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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

1. Initial project cost, which is equal to the full
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head State Unioersity. Ee is o certified public a.countont,
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The IROR used by real estate deuelopers
may be confusing to those who are familiar
with the IROR used to mahe corporate
inuestment decisions.

by Leonard Sliwoski

REAL ESTATE ISSIJES SPzuNGJSIJMMM I99I Intemol Rote ol Retum in Commerciql Reql Estate Tronsqctions {3

I



cost of the purchased assets whether they are
financed with debt or equity.

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

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

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

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

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

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

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

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

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

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

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

Dayments)
= cash flow available lor distribution

Income taxes are computed as follows

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

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

mined as follorvs:

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

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

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

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

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

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

WHATEVEB
HAPPENED TO
RENT?

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

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

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

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

The adequacy or inadequacy of rentals was re-
lated to the kind of property that was developed and
its quality. For example, during the 1970s, multi-
family residential properties did not typically pro-
duce rental increases that were equivalent to the
level of increases in the consumer price index. On
the other hand, because of a heightened demand for
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The excess supply and decline in ualue of
real estate are directly related to the
decline in importance of rental income.
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the developer's required ROE, it also will lead to a
sound decision. Although the differences in computing
the two IRORs initially may be mnfusing, they should
be understandable when considered in light of the h-
nancia.l environments and funding sources associat€d
with large corporations and commercial rea-l estate
developers.
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