proportions. As a result, the Commonwealth's
executive and legislative branches have avoided
making a decision. A thoroughly frustrated U.S.
District Court judge set a date at which time he will
select the landhll site and order condemnatory pro-
ceedings if the legislature avoids its constitutional
obligation to do so.

The Regulatory Overlay
The public sector planning and supervision that en-
gulf the artery-tunnel and harbor cleanup projects
share a symbiotic relationship with standard envi-
ronmental and zoning restrictions found in Boston
and practically any other large city. This joining
togcther of dissimil.ar organisms seems to strengthen
the regulatory mass as a whole and create a con-
struction environment that is bewildering in com-
plexity, massive and uncertain in cost and forbidding
in risk. Zoning and linkage are problems that real
estate professionals expect in any major new under-
taking. Increasingly, however, solid waste removal,
clean air mandates and design review regulations-
to name but three important complications that
mount continually in Boston-are making the ar.
tery-tunnel and harbor cleanup even more daunting
than would otherwise be the case. The overall result
is that large investors are saying there must be eas-
ier places than Boston in which to build, and they
are beginning to look elsewhere.

Solid Waste Remoual
Recently a solid waste master plan set up a 467e of
total recycling goal that would ban in Massachu-
setts the burial or burning of certain recyclables
during a ten-year period. Many were skeptical ofthe
viability and cost of this project. As if to agree, the
Commonwea.lth simultaneously went ahead with the
building of one new large incinerator plant and with
plans to expand gleatly the capacity of one already
existing. Opponents were quick to point out that the
private sector company most involved in evaluating
and constructing the incinerator plants was heavily
staffed with former employees of a number of state
environmental agencies. Beca.use ofthe potential for
conflict of interest lawsuits in addition to the liti-
gation that almost inevitably occurs in connection
rvith selecting a site for an environmental treatment
plant, the possibility of major disruptions in any
construction project in Greater Boston is likely.

Clean Air Mandates
With no intention of giving air quality problems a
back seat to problems concerning solid waste re-
moval, tunnels, roads and water, Massachusetts has
set about implementing draconia-n standards for
cutting smog-causing car emissions. This crusade is
being led by state environmental regulators whose
zeal to cleanse the air in the Commonwealth has
reached a fever pitch that perhaps has not been ex-
perienced in these parts since Increase Mather and
his Protestant clerry brethren were intent upon

cleansing sin from the moral environment of 17th
century Massachusetts Bay Colony. Recently regu-
lators announced plans to force a 257c to 407o re-
duction in carbon monoxide, nitrogen oxides and
hydrocarbon emissions from the Commonwealth's
four million motor vehicles.

lt is probable that the private sector will go along
with the proposal to install air pollution prevention
devices, which are estimated to increase the cost of
new automobiles by an average of $150 apiece. I{orv-
ever, storm clouds are on the horizon. The tr{assa-
chusetts regulations were announced as part of an
eight-state regional pact called Northeast States lor
Coordinated Air Use Maragement (NESCAUII). This
association of public sector regulators is allied closely
with a number of non-prol-rt sector environmental
protection groups. As a result, an overall environ-
mentally driven regulatory climate seems to be
feeding upon itself and operating almost without
reference either to the legislative process or the
wishes of the electorate.

Referring to NESCAUM, the Massachusetts En-
vironmental Affairs Secretary in the Dukakis
Administration, John DeVillars, stated: "We can do
this without legislation. But it is part of a belt and
suspenders approach." Such an attitude leads al-
most inevitably to comments such as the following
which were made by a Boston environmental attor-
ney applauding the NESCATIM actions, "Absent of
a national program, a regional program is the most
effective way of battling the clean air problems fac-
ing the Northeast. We would be thrilled by regional
action to move forward to adopt California's emis-
sions program. Unfortunately, the federal govern-
ment is gridlocked and it is up to states like
Massachusetts to take the lead. Hopefully today s
actions will send a strong messagc to the \!'hite
House: President Bush, wake up and smell the ozone!"

Design Reutew ReguLatiotts
A similar regulatory evangelism permeates the en-
abling legislation for the Boston Civic Design Com-
mission, an eleven-member group of citizens, at least
six ofwhom must be architects, Iandscape architects
or urbaa designers. They are appointed by the mayor
to review the desigrr (including the environmental
impacts) of large-scale and other significant public
and private projects within the city limits.

The scope of control that the City of Boston ab-
rogates through the agency of the volunteer Boston
Civic Design Commission is truly staggering. In the
purpose clause of the legislation, the role of this su-
pervisory group is clearly, if grammatically incor-
rectly, delineated: "By assisting and advising the
city in the design review of projects that affect the
public realm, the Desigr Commission will provide a
forum for the general public and the professional
design community to actively participate in the
shaping of the city's physical form and natural
environment."

A number of real estate professionals view this
new commission with unabashed concern because
the sta.hes are very high. This design group rvill be
charged with making recommendations to the Boston
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showed that, as the correlation coeflicient decreased,
present value equivalents increased, which was as
expected since risk rvas declining. As the certainty
equivalent coefficient increased, present value
equivalents declined, which was also consistent with
expectations. The relationship was nonlinear. When
correlation coefficients were near 1.0, an increase in
the certainty equivalence factor led to a significant
decline in present value equivalents. As the corre-
lation coellicient approached zero, the effect was much
Iess pronounced.

The relationship between the correlation coef-
I'icient p and the capitalization rate k (Figure 2)
showed that higher p values (more risk) resulted in
lower present value equivalents at all k values.
Higher k values resulted in lower present value
equivalents at all p values. The relationship was
nonlinear. As expected, the compounding effect of
the capitalization process caused present value
equivalents to fall more rapidly as k values increased.

The relationship betrveen the correlation coef-
ficient p and the growth rate g (Figure 3) indicated
that, at any given level of g, as p increased (or as
risk increased), there was a very modest decrease in
present value equivalents. By holding p constant, as
g increased, present value equivalents rose rapidly

due to the increase in reversion values resulting from
g's effect.

The optimal time to sell and the duration also
decreased as the correlation rate increased (with all
other variables held constant) sirce future cash flows
contributed less toward the total present value with
higher correlation value; therefore, future cash flows
were less valuable-

Certainly Equiualent Coefftcient
The relationship between the certainty equivalent
coeffrcient l and the capitalization rate (Figure 4)
indicated that, as the capitalization rate fell, present
value equivalents rose for any given level of cer-
tainty equivalent coefficients. As the certainty
equivalent coefficient rose (or risk increased), pres-
ent value equivalents fell.

Further analysis indicated that the l value did
not affect either the optima-l time to sell or the du-
ration, both of which depended heavily on the time
shape ol the net cash flow and signil-rcantly less on
its variance. Since there was no discernable effect,
we do not present any graphs here.

Grouth Rate Relationships
The elfect of the gror+.th rate (g) r,r'as studied for sev-
era-l combinations of ('y,k) values. As shown in Figure
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The Relationship Of The Growth Rate And The
Capitalization Rate And The Effect On Duration

will be sculpted from the deposited rubble. Can this
proposal work? The federal Environmental Protec-
tion Agency (EPA) ald the U.S. Army Corps of En-
gineers are higtrly skeptical. Both possess veta power
and both want on-land frll site alternatives.

Criticism also has been expressed by the Sierra
Club, which has gone to court t demand that the
EPA investigate and graat air quality permits for
seven ventilation towers planned for use during con-
struction. The National Association of Railroad Pas-
sengers and the eyer-active Sierra Club are asking
U.S. Transportation Department oficials to require
a full study of adding a North Station to the South
Station rail line before digging can begin. East Bos-
ton residents want the toll plaz a removed from their
neighborhood. In addition, the Army Corps of En'
gineers is rethinking whether a 40-foot deep tunnel
is adequate in light of the accident of January 1,

1990 in which the Turkish oil tanker Gebze struck
bottom in 42.9 feet of water in Boston Harbor. All
in all, $4.9? billion may be just the initial, not the
Iinal, cost of the artery-tunnel project.

The Scheme Z Fiasco
AJI other complaints about the proposal put together
pale in comparison to the uproar created by Scheme
Z. To quote the distinguished architecture critic of
The Boston Globe, Robert Campbell, the new Cen-
tral Artery will be "a grotesque monstrosity" be-
cause a major part ofthe new roadway will be a 125-
foot high, 300-foot wide, 13- to 18Jane wide bridge
over the Charles River rather than a tunnel under
the Charles River.

The usually positive and reserved critic was ex'
coriating in his criticism: "There is something truly
nutty about all of this. The whole point of The Cen-
tral Artery project is to get rid of the overhead ex'
pressway in Boston in order to coconnect the city to
its waterfront. What is the point of replacing one
overhead highway with an even bigger one some-
where else? It is as if we were witnessing some per'
verse law ofphysics. Ifyou push the artery down in
one location, an equal and opposite mass will pop up
somewhere else."

The EPA, the main permit-granting hurdle for
the Artery-Tunnel Project, agreed with Campbell.
The agency termed this Charles Bridge design to be
"the ugliest single structure in New England." A
host of groups threat€n to sue and thus block the
Scheme Z part ofthe plan. Among the dissenters are
the Cambridge Conservation Commission, the
Charles River Watershed Association, the Cam-
bridge Citizens for Liveable Neighbors, Citizens for
a Liveable Charlestown and, as always, the Sierra
Club. The Weld Administration has promised a close
review of Scheme Z.

MWRA Boston Harbor Cleanup
Even worse from the Greater Boston area's perspec-
tive, is that the problems do not stop at the shore-
line. Temporally contemporaneous with the $4.9?
billion Central Artery-Third Harbor T\.rnnel project
is the need for a federally maadated secondary water
treatment cleanup of Boston Harbor. Anyone who

saw President Bush's 1988 campaign commercial
knows that Boston Harbor has the highest levels of
toxic metals and polychlorinated biphenyls found in
a-ny American body ofwater. The fiscal damage from
this cleanup is estimated at $?.0 billion, up from an
earlier quotation of $6.6 billion. But here, no con-
venient sugar daddy such as the Federal Highway
Trust Fund stands on the horizon to cushion the
frnancial shock of the cleanup at the locsl level.

The 60 Eastern and Central Massachusetts com-
munities that make up the local Massachusetts Wat€r
Resources Authority (MWRA) must foot the lion's
share of the bill for the harbor cleanup- over 907o
of the cost at current estimates. Water rates in the
district have more than tripled since 1985, reaching
an average assessment of $377 per ratepayer for l-rs-

cal year 1991. By the time the cleanup is scheduled
to end in 1999, it is estimated that these rates will
more than triple and reach an average yearly pay-
ment of $1,200 per ratepayer.

The scope of the cleanup is daunting; There are
5,300 miles of collection pipes under the control of
43 local governments; 228 miles of larger pipes held
region-wide; tens ofthousands of lateral connections
in private ownership; over 100 governmental agen-
cies with competing or overlapping interests.

From day one, every move o[ the MWRA has
been subjected to public scrutiny, often to withering
criticism. Public objection has ranged from the triv-
ial (IVflVRA paid to have its automobiles washed;
MWRA paid for coffee for its employees on break
and, worse yet, for an employee Christmas party) to
the deadly serious backed by the threat of time and
money-consuming lawsuits. MWRA is criticized for
its decision to build a $52.6 million offrce headquar-
ters in Roxbury, rather than take over facilities in
an abandoned shipyard in one of the smaller cities
in the district and an equally contested decision is
criticized of awarding work only to contractors that
employ union labor-an act that the Associated
Builders and Contractors of Massachusetts, which
represents 750 non-union and semi-union contrac-
tors, vowed to challenge in court.

Controversy also has arisen involving the pro-
posed locations for 15 sewerage overflow facilities,
of which a number need to be placed in the middle
of the City of Boston. A DIWRA memorandum best
sums up the problem: "Potential impacts include the
permanent loss of the 714 Lo Ll2 acre site for any
development purposes, periodic truck trafhc to re-
move debris, increased noise from the heary equip-
ment and cleaning operations, possibly inadequately
controlled sewerage odors-existing control systems
often malfunction-and undesirable ascetic im-
pacts-concrete work pads and shaft covers-al-
though the remainder of the site could be covered
with grass or other landscaping; all of which would
adversely aIlect property values and the marketa-
bility of the development."

The disputes described here camot begin to equal
in contentiousness the furor that has surrounded the
placement of the sewage by-products landftll. The
chosen site will be the principal depository for grit,
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5, a higher growth rate resulted in a higher present
value equiva.lent. This was as expected siace a higher
growth rate resulted in a higher future price of the
property which, in turn, increased the net present
value of the cash flows. A higher capita-lization rate
(with all other variables held constant) resulted in
a lower present value equivalent, since future cash
flows contributed less to the total net present value.

As shown in Figure 6, higher gro*.th rates in-
creased the investment's duration since they in-
creased the residual value. Higher capitalization rates
reduced the investment's duration since they re-
duced the present value of distant cash flows. For
the same reason (lower value of future cash flows),
the optimal time to sell and the duration decreased
when the capitalization rate increased (all other
variables held constant).

Conclusions And Applications
A simulation model was developed in order to study
the effects of correlation rates, grorth rates, capi-
ta-lization rates and certainty equivalent coefficients
on present value of the net cash flow, on the dura-
tion of the net cash flows and on the optimal time
to sell a commercial real estate property. It was con-
cluded that higher growth rates resulted in higher
net cash flows, higher optimal selling times and
longer durations due to the higher future value of

the property. Higher correlation rates resulted in
lower net cash flows, lower optimal selling times
and shorter durations due to the higher risk in-
volved in this case.

It was also concluded that a higher certainty
equivalent value resulted in lower values of the cer-
tainty equivalent cash flows due to the higher weights
allocated to the variances of the cash flows. Finally,
it was concluded that as interest rates increased, the
present value of the net cash flow decreased due to
lower contributions of future cash flows.

Investors in large real estate projects face a com-
plex set of decisions. They must choose the risk and
return combination which best suit their prefer-
ences. The task of weighing various combinations of
grorth rates, capitalization rates, holding periods
and durations is so complex that a modeling ap-
proach is required.

The modeling technique employed in this study
has allowed us to examine a complex set of relation-
ships in a typical rea.l estate investment. With the
advent of powerful microcomputers and sophisti-
cated software packages, analyses of this sort are
practical for investors who are considering large
projects. Given a reasonable understanding of the
statistical procedures, one can gain valuable in-
sights into the risk and return aspects of an invest-
ment through this type of analysis.
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discusses the coming surge in public works projects
for Greater Boston and the difliculties in bringing
them to fruition. The article also describes the in-
ternescine warfare in the public sector and the pub-
lic sector's failure to include the private sector,
especially the real estate community, as an active
partner in these most important enterprises. Al-
though the problems identified here may be worse
in Boston than in other parts of the country because
of the scope and costs of the projects involved, sim-
ilar problems undoubtedly arise elsewhere.

Artery-Tunnel Project
Automobile tralfic in and through the center of the
City of Boston has reached crisis proportions. The
main thoroughfare, the Central Artery, is an ele-
vated highway that was built at the end of the 1950s
and was designed to carry 75,000 automobiles a day.
At present, best estimates indicate an average of
200,000 automobiles clog this road system daily.
Doomsday predictions of 14-hour.a-day tra{Iic tie-
ups by the start ofthe next century with a resulting
Ioss in productivity of $2 billion annually to area
businesses have terrified the loca-l business com-
munity. In response, state arrd city offrcials have
announced a massive road and tunnel construction
project that is intended to ease some of downtown
Boston's staggering tralfrc congestion, drastica-lly
improve access to its international airport across the
Charles River and double the capacity ofboth north-
south and east-west automobile traffrc.

The disruption to downtown Boston from this
construction project is almost beyond conception. The
seven-mile long project has as its focal point the re-
placement of the major elevated north-south tho-
roughfare, the Central Artery, with a new ten-lane
roadway, mostly underground. The mqjor east-west
thoroughfare, the Massachusetts Turnpike Exten-
sion, will be lengthened via a new road and a new
four-lane harbor tunnel which hopefully will relieve
some of the current pressure on the two antiquated
tunnels that serve Logan Airport. There are fears
that the reduction in north-south expressway travel
lanes during construction will cause tralfic to back
up onto city streets arrd stop practically all circula-
tion of automobiles.

Another concern is the fear of disease. Because
a large part of the city was built by artilicial accre-
tion from the soil in Boston Harbor, there is an enor-
mous rodent population. A recent attempt to build
a small parking gzuage on Beacon Hill dislodged
and spilled so many distinctly unhappy fourJegged
creatures onto adjacent streets and into neighboring
buildings that the mind absolutely boggles at what
rvill occur when the digging begins for the Central
Artery submersion and the third harbor tunnel-
notwithstanding assurances by the contractors that
they have hired the world's leading rodent control
specialists to solve the problem.

In addition, there is great fear that the substruc-
ture of the city will not be able to handle the strains
of the digging. Since absolutely everything under-
ground in the central city area will be touched dur-
ing construction, the possibilities for destruction-

even castrophe-are present. "Can't happen, here!",
roar city and state offrcials in reply. "We have hired
a geotechnical engineer, an architectual historian
and a structural engineer to protect ourselves." Per-
haps these assurances of safety will prevail, perhaps
not. The results won't be pretty, however, if damage
does occur to historic landmarks that will be dis-
turbed-the 1711 Old State House, 1825 Faneuil
Markets and the 1750s Blackstone Buildings.

What will it all cost? More and more, the answer
seems to be; Who knows? State o{ficials who a-re not
known for exaggerated cost estimates of public works
projects have increased the final anticipated cost of
the artery tunnel project from $3.3 billion at the
project's commencement to $4.43 billion in 1987 and
$4.97 billion in July 1990. Additional upward cost
revisions appear inevitable.

There also is concern that the federal govern-
ment may reduce its funding commitment to the
Greater Boston road and tunnel system before the
project is completed. The Federal Highway Trust
Fund is the major source of federa.l monies for road-
way projects.

However, until now, the federal government has
committed itself to only $2.3 billion of the project's
expenses. Although the election of Republican Wil-
liam Weld as Governor of Massachusetts may elicit
a cooperative attitude from Washington, the na-
tional budget crisis almost certainly will restrict the
overall federal subsidy that will be available. As the
project's costs continue to rise, doubts are increasing
about how deeply into the Highway Trust Fund the
Bush Administration will dig to assist the Common-
wealth of Massachusetts.

To make matters worse, downtown Boston's
bridge and tunnel project is not the only roadway
expenditure facing the Commonwea-lth of Massa-
chusetts at present. An additional $15 billion must
be found to perform needed repairs elsewhere. It is
questionable whether the financially hard-pressed
Commonwealth will be able to carry its share of the
Central Artery-Third Harbor Ttnnel project, which
totals lUVo of the final accounting plus the amount
the federal government refuses to pay, as well as its
share of the cost of these other repairs.

During June 1990, the long-awaited plan for the
Central Artery and the Third Harbor Tunnel was
released for public comment by the Massachusetts
Department ofPublic Works. The report on the proj-
ect's environmental impact was three years late. It
encompassed nine volumes of material in 2,500 pages,
weighed 40 pounds, was eight times larger than the
telephone white pages for the City of Boston, and
cost the Commonwealth of Massachusetts $10 mil-
lion to prepare. Nevertheless, the one and only pub-
lic hearing on the plan was scheduled one week after
the report's release.

Heavy criticism has been directed at many of
the plan's proposals, including the proposal to place
most of the 13.5 million cubic yards of lill generated
by digging in the central city on Spectacle Island,
the 9?-acre eyesore in the middle of Boston Harbor.
In the end, it is hoped LhaL a 227 -acre public park
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THE EFFECT
OF POISON
PILI SECURI.
TIES ON REIT
STOCK PRICES

In recent years, there has been a tremendous
increase in the number of hostile corporate take-
overs and in the number of measures designed to
stop or hinder them. Several anti-takeover mea-
sures are krown as shark repellents, and they in-
volve amendments to corporate charters that restrict
changes in management control. These techniques
are proposed by managcment supposedly to protect
the interest of the shareholders by requiring that
any takeover attempt be negotiated by manage-
ment. A particularly potent type of shark repellent
is the poison pill.

Studies by Jarrell and Pound in 1986, Maltesta
and Walkling and Ryngaert in 1988 have examined
the economic effects of poison pills by considering
the effects on shareholder wealth when the adoption
of this anti-takeover delense is announced. These
studies lound that such an announcement caused
shareholders ofthe firm to receive signifrcantly neg-
ative abnormal returns. This linding is consistent
rvith the hypotheses that the poison pills can deter
value-enhancing takeovers, discussed by Easter-
brook and Fischel and Gilson in 1981, and that man-
agement is acting in its own best interest when trying
to prevent any hostile takeover that would remove
it from control.

Poison pills, unlike other anti-takeover mea-
sures, can be adopted without shareholder approval,
This may explain why the results ol poison pill stud-
ies on the effects on rvealth have been consistent,
while the results of similar studies of other anti-
takover activities have been con{licting and ambig-
uous. (see Linn and N{cConnell; DeAngelo and Rice;
Jarrell and Poulsen)

Real estate investment trusts (REITs) also have
experienced an increase in mergers in recent years.
This increase has been attributed, at least in part,
to the heightened demand for real estate caused by
volatility in capital markets and by active Japanese
investors who paid $16.5 billion for real estate in
1988 alone. REITs are concerned that disparities be-
tween real estate asset values and stock values are
creating opportunities for unfair transactions.

This article examines the eflects on wea]th from
poison pill announcements by 16 publicly traded
REITs and hnds that the overall effect on wealth is
a statistically significant decline in stock price of
-0.86 Va. The finding of a significant loss of wealth
due to the poison pill announcements supports the
management entrenchment hlpothesis.

Poison Pills
A poison pill, also known as a rights plan, is a div-
idend distribution of rights or securities with
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estdle and dircctor of the Center for Real Estote Sludies in
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INTERESTED
BYSTANDERS:
THE BEAL
ESTATE PBO.
FESSION AND
BEHEMOTH
PUBLIC WORKS
PBOJECTS

A City On A Hill
I or three vears a-fter his arrival in the nerv rvorld
l' in tOZz until the autumn of 1630, Boston s first
tl white settler, Reverend William Blaxton Iived
in solitary peace on Beacon Hill, a mere stone's thl'orv
from today s state capital building. \!'hen the ]{as-
sachusetts Bay Colony residents began arriving and
settling down, no doubt the Reverend Mr. Bla-xton
muttered to himself: \\rhen is all this infernal con-
struction going to stop?" Thirty-six decadcs later,
residents of Boston, the home city of both Reverend
Blaxton and this author, still are asking the same
question.

"And this is good old Boston
The home of the bean and the cod
Were the LooeLLs talh only to Cabots
And the Cabots talh only to God."

-John Collins Bossidy

Since Bossidy wrote this couplet in 1910, the situ-
ation in Boston has changed little, if at all. In the
current scenario, the genericentity described as'big
government" (including federal, state and city) could
be assigned the role of the Cabots. The real estate
profession could play the role of the Lorvells. God
would make a return appearzrnce in His original role
As always, the Cabots would be talking only to God,
and the Lowells would be ignored by their earthly
Cahot counterparts. Their state of diplomatic rela-
tions with God would remain unknown.

A chasm in communications between big go\'-
ernment and a local real estate community is ahvays
serious, but it can be devastating if it persists after
the local economy has fallen through the floor. In
the glorious "home of the bean and the cod," the
decade-long economic miracle that saw the gross
product in thc Commonrvealth of N{a-ssachusetts grorv
at an average annual rate 33% higher than the na-
tional average has ended. Unfortunately, the Com-
monwealth's economic wheels have ground to a halt
just as its public sector has geared up to start mak-
ing more than $12 billion in structural improve-
ments to Boston's highway, tunnel and sewer systems.
Ifthe nerv construction does not take place-or, even
worse, if it is halted midway through-the long-term
adverse effects on real estate markets in the Com-
monwealth will be severe. Best estimates indicate
that despite the bonanza in jobs that would be en-
gendered by these public works projects, the Conl-
monwealth's projected revenue shortfalls rvill
approach $2 billion a year for the foreseeable future.

Such mammoth public sector extravaganzas tend
to plow ahead like some ancient brontosaurus. In its
presence, local, private real estate professionals feel,
at best, like bewildered bystanders and, at worst,
Iike fresh food for the onrushing monster. This article

Fronk J. Parket, CRE, is a full professor in the Carroll
School of llanogement, Boston College, and odjunct fu\

professor at the Boslon College Laro School. He is a member
of the American Society of Real Estate Counselors and has
receiaeil lhe senior real estate ahatyst designation from the
American Institute of Real Estate Appraisers how the Ap-
praisal Institute). Reu. Parker is a practicing atlorne! in
the Commonuealth of Massochusetts.

The announcement of a poison pill anti-
taheouer defense reduces the wealth of
REIT stochholders.

by Willard Mclntosh

The priuate real estate sector has been

frozen out of gigantic new public worhs
projects in Boston largely because of the
Iach of communication between big
gouernment and the real estate community.

by Frank J. Parker, CRE
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1985, individusl investors retain a high degree of
conhdence in its investment potential. Virtually the
same percentage of survey respondents in 1985 and
in 1989 reported that they own 6ome real invest-
ment property, although the 1989 group reports sub-
stantially more diversifrcation in their investments.

Although most survey respondents believe that
real estate remains an attractive investment, inves-
tors have become somewhat less optomistic about it.
They have increased their assessments of real es-
tate's riskiness and lowered their prol-rt expecta-
tions. They continue in 1989 the healthy skepticism
they report in 1985 about the prospects of large public
syndications, as well as the prospects for real estate
to repeat the price spiral of the 19?0s.

There have been important shifts in preferred
real estate assets since 1985, but residential rental

units remain the runaway favorite, and single-fam-
ily units continue to be substantially more desirable
than multifamily units. Limited partnership shares
have gained favor while undeveloped land and com-
mercial property have lost some of their earlier
popularity.

NOTES
1. See, fo. exampler Hendershott, P.H., Follain, J.R., and Ling,

D.C. "EfTects on Rea.l Estate," in Pechman, J.A. (ed), Ia:r Re-
form and the U.S, Ecoaomy, (The Brookings Institution (198?):
$-60; Henderghott, P.H. and Ling, D.C., "Likely Impacts of
the Administration's Tax Proposals and H-R. 3838," in Fol-
lain, J.R. (ed), Tar Reform and Real Estote, (The Urban In-
stitute 1986): 8?-112; lentz, G.H. and Pisher, J.D., "Tax Reform
and Organizational Forms for Holding Investment Real Es-
tAter Corporation vs. Partnership," AREUEA Journal (17:3,
1989): 314-33?.

2. Greer, G. and Farrell, M., "lndiridusl tnvestor's Attitudes Toi+ard
Res.l Estate," Real Estdle Reuiew (17:3 1987): 101-104.

redemption or conversion provisions. It is activated
by an unsolicited takeover bid, and it allows share-
holders to increase their ownership in the frrm by
purchasing shares at a substantial discount. A poi-
son pill, as a result, can significantly dilute the own-
ership for the bidder.

As indicated by Ryngaert, poison pill securities
have several important characteristics. First, they
are usually adopted without shareholder approval.
Second, they signif'rcantly increase the cost of trans-
actions that alter the control of the ftrm. Third, pill
securities ca.rr be redeemed by the issuing firm's board
of directors at a very small cost until an acquiring
firm purchases or offers to purchase a large equity
position in the firm. These securities therefore force
acquiring firms to negotiate with the existing firm's
board.

There are two major tlpes of rights plans-flip-
over plars and back-end plans. Flip-over plans are
the most common. They give shareholders of the is-
suing frrm a right to purchase stock in the surviving
corporation at a discount (usually one-halfof market
value) in the event an acquirer takes control of the
issuer. Flip-over plans do not necessarily deal with
the risk that an acquirer simply will take control
and leave the remaining shareholders in place. Thus,
many flip-over plans have a flip-in provision, which
allows shareholders of the issuing corporation to re-
ceive additional stock in their own corporation, usu-
ally at a discount, in the event the acquirer engages
in certain t)?es of self-dealing transactions with the
issuer or the acquirer obtains a specified percentage
of the issuer's stock.

Flip-over plans are desigrred to permit share-
holders to retain an interest in the company, on good
economic terms, if a change of control occurs under
circumstances that are not approved by the board.
They also are designed to discourage acquirers from
proceeding unilaterally without negotiating with the
board of directors of the target firm.

A smaller number of companies have adopted a
form of rights plan, krown as a back-end plan, that
gives shareholders the right to sell their stock back
to the company at a favorable price should an ac-
quirer purchase a specilied percentage of the com-
pany's stock. Back-end plans guarant€e shareholders
a market for their stock with favorable terms and
protects them frorn having to remain as minority
shareholders if a change of control occurs.

When management adopts a poison pill, it sug-
gests that the anti-taheover measure is in the share-
holders' best interest and that the measure will
maximize shareholder wealth. This viewpoint has
been upheld by the courts. The Delaware Supreme
Court in 1986 upheld a ruling by the state's Chan-
cery Court that allirmed the legality of the IIip-over
rights plan of Household International which con-
tended the directors of the company were exercising
their business judgement and acting in the best in-
terest of the f-rrm's shareholders.

However, critics contend that poison pills ac-
tually entrench management. Critics state that

conflicts of interest following a takeover may lead
to a loss of management's compensation and pres-
tige. As a result, management may use a poison pill
to stop a change in the control of the f-rrm that will
increase the shareholders' wealth. Management also
may use a poison pill to hinder a takeover market
as a check on management's behavior. If manage-
ment is afraid ofa takeover, reducing the threat will
have a negative impact on stock prices.

With an eflicient capital. market, stock prices
will reflect all available information about a firm.
As new information becomes available, it will be
incorporated into the stock price. An eflicient capital
market allows us to test two competing hy-
potheses-the management entrenchment hypoth-
esis and the shareholder interest hypothesis-by
examining the stock prices around the announce-
ment of a poison pill.

The management entrenchment hypothesis sug-
gests that poison pills make it less likely that share-
holders can receive takeover premiums and benef'rt
from monitoring by the market. Therefore, stock
prices should decline when a poison pill is announced.

AJternatively, the shareholder interest hypoth-
esis contends that poison pills are adopted to max-
imize the price shareholders will receive in change-
of-control transactions and that management is act-
ing in the shareholders' best interest by using the
poison pill to negotiate a better deal for the share-
holders. Therefore, the announcement of a poison
pill should increase the stock price.

REITs are a special tlpe ofcorporation that may
qualify as a tax-free intermediary. A REIT is run
directly by a board of directors or board of trustees
which is responsible for raising capital for the trust,
setting investment policy arrd approving recommen-
dations made by an advisor. REITs may be exposed
to a greater potential for agency problems.

Among a series of requirements to maintain their
tax-excempt status, REITs must distribute 957o of
their annual earnings to shareholders, and they must
derive at least 75?o of gross income from real estate
activities. These requirements place restrictions on
REIT management that do not hamper the manage-
ment of standard corporations. Therefore, we hy-
pothesize that the stock price reaction to the
announcement of a poison pill will be less for REITs
than for standard corporations. Further, we believe
that the examination of the stocks of REITs, which
constitute a somewhat homogeneous industry, may
provide a strong test of the management entrench-
ment and shareholder interest hypotheses.

Data and Methodology
Data
We assembled a sample of 17 REITs that, between
1985 and 1989, announced the adoption of a poison
pill in the Wall Street Journal or over the Dow Jones
News Retrieval Service. To test the economic con-
sequences of the adoption of a poison pill, we in-
cluded in our sample only those {irms traded on the
New York, American and Over-the-Counter Stock
Exchanges. This reduced our final sample to 16
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REITs. For each of these REITs, we obtained the
daily stock price returns from the files created by
the Center for Research in Security Prices (CRSP)
at the University of Chicago. (Table 1 lists the REITs
that adopted poison pills and were used in our sam-
ple; Table 2 indicates that 75L of the poison pill
adoptions occurred in 1989.)

Methodology
The standard event study methodolory was used to
estimate the effects on shareholder wealth from the
poison pill adoption. The following market model
regression was used to adjust the stock returns for
marketwide movements and to isolate the price
changes due to the adoption of the pill:

R;, = ar + b,R-, + e,, (1)

The slope coefficient b, is the stock's systematic risk
and measures the relative tendency ofthe ith stock's
return (R1,) to move along rvith the market (R.,).
The CRSP equally weighted market index is the proxy
for the market. The term (a, + B,R-,) represents
the average return of the stock i adjusted for the
market and risk. Thus, eir measures the abnormal
return that is unrelated to the ma-rket and the stock's
average return.

The coefficients of the market model in (1) rvere
estimated for each REIT using 200 consecutive re-
turns for the period ending 20 days prior to the date
of the announcement of the poison pill. For 42 days
surrounding the adoption date (-20 to +20), we
estimated prediction errors returns:

d* - R,, - (ei + bi * R-r) (2\

The prediction errors (residuals or abnormal re-
turns) are the deviations of the actual returns from
their predicted or normal returns. When residuals

are averaged across all REITs, the resulting statis-
tic, the average residual (APE) or the average pre-
diction error, measures the average abnormal price
effect of the event:

Fl\IIIBIT I ( continucd)

APE!=1AI)6, (3)

where: N = the number of REITs

We also computed cumulative average predic-
tion errors (CAPEs):

cAPE,,.r = ) apn, (4)

To test for statistical signihcance ofthe average pre-
diction errors during the event period, standardized
test statistics rvere developed. Each prediction error
was divided by the square root of its estimated fore-
cast variarce, forming a standardized prediction error:

SPE,,, = PE,,u/sr.., (5)

where

si,,: si[1 + 1,{1. + ((n-, --n-f lJ (R-." --R-)')]'" (6)
,_ I

In this calculation, s1 is the estimated residual stan-
dard {pviation from REIT i's market model regres-
sion, R- is the average market return over the L,
estimation period days and R-., is the return to the
market index at day t.

The standardized prediction error was distrib-
uted as a Student-t with (L; - 2) degrees of freedom.
Since L, was large, the distribution was approxi-
mately unit normal in the absence of abnormal per.
formance. A cumulative standardized prediction error

Intr'51nl"n, I'ractices
Arc you emplol'ed in thc real cstate business?

Yes 67r \o 9l ti
If you arc employed in thc rcal cstate business, does
your cmployment improvc your invcstment
opportunitics?

Ycs 7En No 2?9i

Which of thc following propcrty catcgories bcst
rcprcscnts thc naturc of your rcal estatc investmcnt
activitl*? (]Iore than one ma)'bc selcctcd.)
Do not invcst in real cstatc 389i
Single fanrily residcntial (houscs) 10'/o
Condominiums/coopcratives llc/t
]lultifamilt' rcsidcntial 18%
Commcrcial (rctail) l\C.
Industrial 57c

Office buildings 8'/c
Land l\C.
Retircment/lifc care ccnters llc
Ilotcl/motcls 4%
I'ublic rcal cstate offcrings (slndications) 207.

\\'hat is thc al cragc cost of your tpical rcal estatc
invcstmcnt? $ 10,2.18

What is thc aycrage current value of all your rcal
cstate asscls, nct of rclated dcbt (cxcluding pcrsonal
rcsidcnce)? $193,072

Arc you continually in search of new real estate
invcstments? Yes 137c No 87%

Rank the following bcnefits of real estatc investmcnt
in order of their importance to you.

Primary
Importance

Annual cash florv 29c/c

Increasing property value 55%
High leveragc ll."h
Tax sheltcr benefits Ztrlc

Do you employ an;i of thc follorving as a primary
cvaluation technique?
Gross incomc multiplier 8%
Nct income multiplier 107a
Bcfore-tax cash rcturn
on equitl' 12n
After-tax cash return
on cquity zlc,
Aftcr-taY cash return plus loan

rcpaymcnt cxpressed as
rcturn on equity l0l;

Net incomc rcturn on total
invcstmcnt 26%

Pa1'back pcriod 8'L
Intcrnal ratc of rcturn l0t?
Nct prcscnt value analysis 8%
Profitabilitf inder 5e,
Financial management ratc

of return |lc.

From u'hich of the follorving individuals would you
scek help in analyzing real cstate invcstment?

illways Some time s

Rcal cstate brokers lSVa 277c
Rcal cstate counselors 37c 187c
Rcal estatc appraisers lTVc 297c
Laul'er l5ft. 21Vc
Accountant 2l7c 24%
Banker |ch 227c
Financial Planner 5'i 18%

N

Tr\BLD I

REIT Poison Pill Announcement Dates lor the Period 1985-1989

REIT \amc
Announcement

Date
Bradley Real Estate Trust
BRE Propcrties
Chicago Dock & Canal Trust
Continental llortgage & Equity Trust
Federal Realty Invcstmcnt Trust
Holly'wood Park Rcalty Entcrprises
IIRE Propcrties
ICII Property Investors Inc.
Income Opportunity Realty Trust
MGI Propcrties Inc.
Property Trust of America
Santa Anita Realty Enterpriscs
Sizeler Property Investors
Transcontincntal Realty Investors
Yinland Property Trust
\Ycd stonc Financial
+NA represents REITi thot are traded on the New York or Americon Stoch Er.changes uhile OTC rcpresents REITi that are troded
ouer-the-counter,

Stock
Exchanger

r2106/89
08/r 4/89
0it21188
03/13/89
0J/13/89
09/15/86
10/28/88
07/18/89
0.1/10/89
06/21189
03/13/89
06/15/89
05/03/89
03/r3/89
03/ l3/89
09/11/85

OTC
NA

OTC
OTC
NA

OTC
NA
NA
NA
NA

OTC
NA
NA
NA

OTC
N-{

from 25Vo in 1985. The likelihood that investors will
lavor multifamily housing increases with the per-
centage of their portfolios dedicated to real estate,
except thatjust 367o ofthose who invest only in real
estate hold any multifamily housing assets.

In commercial real estate, the retail sector is
more widely represented among respondents to both
surveys than are the offrce and the industrial sec-
tors, but the inclusion of commercial property ofany
sort has declined slightly since 1985. Investors with
greater-than-average real estate holdings show a
strong preference for this sector: nearly one-fourth
of these individuals hold some retail rental proper-
ties, almost double the percentage of investors who
hold either oflice or industrial properties.

The survey also reveals some interesting geo-
graphical variations in asset preferences. Vacant land
in 1985 and 1989 is more popular among investors
in the South and the Southwest than elsewhere.
Mountain-state investors are reducing their relative
commitment to all categories of real estate. Multi-
ple-family housing in the 1989 survey is less fre-
quently represented in individual portfolios of
investors who reside in Southern, Southwestern and
Atlantic areas than it is in the 1985 survey. The
Pacific area is the hotbed for multiple-family hous-
ing owaership and publicly oflered syndication shares.

Conclusions
Despite the bad press real estate has received since
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EXHIBIT I

Summar5r of Key Responses from AII Investors (Both with and without Real Estate) in the Survey of Investor
Attitudes toward ReaI Estate Investments

Pcrsonal Data
Average Age: 52 years
Sex: Male 907o Female l07o
Formal education, highest level attained:

Less than high school graduate 01o

High school graduate l51a

Total annual income: (from all sources before deductions and taxes)
$ 0 to $19,999 l7o
$20,000 to $39,999 llTo
$40,000 to $59,999 237o

$60,000 to $79,999 20Io

Approximate net worth of estate:
$ 0 to $ 20,000 41o

$ 20.001 to $ 50,000 37o

$ 50.001 to $100,000 57o

$100,001 to $200,000 t47o

Retired: Yes 291o No 7l7o
.{vcrage number of years before intended retirement: 13

Investor Attitudes
Real estate produces better returne than other
investments.
Agree 38Vo
Disagree 43Vo

No Opinion 197o

Real estate is less risky than other investments.
Agree 25Vo

Disagree 607o
No Opinion 15%

Real estate produces returns in excess of those
needed to compensate for its risk.
Agree XlVo
Disagree 437o

No Opinion 26%

Large real estate ventures (syndications/limited
partnerships) produce better returns than small
properties
Agree 137o
Disagree 547o

No Opinion 327o

for testing hlpotheses about T-day performance was
formed as:

TABLE 2

Number ol REIT Poison Pills by Year for the Period
1985-1989

Ycar
Number of Poison

Pills Pcrccnt

these statistics tested for cumulative performance:

N

t1,,,rr : v-}{,N , CSPE,.1,.,*.n. (9)
i=1

Empirical Results
The average standardized prediction errors (ASPEs)
were generally positive during the 20 days prior to
the announcement of the poison pili (Table 3). The
cumulative average standardized prediction errors
(CASPEs) became more positive as the event period
approached. However, during the event period (days

- 1 and 0), the ASPEs became negative. The ASPE
on the event date (day 0) was negative and sig:rifu
cant. The ASPEs remained negative for two days
following the announcement of the adoption ofa poi-
son pill. Finally, on day 3 following the poison pill
announcement, the ASPEs became positive, and the
CASPEs began to return to the level they held prior
to the poison pill announcement.

The significant negative sign of the prediction
error reaction indicated that a poison pill was

tr=!6Ia{>sPEt,,,
N

i=1
(8)

College degree (BS/BA)
Graduate degrec 5\lc

$ 80,000 to $ 99,999
$100,000 to $l-19,999
$150,000 to $199,999
Oqer $200,000

$200,001 to $500,000
$500,001 to $999,999
Ovcr $1,000,000

l4Va
lTVc

87a

29Vc

26%
20q(, 1985

r986
1987
l9s8
1989

.0

.5

.0

h

6
0

12

i5

I
I
0
2

2

Public real estate offerings produce better returns
than direct ownership.
Agree 57o

Disagree 597c
No Opinion 36%

Future changes in federal ineome tax laws will make
real estate a better investment.
Agree l2Vo
Disagree 497o
No Opinion 397o

Real estate will soon begin to increase in valuc much
as it did in the 1970s.
Agree SlVo
Disagree 4l%
No Opinion 28%

Seminars that claim to teach individuals how to
make a million dollars in real estate can do so.
Agree 57a
Disagrce 777o

No Opinion 187a

1.4522
1..1762

- 0.9363
0.2320
1.371I
r.6280
0.5689

- 0.52,18
0.6032
0.0926
3.7787*

- 0.1131

- 2.3.103*

- 1.6633

- 3.3646*
3.0103*
2.7361+
0.3361

- 0.4925
2.4t52*

- 1.1508

- 1.2219
0.6507
1.0958
1.2637

1S.75
.13.75

62.50
.13.?5

43.75
56.25
13.75
62.50
37.50
.13.75

37.50
56.25
.13.75

68.75
75.00
18.75
56.25
56.25
50.00
31.25
50.00
62.50
43.?5
26.67
35.? 1

T.{BLE 3

Average and Cumulative Average Standardized Prediction Errors Surrounding the Announcement of a Poison
Pill Adoption for a Sample of 16 REITs

Dap'Relatile
to Poison
Pill Adoption

Avcrage
Standardized
Prediction
Error

I'ercent
Ncgative

Cumulative
Average
Standardized
Prediction
Errort-stat

by 1989-it drops into a third-place tie with multi
family residential units-and limited partnership
shares move to second place.

Slightly less lhan 257o of real estate investors
own some limited partnership shares in 1985; by
1989, the percentage is up to 32Vo. Ae in 1985, prin-
cipal holders are investors who have less than one-
lourth of their portfolios devoted to rea-l estate.

Vacant land in particular has lost favor among
investors whose portfolios are less than 507o devoted
to real estate, but it remains a preferred asset of
those who have more than 509o of their portfolios
committed to the asset. This is especially true for

those who devote their portfolios solely to real es-
tate: 50Vo of these investors o\yn some vacant land.

There also has been an intriguing shift in the
relationship between investors' primary sources of
advice and their interest in land. Among those rvho
listen to their accountants, ownership ofvacant land
has grown sigrrilicantly. Yet ownership of vacant
land has decreased by 50% among those who seek
advice from real estate appraisers.

Multifamily residential properties are tied with
land in the 1989 survey as the third most frequently
held real estate asset. Twenty-seven percent of the
real estate investors own apartments, up only slightly

-20
-15
- l0

10
l5
20

-9
-8
-7
-6
-5_,1

-2
-l

0
I
2

I
5
6
7

8
I

0.36306
0.3690.1

- 0.23{08
0.05801
0.3t277
0.,t0700
0.14222

- 0.13119
0.15079
0.02315
0.94.168

- 0.02829

- 0.58507

- 0.11582

- 0.8.1114
0.75259
0.68,103
0.08{03

- 0.l23l l
0.60380

- 0.28770

- 0.305.19
0-t6267
0.28293
0.33773

0.09316
0.07979
0..1595.1

0.51755
0.86032
1.26733
1..10955
1.27836
1..12915
1..15230
2.39698
2.36869
1.78362
1.36781
0.52667
r.27925
1.96328
2.0.1731
1.92,119
2.52799
2.21029
1.93,180
2.09717
1.98231
2.31785

8

'Indicates significance at lhe .05 leuel
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r+T

CSPE,.,"'r, = liVT , SPE',,. (7)

The cumulative standardized ol*r"rro., error also
was distributed unit normal for large L1.

Invoking the assumption of cross-sectional in-
dependence, the following statistics tested whether
average performance differed from zero:



detrimental to the wealth of the shareholders. This
hnding is consistent with the results of earlier stud-
ies by Jarrell and Pound (1986), \{alatesta and Wal-
kling (1988) and Ryngaert (1988). The frnding also
supports the management entrenchment hlpothesis.

The average residual on the announcement date
was - 0.861r, rvhich is similar to thc - 0.93fi result
lound by Malatesta and Walkling in 1988. Thus, it
appears that there is very little diflerence in the
percentage stock price change for REITs and stan-
dard corporations rvhen the adoption of a poison pill
is announced.

Conclusions
REIT poison pill defenses appear to reduce stock-
holder wealth, which provides support for the man-
agement entrenchment hypothesis. Stock prices
decline upon the announcement of a poison pill de-
fense when REITs are perceived as takeover targets.
These stock price declines represent statistical re-
jection of the theory that, on average, these types of
anti-takeover measures benefit shareholders. Fur-
ther, it appears that the percentage decline in pre-
diction errors is very similar to the declines
experienced by standard corporations that announce
adoption of a poison pill.
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of the respondents to the 1985 survey and 627o of
the respondents in 1989.

Altered perceptions about real estate's desira-
bility, discussed belovv, suggest that many investors
acquired their property during a period of greater
enthusiasm about real estat€'s pot€ntial, and they
now wish to reduce or eliminate their real property
commitments. Indeed, while the proportion of inves-
tors who own some real estate ha-s remained almost
constant, the asset now plays a diminished role. The
percentage ofrespondents who dedicate at least half
of their portfolios to real estate remains the same in
both surveys (257o), but the percentage who say that
it is only a minor element of their portfolios is higher
in the 1989 survey (287o) thal in the 1985 survey
(l8Co).

There is notable positive correlation between ed-
ucationa-l attainment and the degree of portfolio di-
versifrcation among investors responding to both
surveys; however, the nature ofthe relationship has
changed subtly between 1985 and 1989. In the 1989
survey, individuals who have graduate or profes-
sional degrees generally devote less of their wealth
to real estate, while those with the least amount of
forma-l education favor the asset. In contrast, the
most highly educated investors in the 1985 survey
show a marked preference for real estate, along with
those who have the least amount of education.

Altered Perceptions
Views about real estate's risk and yield prospects
have shifted sigrrificantly. Investors in the 1989 sur-
vey in general see real estate as offering more mod-
est yields and as entailing greater risk than those
who responded to the earlier survey. They also tend
to be more skeptical about prospects for a resurgence
of the appreciation trend of the 1970s.

Yield Expectations
ReaI estate yield expectations have become more di-
verse. Investors who are heavily committed to real
estate still feel they are on the right path; however,
dissenting voices are growing stronger.

In both surveys, the preponderance of investors
who own real estate agree that it produces better
returns than other assets do. Moreover, as the per-
centage ofthe portfolio dedicated to real estate rises,
the level of agreement to this viewpoint increases,
until those who have an above averag€ commitment
to real estate agree by a f'rve-to-one margin that its
yield prospects are bright.

Yet while the heavy real estat€ investors re-
main bullish, others are growing increasingly skep-
tical. Most of the investors who avoided real estate
in 1985 have no opinion about its relative yield pros-
pects. Most of these investors in 1989 disagree by a
two-to-one margin vrith the thesis that real estate
provides better returns than other investments.

Rish Perception
Beliefs about risk have shifted even more dramati-
cally. More 1989 survey respondents than 1985 re-
spondents believe real estat€ entails $eater risk than
other assets. Investors who previously eschewed real
estate agree almost two-to-one that it is more risky

than other investments; the margin of agreement
since has grown to three-to-one. Investors who own
real estate agree in 1985 by a four-to-one margin
that it is less risky than other investments; in 1989
they agree by a two-to-one margin that real estate
is more risky.

Surprisingly, the proportion of investors who
agree that real estate is more risky than other in-
vestments increases with the degree of commitment
to the asset. Those who have a greater-than-average
proportion of their portfolios in real estate agree by
a three-to-one margin that is is more risky, while
those with a below-average commitment to real es-
tat€ agree with this proposition by only a two-to-one
margin.

A more important question, of course, is whether
real estate's yield prospects more thar compensate
for its riskiness. Opinions among real estate inves-
tors as a group are about equally divided over this
proposition. Among those with a greater-than-av-
erage commitment to rea.l estate, however, there is
nearly a two-to-one agreement that returns on real
estste more than compensate for the risk. Investors
who avoid real estate see things differently; they
agree even more resoundingly (by a margin of al-
most three-to-one) that real estate yields do not ad-
equately compensate for its risk.

Scale Economies
In both surveys, respondents overwhelmingly reject
the proposition that better yields accrue to limited
partnerships in large projects than to individuals
who invest directly in small properties. However,
the percentage of respondents who accept this prop-
osition increases slightly (to L31o from 107o) in the
most recent survey,

Investors in the two surveys feel approximately
the same about real estate's appreciation potential.
Those in the most recent survey who own no real
estate agree (by a margin of slightly less than two-
to-one) that real estate u,ill not begin to increase in
value as it did in the 1970s; the margin in the 1985
survey is somewhat more than two-to-one. In both
surveys, investors who have an above-average com-
mitment to real estate are about equally split on this
issue, while those with a less-than-average real es-
tate position agree-each time by only a slim mar-
gin-that real estate will not begin to rapidly
appreciate.

Favored Real Estate Assets
Although investors' preferences have shifted since
1985, single-family residential rental units still are
the overwhelming favorite in both surveys. Even
though personal residences are excluded from this
survey cat€gory, 49?o of lhe respondents o$r'n one or
more single-family houses in the 1985 survey and
47?o d.o so in the 1989 survey.

The most dramatic change between 1985 and
1989 is a relative shift in the popularity of limited
partnership shares and vacant land. Land is the sec-
ond most popular real estate asset in 1985, and lim-
ited partnership shares are a distant fourth, trailing
slightly multifamily residences. Land loses popularity
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BECENT
CHANGES IN
INDIVIDUAL
INVESTORS'
ATTITUDES
TOWARD BEAL
ESTATE

Before the ink had dried on the 1986 Tax Reform
Act, speculation was rife about its impact on real
estate. To be sure, tax changes have not been the
principle reasons for the real estate market's trans-
formations during the late 1980s; they have, how-
ever, been catalysts for igniting various forces that
had been building throughout the 1980s, and they
perhaps have been the most disruptive influence on
the market. Financing difficulties, overbuilding in
many sectors and an influx offoreign investors have
made decisive imprints on the real estate market;
nevertheless, attention has centered on the reduc-
tion of tax incentives for real estate investment and
its impact on various forms of ownership entities.l

Researchers at Memphis State University have
investigated individual investors' reactions to the
altered real estate environment. Using the results
of a survey conducted by Greer and Farell in 1985
as a base, the research team conducted a followup
study to measure changes in investors' attitudes and
practices between 1985 and 1989.2

The prior study was developed from a mail sur-
vey of a random sample drawn from the 100,000
members of the American Association of Individual
Investors (AAII). A parallel survey of the member-
ship was conducted in 1989 to compare individual
preferences before and after the transformation in
the real estate market.

Similarity Of The Sample Populations
Demographically, the two sample populations con-
stitute virtua-l peas in the same pod, a consequence
of both having been randomly drawn from the AAII
membership roster. Both closely resemble and are
statistically representative of the overall AAII
membership and, therefore, of the largest identifi-
able group of individual investors in North America.

Although respondents' ages range from the 20s
to the 80s, the median age in each sample is 52.
Respondents in each sample are highly educated;
more than 807o hold college degrees and nearly 507o

have some professional or postgraduate study. Men
dominate both samples (over 907o). Slightly more
than 257o of each group is retired.

Respondents to both surveys are aIlluent. Re-
spondents to the most recent survey report slightly
higher incomes than those who responded to the 1985
survey; however, the difference is fully explained by
the inflation that occurred during the interval be-
tween the surveys.

Who Likes Real Estate Now?
With the recent abundance of bad real estate news,
we expected a big drop in the number of investors
who own land and rental property. Surprisingly, the
proportion of survey respondents who own some in-
vestment proprty remains virtuaJly unchanged: 617o

Phillip T. Kolbe is assislant prolessor of redL estate at Mem-
phis State Universit!.
Gaglon Greer is professor of real estate and holder of the
Morris Fogelman Chatr in real estate at Memphis Slale
Unirersity.

A PROPOSAL
rOR SIMPLIFI.
CATION OF
TA)I.DEFERBED
EXCHANGES

I ax-deferred exchanses under Internal Revenue
'l'Cod" Section 1031 f,ave been in the federal in-
I come tax law for many years; the basic precepts

that formed its foundation were built on legislation
passed prior to 1924.\ Although Code section 10312
has been with us for many years, many questions
continue regarding its interpretation and applica-
tion. Interpretive questions under this code include
whether real property qualihes as a tax-deferred ex-
change: Does real property meet the requirements
of "like-kind" property? Does it meet requirements
of an exchange, etc.?

Code section 1031, as it currently exists, elimi-
nates the recogrition of gain or loss from an ex-
change of property. The section applies only to the
exchange of property (not services). To be covered
by section 1031, property must be held (not acquired
for resale), and it must be held for productive use in
trade or business or for investment. Property that
does not f-rt these categories, such as property ac-
quired for resale (dealer property), is not covered by
the section. However, if property is not exchanged
solely for like-kind property, partial recogrrition of
gain or loss is possible.

Problems in the interpretation of exchanges have
generated substantial litigation since the inception
of section 1031. The U.S. Congress has added to the
broth, stirring the waters and fomenting additional
litigation by making changes in the section, partic-
ularly by making the 1984 change. This allows sec-
tion 1031, to be applied even to exchanges that are
not simultaneous.

The focus of this article is to examine the im-
plications that a nonsimultaneous exchange has on
litigation and controversy. Stemming from a desire
to simplify tax law, the article proposes modifying
code section 1031 to eliminate the need for nonsi-
multaneous exchanges or, for that matter, any ex-
changes to allow delerral of tax.

Although many :re:u; of litigation have arisen
under this code, the direction of the article is on the
nonsimultaneous exchange, which has been labeled
by proposed regulations as a deferred exchange. The
T.J- Starker u. U.S.3 case and other court cases{ have
questioned whether an exchange could be nonsi-
multaneous and still fall within the code.

Congress saw ht to address this issue and ap-
parently "put it at rest" by allowing nonsimulta-
neous exchanges within the limited language of the
statutory change under the Delicit Reduction Act of
1984.5 That change provided the now-famous 45/180
day rule, which holds that property will not qualify
for code section 1031 if it "is not identihed as prop-
erty to be received in the exchange on or before the
day which is 45 days after the date on which the
taxpayer transfers the property relinquishing the
exchange...."6 In other words, when a taxpayer

Matk lae laaine, is widely known as an erpert in b, Iaw.
He is a louaer, uriter, full professor ot the Un;uerstty of
Denuer and. frequent lecturer at man! colleges and univer-
siries.

Inuestors in 1989 haue as n'Luch confidence
in real estate as they did in 1985, but they
dre more worried about real estate's rishs
and its profit erpectdtions.

by Phillip T. Kolbe and
Gaylon Greer

By eliminating the need for a
nonsimultaneous or other type of exchange
in order to defer taxes, the cunent U.S. tas
law can be sirnplified, and taspayers can
concentrate on the economics of an
inuestment decision.

by Mark Lee Levine

This article uas based, on o paper the author preuiottsl! had
prepared in 1988.
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transfers his property, he must receive property in
exchange within 45 days of the transfer.?

In addition to the 45-day transfer requirement,
the Deficit Reduction Act also provided that prop-
erty will not be considered of like-kind if it "... is
received after the earlier of: (i) the day which is 180
days after the date on which the taxpayer transfers
the property relinquishing the exchange, or (ii) the
due date (determined with regard to extension) for
the transferor's return of the tax imposed . . . . (by
the Tax Law)."? Thus, if an exchange is not simul-
taneous, the property to be received by the taxpayer
must be identihed within 45 days of the transfer. In
fact, the taxpayer must actually receive that prop-
erty within 180 days of the date on which the tax-
payer transferred his property. Or the taxpayer must
receive the property within 180 days of the date,
including extensions, on which the taxpayer's tax
return is due under the tax law that applies to the
year in which the transfer of property occurred.

One might argue that the language used by
Congress was intended to "eliminate" ambiguities
and uncertainties concerning nonsimultaneous ex-
changes. It is the thesis ofthis article that Congress'
language has fueled fires of concern regarding non-
simultaneous exchanges and has added a new di-
mension in "creativity" related to nonsimultaneous
exchanges. It is also a contention of this article that
perhaps Congress should focus its attention on
whether a nonsimultaneous exchange or any other
tlpe of exchange should be required to allow defer-
ral of taxes.

The Theory Behind Code Section 1031
The purpose ofcode section 1031 has not been made
clear, notwithstanding the many court cases that
have referred to the theory behind the section.

ln T.J. Starher u. U.S., the most famous case
involving non-simultaneous exchanges, the Ninth
Circuit Court examined some of the reasons for an
exchange.s Circuit Court Judge Goodwin acknowl-
edged that in the Starker case, the government and
the taxpayer presented arguments concerning the
existence of a nonsimultaneous exchange based on
the history and purpose of code section 1031. In re-
sponse, Judge Goodwin stated: "A proper decision
can be reached only by considering the purposes of
the statute and analyzing its application to partic-
ular facts under existing precedent. Hereunder, the
statute's purposes are somewhat cloudy, and the
precedents are not easy to reconcile."8

Judge Goodwin mentioned that history reveals
the provision was ". . . designed to avoid the impo-
sition of a ta-r on those who do not 'cash in' on their
investments in trade or business property." Judge
Goodwin considered whether the reason for code sec-
tion 1031 was to protect taxpayers who did not have
the money to pay the tax.

However, he found that liquidity was not the
sole reason for the section. As Judge Goodwin stated,
if a ta-xpayer sold property for cash and reinvested
the money, the taxpayer would not have money to
pay taxes, but the taxpayer nevertheless could not
use code section 1031 to defer taxes.

Judge Goodwin also considered the argument that
it would be difhcult to measure gain or loss on an
exchange. However, he countered this position by
citing the fact that if a taxpayer received even $1 of
boot, that money would not constitute Iike-kind
property, and a valution would be necessar5r. He
therefore concluded that measurement of g-ain or loss
could not be the sole reason for section 1031.

Judge Goodwin cited other concerns with section
1031 and concluded that the intent of the drafters
of the legislation was not clear; the section could
exist for many reasons.

It should be remembered that code section 1031
existed for many years without focusing on the non-
simultaneous exchange. Once the Slarler case be-
came well known to those in exchange circles, the
potential for use (and possibly for abuse) of section
1031 with the nonsimultaneous exchange became
well known. Congress reacted by choosing between
two positions: making it clear that a nonsimulta-
neous exchange would not qualify under code sec-
tion 1031 or limiting the time frames in the section
to cover a nonsimultaneous exchange. Congress chose
the latter route.

Form Over Substance, Tax Traps, More
Litigation And a Question Of Identification
After the 1984 change in tax law that reaffirmed
the posture of a nonsimultaneous exchange, numer-
ous additional questions have arisen. Those ques-
tions include, but are not limited to, such issues as
dctermining:

when the closing or transfer takes place

when the property is properly identified
when a trust or other security is acceptable,
and when it taints the exchange

whether a constructive receipt exists

how much control is allowed to a taxpayer without
violating the code section 1031 requirements
Additionai questions have arisen as to proper

format of transactions and direct deeding. That is,
if taxpayer T transfers his property to taxpayer X
and then subsequently identifies a property to be
received from taxpayer Y in exchange, can taxpayer
Y transfer the property to taxpayer T, or must he
transfer the property to another party who, in turn,
transfers it to taxpayer T? These items are beyond
the scope of this examination.e

We have seen numerous companies who rep-
resent that they handle "Srortrer trusts." Such ac-
tivity is questionable, given the fact that the Slcrfrer
case did not involve a trust; consequently, there is
no absolute case authority for a "Starker trust" po-
sition. The lack of case authority does not mean that
the companies that handle a "Starker trust" are in-
correct. It simply means that we have more activity
in attempting to develop form over substance, more
formality and, more costs in structuring exchanges
and numerous concerns resulting from construing
the statutory changes on the 45/180 day rules. Al-
though some of these issues have been considered
by the 1990 proposed regulations for code section

other investments; its value is determined by its in-
come stream, and that income stream is determined
by rent.

The emphasis on tax shelter and capital appre-
ciation thus has proved to be a delusion which has
its roots in the inflation of the 1970s. Without rent,
obviously there cannot be any pre-tax cash flow.
Without adequate rent, there ca-nnot be any equity
build-up or capital appreciation either. Mortgage debt
has long been ballyhooed as an essential ingredient
in the creation of real estate wealth. When used in
the extreme, however, it is a negative element for
borrower and lender alike. Debt must be a function
of the quantity and quality of current rent levels.

When the sheltering of taxes is the overriding
reason for investing in real estate and space is thrown
on a market, even the best feasibility studies can be
rendered worthless by the resulting market dise-
quilibrium. As a consequence, market expertise is
devalued. When the mere ownership of real estate
and not its successful rental operation is the basis
for investment, the services of successful property
managers also are undervalued. The potential for
rental productivity-&iven capital appreciation oc-
curs when a demand,/supply equilibrium exists. The
emphasis on a tax shelter destroyed that equilibrium.

There is reason, nevertheless, for some opti-
mism. The present re-regulation that is occurring in

both the S&L and commercial banking industries,
while painful, will measurably help the rea.l estate
industry in the long run. The lessons of the last dec-
ade, so severe in nature, rvill not be easily forgotten.

In the early 1980s, one did not have to be krrowl-
edgeable about real estate to make money; owner-
ship permitting tax urite offs vv'as sufficient. In the
1990s, a premium will be paid for knorvledge, es-
pecially given the impact of demographic and enr-
ployment changes upon the demand for space. While
debt will be harder to obtain and more equity capital
may be required, once an equilibrium is restored,
equity returns based on properties' productive and
creative use will be competitive with returns on other
investments. For the present, hou'ever, it is back to
basics, undoing the damage that has been done.

NOTES
1. For excellent in-depth coveaage of the savings and loan in-

dustry duringthis period, see Strunk, Norman and Case, Fred.
Where Deregulation Went Wrong (Chicago: United States
League of Savings lnstitutions, 1988).

2. Jacobe, Dennis, Smith, Brian P., and Fahey, Noel. "The Thrift
Crisis: The Result of High Rates and Bungled Deregulation,'
Saoings & Inan News (April, I982)r 46, 48.

3. Sar,ings Institutions SourcebooA (ChicagD: United States L.aguc
of Savings Institutions, 1989): 52.

4. 1985 Annual Repori (Washinglon, D.C.: Federal Homc Loan
Bank Board, 1986): 8.

5. Federal Reserve Ballelin (December, 7985): A39 Federcl Re-
sen e Bulletin (December. 1986): A39.
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have cushioned the effect of these draconian changes.
Without such modilications, however, real estate
investors were hit hard in two signficant ways. First,
they were not able to achieve the tax savings that
provided the motivation for much of their invest-
ment. Second, the investment value attributable to
the potential tax benef-rts for future buyers was de-
cimated, ruining the potential for value retention,
let alone appreciation. The obvious course of action
for many of these investors, especially those using
non-recourse debt, was to turn over the properties
to the lenders.

Thus, the federal government has given, and it
has taken away. Unfortunately, the tax revenues
that the government may realize by eliminating tax
shelter benef-rts on properties acquired by S&Ls are
minor in comparison to the enormous costs of mark-
ing down the values of and operating these proper-
ties. Had suitable transitional rules been applied to
such properties, tax revenues would be fewer, but
the overall cost to taxpayers would be far less.

The Evolution In Commercial Bank
Mortgage Lending
Recently, much concern has been expressed about
the quality of real estate loans {-rnanced by com-
mercial banks. Before concluding this article, it is
desirable to consider how commercial banking prac-
tices pertaining to income property lending have
changed over the past decade.

In the development of large shopping centers,
offrce buildings, industrial parks and hotels, the
construction mortgage lender often has been a com-
mercial bank. Prior to 1980, permanent loan (or
takeout) commitments, genera.Ily issued by life in-
surance companies, were an iron-clad requirement
before a commercial bank would issue interim loan
commitments. Among the key provisions contained
in a permanent loan commitment were those dea-l-
ing with an agreed-upon construction completion
date, procedures for approving changes in plans and
specilications and rental achievement require-
ments. By making permanent loan commitments,
life insurance companies have been a major element
of Ioan quality control, especially given their policy
that their non-recourse mortgage loans would be
subject to the production of adequate rentals at the
time the permanent loans were funded.

In 1980, however, following the rise in interest
rates, life insurance companies closed their perma-
nent loan commitment windows. The banks were
then faced with a dilemma. Continuing their policy
of requiring permanent loan commitments would re-
quire them to shut down their construction loan op-
erations. Because of the importance of construction
Ioans to the banks' total commercial lending oper-
ations, the banks eliminated the requirement that
a permanent loan commitment must be obtained be-
fore the construction loan would be approved.

Over the last decade, many commercial banks
have moved into the void created by the departure
of the life insurance companies, aggressively ex-
panding their market share of commercial mortgage

loans by making both construction and permanent
mortgage loans on such properties. As shown in Fig-
ure 1, between the end of 1979 and the end of 1989,
bank-financed commercial mortgage loans grew a
phenomenal 35270, expanding in dollar value from
$?6 billion to $343.8 billion; meanwhile, banks in-
creased their narket share of such loans from 32.37e
to 46.l7o.In contrast, Iife insurance companies' mar-
ket share declined from 30.2?a to 25.67o over this
same period. An even larger market share decline
was recorded for savings institutions, i.e., S&Ls and
mutual savings banks. From the end of 1979 to the
end of 1989, the market share of these institutions
declined from 25.4Vc to 78.27c.

T.IGURE I

Commercial Mortgage Debt Outstanding
lor the Years Ending 1979 and 1989

1979 1989

1031; these issues also elicit concern about the level
and breadth of complexity in current tax law.

Suggested Statutory Change
It seems that a reasonable approach for Congress in
the "exchange" area would be to follow the concept
of code section 1034.10 Code section 1034 provides,
as many practitioners know, a basic rule for allow-
ing the sole (not limited to an exchange) of a prin-
cipal residence, the taking of the monies and the
reinvestment of those funds in a timely fashion to
postpone a recogrition of gain.

Code section 1034 is very broad; it allorvs for a
two-year time frame in which an old residence may
be sold and a new residence purchased without in-
curring taxes on the gain that may be generated as
a result of that sale. Admittedly, there are numer-
ous requirements under code section 1034. However,
this section allows the taxpayer to rollover the gain
on the sale of his principal residence into another
residence within two years.

Why is it that Congress has not allowed a sim-
ilar approach under code section 1031? Why has
Congress placed the taxpayer in a position where
mental rymnastics, form and stretched construction
are necessary to formulate the transaction so he does
not receive cash but has enough control or protection
to secure his position until like-kind property is ac-
quired? Why hasn't Congress simply allowed the
taxpayer to undertake an exchange, receive cash ald
invest that money in a given time frame?

The quick historical retort to this approach is
that Congress has never allowed this position and
does not intend to allow it. An exchange is one thingl
A sale is another! Certainly, the court cases make
this point. However, as Judge Goodwil so aptly stated
in the Srarler case, there often is little difference in
result if a taxpayer undertakes a simultaneous ex-
change or if he sells his property, takes the money
and reinvests it one day later. The economic position
is the same, although the tax position is substan-
tially different: the exchange falls within code sec-
tion 1031 but the cash sale does not.

Taxpayers who use the 45/180-day rule may be
simply selling their property, placing the cash in
trust and seeking another property. Isn't this situ-
ation similar in intent to the situation covered by
code section 1034 except that it is dressed with for-
mality and structures, such as a trust, to force the
circular peg into the square hole?

Admittedly, there are substantial differences
between code section 1031 and code section 1034.
However, I am not advocating throwing out the baby
with the bathwater. Rather, I am stating that ifthis
code section covers property used in trade or busi-
ness or held for investment, it would be less bur-
densome, more straightforward and more
advantageous in an administrative fashion to allow
taxpayers to simply sell their property and reinvest
the proceeds than to develop trusts or similar ve-
hicles in an attempt to meet the requirements of
code section 1031. The proposed 1990 regulations
allow more flexibility for nonsimultaneous ex-
changes. Why not go this next step?

Recent comments by some authors have sug-
gested the same idea, but they have suggested a
reinvestment time of 180 days. Why not simply al-
Iow the sale and the reinvestment, even with the
reduced time frame? Congress does not have to have
a two-year rule, similar to code section 1034, when
applying code section 1031. However, if Congress
allowed the sale of property and the reinvestment
of the proceeds within a given time frame, the need
for a trust, the concern about whether deeding is
direct or not direct, the concern about the format of
exchange documents, and so forth, would be elimi-
nated or at least substantiaily reduced in many
settings.

Taxpayers could then concentrate on the eco-
nomic decisions that need to be made about whether
to make an investment or a reinvestment. To con-
strict taxpayers by the language of code section 1031,
to force the creation of some means of allowing for
security whether it be a trust or a security in the
form of real estate or otherwise, appears to do noth-
ing but complicate the ta-x larv, an objective that, at
least by offrcial pronouncement of the present leg-
islature and administration, is not desired. If we warlt
to simplify the ta-r law, as Congress so often labels
its tax laws,lr this may be one step in the right
direction.

Conclusion
Congress, along with the Bush Administration, have
prided themselves on undertaking the simplihcation
of the ta-x law to work with, not against, the tax-
payer. If this is a legitimate goal, then it certainly
is appealing to modify code section 1031 to allow for
sale of property and reinvestment of the sale's pro-
ceeds within a given time frame and within the con-
cepts and structure of the section.

This position will not be a panacea; however, it
will go a long way toward eliminating much of the
activity that has been generated by undertaking a
nonsimultaneous exchange and thus forcing the
transaction to allow for security and meet the 45-
day and 180-day time frames rule.

Although modified, possibly by time frame and
property-t,?e restrictions, there is no reason Con-
gress cannot modify code section 1031 to allow the
same tl,?e of treatment that exists under code sec-
tion 1034, thereby eliminating numerous compli-
cations in an already overhurdened Internal Revenue
Code and tax maze.
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In making permanent mortgage Ioans, the prin-
cipal loan product used by commercial banks has
been the miniperm. Miniperms have terms of five
to, say, seven years, following the completion of con-
struction, and they are generally priced on a floating
rate basis. Missing from the miniperm loan arrange-
ment, however, is the separate evaluation of the
project by the external permanent lender, which for-
merly occurred when the permanent loan commit-
ment request was being processed. Also disquieting
is the absence of suitable loan maturities consistent
with full amortization of the mortgage debt.

As noted above, the banks' market share ol com-
mercial mortgage loans grew enormously during the
1980s. Thejury is still out on how severely the losses
from these loans will impact banks' capital struc-
tures. But the existing vacancy levels for most cat-
egories of commercial propenies are an ominous sign.

Conclusions
During the 1980s, far more than a decade s worth of
space requirements were built injust ten years. Now
the better part of the current decade will be needed
to absorb that space. In the capital-driven develop-
ment environment, real estate for all intents and
purposes became paper-paper to produce artificial
losses, paper to record non-cash interest, paper to
claim "future gains." In the process, rent was for-
gotten. But rea-l estate as an investment form is like
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1986," Journal of Property Manogemeal (November, 1987).
See also l,evine, Mark Lee. "Exchanging Your Property for
Your Property," NACORE, Corporate Real Estare (1989). See
a.lso l,evine, Mark Lee. " 'Srdrler Trusts' " and Cheshire Catg:
You Can't See Either for Sure," RNMI Commeridl Inues!-
ment Real Estate Journal (Spring, 1989).

4. For cases that have discussed nonsimultaneous exchaiges,
see discussion ofthese cases in L€vine, Maikl-ee. Real Estate
Exchanges cited supro note 1. See also Red Wing Carriers,
Inc. u. Tomlinson,68-2 USTC f9540, 399 F.2d 652 (5th Cir,
1968). See also private letter rulingr that have addressed the
question of nonsirnultanmus exchanges, na]nely Private kt-
ter Rulings 7938087, 8005049 and 8046122. These are dis-
cuBsed in the la'rine text supro nole l. See a.leo L4vine, Mark
L/.e. Real Estdte Trahsactiorls (West Publishing Co: St. Paul,
Minn, 1990)r chapter 29, Section 577. See 26 C.F.R. Part 1,
lA-237-84, RIN 1545'AH43 (5/16/90) for the 1990 proposed
regulations in the area of nonsimultaneous exchanges.

5. See Public Law 98-369,7ll8l84

6. See Code $I031(a)(3).
?. Code S1031(a)(3) was modihed under a 1986 change to make

it cleor that the transfer must occu. within 45 days and 180
days. See Public Law 99-514 l10l2Aa6).

8. For a discussion of the Slorter cases, see the citation sup.c
note 3. For a review of some of the reasons to allow ex-
changes, see Biggs, Franhlin 632 F.2d 1171 (sth Cir, 1980).
See also a teview of these issues in Levine, Mark Lee. Er-
changing Redl Estate (1990) and Real Estate Erchanges cited
slpro note 1. For backgtound in this area, see Private Letter
RulingB ?938087, 8005049 and 8046122.

9. For a detailed discussion of these issues, see the authority
cited esrlier, especially the lavine texts. In particular, see
the cases of Borrter u. Comn., 14 TC 555 (1980). See also
Biggs u. Comm.,8l-1 USTC !19114 (sth Cir, 1981).

10. See 26 USCA 01034. For a detailed discussion of this area,
see also the Levine texl, Real Estate Transrtions, Tot Plan-
ning, Chapter 28, cited supra note 4.

11. One nced simply look at the history o[ recent tix legislation
t! see all of the "simplilication" acts.

The gro*.th in deposits also was due to a huge
increase in brokered deposits. By obtaining funds
through brokered deposits, numerous institutions
were able to fund rapid gro\rth. Much of the grou'th
in brokered deposits occurred as tens of billions of
dollars in funds flowed out of money market mutual
funds. Securities brokers used brokered deposits as
a way of meeting their customers' leld require.
ments while earning fees by directing funds to S&Ls
that were willing to pay high rates-rates that could
be justihed only through higher yielding but riskier
investments.

The Deregulated Sauings And Laan Industry
S&Ls responded to the substantial deposit inflows
that had occurred during the 1970s by greatly in-
creasing the amount of single-family residential
lending for both existing housing and new construc-
tion. Immediately following the passage of GSG,
however, S&Ls found that such lending was not eco-
nomically feasible because interest rates were much
too high for prospective single-family residential
mortgage borrowers. Even single-family adjustable
rate mortgages could not prudently be priced low
enough to substantially increase the demand for home
loans.

As operating losses mounted in 1981 and 1982,
equity capital at many S&Ls eroded. Without their
being able to deploy huge deposit inflows into single-
family residential loans, S&Ls faced the prospect of
further erosion. This risk led many S&L executives
to sell out their ownership interests. Federal regu-
lators were accommodating; they changed the min-
imum number of shareholders in an S&L from 400
to 1. Many of the new owners were interested in
making acquisition, construction and development
mortgage loans in order to garner the large fees and
potential profits that such deals offered. These in-
vestments were structured as loals, but in reality
they were direct investments. These investments also
were made through affrliates of S&Ls called service
corporations, often with a marked lack of success.

Other S&L executives who either could not dis-
pose of their mutual institutions or did not wish to
sell their stock institutions worried about breaching
the then 37o minimum net worth requirements and
thereby incurring the risk of being merged out of
existence. Thus, they were strongly encouraged to
try to restore lost net worth. Many of these same
individuals seized the opportunity to move into con-
struction lending on both multi-family residential
and commercial properties as a means of recouping
previous losses. The motivation to depart from tra-
ditional lending was strongly influenced by the high
fees and high prospective yields from such deals.

AIso encouraging such lending was the ability
of S&Ls to immediately recognize the large front-
end commitment and origination fees typically pro-
duced by these loans as well as to accrue the interest
income set up through interest reserves. It was pos-
sible, therefore, for large amounts of income to be
earned and for net worth to be partially restored
through the use of bookkeeping entries. For per-
manent loans, interest in many cases was based on

pay/accrue proyisions, and the portion ofthe interest
that was not paid in cash increased the outstanding
mortgage debt-a process called negative amorti
zation. The properties thus linanced were unable to
produce net rentals that were high enough to pay
the high interest rates prevalent at the time. Given
investors'wish to secure tax shelters and realize
capital appreciation, rents were ol little considera-
tion. This lack ofconcern for adequate rental income
was all the more prevalent because property own-
ership through syndications typically was [-tnanced
through non-recourse mortgage loans. Thus, the S&Ls
making such loans restricted themselves to the rents
and collateral. values of the properties should the
borrowers default.

Unfortunately, many S&Ls were not able to
realistically appraise and evaluate the risks of such
properties, much less underwrite or administer such
loans. Disaster loomed arrd ultirnately, when the loans
did not pan out, the cost of these institutions' insol-
vency increased greatly.

As a result of these many circumstances, huge
amounts of mortgage money flowed into multi-fam-
ily residential and commercial mortgage loans. From
the end of 1982 until the end of 1985, multi-family
residential mortgage loans at S&Ls grew from $38.9
billion to $66.6 billion, and commercial mortgage
investments grew from $51.3 billion to $84.1 bil-
lion.6 All too frequently, other S&Ls that were lo-
cated far away from the sites of the properties they
were financing bought into such deals through
mortgage loan participation investments.

The Plight Of The Regulators
When the GSG Act was passed, there was little if
any concern that the Federal Savings and Loan In-
surance Corporation was intended to insure deposits
for a highly regulated, predominantly single-family
residential lending industry and that a major con-
flict existed between deposit insurance and the ex-
tensively deregulated S&L business that was brought
about by GSG.

Although regulators were overwhelmed by the
changes in S&L operations, the federal government
was not willing to authorize additional needed stall
It failed to recogrize that deregulation required more,
not less, examination and supervision, especially
given the substantial numbers of newly chartered
institutions formed under the liberal statutes of Cal-
ifornia, Florida and Texas.

1986 Tax Reform Act
Whatever the other effects of the 1986 Tax Reform
Act (TRA), the impact upon real estate values was
disastrous. Through the earlier ERTA, the govern-
ment had encouraged non-economic investment in
real estate on an unprecedented scale. Then, only
[-rve years later, the 1986 TRA increased the length
of depreciable lives, imposed at-risk rules upon real
estate investments, sigrihcantly increased the cap-
ital gains tax rate and all but eliminated real estate
investments' ability to shelter externally derived in-
come. It would have been reasonable to expect either
grandfathering or transitional rules which would
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oflice space and a demand,/supply equilibrium, well-
located central area ollice buildings with short-term
leases often produced sigrrificaatly higher rents fol-
lowing lease expiration and releasing. Similarly, the
growing sales volumes of tenants located in regional
mall, retail-type properties resulted in higher per-
centage rents and then in stepped-up basic rents upon
the expiration and renegotiation of the leases.

The idea was an elementar5r one: even if initial
rents were inadequate, it was better in an inflation-
ary environment to develop now and freeze the costs
for land and improvements. Until the end of the
1970s, this attitude was strongly reinforced by the
availability of long-terrn, single-digit, fixed-rate
mortgage frnancing. While waiting for anticipated
increases in rents and associated appreciation,
investors, especially those whose income was in the
higher tax brackets, could count on tax savings in
lieu of rent during the early years of a property's
ownership.

ERTA And The Role Of Real Estate
Syndications
Thus, as the decade ofthe 1980s unfolded, there was
strong motivation to invest in real estate because of
two principal factors. First was the psycholory of
inflation; many investors believed that the high rates
of inflation of the late 1970s and early 1980s would
continue. Second, and extraordinarily important as
a motivator, were the greatly increased potential
ta-r savings brought about by the Economic Recov-
ery Tax Act of 1981 (ERTA), through which the de-
preciable lives of both residential and non-residential
real property were reduced to 15 years and deferred
income was taxed at the favorable 20 percent capital
gains tax rate.

ERTA's I mpact - An Oueruiew
The tax shelter made available through ERTA led
to an unprecedented demand for real estate invest-
ment by individual investors and, correspondingly,
for income property mortgage loans. The basic idea-
you don't have to mahe money from operating a
property in order to make money in real estate-
was to prove especially troublesome when the Tax
Reform Act of 1986 substantially eliminated tax
shelter benefrts. At the time, however, the post-ERTA
emphasis on tax shelters and capital appreciation
influenced the prices that were paid for real prop-
erty. As a result, mortgage loans that could not be
justihed by current rent levels were based on the
values that were observable in the marketplace. [Il-
timately, far too many properties failed to generate
sufficient rent to permit the mortgage debt to be
serviced, let alone to provide any pre-tax cash flows
to equity investors. The result was not capital ap-
preciation but substantial loss in value.

R e al E stat e Sy ndications
The demand for tax shelter investments and related
mortgage financing probably would have been far
less were it not for the efliciency with which in'
vestment securities firms gathered equity funds
through tax shelter-oriented syndications. Investors
whose income was taxed at the marginal rate of 507o

were strongly motivated to avoid paying high in-
come taxes, and Wa-ll Street had the syndication
products that would result in massive levels of in-
vestment in real properties. Often, the unrealistic
assumption was made that rents would escalate at
rates of 8Vo for the [-rve years following property ac-
quisition. Meanwhile, the high interest rates on
mortgage loans that incorporated pay/accrue provi-
sions (which provided that some portion of the mort-
gage loan's interest could accrue) resulted in higher
losses under the tax accounting provisions applica-
ble to Iimited partnerships. Eventually, inflation was
supposed to bail out everyone-syndicator, investor,
lender-aad inflation was assured because, at that
time, it was inconceivable that the Federal Reserve
Board would success[ully control inflation.

The Savings And Loans In The 1980-85
Periodr
When the Paul Volcker-led anti-inflation drive be-
gan in earnest in late 1979, the S&Ls were among
the early casualties. For more than a decade, the
understanding that had existed between the S&Ls
and the federal government called for the govern-
ment to control the cost of short-term funds by plac-
ing ceilings on interest rates and for S&Ls to finance
mortgage loans with long amortization terms at hxed
interest rates. By 1980, it was clear that the gov-
ernment was not able to protect the S&Ls from sky-
rocketing interest rates; thus, the Depository
Institutions Deregulation and Monetary Control Act,
passed the same year, provided for phasing out ceil-
ings on interest rates on all deposits offered by S&Ls
arrd other hnancial institutions. Unfortunately, whjle
Congress removed ceilings on the cost of S&L lia-
bilities, it continued to restrict the financial returns
that could be realized on the industry's principal
investment-single-family residential mortgage
loa-ns.

By the end of 1981, more than half of S&L mort-
gage loans carried interest rat€s of 70Vo or less, while
the industry's cost of funds had increased to about
7L.6Vo.2 The hemorrhaging that took place in 1981
and 1982 resulted in losses totaling $8.8 billion.3
And while this sum now appears to be small, it was
large enough at that time to sigrrificantly erode the
weak capital base of many S&Ls.

The Garn St. Germain Act-Setting The Stage For
Growth
The Garn-St. Germain (GSG) Depository Institu-
tions Act had an enormous and largely negative im-
pact on much of the S&L industry mainly because
of two key provisions: 0) 70070 loans on income-
producing properties were authorized for federally
chartered institutions, and the maximum permis-
sible percentage of assets which could be invested
in these loans was increased Lo 407o from a former
limit of 20Vo; (2) the money market deposit account
permitting head-to-head competition with money
market mutual fund accounts was authorized. This
latter authorization was followed by enormous de-
posit inflows during 1983-a $110 billion total in-
crease ($63 billion in new deposits and $47 billion
in interest credited).{

THE INTERNAL
BATE OF
BEN'NNT'SE)IN
COMMERCIAL
REAL ESTATE
TRANSACTIONS

f he financial analysis techniques used to eval-
- I - uate traditional marufacturing, distribution and
I retail businesses are not appropriate for eval-

uating commercial real estate projects. These tech-
niques evaluate business requirements for buildings,
machinery and equipment, inventory, accounts re-
ceivable, etc., on the basis of income statement and
balance sheet analysis, ratio analysis and statement
of cash flow analysis.

Real estate projects are either sold or leased by
developers after completion; they are not used to
house ongoing businesses. As a result, real estate
projects are "stand alone" enterprises; each project
has a particular geographic location, composition of
tenants, theme, etc.

Because of the peculiarities of individual real
estate projects, the analysis of commercial real es-
tate transactions revolves around a unique frnancial
statement called the developer's pro forma income
and expense schedule, which is calculated as follows:

gross rent
- vacancy factor
= effective gross rent
- operating expenses
= net operating income
- debt service
= cash flow available for distribution

Based upon this l-rnancial schedule, rea-l estate de-
velopers determine the desirability of a particular
project by using one of three types of analysis: cash
on cash return, cash flow rate after tax or the in-
ternal rate of return (IROR). In recent years, the
IROR analysis has become the developer's predom-
inant analytic tool because it incorporates the three
benefits of investing in real estate-cash flow, taxes
and appreciation-and because it also takes into ac-
count compound interest considerations.

However, one's lirst exposure to the IROR used
in real estate transactions may be confusing, par-
ticularly for individuals who are familiar with the
IROR calculations that are taught in collegiate fi-
nance classes and used in large corporate settings
to evaluate potential capital investment pmjects. This
article compares these IRORs to provide insight into
the computation and use of the IRORs and to elim-
inate confusion.

IROR As A Return On Investment
The IROR that is taught in college finance courses
and used to make corporate investment decisions is
a return on investment (ROI) versus a return on
equiW (ROE) computation. It employs three variables:

1. Initial project cost, which is equal to the full
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head State Unioersity. Ee is o certified public a.countont,
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The IROR used by real estate deuelopers
may be confusing to those who are familiar
with the IROR used to mahe corporate
inuestment decisions.
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cost of the purchased assets whether they are
financed with debt or equity.

2. The periodic after-tax cash flows, which are
equal to the annual after-tax cash flows gen-
erated by the project. This number in any given
period is determined as follows:

total cash revenues
- total cash expenses
T income tax aEiaftf
where:

income tax shield = the sum of depreciation
and other non-cash expenses x business mar-
ginal income tax

3. The terminal after-tax cash flow, which is de-
termined as follows:

net sales price
- income tax due (or + income ta.:( savings)
ffi
where:

net sales price = sales price - the expenses of
the sale income tax due = net sales price -
adjusted basis (gain or loss) x the income ta-x
rate

The computation of this IROR involves either trial
and emor or use of an appropriate hand-held cal-
culator or computer program. Once determined, this
IROR is compared with the business' cost of capital.
Based upon this comparison, an appropriate invest-
ment decision can be reached.

The IROR As A Return On Equity
The IROR model utilized by developers in commer-
cial real estate transactions is an ROE computation.
This iROR also employs three variables:

1. Initial project cost, which is equal to the equity
money that is contributed to the project by the
real estate developer. This cost does not include
any part of the debt monies that are used to
Iinance the project.

2. The periodic after-tax cash flows, which in-
volve the computation of the cash flow avail-
able for distribution as depicted on the
developer's pro forma income and expense
schedule and a separate computation of income
taxes. The cash {1ow available for distribution
is calculated as follows:

gr:oss rent
- all cash pa)'rnents (including principa)

Dayments)
= cash flow available lor distribution

Income taxes are computed as follows

cash flow available for distribution
- depreciation expense
- amortization of capitalized fees
+ amortization of balartce on loans
= earnrngs S ore tax
x income tax rate

income tax ue (savings)
3. The termina.l a-fter-tax cash flow, which is deter-

mined as follorvs:

net sale price
- income tax due (or + inmme tax savings)
- remaining principal balance on project loans
ffi
where:

net sales price = sales price - the expenses of
the sale
income tax due = net sales price - adjusted
basis (gain or loss)
x the income tax rate

This IROR also can be solved either through trial and
error or, more conveniently, with the use of an appro-
priate hand-held calculator or computer pmgram. Once
determined, this IROR is compared with the devel-
oper's required IROR which, in essence, is the devel-
oper's required ROE. It is based on the perceived risk
of the project and the projected ROEs generated by
alternative investment options available to the
developer,

Conclusion
The traditional IROR model taught in collegiate da.sses
a-nd utilized in mrporate investment decisiors is a ROI
concept. As with a.rry other t;,pe of ROI computation,
this IROR determines the rate of return on the project
itself independent of t}le project's flrnding sources. Ttris
calculation is appropriate for large corporations that
are attempting to make capital investment decisions
and that have various funding sources as components
of their capital structures, including long-term debt,
preferred and common stock, which must be blended
and weighted to determine the true cost of corporate
capital. Specihc ROIs, or IRORs, from potential capi-
tal projects can be compared with the cost of capital,
and investment decisions can be made. Thus, capital
investment decisions involve comparing the ROI from
a given project, iis IROR, to the corporation's cost of
capital.

The real estate developer's IROR is an ROE mn-
cept. It computes the rat€ of return to the developer
based on the equity monies that are contributed to the
project. Unlike large corporations, real estate devel-
opers rarely have excess cash, and they usually have
limited funding sources. With cash being the most
constraining resource, the developer is interested in a
rate of return from the prospective project that con-
siders the limited cash which is available to be in-
vested. This return is most accurately measured by
the ROE associatd with the project, which is what
the IROR as computed in commercial real estate
transactions represents.

In summary, IROR computations differ because
the capital structures and financial environments in
which large corporations and real estate developers
operate require different financial analysis tools to
evaluate potential investment projects. Each IROR
computation has its own utility. When the IROR from
a potential corporate capital investment project, which
represents its ROI, is compared with the corporation's
cost of capital, it will lead to a sound investment de-
cision. When the IROR from a potential real estate
project, which represents its ROE, is compared with

WHATEVEB
HAPPENED TO
RENT?

f he decline in real estate values and correspond-
I ing losses at savings and loan institutions in
tl the Southwest region ofthe United States have

been the focus of much recent attention. The South-
western real estate market is in much greater dis-
array than other regional markets because of the
crash in oil prices, which substantially worsened
matters in the oil patch. While more severe in the
Southwest than in other regions, the problems ol
excessive capital investment in real estate and re-
sultant losses in value nonetheless exist nationwide.
This article provides an overview of several major
interrelationships which collectively led to the cur-
rent excess supply of real estate. Its focus, however,
is on the main cause of that excess supply: the fact
that both the real estate and lending industries
deemphasized rent in their evaluations of properties
that were developed in the 1980s.

Real Estate's Four Financial Returns
In exploring how far the real estate and lending in-
dustries moved away from an adequate considera-
tion of rental productivity, it is useful to revieu'
certain aspects of the four basic types of financial
returns that may be obtained through a real estate
investment: pre-tar cash florv, income tax savings
derived from a tax shelter, equity build-up from am-
ortization of mortgage debt, and capital apprecia-
tion. While the first two types of returns generally
are received during the operational phase of a prop-
erty's ownership, the latter two are most often re-
aJized upon sale of the property.

In the early 1980s, many investors were placing
greater emphasis on tax savings and capital appre-
ciation than on either pre-ta-r cash flow or equity
build-up, returns that had been more important 10
to 15 years earlier. This shift occurred for many rea-
sons, The higher rates of inflation following the es-
ca.lation of the Vietnam War in the mid-to-late 1960s
and the oil shocks in the early 1970s rvere accom-
panied by sigaihcant increases in operating ex-
penses as well as in the costs of acquiring and
developing land. Often, initial rents and related early
years' pre-tar cash llows did not keep up.

The adequacy or inadequacy of rentals was re-
lated to the kind of property that was developed and
its quality. For example, during the 1970s, multi-
family residential properties did not typically pro-
duce rental increases that were equivalent to the
level of increases in the consumer price index. On
the other hand, because of a heightened demand for
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the developer's required ROE, it also will lead to a
sound decision. Although the differences in computing
the two IRORs initially may be mnfusing, they should
be understandable when considered in light of the h-
nancia.l environments and funding sources associat€d
with large corporations and commercial rea-l estate
developers.
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Growth Management and the
Concept of Concurrency:
Florida's Experience
H. Glenn Boggs, II and Robert C. Apgar

Florida appears to be the hrst state to experiment
rvith the concept of concurrency to regrlate land
use planning. This article describes the
concurrency technique that is being implemented
throughout the state of Florida, and it refers to
case law that involves concurrency, including
several U.S. Supreme Court precedents.
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The Effect of Poison Pill
Securities on REIT Stock Prices
Willard Mclntosh

Empirical evidence concerning the eflect of poison
pill takeover defenses on real estate investment
trust (REIT) shareholder wealth indicates that
announcement of the adoption of a poison pill
stratery is associated with a significant decline in
stock price- The percentage of this stock price
decline appears to be similar to the percentage of
decline in stock price experienced by standard
corporations that adopt poison pills.
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Industrial Real Estate: Go
F igure!
Donald J. Hartman, CRE

A study of well over 50Vo of the total industrial
rea.l estate activity in metropolitan Detroit from
1982 to 1989 shows that the relationships between
the size of buildings, the number of transactions
and the buildings' unit prices were consistent. The
limitations of this type of analysis are discussed,
and city and suburban transactions are compared.

A Proposal for Simplification of
Tax-Deferred Exchanges
Mark Lee Levine

Current Internal Revenue Code requirements [or
tax-deferred exchanges demand that ta-\payers
establish trusts or other vehicles in order to defer
taxes on an exchange of property. This article
describes how the U.S. Congress and the Bush
Administration can simplify the tax law by
allowing taxpayers to sell their property and
reinvest the proceeds within a given time frame.

Volume 15
1990

REAL ESTATE ISSUES presents an update on
its index covering Volume 15, 1990. To assist the
reader in finding articles on specific topics, two al-
phabetical listings are included - one arranged by
subject and the other by author.

Readers can purchase back issues of the journal
for $15 each or copies ofindividual articles at $1 per
page. Reprints of articles also can be ordered in
quantities of 100 or more. For additional informa-
tion, contact the REAL ESTATE ISSUES oflice,
372.329.8427, Fax: 312.329.8881, or mail your pre-
paid order: to REAL ESTATE ISSUES, 430 North
Michigan Avenue, Chicago, Illinois, 60611.

ASSET MANAGEMENT
The Critical Success Factors Approach to Corporate
ReaI Asset Management. Harrs R. Isal<son and Sumit
Sircar. Vol.15, no.1 (SpringlSummer 1990), pp.26-31.

COMPUTERS
Real Estate Analyses Using Geographic Data. Rob-
ert H. Pittman and Maury Seldin, CRE. Vol.15, no.1
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Investigation of the Viability of Developer-Oriented
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Real Estate Counseling in the Development Proccss.
John R. White, CRE. Vol.15, no.2 (Fall4Vinter 1990),
pp.9-15.

DEVELOPERS
-Time-Share
Time-Share Performance: A Survey of Financial Data
from Developers. Marvin L. Bouillon and Jennifer
Wang. Vol.15, no.1 (Spring/Summer 1990), pp.44-47.

The Effect of Intertemporal
Dependence in Cash Flows on
Project Risk
Christos P. Koulamas and Stanley R. Stansell

A study examining the relationships hetween
single project risk (and in particular the effect of
intertemporal correlation in cash flows), present
value, duration and optimal investment holding
period shows that higher intertemporal correlation
results in lower net cash flows, a shorter optimal
holding period and shorter duration of net cash
flow,

Understanding the Internal Rate
of Return Used in Commercial
Real Estate Tlansactions
Leonard R. Sliwoski

The analysis of commercial real estate
transactions revolves around the developer's pro
forma income and expense schedule. It determines
the desirability of a particular project by
calculating the project's cash on cash return, after-
tax cash flow or internal rate of return (IROR).
This article discusses the IROR as it is used by
real estate developers and compares and contrasts
it with the IROR utilized by corporations in
making capital investment decisions.
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Tracing the hows and whys of the present real
estate market, the author reviews the four basic
types of financial returns possible from real estate
investment. With that as a background, major
events of the 1970s and 80s are analyzed to show
why rent is by far the most important element to
consider in evaluating a real estate investment.
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Recent Changes in Individual
Investors' Attitudes Toward
Real Estate
Phillip T. Kolbe and Gaylon Greer

Surveys of 100,000 members of the American
Association of Individual Investors in 1989 and
1985 show that investors have altered their
perceptions about the risks and yield prospects for
real estate. Moderate and small investors have
become less optimistic about real estate's yield
prospects than they were previously.
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Despite a $4.97 million artery-tunnel construction
project and a $7.0 billion harbor cleanup effort, the
private sector real estate industry in Boston hnds
itself on the outside looking in. This commentary
describes the problems this city is lacing and
sketches a modest role for the American Society of
Real Estate Counselors as a facilitator in public-
private sector dialogue in Boston and elservhere.
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THE
PBESIDENT
SPEAKS

THINK CBE

lf, vgn a casual observer today recognizes the fun-
I t 

damental chanses takins Dlace in hotv the real
tll estate industry"is detcliped. financcd. orl ned
and operated in the world. While this has not oc-
curred suddenly, recent events have impacted these
forceful changes. The savings and loan crises, Amer-
ica's persistent deficit and resultant reliance on out-
side capital and inflationary pressures in capital-
rich countries abroad have exacerbated these and
other well-publicized problems in our financial
structure. At no other time in recent memory has
competent advice been so actively sought by so many
on such a wide variety of real estate matters.

The American Society of Real Estate Counse-
lors, the professional consulting affiliate ol the Na-
tional Association of Realtors, has represented
preeminence in the held of real estate counseling
since it was established in 1954. The CRE desig-
nation is awarded to the Counselor by his peers,
members of the Society, in recognition of his dem-
onstrated judgment, integrity and experience. 81'
expertly identifying and quantifying the changes oc-

curring in the industry, sound judgments and expert
advice can be rendered to the client.

CREs operate individually or frequently as a team
in providing advice on virtually all matters pertain-
ing to real estate. Impartial counsel on asset man-
agement, debt restructure, renovation or
redevelopment and project completion can help even
the most experienced real estate professional focus
on the relevant issues and identify the most favor-
able course of action. Through the Society's educa-
tional programs, publications such as Real Estate
Issues and strong personal networking, a CRE is
able to stay on the cutting edge of new develop-
ments, locally and nationally.

When you consider seeking advice or counsel in
real estate matters, may I suggest you THINK CRE.
I am sure you will not be disappointed.

/*o-*- L
Eugene P. Can'cr, CRE
President
Ameican Soctety of Real Estate Counselors
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WAYNE D.
HAGOOD
RECEIVES THE
LOUSE L. AND
Y.T. LUM
AWARD

III avne D. Hasood. CRE. chairmaa emeritus of
llf Fiagood Rel.lty Adrisors, Inc., Fort worth,
!! Texas, has been named the l99l recipient of

the Louise L. and Y.T. Lum Award. This honor rec-
ognizes Hagood's distinguished contribution to the
advancement ofknowledge and education in the real
estate counseling profession.

The award was established by the late Y.T. Lum,
CRE, to encourage the continuing professional ed-
ucation of those engaged in real estate counseling
through an understanding of its principles, theories,
techniques and practices. Hagood's distinguished
career exemplifres the standards set forth by this
award.

An active member of the Society since he was
invited to membership in 1970, Hagood served as
president in 1985. He also has been a member of the
Board of Governors, chaired the Trust Fund Finance
and Education Committees and was vice chairman
of the Executive, High Level Conference and Mem-
bership Liaison Committees. He currently seryes as
an Educational Trust Fund Trustee and he is a
member of the Strategic Planning and President's
Advisory Committees.

Hagood has been a regular instructor for the Ap-
praisal Institute and he also has taught the Insti-
tute's computer program to CREs. Since 1990 he has
served as the Society's representative on The Ap-
praisal Foundation Standards Advisory Board. Here,
he has been instrumental in furthering the distinc-
tion of counseling as a separate discipline.

In addition to the Appraisal Institute, Hagood's
other professional alf iations include the Puerto Rico
Institute of Evaluators (honorarJz member): the Fort
Worth Board of Realtors, (served two terms as di-
rector and was named Realtor of the Year in 1975);
the Texas Association ofRealtors, (director in 1980);
the National Association of Realtors (national di-
rector in 1985); and the Omega Tau Rho HonorarJr
Real Estate Fraternity.

In addition to his professional activities, Hagood
has authored various technical valuation papers, and
he has taught appraisal courses at 12 universities
in the United States, Canada and Puerto Rico. He
a-Iso is a frequent lecturer at counseling and ap
praisal seminars from coast to coast.

Previous recipients ofthe Iouise L. and Y.T. Lum
Award include CREs Charles W. Bradshaw, Jr.
(1990), Jared Shlaes (1989), John R. White (1988)
and Thurston H. Ross (1987).

lVayne D. Hagood, CRE
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Editor in chief

! t is well documented that national real estate
! markets are not in great shape. In most areas,
I property values are sagging, and both residential
and commercial construction activity have declined
substantially. Few markets have yet to exhibit any
visible improvement in sales and leasing activity.

Generally, most experts agree that market ac-
tivity will not return to the rapid pace of the last
decade for some time. Overbuilding, recession and
consumer reluctance are impacting the broad eco-
nomic environment that is shaping the next severaf
years. At the same time, notwithstanding these im-
mediate concerns, the general real estate market
continues to benefit from long- term growth in both
population and employment, a combination which
brings market stability and underlying value.

But for real estate counselors and other property
specialists, market conditions must be ad&essed
head-on with a clear understanding that the hous-
ing and commercia-l markets will recover although
probably at different times. While many owners and
investors prefer simply to sit tight and wait to see
what happens, rea-l estate counselors are seeking so-
lutions for those unfortunate casualties who cannot
afford a benigrr wait-and-see stratery. Home sellers,
landlords of vacant space, construction companies
and foreclosing linancial institutions seem particu-
Iarly at risk. These industry groups particularly are
fertile areas for the level-headed application of sound
counseling advice.

Time and solid problem-solving eventually will
cure the ills of today's real estate markets. Mean-
while, it is almost safe to say that if the worst is not
yet over, it certainly will be soon.
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