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Real Estate Issrres vvill bring your advcrtising mcssage to users of counseling
servicesin targeted industry sectors. To ntaximize your networking opportunities
and reach leading real cstate prolessionals, ca11312.329.8429 for pricing information.
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ARTTcLES
The Real Estate lssues "Index of Articles" provides ovcr 100 alphabetical subject
Iistings for articles published in the journal during its 24-year history, along with a
second alphabetical listing of authors. To order your copy of this convenient
reference, call 312 .329.8427; (cost $.3, pltts $j shipltittg). The
through The Counselnrs' home page at wrdw.cre.org
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Real Estate Isslres publishes four times per year (Spring, Summer, Fall, Wintcr).
To subscribe tt> Real Estatt Issrcs or for adclitional information, contact Thc
Counsleors at www.cre.org; 312.329.8427.
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As the adage goes, "the only constant is change." For 24 years,
ReaI Estate Issues has been a constant source of ideas, insights, and methods,
assisting industry experts in meeting the challenges of a changing market.
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Why not give the gift of a REI subscription to a colleague or
business associate? Real Estate Issaes publishes four times per year
(Spring, Summer, Fall, Winter). Place your order today!
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as well as leaders of government and
academia who provide expert, objective
advice on complex real propertv situa-

tions and land-related m.1tters.
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or self-initiated hasis. The CRE Desig-

nation (Counselor of Real Estate) is

awarded to all memben in r(ognition
of superior problem srrlving abilitv rn
various areas of specialization such as
lititation support, asset management,

valuation, feastbility studies,,rcquisitions/disposihons and gener.rl analysis.
CREs achieve rcsults, acting in key
roles in annual transactions and/or real
estate decisions valued at over $41.5 bilIion. Over 300 of the Fortune 500 companies retain CREs for advice on real estate
holdin8s and investmcnts. CRE clients in-

clude public and private property own-
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ABOUT THE COUNSELORS

selors' tri-annual award-winning joumal
Recl Esrak /sstes which offerc decisive reporting on today's changing real estate
I

industry. Recognized leaders cont bute
critical analyses not otherwise available

on important topics such.ls institutional
investment, sports and the community,
real estate ethics, tenant representation,

break-even analysis, the cnvironment,
cap rates/yields, RElll;, and capital formation. Members.-rlso bcnefit fnrm the

bi-monthly member newsletter, T[t,
Counselot, and a rvide range of books
and monographs published by The
Counselor orBnniz.rtton. A maior
plaver in the technological revolution,
the CRE regrlarly accesses the most advanced methodologies, techniques and
computer-generated ev.lluation proce-

and fiduciary responsibility of the clientcounselor relrtionship.
The extensive CRE nctwork stays a
step ahead of the ever-changing, reai estate industry by reflecting the diversity

of all providers of counseling services.
The membership includes industry experts from the corpor.-rte, legal, financial,
institutional, appraisal, academic. govemment, Wall Street, management, and
brokerage sectors. Oncc invited into
membership, CREs must adhere to a
strict Code of Ethics and Standards of
Professional Practice.

dures available.
What is a Counsclot of Real Estate (CRE)?
A Counselor of Real Estate is a real estate professional whose primary business
is providing expert advisory services to
clients. Compensation is often on an

hourly or total fixed fee basis, although
partial or total contingent fee arrange-

Usels of Cowrseling Semices
The demand continuq; to incrcase for ex-

pert counseling services in real estate
matters worldwide. Inshtutions, estates,
individuals, corporations and federal,
state and local goverrunents have recognized the necessity and value of a CRE's

obiectivity in providing advice.

ments arc sometimes used. Any possibility of actual or perceived contlict of
interest is resolved before acceptance of
an assignment. In any event, the Counselor places the intercsts of the client first

CREs sergice both domestic and foreign clients. Assignments have been accepted in Africa, Asia, the United Kingdom, the Caribbean, Central and South

and foremost in any advice provided,
rctardless of the method of compensa-

CREs have been instrumental in assisting the Eastem European Real Property

hon. CREs have acquired a broad range
of experience in the real estate field and
possess technical competency in more
than one real estate discipline.
The dient reles on the counselor for
skilled and objective advice in assessint the
clienfs real estate needs, implying both
trust on the part of the clicnt and trustworthiness on the part of the counselor.
Whether sole practitioners, CEOS of
consulting firms, or real estate depart-

Foundation create and develop private
sectot market-orient.d real estate institutions in Central and Eastern Europe

ment heads for major corporations,
CREs are seriously committed to apply-

int their extensive knowledge and resources to crdft real estate solutlons oi
measurable economic value to clients'
businesses. CRES assess the real estate
situation by gathering the facts behind
the issue, thoroughly analyzing the collected data, and then recommending key
courses of action that best fit the client's
goals and obiectives. These real estate
professionals honor the confidentiality

America, Europe and the Middle East.

and the Newly Independent States. As a
member of The Counselor organiz-ahon,
CREs have the opportunity to travel and
share their expertise with real estate practitioners from several developing coun-

tries including Poland, Hungary, Bulgaria, Ukaine, Czech Republic, Slovak
Republic, and Russia as they build their
leal estate businesses and develop standards oI professional practice.
Only 1,100 practitioners throughout
the world carry theCRE Designation, de.
noting the highest rccotnition in the real
estate industry. With CRE members averaging 20 years ofexperience in the real
estate industry, individuals, institu tions,

corporations, or government entities
should consider consultint with a CRE
to defineand solve theircomplex real estate problems or matters.BEl
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lames M. Costello
Anecdotal evidence su88ests that the market for neighborhood and community center sPace is very different from that
for regional and power center space. Frequently, commentary treats the fiErket for retail sPace as a single entiry These
differences suggest that any analysis of retail space should
examine the history of individual property t!?es rather than
a single retail category
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change in the 1990s. This manuscript provides a PersPective
on the capital market's impact on RElTs, including recent
developments and the likely future of the indusk-v The author predicts that the successful REITs of the futule will be
those that develop llexibleand coherent strate8ies toaddress
the challenges presented bv shiftin8 markets.
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the basic elements of risk and related strategies Present in
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land investment has changed over the Past 1Gl5 years. Finally, they look ahead five to l0 years and Predict which of
today's practices and Pattems may change as well as the re_
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When oil pipcline leak occur over a long perit of time and
a plume of petroleum product infiltrates the groundwatet it

may cause contahination to drinking water wells nearby.
Once this is detected, prope.ty values of affected residences
can drtrease markedly. This case study quantifies the price
discounts in a rural Ohio neighborhtxd ofabout 100 homes.
ln addition to offering tobuy the affected homes, the pipeline
owner se't forth several market- supporting inducements to
other propertv owners in the neighborhood who wished to
stay. This study also estimates how much thenegotiated settle.
ment package affects the sales price.
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l. Russcll Hardh & lock R. Fay
The Intemal RevenueService (lRS) Restructuringand Reform
Act of 1998 was signed into law by President Clinton on July
22, 1998- The law is far-reaching; multi-functionalj surprisingly complex; and it affects a broad Goss-sertion of taxpayers in a variety ofsignificant ways. Ifrealeitate invr'stors are
to maximizeafter-tax profits and maintain appropriate levels
incom.-.prGlucing actiyities.
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is a

dozen years

old. The program has successfully delivered m()re than one

million new and renovated affordable multi-family housing
k) communities across the country. However, there are a
growing nu mber of properties that are under-performing.
Manyo[ the problemscan be traced b not undenitanding
the highly technical nature of tax credit program requirements
as well as g.xrr real estate practices. Solutions can range from
u ni ts
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the latest legislative changes that could impact their real estate
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Est lr lss'r.s publishes lour tim€s annualv (Spring, Summer Fall, Winter).
rEal estate industry as h,ell asa
reprcsentative closs section ofpm{essionals in r€lated industries.
Subscribcrs to R.rl t:slnlf Issul,.s /RfI) a.e primarily the owners, chairmen,
presidents, and vicc pftrid('nts of real estate (ompanies, financial corpora,
tions, property com pa n ies, banlcs, management companies, librnrit's, and REALTORT tnards thnlrghout thccountry professors and univelsity Fer$nnrl;
and professionals in S&l-s, insu ran(c (ompanies, and larv firms.
Ri,i?l Esl,rl.lss,ics i! puhlishul for the b€nefit of theCRE (Counsdor of Real
Estate) and othcr real eslate pft)fcssionals, planners, architects, developors,
economists, gov€rnment ptrsonnel, lawyers, and a€.ountants. lt focuscs on
providinS up-lonatr inf(,rmdtn,n on problems and hpics in thc field of roal
Rar?

Thei,umal reachGa lucrarive segment of the
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Maior LeaFue Baseball stadiums and NationalFurtball t eague
stadiums rarely sell independently of the team franchise.
Nevertheless, when new stadium construction or maior renovation is proposed, or when departure of thc t!.nant team is
threatl]nr\l,both feasibilityanalysisand market valuation are
n(\cessary. This requires the identif ication ()f markrt rent. That
mulel is prcsented here, together with reaffirmation of the
importance of a winning record as a positive influence on
home attendance, ticket sales revenues, and stadium rental
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the relatively traditional to the higNy creative and complex.
Counselors with tax credit experience or a track record developing and/or managing multi-family housing havea unique
opportunity to help resolve some of the challenges facing
u nder-performing ta)( Gedit proirts.

Atide titl€ should ontain no nl)rt than si\ words induding an acriv.'verb.
7. For uniformity and accuracy consistent with our editorial poliry, rt.fer to
the slvle rules in
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THE BALLARD AWARD MANUSCRIPT SUBMISSION INTORMATION
The REI Ediloial Bosnt is acccpting manurripts in competition for the 1999
Wiltiam S. Balla rd Award. A ll articles published in REI during the 1999 ca lendar ),ear wdl be eli8ible f(,r consideration, including m€mber and non-member authors. The 55m cash award and plaque is pr€sent€d annuallv ea.h spnn&
during Th€ Courl.selors' Midvear Meetints to theauthor(s) whose manus(ript
b€st exemplifies the hith standards ofcontent maintained in theFumal. The
rEcipient is s€lected bv a thrce-person subcommitte€ compris{d of memb€rs
of The Couns€lors of Real Eslare- (The 1999 lecipient wiU be honored at The

Couns€loE

2000
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rFhrs issue ot Rcal Estalc Isskes is co-sPonsored by the American Real Estate
I So.l"ty tenfsl. Cesponsorship reflects tie general philosoPhy of The Counselors to
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economic rycles. Some posfulate that the record Iength of the current economic exPansion
will continue well into the futuIe. Absent some unforeseen catastroPhe, thev contend that
we will be in a boom economy until the lnformation Revolution ends and the velocity of
change dissipates. Pmponents of this theory sPeak in terms of a 15- to l7-year economic
cycle. Theoptimistin all of us wishes to believe such good news, notwithstanding that our
personal experience suggests otherwise. Certainly proP€rty markets are subie(t to overca_
pacity, even in the best of times, and there are always affordability and threshold issues
particularly when rents have spiked for sevelal years in a mw.
In addition to chang€ driven by technology, the real estate industry has passionately
embraced the concepts of consolidation and Blobaliation. Indeed, the Pace of movement
in those diEctions appears to have accelerated durint the first half of this year Such phe'
nomena have also caused economists to opine on the "barbell" economy or one in which
the maiority of companies, particularly service comPanies (real estate advisory law and
accounting firms), will be either very large or very small with few comPanies in b€tween.
The large companies wilt be tIuly global in scope with offices around the world. Such
companies will offer an exkaordinarily diverse range of services and Ptoducts through
legions of personnel. The small companies witl occuPy market niches; sPecialists or boutiques offering highly personalized services on a more or less local or regional basis However, Iike all general rules, theie will be exceptions.
It is within this envilonment that Real Eslrae Issues is constantly seeking to define
itself. Like any iournal, REI must steadfastly maintain its rclevance to a changing world.
This challenge is complicated not only by the factors mentioned above but also by the
nature ofcounselin8 itself. Counseling is a PrEess; it is not a disciPline. Yet, the Process of
counseling necessarily involves skillsets and knowledge of one or more hiShly sPecialized disciplines. As a joumal, REI must not only maintain quality on an intellectual level
but it must appeal to its diverse readers by being relevant, intercsting, and useful.
As editor in chief of R.rl Estal. Issu.s, it is incumbent uPon me to articulnte a visionboth long- and short-term. While relevance is always the ultimate obi.ttive. I have set
forth the rotlowing additional goals for 1999: conhnue to imPrcve the quality of manuscripts published and the iournal in its enti.etyi increase the flow of manuscriPts; and
develop strategies to increase circulation.
In executing this plan, we have changed the aPPearance ofREl. ln the futurc, we Plan
format changes such as adding various dePartments; a Letter to the Editor section; cosponsoring certain issues with other organizations, comParues, or universities; and intro_
ducing a refined advertising program. However, one of the most tangible and PerhaPs
most important measu!€s of a joumal is the quality of its content. The Editorial Boad and
I are especiatly proud of our efforts to make each issue better than the last. We invite you
to enioy the Summer issue by readint articles authored by some of the leading thinkerspractitioners and academicians---of our industry.
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estate practitioneN in brid8in8 the gap between the university and aPPlied theory
The march to the Millennium continues to be punctuated by change. Change is as
penetrating and far reachint as it is raPid. The Information Revolution or the Second
Industrial Revolution, as it is sometim(s called, is causing experts to rethink traditional
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In this article we will not try to address the reasons ra,,hy some analysts
treat the retail market as a single entity. We will attempt to provide
robust support to the notion that retail subtypes should be analyzed
separately. This is done by quantifying some of the differences between
the retail subtypes in terms of their cycles in supply and demand.
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Is common sense really that common? For instance, real estate
analysts know anecdotally that the market for neighborhood
and community center space is very different from that for regional and
power center space. However even with this common sense knowledge,
one can still frequently see commentary that treats the market for retail
space as a single entity.
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Neighborhood and community centers are shown to have a cyclical
pattern in construction, suggesting a quick linkage between the supply
and demand of space for these centers. On the other hand, regional and
power centers have lumpy construction pattems, with surges in construction that are independent of changes in the broader economy.
These differences suggest that any analysis of retail space derived from
trends in the market as a whole may be skewed.
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DEFINING RETAIL SUBTYPES
To analyze retail subtypes, it is necessary to begin by defining them.
Therearea number of classification standards against which a shopping
center can be measured. The International Council of Shopping Centers
(ICSC), the Urban Land Institute (ULI), the Nahonal Research Bureau
(NRB), and others have defined the basic types of shopping centers
based on the type of tenants, site area, and size of the structure. We
can spend a great deal of time comparing the different classification
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systems, however they are generally similar with
some variation in the size ranges and breadth of
center types.

Cnts of Shopping Ccr lers, ULI makes
a pointthat in defining a center type, the tenant base
is equally important as the physical characteristics
of the shopping center and, in this regard, these
three classification systems are very similar. NRB is
our primary data source for retail space market
information and we generally follow their definitions. For purposes of analysis, we modify the NRB
shopping center definitions slightly, by grouping
regional and super-regional centers into a single
regional center category.
lnThe Dollars

€.t

MEASURINC SUPPLY CYCLES
To measure retail supply, we track the stock of
shopping center space over the last 35 years. To
construct this series, we use a combination of historical information from the NRB dataset and recent completions from CB Richard Ellis. Because
expansions ofexisting shopping centers rePresent a
significant amount of the total shopping center
space, we have uniquely adapted the NRB data ttr
calculate each metropolitan area's stock series. This
adaptation is necessary because the NRB dataset
only lists the year opened, current sPace, and the
year of any expansion. Thus, we must attribute a
share of current space to the year of expansion. In
shopping centers that have not expanded, the entire
square footaS;e ofthecenter is counted as completed
in the year of its opening.
There is the issue that all retail space is not shoPPing
center space. Attempting to equilibrate changes in
supply with changes in demand can be skerved

from additions to supply that are not in shopping
centers. For instance, one might argue that tracking
only shopping centers would ignore many of the
freestanding stores that have been built in recent
years. This concern is only partially correct. To
begin with, NRB defines a center looselv enough so
they are able to track power centers where several
large retailers each own their own pad and share
little more than common parking. Secondly, all of
the space within shopping centers is measured,
including space owned directly by retailers, not iust
by the center's management.

Additionally, while no longer dominant due to
suburbanization and the Srowth of shopping centers, downtown or'High Street' retailing still exists
in many markets. Presumably the market for these
stand-alone retailers is not growing, so changes in

)
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metropolitan suppty should only impact the shopping center market. Unfortunately, while the shopping center market is tracked and quantified by a
number of organizations, there is almost no consistent data available that tracks stand-alone, High
Street, retailing.
To examine the construction cycle for each type of
shopping center, Figrrr 1 displays annual gross
investment (new construction) in each center tyPe
for the U.S. Each series is measured as a percentage
of the stock, covering the period 1968-1998, with the
power center series starting in 1982.
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For neighborhood and community centers, there
appears to be considerable correlation between real
estate and the economy. Shortly after each downturn in the economy, (7975,-1981,1991) investments
show a downturn, with corresponding investment
upturns occurring during economic recoveries. This
pattern suBgests that the neighborhood and community centers react to national or regional economic shocks.
With investment in regional centers, however, there
appears to be little evidence of a long-term relationship to the economy. There were two mini-completion spikes in the early and mid-1980s that matched
the completion cycle of neighborhood and community centers. In other time periods, regional centers
have a completion cycle of their own with high
Ievels of completions during economic downturns
in the mid-1970s and early 1990s. Investment in
power centers bears no relation to the broader economic cycle, with completion rates similar to those
of regional centers in the late sixties and early
seventies.

Growth in the economy does not directly lead to
increased investmentin new shopping centers. Standard investment theory would argue that constructionshould follow changes in asset values. In neighborhood and community shopping centers, the increased demand spurred by economic growth transIates quickly into new completions. This quick tumaround suggests a direct linkage between movements in demand, and movements in neighborhood and community center asset values. Because
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Figure

1

Completion Rate by Center Type versus
Total Employment Growth
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the supply of regional and power center space does

not move with the underlying demand in the
economy, one may question whether or not we are
using the proper measure ofdemand foreach shopping center tyPe.
MEASURING DEMAND INTERACTIONS
The demand for retail space is a derived demand in
which the sales activity of retailers drives their need
for space. We have been using total employment
growth as a general measure of economic performance, and while this is one measure that will drive
retail sales, it is not the only measure. Where possible, it makes sense to measure demand for retail
space by directly examining retail sales.

ln order to estimate retail sales bv center tyPe at a
national level, Wheaton & Torto [1995] used the
Retail Trade Survey data from the Census by SIC in
combination with ULI estimates of tenant types by
SlC. Following this method, we use the ULI survey
[997] of shoppin[i centers to calculate the distribution of tenant types by SIC as a percentage of gross
Ieaseable area for each center type. These percentage distributions are displayed in Table 1, and show
that regional and power centers are dominated by
the general merchandise category that will sell
higher-order goods such as appliances. Neighborhood centers are dominated by retailers selling
lower-order goods such as food, while community
centers sell more of a mix of goods.
Table

Neighborhood and community centers have dominant tenants in common, as do regional and power
centers. In terms of physical characteristics, Power
centers have more in common with community
centers than regional centers, but as we are analyzing trends in demand we group the center tyPes
based on dominant tenant types to make for a
quicker analysis of the patterns in sales. Applying
the percentagcs for the retail tenants to the Census
data on retail sales by SIC allows us to estimate the
national trend in retail sales by shopping center
type.r The annual, inflation-adiusted changes in
this estimate are displayed in Figure2. While sales at
regional and power centers are certainly more volatile than neighborhood and community centers,
there is a common cvcle in retail sales at these
centers. These two series exhibit a correlation rate of
nearly 85 percent.
Analysts should use caution with the Retail Trade
Survey data for any project that is not national in
scope. To develop this dataset, the U.S. Census
Bureau compiles retail sales data from annual
surveys of select merchandisers. Because all merchandisers surveyed do not have operations in
each MSA, this data is not released officially at
the metropolitan level as these chains may not be
a representative sample of overalI retailing. While
the Census data is not representative at the metropolitan level, it is officially released at the national level as the aggregation across metropolitan
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Cleveland, Ohio,+4114, (216\ 6874732 or fax (216) 687-9331.

SOURCES: ULI Dollars & Cents of Shopping Centers, I997
ULI Dollars & Cents of Power Centers, 1997
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Distribution of Tenant Types by
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Figure
other advantages of the REIT vehicle, many pension funds have
been involved with REITs in iointventures where they share both
equity investment and returns.
With the massive delinking of
REIT returns from the real estate
property markets - for example
hotel REITs had a negative 53 percent return for 1998 compared to a
'16
percent positive return for private hotel investment - pension
funds are still trying, to determine
where REITs fit in their portfolio.
Like the international real estate
markets, REITs can provide opportunistic investment, but for at least
the next few years, substituting
REIT stocks for "core" private equity investment will be slowed as
the industry tries again to understand the proper role for REITs in
their portfolios.
Pension investment managers
have been equally buffeted by
changes in the marketplace. Following the poor performance by
many investment managers during the early 1990s, and equally
poor performance for those manngers that handled REITs for their
pension clicnts during the last 12
months, pension investment managers are working closely with pension funds to sort these inve'stment
issues out. "Opportunity funds,"
intemational fu nds, c(}.investment,
ioint-ventures, and trad itional private equity deals are the investments that seem to continue to attract attention in the pension market.

Mortgage Lenders
The demutualization of life insurance companies, the growing
financial strength of commercial
banks, and the unexpected CMBS
collapse in August of 1998 have
insurance companies, commercial
banks, investment banks, and brokerage companies scrambling to
determine the best approach for

68

their businesses. Insurance companies, whose focus on growth has

been enhanced as they become
public stock companies, are initiating CMBS lending programs and
contemplating brokerage, while
commercial banks are actively diversifying to become both portfolio lenders and sponsors trf their
own CMBS issues. Successful
mortSage brokers that can access
product still have tremendous
value in the industry, and these
firms are trying to balance the best
way to tdke advantage of thcir
strengths while maintaining longterm relationships and origination
volumes.

Mortgage Ienders are confronted with these dynamic competitor market changes during a
time when overall demand for
mortgages is declining. The last
two or three years has seen substantial mortgage demand as mortgages that were made during the
early 1990s were refinanced at
today's low rates. High transaction
volume and owners leveraging up
(due to the significant increases in
the value of their properties), also

increased the demand for mortgages. While there still is substantial mortgage demand, the decline
in refinancing due to the many
years of low interest rates and general slackening in the transaction
market has made it critical for mortgage lenders to integrateboth mortgage demand analysis and a clear
understanding of their strengths in
the competitive marketplace to map
a successful strategy.
Technology also is beginning
to play a key role for mortgage
lenders. Du ri ng the la st six
months alone, there have been
numerous new commercial mortgage Internet sites that have developed and more are sure to folIow. The lntemet will not make
relationship-oriented brokerage
businesses obsolete, but it will

dramatically alter the way borrowwith their brokers and
provide distinction for those firms
and individuals that use it to greatest advantage.
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Annual Growth in
Inflation-Adiusted
Retail Sales
by
Center Type

Seroice Proaiders

Service' providers, including
brokerage firms, property management firms, title companies, lawyers, consultants, and others must
also adapt to the less volatile and
more moderate growth market environment. Classic corporate strat-

egies such as developing economies of scale, new management
approaches, maximizing the application of technology, and improved
product and competitor segmentation and analysis will be key to
service provider success. The importance of these changes has been
noted by many firms as mergers,
acquisitions, and alliances amongst
service firms continue at a strong
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Successful real estate firms
must confront the parado,l of a
more stable and less volatile property market with an activist approach to their real estate businesses. There are still substantial
inefficiencies in the marketplace,
and the substantial magnitude of
the real estate industry, (including
the massive volume of corPorate
real estate), provides a significant
pot of gold for those that can successfully navigate their f irms
through the changes underway in
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SUPPLY VERSUS DEMAND
To examine the dissimilarity of the construction
cycles exhibited by these two markets, we plot the
sales data presented in Figure 2 against the construction series by type kom Figure 1. FiStre 3 plots
the completion rate of neighborhood and communitycenters against the growth in inflation-adjusted
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retail sales for product categories tlpical of neighborhood and community center tenants. Likewise,
the completion rate for regional and power centers
is plotted against the growth in inflation-adfusted
retail sales typical of these centers. The trend in
sales versus completions highlights the relationship between demand and investment more clearly
than total employment growth. There is some noise
in the sales growth series leading to much more
movement from year to year than in the completion

5

series. While neighborhood and community center
construction has a 32.5 percent contemporaneous
correlation rate with sales growth, it is much more
closely related than in regional and power centers.
For these center types, sales growth and comple-

tions have almost no relationship with only a 2.2
percent correlation rate.
Since neighborhood and community center con-

struction moves closely with the drivers of demand, the risk of investing in these property types
is a demand side risk. For these types ofcenters, one
faces danger if one over or under estimates the
underlying demand for space. Investment in regional and power centers is not a demand side risk
as the long-term construction pattems bear little
relationship to the drivers of demand.
Just because there is no new investment in regional

and power centers in periods of economic growth
does not mean that there is no demand for such
space. Anecdotal evidence points to long lead times
in regional mall development with proiects that, in
some cases, have taken nearly a decade to go through
the planning, approval, and developmentprocesses.
With such a long lead time it would simply take
luck to be able to time the delivery of a regional mall
with an economic upswing.
Regional centers are lumpy assets and, as opposed
to neighborhood and community centers, sufficient

quantities of space cannot be doled out as needed.
The lumpiness is not as evident when we examine
the national construction trends where many cen-

Overall Capital Flows Near Historic Norms

i

as Los Angeles, such lumpiness is evident.

displays the completion rate of neighborhood and community centers together against regional and power centers individually. While the
neighborhood and community center completions
move relatively smoothly with construction in one
period close'ly related to the next, regional center
construction fluctuates wildly with a completion
rate of zero one year and in double digits the next.
The introduction of a single regional mall can drive
such erratic swings in completion rates. However if
we ignore the ups and downs of regional center
construction and look at a smoothed long-term
trend, one can see that the relative peaks of completion rates have been declining over time. In the
same sense, the completion of power centers seems
to be increasing.

f

Fi.gure 4

In part, this construction cycle is different due to the

non-homogenous nature of the retail formats in
which high-order goods have been sold. This nonhomogeneity can be seen in both center types and
locations over time. During thc latc sixties and early
seventies, the process of suburbanization drew the
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real estate securities market in order to identify risk issues and capi-

talize on arbitrage opportunities
between public and private real
estate capital.
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The third key issue that will
require real estate companies to
stay on their toes is the dramatic
increase in successful real estate
technology "applications." Certainly, retail sales on thelntemetand

Completion Rates by Type in Los Angeles

changes in the way people and businesses use real estate due to technology will be critical issues to follow

J

200/o

Centers
150k

-Power
.Nerghborhood
Com m

&

unlty Centers

10o/o

Centers

-Regronal

5%

oNrl@@ocr

SOURCE: RFA, NRB

Rrer Esrert lssuEs, Surnfier

7999

for commercial mortgages and equity. These sources will not necessarily replace existing service providers, but they will change the
wav business is done, and the way
their customers interact with them.
Finally, the magnitude of the
changes that technology will bring
must also be understood in analyzing real estate investment opportu-

nities. According to International
Data Corp, Internet commerce
worldwide is expected to grow to
more than $1 trillion by 2003.
Equally amazing, the Department

of Commerce recently released a
forecast that almost half of the
American workforce will be em-

ers, products, and deliverysystems.

related companies by 2005. Clearly

During the lastsixto l2months,
theability to "apply" technology to
realestate issues has increased sig-

today is not the time to "stick to
your knitting" or keep your head
down and "block and tackle," but

nificantly. Property transactions
and financing have been signifi-

to take a more activist approach to
understanding the world in which
your business operates.

a

dozen major companies and scores
of smaller companies of fering prop

E

and growing number of sources

going forward, but more specifically, real estate companies must
stay on top of how technology
changes will affect their custom-

cantly influenced. There are over
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ters from around the country are aggregated to
form one construction series. On a metropolitan
level though, even in a large metropolitan area such

Figure 4

25o^

Figure

ployed by inf ormation-technology-

erties through sophisticated

IMPLICATIONS OF MARKET
CHANGES

Intemet sites. There are a similar

Changes in the volatility of property

CRE Perspective - The Real Eslate Indtrstry Paradox

markets, the growth of the public
real estate securities markets and
technology effect real estate companies and investors differently. Some
of the responses by various industry
sectors are discussed below.

Pension Funds and Inaestment
Managers
Pension funds are still trying to
find the best "script" to guide their
real estate investment business for

the new millennium. Strong real
estate returns and the thriving REIT
market provided the foundation
for their "investment scri pts"
through mid-1998. Many pension
funds were going to move their
"core" real estate assets into REITs
and invest their private real estate
investment dollars into opportunity funds to attract the returns
they had grown accustom to.
With the dramatic decline of
the REIT industry since mid-1998
and the strong performance of private real estate equity, pension fund
plans were tumed upside down
and many are still searching for the
right path to move forward. Reluctant to give up on the liquidity and
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merchandisers selling high-order goods out of their

CRE PERSPECTIVE
THr Rrar EsrerE lNousrny
Panaoox
by Scott R.

Muldarin, CRE

The real estateindustry is a paradox.Just as property

markets achieve their most stable equilibrium in
recent history, real estate investors, lenders, and
service providers must scramble to meet today's
unprecedented challenges.
With real estate property markets in their most
stable condition in 20 years, it would seemingly be
logical to heed age old advice such as "sticking to the
knitting" or focus on "blocking and tackling" in
order to maintain market position and returns as
overall market growth moderates. However, given
structural changes in market cycles, the growth of
the public real estate securities markets, and the
surge of successful "applications" of technology to
real estate, such strategies are unlikely to succeed.
Real estate companies ofall types and sizes need
to carefully reflect on their investment choices; take
a more sophisticated look at their customers, products, and alliance partners; and adopt strategic decision-making frameworks similar to those that have
driven the success of many corporations in America
that have adapted themselves to the new global
economy.

WHY IS CHANGE REQUIRED WHEN
MARKETS ARE SO STABLE?
Stable Markets

Stable markets themselves are at the root of
much of the change necessary in the real estate
industry. Most important, the more stable equilibrium in the real estate property markets today is not
just a passing phase, but thebeginning ofa much less
volatile market than has been experienced during
the last 15 years.
As shown in Erftibif 1, the last 15 years have seen
a dramatic period of excess capital and overbuilding

in the mid-to-late

1980s, followed

by an equally

dramatic decline in capital and property values during the early 1990s. Capital flows since 1996 have
been strong, but fairly close to the average of the last

18 years on an inflation-adjusted basis. Furthermore, construction levels for all property types on
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national basis remain well within long-term norms;
early signs of overbuilding in 1998 led to a strong
corrective reaction by the industry.
Given structural changes in the finance system,
the tax system, information availability, and the
ownership of real estate, the likelihood of highly
volatile market cycles on a national basis over the
next l0 years is remote. This does not mean that there
will not be overbuilding and/or capital shortages in
certain property types or geographic regions, but
overall, the volatility of market cycles should be
much reduced over recent history.
Since most of the major real estate businesses
today either started or grew dramatically during the
last 15 years, and their cultures and businesses re-

flect an entrepreneurial orientation built around
market volatility, reduced market volatility will require investors and lenders to change risk management systems and refurn goals and force service
providers to focus on their customers, products, and
potential merger and acquisition candidates to improve their productivity, pricing, and service.

Public Secuities Market Grouth
A second key change forcing greater sophistication by real estate companies is the development of
the public securities industry during the last 10
years. The REIT and CMBS markets have grown
from $27 billion in 1990 to nearly $360 billion today.
For certain properties and moitgages, REITs and
mortgage conduits have become the dominant providers of new capital.
The real estate securities markets are particularly important to monitor because they react so
strongly to non-real estate related investment issues.
For example, due to concerns over Russian credit,
the Brazilian economy, and a few other non-real
estate related issues, the CMBS market collapsed in
late summer of 1998, pushing mortgage spreads up
over 100 basis points, and closing down the mortgage market for many lenders and borrowers.
Similarly, the REIT industry began a steep decline in the summer of 1998 finishing the year with
a negative 18 percent return and experiencing market value declines of 20 percent to 50 percent from
their peak in October of 1997. Again this all occurred
during a period of relatively strong and stable real
estate property markets.
Given the dramatic growth of public real estate
securities, and their integration with the private real
estate capital markets, the most successful companies will watch the dislocations and volatility in the
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downtown locations and into newly expanding
suburbs. The completion rate for regional centers
was relatively high back then, not in response to
broader economic demand, but due to a shift in
retail formats. Likewise, in the nineties, there has
been an explosion of power centers bleeding sales
away from traditional regional malls. By offering a

wide selection of goods typically found at a regional mall but pricing the goods more competitively and, perhaps most importantly, choosing
sites proximate to existing regional malls, power
centers have bled sales away from regional malls.

Investing in regional and power centers is not so
much a demand side risk as a supply side risk. As
the name implies, regional centers serve the needs
ofa large customerbase in a wideregion overwhich
they enjoy a relative monopoly. These centers benefited as the traditional downtown retailers lost a
relative monopoly when their customerbase moved
away from downtown locations during the process
of suburbanization. These centers then suffered as
power centers located proximate to their existing
locations and ate into the monopoly status of regional centers. Some have suggested that power
centers themselves face a supply side risk from the
Internet. Power centers focus more on goods that
are commodities, which at this point is what is
being sold on-line.

CONCLUSION
Even with the common sense knowledge that the

retail subtypes exhibit different behavior, much

side, where centers face the danger of losing
sales to competitors in other locations or to other
formats.
These differences suggest that any analysis of retail
space derived from trends in the market as a whole
is missing part of the story. If each of the subtypes

exhibits different construction patterns, and each
faces unique investment risks, one retail subtype
could be doing quite well while others suffer.ou,
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broader economy;
There is a strong correlation in the sale of goods
typically found at each center type, but the construction of neighborhood and community centers moves more closely with retail sales than the
construction of regional and power centers;
Investing in neighborhood and community centers has a demand side risk where the danger is
in under or overestimating demand;
The risk in regional and power center investment is not from the demand side but the supply
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developed, the new general partner must enforce
consistently.
C enh
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by Stephen E. Roulac

Ttl ehavioral researchers identifyreal estate transactions as amongst
ffithe most highly stressful oilife's experiences. The forces that
Lf inflr"n.".""ul Jstate outcomes are many, varied, and comPlex,

and the circumstances, procedures, timing, and costs of real estate
investment transactions are more cumbersome, involved, prolonged,
and expensive than apPly for virtually any other type of transaction.
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Material non-compliance - these words strike
fear in the hearts of everyone involved with the
Section 42 program. A new general partner should
utilize a centralized compliance monitoring Process. A well-trained employee of the general partner and/or managing agent should have the responsibility for approving all new applications for
lease after reviewing supporting documentation.
This individual should not be connected with the
property in any sort of on-site capacity. The employee may also provide the same service for other
Section42 properties inthe general Partner's portfolio. On a periodic basis, the compliance sPecialist
will review all existing files to make certain that
documentation is in place and re-certify the residents accordi.ngly. There are currently a number of
excellent compliance monitorinS/rePorting software packages on the market. The new general
partner should offer an automated system for compliance purposes.
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While business contracts and corPorate securities sales of virtually
any financial magnitude can be authorized and binding on the basis
of verbal representation, these reasons are no doubt why real estate
transactions require a written contract. Documentation of real estate
transactions frequently involves numerous voluminous written instruments. Because of the above reasons as well as the inherent
complexity and high stakes involved in real estate, the legal process
generally-and lawyers' contributions specifically-have a disproportionate impact on real estate activities, relative to other sectors of
commerce,
Even so, trust looms very large in real estate involvements. Those
investors and service providers who understand the role of trust and
effectively embrace the concePt of trust in their real estate involvements can achieve performance significantly suPerior to those who
do not. Notably, speaker and trainer Marianna Nunes observed,
"Who you are, and how much trust others feel when they deal with
you, is as important to your customer as what you're sellinS "
Although Marianna Nunes was describing business Senerally, the

imperative of trust is pervasively imPortant to real estate involvements-for real estate involves daunting decisions of extraordinary
financial magnitude, whose outcomes are dependent uPon the

fulilition al Eunding S o urce s
There is a myriad of funding programs available for tax credit properties. The good news for
troubled partnerships is the fact that there are many
more opportunities for gcncrating new sources of
funds than is the case for conventional proiects
While some sources may not be eligible for a property that has already been placed in service, there
are still a number that are. A new general partner
will seek to determine the applicability of the HOME
program; CDBG funds; state tax credits; state affordable housing credits; low interest state loans;
Rural Housing 502,52-1, and 538 Programsi taxexempt bond financing; FHA funds; Federal Home
Loan Bank loans; HOPE VI funds; soft community

loans; tax abatement; tax increment financing;
FNMA and Freddie Mac financing; and other state,
local, and private sources. The key to success is the
layering of a number of different programs until
funding shortfalls have been eliminated.

and to re-structure the partnership and the operation of the property in a manner that will lead to a
successful investment. Challenging tax credit Partnership situations can be addressed in a positive
and constructive manner through a diligent, patient, and creative effort. Counselors who develop
extensive knowledge of the tax credit program and
have experience with the development and/or
management of apartment communities can be an
invaluable resource to the affordable housing
industry.*u,
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"Low Income Housing Tax Credit
1997, Chapter 0:4.1
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CONCLUSION
There are many complex elements to resolving
difficult partnership and property situations for tax
credit housing. The replacement or addition of a
general partner is a serious event and will more
than likely require the ParticiPation of attorneys,
accountants, lenders, property management Professionals, market experts, and others. Extreme care
must be taken to select the right Party for the role
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QUALIFICATIONS
What qualifications should the new managing general partner possess?
Management Expeience
A new managing general partner should have a
strong track record with the management of different types of multi-family properties. Certainly Section 42 experience should be a prerequisite. A wellrounded general partner may have managed properties for his,/her own account and for third parties
as well. Multiple market experience is also helpful,
especially if the property in question is located in a
different city than where the new general partner
normally operates. Development experience may
be necessary if the property has not yet been completed. A general partner that is affiliated with a1

Accreditei Management Organization (AMO@)
throuth the Institute o[ Real Estate Management
(IREM) is a good choice. AMO- firms must contiruously meet specific requirements and adhere to a
strict code of ethics prescribed by IREM.

Understaniling the Big Pictwe
Not only does the new managing general partner need to be successful in the property management realm, but it also should have a clear understanding of the big picture. Does the new general
partner have a strategy to improve the cash flow?
Increased cash flows can help the equity syndicator
recover funds that it may have advanced to preserve returns for cclrporate investors. Can the general partner help re-structure the financing to improve the overall profit picture? Does the general
partner comprehend the critical nature of compliance? Will the general partner provide in-depth
reporting that will keep the equity syndicator informed of the progress that is being made to "cure
the ills" of the property?
Relationships With State Housing Agencies
A new managing general partner that has a
good relationship with the applicable state housing
agency is a real asset to the partnership. Such relationships can help mend fences that might have
been damaged when the projectbecame troubled. A
new general partner may also be able to secure
additional tax credits (federal or state) that could
create an additional capital infusion for the property.

POSITIVE STEPS TO SUCCESS
What positive steps should a new m.rnaging general partner take to breathe new life into a troubled
proiect?

6l

Property Taxes
If a development is struggling there may be a
strong case for a reduction in property taxes. A new
general partner will recognize this and develop the
evidence needed to appeal property valuations for
tax purposes. Rental rates mav have been lowered;
marketing costs may have been increased; and occupancy is probably lagging. All are factors that can
be relevant in a tax appeal effort.
Market Stutly nnd Analysis
A new general partner u,ill look carefully at the
market study that wasperformed prior to the development or acquisition of the property. If a study
was not conducted, the general partner may commission one. The ensuing analysis should produce
information regarding capture rates, Iease-up velocity, and an accurate identification of marketacceptable rental rates. It may also be determined
that the resident profile should be modified. From
this information, the general partner can then develop a comprehensive, targeted marketing strategy to lease the property to qualified residents.
atiue M arke ting Concepts
Creativity in the marketing of Section 42 properties has not been the standard in the past. [t must
become a primary focus in the current environment. A simple ad in the local newspaper and a
" Nozt' Lensfug" banner at the property generally will
not ensure a successful lease-up. Direct mail; ongoing employer contacts; the support of local charitable groups and events; a sophisticated neighborhood business re'ferral program; contacts with bcal
churches; day care alliances; and many more techniques, must be carefully coordinated by the new
general partner/managing agent. Further, an extensive tracking system must be implemented to
provide information on where qualified prospects
are learning about the property, and to enable management to aggressively follow-up with a prospect
until a lease is signed.
Cre

Careful Screening
One of the basics and fundamentals of property
management is the careful screening of prospective
residents. A new general partner will review the
rental standards that exist, or establish new standards if there are none to begin with. Must a prospect have held his/her current iob for a specified
period of time? How many years of landlord references will be checked? Will the on-site manager
actually visit the prospect's current home to view its
condition? Isdrug screening necessary? What about
criminal records checks? Once a policy has been
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muliiplicity of forces influencing the plans, priorities and actions of individuals and businesses.
Because real estate decisions are inevitably based

on uncertain, imprecise, and incomplete information, trust looms large. The initial level of trust is of
oneself. This trust of self embraces the need for
initiative to take action in the face of inherent ambiguity and uncertainty. The second level of trust is of
colleagues and co-workers, followed by the third
level of trust of service providers and agents. The
fourth level of trust extends to parties in the transaction, particularly those who are buying, selling,
leasing, investing, and financing.
Those people and organizations, considered worthy of trust, tend to possess in greater depth certain
factors that contribute to high trust than do those
persons and organizations who are considered less
worthy of trust. These factors include:

1.
2.
3.
4.
5.
6.
7.
8.
9.

Professionalism
Passion

Commitment
Involvement
Leaming Initiative
Expertise
Experience
Authenticity
Reliability
10. Brand Identity
11. Responsiveness
12. Emotional Intelligence

These

l2 factors are explored below

Although trust is mostly thought of in a conceptual
context, trust in fact has significant concrete applications. A manager who is perceived as trustworthy, is more likely to gain access to capital and to
reputable professional service providers on advantageous terms, than is a manager who is perceived as
less trustworthy. Thus, from the perspective of the
institutional investor, doing business with managers and advisors who engender a high degree of
trust may mean that, on the margin, resources that
might not otherwise have been accessed may become available, and critical resources may be provided to a project on more advantageous terms than
might apply were such trust lacking.
On the flip side, management perceived as low in
trust may encounter difficulty in getting access to
resources and be required to pay a premium for
those resources that are available. As professional

The Role of Trusl in Real Eslatc

services firms may be disinclined to work on behalf
of those perceived to be less trustworthy, the num-

ber of professional services firms willing to work
with low trust clients is more limited and the cost of
retaining professional service providers may likely
be higher. The consequence of these conditions is to

place lower trust organizations at a competitive
disadvantage relative to higher trust nrganizations.
As a case in point, because of his reputation for
bombast and repr€'sentations that tend to transcend
prevailing perceptions of reality, certain financings
that Donald Trump promotes require premiums
over what might be required for non-Trump
financings. Further, those securities may sell at
discounts to prices which might be commanded
were Trump not involved.
Every real estate transaction involves both explicit
and implicit consideration of investment attributes
and trust factors, collectively and/or individually.
What is treated as explicit or implicit is up to the
individual decision maker. Some might explore
credentials very explicitly, and then treat the data
very implicitly. For many, thereal estate transaction
involves thc crplicit consideration of both the
plethora offactors that collectivelv represent a property and its prospective benefits to the purchaser
and also all considerations that influence that future performance as well as the irnplicil trust in the
reliability of representations, professional competence, and responsibility of those involved in the
transaction. Depending upon the investor and the
circumstances, in some instances the explicit considerations may dominate, while in other circumstances the investor may largely rely on trust.
One approach to investing is to concentrate attention on the specific decision components, emphasizing analysis of the relative appeal of different
property types, geographic regions, and real estate
strategies. This emphasis on the specific decision
components combines concentrated due diligence
toevaluate the property's neighborhood, site, physical structure, energy systems, environmental compliance, construction quality, maintenance and capi-

tal expenditure needs, plus thorough scrutiny of
tenants, leases, revenues, operating expenses, financing terms, as well as careful review of legal
documents, financial records, reports concerning
the property and its market, and other materials. In
addition, this approach includes evaluating the
backgrounds, qualifications, capabilities, and contracts of all firms and individuals involved with the
project, and then undertaking detailed financial
modeling of the property's/portfolio's probable

future performance. For some investors, this process
is absolutely necessary, and indeed is the essence

of

what such investors perceive as the responsible

premises-for the individual investor; i.c., the particular items which that investor heats implicitlythat precede it.

implementation of their fiduciary responsibility.
Other investors, while not necessarily discounting
the relevance of such an explicit detailed approach,
place more emphasis on an implicit assessment of
many specific attributes of the investments proposed by and the related representations made by
those with whom they do business. These investors
placeprimary reliance on their trust of theadvisor(s)
that represent(s) them and their interests.
Most investors employ a combination of trust and
the explicit substance of due diligence in their investing. One of my clients in charge of real estate
investing for a large pension fund expressed it this
way, "I expect to have implicit trust in my advisors,
and then I want complete assurance and confirmation thatevervthing thatis supposed to be done is in
fact done."
The role of trust in real estate investing decisions
can be considered to be both a substitute for and
complement to real analysis. The real estate trust

chain, as depicted in the accompanying graphic
exhibits, embraces certainbasic components of trust
in real estate decisions. One version of how the real
estate trust chain is applied in the selection and
retention of a specific manager appears in Exftibil 1.
Indeed, some investors may seek to satisfy themselves explicitly about one or more of the elements
of the trust chain depicted in Exhihit 1. Each of the
four statements follows from and reflects an individual trust premise. Each sequential statement
incorporates the cumulative trust premises of those
that have gone before. The decision to retain a
specific fiduciary for a real estate investing Program, then, relies upon the implicit chain of trust

Exhibit

The real estate trust chain for a specific investor
property and portfolio is depicted in Erltihit 2. ln
common with the real estate trust chain for a manager, the real estate trust chain for a specific
property and portfolio incorporates a series of
individual trust statements, which cumulatively
gain strength when combined with the prior trust
statements, and lead to the final decision/recommendation. The final decision/recommendation
reflects the cumulative trust statements that have
gone before. While each component of the real
estate trust chain can be separately evaluated, the
process is more right-brained than left-brained,
more impressionistic than linear.

link of the real estate trust chain is comprised
of two parts that make the statement a valid, trustworthy building block leading to the overall conclusion as to the appropriateness of a particular
investment. Each statement is supported by both an
articulation of l). because reasoning often, but not
necessarily always, explicit substantive rationale;
Each

and 2). also a tn$t ralrresentafion, which may be
explicit, as in the form of a "you can trust this
representation" statement, but most often is implicit.
Consider the first element of the real estate trust
chain: rr,al eslafe is a good inrestment. This statement
really is of two parts. The first part is that real estate
is a good investment. The proposition that n'.?l rstdie
is a good inuestment is derived from assessment of
many factors, some of which reasons are listed in
Exhibit 3. All of these factors represent the because
rea-so,rs that support the rationale for the rddl cs-tdlr is
a gootl irtttestment premise.

1

Trust in Real Estate Investing: Manager
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Tax Credit Prcgram Non-Compliance
Compliance issues have moved to the forefront
in the Section 42 industry during the past few years.
The GAO audit may result in tighter regulation by
state housing agencies and a commitment by the
IRS to audit more tax credit partnerships.'o This
could spell trouble for a struggling property and its
investors. Management thatis ignorant of the myriad
of compliance requirements and the Iack of centralized compliance monitoring are the root cause of
such problems. The latter is especially critical during the lease-up phase where leasing agents may
receive incentives to achieve high levels of occupancy as quickly as possible.

Corporate equity syndicators will do almost
anything to avoid a loss for their investors. Were a
loss to be incurred, the syndicator would suffer a
devastating blow to its ability to raise capital in the
future. However, a number of syndicators are slow
to deal with problem situations in a timely manner,
hoping that the developer/manager will somehow
be able to find the "magic" to put a project on solid
footing. Eventually action must be taken, usually
after the syndicator finds it necessary to modify the
partnership agreement and potentially contribute
its own funds to deliver promised retums.
ate F undin g S t ru cturc
According to the U.S. Census Bureau the overallaverage construction costof a multi-family dwelling in 1992 was $67,530 per unit. By 1997, this cost
had risen to $79,659 per unit.r'The 1997 GAO audit
revealed that theaverage development cost fora tax
credit project over the 10-year period from 1987
through 1996 was $60,000 per unit.rr Even with the
substantial amount of equity invested in most tax
credit projects, debt underwriting standards often
do not allow a large enough permanent loan to
offset the entire development cost when combined
with the equity.
In

a d eq u

Using the 10-year average construction cost of
$60,000 perunit, if financed conventionally, a project
would require a monthly rental rate of $743 per
month.rr The GAO audit also found that the average rental rate for a tax credit community was $435
per month.tr The Section 42 program was intended
to help fund the difference of more than $300 per
month through the use or sale of the tax credit.

pos.s th.
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unruly children, derelict vehicles, and late night
disturbances can be the result of failure to contact
landlord references, perform credit checks, and
conduct in-depth prospect interviews.
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The problem is that the cost to build the project
had risen to $79,659 by 7997 . The rental rate necessary to sustain the project on a conventional basis
had also risen to $918 per month. Now the difference between conventional rental rates and tax
credit rental rates had become M83 per month.
While the higher construction costs generate more

tax credits, the sale of those tax credits is at a
discount as previously described. Subsequently,
the additional equity provided by the larger tax
credit amount, does not fully cover the increased
cost of development. Increasing the debt financing
in response to higher construction costs is not a
viable option because the rent levels have not risen
enough to support it. As a result, a number of
projects suffer from inadequate funding structures
from the very beginning. Without some form of
additional capital (CDBG funds, HOME money,
Federal Home Loan Bank loans, etc.) the funding
gap will be underwritten through deferraI ofpart of
the developer's fee. The problem is further compounded when initial rental rates are not achieved
and the subsequent lowering of rates does not
enable the developer to obtain the targeted permanent loan. Development cost overruns, interest rate
increases, and operating expenses that are higher
than proiected will have the same effect. ln some
cases the funding gaps are so large that the entire
budgeted development fee is lost and still a short-

fall exists.
SOLUTIONS
Troubled partnership situations can be resolved
but require a great deal of planning and precise
execution. The replacement of the developer or
general partner may be necessary, but can be messy.
Another solution is to keep the original developer/

general partner and bring in a new managing general partner.

Attrachng a replacement or new managing general
partner is made easier when there are still development fees remaining to be paid. The new managing
general partner should be given the opportunity to
earn the remaining fees through the achievement of
various performance benchmarks. If no such fees
remain, thesyndicator may find it necessary to offer
new fees to a replacement general partner.
The remainder of this manuscript examines one of
the best solutions to reviving "sick" tax credit partgeneral partner.
nerships
- hiring a new managing
The key qualifications of a managing partner are
summarized along with some of the most important initial steps they should implement.
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the largest purchasers of tax credits to date.6 The
typical transaction structure has the developer selling 99 percent of the tax credits to the corporate
investor on a net present value basis. Currently,
industry pricing ranges from $.75 to $.80 per credit
dollar.' ln the example cited in the preceding paragraph, the developer would be offering 53,600,000
in tax credits (we'll ignore AFR adjustments) over
l0 vears. A corporate investor would pay $2.673
million to 52.88 million for the use of these creditsThe developer would form a limited partnership
for which he/she would be the general partner and
the corporate investor would be the limited partner.
The payment from the corporate investor would
take the form of equity, and the developer would
seek an additional source(s) of funding in the form
ofdebt. ln thisexample, assume that the total proiect
costs - hard and soft - are 94,350,000. If the corporate investor provides $2.75 million in equity at the
commencement of the proiect, the developer must
find another $1.6 million in permanent financing.
Once the project has been constructed and each unit
occupied (allowing the tax cre'dits to be "placed in
service" ), the corporate investor is able to reduce its
income taxes by 5360,000 per annum over l0 years.
Meanwhile the developer must adhere to the me-

dian income and rental rate restrictions for a minimum of 15 years under the program (some states
require an even Ionger time frame). The IRS and
state housinB agencies have strict requirements for
certifying the income levels of residents and a variety of documents must be filed each year to remain
in compliance with the program.
A significant number of developers do not sell their

tax credits directly to corporate investors, opting
instead to work with a tax credit syndicator. The
syndicator establishes relationships with interested
corporations and often pools the interests of several
companies into a fund that actually becomes the
limited partner for the projects in which it invests.
The syndicator buys thecredits on a wholesalebasis
and sells them to corporate participants on a retail
basis, making a spread on the transaction. Developers are generallv required to provide a variety of
guarantees to the syndicator (or to the corporation
if the investment is direct) including development
deficit funding, operating dcficit funding, and tax
credit compliance.

COMMON PARTNERSHIP AND
PROIECT PROBLEMS
The problems that are. bcing e'ncountered in the tax
credit industry fall inkr four primary categories.

6?

Poor Marketing

While the demand for multi-family housing is
strong in nearly every corner of the nation, this does
not necessarily translate into the immediate leaseupofa Section 42 property. The marketfortax credit
housing tends to be relatively narrow due to the
income restrictions prescribed by the program. In
manv communities, there is considerable renter
interest in a new property, however as many as 75
percent of prospective residents may be overqualified due to their income levels.3
For many prospective residents who do meet
income qualifications, rental rates at restricted levels may be tur high for prospective residents. A 1997
audit conducted by the General Accounting Office
(GAO) found that the average tax credit apartment
resident earns only 37 percent of the area's median
income.' The problem with rental rates can be exacerbated when there is significant competition presented by a concentration of tax credit properties
located in medium size and large metropolitan
areas. Finally, the Department of Housing and Urban Development (HUD) sets the restricted rent
levels through an annual market study process in
tandem with area median incomes. Income levels
in many markets are rising rapidly as a result of the
tight labor market. The HUD process does not respond quickly enough to such rising income levels
and thus many prospective residents are rejected,
who would otherwise be qualified were the market
study to have be.en conducted in a more timely
fashion, acknowledging higher income levels accordingly.

A generic marketing effort will often fall short
because it is not adequately targeted to the proper
audience. The leasing of tax credit apartments generally requires an intensive highly directed marketing program that reaches the small segment of the

population that both qualifies for the program
from an income standpoint and can afford the
rental rates that must be charged. Manv developers do not understand this reality and attempt to
implement traditional marketing methods without success.

But there is also a critically important trust lrrcmisr
behind the real estate is a good ir,?)esln,d,ll statement.
The trust component of the statement that /dnl cslofu,
is n good itn'estmett statement is that an expert
fiduciary making the statement is implicitly representing a number of trust substatements, which
may include such considerations as:
' "l have done my homework, and if I say real
estate is a good investment, you can believc'me,
that real estate is a good investment."
r "l am at risk by making this statement, and you
can count on my not making a statement that
would put at risk my reputation, my relationships, my business, my dollars, unless I were
highly confident of the validity of this representation."
r "You can trust me when I say real estate is a good
investment, because I stand behind my statements. If something goes wrong, I will not walk
away. Because I stand behind my statements, I
will do what needs to be done to make sure what
I represent comes true for you."

analysis and implicit trust. The explicit analysis
might embrace considerations that a particular real
estate investment will complement portfolio objectives, meeting specified portfolio allocation and
composition goals, geographic and property type
diversification guidelines, investment parameters
of size and particular attributes of desired properties, plus economic and financial parameters of
return and risk.
The most important decisions transcend mechanics
and calculus to furn on judgment, the assessment of
multiple factors, and emotion: blending optimism,

fear, hope, and other desires and concerns. Ultimately, what it can come down to is the investor's
reliance on the representation, mort often implicit
than explicit, by the advisor that I hnat donc ny
homeutork, this is a good deol, and this is thc right Llcal for
tlou at this thne.
The implicit, or what might be considered soft, side

of the real estate investment decision process

is

inherent in every real estatedecision, irrespective of
Investors committing capital to real estate are buying the comfort of the trust representations of their
advisers as much as they are buying the tangible
real estate itself.

Certain managers encounter difficulties in retaining their clients' confidence, not so much because
the quality of their ideas compares unfavorably kt
competitors' or that the relative appeal of the investment opportunities they propose for their clients is
unattractive, as that the clients have lost trust in
those advisors. Without trust, the credibility of
representations is materially compromised.

Considering the accompanying real estate trust
you should inutst in this
chain, the final element
- reflects
real astnte propertylportfolio
both explicit

-

how detailed and disciplined the due diligence
analysis might be. While those participatint in the
institutional real estate investing process place great
emphasis on research, reporting, right strategy and
right location, trust is often taken for granted. Trust
is equally important in the investor's decision and
ultimate satisfaction with the decision, as is the real
estate purchased and the performance delivered by

that real estate.
lf an investor makes a point of looking more deeply
at the elements within a financial interaction that
evoke trust, that awareness can then be applied in
choosing a portfolio manager or advisor. Similarly,
understanding how to create authentic trust can
also enable managers and advisors to better serve
investors.

Exhibit 2

Trust in Real Estate Investing: Particular Properties/Portfolio

Improper Residettt Screening
Slow lease-ups can lead to problems with resident screening. Management may panic and relax
rental standards to accelerate the placement of units
in service. Just because a prospect is qualified
under the Section 42 program does not necessarily
mean that a prospect will be an acceptable resident. Slow payment of rent, poor housekeeping,
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systems, and organizations can communicate the

3

long-term commitment of the professional who
makes and delivers on commitments and thereby
encourage trust.

Reasons Why Real Estate

Is a Good Investment

Passiol - Passion engenders trust. Those who
are passionate about what they do, being positive,

Significance in the economy
Importance as a factor of production
Long-term financial performance

Diversification contributions
Risk-reward attributes
Academic research showing real estate
portfolio reduces risk for a given level of
refurn and increases return for a given
level of risk
Inflation hedging capacity
Potential for superior retums in an inefficient market
Needs for more space in the growing
economy

Acquisition price relative to reproduction
cost

Contemporary investment pricing relativc to corporate securities
Susceptibility to strong performance because of superior management
Potential advantage through the legal use
of insider information
Creation of monopoly position

While numerous factors contribute to an

assess-

ment of trust, the dozen trust factors that follow can
be used by investors and managers alike in thinking

about what trust means to them in interactions
around financial commitments. Most institutional
investors will find that their managers and advisors
who score high on the following trust factors will
likely be the managers and advisors they trust
enough to retain to implement their real estate
investing profJram:

Professionalism- lnvestors are more likely to
trust those whom they perceive to be professionals
rather than amateurs. Professionals have mastered
their fields. Such professionals exude confidence,
competence, continuity, and commitment in what
they doand how they do it. Professionals have done
what they do for an extended duration and by their
demeanor convey the message they expect to continue to do what they have done for an extended
duration. Amateurs, by contrast, often have a much
shorter duration of involvement in a field. Offices,

12

enthusiastic, really caring, are more trusted than
those who are less emotionally involved, approaching what they do asfusl a job. Investors can consider
whether managers and advisors approach their
work with the enthusiasm and emotional involvement that one brings to a true calling. Those who
experience their work as a true calling are often
passionate about what they do. Those who experience what they do ns ju-sl ajob are seldom passionate
about what they do.
Commitment

-

Evidence of commitment en-

genders trust. Commitment is conveyed by conscientiousness, dedication to the task, and seriousness

of purpose. Commitment is doing the work,

ncr

matter how hard or unpleasant it might be, following through to deliver what is promised, and doing
whatever it takes to get the job done. Recently, one
Iitmus t€'st of commitment that certain institutional
investors have employed is co-investing, insisting
that managers put their own money at risk.

lnaoloement

-

Organizations whose leaders

and senior executives are directly involved in working with clients are perceived as more worthy of
trust than those who are nameless and uninvolved.
The phenomenon of a salesperson creating a rela-

tionship but turning its execution over to another
can compromise trust, iust as can the lack of anv
connection between those who actually do the work
and the client. The direct personal involvement of
an organization's principals in the client's affairs
engenders trust.
Expertise - An investor expects the managers
and advisors with whom it works to be highly
knowledgeable about the technical substance of
what they do and the markets in which they do it.
Institutional investors will place more trust in those
advisors and managers who are highly competent
in their work by virtue of having their thinking
already done. Expertise extends beyond thinking
already done to embrace informed contemporary
knowledge of forces that influence the situations
the expert might expect to confront. Thus, expertise embraces monitoring current development in
markets, industries, business practices, regulations,
values, style and fashion, that individually and
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multi-family apartments; assisted living residences;
and seniors housing. [n an effort to address the
affordable housing needs of this country, ConS;ress
created a program that adopted Section 42 of the
Internal RevenueCode. Section 42 was implemented
to provide an incentive for developers to build or
acquire rental units with restricted rents and make
them available to individuals and families earning
a specified percentage of the median income in their
area.

For over a decade, the development of affordable
mulh-family housing using the Section 42 tax credit
program has successfully contributed to the overall
quaLity of metropolitan and rural housing. More
than one million units have been added to the
nation's affordable housing stocks including new
construchon and the acquisition of existing properties for inclusion in the program.r Families occupying tax credit apartments often save their money
and eventually purchase a "starter home." Without
such affordable rental housing, manycitizens would
not be able to save for down payments.
Tax credit housing is:

'
'

'

Housing for working individuals, families, and
retirees.

Generally the newest and nicest apartment community in many smaller markets.
Housing that requires residents to pay the full
amount of rent unless used in tandem with a
rent subsidy program such as Section 8.

' A way to help revitalize a neighborhood

by
restoring a community landmark, such as a
vacant elementary school or a former department store.

'

A proven method for financing affordable hous-

ing that would not otherwise be constructed in
many smaller communities.

Tax credit housing is critically important to the
economic success of a municipality. Without affordable housing, a growing work force has no
place to live. Local industry then finds it harder to
recruit employees and cannot expand - a factor that
is critical to increasing the local tax base.
Who can live in tax credit apartments? The law
permits residency based upon individuals or families who eam 60 percent or less of an area's median
income. The median income calculation increases
relative to the number of residents who occupy the
apartment. Rental rates are determined through a
formula based upon 30 percent of the median income figure.

ReL'iping "Sick' Tsx Credit Housing Partn(rshilrs

Assume that the median income for a family of four

in a particular community is $38,500. Thus to be
eligible, this family can earn up to $23,100 per year.
The husband works at the area's 450-employee food
processing plant that pays $8.50 per hour ($17,680
per year) and the wife earns $4,500 per annum
employed as a part-time clerk at a neighborhood
grocery store. The family's combined income is
$22,780 - below the maximum allowable income
under the tax credit program.
THE MECHANICS OF THE TAX CREDIT
PROGRAM,I
Under current law each state receives an annual
allocation of tax credits equal to 91.25 per capita.
The housing agencv for each state administers the
tax credit program for the federal government. Private and not-for-profit developers must submit
applications demonstrating need for affordable
housing in specified locations and compete for an
award of tax credits. Typically, most states receive
applications for $3.00 to M.00 for every dollar of tax
credits available'.0 Thus, as state housing agencies
evaluate the applications, they pay a great deal of
attention to market studies; rental rates (are they
below maximum allowable rates?); energy efficiency; construction and intermediary costs; project
design and quality; and the general support demonstrated by a community.
Once a developer receives an award, he/she must
decide the appropriate strategy for utilizing the tax

credits. Through passive loss rules, the lnternal
Revenue Code limits the amount of tax credits that
can be used by an individual each year, offset
against income tax liabilities. As a result, a large
number of tax credits are sold to corporate investors
that are not subject to the stringency of these limitations. The tax credits are calculated at nine percent
of a project's eligible basis including construction
and architectural costs, developer fees, etc. (land is
not eligible, nor are certain financing costs). For
example, a new apartment community with an
eligible basis of M,000,000 will generate a tax credit
of $360,000 (adjusted for the federal Applicable
Funds Rate [AFR]) each year for l0 years. In instances where an existing property is acquired, the
developer will receive four percent tax credits for
the acquisition costs and nine percent tax credits for
the renovation costs, however if tax-exempt financing is used on new or acquisition projects, only four
percent credits are applicable.
Corporations, insurance companies, and financial
institutions with federal taxable income have been
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collectively influence society, business and investment performance. Additionally, a crucially important attribute of expertise is the creative capacity to
solve the unstructured problem. Accordingly, expertise is not just the content attributes of knowledge but the process attributes of its original and
innovative application.
Learaing Initintiae
- People who are selfeducating tend tocommand greater trust than those
whose orientation to learning ismorepassive. Those
who embrace personal and professional development as a lifelong process, take initiative and re-

RrvwrNG il SICxtt
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sponsibility for their own ongoing learning. Since
investment fiduciaries, perhaps more so than most,
deal with the financial consequences of the application of uncertainty, those advisors and managers
who are pursuing ongoing programs to enhance
and extend their expertise and gain understanding
of the forces of change that cause uncertainty lvill

PanTNERSHTPS

more often command trust than those who have
by R. Lee Hnrris, CRE

less of a leaming commitment. Investors can more
confidently trust those whosecommitments to learn-

ing extend to creative approaches, fresh ideas, and
non-standardized thinking that can be translated

l-I-lhe devastation of the real estate industry caused by the Tax
I Reform Act of 1986 has been well documented. However, if
I there was any silver lining, it was the creation of the Section 42

results.

Low-lncome Housing Tax Credit program effective Janu ary 7, 7987 By the time Congress made the tax credit permanent in.1995, after
years of annual sunset provisions, the Section 42 program had become the most important resource for creating affordable housing in
the United States.r Unfortunately, this process has had a downside,

Expeience - Those who are perceived to have
substantial experience, generally and specifically,
are much more trusted than those who are perceived to be less experienced. Ifone is embarking on

with an increasing number of partnerships in distress. By

some
industry estimates, as many as 25 percent of tax credit properties are

under-performing.'?

into strategies that achieve superior investment

a journey into uncharted territory, one wants a
guide who has been there before. lf one is sailing in
dangerous waters, one wants a captain who has
accomplished many successful voyages. Generally
business, those who are perceived as experienced, having seen a multitude of varied situations
and developed perspectives and judgements from
theirexperiences, are more trusted than those whose
experience is Iimited. Further, those whose experience provides relevant knowledge are more trusted,
as there is a belief that such advisors will not be

in
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There are many reasons why this has occurred. The competition for
tax credits has never been greater. Inexperienced developers and
operators regularly receive awards more frequently while equity
syndicators with substantial pools of capital are under increasing
pressure to find projects to fund. This combination of inexperience
and excess capital has caused the development of a number of
marginal projects. ln addition, many markets are becoming saturated
with Section 42 developments.

Counselors cannot do much about inexperienced developers and
saturated markets, but they can play a role in solving some of the
operational and partnership challenges encountered by new and
existing developments. The most common problems involve marketing, resident screening, compliance, and funding structures.

AN OVERVIEW OF THE TAX CREDIT PROGRAM
Growing communities need a full spectrum of housing including:
affordable single-family dwellings; affluent single-family homes;
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reinventing the wheel, but rather drawing upon
knowledge already obtained.
Authenticity - Authenticity is integral to trust,
as it goes beyond appearances to the substance of
people and organizations. People and organizations who possess authenticity unlk tfuir t k,behaving in ways consistent with their representations. Beyond the attributes that suggest the appearance of trust, one might consider how it feels
to be with an authentic person. Those people and
organizations who possess authenticity manifest

The Role of Trust

in

Real Estate

Once trust is established,

that tntst creates certain expectations
about performance. Thefl, once those
pe$orrnance expectations arc rcalized,

justifies
tntst reinforces trust. The rcsult
the performance that

is a airtuons circle of trust.

with
of consistency through tht'ir actions over
time and the actions themselves being congruent
with representations that they make about their
values, priorities, and standards. Further, those
people and organizations that possess authenticity
are able to be as honest about their shortcomings
and failures as they are about their accomplishments and successes.
consistency and congruence in their behavior,
a strand

Reliability -Reliability is fundamental to trust,
as people and organizations who are considered
reliable tend to be trusted. Reliabilitv is achieved by
the presence of positive experiences and the absence of negative experiences. Specifically, representations made and honored enhance reliability,
while deadlines missed, performance shortfalls,
a lack of predictability are negative experiences
that diminish reliability and therefore trust.

and

Brunil ldentity- A business entity's brand conveys its marketing position. The effective brand
image is created over time and continually reinforced by encounters with a multitude of elements
that comprise a company's identity. ,ust as recognized brands such as Coca Cola and Tiffany engender trust, investors have greater trust in those individuals whose identity in all its forms reflects a
recognized brand, ldentity is created through the
composite of messages reflected by advertising;
written communications through articles and reports; media coverage; sales literature and materials; office environments; and personal appearance.
Investors can assess kust by considering whether
the presentation of the manager's and advisor's
identity is strategic, consistent, and congruent.
While all of the trust factors are important, research into interpersonal communications effectiveness has determined that visual appearance is
many times more important than content. Consequently, trust often is much more a function of the
messenger and the messenger's style than the actual message.

t3
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Those organizations which
responsive
to clients, as opposed to
directly
are
indifferent,
are more trusted than
being distant and
those that are not. Responsiveness corresponds to
personal interest and involvement, and this personalizing of the client relationship contributes to and
reinforces trust, for customized approaches are experienced by clients as personalized approaches.
Customized approaches to clients and their ProbIems engender greater trust than do those that are
canned or "off-the-shelf." Further, responding to

Collectively, these 12 elements of trust corresPond
to the attributes and style of professionals and
managers who command their clients' trust.

residence for one year and then moves because of a
(one-half
iob transfer may exclude up to $125,000
under
the
the regular amount of $250,000 exclusion
Tax Act of 1997). If he or she has a gain of$75,000 on

Murphy, Kevin

Equally important as trustis the ability of a manager
to perform for the benefit of the client. If decisions
by the investment manager and the performance
delivered are incompatible with the trust attributes
discussed above, that inconsistency will inevitably
diminish trust.

the sale of the residence, it is all excluded rather
than only one-half of the $75,000, in accordance to
the clarification provided in the Tax Act of 1998.

10. 1-2. l-2.1-2, and l-2.
Pratt and Kulsrud. "Supplement to Accompany Individual Taxation 1999 Edition-Chan8es Introduced by the IRS Restructur-

clients as individuals and on their terms, rather
than treating them as a generic customer in ways
determined by the service provider, reflects a more
personalized approach that engenders trust.

Trust is not a substitute for, but rather a complement to, the essential content attributes of the real
estate investment decision-making process. Those
who aspire to trust in their relationships with their
service providers and clients, would do well to
consider that the greater the trust, the higher the
expectations of the substance of the content of the

Responsioeness

-

role that emoEmotional lntelligence
- The
tional intelligence plays in who gets ahead in busi
ness is increasingly recognized. Accordingly, interpersonal skills are a critical contributor to creating
and sustaining trust. Those individuals who express interest in others, make them feel special,
convey that they care about and also that they trust
them, ferld to be more trusted. As a senior financial
executive told me a long time ago, "People tend to
do business with those they like." And his statement can be amended by the addition that people
tend to do business with those who manifest selfconfidence, reflecting their own trust in their own

performance.
Consequently, it is critically imPortant to consider
the necessity of clearly articulated strategies, responsive planning and control systems, and clear
communication of what is to be done and reporting
of what has been done. Once trust is established,
that trust creates certain exPectations about performance. Then, once those performance exPectations

are realized, the performance that justifies trust
reinforces trust. As depicted in Exhibit 4, the result
is a virtuous circle of trust.*.,

competence.

Exhibit 4

Virtuous Circle of Trust
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MISCELLANEOUS ITEMS
A miscellaneous, but significant item, in theTax Act
of 1998 affects all taxpayers who have a tax liability
starting in.1999 (effective on 1998 tax returns) as
they are to make checks and money orders payable
to the "U.S. Treasury," not to the "lnternal Revenue
Service." Another miscellaneous item that is not
part of the 1998 Act but is a change in IRS procedures involves private letter rulinBS. On January 20,
1999, the IRS announced that businesses with less
than $1 million in gross income noll' qualify for a
special $500 user fee when they request a Private
Ietter ruling. The fee for most other Private letter
ruling requests is $5,000. A private letter ruling is a
written statement issued by the IRS to a taxPayer
that interprets and applies the tax laws to the
taxpayer's specific set oI facts. This change makes
private letter rulings available to smal[ businesses.
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CONCLUSION
The IRS Restructuring and Reform Act of 1998 is a

complicated piece of legislation that contains numerous amendments and new provisions. Many of
these provisions can help businesses of all sizes in
many industries reduce their tax burden if properly
applied. A law as complicated as this needs a great
deal of study if one is to maximize the tax breaks
that are potentially available in such a sweeping
piece of legislation. Those managers and owners
who are responsible for maximizing shareholder
wealth and maintaining aPProPriate capital structures should look very closely at this law. In addition, many of the new tax Provisions have a signifi
cant impact on individuals. Individuals, business
owners, and business managers should consult with
appropriate tax professionals to assure proper application and maximum benefit from the new law.*.,
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ESTIMATED TAX SAFE HARBOR
Under present Iaw, an individual taxpayer generally must pay a penalty for an underpayment of
estimated tax. The individual taxpayer generally
does not have an underpayment penalty if he or she
makes timely deposits of estimated tax equal to
certain safe harbor percentages of the prior year tax
liability. For taxpayers with an adjusted gross income of over $150,000, the 1998 Act increases the
105 percent of last year's tax liability safe harbor to
106 percent of last year's liability safe harbor for tax
years beginning in 2000 and 2001. The safe harbor
percentage for these taxpayers increases from 106
percent to 112 percent for taxable years beginningin
2002.
Tax Planning Tip; There is generally no under-

payment of estimated tax penalty for taxpayers
who owe less than $1,000 ($500 under prior law)
with theirtax return or fortaxpayers who had no tax
liability Ior the prior tax year.
CAPITAL RECOVERY: DEPRECIATION
Before 1999, taxpayers who elected to use the Alternative Depreciation System (ADS) and the 150 percent declining balance method to depreciate tangible personal property were required to use the

however, personal casualty and theft losses (net
amounts after reduction of the 9100 and 10 percent
floors) were treated as business losses for NOL
purposes. This apparent inconsistency allowed
NOLs from personal casualty and theft losses but
disallowed nonbusiness deductions in the computation of such NOLs. The new law [Section
172(d)(4XC)l now provides that casualty and theft
Iosses incurred in a nonbusiness transaction by a
non-corporate taxpayer are taken into account in
the computation of a net operating Ioss; and in the
NOL computation, the casualty and theft losses are
not treated as miscellaneous itemized deductions
subject to the two percent floor or as itemized
deductions subiect to the three percent cutback.

Larup IruvrsrMENT rN THE
2-l,st Cnrvruny

Another NOL change is that the portion of an NOL
which qualifies as a "specified liability loss" may be
carried back l0 years instead of the normal twoyearcarryback period. Specified liability Iosses ISection 172(fX1)(B)(i)l include losses related to the
following: product liability, reclamation of land,
decommissioning of a nuclear power plant, dismantling of a drilling platform, remediation of environmental contamination, and a worker's compensation claim.

ADS life for its computations. Starting in 1999,
taxpayers must use the MACRS life rather than the
ADS life for property placed in service after December 31, 1998, if the 150 percent declining balance
method is selected. Thus there no longer is an
election to use the 150 percent declining balance
method and the longer ADS life.

Tax Planning Tip; It will be essential for individuals who suffer from casualty or theft losses,
farmers who have NOLs, and others who have
specified liability losses to spend some time in the
computation of NOLs and in tax planning the best
route for carryback and carryforward periods to
take advantage of these new ta\ provisions.

There was also a change or clarification in the 1998

CLARIFICATIONS ON GAINS FROM SALE
OF PRINCIPAL RESIDENCE
In a decision which benefits many taxpayers, Congress settled the question of how to apply the new
capital gains exclusion to the sale of a residence
owned and used for less than two years. The general ruie indicates that to be eligible for the capital
gains exclusion, a taxpayer must have owned the
home and occupied it as a principal residence for at
Ieast two of the five years prior to the sale or ex-

by lames R. MncCrate, CRE, €.t Daztid L. Peterson

fflhis article examines some of the ways that U.S. land investment
I in the 2l '' century will be different from what we know today. We
I will look ahead five to 10 years to predict which of today,s
practices and patterns will have changed - and how dramatically. We
also examine how these changes could affect returns and investment strategies.

will

ABOUT THE AUTHORS
Tax Act relating to depreciation limits for electric
vehicles. The annual depreciation deduction was
tripled for such vehicles in accordance to 1997
legislation, and the 1998 Act clarifies that the maximums foryears after the vehicle's six-year recovery

period are also tripled.
Tax PlanningTip; Whenever and wherever it is
feasible for a company or an employee to use an
electric vehicle, this can be a significant tax benefit
to take the larger amounts of depreciation deductions.

NET OPERATING LOSS CHANGES
The Tax Act of 1998 made some significant changes
in the computation of a net operating loss (NOL) in
nonbusiness transactions. Previously, nonbusiness
deductions were normally not taken into account in
the computation ofa non-corporate taxpayer's NOL;
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change.
The 1998law states that a taxpayerwho fails to meet

the two-year test because of a change of place of
employment, health, or other unsuspecting circumstance may be able to use a fraction of the 9250,000

exclusion (or $500,000 for married, filing jointly)
equal to the fraction of the two years that the ownership and use requirement is met. For example, an
unmarried taxpayer who owns and uses a principal
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Before beginning this look into the future, we describe the basic elements of risk and related strategies that are always present in land
investment. We then review recent history to see how land investment
has changed over the past 10-15 years. This information provides a
baseline from which we can analyze expected changes in risk elements
and strategies and their effects on investment returns.

BASIC ELEMENTS OF RISK AND STRATEGY

David L. Peterson is an independent lnternet business adaisor, with
(Continuetl on page 24)

Risfts
Land investment is always subject to a number of risk factors. The
character of risk changes as development moves forward. The types of
risk associated with land investment include:
. Market risk - supply and demand fluctuations. As the window of
development opportunity becomes smaller, timing becomes more
important and market risk may increase. On the other hand, as the
quality of information improves and as market data can be retrieved
and analyzed more quickly - almost in real time - market risk may be
reduced in some instances.
. Covernmental risk - This type of risk is becoming increasingly
importantas more iurisdictions regulate moreaspects ofthe development equation more closely. Regulation by its very nature limits
what the owner can do with land. Simple zoning and subdivision

Itnd lnpestment in the 21sl Century
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regulations have now been expanded in many
jurisdictions to include Srowth imPact fees,
school construction contributions, affordable
housing exactions, and many other potentially
costly requirements.
Financial risk - The willingness of lenders to
back projects and the percentage of value and
interest rates at which they are prepared to lend
are always important variables. Some but not all
financial risk can be hedged against. The recounting of recent land investment history, in a
later section, shows how fluctuations can impact
markets.
Environmental risk - Some environmental risk
events can be hedged or insured against by prepurchase due diligence, butsome so-called "Acts
of God" cannot be. Accumulated pollution from
past decades and even centuries is an everpresent and significant factor in development
calculations.
Operating/development risk - A land owner's
investment return and profit often depend upon
the expertise and reputation of the developers,
builders, and contractors with whom he/she is
associated. Development is a business and is
thus subject to normal business risks which good
management can minimize.
Strategies
As land investment moves from raw land status
through the acquisition, approval, zoning, subdivision, and other regulatory approval processes, the
amount and character of risk will change. The wise
investor develops strategies to minimize, hedge
against, and otherwise deal with these risks. At
Ieast three basic strategies can be identified, each
which presents a different risk/return profile.

of

The first strategy is to purchase large tracts of
unsubdivided land with the intent to hold for longterm anticipated future development. Land purchases of this type are tyPically not conditioned on
approvals. The owner who may or may not be the
ultimate developer, assumes all the approval risk in
the hope of increasing overall returns. Land investment surveys conducted over the past decade by
Price Waterhouse LLP (now Pricewaterhouse Coopers LLP) confirm the sPeculative, high-risk, highrefurn nature of this strategy. Survey results have
shown expected returns in excess of 50 Percent, in
contrast to developers' anticipated median returns
of less than 30 percent.
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The second strategy is to purchase land that is

approved for development but remains unimproved. The owner assumes the risks associated
with subdividing the land and installing infrastructure. In this case market risk is of greater concern. If
the market shifts or weakens the landowner may be
caught with obsolete layout or too many Parcels.
Expected pre-taxed unleveraged returns on these
types of land investments have usually ranged
between 15 percent and 30 percent. Market conditions, (for example, the housing affordability index),
and the short-term interest rate environment can
dramatically affect return levels within this range.
The third strategy involves purchase of finished approved parcels thatcanbe developed within
one to or two years. Landowners who adopt this
strategy are often, but not always, the developers of
the ultimate product. Market and financing risk are
therefore ofgreatest concern to this tyPe ofinvestor.
Historically, expected returns for such investments
have ranged from nine percent for build-to-suit
projects to more than 15 Percent for speculative
ventures.

Whichever strategy is chosen, ongoing micromarket analysis, both economic and political, is an
important part of the landowner's risk manage-

ment activities. This can often take the form of
market analysis, with full appraisals required
only when significant micro-market changes have
been noted. Even though land investment may be
financed globally, the factors that determine investment risk and land value - such as political
decisions, economic conditions, and buyer preferences - will always remain primarily local.

In the next section of this article, we turn to the
analysis of these investment risks and strategies in
historical perspective, to see how the nature of risk,
the levels of risk and the land investment industry
itself have changed in recent times.

HISTORICAL PERSPECTIVE

Miil

to Late 1980s: Time of the Cozuboy
The mid- to late-1980s will be remembered as
one of the "go-go," "cowboy," boom eras of American real estate. Transactions and develoPment took
place with minimal market or regulatory discipline,
especially in Texas and the Southwest, but also
nationwide. Massive amounts of savings and loanfinanced development took Place with fees in mind
rather than ultimate marketability of the end product. Land "flips," multiple sham purchases and
The
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IRS Restructuring and Reform Act of 1998 reduced the holding period to qualify for the lower
rates from more than 18 months to more than one
year. The new one-year holding period applies to
capital gains occurring on or after January 1,
1998.

Tax PlanningTip; Capital gains on investments
held one year or less are taxed at the taxpayer's
regular tax rate. The availability of the lower rates
for relatively short-term investments clearly accelerates the need for tax Planning strategies that favor
capital gains over ordinary income. For example,
postponing the sale of a capital asset for just a few
more days or weeks may Put a taxpayer over the
one-year limit and invoke the lower tax rate. Also,
taxpayers should be vigilant and keep an eye on
the United States Congress since it is contemPlating still further reductions in the capital Sains tax
rates.

PASSIVE LOSSES
Although not part of the 1998 Tax Act, passive loss
rules continue tobe an imPortant tax planning issue
for real estate professionals. A real estate professional who "materially particiPates" in rental real
estate activities may not be subrect to passive loss
Iimitations if certain requirements are met. The tax
laws allow net losses from rental real estate to offset
any other income provided the taxpayer materially
participates in the rental activity. In essence, a taxpayer who qualifies as a real estate professional is
permitted to treat the loss from the rental activity as
if it were a loss from a trade or business. This tax
relief is available to individuals and closely held C
corporations. A C corporation is closely held if five
or fewer shareholders own 50 percent or more of the
stock during the last half of the year. The conditions
that generally mustbe met include the following: 1).
more than half of the taxpayer's personal services
(work) must be performed in real property trades or
businesses; 2). the taxpayer must perform more
than 750 hours of services in real proPerty trades or
businesses; and 3). the taxPayer must materially
participate in the rental of real estate.

Tax Plarning Tip:

A

real Property trade or

business is any real property development, acquisi-

tion, conversion, construction, redevelopment,
rental operation, management, leasing, or brokerage trade orbusiness. In addition, a taxpayer who is
an employee of a business engaged in a real property trade or business qualifies if the taxPayer has
an ownership interest in the business that is greater
than five percent.
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The Taxpayer Relief Act of 1997

lozuered the long-term capital Sains
tax rate for indioidual taxpayers from

percert to 20 percent for prcperty held
fiole thafl 18 months. The TaxpaYer
Relief Act also established a 25 perce t
tax rate on certain ilePreciable
real estate held more than 18 ,tloflths,

28

CHANGES TO ROTH IRA RULES
The 1998 Act made several changes to the rules for
Roth lRAs. The Taxpayer Relief Act of 7997 originally intended that funds converted from an existing IRA to Roth IRA be held in the Roth IRA for at
Ieast five years before withdrawal. However, the
law did not stop taxpayers from rece!.ving early
withdrawals from their converted Roth IRA and
receiving the benefits of the four-year averaging
rule on the converted amount, thereby paying no
early withdrawal penalty. The 1998 Act imPoses a
new toll charge on premature withdrawals from the
converted Roth lRA. If converted amountsarewithdrawn during the four-year spread period, the
amount withdrawn will generally be sub,ect to an
unfavorable income-acceleration rule.

ln addition to the new penalty, the 1998 Act contains three new Roth tax breaks. First, those who
convert to a Roth IRA may elect to recognize all
income in the year ofconversion rather than ratably
over four years. Second, taxPayers have until the
due date of their tax returns to change their minds
about any Roth IRA conversion that took Place any
time during the tax year (this helps taxpayers who
incorrectly project the size of adjusted gross income). Third, a surviving spouse who inherits a
1998 Roth conversion IRA can elect to continue to
defer income over the remainder of the four-year
spread period.
Tax Planning Tip; Taxpayers should avoid converting an amount so large that they use up their
available money to pay the conversion tax. In addition, paying the conversion tax out of IRA funds
will be considered a premature distribution with a
resulting penalty. Finally, although the 10 percent
early withdrawal penalty normally does not apply
to withdrawals for education or for first-time home
buyers, the 1998 Act prevents these exceptions from
being applied to distributions from employer-sponsored retirement plans.
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if: the statute of Iimitations has not expired *,ith

the taxpaver may demand a hearing with an ap-

respect to the underpayment or overpayment; the
taxpayer properly identifies the periods of underpayment and overpayment; and the taxpayer asks
the Secretary of the Treasury to apply the zero rate
rrn or before Dccember 31, '1999.

peals officer who has had no prior involvement in
the taxpayer's case. Before the IRS can lely against

This interest netting provision will be significant for corporations with a tax overpayment exceeding $10,000 in one year (on which the government pays 5.5 percent interest) and a tax deficiency
exceeding $100,000 in one year (on which the corporation is charged l0 percent interest). Since years
and sometimes decades pass before a final determi-

nation is made by the IRS in a multiple-year, large
corporation audit, the new interest netting prov!
sion could result in millions of dollars in savinp;s for
large corporations. Under prior law, a corporate
taxpayer could have ended up paying 4.5 percent
interest (10 percent - 5.5 percent) even though the
tax overpayment and tax underpayment may have
eventually been offset with no additional taxes due.
Other changes in interest and penalties include:
penalty for failure to pay taxes is .25 percent
instead of the usual .50 percent per month (after
199) for an individual who is paying his or her
taxes underan installment payment agreement with
the IRS;2). the Act permits the taxpayer to designate
the period to which each payroll tax deposit is to be
applied to help mitigate the failure to deposit penalty; 3). the Act suspends the accrual of certain
penalties and interest after one year if the IRS has
not sent the taxpayera notice specifically stating the
taxpayer's liability for additional taxes (along with
an explanation for how the additional taxes were
derived) within one year following the date on
which the taxpayer filed a timely retum; 4). the Act
requires that each notice imposing a penalty include the name of the penalty, a computation of the
penalty, and the Code section invoking the penalty;
and finally,5). the Act requires every IRS notice that
includes interest to be paid by an individual taxpayer to contain a detailed computation of the
interest charged and a citation to the Code section
imposing the interest. These provisions became
effective on July 22,7998.
I ). the

Due Process in IRS Collection Actioities
The Act establishes procedures to insurc due
process where the IRS seeks to collect taxes by lery
(including by seizure). Under these new rules, the
IRS is required to notify the taxpayer that a Notice
of Lien has been filed. During the 30-day period
beginning with the delivery or mailing of the notice,
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a taxpayer's property, it is required to provide the
taxpayer with a Notice of Intent to LeilF- Generally,
no lely can occur within the 30-day period beginningwith the mailing of the Notice of Intent to Levy.
During that 30 days, the taxpayer may demand a
preJevy hearing with an appeals officer who has no
prior knowledge or involvement with the taxpayer's
case. No seizure of a dl-relling that is the principal
residence of the taxpayer, the taxpayer's spouse, the
taxpayer's former spouse, or a minor child is al-

lowed without a court order. This provision is
effective for collection actions that started more
than 180 days after July 22,7998.

Confirlentiality Piuilege
The IRS Restructuring and Reform Act of 1998
extends the present attorney-client privilege of
confidentiality to tax advice furnished by any practitioner authorized to practice before the IRS. In
other words, the confidentiality privilege is extended to Certific,d Public Accountants and Enrolled Agents. Privilege may be asserted in any
noncriminal proceeding before the IRS, as well as in
noncriminal proceedings in the federalcourts where
the United States is party to the proceeding. This
privilege is only available when the tax practitioner
is providing tax advice. Privilege may not be asserted for communications made and documents
generated for thc'purpose of preparing tax returns.

The Act also excludes from privilege a written
communication between a federally authorized tax
practitioner and any director, shareholder, officer,
employee, agent, or representative of a corporation
in connection with the promotion of the
corporation's participation in a tax shelter. These
rules are effective for communications on or after
luly 72,1998.
CHANGES TO CAPITAL GAINS RULES
The Taxpayer Relief Act of 1997 lowered the longterm capital gains tax rate for individual taxpayers
from 28 percent to 20 percent (or 10 percent if the
property would otherwisebe taxed in the 15 percent
tax bracket) for property held more than 18 months.
The Taxpayer Relief Act also established a 25 percent tax rate on certain depreciable real estate (such
as residential rental property) held more than 18
months. The 25 percent maximum rate applies to

the gain to the extent of allowable depreciation.
The Relief Act additionally established a 28 percent top capital gains rate for collectibles held
more than 18 months and sold at an increase. The
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sales, (some even on the same day), artificially
inflated land values in a number of markets. The
result was a vast wave of real estate development
and investment, Much of this development was illconceived and unjustified at the time. All U.S. markets, as r.r,ell as the real estate regulatory and financing environment, were affected for many years.

Naive buyers, most notably the temporarily
wealthy Japanese, were eager buyers of American
real estate. Unsophisticated Americans, many of
whom vvere highly skilled in their ou,n professions
but unfamiliar with the ways of real estate, also
found themselves trapped in investments with
steadily decreasing returns in dramatically overbuilt markets.

Rationality Begins to Return
By the early 1990s, the boom of the 80s had
begun to collapse. State and federal regulatory actions, such as those of the Resolution Trust Corporation, resulted in thc closure of many lending
institutions and the liquidahon of their real estate
holdings. Properties were re-valued downward
approaching true market value and re.packaged as
portfolios to be resold to investors. Regulations
governing lending institutions and the appraisal
industry were tightened.
Thc Early 1990s:

The resulting large overhang of undeveloped,
developed, and subdivided land placed a lingering
cloud over real estate development of all kinds. This
Iimited the launch of new projects for many years.
The demand from Japanese buyers also dried up as
the Japanese economy entered a decade of contraction and weakness from which it is onlv now starting to emerge.

Markets shifted in a number of metropolitan
ln many areas the luxury housing markets
collapsed. Lower priced, smaller lot, higher density
product came into favor. This often led to costly and
time-consuming subdivision redesign with the need
to deal with amenities that were appropriate for an
earlier decade but represented over-improvements
in the early 1990s.
areas.

The

Mirl- to Late-1990s: The Rise of

the Public Companies

During the mid-1990s the American economy
entered a period of ongoing strength. Slowly but
surely the excess development of the previous decade was absorbed. Projects that had been abandoned or delayed were resurrected, often in financially stronger hands.

lAntl lnucstment
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As land inaeshnent moaes

from raw land status through the
acquisition, approa al, zoning,
subdiaision, and other regulatory
appfoT,al processes, the arnount afld
character of risk zoill change.
Tlrc zoise inoestor deztelops strategies
to minimize, hedge against,
and othenoise deal with these risks.

At the same time, American real estate became
increasingly a "public market" phenomenon. Real
estate investmenttrusts (REITs) and publicly traded
real estate companies became more important in
the industry. They brought high levels ofcapitalization that permitted them to accept the high risks
inherent in the land development process.
Smaller, often family-owned businesses and
localized entrepreneurs were replaced and in some
cases absorbed by Iarge, national, well-capitalized,
publicly-traded entities. This shift has affected all
aspects of real estate, land development and investment among them. Traditional sources of real estate
financing have been replaced by Wall Street-based
capital raising techniques.
The transition

b

institutional dominance has

not been a smooth or easy one. Even within the past
two years, advances and declines in share prices of
REITs and public companies significantly affected
their investment strategies and their ability to raise
capital. The short-term investment horizons ofstock

and opportunity fund investors have led to correspondingly short-term development planning horizons of REITs. They are focused on using all their
assets - including land - productively.
Home building firms, many of them large publicly-traded companies, are similarly affected by
short-tt'rm share price and earnings pressures. Like
REITs, they are interested in maintaining minimal
land inventory, using land only as they can build on
it. This creates good market opportunities for those
land investors who can function as land suppliers
to the construction industry. It is expected that
housing demand will remain strong, at least in the

short-term. Therefore, investing in land for ultimate use by the builder would appear to make
economic sense in many cases.

17

By 7997, as existing land inventories were absorbed, there was a mini-rush of investment into
land that could be used immediately for REIT
projects. Wel[-capitalized REITs allied with or purchased developers who had large land inventories
and the skills to convert them quickly to profits.
New institutional funding vehicles sprang up to
finance these land purchases. Although some concern was expressed that this investment might lead
to overbuilding, that fear tumed out to be largely
unwarranted. Market and regulatory controls were
more in evidence than they had been in the late
I 980s. Returns on land investmentdeclined as many
buyers competed for the limited supply of available
holdings. In particular, demand increased for
smaller, fu lly-entitled, build-to-suit projects which
provided quick profits at reduced risk.

In late 1998, weakness in Asian, Russian, and
Latin American economies resulted in short-term
declines in the global markets. These market declines affected REITs and commercial mortgagebacked security (CMBS) firms, slowing the flow of
investment into land. These publicly-traded firms
concentrated on building proiects that could be
brought to market immediately. Land investment
could still be financed, but usually only when significant equity was contributed and Iegitimate end
users identified for specific projects.
Even in this time of caution, there have been
occasional outbreaks of aggressive Iand development lending by financial institutions. These new
proiects are in areas where housing markets are
strong, as in some Southeast U.S. metropolitan areas and Southern California. Regulators face the
continuing challenge of monitoring investment
flows to insure that development proceeds, but not
in an overly risky manner.
Reflections on Recent History
Reflecting on the events of the past l5 years, one
wonders how much has really changed. Several of

the land investment proiects now being financed
and sponsored by Wall Street and institutional capital sources, although presented in professional looking packages, may carry as much risk to the typical
investor as some of the high-flying deals of the mid80s. The need to understand the underlying fundamentals of any real estate investment proposal, no
matter how packaged, remains critical. Wall Street
is iust beginning to develop the expertise to understand the subtle nuances of real estate investment,
including the more speculative land development
Process.

]ll

The "caution light" wamings and underwriting guidelines that are now being issued by regulators to lending institutions under their jurisdiction
bring back memories of the 1980s. One hopes that

today's lending institutions and Wall Street are
paying attention and that today's regulators perform more professionally than their counterparts of
l5 years ago.
The experience of the past 15 years also illustrates the importance of "deep pockets," patience,
and cycle analysis in land investment. Investors
who were able to hold on through the gyrations of
the late 1980s and early 1990s often reaped significant rewards in the late 1990s. Investors who were
able to buy into land investments at distressed
prices in the early 90s were able to enjoy high
returns-in that time period generally inexcess of30
percent for approved but unimproved land.
Finally, one wonders whether some of the regulatory actions of the late 80s and early 90s were
perhaps too hastily undertaken - especially where
land investment was concemed. Some projects that

were once RTC distress properties have become
successful developments of the late 90s, providing
significant returns to the investors. This suggests
that a more fl exible and patient regulatory approach
might have brought more benefit to both lending
institutions and U.S. taxpayers.
Trends of the 90s Proaide A Preaiaa of
the 27't Century
The late 1990s have seen the beginnings of

trends and phenomena that look as though they
will have staying power into the next century. These
include: use of the Intemet as a presentation, marketing, and transaction tool; increased political and
environmental concern in the form of so-called
"smart growth" initiatives; and the pervasive influence of computing and communications technology affecting the construction and operations of all
types of real estate.
The successful 21'r century real estate development company will employ these technological
innovations to design, develop, and operate real
estate proiects. Finished products will include technological innovations as amenities to attract potential buyers and end users. Real estate information of
all kinds is now cheaper, more readily available,
and better able to be precisely analyzed.
While these trends maybenefit consumers, they
may prove unsettling and threatening to traditional
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provisions of the Bankruptry Code relating to automatic stays or discharges, the civil damages can be
as high as $1 million. Second, the U.S. Court of

filing of electronic
inf ormation returns by ernployers, the Act

Federal Claims and the U.S. District Courts are
granted jurisdiction to determine the properamount
of estate tax liability (or refund) in actions brought
by taxpayers deferring estate tax payments under
Section 6155. The Act also provides that once a final
iudgment has been entered by one of the above
courts, theIRSis not permitted to collect any amount
disallowed by the court. In addition, any amounts
paid by the taxpayer in excess of the amount found
by the court tobe currently due and payable must be
refunded to the taxpayer, with interest.

has delayed the ilue date for filing
inf ormation rcturrrs. Where as ernploy er s

Third, the Act allows a record owner of property against which a Federal tax lien has been filed
to obtain a certificate of discharge of property from
the lien if the owner of record is not the person
whose unsatisfied liability gave rise to the lien. The
owner ofrecord is required to apply to the S€cretary
of the Treasury and either to deposit cash or furnish
a bond to protect the lien interest of the United
States. Fourth, the Act directs the IRS to modify its
administrative procedures to allow tax-exempt bond
issuers to appeal adverse examination determinations (loss of tax-exempt status) to the Appeals
Division as a matter of right. The appeal is then
handled by senior appeals personnel with experiencc in tax-cxcmpt bond issues. Other changes to
proceedings include: jurisdiction for small cases is
increased from $10,000 to $50,000; actions for estate
refunds which have elected the installment method
of payment for estate taxes attributable to a closely
held business, may now be heard by the Court of
Federal Claims or the Federal District Courts; and
deficiency notices must indicate the last date a
taxpayer may file a timely Tax Court petition. The
effective date of these changes was J.uJy 22, 1998.
lnnocent Spouse Relief
This Act generally makes innocent spouse relief
easier to obtain. An innocent spouse is excused
from liability for the couple's ioint tax, penalties,
and interest if five conditions are met. First, the
innocent spouse must have filed a joint income tax
return. Second, the understatement of tax on the
joint return is attributable to an erroneous item(s) of
the other spouse. Third, the innocent spouse must
be able to prove that, when he/she signed thc
return, he/she had no reason to know, and in fact
did not know, of the understatement of tax.
Fourth, when considering all the facts and circumstances surrounding the case, it would be
inequitable to hold the innocent spouse liable for

Tat Planning for

Real Estale lnuestors For 1999

&

Beyond

To encourage the

who file information returt s on paper rnust
ilo so brq February 28 of each year,
etnployers who file electronic information
returns may zoait until March 31 to file.
thejoint deficiency. Fifth, the innocent spouse elects
the innocent spouse relief not later than two years
after the IRS begins collection activities. Failure to
comply with any one of these conditions will result
in denial of innocent spouse relief.
One of the keys to the successful invocation of
innocent spouse relief is the knowledge of the innocent spouse. Thecourts have held that relevant facts

to consider in determining if the spouse had

a

reason to know about phony deductions include:
the spouse's involvement in the family's business
and financial affairs; the spouse's education level;
the presence of expenditures that appear lavish or
unusual; and the spouse's evasivcncss and deceit
when asked about the couple's finances. A "lack of
knowledge" defense can be difficult to prove because the IRS can take the position that even if the
innocent spouse claims he/she did not know about
a transaction, he/she had reason to know or should
have known if the spouse knew of the transaction
that gave rise to an omitted item of gross income.
The level of knowledge of a phony deduction to
prevent the innocent spouse defense is not clear.
For example, just because a spouse knows that
investment transactions occurred, he/she may not
know anything about what deductions might have
been taken in conjunction with the investment activities. The innocent spouse protection expanded

on luly 22, 7998.

lnterest and Penalty Relief
This 1998 Act included several changes to the
interest and penalty provisions related to various
taxpayers. First, the Act establishes a net interest
rate of zero on equivalent amounts of underpayment and overpayment ofany taxes imposed by the
Internal Revenue Code that exist for any period.
This provision applies to both self-employment
taxes and income taxes. The provision applies after
the date of enactment (July 22, 1998); and it applies
to interest for periods before the date of enactment

l:)

to encourage electronic filing of tax returns and
information returns (i.e., 1099s and W-2s). The Act
sets a goal that 80 percent of all tax and

information

returns will be filed electronically by the year 2007.
The Act also aims for a return-free tax sYstem for

individuals whose tax return information is limited
to items already reported to the IRS on information
returns. The Act has a goal for this return-free
system tobegin in the year 2008.1n addition, the Act
directs the Treasury DePartment to develop a plan
that would require all comPuter-Senerated tax returns to be filed electronically by the calendar year
2002.
There are several incentives for filing electronic tax
returns. First, electronically filed returns are Senerally prepared using computer tax preparation software. Returns prepared on the comPuter have an
error rate of less than one Percent. This means the

taxpayer is Iess likely toencounter such problems as

delayed refunds or certain IRS audits. Another
advantage of filing an electronic tax return is the
speed with which the taxpayer can potentially receive a tax refund. Whereas a paPer tax return
generates a refund check in aPProximately six to
eight weeks, an electronically prepared and filed
tax return can result in the refund amount being
deposited in the taxpayer's bank account in nine to
l5 days (when coupled with the electronic funds
transfer system). Still another advantage of electronic filing is the almost immediate acknowledgment (usually within a day) from the IRS that the
return has been received and acct'pted. A final
advantage of electronic filing is the ability to file the
tax refurn separately from the payment when taxes
are due. Under the new rules, a taxpayer can file his

or her electronic tax retum at any Point during the
tax season (January through April l5), and the
taxpayer can wait and Pay the taxes that are due on
or before April 15,

To encourage the filing of electronic information
returns by employers, the Act has delayed the due
date for filing information retums. Whereas employers who file information returns on PaPer must
do so by February 28 of each year, employers who
file electronic information returns may wait until
March 3l to file. This includes, among other things,
reporting wages, interest, dividends, and non-employee compensation. The due date for providing
copies of information returns to payees, howt'ver,
currently remains as January 31 of each year (the
Treasury is studying the possibility ofchanging this
date to February 15). The effective date of this
change is January 1, 2000.
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TAXPAYER PROTECTION AND RIGHTS
Burtlen of Ptoof
A somewhat controversial provision of the Act
is that the burden of prtxrf shifts to the IRS in certain
situations. Historically, an IRS determined tax deficiency has been presumed to be correct. This former
rule required the taxpayer to persuade the courts

that the IRS determination was incorrect and,/or
that the IRS position was without merit. The IRS has
always had the burden of proof in certain cases such
as those involving illegal transactions and fraud.
The new law, however, places the burden of proof
on the IRS in tax litigation with resPect to a factual
issue.
Specifically, four conditions must be rnet for the
burden ofproof to shift to the lRS. First, the taxPayer
must comply with the requirements of the lnternal
Revenue Code (hereafter the Code) and the regula-

tions issued thereunder to substantiate any item
that relates to the litigation. Second, the taxPayer
must maintain records required by the Code and its
regulations. Third, the taxPayer must cooPerate
rvith reasonable IRS requests for meetings, interviews, witnesses, information, and documents. Finally, the taxpayer must either be an individual or
must be a corporation, trust, or Partnership with a
net worth of no more than $7 million and no more
than 500 employees. In other words, the burden of
proof shifts to the IRS for individuals and small
businesses with respect to a factual issue.

This change does not apply to Present court
proceedings; only those arising in connection with
audits that started after the President signed the Act
(uly 22, 1998). The burden of proof also shifts to the
IRS in two other situations. First, the burden of
proofis on the IRS ifthey use statistics to reconstruct
an individual's income. Second, the IRS bears the
burden when the court case involves proceedings
against an individual taxpayer regarding a Penalty
or addition to tax. This change became effective
with the enactment of the Act (July 22, 1998).
Prc ce e dings by T axp ayers
Several changes to proceedings by taxpayers
(i,e., court cases) were built into the IRS Restructuring and Reform Act of 1998. First, the Act Permits
up to $100,000 in civil damages when an officer or

employee of the IRS negligently disregards provisions of the Internal Revenue Code or Treasury regulations in connection with the collection of Federal tax with resPed to the taxpayer. Further, if the negligence relates to willfully violating
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real estate professionals, such as developers, appraisers, brokers, management consultants, and
information providers.
Looking Ahead to the 27't Century
Many of the practices of the 1990s will remain
the same over the next five to 10 years. The land

conversion industry wiII continue to Perform in
predictable ways: upgrading raw land to pre-development, approved, subdivided, and improved staespecially in
tus, and nroving it into production
the residential sector. Large planned community
holdings, such as Newhall's Valencia in southem
California, Metro Dallas' Las Colinas, and the massive Del Webb resort/retirement communities
across the Sun Belt will work through their development plans, phase-by-phase, to completion. The
steady flowof small,localized transactions will also
continue.
But at the margin, perhaps less clearly visible,
important changes are underway. The social, economic, and political forces that are bringing these
changes about are likely to pick up momentum,
combine, and interact, beconring more significant
with each passing year of the 21'' century. We
discuss some of these forces and changes in the next
sections.

A "MEASLES" URBANIZATION PATTERN:
TELECOMMUNICATIONS OPENS UP MORE
LAND AT A DISTANCE
We have all read the articles about people running
small businesses from their homes far from cities
and suburbs and off the traditional grid. In the next
five to 10 years a combination of technological
advances .rnd cultural changes will make this
lifestyle more common. Freestanding scattered development will become a mainstream trend as more
areas of the country gain high-spee'd, inexpensive
access to the lnternet. Reductions in cost will spur
the trend. The coming of wireless connectivity to
more locations will speed dispersal even further
and faster.
This trend combines with the "bundling of uses"
(see below) to make more land developable with
less infrastructure investment Per unit. Small-scale,
dispersed development utilizes and creates more
demand for "package plant" technology. Individualized sewer and water treatment and renewable
energy facilities will combine with environmentally-conscious lifestyles that reduce generation of
wasteand energy demands. These trends mean that
more land will become available and attractive to

bnd
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Many of the practices of the 7990s
will remain the same ooel the next
fioe to 70 years. The land conttersion
inilustry will contirure to perform in
predictable ways: upgradirls /avlt land
to pre - dea elopm eflt, aqProa e d,
subdiztided, artd itnprcoed status, afld
especially
ffioaing it into proiluction
in the residential sector.
end-users. This can create a downward pressure on
land prices.

CULTURAL CHANGES FREE THE WORKERS
When employees work for one employer who expects them to be in an office five days a week, they

are forced to live nearby. As employers become
more flexible about where and when their employees work, and as employees increasingly patch
together "portfolio work lives," serving multiple
employers, the bonds between home and workplace will loosen. The work force of the 21st century
will have more work oPtions and therefore more
residential options. Employers will have more oPtions as well in creatin8 space.

LAND USE CATEGORIES MIX AND BLEND
Advances in microchip, telecommunications, and
Internet technology increasingly make possible the
a place
multi-function residence or "home plus"
where families not only live, but also work, shop,
learn, and entertain themselves. As this happens, it
will affect the way facilities are developed for all

non-residential land uses.
There is still demand for the traditionally located
and configured office building. Some new or re'
modeled offices are being designed for the mobile,
transient worker - with hoteling, office-sharing,
communal meeting spaces, and steadily shrinking
square footage peremployee. Ratherthanoneoffice

building, an employer may now have multiPle
smaller locations, where employees can "plug in"
for short time periods. More and more employers
will invest in laptops, rather than office space, and
let employees decide where and when to "office"
themselves. Only time will tell whether the traditional or "new style" offices will prevail. Some
flexible office experiments have been successful.
Others have generated strong employee resistance.
The two styles may continue to exist side by side sometimes within the same building.

l9

Retail spaces will increasingly be used for many
things other than shopping. Forthe time-constrained
shopper, pure shopping space will expand to become "shopping plus" - shopping plus entertainment and plus dining. Retail facilities will also
increasingly include spaces for assembly, entertainment, and socializing. The bricks and mortar

retailer must offer something more and different
than the on-line retailer.
Another example ofblending ofuses is that ofresort
land combining with retirement communities. This
combination will be more evident, especially in the
Sun Belt. It will make it increasingly possible for
people to "age into" a community over time, perhaps moving from section to section within it.

"Personal service" in this new on-line marketing
and information environment will mean userfriendly web sites that let buyers and sellers analyze
and transact business quickly, smoothly, and directly. Nelv on-line databases will include all the
information that the market participants need to
complete the transaction including, but not limited
to topographical maps, flood maps, surveys, market information, and legal documents. These sites
will cater to both U.S. and international investors.
All real estate professionals will have to re-examine
their roles in land development and sales. Technologically sophisticated, well capitalized firms are
developing and maintaining web sites that could
make many real estate professionals obsolete.
As Iand information becomes standardized we can
expect to see the creation of worldwide investment
land portfolios. These will be marketed to investors
in much the same way that pools of mortgages or

INTERNET AUCTIONS WILL CREATE A
GLOBAL LAND MARKETPLACE
In the 1990s, land marketing has been done the
traditional way - r.r,ith locallv-based sellers dominating localized markets. Now, the same global
lnternet auction capability that has created
worldwide trading environments for Beanie Babies, antiques and many neu' kinds of products is
beginning to be applied to real estate and land
marketing.

a distance. The American West is littered with

The effects of these new and evolving technologies
are not yet clearly visible. tsy looking at the Intemet
auction experience with other commodities on sites

"dead" mountain and desert subdivisions where
lots were sold internationally and the promised
infrastructure was never developed. Will Internet
auctions bring a repeat of these fiascoes? We think

like EBay we can make some educated guesses
about the future impact on land investment and
marketing. More parcels will be offered for sale
over the [nternet. These offerings will be supported
by information-rich web sites connected to databases that provide sophisticated price comparisons, detailed interactive maps and Iive "web-cam"
visuals. Standards for land information will be
created to reassure potential buyers. With these
increased standards in place more buyers will be
attracted to the ever-increasing number of offerln8s.
These changes could bring about a gradual reduction in the role of localized brokers and appraisers
similar to the changes currently im-

- travel-related industries. Intermediarpacting the
ies will have to provide value-added services to
transactions in new and different ways. Publicly
accessible transaction databases will soon provide
the same kind of information that appraisers, brokers, and lawyers provide today. The information,
however, will be cheaper, faster and more accurate
in many cases.
20
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auto loans are sold today. This type of packaging
will appeal tu a larger audience of investors who
want to participate in the higher returns that are
offered in land investment.

by

l.

Russell Hnrdin

MARKET OPENNESS WILL INCREASE
BUYERS' COMFORT LEVELS
Peopleshopping for real estate on the lnternetbegin
with the simplest transactions first and then move
steadily up the price and complexity scale. First
explorations usually include apartment rentals, hotel
room bookin2;s, and time-share or campground
vacation bookings. This has already begun.
The next step might be investigations of alternative
land investments. When the buyer has chosen a site,
his,/her custom home can be designed on-line and
the prototype viewed in three dimensions. Bidding
for construction contracts can then take place online. Finally, both architect and owner can watch
and monitor construction as it proceeds, via live
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Trutnooucrroru
! Thelnternal Revenut Service (lRS) Restructuring and Reform Act of
J- I 998 the Act) was signed inkr law by President Clinton on July 22,

This is not the first time land has been marketed at

not. Regulatory mechanisms at all levels have been
strengthened in recent decades. More information
is readily available. Furthermore, Internet discussion 6;roups and message boards serve as on-line
watchdogs, helping to sort out the real from the
fraudulent. Some risk, horvever, will always remain.

& BrvoND
(

ABOUT THE AI,JTHORS
J. Russell Hardin is an qssistonl
prolessor ol accoutrti g qt Pittshlrrg
Stale Unit'ersity in Pittsburg, Knn,
sas. He holrls the B.S. and M.A.
dtgrees in business from Apltalnchian Statc Unircrsity and the Ph.D.

ir

accounting uith a conctntnx frcm tfu Unioersity of
Mississippi. He is also a CPA and
teaches tar ctturses and financial accounting. Ht hns published sncral
articles and ll.a*s irt tfu accoutrtirg,
degree

tration in

t a x, a rt

(

d inl nna

E-mail: jha

t

io n a I b us

ircss fie I ds.

rd i n@pit tstat t.edu)

fack R. Fay is ar associale prot'tssor
of accoutrlirg at Piltsburg Stata
(Continued on page 59)

'l

1998. The law is far-reaching and multi-functional and is surprisingly
complex; it affects a broad cross-section of taxpayers in a variety of
significant ways. The 1998 Act is actually six acts rolled into one piece
of legislation. The law represents a major attempt to rein in the IRS
through a ground-up reorganization. The Act also Iowers the holding
period for the most favorable capital gains rate; makes several technical
corrections to the Taxpayer Relief Act of 1997 (TRA 1997); enacts the
"Taxpayer Bill of Rights 3;" carves out a separate Electronic Filing
section; and adds a list of "revenue raisers" that affect both individuals
and corporations.

The purpose of this manuscript is to summarize some of the provisions
to the Internal Revenue Code that are now effective as law or that will
soon become effective as law. Individuals and business owners are
urged to look closely at this sweeping legislation to seek ways in which
they can significantly diminish their future income taxes and to examine
the new protections and rights that taxpayers enjoy under the new law.
The following discussions focus on some of the major provisions of the

new tax bill which, directly or indirectly, affect real estate investors.
Some suggestions for tax planning are also included. To determine the
particular effect, if any, each of these provisions will have on a particular
taxpayer, each taxpayer should consult with his or her CpA, tax attorney, or other tax professiona[.
ELECTRONIC FILING
One important component of the IRS Restructuring and Reform Act of
.1998
is the electronic filing rules and incentives. The Act has provisions
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4.

5.
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on-site cameras, even if they are at a distance from

Harvey Rabinowitz (1993). Groundwater
Contamination: Its Effects on ProP€rty Values and Cities.
lournal of the Anerican Pla,, ili Assoclaliou. Vol59, no 4. PP
473-48'1, and Mark Dotzour (1997). Groundwater Contamination and Residential ProPerty Valucs. ,4Pptiisal lounnl,
vol. 65 no 3. pp 279-290.
Francois Des Rosiers, Alain Bolduc and Marius Theriault
(1997). Environmentand Value: Does Drinking Water Affect
House Prices. Presentation at the 1997 Meeting ofthe Ameri-

William

Page and

the property.
These advanced applications are not commonPlace

today but they are technically feasible. The rapid
pace of the Intemet evolution reminds us that what
is experimental today can become widespread and
commonplace within a Year or two.

can Real Estate Arietv in Sarasota FL.
C.W. Abdala, B.A. Roach and D.J. EPP. (1992) Valuing Envi-

TECHNOLOGY AND POLITICAL FORCES
WILL COMBINE TO SPUR REUSE
The future is not totally one of far-dispersed, decentralized, small-scale, individualized "measles" development - though there will certainly be a lot of

ronmental Quality Chan8es Using Averting ExPenditures.
I-atld Econonics.

7.

8-

V

ol. 68, no. 2 p 163-175.

It was decided to use the Published retum on equitv rather
than the firm's huadle rateor target rate because these are not
available. The retum on equity is an adequate measure of the
opportunity cost of capital.
This fiSure was subiected to sensitivity analysis. If the ProF
erties were resold faster, in the se(ond year, at only a l0

that. At the opposite end of the sPectrum, an increasing number of communities willwork on publiclprivate partnership Proiects, intended to reclaim once-developed land for various tYpes of re-

percent discount, and assuming a discount rate of 18 Percent
(well above the retum to stockholders), the resultinB loss is 39
percent, about the same at the fiSure derived ak)ve. If the
sarne sale assumptions are kePt, but if BI-s discount rate is
assumed to be 8 percent, consistent with financing the costs
with corporate debt, the overall loss would be 35 Percent.
9. Bitl Hollis, BP CorP. Public Meeting, Levin College of Urban
Affairs, Cleveland State University, APril 1997.
10. lf a propefty is sold every ten years, and if there is a 20
percent loss upon sale, then for an average sales price of
$1m,000, the annual expected exPense to cover the losses
would be $2,000.

dominant position in the development of buildings.
REIT and public company dominance will likely
continue. It is not clear what imPact this will have

on land prices and returns. The larger and more
geographically diversified REITs and other real
estate operating companies will be able to treat Iand
as a "factor input" in the way that manufacturing
companies treat raw materials or that retailers treat
just-in-time inventories. Developers will time their
purchases and structure their oPtions to achieve a
reliable flow or inventory of land at the best Pdce

use.

On the positive side, improved reclamation technology is making it possible to redevelop inner-city
Iands that now lie unused because of hazardous
waste and similar pollution issues. Communities in
most states have the legal power to assemble land,
where parcelization may have limited development feasibility. Some funding is being made available to encourage reclamation efforts. However,
these inner city programs will be hindered - as they
have always been - by the serious Problems of
crime, security, and social breakdown that exist in
most cities.
RECYCLING THE LAND FROM THE
COLD WAR ERA
More progress is Iikely to be made in recycling and
re-using the vast acreage of land that had been
devoted to military facilities during the Cold War
and previous wars. ExamPles include Glenview

Naval Air Station, IL, Pease AFB, NH; March,
Norton, and George Air Force Bases in Southern
California. These bases have the advantage of being
located in suburban and ex-urban locations, where
they can benefit from more generally Positive trends
and conditions. Dealing with the federal governbut
ment on these re-use issues is not simple
passage
of
with
the
seems to be becoming easier
time. Some of these military and military contractor
land holdings could well become the large-scale,
multi-use planned communities of the early next

century.
NEW LAND INVESTMENT VEHICLES AND
INSTITUTIONS EMERGE
In the final years of the 1990s we saw the beginning
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of a new institutional environment for land investment. General and sPecial PurPose REITs, Public
companies, opportunity funds, and others became'
dominant players in the land market. Their involvement in the land market followed - and fed - their
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We are also seeing the creation of more specialized
land-holding or warehousing entities. For example,
using a REIT format, comPanies have been estab'
lished to hold only the Iand under car dealershiPs or
movie theaters. They hold the properties and intend
to reuse the sites when the existing uses no longer
offer the highest returns. We can expect this specialization of function to continue. A logical next steP
will be entities set up to hold the land that non-real

estate industrial companies have removed from
their books and asset bases.
We can also expect more develoPment comPanies

to invest in land with the intcntion of creating a
series of different related products on the land as
demographics and demand Patterns change over
time.

A hospitality firm might initially develop "boomer
resort" facilities, then move to more care-intensive
retirement/assisted living facilities. They would
retain the ability to revert toother uses on part of the
property as the boomer "age wave" ebbed.

Following this example a step further, it is likely
that occupancy of retirement communities could be

sold globally on a time-share basis - as vacation
accommodations are today. We can exPect to see
more use of the time-share concept for all types of
real estate investments. The Internet gives buyers
and sellers the ability to create global packages in
new and innovative ways.
As noted above, the invq;tors of the next century will
be attracted to invest in funds that contain portfolios

of Iand investments, as well as in individual parcels

2t

of land. They would thus be able to enjoy the
potential high returns associated with land development. Many of the financial institutions that offer
other forms of securitized real estate to their global
customers can be expected to add land investment
offerings in the near future.

SMART GROWTH CATCHES ON:
COMMUNITIES PARTICIPATE MORE
ACTIVELY
In the years ahead, state and local governments will
become more active partners in land development.

"Smart growth" plans and strategies and the numerous regulations that follow in their u,ake are
now mainstream phenomena. This fact requires a
shift in land investment calculations. There are now
fewer pure "land investment" plays and far more
"land plus infrastructure" plays.

In most urban and suburban development situations, the analvsis of the local regulatory environment is now as important as, often more important
than, pure land economic analysis. Determining
the cost impact and the timing consequences of
regulation becomes critical as developers try to hit
short "windows of opportunity" with theirproiects.
Stability of regulation is another concern. Investors
must assess how rapidly and in what direction local
regulations may change. Usually, regulation is likely
to get tighter and more rather than less complex.
Developers who master the new, more complex,
and costly environment should be rewarde'd accordingly.

In the years ahead, we will see changes in the
definition of "infrastructure." Greater emphasis
will be placed on the telecommunications/ Internet
infrastructure, relative to transportation infrastructure.
EXPECTED CHANGES BY PROPERTY TYPE
Warehouse/Distibution - There will be a decreasing number of larger facilities. They will be
accessible by many transportation modes (air, rail,
truck), which can provide almost real-time (iust-in-

time) delivery of products. Even products purchased on-line have to be delivered from seller to
buver.

Office - tNe can expect to see more dispersed
facilities and fewer "ego towers." There will be
increased substitution of computer/ network investment for bricks and mortar investment.
Retail - There will be increased attention to
intensity and multi-purpose use of space. Highly

efficient retailers such as Wal-Mart and 7-l I are
likely to prevail over weaker competitors. The electronic commerce revolution will bring new hybrids
of online and offJine shopping. Traditional stores
will have showroom and "demo" space where customers can examine and test products before buying them on-line.
Residential - The home/condo unit will have
increasingly more non-residential features included
in the package, as discussed above. Technology

will

be pervasive in the home, first linking computers
into home networks, then linking appliances and
support systems to on€'another to create smarter
homes.

Many existing structures will have to be upgraded to accommodate the new services that technology has to offer. We can expe'ct older residential,
industrial, and office properties to be demolished
or retrofitted to provide for the space needs of the
21't century. Those development companies that
include technology experts on their teams and develop cutting-edge products will have a competitive advantage.
EXPECTED CHANGES BY GEOGRAPHY
We can expect a continuing migration to the Sun
Belt. This will be a stlective migration. It will favor
smaller, high amenity commurrities such as college
towns. Those communities that combine the ability
to cater to workers in the information economy, as
well as to seniors and recreation seekers will be the
most favored. Those communitic's that combine air,
rail, and highway access with qualilv of life will be
most successful. Don't be surprised to see the reconstruction of railroads to out-of-the-way places.
The Intermountain West is also likely to prosper for
a variety of reasons, including climate, pace, and
qualitv of life, and unbundling from major West
Coast cities. Relocation of both jobs and residences

from major California urban areas to states like
Montana, Utah, Arizona, and New Mexico will
increase.

FUTURE OUTLOOK FOR
LAND INVESTMENT RETURNS
ln this final section we examine the forces that will
affect rates of return on land investments in the
years ahead. We review the results of recent and
pertinent PricewaterhouseCoopers land investment
surveys,

PricewaterhouseCoopers and its predecessor
firm have carried out National Land Investment
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Negotiated Settlement
Beyond the direct sale ancl resale of units, there
were another 65 units affected by the pipeline leak.
AccordinS b a public presentation by BP staff, there
was a negotiated settlement between BP and the
residents in a specific study area (approximately
100 homes). The deal h,as facilitated by the Urban
Center at the Levin College of Urban Affairs at
Cleveland State University.' ln addition to payin€i
for remediation of contamination:
BP offered to buy out, relocate, and compensate
those households who wanted to leave for their
" pain and suffering." BP lt as free to resell these
homes (the 35 units referred to above).
BP also offered to give each household a 92,000
grant per year for five years for home improvements (all but three made use of these).
BP also offered to give each household an indemnification against declining propertv values
for l0 years.

Because this was a negotiated settlement, it
helped the residents Bet on with their lives, and
appeared to be well-received. The next se'ction anaIyzes the present value of these market-supporting

offered market supports,
beyond this case.

it is not generalizable

However, those 65 properties in the impact area
but not bought by BP received non-market price
supports with a present value of $l.l million, on a
propertv base of $6.5 million. This represents iust
under l7 percent of the value of these properties,
which may be generaliz;rble if a similar settlement
package is offered.

CONCLUSIONS
This case has analyzed residential sales contaminated bv a known pipeline leak where remediation
is being undertaken, and the houses are on well
water. The case study reveals that single-family
homes contaminated by .r rvell-publicized pipeline
rupture experienced a loss in real estate value of
approximately 25 percent, after the rupture and
when remediation is underwav. The motivation of
the responsible party was an important factor in this
analysis. The present value of this reduction in

value to the responsible partv (exclusive of
remediation costs) h,as 35 percent to 40 percent,

depending on the assumptions used.

strategies.

Secondly, neighboring residential properties within
tr designated impact area that were not acquired by

Present Value Analysis of Scttlement Package
An analysis of the present value of the overall
settlement package between BP and the residents is
shown in Flgrrrc 3. These figures are assumed to be
net to BP, and exclude remediation costs, or anv
payments to residents for relocation or personal
matters. They also exclude rental income. to BP from
the houses they own and hold. The figures are
based on the 35 units pre'sented above, as well as the
65 additional units which BPdid notbuy, but which
received a $2,000 annual maintenance grant for five
years, and a guaranteed sales price for 10 years. It

(within the study area but not
shoi{n to be directly contaminated) received an
array of price supports with a present value equivalent to 17 percent of their market value.

was assumed that the 35 homes sold did not receive
these non-market supports.t"

When these other non-market factors are included, the present value of the loss to BP for all 100
units in the study area (a combination of those
directly impacted and within the impact area but
not contaminated) would be just under $3.0 million
ona property base of$11.2 million. Thus, thepresent
valuc of the direct real estate losses and other nonmarket support activities to BP for the study arL'a
in this case, cxclusive of remcdiation, would be 26.5 percent. Because this figure reflects a blend
where one-third of the units were directly acquired by the responsible party, and the rest were

Settlement ol au Oil Piptlinc

the responsible party

This latter figure is a substantial amount. Further,
the settlement terms are not generally available
using conventional real estate research methods
(e.9., no lien, no responsible party seller, not on a
deed registration document). If and when these
homes are resold, and if remaining time on these
price supports are transferable to new owners, they
should be capitalized into the sales price value of
the properties.*u,
NOTES
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U.S. Department of Transportation, Office of Pipeline Safety
(OPS) l996Colonial PipelineTask Force, Final ReportJanuaN 10. 1997.
Robert Simons. (1999). Thr, Effect of t ipeline Ruprurcs on

Non-Contaminatcd Easement Holding ProPrty. Appnisal

3.

lournal luly 1999.
Robtrt A. Simons, William Borven and Arthur Sementelli.
(1997). The Effect of Leaking Underground StorageTankson
Residential Prop!'rty Value. k nlll Of Rcal Estatu R.search,
Vol. '14 no. 1/2 p.29-42; and Robert A. Simons, William
Bor,\'en.tnd Arlhur Sementelli. (1999) The Effect of LUSTS
from Cas Stations on Residcntialand Commercial Property
that is Actually Contaminated, Appraisd, /o wnal, Aptil1999
p.186-19,1.
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Comparison of Expected Land Return, Speculative Grade Yields and
Other Investments
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The median gross profit margin dropped to t4
percent in 1999 from the year-end survey. The median expected mark-up over project costs remained
unchanged from 1998 to 1999 at 20 percent. The
highest expected returns continue to be on largerscale, unapproved / unentitled developments,
where unleveraged expected retums can be as high
as 60 percent or more. Land cost as a percentage of
total project cost continued to show an upward bias
for desirable sites in the 1999 survey. The median
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F(ure 2 summarizes the expected return by all
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indicating continued increased competition for
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respondents to the Pricewaterhousdoopers' National Land Investment Surveysl from 1990 through
1999. Expected returns declined from 21 percent in
1990 to 17 percent in 1999.

By 1999, the expected unleveraged pre.tax returns
(lRRs) ranged from nine percent to 30 percent with
a sample median of 14 percent for approved land
development projects. The low end of the range and
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Investment Advisors.

While returns on other investments generally declined from 1991 through 1998 the expected returns
offered on land investments remained high. The
expected return ranged from 20 percent to 22 percent between 1991 and 7997 and then declined as
competition for sites increased and interest rates
declined to an expected 17 percent.

o

o

o o
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desirable sites for development. These refurns were
also associated with build-to-suit and pre-leased
projects. Expected returns for unapproved sites are
generally 1000 basis points higher than for approved sites. Furthermore, leveraging with debt is
almost non-existent for acquisition and entitlement
of raw land.
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Surveysr over the past decade under the direction
of Mr. MacCrate. In recent years these surveys have
shown that returns on land investment movewithin
very narrow ranges. We expect this to continue into
the future. Figure 1 shows the historical Comparison of Median Expected Land Returns, Speculative
Grade Yields, and Other Investments reported by
respondents to the PricewaterhouseCoopers' National Land lnvestment Survey, Moody's, and KDP
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percent in 1999, with a range between five percent
in speculative areas, to a high of 55 percent for
approved sites in desirable residential locations.

While actual returns vary from the expected returns, value is the present worth of future benefits.
The expected return drives the decision-making
process and provides a basis for estimating value.
Near term fluctuations in interest rates will negatively impact the actual returns on current develop-

ingly sophisticated and globalized land investment
marketplace. Land investment can offer significant
rewards to investors who understand the unique
risks and holding periods that characterize this
specialized product.*.,
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mean greater uncertainty concerning the approval
process. This will require greater onEoing attention
to the analysis of local political forces and variables.
Shorter development windows of oPPortunity
should lead land investors to Pay more attention to
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In summary, more, better-caPitalized and betterinformed investors will participate in an increas-

NOTES

ity of retums. More regulatory involvement

g

analysis of market risk, especially micro-market
trends and developments.

ments.

GENERAL COMMENTS AND
OBSERVATIONS
Finally, we highlight some of the variables we think
will influence future investment survey results.
The dominance ofinstitutional players and the shift
of more land investment activity toward shorter
term, lower risk activity r.l'ill result in slowly declining rates of return. The overall environment will
remain one of stable returns with small fluctuations. The more open and soPhisticated market
information environment may lead to slowly declining rates of return as competition for desirable
sites increases. The increased use of on-line information, web-based products and automated valuation models will result in more thorough, closer to
real-time, value monitoring that can be quickly and
precisely targeted to specific parcels.
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accounting for the time value of money. Overall,

a

reasonable discount for these properties would be
25 percent. These figures should represent market
forces on the buyers' side during the most recent

round of sales, and a loss-minimizing discounted
sales policy on behalf of the seller.
Present Value Analysis of Sales
The sale/resale analysis understates the actual
Ioss because it does not account for the' time value
of money in holding the properties prior to resale,
including those that have not yet been resold. This
present value analysis considers the 21 bought and
resold properties presented in Figrrrc 1, as well as
.14
houses BP has acquired in the
the remaining
impact area, for a total of 35 residential units. It
extends the sales experience of the 2.1 sold units (the
best available information) to the 14 unsold ones,

Figure

and puts all 35 in the context of hme lncluding
previously unsold units is important because their
sales revenues would be included in the analysis,
thereby avoiding overstating the loss. Because
remediation is still underway, it is assumed that
these remaining 14 properties would also be held
for three more years, and then resold at a 25 percent
discount. For selection of a discount rate, BP's discount rate was assumed to be 12 Percent, which
reflects the firm's published return on equity over
the past nine years.i
Figurc 2 examines the present value of the loss
experienced by BP in these real estate transactions.
Based on these assumPtions, the Present value of
the loss would be $1.9 million on a property base
value of S4.7 million. This represents a Present
value Ioss to BP of iust over 40 percent.s

Captrar ManKETS &
MopnRN REIT Enn

rnr

1
I

by Ron M. Donohue

BP Pipeline Leak Sale/Resale Analysis

Summit County, Ohio
I

PARCELI
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1'l
12

I

IJ
14
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TOTAL

RESALE AMT
$100,000
$104,000
s108,000
$ 100.000
$88,000
$ 122,000
$90,000
$75,000
$80,000
$75,000
$75,000
$72,000
$96.000
$136,000
$65,500
s128,000
$186,000
s186,000
$116,000
$120,000
$136.000

RESALE DATE
3/19/96
4t25t97
5/31/96
4t26t96
5/1 3/96

4t23t96
7

t18196

11t26t96
1211195

11t22t95

11il22t95
2116t96

5/31/96

2t28t96
6/26/96

2t29t96
10i 31/95

10/31/95
7 t26t96
4117t96
3/1 8/96

$2,258,500
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PURCHASE PURCHASE DATE I
7t20193
$ 125,000
8t24t93
$130.000
8/31/93
$160,000
4t22t94
$135.000
10t28t93
10,000
$1
4t3t93
$153,000
10/31/95
$116,000
5t2195
$1 11.750
12t15192
$100,000
10/1 5/86 |
$72, s00
8t23194
$93.500
12t15t92
$90,000
8t24t93
$120,000
8/9/93
$460,000
8t22t94
$82,000
11t17 t93
$160,000
$240,000
$240,000
$ 145,000
$87,000
$170,000

$3,100,750

10t22193

10t22t93
8/31/93
10/29/86

DIFF
-s25,000
-$26,000
-$52,000
-$35,000
-$22,000
-s31,000
-$26,000
-$36,750
-$20,000

T1
H
I-J

% DIFF

$2.500
-$18,500
-$18,000
-$24,000
-$324,000
-$16,500
-$32,000
-$54,000
-$54,000
-$29,000

$33,000
-s34,000
8t24t93
llave loss;

-20 0%

-20 0%

provides some thoughts on where REITs are headed in the next few
years. This perspective was developed over six years of REIT analyses
ind investing using the Hoyt REIT Model, a comprehensive REIT
valuation anJ risk analysis model. That model has reflected the shilting
capital market's differential impact on REITs

-325%
-25 9%

-20.0%
-20.3%
-22.4%
-32 9v,
-20 0%

The modern, vertically-integrated REIT is a recent phenomenon, with a
of Kimco Realty CorPorawell-established pedigree. The 1991 offering .1986
revision in tax code
a
under
offering
tion was the firit maior
REITs. This offering
managed
interpretation that provided for actively
paved the *ay for modern, vertically integrated REITs. The 1992 offer-

3.4v"
-19 8%
-20 0%
-20 01o

I

-70A%
-20.1%
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-20 0%

Ron M, Donohue

-?2.50/.
-22.5o/o

vents in the capital market have heavily influenced the evoluhon
of the modern REIT industry. The fc hwing Presents one Per
spective on htru' the modern REIT indusky has evolved and

I

is

r'rccttlit't' r'irr

president and director of research for

Hoyt Aduisory Sen'ices. He has beett
the learl researclrcr in the dnelop-

-20.00/.
37 .9%

ment of the Hoyl REIT Model, zt'hich

-20.0%
-20.4%

prorides oaluatiotr and risk prot'iles
lor oter 90 RElTs. Dr. Donohtc lms
also consulted with REITs, REoCs,
and REIT dota protiders in numer-

-$s42,250
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Capital Markts & the Modern REff Era

ing of Taubman Properties launched the public Umbrella Partnership
(UPREIT) structure. The UPREIT structure provided real estate developers and owners with a tax Protected method for transferring ownership out of relatively illiquid PartnershiP interests. These two offerings
legitimized REITs in the eyes of many prominent real estate oPerators,
efiectively launchhg the modern REIT era. Understanding where REITs
are Iikely to go may require at least a brief historical overview of how the
capital market helped to drive these offerings.

CAPITAL MARKET INFLUENCES ON REITS
Exeess Supply

In the late 1980s and early 1990s, commercial real estate was clearly
in trouble, primarily due to an excess of supply and some reduction in
demand. The massive overbuilding of the 1980s was the result of an
imbalance in space and capital markets.r Essentially, user demand for
rental space (ipace market) was low at a time when institutional

25

investors and other investors had high interest in
placing capital (capital market) in real estate. This
capital market imbalance was coupled with massive lending by Savings and Loan administrators
with little commercial real estate experience. The
result was a capital rich environment, particularly
debt capital. As the competition to make loans
heated up, underwriting requirements were loosened, and eventually the risks were out of proportion with the return expectations. There was significant commercial mortgage default and many traditional capital sources withdrew from the market.
The logical follow-up to an oversupply ofcredit
is restriction of credit. The restriction was quite
pronounced in the late 1980s and early 1990s and
was generally labeled a credit crunch. The lack of

debt capital had two effects on real estate developers. The first effect was a reduction in construction
loans, which brought construction to a near stand-

still. The slowdown in construction gave space
markets an opportunity to absorb the oversupply,
but spelled the end for many developers and construction companies. The second major effect was
that many developers faced balloon loan payoffs at
a time when debt financing was not available. This
resulted in a search for altemative sources of capital, and the public equity market provided capital the REIT format was best suited to provide capital.

Without this capital, defaults and bankruptcies
would have occurred.
Sources of

Capital
Equity REITs also grew rapidly in the 1990s
because of the availability of positive spread investments, which many analysts referred to as a ,,cap
rate" arbitrage. They suggested that the value of
real estate on Wall Street (securities market) was
greater than its value on Main Street (space ownership). For the most part, the assertion was based on
first year FFO (Funds From Operations) and debt
impacts, rather than long-term cost of capital, leaving the question of arbitrage unanswered. At the
same time, traditional lending sources were reducing their debt investments. The result was a shift
from real estate's traditional reliance on debt toward greater reliance on equity capital. This was a
unique opportunity, and many of the top real estate
operators in the country elected REIT status to
capitalize on the opportunity.
The REIT industry has grown and evolved significantly since the Kimco offering. The years of
1992 - 1994 were characterized by dozens of initial
public offerings. These IPOs provided capital to
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replace balloon payments on loans, as well as providingcapital for positive spread acquisitions. property markets were recovering just as REITs gained
access to a seemingly inexhaustible supply of capital. The result was significant growth, particularly
for companies that had access to capital due to
management reputation and a story that appealed
to investors. As a result, 7995 - 7997 saw a slew of
secondary offerings as REITs returned to the equity
markets for additional capital.
A dramatic increase in REIT debt offerings was
also seen in 1995 - '1997. The best REITs actively
sought and secured credit ratings and entered the
public debt markets. Previously, REIT access to
debt had been through mortgages on single properties or pools of properties, generally secured by an
individual property orsome portion ofthe property
portfolio. REITs began to use corporate debt, some
secured and some unsecured. Many of the strongest REITs shifted entirely to unsecured debt, substantially increasing their capital structure flexibility. The result was competition among suppliers of
capital, leading to a decrease in the cost of capital
such that debt could be used in making positive
spread acquisihons. FFOs grew rapidly as REITs
used their cost of capital advantage to dominate
acquisition activities.

Regulatory Shift
By the beginning of 1998, REITs had established
themsclves as the premier buyers of commercial
real estate. For example, Starwood Hotels and Resorts Trust used its unique status as a p.rired-share
REIT to successfully beat out Hilton in the competition for ITT Sheraton. The result of this and other
transactions was a heightened profile for REITs,
which attracted investor interest, a long-time goal
of the industry. Unfortunately, the heightened profile also attracted increased government and investor scrutiny, which was probably not a goal of the
industry.
Real estate has long been subject to volatility
due to the tax code. The REIT is a creature of the tax
code, and developme'nts in 1998 reinforced the

vulnerability of REIT's unique status. On
Croundhog's Day, President Clinton made an announcement conceming the administration's position on REITs. The most well publicized of these
announcements outlined the administration,s intention to effectively "freeze" the assets of pairedshare REITs by prohibiting future acquisitions under the structure. The headlines in the popular
press and business publications were less than
Rret Esrerr lssuLs, S rnrnet'lggg

LITERATURE REVIEW
Several studies address the effects

Case Background.

of petroleum

contamination on residential property. A recent
investigation regarding residential property value
decreases along pipeline easements in suburban
Virginia found losses of one percent to two percent
for townhouses and up to four percent to five
percent for single family detached homes. These
properties were on municipal drinking water and,
due to extensive publicity, the market perceived the
eventualityof possiblerepeated discharges., Registered LUST (leaking underground storage tanks)
sites in greater Cleveland, Ohio, experienced losses
of between 14 percent and 17 percent. Virtually all
of these units were on municipal drinking water
systems, and all were within 300 feet of a known LUST
and/or had actual groundwater contamination.s
Page and Rabinowitz found that groundwater
contamination had no measurable effect on residential sales price, but their research design was a
relatively weak case study approach. Dotzour also
found no negative effect on residential property
values from groundwater contamination in the
Wichita, Kansas, area. However, both of the last two
studies mentioned did find negative effects on commercial property.{
Des Rosiers et al found a five percent to eight
percent decrease of residential property values ie-

sulting from pe'rsistent groundwater contamination in the province of Quebec.t
Abdala, Roach, and Epp looked at averting
expenditures on the part of the owners of contaminated property as a way to estimate value loss. They
concluded that this technique was a "conceptually
valid estimate" ofthe cost to the property owner, and
can be easily quantified.'The expenses they considered included filtration, bottled water, etc. This last
sfudy is germane to the research at hand because
this research also evaluates non-market inducements (although they are positive rather than negative), and considers their effect on property value.
BP PIPELINE CASE STUDY

The following case study examines the effects of a
British Petroleum (BP) pipeline rupture on residential propertyin Franklin Township,SummitCounty,
Ohio, a suburb of Akron. The case provides a good
indication of the extent of property damage that a
pipeline leak can have on rural, residential property
that is actually contaminated, and where a considerable amount of contamination lingers until the
present.

Settlemenl ol an Oil Pipeline

Inland Corp. owns a pipeline in northeast Ohio

that carries petroleum products. The pipeline is
operated by BP. It is a 12-inch line, which replaced
a smaller line installed around 1940. The smaller
line apparently leaked several times between 1948
and 1962, and attracted the attention of the Ohio
EPA and Summit County health department, who
were actively working on the case in 1990. Of the
100 homes in the study area that were tested, l3 had
detectable levels of hydrocarbon contamination,
and six of these had benzene levels above federal
standards for municipal water systems. At the time
the incident was discovered, all these homes were
on well water.
A consent order with the Ohio EPA was signed
in 1991, and BP conducted testing to determine the
extent of contamination. About this time,local property owners filed lawsuits. The testing proceeded
through 1993, with 19 or more monitoring wells. A
more recent OEPA document shows that environmental testing continued through late 1998. An
inspection of the site in late 1998 revealed that a
number of Iargc green water testing trailers were in
place.

Data Gatheing Procedures and Analysis
A data set of Summit County property transactions was acquired from the Amerestate Corporation. Based on these acfual transaction data, it could
be verified that BP Oil pipeline Co. acquired 4l
parcels in the impact area, nearly all since 1993.
According to public records, BP still retains ownership of 18 of these homes, and has subsequently
sold 23 of them. After deleting double counts, these
parcels represent 35 residential properties.
Analysis of BP's Direct Real Estate Transactions
in Franklin Township
Figure 1 shows a sale/resale analysis of the 23
properties acquired and resold by BP in the market.
Sales data were available for 21 of these residential
properties. Before ad justing for carrying costs, mar-

ket inducements to buyers or appreciation over a
holding period averaging 36 months, 19 of these
properties decreased in value, and two increased.
The two that increased were for properties acquired
in the mid-1980s. The average decrease in value
was 20.4 percent (between -13.4 percent and -22.2
percent, based on a 95 percent level of confidence).
The weighted average decrease was larger, at 27.Z
percent. These figures represent the direct loss associated with an oil pipeline leak with groundwater
contamination in an area on well water. before

kak u'ith Contaminntetl Residentill propelty

17

complete, leaving the inrpression that the entire
REIT industry was in ieopardy of losing its tax
status. Although the change outlined by the administration only applied to five REITs, the entire industry took a hit.
rb u il ilin g C o nce nr s
At the same time, negative signals were emerSing from the space markets. First, there were frequent claims that REITs were overPaying for properties, driving caP rates down to unsustainable
Ievels. In the debate that followed, REITs claimed
that the prices made sense given their low cost of
capital, while critics suggested that REIT management did not truly understand their cost of caPital.
This type of debate is not unique to REITs. [n every
real estate bidding process, the high bidder believes
that lower bidders did not recognize the "true"
value of the property and the lower bidders think
the high bidder overpaid. True to form, private
investors complained loudly and often that RIITs
were overpaying. At the same time, some REIT
managers were marketing their companies based
on their ability to continue to grow rapidly due to
their "permancntly" lower cost of caPital. CaPital
flows are cyclical in nature and in the future capital
market preferences will shift among varitrus investor groups. Currently, Private investors hold the
upper hand.
Oo

SrrurMENT oF AN
On PtpnrtNn LraK wITH
CoNreMINATno RgsIDENTIAL
PnopnRrY: A Casn SrupY
by Robcrt A. Sinttttts

TNTRoDUCTION
I Pet.ul"u* pipt'lines transport natural

gas, crude oil, and partly
sea Ports and domesfrom
I and fully refined petroleum products
tic oil production areas throughout the Unitc'd States. According to
the Fejeral Department of TransPortation Office of Pipeline Safety
(OPS), there were about 2,000 natural gas firms and 300 companies
operating petroleum distribution pipelines in 1997, with over two
milliorr miles of moderate-to-large (e.g , diameter 8-40 inches) pipeIines in service.r Unfortunately somc pipelines have experienced a
chronic weakness in line integrity resultilrg in pipeline ruPtures
which have released petroleum product into the environment Some
leaksmay be abrupt, while others may go undetected for a long period
of time. Under these ciromstances, a plume of petroleum product
may infiltrate the Sroundwater, and contaminate drinking water
-eils. Once contamination has been detected, ProPerty values of
affected residences can decrease markedly The pipeline leaks described in this case study went undetected for several decades.

Because appraisers always consider the arms length of transaction
(favorable terms, etc.) the sales in this case study, like any which have
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inducements or are sold or bought with one party under duress,
would normally be discarded. However, the information about the
properties in this case study neighborhood reflects the discounted
cost of contamination to the resPonsible party. Thus, it would set an
upper boundary on what a free market discount would be.

This study examines how much a neSotiated settlement Package
affects the sales price, under various scenarios, and thus reveals a
corporattl policy of discounting sales. The case settinB considers the
effett of petroleum groundwater contamination on the value of
rural/ex-urban residential properties on well water, with full information, where a district-wide area is affected
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Second, anecdotal evidence of overbuilding in
selL'ct markets began to creeP into REIT analyst
reports and tlre popular press. This led to a PercePtion among some investors that "national markets"
werc being overbuilt. The term "national markets"
is a misnomer, as ProPerty markets are fundamentally local in nature, and "national markets" are

simply a collection of local markets. Overbuilding
in several high profile markets led to concern, despite the fact that in the aggregate (and in most
markets) fundamentals were still sound. At the
individual market level, the outlook varies substantially. Thorclugh analysis of the hundreds of local
markets in which RElTsown properties isa massive
task and may not be cost effective or feasible for
many investors. This type of analysis makes a great
deal of sense in the lonS-term, but in the short-term,
stock market effects may override long-term fundamentals. Momentum investors werenot willing to
do the required work and moved to "easier" sectors.

SHIFTING STRATEGIES
The double-barreled threat ofoverpaying and over-

building led some to Paint a picture of REITs as
growing solely for tht' sake of growth, without

Colrilal Markels & lhe Modern REIT Era

As the competition to make loans
heated up, unilenoriting requirements
zuere looseneil, and eoentuallq the
isks were out of proportion toith the
retunt expectations, There was
signif ic ant c ommer ci al rnortgage
default antl many truditional capital
sources withdrew from the matket.
regard for underlying real estate fundamentals.
This picture brought back investors' memories of
the mortgage REITs of the 1970s, desPite claims that
the RIIT market had seen fundamental change.
While today's REIT industry is very different from
the past in structure and size, it still remains a small
market segment. Many investors view REITs as a
group without segmenting by quality of real estate,
management, and risk profile. The result is that the
REIT industry remains very susceptible to negative
news, particularly in the short-term. Investor perception is key, and iust as investor PercePtion that
real estate was "hot" led to the runup in REIT prices
in previous years, the PercePtion that markets had
"cooled" Ied to a significant price decline in 1998.
As part of this general decline, the capital market
shifted its attention away from real estate, Partially
because of the REITs and partially because of the
blow-up in CMBS. The broader market's strength
and perceived growth prospects also contributed to
the shift. In this environment, equity offerings
slowed dramatically, with few companies willing
to sell at the low prices prevailing in the marketplace. Capital needs continued, and REITs shifted
tooffering preferred equity atattractive rates. When
the Asian economic turmoil rocked world markets,
there was a flight to quality that drove up the
required yield on REIT preferred offerings and
further increased the spread between REITs and
Treasuries.

All of these factors combined to create a disconnect
between real estate fundamentals and REIT pricing. REIT analysts have made the case for the disconnect, using data about real estate fundamentals

and REIT performance to suggest that investors
should move into REITs. REIT total returns were
off 16.9 percent in 1998 versus a gain of 27 percent
for the S&P 500.'? In 1998, occuPancy was up five
percent and rental rates were up 10 percent.r The
average REIT enjoyed 13 percent FFO growth.r
Despite the solid fundamentals and continuing
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growth prospects, REITs as a group went from
trading at a 20 percent premium to Net Asset Value
(NAV) to trading at a five percent discount to NAV.
Clearly, investors were influenced by something
other than space market fundamentals, most likely
the strength and growth prospects of the broader
market.
Commercial real estate has undergone dramatic
change in the past decade. Securitization of real
estate equity and debt has increased enormously,
and is expected to do so for the foreseeable future.
This provides a tremendous opportunity for those
who understand the underlying factors that influence the risk and return characteristics of these
instruments. Institutional investors have flooded
the market, with average REIT institutional ownership growing from 38.1 percent in third quarter
1993 to52.2 percent by third quarter 1997.r History
sutgests that the flood of institutional money will
eventually drive prices beyond warranted values,
and that may have been the case in 1997 as REITs
traded at significant NAV premiums. Institutional
investment in REITs has leveled off and the market
is poised for the next state in its evolution.

THE FUTURE
The future of the REIT market has been a subiect of
considerable debate. Industry leaders such as Sam
Zell have suggested massive growth and massive
consolidation. Peter Linneman, CRE, has echoed
Zell's predictions, drawing from the economic history of other capital intensive industries to support
his theory that consolidation is inevitable.6 Under
this theory, the REIT industry will consolidate to
very large national REITs, with the existing smaller
companies driven to consolidate by the cost of
capital advantages enjoyed by the large firms. Kerry
Vandell offers a different perspective on the character of growth, suggesting that while there will be
some consolidation, regional specialists will still
have a place in the industry.; In terms of the scale
of growth, researchers have pointed to the relatively small percentage of investable assets currently under REIT control and suggested that as
much as 50 percent of those assets may eventually
come under REIT control.8 While there is considerable skepticism about the 50 percent estimate, the
general concept of REITs expanding their market
share is widely accepted.

Although there has been some debate over the
character and scale of future growth in the REIT
industry, there seems to be general agreement that
growth is coming. The question is the form and

2lt

quality of the growth. The investor's biggest fear is
growth for the sake of growth, which was one of the
maior dimensions of the last real estate collapse.
From the investor's point of view, when economies
of scale diminish, so should growth in scale. Smart
managers will grow when growth makes sense,
pull back when it does not, and position themselves
and their portfolios for the next boom.

willdo well to differentiate between REITs
with a strategic approach that allows them to shift
their tactics as the market evolves and those that
have inflexible approaches. Doing so requires segmenting REITs and understanding the differences
among them in terms of capital structure, management, and real estate. The overall pattern offers a
risk profile that can be used in diversifying a REIT
portfolio.
Investors

Although there are significant differences among
REITs, there are some general trends that are Iikely
to impact the general performance of REITs going
forward. These trends are driven by many factors,
especially capital market behavior and investor
perceptions.

The most striking trend is a shift in the balance
among the different areas for growing income and
FFO. There are four areas in which REITs can grow
income and FFO; the reliance on these areas is a key
indicator of overall REIT strategy. The four areas
are 1). growth in the existing portfolio; 2). new
acquisitions; 3). developmenU and 4). operating
efficiencies. From 1992 to mid-year 1998, investori
and analysts seemed to favor acquisitions, especially positive spread acquisitions, as a growth
mechanism. As a result, the vast maiority of REITs
relied heavily on acquisitions for portfolio and income Browth.
In the early stage of the positive spread acquisition
business, the focus of analvsis was on whether or
not the acquisition was immediately FFO-accretive.
As markets tightened, investors and analysts scru-

tinized acquisitions more carefully, considering
business focus, strategic fit, price paid, and longterm prospects in analyzing acquisitions. High profile acquisitions (or attempted acquisitions) of nontraditional assets such as casinos and cold storage

facilities raised questions about business focus.
Capital flows were restricted for this and other
reasons and acquisitions declined dramatically.
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Lacking acquisition to fuel growth, many REITs
have be6;un to focus on operating efficiencies. This
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rent for NFL teams and stadiums is 10 percent,
while for MLB teams and stadiums it is 5.75 percent.

CONCLUSIONS
There is a pattern in the rentals paid by NFL and
MLB teams. The model is that market rent is a
percentage of annual gross ticket sales revenues:

l0

percent for NFL teams and stadiums, and 6.75
percent for MLB teams and stadiums. These are not
immutable percentages, however. Both MLB and
NFL leases show wide ranges in effective rental
percentage rates. Moreover, with increased competition among cities for both NFL and MLB franchises, new stadiums and new leases show trends
toward lowerlevels of percentage rents for the team
franchise tenants. It is reasonable to expect market
rents to decline as even lower percentages of gross
ticket sales revenues are experienced for new stadiums, new leases, and renegotiated lease renewals in
the foreseeable future.

From the point of view of financial feasibility for
NFL or MLB stadiums (dual-sports stadiums are
currently out of vogue), rental Payments from the
tenant team do not represent the only revenue
source to the public owner. With increased competition for franchises as /ocal tenants, however, the
trend is toward giving away larger shares of those
other, alternative revenue sources, either to attract
or to retain the MLB or NFL franchise tenant.
Market rent remains an important consideration in
valuing the leasehold interest/possessory interest
ofthe tenant team franchise, or in evaluating project
feasibility. Therefore, ticket sales and attendance
still matter. Attendance determines not only gross
ticket sales revenues, but also revenues from concessions and parking, and even on-site advertising
rates. Attendance also affects revenues from those
luxury boxes or club seats available for sale on a
game-by-game basis, which in tum influences total
venue revenues.
In the final analysis, it is still preferable for both the
franchise owner and the stadium owner to have a
winning team. As our April 1997 article demonstrated unsurprisingly, winning teams enioy higher
average attendance. If no-shows have already paid
for season tickets, their absence still has an imPact
on concession and parking revenues. ln a zero-sum
game, which is what NFL and MLB teams play,
winning more often than losing enhances market
rent, leasehold value, and stadium feasibility.*.,
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Although thete has

lotical step, given the new realities of the capital
market. Faced with a need for capital and limited
access to traditional sources of capital, the alternatives are to use existing capital more efficiently or
find new sources of capital. Shrewd REIT managers
are doing both.
is a

(continued from page 36)

As an interesting aside, both SkyDome (Toronto BIue Jays)
and Ericsson Stadium (Carolina Panthers) are Privatelyowned facilities on leased publicly-owned land. Contract
Rent for each is$l.m per parcel per year. SkyDome is on two
parcels.
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will continue to decline, at least partially because
dividend increases are not being fully rewarded in
market pricing.

tures.

The new profile of the politically correct REIT reveals a company working to consolidate the Sains it
made through positive spread acquisitions. It will
do so by reducing costs, generating income through
innovative programs (like Simon Brand Ventures),
and consolidatinS with other companies to spread
fixed costs over a widerbase. Business energies will
be focused on maximizing the return from the
existing portfolio rather than on making the next
deal. Allof these ideas makesense from a long-term
investment perspective. In short, REITs will be solidi-fying their positions and operations.

The likely future of the industry is a segmentation
into "haves" and "have nots." "Haves" will con-

centrate on maximizing shareholders value, mini-

mizingconflicts of interest, and improving the longterm performance of their portfolio. "Have nots"
will not do so. They will focus on short term FFO
fixes, protect management rather than shareholder
values, and grow for the sake of growth. Over time,
investors will recognize the characteristics of the
"haves" and the "have nots" and segment the mar
ket accordingly.*u,
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unlikely to result in the kind of
explosive $owth that characterized the positive
spread acquisition era, but they are likely to resultin
steady six- to eight-percent growth over the next
few years. Long-term investors will benefit and the
market will recover, with investorsand REITs hoPefully having leamed from the experience. At some
point, economies of scale will offer less marginal
benefit and rents and occupancies will stabilize,
necessitating finding other ways of growinS.
These strategies are

Use of leverage will flatten out, with debt to market
cap ratios flattenin8 out as prices recover and com-

luly l7)7.

panies increase total debt moderately. Investors
and analysts will move from their current fixation
with the ratio of total debt to market capitalization
and expand their analyses to includedebt coveraBe,
character of debt, and duration. FFO Payout ratios
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seems to be general agteefient tlrat
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Joint-ventures with institutional investors and real
estate operating companies are emerging as a maior
new source of capital and avenue of growth for

tutional investors to acquire and manage assets,
with the REIT providing the investment expertise
and the institutional investor Providing the capital.
In other cases, either the REIT or the institutional
investor contributes properties, with the REIT assuming the management responsibilities and capturing fee income. Joint-ventures will continue to
increase in importance, as will scrutiny of the "hidden" leverage in these off-balance sheet transactions. REITs will need to address the alignment of
interest problems inherent in joint-venture struc-
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Table 4

Malor League Baseball Rentals, By Franchise
In (Mostly) Ascending Order

Year
Signed
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Horm IrunusrRyrs
FmINCTAL Plcrunn
br1 Sean F.

t994

20

O.go/o(11

1977
1983

20(r)
23

1996

20(r)

t973
1979

35
25
30

3.4%
3.7%
5.0%
5.0%
5.4%
6.0%
6.4%
6.5%
6.6%
6.6%
6.9%

1990

Hannessey

uring the

Term
(Years)

NA

NA

1995

20

1970

40

I994

l7d)

NA

NA

l99l

7 .0o/o

1996
1985

30
30
33
20

1972

30(r)

77%

1979
L97 t

30

8.lo/o

1994

industry has witnessed a stunnint
decade, the industry
recorded its biggest loss ever, at $5.7billion (after debt service
and income taxes). Occupancy levels were eroding, and room rates
were losing ground after inflation. Investor interest was down sharply,
sending asset prices downward.
1990s, the hotel

tum of fortune. At the start of the

years.

9.5%

30

1988
1990

l2

10,0%
10.0%

20

t0.4%
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Cleveland Indians

3.32
2.72

Seattle Mariners

Houston Astros
Atlanta Braves
San Francisco Giants
Kansas City Royals
Minnesota Twins
Milwaukee Brewers
Oakland A's

r.98
2.90
2.61
1.44
I .41
1.33
1.15
1.86

Cincinnati Reds
Colorado Rockies
Montreal Expos

4.48

Baltimore Orioles

3.64
2.89

1.62

Califomia (Anaheim) Angels
New York Mets
New York Yankees
Detroit Tigers
Philadelphia Phillies
I

I

1.82

1.59
2.25
I .17
1.80

Pittsburgh Pirates

l.33

San Diego Padres

2.18

Chicago White Sox

1.68

6.7 00/.

6.75%

profit and loss statement for the hotel

industry that demonstrates the magnitude of the changes that have
ABOUT THE AUTHOR

Franchise

Texas Rangers

40(r)

Mean Percentage:

1996

Attendance

7.5%

0

197

Today, the industry is as strong as it has everbeen. Profits are at record
levels. Occupancies have retreated slightly from 1995's high. but
remain strong in most markets. Rooms rates have grown well above
inflation levels and are estimated to do so for at least the next four

Effective
Rental Rate(r)
(Percent of
Ticket Revenues)

Team-Owred Stadiums: Boston Red Sox, Chicago Cubs, Flonda Marlins, Los
Angeles Dodgers, St. Louis Cardinals
Private Stadium: Toronto Blue Jays (Leased Land, $2 Per Year)
Not Yet Operating: Arizona Diamondbacks, Tampa Bay Devil Rays

The sizable changes suggest that counselors and other analysts
should have a different approach to analyzing hotel financiaI statements than they did 10 years ago. The following comments will
highlight a few of the major changes that flow through hotel operating
results during the 1990s.

(I

OPERATING DEPARTMENTS

SOURCE: Inside the Ownership of Professional Sports Teams: 1997, Team

Rooms
One significant change has been the importance of cancellation
penalties. With market conditions relatively strong, hotels should be

)
(2)
(3)

1997 Lease Data
Plus 7.4% "Pro Bono" Payments
Plus Renewal Options

Marketing Report,

lnc., Chicago, IL; Selected Leases.

capturing penalties for not occupying reserved rooms. Most frequently, hotels charge a fee of 25 percent to 100 percent of the room
rate for an unused reservation. Additionally, many hotels now collect

Rrer Esurr lssuts, Summer 1999

Estimating Market Reat fot Major League Stadiums

,t3

Broncos, Dallas Cowboys, Arizona Cardinals, Chicago Bears, as indicated in Table 2), are revenues

1990 generally called for a lower rent Percentage
than did earlier leases. It is also instructive to note

that would normally come to the owner of the
stadium. In the current market, however, they are
increasingly shared by the stadium owner with the

Tennessee Oilers

franchise team as an inducement either to come to
the stadium, remain at the stadium, or both. Nevertheless, they do not represent "rent," nor do they
serve as indicators of market rent.
If revenues from concessions, parking, advertising,

Iuxury boxes/seats, or naming rights are shared
between the stadium owner and the franchise team,
it is because the stadium owner chooses to do so. A
tenant has no inherent legal right to venue revenues

which are generated at or by the real estate. Accordingly, such revenue sharing (or allocation solely to
one party or the other) is not part of rent, regardless
of the method of collection and distribution. This is
analogous to the collection of taxes by the team as
part of ticket revenues, and their subsequent distribution to the taxing authority (local, county, or state).
THE MARKET RENT MODEL FOR
MAJOR LEAGUE STADIUMS
Market rent information from 25 NFL franchise
leases is presented in Tnbles 2 attrl 3. One tenant
franchise (Philadelphia Eagles) would not provide
the requested information. Moreover, three NFL
stadiums are owned by the team, while the Carolina
Panthers' stadium is owned by a related private
corporation.
Similarly, Ta}le 4 provides rental information for 22
MLB leases. Five MLB stadiums are owned by the
team, and one stadium (SkyDome) is privately
owned by an investment Broup.n
The information provided in Tables 2 and 3 for NFL
franchise leases and Table 4 for MLB franchise leases

indicates that there is a rather wide range of percentage rent payments. Yet the underlying formula
is remarkably consistent: Rent is Paid as a percentage of gross ticket sales revenues. This is the NFL
stadium market rent model. As noted earlier, four
NFL franchises also pay a percentage of "luxury"
seat revenues: the Arizona Cardinals, Chicago Bears,
Dallas Cowboys, and Denver Broncos. It is noteworthy, however, that these four leases all pre-date
1990, with the most recent (Broncos and Cardinals)
dating from 1987. No such arrangements are found
in any subsequent leases.
As Table 3 shows, with the exception of the Tampa
Bay Buccaneers lease of 1995, the leases signed after

Table

1

the effective rent percentage being paid by the
in their former Houston venue,
which may help explain the relocation of the fran-

Comparative Hotel Financial Information, 1990 and 1997
(stated itl aterage
1990

chise.

ano

nts per at'nilnble rtttttrt)

Percenl of

1997

effective rental rate for 22
MLB franchises, in ascending order of percentage.
All of the MLB leases also provide that rent shall be
calculated as a percentage of gross tickct sales revenues. Thus, the market rent model for major league
sports stadiums is simple and straightforward: the
lessee team franchise pays rent as a percentage of
Bross revenues from ticket sales.
Calculation of Market Rent
For NFL franchises, the median and modal rent
percentage is 10 percent of gross ticket sales revenues. More leases call for less than 10 Percent than
require rent in excess of 10 percent. Moreover, the
percentage rents for most of the reported leases
signed in the 1990s are at substantially less than 10
percent of gross ticket sales revenues. Nevertheless, 10 percent of gross ticket sales revenues was
selected and used as the best indicator of market
rent for NFL stadiums over the past three to five

Average Room Rate

Rooms
Food

REAL EsTATE

lssuEs, Sur rner

7999

and Belernge

Telephone

ther Oper ated Depart men t s
Rental and Other lncome

O

ToreL RrvsNur

I

DErernlrn"rer

$71.07

$17,338
8,127
650
568
433
27,117

Food

I

and Barrage

$29,700

64.2

13,179
1,2?3
1,513

28.i

2.1

I

2.6
3.3

668

1.6
100.0

46,223

100.0

4,872

28.1

7,377

24.8

,103

87 .4

9,908

75.5

525

43.0

7

89.9
2.2

1.106
18.910

10.9

27,373

59.1

Tolal Deryrtmental Expenses

584
597
13.156

Drpexrusrrrrt. Pronr

13,961

48.5
5L.5

UNosmrsLT:o OP. ExprNsEs
Administratiae ond Ceneral 2,874

10.6

Telephone

Other Operalcd Departmeflts
I

64.0

i0.0

I

ExppNsrs

Rooms

Marketing
Flanchise Fees

For MLB stadiums, on the other hand, the mean
effective rental percentage rate is 6.7 percent of
gross ticket sales receipts, while the median is 6.75
percent. This is noticeably lower than the percentage for NFL stadiums. A number of factors combine
to explain this difference.

The important finding is that rent Payments for
NFL team franchises and for MLB team franchises
are both calculated effectively as a Percentage of
gross ticket sales revenues. Over the period covered
by the data in our analysis, the indicated market

72.9vc
$112.81

RrvENurs

I

bined.

ol

I

years.

First, MLB teams play eight times as many
home games (81) as do NFL teams (10, including
two exhibition games). Second, home attendance at
MLB stadiums averaged 2,150,000 in 1996, which is
approximately 4.5 times the average of NFL home
attendance between 1992 and 1996. At the same
time, average ticket prices for MLB teams were
approximately one-third the average ticket price
for NFL games. lnterestingly, however, the average gross ticket sales revenues were approrimately the same for all NFL teams combined, as
compared with the average for all MLB teams com-

63.3%,

Occupancy

Table 4 summarizes the

Pcrcent

TotaP

Totalz

7,735

6.4

380
7,573

't

3,635
2,645

.4

311

7,491
8,053

5.8
5.5

2,208
1.643

29.5

10.M2

5,908

21 .9

16,877

624
Management
lncour Beronr FrxrD CHARCES 5,204

-19,5

Property Operaliotts and Maint.

Energy

Total Undistributed Op. Exp.
Gnoss OprnarNc Pxonr

Fees

2.3

I

I

7.9

5.7
0.7
4.8
3.6
22.6
36.5

I

1.551

15,310

i3.1

I

for checking out early, without notifying management in advance. Because cancellation fees typically apply to group business as well as other customers, the fees can be sizable. During a recent
month, a California hotel derived 10 Percent of its
room revenue from cancellation fees.

on food and beverage service, tagging it as a moneyIosing department that most guests didn't appreciate. Today, hotel food service outlets have gained
more respect, and travel journals likeCourmet maga'
zine regularly cite hotel restaurants among the finest eateries in many cities.

Master folio billing charges, early departure
charges and cancellation charges have all been areas of supplemental revenue growth for hotels and
can be expected to increase as long as conditions
remain strong.

It is important to look at the comPosition of food

a fee

Food

anil Beaeruge

In 1990, many hoteliers had practically given up

Changes in lhe Hotel lndustry's Finoncial Picture

and beverage revenue at a hotel. Typical revenue
sources include restaurants, lounges, banquet catering, and room service. Most often, the restaurant
and room service are unprofitable or marginal due
to the round-the-clock labor they require. Catering
and lounges, on the other hand, often benefit from
tight scheduling and sizable liquor mark-ups. The

31

composition of revenue from the various food and
will inform a proper cost analysis
for this department.

beverage outlets

A recent trend has been strong increases in
room service. Many travelers are using their computers to log on to corporate computer systems at
the end of the business day, and as a consequence
are forced to spend more time in guestrooms. Hotel
managers are respond ing by increasing menu prices
for in-room dining and adding delivery charges

and mandatory gratuities to guests' bills.

Another growing area of F&B profitability is
meeting room charges. In 1990, meeting space was
typically given away to customers in exchange for
associated guest room and catering business. No
longer is this the case. Meeting rooms are rented as
a separate charge in most commercial hotels.
The following list identifies some areas that
hoteliers are targeting to improve revenue in the
food and beverage department.
' Menu Prices (including in-room dining)
. Banquet Prices
' Banquet Room Charges
. Banquet Bartender Charges
. Minibar Prices
. Banquet and Meeting Cancellation Charges
Telephone

Hotel managers feared a dearth of telephone
revenue with the advent of company calling cards
and other sophisticated telephony advances. However, there has been ample room for hoteliers to
improve telephone revenue. In fact, the predominance ofbusiness travelers with computers is likely
to foster a strong increase in connection charges as
these road warriors log on to proprietary database.
Intemet, and e-mail services. Zero.plus telephone
charges and room-to-room phone charges offer
other examples of how managers are driving more
revenue from the telephone department.
Other Operuted Depart nents

Formerly labeled "minor operated departments," this category has tripled in importance
during the 1990s. Hotels have become more aggressive about charging Ior health clubs, business center services, and the like.
Amenity fees, business center prices, and the
like constitute the major initiatives of hotel managers in driving more revenue from this department.

32

Rental and Other lncome
Proper investigation of rental and other income
requires an analysis of this line item's various components. Hoteliers frequently evaluate whether to
operate or lease out restaurants, gift shops, and
other guest services. While revenue from an operated restaurant would show up in food and beverage revenue, a leased restaurant would be posted to
this line item- Similarly, an operated gift shop's
revenue is posted to other operated departments,
while a leased shop is properly in this revenue
category.

Table

3

National Football League Leases
By Year Signed (Newest First)

Lease Date

Term

Rent

(Year)

(Years)

Percentage('l

r996

30 (+[4x5])

t7.0%

Tampa Bay (New)

1995

3

r995

Baltimore (Old)
Baltimore (New)

1995
1995

30
25
30

0.0%
0.0%

2.s\oo

t994

l6

6.60A'b)

r993

2s (+[2x5])

6.5vo

1990

30

10.0%

1989

Yr.{o-Yr. to 2024

9.s%

Parking Charges are an example of how hotel
companies seek to improve the revenue from this
department. By simply marking up the cost of parking for hotel guests as well as people attending
banquets and meetings, hotels are able to improve
their profit picture. Negotiating better commission
structures for public telephones, vending machines,
and video games is another area of management
focus.

20

2.Oo60',)

Indianapolis

25

43%

Kansas City

20
30
30
50
30

21.5%

Chicago
Minnesota

25t t

4.g%o.)

t970

30
27 (+[3xs])

7.5%
10.0%

1968

3o(d)

25.3%

t96'7

40

10.0%c)

Ailminis tr a t io e anil G ened
One change in financial statements has to do
with the costs reclassified under the most recent
edition of the Uniform System of Accounts for
Hotels. Liability insurance, which had traditionally been posted to the administrative and general
department, was reclassified as part of the insurance expense under fixed charges. This reclassification is important for both comparative purposes (to prior years and to comparable statements) and for its potential impact on incentive
management fees. Since many management contracts have incentive fees tied to Gross Operating
Profit levels, moving anyexpenseinto fixed charges
has the result of increasing GOP and incentive
management fees, while reducing the owner's
profit.
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Esmrr Issurs, Sumrner
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t9'79
1976
1975

t973
t972
r970

I

Atlanta
Green Bay

30 (10 + [4xs])
35
24 (+25)
25
20

1984
1984
1980
1980

I

St. Louis

Oakland
New Orleans

1987
1985

I

Jacksonville

1987

I985

UNDISTRIBUTED OPERATING EXPENSES
A recently emerging concern relating to undistributed operating expenses is the propensity foroperators to cut back on these expenditures in times of
decreasing profitability. While industry profi ts continue to rise, the pace of improvement has moderated. ln order to maintain profit growth, operators
sometimes look to cut back on marketing, maintenance and general oversight. The impact of these
cutbacks is not likely to be felt in the short term,
thereby postponing the pain of weakening revenue
growth. However, these "savings" frequently cre.
ate negative lon8-term consequences that need to
be thoroughly evaluated.

2.0%

Team

Denver
14.00/o

E.7%
15.7%
15.0%

10.0%
7.0%

Arizona
San Diego
Dallas

New York Jes

Seattle

n.0%

New York Giants

7.8%

Denoit
Buffalo
Pittsburgh
San Francisco
Houston

Cincinnati

NOTES:

(a)
(b)
(c)
(d)
(e)
(0

Percentage ofGross Ticket Revenues Only

Tax Surcharge Omitted
Plus Stadium Maintenance
Departed

Expired;Year-to-Year
Graduated

SOURCE:

Estimtting Market

See Table 2-

Rent

for Maior Leqgue Stadiurns
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Table 2 (Continued)
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The biggest area of change has been the growing cost of frequent guest programs. These loyalty
programs have not been as powerful a tool in the
hotel industry as is the case in the airline industry,
but their popularity is increasing. Studies have
shown that the loyal customers tend to pay higher
room rates (up to 25 percent more), spend more per
visit and visit more often. These fees can surpass
$10 per occupied room, and thus can be more
expensive than even property maintenance. The
recent announcement by Starwood of its new frequent guest program is widely expected to create a
"points war" where the customer will be offered
ever-richer rewards.

Frunchise Fees
While the strength of brands may be ebbing in
consumer products, it continues to be an increasing

An important value consideration with

YE.S

I

€g oi!
(,/) 7;us
c

incremental rooffi. In addition, hoteliers
benefited ftom the ilemand-pull inflation

oftotal revenue in theSmith Travel data, reporting differences distort what has generally been a
rising cost.
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other operating departments) include cutting back
on training and bonuses. A sawy counselor will
identify these items and evaluate their potential
impact on future performance levels.

age

€
2 E.:

t:

Miscellaneous sources of short-term savings in
the administrative and general category (as well as

resulted in 70 cents of GOP.
This demonstrates the high operatirlg
leoerage of the hotel business: that it

trend in the hotel industry. Even as franchisees
unite and look for a better deal from franchisors,
there is little evidence that royalty fees will moderate. Although franchise fees decrease as a percent-
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franchisors (and some management companies)
concerns the issue of Product Improvement Plans
(PIPs) required as part of any change of ownership.
Now that there is more profit to be distributed in the
industry -and new brands emerging as competitors- many franchisors are requiring substantial
capital expenditures to meet ever-higher standards.
Forsmall and mid-sized hotels in particular, it is not
unusual for the PIP to be 10 percent or more of the
asset value.
Property Operution and Maintenance
Maintenance is an area where hoteliers have
spent a lot of effort in recent years. Strong profits
have encouraged owners and operators alike to

7999

Changes in the Hotel lndustry's Findncial Piclure

little to reflt each

that accelerated room rate increases
without requiring cone sp on ding
improztements in product quality.

Marketing

z.

co

Since 1990, eoery additiot al dollar of

nies.

,-

o\

Credit card commissions are showing a slightly
downward trend. More hoteliers are negotiating
commissions with credit and charge card compa-

take care of accumulated maintenance needs. In
many properties, a detailed view of maintenance
expenditures can reveal items that are non-recurring and thus suggest future moderation in PO&M
exPenses.

Maintenance expenses should be evaluated together with capital expenditures. Many expenses
can properly be considered either capital or operating in nature. Further, certain capital expenditures
have the effect of reducing ongoing maintcnance
expenses.
Energy

The deregulation of

utility companies and in-

creasing efficiencies for major equipment has facilitated cost controls in the energy department. How-

ever, since service costs are relatively fixed and
there is no labor in this department, opportunities
for gains are generally related to improved equipment efficiency and manipulation of peak load
periods. One benefit of improving technology is
increasingly sophisticated property management
systems (PMS's) that help control energy expenses.
GROSS OPERATING PROFIT
The industry's profit improvement discussed at the
outset of this article is most dramatically seen from
the context of Gross Operating Profit. Since 1990,

every additional dollar of revenue taken in by
the industry has resulted in 70 cents of GOP. This
demonstrates the high operating leverage of the
hotel business: that it costs relatively little to
rent each incremental room. ln addition, hoteliers benefited from the demand-pull inflation
that accelerated room rate increases without requiring correspond ing improvements in product
quality.
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Management Fees
Fees associated

to reflect the property's enhanced value. In some

with retaining professional

management are one of the few areas that have
moved up during the 1990s. With scant new unit
growth in the early 1990s, operators often discounted the price of management services as an
enticement to owners. Now, growth options are
more plentiful for operators, and strong profitability levels have crea ted a "plenty of money for everybody" attitude.

to consider this risk in advising clients.

FIXED CHARGES
Property Taxes
As hotel prices fell dramatically in the early
1990s, so too did the assessments underlying real
property taxes. Although values have improved
sharply throughout the decade, assessments, by
and large, have not kept pace. This has led most
buyers to be wary of "reassessment risk," i.e., that
upon sale, the assessor will increase the assessment
Table

Ar

I

Insutance

::r.

As mentioned under administrative and general expenses, liability insurance is posted to this
account, along with property insurance.
Reseroe

That said, long-term management contracts
continue to be a very strong
five years or more
negative value influence. Up until two years ago, it
would have been appropriate to estimate market
value by calculating the unencumbered estate's
value and then subtracting out the estimated liquidated damages associated with terminating the
long-term contract. Since many contracts are silent
regarding early termination, values of these properties were subiect to wide confidence intervals. Today, there is a minimal value discount for highly
desirable properties with long-term management.
Mid-market and economy hotels, however, remain
marketable only unencumbered.

Table 2

cases, it is possiblefor taxes to increaseby more than
100 percent. It is fundamental to proper counseling
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for Replacement (of short-lioed assets)

Escrowing funds for ongoing asset replacement
has become more pervasive than ever in the hotel
industry. [n part, this is the direct result of research
published by the International Society of Hospitality Consultants. In its landmark CapEx study, it
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found that the traditional reserve of two-to-four
percent of total revenue was woefully insufficient.
The real economic cost of replenishing furniture,
fixtures, and equipment at a level that ensures
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SALARY RECAP
Most analysts recognize that the hotel industry is
labor intensive. However, it is important to see just
how far managers have been able to reduce payroll
in the current market. Labor costs are certainly
decreasing as a percentage oftotal revenue, amount.1990
and falling to
ing to 37.5 percent of revenues in
However,
in absorevenues
in
1997.
25.1 percent of
flat
during
lute dollars, payroll has basically been
the 1990s, as shown in Tnble 2.
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ongoing competitiveness was found to be closer to
nine percent. As a consequence, the funds escrowed
for replacement reserves are continuing to move
upward.
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Rooms
972.70
15.04
Food and Beverage
0.47
Telephone
2.U
Other Operated Departments
5.02
Administrative & General
2.92
Marketing
Property Operation & Maintenance |!f
Total Payroll
$43.72
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This manuscript presents the results of analyzing
the body of lease and rental data for MLB, NFL and
dual-sport stadiums. The indicated market rent
model derived from that analysis is also shown.
FEASIBILITY ANALYSIS AND VALUATION
OF LESSEE INTERESTS
Table 1 lists the new MLB and NFL stadiums built in
.l990s,
the
major renovations of existing stadiums,
and new construction under way or planned as of
1998. Virtually every existing or planned MLB and
NFL venue is on that list. At least one feasibility
study was conducted for each project, rvhether
completed, in process, or proposed. Feasibility studies are necessary to obtain project financing, much
of which takes the form of debt plus "equity" participations represented by the sale of such intangibles as naming rights, exclusive product sales
rights, or advertising rights in the new or renovated
stadium. Indeed, sale of these intangibles has provided a major proportion of the up-front money
that constitutes "equity" in recent major league
stadium construction pro,ects.

interest that a private lessee-user holds in tax-exempt real estate (especially that which is publiclyowned). ln somt jurisdictions (e.g., Calilornia), the
"Possessory Interest" held by a private lessee on
publicly-owned property is taxed as the present
h'orth ofnet operating incomebased on market rent
(or occasionally as the present $'orth of nct market
rent). In other states (e.g., North Carolina), the
Ieasehold interest of a private lessee in publiclyowned real property is taxable when the present
worth of market rent exceeds that of contract rent.
In either set of circumstances, the market value of
the lessee's interest in the stadium real property is
measured via income capitalization, which in turn
requires an estimate of market rent.
Finally, in the relatively rare instances of privatelyowned major league stadiums whose owners are
not the team franchises themselves (e.g., SkyDome
in Toronto, the New Baltimore stadium, Ericsson
Stadium in Charlotte), income capitalization is also
employed to value the stadium real estate for property tax purposes. Once again, market rent is one of
the necessary ingredients in the analysis.

ln any feasibility study, anticipatr.d revenucs are
necessarily forecast (often optimistically). One of
the ma jor elements of revenue, but far from theonly
source, is the rent to be paid by the tenant franchise
for the use of the stadium. Because the lessor is
typically a public body, that rent is required to be
"market rent," which is defined by the Appraisal

THE NATURE AND MEANING OF
MARKET RENT
For purposes of this analysis, the differently worded
definition of "market rent" from the International
Association of Assessing Officers, with the same
meaning, is more to the point:

Institute as, "the rental income that a property
would most probably command on the open market, as indicated by current rentals being paid and
asked for comparable space, as of the date of the
appraisal."'

"The rent currently prevailing in the market for
properties comparable to the subiect property.
Markt't rent is capitalized into an estimate of
value in the income approach."'

Over 30 MLB and NFL leases were studied as part
of the research on which this article is based, to
identify what (if any) market pattern of rentals
exists. Information on other leases came from the
publication, lnside the Ozonership of Professional
Sports Teams: 1999.r Both NFL and MLB leases
specify and distinguish carefully betr.r,een "rent"
paid by the lessee franchise and revenue-sharing by
the stadium owner (nearly always a public body)
with the lessee franchise owner. These leases are
signed well in advance of construction, and provide an important basis for acquiring both equity
participations and debt financing. Typically, therefore, the analysis of "feasibility" incorporates a
consideration of market rent.

MLB leases differentiate carefully between payments made by tenant team franchises that are
labeled "rent," and allocations of revenues from

In addition, property tax authorities in many states
are empowered to assess and tax the leasehold

such items as naming rights, concessions, advertising, or parking. All of these latter items, unless
identified explicitly as part of "rent" (e.g., Denver

3rl

The upshot is that hotels that have not kept pace in
reducing labor costs havebeen left behind in today's
market. While new hotels are designed to be much

more efficient than older properties, there are still
numerous techniques for managing payroll in every hotel. Positions such as night auditor have
effechvely been eliminated at many hotels, and
several back office jobs such as accounting ancl
payroll clerks that were once full-timeare now parttime. A thorough review of payroll expenses is
often a fertile area to investigate additional potential for expense minimization and profit growth.

CONCLUSION
The industry has seen a strong shift in profitability
during the.l990s. This article has set forth a com-

parison of the industry in 1990 and 1997, showing
the dramatic turnaround, and several reasons for
the changes were cited. Now that the industry is
heading into a period of more moderate profit
growth, managers will look for ways to continue to
generate strong earnings. Several examples of
supplemental revenue growth were cited. The combination ofbackground and current practices should
enable professional counselors to approach hotel
analysis with an enhanced perspective.*.,
NOTES

l.
2.

Smith Travel Research, Hosf R4Drl, 1991 and 1998 annuals

Departmentalexpensesareshownasap€rcentageof departmentalrevenue,

The critical point in both the Appraisal Institute and
IAAO definitions is that rental data are to be derived from "the market" for comparable or competitive properties, which consists of major league
stadiums located throughout the U.S. and Canada.
The data reviewed for this research were the rents
called for in 22 MLB leases and 25 NFL leases in
force as of 1998. The results of those lease reviews
are summarized inTablcs2 and 3 lor NFL leases, and
Tablc .{ for MLB leases.

It is important to reiterate the fact thatboth NFL and
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In ADril 1997, an article titled "Team Performance, Attendance,
ar,d irirt for Ma jor League Baseball Stadiums,"l was published
as part of the Real Estate lssues seies on counseling opportunities in
the mafor league sports industry. That Presentation noted the growing importance of venue revenues: to both the owner of the stadium
(typically a municipality, county, or public authority) and the owners
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of the team franchise. The emphasis in the article was on Major
League Baseball stadiums, although many venues were dual-sports
facilities housing National Football League (NFL) teams as well.
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The reported findings demonstrated the imPortance of gameday
ticket revenues to both the stadium owner and the franchise. In recent
years, however, gross ticket revenues have represented a declining
percentage oftotal venue revenues. Not surprisingly, on-field performance by Maior League Baseball (MLB) teams was a major determinant of attendance, which determines revenues from ticket sales as
well as concessions and parking. Moreover, the dollar volume from
sales of short-term licenses on luxury boxes/suites and club seats
tends to fluctuate directly and nearly proportionately with on-field
team success (particularly in the preceding year).

Within the framework of subsequent assignments to value leasehold/possessory interests of major league teams in both MLB and the
NFL, we have been required in each instance to estimate market rent.
Moreover, we served as consultants in the 1989-1990 ProPerty tax
appeal of SkyDome in Toronto, as well as its 1995 sale. ln both those
cases, the identification of market rent payable by the tenant MLB
franchise was a major issue.

Rter Esrer t lssuEs, Sufimer

'1999

I

I

Tt...\)I

S'TADIT'}I

Cinciruati Reds
Houston AsEos
Milwaukee Brewers
San Francisco Giants
Derroit Tigers
Minnesota Twins
Seanle Mariners
Anzona Diamondbacks
San Diego Padres
Tampa Bay Devil Rays
Anaheim Angels
Oakland Athletics
Atlanta Braves
Colorado Rockies
Texas Rangers
Cleveland Indians

Baltimore Orioles
Chicago

wlite

Sox

Montreal Expos
Ncw York Mes
Philadclphia Phillies

Pittsburgh Pirates
Boston Red Sox
New York Yankees
liew/Renovoted or Plonned liolional Footboll L
Scanle Seahawks
New Sea e Stadiurn
Detroit Lions
Ford Stadium
Cincinnati Bengals
Paul Brown Stadium
Tennessee Oilers
Nashvillc Stadium
Baltrmore Ravens
Stadium
Ncw Baltimore
San Diego Chargers
Stadium
Qualcomm
Tampa Bay Buccaneers
Tampa Bay Community Stadium
Washington Rcdskins
Jack Kent Cooke Stadium
Carolina Panthers
Ericsson Stadium
Oakland Raiders
Oakland-Alamcda County Coliseum
Jacksorlville JaBuars
Alltcl Stadium
St. Louis Rams
Transworld Dome
Atlanta Falcons
Ccorgia Domc
Sa.I Francisco 49ers
Park
3com
For Possible NFL Team
AstroDome
New England Patriots
Foxboro Stadium
For Possible NFL Team
Los Angeles Coliseum
Minnesota Vikings
Metrodome
Denver Broncos
Mile High Stadium
For Possible NFL Team
Stadium
Cleveland
Ncw
Chicago Bears
Soldier Field
Arizona Cardinals
Sun Devil Stadium
Pittsburgh Steclers
Rivers
Stadium
Tfuee
Philadelphia Eagles
Vererans Stadium

| ,OU*ar,

I

I

1'EAR BT'ILT

S'I'A T['S

2001
2000
2000
2000
2000
2000
1999
1998
1998
1998
1998
1996
1996
1995
1994
1994
1992
l99l

Neu'
New

New
New
New
N'ew

New
New
Renovated
Renovated
Renovated
Renovated

New
New
New
New
New

Ncw

Planning Construction^enovation
Plarning ConstructionlRenovation
Planning Consruction/Renovation
Plannirlg CorrctructioolRenovalion
Planning Construction/Renovation
Plannin ConstructionRenovation
e

I

I

Facilities Since 1990

2002
2000
2000
1999
1998
1998
1998
1991
1996
1996
1995
1995
1992

Ncw
New
I

New
New
Ncw
Renovated

I

New
New
New
Renovated
Renovated

I

Ncw
New

Plallrring Construction/Renovation
Planning Construction /Renovation
Planning Construclion /Renovahon
Plaluling Constructiorl,{Renovatlon
Planning ConstructiooRenovatton
Planning ConsttucliorL/Renovation

I

Plamrng Constructlor/Renovalion
Planning
Planning
Planning
Planning

ConstructioolRenovatlon
Construction{Renovalion
Construction/Renovation
Construction/Renovation

pricc-warerhouse LLP s, Spons. Convcntion. and Enrenainment Facrlrtres. Advtsory Group. Tampa,

Florrda.
I

I

Estimqting Market Rent lor Major League Stadiuus

37

Table

1

I

I

l'eby'Renovated or Plannerl Major League Baseball Facilities Since 1990
I

Reds Stadium
Ball Park at Union Square
Millcr Park

Pacific Bell Park
Tigcrs Ballpark

EsrwrATrNG

Twins Ballpark
Marirers Ballpark
Bank One Ballpark
Qualconm Stadium
Tropicana Field
Edison Field
Oakland-AlamcdaCounty Coliseum
Tumer Field

I

ManxEr Rrrur FoR
I

Mnyon LEIGUE STapIUMS
by William N. Kinnard,lr., CRE,

I

Coors Field
Ballpark at Arlington
Jacobs Field
Camden Yards
Comiskcy Park
Olympic Stadium
Shea Stadium
vetcrars Stadium
Tfuec fuvers Stadium
Fcnway Park
Yankee Stadium

Mary Beth Geckler, CRE
I

YNTRoDUCTIoN: BACKGROUND TO THE RESEARCH

I

In ADril 1997, an article titled "Team Performance, Attendance,
ar,d irirt for Ma jor League Baseball Stadiums,"l was published
as part of the Real Estate lssues seies on counseling opportunities in
the mafor league sports industry. That Presentation noted the growing importance of venue revenues: to both the owner of the stadium
(typically a municipality, county, or public authority) and the owners

I

of the team franchise. The emphasis in the article was on Major
League Baseball stadiums, although many venues were dual-sports
facilities housing National Football League (NFL) teams as well.

ABOUT THE AUTHORS

William N. Kinnard, Jr., Ph.D.,
CRE, is presitlent of the R,|,.l Estate
Counseling Croup of Connecticut;
Professor Enwitus of Rcal Estatt'
and Finance at the Uniaercit! of
Connecticut; and a principal in tht
Real Estate Cororseling Group of
America. Dr. Kinnard has participated in the ttaluntion of ownership
ancl leasehold interests in major
league stadiums in thc U.S. and
Canada and also testifies regularly
as an experl utilness on appropriate
methodology for oaluation of prop'
erty and intangible assets. (E-mail:
recgc@mail.snet.laet)

Mary Beth Ceckler, CRE, sen'ed
as a commercial real estafu lcnder

(Continued on page 44)

36

at

The reported findings demonstrated the imPortance of gameday
ticket revenues to both the stadium owner and the franchise. In recent
years, however, gross ticket revenues have represented a declining
percentage oftotal venue revenues. Not surprisingly, on-field performance by Maior League Baseball (MLB) teams was a major determinant of attendance, which determines revenues from ticket sales as
well as concessions and parking. Moreover, the dollar volume from
sales of short-term licenses on luxury boxes/suites and club seats
tends to fluctuate directly and nearly proportionately with on-field
team success (particularly in the preceding year).

Within the framework of subsequent assignments to value leasehold/possessory interests of major league teams in both MLB and the
NFL, we have been required in each instance to estimate market rent.
Moreover, we served as consultants in the 1989-1990 ProPerty tax
appeal of SkyDome in Toronto, as well as its 1995 sale. ln both those
cases, the identification of market rent payable by the tenant MLB
franchise was a major issue.
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This manuscript presents the results of analyzing
the body of lease and rental data for MLB, NFL and
dual-sport stadiums. The indicated market rent
model derived from that analysis is also shown.
FEASIBILITY ANALYSIS AND VALUATION
OF LESSEE INTERESTS
Table 1 lists the new MLB and NFL stadiums built in
.l990s,
the
major renovations of existing stadiums,
and new construction under way or planned as of
1998. Virtually every existing or planned MLB and
NFL venue is on that list. At least one feasibility
study was conducted for each project, rvhether
completed, in process, or proposed. Feasibility studies are necessary to obtain project financing, much
of which takes the form of debt plus "equity" participations represented by the sale of such intangibles as naming rights, exclusive product sales
rights, or advertising rights in the new or renovated
stadium. Indeed, sale of these intangibles has provided a major proportion of the up-front money
that constitutes "equity" in recent major league
stadium construction pro,ects.

interest that a private lessee-user holds in tax-exempt real estate (especially that which is publiclyowned). ln somt jurisdictions (e.g., Calilornia), the
"Possessory Interest" held by a private lessee on
publicly-owned property is taxed as the present
h'orth ofnet operating incomebased on market rent
(or occasionally as the present $'orth of nct market
rent). In other states (e.g., North Carolina), the
Ieasehold interest of a private lessee in publiclyowned real property is taxable when the present
worth of market rent exceeds that of contract rent.
In either set of circumstances, the market value of
the lessee's interest in the stadium real property is
measured via income capitalization, which in turn
requires an estimate of market rent.
Finally, in the relatively rare instances of privatelyowned major league stadiums whose owners are
not the team franchises themselves (e.g., SkyDome
in Toronto, the New Baltimore stadium, Ericsson
Stadium in Charlotte), income capitalization is also
employed to value the stadium real estate for property tax purposes. Once again, market rent is one of
the necessary ingredients in the analysis.

ln any feasibility study, anticipatr.d revenucs are
necessarily forecast (often optimistically). One of
the ma jor elements of revenue, but far from theonly
source, is the rent to be paid by the tenant franchise
for the use of the stadium. Because the lessor is
typically a public body, that rent is required to be
"market rent," which is defined by the Appraisal

THE NATURE AND MEANING OF
MARKET RENT
For purposes of this analysis, the differently worded
definition of "market rent" from the International
Association of Assessing Officers, with the same
meaning, is more to the point:

Institute as, "the rental income that a property
would most probably command on the open market, as indicated by current rentals being paid and
asked for comparable space, as of the date of the
appraisal."'

"The rent currently prevailing in the market for
properties comparable to the subiect property.
Markt't rent is capitalized into an estimate of
value in the income approach."'

Over 30 MLB and NFL leases were studied as part
of the research on which this article is based, to
identify what (if any) market pattern of rentals
exists. Information on other leases came from the
publication, lnside the Ozonership of Professional
Sports Teams: 1999.r Both NFL and MLB leases
specify and distinguish carefully betr.r,een "rent"
paid by the lessee franchise and revenue-sharing by
the stadium owner (nearly always a public body)
with the lessee franchise owner. These leases are
signed well in advance of construction, and provide an important basis for acquiring both equity
participations and debt financing. Typically, therefore, the analysis of "feasibility" incorporates a
consideration of market rent.

MLB leases differentiate carefully between payments made by tenant team franchises that are
labeled "rent," and allocations of revenues from

In addition, property tax authorities in many states
are empowered to assess and tax the leasehold

such items as naming rights, concessions, advertising, or parking. All of these latter items, unless
identified explicitly as part of "rent" (e.g., Denver
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The upshot is that hotels that have not kept pace in
reducing labor costs havebeen left behind in today's
market. While new hotels are designed to be much

more efficient than older properties, there are still
numerous techniques for managing payroll in every hotel. Positions such as night auditor have
effechvely been eliminated at many hotels, and
several back office jobs such as accounting ancl
payroll clerks that were once full-timeare now parttime. A thorough review of payroll expenses is
often a fertile area to investigate additional potential for expense minimization and profit growth.

CONCLUSION
The industry has seen a strong shift in profitability
during the.l990s. This article has set forth a com-

parison of the industry in 1990 and 1997, showing
the dramatic turnaround, and several reasons for
the changes were cited. Now that the industry is
heading into a period of more moderate profit
growth, managers will look for ways to continue to
generate strong earnings. Several examples of
supplemental revenue growth were cited. The combination ofbackground and current practices should
enable professional counselors to approach hotel
analysis with an enhanced perspective.*.,
NOTES

l.
2.

Smith Travel Research, Hosf R4Drl, 1991 and 1998 annuals

Departmentalexpensesareshownasap€rcentageof departmentalrevenue,

The critical point in both the Appraisal Institute and
IAAO definitions is that rental data are to be derived from "the market" for comparable or competitive properties, which consists of major league
stadiums located throughout the U.S. and Canada.
The data reviewed for this research were the rents
called for in 22 MLB leases and 25 NFL leases in
force as of 1998. The results of those lease reviews
are summarized inTablcs2 and 3 lor NFL leases, and
Tablc .{ for MLB leases.

It is important to reiterate the fact thatboth NFL and
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Management Fees
Fees associated

to reflect the property's enhanced value. In some

with retaining professional

management are one of the few areas that have
moved up during the 1990s. With scant new unit
growth in the early 1990s, operators often discounted the price of management services as an
enticement to owners. Now, growth options are
more plentiful for operators, and strong profitability levels have crea ted a "plenty of money for everybody" attitude.

to consider this risk in advising clients.

FIXED CHARGES
Property Taxes
As hotel prices fell dramatically in the early
1990s, so too did the assessments underlying real
property taxes. Although values have improved
sharply throughout the decade, assessments, by
and large, have not kept pace. This has led most
buyers to be wary of "reassessment risk," i.e., that
upon sale, the assessor will increase the assessment
Table

Ar

I

Insutance

::r.

As mentioned under administrative and general expenses, liability insurance is posted to this
account, along with property insurance.
Reseroe

That said, long-term management contracts
continue to be a very strong
five years or more
negative value influence. Up until two years ago, it
would have been appropriate to estimate market
value by calculating the unencumbered estate's
value and then subtracting out the estimated liquidated damages associated with terminating the
long-term contract. Since many contracts are silent
regarding early termination, values of these properties were subiect to wide confidence intervals. Today, there is a minimal value discount for highly
desirable properties with long-term management.
Mid-market and economy hotels, however, remain
marketable only unencumbered.
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cases, it is possiblefor taxes to increaseby more than
100 percent. It is fundamental to proper counseling
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Escrowing funds for ongoing asset replacement
has become more pervasive than ever in the hotel
industry. [n part, this is the direct result of research
published by the International Society of Hospitality Consultants. In its landmark CapEx study, it
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SALARY RECAP
Most analysts recognize that the hotel industry is
labor intensive. However, it is important to see just
how far managers have been able to reduce payroll
in the current market. Labor costs are certainly
decreasing as a percentage oftotal revenue, amount.1990
and falling to
ing to 37.5 percent of revenues in
However,
in absorevenues
in
1997.
25.1 percent of
flat
during
lute dollars, payroll has basically been
the 1990s, as shown in Tnble 2.
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ongoing competitiveness was found to be closer to
nine percent. As a consequence, the funds escrowed
for replacement reserves are continuing to move
upward.
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Table 2 (Continued)
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The biggest area of change has been the growing cost of frequent guest programs. These loyalty
programs have not been as powerful a tool in the
hotel industry as is the case in the airline industry,
but their popularity is increasing. Studies have
shown that the loyal customers tend to pay higher
room rates (up to 25 percent more), spend more per
visit and visit more often. These fees can surpass
$10 per occupied room, and thus can be more
expensive than even property maintenance. The
recent announcement by Starwood of its new frequent guest program is widely expected to create a
"points war" where the customer will be offered
ever-richer rewards.

Frunchise Fees
While the strength of brands may be ebbing in
consumer products, it continues to be an increasing

An important value consideration with
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incremental rooffi. In addition, hoteliers
benefited ftom the ilemand-pull inflation

oftotal revenue in theSmith Travel data, reporting differences distort what has generally been a
rising cost.
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other operating departments) include cutting back
on training and bonuses. A sawy counselor will
identify these items and evaluate their potential
impact on future performance levels.
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Miscellaneous sources of short-term savings in
the administrative and general category (as well as

resulted in 70 cents of GOP.
This demonstrates the high operatirlg
leoerage of the hotel business: that it

trend in the hotel industry. Even as franchisees
unite and look for a better deal from franchisors,
there is little evidence that royalty fees will moderate. Although franchise fees decrease as a percent-
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franchisors (and some management companies)
concerns the issue of Product Improvement Plans
(PIPs) required as part of any change of ownership.
Now that there is more profit to be distributed in the
industry -and new brands emerging as competitors- many franchisors are requiring substantial
capital expenditures to meet ever-higher standards.
Forsmall and mid-sized hotels in particular, it is not
unusual for the PIP to be 10 percent or more of the
asset value.
Property Operution and Maintenance
Maintenance is an area where hoteliers have
spent a lot of effort in recent years. Strong profits
have encouraged owners and operators alike to

7999

Changes in the Hotel lndustry's Findncial Piclure

little to reflt each

that accelerated room rate increases
without requiring cone sp on ding
improztements in product quality.

Marketing

z.

co

Since 1990, eoery additiot al dollar of

nies.

,-

o\

Credit card commissions are showing a slightly
downward trend. More hoteliers are negotiating
commissions with credit and charge card compa-

take care of accumulated maintenance needs. In
many properties, a detailed view of maintenance
expenditures can reveal items that are non-recurring and thus suggest future moderation in PO&M
exPenses.

Maintenance expenses should be evaluated together with capital expenditures. Many expenses
can properly be considered either capital or operating in nature. Further, certain capital expenditures
have the effect of reducing ongoing maintcnance
expenses.
Energy

The deregulation of

utility companies and in-

creasing efficiencies for major equipment has facilitated cost controls in the energy department. How-

ever, since service costs are relatively fixed and
there is no labor in this department, opportunities
for gains are generally related to improved equipment efficiency and manipulation of peak load
periods. One benefit of improving technology is
increasingly sophisticated property management
systems (PMS's) that help control energy expenses.
GROSS OPERATING PROFIT
The industry's profit improvement discussed at the
outset of this article is most dramatically seen from
the context of Gross Operating Profit. Since 1990,

every additional dollar of revenue taken in by
the industry has resulted in 70 cents of GOP. This
demonstrates the high operating leverage of the
hotel business: that it costs relatively little to
rent each incremental room. ln addition, hoteliers benefited from the demand-pull inflation
that accelerated room rate increases without requiring correspond ing improvements in product
quality.
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composition of revenue from the various food and
will inform a proper cost analysis
for this department.

beverage outlets

A recent trend has been strong increases in
room service. Many travelers are using their computers to log on to corporate computer systems at
the end of the business day, and as a consequence
are forced to spend more time in guestrooms. Hotel
managers are respond ing by increasing menu prices
for in-room dining and adding delivery charges

and mandatory gratuities to guests' bills.

Another growing area of F&B profitability is
meeting room charges. In 1990, meeting space was
typically given away to customers in exchange for
associated guest room and catering business. No
longer is this the case. Meeting rooms are rented as
a separate charge in most commercial hotels.
The following list identifies some areas that
hoteliers are targeting to improve revenue in the
food and beverage department.
' Menu Prices (including in-room dining)
. Banquet Prices
' Banquet Room Charges
. Banquet Bartender Charges
. Minibar Prices
. Banquet and Meeting Cancellation Charges
Telephone

Hotel managers feared a dearth of telephone
revenue with the advent of company calling cards
and other sophisticated telephony advances. However, there has been ample room for hoteliers to
improve telephone revenue. In fact, the predominance ofbusiness travelers with computers is likely
to foster a strong increase in connection charges as
these road warriors log on to proprietary database.
Intemet, and e-mail services. Zero.plus telephone
charges and room-to-room phone charges offer
other examples of how managers are driving more
revenue from the telephone department.
Other Operuted Depart nents

Formerly labeled "minor operated departments," this category has tripled in importance
during the 1990s. Hotels have become more aggressive about charging Ior health clubs, business center services, and the like.
Amenity fees, business center prices, and the
like constitute the major initiatives of hotel managers in driving more revenue from this department.
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Rental and Other lncome
Proper investigation of rental and other income
requires an analysis of this line item's various components. Hoteliers frequently evaluate whether to
operate or lease out restaurants, gift shops, and
other guest services. While revenue from an operated restaurant would show up in food and beverage revenue, a leased restaurant would be posted to
this line item- Similarly, an operated gift shop's
revenue is posted to other operated departments,
while a leased shop is properly in this revenue
category.

Table

3

National Football League Leases
By Year Signed (Newest First)

Lease Date

Term

Rent

(Year)

(Years)

Percentage('l

r996

30 (+[4x5])

t7.0%

Tampa Bay (New)

1995

3

r995

Baltimore (Old)
Baltimore (New)

1995
1995

30
25
30

0.0%
0.0%

2.s\oo

t994

l6

6.60A'b)

r993

2s (+[2x5])

6.5vo

1990

30

10.0%

1989

Yr.{o-Yr. to 2024

9.s%

Parking Charges are an example of how hotel
companies seek to improve the revenue from this
department. By simply marking up the cost of parking for hotel guests as well as people attending
banquets and meetings, hotels are able to improve
their profit picture. Negotiating better commission
structures for public telephones, vending machines,
and video games is another area of management
focus.

20

2.Oo60',)

Indianapolis

25

43%

Kansas City

20
30
30
50
30

21.5%

Chicago
Minnesota

25t t

4.g%o.)

t970

30
27 (+[3xs])

7.5%
10.0%

1968

3o(d)

25.3%

t96'7

40

10.0%c)

Ailminis tr a t io e anil G ened
One change in financial statements has to do
with the costs reclassified under the most recent
edition of the Uniform System of Accounts for
Hotels. Liability insurance, which had traditionally been posted to the administrative and general
department, was reclassified as part of the insurance expense under fixed charges. This reclassification is important for both comparative purposes (to prior years and to comparable statements) and for its potential impact on incentive
management fees. Since many management contracts have incentive fees tied to Gross Operating
Profit levels, moving anyexpenseinto fixed charges
has the result of increasing GOP and incentive
management fees, while reducing the owner's
profit.
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t9'79
1976
1975

t973
t972
r970

I

Atlanta
Green Bay

30 (10 + [4xs])
35
24 (+25)
25
20

1984
1984
1980
1980

I

St. Louis

Oakland
New Orleans

1987
1985

I

Jacksonville

1987

I985

UNDISTRIBUTED OPERATING EXPENSES
A recently emerging concern relating to undistributed operating expenses is the propensity foroperators to cut back on these expenditures in times of
decreasing profitability. While industry profi ts continue to rise, the pace of improvement has moderated. ln order to maintain profit growth, operators
sometimes look to cut back on marketing, maintenance and general oversight. The impact of these
cutbacks is not likely to be felt in the short term,
thereby postponing the pain of weakening revenue
growth. However, these "savings" frequently cre.
ate negative lon8-term consequences that need to
be thoroughly evaluated.

2.0%

Team

Denver
14.00/o

E.7%
15.7%
15.0%

10.0%
7.0%

Arizona
San Diego
Dallas

New York Jes

Seattle

n.0%

New York Giants

7.8%

Denoit
Buffalo
Pittsburgh
San Francisco
Houston

Cincinnati

NOTES:

(a)
(b)
(c)
(d)
(e)
(0

Percentage ofGross Ticket Revenues Only

Tax Surcharge Omitted
Plus Stadium Maintenance
Departed

Expired;Year-to-Year
Graduated

SOURCE:

Estimtting Market

See Table 2-

Rent

for Maior Leqgue Stadiurns

.11

Broncos, Dallas Cowboys, Arizona Cardinals, Chicago Bears, as indicated in Table 2), are revenues

1990 generally called for a lower rent Percentage
than did earlier leases. It is also instructive to note

that would normally come to the owner of the
stadium. In the current market, however, they are
increasingly shared by the stadium owner with the

Tennessee Oilers

franchise team as an inducement either to come to
the stadium, remain at the stadium, or both. Nevertheless, they do not represent "rent," nor do they
serve as indicators of market rent.
If revenues from concessions, parking, advertising,

Iuxury boxes/seats, or naming rights are shared
between the stadium owner and the franchise team,
it is because the stadium owner chooses to do so. A
tenant has no inherent legal right to venue revenues

which are generated at or by the real estate. Accordingly, such revenue sharing (or allocation solely to
one party or the other) is not part of rent, regardless
of the method of collection and distribution. This is
analogous to the collection of taxes by the team as
part of ticket revenues, and their subsequent distribution to the taxing authority (local, county, or state).
THE MARKET RENT MODEL FOR
MAJOR LEAGUE STADIUMS
Market rent information from 25 NFL franchise
leases is presented in Tnbles 2 attrl 3. One tenant
franchise (Philadelphia Eagles) would not provide
the requested information. Moreover, three NFL
stadiums are owned by the team, while the Carolina
Panthers' stadium is owned by a related private
corporation.
Similarly, Ta}le 4 provides rental information for 22
MLB leases. Five MLB stadiums are owned by the
team, and one stadium (SkyDome) is privately
owned by an investment Broup.n
The information provided in Tables 2 and 3 for NFL
franchise leases and Table 4 for MLB franchise leases

indicates that there is a rather wide range of percentage rent payments. Yet the underlying formula
is remarkably consistent: Rent is Paid as a percentage of gross ticket sales revenues. This is the NFL
stadium market rent model. As noted earlier, four
NFL franchises also pay a percentage of "luxury"
seat revenues: the Arizona Cardinals, Chicago Bears,
Dallas Cowboys, and Denver Broncos. It is noteworthy, however, that these four leases all pre-date
1990, with the most recent (Broncos and Cardinals)
dating from 1987. No such arrangements are found
in any subsequent leases.
As Table 3 shows, with the exception of the Tampa
Bay Buccaneers lease of 1995, the leases signed after

Table

1

the effective rent percentage being paid by the
in their former Houston venue,
which may help explain the relocation of the fran-

Comparative Hotel Financial Information, 1990 and 1997
(stated itl aterage
1990

chise.

ano

nts per at'nilnble rtttttrt)

Percenl of

1997

effective rental rate for 22
MLB franchises, in ascending order of percentage.
All of the MLB leases also provide that rent shall be
calculated as a percentage of gross tickct sales revenues. Thus, the market rent model for major league
sports stadiums is simple and straightforward: the
lessee team franchise pays rent as a percentage of
Bross revenues from ticket sales.
Calculation of Market Rent
For NFL franchises, the median and modal rent
percentage is 10 percent of gross ticket sales revenues. More leases call for less than 10 Percent than
require rent in excess of 10 percent. Moreover, the
percentage rents for most of the reported leases
signed in the 1990s are at substantially less than 10
percent of gross ticket sales revenues. Nevertheless, 10 percent of gross ticket sales revenues was
selected and used as the best indicator of market
rent for NFL stadiums over the past three to five

Average Room Rate

Rooms
Food

REAL EsTATE

lssuEs, Sur rner

7999

and Belernge

Telephone

ther Oper ated Depart men t s
Rental and Other lncome

O

ToreL RrvsNur

I

DErernlrn"rer

$71.07

$17,338
8,127
650
568
433
27,117

Food

I

and Barrage

$29,700

64.2

13,179
1,2?3
1,513

28.i

2.1

I

2.6
3.3

668

1.6
100.0

46,223

100.0

4,872

28.1

7,377

24.8

,103

87 .4

9,908

75.5

525

43.0

7

89.9
2.2

1.106
18.910

10.9

27,373

59.1

Tolal Deryrtmental Expenses

584
597
13.156

Drpexrusrrrrt. Pronr

13,961

48.5
5L.5

UNosmrsLT:o OP. ExprNsEs
Administratiae ond Ceneral 2,874

10.6

Telephone

Other Operalcd Departmeflts
I

64.0

i0.0

I

ExppNsrs

Rooms

Marketing
Flanchise Fees

For MLB stadiums, on the other hand, the mean
effective rental percentage rate is 6.7 percent of
gross ticket sales receipts, while the median is 6.75
percent. This is noticeably lower than the percentage for NFL stadiums. A number of factors combine
to explain this difference.

The important finding is that rent Payments for
NFL team franchises and for MLB team franchises
are both calculated effectively as a Percentage of
gross ticket sales revenues. Over the period covered
by the data in our analysis, the indicated market

72.9vc
$112.81

RrvENurs

I

bined.

ol

I

years.

First, MLB teams play eight times as many
home games (81) as do NFL teams (10, including
two exhibition games). Second, home attendance at
MLB stadiums averaged 2,150,000 in 1996, which is
approximately 4.5 times the average of NFL home
attendance between 1992 and 1996. At the same
time, average ticket prices for MLB teams were
approximately one-third the average ticket price
for NFL games. lnterestingly, however, the average gross ticket sales revenues were approrimately the same for all NFL teams combined, as
compared with the average for all MLB teams com-

63.3%,

Occupancy

Table 4 summarizes the

Pcrcent

TotaP

Totalz

7,735

6.4

380
7,573

't

3,635
2,645

.4

311

7,491
8,053

5.8
5.5

2,208
1.643

29.5

10.M2

5,908

21 .9

16,877

624
Management
lncour Beronr FrxrD CHARCES 5,204

-19,5

Property Operaliotts and Maint.

Energy

Total Undistributed Op. Exp.
Gnoss OprnarNc Pxonr

Fees

2.3

I

I

7.9

5.7
0.7
4.8
3.6
22.6
36.5

I

1.551

15,310

i3.1

I

for checking out early, without notifying management in advance. Because cancellation fees typically apply to group business as well as other customers, the fees can be sizable. During a recent
month, a California hotel derived 10 Percent of its
room revenue from cancellation fees.

on food and beverage service, tagging it as a moneyIosing department that most guests didn't appreciate. Today, hotel food service outlets have gained
more respect, and travel journals likeCourmet maga'
zine regularly cite hotel restaurants among the finest eateries in many cities.

Master folio billing charges, early departure
charges and cancellation charges have all been areas of supplemental revenue growth for hotels and
can be expected to increase as long as conditions
remain strong.

It is important to look at the comPosition of food

a fee

Food

anil Beaeruge

In 1990, many hoteliers had practically given up

Changes in lhe Hotel lndustry's Finoncial Picture

and beverage revenue at a hotel. Typical revenue
sources include restaurants, lounges, banquet catering, and room service. Most often, the restaurant
and room service are unprofitable or marginal due
to the round-the-clock labor they require. Catering
and lounges, on the other hand, often benefit from
tight scheduling and sizable liquor mark-ups. The

31

Table 4

Malor League Baseball Rentals, By Franchise
In (Mostly) Ascending Order

Year
Signed

CgaNGES IN THE

Horm IrunusrRyrs
FmINCTAL Plcrunn
br1 Sean F.

t994

20

O.go/o(11

1977
1983

20(r)
23

1996

20(r)

t973
1979

35
25
30

3.4%
3.7%
5.0%
5.0%
5.4%
6.0%
6.4%
6.5%
6.6%
6.6%
6.9%

1990

Hannessey

uring the

Term
(Years)

NA

NA

1995

20

1970

40

I994

l7d)

NA

NA

l99l

7 .0o/o

1996
1985

30
30
33
20

1972

30(r)

77%

1979
L97 t

30

8.lo/o

1994

industry has witnessed a stunnint
decade, the industry
recorded its biggest loss ever, at $5.7billion (after debt service
and income taxes). Occupancy levels were eroding, and room rates
were losing ground after inflation. Investor interest was down sharply,
sending asset prices downward.
1990s, the hotel

tum of fortune. At the start of the

years.

9.5%

30

1988
1990

l2

10,0%
10.0%

20

t0.4%

Median Percentage
Table 1 presents a summary

Not Included:

taken place.
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Socicty of HospitalitV Consul t ants,
and the l.lodgirtg lndustry lnltestmmt Council. ( E-mail : yan.ho nasse7
@us.putcglobal.conr)

30

(000,000)

Cleveland Indians

3.32
2.72

Seattle Mariners

Houston Astros
Atlanta Braves
San Francisco Giants
Kansas City Royals
Minnesota Twins
Milwaukee Brewers
Oakland A's

r.98
2.90
2.61
1.44
I .41
1.33
1.15
1.86

Cincinnati Reds
Colorado Rockies
Montreal Expos

4.48

Baltimore Orioles

3.64
2.89

1.62

Califomia (Anaheim) Angels
New York Mets
New York Yankees
Detroit Tigers
Philadelphia Phillies
I

I

1.82

1.59
2.25
I .17
1.80

Pittsburgh Pirates

l.33

San Diego Padres

2.18

Chicago White Sox

1.68

6.7 00/.

6.75%

profit and loss statement for the hotel

industry that demonstrates the magnitude of the changes that have
ABOUT THE AUTHOR

Franchise

Texas Rangers

40(r)

Mean Percentage:

1996

Attendance

7.5%

0

197

Today, the industry is as strong as it has everbeen. Profits are at record
levels. Occupancies have retreated slightly from 1995's high. but
remain strong in most markets. Rooms rates have grown well above
inflation levels and are estimated to do so for at least the next four

Effective
Rental Rate(r)
(Percent of
Ticket Revenues)

Team-Owred Stadiums: Boston Red Sox, Chicago Cubs, Flonda Marlins, Los
Angeles Dodgers, St. Louis Cardinals
Private Stadium: Toronto Blue Jays (Leased Land, $2 Per Year)
Not Yet Operating: Arizona Diamondbacks, Tampa Bay Devil Rays

The sizable changes suggest that counselors and other analysts
should have a different approach to analyzing hotel financiaI statements than they did 10 years ago. The following comments will
highlight a few of the major changes that flow through hotel operating
results during the 1990s.

(I

OPERATING DEPARTMENTS

SOURCE: Inside the Ownership of Professional Sports Teams: 1997, Team

Rooms
One significant change has been the importance of cancellation
penalties. With market conditions relatively strong, hotels should be

)
(2)
(3)

1997 Lease Data
Plus 7.4% "Pro Bono" Payments
Plus Renewal Options

Marketing Report,

lnc., Chicago, IL; Selected Leases.

capturing penalties for not occupying reserved rooms. Most frequently, hotels charge a fee of 25 percent to 100 percent of the room
rate for an unused reservation. Additionally, many hotels now collect

Rrer Esurr lssuts, Summer 1999

Estimating Market Reat fot Major League Stadiums

,t3

rent for NFL teams and stadiums is 10 percent,
while for MLB teams and stadiums it is 5.75 percent.

CONCLUSIONS
There is a pattern in the rentals paid by NFL and
MLB teams. The model is that market rent is a
percentage of annual gross ticket sales revenues:

l0

percent for NFL teams and stadiums, and 6.75
percent for MLB teams and stadiums. These are not
immutable percentages, however. Both MLB and
NFL leases show wide ranges in effective rental
percentage rates. Moreover, with increased competition among cities for both NFL and MLB franchises, new stadiums and new leases show trends
toward lowerlevels of percentage rents for the team
franchise tenants. It is reasonable to expect market
rents to decline as even lower percentages of gross
ticket sales revenues are experienced for new stadiums, new leases, and renegotiated lease renewals in
the foreseeable future.

From the point of view of financial feasibility for
NFL or MLB stadiums (dual-sports stadiums are
currently out of vogue), rental Payments from the
tenant team do not represent the only revenue
source to the public owner. With increased competition for franchises as /ocal tenants, however, the
trend is toward giving away larger shares of those
other, alternative revenue sources, either to attract
or to retain the MLB or NFL franchise tenant.
Market rent remains an important consideration in
valuing the leasehold interest/possessory interest
ofthe tenant team franchise, or in evaluating project
feasibility. Therefore, ticket sales and attendance
still matter. Attendance determines not only gross
ticket sales revenues, but also revenues from concessions and parking, and even on-site advertising
rates. Attendance also affects revenues from those
luxury boxes or club seats available for sale on a
game-by-game basis, which in tum influences total
venue revenues.
In the final analysis, it is still preferable for both the
franchise owner and the stadium owner to have a
winning team. As our April 1997 article demonstrated unsurprisingly, winning teams enioy higher
average attendance. If no-shows have already paid
for season tickets, their absence still has an imPact
on concession and parking revenues. ln a zero-sum
game, which is what NFL and MLB teams play,
winning more often than losing enhances market
rent, leasehold value, and stadium feasibility.*.,

.1.1
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Kinnard, William N., Jr., Mary Beth Geckler and Jake W.
Detottie, ''Team Performance and Risk for Maior t€ague
Baseball Stadiums: 1970-lE)4," Real Estate lssres, April 1997.
In the literature of US major league sports Gaseball, basketball, football and hockey), stadiurns and arenas are termed
"venues." The prtreeds from ticket sales, Premium seatinS
licenses or fees, food and beverage sales, program sales,
souvent sales, parking and on-site advertising are all called

"venue" revenues. See, for example, Friedman, Alan, and
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Paul J. Much, Inside ll, e Ol.L'ne$hip ol Ptufessional SpotlsTeams:
1999. Chicago,IL: Team Marketing Report,lnc., 1999.
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Edition. Chicago, IL: Appraisal lnstitute, 1993,p.221.
Friedman, Alan and Paul ,. Much, lrsde lh. OurPtshiP ol
Prct'essiotul Sporls Teams: 1999 . Chicago,lL Team Marketing
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Report,lnc., 1999.
International Ass(iation of Assessin8 Offices, Glossary for
Prcperty Appraisal and,4ssessmert. Chicago,

lL IAAO, 1997,

p.84.

6.

Although thete has

lotical step, given the new realities of the capital
market. Faced with a need for capital and limited
access to traditional sources of capital, the alternatives are to use existing capital more efficiently or
find new sources of capital. Shrewd REIT managers
are doing both.
is a

(continued from page 36)

As an interesting aside, both SkyDome (Toronto BIue Jays)
and Ericsson Stadium (Carolina Panthers) are Privatelyowned facilities on leased publicly-owned land. Contract
Rent for each is$l.m per parcel per year. SkyDome is on two
parcels.
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grow

growth ,flakes sense, pull back
uhen it does not, and position
themseloes afld their pofif olios

for the next boom.

will continue to decline, at least partially because
dividend increases are not being fully rewarded in
market pricing.

tures.

The new profile of the politically correct REIT reveals a company working to consolidate the Sains it
made through positive spread acquisitions. It will
do so by reducing costs, generating income through
innovative programs (like Simon Brand Ventures),
and consolidatinS with other companies to spread
fixed costs over a widerbase. Business energies will
be focused on maximizing the return from the
existing portfolio rather than on making the next
deal. Allof these ideas makesense from a long-term
investment perspective. In short, REITs will be solidi-fying their positions and operations.

The likely future of the industry is a segmentation
into "haves" and "have nots." "Haves" will con-

centrate on maximizing shareholders value, mini-

mizingconflicts of interest, and improving the longterm performance of their portfolio. "Have nots"
will not do so. They will focus on short term FFO
fixes, protect management rather than shareholder
values, and grow for the sake of growth. Over time,
investors will recognize the characteristics of the
"haves" and the "have nots" and segment the mar
ket accordingly.*u,

NOTES

unlikely to result in the kind of
explosive $owth that characterized the positive
spread acquisition era, but they are likely to resultin
steady six- to eight-percent growth over the next
few years. Long-term investors will benefit and the
market will recover, with investorsand REITs hoPefully having leamed from the experience. At some
point, economies of scale will offer less marginal
benefit and rents and occupancies will stabilize,
necessitating finding other ways of growinS.
These strategies are

Use of leverage will flatten out, with debt to market
cap ratios flattenin8 out as prices recover and com-

luly l7)7.

panies increase total debt moderately. Investors
and analysts will move from their current fixation
with the ratio of total debt to market capitalization
and expand their analyses to includedebt coveraBe,
character of debt, and duration. FFO Payout ratios
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. . . Smart ,nanagers zuill

REITs. ln some cases, REITs are working with insti-

Struclure on Sporls Facility Design atd Sunonnding Rtol Estale
De|'elopmenl- Ca'I.bidge, MA: MIT Center for Real Estate,
Carr, Stephen M. and Timothy F.Cummins, "ProfessionalSports
Franchises Present Unique valuation Problems," V alualion
Sfrrtegies, N ovember / December 1997.

oaer the character and scale of f ture
gtoToth in the REIT industry, thete
seems to be general agteefient tlrat
grozoth is cofiing. The question is
the form and quality of the grototh.

Joint-ventures with institutional investors and real
estate operating companies are emerging as a maior
new source of capital and avenue of growth for

tutional investors to acquire and manage assets,
with the REIT providing the investment expertise
and the institutional investor Providing the capital.
In other cases, either the REIT or the institutional
investor contributes properties, with the REIT assuming the management responsibilities and capturing fee income. Joint-ventures will continue to
increase in importance, as will scrutiny of the "hidden" leverage in these off-balance sheet transactions. REITs will need to address the alignment of
interest problems inherent in joint-venture struc-
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growth prospects, REITs as a group went from
trading at a 20 percent premium to Net Asset Value
(NAV) to trading at a five percent discount to NAV.
Clearly, investors were influenced by something
other than space market fundamentals, most likely
the strength and growth prospects of the broader
market.
Commercial real estate has undergone dramatic
change in the past decade. Securitization of real
estate equity and debt has increased enormously,
and is expected to do so for the foreseeable future.
This provides a tremendous opportunity for those
who understand the underlying factors that influence the risk and return characteristics of these
instruments. Institutional investors have flooded
the market, with average REIT institutional ownership growing from 38.1 percent in third quarter
1993 to52.2 percent by third quarter 1997.r History
sutgests that the flood of institutional money will
eventually drive prices beyond warranted values,
and that may have been the case in 1997 as REITs
traded at significant NAV premiums. Institutional
investment in REITs has leveled off and the market
is poised for the next state in its evolution.

THE FUTURE
The future of the REIT market has been a subiect of
considerable debate. Industry leaders such as Sam
Zell have suggested massive growth and massive
consolidation. Peter Linneman, CRE, has echoed
Zell's predictions, drawing from the economic history of other capital intensive industries to support
his theory that consolidation is inevitable.6 Under
this theory, the REIT industry will consolidate to
very large national REITs, with the existing smaller
companies driven to consolidate by the cost of
capital advantages enjoyed by the large firms. Kerry
Vandell offers a different perspective on the character of growth, suggesting that while there will be
some consolidation, regional specialists will still
have a place in the industry.; In terms of the scale
of growth, researchers have pointed to the relatively small percentage of investable assets currently under REIT control and suggested that as
much as 50 percent of those assets may eventually
come under REIT control.8 While there is considerable skepticism about the 50 percent estimate, the
general concept of REITs expanding their market
share is widely accepted.

Although there has been some debate over the
character and scale of future growth in the REIT
industry, there seems to be general agreement that
growth is coming. The question is the form and

2lt

quality of the growth. The investor's biggest fear is
growth for the sake of growth, which was one of the
maior dimensions of the last real estate collapse.
From the investor's point of view, when economies
of scale diminish, so should growth in scale. Smart
managers will grow when growth makes sense,
pull back when it does not, and position themselves
and their portfolios for the next boom.

willdo well to differentiate between REITs
with a strategic approach that allows them to shift
their tactics as the market evolves and those that
have inflexible approaches. Doing so requires segmenting REITs and understanding the differences
among them in terms of capital structure, management, and real estate. The overall pattern offers a
risk profile that can be used in diversifying a REIT
portfolio.
Investors

Although there are significant differences among
REITs, there are some general trends that are Iikely
to impact the general performance of REITs going
forward. These trends are driven by many factors,
especially capital market behavior and investor
perceptions.

The most striking trend is a shift in the balance
among the different areas for growing income and
FFO. There are four areas in which REITs can grow
income and FFO; the reliance on these areas is a key
indicator of overall REIT strategy. The four areas
are 1). growth in the existing portfolio; 2). new
acquisitions; 3). developmenU and 4). operating
efficiencies. From 1992 to mid-year 1998, investori
and analysts seemed to favor acquisitions, especially positive spread acquisitions, as a growth
mechanism. As a result, the vast maiority of REITs
relied heavily on acquisitions for portfolio and income Browth.
In the early stage of the positive spread acquisition
business, the focus of analvsis was on whether or
not the acquisition was immediately FFO-accretive.
As markets tightened, investors and analysts scru-

tinized acquisitions more carefully, considering
business focus, strategic fit, price paid, and longterm prospects in analyzing acquisitions. High profile acquisitions (or attempted acquisitions) of nontraditional assets such as casinos and cold storage

facilities raised questions about business focus.
Capital flows were restricted for this and other
reasons and acquisitions declined dramatically.
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Lacking acquisition to fuel growth, many REITs
have be6;un to focus on operating efficiencies. This
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complete, leaving the inrpression that the entire
REIT industry was in ieopardy of losing its tax
status. Although the change outlined by the administration only applied to five REITs, the entire industry took a hit.
rb u il ilin g C o nce nr s
At the same time, negative signals were emerSing from the space markets. First, there were frequent claims that REITs were overPaying for properties, driving caP rates down to unsustainable
Ievels. In the debate that followed, REITs claimed
that the prices made sense given their low cost of
capital, while critics suggested that REIT management did not truly understand their cost of caPital.
This type of debate is not unique to REITs. [n every
real estate bidding process, the high bidder believes
that lower bidders did not recognize the "true"
value of the property and the lower bidders think
the high bidder overpaid. True to form, private
investors complained loudly and often that RIITs
were overpaying. At the same time, some REIT
managers were marketing their companies based
on their ability to continue to grow rapidly due to
their "permancntly" lower cost of caPital. CaPital
flows are cyclical in nature and in the future capital
market preferences will shift among varitrus investor groups. Currently, Private investors hold the
upper hand.
Oo

SrrurMENT oF AN
On PtpnrtNn LraK wITH
CoNreMINATno RgsIDENTIAL
PnopnRrY: A Casn SrupY
by Robcrt A. Sinttttts

TNTRoDUCTION
I Pet.ul"u* pipt'lines transport natural

gas, crude oil, and partly
sea Ports and domesfrom
I and fully refined petroleum products
tic oil production areas throughout the Unitc'd States. According to
the Fejeral Department of TransPortation Office of Pipeline Safety
(OPS), there were about 2,000 natural gas firms and 300 companies
operating petroleum distribution pipelines in 1997, with over two
milliorr miles of moderate-to-large (e.g , diameter 8-40 inches) pipeIines in service.r Unfortunately somc pipelines have experienced a
chronic weakness in line integrity resultilrg in pipeline ruPtures
which have released petroleum product into the environment Some
leaksmay be abrupt, while others may go undetected for a long period
of time. Under these ciromstances, a plume of petroleum product
may infiltrate the Sroundwater, and contaminate drinking water
-eils. Once contamination has been detected, ProPerty values of
affected residences can decrease markedly The pipeline leaks described in this case study went undetected for several decades.

Because appraisers always consider the arms length of transaction
(favorable terms, etc.) the sales in this case study, like any which have
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inducements or are sold or bought with one party under duress,
would normally be discarded. However, the information about the
properties in this case study neighborhood reflects the discounted
cost of contamination to the resPonsible party. Thus, it would set an
upper boundary on what a free market discount would be.

This study examines how much a neSotiated settlement Package
affects the sales price, under various scenarios, and thus reveals a
corporattl policy of discounting sales. The case settinB considers the
effett of petroleum groundwater contamination on the value of
rural/ex-urban residential properties on well water, with full information, where a district-wide area is affected
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Second, anecdotal evidence of overbuilding in
selL'ct markets began to creeP into REIT analyst
reports and tlre popular press. This led to a PercePtion among some investors that "national markets"
werc being overbuilt. The term "national markets"
is a misnomer, as ProPerty markets are fundamentally local in nature, and "national markets" are

simply a collection of local markets. Overbuilding
in several high profile markets led to concern, despite the fact that in the aggregate (and in most
markets) fundamentals were still sound. At the
individual market level, the outlook varies substantially. Thorclugh analysis of the hundreds of local
markets in which RElTsown properties isa massive
task and may not be cost effective or feasible for
many investors. This type of analysis makes a great
deal of sense in the lonS-term, but in the short-term,
stock market effects may override long-term fundamentals. Momentum investors werenot willing to
do the required work and moved to "easier" sectors.

SHIFTING STRATEGIES
The double-barreled threat ofoverpaying and over-

building led some to Paint a picture of REITs as
growing solely for tht' sake of growth, without

Colrilal Markels & lhe Modern REIT Era

As the competition to make loans
heated up, unilenoriting requirements
zuere looseneil, and eoentuallq the
isks were out of proportion toith the
retunt expectations, There was
signif ic ant c ommer ci al rnortgage
default antl many truditional capital
sources withdrew from the matket.
regard for underlying real estate fundamentals.
This picture brought back investors' memories of
the mortgage REITs of the 1970s, desPite claims that
the RIIT market had seen fundamental change.
While today's REIT industry is very different from
the past in structure and size, it still remains a small
market segment. Many investors view REITs as a
group without segmenting by quality of real estate,
management, and risk profile. The result is that the
REIT industry remains very susceptible to negative
news, particularly in the short-term. Investor perception is key, and iust as investor PercePtion that
real estate was "hot" led to the runup in REIT prices
in previous years, the PercePtion that markets had
"cooled" Ied to a significant price decline in 1998.
As part of this general decline, the capital market
shifted its attention away from real estate, Partially
because of the REITs and partially because of the
blow-up in CMBS. The broader market's strength
and perceived growth prospects also contributed to
the shift. In this environment, equity offerings
slowed dramatically, with few companies willing
to sell at the low prices prevailing in the marketplace. Capital needs continued, and REITs shifted
tooffering preferred equity atattractive rates. When
the Asian economic turmoil rocked world markets,
there was a flight to quality that drove up the
required yield on REIT preferred offerings and
further increased the spread between REITs and
Treasuries.

All of these factors combined to create a disconnect
between real estate fundamentals and REIT pricing. REIT analysts have made the case for the disconnect, using data about real estate fundamentals

and REIT performance to suggest that investors
should move into REITs. REIT total returns were
off 16.9 percent in 1998 versus a gain of 27 percent
for the S&P 500.'? In 1998, occuPancy was up five
percent and rental rates were up 10 percent.r The
average REIT enjoyed 13 percent FFO growth.r
Despite the solid fundamentals and continuing
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investors and other investors had high interest in
placing capital (capital market) in real estate. This
capital market imbalance was coupled with massive lending by Savings and Loan administrators
with little commercial real estate experience. The
result was a capital rich environment, particularly
debt capital. As the competition to make loans
heated up, underwriting requirements were loosened, and eventually the risks were out of proportion with the return expectations. There was significant commercial mortgage default and many traditional capital sources withdrew from the market.
The logical follow-up to an oversupply ofcredit
is restriction of credit. The restriction was quite
pronounced in the late 1980s and early 1990s and
was generally labeled a credit crunch. The lack of

debt capital had two effects on real estate developers. The first effect was a reduction in construction
loans, which brought construction to a near stand-

still. The slowdown in construction gave space
markets an opportunity to absorb the oversupply,
but spelled the end for many developers and construction companies. The second major effect was
that many developers faced balloon loan payoffs at
a time when debt financing was not available. This
resulted in a search for altemative sources of capital, and the public equity market provided capital the REIT format was best suited to provide capital.

Without this capital, defaults and bankruptcies
would have occurred.
Sources of

Capital
Equity REITs also grew rapidly in the 1990s
because of the availability of positive spread investments, which many analysts referred to as a ,,cap
rate" arbitrage. They suggested that the value of
real estate on Wall Street (securities market) was
greater than its value on Main Street (space ownership). For the most part, the assertion was based on
first year FFO (Funds From Operations) and debt
impacts, rather than long-term cost of capital, leaving the question of arbitrage unanswered. At the
same time, traditional lending sources were reducing their debt investments. The result was a shift
from real estate's traditional reliance on debt toward greater reliance on equity capital. This was a
unique opportunity, and many of the top real estate
operators in the country elected REIT status to
capitalize on the opportunity.
The REIT industry has grown and evolved significantly since the Kimco offering. The years of
1992 - 1994 were characterized by dozens of initial
public offerings. These IPOs provided capital to
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replace balloon payments on loans, as well as providingcapital for positive spread acquisitions. property markets were recovering just as REITs gained
access to a seemingly inexhaustible supply of capital. The result was significant growth, particularly
for companies that had access to capital due to
management reputation and a story that appealed
to investors. As a result, 7995 - 7997 saw a slew of
secondary offerings as REITs returned to the equity
markets for additional capital.
A dramatic increase in REIT debt offerings was
also seen in 1995 - '1997. The best REITs actively
sought and secured credit ratings and entered the
public debt markets. Previously, REIT access to
debt had been through mortgages on single properties or pools of properties, generally secured by an
individual property orsome portion ofthe property
portfolio. REITs began to use corporate debt, some
secured and some unsecured. Many of the strongest REITs shifted entirely to unsecured debt, substantially increasing their capital structure flexibility. The result was competition among suppliers of
capital, leading to a decrease in the cost of capital
such that debt could be used in making positive
spread acquisihons. FFOs grew rapidly as REITs
used their cost of capital advantage to dominate
acquisition activities.

Regulatory Shift
By the beginning of 1998, REITs had established
themsclves as the premier buyers of commercial
real estate. For example, Starwood Hotels and Resorts Trust used its unique status as a p.rired-share
REIT to successfully beat out Hilton in the competition for ITT Sheraton. The result of this and other
transactions was a heightened profile for REITs,
which attracted investor interest, a long-time goal
of the industry. Unfortunately, the heightened profile also attracted increased government and investor scrutiny, which was probably not a goal of the
industry.
Real estate has long been subject to volatility
due to the tax code. The REIT is a creature of the tax
code, and developme'nts in 1998 reinforced the

vulnerability of REIT's unique status. On
Croundhog's Day, President Clinton made an announcement conceming the administration's position on REITs. The most well publicized of these
announcements outlined the administration,s intention to effectively "freeze" the assets of pairedshare REITs by prohibiting future acquisitions under the structure. The headlines in the popular
press and business publications were less than
Rret Esrerr lssuLs, S rnrnet'lggg

LITERATURE REVIEW
Several studies address the effects

Case Background.

of petroleum

contamination on residential property. A recent
investigation regarding residential property value
decreases along pipeline easements in suburban
Virginia found losses of one percent to two percent
for townhouses and up to four percent to five
percent for single family detached homes. These
properties were on municipal drinking water and,
due to extensive publicity, the market perceived the
eventualityof possiblerepeated discharges., Registered LUST (leaking underground storage tanks)
sites in greater Cleveland, Ohio, experienced losses
of between 14 percent and 17 percent. Virtually all
of these units were on municipal drinking water
systems, and all were within 300 feet of a known LUST
and/or had actual groundwater contamination.s
Page and Rabinowitz found that groundwater
contamination had no measurable effect on residential sales price, but their research design was a
relatively weak case study approach. Dotzour also
found no negative effect on residential property
values from groundwater contamination in the
Wichita, Kansas, area. However, both of the last two
studies mentioned did find negative effects on commercial property.{
Des Rosiers et al found a five percent to eight
percent decrease of residential property values ie-

sulting from pe'rsistent groundwater contamination in the province of Quebec.t
Abdala, Roach, and Epp looked at averting
expenditures on the part of the owners of contaminated property as a way to estimate value loss. They
concluded that this technique was a "conceptually
valid estimate" ofthe cost to the property owner, and
can be easily quantified.'The expenses they considered included filtration, bottled water, etc. This last
sfudy is germane to the research at hand because
this research also evaluates non-market inducements (although they are positive rather than negative), and considers their effect on property value.
BP PIPELINE CASE STUDY

The following case study examines the effects of a
British Petroleum (BP) pipeline rupture on residential propertyin Franklin Township,SummitCounty,
Ohio, a suburb of Akron. The case provides a good
indication of the extent of property damage that a
pipeline leak can have on rural, residential property
that is actually contaminated, and where a considerable amount of contamination lingers until the
present.

Settlemenl ol an Oil Pipeline

Inland Corp. owns a pipeline in northeast Ohio

that carries petroleum products. The pipeline is
operated by BP. It is a 12-inch line, which replaced
a smaller line installed around 1940. The smaller
line apparently leaked several times between 1948
and 1962, and attracted the attention of the Ohio
EPA and Summit County health department, who
were actively working on the case in 1990. Of the
100 homes in the study area that were tested, l3 had
detectable levels of hydrocarbon contamination,
and six of these had benzene levels above federal
standards for municipal water systems. At the time
the incident was discovered, all these homes were
on well water.
A consent order with the Ohio EPA was signed
in 1991, and BP conducted testing to determine the
extent of contamination. About this time,local property owners filed lawsuits. The testing proceeded
through 1993, with 19 or more monitoring wells. A
more recent OEPA document shows that environmental testing continued through late 1998. An
inspection of the site in late 1998 revealed that a
number of Iargc green water testing trailers were in
place.

Data Gatheing Procedures and Analysis
A data set of Summit County property transactions was acquired from the Amerestate Corporation. Based on these acfual transaction data, it could
be verified that BP Oil pipeline Co. acquired 4l
parcels in the impact area, nearly all since 1993.
According to public records, BP still retains ownership of 18 of these homes, and has subsequently
sold 23 of them. After deleting double counts, these
parcels represent 35 residential properties.
Analysis of BP's Direct Real Estate Transactions
in Franklin Township
Figure 1 shows a sale/resale analysis of the 23
properties acquired and resold by BP in the market.
Sales data were available for 21 of these residential
properties. Before ad justing for carrying costs, mar-

ket inducements to buyers or appreciation over a
holding period averaging 36 months, 19 of these
properties decreased in value, and two increased.
The two that increased were for properties acquired
in the mid-1980s. The average decrease in value
was 20.4 percent (between -13.4 percent and -22.2
percent, based on a 95 percent level of confidence).
The weighted average decrease was larger, at 27.Z
percent. These figures represent the direct loss associated with an oil pipeline leak with groundwater
contamination in an area on well water. before

kak u'ith Contaminntetl Residentill propelty
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accounting for the time value of money. Overall,

a

reasonable discount for these properties would be
25 percent. These figures should represent market
forces on the buyers' side during the most recent

round of sales, and a loss-minimizing discounted
sales policy on behalf of the seller.
Present Value Analysis of Sales
The sale/resale analysis understates the actual
Ioss because it does not account for the' time value
of money in holding the properties prior to resale,
including those that have not yet been resold. This
present value analysis considers the 21 bought and
resold properties presented in Figrrrc 1, as well as
.14
houses BP has acquired in the
the remaining
impact area, for a total of 35 residential units. It
extends the sales experience of the 2.1 sold units (the
best available information) to the 14 unsold ones,

Figure

and puts all 35 in the context of hme lncluding
previously unsold units is important because their
sales revenues would be included in the analysis,
thereby avoiding overstating the loss. Because
remediation is still underway, it is assumed that
these remaining 14 properties would also be held
for three more years, and then resold at a 25 percent
discount. For selection of a discount rate, BP's discount rate was assumed to be 12 Percent, which
reflects the firm's published return on equity over
the past nine years.i
Figurc 2 examines the present value of the loss
experienced by BP in these real estate transactions.
Based on these assumPtions, the Present value of
the loss would be $1.9 million on a property base
value of S4.7 million. This represents a Present
value Ioss to BP of iust over 40 percent.s
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BP Pipeline Leak Sale/Resale Analysis

Summit County, Ohio
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PARCELI
3
I

4
6

I

7

8

I

I

10
1'l
12

I

IJ
14
15

I

16
17
I

18

19

20
I

21

TOTAL

RESALE AMT
$100,000
$104,000
s108,000
$ 100.000
$88,000
$ 122,000
$90,000
$75,000
$80,000
$75,000
$75,000
$72,000
$96.000
$136,000
$65,500
s128,000
$186,000
s186,000
$116,000
$120,000
$136.000

RESALE DATE
3/19/96
4t25t97
5/31/96
4t26t96
5/1 3/96

4t23t96
7

t18196

11t26t96
1211195

11t22t95

11il22t95
2116t96

5/31/96

2t28t96
6/26/96

2t29t96
10i 31/95

10/31/95
7 t26t96
4117t96
3/1 8/96

$2,258,500
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PURCHASE PURCHASE DATE I
7t20193
$ 125,000
8t24t93
$130.000
8/31/93
$160,000
4t22t94
$135.000
10t28t93
10,000
$1
4t3t93
$153,000
10/31/95
$116,000
5t2195
$1 11.750
12t15192
$100,000
10/1 5/86 |
$72, s00
8t23194
$93.500
12t15t92
$90,000
8t24t93
$120,000
8/9/93
$460,000
8t22t94
$82,000
11t17 t93
$160,000
$240,000
$240,000
$ 145,000
$87,000
$170,000

$3,100,750

10t22193

10t22t93
8/31/93
10/29/86

DIFF
-s25,000
-$26,000
-$52,000
-$35,000
-$22,000
-s31,000
-$26,000
-$36,750
-$20,000

T1
H
I-J

% DIFF

$2.500
-$18,500
-$18,000
-$24,000
-$324,000
-$16,500
-$32,000
-$54,000
-$54,000
-$29,000

$33,000
-s34,000
8t24t93
llave loss;

-20 0%

-20 0%

provides some thoughts on where REITs are headed in the next few
years. This perspective was developed over six years of REIT analyses
ind investing using the Hoyt REIT Model, a comprehensive REIT
valuation anJ risk analysis model. That model has reflected the shilting
capital market's differential impact on REITs

-325%
-25 9%

-20.0%
-20.3%
-22.4%
-32 9v,
-20 0%

The modern, vertically-integrated REIT is a recent phenomenon, with a
of Kimco Realty CorPorawell-established pedigree. The 1991 offering .1986
revision in tax code
a
under
offering
tion was the firit maior
REITs. This offering
managed
interpretation that provided for actively
paved the *ay for modern, vertically integrated REITs. The 1992 offer-

3.4v"
-19 8%
-20 0%
-20 01o

I

-70A%
-20.1%

ABOUT THE AUTHOR

-20 0%

Ron M, Donohue

-?2.50/.
-22.5o/o

vents in the capital market have heavily influenced the evoluhon
of the modern REIT industry. The fc hwing Presents one Per
spective on htru' the modern REIT indusky has evolved and

I

is

r'rccttlit't' r'irr

president and director of research for

Hoyt Aduisory Sen'ices. He has beett
the learl researclrcr in the dnelop-

-20.00/.
37 .9%

ment of the Hoyl REIT Model, zt'hich

-20.0%
-20.4%

prorides oaluatiotr and risk prot'iles
lor oter 90 RElTs. Dr. Donohtc lms
also consulted with REITs, REoCs,
and REIT dota protiders in numer-

-$s42,250

-27.'.t6%
(weighted ave. loss)
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Capital Markts & the Modern REff Era

ing of Taubman Properties launched the public Umbrella Partnership
(UPREIT) structure. The UPREIT structure provided real estate developers and owners with a tax Protected method for transferring ownership out of relatively illiquid PartnershiP interests. These two offerings
legitimized REITs in the eyes of many prominent real estate oPerators,
efiectively launchhg the modern REIT era. Understanding where REITs
are Iikely to go may require at least a brief historical overview of how the
capital market helped to drive these offerings.

CAPITAL MARKET INFLUENCES ON REITS
Exeess Supply

In the late 1980s and early 1990s, commercial real estate was clearly
in trouble, primarily due to an excess of supply and some reduction in
demand. The massive overbuilding of the 1980s was the result of an
imbalance in space and capital markets.r Essentially, user demand for
rental space (ipace market) was low at a time when institutional

25
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percent in 1999, with a range between five percent
in speculative areas, to a high of 55 percent for
approved sites in desirable residential locations.

While actual returns vary from the expected returns, value is the present worth of future benefits.
The expected return drives the decision-making
process and provides a basis for estimating value.
Near term fluctuations in interest rates will negatively impact the actual returns on current develop-

ingly sophisticated and globalized land investment
marketplace. Land investment can offer significant
rewards to investors who understand the unique
risks and holding periods that characterize this
specialized product.*.,
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mean greater uncertainty concerning the approval
process. This will require greater onEoing attention
to the analysis of local political forces and variables.
Shorter development windows of oPPortunity
should lead land investors to Pay more attention to
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2l

I

F

d

d
d

extensiue erperience in bringirg technological innottatiotr
to real estate and appraisal consulting practices. He moni'
neTL' lnternet snd u'eb da'elopments
tors and reports
real
affecting the
estate industry and has taught in unitter'
North America
sity and professional seminar settin1s
(E-mail:
dlp@pipeline.com)
and Asia.

a
UJ

ttl

Gontinued t'rom page 15)

tIJ

ul

ul

Contact Katherine Erazoat Pricewaterhousdoopers LLP
for copies of the survey at (212') 596-7C[o.
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In summary, more, better-caPitalized and betterinformed investors will participate in an increas-

NOTES

ity of retums. More regulatory involvement

g

analysis of market risk, especially micro-market
trends and developments.

ments.

GENERAL COMMENTS AND
OBSERVATIONS
Finally, we highlight some of the variables we think
will influence future investment survey results.
The dominance ofinstitutional players and the shift
of more land investment activity toward shorter
term, lower risk activity r.l'ill result in slowly declining rates of return. The overall environment will
remain one of stable returns with small fluctuations. The more open and soPhisticated market
information environment may lead to slowly declining rates of return as competition for desirable
sites increases. The increased use of on-line information, web-based products and automated valuation models will result in more thorough, closer to
real-time, value monitoring that can be quickly and
precisely targeted to specific parcels.
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Comparison of Expected Land Return, Speculative Grade Yields and
Other Investments
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The median gross profit margin dropped to t4
percent in 1999 from the year-end survey. The median expected mark-up over project costs remained
unchanged from 1998 to 1999 at 20 percent. The
highest expected returns continue to be on largerscale, unapproved / unentitled developments,
where unleveraged expected retums can be as high
as 60 percent or more. Land cost as a percentage of
total project cost continued to show an upward bias
for desirable sites in the 1999 survey. The median
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F(ure 2 summarizes the expected return by all
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indicating continued increased competition for
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respondents to the Pricewaterhousdoopers' National Land Investment Surveysl from 1990 through
1999. Expected returns declined from 21 percent in
1990 to 17 percent in 1999.

By 1999, the expected unleveraged pre.tax returns
(lRRs) ranged from nine percent to 30 percent with
a sample median of 14 percent for approved land
development projects. The low end of the range and
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Investment Advisors.

While returns on other investments generally declined from 1991 through 1998 the expected returns
offered on land investments remained high. The
expected return ranged from 20 percent to 22 percent between 1991 and 7997 and then declined as
competition for sites increased and interest rates
declined to an expected 17 percent.
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desirable sites for development. These refurns were
also associated with build-to-suit and pre-leased
projects. Expected returns for unapproved sites are
generally 1000 basis points higher than for approved sites. Furthermore, leveraging with debt is
almost non-existent for acquisition and entitlement
of raw land.
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Surveysr over the past decade under the direction
of Mr. MacCrate. In recent years these surveys have
shown that returns on land investment movewithin
very narrow ranges. We expect this to continue into
the future. Figure 1 shows the historical Comparison of Median Expected Land Returns, Speculative
Grade Yields, and Other Investments reported by
respondents to the PricewaterhouseCoopers' National Land lnvestment Survey, Moody's, and KDP
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of land. They would thus be able to enjoy the
potential high returns associated with land development. Many of the financial institutions that offer
other forms of securitized real estate to their global
customers can be expected to add land investment
offerings in the near future.

SMART GROWTH CATCHES ON:
COMMUNITIES PARTICIPATE MORE
ACTIVELY
In the years ahead, state and local governments will
become more active partners in land development.

"Smart growth" plans and strategies and the numerous regulations that follow in their u,ake are
now mainstream phenomena. This fact requires a
shift in land investment calculations. There are now
fewer pure "land investment" plays and far more
"land plus infrastructure" plays.

In most urban and suburban development situations, the analvsis of the local regulatory environment is now as important as, often more important
than, pure land economic analysis. Determining
the cost impact and the timing consequences of
regulation becomes critical as developers try to hit
short "windows of opportunity" with theirproiects.
Stability of regulation is another concern. Investors
must assess how rapidly and in what direction local
regulations may change. Usually, regulation is likely
to get tighter and more rather than less complex.
Developers who master the new, more complex,
and costly environment should be rewarde'd accordingly.

In the years ahead, we will see changes in the
definition of "infrastructure." Greater emphasis
will be placed on the telecommunications/ Internet
infrastructure, relative to transportation infrastructure.
EXPECTED CHANGES BY PROPERTY TYPE
Warehouse/Distibution - There will be a decreasing number of larger facilities. They will be
accessible by many transportation modes (air, rail,
truck), which can provide almost real-time (iust-in-

time) delivery of products. Even products purchased on-line have to be delivered from seller to
buver.

Office - tNe can expect to see more dispersed
facilities and fewer "ego towers." There will be
increased substitution of computer/ network investment for bricks and mortar investment.
Retail - There will be increased attention to
intensity and multi-purpose use of space. Highly

efficient retailers such as Wal-Mart and 7-l I are
likely to prevail over weaker competitors. The electronic commerce revolution will bring new hybrids
of online and offJine shopping. Traditional stores
will have showroom and "demo" space where customers can examine and test products before buying them on-line.
Residential - The home/condo unit will have
increasingly more non-residential features included
in the package, as discussed above. Technology

will

be pervasive in the home, first linking computers
into home networks, then linking appliances and
support systems to on€'another to create smarter
homes.

Many existing structures will have to be upgraded to accommodate the new services that technology has to offer. We can expe'ct older residential,
industrial, and office properties to be demolished
or retrofitted to provide for the space needs of the
21't century. Those development companies that
include technology experts on their teams and develop cutting-edge products will have a competitive advantage.
EXPECTED CHANGES BY GEOGRAPHY
We can expect a continuing migration to the Sun
Belt. This will be a stlective migration. It will favor
smaller, high amenity commurrities such as college
towns. Those communities that combine the ability
to cater to workers in the information economy, as
well as to seniors and recreation seekers will be the
most favored. Those communitic's that combine air,
rail, and highway access with qualilv of life will be
most successful. Don't be surprised to see the reconstruction of railroads to out-of-the-way places.
The Intermountain West is also likely to prosper for
a variety of reasons, including climate, pace, and
qualitv of life, and unbundling from major West
Coast cities. Relocation of both jobs and residences

from major California urban areas to states like
Montana, Utah, Arizona, and New Mexico will
increase.

FUTURE OUTLOOK FOR
LAND INVESTMENT RETURNS
ln this final section we examine the forces that will
affect rates of return on land investments in the
years ahead. We review the results of recent and
pertinent PricewaterhouseCoopers land investment
surveys,

PricewaterhouseCoopers and its predecessor
firm have carried out National Land Investment
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Negotiated Settlement
Beyond the direct sale ancl resale of units, there
were another 65 units affected by the pipeline leak.
AccordinS b a public presentation by BP staff, there
was a negotiated settlement between BP and the
residents in a specific study area (approximately
100 homes). The deal h,as facilitated by the Urban
Center at the Levin College of Urban Affairs at
Cleveland State University.' ln addition to payin€i
for remediation of contamination:
BP offered to buy out, relocate, and compensate
those households who wanted to leave for their
" pain and suffering." BP lt as free to resell these
homes (the 35 units referred to above).
BP also offered to give each household a 92,000
grant per year for five years for home improvements (all but three made use of these).
BP also offered to give each household an indemnification against declining propertv values
for l0 years.

Because this was a negotiated settlement, it
helped the residents Bet on with their lives, and
appeared to be well-received. The next se'ction anaIyzes the present value of these market-supporting

offered market supports,
beyond this case.

it is not generalizable

However, those 65 properties in the impact area
but not bought by BP received non-market price
supports with a present value of $l.l million, on a
propertv base of $6.5 million. This represents iust
under l7 percent of the value of these properties,
which may be generaliz;rble if a similar settlement
package is offered.

CONCLUSIONS
This case has analyzed residential sales contaminated bv a known pipeline leak where remediation
is being undertaken, and the houses are on well
water. The case study reveals that single-family
homes contaminated by .r rvell-publicized pipeline
rupture experienced a loss in real estate value of
approximately 25 percent, after the rupture and
when remediation is underwav. The motivation of
the responsible party was an important factor in this
analysis. The present value of this reduction in

value to the responsible partv (exclusive of
remediation costs) h,as 35 percent to 40 percent,

depending on the assumptions used.

strategies.

Secondly, neighboring residential properties within
tr designated impact area that were not acquired by

Present Value Analysis of Scttlement Package
An analysis of the present value of the overall
settlement package between BP and the residents is
shown in Flgrrrc 3. These figures are assumed to be
net to BP, and exclude remediation costs, or anv
payments to residents for relocation or personal
matters. They also exclude rental income. to BP from
the houses they own and hold. The figures are
based on the 35 units pre'sented above, as well as the
65 additional units which BPdid notbuy, but which
received a $2,000 annual maintenance grant for five
years, and a guaranteed sales price for 10 years. It

(within the study area but not
shoi{n to be directly contaminated) received an
array of price supports with a present value equivalent to 17 percent of their market value.

was assumed that the 35 homes sold did not receive
these non-market supports.t"

When these other non-market factors are included, the present value of the loss to BP for all 100
units in the study area (a combination of those
directly impacted and within the impact area but
not contaminated) would be just under $3.0 million
ona property base of$11.2 million. Thus, thepresent
valuc of the direct real estate losses and other nonmarket support activities to BP for the study arL'a
in this case, cxclusive of remcdiation, would be 26.5 percent. Because this figure reflects a blend
where one-third of the units were directly acquired by the responsible party, and the rest were

Settlement ol au Oil Piptlinc

the responsible party

This latter figure is a substantial amount. Further,
the settlement terms are not generally available
using conventional real estate research methods
(e.9., no lien, no responsible party seller, not on a
deed registration document). If and when these
homes are resold, and if remaining time on these
price supports are transferable to new owners, they
should be capitalized into the sales price value of
the properties.*u,
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These advanced applications are not commonPlace

today but they are technically feasible. The rapid
pace of the Intemet evolution reminds us that what
is experimental today can become widespread and
commonplace within a Year or two.

can Real Estate Arietv in Sarasota FL.
C.W. Abdala, B.A. Roach and D.J. EPP. (1992) Valuing Envi-

TECHNOLOGY AND POLITICAL FORCES
WILL COMBINE TO SPUR REUSE
The future is not totally one of far-dispersed, decentralized, small-scale, individualized "measles" development - though there will certainly be a lot of

ronmental Quality Chan8es Using Averting ExPenditures.
I-atld Econonics.

7.

8-

V

ol. 68, no. 2 p 163-175.

It was decided to use the Published retum on equitv rather
than the firm's huadle rateor target rate because these are not
available. The retum on equity is an adequate measure of the
opportunity cost of capital.
This fiSure was subiected to sensitivity analysis. If the ProF
erties were resold faster, in the se(ond year, at only a l0

that. At the opposite end of the sPectrum, an increasing number of communities willwork on publiclprivate partnership Proiects, intended to reclaim once-developed land for various tYpes of re-

percent discount, and assuming a discount rate of 18 Percent
(well above the retum to stockholders), the resultinB loss is 39
percent, about the same at the fiSure derived ak)ve. If the
sarne sale assumptions are kePt, but if BI-s discount rate is
assumed to be 8 percent, consistent with financing the costs
with corporate debt, the overall loss would be 35 Percent.
9. Bitl Hollis, BP CorP. Public Meeting, Levin College of Urban
Affairs, Cleveland State University, APril 1997.
10. lf a propefty is sold every ten years, and if there is a 20
percent loss upon sale, then for an average sales price of
$1m,000, the annual expected exPense to cover the losses
would be $2,000.

dominant position in the development of buildings.
REIT and public company dominance will likely
continue. It is not clear what imPact this will have

on land prices and returns. The larger and more
geographically diversified REITs and other real
estate operating companies will be able to treat Iand
as a "factor input" in the way that manufacturing
companies treat raw materials or that retailers treat
just-in-time inventories. Developers will time their
purchases and structure their oPtions to achieve a
reliable flow or inventory of land at the best Pdce

use.

On the positive side, improved reclamation technology is making it possible to redevelop inner-city
Iands that now lie unused because of hazardous
waste and similar pollution issues. Communities in
most states have the legal power to assemble land,
where parcelization may have limited development feasibility. Some funding is being made available to encourage reclamation efforts. However,
these inner city programs will be hindered - as they
have always been - by the serious Problems of
crime, security, and social breakdown that exist in
most cities.
RECYCLING THE LAND FROM THE
COLD WAR ERA
More progress is Iikely to be made in recycling and
re-using the vast acreage of land that had been
devoted to military facilities during the Cold War
and previous wars. ExamPles include Glenview

Naval Air Station, IL, Pease AFB, NH; March,
Norton, and George Air Force Bases in Southern
California. These bases have the advantage of being
located in suburban and ex-urban locations, where
they can benefit from more generally Positive trends
and conditions. Dealing with the federal governbut
ment on these re-use issues is not simple
passage
of
with
the
seems to be becoming easier
time. Some of these military and military contractor
land holdings could well become the large-scale,
multi-use planned communities of the early next

century.
NEW LAND INVESTMENT VEHICLES AND
INSTITUTIONS EMERGE
In the final years of the 1990s we saw the beginning
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of a new institutional environment for land investment. General and sPecial PurPose REITs, Public
companies, opportunity funds, and others became'
dominant players in the land market. Their involvement in the land market followed - and fed - their
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We are also seeing the creation of more specialized
land-holding or warehousing entities. For example,
using a REIT format, comPanies have been estab'
lished to hold only the Iand under car dealershiPs or
movie theaters. They hold the properties and intend
to reuse the sites when the existing uses no longer
offer the highest returns. We can expect this specialization of function to continue. A logical next steP
will be entities set up to hold the land that non-real

estate industrial companies have removed from
their books and asset bases.
We can also expect more develoPment comPanies

to invest in land with the intcntion of creating a
series of different related products on the land as
demographics and demand Patterns change over
time.

A hospitality firm might initially develop "boomer
resort" facilities, then move to more care-intensive
retirement/assisted living facilities. They would
retain the ability to revert toother uses on part of the
property as the boomer "age wave" ebbed.

Following this example a step further, it is likely
that occupancy of retirement communities could be

sold globally on a time-share basis - as vacation
accommodations are today. We can exPect to see
more use of the time-share concept for all types of
real estate investments. The Internet gives buyers
and sellers the ability to create global packages in
new and innovative ways.
As noted above, the invq;tors of the next century will
be attracted to invest in funds that contain portfolios

of Iand investments, as well as in individual parcels

2t

Retail spaces will increasingly be used for many
things other than shopping. Forthe time-constrained
shopper, pure shopping space will expand to become "shopping plus" - shopping plus entertainment and plus dining. Retail facilities will also
increasingly include spaces for assembly, entertainment, and socializing. The bricks and mortar

retailer must offer something more and different
than the on-line retailer.
Another example ofblending ofuses is that ofresort
land combining with retirement communities. This
combination will be more evident, especially in the
Sun Belt. It will make it increasingly possible for
people to "age into" a community over time, perhaps moving from section to section within it.

"Personal service" in this new on-line marketing
and information environment will mean userfriendly web sites that let buyers and sellers analyze
and transact business quickly, smoothly, and directly. Nelv on-line databases will include all the
information that the market participants need to
complete the transaction including, but not limited
to topographical maps, flood maps, surveys, market information, and legal documents. These sites
will cater to both U.S. and international investors.
All real estate professionals will have to re-examine
their roles in land development and sales. Technologically sophisticated, well capitalized firms are
developing and maintaining web sites that could
make many real estate professionals obsolete.
As Iand information becomes standardized we can
expect to see the creation of worldwide investment
land portfolios. These will be marketed to investors
in much the same way that pools of mortgages or

INTERNET AUCTIONS WILL CREATE A
GLOBAL LAND MARKETPLACE
In the 1990s, land marketing has been done the
traditional way - r.r,ith locallv-based sellers dominating localized markets. Now, the same global
lnternet auction capability that has created
worldwide trading environments for Beanie Babies, antiques and many neu' kinds of products is
beginning to be applied to real estate and land
marketing.

a distance. The American West is littered with

The effects of these new and evolving technologies
are not yet clearly visible. tsy looking at the Intemet
auction experience with other commodities on sites

"dead" mountain and desert subdivisions where
lots were sold internationally and the promised
infrastructure was never developed. Will Internet
auctions bring a repeat of these fiascoes? We think

like EBay we can make some educated guesses
about the future impact on land investment and
marketing. More parcels will be offered for sale
over the [nternet. These offerings will be supported
by information-rich web sites connected to databases that provide sophisticated price comparisons, detailed interactive maps and Iive "web-cam"
visuals. Standards for land information will be
created to reassure potential buyers. With these
increased standards in place more buyers will be
attracted to the ever-increasing number of offerln8s.
These changes could bring about a gradual reduction in the role of localized brokers and appraisers
similar to the changes currently im-

- travel-related industries. Intermediarpacting the
ies will have to provide value-added services to
transactions in new and different ways. Publicly
accessible transaction databases will soon provide
the same kind of information that appraisers, brokers, and lawyers provide today. The information,
however, will be cheaper, faster and more accurate
in many cases.
20

Tnx PrnNrurNG FoR
REar Esrarn INvESToRS
FoR 1999

auto loans are sold today. This type of packaging
will appeal tu a larger audience of investors who
want to participate in the higher returns that are
offered in land investment.

by

l.

Russell Hnrdin

MARKET OPENNESS WILL INCREASE
BUYERS' COMFORT LEVELS
Peopleshopping for real estate on the lnternetbegin
with the simplest transactions first and then move
steadily up the price and complexity scale. First
explorations usually include apartment rentals, hotel
room bookin2;s, and time-share or campground
vacation bookings. This has already begun.
The next step might be investigations of alternative
land investments. When the buyer has chosen a site,
his,/her custom home can be designed on-line and
the prototype viewed in three dimensions. Bidding
for construction contracts can then take place online. Finally, both architect and owner can watch
and monitor construction as it proceeds, via live
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Trutnooucrroru
! Thelnternal Revenut Service (lRS) Restructuring and Reform Act of
J- I 998 the Act) was signed inkr law by President Clinton on July 22,

This is not the first time land has been marketed at

not. Regulatory mechanisms at all levels have been
strengthened in recent decades. More information
is readily available. Furthermore, Internet discussion 6;roups and message boards serve as on-line
watchdogs, helping to sort out the real from the
fraudulent. Some risk, horvever, will always remain.
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1998. The law is far-reaching and multi-functional and is surprisingly
complex; it affects a broad cross-section of taxpayers in a variety of
significant ways. The 1998 Act is actually six acts rolled into one piece
of legislation. The law represents a major attempt to rein in the IRS
through a ground-up reorganization. The Act also Iowers the holding
period for the most favorable capital gains rate; makes several technical
corrections to the Taxpayer Relief Act of 1997 (TRA 1997); enacts the
"Taxpayer Bill of Rights 3;" carves out a separate Electronic Filing
section; and adds a list of "revenue raisers" that affect both individuals
and corporations.

The purpose of this manuscript is to summarize some of the provisions
to the Internal Revenue Code that are now effective as law or that will
soon become effective as law. Individuals and business owners are
urged to look closely at this sweeping legislation to seek ways in which
they can significantly diminish their future income taxes and to examine
the new protections and rights that taxpayers enjoy under the new law.
The following discussions focus on some of the major provisions of the

new tax bill which, directly or indirectly, affect real estate investors.
Some suggestions for tax planning are also included. To determine the
particular effect, if any, each of these provisions will have on a particular
taxpayer, each taxpayer should consult with his or her CpA, tax attorney, or other tax professiona[.
ELECTRONIC FILING
One important component of the IRS Restructuring and Reform Act of
.1998
is the electronic filing rules and incentives. The Act has provisions

ax Plnn iuil for Real Eslate lnlestors For 1999

& Btyond

53

to encourage electronic filing of tax returns and
information returns (i.e., 1099s and W-2s). The Act
sets a goal that 80 percent of all tax and

information

returns will be filed electronically by the year 2007.
The Act also aims for a return-free tax sYstem for

individuals whose tax return information is limited
to items already reported to the IRS on information
returns. The Act has a goal for this return-free
system tobegin in the year 2008.1n addition, the Act
directs the Treasury DePartment to develop a plan
that would require all comPuter-Senerated tax returns to be filed electronically by the calendar year
2002.
There are several incentives for filing electronic tax
returns. First, electronically filed returns are Senerally prepared using computer tax preparation software. Returns prepared on the comPuter have an
error rate of less than one Percent. This means the

taxpayer is Iess likely toencounter such problems as

delayed refunds or certain IRS audits. Another
advantage of filing an electronic tax return is the
speed with which the taxpayer can potentially receive a tax refund. Whereas a paPer tax return
generates a refund check in aPProximately six to
eight weeks, an electronically prepared and filed
tax return can result in the refund amount being
deposited in the taxpayer's bank account in nine to
l5 days (when coupled with the electronic funds
transfer system). Still another advantage of electronic filing is the almost immediate acknowledgment (usually within a day) from the IRS that the
return has been received and acct'pted. A final
advantage of electronic filing is the ability to file the
tax refurn separately from the payment when taxes
are due. Under the new rules, a taxpayer can file his

or her electronic tax retum at any Point during the
tax season (January through April l5), and the
taxpayer can wait and Pay the taxes that are due on
or before April 15,

To encourage the filing of electronic information
returns by employers, the Act has delayed the due
date for filing information retums. Whereas employers who file information returns on PaPer must
do so by February 28 of each year, employers who
file electronic information returns may wait until
March 3l to file. This includes, among other things,
reporting wages, interest, dividends, and non-employee compensation. The due date for providing
copies of information returns to payees, howt'ver,
currently remains as January 31 of each year (the
Treasury is studying the possibility ofchanging this
date to February 15). The effective date of this
change is January 1, 2000.
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TAXPAYER PROTECTION AND RIGHTS
Burtlen of Ptoof
A somewhat controversial provision of the Act
is that the burden of prtxrf shifts to the IRS in certain
situations. Historically, an IRS determined tax deficiency has been presumed to be correct. This former
rule required the taxpayer to persuade the courts

that the IRS determination was incorrect and,/or
that the IRS position was without merit. The IRS has
always had the burden of proof in certain cases such
as those involving illegal transactions and fraud.
The new law, however, places the burden of proof
on the IRS in tax litigation with resPect to a factual
issue.
Specifically, four conditions must be rnet for the
burden ofproof to shift to the lRS. First, the taxPayer
must comply with the requirements of the lnternal
Revenue Code (hereafter the Code) and the regula-

tions issued thereunder to substantiate any item
that relates to the litigation. Second, the taxPayer
must maintain records required by the Code and its
regulations. Third, the taxPayer must cooPerate
rvith reasonable IRS requests for meetings, interviews, witnesses, information, and documents. Finally, the taxpayer must either be an individual or
must be a corporation, trust, or Partnership with a
net worth of no more than $7 million and no more
than 500 employees. In other words, the burden of
proof shifts to the IRS for individuals and small
businesses with respect to a factual issue.

This change does not apply to Present court
proceedings; only those arising in connection with
audits that started after the President signed the Act
(uly 22, 1998). The burden of proof also shifts to the
IRS in two other situations. First, the burden of
proofis on the IRS ifthey use statistics to reconstruct
an individual's income. Second, the IRS bears the
burden when the court case involves proceedings
against an individual taxpayer regarding a Penalty
or addition to tax. This change became effective
with the enactment of the Act (July 22, 1998).
Prc ce e dings by T axp ayers
Several changes to proceedings by taxpayers
(i,e., court cases) were built into the IRS Restructuring and Reform Act of 1998. First, the Act Permits
up to $100,000 in civil damages when an officer or

employee of the IRS negligently disregards provisions of the Internal Revenue Code or Treasury regulations in connection with the collection of Federal tax with resPed to the taxpayer. Further, if the negligence relates to willfully violating
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real estate professionals, such as developers, appraisers, brokers, management consultants, and
information providers.
Looking Ahead to the 27't Century
Many of the practices of the 1990s will remain
the same over the next five to 10 years. The land

conversion industry wiII continue to Perform in
predictable ways: upgrading raw land to pre-development, approved, subdivided, and improved staespecially in
tus, and nroving it into production
the residential sector. Large planned community
holdings, such as Newhall's Valencia in southem
California, Metro Dallas' Las Colinas, and the massive Del Webb resort/retirement communities
across the Sun Belt will work through their development plans, phase-by-phase, to completion. The
steady flowof small,localized transactions will also
continue.
But at the margin, perhaps less clearly visible,
important changes are underway. The social, economic, and political forces that are bringing these
changes about are likely to pick up momentum,
combine, and interact, beconring more significant
with each passing year of the 21'' century. We
discuss some of these forces and changes in the next
sections.

A "MEASLES" URBANIZATION PATTERN:
TELECOMMUNICATIONS OPENS UP MORE
LAND AT A DISTANCE
We have all read the articles about people running
small businesses from their homes far from cities
and suburbs and off the traditional grid. In the next
five to 10 years a combination of technological
advances .rnd cultural changes will make this
lifestyle more common. Freestanding scattered development will become a mainstream trend as more
areas of the country gain high-spee'd, inexpensive
access to the lnternet. Reductions in cost will spur
the trend. The coming of wireless connectivity to
more locations will speed dispersal even further
and faster.
This trend combines with the "bundling of uses"
(see below) to make more land developable with
less infrastructure investment Per unit. Small-scale,
dispersed development utilizes and creates more
demand for "package plant" technology. Individualized sewer and water treatment and renewable
energy facilities will combine with environmentally-conscious lifestyles that reduce generation of
wasteand energy demands. These trends mean that
more land will become available and attractive to

bnd
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Many of the practices of the 7990s
will remain the same ooel the next
fioe to 70 years. The land conttersion
inilustry will contirure to perform in
predictable ways: upgradirls /avlt land
to pre - dea elopm eflt, aqProa e d,
subdiztided, artd itnprcoed status, afld
especially
ffioaing it into proiluction
in the residential sector.
end-users. This can create a downward pressure on
land prices.

CULTURAL CHANGES FREE THE WORKERS
When employees work for one employer who expects them to be in an office five days a week, they

are forced to live nearby. As employers become
more flexible about where and when their employees work, and as employees increasingly patch
together "portfolio work lives," serving multiple
employers, the bonds between home and workplace will loosen. The work force of the 21st century
will have more work oPtions and therefore more
residential options. Employers will have more oPtions as well in creatin8 space.

LAND USE CATEGORIES MIX AND BLEND
Advances in microchip, telecommunications, and
Internet technology increasingly make possible the
a place
multi-function residence or "home plus"
where families not only live, but also work, shop,
learn, and entertain themselves. As this happens, it
will affect the way facilities are developed for all

non-residential land uses.
There is still demand for the traditionally located
and configured office building. Some new or re'
modeled offices are being designed for the mobile,
transient worker - with hoteling, office-sharing,
communal meeting spaces, and steadily shrinking
square footage peremployee. Ratherthanoneoffice

building, an employer may now have multiPle
smaller locations, where employees can "plug in"
for short time periods. More and more employers
will invest in laptops, rather than office space, and
let employees decide where and when to "office"
themselves. Only time will tell whether the traditional or "new style" offices will prevail. Some
flexible office experiments have been successful.
Others have generated strong employee resistance.
The two styles may continue to exist side by side sometimes within the same building.

l9

By 7997, as existing land inventories were absorbed, there was a mini-rush of investment into
land that could be used immediately for REIT
projects. Wel[-capitalized REITs allied with or purchased developers who had large land inventories
and the skills to convert them quickly to profits.
New institutional funding vehicles sprang up to
finance these land purchases. Although some concern was expressed that this investment might lead
to overbuilding, that fear tumed out to be largely
unwarranted. Market and regulatory controls were
more in evidence than they had been in the late
I 980s. Returns on land investmentdeclined as many
buyers competed for the limited supply of available
holdings. In particular, demand increased for
smaller, fu lly-entitled, build-to-suit projects which
provided quick profits at reduced risk.

In late 1998, weakness in Asian, Russian, and
Latin American economies resulted in short-term
declines in the global markets. These market declines affected REITs and commercial mortgagebacked security (CMBS) firms, slowing the flow of
investment into land. These publicly-traded firms
concentrated on building proiects that could be
brought to market immediately. Land investment
could still be financed, but usually only when significant equity was contributed and Iegitimate end
users identified for specific projects.
Even in this time of caution, there have been
occasional outbreaks of aggressive Iand development lending by financial institutions. These new
proiects are in areas where housing markets are
strong, as in some Southeast U.S. metropolitan areas and Southern California. Regulators face the
continuing challenge of monitoring investment
flows to insure that development proceeds, but not
in an overly risky manner.
Reflections on Recent History
Reflecting on the events of the past l5 years, one
wonders how much has really changed. Several of

the land investment proiects now being financed
and sponsored by Wall Street and institutional capital sources, although presented in professional looking packages, may carry as much risk to the typical
investor as some of the high-flying deals of the mid80s. The need to understand the underlying fundamentals of any real estate investment proposal, no
matter how packaged, remains critical. Wall Street
is iust beginning to develop the expertise to understand the subtle nuances of real estate investment,
including the more speculative land development
Process.

]ll

The "caution light" wamings and underwriting guidelines that are now being issued by regulators to lending institutions under their jurisdiction
bring back memories of the 1980s. One hopes that

today's lending institutions and Wall Street are
paying attention and that today's regulators perform more professionally than their counterparts of
l5 years ago.
The experience of the past 15 years also illustrates the importance of "deep pockets," patience,
and cycle analysis in land investment. Investors
who were able to hold on through the gyrations of
the late 1980s and early 1990s often reaped significant rewards in the late 1990s. Investors who were
able to buy into land investments at distressed
prices in the early 90s were able to enjoy high
returns-in that time period generally inexcess of30
percent for approved but unimproved land.
Finally, one wonders whether some of the regulatory actions of the late 80s and early 90s were
perhaps too hastily undertaken - especially where
land investment was concemed. Some projects that

were once RTC distress properties have become
successful developments of the late 90s, providing
significant returns to the investors. This suggests
that a more fl exible and patient regulatory approach
might have brought more benefit to both lending
institutions and U.S. taxpayers.
Trends of the 90s Proaide A Preaiaa of
the 27't Century
The late 1990s have seen the beginnings of

trends and phenomena that look as though they
will have staying power into the next century. These
include: use of the Intemet as a presentation, marketing, and transaction tool; increased political and
environmental concern in the form of so-called
"smart growth" initiatives; and the pervasive influence of computing and communications technology affecting the construction and operations of all
types of real estate.
The successful 21'r century real estate development company will employ these technological
innovations to design, develop, and operate real
estate proiects. Finished products will include technological innovations as amenities to attract potential buyers and end users. Real estate information of
all kinds is now cheaper, more readily available,
and better able to be precisely analyzed.
While these trends maybenefit consumers, they
may prove unsettling and threatening to traditional
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provisions of the Bankruptry Code relating to automatic stays or discharges, the civil damages can be
as high as $1 million. Second, the U.S. Court of

filing of electronic
inf ormation returns by ernployers, the Act

Federal Claims and the U.S. District Courts are
granted jurisdiction to determine the properamount
of estate tax liability (or refund) in actions brought
by taxpayers deferring estate tax payments under
Section 6155. The Act also provides that once a final
iudgment has been entered by one of the above
courts, theIRSis not permitted to collect any amount
disallowed by the court. In addition, any amounts
paid by the taxpayer in excess of the amount found
by the court tobe currently due and payable must be
refunded to the taxpayer, with interest.

has delayed the ilue date for filing
inf ormation rcturrrs. Where as ernploy er s

Third, the Act allows a record owner of property against which a Federal tax lien has been filed
to obtain a certificate of discharge of property from
the lien if the owner of record is not the person
whose unsatisfied liability gave rise to the lien. The
owner ofrecord is required to apply to the S€cretary
of the Treasury and either to deposit cash or furnish
a bond to protect the lien interest of the United
States. Fourth, the Act directs the IRS to modify its
administrative procedures to allow tax-exempt bond
issuers to appeal adverse examination determinations (loss of tax-exempt status) to the Appeals
Division as a matter of right. The appeal is then
handled by senior appeals personnel with experiencc in tax-cxcmpt bond issues. Other changes to
proceedings include: jurisdiction for small cases is
increased from $10,000 to $50,000; actions for estate
refunds which have elected the installment method
of payment for estate taxes attributable to a closely
held business, may now be heard by the Court of
Federal Claims or the Federal District Courts; and
deficiency notices must indicate the last date a
taxpayer may file a timely Tax Court petition. The
effective date of these changes was J.uJy 22, 1998.
lnnocent Spouse Relief
This Act generally makes innocent spouse relief
easier to obtain. An innocent spouse is excused
from liability for the couple's ioint tax, penalties,
and interest if five conditions are met. First, the
innocent spouse must have filed a joint income tax
return. Second, the understatement of tax on the
joint return is attributable to an erroneous item(s) of
the other spouse. Third, the innocent spouse must
be able to prove that, when he/she signed thc
return, he/she had no reason to know, and in fact
did not know, of the understatement of tax.
Fourth, when considering all the facts and circumstances surrounding the case, it would be
inequitable to hold the innocent spouse liable for
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who file information returt s on paper rnust
ilo so brq February 28 of each year,
etnployers who file electronic information
returns may zoait until March 31 to file.
thejoint deficiency. Fifth, the innocent spouse elects
the innocent spouse relief not later than two years
after the IRS begins collection activities. Failure to
comply with any one of these conditions will result
in denial of innocent spouse relief.
One of the keys to the successful invocation of
innocent spouse relief is the knowledge of the innocent spouse. Thecourts have held that relevant facts

to consider in determining if the spouse had

a

reason to know about phony deductions include:
the spouse's involvement in the family's business
and financial affairs; the spouse's education level;
the presence of expenditures that appear lavish or
unusual; and the spouse's evasivcncss and deceit
when asked about the couple's finances. A "lack of
knowledge" defense can be difficult to prove because the IRS can take the position that even if the
innocent spouse claims he/she did not know about
a transaction, he/she had reason to know or should
have known if the spouse knew of the transaction
that gave rise to an omitted item of gross income.
The level of knowledge of a phony deduction to
prevent the innocent spouse defense is not clear.
For example, just because a spouse knows that
investment transactions occurred, he/she may not
know anything about what deductions might have
been taken in conjunction with the investment activities. The innocent spouse protection expanded

on luly 22, 7998.

lnterest and Penalty Relief
This 1998 Act included several changes to the
interest and penalty provisions related to various
taxpayers. First, the Act establishes a net interest
rate of zero on equivalent amounts of underpayment and overpayment ofany taxes imposed by the
Internal Revenue Code that exist for any period.
This provision applies to both self-employment
taxes and income taxes. The provision applies after
the date of enactment (July 22, 1998); and it applies
to interest for periods before the date of enactment

l:)

if: the statute of Iimitations has not expired *,ith

the taxpaver may demand a hearing with an ap-

respect to the underpayment or overpayment; the
taxpayer properly identifies the periods of underpayment and overpayment; and the taxpayer asks
the Secretary of the Treasury to apply the zero rate
rrn or before Dccember 31, '1999.

peals officer who has had no prior involvement in
the taxpayer's case. Before the IRS can lely against

This interest netting provision will be significant for corporations with a tax overpayment exceeding $10,000 in one year (on which the government pays 5.5 percent interest) and a tax deficiency
exceeding $100,000 in one year (on which the corporation is charged l0 percent interest). Since years
and sometimes decades pass before a final determi-

nation is made by the IRS in a multiple-year, large
corporation audit, the new interest netting prov!
sion could result in millions of dollars in savinp;s for
large corporations. Under prior law, a corporate
taxpayer could have ended up paying 4.5 percent
interest (10 percent - 5.5 percent) even though the
tax overpayment and tax underpayment may have
eventually been offset with no additional taxes due.
Other changes in interest and penalties include:
penalty for failure to pay taxes is .25 percent
instead of the usual .50 percent per month (after
199) for an individual who is paying his or her
taxes underan installment payment agreement with
the IRS;2). the Act permits the taxpayer to designate
the period to which each payroll tax deposit is to be
applied to help mitigate the failure to deposit penalty; 3). the Act suspends the accrual of certain
penalties and interest after one year if the IRS has
not sent the taxpayera notice specifically stating the
taxpayer's liability for additional taxes (along with
an explanation for how the additional taxes were
derived) within one year following the date on
which the taxpayer filed a timely retum; 4). the Act
requires that each notice imposing a penalty include the name of the penalty, a computation of the
penalty, and the Code section invoking the penalty;
and finally,5). the Act requires every IRS notice that
includes interest to be paid by an individual taxpayer to contain a detailed computation of the
interest charged and a citation to the Code section
imposing the interest. These provisions became
effective on July 22,7998.
I ). the

Due Process in IRS Collection Actioities
The Act establishes procedures to insurc due
process where the IRS seeks to collect taxes by lery
(including by seizure). Under these new rules, the
IRS is required to notify the taxpayer that a Notice
of Lien has been filed. During the 30-day period
beginning with the delivery or mailing of the notice,
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a taxpayer's property, it is required to provide the
taxpayer with a Notice of Intent to LeilF- Generally,
no lely can occur within the 30-day period beginningwith the mailing of the Notice of Intent to Levy.
During that 30 days, the taxpayer may demand a
preJevy hearing with an appeals officer who has no
prior knowledge or involvement with the taxpayer's
case. No seizure of a dl-relling that is the principal
residence of the taxpayer, the taxpayer's spouse, the
taxpayer's former spouse, or a minor child is al-

lowed without a court order. This provision is
effective for collection actions that started more
than 180 days after July 22,7998.

Confirlentiality Piuilege
The IRS Restructuring and Reform Act of 1998
extends the present attorney-client privilege of
confidentiality to tax advice furnished by any practitioner authorized to practice before the IRS. In
other words, the confidentiality privilege is extended to Certific,d Public Accountants and Enrolled Agents. Privilege may be asserted in any
noncriminal proceeding before the IRS, as well as in
noncriminal proceedings in the federalcourts where
the United States is party to the proceeding. This
privilege is only available when the tax practitioner
is providing tax advice. Privilege may not be asserted for communications made and documents
generated for thc'purpose of preparing tax returns.

The Act also excludes from privilege a written
communication between a federally authorized tax
practitioner and any director, shareholder, officer,
employee, agent, or representative of a corporation
in connection with the promotion of the
corporation's participation in a tax shelter. These
rules are effective for communications on or after
luly 72,1998.
CHANGES TO CAPITAL GAINS RULES
The Taxpayer Relief Act of 1997 lowered the longterm capital gains tax rate for individual taxpayers
from 28 percent to 20 percent (or 10 percent if the
property would otherwisebe taxed in the 15 percent
tax bracket) for property held more than 18 months.
The Taxpayer Relief Act also established a 25 percent tax rate on certain depreciable real estate (such
as residential rental property) held more than 18
months. The 25 percent maximum rate applies to

the gain to the extent of allowable depreciation.
The Relief Act additionally established a 28 percent top capital gains rate for collectibles held
more than 18 months and sold at an increase. The

Rrer Esmrr Issurs, Summer

1999

sales, (some even on the same day), artificially
inflated land values in a number of markets. The
result was a vast wave of real estate development
and investment, Much of this development was illconceived and unjustified at the time. All U.S. markets, as r.r,ell as the real estate regulatory and financing environment, were affected for many years.

Naive buyers, most notably the temporarily
wealthy Japanese, were eager buyers of American
real estate. Unsophisticated Americans, many of
whom vvere highly skilled in their ou,n professions
but unfamiliar with the ways of real estate, also
found themselves trapped in investments with
steadily decreasing returns in dramatically overbuilt markets.

Rationality Begins to Return
By the early 1990s, the boom of the 80s had
begun to collapse. State and federal regulatory actions, such as those of the Resolution Trust Corporation, resulted in thc closure of many lending
institutions and the liquidahon of their real estate
holdings. Properties were re-valued downward
approaching true market value and re.packaged as
portfolios to be resold to investors. Regulations
governing lending institutions and the appraisal
industry were tightened.
Thc Early 1990s:

The resulting large overhang of undeveloped,
developed, and subdivided land placed a lingering
cloud over real estate development of all kinds. This
Iimited the launch of new projects for many years.
The demand from Japanese buyers also dried up as
the Japanese economy entered a decade of contraction and weakness from which it is onlv now starting to emerge.

Markets shifted in a number of metropolitan
ln many areas the luxury housing markets
collapsed. Lower priced, smaller lot, higher density
product came into favor. This often led to costly and
time-consuming subdivision redesign with the need
to deal with amenities that were appropriate for an
earlier decade but represented over-improvements
in the early 1990s.
areas.

The

Mirl- to Late-1990s: The Rise of

the Public Companies

During the mid-1990s the American economy
entered a period of ongoing strength. Slowly but
surely the excess development of the previous decade was absorbed. Projects that had been abandoned or delayed were resurrected, often in financially stronger hands.

lAntl lnucstment

i tlr 21st Ce tury

As land inaeshnent moaes

from raw land status through the
acquisition, approa al, zoning,
subdiaision, and other regulatory
appfoT,al processes, the arnount afld
character of risk zoill change.
Tlrc zoise inoestor deztelops strategies
to minimize, hedge against,
and othenoise deal with these risks.

At the same time, American real estate became
increasingly a "public market" phenomenon. Real
estate investmenttrusts (REITs) and publicly traded
real estate companies became more important in
the industry. They brought high levels ofcapitalization that permitted them to accept the high risks
inherent in the land development process.
Smaller, often family-owned businesses and
localized entrepreneurs were replaced and in some
cases absorbed by Iarge, national, well-capitalized,
publicly-traded entities. This shift has affected all
aspects of real estate, land development and investment among them. Traditional sources of real estate
financing have been replaced by Wall Street-based
capital raising techniques.
The transition

b

institutional dominance has

not been a smooth or easy one. Even within the past
two years, advances and declines in share prices of
REITs and public companies significantly affected
their investment strategies and their ability to raise
capital. The short-term investment horizons ofstock

and opportunity fund investors have led to correspondingly short-term development planning horizons of REITs. They are focused on using all their
assets - including land - productively.
Home building firms, many of them large publicly-traded companies, are similarly affected by
short-tt'rm share price and earnings pressures. Like
REITs, they are interested in maintaining minimal
land inventory, using land only as they can build on
it. This creates good market opportunities for those
land investors who can function as land suppliers
to the construction industry. It is expected that
housing demand will remain strong, at least in the

short-term. Therefore, investing in land for ultimate use by the builder would appear to make
economic sense in many cases.
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regulations have now been expanded in many
jurisdictions to include Srowth imPact fees,
school construction contributions, affordable
housing exactions, and many other potentially
costly requirements.
Financial risk - The willingness of lenders to
back projects and the percentage of value and
interest rates at which they are prepared to lend
are always important variables. Some but not all
financial risk can be hedged against. The recounting of recent land investment history, in a
later section, shows how fluctuations can impact
markets.
Environmental risk - Some environmental risk
events can be hedged or insured against by prepurchase due diligence, butsome so-called "Acts
of God" cannot be. Accumulated pollution from
past decades and even centuries is an everpresent and significant factor in development
calculations.
Operating/development risk - A land owner's
investment return and profit often depend upon
the expertise and reputation of the developers,
builders, and contractors with whom he/she is
associated. Development is a business and is
thus subject to normal business risks which good
management can minimize.
Strategies
As land investment moves from raw land status
through the acquisition, approval, zoning, subdivision, and other regulatory approval processes, the
amount and character of risk will change. The wise
investor develops strategies to minimize, hedge
against, and otherwise deal with these risks. At
Ieast three basic strategies can be identified, each
which presents a different risk/return profile.

of

The first strategy is to purchase large tracts of
unsubdivided land with the intent to hold for longterm anticipated future development. Land purchases of this type are tyPically not conditioned on
approvals. The owner who may or may not be the
ultimate developer, assumes all the approval risk in
the hope of increasing overall returns. Land investment surveys conducted over the past decade by
Price Waterhouse LLP (now Pricewaterhouse Coopers LLP) confirm the sPeculative, high-risk, highrefurn nature of this strategy. Survey results have
shown expected returns in excess of 50 Percent, in
contrast to developers' anticipated median returns
of less than 30 percent.
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The second strategy is to purchase land that is

approved for development but remains unimproved. The owner assumes the risks associated
with subdividing the land and installing infrastructure. In this case market risk is of greater concern. If
the market shifts or weakens the landowner may be
caught with obsolete layout or too many Parcels.
Expected pre-taxed unleveraged returns on these
types of land investments have usually ranged
between 15 percent and 30 percent. Market conditions, (for example, the housing affordability index),
and the short-term interest rate environment can
dramatically affect return levels within this range.
The third strategy involves purchase of finished approved parcels thatcanbe developed within
one to or two years. Landowners who adopt this
strategy are often, but not always, the developers of
the ultimate product. Market and financing risk are
therefore ofgreatest concern to this tyPe ofinvestor.
Historically, expected returns for such investments
have ranged from nine percent for build-to-suit
projects to more than 15 Percent for speculative
ventures.

Whichever strategy is chosen, ongoing micromarket analysis, both economic and political, is an
important part of the landowner's risk manage-

ment activities. This can often take the form of
market analysis, with full appraisals required
only when significant micro-market changes have
been noted. Even though land investment may be
financed globally, the factors that determine investment risk and land value - such as political
decisions, economic conditions, and buyer preferences - will always remain primarily local.

In the next section of this article, we turn to the
analysis of these investment risks and strategies in
historical perspective, to see how the nature of risk,
the levels of risk and the land investment industry
itself have changed in recent times.

HISTORICAL PERSPECTIVE

Miil

to Late 1980s: Time of the Cozuboy
The mid- to late-1980s will be remembered as
one of the "go-go," "cowboy," boom eras of American real estate. Transactions and develoPment took
place with minimal market or regulatory discipline,
especially in Texas and the Southwest, but also
nationwide. Massive amounts of savings and loanfinanced development took Place with fees in mind
rather than ultimate marketability of the end product. Land "flips," multiple sham purchases and
The
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IRS Restructuring and Reform Act of 1998 reduced the holding period to qualify for the lower
rates from more than 18 months to more than one
year. The new one-year holding period applies to
capital gains occurring on or after January 1,
1998.

Tax PlanningTip; Capital gains on investments
held one year or less are taxed at the taxpayer's
regular tax rate. The availability of the lower rates
for relatively short-term investments clearly accelerates the need for tax Planning strategies that favor
capital gains over ordinary income. For example,
postponing the sale of a capital asset for just a few
more days or weeks may Put a taxpayer over the
one-year limit and invoke the lower tax rate. Also,
taxpayers should be vigilant and keep an eye on
the United States Congress since it is contemPlating still further reductions in the capital Sains tax
rates.

PASSIVE LOSSES
Although not part of the 1998 Tax Act, passive loss
rules continue tobe an imPortant tax planning issue
for real estate professionals. A real estate professional who "materially particiPates" in rental real
estate activities may not be subrect to passive loss
Iimitations if certain requirements are met. The tax
laws allow net losses from rental real estate to offset
any other income provided the taxpayer materially
participates in the rental activity. In essence, a taxpayer who qualifies as a real estate professional is
permitted to treat the loss from the rental activity as
if it were a loss from a trade or business. This tax
relief is available to individuals and closely held C
corporations. A C corporation is closely held if five
or fewer shareholders own 50 percent or more of the
stock during the last half of the year. The conditions
that generally mustbe met include the following: 1).
more than half of the taxpayer's personal services
(work) must be performed in real property trades or
businesses; 2). the taxpayer must perform more
than 750 hours of services in real proPerty trades or
businesses; and 3). the taxPayer must materially
participate in the rental of real estate.

Tax Plarning Tip:

A

real Property trade or

business is any real property development, acquisi-

tion, conversion, construction, redevelopment,
rental operation, management, leasing, or brokerage trade orbusiness. In addition, a taxpayer who is
an employee of a business engaged in a real property trade or business qualifies if the taxPayer has
an ownership interest in the business that is greater
than five percent.

Tax Planning for Real Eslate

I

aestots For 1999

&

Beyond

The Taxpayer Relief Act of 1997

lozuered the long-term capital Sains
tax rate for indioidual taxpayers from

percert to 20 percent for prcperty held
fiole thafl 18 months. The TaxpaYer
Relief Act also established a 25 perce t
tax rate on certain ilePreciable
real estate held more than 18 ,tloflths,
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CHANGES TO ROTH IRA RULES
The 1998 Act made several changes to the rules for
Roth lRAs. The Taxpayer Relief Act of 7997 originally intended that funds converted from an existing IRA to Roth IRA be held in the Roth IRA for at
Ieast five years before withdrawal. However, the
law did not stop taxpayers from rece!.ving early
withdrawals from their converted Roth IRA and
receiving the benefits of the four-year averaging
rule on the converted amount, thereby paying no
early withdrawal penalty. The 1998 Act imPoses a
new toll charge on premature withdrawals from the
converted Roth lRA. If converted amountsarewithdrawn during the four-year spread period, the
amount withdrawn will generally be sub,ect to an
unfavorable income-acceleration rule.

ln addition to the new penalty, the 1998 Act contains three new Roth tax breaks. First, those who
convert to a Roth IRA may elect to recognize all
income in the year ofconversion rather than ratably
over four years. Second, taxPayers have until the
due date of their tax returns to change their minds
about any Roth IRA conversion that took Place any
time during the tax year (this helps taxpayers who
incorrectly project the size of adjusted gross income). Third, a surviving spouse who inherits a
1998 Roth conversion IRA can elect to continue to
defer income over the remainder of the four-year
spread period.
Tax Planning Tip; Taxpayers should avoid converting an amount so large that they use up their
available money to pay the conversion tax. In addition, paying the conversion tax out of IRA funds
will be considered a premature distribution with a
resulting penalty. Finally, although the 10 percent
early withdrawal penalty normally does not apply
to withdrawals for education or for first-time home
buyers, the 1998 Act prevents these exceptions from
being applied to distributions from employer-sponsored retirement plans.
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ESTIMATED TAX SAFE HARBOR
Under present Iaw, an individual taxpayer generally must pay a penalty for an underpayment of
estimated tax. The individual taxpayer generally
does not have an underpayment penalty if he or she
makes timely deposits of estimated tax equal to
certain safe harbor percentages of the prior year tax
liability. For taxpayers with an adjusted gross income of over $150,000, the 1998 Act increases the
105 percent of last year's tax liability safe harbor to
106 percent of last year's liability safe harbor for tax
years beginning in 2000 and 2001. The safe harbor
percentage for these taxpayers increases from 106
percent to 112 percent for taxable years beginningin
2002.
Tax Planning Tip; There is generally no under-

payment of estimated tax penalty for taxpayers
who owe less than $1,000 ($500 under prior law)
with theirtax return or fortaxpayers who had no tax
liability Ior the prior tax year.
CAPITAL RECOVERY: DEPRECIATION
Before 1999, taxpayers who elected to use the Alternative Depreciation System (ADS) and the 150 percent declining balance method to depreciate tangible personal property were required to use the

however, personal casualty and theft losses (net
amounts after reduction of the 9100 and 10 percent
floors) were treated as business losses for NOL
purposes. This apparent inconsistency allowed
NOLs from personal casualty and theft losses but
disallowed nonbusiness deductions in the computation of such NOLs. The new law [Section
172(d)(4XC)l now provides that casualty and theft
Iosses incurred in a nonbusiness transaction by a
non-corporate taxpayer are taken into account in
the computation of a net operating Ioss; and in the
NOL computation, the casualty and theft losses are
not treated as miscellaneous itemized deductions
subject to the two percent floor or as itemized
deductions subiect to the three percent cutback.

Larup IruvrsrMENT rN THE
2-l,st Cnrvruny

Another NOL change is that the portion of an NOL
which qualifies as a "specified liability loss" may be
carried back l0 years instead of the normal twoyearcarryback period. Specified liability Iosses ISection 172(fX1)(B)(i)l include losses related to the
following: product liability, reclamation of land,
decommissioning of a nuclear power plant, dismantling of a drilling platform, remediation of environmental contamination, and a worker's compensation claim.

ADS life for its computations. Starting in 1999,
taxpayers must use the MACRS life rather than the
ADS life for property placed in service after December 31, 1998, if the 150 percent declining balance
method is selected. Thus there no longer is an
election to use the 150 percent declining balance
method and the longer ADS life.

Tax Planning Tip; It will be essential for individuals who suffer from casualty or theft losses,
farmers who have NOLs, and others who have
specified liability losses to spend some time in the
computation of NOLs and in tax planning the best
route for carryback and carryforward periods to
take advantage of these new ta\ provisions.

There was also a change or clarification in the 1998

CLARIFICATIONS ON GAINS FROM SALE
OF PRINCIPAL RESIDENCE
In a decision which benefits many taxpayers, Congress settled the question of how to apply the new
capital gains exclusion to the sale of a residence
owned and used for less than two years. The general ruie indicates that to be eligible for the capital
gains exclusion, a taxpayer must have owned the
home and occupied it as a principal residence for at
Ieast two of the five years prior to the sale or ex-

by lames R. MncCrate, CRE, €.t Daztid L. Peterson

fflhis article examines some of the ways that U.S. land investment
I in the 2l '' century will be different from what we know today. We
I will look ahead five to 10 years to predict which of today,s
practices and patterns will have changed - and how dramatically. We
also examine how these changes could affect returns and investment strategies.

will
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Tax Act relating to depreciation limits for electric
vehicles. The annual depreciation deduction was
tripled for such vehicles in accordance to 1997
legislation, and the 1998 Act clarifies that the maximums foryears after the vehicle's six-year recovery

period are also tripled.
Tax PlanningTip; Whenever and wherever it is
feasible for a company or an employee to use an
electric vehicle, this can be a significant tax benefit
to take the larger amounts of depreciation deductions.

NET OPERATING LOSS CHANGES
The Tax Act of 1998 made some significant changes
in the computation of a net operating loss (NOL) in
nonbusiness transactions. Previously, nonbusiness
deductions were normally not taken into account in
the computation ofa non-corporate taxpayer's NOL;
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change.
The 1998law states that a taxpayerwho fails to meet

the two-year test because of a change of place of
employment, health, or other unsuspecting circumstance may be able to use a fraction of the 9250,000

exclusion (or $500,000 for married, filing jointly)
equal to the fraction of the two years that the ownership and use requirement is met. For example, an
unmarried taxpayer who owns and uses a principal
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Before beginning this look into the future, we describe the basic elements of risk and related strategies that are always present in land
investment. We then review recent history to see how land investment
has changed over the past 10-15 years. This information provides a
baseline from which we can analyze expected changes in risk elements
and strategies and their effects on investment returns.

BASIC ELEMENTS OF RISK AND STRATEGY

David L. Peterson is an independent lnternet business adaisor, with
(Continuetl on page 24)

Risfts
Land investment is always subject to a number of risk factors. The
character of risk changes as development moves forward. The types of
risk associated with land investment include:
. Market risk - supply and demand fluctuations. As the window of
development opportunity becomes smaller, timing becomes more
important and market risk may increase. On the other hand, as the
quality of information improves and as market data can be retrieved
and analyzed more quickly - almost in real time - market risk may be
reduced in some instances.
. Covernmental risk - This type of risk is becoming increasingly
importantas more iurisdictions regulate moreaspects ofthe development equation more closely. Regulation by its very nature limits
what the owner can do with land. Simple zoning and subdivision

Itnd lnpestment in the 21sl Century
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Those organizations which
responsive
to clients, as opposed to
directly
are
indifferent,
are more trusted than
being distant and
those that are not. Responsiveness corresponds to
personal interest and involvement, and this personalizing of the client relationship contributes to and
reinforces trust, for customized approaches are experienced by clients as personalized approaches.
Customized approaches to clients and their ProbIems engender greater trust than do those that are
canned or "off-the-shelf." Further, responding to

Collectively, these 12 elements of trust corresPond
to the attributes and style of professionals and
managers who command their clients' trust.

residence for one year and then moves because of a
(one-half
iob transfer may exclude up to $125,000
under
the
the regular amount of $250,000 exclusion
Tax Act of 1997). If he or she has a gain of$75,000 on

Murphy, Kevin

Equally important as trustis the ability of a manager
to perform for the benefit of the client. If decisions
by the investment manager and the performance
delivered are incompatible with the trust attributes
discussed above, that inconsistency will inevitably
diminish trust.

the sale of the residence, it is all excluded rather
than only one-half of the $75,000, in accordance to
the clarification provided in the Tax Act of 1998.

10. 1-2. l-2.1-2, and l-2.
Pratt and Kulsrud. "Supplement to Accompany Individual Taxation 1999 Edition-Chan8es Introduced by the IRS Restructur-

clients as individuals and on their terms, rather
than treating them as a generic customer in ways
determined by the service provider, reflects a more
personalized approach that engenders trust.

Trust is not a substitute for, but rather a complement to, the essential content attributes of the real
estate investment decision-making process. Those
who aspire to trust in their relationships with their
service providers and clients, would do well to
consider that the greater the trust, the higher the
expectations of the substance of the content of the

Responsioeness

-

role that emoEmotional lntelligence
- The
tional intelligence plays in who gets ahead in busi
ness is increasingly recognized. Accordingly, interpersonal skills are a critical contributor to creating
and sustaining trust. Those individuals who express interest in others, make them feel special,
convey that they care about and also that they trust
them, ferld to be more trusted. As a senior financial
executive told me a long time ago, "People tend to
do business with those they like." And his statement can be amended by the addition that people
tend to do business with those who manifest selfconfidence, reflecting their own trust in their own

performance.
Consequently, it is critically imPortant to consider
the necessity of clearly articulated strategies, responsive planning and control systems, and clear
communication of what is to be done and reporting
of what has been done. Once trust is established,
that trust creates certain exPectations about performance. Then, once those performance exPectations

are realized, the performance that justifies trust
reinforces trust. As depicted in Exhibit 4, the result
is a virtuous circle of trust.*.,

competence.

Exhibit 4

Virtuous Circle of Trust
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MISCELLANEOUS ITEMS
A miscellaneous, but significant item, in theTax Act
of 1998 affects all taxpayers who have a tax liability
starting in.1999 (effective on 1998 tax returns) as
they are to make checks and money orders payable
to the "U.S. Treasury," not to the "lnternal Revenue
Service." Another miscellaneous item that is not
part of the 1998 Act but is a change in IRS procedures involves private letter rulinBS. On January 20,
1999, the IRS announced that businesses with less
than $1 million in gross income noll' qualify for a
special $500 user fee when they request a Private
Ietter ruling. The fee for most other Private letter
ruling requests is $5,000. A private letter ruling is a
written statement issued by the IRS to a taxPayer
that interprets and applies the tax laws to the
taxpayer's specific set oI facts. This change makes
private letter rulings available to smal[ businesses.

E.
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CONCLUSION
The IRS Restructuring and Reform Act of 1998 is a

complicated piece of legislation that contains numerous amendments and new provisions. Many of
these provisions can help businesses of all sizes in
many industries reduce their tax burden if properly
applied. A law as complicated as this needs a great
deal of study if one is to maximize the tax breaks
that are potentially available in such a sweeping
piece of legislation. Those managers and owners
who are responsible for maximizing shareholder
wealth and maintaining aPProPriate capital structures should look very closely at this law. In addition, many of the new tax Provisions have a signifi
cant impact on individuals. Individuals, business
owners, and business managers should consult with
appropriate tax professionals to assure proper application and maximum benefit from the new law.*.,
NOTES
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collectively influence society, business and investment performance. Additionally, a crucially important attribute of expertise is the creative capacity to
solve the unstructured problem. Accordingly, expertise is not just the content attributes of knowledge but the process attributes of its original and
innovative application.
Learaing Initintiae
- People who are selfeducating tend tocommand greater trust than those
whose orientation to learning ismorepassive. Those
who embrace personal and professional development as a lifelong process, take initiative and re-

RrvwrNG il SICxtt
Tax Cnnprr HousrNG

sponsibility for their own ongoing learning. Since
investment fiduciaries, perhaps more so than most,
deal with the financial consequences of the application of uncertainty, those advisors and managers
who are pursuing ongoing programs to enhance
and extend their expertise and gain understanding
of the forces of change that cause uncertainty lvill

PanTNERSHTPS

more often command trust than those who have
by R. Lee Hnrris, CRE

less of a leaming commitment. Investors can more
confidently trust those whosecommitments to learn-

ing extend to creative approaches, fresh ideas, and
non-standardized thinking that can be translated

l-I-lhe devastation of the real estate industry caused by the Tax
I Reform Act of 1986 has been well documented. However, if
I there was any silver lining, it was the creation of the Section 42

results.

Low-lncome Housing Tax Credit program effective Janu ary 7, 7987 By the time Congress made the tax credit permanent in.1995, after
years of annual sunset provisions, the Section 42 program had become the most important resource for creating affordable housing in
the United States.r Unfortunately, this process has had a downside,

Expeience - Those who are perceived to have
substantial experience, generally and specifically,
are much more trusted than those who are perceived to be less experienced. Ifone is embarking on

with an increasing number of partnerships in distress. By

some
industry estimates, as many as 25 percent of tax credit properties are

under-performing.'?

into strategies that achieve superior investment

a journey into uncharted territory, one wants a
guide who has been there before. lf one is sailing in
dangerous waters, one wants a captain who has
accomplished many successful voyages. Generally
business, those who are perceived as experienced, having seen a multitude of varied situations
and developed perspectives and judgements from
theirexperiences, are more trusted than those whose
experience is Iimited. Further, those whose experience provides relevant knowledge are more trusted,
as there is a belief that such advisors will not be

in
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There are many reasons why this has occurred. The competition for
tax credits has never been greater. Inexperienced developers and
operators regularly receive awards more frequently while equity
syndicators with substantial pools of capital are under increasing
pressure to find projects to fund. This combination of inexperience
and excess capital has caused the development of a number of
marginal projects. ln addition, many markets are becoming saturated
with Section 42 developments.

Counselors cannot do much about inexperienced developers and
saturated markets, but they can play a role in solving some of the
operational and partnership challenges encountered by new and
existing developments. The most common problems involve marketing, resident screening, compliance, and funding structures.

AN OVERVIEW OF THE TAX CREDIT PROGRAM
Growing communities need a full spectrum of housing including:
affordable single-family dwellings; affluent single-family homes;
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reinventing the wheel, but rather drawing upon
knowledge already obtained.
Authenticity - Authenticity is integral to trust,
as it goes beyond appearances to the substance of
people and organizations. People and organizations who possess authenticity unlk tfuir t k,behaving in ways consistent with their representations. Beyond the attributes that suggest the appearance of trust, one might consider how it feels
to be with an authentic person. Those people and
organizations who possess authenticity manifest

The Role of Trust

in

Real Estate

Once trust is established,

that tntst creates certain expectations
about performance. Thefl, once those
pe$orrnance expectations arc rcalized,

justifies
tntst reinforces trust. The rcsult
the performance that

is a airtuons circle of trust.

with
of consistency through tht'ir actions over
time and the actions themselves being congruent
with representations that they make about their
values, priorities, and standards. Further, those
people and organizations that possess authenticity
are able to be as honest about their shortcomings
and failures as they are about their accomplishments and successes.
consistency and congruence in their behavior,
a strand

Reliability -Reliability is fundamental to trust,
as people and organizations who are considered
reliable tend to be trusted. Reliabilitv is achieved by
the presence of positive experiences and the absence of negative experiences. Specifically, representations made and honored enhance reliability,
while deadlines missed, performance shortfalls,
a lack of predictability are negative experiences
that diminish reliability and therefore trust.

and

Brunil ldentity- A business entity's brand conveys its marketing position. The effective brand
image is created over time and continually reinforced by encounters with a multitude of elements
that comprise a company's identity. ,ust as recognized brands such as Coca Cola and Tiffany engender trust, investors have greater trust in those individuals whose identity in all its forms reflects a
recognized brand, ldentity is created through the
composite of messages reflected by advertising;
written communications through articles and reports; media coverage; sales literature and materials; office environments; and personal appearance.
Investors can assess kust by considering whether
the presentation of the manager's and advisor's
identity is strategic, consistent, and congruent.
While all of the trust factors are important, research into interpersonal communications effectiveness has determined that visual appearance is
many times more important than content. Consequently, trust often is much more a function of the
messenger and the messenger's style than the actual message.

t3

Exhibit

systems, and organizations can communicate the

3

long-term commitment of the professional who
makes and delivers on commitments and thereby
encourage trust.

Reasons Why Real Estate

Is a Good Investment

Passiol - Passion engenders trust. Those who
are passionate about what they do, being positive,

Significance in the economy
Importance as a factor of production
Long-term financial performance

Diversification contributions
Risk-reward attributes
Academic research showing real estate
portfolio reduces risk for a given level of
refurn and increases return for a given
level of risk
Inflation hedging capacity
Potential for superior retums in an inefficient market
Needs for more space in the growing
economy

Acquisition price relative to reproduction
cost

Contemporary investment pricing relativc to corporate securities
Susceptibility to strong performance because of superior management
Potential advantage through the legal use
of insider information
Creation of monopoly position

While numerous factors contribute to an

assess-

ment of trust, the dozen trust factors that follow can
be used by investors and managers alike in thinking

about what trust means to them in interactions
around financial commitments. Most institutional
investors will find that their managers and advisors
who score high on the following trust factors will
likely be the managers and advisors they trust
enough to retain to implement their real estate
investing profJram:

Professionalism- lnvestors are more likely to
trust those whom they perceive to be professionals
rather than amateurs. Professionals have mastered
their fields. Such professionals exude confidence,
competence, continuity, and commitment in what
they doand how they do it. Professionals have done
what they do for an extended duration and by their
demeanor convey the message they expect to continue to do what they have done for an extended
duration. Amateurs, by contrast, often have a much
shorter duration of involvement in a field. Offices,

12

enthusiastic, really caring, are more trusted than
those who are less emotionally involved, approaching what they do asfusl a job. Investors can consider
whether managers and advisors approach their
work with the enthusiasm and emotional involvement that one brings to a true calling. Those who
experience their work as a true calling are often
passionate about what they do. Those who experience what they do ns ju-sl ajob are seldom passionate
about what they do.
Commitment

-

Evidence of commitment en-

genders trust. Commitment is conveyed by conscientiousness, dedication to the task, and seriousness

of purpose. Commitment is doing the work,

ncr

matter how hard or unpleasant it might be, following through to deliver what is promised, and doing
whatever it takes to get the job done. Recently, one
Iitmus t€'st of commitment that certain institutional
investors have employed is co-investing, insisting
that managers put their own money at risk.

lnaoloement

-

Organizations whose leaders

and senior executives are directly involved in working with clients are perceived as more worthy of
trust than those who are nameless and uninvolved.
The phenomenon of a salesperson creating a rela-

tionship but turning its execution over to another
can compromise trust, iust as can the lack of anv
connection between those who actually do the work
and the client. The direct personal involvement of
an organization's principals in the client's affairs
engenders trust.
Expertise - An investor expects the managers
and advisors with whom it works to be highly
knowledgeable about the technical substance of
what they do and the markets in which they do it.
Institutional investors will place more trust in those
advisors and managers who are highly competent
in their work by virtue of having their thinking
already done. Expertise extends beyond thinking
already done to embrace informed contemporary
knowledge of forces that influence the situations
the expert might expect to confront. Thus, expertise embraces monitoring current development in
markets, industries, business practices, regulations,
values, style and fashion, that individually and
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multi-family apartments; assisted living residences;
and seniors housing. [n an effort to address the
affordable housing needs of this country, ConS;ress
created a program that adopted Section 42 of the
Internal RevenueCode. Section 42 was implemented
to provide an incentive for developers to build or
acquire rental units with restricted rents and make
them available to individuals and families earning
a specified percentage of the median income in their
area.

For over a decade, the development of affordable
mulh-family housing using the Section 42 tax credit
program has successfully contributed to the overall
quaLity of metropolitan and rural housing. More
than one million units have been added to the
nation's affordable housing stocks including new
construchon and the acquisition of existing properties for inclusion in the program.r Families occupying tax credit apartments often save their money
and eventually purchase a "starter home." Without
such affordable rental housing, manycitizens would
not be able to save for down payments.
Tax credit housing is:

'
'

'

Housing for working individuals, families, and
retirees.

Generally the newest and nicest apartment community in many smaller markets.
Housing that requires residents to pay the full
amount of rent unless used in tandem with a
rent subsidy program such as Section 8.

' A way to help revitalize a neighborhood

by
restoring a community landmark, such as a
vacant elementary school or a former department store.

'

A proven method for financing affordable hous-

ing that would not otherwise be constructed in
many smaller communities.

Tax credit housing is critically important to the
economic success of a municipality. Without affordable housing, a growing work force has no
place to live. Local industry then finds it harder to
recruit employees and cannot expand - a factor that
is critical to increasing the local tax base.
Who can live in tax credit apartments? The law
permits residency based upon individuals or families who eam 60 percent or less of an area's median
income. The median income calculation increases
relative to the number of residents who occupy the
apartment. Rental rates are determined through a
formula based upon 30 percent of the median income figure.

ReL'iping "Sick' Tsx Credit Housing Partn(rshilrs

Assume that the median income for a family of four

in a particular community is $38,500. Thus to be
eligible, this family can earn up to $23,100 per year.
The husband works at the area's 450-employee food
processing plant that pays $8.50 per hour ($17,680
per year) and the wife earns $4,500 per annum
employed as a part-time clerk at a neighborhood
grocery store. The family's combined income is
$22,780 - below the maximum allowable income
under the tax credit program.
THE MECHANICS OF THE TAX CREDIT
PROGRAM,I
Under current law each state receives an annual
allocation of tax credits equal to 91.25 per capita.
The housing agencv for each state administers the
tax credit program for the federal government. Private and not-for-profit developers must submit
applications demonstrating need for affordable
housing in specified locations and compete for an
award of tax credits. Typically, most states receive
applications for $3.00 to M.00 for every dollar of tax
credits available'.0 Thus, as state housing agencies
evaluate the applications, they pay a great deal of
attention to market studies; rental rates (are they
below maximum allowable rates?); energy efficiency; construction and intermediary costs; project
design and quality; and the general support demonstrated by a community.
Once a developer receives an award, he/she must
decide the appropriate strategy for utilizing the tax

credits. Through passive loss rules, the lnternal
Revenue Code limits the amount of tax credits that
can be used by an individual each year, offset
against income tax liabilities. As a result, a large
number of tax credits are sold to corporate investors
that are not subject to the stringency of these limitations. The tax credits are calculated at nine percent
of a project's eligible basis including construction
and architectural costs, developer fees, etc. (land is
not eligible, nor are certain financing costs). For
example, a new apartment community with an
eligible basis of M,000,000 will generate a tax credit
of $360,000 (adjusted for the federal Applicable
Funds Rate [AFR]) each year for l0 years. In instances where an existing property is acquired, the
developer will receive four percent tax credits for
the acquisition costs and nine percent tax credits for
the renovation costs, however if tax-exempt financing is used on new or acquisition projects, only four
percent credits are applicable.
Corporations, insurance companies, and financial
institutions with federal taxable income have been
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the largest purchasers of tax credits to date.6 The
typical transaction structure has the developer selling 99 percent of the tax credits to the corporate
investor on a net present value basis. Currently,
industry pricing ranges from $.75 to $.80 per credit
dollar.' ln the example cited in the preceding paragraph, the developer would be offering 53,600,000
in tax credits (we'll ignore AFR adjustments) over
l0 vears. A corporate investor would pay $2.673
million to 52.88 million for the use of these creditsThe developer would form a limited partnership
for which he/she would be the general partner and
the corporate investor would be the limited partner.
The payment from the corporate investor would
take the form of equity, and the developer would
seek an additional source(s) of funding in the form
ofdebt. ln thisexample, assume that the total proiect
costs - hard and soft - are 94,350,000. If the corporate investor provides $2.75 million in equity at the
commencement of the proiect, the developer must
find another $1.6 million in permanent financing.
Once the project has been constructed and each unit
occupied (allowing the tax cre'dits to be "placed in
service" ), the corporate investor is able to reduce its
income taxes by 5360,000 per annum over l0 years.
Meanwhile the developer must adhere to the me-

dian income and rental rate restrictions for a minimum of 15 years under the program (some states
require an even Ionger time frame). The IRS and
state housinB agencies have strict requirements for
certifying the income levels of residents and a variety of documents must be filed each year to remain
in compliance with the program.
A significant number of developers do not sell their

tax credits directly to corporate investors, opting
instead to work with a tax credit syndicator. The
syndicator establishes relationships with interested
corporations and often pools the interests of several
companies into a fund that actually becomes the
limited partner for the projects in which it invests.
The syndicator buys thecredits on a wholesalebasis
and sells them to corporate participants on a retail
basis, making a spread on the transaction. Developers are generallv required to provide a variety of
guarantees to the syndicator (or to the corporation
if the investment is direct) including development
deficit funding, operating dcficit funding, and tax
credit compliance.

COMMON PARTNERSHIP AND
PROIECT PROBLEMS
The problems that are. bcing e'ncountered in the tax
credit industry fall inkr four primary categories.

6?

Poor Marketing

While the demand for multi-family housing is
strong in nearly every corner of the nation, this does
not necessarily translate into the immediate leaseupofa Section 42 property. The marketfortax credit
housing tends to be relatively narrow due to the
income restrictions prescribed by the program. In
manv communities, there is considerable renter
interest in a new property, however as many as 75
percent of prospective residents may be overqualified due to their income levels.3
For many prospective residents who do meet
income qualifications, rental rates at restricted levels may be tur high for prospective residents. A 1997
audit conducted by the General Accounting Office
(GAO) found that the average tax credit apartment
resident earns only 37 percent of the area's median
income.' The problem with rental rates can be exacerbated when there is significant competition presented by a concentration of tax credit properties
located in medium size and large metropolitan
areas. Finally, the Department of Housing and Urban Development (HUD) sets the restricted rent
levels through an annual market study process in
tandem with area median incomes. Income levels
in many markets are rising rapidly as a result of the
tight labor market. The HUD process does not respond quickly enough to such rising income levels
and thus many prospective residents are rejected,
who would otherwise be qualified were the market
study to have be.en conducted in a more timely
fashion, acknowledging higher income levels accordingly.

A generic marketing effort will often fall short
because it is not adequately targeted to the proper
audience. The leasing of tax credit apartments generally requires an intensive highly directed marketing program that reaches the small segment of the

population that both qualifies for the program
from an income standpoint and can afford the
rental rates that must be charged. Manv developers do not understand this reality and attempt to
implement traditional marketing methods without success.

But there is also a critically important trust lrrcmisr
behind the real estate is a good ir,?)esln,d,ll statement.
The trust component of the statement that /dnl cslofu,
is n good itn'estmett statement is that an expert
fiduciary making the statement is implicitly representing a number of trust substatements, which
may include such considerations as:
' "l have done my homework, and if I say real
estate is a good investment, you can believc'me,
that real estate is a good investment."
r "l am at risk by making this statement, and you
can count on my not making a statement that
would put at risk my reputation, my relationships, my business, my dollars, unless I were
highly confident of the validity of this representation."
r "You can trust me when I say real estate is a good
investment, because I stand behind my statements. If something goes wrong, I will not walk
away. Because I stand behind my statements, I
will do what needs to be done to make sure what
I represent comes true for you."

analysis and implicit trust. The explicit analysis
might embrace considerations that a particular real
estate investment will complement portfolio objectives, meeting specified portfolio allocation and
composition goals, geographic and property type
diversification guidelines, investment parameters
of size and particular attributes of desired properties, plus economic and financial parameters of
return and risk.
The most important decisions transcend mechanics
and calculus to furn on judgment, the assessment of
multiple factors, and emotion: blending optimism,

fear, hope, and other desires and concerns. Ultimately, what it can come down to is the investor's
reliance on the representation, mort often implicit
than explicit, by the advisor that I hnat donc ny
homeutork, this is a good deol, and this is thc right Llcal for
tlou at this thne.
The implicit, or what might be considered soft, side

of the real estate investment decision process

is

inherent in every real estatedecision, irrespective of
Investors committing capital to real estate are buying the comfort of the trust representations of their
advisers as much as they are buying the tangible
real estate itself.

Certain managers encounter difficulties in retaining their clients' confidence, not so much because
the quality of their ideas compares unfavorably kt
competitors' or that the relative appeal of the investment opportunities they propose for their clients is
unattractive, as that the clients have lost trust in
those advisors. Without trust, the credibility of
representations is materially compromised.

Considering the accompanying real estate trust
you should inutst in this
chain, the final element
- reflects
real astnte propertylportfolio
both explicit

-

how detailed and disciplined the due diligence
analysis might be. While those participatint in the
institutional real estate investing process place great
emphasis on research, reporting, right strategy and
right location, trust is often taken for granted. Trust
is equally important in the investor's decision and
ultimate satisfaction with the decision, as is the real
estate purchased and the performance delivered by

that real estate.
lf an investor makes a point of looking more deeply
at the elements within a financial interaction that
evoke trust, that awareness can then be applied in
choosing a portfolio manager or advisor. Similarly,
understanding how to create authentic trust can
also enable managers and advisors to better serve
investors.

Exhibit 2

Trust in Real Estate Investing: Particular Properties/Portfolio

Improper Residettt Screening
Slow lease-ups can lead to problems with resident screening. Management may panic and relax
rental standards to accelerate the placement of units
in service. Just because a prospect is qualified
under the Section 42 program does not necessarily
mean that a prospect will be an acceptable resident. Slow payment of rent, poor housekeeping,
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future performance. For some investors, this process
is absolutely necessary, and indeed is the essence

of

what such investors perceive as the responsible

premises-for the individual investor; i.c., the particular items which that investor heats implicitlythat precede it.

implementation of their fiduciary responsibility.
Other investors, while not necessarily discounting
the relevance of such an explicit detailed approach,
place more emphasis on an implicit assessment of
many specific attributes of the investments proposed by and the related representations made by
those with whom they do business. These investors
placeprimary reliance on their trust of theadvisor(s)
that represent(s) them and their interests.
Most investors employ a combination of trust and
the explicit substance of due diligence in their investing. One of my clients in charge of real estate
investing for a large pension fund expressed it this
way, "I expect to have implicit trust in my advisors,
and then I want complete assurance and confirmation thatevervthing thatis supposed to be done is in
fact done."
The role of trust in real estate investing decisions
can be considered to be both a substitute for and
complement to real analysis. The real estate trust

chain, as depicted in the accompanying graphic
exhibits, embraces certainbasic components of trust
in real estate decisions. One version of how the real
estate trust chain is applied in the selection and
retention of a specific manager appears in Exftibil 1.
Indeed, some investors may seek to satisfy themselves explicitly about one or more of the elements
of the trust chain depicted in Exhihit 1. Each of the
four statements follows from and reflects an individual trust premise. Each sequential statement
incorporates the cumulative trust premises of those
that have gone before. The decision to retain a
specific fiduciary for a real estate investing Program, then, relies upon the implicit chain of trust

Exhibit

The real estate trust chain for a specific investor
property and portfolio is depicted in Erltihit 2. ln
common with the real estate trust chain for a manager, the real estate trust chain for a specific
property and portfolio incorporates a series of
individual trust statements, which cumulatively
gain strength when combined with the prior trust
statements, and lead to the final decision/recommendation. The final decision/recommendation
reflects the cumulative trust statements that have
gone before. While each component of the real
estate trust chain can be separately evaluated, the
process is more right-brained than left-brained,
more impressionistic than linear.

link of the real estate trust chain is comprised
of two parts that make the statement a valid, trustworthy building block leading to the overall conclusion as to the appropriateness of a particular
investment. Each statement is supported by both an
articulation of l). because reasoning often, but not
necessarily always, explicit substantive rationale;
Each

and 2). also a tn$t ralrresentafion, which may be
explicit, as in the form of a "you can trust this
representation" statement, but most often is implicit.
Consider the first element of the real estate trust
chain: rr,al eslafe is a good inrestment. This statement
really is of two parts. The first part is that real estate
is a good investment. The proposition that n'.?l rstdie
is a good inuestment is derived from assessment of
many factors, some of which reasons are listed in
Exhibit 3. All of these factors represent the because
rea-so,rs that support the rationale for the rddl cs-tdlr is
a gootl irtttestment premise.

1

Trust in Real Estate Investing: Manager
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Tax Credit Prcgram Non-Compliance
Compliance issues have moved to the forefront
in the Section 42 industry during the past few years.
The GAO audit may result in tighter regulation by
state housing agencies and a commitment by the
IRS to audit more tax credit partnerships.'o This
could spell trouble for a struggling property and its
investors. Management thatis ignorant of the myriad
of compliance requirements and the Iack of centralized compliance monitoring are the root cause of
such problems. The latter is especially critical during the lease-up phase where leasing agents may
receive incentives to achieve high levels of occupancy as quickly as possible.

Corporate equity syndicators will do almost
anything to avoid a loss for their investors. Were a
loss to be incurred, the syndicator would suffer a
devastating blow to its ability to raise capital in the
future. However, a number of syndicators are slow
to deal with problem situations in a timely manner,
hoping that the developer/manager will somehow
be able to find the "magic" to put a project on solid
footing. Eventually action must be taken, usually
after the syndicator finds it necessary to modify the
partnership agreement and potentially contribute
its own funds to deliver promised retums.
ate F undin g S t ru cturc
According to the U.S. Census Bureau the overallaverage construction costof a multi-family dwelling in 1992 was $67,530 per unit. By 1997, this cost
had risen to $79,659 per unit.r'The 1997 GAO audit
revealed that theaverage development cost fora tax
credit project over the 10-year period from 1987
through 1996 was $60,000 per unit.rr Even with the
substantial amount of equity invested in most tax
credit projects, debt underwriting standards often
do not allow a large enough permanent loan to
offset the entire development cost when combined
with the equity.
In

a d eq u

Using the 10-year average construction cost of
$60,000 perunit, if financed conventionally, a project
would require a monthly rental rate of $743 per
month.rr The GAO audit also found that the average rental rate for a tax credit community was $435
per month.tr The Section 42 program was intended
to help fund the difference of more than $300 per
month through the use or sale of the tax credit.

pos.s th.

:rributa ud thcrcfot
t ihI lim you should
Bt.in

unruly children, derelict vehicles, and late night
disturbances can be the result of failure to contact
landlord references, perform credit checks, and
conduct in-depth prospect interviews.

7999

Ra,i?ins "sic,k" Tax Credit Housing Partnerships

The problem is that the cost to build the project
had risen to $79,659 by 7997 . The rental rate necessary to sustain the project on a conventional basis
had also risen to $918 per month. Now the difference between conventional rental rates and tax
credit rental rates had become M83 per month.
While the higher construction costs generate more

tax credits, the sale of those tax credits is at a
discount as previously described. Subsequently,
the additional equity provided by the larger tax
credit amount, does not fully cover the increased
cost of development. Increasing the debt financing
in response to higher construction costs is not a
viable option because the rent levels have not risen
enough to support it. As a result, a number of
projects suffer from inadequate funding structures
from the very beginning. Without some form of
additional capital (CDBG funds, HOME money,
Federal Home Loan Bank loans, etc.) the funding
gap will be underwritten through deferraI ofpart of
the developer's fee. The problem is further compounded when initial rental rates are not achieved
and the subsequent lowering of rates does not
enable the developer to obtain the targeted permanent loan. Development cost overruns, interest rate
increases, and operating expenses that are higher
than proiected will have the same effect. ln some
cases the funding gaps are so large that the entire
budgeted development fee is lost and still a short-

fall exists.
SOLUTIONS
Troubled partnership situations can be resolved
but require a great deal of planning and precise
execution. The replacement of the developer or
general partner may be necessary, but can be messy.
Another solution is to keep the original developer/

general partner and bring in a new managing general partner.

Attrachng a replacement or new managing general
partner is made easier when there are still development fees remaining to be paid. The new managing
general partner should be given the opportunity to
earn the remaining fees through the achievement of
various performance benchmarks. If no such fees
remain, thesyndicator may find it necessary to offer
new fees to a replacement general partner.
The remainder of this manuscript examines one of
the best solutions to reviving "sick" tax credit partgeneral partner.
nerships
- hiring a new managing
The key qualifications of a managing partner are
summarized along with some of the most important initial steps they should implement.
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QUALIFICATIONS
What qualifications should the new managing general partner possess?
Management Expeience
A new managing general partner should have a
strong track record with the management of different types of multi-family properties. Certainly Section 42 experience should be a prerequisite. A wellrounded general partner may have managed properties for his,/her own account and for third parties
as well. Multiple market experience is also helpful,
especially if the property in question is located in a
different city than where the new general partner
normally operates. Development experience may
be necessary if the property has not yet been completed. A general partner that is affiliated with a1

Accreditei Management Organization (AMO@)
throuth the Institute o[ Real Estate Management
(IREM) is a good choice. AMO- firms must contiruously meet specific requirements and adhere to a
strict code of ethics prescribed by IREM.

Understaniling the Big Pictwe
Not only does the new managing general partner need to be successful in the property management realm, but it also should have a clear understanding of the big picture. Does the new general
partner have a strategy to improve the cash flow?
Increased cash flows can help the equity syndicator
recover funds that it may have advanced to preserve returns for cclrporate investors. Can the general partner help re-structure the financing to improve the overall profit picture? Does the general
partner comprehend the critical nature of compliance? Will the general partner provide in-depth
reporting that will keep the equity syndicator informed of the progress that is being made to "cure
the ills" of the property?
Relationships With State Housing Agencies
A new managing general partner that has a
good relationship with the applicable state housing
agency is a real asset to the partnership. Such relationships can help mend fences that might have
been damaged when the projectbecame troubled. A
new general partner may also be able to secure
additional tax credits (federal or state) that could
create an additional capital infusion for the property.

POSITIVE STEPS TO SUCCESS
What positive steps should a new m.rnaging general partner take to breathe new life into a troubled
proiect?

6l

Property Taxes
If a development is struggling there may be a
strong case for a reduction in property taxes. A new
general partner will recognize this and develop the
evidence needed to appeal property valuations for
tax purposes. Rental rates mav have been lowered;
marketing costs may have been increased; and occupancy is probably lagging. All are factors that can
be relevant in a tax appeal effort.
Market Stutly nnd Analysis
A new general partner u,ill look carefully at the
market study that wasperformed prior to the development or acquisition of the property. If a study
was not conducted, the general partner may commission one. The ensuing analysis should produce
information regarding capture rates, Iease-up velocity, and an accurate identification of marketacceptable rental rates. It may also be determined
that the resident profile should be modified. From
this information, the general partner can then develop a comprehensive, targeted marketing strategy to lease the property to qualified residents.
atiue M arke ting Concepts
Creativity in the marketing of Section 42 properties has not been the standard in the past. [t must
become a primary focus in the current environment. A simple ad in the local newspaper and a
" Nozt' Lensfug" banner at the property generally will
not ensure a successful lease-up. Direct mail; ongoing employer contacts; the support of local charitable groups and events; a sophisticated neighborhood business re'ferral program; contacts with bcal
churches; day care alliances; and many more techniques, must be carefully coordinated by the new
general partner/managing agent. Further, an extensive tracking system must be implemented to
provide information on where qualified prospects
are learning about the property, and to enable management to aggressively follow-up with a prospect
until a lease is signed.
Cre

Careful Screening
One of the basics and fundamentals of property
management is the careful screening of prospective
residents. A new general partner will review the
rental standards that exist, or establish new standards if there are none to begin with. Must a prospect have held his/her current iob for a specified
period of time? How many years of landlord references will be checked? Will the on-site manager
actually visit the prospect's current home to view its
condition? Isdrug screening necessary? What about
criminal records checks? Once a policy has been
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muliiplicity of forces influencing the plans, priorities and actions of individuals and businesses.
Because real estate decisions are inevitably based

on uncertain, imprecise, and incomplete information, trust looms large. The initial level of trust is of
oneself. This trust of self embraces the need for
initiative to take action in the face of inherent ambiguity and uncertainty. The second level of trust is of
colleagues and co-workers, followed by the third
level of trust of service providers and agents. The
fourth level of trust extends to parties in the transaction, particularly those who are buying, selling,
leasing, investing, and financing.
Those people and organizations, considered worthy of trust, tend to possess in greater depth certain
factors that contribute to high trust than do those
persons and organizations who are considered less
worthy of trust. These factors include:

1.
2.
3.
4.
5.
6.
7.
8.
9.

Professionalism
Passion

Commitment
Involvement
Leaming Initiative
Expertise
Experience
Authenticity
Reliability
10. Brand Identity
11. Responsiveness
12. Emotional Intelligence

These

l2 factors are explored below

Although trust is mostly thought of in a conceptual
context, trust in fact has significant concrete applications. A manager who is perceived as trustworthy, is more likely to gain access to capital and to
reputable professional service providers on advantageous terms, than is a manager who is perceived as
less trustworthy. Thus, from the perspective of the
institutional investor, doing business with managers and advisors who engender a high degree of
trust may mean that, on the margin, resources that
might not otherwise have been accessed may become available, and critical resources may be provided to a project on more advantageous terms than
might apply were such trust lacking.
On the flip side, management perceived as low in
trust may encounter difficulty in getting access to
resources and be required to pay a premium for
those resources that are available. As professional

The Role of Trusl in Real Eslatc

services firms may be disinclined to work on behalf
of those perceived to be less trustworthy, the num-

ber of professional services firms willing to work
with low trust clients is more limited and the cost of
retaining professional service providers may likely
be higher. The consequence of these conditions is to

place lower trust organizations at a competitive
disadvantage relative to higher trust nrganizations.
As a case in point, because of his reputation for
bombast and repr€'sentations that tend to transcend
prevailing perceptions of reality, certain financings
that Donald Trump promotes require premiums
over what might be required for non-Trump
financings. Further, those securities may sell at
discounts to prices which might be commanded
were Trump not involved.
Every real estate transaction involves both explicit
and implicit consideration of investment attributes
and trust factors, collectively and/or individually.
What is treated as explicit or implicit is up to the
individual decision maker. Some might explore
credentials very explicitly, and then treat the data
very implicitly. For many, thereal estate transaction
involves thc crplicit consideration of both the
plethora offactors that collectivelv represent a property and its prospective benefits to the purchaser
and also all considerations that influence that future performance as well as the irnplicil trust in the
reliability of representations, professional competence, and responsibility of those involved in the
transaction. Depending upon the investor and the
circumstances, in some instances the explicit considerations may dominate, while in other circumstances the investor may largely rely on trust.
One approach to investing is to concentrate attention on the specific decision components, emphasizing analysis of the relative appeal of different
property types, geographic regions, and real estate
strategies. This emphasis on the specific decision
components combines concentrated due diligence
toevaluate the property's neighborhood, site, physical structure, energy systems, environmental compliance, construction quality, maintenance and capi-

tal expenditure needs, plus thorough scrutiny of
tenants, leases, revenues, operating expenses, financing terms, as well as careful review of legal
documents, financial records, reports concerning
the property and its market, and other materials. In
addition, this approach includes evaluating the
backgrounds, qualifications, capabilities, and contracts of all firms and individuals involved with the
project, and then undertaking detailed financial
modeling of the property's/portfolio's probable

developed, the new general partner must enforce
consistently.
C enh
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by Stephen E. Roulac

Ttl ehavioral researchers identifyreal estate transactions as amongst
ffithe most highly stressful oilife's experiences. The forces that
Lf inflr"n.".""ul Jstate outcomes are many, varied, and comPlex,

and the circumstances, procedures, timing, and costs of real estate
investment transactions are more cumbersome, involved, prolonged,
and expensive than apPly for virtually any other type of transaction.
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Material non-compliance - these words strike
fear in the hearts of everyone involved with the
Section 42 program. A new general partner should
utilize a centralized compliance monitoring Process. A well-trained employee of the general partner and/or managing agent should have the responsibility for approving all new applications for
lease after reviewing supporting documentation.
This individual should not be connected with the
property in any sort of on-site capacity. The employee may also provide the same service for other
Section42 properties inthe general Partner's portfolio. On a periodic basis, the compliance sPecialist
will review all existing files to make certain that
documentation is in place and re-certify the residents accordi.ngly. There are currently a number of
excellent compliance monitorinS/rePorting software packages on the market. The new general
partner should offer an automated system for compliance purposes.
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While business contracts and corPorate securities sales of virtually
any financial magnitude can be authorized and binding on the basis
of verbal representation, these reasons are no doubt why real estate
transactions require a written contract. Documentation of real estate
transactions frequently involves numerous voluminous written instruments. Because of the above reasons as well as the inherent
complexity and high stakes involved in real estate, the legal process
generally-and lawyers' contributions specifically-have a disproportionate impact on real estate activities, relative to other sectors of
commerce,
Even so, trust looms very large in real estate involvements. Those
investors and service providers who understand the role of trust and
effectively embrace the concePt of trust in their real estate involvements can achieve performance significantly suPerior to those who
do not. Notably, speaker and trainer Marianna Nunes observed,
"Who you are, and how much trust others feel when they deal with
you, is as important to your customer as what you're sellinS "
Although Marianna Nunes was describing business Senerally, the

imperative of trust is pervasively imPortant to real estate involvements-for real estate involves daunting decisions of extraordinary
financial magnitude, whose outcomes are dependent uPon the

fulilition al Eunding S o urce s
There is a myriad of funding programs available for tax credit properties. The good news for
troubled partnerships is the fact that there are many
more opportunities for gcncrating new sources of
funds than is the case for conventional proiects
While some sources may not be eligible for a property that has already been placed in service, there
are still a number that are. A new general partner
will seek to determine the applicability of the HOME
program; CDBG funds; state tax credits; state affordable housing credits; low interest state loans;
Rural Housing 502,52-1, and 538 Programsi taxexempt bond financing; FHA funds; Federal Home
Loan Bank loans; HOPE VI funds; soft community

loans; tax abatement; tax increment financing;
FNMA and Freddie Mac financing; and other state,
local, and private sources. The key to success is the
layering of a number of different programs until
funding shortfalls have been eliminated.

and to re-structure the partnership and the operation of the property in a manner that will lead to a
successful investment. Challenging tax credit Partnership situations can be addressed in a positive
and constructive manner through a diligent, patient, and creative effort. Counselors who develop
extensive knowledge of the tax credit program and
have experience with the development and/or
management of apartment communities can be an
invaluable resource to the affordable housing
industry.*u,
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1.

Michael A. Stegman, Assistant Secretary for Poliry Developmentand Research, U.S. DePartment of Housing and Urban
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CONCLUSION
There are many complex elements to resolving
difficult partnership and property situations for tax
credit housing. The replacement or addition of a
general partner is a serious event and will more
than likely require the ParticiPation of attorneys,
accountants, lenders, property management Professionals, market experts, and others. Extreme care
must be taken to select the right Party for the role
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merchandisers selling high-order goods out of their

CRE PERSPECTIVE
THr Rrar EsrerE lNousrny
Panaoox
by Scott R.

Muldarin, CRE

The real estateindustry is a paradox.Just as property

markets achieve their most stable equilibrium in
recent history, real estate investors, lenders, and
service providers must scramble to meet today's
unprecedented challenges.
With real estate property markets in their most
stable condition in 20 years, it would seemingly be
logical to heed age old advice such as "sticking to the
knitting" or focus on "blocking and tackling" in
order to maintain market position and returns as
overall market growth moderates. However, given
structural changes in market cycles, the growth of
the public real estate securities markets, and the
surge of successful "applications" of technology to
real estate, such strategies are unlikely to succeed.
Real estate companies ofall types and sizes need
to carefully reflect on their investment choices; take
a more sophisticated look at their customers, products, and alliance partners; and adopt strategic decision-making frameworks similar to those that have
driven the success of many corporations in America
that have adapted themselves to the new global
economy.

WHY IS CHANGE REQUIRED WHEN
MARKETS ARE SO STABLE?
Stable Markets

Stable markets themselves are at the root of
much of the change necessary in the real estate
industry. Most important, the more stable equilibrium in the real estate property markets today is not
just a passing phase, but thebeginning ofa much less
volatile market than has been experienced during
the last 15 years.
As shown in Erftibif 1, the last 15 years have seen
a dramatic period of excess capital and overbuilding

in the mid-to-late

1980s, followed

by an equally

dramatic decline in capital and property values during the early 1990s. Capital flows since 1996 have
been strong, but fairly close to the average of the last

18 years on an inflation-adjusted basis. Furthermore, construction levels for all property types on
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national basis remain well within long-term norms;
early signs of overbuilding in 1998 led to a strong
corrective reaction by the industry.
Given structural changes in the finance system,
the tax system, information availability, and the
ownership of real estate, the likelihood of highly
volatile market cycles on a national basis over the
next l0 years is remote. This does not mean that there
will not be overbuilding and/or capital shortages in
certain property types or geographic regions, but
overall, the volatility of market cycles should be
much reduced over recent history.
Since most of the major real estate businesses
today either started or grew dramatically during the
last 15 years, and their cultures and businesses re-

flect an entrepreneurial orientation built around
market volatility, reduced market volatility will require investors and lenders to change risk management systems and refurn goals and force service
providers to focus on their customers, products, and
potential merger and acquisition candidates to improve their productivity, pricing, and service.

Public Secuities Market Grouth
A second key change forcing greater sophistication by real estate companies is the development of
the public securities industry during the last 10
years. The REIT and CMBS markets have grown
from $27 billion in 1990 to nearly $360 billion today.
For certain properties and moitgages, REITs and
mortgage conduits have become the dominant providers of new capital.
The real estate securities markets are particularly important to monitor because they react so
strongly to non-real estate related investment issues.
For example, due to concerns over Russian credit,
the Brazilian economy, and a few other non-real
estate related issues, the CMBS market collapsed in
late summer of 1998, pushing mortgage spreads up
over 100 basis points, and closing down the mortgage market for many lenders and borrowers.
Similarly, the REIT industry began a steep decline in the summer of 1998 finishing the year with
a negative 18 percent return and experiencing market value declines of 20 percent to 50 percent from
their peak in October of 1997. Again this all occurred
during a period of relatively strong and stable real
estate property markets.
Given the dramatic growth of public real estate
securities, and their integration with the private real
estate capital markets, the most successful companies will watch the dislocations and volatility in the
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downtown locations and into newly expanding
suburbs. The completion rate for regional centers
was relatively high back then, not in response to
broader economic demand, but due to a shift in
retail formats. Likewise, in the nineties, there has
been an explosion of power centers bleeding sales
away from traditional regional malls. By offering a

wide selection of goods typically found at a regional mall but pricing the goods more competitively and, perhaps most importantly, choosing
sites proximate to existing regional malls, power
centers have bled sales away from regional malls.

Investing in regional and power centers is not so
much a demand side risk as a supply side risk. As
the name implies, regional centers serve the needs
ofa large customerbase in a wideregion overwhich
they enjoy a relative monopoly. These centers benefited as the traditional downtown retailers lost a
relative monopoly when their customerbase moved
away from downtown locations during the process
of suburbanization. These centers then suffered as
power centers located proximate to their existing
locations and ate into the monopoly status of regional centers. Some have suggested that power
centers themselves face a supply side risk from the
Internet. Power centers focus more on goods that
are commodities, which at this point is what is
being sold on-line.

CONCLUSION
Even with the common sense knowledge that the

retail subtypes exhibit different behavior, much

side, where centers face the danger of losing
sales to competitors in other locations or to other
formats.
These differences suggest that any analysis of retail
space derived from trends in the market as a whole
is missing part of the story. If each of the subtypes

exhibits different construction patterns, and each
faces unique investment risks, one retail subtype
could be doing quite well while others suffer.ou,
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Regional and power centers construction patterns do not have a similar relationship to the
broader economy;
There is a strong correlation in the sale of goods
typically found at each center type, but the construction of neighborhood and community centers moves more closely with retail sales than the
construction of regional and power centers;
Investing in neighborhood and community centers has a demand side risk where the danger is
in under or overestimating demand;
The risk in regional and power center investment is not from the demand side but the supply

Real Estote Cycles:

Measuring Differetces in Retail Subtypes
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series. While neighborhood and community center
construction has a 32.5 percent contemporaneous
correlation rate with sales growth, it is much more
closely related than in regional and power centers.
For these center types, sales growth and comple-

tions have almost no relationship with only a 2.2
percent correlation rate.
Since neighborhood and community center con-

struction moves closely with the drivers of demand, the risk of investing in these property types
is a demand side risk. For these types ofcenters, one
faces danger if one over or under estimates the
underlying demand for space. Investment in regional and power centers is not a demand side risk
as the long-term construction pattems bear little
relationship to the drivers of demand.
Just because there is no new investment in regional

and power centers in periods of economic growth
does not mean that there is no demand for such
space. Anecdotal evidence points to long lead times
in regional mall development with proiects that, in
some cases, have taken nearly a decade to go through
the planning, approval, and developmentprocesses.
With such a long lead time it would simply take
luck to be able to time the delivery of a regional mall
with an economic upswing.
Regional centers are lumpy assets and, as opposed
to neighborhood and community centers, sufficient

quantities of space cannot be doled out as needed.
The lumpiness is not as evident when we examine
the national construction trends where many cen-

Overall Capital Flows Near Historic Norms

i

as Los Angeles, such lumpiness is evident.

displays the completion rate of neighborhood and community centers together against regional and power centers individually. While the
neighborhood and community center completions
move relatively smoothly with construction in one
period close'ly related to the next, regional center
construction fluctuates wildly with a completion
rate of zero one year and in double digits the next.
The introduction of a single regional mall can drive
such erratic swings in completion rates. However if
we ignore the ups and downs of regional center
construction and look at a smoothed long-term
trend, one can see that the relative peaks of completion rates have been declining over time. In the
same sense, the completion of power centers seems
to be increasing.

f

Fi.gure 4

In part, this construction cycle is different due to the

non-homogenous nature of the retail formats in
which high-order goods have been sold. This nonhomogeneity can be seen in both center types and
locations over time. During thc latc sixties and early
seventies, the process of suburbanization drew the
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real estate securities market in order to identify risk issues and capi-

talize on arbitrage opportunities
between public and private real
estate capital.
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The third key issue that will
require real estate companies to
stay on their toes is the dramatic
increase in successful real estate
technology "applications." Certainly, retail sales on thelntemetand

Completion Rates by Type in Los Angeles

changes in the way people and businesses use real estate due to technology will be critical issues to follow
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for commercial mortgages and equity. These sources will not necessarily replace existing service providers, but they will change the
wav business is done, and the way
their customers interact with them.
Finally, the magnitude of the
changes that technology will bring
must also be understood in analyzing real estate investment opportu-

nities. According to International
Data Corp, Internet commerce
worldwide is expected to grow to
more than $1 trillion by 2003.
Equally amazing, the Department

of Commerce recently released a
forecast that almost half of the
American workforce will be em-

ers, products, and deliverysystems.

related companies by 2005. Clearly

During the lastsixto l2months,
theability to "apply" technology to
realestate issues has increased sig-

today is not the time to "stick to
your knitting" or keep your head
down and "block and tackle," but

nificantly. Property transactions
and financing have been signifi-

to take a more activist approach to
understanding the world in which
your business operates.

a

dozen major companies and scores
of smaller companies of fering prop

E

and growing number of sources

going forward, but more specifically, real estate companies must
stay on top of how technology
changes will affect their custom-

cantly influenced. There are over
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ters from around the country are aggregated to
form one construction series. On a metropolitan
level though, even in a large metropolitan area such

Figure 4
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ployed by inf ormation-technology-

erties through sophisticated

IMPLICATIONS OF MARKET
CHANGES

Intemet sites. There are a similar

Changes in the volatility of property

CRE Perspective - The Real Eslate Indtrstry Paradox

markets, the growth of the public
real estate securities markets and
technology effect real estate companies and investors differently. Some
of the responses by various industry
sectors are discussed below.

Pension Funds and Inaestment
Managers
Pension funds are still trying to
find the best "script" to guide their
real estate investment business for

the new millennium. Strong real
estate returns and the thriving REIT
market provided the foundation
for their "investment scri pts"
through mid-1998. Many pension
funds were going to move their
"core" real estate assets into REITs
and invest their private real estate
investment dollars into opportunity funds to attract the returns
they had grown accustom to.
With the dramatic decline of
the REIT industry since mid-1998
and the strong performance of private real estate equity, pension fund
plans were tumed upside down
and many are still searching for the
right path to move forward. Reluctant to give up on the liquidity and
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Figure
other advantages of the REIT vehicle, many pension funds have
been involved with REITs in iointventures where they share both
equity investment and returns.
With the massive delinking of
REIT returns from the real estate
property markets - for example
hotel REITs had a negative 53 percent return for 1998 compared to a
'16
percent positive return for private hotel investment - pension
funds are still trying, to determine
where REITs fit in their portfolio.
Like the international real estate
markets, REITs can provide opportunistic investment, but for at least
the next few years, substituting
REIT stocks for "core" private equity investment will be slowed as
the industry tries again to understand the proper role for REITs in
their portfolios.
Pension investment managers
have been equally buffeted by
changes in the marketplace. Following the poor performance by
many investment managers during the early 1990s, and equally
poor performance for those manngers that handled REITs for their
pension clicnts during the last 12
months, pension investment managers are working closely with pension funds to sort these inve'stment
issues out. "Opportunity funds,"
intemational fu nds, c(}.investment,
ioint-ventures, and trad itional private equity deals are the investments that seem to continue to attract attention in the pension market.

Mortgage Lenders
The demutualization of life insurance companies, the growing
financial strength of commercial
banks, and the unexpected CMBS
collapse in August of 1998 have
insurance companies, commercial
banks, investment banks, and brokerage companies scrambling to
determine the best approach for
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their businesses. Insurance companies, whose focus on growth has

been enhanced as they become
public stock companies, are initiating CMBS lending programs and
contemplating brokerage, while
commercial banks are actively diversifying to become both portfolio lenders and sponsors trf their
own CMBS issues. Successful
mortSage brokers that can access
product still have tremendous
value in the industry, and these
firms are trying to balance the best
way to tdke advantage of thcir
strengths while maintaining longterm relationships and origination
volumes.

Mortgage Ienders are confronted with these dynamic competitor market changes during a
time when overall demand for
mortgages is declining. The last
two or three years has seen substantial mortgage demand as mortgages that were made during the
early 1990s were refinanced at
today's low rates. High transaction
volume and owners leveraging up
(due to the significant increases in
the value of their properties), also

increased the demand for mortgages. While there still is substantial mortgage demand, the decline
in refinancing due to the many
years of low interest rates and general slackening in the transaction
market has made it critical for mortgage lenders to integrateboth mortgage demand analysis and a clear
understanding of their strengths in
the competitive marketplace to map
a successful strategy.
Technology also is beginning
to play a key role for mortgage
lenders. Du ri ng the la st six
months alone, there have been
numerous new commercial mortgage Internet sites that have developed and more are sure to folIow. The lntemet will not make
relationship-oriented brokerage
businesses obsolete, but it will

dramatically alter the way borrowwith their brokers and
provide distinction for those firms
and individuals that use it to greatest advantage.
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ers interact

8.h

Annual Growth in
Inflation-Adiusted
Retail Sales
by
Center Type

Seroice Proaiders

Service' providers, including
brokerage firms, property management firms, title companies, lawyers, consultants, and others must
also adapt to the less volatile and
more moderate growth market environment. Classic corporate strat-

egies such as developing economies of scale, new management
approaches, maximizing the application of technology, and improved
product and competitor segmentation and analysis will be key to
service provider success. The importance of these changes has been
noted by many firms as mergers,
acquisitions, and alliances amongst
service firms continue at a strong
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Successful real estate firms
must confront the parado,l of a
more stable and less volatile property market with an activist approach to their real estate businesses. There are still substantial
inefficiencies in the marketplace,
and the substantial magnitude of
the real estate industry, (including
the massive volume of corPorate
real estate), provides a significant
pot of gold for those that can successfully navigate their f irms
through the changes underway in
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SUPPLY VERSUS DEMAND
To examine the dissimilarity of the construction
cycles exhibited by these two markets, we plot the
sales data presented in Figure 2 against the construction series by type kom Figure 1. FiStre 3 plots
the completion rate of neighborhood and communitycenters against the growth in inflation-adjusted

Real Eslate Cycles: Mcasuring Diflercrces
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retail sales for product categories tlpical of neighborhood and community center tenants. Likewise,
the completion rate for regional and power centers
is plotted against the growth in inflation-adfusted
retail sales typical of these centers. The trend in
sales versus completions highlights the relationship between demand and investment more clearly
than total employment growth. There is some noise
in the sales growth series leading to much more
movement from year to year than in the completion

5

the supply of regional and power center space does

not move with the underlying demand in the
economy, one may question whether or not we are
using the proper measure ofdemand foreach shopping center tyPe.
MEASURING DEMAND INTERACTIONS
The demand for retail space is a derived demand in
which the sales activity of retailers drives their need
for space. We have been using total employment
growth as a general measure of economic performance, and while this is one measure that will drive
retail sales, it is not the only measure. Where possible, it makes sense to measure demand for retail
space by directly examining retail sales.

ln order to estimate retail sales bv center tyPe at a
national level, Wheaton & Torto [1995] used the
Retail Trade Survey data from the Census by SIC in
combination with ULI estimates of tenant types by
SlC. Following this method, we use the ULI survey
[997] of shoppin[i centers to calculate the distribution of tenant types by SIC as a percentage of gross
Ieaseable area for each center type. These percentage distributions are displayed in Table 1, and show
that regional and power centers are dominated by
the general merchandise category that will sell
higher-order goods such as appliances. Neighborhood centers are dominated by retailers selling
lower-order goods such as food, while community
centers sell more of a mix of goods.
Table

Neighborhood and community centers have dominant tenants in common, as do regional and power
centers. In terms of physical characteristics, Power
centers have more in common with community
centers than regional centers, but as we are analyzing trends in demand we group the center tyPes
based on dominant tenant types to make for a
quicker analysis of the patterns in sales. Applying
the percentagcs for the retail tenants to the Census
data on retail sales by SIC allows us to estimate the
national trend in retail sales by shopping center
type.r The annual, inflation-adiusted changes in
this estimate are displayed in Figure2. While sales at
regional and power centers are certainly more volatile than neighborhood and community centers,
there is a common cvcle in retail sales at these
centers. These two series exhibit a correlation rate of
nearly 85 percent.
Analysts should use caution with the Retail Trade
Survey data for any project that is not national in
scope. To develop this dataset, the U.S. Census
Bureau compiles retail sales data from annual
surveys of select merchandisers. Because all merchandisers surveyed do not have operations in
each MSA, this data is not released officially at
the metropolitan level as these chains may not be
a representative sample of overalI retailing. While
the Census data is not representative at the metropolitan level, it is officially released at the national level as the aggregation across metropolitan
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ARES, founded in '1985, serves the educational, informational, and
research needs of thought leaders in the real estate industry and real
estate professors at colleges and universities.

Another publication in the early stages of development is the /olrrrrnl
of Renl Estate StratagV. The focus of the ARES Journals is to investigate and expand the frontiers of knowledge that cover business decision-making applications of scholarly real estate research. ARES
has a special interest in research that can be useful to business decision-makers in areas such as development, finance, investment, management, market analysis, marketinS, and valuation.
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Completion Rate by Center Type versus
Total Employment Growth
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systems, however they are generally similar with
some variation in the size ranges and breadth of
center types.

Cnts of Shopping Ccr lers, ULI makes
a pointthat in defining a center type, the tenant base
is equally important as the physical characteristics
of the shopping center and, in this regard, these
three classification systems are very similar. NRB is
our primary data source for retail space market
information and we generally follow their definitions. For purposes of analysis, we modify the NRB
shopping center definitions slightly, by grouping
regional and super-regional centers into a single
regional center category.
lnThe Dollars

€.t

MEASURINC SUPPLY CYCLES
To measure retail supply, we track the stock of
shopping center space over the last 35 years. To
construct this series, we use a combination of historical information from the NRB dataset and recent completions from CB Richard Ellis. Because
expansions ofexisting shopping centers rePresent a
significant amount of the total shopping center
space, we have uniquely adapted the NRB data ttr
calculate each metropolitan area's stock series. This
adaptation is necessary because the NRB dataset
only lists the year opened, current sPace, and the
year of any expansion. Thus, we must attribute a
share of current space to the year of expansion. In
shopping centers that have not expanded, the entire
square footaS;e ofthecenter is counted as completed
in the year of its opening.
There is the issue that all retail space is not shoPPing
center space. Attempting to equilibrate changes in
supply with changes in demand can be skerved

from additions to supply that are not in shopping
centers. For instance, one might argue that tracking
only shopping centers would ignore many of the
freestanding stores that have been built in recent
years. This concern is only partially correct. To
begin with, NRB defines a center looselv enough so
they are able to track power centers where several
large retailers each own their own pad and share
little more than common parking. Secondly, all of
the space within shopping centers is measured,
including space owned directly by retailers, not iust
by the center's management.

Additionally, while no longer dominant due to
suburbanization and the Srowth of shopping centers, downtown or'High Street' retailing still exists
in many markets. Presumably the market for these
stand-alone retailers is not growing, so changes in

)

Experts' & Consultants'Guide

metropolitan suppty should only impact the shopping center market. Unfortunately, while the shopping center market is tracked and quantified by a
number of organizations, there is almost no consistent data available that tracks stand-alone, High
Street, retailing.
To examine the construction cycle for each type of
shopping center, Figrrr 1 displays annual gross
investment (new construction) in each center tyPe
for the U.S. Each series is measured as a percentage
of the stock, covering the period 1968-1998, with the
power center series starting in 1982.
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economy, each graph also depicts the annual percentage change in total employment for the nation.
A comparison ofeach type ofshopping center shows
that retail real estate certainly does not perform

Capital Market Analysis
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uniformly.

Caribbt'an

For neighborhood and community centers, there
appears to be considerable correlation between real
estate and the economy. Shortly after each downturn in the economy, (7975,-1981,1991) investments
show a downturn, with corresponding investment
upturns occurring during economic recoveries. This
pattern suBgests that the neighborhood and community centers react to national or regional economic shocks.
With investment in regional centers, however, there
appears to be little evidence of a long-term relationship to the economy. There were two mini-completion spikes in the early and mid-1980s that matched
the completion cycle of neighborhood and community centers. In other time periods, regional centers
have a completion cycle of their own with high
Ievels of completions during economic downturns
in the mid-1970s and early 1990s. Investment in
power centers bears no relation to the broader economic cycle, with completion rates similar to those
of regional centers in the late sixties and early
seventies.

Growth in the economy does not directly lead to
increased investmentin new shopping centers. Standard investment theory would argue that constructionshould follow changes in asset values. In neighborhood and community shopping centers, the increased demand spurred by economic growth transIates quickly into new completions. This quick tumaround suggests a direct linkage between movements in demand, and movements in neighborhood and community center asset values. Because

Rrer Esre.rt lssvts, Summer

1999

DeL,elopmenl

Cou nsel in g

& Valuatiort
Market Analysis
Portfolio Analysis
Property Management

-

D eaominat

ional

Courl Receitter

tss

California St.,

Finance

Heahhcarc Facilities
Strategic Competitor

E-nuil KMAIT@KOSALont
Web: KOSAL corr

+i4170

80202
303.298.7178
fax 303.298.0255

J.R. Kimball, CRE
J.R. Kimball, Inc.
1201 West Freeway

E-ma1: ChoseCoo@aol.com Fort Worth, TX 76102-6074

lohn W. Cherrv,

Analysis

CRg

817.332.7872
fax 817.332.2944
E-mail: kimball@flosh.nel

pricewaterhouseCooDers LLp
tNeb: u.now.f ash.net l-kinball
50 Hurt plaza, Ste. ]i000

Atlanta, CA 30303

404.658.8828
fax,1O4.658.8511

Deborah S. Kops, CRE
PricewaterhouseCoopers LLP
1900

K Street, NW

CvA Matquette Advisors washington,
81 So.gth

St.

ACQUISITIONS/DISPOSITIONS

55402

612.335.8888
tax

6,15.334.3022

Randalt L. Harwood,

N. Edison St.
Milwaukee, WI 53202
1232

Albert S. Pappalardo, CRE
Pappalardo Consultants, Inc.
5557 Canal Blvd.
New Orleans, LA 70124

8m.4&.7441
fax 504.488.47M
E-matl: ialfunyralestate.cofi E-mail: AlbenPappala @
474.271.1870
lax 414.271.1478

W&. uawfuryrulctateotr

corn?usefoe ,com

Iohn N, Dayton, CR

Thomes D. Pe6chio, CRE
The Lund Company

Dayton Properties
457 Hudson St.
Healdsburg, CA 954,18
707.433.4476

fax 7O7.433.3976

onelntemationalpllce,
10th flr.
Boston, MA 02110
677.428.3285
fax 617.478.39O0

Houston,

fi 7@2

fax

402.393.8811
fax 402.393.2402
eb: ururu.lundco.com

Ki-Wan Kim,

N. Lasalle St., Ste. 820
Chicago, IL 60601
3"t2.424.4250
tax 372.424.4262

Exryts' €r Cottstllonts' Guide to CRE

kontinued)

Sentices

David E. Lane, CRE
David E. tane, [nc.
9851 Hom Rd., Ste., 1,10

I

S5827

cI6.368.1056

fax 915.368.1080
E-mail:. d.e.lon&lix.ietconl.com

Webl Wl.netcon.con l-d.e.lane

pahick R. Leardo. CRE
PricewaterhouseCoopers LLP

Omaha, NE 681.14

221

2o2. 17956

Del H. Kendall, CRE
ltZ Avenue of the Americas
PricewaterhouseCooEo LLP lt"* york, Ny 10019{013
l l00 Louisiana,39th flr.
212.52O.266b
713.356.4000

l

CRE

fax

pricewaterhousdooo".. ;-1p Sacramento, CA

120 Regency Parkway, #116

Stephcn B. Friedmrn, CRE
S.B. Friedman & Co.

DC 20006

202.822.5570

Minneapolis, MN

Jamea T. Barry, lr., CRE
James T. Barry Co., lnc.

t

fax 822.571.7181

Denver, CO

Non-profits

Ceneral

Wit

1801

Unipersities

Strategy

Genetal

Blaine B. Chase, CRp
Chase & Company

Cowrseling - Colleges €t

Litigation Consulting

Expert

&

Other

Market Analysis

18225@ol.com

APPRAISAL & VALUATION

REITs
€.t

Iax V3.2,332812

E-nail:

l(X50 S. Western Ave.

General

Bermrda

7732i3.4700

PRS

Ceneral

Ceneral

Chicago, IL 60613

cohlinued

foe Thouvenelt CRI

Real Estate

Reseorch

Ac q u isi t ions I Dis po sit io n s,

773.356.4717
CRE_

hx

212.5965890

David M. Lewis, CRE
Lewis Realty Advisors
q52 Echo Ln., Ste. 3t5

Korean Appraisal- Corpor,rtion Houston, TX 2024
2nd Floor, Korea Investment n3.461.1466
Trust Blding
fax 713.,168.8160
957-l l, Dokok-dong,
Kangnam-ku
Seoul, Korea 1365-10
kontinued)
Bz2.5z9.z21t
71

Appraisal

&

Vdluation, co,rlitlutd

James R. Maccrate, CRE
Maccrate Associates LLC
16 West 45th St., 7th flr.

10036
917.3743335
fax 516.759.4927
New York, NY

E-maiL

innccr.tt@aol.conl

MRG-Metzger
Real Estate Group
Cumpendorfer Strasse 72
A-1050 Vienna, Austria

Web

l(N50 S. Westem Ave
Chicago, IL 60643

n3.233.4700

7 Mt. L.rssen Dr., D-250
San Rafael, CA 94903

tax 773.233.2812

.l I 5.,199.,1,100

E-mail: 18226@aol.conr

fax,115.499.4409

San Francisco, CA

.3427
fr\ 415 957 3lt'8

94105

-597 50 60
mr g@nttzgo-e$l te.cont
-Dtt'tzger-estate.comf

urtL4Lt

fietzger

I

W

213.236.3200
fax 213.452.7808

Eng. Jose Carlos
Petlegrino, CRE

Pellegrino & Associates
Rua Dr. Rodrigo Silva,
70-19.Andar
Sao Paulo, SP, Brazil 0'1501{10

(55-11) 3105-191s
fax (55-l l) 3107-9740

E-mall:

pL I I c gr

io@u'aclom.br

eb'. putl -netcom.crtral -d.e.lane

I

|

I
I

I

Inc.

20].689.3101
fax 201.652.9045

Parker, CR-E
Parker Real Estate, [nc.

I

lax 517 3n.49&
E-mail: fiprketT@ol.com
W eb site: membrc.ool.com I
fipo*erL0lmain.ht n

101 Califomia St., 26th 0r.
Sar Francisco, CA 941It

Minneapolis, MN

I

612.335.8888

415.781.3300

I

tax 615.334.*D.

tax 415.7E1.2D

55,102

E-mail:. abilling@rreef .com

|

LITIGATION
CONSULTING STRATEGY

I

Generul

]

Blaine B. Chase, CRE
Chase & Company
1801 Califomia St., *4170

Eng. fose Ca-rlos
Pellegrino, CRE

Pellegrino & Associates
Rua Dr. Rodrigo Silva,
70-19.Andar
Sao Paulo, SP, Brazil 01501{10

(55r r) 3105-191 5
fax (55-ll) 3107-9740
E-mail: pelh,qrirro@uac.cottr.br
Thomas D. Peschio, CRE
The Lund Company

1201 West Freeway

Fort Worth, TX 76102-6074

120 Regency Parkway, #116
Omaha, NE 68114

.332.7872

817

774.751-27A7

Edwin B. Rasldn, CRI

E-

mall:

tax 714.751 .01
E-maiL jdenail@idproperly.con

Edwin B. Raskin Company
5210 Maryland Way, Ste. 300

W

eb: uruno.flash.net l - kinball

df operty.com

Thomas D. Peochio, CRE
The Lund Company
120 Regency Parkway, #l'16
Omaha, NE 58114

72

fax 8'17.332.2940

Brmtwood, TN 37027
615.373_9An
fax 615.370.2585

E-mail:

W eb: uruto.rashinco.com

ki mha I l@llash.trct

Scott Muldavin, CRE
The Muldavin Company
7

Mt. Lassen Dr., D-250

San Rafael, CA 94903

eraskir@raskinco.com

t

In this article we will not try to address the reasons ra,,hy some analysts
treat the retail market as a single entity. We will attempt to provide
robust support to the notion that retail subtypes should be analyzed
separately. This is done by quantifying some of the differences between
the retail subtypes in terms of their cycles in supply and demand.
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Is common sense really that common? For instance, real estate
analysts know anecdotally that the market for neighborhood
and community center space is very different from that for regional and
power center space. However even with this common sense knowledge,
one can still frequently see commentary that treats the market for retail
space as a single entity.
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Neighborhood and community centers are shown to have a cyclical
pattern in construction, suggesting a quick linkage between the supply
and demand of space for these centers. On the other hand, regional and
power centers have lumpy construction pattems, with surges in construction that are independent of changes in the broader economy.
These differences suggest that any analysis of retail space derived from
trends in the market as a whole may be skewed.
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DEFINING RETAIL SUBTYPES
To analyze retail subtypes, it is necessary to begin by defining them.
Therearea number of classification standards against which a shopping
center can be measured. The International Council of Shopping Centers
(ICSC), the Urban Land Institute (ULI), the Nahonal Research Bureau
(NRB), and others have defined the basic types of shopping centers
based on the type of tenants, site area, and size of the structure. We
can spend a great deal of time comparing the different classification

economics. (E-mail:

tru.thea I o n@cb r i cha rd el I i s. c o m

)

(Contitued on Wge 7)

Rral Eslnte Cycles: Mcasuring Dit'foentes

h

Retail Subtypts

I

R EAL Esrerr
I SS
UES
CRE
Marchitelli Bames & Company, lnc.
Nev, Yo.k, NY

1999 EDrroRnL BoARD
J.rnes H, Boykin, CRE
Virginia Commonyrealth University
Richmond, VA
CRE

MBIA & Associates, Consulting/
BartEm & Cochran, Inc. - Hardord, CT

J..L P. Fri.dlun, CRE
lacl P Friinlan & Assciab
Janca

- Da.Uas,

TX

Gibbons, CRE

E.

Saclman4it bons Associates
East Meadow, NIY

,ohn r, H.nt8.hcL CRE

Hentschel Re6l Estate Servies
Baltimore, MD

J.Ele3 C.

lrtdauer

l(res,

CRE

As6ociates,

lnc - New York, NY

Hugh F. Kelly, CRE
tandauer Associates, Inc. - New Yorlq l.IY

D.bor.h

KoF, cRE

S.

Pri(ewaterhougecoopers
WashirstorL DC

LLP

M.tt L.lrvine,

CRE
University of Denver/ Levine, Ltd.
Corrsultants - Englewood, CO

P.t.r D. LinneEu, CRE
Equity lntenational kopefties, Ltd.
Chicago,lL
Scom R.

Muldevio CRE

The Muldavin Company - San Rafael,

CA

Kcnneth T. Rot€r! CRE
Fisher Center fot Real Estate &
Urban Economias, University of
Calilornia at Berkeley - Berkeley, CA

GI.nn

J.

Lilisoli(rr

rFhrs issue ot Rcal Estalc Isskes is co-sPonsored by the American Real Estate
I So.l"ty tenfsl. Cesponsorship reflects tie general philosoPhy of The Counselors to
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economic rycles. Some posfulate that the record Iength of the current economic exPansion
will continue well into the futuIe. Absent some unforeseen catastroPhe, thev contend that
we will be in a boom economy until the lnformation Revolution ends and the velocity of
change dissipates. Pmponents of this theory sPeak in terms of a 15- to l7-year economic
cycle. Theoptimistin all of us wishes to believe such good news, notwithstanding that our
personal experience suggests otherwise. Certainly proP€rty markets are subie(t to overca_
pacity, even in the best of times, and there are always affordability and threshold issues
particularly when rents have spiked for sevelal years in a mw.
In addition to chang€ driven by technology, the real estate industry has passionately
embraced the concepts of consolidation and Blobaliation. Indeed, the Pace of movement
in those diEctions appears to have accelerated durint the first half of this year Such phe'
nomena have also caused economists to opine on the "barbell" economy or one in which
the maiority of companies, particularly service comPanies (real estate advisory law and
accounting firms), will be either very large or very small with few comPanies in b€tween.
The large companies wilt be tIuly global in scope with offices around the world. Such
companies will offer an exkaordinarily diverse range of services and Ptoducts through
legions of personnel. The small companies witl occuPy market niches; sPecialists or boutiques offering highly personalized services on a more or less local or regional basis However, Iike all general rules, theie will be exceptions.
It is within this envilonment that Real Eslrae Issues is constantly seeking to define
itself. Like any iournal, REI must steadfastly maintain its rclevance to a changing world.
This challenge is complicated not only by the factors mentioned above but also by the
nature ofcounselin8 itself. Counseling is a PrEess; it is not a disciPline. Yet, the Process of
counseling necessarily involves skillsets and knowledge of one or more hiShly sPecialized disciplines. As a joumal, REI must not only maintain quality on an intellectual level
but it must appeal to its diverse readers by being relevant, intercsting, and useful.
As editor in chief of R.rl Estal. Issu.s, it is incumbent uPon me to articulnte a visionboth long- and short-term. While relevance is always the ultimate obi.ttive. I have set
forth the rotlowing additional goals for 1999: conhnue to imPrcve the quality of manuscripts published and the iournal in its enti.etyi increase the flow of manuscriPts; and
develop strategies to increase circulation.
In executing this plan, we have changed the aPPearance ofREl. ln the futurc, we Plan
format changes such as adding various dePartments; a Letter to the Editor section; cosponsoring certain issues with other organizations, comParues, or universities; and intro_
ducing a refined advertising program. However, one of the most tangible and PerhaPs
most important measu!€s of a joumal is the quality of its content. The Editorial Boad and
I are especiatly proud of our efforts to make each issue better than the last. We invite you
to enioy the Summer issue by readint articles authored by some of the leading thinkerspractitioners and academicians---of our industry.
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partner with othe! oBanizations in worthE'hile Proiects. It also undersaores the commitment of R?r, Eslrl.Issues to maintain link with the academic community and to assisl real
estate practitioneN in brid8in8 the gap between the university and aPPlied theory
The march to the Millennium continues to be punctuated by change. Change is as
penetrating and far reachint as it is raPid. The Information Revolution or the Second
Industrial Revolution, as it is sometim(s called, is causing experts to rethink traditional
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When oil pipcline leak occur over a long perit of time and
a plume of petroleum product infiltrates the groundwatet it

may cause contahination to drinking water wells nearby.
Once this is detected, prope.ty values of affected residences
can drtrease markedly. This case study quantifies the price
discounts in a rural Ohio neighborhtxd ofabout 100 homes.
ln addition to offering tobuy the affected homes, the pipeline
owner se't forth several market- supporting inducements to
other propertv owners in the neighborhood who wished to
stay. This study also estimates how much thenegotiated settle.
ment package affects the sales price.
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The Intemal RevenueService (lRS) Restructuringand Reform
Act of 1998 was signed into law by President Clinton on July
22, 1998- The law is far-reaching; multi-functionalj surprisingly complex; and it affects a broad Goss-sertion of taxpayers in a variety ofsignificant ways. Ifrealeitate invr'stors are
to maximizeafter-tax profits and maintain appropriate levels
incom.-.prGlucing actiyities.
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Maior LeaFue Baseball stadiums and NationalFurtball t eague
stadiums rarely sell independently of the team franchise.
Nevertheless, when new stadium construction or maior renovation is proposed, or when departure of thc t!.nant team is
threatl]nr\l,both feasibilityanalysisand market valuation are
n(\cessary. This requires the identif ication ()f markrt rent. That
mulel is prcsented here, together with reaffirmation of the
importance of a winning record as a positive influence on
home attendance, ticket sales revenues, and stadium rental
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the relatively traditional to the higNy creative and complex.
Counselors with tax credit experience or a track record developing and/or managing multi-family housing havea unique
opportunity to help resolve some of the challenges facing
u nder-performing ta)( Gedit proirts.
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THE BALLARD AWARD MANUSCRIPT SUBMISSION INTORMATION
The REI Ediloial Bosnt is acccpting manurripts in competition for the 1999
Wiltiam S. Balla rd Award. A ll articles published in REI during the 1999 ca lendar ),ear wdl be eli8ible f(,r consideration, including m€mber and non-member authors. The 55m cash award and plaque is pr€sent€d annuallv ea.h spnn&
during Th€ Courl.selors' Midvear Meetints to theauthor(s) whose manus(ript
b€st exemplifies the hith standards ofcontent maintained in theFumal. The
rEcipient is s€lected bv a thrce-person subcommitte€ compris{d of memb€rs
of The Couns€lors of Real Eslare- (The 1999 lecipient wiU be honored at The
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Real Estate, continued

I

lames M. Costello
Anecdotal evidence su88ests that the market for neighborhood and community center sPace is very different from that
for regional and power center space. Frequently, commentary treats the fiErket for retail sPace as a single entiry These
differences suggest that any analysis of retail space should
examine the history of individual property t!?es rather than
a single retail category
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tain, imprecise, and incomplete information, trust looms
large. Those investors and strvice Providers whounderstand

the role of trust and effectively embtace the concePt oftrust
in their real estate involvements can achieve performance
significantly superior to those who do not.
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change in the 1990s. This manuscript provides a PersPective
on the capital market's impact on RElTs, including recent
developments and the likely future of the indusk-v The author predicts that the successful REITs of the futule will be
those that develop llexibleand coherent strate8ies toaddress
the challenges presented bv shiftin8 markets.
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trcmendous tumaround
in profitability during the 1990s. The imProvement in market fundamentals and changes in te(hnology have had strong
impacts on every property's financial statement. This articles
a

primeron somc important areas forcounselors to
evaluate the performance of l(xlSing facilities.
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Real estate capital markets have undergone fundamental
The articles/submissions printed hercin rePresent the oPinions of the
authors/contributors and not necessarilv thos€ ofThe Counselors of Real
Estate or its members. The Counselors assumes no responsibility for the
opinions expressed by thecontributo6 to this Publication whether or not
the articles/submissions are siEned.
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U.5. Iand investment in the early years of the 21" century
will be different from $'hat we kn()\a todav After describing
the basic elements of risk and related strategies Present in
land investment, the authors rc1ie\a'rc(ent history to s€e how
land investment has changed over the Past 1Gl5 years. Finally, they look ahead five to l0 years and Predict which of
today's practices and Pattems may change as well as the re_
sulting affects on refums and invL'stment strategies.
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As the adage goes, "the only constant is change." For 24 years,
ReaI Estate Issues has been a constant source of ideas, insights, and methods,
assisting industry experts in meeting the challenges of a changing market.
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Why not give the gift of a REI subscription to a colleague or
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(Spring, Summer, Fall, Winter). Place your order today!
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as well as leaders of government and
academia who provide expert, objective
advice on complex real propertv situa-

tions and land-related m.1tters.
Membership is selective, extended
bv invitation only on either .1 sponsored
or self-initiated hasis. The CRE Desig-

nation (Counselor of Real Estate) is

awarded to all memben in r(ognition
of superior problem srrlving abilitv rn
various areas of specialization such as
lititation support, asset management,

valuation, feastbility studies,,rcquisitions/disposihons and gener.rl analysis.
CREs achieve rcsults, acting in key
roles in annual transactions and/or real
estate decisions valued at over $41.5 bilIion. Over 300 of the Fortune 500 companies retain CREs for advice on real estate
holdin8s and investmcnts. CRE clients in-

clude public and private property own-

Eni

ent Thto ugh N ehD o rking,
Edu c ation tr' Publ ic atio,t s
Networking continues as the hallmark of
The Counselor organization. Throughout
the year, protrams prcvide cutting-edge
educational opportunities for CREs including seminars, workshcrps, technology sessions, and business issues forums
that keep members abre.lst of leading industry t ends. Meetings on both the local and national levcls also promote interaction between CREs and members
from key user groups including those

payable toThe Counselors of Real Estate

0 Mastercard

D Am.Exp.

firms

care facilities, and delelopers-

0

Discover
Exp. Date

SiBnature

Name
Company
Address
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tate, financial, legal and accounting

nancial institutions, pension funds and
advisors, govemment institutions, health
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The Counselors of Real Estate, established in 1953, is an intL'rnational
group of high profile profi'ssionals including members of prominent real es-

ers, investors, attomeys, accountants, fi-
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ABOUT THE COUNSELORS

selors' tri-annual award-winning joumal
Recl Esrak /sstes which offerc decisive reporting on today's changing real estate
I

industry. Recognized leaders cont bute
critical analyses not otherwise available

on important topics such.ls institutional
investment, sports and the community,
real estate ethics, tenant representation,

break-even analysis, the cnvironment,
cap rates/yields, RElll;, and capital formation. Members.-rlso bcnefit fnrm the

bi-monthly member newsletter, T[t,
Counselot, and a rvide range of books
and monographs published by The
Counselor orBnniz.rtton. A maior
plaver in the technological revolution,
the CRE regrlarly accesses the most advanced methodologies, techniques and
computer-generated ev.lluation proce-

and fiduciary responsibility of the clientcounselor relrtionship.
The extensive CRE nctwork stays a
step ahead of the ever-changing, reai estate industry by reflecting the diversity

of all providers of counseling services.
The membership includes industry experts from the corpor.-rte, legal, financial,
institutional, appraisal, academic. govemment, Wall Street, management, and
brokerage sectors. Oncc invited into
membership, CREs must adhere to a
strict Code of Ethics and Standards of
Professional Practice.

dures available.
What is a Counsclot of Real Estate (CRE)?
A Counselor of Real Estate is a real estate professional whose primary business
is providing expert advisory services to
clients. Compensation is often on an

hourly or total fixed fee basis, although
partial or total contingent fee arrange-

Usels of Cowrseling Semices
The demand continuq; to incrcase for ex-

pert counseling services in real estate
matters worldwide. Inshtutions, estates,
individuals, corporations and federal,
state and local goverrunents have recognized the necessity and value of a CRE's

obiectivity in providing advice.

ments arc sometimes used. Any possibility of actual or perceived contlict of
interest is resolved before acceptance of
an assignment. In any event, the Counselor places the intercsts of the client first

CREs sergice both domestic and foreign clients. Assignments have been accepted in Africa, Asia, the United Kingdom, the Caribbean, Central and South

and foremost in any advice provided,
rctardless of the method of compensa-

CREs have been instrumental in assisting the Eastem European Real Property

hon. CREs have acquired a broad range
of experience in the real estate field and
possess technical competency in more
than one real estate discipline.
The dient reles on the counselor for
skilled and objective advice in assessint the
clienfs real estate needs, implying both
trust on the part of the clicnt and trustworthiness on the part of the counselor.
Whether sole practitioners, CEOS of
consulting firms, or real estate depart-

Foundation create and develop private
sectot market-orient.d real estate institutions in Central and Eastern Europe

ment heads for major corporations,
CREs are seriously committed to apply-

int their extensive knowledge and resources to crdft real estate solutlons oi
measurable economic value to clients'
businesses. CRES assess the real estate
situation by gathering the facts behind
the issue, thoroughly analyzing the collected data, and then recommending key
courses of action that best fit the client's
goals and obiectives. These real estate
professionals honor the confidentiality

America, Europe and the Middle East.

and the Newly Independent States. As a
member of The Counselor organiz-ahon,
CREs have the opportunity to travel and
share their expertise with real estate practitioners from several developing coun-

tries including Poland, Hungary, Bulgaria, Ukaine, Czech Republic, Slovak
Republic, and Russia as they build their
leal estate businesses and develop standards oI professional practice.
Only 1,100 practitioners throughout
the world carry theCRE Designation, de.
noting the highest rccotnition in the real
estate industry. With CRE members averaging 20 years ofexperience in the real
estate industry, individuals, institu tions,

corporations, or government entities
should consider consultint with a CRE
to defineand solve theircomplex real estate problems or matters.BEl
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