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The Cornell Real Estate Council (CREC) is the largest
university-based network of real estate professionals
in the country, a sponsor of the Cornell Program in
Real Estate, and open by invitation only to real estate
industry leaders. Now entering its fourth decade, the
CREC is dedicated to advancing real estate education
and outreach, and is the founding sponsor of the
Cornell Real Estate Review.

Cornell Real Estate Council members also play a vital
part in ongoing real estate activities through the
invitation to participate in symposia, deliver lectures,
meet with students to offer industry perspectives
and case studies, meet with prospective real estate
students, serve as a job network for summer and
permanent positions, and more. Members, who span a
range of fields within the industry, also serve Cornell
University as a source of expertise in many areas of
interest such as investment advice for endowment,
planning and property development, student housing,
and more.

The CREC also sponsors the Annual Cornell Real Estate
Conference. The conference, typically held over
two days in early October, brings together industry
professionals and academics who share a common
interest in the real estate industry and advancing its
future leadership.
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What is Public Use?
Eminent Domain and the Kelo Decision

by John F. McDonald
Center for Urban Real Estate
University of Illinois at Chicago

This paper discusses the concept of public use following the Supreme Court decision
in the eminent domain case of Kelo v. City of New London. The majority of the
Court now equates public use to public purpose and approves of the Connecticut
local economic development statute. The Kelo decision has generated considerable
controversy. It is suggested that one approach to the resolution of the issue is the
application of the economist’s dual tests for the efficacy of public intervention in
the private economy—existence of market failure and benefits that exceed costs.

The decision of the U.S. Supreme Court in the case of Kelo v. City of New London (June
23, 2005) holds that municipalities may use the power of eminent domain to implement
an economic development plan that is fully consistent with state statute. This ruling has
induced a widespread backlash in the U.S. Congress and elsewhere that may ultimately
produce legislation that would limit the use of eminent domain for economic develop-
ment projects.

Several states—including Arkansas, California, Florida, Illinois, Kentucky, Massa-
chusetts, Montana, and South Carolina—already limit the use of eminent domain for
this purpose. For example, Illinois limits use of eminent domain to projects that would
eliminate blight. It would seem that more states will follow suit. In Connecticut Gover-
nor Rell has endorsed a moratorium on eminent domain seizures even though the New
London project had complied fully with Connecticut law.

The Kelo case has brought the issue of eminent domain back to prominence. The
Takings Clause of the Fifth Amendment to the Constitution states “...nor shall private
property be taken for public use without just compensation.” This Clause raises two
issues; what is public use, and what is just compensation? The purpose of this paper is
to review the economics of public use. It is fair to say that the vast majority of the lit-
erature on eminent domain is devoted to the issue of just compensation, and takes the
public use for granted.! However, the Kelo case hinges on the definition of public use

1 Recent literature on just compensation includes Fischel (1995) and Innes (1997). Much of the recent
literature explores the problem of just compensation when the developer of land knew that there was some
chance that the property would be acquired through eminent domain at some point in the future, an issue
first raised by Blume, et al. (1984). The empirical literature on the actual amounts paid in eminent domain
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and raises the question, how broadly should this definition extend? The City of New
London contended that the economic development plan would produce new jobs and
increased tax revenue for the municipality.

Two fundamental and familiar economic principles are involved in the use of emi-
nent domain for economic development purposes: market failure and economic effi-
ciency. Eminent domain can be considered if the market fails to produce an efficient
allocation of land to its alternative uses. The principles of cost-benefit analysis should be
used to determine, as best one can, whether the benefits of the proposed development
exceed its opportunity costs. The fact that someone has attempted to assemble land par-
cels (and failed) does not necessarily mean that benefits exceed costs for society. The test
should not just be whether the proposed project has benefits.

Furthermore, it is argued that the benefits and costs that are relevant pertain to resi-
dents and property owners in the governmental unit that bears the cost of the project.
In the case of the New London project the cost is borne by the State of Connecticut. An
earlier version of this cost-benefit was applied to local land-use allocation decisions in
McDonald (2001).

Public Use

The various categories of public use can be enumerated and arranged into a rough
hierarchy of “publicness”, as follows:

¢ Traditional public uses such as public schools, highways, parks, and so on.

¢ Use for common carriers, such as railroads, that are available to the public. Com-
mon carriers include telephone, telegraph, pipeline, and irrigation companies.

¢ Elimination of blight, where there are significant negative externalities in land use
and important social costs that affect the residents, as discussed by Rothenberg (1967).
For example the Court identified Berman v. Parker (1954) as a precedent to the Kelo case.
In this case the Supreme Court decided that not all of the property in an urban renewal
project must be blighted, but that non-blighted property could be included if necessary
to the overall success of the project.

¢ Pursuit of other clear public purposes, such as the reduction in the concentration
of land ownership in Hawaii (Hawaii Housing Authority v. Midkiff (1984)). The Court also
relied on the Midkiff decision in the Kelo case.

* Economic development projects that produce new jobs and tax base for the com-
munity—a public purpose. Numerous examples can be cited. A prominent case is Po-
letown Neighborhood Council v. City of Detroit; a project that involved use of eminent do-
main for the acquisition of a large residential area to build a new General Motors plant.
The 1981 decision of the Michigan Supreme Court permitted this project to go forward.
However, the Michigan Supreme Court overruled the Poletown decision in 2004 in the
case of County of Wayne v. Hathcock on the grounds of preserving both individual prop-
erty rights and the role of the judicial branch as the expositor, not creator, of law. Critics
of the original Poletown decision also have shown that the actual benefits of the project
fell far short of the projections.

acquisitions compared to market valuations consists of Munch (1976), Guidry and Do (1998), and Claure-
tie, et al. (2004). These studies show that government appraisers pay more on average than the market price
by 5 percent to 27 percent, perhaps to avoid costly litigation. Munch (1976) found that high-value properties
receive more than market value and low-valued properties receive less than market value.
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States have the authority to determine by statute the breadth of the definition of
public use, and as Justice Stevens states in the Kelo decision, “The Court declines to
second-guess the wisdom of the means the city has selected to effectuate its plan.”

While the Court declines to second-guess both the State and the city, if society is go-
ing to use eminent domain for such purpose, how should it proceed? It will be argued
here that either the State or the city should impose strict market failure and cost-benefit
tests to determine whether a proposed project rises to the level of public use.

The Kelo Decision

In 2000 the City of New London adopted a development plan for its Fort Trumbull
area that was expected to generate 718 to 1,362 permanent jobs, increase property tax
and other revenues, and revitalize the downtown and waterfront areas of the city. A
state agency had declared the city to be economically distressed in 1990. The precipi-
tating event for the development plan was the closing of the Naval Undersea Warfare
Center of the U.S. Navy in 1996, a facility that had employed 1,500 people. The New
London Development Corporation (NLDC), a private, non-profit entity established by
the city to assist in economic development efforts, was activated and received autho-
rization from the State of Connecticut to issue bonds to support planning activities. In
early 1998 Pfizer, Inc. announced plans to build a $300 million research facility adjacent
to the Fort Trumbull site. The NLDC planners welcomed this development as a possible
anchor for their project. NLDC held a series of neighborhood meetings, and received
approval from both the city and the state for a development plan for 90 acres of the Fort
Trumbull area.

The Fort Trumbull area is located on a peninsula that contains the former naval fa-
cility and 115 privately owned properties. The development plan provided for a water-

front commercial area, a residential area, a facility for research and development enter-
“...either the  prises (adjacent to the Pfizer property), a marina, office buildings, retail space, and park-
State or the city  ing. A portion of the former naval facility also has been converted to a state park. This
should impose plan was approved in January 2000 and the city authorized NLDC to purchase property
strict market  Or acquire property through eminent domain. NLDC proceeded to purchase most of the
failure and cost-  real estate in the 90-acre area. However, negotiations with some private owners broke
benefit tests to  down so NLDC initiated condemnation proceedings in November 2000.

T e T Susette Kelo and other property owners brought action in the New London Supe-

a proposed project
rises to the level of
public use.”

rior Court in December 2000 on the grounds that the taking of their properties violated
the public use clause of the Fifth Amendment. The Superior Court granted a permanent
restraining order against taking of some of the parcels, but denied relief for the other
parcels. The case was appealed to the Supreme Court of Connecticut, which ruled that
all of the proposed takings were valid. The Court ruled that the takings were in accor-
dance with the state’s economic development statute, and that economic development
is a valid public use under both the Federal and State Constitutions.

Three dissenting justices would have imposed a higher standard for takings for

economic development in that the city had failed to produce “clear and convincing evi-
dence” that the economic benefits of the plan would actually be produced. These jus-
tices fell short of calling for a full cost-benefit analysis, but clearly they were moving in
that direction. The US Supreme Court agreed to hear the case to determine whether eco-
nomic development is public use under the Fifth Amendment. Justice Stevens wrote the
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opinion for the Court, and Justices Kennedy, Souter, Ginsburg, and Breyer concurred.
Justice O’Connor filed a dissenting opinion, with which Justices Rehnquist, Scalia, and
Thomas concurred. Justice Kennedy filed a concurring opinion, and Justice Thomas
filed a dissenting opinion.

The majority opinion begins by noting that the Court long ago decided that public
use is best interpreted as public purpose. In Strickley v. Highland Bay Gold Mining Co.
in 1906, Justice Holmes wrote of “...the inadequacy of use by the general public as a
universal test.” The Court therefore examined whether the economic development plan
serves a public purpose. The Court (Kelo v. New London, p. 12) states:

“For more than a century, our public use jurisprudence has wisely eschewed rigid
formulas and intrusive scrutiny in favor of affording legislatures broad latitude in de-
termining what public needs justify the use of the takings power.”

A principal precedent is Berman v. Parker in 1954, in which the Court held that a re-
development project in Washington, DC could use eminent domain to acquire property
within the project area that was not blighted. The unanimous opinion of the Court in
Berman was that the redevelopment area “...must be planned as a whole.” In Kelo the
Court cites the comprehensive nature of the New London economic development plan,
the extensive review in accordance with State Statute, and the limited scope of their re-
view to conclude that the public use requirement of the Fifth Amendment is satisfied.

The Petitioners in Kelo argued that economic development does not satisfy the pub-
lic use requirement, however the Court rejected this contention based on several prec-
edents including Berman. Petitioners also argued that takings for such purpose should
require “reasonable certainty” of the expected benefits to the public. The Court rejected
this argument by stating (Kelo v. New London, p. 17):

“When the legislature’s purpose is legitimate and its means not irrational, our cases
make clear that empirical debates over the wisdom of takings —no less than debates
over the wisdom of other kinds of socioeconomic legislation—are not to be carried out
in the federal courts.”

The Court concluded by noting that use of the takings power for economic devel-
opment purposes is a matter for legitimate public debate and that other states restrict
the use of eminent domain. For example, California law states that the takings power
for economic development projects can be used only in blighted areas. Nothing in the
Court’s ruling prohibits a State from placing restrictions on the takings power that go
beyond the federal standard.

Justice O’Connor’s strongly worded dissent has been widely cited. In her opinion
the Kelo decision in effect sanctions the use of eminent domain to transfer property from
one private owner to another. Her dissent is captured well in the following (Kelo v. New
London, O’Connor, J., dissenting, p. 8):

“In moving away from our decisions sanctioning the condemnation of harmful

property use, the Court today significantly expands the meaning of public use. It holds
that the sovereign may take private property currently put to ordinary private use, and
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give it over for new, ordinary private use, so long as the new use is predicted to generate
some secondary benefit for the public—such as increased tax revenue, more jobs, maybe
even aesthetic pleasure. But nearly any lawful use of real private property can be said to
generate some incidental benefit to the public. Thus, if predicted (or even guaranteed)
positive side-effects are enough to render transfer from one private party to another
constitutional, then the words “for public use” do not realistically exclude any takings,
and thus do not exert any constraint on the eminent domain power.”

“In [Justice Justice O’Connor further states that the Court abdicates its responsibility in calling
0’Connor’s] opinion for the States to place appropriate restrictions on economic development takings. She
the Kelo decision  worries that the impact of the Court’s ruling will be to harm people with relatively few

in effect sanctions  resources and benefit those with influence and power. In short, a taking for the purpose

the use of eminent  ©f transferring ordinary property from one private owner to other private owners for

domain to transfer
property from one
private owner to
another.”

economic development purposes is unconstitutional. However, it is apparent that the
use of the economist’s tests of market failure and benefits in excess of costs would in-
deed exclude many takings.

The reaction in Congress to the Kelo decision was swift. Bills were introduced in
both the Senate and the House to limit the use of eminent domain for economic de-
velopment purposes. The bill introduced in the Senate (S. 1313, June 27, 2005) cites the
dissent by Justice O’Connor, and specifies that “...public use shall not be construed to
include economic development.” The proposed Act would apply to all exercise of emi-
nent domain power by the federal government and all exercises of eminent domain by

state and local government through the use of federal funds. Two bills were introduced
in the House. One bill (H.R. 3315, July 14, 2005) proposes an amendment to the Hous-
ing and Community Development Act of 1974 to prohibit the use of eminent domain
by state or local government to obtain property for commercial development by private
persons. The other bill (H.R. 3135, June 30, 2005) is similar to the bill introduced in the
Senate by prohibiting use of eminent domain for economic development by the federal
government, and would deny federal funds to state or local governments that use emi-
nent domain for economic development. None of these three bills has been passed by
both houses of Congress as of this writing.

Economic Principles and Eminent Domain

Economists have much to contribute to the debate over eminent domain. In gen-
eral economists believe that government intervention in the economy is justified if,
and when, the market fails to produce an efficient allocation of resources and it can be
shown that intervention will lead to an improvement in efficiency. As Milton Friedman
and George Stigler argued for many years, the fact that the market outcome is inefficient
does not necessarily mean that intervention by the public sector will improve the alloca-
tion of resources. The market failure test is similar to the “but for” test that is discussed
in legal and planning literatures. Conservative and liberal economists differ in their
views regarding how frequently the market fails and how likely government interven-
tion will be beneficial, but most of them agree with the general idea.?

This section discusses basic economic models of the urban land market to determine
the conditions under which these general standards are met. The models are based on
earlier work by Munch (1976), Eckart (1985), Buchanan and Yoon (2000), and McDonald
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(2001). But first it is worth noting that government intervention in the urban market is
pervasive. With the exception of Houston, all major cities in the U.S. have zoning ordi-
nances that specify in some detail the permissible use of every parcel of land. Zoning
is based upon the police power of local government to protect the health and safety of
the public and stems from the Supreme Court decision in 1926 in the case of Euclid v.
Ambler Realty. In other words, the private market has produced an outcome that calls
for regulation. Further, it is generally recognized that compensation is not required if
a zoning ordinance causes a reduction in the value of an owner’s land. It is also worth
noting that most of the activities of local government involve the provision of public
goods and services—goods and services that are publicly provided because the market
would undersupply them. Those goods and services include education, hospitals and
health care, transportation (streets and highways, public transportation), public safety
(police, fire protection, public health), parks and recreation, community development
(planning, water, sewerage, solid waste management), and other local infrastructure.
In short, local government is largely in the business of addressing market failures and
taking action that improves the allocation of resources.

The economic model of eminent domain is the subject of the seminal article by
Munch (1976), who began by noting that, because of the just-compensation provision,
eminent domain may be interpreted as a limitation on police power. Munch (1976, p.
475) stated that the economic efficiency argument for eminent domain stems from its
advantage over the free market in assembling land under single ownership. While use
of eminent domain is often not for the purpose of land assembly, the example in the
Kelo case fits Munch’s purpose precisely.

The Munch (1976) model is shown in Figure 1. Land parcels are assumed to be
homogeneous, but the reservation price of the sellers in a locale varies because some
sellers are not selling at the margin. The distribution of reservation prices is skewed to
the right, with the current market price as the lowest reservation price. Neutze (1987)
and Evans (1999) provide a more detailed analysis of this phenomenon. Consequently
the supply curve of contiguous parcels of land for assembly is positively sloped, and
is shown as MCa. The supply curve of scattered parcels is perfectly elastic, and shown
as MCm. Supply curve MCa is based on the assumption that the buyer will pay the
reservation price to each seller, and no more. If the buyer cannot determine the reserva-
tion prices of the sellers, then MCa is the average cost of land at each quantity, and the
marginal cost of land is MCb. The value of the marginal product of assembled land is
assumed to be negatively sloped in the relevant range, and is shown as VMP. VMP is
the long-run demand curve for land because the purpose of land assembly is to install
new capital on the land.

Munch (1976, p. 476) states that

“If the project has some minimum feasible size, the demand curve will be discon-

2 One prominent economist who disagreed with these ideas is F. A. Hayek, who thought that the “road to
serfdom” involved social planners who try to maximize some concept of social welfare. Rather the purpose
of government should be to supply public goods and to ensure personal freedom through a constitution of
liberty and the rule of law rather than men. His proposal for “town planning” and use of eminent domain
is interesting. He recognized that urban life is subject to market failure in the form of neighborhood effects
— especially negative ones. His idea was to invest some portion of property ownership in a higher planning
authority. This authority would be armed only with the power of eminent domain that he called expropria-
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Quantity of Assembled Land.
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tinuous at the corresponding number of parcels. If assembly of dispersed ownerships
into one unit permits the internalization of externalities, there may be increasing returns
to scale, implying an upward-sloping demand schedule over an initial range. The shape
of the demand curve may affect the conclusion but not the method of analysis of the
respective welfare costs of the free market and eminent domain.”

It is argued below that these considerations do indeed affect the conclusions.

The intersection of MCa and VMP shows the efficient quantity of land assembly
(L1), assuming that resources in the rest of the economy are allocated efficiently.® If
there is competition among sellers on alternative sites, the market for land will produce
the efficient outcome. However, if perfect substitutes for some parcels do not exist, then
some sellers can capture monopoly rents. In addition, a holdout problem can exist if
land is assembled sequentially (as is usually the case). If some parcels have already
been acquired, then the owners of the contiguous parcels have a bargaining advantage

tion at fair market value. Hayek (1960, pp. 350-1) put is as follows:

The main practical difficulties arise from the fact that most measures of town planning will enhance the
value of some individual properties and reduce that of others. If they are to be beneficial, the sum of gains
must exceed the sum of losses. If an effective offsetting is to be achieved, it is necessary that both gains and
losses due to a measure accrue to the planning authority, who must be able to accept the responsibility of
charging the individual owners for the increase in value of their property (even if measures causing it have
been taken against the will of some of the owners) and of compensating those whose property has suffered.
This can be achieved without conferring on authority arbitrary and uncontrollable powers by giving it only
the right of expropriation at fair market value.
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because of the high cost of the buyer’s shifting to an alternative locale. If the net effect
is to raise the supply curve above MCay, then the market produces an inefficiently small
assemblage of land. The holdout problem is a failure of the market to be efficient.

The private market may produce an inefficient outcome, but Munch (1976) argued
that the use of eminent domain may not produce an efficient allocation either. If just
compensation is taken to mean market value as established by actual market transac-
tions, then MCm will be seen as the supply curve. The buyer will opt for the quantity at
which MCm intersects VMP, producing an assemblage of land that is inefficiently large
(L2). The welfare loss from this outcome may be larger than the welfare loss produced
by the market failure. Munch (1976, p. 480) then points out that, under eminent domain,
if the court awards an amount less than the seller’s reservation price, the seller has an
incentive to offer the buyer the amount MCa minus MCm to prevent the taking of the
parcel. Then MCa is the effective marginal cost of land to the buyer, and the efficient al-
location is achieved. Munch (1976) reached the Coasian conclusion that, in the absence
of transactions costs, the efficient allocation is achieved either with the free market or
with eminent domain. However, in the presence of transactions costs, the relative effi-
ciency of the free market and eminent domain is ambiguous.

As noted above, it shall be argued that the model shown in Figure 1 omits critical
elements that represent the reasons for land assembly, namely economies of scale and
agglomeration economies. The idea is that the output produced on the assembled land
is greater than the sum of the outputs produced by the individual parcels, and that the
value of the marginal product of land may rise in the relevant range. This notion has
been explored in the context of land-use zoning by McMillen and McDonald (2002).
Suppose that the supply curve of land is positively sloped, as Munch (1976) assumes.
Land parcels in a particular locale are arrayed in Figure 2 in order of the reservation
price. Given that the land parcels are arrayed in that order, the curve representing the
value of the marginal product of each parcel (when added to the assemblage) can as-
sume many shapes, including a jagged, discontinuous function. The shape of the VMP
curve depends upon the nature of the development and the exact location of each parcel
in the assembled development. Munch (1976), as shown in Figure 1, assumed that the
VMP of the parcel was negatively related to its reservation price. In Figure 1 the first par-
cel assembled has a low reservation price and a high VMP, while the last parcel added
has a high reservation price and a low VMP (equal to the reservation price). Under these
assumptions the buyer can start to assemble land with the marginal cost less than the
value of the marginal product. A profit is made even if the buyer is unable to assemble
less than the efficient quantity of land. The critical feature of Figure 1 is that the VMP
curve intersects the MCa curve from above.

In other words, the town planning authority would have no budget, just the power to purchase and sell
property — including the use of eminent domain. Such an authority could undertake economic development
projects in which property is purchased, sites prepared, and sold to developers. But only projects in which
the authority at least breaks even would be undertaken. The authority would have no “higher” social goal
than breaking even in its real estate transactions and other activities.

3 The assumption of efficient allocation in all other markets is relaxed in the next section. It will be assumed
that there is unemployment in the labor market and that local tax payers do not pay taxes equal to the cost
of local public goods and services consumed.
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One important case of the VMP curve is shown in Figure 2. In Figure 2 the value
of the marginal product of assembled land starts at the MCa level (equal to VMP in the
current use), and rises slowly and then more sharply as more land is assembled. Two
cases are shown. With curve VMPa land assembly pays off once a sufficient quantity of
land is assembled. The value of the total product of land exceeds the total cost of land
when the area under the VMPg curve exceeds the area under the MCga curve. The effi-
cient quantity of assembled land is found where VMPa intersects MCa from above (L*).
However, with curve VMPp land assembly does not pay enough, given its cost. The es-
sential difference between land assembly in Figure 2 with VMPa, compared to land as-
sembly in Figure 1, is that assembling a portion of the efficient quantity will likely mean
a loss for the buyer. The first parcels that are acquired cost more than the value of their
marginal products, but these parcels are acquired because subsequent acquisitions will
pay off with large VMP. In effect the buyer is faced with a risky “all or nothing” proposi-
tion. Given that many things can go wrong with the private market acquisition process,
buyers and their financial backers may decide to forgo the opportunity represented in
Figure 2. The market may fail because the risk is too great. But eminent domain can
eliminate, or at least substantially reduce, the risk by guaranteeing that all of the re-
quired land can be acquired at a price that does not exceed the reservation prices of the
individual parcels. As Munch (1976) has shown, land assembly under eminent domain
should not go beyond the point at which the reservation price at the margin equals the
value of the marginal product of land.

Therefore Figure 2 (with VMPa) depicts market failure and a case in which the ben-
efits of land assembly exceed its cost. This is the case in which a little land assembly
is not profitable, but a larger assemblage captures either economies of scale for an in-
dividual enterprise (e.g., a large production facility) or agglomeration economies that
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benefit several enterprises (e.g., a shopping center). A useful test of market failure thus
might include an examination of whether a little land assembly is not profitable, but
a much larger assemblage is profitable. This test would be coupled with an examina-
tion of whether the buyer is having extreme difficulty assembling critical parcels in the
private market. The argument for the use of eminent domain is considerably less com-
pelling in the situation depicted in Figure 1. The buyer may not be able to achieve the
efficient assemblage of land, but is not at risk of incurring a loss if the assembled land
falls short of something close to the efficient quantity. Furthermore, the buyer is accu-
mulating expected profits as land assembly continues, and therefore in principle has the
means to continue with land acquisition. These suggestions amount to strict standards
for the use of eminent domain for economic development purposes.

Eckart (1985) took the analysis of land assembly a step further by using game theory.
Eckart assumes a situation in which land acquisition by the buyer is an “all or nothing”
proposition and is clearly economically efficient. The buyer makes an offer to the land
owners on an all-or-nothing basis, and the owners respond with counter offers. In Eck-
art’s model it is quite possible that the buyer rejects the counter offers and walks away
from the project. One of Eckart’s results is that the counter offer will be lower if the own-
ers collaborate on formulating that offer rather than engage in independent bargaining.
A related result is that, with independent bargaining, the owner of the larger parcel of
land makes a lower counter offer, because that owner has a larger impact on the price of
the entire parcel. The owner of a small parcel makes a high counter offer because, as the
owner sees it, this action will have little effect on the total purchase price. If all owners
are small owners, the counter offers will likely be high, which will lead to a rejection
by the buyer. Eckart’s approach is purely theoretical, but shows that market failure is a
likely outcome provided that the project is subject to indivisibility (land of several own-
ers must be acquired or there is no project), and if land acquisition becomes a bargaining
game between the buyer and the multiple owners (especially owners of small parcels).
Eckart (1985) did not discuss eminent domain, but his model clearly provides a ratio-
nale for use of the takings power. Strange (1995) extended Eckart’s model by adding a
Bayesian model of the owners’ beliefs about the value of the project to the buyer.

Buchanan and Yoon (2000) take a somewhat different approach.. Their analysis of
the “anticommons” problem shows that, when several parties have the right to exclude
someone from using a resource, that resource will be inefficiently utilized. Their model
assumes that the user of the resource will have market power, and a Nash equilibrium is
established.? Buchanan and Yoon (2000) used a Bertrand-type model where the parties
with the right to exclude users, set the prices. A version of the Eckart-Buchanan-Yoon
approach can be developed in reasonably simple form.

Following Eckart (1985), suppose that a potential buyer must acquire two adjacent
parcels (i.e. the development is indivisible) and that he makes an offer of P* for both par-
cels. Under economies of scale or agglomeration economies, the value of the two parcels
to the buyer is n > P*. The value of the parcels to the buyer is a random variable that is
unknown to the owners. The two parcels are identical and each owner is offered P*/2,
an amount that is at least equal to the market value of each parcel if sold separately.
Thus the allocation of the land to the buyer is clearly efficient. The parcel owners make
independent counter offers. If the total of the counter offers is P*, the buyer accepts with
probability 1.0. If the total of the counter offers is greater than P*, the probability that the
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buyer will accept is less than 1.0, and if the total counter offer equals P the probability
of acceptance is zero. While nt is a random variable unknown to the owners, the owners
are assumed to know that n cannot be greater than P.

Assume that the probability of acceptance by the buyer can be written as:
©=1-[(P1+P2-P*/(P-P¥];
Pr=1if (P1+P2)=P* Pr=0if (P1+P2)=P
where P1 and P2 are the counter offers of owners 1 and 2.
Under Bertrand duopoly theory, each owner is assumed to formulate a counter of-

fer by maximizing the expected value of the price received, which is written for owner
1as:

6 P1=P1-[(P1+P2-P*P1]/(P-P%).
Maximization with respect to P1 produces:
d(6P1)/dP1=1-[(2P1 + P2-P*)]/(P-P*) =0,
so:
P1=(P-P2)/2.
Owner 2 is identical to owner 1, so the counter offer from owner 2 is:
P2 =(P-P1)/2.
The Nash equilibrium solutions are:
P1=P2=P/3.
The sum of the counter offers is:
P1+P2=(2/3)P.

The sum of the counter offers must be equal to or greater than P*. If the sum of the
counter offers equals P*, the buyer accepts. If the sum of the counter offers exceeds P¥,
the probability that the offer is accepted by the buyer is:

6 =(P/3)/(P-P*)=1/[31-p)].

where 0 < p < 1.0 is P* as a percentage of P. The probability of acceptance of the counter
offers is 1.0 if p is greater than or equal to 2/3, and falls to 0.33 as p falls to zero. The
buyer can guarantee acceptable counter offers by making a high initial offer of P* =
2P/3. Of course, a high initial offer requires that n (value to the buyer) be equal to or
greater than P*.

Following Buchanan and Yoon (2000) it can be shown readily that, with n identical
owners, the sum of the counter offers (where i runs from 1 to n) is:

6 Pi=[n/(n+1)]P.

The case examined above has n = 2. As the number of identical owners increases, the
sum of the counter offers gets larger, and the probability of acceptance by the buyer

4 The Nash equilibrium in the case of a common resource (many users with the right of no one to exclude
them) results in over utilization of the resource.
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falls. The equation shows that, as the number of owners becomes large, the sum of the
counter offers will approach P, so the probability of acceptance by the buyer will ap-
proach zero. In particular:

6 =1/[(n+1)(1-p)]

This probability approaches zero as n get large provided that p <n/(n+1) (i.e., the initial
offer by the buyer is small enough so that P*/P is less than n/(n+1)), which would ap-
pear to be a reasonable assumption. The probability that the buyer does not accept the
counter offer is the probability that an inefficient allocation of resources occurs. Buchan-
an and Yoon (2000) refer to this outcome as the tragedy of the “anti-commons,” in which
multiple parties each have the ability to exclude the buyer. Use of eminent domain can
improve the allocation of resources in such cases.

Benefits and Costs of Land Assembly

Now that the conditions for the existence of market failure have been discussed, the
next task is to examine the costs and benefits of the proposed economic development
project. This question has been addressed in McDonald (2001).° Assume that the eco-
nomic development project involves acquisition of residential properties that will be re-
placed by commercial or industrial use. The potential benefits fall into three categories:
land rent, local taxes in excess of the required spending on additional public services,
and employment benefits. Local economic development policies have no net benefits
if there is no unemployment, if users of local public goods pay taxes equal to the cost
of those goods (as under the Tiebout hypothesis), and if land is already allocated to its
highest and best use. In short, net benefits exist in a world with distorted markets. The
annual net benefit for the community of allocating the land to industrial or commercial
use in the presence of the local public sector is:

NB = (Rm - Rh) + Tm + fM(w+c-w*)(N/L) - K.

The terms are defined as follows:

Rm is the land rent for commercial /industrial use.

Rh is the annual rent for the housing that is removed.

Tm is the net contribution of the parcel in commercial /industrial use to the local
public sector, respectively. Typically Tm is greater than zero (and the net contribution
of housing is less than zero). The net (negative) tax contribution of the housing that is
removed is not included because it is assumed that the people continue to reside in the
community and pay taxes.

N/L is the number of jobs created in the development project.

5 Rothenberg (1967) proposed a similar method for the evaluation of urban renewal projects, which did not
include employment benefits because most projects involved building housing. The benefits in his formula-
tion include the net change in land values plus the capitalized value of increased taxes generated. Weicher
(1976) studied the fiscal profitability of urban renewal projects for municipalities and found that, as a whole,
the 603 projects that had been completed as of 1973 were fiscally profitable because they were financed by
federal matching grants of two-thirds of the project costs (75% for small cities). Weicher concluded that
these projects as a whole were not economically efficient because, while the land value of the cleared land
exceeded the acquisition cost by 29%, it took 7 years on average to complete the projects (a rate of return
of 3.1%). Weicher (1976) provides a bibliography of urban renewal.
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f is the fraction of those jobs taken by original residents of the community.

M is the local employment multiplier effect.

w+c-w* is the after-tax wage rate plus the reduction in income maintenance pay-
ments minus the after-tax reservation wage of workers who move into employment as
a result of the project. (This factor plays a critical role in project evaluation, as is seen
below.)

K is the cost of the economic development program itself to the relevant unit of
government.

This formula implies that a detailed cost/benefit study will be required. As noted above,
some cost/benefit studies of the urban renewal program of the 1950s and 1960s were
conducted, but no studies of the type contemplated here have been done.

Preliminary Analysis of the Fort Trumbull Project

This paper concludes with a brief attempt to carry out its own instructions. This
example is intended only to illustrate how the proposed method can be used. While
some of the required data has been assembled, gaps in the available information exist.
Arbitrary, but sensible assumptions have been applied to accommodate for these limita-
tions.

Firstly, it is reasonable to conclude that the Fort Trumbull project is a case of mar-
ket failure. The land assembly was undertaken by a public body that cannot operate in
secret and required dealing with the owners of some 115 parcels. While the actions of
the plaintiffs in the Kelo case (two residents and five non-resident owners) may, in part,
have been a matter of (Hayekian) principle, the assessment which follows assumes that
that eminent domain was an appropriate tool to use to implement the project, and that
its application depends upon the estimated costs and benefits.

Data from the New London Development Corporation have been used to construct
a rough cost-benefit analysis of the Fort Trumbull project. Since nearly all of the costs of
the project are borne by the State of Connecticut, the State is the geographic area used
for this analysis. The project was expected to generate 718 to 1362 jobs directly and 500
to 940 indirect jobs (a multiplier of 1.69). The reservation wage is assumed to be 84% of
the wage rate in the area, based on an extensive review of the literature in McDonald
(2001).° Alternative assumptions are employed for the percentage of jobs taken by resi-
dents of Connecticut. Bartik (1991) found that 23 percent of jobs created by economic
development policies were taken by the residents of the metropolitan area in which the
program is implemented. This measure is taken to be a low range estimate for the Fort
Trumbull project and, as the relevant area in the Fort Trumbull case is a State, it is as-
sumed that the upper range estimate is 46 percent (double the 23 percent found by Bar-
tik (1991) for metropolitan areas). The average pay for employees in the New London
metropolitan area for 2002 was $36,450 (County Business Patterns). The project was also
expected to generate 518 to 867 construction jobs (temporary employment estimated
at one year in duration). Construction jobs in New London paid $40,800 in 2002. It is
assumed that any reduction in unemployment and welfare benefits is negligible. The
average federal income tax rate was about 13 percent on incomes in this bracket in 2002
and the state income tax rate was 5 percent.

The project will generate additional income and sales tax revenue for the State. In
addition to the income tax rate of 5 percent, Connecticut has a sale tax rate of 6 percent,
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and it is assumed that 25 percent of after-tax income is spent on goods subject to the
sales tax. It is not clear how much of this additional revenue will be needed to provide
public services to the additional residents, but it is likely that much of the revenue is
a windfall for the State. An assumption of a 50 percent windfall for the State from the
income tax and sales tax is used for the sake of this example. No attempt is made to
estimate the increase in corporate income tax revenue.

Annual property tax revenues were projected to increase by $680,544 (from $569,299
to $1,249,843) but this figure appears to be much too low. However, as was pointed out
in the previous section, the correct tax figure to use is the net contribution of the project
to the local public fisc (taxes minus the cost of providing services to the area). The rel-
evant local public fisc is the State of Connecticut and its municipality of New London.
Total private investment in the Fort Trumbull project is estimated to be $180 million,
which would generate $3.78 million annually in property taxes with a real property
tax rate of 2.1 percent of value.” The estimated increase in property tax revenue is $3.21
million.

What is the cost of providing public services to the Fort Trumbull project area? In
New London 50.8 percent of total expenditures are for education. As it happens, inter-
governmental revenue for New London from the State is 50.5 percent of total revenue,
so in effect the State pays for the New London schools. Therefore, on average, local taxes
in New London pay for the other local public services. As the marginal cost of these
services are unknown, it is assumed that the marginal cost is equal to 50 percent of the
average cost. This means that 50 percent of the additional $3.21 million in local property

taxes will be used to provide services to the Fort Trumbull area. s
Given the data, a range of present value estimates of the benefits of the Fort Trum- s
bull project to the State of Connecticut are shown in Table 1. A real risk-adjusted interest reasonable to
rate of 6 percent is assumed. Four alternatives are shown based on low and high values ~ conclude that
for jobs created, and two assumptions regarding the percentage of jobs taken by Con-  the Fort Trumbull
necticut residents (23 percent and 46 percent). In Table 1 the Low Estimate refers to the project is a case of
case of 718 permanent jobs and 518 temporary jobs and the High Estimate pertains to  market failure.”
the case of 1362 permanent jobs and 867 temporary jobs.

The increase in land values is not known, but it is assumed that land is 20 percent of
the value of property and that the property tax rate is 2.1 percent of value. An increase

in property taxes of $3.21 million per year means that $642,000 of that increase comes

from the increase in land value. This in turn means that the value of land has increased
by $30.57 million ($642,000/0.021).

A five year delay in the materialization of benefits after the expenditure (reducing
the benefit/cost ratio) is assumed.

The total projected cost of the Fort Trumbull project was $84 million. The State of
Connecticut contribution was projected to be $78 million, with the City of New London
providing $4 million, and the federal Economic Development Administration (EDA)

6 The reservation wage is the wage that an unemployed worker will accept rather than remaining unem-
ployed. Empirical studies have shown that the reservation wage falls with the length of unemployment and
the local unemployment rate. In short, the benefits of increasing employment may depend critically upon
local labor market conditions and characteristics of the unemployed workers who are hired as a direct or
indirect result of the project. More empirical studies of reservation wages are needed to facilitate the evalu-
ation of local economic development projects.
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Low Employment Estimate High Employment Estimate
Permanent Jobs 718 718 1362 1362
Temporary Jobs 518 518 867 867
% of jobs retained in CT 23% 46% 23% 46%
Employment $23.32 $46.65 $44.20 $88.00
Benefits Property Tax $26.57 $26.57 $26.57 $26.57
Sales Tax $4.75 $4.75 $8.97 $8.97
Income Tax $19.32 $19.32 $36.45 $36.45
Land Value $30.57 $30.57 $30.57 $30.57
Total $104.53 $127.86 $146.76 $190.56
table 1 PV of Total $78.11 $99.54 $109.67 $142.40
Estimated Benefits and Costs Costs Project Costs $84.00 $84.00 $84.00 $84.00

of the Fort Trumbull Project
($ million).

adding $2 million. From the perspective of the City of New London, the Fort Trumbull
project is a great deal. However, the total cost for the State and the City is $82 million,
which falls below three of the four benefit estimates shown in Table 1.

The cost-benefit analysis is based on several critical factors. Firstly, employment
increases are valued only at the actual wage rate minus the reservation wage. The real
risk-adjusted interest rate is assumed to be 6 percent. The benefits are indeed risky, so
6% may be rather low. The costs of providing public services (both local and state) to the
Fort Trumbull project area and the rest of the State are also unknown.

While the estimates provided by the New London Development Corporation pro-
duce rough benefit estimates that appear to be commensurate with the cost of the proj-
ect, a failure of any of the major benefits to materialize will put the project in an unfavor-
able light. On the other hand, the New London Development Corporation hopes that
the Fort Trumbull project will be the catalyst for the redevelopment of a major portion of
the City of New London. No attempt has been made to account for this possibility.

Conclusion

The decision in Kelo v. City of New London has generated controversy over the defi-
nition of public use (which the majority of the Court now equates to public purpose)
and the use of eminent domain for local economic development projects. The use of
the economist’s dual tests for the efficacy of public intervention in the private economy
—existence of market failure (similar to the “but for” test) and benefits to society in
excess of costs —can be one approach to the resolution of the issue. Very rough and pre-
liminary examination of the Fort Trumbull project in New London indicates that there
was market failure, and that the benefits of the project to the State of Connecticut appear
to be commensurate with the costs. Others are invited to join the debate and refine the

analysis.

7 The actual mill rate in New London was 35 per $1000 of assessed value in 2002. The statutory assess-
ment ratio in Connecticut is 70 percent, so the “equalized” mill rate would be 24.5 per $1000, but the actual
assessment ratio fell somewhat short of 70 percent, so the State of Connecticut reports an equalized mill
rate of 21 for New London.
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A Critical Assessment of the
Traditional Residential Real Estate
Broker Commission Rate Structure
(Abridged)

By Mark S. Nadel

Competitive pressures ordinarily force providers’ prices to reflect their cost structures.
Standard, traditional real estate broker commissions, however, are strangely unrelated
to either the quality of the service rendered or the value provided. This article analyzes
five separate elements of the traditional residential real estate broker rate structure
and reveals why the traditional percentage-of-sale-price fee formula does not serve
the interests of home buyers and sellers. The article concludes by suggesting four short
guestions that home buyers and sellers should be encouraged to ask about broker fees
and services. These should help brokers offering the flat or hourly fees and performance-
based bonuses, which best serve consumers, to overcome the anticompetitive obstacles
that traditional brokers have maintained to protect themselves.

The author would like to thank Aaron Bennett, Peter Bingham, Norm Hawker, Maureen
Glasheen, Philip Henderson, James Hsu, Barry Miller, Carolina Nadel, Eugene Nadel,
Pat Rioux, Bill Wendel, Larry White, Patrick Woodall, and participants at a January
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This Article constitutes an abridged version of Mark Nadel’s paper on “ACritical Assessment
of the Traditional Residential Real Estate Broker Commission Rate Structure” which is
published in its entirety on the CRER website (www.crer.realestate.cornell.edu).

|. Introduction

Residential real estate brokers and salespersons (agents of brokers) have long
quoted their fees as a straight percentage of a home’s sale price. This traditional formula,
however, ill serves the interests of both home buyers and sellers, and is a primary reason
why such fees may be inflated by $30 billion annually.! Although competitive pressures

1 Broker commissions were approximately $65 billion (in 2005) and it is suggested that the annual bro-
ker fees consumers might save if there was effective price competition is as much as $30 billion. Hsieh
& Moretti (2003: 116) estimated that the social loss represented more than half of the total commissions
earned in 1990, this indicates that more than half of current commissions might be eliminated by com-
petition. Ham & Atkinson (2003: 2) estimated the total excess charges to home buyers for brokerage
mortgage, and related services at $39 billion annually, about $14 billion for real estate agents services.
Delcoure & Miller, (2002: 29) found that U.S. broker fees should equal something closer to three percent
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in an industry ordinarily force competitors to adopt fee structures that reflect their costs,
this has not occurred for real estate broker fees. Despite intensely competitive local real
estate brokerage markets, broker fees are usually set without regard to either the quantity
or quality of service rendered. It is as if tax preparers set their fee as a flat percentage of
a client’s gross income, irrespective of how difficult the return was to prepare or how
much their efforts saved the taxpayer. Furthermore, the fee formula creates very little
incentive for agents to provide consumers with the full value-enhancing services that
many could offer. >

A traditional seller’s (or listing) broker will typically charge the owner of a $200,000
residence a six percent commission to provide “full service.” This generally includes
helping to price the home, to “stage” it effectively, showing it, and negotiating with
potential buyers, as well as handling the closing. Yet the listing broker usually retains
only half of that fee (three percent) for providing those services and generally offers
the other three percent to the broker of the agent who finds a buyer. Meanwhile, both
brokers split their fees with their agents and the agents may end up with anywhere

from about 40 to 100 percent of the commission. With a 70-30 split, the traditional listing

agent will receive about $4,200 of the $12,000 commission on a $200,000 home. “Despite intensely

competitive

local real estate
brokerage markets,
broker fees are
usually set without
regard to either
the quantity or
quality of service
rendered.”

Brokers justify using a percentage-of-sale-price formula with the claim that it aligns
incentives of brokers with those of sellers; yet under the splits just indicated, the listing
agent will earn only 2.1 percent of any additional value he or she can create by increasing
the sale price of the home. This is quite a weak motivator.

Meanwhile, despite being willing and economically able to provide full service for
an average $12,000 total commission, listing brokers commonly seek and receive many
times that amount even when they expect to expend significantly less than the average
level of effort and resources (and have a lower risk of failure). Thus, a seller’s broker
for a $1 million dollar home is apt to charge a five percent fee ($50,000), even when a
hot market suggests that it will be easy to obtain the asking price or more, and the sale
will require less than ten hours of work. Moreover, such brokers’ agents commonly
disparage brokers offering to provide full service for only a four percent ($40,000)
commission, implying that such discount brokers will have to skimp on service because
it is economically impractical to provide “full service” for only $40,000.

The situation is even odder for the agents who assist buyers. Certainly an agent
with 30 years of knowledge regarding all aspects of the neighborhoods in a community
may be worth $500 an hour or more to help buyers find the home best able to satisfy
all their future desires. Yet in other cases, astronomical fees are paid with little, if any,
justification®. In addition, the formula induces buyers’ brokers” agents to encourage their

versus six to seven percent, implying excess fees of as much as $30 billion or more annually. Lesly (1990)
reporting that an FTC official reported being told by a former president of the California Board of Realtors that
“2 percent is closer to what a competitive rate would be if there were not these artificial structures in the
real estate industry”.

2 A similar situation exists for mortgage broker fees. Guttenberg (2000, 2001).

3 For example, i) even where buyers did all the searching on their own and called the listing broker, clearly
stating that they did not want the assistance of a buyer’s agent, if the listing agent’s colleague answered their
call and provided services normally provided by the listing broker, that agent’s broker may demand and
receive half of the six percent commission. (Evans 2005) ii) even when prospective buyers at an open house
merely chat with the listing broker’s associate (who may be one of the hundreds of thousands of novices,
who have recently passed the state licensing exam after only 25 to 60 hours of study), that agent’s broker
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clients to make higher bids rather than trying to negotiate a lower purchase price.

In many ways, the residential real estate brokerage industry resembles the American
funeral industry that Jessica Mitford (1998) expertly exposed in 1963 in The American
Way of Death: Families arranging for funerals were regularly asked to pay a single price
for a bundle of services, many of which they did not need or want. The words of a 1983
Federal Trade Commission (FTC) multi-year study of the residential real estate brokerage
industry (FTC 1983: 11) still stand: “the market for real estate brokerage service does not
accord with the customary model of competitively functioning markets.”

The strange nature of the fee structure has led the industry and press to report that
average commission rates have “fallen” from about 6 percent to 5.1 percent between
1991 and 2004, although the average commission has increased in dollars over that
period, even after adjusting for inflation. As an illuminating 2003 article by Hsieh and
Moretti (2003) explained, the industry has channeled competition towards providing
consumers with two, dubious benefits: 1) a surplus of new, inexperienced agents,* and
2) free promotional gifts, such as refrigerator magnets and the like, personalized with
agents’ names.

Rather than focus on the commission rate level, this article is primarily concerned
with why the traditional fee structure sets prices based solely on the sale price of the
home, without consideration of either the quantity or quality of service desired. It views
the industry’s traditional one-dimensional fee structure as very similar to the illogical,
inefficient formula previously used by travel agents and stock brokers through the early
1970s — setting a fixed rate, which did not vary with the size of a sale (whether in dollars
or shares of stock).?

The more recent transformation of travel agent commissions on air travel is probably
most suggestive of the future for agents even though good real estate agents play a much
greater and important role interpreting data for clients. That is, in the late 1990s the
airlines began eliminating the ten percent commissions generally paid to travel agencies
on airline tickets the latter sold. As a result, today most travel agents are forced to bill
clients separately and explicitly for the research and ticketing services they provide.

ll. Charging a Percentage of the Sale Price of
a Related Item

Most professionals, such as doctors and lawyers, set their fees based on the quantity
and quality of their efforts. They charge hourly rates, although for many routine tasks,
which normally require a fixed duration to complete, they quote a flat fee. This serves
administrative convenience as well as buyer preference for certainty.

may be entitled to receive a full three percent commission (Hagerty 2005) iii) Hagerty (2005) reported that
a case where a buyer discharged her Nantucket buyer’s broker after he refused to accept a $200,000 cap on
his fee, and then used her lawyers to purchase a $15.5 million home, the broker (who had introduced the
property to her) still sued the listing broker for his half of the $620,000 commission.

4 The number of licensed agents reached a record high in 2005 with more than 2.6 million, and as many as
1.3 million active agents (Evans 2006)

5 Stock broker commissions, however, began to be priced competitively in 1975, when the Securities and
Exchange Commission ended its protection of fixed commissions and permitted order processing to be
unbundled from research. Customers who did their own research increasingly opted for the dramatically
lower prices offered for “no frills” service.
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Under some conditions, however, service providers receive compensation based on
other formulas, such as a percentage of the sale price of items sold or of funds recovered.
In fact, according to the National Association of Realtors (NAR 2003: 6) about 90 percent
of real estate brokers, including most buyers’ brokers, are paid based on the sale price
of a home.

Yet careful analysis of six rationales that justify percentage-of-sale-price rate elements
for other service providers finds that none justify a straight percentage-of-sale-price fee
for residential real estate agents.

A. Offering a Share of Incremental Value Produced
Motivates Providers

Many employers seek to obtain optimal performance by offering their salespeople
commissions: a specific percentage of their total sales revenues. Yet, although salespeople
are generally paid a percentage of the sale price, employers set commission rates based
on the incremental value the firms gain from the sales. Unfortunately, in many cases, it
is impossible to set a commission rate on total sales that represents a set percentage of
the incremental value produced. It is certainly reasonable to motivate real estate listing
agents by offering them a share of the incremental value that they can obtain for sellers.
This incremental value would come in two forms: a net increase in the sale proceeds
and a faster sale (if that was desired). In a stable market, incremental value might be
measured from a baseline based on an average of some set of comparative market
analyses; but this would be harder to measure in a volatile market. Rewards for quick
sales might be measured against a benchmark of the average time comparable homes
have taken to sell in the previous few months.

Sellers would generally want agents to take three actions to increase the net sale
price of the property. First, they would want agents to make all cost-effective efforts to
“stage” their homes to increase their attractiveness and lead potential buyers to offer
higher prices. Second, they would desire optimal efforts to reach the maximum number
of bona fide potential buyers via all cost effective media. Third, sellers want an expert’s
advice as to what price to set and whether to accept a given bid or to wait in hopes of a
better offer. Although all three matter, most commentators have ignored the first when
evaluating how well the interests of sellers and agents are aligned (the principal-agent
issue).

Even a full three percent commission appears much too small to align the incentives
of listing agents with sellers with respect to the seller’s first two goals: investing optimal
effort to maximize the value of the home and to market it. Consider a home with an
estimated fair market value of $500,000. Assume an agent expects that by doing a
standard, satisfactory job she can obtain a $500,000 offer. She also estimates that after
spending 40 more hours on extensive staging, on carefully targeted marketing, and
other enhancements, she will be able to obtain a bid of about $540,000. Given the seller’s
strong interest in obtaining the highest price, one would expect the fee structure to
strongly encourage the latter effort. Yet, under the traditional fee structure, the effort
indicated would only increase the typical broker commission by $2,400 and thus her net
pay by no more than $1,200, translating into $30 per hour—a relatively weak incentive
for an effort that generates $1,000 per hour for the seller.
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To motivate agents to create incremental value, they should be paid more like 30
percent of any net price increase they can produce, and the percentage should go to
the agent without any splits. But clients should not pay any percentage on the portion
of revenues obtained that should be “easy” to secure. Rather, if a $12,000 commission
payout is sufficient to cover the standard costs to brokers and agents—including their
time—to sell a $200,000 home, it should be a sufficient incentive to motivate them to
sell a $400,000 or even an $800,000 home, if they do not make any special efforts that
produce incremental value.

Regarding advising a seller whether or not to accept a bid, a flat fee gives agents
no incentive to recommend that a seller accept a bid that might be less than optimal,
but a net three percent commission on the sale price also seems unlikely to create a
sufficient benefit to outweigh the value to the agent of receiving a large fee without any
further work. The value of quick receipt of a relatively large fee is likely to override the
incentive to earn an additional small amount. To obtain more useful advice, a seller
might offer the listing broker’s agent (alone, not split with any others), a substantial
portion, e.g., 20 to 50 percent, of any increase in the sale price above some benchmark.

e W The difficulty of setting that baseline, however, leads some to reject this approach.

of quick receipt

of a relatively
large fee is likely
to override the
incentive to earn
an additional small
amount.”

Although a percentage-of-sale-price fee gives agents aiding buyers an incentive,
albeit quite small, to act opposite to their client’s interests. That is to coax buyers to
bid higher than justified. Therefore agents working with buyers should also receive
only basic flat fees or hourly rates—but no bonuses—for efforts that produced no extra
value, although “extra value” may be hard to measure in a sellers” market.

In conclusion, the most appropriate fee structure for motivating agents to best serve
home sellers would appear to consist of as many as three parts: 1) a base lump sum fee,
based on the degree of difficulty given the state of the market and the skill of the agent
for selling the home at an agreed upon minimum price (although it could also depend
on the time required for the project); 2) a substantial percentage, e.g, 20 to 50 percent (for
the agent alone), of any incremental value created in terms of securing a higher price
for a seller (or a lower price for a buyer); 3) a specific bonus for securing a suitable deal
by a deadline.

B. Provider’s Special Ability and Effort Justify an Equity Stake

Some service providers have rare abilities that enable them to add great value
to a customer’s project. They can convert an economic “rent” on their talents into an
equity stake. Service providers in this group would include top sports or entertainment
agents, whose credibility and relationships enable them to negotiate contracts for their
clients with higher pay levels and special terms unobtainable by others. Top plaintiff
tort litigators are also in this class—probably viewing their cases as personal projects.

This rationale for commissions would only appear applicable to real estate agents to
the extent that it overlapped with their ability to produce significant incremental value.
Those eligible would include listing agents with extensive files of (and relationships
with) wealthy clientele apt to be interested in purchasing prime properties and less
likely to consider the home if it were marketed by most other agents.® It could also

6 Harney (2002) reporting that “one East Coast-based company that specializes in exotic, high-end proper-
ties that require lavish advertising outlays to reach small numbers of wealthy target purchasers averages . . .
11.8 percent [commission]”); Swartz (2006) discussing Janie Miller.
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include agents who had a special plan likely to significantly increase the sale price of the
home or any agent with more customers than time.

On the other side, buyers might offer large hourly fees or even percentage fees
to bid for the scarce services of agents with such detailed knowledge of individual
neighborhoods and residents that they would be uniquely able to help buyers identify
the streets on which they would be most comfortable or know of relevant homes not yet
on the market. This group might also include agents perceptive enough to quickly and
accurately diagnose the buyer’s needs and desires and thus the most relevant criteria
for identifying the buyer’s ideal home. While these providers might be able to demand
a percentage fee, one would expect most of them to be equally comfortable with a very
high hourly wage reflecting the value of their knowledge.

C. Provider is Also Asked to Make a Substantial
High-Risk Investment

In some cases, individuals are asked to provide a valued service even though their

employers are unwilling or unable to pay them their regular price for those services.  «p. | astate agents

Service providers asked to make a substantial, high risk investment in the customer’s .
do face a risk of

venture can demand an equity stake.
non-payment by

customers who, after
milking them for lots
of useful information

Certainly some home buyers and sellers will fail to complete a transaction—and
therefore produce no fee—but that does not give real estate agents the same status
as those who take high risks on large investments. Competent agents should be able
to quickly identify and avoid sellers who are seeking unreasonably high prices and

resistant to appropriate price reductions. Similarly, agents should have little difficulty " ICEIE S 1T

identifying buyers who are unrealistic about the market and terminate the relationship marketing expenses,

before making any large investment of time unless they are treated as co-investors. terminate their
Real estate agents do face a risk of non-payment by customers who, after milking ~ relationships before

them for lots of useful information or investments in marketing expenses, terminate ~ Making a purchase

their relationships before making a purchase or sale. Yet a percentage fee does not deter ~ or sale.”

such free riding. The best way to address this problem might be for brokers to charge

buyers and sellers some nominal flat retainer or hourly fee, or at least pre-payment of

expenses, which would not be due until purchase or sale, but which would survive
termination of the relationship.

D. Proxy for Provider’s Costs or Efforts

Basing a service provider’s compensation on sale price also makes sense if that sale
price is highly correlated with the quantity or quality of service provided. For example,
tips based on restaurant bills make some economic sense because higher bills generally
reflect a greater quantity or higher quality of service or both. Yet while the costs to the
service provider may increase on average as the revenues involved grow, that increase
does not appear to be proportional to the revenues.

So what about the correlation between a home’s sale price and a broker’s costs in
assisting the sale? It appears that most of the costs entailed in effectively selling a home
are unrelated to the sale price and the remainder are as likely to be inversely as directly
correlated to the price, at least for homes priced above the local median.
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Brokers for sellers may assert that higher priced homes require more extensive
advertising, more expensive staging, or the like, but this position is hard to defend. For
example, buyers of average-priced homes are more likely to make a bid before carefully
viewing the relatively large number of their options than buyers of higher-priced homes,
having fewer options. Therefore, it is more important for agents representing average-
priced homes to attract early attention from such buyers. A 2006 Inman News (2006: 7)
survey of brokers found that the amount brokers “spen[d] to market listings doesn’t
generally increase” with the price of the home. In fact, much expensive advertising may
primarily benefit listing brokers in their efforts to place their names, repeatedly, in view
of future buyers to recruit them as clients.

Three counter-arguments on this point also deserve a response. First, the higher
priced homes will attract the most skilled and experienced (and implicitly expensive)
agents. Yet those buyers or sellers might not need or want to pay high rates for expert
advice. Second, higher-priced homes might remain on the market significantly longer
than lower-priced homes, requiring more advertising, if not other effort, although the
limited empirical data reported on such timing does not reach this conclusion.” Third,

“Many sellers 2 relative scarcity of buyers for the highest priced homes might create a greater risk to

may be reluctant

to pay for time

to fully explain

an important matter
out of a false belief

agents of losing the listing to another agent or a “for sale by owner” (“FSBO”) before it
sells.® Brokers might claim that this higher risk justifies a higher fee, but a shift among
brokers is as likely to help as to hurt them and wealthier owners appear least likely to
shift from a broker to a FSBO.

In conclusion, the cost of effectively marketing a home appears unlikely to correlate
with the price of the home. Instead, it seems that brokers and their agents may spend

that it was not worth 1,6 for marketing higher priced homes because they feel the need to justify the higher

the cost of fee they will earn.

discussing it.”

E. Setting Fees Based on Wealth or Income

Income and property taxes and other fees to finance government services are
generally set as a percentage of an individual’s or household’s income or wealth, but this
approach is based on the political view that those with the highest incomes or wealth

should contribute in proportion to that income or wealth. While public policies might
justify a cross-subsidy from those most advantaged to those most disadvantaged, there
is no reason to expect private entities to mimic these practices, absent price or profit
regulation. In particular, there is no reason to believe that real estate brokers use the
percentage-of-sale-price rate element to overcharge buyers and sellers of higher-priced
homes so that they can undercharge buyers and sellers of lower-priced homes. Rather,
such a pricing mechanism merely appears to confirm the market power that permits
such value-based pricing.

7 Hsieh & Moretti, (2003: 1111, 1113) found buyer agents appeared to spend more time aiding buyer search-
es for higher priced homes, although the relationship between price and search time appeared to be small.

8 Gengler (2007) estimates that approximately 20 percent of sellers used the FSBO option in 2006 accord-
ing to Real Trends data.
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F. Avoiding Some Harmful Effects of Hourly Rates

Basing compensation on a percentage-of-sales-price also avoids some drawbacks
of paying fees based on hours of input, particularly that the latter creates a perverse
incentive—employees are encouraged to spend more time than necessary on a projectand
to overstate the time spent. Hourly rates may also deter customers from communicating
freely because they feel that they are “on the meter.” Many sellers may be reluctant to
pay for time to fully explain an important matter out of a false belief that it was not
worth the cost of discussing it. Whatever the disadvantage of hourly rates, however, it
is important to recognize that they can be avoided by employing any one of multiple
alternatives, including flat fees.

lll. Sellers Set the Fees for and Pay the Brokers
Assisting Buyers

The norm in retailing is for buyers to be advised by salespeople loyal to sellers. While

the salespeople typically help buyers find suitable choices, they are often biased by the
“One would expect

potential for a raise, higher commissions, or a free trip associated with sales of particular
that consumers

items. Thus, salespeople will generally not inform a customer that her best choice is
something that the seller does not carry, unless the seller has no suitable alternative. ~ Would prefer to
One would expect that consumers would prefer to pay market niche experts directly for ~ Pay market niche
unbiased advice rather than paying indirectly for biased salespeople. Yet for lower-and ~ experts directly for

moderately-priced items, administrative costs make this impractical. unbiased advice

In the real estate market, most home buyers have accepted the pervasive myth that rather than paying
using a broker costs them nothing.’ This reduces their incentive to negotiate over fees. indirectly for biased
Yet the fees paid to the buyer’s broker are actually an avoidable cost. salespeople.”

Against this background, one would expect home buyers to choose to pay a broker
directly for unbiased advice. Until the 1990s, however, buyers were generally content
to work with agents paid by— and recognized by the law as subagents of—the listing
agent’s firm. As subagents of the seller, agents working with buyers were duty-bound
to pass on to sellers’ agents any secrets buyers shared with them about how high they
would bid. In fact the 1983 FTC report found that more than 70 percent of buyers and

sellers believed that the agent aiding the buyer was representing the buyer’s interests
and thus some courts interpreted the common law of agency to that effect. Yet when
litigation led listing brokers to be held liable for the services of buyer brokers," the
industry quickly shifted to require agents to disclose who their primary client was
(although such disclosures are surprisingly neglected today"). The concept of “buyer’s
brokers,” which Bill Broadbent had introduced in the late 1970s, quickly gained attention,
and it appears that today about 63 percent of buyers use some variety of agents who
commit to work for buyers.

9 NAR Standard of Practice 12-2 permits realtors to represent their services as “free” or without cost if the
potential for pay from another source is disclosed.

10 Dismuke (1993); Bokusky (1993).

n Harney (2006) reports that less than one third of buyers in 2005 were told by their agents at their first
meeting who the agent represented.
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Moreover, most buyer brokers—exclusive or not—appear to prefer to rely on
the fees offered by listing brokers, rather than to raise the topic directly with buyers.
Prohibitions against rebates also hinder the growth of flat or hourly fees in the dozen
or so states that prohibit rebates. Finally, buyer brokers may fear that uncooperative
traditional brokers will hinder their clients desire to amortize their broker fee by rolling
it into the mortgage.

The practice of remunerating the buyer’s broker from seller’s proceeds can harm
consumers in three ways.

1. Agents May Fail to Show Buyers Some Attractive Options

Leaving the payment of buyer brokers to sellers or their brokers can lead agents
with buyers to withhold options from buyers, despite fiduciary duties, if 1) the co-op
fee offered to the buyer’s broker for a home is too low, 2) the seller appears to expect
free assistance from the buyer’s broker, or 3) the agent wants to discourage price
competition.

Most home buyers appear unaware that, like most salespeople, agents aiding buyers are
apt to make a greater effort to sell those listings that offer them the highest fee. Recognizing
this, many discount brokers representing sellers offer to pay buyer brokers the going rate in
the market, limiting discounting to reductions in their own share of the commission.

Buyers could attempt to correct for the pressures leading agents to fail to show them
attractive options by offering to make up the difference between the fee a seller offered
and the going rate; yet most buyers appear unaware of the current fee mechanism. While
agents working with buyers could raise the issue, most appear reluctant to impose on
buyers by requiring them to sign an agreement guaranteeing the broker a minimum fee
upon a purchase. In addition, arranging to amortize such payments currently adds a
complication.’

Even if buyers’ brokers are offered fees at the going rate, agents may also avoid
showing buyers homes out of fear that the seller will require the agent to handle all
the tasks ordinarily done by the seller’s agent because the seller is not using a full
service broker. Agents could demand to be paid for any extra work for sellers, but most
prefer to avoid the current awkwardness of such requests. Traditional agents may also
avoid homes represented by entities that threaten the stability of the traditional system
(favoring cooperation over price competition). Thus, traditional agents willing to offer
rebates to customers (only from the broker’s own share of the commission) feel pressure
to act secretly out of fear of being shunned by their colleagues, if not fired by their broker!
Although such practices resemble a quasi-boycott, the lack of an explicit agreement has
allowed them to avoid antitrust prosecutions.

A 2005 Wall Street Journal editorial (2005a) complains that such practices represent
“a clear breach of the fiduciary duty of the agent to find the best home at the lowest
price for clients.” Not only do the practices violate duties imposed by state laws of
agency, but they conflict with the first principle of loyalty in the National Association of

1214 buyer has agreed to pay a specific fee to the buyer’s agent then the seller should be willing to add that
fee to the price of the house and agree to pay it to the buyer’s broker, and thus allow it to be amortized in the
mortgage, but some sellers and their agents might resist this.

13 Although group boycotts are violations of section 1 of the Sherman Act, N.W. Wholesale Stationers, Inc.
(1985); Fashion Originators’ Guild of Am. (1941), ruled that mere conscious parallel conduct alone, is not
enough, although inferences about group understandings may be drawn.
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Realtors® (NAR'’s) “stringent, enforceable” code of ethics.™ Yet, the Wall Street Journal
(2005a) observes: “To our knowledge, neither the National Association of Realtors nor
the state real estate commissions have ever sanctioned a real estate agent for this breach
of ethics.”?®

2. Reducing Buyers’ Incentive to Negotiate

By encouraging buyers to believe that it costs them nothing to use a broker, the
current fee arrangement deters most buyers from negotiating over their agent’s broker’s
fee. Hence, there is little pressure to reduce the fee paid to buyer brokers from half of
the “going rate,” e.g., half of six percent. Thus, most MLS listings offer buyers’ brokers
half the standard commission charged. The situation is changing, however, due to the
emergence of referral firms, like LendingTree and an increasing number of brokers who
offer buyers a rebate from the commission paid by listing brokers. As buyers discover
that even “full service” buyer brokers are willing to rebate a portion of their commission,
more are likely to demand lower fees.'

3. Unnecessary Fees Allocated to Pay Buyer Brokers

When listing brokers are asked to defend their commission requests, most explain
that they “must” offer buyer’s brokers a co-op commission at the “going rate,” e.g.,
three percent or brokers will not bring buyers to see their home. Yet even those who
acknowledge that the buyer may have no broker, generally only offer to reduce the
total commission by one percent of the three they “needed” to offer. Certainly if sellers
want the listing agent to handle tasks for which agent aiding the buyer is generally
responsible then the listing broker is certainly entitled to some extra pay, but not when
the buyer has already hired an attorney or consultant to handle tasks for buyers.

Those who buy homes without a broker’s help usually ask sellers to reduce the sale
price by the amount that would have been paid to the buyer’s broker. Sellers may desire
to comply, but listing agreements usually give the listing broker the right to keep the
full fee.”

IV. Refusing Reductions to the Bundled Price
for Those Desiring Much Less Service
There are many reasons why sellers may require buyers to purchase products as

part of a bundle rather than offering them on a stand alone basis at reasonable prices.
Sellers with market power may use bundling to capture a greater share of the surplus

14 Aydt (2006) observing that the National Association of Realtor Code of Ethics and Standards of Practice
requires its members to put their clients’ interests ahead of their own interests.

15 This may, however, may be due to a state’s failure to authorize prosecutions of such anticompetitive actions.
16 pressure may also mount if more sellers list their homes with firms like Foxtons and Catalist (which offer
brokers for buyers only 1.0 and 1.5 percent commissions, respectively).

17 Listing brokers may actually expect to work for three percent most of the time (where buyers have
agents), but with the expectation that they will keep all six percent (or at least five) about 20 percent of the
time.
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value created by an item or use it to increase the entry barriers to the industry.’® Sellers
without market power may also have good reason to set a single price for a bundle and
refuse to give discounts for subsets of the bundled items. First, it might be cheaper to
produce only one popular bundle of basic features. Second, the bundle might represent
a “loss leader” created primarily as a marketing device. Third, a service provider’s
professional preference may be to handle only whole tasks.

None of these latter three conditions appear to apply directly to the real estate
brokerage market. Services offered appear relatively distinct and the costs of each
appear to be easily avoidable, which is why at least some buyer and seller brokers are
offering them a la carte. Meanwhile, most agents expect to cooperate with another agent
on a purchase.

Nevertheless, traditional brokers, contending that the public expects an “agent”
to provide some minimum set of services, such as delivering offers, have successfully
helped to pass laws in at least 17 states that require brokers to provide some minimum
set of services. Yet this prevents a seller from paying solely to engage a broker to place
a listing on the local MLS, just as they now pay a newspaper for placing a classified
ad and nothing more. If policy makers were truly concerned that consumers might be
denied a service they expected, an effective disclosure and/or a waiver option would
be the appropriate response to this, as noted by the DOJ, the FTC (1983), and the Wall
Street Journal (2005b), among others, but only about five of the 17 states now permit
sellers to waive state minimum service requirements. If the laws were really intended to
ensure that consumers received all the services that they expected, they would explicitly
require listing brokers to support the widest dissemination of the seller’s listing, and
brokers engaged to show buyers homes to disclose all the homes meeting the buyer’s
search criteria. These are services that consumers are now often being denied, without
their knowledge, and to their detriment!

The practice of unnecessarily bundling services has three potential harmful effects
on consumers:

1. Bundling Denies Consumers the Option of Lower Fees
for Limited Service

Although some home buyers and sellers want the entire bundle of services offered
by traditional brokers, many others desire to save money by handling many tasks
themselves, evenif thelack of unbundled services leads about 20 percent to go completely
FSBO or to purchase without a broker. Even though such customers generally require
substantially less time and effort from agents, the current standard rate structure used
by traditional brokers demands that consumers choose all or nothing. Those expecting
to pay $600,000 for a home will also expect to pay about $18,000 (half of six percent) to
a buyer’s broker even if they only want 10 hours worth of assistance with paperwork
and routine closing tasks. The situation is similar to that which occurred in the funeral
industry in the 1970s, where “industry practice was to quote a package price based on
a multiple of the cost of the casket, stating that ‘this includes our full range of services””
(Mitford 1998).

18 Such practices may enable the seller to distort competitive marketplaces and decrease the opportunity
for others to compete in its monopoly market, leading the courts to look unfavorably on such bundling or
tying.
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Traditional brokers claim that the small market share of “fee for service” or a la carte
services" (which they claim are now widely available), indicates little consumer demand,
but that result appears to be largely due to the anticompetitive, if not illegal, tactics of
traditional brokers. The primary problem in this area for sellers has historically been
their inability to place their listings in the relevant local MLS. Although there are now
brokers in most local markets willing to place listings on their local MLSs for a nominal
fee, the traditional brokers are now resisting non-traditional competition by failing to
inform their buyer clients about listings handled by non-traditional brokers. Some MLSs
refused to pass listings on to realtor.com if they did not include the “exclusive right to
sell” agreements used by traditional brokers, although the FTC cracked down on this
practice in summer 2006 (FTC 2006). Still, as long as traditional brokers dominate local
markets and provide inferior cooperation to non-traditional brokers, buyers and sellers
who want to avoid being discriminated against by the dominant “old boys club” and
the resulting harms® will feel compelled to forsake the fee-for-service options offered
by non-traditional brokers.?!

2. Bundling Aids Brokers’ Selfish Efforts to Constrain “Brokers should

Seller Marketing consider how
technological

Sellers generally desire to reach as many bona fide potential buyers as possible,
change affected

using all cost-effective media, including websites. Under the standard price structure,

however, sellers who desire an “association with a traditional broker” must sign a the alrllr-le
contract that grants their listing broker full control over their “listing,” (DOJ/FTC 2005) reservation
business.”

and some traditional brokers contend that this gives them “ownership” of the listing.
This leads many traditional brokers to compromise the interests of sellers by limiting the
dissemination of listings, so as to enhance the listing’s value as bait for attracting new
buyer clients. Listing brokers want buyers to come to a website affiliated with their firm
to see listings so that their firm will have the best chance to gain those buyers as clients
even if they do not buy the particular listing that attracts them. If other entities post the
same listings on their competing websites, buyers may make first contact with the listing
firm’s competitors and be more inclined to employ one of them for aiding their home

search. In the same vein, brokers frequently withhold a listing from other brokers until
their agents have had the chance to expose it to their own buyer clients (“pocketing” a
listing), so that they might collect both halves of the commission (“double-ending”),?
even though such “in house” sales often deny sellers the chance to benefit from higher
bids that might be offered by buyers represented by other brokers.

In May 2003, the NAR adopted a policy that listing brokers be permitted to restrict
the online republication of their listings by competing brokers, and in September 2005
the DOJ brought suit against the NAR for its most recent version of the policy (U.S. v.
NAR). The DOJ pointed out that the chairman of the NAR’s working group on the

19 The market share of non-traditional brokers appears to be about 10 to 17 percent.

201t appears that the only empirical data on this issue found that non-traditional brokers closed on less than
60 percent of their listings while traditional agents closed on about 88 percent.

21 Consumers may feel constrained until alternative brokers reach a tipping point, such as when a local
FSBO database includes 30 percent of the homes for sale in a community.

22 Most MLSs, however, require members to submit their listings within 72 hours or some such period.
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rules admitted that refusing to share a listing with others “’may not be in the seller[’]s
best interest,” and that “he took comfort in the fact that the rule did not require brokers
to disclose to clients that their listings would be withheld from some prospective
purchasers . . .” Independently, a California court also refused an MLS’s request to issue
an injunction to prevent a rival from publishing data included in its listing.

The industry offers three defenses of its policy. First, it notes that MLSs were
established and remain as a business-to-business resource for brokers to share
information cooperatively among themselves, not as a retail service for buyers and
sellers. While this is historically accurate, it does not justify denying sellers the chance to
make their listings directly available to all home shoppers now that this is technologically
practical, especially since a large number of buyers do not use brokers. Brokers should
consider how technological change affected the airline reservation business. Airlines
happily offer consumers the chance to discover ticket availability and make a direct
purchase without the involvement of a travel agent. The airline-created Orbitz provides
this. If the dominant airline reservation systems had been owned by traditional travel
agents, however, they might well have acted like traditional real estate brokers, limiting
consumer access to airline listings, forcing buyers to work with an agent, at least to make
a reservation. Intermediaries who refuse to serve buyers’ and sellers” best interests by
offering them the access they desire, seriously risk being displaced by a new entrant
that will.

Some listing brokers also claim that they deserve the same rights as retailers like
Neiman-Marcus: to enjoy the ancillary benefits of the traffic that “their” inventory
attracts. This position is somewhat analogous to the one taken by online auction site
eBay when “aggregator” firms, like Bidder’s Edge sought to attract buyers by offering a
single aggregated list of all of the offerings in a product category (available from many,
if not all, auction sites), including eBay (2000). eBay sued the aggregators to prevent
them from using eBay’s listings to attract shoppers interested in those listings to their
sites rather than to eBay. Although eBay won a court victory, the court’s holding focused
on its concern that aggregators could cause harmful congestion to eBay’s computers,
a concern that would not apply to MLS listings. If buyers want one-stop access to an
aggregated and easily searchable set of available homes of all kinds, then brokers should
compete to offer that. Home sellers do not grant brokers exclusive rights to their listing
in order to allow them to affirmatively limit its dissemination to potential bona fide
buyers.

Finally, some industry supporters argue that since brokers compose the listings,
republication of listings is a violation of the broker’s copyright. Setting aside the fact that
copyright law does not protect facts about a listing per se, there is the more fundamental
matter that brokers’ fiduciary duty to sellers certainly prohibits them compromising
their clients’ interests like this.

Listing brokers also injure the interests of sellers when they offer non-traditional
brokers only “adverse splits,” i.e., less than a 50-50 split or even nothing at all or refuse
to show homes to clients of non-traditional brokers. Again, their fiduciary duties should
not permit such tactics.
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3. Bundling Inhibits Price Competition on Individual
Selling Services

Both selling and buying a home involve many relatively separate and distinct tasks
and different agents will perform some better than others. Those best at negotiating
when more than two parties are participating, might be below average in “staging”
(decorating a home to sell well) or vice versa. The traditional rate structure, however,
deters the emergence of specialized providers of these distinct services—who might well
be able to provide a clearly superior level of service for that task at a lower, competitive
price—by requiring sellers to purchase the full bundle of services offered by traditional
brokers.

Many expected the Internet to drastically change the situation. By permitting home
sellers to post a detailed description, including photos, of their home on a website easily
available to home buyers, the Internet triggered predictions that the level of FSBOs
would rise dramatically to as much as 40 percent of all homes sold.? In an effort to
offer brokers an option for earning income from FSBOs rather than losing their business
altogether, Julie Garton-Good, a highly respected real estate educator/broker, wrote a
book proposing that real estate agents transition into consultants, offering a la carte
services for reasonable fees Garton-Good (2001). By early 2006, however, the NAR’s
fear of a great rise of FSBOs appeared to disappear.”* Recently, traditional brokers have
sought to protect their business model by raising entry barriers through the adoption of
the minimum service requirements discussed above. Those rules force brokers willing
to place a listing in the MLS for a flat fee to either offer all of the required services—and
raise their prices accordingly—or go out of business.

V. Uniformity of Rates Irrespective of Expertise
of Provider or Difficulty of Specific Task

In most markets buyers have options ranging from higher-priced, higher quality
to lower cost, lower quality. Prices also generally reflect the estimated difficulty of
performing a task. In some cases, however, retailers or service providers choose to set
a single price for all options offered. The additional revenues from charging more for
some options might be offset by the administrative costs of a more complicated pricing
mechanism. Hence, many cafeteria-style food “bars” charge a single price per pound for
all choices and low-priced hair cutters generally do not charge more for best workers
or less to those, like the author, with few hairs to cut. Uniform prices may also emerge
for services that are sufficiently routine that excellent quality can be provided with
relatively little experience. This category may include the preparation of 1) uncontested
divorces for childless couples with no significant assets or 2) federal income tax returns
for single filers with solely payroll income, no dependents, and nothing else unusual.

Given the size of the fees paid to brokers, it would seem just as practical to price
each broker’s services or the price of a project based on the brokers” skill level and
experience or the perceived difficulty of the task as it is for lawyers and accountants

23 Gomez Research predicted that, aided by the Internet, over 40 percent of homes would be sold FSBO
(Willis 2003).

24 The NAR now reports that FSBO rates recently peaked at 18 percent in 1997, before stabilizing at 13-14
percent.
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to do so. Rates appear to vary based on a task’s difficulty in Sweden, Finland, Ireland,
Mexico, and Belarus, and in the 1970s at least some brokers set their fees based on how
long the sale took. Although levels vary among regions and somewhat from cold to hot
markets, “the shrewd, entrepreneurial, risk-taking broker willing to base commissions
directly on his or her own estimate of the difficulty of selling a particular property
appears to be absent from all geographic markets” (FTC 1983).

Given the incremental financial and other value that superior agents can provide,
one would expect superior negotiators and those with exceptionally detailed knowledge
about a community to charge two, three, or more times more than novices. Nevertheless,
U.S. residential brokerage firms do not advertise different rates for different agents
based on their expertise the way other professional firms do. This suggests that brokers
are pricing their best agents too low or, more likely, their novice agents too high, to
discourage price competition.

Uniform rates hinder buyers’ chances to secure superior or lower-price services by
offering to pay more or less than the standard fee. The fee framework encourages the
most capable agents to seek those clients desiring higher-priced properties, even where
the clients have no need for the agents’ special skills. After all, assisting a family seeking
a multi-million dollar home, but requiring little assistance could pay an implicit fee of
even $10,000 per hour.”® While there is normally nothing wrong with the highest bidder
getting the services of the best agent,” here a family willing to pay $600 per hour for an
agent with special expertise about schools for children with special needs, may; if they
are seeking a home priced at the median of the community, lose out to a buyer with no
desire or intention to outbid them. A similar problem would arise if the legal fees for a
divorce were based on the size of a couple’s joint estate rather than on the quantity or
complexity of the legal services desired.

VI. Prohibition Against Rebates

Although policymakers try to prohibit rebates that represent hidden kickbacks,
which disguise conflicts of interest, agreements not to offer discounts are ordinarily
per se violations of antitrust law. Most of the state anti-rebate laws concerning broker
fees ¥ appear to have been designed to prohibit socially harmful payments. Rebates
by brokers, however, permit socially desirable price competition over broker fees.
Prohibiting them denies home buyers a chance to obtain a lower broker fee, merely to
protect the revenues of traditional brokers, who support it.?

25 If the agent described in Hagerty (2005) seeking half of the $620,000 commission for aiding the buyer
in finding the $15.5 million property is successful and that broker spent only 30 hours helping the buyer
choose the home (though no time for closing, etc.)

26 In fact Miller (2005) has found that most top agents work about 50-70 hours per week and tend to
specialize in listings rather than selling.

27 Three states expressly prohibit rebates, Alabama, Kansas and Mississippi. Six or seven others base their
prohibitions against rebates on laws prohibiting the sharing of real estate commissions with anyone but a
licensed agent. These include Alaska, Louisiana, New Jersey, North Dakota, Oklahoma, Oregon and Ten-
nessee. Missouri bases it on a statute prohibiting inducements. Finally, lowa prohibits rebates when the
consumer uses two different brokers.

28 Although the NAR takes no official position on anti-rebate laws, the laws appear to result from NAR
state affiliates, and the NAR’s general counsel published an April 22, 2005 memo that observes that even
anti-competitive state laws are generally exempt from the federal antitrust laws.
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Firms that offer such rebates aid buyers who do not realize that they can obtain
reduced fees from their “free” brokers. These firms include retailers like Costco, which
secure “affiliate” discounts for their members, and “lead generation” entities, like
LendingTree and HomeGain, which negotiate a “referral fee” of as much as 45 percent
of the buyer agent’s broker’s fee and then seek to attract buyers by offering them a share
of that referral fee as a rebate. An increasing number of brokers are also voluntarily
offering rebates of a portion of the commission that listing brokers pay them, particularly
when asked to match a competitor.

Meanwhile, a number of firms are offering substantially larger rebates based on
business models that substantially reduce their costs of serving buyers. Seattle-based
Redfin, Chicago-based BuySide Realty, and Mid-Atlantic-based IHS Realty, all offer
buyers rebates of about 67% or more of the commissions they receive from listing
brokers, where not illegal. Although they do leave it to buyers to drive themselves
around to identify the home they want to purchase.”” Buyer brokers who set flat fees or
hourly rates agree to rebate any additional amount paid by the seller.

VII. Four Questions that Should Stimulate ;'f most buyers f
Price Competition ecame aware o

such current broker
The obstacles inhibiting the availability of non-traditional pricing structures could practices, traditional

agents might feel
compelled to alter
their policies and
routinely inform
buyers of all
relevant options,
i.e., provide full
service.”

be overcome, for the most part, if home buyers and sellers received answers from
agents to four short questions before hiring them. Before reviewing these questions, it
is important to consider how to ensure that consumers receive suitable responses. Even
if the political clout of traditional brokers could be overcome to mandate additional,
legally-required disclosures, brokers would likely simply add a few more clauses to the
long, legalistic disclosure statements that already overwhelm the consumers. A better
option would be a combination of efforts by consumer advocates, including Consumer
Reports, media consumer reporters, and enlightened government agencies, like the DOJ
and FTC, to use a few, short, sound-bite sized messages to prompt consumers to ask the
questions themselves. It would also help if state departments of consumer protection
and attorneys general made a greater effort to investigate and prosecute cases where

agents working with buyers clearly violated their fiduciary duties to clients.

A. Buyers Should Ask: Might You Fail to Show Me a Home
Ideal for Me Due to the Seller’s Choice of Broker or
the Fee Offered to You?

Although, most buyers relying on traditional agents assume that their agent is
scouring the entire market and showing them all homes that meet their search criteria,
regardless of what fee is offered to the broker or which broker a seller is using, many
buyer brokers fail to show the buyer some homes they would want to see (as discussed
above). Such buyers deserve to learn this before hiring the broker so they can seek truly
“full service” from a broker loyal to them, possibly an exclusive buyer’s broker.

29 Redfin, however, offers to show buyer homes for an extra charge, and also sets a minimum fee of $2,000.
http://www.redfin.com. ZipRealty, one of the first in this niche, in California, offers a 20 percent rebate of
its share of any commission it receives while providing full service.
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If most buyers became aware of such current broker practices, traditional agents
might feel compelled to alter their policies and routinely inform buyers of all relevant
options, i.e., provide full service. This would make it easier for non-traditional brokers
with different rate structures to represent sellers more successfully and make them more
attractive to sellers. Alternatively, if buyer brokers explicitly lied to buyers about their
practices, it should make it that much easier for state consumer protection officials to
prosecute them for clear violations of their fiduciary duty. It would also be likely to
dramatically increase buyer demand for the independently operated MLSs—directly
assessable by buyers—discussed above.

B. Buyers Should Ask: What Dollar Amount Do You Expect
to be Paid for Helping Me Buy and Close on a Home and
for How Many Hours of Work?

As observed above, many home buyers believe that the agents working with them
cost them nothing. Accordingly, they have no reason to consider hiring a broker willing
to charge them a flat fee or an hourly rate that would often be less than what a traditional
broker would cost. To enable such non-traditional brokers to compete effectively, buyers
should ask the dollar amount their broker is likely to receive and an estimate of the total
hours of service they are likely to require (on average given market conditions). This
data should encourage buyers preferring to handle some of the tasks themselves to
discuss a lower fee or an hourly rate with brokers.

C. Sellers Should Ask: Can | Direct Some or All of the
Fee Offered to a Buyer’s Agent to the Buyer Instead,
if the Buyer Has Made Alternative Arrangements?

As discussed above, even many lower-priced discount brokers tell sellers that they
must offer co-op fees at the prevailing rate, typically three percent if they want to attract
buyer brokers. Yet about 20 percent of the time, buyers may choose to act without a
broker and demand a three percent price discount to reflect the avoided cost of a buyer’s
broker. Other buyers may insist on discounts where their brokers are willing to charge
less than the co-op fee offered by the listing, but their states ban rebates. Meanwhile,
where listing brokers have indicated that they will pay lower commissions or none at all
to some brokers, buyers represented by such brokers may demand a price reduction to
permit them to finance the full fee they agree to pay their broker themselves.

Unless the listing contract gives the seller such options, the listing broker might
refuse to reduce the typical commission in these cases or only agree to pass on a portion
of the costs avoided to the seller. To be fair to listing brokers, the listing agreement
should provide such brokers with a reasonable additional amount if the buyer has not
made his or her own arrangements to handle all of the tasks that are normally handled
by the buyer’s broker, if the listing broker will be expected to handle them. Otherwise
the seller should be free to pass on any costs the buyer can avoid to the buyer.
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D. Sellers Should Ask: Will They Limit Dissemination of
Listing Information?

As discussed above, most sellers desire and expect their brokers to seek maximum
exposure for their home by encouraging their listing to be spread far and wide as part
of full service. Accordingly, as part of a general disclosure of what specific services they
will receive, sellers deserve a “listing exposure disclosure:”® to know if their broker
intends to prevent competing brokers from displaying information about the seller’s
home so sellers can avoid such brokers.

VIIl. Conclusion

The traditional, straight percentage-of-sale-price residential real estate brokerage
commission does not serve the interests of either home buyers or sellers. Fees are
unrelated to the quantity or quality of service provided by brokers and their agents.
The rate structure creates little incentive for agents to provide the value-added services
of which many are capable, and also produces some serious harms to buyers and sellers.
The traditional commission rate structure has become structurally unsound and should
be rebuilt.

The foundation of a new fee structure should have buyers’ brokers setting their
own fees or negotiating with buyers; not relying on standard, default commissions set
by sellers” brokers in the MLS. The traditional practice of sellers’ brokers specifying the
fees that buyers’ brokers charge to the latter’s own clients, should be recognized by
appropriate governmental bodies as at least an attempt to fix market prices. Antitrust
laws should be interpreted to prohibit one firm from attempting to set the price that its
competitors charge for a competing service.

The situation today is very different from what it was prior to the the 1980s, when
sellers’ brokers noted their co-op fee offer in their MLS listing because they were making
an offer to the agents working with buyers to join the seller’s broker in serving the
interests of the seller. There was nothing anticompetitive about posting an offer seeking
to engage a subagent. Today, however, most buyer brokers commit to serve buyers’
interests, and their fiduciary duty is to buyers. There is no longer any reason to permit
listing brokers to set the default prices that these competing buyers” brokers charge to
serve their own customers.

The NAR claims that the elimination of interbroker compensation would destroy
the MLS, but that is plain wrong. The NAR'’s real fear about this approach is that the
elimination of interbroker compensation would diminish the ability of traditional
brokers to frustrate vigorous price competition, and thus likely lead to a dramatic fall
in broker revenues.

Therefore, policymakers eager to aid consumers and foster economic efficiency
through competition should support this separation of fee setting. It would also eliminate
the harm now caused to competition by state anti-rebate laws and disputes over which
broker was entitled to the buyer broker fee as the “procuring cause” of the buyer’s
offer. Policymakers should also act to ensure that consumers have the same chance to

30 This phrase was offered by Bill Wendel.
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amortize their broker costs as part of their mortgages, whether or not the seller agrees to
include that fee in the sale price of the home.

Brokers should remain free to set their fees as percentage commissions, but for
routine brokerage tasks, effective competition would almost certainly lead consumers to
prefer brokers who set flat fees, hourly rates, or some combination of the two. Consumers
will probably continue to prefer brokerage agreements that defer any payment until
the relevant transaction was completed, but broker contracts should allow brokers to
receive some reasonable minimum level of compensation in the event that the client
terminates the relationship.

Percentage-based fees should not disappear, but they should be used solely to
motivate real estate agents to generate incremental value. Sellers should offer their
brokers” agents (alone, without any splits with others) a substantial share, e.g., 20 to
50 percent, of any increase the agent can secure in the selling price above some agreed
upon benchmark. In volatile markets, however, benchmarks should include variable
elements pegged to the most recent sales of comparables or inventory levels. Buyers,
meanwhile, once they selected a home, should offer their brokers” agents a substantial
share of any price reduction the agent is able to secure. Both buyers and sellers might
also offer bonuses for quick results to agents who met designated deadlines.

Reaching this result will be difficult, given that these reforms could cost traditional
brokers $30 billion in annual revenues. Still, pressure from declining home prices could
be a catalyst for change. Superior agents should also recognize that the new environment
would lead to a mass exodus of the least qualified agents. This would enable them to
increase their billable time and spend less time prospecting for clients. In fact, one might
expect that the best agents would earn higher incomes, while consumers would receive
higher quality service at lower prices. Yet given the $30 billion at stake, NAR'’s state
affiliates are likely to be able to continue to pressure state legislatures to protect the
traditional system. Consumer success will require effective work by consumer advocates.
The consumer media and housing counseling agencies must prompt consumers to ask
agents/brokers the four questions proposed in this article, which should ensure that
they pay only competitive prices for only the valuable real estate brokerage services
they need or desire.
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William “Bill” Sanders is re-
nowned as one of the greatest in-
novators in the world of real estate
finance. Over the last 40 years, Mr.
Sanders has been instrumental in the
creation and operation of some of
the largest and most successful real
estate ventures ever undertaken. He
has been described as the ‘Warren
Buffett of real estate” and is consid-
ered to be one of the most influential
real estate strategists in the country.
Mr. Sanders is both a member of the
Cornell University Board of Trustees
and the Cornell Real Estate Advi-
sory Board.

Mr. Sanders grew up in El Paso
before attending Cornell University.
After graduating from the College
of Agriculture and Life Sciences in
1964, he worked in Honduras as part
of a Peace-Corps type program.

Upon his return to El Paso, Mr.
Sanders founded International De-
velopment Corp. Two years later,
in 1968, he relocated the company
to Chicago and christened it LaSal-
le Partners—later to become Jones
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executive profile

Lang LaSalle, one of the largest real
estate services companies in the
world. LaSalle Partners started to
pursue what was at the time a niche
market, real estate services, and pro-
ceeded to establish itself as the sec-
ond-largest property manager in the
United States. In 1989, Mr. Sanders
withdrew a portion of his financial
interest in LaSalle Partners and, late
in 1989, retired as the CEO.

In 1991, having returned to El
Paso, Mr. Sanders founded Security
Capital Group in nearby Santa Fe.
Security Capital grew from humble
beginnings to become what many
have described as one of the most in-
fluential real estate companies ever
created. Along the way, some of the
United States” leading REITs were
built, including ProLogis, Archstone
Smith, Regency Centers, Storage
USA and CarrAmerica Realty Cor-
poration. Mr. Sanders, known for his
ability to form and develop highly
effective teams, was responsible for
inspiring today’s leading real estate
executives, many of them having

come up through Security Capital’s
ranks. In 1997, Security Capital be-
came a public company with con-
trolling interests in leading real es-
tate companies both listed and un-
listed. By 2000, it was the largest real
estate investment and management
company in the world with over $26
billion in assets across 18 operating
companies.

Ultimately, as a publicly-listed
entity, Security Capital’s structure
became overly complicated for Wall
Street analysts and the decision was
made to simplify the operations to
better realize the underlying real
estate value. In 2002, the company
was sold to General Electric for $5.4
billion, one of the largest real estate
related transactions of that time.

It came as no surprise to his
peers when in 2003 Mr. Sanders
embarked on yet another ambitious
real estate venture. Along with Ron
Blankenship, former Vice Chairman
and COO of Security Capital, Mr.
Sanders founded Verde Realty, a
real estate development, operating
and investment company focused
on both sides of the U.S.-Mexico
Border. Verde Realty’s strategy set
out to capitalize on the substantial
real estate opportunity created by
dynamic economic and population
growth in the region. The company
currently operates through four
highly focused business platforms
in the industrial, multi-family, re-
tail, and master planned community
property sectors. After just three
years of operation, Verde Realty ap-
pears to be well on its way towards
establishing itself as the region’s
leading real estate enterprise

William Sanders is known as a
visionary in the real estate industry.
In 1999, Cornell University honored
him as the Cornell Entrepreneur of
the Year and in 2003 NAREIT pre-
sented him with the Industry Lead-
ership Award.

Recently, Bill spoke to the Cornell
Real Estate Review editorial board.
On the following pages are excerpts
from our conversation.



Do you consider leadership a nat-
ural ability or an acquired skill?
What advice can you give to young
professionals hoping to improve
their leadership skills?

Ibelieve that the best experience that
you can have in terms of leadership
is to either work for a great leader or
a terrible one. Either way, you learn
different ways of looking at a situ-
ation and assessing it. I would en-
courage young professionals to read
about the greatest leaders in busi-
ness and emulate those things which
they did well. No leader is good at
everything, but emulating positive
traits can enhance your leadership
skills.

You’ve been noted for your ability
to build a successful team. What
qualities do you consider key indi-
cators of success in a potential em-
ployee?

First of all, I don’t look at resumes
because I don’t want to judge a can-
didate based on what his or her re-
sume says. I want to judge a candi-
date based on how we interact in an
interview. I have always had an ex-
tensive interview process. We inten-
tionally make interviewing a very
difficult process for candidates in
any of the companies that I've been
involved with; we essentially put
them through basic training during
the interview process.

But basically, I look for people whom
I like, whom I feel good about and
feel comfortable with. We also never
engage in compensation bidding
wars—we want people who want to
come to work for what we’re doing,
not because we're offering the most
money.

How would you recommend others
get a start in real estate?

Basically real estate, like business,
requires you to focus on key niche
markets. First and foremost, it is

about identifying strategic oppor-
tunities and then putting a team to-
gether to execute the strategy. The
most important thing you can do
is pick the niche you want to be in,
and then pick two other things: a re-
ally good company, and within that
company, the individual you want
to work for. It’s as simple as that.
And luck—luck does the rest.

What has been your greatest chal-
lenge in business?

Probably the greatest challenge that
I've had—and as I look back I could
write a book on challenges—is that
I have picked three vastly different
niche markets.

When we established LaSalle Part-
ners in the early 1970s with the strat-
egy of providing corporate real es-
tate services, no one knew what cor-
porate real estate services were! We
were speaking one language, and
the rest of the industry was speak-
ing a totally different language. The
lesson is that you really shouldn’t
care about what the industry is do-
ing. What you really want is to cre-
ate your own industry within the
industry.

When I started Security Capital
Group in 1991, I said, “The industry
has to become securitized because
the appraisal system is an ineffi-
cient system and (real estate) funds
really aren’t measuring the value
of their capital effectively; the in-
dustry should focus on becoming
publicly listed. We spoke with over
a dozen institutions and only one of
them agreed with our strategy, but
of course, it was the right move to
make.

It's really no different than what
Verde Realty is doing right now. We
have felt for four or five years now
that whether the country likes it or
not, the manufacturing platform in
the U.S. is going to be on the Mexi-
can border, and that’s where the

growth is going to take place. So,
just trying to prove out a theory has
always been an interesting and en-
joyable challenge, but you spend the
first couple of years trying to com-
municate that theory to others.

Do you have a recipe for success?

In my view, the key ingredient to
exceeding the performance of your
peers is, first, to read continuously—
and not just about real estate. Read
about everything, from business to
politics; it will enrich you profes-
sionally.

Strategy—and
luck—are keys to
succeeding in the
real estate industry.
“When | started
LaSalle partners | was
worth either plus or
minus $5,000, I’m not
sure which.”

Second, don’t run around with peo-
ple in your industry! Run around
with people that will bring renewed
vigor to your process. And third, if
you start a company, get the stron-
gest directors in the world: people
who will tell you that you're full
of baloney; who will tell you that
you're too demanding; people who
are compassionate, when you get
down to it. Don’t surround yourself
with sycophants—surround your-
self with people who will be pro-
vocative.

There are some fabulous examples of
incompetent boards which have dis-
sipated some of the greatest brands
in the entire world just because they
picked a CEO who they enjoyed
playing golf with as opposed to one
who could drive the company and
the strategy forward.
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Wall Street analysts tend to focus
on quarterly earnings whereas
REITs and real estate investments
in general are engaged in a longer
time-horizon. Do you consider the
public market to be adequately so-
phisticated to evaluate and value
the long-term strategies that exist
in real estate?

I would say that the way the public
real estate industry is viewed and
the way the S&P is viewed are es-
sentially identical; that is, the system
in my view is very flawed. It puts a
focus on quarterly performance that
is absolutely absurd. Of course, you
have to have that dimension as part
of your economic strategy because
at some point you've got to begin to
create cash flow. But I think it is irrel-
evant what the real estate industry
thinks about how it should be val-
ued. That isn’t going to change until
the industry as a whole changes and
hopefully people like Warren Buffett
will begin to have influence on how
the industry should be valued. It is
likely that over the next 25 years,
investments valued on a quarterly
basis will become less competitive
among astute investors.

“I’m a bad golfer.
Building businesses
IS my sport.”

What sort of conditions would have
to exist in the market to catalyze
that type of change?

The most important catalyst in the
world for change is failure. I think
it’s critically important that, over
the next 25 years, the market starts
to look at companies that care about
the next 10 years’ performance,
rather than the next quarter’s per-
formance.

I think what you’re alluding to is
a series of public offerings recently
where companies don’t have the
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greatest long-term potential but
people buy shares anyway hoping
for short-term gain.

That’s a byproduct of the analysts’
mindset. The real estate analyst
plugs into the senior analyst who
is a Fortune 500 person, and so on.
Until the corporate ladder changes,
real estate isn’t going to change. The
problem is that there are legions of
money managers who are measured
every quarter or even every day, so
they make short-term decisions to
make their performance look good
so that they attract more capital.

There are frankly only a handful
of companies that are hitting their
numbers quarterly that also have a
fabulous strategy. They’ve been able
to meld the two, and that’s where
the really smart investors are going
to deploy capital.

In the case of Verde Realty and the
Santa Teresa project, you've said
that you're in it for the long haul.
Do you foresee or have you histori-
cally had challenges getting inves-
tors to see your long-term strategy?

Basically, anytime you have more
than one investor, you're going to
have conflicts because today they
may wish to do one thing, and to-
morrow they may wish to do an-
other. That’s one reason, ultimately,
to have a public company. If people
like your strategy, they remain own-
ers, and if they don’t like your strat-
egy they decide to deploy their capi-
tal elsewhere.

The bottom-line strategy at Santa
Teresa—which is just one of our
projects—is to create a thoughtfully
planned living and working envi-
ronment for employers, workers
and their families who will need to
effectively compete in global mar-
kets. Verde is the master developer
of the entire project; we will devel-
op, and own long-term, all indus-
trial, multi-family and retail assets.
We will then sell fully-developed

single family lots to homebuilders
with strict covenants to ensure that
we create a true sense-of-place that
builds substantial long-term value.

You have witnessed shifts between
taking companies public and then
private, do you foresee any con-
cerns for the industry in light of the
disclosure of public information?

The best thing that has happened
to real estate in my career has been
the move from a private-dominat-
ed industry to a public-dominated
one. It is a much better industry
today, post-securitization, because
of the quality of the management
teams, the quality of the informa-
tion, and the evolving oversight by
the analysts. In the old days, the
banks—both commercial banks as
well as the Fed—would call you to
get information about supply and
demand, and the information you
gave them would already be three
years old. Today, it’s 30 days old. So
it’s a much healthier environment.

Do you perceive liquidity as an en-
gine for creating new things or do
you think that increased competi-
tion for capital stifles creation and
innovation?

In my view, the excess capital in the
market today is stimulating finan-
cial engineering, not creativity. And
there isn’t too much liquidity in real
estate alone—there’s too much li-
quidity in every sector of investing!
There’s too much capital. I think
creativity is driven by a number of
different forces, but especially by
research and by competition. You
look around for opportunities that
other people are not pursuing. It’s
real simple, actually: you want as
little competition as possible, and
as much growth as you can achieve.
It doesn’t take a genius to buy a 4%
return. I'd be embarrassed to buy a
4% return, even if you can make the
numbers look right. Healthy returns
drive the need to be creative and dif-
ferent.



Run for the Border

Bill Sanders’ new venture embraces the principles of cultural and commercial free trade

Verde Realty was founded in
2003 by William “Bill” Sanders, to
focus on dynamic growth along the
U.S.-Mexico border. Mr. Sanders rec-
ognized two key trends early on that
would drive growth in this region:
1) the U.S.-Mexico border was posi-
tioned to become North America’s
globally competitive production
platform, and 2) population growth
on both sides of the border was
growing significantly faster than
the population growth rates of each
respective country. Over the past 20
years, the 6 northern border states
of Mexico have gained meaningful
importance in a country that has
historically revolved around Mexico
City. Major cities in the northern
border states are currently grow-
ing 2-3 times faster than the rest of
Mexico. Three of Mexico’s 6 largest
cities, Monterrey, Juarez and Tijua-
na, are now located in border states.
On the U.S. side, nearly half of the
entire U.S. population growth over
the next twenty years is projected to
occur in the 4 border states of Cali-
fornia, Arizona, New Mexico and
Texas. Mexico is poised to be one of
the world’s top growth stories. It is
projected to become the world’s 6th
largest economy by 2050, after Chi-
na, the U.S. and India, just behind
Japan and Brazil, and significantly
ahead of Germany, UK, France, Italy
and Canada.

The venture embodies the long-
held strategy of Mr. Sanders: “I
wanted to be in an area without a
lot of competition, and with a lot of
growth, and, at this stage of my life,
I didn’t want to live on an airplane
traveling to China or India.”

Verde Realty marks a return to
Sanders’s roots in Texas, just in time
to capitalize on the burgeoning man-
ufacturing industry south of the bor-
der. The U.S.-Mexico border region
has seen significant growth in recent
years and will continue to expand
as more U.S. companies relocate op-
erations to reduce costs to remain

globally competitive, and as Asian
and European companies establish
operations to cost-effectively access
the North American market. In the
last three years, Electrolux, Foxconn,
Lexmark, GE Healthcare and John-
son & Johnson have all opened ma-
jor operations in Ciudad Juarez, just
across the border from El Paso, Tex-
as. These two cities have a combined
population of close to 3 million peo-
ple, making it the largest cross-bor-
der city in the world. Juarez is the
largest production-sharing center in
Mexico with nearly 300 companies
employing over 240,000 workers in
increasingly sophisticated manufac-

The U.S.-Mexico
Border is

North America’s
most globally
competitive
manufacturing
platform.

El Paso-Juarez has
established itself as
the epicenter of
this rapidly
growing region.

turing operations

Verde Realty intends to be a ma-
jor player in the U.S.-Mexico Border
region and Mr. Sanders, along with
his Co-Chairman and longtime busi-
ness associate, Ron Blankenship,
have quickly established a leading
presence there. After just 36 months,
Verde Realty has operations in 14
key target market cities on both sides
of the border and has developed or
acquired substantial real estate po-
sitions in four highly-focused busi-
ness platforms:

Verde Corporate Realty Services,
is now a leading developer/owner/
operator of industrial facilities on
both sides of the U.S.-Mexico border.
Verde Apartment Communities is a
leading developer/owner/operator
of multifamily properties on the U.S
side of the border. Verde Retail is in
the early stages of becoming a lead-

ing owner/operator of retail facili-
ties on both sides of the border fo-
cused on the underserved Hispanic
market. Hispanic consumers tend to
spend more per week on groceries
than a typical American family and
the Hispanic teenage population is
one of the largest and fastest grow-
ing consumer demographic groups
in the U.S.

In Verde Master Planned Com-
munities, the company’s first project
is a 21,000-acre new town just west
of El Paso Texas called Santa Teresa.
Verde Realty is the master develop-
er for the entire site, which will en-
sure the integrity of the overall mas-

ter plan. The company will build all
industrial, multifamily and retail
properties within the project and sell
fully-developed single family lots to
homebuilders with strict architec-
tural guidelines. The project is con-
ceived as a “tight-knit community
with shared priorities” and is being
marketed as a strategic operating
platform for Global 2000 companies
and their employees to effectively
compete in world markets. Accord-
ing to Sanders, “(Verde Realty’s)
strategy is to offer workforce hous-
ing that is part of a thoughtful, mas-
ter-planned community, one thatem-
ploys sustainable practices by virtue
of the planning process. The location
of homes within close proximity to
work will necessitate fewer trips by
car and reduced transit time. This is
seen as both an economic feature as
well as a sustainable effort.”
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200/ ULI Hines Student

team members:

ornell fielded five entries in 2007
CUrban Land Institute Gerald D.

Hines Student Urban Design
Competition, which takes place each
year over 10 days in January, just as stu-
dents are returning from winter break.
Now in its fifth year, the competition
aims to strengthen the interdisciplin-
ary ties between business, architecture,
planning, and landscape architecture.
Each team consists of five graduate stu-
dents from at least three distinct disci-
plines, and draws upon their combined
talents to produce schematic designs,
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Ronald Chua '08
Program in Real Estate

redevelopment strategies, and financial
analyses to solve a real-life urban de-
sign problem.

“Flood the Banks — A Catalyst for
Symbiotic Growth in the Rio District,”
pictured below, was one team'’s re-
sponse to the challenge posed in the
2007 competition brief, sited in East
Lost Angeles. Their solution, a combi-
nation of bricks-and-mortar redevelop-
ment and ecologically sensitive inter-
ventions, proposed innovative design
strategies for rejuvenating the L.A.
River and its adjacent land.

Stacy Day '08
Landscape Architecture

The competition site was a 1.12
mile stretch of East First Street bisected
by the L.A. River and surrounded by
freeways on three sides. Teams were
required to suggest a development
strategy for the existing Mariachi Plaza
district and to produce a land use plan
for the East First Street Corridor and
the L.A. River. The design addressed
several challenges, including a cultur-
ally diverse neighborhood, poor inte-
gration with the surrounding urban
fabric, minimal economic development
and the flood risk inherent in the recla-



Design Competition

Matthew MacLeod ’08
Landscape Architecture

mation of the concrete-encased river. In
its attempt to reconcile these complex
adjacencies, the team capitalized on the
site’s connection to downtown L.A. and
a new metro stop under construction at
Mariachi Plaza.

“Flood the Banks” prompts an eco-
nomic and cultural revitalization of the
corridor through a phased process of
ecological and social reintegration with
the L.A. River. To abate flood risks and
promote hydrologic health, the design
incorporates a comprehensive storm-
water management system comprising

Andrea Nelson ’08
City and Regional Planning

bio-swales, green roofs and detention
ponds. Recreational paths introduced
along the river and a grove of symboli-
cally native sycamore trees compose an
outdoor museum to celebrate local his-
tory, raise public awareness and connect
the divided corridor. Finally, a mixed-
use, transit-oriented development at
Mariachi Plaza seizes on the possibility
of increased commercial activity as a re-
sult of the new metro stop.

Shortlisted as one of the top 25
projects, the design received positive
feedback from the jury such as “well

Laryssa Stecyk '09
Landscape Architecture

”

thought-out,” “clever,” and “complete.”
According to the team, the project was
an enriching experience in interdisci-
plinary collaboration. In the words of
team leader Laryssa Stecyk MLA ‘09,
“The greatest value of the ULI compe-
tition lay in an exchange between in-
tensely dedicated and energetic people
which led to an exciting and rich design.
Anyone seeking to be pushed to their
limits should consider this challenge.
The experience was invaluable.” ®
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CALL FOR PAPERS
Cornell Real Estate Review

The Editors are pleased to announce a call for papers for the Cornell Real Estate Review (CRER).

The Review aims to provide a conduit for students, academic staff and professional practitioners to express
ideas, concepts and research findings from all fields related to the real estate profession. The Review focuses
on the interdisciplinary nature of real estate by blending both informative practical papers with application
based academic research across the breath of design, business, economics, engineering, finance, law, plan-
ning, development, marketing and property management.

The Review seeks papers for the following categories:

= ARTICLES: high-quality original papers focused on key issues confronting
the real estate industry

= NOTES: review of contemporary issues in a real estate related topic
» REAL ESTATE IN PRACTICE: projects or case study analysis

= POPULAR PRESS: a review of current publications or software/web-based applications of
interest to real estate professionals

All papers submitted will be reviewed by the Executive Editor within 6-8 weeks from submission. Electronic
submissions are strongly recommended, preferably in either word or PDF format. Information on the submis-
sion requirements and style guidelines for Articles can be found at www.realestate.cornell.edu or via email
from the executive editor at crer@cornell.edu.

Interested authors should
contact or submit papers to:

The Executive Editor
Cornell Real Estate Review
Cornell University

114 W. Sibley Hall

Ithaca NY 14853-6701

tel: (607) 255-8962
fax: (607) 255-0242
e-mail: crer@cornell.edu

The CRER is a student based publication with support from
the Program in Real Estate and the Cornell Real Estate Council
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The Tectonic Forces of Global
Real Estate

by David J. Lynn, Ph.D.

Tectonic (ték-ton'ik)

adjective: pertaining to the structure or movement of the
earth’s crust; “tectonic plates.”

There are major shifts underway in the fundamental structure, or the underlying
tectonic plates, of the global commercial real estate industry. These massive plate
movements are creating an entirely new landscape within real estate and challenging
long-held assumptions about commercial real estate investment, development, and
ownership. The industry is transforming from a highly localized, deal-driven business
to an international market characterized by lower transactions costs, abundant
information, lower risk premiums, and increasing sophistication. Even the perception
of real estate as an investment class is changing—investors increasingly see real estate
as a stable, secure investment, producing solid returns with less volatility than stocks or
many other investments.

Six fundamental and powerful tectonic forces are at work altering—in some cases
irrevocably changing—the very bedrock of the global real estate industry and creating
new opportunities for investors through the following real estate plate shifts:

1) falling transaction costs and greater information and transparency;

2) changing perceptions and growing investor interest in real estate;

3) lower interest rates around the world;

4) growing integration with the capital markets;

5) global growth and change: demographics, emerging markets and
urbanization; and

6) international outsourcing and the mobilization of labor.

Many of these underlying factors are mutually reinforcing and compound the
impact of any single transition. The moving magma underlying these plate shifts is a
combination of accelerating globalization' and global economic growth.

1 Globalization refers to the increasing integration of economies around the world, particularly through
trade and financial flows. The term sometimes also refers to the movement of people (labor) and knowl-
edge (technology) across international borders.
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Daedalus Investment and
Development PTE, a private
equity real estate firm, based

in Singapore and operating in
Asia and the UK. At the Target
Corporation, he was in charge of
national retail investment and
development programs. At the
Boston Redevelopment Authority,
he planned and managed urban
investments and developments.
He has delivered presentations
and papers at national and
international professional
conferences and meetings
including the Urban Land
Institute, Housing Leadership
Conference, Institutional Real
Estate Forum, The Counselors

of Real Estate, MIT, Stanford
University, Cornell University,
The San Francisco Investment
Forum, World Economic
Development Congress.

He has consulted for the World
Bank, USAID, and the national
governments of Egypt,

the Philippines, Colombia,

and Indonesia.

He earned a Masters of Business
Administration (MBA) as a Sloan
Fellow from the Sloan School

of Management, MIT, where he
specialized in finance and real
estate. He earned his Ph.D. in
financial economics at the London
School of Economics where he
also earned a Masters of Science
specializing in Finance. He earned
a Masters in City and Regional
Planning from Cornell University.
He earned a B.A. in Architecture
from University of California at
Berkeley. He is a Counselor of
Real Estate (CRE), a Certified
Portfolio and Investment Manager
(CPIM), a Chartered Management
Analyst (CMA), and a Certified
Planner (AICP). He is a member of
the CRE, ARES, NCREIF, ICSC, the
Homer Hoyt Fellows,

and the ULI Advisory Panel.

1. Falling Transaction Costs:
Greater Information and Transparency

Transaction Costs

Transaction costs are the costs of transferring goods or services from one individual
to another.? Real estate has traditionally been a murky, high-friction sector with
high transactions costs and is characterized in particular by two types of transaction
costs: informational incompleteness and asymmetries. Informational incompleteness
describes situations in which the parties to a potential or actual transaction do not have
all the relevant information needed to determine whether the terms of the agreement
are mutually acceptable, whereas asymmetries describes the difficulty of determining
whether the implied or agreed upon terms are actually being or will be met.?

Traditionally most real estate firms have been locally based, rarely venturing out
beyond their market areas. The cost of sourcing, investigating, bargaining, investing
in and managing real estate outside of a particular investor’s market was viewed as
prohibitive for many investors, both large and small. Optimum economic decisions
require information about preferences, resource availabilities, motivation of agents, and
technological opportunities. Information pertaining to the above factors is localized
and dispersed. But, even if the relevant information were available, determining what
should be produced, for whom, by whom, and using which methods and materials
is overwhelmingly large and complex, and a complete analysis would likely be cost
ineffective. Nevertheless, as sources of information have expanded with broader media
coverage, technology applications and the increasing popularity of the sector, transaction
costs have been reduced.

Greater Information and Transparency

Globalization has assisted in driving down transaction costs by increasing the speed
and reducing the cost of information transmission. This has improved transparency
which in turn has brought more investment and increased information. The movement
of the one tectonic plate reinforces the movement of another.

Shifts in technology, transportation, and communications are creating a world where
anyone can invest in real estate in almost any part of the world that allows real estate
foreign direct investment (FDI). The new public nature of commercial real estate thrives
on information, which was once a scarce commodity. It is now an industry sustained by
widespread information and a growing number of analysts.

Developed, maturing, and emerging markets around the world are making
tremendous progress in the legal and institutional reforms necessary to allow and
facilitate real estate FDI. From a political perspective, countries used to view real estate
as one of the “crown jewels” of an economy. No longer does this view hold. Countries
have recognized that real estate FDI is a way to encourage fixed capital investment,
create jobs, and to introduce best practices from multinational corporations. India
demonstrated its recognition of the benefits of real estate FDI when it liberalized a wide
range of investments. Retail in particular experienced a surge of investment by foreign
retailers, bringing in increased selection and lower prices for the Indian consumer.

2 Coase, Ronald, “The Nature of the Firm,” Economica, 4 (1937), 386-405.

3 The specialization of information economics is a relatively new one. Some of the pioneers include
George Ackerlof (“The Market for Lemons”), Michael Spence, and Joseph Stiglitz.
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The leading countries in terms of receiving real estate FDI are typically the most
transparent, with high scores for public sector governance. The UK and the Netherlands
consistently receive top scores for both the availability of public market indices and
the quality of corporate governance. European real estate capital markets in general
are becoming increasingly international, with some $65 billion dollars of cross-border
transactions undertaken in 2003, representing 48% of the total investment volume in
Europe.*

Increasing transparency is also bolstered by economic growth, as the level of
economic development of a country is directly correlated with its transparency.’
Transparency is resulting in greater capital flows and is, in itself, a reinforcing cycle.
Public and corporate governance are also factors. The additional investment encourages
governments or public organizations in less transparent countries to collect more real
estate market data and make it accessible to investors. For example, transparency in
Japan and Korea has improved significantly in recent years and is, arguably, both a
cause and effect of international capital flows. The development of public real estate
markets appears to be a catalyst for long-term transparency as this drives analysis of the
sector that attracts additional investment. Taiwan is another good example of a nation
that has improved its real estate market transparency. Over the past few years, more
real estate data has become available to investors as the government regularly collects
detailed tourism and housing data and makes this available to the public.

Transparency results in lower barriers to entry in a market and margins decrease.
As yields lower in more transparent countries, private investors, institutions, pension
funds, mutual funds, open-ended funds, and opportunity funds will seek higher risk-
adjusted returns in less transparent markets, and investment turns to emerging markets.
This influx in capital, in turn, is inducing these countries to make accommodations to
become more transparent. In other words, transparency follows the money.

2. Changing Perceptions and Growing Investor
Interest in Real Estate

Historical data has demonstrated how investment in real estate provides
diversification and mitigates risk. It also shows a proliferation of investment vehicles
and the growing importance of emerging markets. In addition to the evolution in
vehicles and markets, an evolution of investor attitudes is also creating a shift in real
estate landscape.

In the late 1990s there was a strong bias against “bricks and mortar” companies.
It was believed that hard assets only weighed companies down, slowing their ability
to maneuver deftly in high growth markets. This bias has been reversed to favor not
only “bricks and mortar” companies, but also the bricks and mortar themselves. The
comparatively tame performance of the U.S. stock market and the hesitation surrounding
investment in the intangible products of technology, biotechnology, service and dot com
companies has led many institutions to favor investments that have strong tangible
value. The stock market decline of five years ago has also served to remind investors
of the utility of portfolio diversification and has enhanced the attractiveness of stable,
income-producing investments.

4 Jones Lang LaSalle, Global Real Estate Transparency Index, 2004.
S The Fraser Institute, Economic Freedom of the World Index, 2005.
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Moreover, in the post-Enron world, investors are attracted to real estate investments
and operating companies that employ more straightforward accounting practices, with
a high percentage of their value derived from current cash flow. Real estate investment
is thus less susceptible to creative accounting and financial legerdemain.

The hard tangibility and the comforting transparency of real estate may explain
why real estate draws many investors on an emotional level. However, real estate’s
qualitative “bricks and mortar” appeal is also supported by its ability to reduce
volatility and enhance returns through income and appreciation, which is derived from
the diversification and stability that it offers.

Recent empirical studies have shown real estate values are relatively stable compared
to stocks. The volatility of private and direct real estate expresses a range of 6.5-9%
annualized standard deviation.® The boom and bust real estate cycles of the 1980s have
been tempered by a number of trends that have been emerging since the 1990s. These
include increased securitization, improved transparency, better market coverage and
information, and increased investor sophistication.

In terms of stability, real estate’s current income has been as good as, or better than,
any major investment class over the last five years.” The income derived from leasing
and rental properties provides investors with a comparatively high yield. The income
component of real estate returns has not been negatively affected by the recent influx of
investment capital, even though cap rates have declined.

Real estate’s relatively lower risk, its complementarities with other investments, and
itslongevity and stability are particularly appealing to the “Baby Boomer” demographic.?

This group, which in the U.S. refers to Americans who were born between 1945 and 1962,
“Real estate’s

current income has

is the wealthiest demographic segment in history, and currently represents about 27% of
the U.S. population. In the post-technology bubble era, with a large aging demographic
been as good as,  pecomingly increasingly risk-averse, investors should continue to favor the stability,
or better than, any  diversity, and income-producing attributes of “bricks and mortar” investments. As
major investment  such, the level of real estate investment will most likely continue to increase for the next

class over the last  two decades.
five years.”

3. Low Interest Rates

Low interest rates in major markets around the world, including the U.S., UK and
Germany, are fueling a growing appetite for commercial real estate. As indicated in
Figure 1, interest rates on the 10-year Treasury and UK long-term gilts have not been
this low since the early 1960s. Interest rates are vital in real estate investment because
most commercial real estate is purchased with a substantial level of debt. Lower cost
debt allows more real estate to be purchased at higher prices. With debt capital relatively
plentiful and at historically low rates, returns do not have to be extraordinary in order

for many investments to produce acceptable returns. At the same time, real estate’s other
competitors, bonds and treasuries, wilt under low interest rates. Many investors have
been buying on the “spread,” that is the difference between debt capital and current net
operating income (NOI).

6 CISDM Research Department, “The Benefits of Real Estate Investment 2005 Update, June 2005.
T1BID, 2005.
8 See section 5, global growth and change, for a detailed account of this phenomenon.
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There are many possible reasons for the low interest rates seen around the world:

Global Savings Glut. A contributing cause appears to be an increase in global
savings—a savings glut. The aggregate savings ratio has fallen in the US, remained
relatively stable in the Euro area and Japan, but increased sharply in Emerging Asia.
This is particularly in the case in the People’s Republic of China and more recently in
the Middle East’ The change in the global savings pattern seems to have contributed
to the low long-term real interest rates because a significant portion of the increased
savings in Emerging Asia and the Middle East has been held as official foreign exchange
reserves and invested largely in US Treasury bonds.

Treasury Bond Purchasing Patterns. While it is true that central banks hold only
a small share of the outstanding stock of U.S. Treasury bonds, they have become big
buyers in recent years. For example, data from the Bank of International Settlements
suggest that central banks financed about 80% of the U.S. account deficit in 2003. The
corresponding figure for 2004 is only marginally lower. Such a large net purchase of U.S.
Treasury bonds by central banks are believed to have lowered the long-term interest rate.
Most estimates suggest that the large reserve accumulation in Asia alone has pushed
down U.S. long-term interest rates by 0.4 to 1 percentage points. More extreme estimates
place this figure at 2 percentage points.

Low Inflation. Alow inflation environment is due in part to improved credibility of
monetary policy and the general disinflationary trend in many countries such as China,
India and the former Soviet Bloc countries. Major central banks around the world have
acted promptly, even preemptively, to address potential inflationary pressures. While
there remains some expectation of incipient inflation from strong global demand for
raw materials, the reality is that the impact of higher oil prices has so far been much less
than during earlier episodes of oil shocks.

With low inflation and increasing economic stability in many countries, interest
rates may stay low for a while. While it is true that certain commodity prices are rising,
the main component of most traded goods and services is still labor, and this has been
declining in real terms. Global factor price equalization (a growing equalizing among
countries of the factors of production, including labor, materials and capital) has forced

9 International Monetary Fund, 2005.
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down the cost of many goods and services.”® This is not only serving to keep interest
rates and inflation low, but it is also prompting additional investment in search of low
cost markets for production activities. With GDP growth rates exceeding 6% per annum
and a combined population of 2.3 billion, China and India alone are likely to keep factor
prices (therefore global inflation) low for some time to come.

Bias Towards Long-Term Investments. Subtle changes in investment patterns in
financial markets have been taking place in recent years. Insurance companies and
pension funds have favored investments in long-term bonds over equities. This may
be attributed to investor concerns over potentially devastating catastrophes, such as
terrorist attacks, natural disasters, infectious diseases, or financial crises. Such concerns
tend to raise investment in government bonds, which depress long-term interest rates.
In the face of global uncertainties, the “flight to quality” argument recalls a time in the
1950’s and early 1960’s when World War III was perceived as possible. During that era
long-term interest rates remained low while global growth was strong.

How long interest rates will stay this low is impossible to determine. Certainly,
they must rise and revert to the historical mean. But this does not necessarily make real
estate less attractive. A higher interest rate usually indicates a more buoyant economy.
A stronger economy will boost the demand for real estate of all types, particularly office,
industrial and apartments—sectors currently performing less well than the retail and
single-family residential sectors. Investors will continue to acquire real estate if they
expect increases in property cash flows to offset higher interest rates.

4. Growing Integration with Capital Markets

The perennial drawback to real estate has been its lack of liquidity. Real estate
assets are large, lumpy, fixed in one location, and characterized by local (imperfect)
information. These negative attributes can be mitigated with securitized real estate
investment products which integrate real estate with financial markets and increase
liquidity.

Real estate securitization enables the investor to obtain ownership of securities with
creditor’s rights instead of a direct object ownership. Through securities the value of real
estate transforms from a fixed capital state to a tradable security, thereby broadening
investment and participation, and increasing the channels of capital collection for the
industry. Essentially, securitization reduces the liquidity risk premium of real estate.

U.S. mortgage market securitization has been explosive—increasing by more than
fivefold since the mid-1990s. Commercial mortgage backed securities (CMBS) bring
a public financing aspect to what historically was a privately transacted area. These
vehicles create supply and demand for funds that compete with traditional equity and
fixed income (Figure 2). CMBS provide liquidity and hence allow for more frequent
decision making and trading of real estate as a well-defined and analyzed class. This
makes real estate amenable to inclusion in institutional portfolios.

Real estate investment trusts (REITs) combine equity and real estate characteristics.
The market capitalization of U.S. REITs has increased more than sixfold as indicated
in Figure 3. REIT legislation, often modeled after U.S. standards, is becoming common
in both developed and developing nations around the world. In the last three years,

10 Begg, David and Rudiger Dornbusch, Economics, 1994.
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Bulgaria, France, Korea, Japan, Israel, Singapore and Taiwan have all adopted, or
modified, legislation enabling REIT-style investment structures. The introduction of
REIT legislation in the UK on January 1, 2007 has also encouraged Germany to consider
the introduction of a competing structure, the G-REIT. It is anticipated that the G-REIT
will be launched later this year. Not only is this legislation spurring the expansion of
commercial real estate markets in these countries, it is also promoting more offshore
investment by U.S. REITs. Many investors find it easier and less risky to purchase shares
in a REIT rather than to make large-scale equity investments. Securitization, whether
REITS, CMBS, or a variety of debt vehicles, allows many more investors to enter the
market than ever before, enlarging the industry and making it more accessible and
transparent. The popularity of securitized products will continue to drive the demand
for debt and equity investments as well as mortgages of all types. The translation of real
estate into stocks and mortgages has the advantage of making a liquid market with a
range products to suit specific investor demand profiles. Most international real estate
markets are just starting on the path of real estate securitization.
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The integration with capital markets has been aided by the growing liquidity of
capital itself. Capital is increasingly footloose as it looks to find the best investments
around the globe. The movement of real estate capital worldwide has simply been a
part of this general trend. In 2003, the U.S. real estate market witnessed a 59% increase
over 2002 in capital from offshore investors."! This level is estimated to be at least 12%
higher in 2004. In the last two years, U.S. opportunity funds have amassed more than
$60 billion in new funds for offshore real estate.

Interest generated by both institutional and individual investors has flooded real
estate vehicles with capital. Assets under management of private real estate opportunity
funds have grown from roughly $36 billion in 1997 to $96 billion in 2002, and it is
believed they stood at $120 billion or more at the beginning of 2005."> Over $6 billion
in new assets were gathered by private (non-listed) REITs in 2004 and almost $4 billion
through mid-year 2005.

Consequent with the flood of capital, the number of transactions has increased. The
volume of investment real estate transactions worth more than $5 million increased 24%,
from $118.9 billion in 2003 to $185.4 billion in 2004."* Within the first three quarters of 2005
transactions had already surpassed these levels, with $190.3 billion in investments.

As the largest net buyers in 2004, REITs and other public companies increased their
holdings of real estate by $15.3 billion. Within the first three quarters of 2005, privately
held national real estate firms acquired $11.6 billion in property, while REITS purchased
just over $3 billion. Foreign investment continued to rise in 2005 acquiring $5.9 billion
through the first three quarters of the year, compared to $4.5 billion in 2004.

5. Global Growth and Change: Demographics,
Emerging Markets, and Urbanization

Demographics. Acritical driver of real estate demand. Population growthworldwide
rapidly accelerated in the 20th century and continues to increase. While growth may
be leveling off in some industrialized countries, it is still robust in the majority of the
world’s countries. Increased population requires more housing, shopping, places to work
(factories and office buildings), and more hotels for travel and recreation. However, the
sheer numbers are only one facet of a growing global population. As people become
wealthier, per capita consumption in all goods and services rises. This is particularly
true in the real estate sector.

Throughout the world, populations are aging because people are adopting healthier
lifestyles and healthcare systems are rapidly improving. In Western societies, and Japan
in particular, death rates are declining. These regions are producing fewer children and
the population is living longer. These changes alter the nature of the demand for all
types of real estate.

The projected change in the demographic structure of Europe provides a striking
example. The demographic histogram from 1950 depicts a broad base of young people
(Baby Boomers) aged between 0-19 years with a substantial working population between
20-64 years. It is this middle tier which supported the top layer of retirement aged

11 association of Foreign Investors in Real Estate (AFIRE), 2003.
12 pension Consulting Alliance, Inc. (PCA) http://www.pensionconsulting.com/research.htm
13 Real Capital Analytics, 2005.
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population (65 years old and above). The younger population of 1950 now constitutes
the bulk of the working age population and the young base is considerably narrower
than the working age base. With healthcare and increased life expectancy resulting in a
broader retirement band, there will be fewer workers to support an increasingly large

retirement population. (Figure 4)
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By 2050, the retirement aged population is predicted to grow further and will result
in an almost inverted pyramid. Pensions and retirement investments become more
critical in this scenario.

As an aging population seeks less risky investments, the appeal of real estate will
increase. An investor is said to be risk-averse if, when given the choice between a less
risky investment with a given return and a more risky investment with the same return,
the investor prefers the less risky investment.

Empirical data also supports the “lifecycle risk aversion hypothesis,” which
predicts that the older a person becomes, the more risk averse he or she becomes. ** The
underlying explanation for this lies in the relative importance of labor income and asset
income over the lifecycle. It is believed that the further a person is from retirement the

14 Baksi, G. and Z. Chen, “Baby Boom, Population Aging, and Capital Markets,” Journal of Business,
Vol. 67, No. 2, 1994: 165:202.
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more risk they are willing to accept in their investments since the number of paychecks
they expect to get is large and labor income can offset any adverse investment outcomes.
Thus, as Baby Boomers near retirement they will shift to less risky investments. This
heightens the importance of real estate investments as the current income produced
by stabilized, institutional real estate is generally considered relatively stable when
compared to stocks.

In the United States, the leading edge of the Baby Boomers just turned 60. The Baby
Boomers are the wealthiest demographic segment in human history and there are about
75 million in the U.S. representing about 27% of the U.S. population. * If we accept that
Baby Boomers will increasingly shift to less risky investments, and that real estate is a
low risk, high performing asset class, then the level of real estate investment will most
likely continue to increase for the next two decades. In 2011, when the first Boomers hit
age 65, we may see a dramatic increase in the level of real estate investment, along with
a rise in interest rates in treasuries and bonds.

Emerging Market Growth. The National Intelligence Council predicts that global
economic growth will be driven by political pressures for higher living standards,
improved economic policies, rising foreign trade and investment, the diffusion of
information technologies, and an increasingly dynamic private sector.'

Figure 5 shows that the world’s population stood at 6 billion people in 2000. By 2050,
the world’s population, per the mid-range forecast, is estimated to be almost 9 billion
people — a nearly one-third increase! It is not just the sheer numerical increase, but the
distribution of the population that is important. In 2050, of the nearly 9 billion people

living on the globe, 7.75 billion (85%) will be living in emerging markets while only 1.15
“In 2011,

when the first

billion (15%) will be living in developed countries. Populations in Europe and Japan
will actually decline, while the population in the rest of Asia will register an increase of
Boomers hit  nearly 70%. The U.S. is expected to add only 50 million people to its population over
age 65, we may  the next 20 years.
see a dramatic Many emerging markets are currently experiencing high GDP growth. These
increase in countries are in the basic stages of economic development with little useful building
the level of  stock for their current economic and industrial demands. Countries are in essence
real estate leapfrogging from basic, extractive and agriculturally based economies that have been
investment.” internally focused to industrial, diversified and externally focused economies. The
demand for international class office, housing, industrial, retail, and hotel far outstrips
supply in many emerging market countries. As a result, real estate markets in these
countries are expected to experience disproportionate expansion in the real estate sector
(new and renovated buildings of all types) to accommodate the growing demand for
larger quantity and higher quality assets.
Moreover, the growth of the middle class in these countries and the convergence

of global middle class aspirations are pushing the need for modern housing and retail.
India alone requires some 30 million new housing units by 2015 to satisfy the demand
from its growing population.'”

Lyus. Department of Census, 2005.
16 National Intelligence Council, “Global Trends 2015, 2000.
17 David J. Lynn, AIG Global Real Estate Group, “Strategic Analysis of the Indian Property Market, 2005.
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Global Population: 1950-2015
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Scenarios for 2050

Population Projections for World Regions, Three

Population in millions

2050
Region/country 2000 High Medium Low
World 6,055 10,674 8,909 7,343
More developed 1,188 1,361 1,155 990
Less developed 4,867 9,313 7,754 6,353
Africa 784 2,102 1,766 1,467
Sub-Saharan Africa 641 1,804 1,522 1,272
Asia 3,683 6,316 5,268 4,312
China 1,278 1,686 1,478 1,250
Japan 127 117 105 92
Latin America & Caribbean 519 994 809 654
North America 310 464 392 324
Europe 729 746 628 550
Oceania 30 52 46 36

Source: UN, World Population Prospects: The 1998 Revision (1998).

figure 5

Population Projections

Accelerating Urbanization. People are increasingly able to relocate to cities, regions,

and countries where they can find better economic and lifestyle opportunities. This is
spurring growth particularly in so-called “global gateway” cities such as London, New
York, Hong Kong, and so on. More significant than international immigration though,
is the rural to urban migration occurring at a massive level within many emerging

markets. With improvements in communications and transportation, people from rural
areas are flocking to major cities in search of a better life. This trend will continue well
into the 21 century as long as the income of urban areas outpaces that of the rural

hinterlands. (Figure 6)

Up until World War II, most of Asia, Africa and Latin America were rural in nature.
After the war, there was an acceleration of industrial production in many emerging
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markets. Between 1950 and 1975, the urban populations of less developed countries
grew at 4% annually, much faster than in more developed countries.” The urban
population more than doubled over that period and the percentage of residents living in
urban areas in less developed countries rose from 18% to 27%. About 60% of the urban
population growth came from natural increase and 40% from in-migration."

Cities have long been the place of opportunity, and greater social and political
freedom. In addition, as emerging market countries become less dependent on
agriculture and as they automate, far fewer workers will be needed on the farm than
today. In China alone, it is estimated that 200 million people will migrate to the cities
from the countryside by 2020.%

The combination of population increase and rapid urbanization will drive the
demand and value of real estate in many emerging market cities. Even within developed
countries, populations are congregating in ever larger urban agglomerations. Known as
“megalopoli,” these urban areas are spreading across major regions of the U.S. pushing
up land and building values and making real estate increasingly valuable.? This
explosive growth translates into hundreds of millions of new urban residents in major
cities around the world. With greater numbers of people living in roughly the same urban
areas, the value and economic returns of real estate will increase with its scarcity. Center
city locations and transit-oriented sites should become disproportionately valuable.

Urbanization in More Developed and Less Developed
Countries, 1850 to 2030
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Sources: United Nations, Patterns of Urban and Rural Population Growth (1980): table 3;
and World Urbanization Prospects: The 1996 Revision (1997): table A-2.

18 Gelbard, Alene, Carl Haub, and Mary Ken, “The World Beyond Six Billion,” Population Reference
Bureau, 1999.

191BID.
20 Wu, Harry, “Research on Rural-to-Urban Labour Migration in Post Reform China: A Survey, 2005.
21 peirce, Neal, “Megalopolis Comes of Age,” Courant.com, August 28, 2005.
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6. Global Outsourcing

It is estimated that one-ninth of the world’s service jobs can be done from anywhere
in the world, including taking orders at a drive-through, researching stocks, designing
aircraft cockpits and vetting medical X-rays. In fact, all four jobs are already being
actively outsourced.?? The location of jobs impacts the demand for the buildings in which
to perform them, even if they are thousands of miles removed from the end user.

The trend of global outsourcing is part of the larger trend of vertical industrial
disintegration and globally dispersed supply chains. Increasingly, companies can
locate assets and labor anywhere in the world to minimize costs and maximize profits.
Outsourcing has been a fact of capitalism time immemorial, but has accelerated over
the last decade due to the furthering of the dispersion of the supply chain. In the 1990s
the service sector saw a significant amount of outsourcing. The main drivers of service
sector outsourcing have been: 1) rising skill profiles of emerging market economies in
terms of productivity adjusted for the cost of labor; 2) digitization of services and service
provision, widespread use of networked computers as a consequence of the falling price
of computing power; and 3) increased market access brought about by globalization.

Outsourcing has had the effect of reducing real estate demand in industrialized
countries while stimulating demand in emerging markets, particularly for office and
industrial. From 1990 to 2002, low and middle income nations increased their share
of global services exports by 50%, as high income countries saw their share decline.
According to the World Bank, India’s and China’s services exports expanded by more

than 15% per year in the 1990s, compared with an increase of less than 6% per year

worldwide.? “Outsourcing
As recent as the mid-1990s, the notion of a company shifting its entire programming  has had the

department to Bangalore or Moscow was considered highly unusual. The basic concept  effect of

of saving money by using knowledgeable, lower-paid employees was still the same, reducing

but telecommunications and computer technology had not advanced enough to make real estate

it sufficiently practicable. demand in
Now, a decade later, it is a mainstream concept. A 2002 survey by Forrester

industrialized

24 3 “" 3 : 0,
Research* estimated that “demand for offshore outsourcing will account for 28% of . tries while

IT budgets in Europe and the U.S. within two years,” and a more recent study by the

stimulating
Gartner Group indicated that by 2004, eight out of ten CIOs in American companies had demand in
“direct marching orders to move offshore at least part of the technology services they emerain
provide to their businesses.” Even more significantly, the study found that “four out of kgt g

markets.

ten companies will already have done so.”*
Those statistics suggest a realignment of comparative advantages with the
specializations of what each country does best. In India’s case, opening the economy

to world competition in the 1990s brought its advantage starkly into light. From 1996
to 2000, India’s comparative advantage in exported services like software development
grew 327% (according to the World Bank), while its advantage in manufactured goods

22 Giridharadas, Anand, “India Seeks to Codify the Rules on Outsourcing,” International Herald Tribune,
December 19, 2005.

23 World Bank,”World Development Indicators,” 2005.
24 Forrester Research, “Outsourcing Survey,” 2002.
25 IBID.
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declined by 15%. The statistics reflect whether a country is more or less likely than its
peers to export a particular good or service.

Accelerating the trend is the fact that developed economies will soon face acute
shortages of working-age people. They will have to either import people or export
work. The trend towards outsourcing jobs to foreign countries has clear implications
for regional and national economies as well as office and industrial real estate in
particular.

In countries such as China and India where many jobs are being created by
multinationals, there is the prospect that real estate investors will be more interested in
acquiring assets occupied and/or owned by Western corporate tenants. As the world
becomes more integrated economically, we can expect outsourcing to become an ever
increasingly important phenomenon.

In Western developed countries the demand for office and industrial real estate has
been negatively impacted by this trend, though it is difficult to estimate the magnitude.
Another implication is that demand, again mainly in office and industrial, will be much
more specialized than ever and it will be much more global in nature. This will make it
increasingly difficult to forecast demand strictly from the local market. Most of the new
office and R&D demand for the city of Bangalore derives not from local companies, but
from large multinationals outsourcing their back office operations in the city.

We can only expect the outsourcing trend to grow as the cost of transporting service
work drops further and as wages continue to rise in industrialized countries.

Conclusion

These ongoing tectonic forces are permanently altering the underlying configuration
of the global commercial real estate landscape. While these changes are creating
tremendous challenges through increased competition and falling capitalization rates,
they are also bringing about significant opportunities in the form of increased capital,
better information, a wider array of real estate investment vehicles and a growing
market. The transformation of real estate as a core asset class has also introduced more
professionalism and talent into the industry. Real estate has become an essential and
increasingly more significant component of most institutional investment portfolios.
Low interest rates will make real estate easier to develop and own for firms and
individuals. Rapid urbanization and population growth in emerging market countries
will mean expanding and new demand for commercial real estate in countries around
the world.
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Workforce Housing in New York City:
A Case Study of Urban American, LLC

by Rachel Wilson

The challenging task of providing high-quality workforce housing is further complicated
in a rent-stabilized housing market such as New York City. Socially conscious, fiscally
responsible landlords must conduct major capital improvements and apartment
maintenance with an eye toward creating a safe and attractive living environment
while also meeting investors’ return expectations. How does a for-profit company
add value to its portfolio while managing to keep rents affordable? This case study of
Urban American, LLC, examines how one company’s operational model works within
rent stabilization laws to create healthy returns and reinvigorate the workforce
housing stock in and around New York City.

The author would like to thank Urban American, LLC, and especially James Eisenberg,
Joshua Eisenberg, Philip Eisenberg, Ann Heath, and Frost Travis for their guidance
and goodwill during the course of preparing this case study. Any errors of fact or
interpretation are the author’s alone.

In 2004, New York City Mayor Michael Bloomberg and the Department of Housing
Preservation and Development issued the New Housing Marketplace Plan, a 10-year
strategic plan for creating and preserving 165,000 units of affordable housing (NHMP,
2004). Included in the plan is the Middle Class Housing Initiative, which specifically
aims to produce housing for residents earning 80% or less of the Area Median Income
(AMI). Among the policy steps intended to spur production are the creation of a not-for-
profit development entity, expansion of public-private partnerships, and cross-subsidies
in mixed-income multifamily properties. Although the initiative is not as clearly defined
as policies and programs targeted toward lower-income households, it highlights the
dearth of housing affordable to those earning 80-110% of AMI as well as the difficulty
in directing funds toward this income group. By definition, this income group does not
benefit from federal subsidy programs primarily directed at those earning 60% of AMI
or lower; however, this group of middle-income earners by and large contains the city’s
“key workers,” the school teachers, police officers, nurses, janitors and sales persons
who benefit by living in the communities where they work as much as the community
benefits from having them there (McIlwain, 2005).

Key workers are essential to the economic and societal well-being of any city. Without
them, children cannot be educated, the streets are not as safe, quality of health care
declines, and the service sector shrinks. However, if it is impossible for these workforce
vanguards to find decent housing at a reasonable price, they may be forced to leave the
area and may not be willing or able to commute to their existing jobs; thus, there is a
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clear imperative that a metropolitan area be able to provide housing that is affordable
to them. Still, as the New Housing Marketplace Plan indicates, it is not an easy task and
there are no direct subsidies. How, then, might the private sector step in and meet key
workers’ needs by providing unsubsidized, decent, affordable housing? This paper
examines one company in the New York City metropolitan area that aims to do just
that. By dissecting the company’s business model, acquisition and operating strategies,
and then analyzing the outcomes vis-a-vis rent structure, what results will hopefully be
a non-governmental success story in the realm of workforce housing.

Urban American, LLC

The subject company, Urban American, LLC, (Urban) was founded in 1997 in West
New York, New Jersey by Philip M. Eisenberg. As an owner-operator of apartment
buildings in the New York/New Jersey metropolitan area, its business model is to
acquire multifamily properties and hold them in one of several portfolios, generating
positive cash flows through operating income and eventual sale. The returns are
distributed among the LLC, its partners, and investors. In other words, Urban is a
typical real estate company, operating in a for-profit environment. However, the specific
property type that defines its niche market is one well-known in the city: buildings
which, through neglect or poor management, have declined to the point where major
capital improvements (MCI) and in-unit renovations are needed in order to restore the
assets to good condition. In almost every instance, the apartments are subject to rent
stabilization, and here is where Urban’s main investment strategy is brought to bear:
through assiduous cost- and quality-controls, coupled with property management
skills, the buildings are rehabilitated and returned to the portion of the housing stock
that meets both decency and affordability standards. Within this framework, rent
stabilization guidelines govern the extent to which rents can be raised on a per-unit
basis. Unlike market-rate rental units, MCI costs must be amortized over a period of
years through stipulated rent increases before the full value can be recaptured. Until
a unit reaches the current “luxury” deregulation threshold of $2,000 per month, the
company must abide by rent stabilization ordinances with respect to rent increases.

As of April 2007, Urban owns nearly11,500 units, with concentrations in Hudson
County, New Jersey (west of Manhattan), the Bronx, Brooklyn, and Queens. Potential
acquisitions are evaluated on the basis of their current and potential rental incomes;
whether the property can be purchased below replacement cost, and if so, whether
improvements can be made such that the total value of the building is enhanced; and
whether the property is physically located near existing properties in the portfolio,
thereby making an easier and more efficient job of property management. Although
there are several buildings or building complexes that consist of 1,000+ units, most of the
properties are too small to be attractive to larger real-estate companies or institutional
investors (UA Private Placement Memorandum, 2004). With acquisition costs ranging,
on average, between $10 and $60 million (with several larger and smaller properties
falling outside the range), Urban’s acquisition strategy is to seek out buildings that are
a good fit with their existing assets and that evince growth potential over the holding
period.

Once a building is acquired, it rapidly comes under control of Urban’s development
and construction operations. Common improvements include replacing the roof,
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painting the exterior trim and patching plaster or stucco, installing a new boiler system,
and repairing and restoring the lobbies and stairwells (UA PPM, 2004). Since many of the
buildings have fallen into disrepair and have a backlog of maintenance needs, attention
is also given to fixing any outstanding complaints in the occupied units (patching holes
in walls, replacing broken tiles, ensuring radiators and plumbing are in good working
order). Vacant units are subject to complete renovation, which, depending on the current
state of the building, results in per-unit expenditures between $6,000 and $8,000.

A typical renovation consists of removing old or torn carpets, exposing and/or
refinishing wood floors, replacing tile and fixtures in the bathrooms, lead-based paint
abatement, and wall and molding repair. Kitchens receive new ceramic tile floors
and replacement cabinets, countertops, sinks, and appliances if necessary. Whenever
possible, the character of the original design is allowed to come through, with attention
paid to preserving hardwood floors, built-in cupboards and closets, and wall and
window moldings (though these often must be removed due to lead-paint concerns).
Urban is able to achieve economies of scale by warehousing common construction
materials and finishes, which is not only cost efficient but also an effective branding
technique that heralds consistent quality and style. Urban’s signature exterior paint
color, a silvery blue-green, is visible on nearly all of the properties. The remainder of the
units are renovated as they become vacant through natural attrition. The company will
take action to evict tenants who are disruptive or severely delinquent in rent payments,
but does not actively try to remove tenants in order to speed up the renovation process.
Ultimately, the renovation process is slow, and may not even be complete by the end of
the holding period, but with each incremental improvement, the building increases in
value and a better physical environment is created for the residents.

Moving from a property-driven discussion to a tenant-driven one brings us back
to a restatement of the original question: Is a for-profit, unsubsidized company able to
provide housing that is both satisfactory and affordable to key workers? A confidential
private placement memorandum, prepared to attract potential equity investors to
a REIT (the “Fund” mentioned in the quote), elaborates on the tenant component of
Urban’s investment strategy:

“[Urban American’s] philosophy is that both landlord and tenant have a
long-term interest in the improvement and maintenance of the housing
stock and their neighborhood.... [Urban American] believes that the
Fund’s success will be determined by its “mind set” i.e., its commitment to
deliver improved quality work force apartments and tenant services on a
cost-effective basis.” (p. 20)

In the above quote, workforce housing refers to the housing stock targeted toward
key workers. The market opportunity statement effectively captures Urban’s governing
logic:

“Many metropolitan areas in the United States have stable, family
oriented work force neighborhoods with low vacancy rates and growing
demand for adequate housing. Factors driving demand include population
growth due in part to immigration and proximity to public transportation.
Supply is restricted in these areas because the high cost of land and new
construction presents a formidable barrier to the development of new
housing at competitive price points. These factors have already led to the
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gradual rise in rents and are expected to continue to do so for years to come.
Much of the multi-family housing stock in these areas consist of older,
smaller buildings and apartment complexes. As a result, the buildings
have deteriorated and current rents are far below what many residents of
these neighborhoods are able and willing to pay for renovated apartments
in safe, well maintained buildings with upgraded common areas.” (p. 1)

However, Urban is not a government agency and does not employ subsidies to
operate its properties (although they do honor existing Section 8 vouchers). As a for-
profit entity, Urban attracts investors with internal rates of return between 14-16%, and
to that end must be actively engaged in maximizing revenue streams. In a non-rent
stabilized market, an effective strategy might be to raise rents dramatically when a lease
expires, thereby driving out lower income tenants and hastening the renovation (and
hence, profit maximization) process. But, as stated earlier, almost all units are regulated
upon acquisition. That fact leads to the main questions examined herein: One, how does
operating within a regulated environment both promote affordability and allow for
profit? Accordingly, what amount of rent increase makes this type of endeavor profitable,
and is it in fact affordable to key workers? Two, how integral is rent stabilization to
the above business model? Conventional wisdom might dictate that all forms of rent
stabilization are inherently anti-business and anti-profit, but it will be demonstrated
that some of the most reviled aspects of rent stabilization are the very mechanisms by
which companies such as Urban American can generate a profit while having a lasting
impact on the metropolitan housing market.

Rent Stabilization

No discussion about the New York rental market can take place outside the specter
of rent stabilization, and Urban’s case is no different. Rent stabilization exists in one
form or another in more than 1.1 million units in New York City, over half of the rental
stock. Together, the Rent Stabilization Law of 1969 and the amendments made to it in
1993 comprise an intricate ladder by which rents are gradually escalated over time, with
certain provisions for greater increases. Urban is able to implement increases under all of
these provisions. Later in this paper, a typical rent-increase scenario will be constructed
and analyzed. Therefore, the major increase provisions, current as of October 1, 2006,
are outlined below.

Vacancy Increase. When a unit becomes vacant, the landlord can typically increase
the last legal rent by 20% for a two-year lease, or 17% for a one-year lease.

Major Capital Improvement (MCI). If a landlord elects to undertake MCI, the cost
canbe passed through to all tenants, regardless of tenure (exceptin special circumstances),
so long as the improvement is a depreciable expense that can be construed as benefiting
all who live there. Typically MCI are amortized over a seven-year period, with annual
associated rent increases capped at 6% of rent. If the MCI cost cannot be defrayed by the
seven annual increases, the pass-through period can be extended. Once the rent increase
takes effect, it becomes part of the base rent in perpetuity, i.e., the rent does not decrease
once the MCI cost has been recovered (DHCR, 1969 and Fact Sheet #11). If the MCI
cost is offset with J-51 tax abatements, which exempts improvements for real estate tax
increases, a lower adjusted cost basis must be used when calculating rent increases.
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Individual Apartment Improvement (IAI). If a landlord improves a unit, 1/40%
of the cost of the improvement can be added to the monthly rent. A $400 improvement
would escalate the monthly rent by an additional $10; an $8,000 renovation would
indicate an escalation of $200.

Renewal Lease Adjustment. When the lease of a current tenant is renewed, the
rent can be adjusted upward by 7.25% for a two-year renewal, or 4.25% for a one-year
renewal.

Economists almost universally pan rent stabilization, arguing that it interferes with
the self-adjusting nature of an efficient, competitive market. Among their arguments:
Artificially low rents for those in regulated units, they argue, translate to higher rents
in market-rate ones. Requiring landlords to carry the costs of MCI for many years
hampers owners’ ability to keep properties in good repair, leading to degradation of
the controlled stock. After years of deferred maintenance, the properties become too
expensive to operate due to their deteriorating structural and mechanical systems. The
small incremental rent increases do not make up for the increased operating expenses
and leave no replacement reserves. As a building falls deeper into disrepair, vacancies
increase and income declines even further, perpetuating the cycle. That, of course, is a
worst-case scenario. In a best-case scenario, landlords keep the building in basically good
repair but do not expend extra revenues to keep buildings running optimally. Income
streams stay generally flat. Replacement costs per unit (the average cost it would take
to rebuild the building from an undeveloped piece of ground) stay relatively high, but
an income-based valuation (the preferred method of estimating an income property’s
value) yields far less due to the stagnant rents.

A number of studies exist which outline the deleterious effects of rent controls,
though not every outcome is universally agreed upon. The most basic argument about
the physical plant of a building is that, faced with pressures to extract as much revenue
as possible from deflated rents, landlords will provide fewer units of housing service,
i.e., allow the units and common areas to go downbhill (Gyourko and Linneman, 1990;
Albon and Stafford, 1990). Rent stabilization then becomes a zero-sum game between
landlord and tenant because the decline in housing quality outweighs the lower cost of
rent (Olsen, 1969).

Gyourko and Linneman’s 1990 study of quality in rent-stabilized housing versus
uncontrolled housing attempts to quantify the building typologies upon which rent
stabilization has had the greatest negative impact. In this examination, based on data
collected in 1968 just prior to the passage of Rent Stabilization Law of 1969, the controlled
properties were subject to so-called “first-generation” rent control, the price ceiling that
was instituted in New York City in 1947 as a result of the Emergency Tenant Protection
Act. They found that across the spectrum of housing types, those with rent control were
more likely to be in deteriorating or dilapidated condition. However, they also identified
the key factors that, in combination, were most likely to indicate a building in distress.
According to their findings, if a building had fewer than 300 rental units, was less than
six stories tall, was built before 1947, and was rent controlled, it stood a significantly
higher chance of being in deteriorating or dilapidated condition than any other type of
building.

Economist Edgar Olsen in 1988 proposed that when rent stabilization laws allow
for rent increases when a landlord makes improvements—as is the case in New
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York City—there is incentive for landlords to spend more on maintenance, thereby
preventing the precipitous declines engendered by “first-generation” rent controls.
However, this overlooks the fact that many landlords only own one or two smaller
buildings (the so-called “mom and pop shops”), and may have done so for decades.
In this scenario, the landlord may not have the sophistication or financial ability to
undertake capital improvements whose costs must be recovered over many years.
If a building is sufficiently undervalued due to stagnant cash flows and physical
deterioration, conventional financing may not be an option or might be perceived as
too risky if the landlord fears that future rents will not provide sufficient debt service
coverage. Therefore, cost-recovery incentives are not always enough to spur necessary
maintenance.

The above criticisms of rent stabilization and its perceived flaws are meant to explain
the prevalence of a particular condition existing in New York City: devalued buildings
clustered in less than desirable neighborhoods, in need of improvements and regular
maintenance, typically resembling 4-5 story buildings built prior to 1947 and having
fewer than 300 units. That description, in a nutshell, is the asset class comprising much
of Urban American’s holdings. Thus, a supply-side answer to the second question posed
in this paper is addressed: rent stabilization, with its presumed ignominious effects on
buildings, neighborhoods, and tenant quality of living, has created a niche market in
New York City, a class of buildings ripe for renovation by a savvy, well-capitalized owner.
By purchasing properties below replacement cost and targeting specific neighborhoods
with the aim of creating physical adjacencies that allow for property-management
consolidation, Urban is able to recover the value that rent stabilization has supposedly
drained from these assets. The next part of the answer, then, is to determine to what
extent it is possible to give these assets a new life, what changes the rent roll undergoes
when an owner such as Urban begins making improvements, and whether the target
market is able to afford the higher quality of the product.

Rent and Renovation

The most recent iteration of rent stabilization in New York City has a built-in sunset
clause. If the luxury-decontrol threshold remains unchanged (as a law, it is subject to
periodic revision), it is currently estimated that all units will be deregulated in the next
20 to 30 years (Early and Phelps, 1999). At that point, when all units are in play, it is
presumed that the market will enter a state of equilibrium; the most desirable units will
command a premium (as expected), while the lesser ones will rent for whatever amount
the market dictates. In this scenario, the need for affordable housing will supposedly
be no more dire than it is currently because of a filtering effect that will create a tiered
rent structure (Olsen, 1990). Whether this will actually be the case—whether the least
affluent will actually see their purchasing power increase—only time will tell. Until
that day, landlords who wish to increase their rents through improvements or turnover
are subject to the strictures of the incremental increases enumerated above. Altogether,
the allowable increases determine the Maximum Base Rent (MBR); presumably, the
apartment could rent for less, if no renter is willing to pay the maximum. However,
given that in 2005 the 3% vacancy rate in New York City was well below the 5% rate
that justifies a “housing shortage,” that probability is effectively zero (Housing Vacancy
Survey, 2005). Therefore, it is assumed that an apartment under Urban’s management
will be able to command the MBR, and that the apartment will be leased without delay.
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Using an average unit as an example, how much will rents increase over time, and when
will the unit reach the decontrol threshold? A property recently acquired by Urban will
serve as basis for a rent-roll analysis.

Affordability

The rent roll for any rent-stabilized apartment building is likely to lack
consistency, owing to the fact that newly vacant apartments are subject to dramatic rent
increases, whereas units occupied by longtime residents experience more moderate
increases over time. The subject property for rent roll analysis, 25-35 Tennis Court in
Flatbush, Brooklyn, highlights this variance. Consisting of two adjoining buildings,
Tennis Court (the street name, not an amenity) has one studio apartment, 52 one-
bedrooms, 38 two-bedrooms, and 10 each of three-, four-, and five-bedrooms. The six-
story, pre-war elevator building once housed affluent families and was a residential
hotel for the Brooklyn Dodgers; however, the rent roll prior to acquisition reflects a
much deflated income stream.

Using the one- and two-bedrooms as primary samples highlights the wide
variance in rents. One-bedroom units range from a high monthly rent of $998 to a low
of $351. The two-bedroom units show an even greater range, from a high of $1200 to a
low of $491. The median rent for a one-bedroom is $756, and the median rent for a two-
bedroom is $887. The median change in rent, in the time between the broker’s report
(estimated March 2005) and December 2006 is $39 for a one-bedroom and $42 for a two
bedroom. The greatest increase for an individual unit is $232 /month for a one-bedroom,
and $487 /month for a two-bedroom. In the following affordability analysis, two sample
rents are used: the highest rent and the median rent for the two-bedroom apartments.
In the first analysis (summarized in Figure 1), the median rent and the highest rent
are projected for seven years. The scenario assumes that each unit remains occupied
by the current tenant and that rent is subject to a biannual renewal lease increase of
7.25%. A $25/month increase has been assigned to each unit, assuming $250,000 in

Rent Increase over Seven Years, 2-bedroom Unit, Renewal Increase, MCI of $250,000
Median Rent $887 / month

2007 2008 2009 2010 2011 2012 2013 figure 1

Base Rent $887 $951 $951 $1,020 $1,020 $1,094 $1,094

MCI Increase $25 $25 $25 $25 $25 $25 $25 Affordability Analysis
Total Monthly Rent $912 $976 $976 $1,045 $1,045 $1,119 $1,119

Total Annual Rent $10,944 $11,716 $11,716 $12,543 $12,543 $13,431  $13,431

Affordable on a

salary of: $36,480 $39,052 $39,052 $41,811 $41,811 $44,770  $44,770

% AMI 67% 2% 72% 7% 77% 82% 82%

Rent Increase over Seven Years, 2-bedroom Unit, Renewal Increase, MCI of $250,000
High Rent $1200 /7 month

2007 2008 2009 2010 2011 2012 2013
Base Rent $1,200 $1,287 $1,287 $1,380 $1,380 $1,480 $1,480
MCI Increase $25 $25 $25 $25 $25 $25 $25
Total Monthly Rent $1,225 $1,312 $1,312 $1,405 $1,405 $1,505 $1,505
Total Annual Rent $14,700 $15,744 $15,744 $16,864 $16,864 $18,065 $18,065
Affordable on a
salary of: $49,000 $52,480 $52,480 $56,212 $56,212 $60,215  $60,215
% AMI 90% 96% 96% 103% 103% 111% 111%
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MCI amortized over seven years and distributed across all units. For each unit, a
decontrol date has been estimated. As demonstrated, the median-rent unit displays a
remarkably long horizon, reaching $2,000 per month as late as 2030 (analysis for all
years not displayed). While many factors could influence the rent over time—notably,
a new tenant or a succession of many tenants—the modest increases permitted by law
help keep the unit below $2,000 for many years.

In the case of the $1,200 unit, the benchmark of $2,000 would be reached nearly
a decade earlier, by 2021. Again, it is worth noting that this analysis assumes that the
decontrol threshold remains constant, which is at best a dicey assumption, given the
political nature of rent stabilizations laws.

Each unit’s affordability, expressed as a percentage of Area Median Income (AMI)
as defined by the Department of Housing and Urban Development, was derived by
calculating the gross monthly and annual income needed to rent the unit, assuming that
rent should exceed no more than 30% of a household’s income. The resulting minimum
income required to make the unit affordable was then benchmarked against New York
City’s 2005 AMI of $54,400 (held constant for the purposes of analysis). The resulting
percentage indicates what income level the unit is affordable to as a percent of AML
For the median rent, the unit is relatively affordable to those earning 60-80% AMI, even
after seven years. The higher rent unit is more affordable to the “key worker” segment,
falling within the earning range of 80-110% AMI.

A second, similar analysis was performed for each sample unit, this time anticipating
a lease rolling over to a new tenant. Since vacancy leases represent a major increase—
given the 17% vacancy increase as well as the opportunity for a full-scale renovation
(the cost of which is indicated by the IAl line item)—it is appropriate to see how leasing
to a new tenant will impact the affordability, both for a unit being renovated for the
first time as in the median rent scenario, and for a renovated unit being re-leased in the
case of the $1,200/month unit. Figure two summarizes the impact of a renovation and

Rent Increase over Seven Years, 2-bedroom Unit, Vacancy Increase, 1Al $8,000, MCI of $250,000
Median Rent $887 / month
2007 2008* 2009 2010 2011 2012 2013
) Base Rent $887 $1,038 $1,038 $1,354 $1,354 $1,694  $1,694
figure 2 IAI Increase $0 $200 $200 $200 $200
MCI Increase $25 $25 $25 $25 $25 $25 $25
Affordability Analysis | Total Monthly Rent $912 $1,263 $1,263 $1,579 $1,579 $1,719  $1,719
Anticipating a Lease Rolling Total Annual Rent $10,944  $15,153  $15,153  $18,952  $18,952  $20,626 $20,626
Over to a New Tenant Affordable at this
Income $36,480  $50,512  $50,512  $63,174  $63,174  $68,754  $68,754
% AMI 67% 93% 93% 116% 116% 126% 126%

* 2-Year Vacancy Lease Signed after IAl, 2-Year Renewal Increases thereafter

Rent Increase over Seven Years, 2-bedroom Unit, Vacancy Increase, MCI of $250,000
High Rent $1200 / month

2007* 2008 2009 2010 2011 2012 2013
Base Rent $1,200 $1,200 $1,433 $1,433 $1,706 $1,706 $1,996
MCI Increase $25 $25 $25 $25 $25 $25 $25
Total Monthly Rent $1,225 $1,225 $1,458 $1,458 $1,731 $1,731 $2,021
Total Annual Rent $14,700 $14,700 $17,499 $17,499 $20,774 $20,774  $24,254
Affordable at this
Income $49,000 $49,000 $58,330 $58,330 $69,246 $69,246  $80,848
% AMI 90% 90% 107% 107% 127% 127% 149%

* Assume this is a new lease on a renovated unit
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vacancy increase. In this scenario, the median rent escalates to $2,000/month in the year
2018, while the $1,200 unit reaches that level in just seven years.

The percentage AMI to which each unit is affordable is clearly most sensitive to
the combined effects of the renovation and successive vacancy increases. In the above
scenario, the median-rent unit remains affordable at less than 110% AMI for only three
years. The $1,200 unit fares slightly better in this case, remaining within that range for
four years.

These two analyses illustrate the main points of this case study. The first is that the
renovated units are somewhat within the affordability range indicated for key workers,
assuming that the tenants receiving the renovated unit remain in the unit over a period
of years. However, when the unit is vacated and the rent is increased by an additional
17%, the unit quickly escalates above the affordability level. As a provision of the rent-
stabilization law, this same effect can be seen whenever a regulated unit is leased to a
new tenant, and therefore is not unique to Urban’s operational strategy.

Clearly, the marginal benefit of a renovated and re-leased unit goes mainly to the
first tenant to sign the lease after the renovation, before the first renewal increase takes
effect. In the case of an $8,000 renovation, the first tenant receives the full benefit of the
renovation for a monthly cost of $200, amortized over 40 months. The amount of the
vacancy increase brings the full incremental cost to $351/month. However, if the unit
is re-leased under a new vacancy lease, the increment increases by an additional 17% to
$411, and so on down the line, even as the useful lives of the finishes decline.

The second main point to be considered is that the analyses reveal that two
different income groups in need of affordable housing are currently being served by
this property. The median rent is affordable to those households earning 60-80% of AMI,
another income range that has difficulty finding housing to fit their incomes. Once a
unit is vacated and renovated, however, the affordability landscape shifts to the key-
worker range of 80-110%. This illustrates the unfortunate fact that these two income
groups are basically in competition for housing, and that affordability at the lower level
is extremely sensitive to any cost increases as a result of vacancy or renovation.

A third issue highlighted by the analyses is the momentum toward the deregulation
threshold. For apartments with continuing tenants, subject to modest year-by-year
increases, the point at which the $2,000 monthly rent will be achieved is 15-20 years in
the future. However, once a unit has had an initial vacancy and IAI increase allocated,
the time horizon to deregulation hastens appreciably. These units may be expected to
reach a $2,000 per month rent in as little as seven years.

One potential factor in deferring rent increases is the J-51 tax abatement, the use of
which offsets a portion of the rent increase for 14 years. This measure has the potential
to significantly forestall deregulation, however, it must be assumed that abatements are
not requested in all circumstances, specifically for this reason. Tennis Court, for example,
had only undergone $128,633 in capital improvements as of December 2006, and for an
amount this small it may not be worth it to the company to pursue the abatement and
correlating tax exemption. However, on a larger property with many millions of dollars
scheduled in improvements and many apartments over which the MCI pass-throughs
would be distributed anyway, the abatements may be an appropriate incentive to
maintain rent-stabilization.
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Conclusion

The purpose of this paper was to examine Urban American’s business model of
acquiring and renovating older, often distressed apartment buildings in the New York
metro area; to find out if they are able to meet their stated goal of providing workforce
housing aimed at key workers earning 80-110% of AMI; to ascertain to what extent and
for how long the apartments are affordable at that income level; and to account for rent-
stabilization’s role in the process.

The company profile demonstrates Urban’s business and operational strategies
and illustrates that employing physical adjacencies and economies of scale can help
maximize value in individual properties. Although an individual landlord might be
averse to taking on the perceived risk of costly improvements, Urban is able to deploy
capital and personnel in an efficient, cost-effective way. In doing so, they are able to
produce a high-quality product that is affordable at 80-110% of AMI. Although renovated
units generally exceed rents affordable to those earning less, there is a stated shortage
of good-quality housing affordable to the middle class in New York City; by improving
the individual units, buildings, and neighborhoods, Urban is successfully creating a
product in high demand in the metro area, and therefore able to charge the maximum
rent allowable under rent stabilization.

The legacy of rent stabilization on the physical landscape of New York has
in essence created the niche asset class the Urban is now acquiring. Rent stabilization
continues to play an important role in Urban’s investment strategy, by permitting rent
increases that are flexible enough to make renovation a viable option yet preserve
immediate affordability. Although the time horizon to deregulation is foreshortened
by Urban’s strategy of capital improvement and apartment renovation, eventual
deregulation is a reality for most apartments; the question is, what condition will those
apartments be in when deregulation is achieved? For those properties which Urban
has acquired, it is safe to say that they are being and will continue to be upgraded and
preserved, thereby assuring that they will remain a viable portion of the housing stock
for many years to come.

All told, there is no easy solution to the shortage of affordable housing in New
York City or the country at large. In the metro area, the problem is exacerbated by the
scarcity and high cost of land, guaranteeing that very little new housing construction
will be affordable for most households. This puts the majority of residents in competition
for whatever affordable stock there is, and usually, the highest of the middle-income
earners are likely to edge out their lower-earning counterparts. Neither a pure public-
sector approach via subsidies, nor a pure private-sector approach is able or suited to
meet the full demand. However, by taking a fuller view of the capabilities of the private
sector to meet some of the demand where government subsidies leave off, it is realistic
to believe that a company such as Urban American can both do well and do good, and
has a vital role to play in the provision of workforce housing.
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Existing Buildings:
It’s Easier Than You Think to Green
the Triple Bottom Line

by Jessica Pitts and Mychele R. Lord

This paper addresses the application of green practices in existing buildings from
a triple bottom line perspective. It describes the most widely used benchmark for
assessing green practices, the U.S. Green Building Council’s LEED Rating System,
and provides a “road map” for pursuing LEED certification. It concludes with a
consideration of the triple bottom line, highlighting the economic, environmental,
and social benefits of implementing green practices in existing buildings.

The broad umbrella of green practices includes a wide range of applications.
It encompasses developing high-performance buildings utilizing cutting edge
technology to implementing management strategies in existing buildings that result
in improvements to the economic, environmental, and social bottom lines—the
triple bottom line. As the built environment of cities is largely old construction and
not “green” by design, the benefits of green buildings remain largely untapped. It
would not be practical to tear down all existing buildings and erect in their places
high-performance structures. However, that does not mean the advantages of green
practices remain outside the grasp of any real estate owner.

By taking a broader, triple bottom line approach to managing existing buildings,
building owners acknowledge the interconnections between building performance,
environmental impacts, and tenant health and well-being. While many benefits
of utilizing green practices in existing buildings are easily identifiable in terms of
economic gains, ignoring less tangible benefits such as indoor air quality and thermal
comfort creates a barrier in realizing a building’s maximum potential.

The U.S. Green Building Council’s LEED (Leadership in Energy and Environmental
Design) Rating System for Existing Buildings provides a comprehensive approach to
building evaluation which incorporates the economic, environmental, and social
bottom lines. This paper details how green practices affect the triple bottom line
through case studies and an analysis of current literature.

Understanding the LEED Rating System

The LEED Rating System is becoming increasingly universal as the rating system to
measure and verify the sustainable practices employed in the design, construction, and
operation of commercial real estate in the United States. Corporations and professionals
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across the U.S. are beginning to realize and understand the potential economic benefits
of utilizing green technologies and practices. U.S. Green Building Council (USGBC)
membership has grown to 8,000 companies during the last 11 years—with the most
dramatic growth in the last 5 years—and the number of projects registered with the
USGBC with the intent to become LEED certified has grown to more than 5,500 (U.S.
Green Building Council 2007). Many municipalities and government agencies now
require LEED certification for public building construction, and through a joint effort,
the sustainable practices of LEED are being incorporated into the American Society
of Heating, Refrigerating and Air-Conditioning Engineers (ASHRAE) Standard 189p,
which would extend ASHRAE Standard 90.1 - the current basis for all U.S. energy codes.
While other rating systems have been developed in the U.S., the USGBC’s LEED system
is viewed by industry professionals as the most stringent and is rapidly moving toward
standardization.

USGBC Total Membership

8000

1996 1997 1998 1999 2000 2001

2002 2003 2004 2005 2006 2007

Source: U.S. Green Building Council

Despite the increasing adoption of the LEED Rating Systems, the knowledge of
how to “green” existing buildings through the implementation of sustainable practices
remains largely unfamiliar to the real estate industry. While the LEED Rating System
for New Construction was launched in 2000, the Rating System for Existing Buildings
was only introduced to the market in late 2004. As of February 2007, there were a total
of 715 LEED certifications, 550 of which represented new construction, while only 45
represented existing buildings. Of the existing buildings rated, almost all were single-
tenant buildings.

figure 1
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Breakdown of LEED-EB Certifications
by Level Achieved
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Education, training, and experience remain barriers to implementing green practices
in existing buildings. The USGBC now offers training and exams for LEED Accredited
Professionals working with existing buildings. To date, there are over 35,000 LEED
Accredited Professionals—increasing at an average rate of 25 per day—of which only a
handful are certified through the existing building exam.

In addition to the education barrier, the cost of certification and paperwork
requirements reduce building owner adoption of LEED certification. Currently,
projects are registered to become LEED certifiable on an individual basis. However, in
a commitment to streamline the process and capture economies of scale, the USGBC is
piloting a Portfolio Program. The Portfolio Program will apply to all LEED certifications
—New Construction (NC), Commercial Interiors (CI), Existing Buildings (EB), Core &
Shell (CS), and system:s still under development, such as Schools and Retail.

The USGBC'’s Portfolio Program provides greater flexibility for organizations that
routinely work with multiple buildings or sites. The idea behind the Portfolio Program
is to implement LEED-certified green practices across entire portfolios of existing
buildings, new construction, commercial interiors, etc., to gain economies of scale in
the USGBC certification process. Since the launch of the pilot Portfolio Program in
November 2006, the number of registrations for existing buildings has increased more
than 50% to exceed 400 as of February 2007. The Portfolio Program will be pivotal in the
greening of the existing building stock in the United Sates.
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LEED Certifying an Existing Building

Even if a building is of newer construction or was constructed with sustainability
and efficiency in mind, a review process may unveil a surprising number of deficiencies,
particularly in areas where systems aren’t operating at peak performance (Winters 2006).
Even a building LEED certified as New Construction will not necessarily qualify for
Existing Building certification if it is not operated and maintained at its full potential. This
is because LEED-NC focuses specifically on building materials and anticipated design
performance, while LEED-EB incorporates operations and maintenance procedures as
well as ongoing actual performance.

The driving force behind implementing green practices in existing buildings is
knowledgeable and diligent property management companies. Unlike fulfilling green
building requirements for new construction, converting existing buildings into green
buildings requires an ongoing commitment to monitor building systems, train staff, and
keep up to date with certification requirements. While this may seem like added work
with added costs, the financial benefits of pursuing green practices are pronounced and
long lasting (Kats 2006).

As is the case in many instances, the only way to learn how to green an existing
building is by actually working through the process. LEED certification begins with
registration of a building and proceeds with bringing the building up to LEED-EB
standards. This process usually takes 9 to 24 months, depending on the current state
of the building. After successfully meeting the LEED rating system requirements,
an organization then submits all relevant information to the USGBC for certification
through the LEED website.

Many building operators begin the LEED certification process by determining
a building’s energy efficiency through ENERGY STAR or an equivalent energy
measurement. The ENERGY STAR rating system, developed by the EPA, represents the
industry cornerstone and is based on aggregate data from actual buildings throughout
the U.S. (United States EPA 2007). The ENERGY STAR Portfolio Manager software
compares information about the subject building to this aggregate data using statistical
modeling to determine where the building stands in relation to its peers. Ratings range
from 1 to 100, with 50 being average and 75 being above average. Once the comparative
energy usage for a particular building is known, improving the building’s performance
through the use of ENERGY STAR’s Guidelines for Energy Management becomes
easier.

While satisfying minimum requirements of ENERGY STAR (or an equivalent)
is a prerequisite to LEED certification for existing buildings, LEED certification goes
beyond energy efficiency to include areas such as green cleaning, materials purchasing,
recycling, indoor air quality, and water efficiency. While it is true that all the triple
bottom line benefits of LEED-EB certification are attainable without participating in
the formal certification process, the exclusive benefit to independent certification is the
label that lets tenants, employees, and clients know a company is actively engaged in
responsible management and operations (Fedrizzi 2006). LEED-EB therefore provides
a useful framework for achieving building optimization, projecting forward-thinking
management strategies, and administering ongoing performance monitoring. As stated
in the LEED-EB Green Building Rating System, “the goal of LEED-EB is to help building
owners operate their buildings in a sustainable and efficient way over the long term”
(U.S. Green Building Council 2005).
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Prerequisites for LEED-EB Certification

With effort, a company can achieve the requirements for LEED-EB certification

and simultaneously improve their triple bottom line. There are four certification levels
possible: the lowest level is Certified, then Silver, then Gold, with Platinum as the highest
level. LEED-EB “Certified” buildings require just 32 out of 85 possible points, many of
which relate to practices already in place in most buildings. However, to reach higher

levels of LEED-EB certification, existing buildings must be modified in order to increase

energy efficiency and sustainability.

figure 3

LEED-EB Certification Levels

Certification Points
Platinum 64 - 85

Gold 48 - 63
Silver 40 - 47
Certified 32 -39

The prerequisites for achieving any level of certification are as follows:

Cornell Real Estate Review vol. 5

maintain an erosion and sediment control policy

document that the building is at least two years old unless it is

LEED-NC Certified

reduce water usage to at or below what would be used if all fixtures met the
Energy Policy Act of 1992 requirements

demonstrate compliance with the EPA Clean Water Act or provide
documentation of exemption

verify and ensure all fundamental building systems are installed, calibrated,
and operating as intended and perform a comprehensive building
commissioning

for buildings addressed by the EPA ENERGY STAR program, demonstrate an
ENERGY STAR rating of at least 60; for buildings not addressed, demonstrate
equivalency

replace all CFC-based refrigerants in building systems unless not economically
feasible to do so (as assessed by a third-party audit); if CFC-based refrigerants
remain, leakage must be below 5% annually

conduct a waste stream audit and implement a waste reduction program
provide an easily accessible recycling location for a minimum of paper, glass,
plastics, cardboard, and metals

maintain an average mercury content below 100 picograms per lumen hour
for all light bulbs in the building

establish minimum indoor air quality performance through modification or
maintenance of the current system



* minimize or prevent exposure of occupants, indoor surfaces, and systems
to tobacco smoke by prohibiting smoking within the building, establishing
negative pressure in smoking rooms, or reducing leakage between smoking
and non-smoking rooms (for residential buildings only)

¢ have in place an asbestos management program that identifies applicable
regulatory requirements and intends to reduce the exposure of building
occupants to asbestos

* have in place a PCB management program that identifies applicable
regulatory requirements and intends to reduce the exposure of building
occupants to PCB and PCB combustion byproducts in the event of a fire.

Itis important to note that all of these prerequisites represent good business practices
for those owning, managing, or operating buildings. Once these are achieved a company
can turn its focus toward additional optimization and LEED-EB certification.

Achieving LEED-EB Certification

The minimum 32 points required for LEED-EB certification are geared toward
tweaking existing systems rather than overhauling major building components.
Points are allocated to different credit “categories,” and applicants are free to select
the combination of credits that makes the most sense for a particular building. Given
that many existing buildings exhibit similarities, what follows is a starting place for
navigating the certification process and the points awarded for each achievement.

Allocation of Points
by Credit Category

Sustainable
Indoor Sites
Environment
Quality
Water
Efficiency
figure 4

Materials & Energy & Allocation of Points by
Resources Atmosphere Credit Category
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By optimizing energy performance and achieving more than the minimum EPA
ENERGY STAR rating requirement of 60, it is possible to earn substantial points for
LEED-EB certification. Achieving a rating of 63 earns one point and each rating increment
of four, up to the maximum rating of 99, earns an additional one point toward LEED-EB
certification. For example, a building with an ENERGY STAR rating of 83 will earn six
points toward EB certification.

Several points are awarded for building location and availability of alternate
transportation.1 If the building is located in an urban area it will likely already qualify for
one point; converting 3% of parking spaces to preferred parking for building occupants
who drive alternative fuel or hybrid vehicles nets an additional point.

Redesigning the building’s landscaping to include native or adapted vegetation and
other ecological features indigenous to the location is a good way of both minimizing
site disturbance and reducing water needed for landscaping. By covering 75% or more of
the building site (excluding the footprint) with a native landscape the reduction in water
demand will be substantial and earns two points. By combining regionally appropriate
landscaping with efficient irrigation technology, such as drip irrigation instead of
sprinklers, a 95% reduction in water usage is achievable. Two points are earned for a
95% reduction, while only one point is earned for a 50% reduction in outdoor water
usage when compared to traditional irrigation.

A particularly low-cost investment is recycling. Diverting 40% of the waste stream,
by weight or volume, earns two points, while diverting 50% earns three points towards
LEED certification. Recycling can also be profitable. By diverting refuse from the waste
stream, Thomas Properties Group’sbuilding-wide recycling program saves the California
EPA headquarters building in Sacramento more than $102,000 per year through a 202.7
ton reduction in waste and associated trash bag purchases. This translates into almost 11
cents per square foot of savings (U.S. Green Building Council 2006).2

Another quick tweak is purchasing and using sustainable cleaning products and
utilizing green cleaning strategies. In order to be considered “sustainable,” cleaning
products and materials must meet the Green Seal GS-37 (or the California Code of
Regulations allowable VOC levels) and janitorial trash bags and paper products must
meet the requirements of U.S. EPA’s Comprehensive Procurement Guidelines. Points
earned for LEED certification are determined by the percentage of total products
purchased on a cost basis. Many GS-37 cleaning products are cost neutral, and the
JohnsonDiversey corporate headquarters saves $5,500 per year by utilizing green
cleaning products (U.S. Green Building Council 2004). One point is earned for each 30%
of green cleaning products purchased, up to a total of three points.

While sustainable cleaning products focus on the type of products purchased, green
cleaning strategies focus on implementation. A maximum of six credits is allotted for
green cleaning strategies. The easiest point to earn is for installing and maintaining
grills, grates, or mats at all heavily trafficked entrances. The California EPA saves $9,500
annually on entryway cleaning through this small change (U.S. Green Building Council
2006). Another point can be earned for a low-impact environmental cleaning policy that
addresses the use of sustainable cleaning products and sustainable cleaning systems,
training of maintenance personnel, using appropriate dilutions of chemicals, the use of

1 Building location significantly affects environmental impacts in many ways as illustrated by factors such
as commute length and choice of urban infill versus suburban construction.

2 Based on $50 per ton landfill depositing costs.
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antimicrobial-free hand soaps, and utilizing cleaning equipment that reduces impacts
on indoor air quality. Pest management also falls under green cleaning strategies. Two
points are possible for an integrated indoor pest management policy that has low
environmental impact.

In addition to these green cleaning strategies, two additional points are available
for somewhat more substantial investments. The first of these involves efficiency and
impact on indoor environment quality of cleaning equipment, while the second point
is for isolating the janitorial closet from the building interior by providing separate
exhausts, structural deck-to-deck partitions, maintaining negative pressure within the
closet, and providing hot and cold water to the janitorial area.

Management and documentation practices also earn points toward certification.
Providing 24 hours of high-quality building maintenance and operations training that
involves the goal of achieving sustainable building performance for each appropriate staff
member earns one point toward certification. A preventative maintenance program for
post-warranty maintenance also earns one point. Implementing a building monitoring
system to track and optimize systems that regulate indoor comfort and conditions and
provides alarms for malfunctions earns an additional point.

Another management practice that earns one pointis a constructionindoor air quality
management plan. This plan applies to any construction or renovation projects and is
designed to reduce indoor air quality problems that may result from that construction.

An indoor air quality management program that addresses ongoing performance
also earns one point. The plan must be based on the EPA document, “Building Air
Quality: A Guide for Building Owners and Facility Managers.”

Using outdoor air intake filters with at least particulate removal effectiveness
MERYV 13 and maintaining them properly nets one point. Maintaining a comfortable
temperature within the building, one that complies with ASHRAE Standard 55-2004,
also earns one point.

The total points achieved for the above recommendations is 29. Two additional
points are achievable by involving a LEED Accredited Professional on the project team
and participating in innovative approaches to environmental benefits that go above and
beyond the requirements specified by an existing LEED-EB credit, or addressing an area
that is not covered by LEED-EB.

Finally, a point is earned for documenting the cost reductions achieved through
LEED-EB certification. Cost reductions are compared to the length of building occupancy,
up to five years. This nets the required 32 points to achieve the minimum LEED-EB
rating of “Certified.”

The Economic Bottom Line

Companies that have achieved LEED-EB certification tout significant savings and
additional benefits that are difficult to pass up. The USGBC collects data on all LEED
certified buildings, and this data indicates that on average a 30% reduction in energy
use, a 30% to 50% reduction in water use costs, and a 50% to 90% reduction in waste
costs is achieved in LEED certified buildings when compared to traditional buildings
(U.S. Green Building Council 2007).

General Dynamics C4 Systems Roosevelt Road facility realized a number of benefits
from LEED-EB certification (Olson 2006). At 1.5 million square feet of floor space, this
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industrial complex features a mix of office, laboratory, manufacturing, warehouse, and
data center uses. By implementing water and energy saving measures such as monitoring
the irrigation system and performing lighting audits, the facility now uses 14 million
fewer gallons of potable water per year, and overall utility costs were reduced by 16%
annually. Additional efforts include reducing the number of interior wall demolition
and re-erections, and monitoring indoor air quality. Annual net savings were $322,000
and the payback period for General Dynamics C4 Systems was only six months.

The Chicago Transit Authority Headquarters, constructed in 2004, was recently
submitted for LEED-EB certification by Transwestern, a national real estate company.
The property team implemented a comprehensive continuous improvement plan that
included fine-tuning the energy mechanical systems, adjusting plumbing fixtures, and
implementing a full recycling program. Overall operating expenses declined 1.4% in
the second year of implementation (2006) primarily due to a 12% reduction in utility
expenses that resulted from system performance improvement. Commissioning also
revealed a number of improvements that could be made in future years to further
improve building energy efficiency. The team utilized existing building components and
earned points with a 29,000 square foot green roof, bicycle storage, and related shower
facilities. Through using low-impact cleaning, introducing pest control practices, and
providing superior ventilation and generous natural light, the building has earned
enough points for Transwestern to apply for Gold certification. To achieve the second
highestlevel of performance, the owner spentless than $38,500 (including consulting and
certification fees) and will spend $2,500 per year on MERV 13 filters and implementation
of a low-impact pest management policy. The building’s Computerized Maintenance
Management System (CMMS) will be used to track and account for performance,
documentation, costs (including staff hours) and benefits. These investments create a
healthier, more productive work environment, and payback was achieved within the
first year.

The Social and Environmental Bottom Lines

While it is true that many benefits of implementing green practices in existing
buildings involve financial gain, economic returns are coupled with social and
environmental benefits. The pendulum however can swing the other way: many
building improvements that affect the health and well-being of its occupants or address
environmental stewardship result in financial gain for the building owner or operator.

Many factors that play significant roles in employee health and productivity are
addressed in LEED-EB certification. The LEED-EB section on indoor environment
quality addresses building ventilation, thermal comfort, chemical and pollutant control,
green cleaning, and daylighting, among others. The direct effects of improving any of
these building features may not surface in energy consumption data, as the economic
impact of a healthier indoor environment is more difficult to measure.

Indoor air quality is a significant factor in employee health and productivity.
The U.S. EPA estimates that $20-$50 billion is lost each year due to decreased worker
productivity and, in 2000, the estimated loss of work due to the four most common
respiratory illnesses (common cold, pneumonia, influenza, and bronchitis) was 176
million work days and 121 million days of substantially reduced activity.

Studies illustrate the result of improved indoor environments is increased
productivity and confirm the impact of building characteristics on the prevalence of
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respiratory illness (Fisk 2000). The improvement in indoor air quality in buildings can
reduce the symptoms of flu, asthma, sick building syndrome, allergies, respiratory
infections, headaches, and colds by 41.5% on average (Carnegie Mellon 2005). Rates
of outdoor air supply measured against absenteeism illustrate that buildings with
high ventilation rates experience absentee rates that are 35% lower than buildings
with moderate ventilation rates (Milton 2000). Other factors affecting worker health
and productivity include lighting, temperature, and moisture. High-performance
lighting enhances productivity by 6.7%, while improved temperature control enhances
productivity by 3.6% (Carnegie Mellon 2005).

The cost of a poor indoor work environment is also perceptible in employee turnover
rates. Case studies of LEED-NC buildings illustrate the potential effects of indoor
environment quality on employee retention. PNC Bank experienced a 30% reduction in
staff turnover after moving to its LEED Silver certified building (Winters 2006). At the
other end of the spectrum, a major Dallas law firm experienced significant professional
staff loss primarily due to poor-quality office space. The firm lost 30 professional staff in
a 12 month period, which represented $6 million in billings. Creating a pleasant indoor
environment is clearly about more than aesthetics.

The materials utilized in finish-outs and daily cleaning also affect building
occupants. From carpeting to paint, many products present in indoor environments
negatively impact the health and well-being of building occupants. Traditional carpets
and plywood contain formaldehyde, and traditional paints and sealers contain volatile
organic compounds (VOC). Choosing products that are certified green, such as by
ENERGY STAR, GreenSeal, or Greenguard, or that have low VOC content, results in
fewer toxins introduced into the work environment, and environmentally friendly
cleaning products ensure that a healthy environment is sustained.

Choosing certified green products is also environmentally responsible. The use of
green cleaning products reduces environmental contamination from cleaning agents,
and using recycled and green materials, such as carpets and furniture, removes material
from the waste stream.

Improving energy efficiency in buildings is an opportunity for building owners and
tenants to reduce their environmental footprint as well. According to the PEW Center
on Global Climate Change (Brown, et al 2005), energy used in buildings in the industrial
and commercial sectors contributes 22% of the annual carbon dioxide emissions. With
the inclusion of residential buildings, the annual carbon dioxide emissions total 43%,
and together these buildings consumed approximately 40.3 quadrillion BTU of energy
in 2002. According to the Office of Energy Efficiency and Renewable Energy (2003), each
quadrillion BTU of energy consumed in the building sector results in approximately 40
million metric tons of carbon dioxide emissions.

Energy efficiency measures lead to a reduction in energy usage and therefore a
reduction in greenhouse gases emitted. Data for all LEED certified buildings indicates
an average energy reduction of 30% and an average carbon dioxide emissions reduction
of 35% when compared to traditional buildings (U.S. Green Building Council 2007).
Considering the total yearly energy consumed and emissions produced for buildings,
this would be equivalent to removing approximately 53.8 million cars from the nation’s
roadways.

Asscrutiny of greenhouse gas emissions increases, ignoring the major environmental
impacts of energy efficiency becomes increasingly difficult. The Carbon Disclosure Project
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(2007), launched in 2000, provides a forum for understanding the business implications
of global climate change and requests information about greenhouse gas emissions
throughout a company’s supply chain. This collaboration represents a significant
dynamic that is gaining momentum in the greenhouse gas debate. On February 1, 2007,
the letter accompanying the questionnaire for the fifth cycle of the project (CDP 5) was
signed by 280 institutional investors with assets totaling $41 trillion. This number is up
from 35 endorsers for the first information request in 2000.

In April 2006, the Senate Energy and Natural Resources Committee received
affirmative stances regarding mandatory caps on carbon emissions (Winters 2006). Six
out of eight executives from large energy companies were either welcoming or accepting
of the proposition. Many other efforts exist with regard to curtailing greenhouse gas
emissions, many of which are gaining support and popularity within mainstream
corporate culture.

Conclusion

Significant opportunities to improve the triple bottom line lie within the existing
building stock. The LEED certification program for existing buildings provides a useful
framework to achieve sustainability goals that are economic, social, and environmental
in scope. The LEED Portfolio Program will facilitate the process by providing economies
of scale in the certification process and supporting the implementation of green practices
across entire portfolios of buildings, which will result in the re-training of real estate
professionals. As new construction buildings such as Four Times Square and The
Solaire grab the limelight, it is easy to become transfixed by their sleek, ultramodern
appearances and high-tech features and forget about the potential present in the current
building stock. Tackling the challenges and roadblocks present in existing buildings is
the realistic alternative to the unrealistic option of replacing every traditional building
with a cutting-edge, high performance structure.
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Private Equity Goes Retall

By Richard Kennedy and Richard Baker*
This paper was selected as the winner of the 2006 ING Clarion Most Outstanding Article Award.

The past few years have brought record-setting merger and acquisition activity
in just about every industry across the board. Private equity firms, known for their
pioneering efforts in creating exceptional returns, have been the most active investors
in this frenzy. Due to increased competition with hedge funds and institutional
investors, private equity shops have been pushed to search high and low in order to
meet investor expectations.”> So while creativity with respect to deal structuring and
sourcing has become essential for survival in the private equity business, there has also
been a natural progression towards more complicated and risky transactions. The retail
sector, an industry segment originally seen as risky territory, has increasingly come
under the spotlight during this phenomenon. Ripe with a number of struggling public
companies—most of which have significant real estate holdings—it is no surprise that
private equity has shown a greater interest in this sector.

Private equity’s fondness for retail companies can be partially explained by the
changing industry dynamics: Category-killing dominance of discount giants such as
Wal-Mart, Home Depot, Costco and Best Buy has left the retail industry littered with
struggling competitors with few growth opportunities. This has struck private equity
firms as anideal opportunity to purchase predictable yet stagnant cash flows at affordable
multiples. These cash flows can be used to service debt-heavy capital structures while
new owners work to make their acquisitions more efficient. Greater efficiency is usually
achieved by unlocking hidden value on the company’s balance sheet as well as by
implementing a disciplined operating strategy.’

One method for unlocking value has revolved around implementing a targeted real
estate strategy, where considerable cap rate compression and escalating real estate values
have provided lucrative returns. With many of these struggling retail chains, the level
of rents afforded to certain locations would never support the actual market valuation
of the underlying real estate if the real estate were placed on sale. Consequently, the
value of this real estate is often not properly reflected in the company’s public valuation.

1 Richard Baker is Vice Chairman of National Realty & Development Corp, and President/CEO of NRDC
Real Estate Advisors and NRDC Equity Partners.

2 As of June 2006, Private Equity Firms have provided investors with a 10-year and 20-year average annual
return of 11.4% and 14.2%, respectively. This compares with 6.6% and 9.8% for the S&P 500 for the same
time periods. Colvin, Greoffrey & Charan, Ram. “Private Lives”. Fortune. November 27, 2006.

3 Worden, Nat. “Why Private Equity Shops Retail.” www.thestreet.come/markets/natworkden/10217150.
April 13, 2005.
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As we will see later in this article, there are several strategies used to unlock this hidden
value.

On the other hand, acquiring firms can also achieve efficiencies by implementing
regimented operating strategies within their target firms. In order to implement change
in a short period of time, these firms bring with them disciplined operational focus,
usually leading to improved cash collections, sourcing strategies and merchandising.
These changes often bring about reduced overheads, improved margins and a
reduction in working capital.* Private equity firms happen to be particularly effective at
implementing these changes because of their sense of immediacy.

One such investor group that has made the headlines by utilizing both strategies
is NRDC Equity Partners (“NRDC”), formed as a coalition between principals Robert
and Richard Baker of National Realty & Development Corp., and Bill Mack and Lee
Neibert of Apollo Real Estate Advisors.” What follows is a general outline of the retail
privatization business as well as some strategic insights from NRDC’s Richard Baker.

A Niche is Created

Private equity firms bring with them something that most real estate specialists
lack: the ability to successfully digest even the largest of targets. This bodes well for the
publicly-listed retail sector, where it is not uncommon for firms to have multi-billion
dollar market capitalizations. This, among other reasons, has led to an almost exclusive
domination by private equity in the field of retail privatizations. Retail conglomerates—
wholargely grew through acquisitions in the 1990s—are currently focusing on developing
their core brands rather than evaluating expansion opportunities.® For instance,
Federated Department Stores, the nation’s largest owner of department stores, has
notably been scaling back on non-core holdings in order to deploy narrower operating
strategies.” It is important to note, however, that while retail chains have largely shied
away from acquisitions in recent years, there are instances where they have decided to
partner with private equity firms at the acquisition table. In May 2006 for example, a
syndicate comprised of retailer Supervalu Inc. and private equity firm Cerberus Capital
Management purchased Albertson’s for $9.7 billion, making for the largest acquisition
the sector has seen. Nevertheless, private equity firms are increasingly seen as the
dominant force on the acquisition front in this industry.

A group of would-be competitors in the acquisition of retail chains are Real Estate
Investment Trusts (REITs). REITs, however, are essentially prevented from purchasing
retail chains because of legal restrictions placed on them: A REIT must have 75% or more
of its total assets in real estate, mortgages, cash or federal government securities and
must derive its income from passive sources such as rents and mortgage interest. REITs
are also restricted from investing capital back into the businesses as they are mandated
to distribute 95% or more of their taxable income to shareholders.® Finally, REITs are

4 Currie, Martin. Etal. “Retail Sector Dominates Mid-Sized Private Equity Buyouts.” LDC: Press Release.
August 2005. http://www.ldc.co.uk/assets/documents/0508 Barometer National.pdf

5 Background and biographic information of NRDC'’s partners is provided at the end of the paper.

6 Rosenbush, Steve. “Private Equity Takes Shine to Retail”. Business Week. July 5, 2006.

7 Byron, Ellen. Et al. “Federated Is Near Deal To Sell Lord & Taylor Chains”. The Wall Street Journal.
June 22, 2006.

8 Miller, Normal G. et al. “Real Estate Principles for the New Economy”. Thomson.2005 Page 444.
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often handcuffed with respect to the amount of leverage they can deploy through their
Declaration of Trusts.

With a limited number of competing bidders, private equity investors have made
a strong move into the industry, as seen by recent landmark private equity transactions
including the Blackstone Group and Bain Capital’s takeover of craft-store chain Michaels
for $6.0 billion in the July 2006, and the KKR-led purchase of Toys “R” Us in June 2005
for $6.6 billion.

The Transaction Team

As an operating business with a large real estate component, retail deals require
a number of specialized skill sets that private equity firms do not typically possess.
In fact, deals of this nature usually consist of three parties, all with distinct areas of
expertise—operations management, finance, and real estate—with success dependent
on the contributions from all three fronts. Incumbent management is often replaced
by a strategic executive team with experience in turn-around strategies. Depending
on the circumstances, the buyer also often chooses to create a team composed of both
new and existing management. The finance expertise on these transactions comes from
the private equity investors (represented by a single firm or a syndicate of partners).
Private equity professionals have developed expertise in structuring some of the
world’s most complicated financial transactions, making them a crucial component of
the deal team. The last component includes the real estate experts, who take one of two
forms depending on the circumstances of the transaction.’ If the retailer’s stores are all
profitable, investors usually need only to understand the value of the underlying real
estate. In this case, a financing partner is required either in the form of a debt providerora
sale-leaseback specialist. Conversely, if the real estate is more valuable “dead than alive”
(meaning its market value would never support its level of rent), a partner is needed
to help reposition and/or redevelop the real estate. In essence, this involves executing
a variety of more complex real estate strategies. For instance, one might evaluate the
underperforming stores, deciding whether to redevelop the sites or to introduce non-
retail uses to improve the investment return.'” Under these circumstances, the private
equity firm would likely seek a strategic real estate advisor as a partner.

The Creation of NRDC

An excellent example of this strategic real estate partnership is NRDC Equity
Partners. NRDC combines the real estate expertise of Richard Baker’s family business,
National Realty & Development Corporation (“National Realty”) with the financial
acumen of his partners at Apollo Real Estate Advisors. For 45 years, National Realty has
developed shopping centers in the Eastern U.S., providing the company with a street-
level view of real estate, development, and operations. This body of expertise allowed
for a natural progression into the acquisition of retail companies when the appropriate
opportunity arose. In 2004, National Realty created two new companies, NRDC Real
Estate Advisors and NRDC Equity Partners. Together, these two companies provided
a platform for acquiring operating companies with a real estate platform and creating
value through the use of a targeted real estate strategy. NRDC Real Estate Advisors

9 Lovell, Aaron. “What’s in Store?” Private Equity Real Estate Magazine. September 2006, Vol 2, issue 7.
Pages 40-47.

10 Bodamer, David & Mizonzhnik, Elaine. “Private Equity Dominates ICSC New York Chatter.” Retail
Traffic. December 6, 2006.

Cornell Real Estate Review vol. 5




provides real estate services to retailers and companies in the U.S. and Canada, and
NRDC Equity Partners focuses on acquiring such operating companies.

Since its inception, NRDC has emerged as a major player in the retail industry,
having bid on Toys “R” Us, the Pathmark grocery chain and Burlington Coat Factory.
In February 2006, NRDC Equity Partners made its first acquisition, taking over Linens
‘n Things for $1.3 billion. Now the company is coming off its second acquisition, that
of Lord & Taylor (a prominent Manhattan-based retailer) for $1.2 billion in October
2006. Baker says his company’s strategy is “to buy and operate retailers with strong
names and valuable real estate.” He explains that his team evaluates opportunities on
two pillars: First, the transaction must offer a valuable real estate component, which
allows the transaction team to finance a large portion of the acquisition, reducing the
amount of required equity and boosting projected returns. Second, the transaction
should also bring about synergistic benefits. The evaluation of the latter pillar is not as
straightforward; accordingly, Baker has assembled a team composed of retail industry
veterans to help evaluate operating sides of each business while searching for value-
creating opportunities with existing assets. As Baker completes more acquisitions he
foresees that this aspect of the transaction will become increasingly important.

Lord & Taylor Case Study

In June 2006, NRDC’s proposal to acquire Federated Department Store’s Lord &
Taylor department store chain for $1.2 billion in cash was accepted from amongst several
other bids. When the deal closed in October 2006, it yielded NRDC 48 stores across the
Northeast and Midwest, as well as a distribution center. Among the stores is the Lord &
Taylor flagship store at Fifth Avenue and 39th Street in Manhattan.

When asked what most attracted Baker to Lord & Taylor, he points to three main
features. The first was that Lord & Taylor owns and leases a large amount of high-
quality real estate with some of these properties valued higher than what their current
rent would justify. As he explains, “the first step with any of these transactions is
looking at what a retailer owns or what they have full control over versus what they
lease.” In conducting their analysis, his deal team determined that the chain was ideal
for implementing a sophisticated real estate strategy to increase shareholder value.

The second quality of interest to NRDC was Lord & Taylor’s high-quality brand
name, which presents a possibility for future acquisition synergies. Baker says that
his team is currently in the process of evaluating every store and coming up with the
right mix for each of the company’s major markets: “NRDC looks at weaker stores and
decides whether to redevelop the sites or to add in-line space or non-retail uses to boost
sagging sales. The goal will be to analyze the profitability of each store, with an eye
toward selling or scaling back those with poor sales.” This focused real estate strategy
will likely result in a reduction of retail floor space at the flagship store, with some of the
upper floors converted into office space.

The third major attraction for Baker was the fact that Lord & Taylor possessed a
strong existing management team, which he will keep involved during the company’s
reconfiguration.

Other Strategic Factors

Private equity professionals generally target companies with the intention to fix
them, grow them and then sell them in three to five years. The subsequent buyers
usually come from competitors within the target company’s industry, another private
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equity firm or the public through an IPO." Baker’s anticipated exit strategies seem to
vary. In the case of Linens ‘n Things, Baker foresees an IPO within the next five years.
With Lord & Taylor, however, Baker does not seem to have a defined plan in place.
While there is no denying that NDRC will one day look to sell the chain at a profit,
Baker insists that NRDC is not just in it for the sites and is intent on operating the retail
chain’s locations on a long-term basis, as long as it presents the best opportunity. In the
meantime, NRDC will continue evaluating its options to refinance and extract capital
from the business where possible.

While Baker has seen increased competition into retail by other private equity
partnerships, he is not discouraged. He mentions that it is always nice to approach a
potential target before it is actually put on the block, thus avoiding a more competitive
bidding war. However, he says that his deal team “is neither looking to compete nor not
compete, they are just looking for transactions that work.” He emphasizes that when
considering potential targets, it is important to have an original idea; this provides a
competitive edge by allowing his firm to go after things with a creative light. Baker is
also quick to point out that although his focus thus far has been on retail candidates, he
foresees his firm’s business expanding into other industries and other markets. NDRC
doesn’t appear to be limited by geography, and is actively evaluating opportunities
in Canada and Europe. “As long as the transaction brings with it a strong real estate
component, it is fair game,” he says.

As private equity firms evolve towards more creative and complex transactions,
and as the retail industry remains relatively fertile, expect transactions in the sector
to continue to make the headlines. Recent retail privatizations have demonstrated
that putting together a team of experts in their respective fields is an ideal strategy for
tackling these opportunities. For a real estate professional, the business of partnering
with a private equity firm to execute on a large-scale real estate focused investment
strategy is compelling for many reasons. In Richard Baker’s case this has presented an
unparalleled opportunity to leverage his expertise in retail and real estate to execute a
lucrative strategy on a very large scale.

Background and biographic information of
NRDC'’s partners

Robert Baker

Robert C. Baker is the Chairman and Chief Executive Officer of National Realty &
Development Corp., based in Purchase, New York. Mr. Baker has been an active developer
and owner of real estate for the past 45 years and has developed and presently owns
approximately 75 shopping centers located in 14 states, as well as a number of office
buildings and industrial buildings, comprising approximately 16 million square feet. National
Realty & Development Corp. remains one of the largest privately owned development
companies in the United States. He is considered an expert in land acquisition, construction,
financing, and management. Mr. Baker is a graduate of Yale University and Yale Law School.
The Nathan Baker Professorship of Law at Yale University was established by Robert Baker
in honor of his father. He has recently funded the Dean’s Discretionary Fund at Yale Law
School and is a member of the Yale Law School Executive Committee.

u Colvin, Greoffrey & Charan, Ram. “Private Lives”. Fortune. November 27, 2006.
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Mr. Baker has served as Secretary of the New York State Dormitory Authority. He was
the Executive Director of Gerald Ford’s election campaign for New York State in 1976.
Mr. Baker is a Trustee of the Guggenheim Museum where he is a member of the Real
Estate and Development Committee. The committee is presently charged with exploring
the expansion of the Guggenheim Museum at one or two international locations. Mr. Baker
is a member of the Board of Trustees of Johns Hopkins Medicine and serves on the Facilities
and Real Estate Development Committee, which is developing plans for a 1,400,000 square
foot twin medical tower.

Richard Baker

Richard A. Baker is President and Chief Executive Officer of NRDC Equity Partners and
NRDC Real Estate Advisors. Mr. Baker is Vice Chairman of National Realty & Development
Corp., a privately owned real estate development company owned by him and Robert
C. Baker. National Realty & Development Corp. owns and manages approximately 20
million square feet of shopping centers, office buildings, business parks and residential
communities throughout the United States. Richard Baker sits on the board of Hudson’s Bay
Company, Lord & Taylor, City and Suburban Bank and Brunswick School. In addition, Richard
is Chairman of the Board of Lord & Taylor. Mr. Baker is a graduate of Cornell University and
serves on the Dean’s Advisory Board of the hotel and real estate program.

Bill Mack

Mr. Mack is a Founder and Senior Partner of Apollo Real Estate Advisors and is the
President of the corporate general partners of the Apollo Real Estate Funds. With 40
years of experience in the U.S. real estate industry, he is recognized as one of its leading
figures. Mr. Mack is also a Senior Partner of the Mack Organization, a national owner of
industrial buildings and other income producing real estate investments. Mr. Mack serves
as non-executive Chairman of the Board of Directors of Mack-Cali Realty Corporation.
He has been a Director of Mack-Cali since the 1997 merger of the Mack Organization’s
office portfolio into Mack-Cali, one of the largest publicly traded real estate investment
trusts in the United States. Mr. Mack is a Director of Wyndham International, Inc., and
Vail Resorts, Inc., as well as various boards related to Apollo’s investment portfolio. Mr.
Mack also serves as a Trustee of the University of Pennsylvania, as an Overseer of the
Wharton School of Business, as Vice Chairman of the Board and as an Executive Committee
Member of the North Shore Long Island Jewish Health System, and as a President of the
Solomon R. Guggenheim Foundation. Mr. Mack attended the University of Pennsylvania’s
Wharton School of Business and received a B.S. in Business Administration from the New
York University School of Business.

Lee Neibart

Lee Neibart has been a Partner of Apollo Real Estate Advisors since 1993. From 1989
to 1993, Mr. Neibart was with the Robert Martin Company, most recently as Executive
Vice President and Chief Operating Officer. Robert Martin was a real estate development
and management firm with a portfolio of approximately seven million square feet of
commercial real estate. Mr. Neibart is a Director on various boards relating to Apollo’s
investment portfolio. Mr. Neibart also serves on the Advisory Boards of both The Enterprise
Foundation and The Real Estate Institute of New York University. He is also a past President
of the New York Chapter of the National Association of Industrial and Office Parks. Mr.
Neibart graduated with a B.A. from the University of Wisconsin and an M.B.A. from New
York University.
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