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The Economic Impact Study for a Big Box Retailer
BY JOSEPH S. RABIANSKI, PH.D., CRE

The economic impact study is one of many specialized
studies performed by some CREs. It is therefore a matter of
interest to the CRE organization. Economic impact studies
have been performed for a wide array of economic activity
such as tourist attractions, sporting events and conventions
and the results have appeared in newspaper articles.
Economic impact studies have been performed for manu-
facturing plants to show the effect on direct employment in
the plant and the increased level of total employment in the
community. These economic impact studies also examine
the effect on retail sales in the community. In a similar vein,
economic impact studies can be performed for other real
property activities ranging from regional malls to rock
quarry operations and land fills on a desirability scale.

Economic studies have also been performed for the
employment and retail sales activity associated with the
multifamily housing industry within a local jurisdiction
such as a county.
This article presents the nature and structure of an eco-
nomic impact study for a big box retailer. However, the
thought pattern and the general procedure applied in this
article serve as a model for all economic impact studies. The
numerical example contained within the exhibits is taken
from a real assignment; however, some modifications have
been made to the numbers to cloak the identity of the
client.

13 
The Valuation of Corridors in Eminent Domain: The

Chester Valley Branch 
BY MICHAEL SKLAROFF, CRE
This paper will address the conflicts inherent in Eminent Domain,
the clash between competing theories of highest and best use and
the search for methodologies appropriate to one important variety
of special use property, the transportation corridor. The forum for
this inquiry was a jury trial. As will be discussed in detail below,
the condemnor presented the corridor as an abandoned rail right-
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of-way, with little value for adaptive uses. The condemnee considered its prop-
erty to be a valuable regional transportation resource in a congested, urbanized
hub of major development. The gatekeeper of valuation theories at a trial is the
judge; the ultimate arbiter of proof is the jury.

CREs represent a treasure trove of experience to parties engaged in major con-
demnation disputes. In addition to a sophisticated land planner, the condemnee
here engaged three CREs: one was the co-author of one of the methodologies
for corridor valuation featured in the literature; another was experienced in the
adaptive reuse of underutilized urban rail corridors; and the third, a veteran
appraiser, was charged with synthesizing theory and practice to arrive at a
coherent approach to the appraisal problem.

A jury trial is different from a bench trial in that the proof must persuade
twelve jurors, representing a cross-section of the community. Each juror comes
to the case with different histories, different viewpoints and different precon-
ceptions. Lawyers and witnesses must be aware that nothing can be taken for
granted. We are reminded of the motto of the Stoic philosophy: admirari nihil
—be surprised at nothing.

21 
Kelo v. The City of New London: What does it really mean?
BY RICHARD C. DEARTH AND J. RUSSELL HARDIN

Real estate investors should be aware of the current pronouncements
from the United States Supreme Court regarding the powers of eminent
domain. The United States Supreme Court in Kelo, et al .v. City Of New
London, Connecticut, et al., re-ignited a long-standing legal dispute
over private ownership rights. The majority Supreme Court opinion
approved the taking of private property by local government for rede-
velopment purposes and turning it over to another private use. The
case, while settling the legal issue of the constitutionality of such a tak-
ing, also fueled a public policy controversy.

27 
Public Financing for Creating Affordable Housing Options in the

United States: Does It Work?
BY WINTFORD THORNTON

The rational-comprehensive paradigm of planning urban areas has
used the programs of Section 42 and Section 47 tax credits and HOPE
VI, and occasionally TIFs for affordable housing after the Model Cities
and other federal programs. Developers have several opportunities
using federal and state financing.
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THE COUNSELORS OF REAL ESTATE, established
in 1953, is an international group of high
profile professionals including members of
prominent real estate, financial, legal and
accounting firms as well as leaders of gov-
ernment and academia who provide expert,
objective advice on complex real property
situations and land-related matters.

Membership is selective, extended by invita-
tion only on either a sponsored or self-initi-
ated basis. The CRE Designation (Counselor
of Real Estate) is awarded to all members in
recognition of superior problem solving
ability in various areas of specialization such
as litigation support, asset management, val-
uation, feasibility studies, acquisitions/dis-
positions and general analysis.

CREs achieve results, acting in key roles in
annual transactions and/or real estate deci-
sions worth billions of dollars annually. Over
300 of the Fortune 500 companies retain
CREs for advice on real estate holdings and
investments. CRE clients include public and
private property owners, investors, attorneys,
accountants, financial institutions, pension
funds and advisors, government institutions,
health care facilities, and developers.

ENRICHMENT THROUGH PEER 
ASSOCIATION, COLLABORATION,
EDUCATION & PUBLICATIONS

Knowledge sharing continues as the hall-
mark of The Counselor organization.
Throughout the year, programs provide cut-
ting-edge educational opportunities for
CREs including seminars, workshops, tech-
nology sessions, and business issues forums
that keep members abreast of leading indus-
try trends. Meetings on both the local and
national levels also promote interaction
between CREs and members from key user
groups including those specializing in finan-
cial, legal, corporate, and government issues.

CRE members benefit from a wealth of
information published in The Counselors’
quarterly award-winning journal Real Estate
Issues which offers decisive reporting on
today’s changing real estate industry.
Recognized leaders contribute critical analy-
ses not otherwise available on important

topics such as institutional investment,
sports and the community, real estate ethics,
tenant representation, break-even analysis,
the environment, cap rates/yields, REITs,
and capital formation. Members also benefit
from the bi-monthly member newsletter,
The Counselor, and a wide range of books
and monographs published by The
Counselor organization. A major player in
the technological revolution, the CRE regu-
larly accesses the most advanced methodolo-
gies, techniques and computer-generated
evaluation procedures available.

WHAT IS A COUNSELOR 
OF REAL ESTATE (CRE)?

A Counselor of Real Estate is a real estate
professional whose primary business is pro-
viding expert advisory services to clients.
Compensation is often on an hourly or total
fixed fee basis, although partial or total con-
tingent fee arrangements are sometimes
used. Any possibility of actual or perceived
conflict of interest is resolved before accept-
ance of an assignment. In any event, the
Counselor places the interests of the client
first and foremost in any advice provided,
regardless of the method of compensation.
CREs have acquired a broad range of experi-
ence in the real estate field and possess tech-
nical competency in more than one real
estate discipline.

The client relies on the Counselor for skilled
and objective advice in assessing the client’s
real estate needs, implying both trust on the
part of the client and trustworthiness on the
part of the counselor.

Whether sole practitioners, CEOs of con-
sulting firms, or real estate department
heads for major corporations, CREs are seri-
ously committed to applying their extensive
knowledge and resources to craft real estate
solutions of measurable economic value to
clients’ businesses. CREs assess the real
estate situation by gathering the facts behind
the issue, thoroughly analyzing the collected
data, and then recommending key courses of
action that best fit the client’s goals and
objectives. These real estate professionals
honor the confidentiality and fiduciary

responsibility of the client-counselor rela-
tionship.

The extensive CRE network stays a step
ahead of the ever-changing real estate indus-
try by reflecting the diversity of all providers
of counseling services. The membership
includes industry experts from the corpo-
rate, legal, financial, institutional, appraisal,
academic, government, Wall Street, manage-
ment, and brokerage sectors. Once invited
into membership, CREs must adhere to a
strict Code of Ethics and Standards of
Professional Practice.

USERS OF COUNSELING SERVICES

The demand continues to increase for
expert counseling services in real estate
matters worldwide. Institutions, estates,
individuals, corporations, and federal, state
and local governments have recognized the
necessity and value of a CRE’s objectivity in
providing advice.

CREs service both domestic and foreign
clients. Assignments have been accepted in
Africa, Asia, the United Kingdom, the
Caribbean, Central and South America,
Europe and the Middle East. CREs have
been instrumental in assisting the Eastern
European Real Property Foundation create
and develop private sector, market-oriented
real estate institutions in Central and
Eastern Europe and the Newly Independent
States. As a member of The Counselor
organization, CREs have the opportunity to
travel and share their expertise with real
estate practitioners from several developing
countries including Poland, Hungary,
Bulgaria, Ukraine, Czech Republic, Slovak
Republic, and Russia as they build their real
estate businesses and develop standards of
professional practice.

Only 1,100 practitioners throughout the
world carry the CRE Designation, denoting
the highest recognition in the real estate
industry. With CRE members averaging 20
years of experience in the real estate indus-
try, individuals, institutions, corporations, or
government entities should consider con-
sulting with a CRE to define and solve their

complex real estate problems or matters.

About THE COUNSELORS OF REAL ESTATE
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VALEDICTORIES HAVE EVOLVED AS A

FORM OF EXPRESSION THAT, rightful-
ly, has a just a few essential compo-
nents.

The first of these is the rendering
of appropriate thanks. As editor of
this journal for the past several
years, my job has been made both
easier and more joyful by the sup-
port of the Counselors' profession-

al staff in the Chicago, most particularly by Jonathan
Laxamana, who has served as Managing Editor and who
performed most of the heavy lifting in getting the manu-
scripts, circulating them to the Editorial Board, coordinat-
ing reviews, and seeing to the details of getting our issues to
press and into the hands of the readership. And Jonathan,
I'm sure, would be the first to extend kudos to Gloria
Bowman and to our President, Mary Walker Fleischmann,
for the their executive leadership in integrating the publica-
tion work into the larger mission of the Counselors of Real
Estate.

Thanks, too, is due to the Editorial Board. Volunteers all,
our editorial board members do a remarkable job of read-
ing manuscript submissions, making thoughtful comments
and suggestions that are sent to our authors, and recom-
mending publication (or not) depending on the quality of
the work and its relevance to our readership. Mostly the
members toil quietly behind the scenes, simply for the love
of the work and for the satisfaction of contributing their
talents to Real Estate Issues and to the Counselors. I'm in
their debt, and am happy to have this chance to say,
"Thanks."

Also on my gratitude list are the columnists who bring their
"Insiders’ Perspectives" to the readers each issue. These are
all very accomplished professionals, with many, many
demands on their time. They show a true spirit of generosi-
ty in committing—and delivering—regular submissions
that have become a much anticipated feature of our journal.

Next in the order of topics are some observations on the res
ipsa, the task itself. I've come to appreciate more fully as
editor the great function that Real Estate Issues plays, and
that it can potentially perform to a much greater degree, in
the world of professional publications. Our journal occupies
an important central ground, between the academic and
inaccessibly technical "peer-reviewed" publications on the
one side, and the glossy, self-promoting trade publications
on the other. This is a serious venue, where professionals
can communicate with each other in clear, understandable

language, on topics that are current, worthy of thoughtful
commentary, and occasionally controversial. It is a venue
that is open to the variety of disciplines that relate to real
estate practice: law, planning, design, finance, operations,
valuation and investment analysis, and others. As such, it is
an excellent reflection of the Counselors' membership and
range of interests. There are not many such publications,
and there is no group quite like the CREs.

Moreover, the need for such a high-quality, wide-ranging
journal has never been greater. Real estate has evolved over
the past thirty years and has now taken a permanent place
in the institutional investment arena as an asset class along-
side stocks and bonds. 'Twas not always thus, but real estate
now has to speak the language of mixed-asset portfolios,
diversification effects on risk and return, and exploration of
efficient frontiers. Hundreds of billions of dollars of pen-
sion fund capital, insurance assets, and mutual funds are
invested in real estate directly. Trillions of dollars of com-
mercial mortgages are on the books of financial institutions.
And hybrid investments in real estate, intermediated though
Wall Street, add hundreds of billions more in REIT stock
value and in CMBS issuance. The stakes in our industry
have grown mightily. And, it is worth mentioning, non-
institutional, private investment, has not been crowded out
either. The capital value of private investors—families, small
trusts, partnerships, owner-users of real estate—is fully
equal to the institutional stake, measured in dollars, and
even greater, measured by number of properties. This a
major component of wealth, and it behooves us to keep a
steady eye on it. Real Estate Issues is well positioned to do
so, to the benefit of its current readership and even more
for the expanded readership it should be seeking.

And that brings me to the last component of the valedictory
form, the passing of the torch. I'm so pleased the Maura
Cochran, CRE, will be serving as Editor-in-Chief in 2006
and hopefully for a number of years thereafter. Those who
know Maura will concur that she is a wonderful choice as
editor. Our readership will certainly come to recognize the
grace and skill, aplomb and professionalism she brings to all
her activities. As I take leave of this chair, I know that
Maura will have a splendid tenure in a job I thoroughly
enjoyed.

I'm truly grateful to have had the chance to serve in this role
these past several years.

HUGH F. KELLY, CRE

EDITOR IN CHIEF

Editor’s Statement
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INTRODUCTION

THE DIRECT ECONOMIC IMPACT OF A BIG BOX RETAIL FACILITY

occurs in two parts—the construction phase and the oper-

ation phase of the subject property. The construction

phase provides a short-term effect while the operation

phase generates a long-term effect on the local economy.

The direct economic impact consists of the:

Employment involved in the construction and the oper-
ation phases of the facility.

Wages paid to on-site employees during both the con-
struction and the operation phases of the facility.

Retail purchases from establishments in the local econo-
my made in association with the construction and the

operation of the facility.

THE RESEARCH DESIGN 

The research design requires primary data gathered for the

construction and operation phases of the facility.

Construction data for the analysis comes from both the

general contractor and the Marshall & Swift Cost Manual.

Data for the operation of the facility comes from the oper-

ations manager of the corporate chain of the retail estab-

lishments under the assumption of normal business oper-

ational circumstances. These costs of operation are evalu-

ated for reasonableness by considering the operational and

sales data identified in Dollars and Cents of Shopping

Centers published by the Urban Land Institute and the

data from the International Council of Shopping Centers.

To the extent possible, all information from the client

needs to be independently supported and verified.

The second phase of the analysis is the allocation of the

array of expenditures by the Big Box facility within Alpha

County. These expenditures are:

wages and salaries during the construction phase;

construction material purchases;

wages and salaries during the operations phase;

services required during operation of the facility; and 

retail purchases during the operations phase.

The third part of the research design is the estimation and

the application of the relevant economic impact multiplier

for the Alpha County local economy. This multiplier

translates the direct effect of the expenditures into the

total effect of the expenditures by estimating the indirect

and induced effects of these direct expenditures. The

wages generated by the facility that remain in the local

economy provide for increased consumer spending that in

turn generates a need for additional workers to service the

needs of the facility. This is the indirect effect. The

induced effect is the increase in employment associated

The Economic Impact Study for a

Big Box Retailer
BY JOSEPH S. RABIANSKI, PH.D., CRE

About the Author
Joseph S. Rabianski, Ph.D., CRE, is the Professor, Department of Real

Estate, in the J. Mack Robinson College of Business at Georgia State

University in Atlanta, Ga. He has been a real estate academic for 35 years

and has been involved in valuation, market analysis, economic and fiscal

impact studies, land value impact studies, loss of business studies, expert

witness testimony, and consulting activity for 30 of these years. He is the

author of five books and in excess of 50 articles in professional journals in

the real estate discipline.(jrabianski@gsu.edu)
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with the general spending for consumer goods and servic-

es by the workers associated with the direct and indirect

effects and the subsequent increase in employment caused

by this spending. This is the iterative process that under-

lies all multipliers used by economists since the outset of

Keynesian economics.

DIRECT ECONOMIC IMPACT DURING CONSTRUCTION

The information that describes the construction phase of

the analysis consists of the data for direct property-related

expenditures. To determine the direct impact on a local

economy such as Alpha County, the portion of these

direct construction-related expenditures made on the

property need to be allocated between the portion made

for the property that remain in the county and the portion

made that are paid to personnel and establishments out-

side the local economy.

The direct construction expenditures fall into the cate-

gories presented in Exhibit 1. The best estimates of the

allocation of those expenditures also appear in Exhibit 1.

The gross building size of approximately 150,000 square

feet is estimated at a total construction cost of $8.25 mil-

lion. This translates into a square foot construction cost of

$55. These figures were provided by the Big Box

Company. An independent verification of the square foot

value was performed using data from the Marshall and

Swift Cost Service. The cost per square foot estimate for

the major structure from this source is $56.92. The on-site

improvements are also verified in this manner and esti-

mated to be approximately $10,500,000. The lower square

foot construction cost figure is used in the analysis.

Total cost of construction and development are estimated

at approximately $18,750,000 for the main structure and

the necessary supporting site work in Exhibit 1. The con-

struction process, in simplified terms, will require labor

and material; some portion of these construction

resources will come from the local economic area. For the

construction phase of the project, the local economic area

was the array of counties that were adjacent to Alpha

County including Alpha County itself. In simplified terms

this area is approximated by a radius of 20 to 30 miles and

an estimated rush hour drive time of 45 to 60 minutes.

The allocation estimates for labor and materials appear in

Exhibit 2. Labor cost was estimated at 30% of total con-

struction costs with construction materials in the most

general sense being 70%. Care must be taken at this point

The Economic Impact Study for a Big Box Retailer

Exhibit 1—Construction Expenditures by Components

Components in the CategoryExpense Category Cost

150,000 square feetGross Building Size $8,250,000 Total Cost
$55 per square foot

Parking Area construction, improvements 
to the land, etc., for approximately 15 acres 

On-Site Improvements $10,500,000

Concrete = 20%
Masonry = 20%
Wallboard/Doors = 8%
Special Construction = 4%
Mechanical/Fire Systems = 8%
Electrical = 20%
General Conditions = 10%
Miscellaneous = 10%

Total Cost for
On-Site Construction by
Subcontractor:

$18,750,000

Exhibit 2—Allocation Percentages for Construction Components and Local Expenditure

Construction Cost Components Expenditure Category Allocation to Local
Economic Area

Labor = 30%
Materials = 70%

Total Cost for On-Site
Construction by
Component

Labor = 80%
Materials = 50%

Local Economic Area
Expenditure
$4,500,000
$6,562,500

TOTAL $11,062,500
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in the analysis to make certain that both "hard" and "soft"

costs of construction are included in the analysis.

A reasonable allocation of construction labor between

workers from the local economic area and workers who

migrate to the area for the job is 80% from the local eco-

nomic area. This allocation is supported by data from the

County about the geographic dispersion of employees in

Alpha County. Application of these percentages generates

the estimate for a local wage bill of $4,500,000

($18,750,000 * 30% * 80%) and a local construction mate-

rials purchase of $6,562,500 ($18,750,000 * 70% * 50%).

As shown in Exhibit 2, the local area contribution to the

total construction cost is $11,062,500 of the total con-

struction cost of $18,750,000. This is 59% of total con-

struction resources coming from the local economy.

The construction process will certainly take at least one

year and may well take two years until the property can be

occupied and placed in service. The analysis in this study

assumes that the construction process will take two years

so that the $4,500,000 wage bill and the $6,562,500 mate-

rials cost will be allocated over the two year period.

DIRECT ECONOMIC EFFECT DURING OPERATION

The information sought in the analysis consists of the data

for direct property-related expenditures. These direct

expenditures fall into the sets of data displayed in Exhibit

3.

DIRECT IMPACT FROM EMPLOYMENT AND SALARIES

The typical Big Box retail store operates with the person-

nel and the relevant wage and salary levels presented in

Exhibit 4. Total employment for the subject property at

full capacity operation will be 273 employees with a total

wage bill for such a retail operation of $8,145,000.

DIRECT IMPACT FROM SERVICE EXPENDITURES AND
RETAIL EXPENDITURES

The typical Big Box retail store also purchases retail prod-

ucts and services from the local market area. This data

typically comes from the records of the corporate offices

of the Big Box operator and interviews with store man-

agers of close by same chain facilities as well as interviews

with close by competing facilities. These purchases from

local firms are displayed in Exhibit 5.

SUMMARY OF THE DIRECT IMPACTS OF THE BIG BOX
FACILITY

The summary of the direct monetary impacts of the Big

Box Facility appears in Exhibit 6 which carries forward the

information provided in Exhibits 4 and 5. The total value

of the direct impact for both construction and operation

phases for both labor and materials are arrayed for the

two year construction period and the operation period

which is depicted in the "Year 3 and beyond" column.

THE DIRECT IMPACT OF THE BIG BOX RETAIL
FACILITY IN ALPHA COUNTY

Introduction—The State Department of Labor provides

employment data for Alpha County. As shown in Exhibit

The Economic Impact Study for a Big Box Retailer

Exhibit 3—Expenditures during Operation

Components in the
Category

Expenditure Category

Store Manager, Assistant
Store Manager (s), Cashiers,
Meat Cutters, Bakery
Personnel, Warehouse
Personnel, Maintenance
Personnel, Security
Personnel

Total Wage Bill for
On-Site Personnel:
Wages and Salaries

HVAC, Plumbing, Electrical,
Landscaping/Lawn Care,
Solid Waste Disposal, Pest
Control, Exterior
Painting/Repair, Legal,
Advertising, Other

Service Expenditures and
Service Contracts

Hardware, Office Supplies,
Photocopying/Printing,
Other

Retail Expenditures

Exhibit 4—Personnel and Earnings During Operations

NumberJob
Category

Wages or
Salary

1Store
Manager

$85,000

Annual
Wage Bill

$85,000

2Assistant
Store
Managers

$60,000 $120,000

80Cashiers $28,000 $2,240,000

190Warehouse
Staff

$30,000 $5,700,000

273TOTAL $8,145,000
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6, the economic impact is $5,531,250 in years 1 and 2 

during construction and $8,274,500 per year during the

operation of the property. Assuming that the economic

feasibility of the facility will last into the future, this value

will change. It will increase as the population in Alpha

County and its environment increases; it will decrease as

competition enters the market and if population declines.

A market study to determine these potential effects is not

part of economic impact analysis, so for the near term the

estimate of the economic impact on the Alpha County is

$8,274,500.

If a market study is associated with the economic impact

study, the third-year impact can be modeled as it moves

through a predetermined time period such as 10 years.

Inflation will cause the sales volume to increase but will

generally not affect the amount of product being sold. An

increase in trade area population may cause prices to rise

but will affect the amount of product being sold and

thereby increase the need for employees in the facility. The

change in the direct economic impact over time can be

capitalized at the end of the holding period and all of the

future impacts can be discounted to the present to get a

total figure for the direct economic impact over the

remaining economic life of the facility. Most economic

impact studies do not take this extra step.

ALLOCATION OF THE DIRECT IMPACT TO EARNINGS
IN ALPHA COUNTY

To determine the direct impact on Alpha County, the 

portion of these direct expenditures made during the

operation of the property need to be allocated between

the portion made on the property that remain in the

county and the portion made that are paid to personnel

and establishments outside the local economy. The most

direct evidence of the magnitude of this allocation per-

centage to Alpha County from the local eco-

nomic area is based on U.S. Census data for

2000 reported for Alpha County by the State

Department of Labor. The allocation percent-

age from this data source is 48% based on the

fact that 48% of the residents of Alpha

County work in Alpha County. The reason-

able assumption is that this relationship holds

true for 2000 and that it will remain relatively

stable in the years after the decennial census.

This allocation percentage is applied to both

construction labor in the local economic area

(80% of total construction labor) and to

employees during operation of the facility.

As stated earlier in Exhibit 2, 50% of construction materi-

als are shipped directly to the site from non-local suppliers

and 50% are purchased in the local economic area and

most of these in the county in which the facility is located.

A reasonable assumption is that 90% of the 50% is pur-

chased in the county. For this reason an allocation per-

centage of 45% (90% * 50%) is applied to construction

materials.

The Economic Impact Study for a Big Box Retailer

Retail and Service Categories Expenditure
per year

Service Contract for HVAC $2,500
Plumbing Repairs $2,000
Lawn and Grounds Maintenance $6,000
Waste Disposal $55,000
Building Maintenance and Repairs $18,000

@ $0.12 per square foot
Roof maintenance and repairs $1,500

@ $0.01 per square foot
Parking lot maintenance and repairs $26,000

@ $0.05 per square foot of lot
Other Maintenance and repair $15,000

@ $0.10 per square foot
Office supplies $3,500
TOTAL Expenditure per year $129,500

Exhibit 5—Retail and Service Expenditures by Category

Direct Impact of the Big Box Facility
Year 1 Year 2 Year 3 and 

beyond
Direct Labor $2,250,000 $2,250,000 $8,145,000
Direct Materials $3,281,250 3,281,250 $129,500
and Services
TOTAL IMPACT $5,531,250 $5,531,250 $8,274,500

Exhibit 6—Summary of the Direct Impacts of the
Big Box Facility

Year 1 Year 2 Year 3 
and beyond

Direct Labor $2,250,000 $2,250,000 $8,145,000
Allocation % 48% 48% 48%
Allocated Direct

Labor $1,080,000 $1,080,000 $3,909,600
Direct Materials 

and Services $3,281,250 $3,281,250 $129,500
Allocation % 45% 45% 90%
Allocated Direct

Materials 
and Services $1,476,563 $1,476,563 $116,550

ALLOCATED TOTAL 
DIRECT IMPACT $2,556,563 $2,556,563 $4,026,150

Exhibit 7—Allocation of the Direct Impacts of the
Big Box Facility to Alpha County
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Application of these allocation percentages converts the

total impact numbers in Exhibit 6 for Alpha County to

those in Exhibit 7 for Alpha County.

THE TOTAL IMPACT OF THE BIG BOX RETAIL
FACILITY IN ALPHA COUNTY

Introduction—The total economic impact is the sum of

the direct impact plus the indirect and the induced

impact. The direct impact is the initiating, the primary,

economic force. The direct impact is the number of jobs

created and the earnings associated with those jobs. These

earnings are spent creating the indirect and induced

impact on additional jobs and earnings. The indirect and

induced impacts are the secondary forces set in motion by

the direct impact that work their way through the econo-

my. The indirect and induced effect is the subsequent

series of jobs and earnings created as the initial direct

earnings filter through the local economy. The economic

impact multiplier represents the iterative process in a sin-

gle number.

The process for calculating the multiplier is fully devel-

oped in the Appendix to this article. Consider the follow-

ing comments as a brief conceptual introduction to the

topic. The key to the estimation of the economic impact

multiplier is the identification of the industries and firms

that are selling goods and services to the non-local econo-

my. These are the basic industries. The basic industries are

identified by the application of the location quotient tech-

nique, which compares the industrial structure of the local

economy, Alpha County, to a regional or

national economy (the State, U.S. region or the

Nation). The significance of basic industries

and basic employment versus non-basic indus-

tries and employment are explained, as is their

role in the estimation of the location quotient.

The economic impact multiplier for the basic

industry is estimated by dividing total employ-

ment by basic employment in a static as well as

a comparative static (dynamic) perspective. The

nature and significance of the static versus the

dynamic multiplier is discussed and the appro-

priate one is selected. The calculations set the

basic economic impact multiplier at 3.8 for the

1996 to 2004 time period.

Retail is typically not a basic industry. However,

in the case of Alpha County, retail trade does

present itself as a basic industry during this

time period. The retail trade location quotient

is greater than one in each of the three years

being used as data points. Therefore, the retail trade mul-

tiplier can be the basic multiplier of 3.8. However, in more

typical situations were retail is a non-basic industry the

multiplier would be reduced to 2.8.

ESTIMATION OF THE TOTAL IMPACT OF A RETAIL
ACTIVITY TO THE ALPHA COUNTY AREA AND TO
ALPHA COUNTY

The total impact of a retail activity is expressed as the

multiplier times the direct change in employment and

earnings as expressed in Exhibits 6 and 7. The results pre-

sented in these two Exhibits are reproduced in Exhibits 8

and 9 respectively. The basic economic impact multiplier

is estimated to be 3.8 as shown in the Appendix. Exhibit 8

shows the total impact of the big box retailer in the metro-

politan area during the two years of construction and then

the years of operation.

Exhibit 9 shows the portion of the total impact that will

affect Alpha County during the two years of construction

and then the years of operation.

ESTIMATE OF THE SALES TAX REVENUE TO ALPHA
COUNTY FROM THE BIG BOX FACILITY

Big Box records indicate that the typical Big Box facility

sells approximately $80 million in goods ranging from

food items to electronics to jewelry items. In Alpha

County, food and beverage items are items subject to a

sales tax of 1% while all of the other items sold in the

The Economic Impact Study for a Big Box Retailer

Source Year 1 Year 2 Year 3 and 
of Earnings beyond
Total Direct $5,531,250 $5,531,250 $8,274,504

Impact 
Multiplier for 3.8 3.8 3.8

Retail Activity
TOTAL $21,018,750 $21,018,750 $31,443,115

Exhibit 8—Total Impact of the Big Box Facility 

Year 1 Year 2 Year 3 and 
beyond

Total Impact $2,556,563 $2,556,563 $4,026,150
of the Big Box
(Direct, Indirect and Induced) 

Multiplier for 3.8 3.8 3.8
Retail Activity

TOTAL $9,714,939 $9,714,939 $15,299,370
Impact of the 
Big Box to Alpha County
(Direct, Indirect and Induced)

Exhibit 9—Total Impact of the Big Box Facility to Alpha County
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store are subject to a 6% sales tax. The sales in this typical

Big Box facility consist of 23% "hard line" items, 12% "soft

line" items, 51% food and sundry items, and 14% in fresh

food items. This data comes from the corporate offices of

the subject property and interviews with close by stores in

the same chain. The hard line items and the softline items

are taxed at 6%; the fresh food items are taxed at 1%. The

"food and sundry items" category must be allocated

between food items at a tax rate of 1% and sundry items

at a tax rate of 6%. The allocation will be 60/40% to food

versus sundries. Based on these figures, the chart shown in

Exhibit 11 was developed from the Big Box data on prod-

uct categories.

The information presented in Exhibit 10 was coupled with

an estimate for total annual sales to obtain the following

calculations for Alpha County. The figure of $80 million

in annual sales volume was generated from information

provided by the client and then verified through inter-

views with the managers of other big box retailers in the

local area and national data from secondary data

providers like Dollars and Cents of Shopping Centers.

55 % of these sales subject to a 6% sales tax rate =

$2,640,000

45% of these sales subject to a 1% sales tax rate =

$360,000

Total Sales Tax Revenue = $3,000,000

CONCLUSIONS AND SUMMARY FROM THE
ECONOMIC IMPACT STUDY

The conclusion of the analysis yields the information that

is summarized in Exhibit 11.

The values for total wages and salaries carry over from

Exhibit 7. The total employment number is estimated to

be 498 (273 from Exhibit  4 * 48% * 3.8)

EPILOGUE

The application of an economic impact study provides

information about the impact of an event, in this case a

big box retailer, on the employment level and household

income level in a local economy. This information is

important to a client for presentation to the local authori-

ties when seeking approval from the local jurisdiction to

initiate a development project. In this context, the eco-

nomic impact study plays an important part in rezoning

applications and eminent domain decisions.

The accuracy of the resulting information is highly

dependent on the accuracy of the information placed into

the analysis. The following points become important to

recognize:

Much of the data for the analysis comes from the client.
For this reason it is incumbent on the analyst to verify

the accuracy of this information. The analyst should

not assume that this client-generated data is accurate

and unbiased.

The Economic Impact Study for a Big Box Retailer

Sales Tax Rate Product Category
@ 1% Fresh Food 14%

Packaged Food (60% of 51%) 30.6%
Total Percentage @ 1% sales tax rate 44.6%         (45%)

@6% Hard line items 23%
Soft line items 12%
Sundries (40% of 51%) 20.4%
Total Percentage @ 6% sales tax rate 55.4%         (55%)

Exhibit 10—Total Sales by Product Category and Sales Tax Rates

Impact Item Year 1 and 2 (Construction) Year 3 and beyond
Total Wages $9.7 Million/year $15.3 Million/year
and Earning
Total Employment $3,281,250 498/year

Sales Tax Revenue $5,531,250 $3,000,000/year 

Exhibit 11—Conclusion and Summary of Total Impact Items for Alpha County
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The geographic delineation of the "local economy" is a
critical issue in the analysis. Some development projects

can affect an entire metropolitan area (i.e. several coun-

ties). This is especially true if the development project

is very large and/or if the metropolitan area is small.

The typical retail project affects the geographic areas set

out in the guidelines (not hard and fast rules) used by

the International Council of Shopping Centers and the

Urban Land Institute. Neighborhood shopping centers

are affected by their retail market areas and their retail

trade areas. The retail trade area is typically 1 to 2 miles

and 5 to 6 minutes drive time; the retail market area is

generally a factor of 3 times the retail trade area dis-

tances and times. In turn, the neighborhood shopping

center's effect on employment and household income

are more localized; the majority of the employees come

from relatively short distances. On the other hand, the

super regional shopping center has a retail trade area

that is typically 10 to 20 miles and 30 to 45 minutes

drive time. The labor market for the supper regional

shopping center is safely assumed to by co-terminus

with its market area.

Typically, the economic impact study focuses on a local
jurisdiction. It focuses on a specific county in a metro-

politan area. It focuses on a City within the boundaries

of a County. This situation sets up a mismatch between

the conceptual area of the "local economy" and the

"area of interest" which is a portion of geography that

could be affected by the development project. Here the

analyst needs to decide on an "allocation" percentage to

determine what portion of the economic impact is felt

in the "area of interest."

The magnitude of the multiplier is also a matter of
close scrutiny for the analyst. It has to be based on his-

toric facts that provide a relationship between basic

employment and total employment at both points in

time (static and comparative static analysis), and over

time (dynamic analysis). The analysis must also be

assured that the evidence from the past is applicable to

the future. A multiplier of 3 based on historic data con-

cerning the industrial structure of the local economy is

not directly relevant to the future if the local economy

is undergoing a fundamental change in that industrial

structure. An increase in the proportion of basic indus-

tries in the industrial structure will increase the size of

the multiplier and vice versa.

APPENDIX

THE ECONOMIC IMPACT MULTIPLIER FOR ALPHA
COUNTY

Introduction—An economic impact study provides infor-

mation about the effect of a business on the local econo-

my in which it exists. For this study the business being

analyzed is the Big Box Retail Facility and the local econo-

my is Alpha County. The economic impact includes the

affect on earnings and employment in both the retail busi-

ness as well as the affect on additional employment in the

local economy brought about by the employment change

in the Big Box Retail Facility. In addition, the economic

impact extends to the increase in retail products and serv-

ices purchased by the Big Box Retail Facility from retailers

and service providers in Alpha County.

ANALYSIS OF ALPHA COUNTY EMPLOYMENT-BY-SITE
DATA

The magnitude of the economic impact multiplier is

determined from data on employment-by-job-site in

Alpha County. The source of this data is the Department

of Labor from which information about employment-by-

site was gathered for Alpha County. This information is

displayed in Appendix Tables 1, 2, and 3 respectively. Table

1 presents the following information about Alpha County

in 1996.

1. The entries at the left hand margin in Column A iden-

tify the one digit Standard Industrial Classification

[SIC] Codes by which the U.S. Department of

Commerce and the State organize their employment

data and statistics. Column B shows the two-digit

industrial classification categories.

2. Column C provides the 1996 employment-by-site data

for these SIC codes for Alpha County.

3. Column D provides the distribution of the 1996

employment data across the SIC codes for Alpha

County. For example, 16.79% of the 1996 employment

in Alpha County was in the Manufacturing sector while

23.9% was in the service sector.

4. Column E provides the 1996 employment-by-site data

for these SIC codes for Alpha County.

5. Column F provides the distribution of the 1996

employment data across the SIC codes. For example,

9.06% of the 1996 employment in Alpha County was in

the Manufacturing sector while 31.53% was in the serv-

ice sector.

The Economic Impact Study for a Big Box Retailer
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The Economic Impact Study for a Big Box Retailer

6. Column G presents the location quotient for Alpha

County based on a comparison with the data. The

numbers in Column G are generated by dividing the

value in Column F the values in Column D. Location

Quotients greater than 1.0 are considered export indus-

tries and the source of economic growth.

7. Column H shows the amount of basic employment by

export industry. The numbers in this column are

Column E times the LQ minus 1. For example, basic

employment in the two-digit printing industry is 5409

times (1.45 - 1) = 2408.

Tables 2 and 3 are duplications of Table 1 but presented

employment data for 2000 and 2003. The columns in

these two Tables are the same as they are in Table 1.

THE LOCATION QUOTIENTS

The next important piece of information is the identifica-

tion of those industrial classification categories (SIC codes

in 1996, NAISC codes in 2000 and 2003) in Alpha County

that produce products and services that meet the needs of

the population in the local economy and also can be sold

to people who live outside of Alpha County. The location

quotient [LQ] is an analytical method that identifies the

industrial classification codes that export goods and serv-

ices.

The LQ is calculated by means of the following formula:

[eSIC/eTOTAL]/[ESIC/ETOTAL]

Where:

eSIC = Alpha County employment in the jth

SIC code

eTOTAL = Total employment in Alpha County

ESIC = Employment in the jth SIC code

ETOTAL = Total employment in the State 

When the LQ equals one, the relationship between the

employment in the local economy, Alpha County, and the

regional economy, is in balance. The employment in the

local economy produces enough of the product to meet

the needs of its population. When the LQ exceeds one, the

local economy is producing more of the product than its

own population needs and thus sells it to people or busi-

nesses external to the local economy. These are the export

industries which are viewed as the industries that generate

the growth of employment in the local economy.

THE STATIC MULTIPLIERS

The static multiplier estimation for 1996 is presented in

Exhibit A. Column G presents the location quotient for

each industrial category. The values in Column G are the

distribution percentage for Alpha County in Column F

divided by the distribution percentage for Column D. In

Column G, each value greater than 1.0 identifies an export

industry. These industries are viewed as industries that

meet the needs of the local economy and also produce

products or services for export.

The next issue is the distribution in these export indus-

tries between the portion of their output that is sold local-

ly (the non-basic component) and the portion that is

exported (the basic component). As an example consider

the two-digit printing industry in Table 1. The total

employment of 5,409 in the printing industry in Alpha

County has to be separated between basic and non-basic

employment. This is done by taking the percentage of

printing in total employment in Georgia, 1.23% (1.2337%

more exactly), and multiplying it by total employment in

Alpha County, 303,374. This yields the non basic employ-

ment of 3,743 in printing. The basic employment is 5,409

- 3,871 = 1,538 in the printing industry. This same proce-

dure is performed for each export industry. The static eco-

nomic impact multiplier for the basic industry in Alpha in

1996 is 7.20. It is calculated by dividing the total employ-

ment of 318,529 by the basic employment estimate of

44,243.

Two decisions are depicted in Exhibit A. First, the average

static economic impact multiplier of 6.67 is selected for

this study. Second, the Retail Industry is not an export

industry. It meets the needs of the local population. The

appropriate multiplier to use is the static economic multi-

plier for non-basic employment of 5.67; it is one less than

the basic employment multiplier. The economic meaning

of the multiplier is that an initial increase in non-basic

employment in the local economy will have a secondary

LQ > 1.0
Basic Static Industry Multiplier

1996 2000 2004 Average
7.20 6.15 6.66 6.67

Non Basic Static Industry Multiplier 5.67

Exhibit A— Economic Impact Multiplier Summary
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effect of increasing employment to meet the needs of the

new employees in the non basic industrial sectors. The

multiplier represents the conclusion of an iterative

process. In order to generate a multiplier of 6.67, the mar-

ginal propensity to consume must be 85.03%. To generate

a 5.67 multiplier, the marginal propensity to consume is

still 85.03% but the multiplier formula changes from [1/

(1-b)] to [b/ (1-b)].

THE DYNAMIC MULTIPLIERS

In addition to the static multipliers that are estimated for

each year, a dynamic multiplier can be estimated for the

movement from year to year. The dynamic multiplier is

the change in total employment in the local economy

divided by the change in basic employment in the local

economy. Consider the 1996 to 2000 employment situa-

tions. Total employment changed by +40,366 and basic

employment changed by +14,137 during these two time

period. The dynamic multiplier is 2.86 (40,366/14,137). In

the 2000 to 2004 time period, total employment changed

by -73,416 and basic employment changed by -15,532.

The dynamic multiplier for 2000 to 2004 is +4.73 

(-73,419/-15,532).

MULTIPLIER RECONCILIATION 

What is the best estimate for the multiplier in the eco-

nomic impact analysis? If you will allow me an analo-

gy, the static multipliers give us three independent

snapshots of the child as he changes over time—a pic-

ture at one year of age, at four years of age and a pic-

ture at eight years of age. The dynamic multiplier is

more of a video covering a period of time such as 1996

to 2000 and 2000 to 2004 in this situation. (The

dynamic multiplier for 1996 to 2004 yields a nonsense

figure because the economy peaked in 2000. A period

of growth was followed by a period of decline. The

nonsense dynamic multiplier for this eight year period

is 23.7. It would require a marginal propensity to con-

sume of approximately 96.8% which is quite high.)

(Table 2)

Conceptually, the dynamic multiplier gives a more realistic

picture of the economic situation as long as it is used in a

sensible manner. It should follow a trend line in a single

direction as shown in this example. Here we had a trend

line for the 1996 to 2000 period and a separate trend line

for the 2000 - 2004 period. Given this statement, the

appropriate economic impact multiplier is the dynamic

multiplier that provides information about the two peri-

ods. This would be the average value of 3.79 for basic

industrial sectors and 2.79 for the non basic industrial sec-

tors. Analysis of Tables 1, 2 and 3 in this appendix reveals

that retail is a basic industry in Alpha County.

ECONOMIC IMPACT MULTIPLIER FOR BIG BOX 
RETAIL FACILITY IS 3.8 

The Economic Impact Study for a Big Box Retailer

Total Basic Static/
Employment Employment Multiplier

1996 318,529 44,243 7.20
2000 358,895 58,380 6.15 6.67
2004 285,479 42,848 6.66

Change Change
Total Basic
Employment Employment Dynamic

2000 - 1996 40,366 14,137 2.86
2004 - 2000 (73,416) (15,532) 4.73 3.79

Non Basic Dynamic Industrial Multiplier 2.79

Exhibit B— Basic Dynamic Industry Multiplier
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The Economic Impact Study for a Big Box Retailer

1996 1996 Alpha/State Basic

State Alpha Location Employment

Employment % Employment % Quotient LQ>1.0

A B C D E F G H

INDUSTRIAL CATEGORY

Agriculture 39,800 1.13% 1,890 0.59% 0.53 

Mining 7,787 0.22% 405 0.13% 0.58 

Construction 165,773 4.70% 15,679 4.92% 1.05 722 

Manufacturing 598,775 16.96% 28,238 8.87% 0.52 

Food and kindred products 69,348 1.96% 3,866 1.21% 0.62 

Tobacco -   -   

Textile 120,567 3.42% -   

Apparel 41,370 1.17% 990 0.31% 0.27 

Lumber and Wood 39,949 1.13% 987 0.31% 0.27 

Furniture 10,984 0.31% 870 0.27% 0.88 

Paper 34,169 0.97% 2,104 0.66% 0.68 

Printing 42,906 1.22% 5,409 1.70% 1.40 1,538 

Chemicals 20,942 0.59% 1,444 0.45% 0.76 

Petroleum 1,134 0.03% -   

Rubber and Plastics 24,658 0.70% 2,063 0.65% 0.93 

Leather 1,876 0.05% -   

Stone, Clay, glass, concrete 19,460 0.55% 881 0.28% 0.50 

Primary metal 14,303 0.41% 300 0.09% 0.23 

Fabricated metal 23,938 0.68% 1,057 0.33% 0.49 

Industrial machinery & computers 35,180 1.00% 1,922 0.60% 0.61 

Electrical equipment 33,193 0.94% 1,902 0.60% 0.64 

Transportation equipment 45,895 1.30% -   

Instruments 10,697 0.30% 368 0.12% 0.38 

Misc. 6,686 0.19% 705 0.22% 1.17 102 

Not Elsewhere counted 3,456 0.10% 3,370 1.06%

Transport and Warehousing 236,789 6.71% 27,864 8.75% 1.30 6,500 

and Utilities

Wholesale trade 240,990 6.83% 27,426 8.61% 1.26 5,683 

Retail trade 658,513 18.65% 60,876 19.11% 1.02 1,461 

Finance, Insurance and Real Estate 177,904 5.04% 19,602 6.15% 1.22 3,551 

Services - Total 831,276 23.55% 95,640 30.03% 1.28 

Hotel 42,909 1.22% 4,123 1.29% 1.06 252 

Business 250,858 7.11% 27,450 8.62% 1.21 4,816 

Auto 31,422 0.89% 3,242 1.02% 1.14 407 

Amusement and recreation 37,895 1.07% 2,148 0.67% 0.63 

Health 223,037 6.32% 26,373 8.28% 1.31 6,249 

Legal 21,984 0.62% 2,134 0.67% 1.08 150 

Education 34,311 0.97% 11,450 3.59% 3.70 8,354 

Social 43,184 1.22% 4,059 1.27% 1.04 163 

Engineering 69,696 1.97% 8,111 2.55% 1.29 1,823 

Other 81,876 2.32% 8,398 2.64% 1.14 1,011 

Federal government 97,223 2.75% 10,234 3.21% 1.17 1,462 

Local government 326,921 9.26% 19,043 5.98% 0.65 

State government 136,749 3.87% 9,784 3.07% 0.79 

Not elsewhere classified 4,039 0.11% -   

TOTAL 3,530,371 100.00% 318,529 100.00% 44,243 

Basic Employment multiplier in Alpha county (1996) 7.20

Table 1—Employment in Alpha County and State in 1996
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The Economic Impact Study for a Big Box Retailer

2000 2000 Alpha/State Basic

INDUSTRIAL CATEGORY State Alpha Location Employment

Employment % Employment % Quotient (LQ > 1.00)

A B C D E F G H

Agriculture 44,977 1.17% 1,871 0.52% 0.45 

Mining 7,798 0.20% 303 0.08% 0.42 

Construction 202,827 5.27% 24,780 6.90% 1.31 5,853 

Manufacturing 596,200 15.50% 24,072 6.71% 0.43 

Food and kindred products 71,614 1.86% 3,071 0.86% 0.46 

Tobacco -   -   

Textile 101,545 2.64% -   

Apparel 23,595 0.61% 325 0.09% 0.15 

Lumber and Wood 42,697 1.11% 234 0.07% 0.06 

Furniture 12,007 0.31% 347 0.10% 0.31 

Paper 31,232 0.81% 1,278 0.36% 0.44 

Printing 43,817 1.14% 4,412 1.23% 1.08 323 

Chemicals 22,171 0.58% 789 0.22% 0.38 

Petroleum 1,429 0.04% -   

Rubber and Plastics 29,983 0.78% 1,871 0.52% 0.67 

Leather 533 0.01% -   

Stone, Clay, glass, concrete 21,157 0.55% 804 0.22% 0.41 

Primary metal 13,961 0.36% 412 0.11% 0.32 

Fabricated metal 25,310 0.66% 912 0.25% 0.39 

Industrial machinery & computers 43,578 1.13% 2,043 0.57% 0.50 

Electrical equipment 36,678 0.95% 1,904 0.53% 0.56 

Transportation equipment 51,495 1.34% -   

Instruments 12,456 0.32% 378 0.11% 0.33 

Misc. 7,926 0.21% 1,198 0.33% 1.62 458 

Not Elsewhere counted 3,016 0.08% 4,094 1.14%

Transport and Warehousing 242,326 6.30% 39,865 11.11% 1.76 17,252 

and Utilities

Wholesale trade 258,152 6.71% 33,498 9.33% 1.39 9,408 

Retail trade 714,248 18.57% 68,932 19.21% 1.03 2,281 

Finance, Insurance and Real Estate 189,425 4.93% 19,856 5.53% 1.12 2,180 

Services Total 995,771 25.89% 112,766 31.42%

Hotel 47,294 1.23% 5,438 1.52% 1.23 1,025 

Business 329,501 8.57% 36,875 10.27% 1.20 6,127 

Auto 37,638 0.98% 3,692 1.03% 1.05 180 

Amusement and recreation 34,289 0.89% 2,112 0.59% 0.66 

Health 247,917 6.45% 24,868 6.93% 1.07 1,733 

Legal 25,883 0.67% 2,594 0.72% 1.07 179 

Education 42,335 1.10% 12,587 3.51% 3.19 8,636 

Social 55,181 1.43% 6,024 1.68% 1.17 875 

Engineering 89,885 2.34% 8,853 2.47% 1.06 465 

Other 85,848 2.23% 8,752 2.44% 1.09 741 

Federal government 97,708 2.54% 9,782 2.73% 1.07 664 

Local government 328,762 8.55% 16,586 4.62% 0.54

State government 167,800 4.36% 7,451 2.08% 0.48

Not elsewhere classified -   104 0.03%

TOTAL 3,845,994 100.00% 358,895 100.00% 58,380 

Basic Employment multiplier in Alpha county (2000) 6.15

Table 2—Employment in Alpha County and State in 2000
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The Economic Impact Study for a Big Box Retailer

2004 2004 Alpha/State Basic

INDUSTRIAL CATEGORY State Alpha Location Employment 

Employment % Employment % Quotient (LQ > 1.00)

A B C D E F G H

GOODS PRODUCING

Agriculture 26,545 0.70% 44 0.02% 0.02 

Mining 7,146 0.19% 225 0.08% 0.42 

Construction 195,774 5.18% 10,552 3.70% 0.71 

Manufacturing 449,041 11.88% 20,556 7.20% 0.61 

Food 65,574 1.74% 2,975 1.04% 0.60 

Beverage 6,025 0.16% -  

Textile mills 37,956 1.00% 78 0.03%

Textile products 38,607 1.02% 137 0.05%

Apparel 9,088 0.24% 94 0.03% 0.14 

Lumber and Wood 23,210 0.61% 401 0.14% 0.23 

Paper 24,619 0.65% 1,674 0.59% 0.90 

Printing 21,077 0.56% 2,504 0.88% 1.57 912 

Petroleum 1,168 0.03% -  

Chemicals 21,493 0.57% 676 0.24% 0.42 

Plastics 24,025 0.64% 2,062 0.72% 1.14 247 

Nonmetallic 18,665 0.49% 1,171 0.41% 0.83 

Primary metal 7,856 0.21% 145 0.05% 0.24 

Fabricated metal 25,687 0.68% 1,199 0.42% 0.62 

Machinery 23,286 0.62% 1,224 0.43% 0.70 

Computers 14,024 0.37% 286 0.10% 0.27 

Electrical equipment 16,582 0.44% 1,221 0.43% 0.97 

Transportation equipment 41,616 1.10% -   

Furniture 14,070 0.37% 406 0.14% 0.38 

Misc. 14,413 0.38% 942 0.33% 0.87 

SERVICE PRODUCING

Wholesale trade 205,230 5.43% 18,765 6.57% 1.21 3,262 

Retail trade 444,882 11.77% 36,543 12.80% 1.09 2,938 

Transport and Warehousing 147,391 3.90% 9,245 3.24% 0.83 

Utilities 20,387 0.54% 2,050 0.72% 1.33 510 

Information 122,538 3.24% 13,460 4.71% 1.45 4,204 

Finance and Insurance 153,723 4.07% 13,336 4.67% 1.15 1,724 

Real estate, rental and leasing 58,151 1.54% 5,647 1.98% 1.29 1,254 

Professional, scientific 193,589 5.12% 15,993 5.60% 1.09 1,370 

Management 51,699 1.37% 5,982 2.10% 1.53 2,077 

Administrative and Waste 245,039 6.48% 21,911 7.68% 1.18 3,401 

Education services 50,916 1.35% 13,695 4.80% 3.56 9,849 

Health 326,387 8.64% 31,786 11.13% 1.29 7,132 

Arts, entertainment and recreation 36,738 0.97% 2,901 1.02% 1.05 126 

Accomodation and Food Services 311,817 8.25% 15,678 5.49% 0.67 

Other 99,380 2.63% 8,687 3.04% 1.16 1,180 

Unclassified 6,473 0.17% 218 0.08% 0.45 

Federal government 94,249 2.49% 9,781 3.43% 1.37 2,662 

Local government 148,449 3.93% 12,378 4.34% 1.10 

State government 383,771 10.15% 19,407 6.80% 0.67 

TOTAL 3,779,315 100.00% 285,479 100.00% 42,848 

Basic Employment multiplier in Alpha county (2004) 6.66

Table 3—Employment in Alpha County and State in 2004
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THIS PAPER WILL ADDRESS THE CONFLICTS INHERENT IN

EMINENT DOMAIN, the clash between competing theories of

highest and best use and the search for methodologies

appropriate to one important variety of special use prop-

erty, the transportation corridor. The forum for this

inquiry was a jury trial. As will be discussed in detail

below, the condemnor presented the corridor as an aban-

doned rail right-of-way, with little value for adaptive uses.

The condemnee considered its property to be a valuable

regional transportation resource in a congested, urbanized

hub of major development. The gatekeeper of valuation

theories at a trial is the judge; the ultimate arbiter of proof

is the jury.

CREs represent a treasure trove of experience to parties

engaged in major condemnation disputes. In addition to a

sophisticated land planner, the condemnee here engaged

three CREs: one was the co-author of one of the method-

ologies for corridor valuation featured in the literature;

another was experienced in the adaptive reuse of underuti-

lized urban rail corridors; and the third, a veteran apprais-

er, was charged with synthesizing theory and practice to

arrive at a coherent approach to the appraisal problem.

A jury trial is different from a bench trial in that the proof

must persuade twelve jurors, representing a cross-section

of the community. Each juror comes to the case with dif-

ferent histories, different viewpoints and different precon-

ceptions. Lawyers and witnesses must be aware that noth-

ing can be taken for granted. We are reminded of the

motto of the Stoic philosophy: admirari nihil -- be sur-

prised at nothing.

BACKGROUND

As urban land becomes more and more developed and

traffic more and more congested, public agencies have

taken a second look at acquiring underutilized rail corri-

dors to solve critical transportation problems. Adaptive

reuse of these corridors presents opportunities for solu-

tions to congestion in urban areas throughout the nation.

Fundamentally, however, the value of corridors is intrinsic

to their attributes, and what is said of land in general,

quoting Will Rogers, "they're not making any more of it,"

can be said of corridors. But the truth is that they (i.e.,

condemnors) are making more corridors, but the costs of

assemblage and other obstacles are formidable. So that

when a ready-made corridor is available, a transportation

agency may jump at the chance to make the acquisition,

using the power of Eminent Domain if necessary.

Reported cases demonstrate, however, that condemnors

continue to try to acquire corridors on the cheap.

Fortunately, courts in the few reported cases have been

willing to require just compensation and permit valuation

methods designed to address intrinsic value. In the few

cases reported, juries have returned impressive verdicts.

The Valuation of Corridors in

Eminent Domain:

The Chester Valley Branch

BY MICHAEL SKLAROFF, CRE

About the Author
Michael Sklaroff, CRE, chairs the Real Estate Department and manages

the real estate practice of the firm of Ballard, Spahr, Andrews and Ingersoll

in Philadelphia, Pa. His practice areas include real estate development, emi-

nent domain and valuation, and zoning and land use. 

(sklaroff@ballardspahr.com)



The Valuation of Corridors in Eminent Domain

The valuation of corridors in Eminent Domain raises

challenging questions of appraisal methodology. Two

approaches seem to have taken hold in the literature: the

across-the-fence plus enhancement factor method ("ATF

Method") and the replacement cost method. The direct

sales comparison approach has limited utility, primarily

because corridors, properly viewed, are special purpose

properties, meaning that comparable sales are difficult, if

not impossible, to find.

A recent Pennsylvania case illustrates the challenge of

valuing a corridor in an Eminent Domain trial in a state

largely without caselaw guidance in valuation methodolo-

gies. The trial represented an opportunity to test the com-

peting approaches in the real world in real time.1

THE CHESTER VALLEY BRANCH

The Chester Valley Branch (the "Corridor"), a railroad

right-of-way assembled in the 1850s, served Pennsylvania's

Lancaster, Chester and Montgomery Counties in moving

farm products to Philadelphia. After World War II its use

declined as the construction of major highways and sub-

urban development stimulated motor freight and automo-

bile traffic. The Corridor lying parallel to heavily traveled

Route 202, remained an important but underutilized

physical link between the edge city hub of King of Prussia

and major office, commercial and residential development

to the west in the area known as Great Valley.

In the 1980s, as part of a corporate restructuring, Conrail

was getting rid of rail lines as fast as it could under federal

legislation that expedited the abandonment process, the

Northeast Railroad Services Act of 1981. Abandonment of

the Corridor would come with a price: title would revert

to underlying owners and Conrail would have to disman-

tle four bridges and bridge structures, and remove nine

street and other grade crossings and restore the underlying

properties. In PECO Energy, however, Conrail found a

captive buyer. PECO, a public utility providing electricity

to the region, needed to assure the continuity of occasion-

al freight service to move huge transformers to its Upper

Merion substation. Management had in mind not only

this service, but also the possibility of owning a resource

for fiber optic cable, power lines and other uses.

PECO and Conrail negotiated a deal. PECO would pay

$600,000 for a quit-claim deed and accept the risk that

title would dissolve upon conveyance from Conrail, a rail-

road company, to PECO a non-rail company. The consid-

eration included not only the cash payment, but also a

non-cash price, which included an indemnity against

damages, costs and liabilities that might arise from the

ultimate abandonment of the right-of-way, including the

removal costs of the bridges and overpasses and restora-

tion of streets and other lands. Had Conrail had not

decided to get out of the freight business in the area as

part of its business plan, it would never have sold the line

to PECO. In any event, PECO's acquisition preserved the

Corridor as a transportation resource for the region.

Following the 1986 quit-claim, an owner of an underlying

fee interest challenged PECO's title, claiming (not surpris-

ingly) that the transfer of the railroad right-of-way to a

non-railroad company worked an abandonment of rail

use and consequently revested title in underlying fee own-

ers. The trial court sustained the challenge. On appeal, the

Superior Court reversed the trial court and upheld

PECO's position that there was no abandonment as a

matter of law. The case was remanded to determine

whether there was abandonment as a factual matter, but

since the rail line had been in continued use there was no

question of abandonment and the challengers did not

pursue their claim.2

By March 9, 1993, the date of condemnation, increased

development in the region had driven traffic volumes way

beyond the capacity of the road system. Congestion in the

King of Prussia hub, especially at Route 202, became intol-

erable and resulted in unacceptable traffic hazards and

chronic gridlock. Regional planners and PennDOT identi-

fied the Corridor as a possible solution to the regional

traffic crisis. In a study funded by PennDOT and other

agencies, the Delaware Valley Regional Planning

Commission ("DVRPC") commissioned a joint-use study

(the "Joint Use Study") to consider alternative uses that

could be made of the Corridor, including a roadway for

high-occupancy vehicles ("HOV"), transit, commuter rail,

a bus way and freight railroad, the latter to free up a paral-

lel railroad for reuse for cross-county suburban transit.

Potential users of the Corridor included the Southeastern

Pennsylvania Transportation Authority ("SEPTA"), which

was charged by the Legislature to operate an affordable

regional transit system, and PennDOT itself. At the time of

the condemnation, PennDOT was considering building a

by-pass to Route 202 at Route 422 as part of a plan to

widen Route 202 to increase capacity and reduce conges-

tion. In the early to middle stages of planning the Route

202 widening project, and even before obtaining 80% fed-

eral funding, PennDOT decided to acquire the Corridor.

The decision on the re-use of the Corridor would be
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PennDOT's alone. Although some consideration may have

been given to an HOV lane as a way to address the traffic

crisis, sometime after 1993 PennDot rejected HOV as a

feasible solution.

THE CONDEMNATION

On March 9, 1993, PennDOT acquired 6.23 miles of the

7.6-mile Corridor as a transportation corridor and offered

PECO $400,000 as just compensation. In order to avoid

claims by owners of the underlying fee interests, the taking

encompassed only the easement estate. PennDOT and

PECO had negotiated a Cooperation Agreement under

which PECO would give up its right to challenge the tak-

ing, PennDOT would provide alternative rail transporta-

tion of transformers at PennDOT's expense and PECO

would be entitled to obtain just compensation for the

Corridor.3

ATTRIBUTES OF THE CORRIDOR

The physical attributes of the Corridor may be summa-

rized as follows:

Area: 65 acres.

Area of the take: 51 acres.

Length: 7.66 miles.

Width: 66' average.

Corridor improvements: 9 bridges and 4 grade cross-
ings.

Rail improvements: single track.

Topography: level roadbed.

End points: connects with (a) Conrail rail line to the
west and (b) to the electrical utility's regional substation

and then over an expressway to the east.

Midpoints occur along limited access highway and a
roughly parallel freight line, as well as corporate centers,

office buildings, retail commercial developments and resi-

dential communities.

The Corridor presented a clear shot through some of the

most highly developed land in the region. A major attrib-

ute was its connectivity: to highways, transit and a major

regional commercial hub. This connectivity was recog-

nized in the Joint Use Study, in which DVRPC recom-

mended that the Corridor be shared between the utility's

occasional use and the Highway Department's use of the

right-of-way for high-occupancy vehicle road along heavi-

ly congested Route 202 (as well as possible use by SEPTA

for light rail, heavy rail, or bus way). The study recognized

that the right-of-way provided "a rare opportunity to cre-

ate additional capacity to move people in an area which is

experiencing significant congestion." For damages to the

Corridor, including the loss of 51 acres located in the

midst of some of the most valuable real estate in the

region, PennDOT, as stated above, initially offered the

grand sum of $400,000.

THE TRIAL

At trial, PECO moved to exclude the use of the direct

sales comparison approach, because each of the apprais-

er's sales failed to pass muster as "judicially" comparable,

especially the sale of the subject in 1986. That sale was

problematic for PECO if treated as a comparable.

Consideration paid was $600,000 in cash and the indem-

nity. In any event, Conrail, the seller, was in liquidation

mode. Accordingly, Conrail was not a "typically motivat-

ed seller."4 It was clear that the non-cash consideration in

the 1986 sale, especially by reason of the title cloud

addressed in the indemnity, could not be reduced to cash

equivalency.5

The case presents a test of three appraisal methodologies

for corridors: direct sales comparison; ATF Method; and

replacement cost. The ATF Method and the cost approach

may be said to be industry standards for valuing corridors.

Each recognizes that corridors are valuable—or not—

depending upon their utility. But the fact that few report-

ed decisions were available—and none in Pennsylvania—

requires going back to first principles to determine what

appraisal methodologies work.

We start with definitions as set forth in The Dictionary of

Real Estate Appraisal (Fourth Edition), Appraisal Institute,

2002:

corridor—A long, narrow strip of land or real property

rights for which the highest and best use is to provide

an economic benefit by connecting the end points, and

sometimes serving intermediate points along the way.

Most corridors provide these connections for energy

(oil and gas pipelines, electrical power transmission

lines), transportation (road, rail, aqueducts, canals,

navigation, aircraft overflight), or communications

(fiber-optic lines) purposes. Abandoned corridors may

or may not have a highest and best use of continued

corridor use.

The Valuation of Corridors in Eminent Domain
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corridor factor 6—In the valuation of existing corri-

dors, a factor that expresses the ratio of the price paid

for a transportation or communications corridor (i.e.,

the sale price of an existing corridor) and the across

the fence (ATF) value. Typically used in the valuation

of existing corridors and not the assembly of new cor-

ridor. Also called railroad factor, synergism factor,

enhancement factor and continuity factor. See also

across the fence method; corridor valuation.

corridor valuation—The process of estimating market

value of the right to use corridor real estate. According

to the Bureau of Land Management and U.S. Forest

Service, relevant valuation approaches include land-

based methods such as the across the fence method,

going rate (sales comparison) approach, alternate

route (cost avoidance) approach, and before and after

method, and non-land-based methods such as liquida-

tion value, replacement, income value, and competitive

bid methods.

across the fence method 7—A land valuation method

typically used to estimate the value of a real estate cor-

ridor, including railroad or pipeline rights of way,

highways, or other corridor real estate. The price of

value of land adjacent to the corridor (i.e., "across the

fence") is considered for the valuation. Other consider-

ations include corridor factor and usage factor adjust-

ments. See also corridor valuation.

across the fence (ATF) value 8—In the valuation of real

estate corridors, the value concluded based on a com-

parison with adjacent lands before the consideration of

any other adjustment factors. The ATF value accounts

for location and market conditions. Accordingly, this is

an intermediate value without (or prior to) the consid-

eration of the corridor factor.

A condemnee is entitled to just compensation for the tak-

ing of its property by Eminent Domain as a matter of

constitutional law.9 Under normal circumstances, just

compensation means fair market value of the property

taken before and after the condemnation. The fair market

value of the property need not be based on the property's

present use, but may be based on all potential uses,

including the property's highest and best use. 26 P.S. § 1-

603; Pennsylvania Gas & Water Co. v. Pennsylvania

Turnpike Comm'n, 428 Pa. 74, 77, 236 A.2d 112, 114

(1967).

Under Pennsylvania law there are two requirements for

proving highest and best use: the land must be physically

adaptable to the use, and there must be a need for the use

as reflected in the market for the use in the area at the

time of condemnation.10 As confirmed in the Joint-Use

Study, the Corridor was physically adaptable to trans-

portation use, indeed, many valuable uses. Conrail used it

as a transportation corridor until PECO acquired it.

PECO continued to use it as a transportation corridor

until condemnation. PennDOT's use of the Corridor,

indeed, its very ownership, depended on its continuing

PECO's use for transportation purposes. While PennDOT

avoided condemning the underlying fee ownership, never-

theless the abandonment of transportation use along the

Corridor might work a reversion of title to underlying fee

owners.11

STRATEGIC POSITION

The value of a corridor is a function of the areas through

which it passes and the points it connects. A condemnee

can show that demand for a corridor exists where the

property occupies a strategic position, which is of proba-

ble value to others for use as a corridor.12 The demand for

a transportation corridor was reflected in the market in

Montgomery and Chester Counties at the time of con-

demnation.

In the old case of the North Shore Railroad, one railroad

condemned a 5,100-foot-long, 30-foot-wide section of the

another railroad's five-mile-long corridor. The condemnee

railroad had graded and ballasted the right of way but had

never used it. Furthermore, the condemnee had lost its

railroad franchise and could not itself use the property as

a railroad at the time of condemnation. The condemnor

argued that the highest and best use was therefore limited

to farmland. The Pennsylvania Supreme Court, however,

affirmed the trial court's holding that the land could be

valued for railroad purposes. The Court determined that

there was a market for railroad use of the property mainly

because the property was in a "strategic position":

[T]here was ample evidence tending to show that its

property as a whole occupied a strategic position,

which was not merely of possible, but of probable

value to others as well as to [condemnor], by reason of

its availability for the location and construction there-

on of a line of electric or steam railway. Id.13

At the time of condemnation, as the date of trial, the

Corridor was strategically located in an area of rapidly

increasing residential and commercial density and traffic

congestion. As DVRPC found, and as PECO's planning

expert testified, the Corridor occupied a strategic position

that was of value to others by reason of its availability as a

The Valuation of Corridors in Eminent Domain



site for an HOV lane, busway, railway, highway or freight

line to alleviate congestion on U.S. Route 202 in the King

of Prussia area. The Corridor would have provided a

needed transportation link for people and goods between

other existing and planned corridors—including U.S.

Route 202, U.S. Route 422, Interstate 76, Interstate 276, the

proposed Schuylkill Valley and Cross County Metros, and

Conrail's Trenton Cutoff—and the many residential areas

and commercial and industrial facilities along the right-

of-way. Therefore, there was demand for the Corridor as a

transportation corridor.

DEMAND FOR CORRIDORS: NO NEED TO SHOW
ACTUAL BUYER

Because it had shown that demand existed, PECO need

not have identified an actual specific buyer. The law

assumes that an actual buyer existed as the normal rule for

condemnation valuation. Even where the property is regu-

larly traded in the marketplace, there is no need to show

an actual buyer:

Market value, essentially, is based on assumption, not

fact. To establish market value, it is not necessary to

point out any designated person able and willing to

buy the property at the price alleged (or at any price),

or to show that the owner is in fact willing, or even has

the legal capacity, to sell it.

Julius L. Sackman, 4 Nichols on Eminent Domain §

12.02[2], at 12-80 (Rev'd 3d ed. 1998). With seldom-trad-

ed properties especially, this result is essential to achieve

just compensation. Corridors are "special use" properties.

J.D. Eaton, Real Estate Value in Litigation, at 238 (2d Ed.

1995). By definition, special use properties are seldom

traded, and few special use properties would have any

value if value depended on proving the existence of an

actual buyer. But since special use properties do have value

in condemnation proceedings, there is no need to show

that an actual buyer exists.14

DEMAND NOT LIMITED TO PRIVATE BUYERS

It is also important to note that demand is not limited to

private buyers. The crux of corridor value is utility. As one

of PennDOT's appraisal witnesses admitted, a market

exists "where there is an economic, social or market

demand." At condemnation, the Corridor was still useful

as a transportation corridor. Therefore, it does not matter

whether the most probable buyers for the Corridor were

governmental or quasi-governmental authorities or utili-

ties or other private sector purchasers.15 PennDOT's valua-

tion expert at trial used as one of his Conrail liquidation

sale "comparables" a sale to a governmental authority, thus

conceding that public bodies can be part of the market.

THE ATF PLUS ENHANCEMENT-FACTOR AND COST
METHODS ARE APPROPRIATE METHODS TO VALUE
THE CORRIDOR.

Because of insufficient data for sales of comparable corri-

dors, the ATF Method and replacement cost methods are

appropriate for valuing the Corridor.16 The traditional

sales comparison approach does not work because there

are so few comparable sales.

An owner generally is entitled to receive what a willing

buyer would pay in cash to a willing seller at the time of

the taking.17 In the usual case, market data is competent

evidence of the value of the condemned property.18 But

the normal market data approach does not suffice here

because sales data are not sufficient. Appraisal Inst., supra

at 418. ("[T]he reliability of the sales comparison

approach is diminished if substitute properties are not

available in the market"). The direct sales comparison

approach is seldom used in corridor valuation due to the

lack of comparables that are meaningful with respect to

location and geography. See Gary S. Valentine, "Appraising

a Transportation Corridor," Right-of-Way

(November/December 1998) at 6-10.

An ideal comparable would have been the sale of a 60-

foot-wide transportation corridor with good title in a

nearby densely developed, congested area. A good compa-

rable would have had some of these attributes, enough to

make adjustments that would satisfy the requirements of

the sales comparison approach. At the very least, a compa-

rable corridor would have utility for road or transit use in

an urbanized area. There were not enough sales of suitable

properties, however, to perform a traditional comparable

sales analysis. This dearth of comparable sales does not,

however, impair the value of the Corridor.

PLOTTAGE

A key to understanding corridor valuation is "plottage."

An assemblage of land gives the land an enhanced value

over and above the sum of the values of the individual

component lots.19 This enhancement is called the "plot-

tage." Functional corridors are intrinsically valuable

because they are assemblages, and assemblage enhances

the value of the component lots. See John P. Dolman &

Charles F. Seymour, "Valuation of

The Valuation of Corridors in Eminent Domain
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Transportation/Communication Corridors," The Appraisal

Journal ("Dolman & Seymour") 509, 515 (October 1978).

Two recognized appraisal methods are founded on the

concept of plottage: the ATF Method and the replacement

cost method.

THE ATF METHOD

Recognizing the special nature of corridors, the appraisal

industry and the courts have approved the ATF method

for valuing corridors.20 The method is based on the recog-

nition that a useful corridor's value exceeds the value of

the land over which the corridor passes. To apply this

method, the appraiser divides the corridor into segments

based on the zoning of non-corridor adjacent land.21 The

appraiser then values each segment by reference to sales of

comparable non-corridor parcels, and adds the values of

the segments to yield the "ATF value." 

To account for plottage, the appraiser multiplies the ATF

value by an "enhancement factor" or "corridor factor,"

which is a multiple derived from the factors by which sales

prices of other corridors exceeded the ATF values of the

bare land. By examining sales of other corridors, the

appraiser may derive an enhancement factor for the

Corridor. Factors may vary from 1.25 to 2 or higher. In

effect, the ATF Method is a derivative approach.

THE REPLACEMENT COST METHOD

Another valuation method is replacement cost. Where

property by its nature is infrequently traded, such that

there are insufficient comparable market sales, the con-

demnee may introduce cost22 as evidence of fair market

value.23 Such property is called special use or special pur-

pose property.24 A transportation corridor is such a prop-

erty and, as with other special use properties, one measure

of a corridor's value is its replacement cost.25

An appraiser valuing a transportation corridor must cal-

culate the cost of assembling an equally desirable corridor,

i.e., a corridor of comparable dimensions, utility, topogra-

phy, location and environs. The appraisal industry and at

least one court have adopted the cost approach for valuing

corridors.26

To calculate the replacement cost of the Corridor, PECO's

appraiser started with the same land value—the ATF

value—that he calculated under the ATF Method. To

account for plottage, he multiplied the ATF value by an

"assemblage factor," derived from the factor by which the

assembly costs of similar corridors exceeded their bare

land costs. Assemblage factors typically run from 3.74 to

14.09.27

Since there were few sales comparable to the Corridor, the

traditional direct comparison method was a doubtful

method for valuing the Corridor, consideration of the few

available comparables was used to confirm the condem-

nee's appraiser's final valuation conclusion.28

These three methodologies were tested by court review on

the eve of trial and in the course of the jury trial. The

court excluded the replacement cost method as too specu-

lative; approved of the ATF Method; and over PECO's

objection allowed PennDOT's appraiser to testify to the

direct sales comparison approach based almost entirely on

Conrail liquidation sales.

The challenge for PECO was to bring the corridor to life.

By the time of trial, the rail and ties had been removed,

portions were an active highway and sound barriers occu-

pied substantial length of the right-of-way. Other areas

were overgrown. In order to illustrate the value of the

Corridor, PECO, over PennDOT's objection, presented to

the Jury an animation of the Corridor, showing its context

in the region, its connectivity to the road system and vari-

ous modes of transportation uses considered in the Joint

Use Study. Central to the value of a corridor is utility. To

be sure, the Corridor had been underutilized at the date of

the taking, but its "strategic" position could not be denied.

Fortunately for PECO, the Joint Use Study determined

that the Corridor represented "a rare opportunity to create

additional capacity to move people in an area which is

experiencing significant congestion."

THE VIEW

The view itself was extraordinary. The Judge, Jury and the

lawyers and appraisers traveled by bus for 2 1/2 hours on,

over, under, around, and beside the Corridor. The view, 11

years after the take, demonstrated the value of the

Corridor for transportation purposes. One and a half

miles of the Corridor had become a major bypass from

the limited access highway to the expressway, PennDOT's

solution to a portion of the congestion problem. Other

portions of the Corridor contained two miles of segments

of sound barriers. Some remnants were put to service for

rails to trails.

18REAL ESTATE ISSUES WINTER 2005-2006



19REAL ESTATE ISSUES WINTER 2005-2006

PECO'S CASE

The highest and best use was urban transportation corri-

dor, and potentially a solution to regional traffic conges-

tion. Examples abound of the adaptive reuse of underuti-

lized rail corridors to transit and other uses. The ATF

Method is a recognized and appropriate method for corri-

dor valuation. The market for rail corridors was too limit-

ed to permit the direct sales comparison approach. The

1986 sale of the subject property -- the Corridor itself --

was not a comparable because it included non-monetary

consideration that could not be reduced to cash value. The

Conrail sales were not relevant because Conrail, seeking to

get rid of excess assets for purposes of corporate restruc-

turing, was not a typically motivated seller. PennDOT's

appraiser demonstrated the inapplicability of the market

data approach because all he could find were five sales by

Conrail out of liquidation mode and one sale of a 10-foot

wide subterranean pipeline easement 250 miles away from

the subject.29 Using the ATF Method (even without factor-

ing in the cost approach), damages were in excess of $10

million.

PENNDOT'S CASE

The railroad right-of-way was not much of a corridor. It

didn't have sufficient end points to be valued under the

ATF Method. The Corridor itself sold to PECO in 1986 for

only $600,000. The Corridor has no economic use as a

transportation corridor because additional takings would

have been necessary to connect end points to other land to

make the corridor valuable. In any event, there were

enough comparable sales to support a theory of market

without using more sophisticated methods. In sum,

PennDOT's appraiser concluded that the highest and best

use was a recreational pedestrian and bicycle trail. Finally,

there was no value-in-use because the utility's rail service

had been relocated to a parallel rail line at no cost to the

utility.

VERDICT

The Jury's verdict was approximately $5 million, over 12

times the original offer, and almost $9.5 million with delay

damages. After the verdict, lawyers for both PECO and

PennDOT spoke informally to the members of the Jury.

The Court's rulings and the Jury's comments shed light on

the practical use of the appraisal methodologies.

Over objection, the Judge had permitted PennDOT's

appraiser to testify on the direct sales comparison

approach (using the five Conrail sales and an under-

ground pipeline easement). The Jury preferred this

approach; it's simpler. Nevertheless, the Jury disbelieved

PennDOT's "comps" and used its own values.

The Court approved the use of the ATF Method and

found it logical. The Jury, however, discounted this

approach. They found it hard to understand. Interestingly,

the Jury's conclusion of value approximated the ATF

value, but without the enhancement factor.

As stated above, the Court rejected the cost method as too

speculative, using its gatekeeper function.30 The Jury didn't

hear testimony on this methodology, but after the fact sev-

eral expressed interest in hearing evidence of the cost of

assembling a hypothetical, parallel corridor, which they

believed relevant.31

SUMMARY

Our system of justice brings to bear the collective com-

mon sense of twelve citizens, drawn from a cross-section

of the community. Ultimately, legal theory and appraisal

methodology are tested in the crucible of fairness and

common sense. Nothing compares to a jury trial as a test

of appraisal theories in the real world, real time.
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INTRODUCTION

MUCH INK AND AIR TIME WAS SPENT ON THE PRONOUNCEMENT

OF THE UNITED STATES SUPREME COURT that local govern-

ments have the right to acquire private property for rede-

velopment purposes with the ultimate intent to convey it

to another private enterprise for a private use. While the

ruling seems to have taken many by surprise, a number of

state supreme courts have long held that the proposition

of local governments taking private property for the pur-

poses of private redevelopment was not only legal but

should be encouraged. What are the ramifications of this

decision and what should be the public policy when it

comes to redevelopment? 

THE CASE

On June 23, 2005, the United States Supreme Court in a 5-

4 decision re-ignited a long-standing legal dispute over

private ownership rights. In Kelo, et al.v. City Of New

London, Connecticut, et al.,1 the majority opinion approved

the taking of private property by local government for

redevelopment purposes and turning it over to another

private use. The case, while settling the legal issue of the

constitutionality of such a taking, also fueled a public pol-

icy controversy.

The facts in Kelo are not uncommon across the country. In

the Kelo case, the City of New London, Connecticut, gave

final approval to a development plan that "was projected

to create in excess of 1,000 jobs, to increase tax and other

revenues, and to revitalize an economically distressed city,

including its downtown and waterfront area." The city was

attempting to redevelop a 90 acre tract of land known as

the "Fort Trumbull" area. The area was located on a penin-

sula in the Thames River. The area contained approxi-

mately 115 privately owned residences. Plans for the rede-

velopment of the area included approximately 80 new res-

idences in a planned community. The redeveloped area

would also include a small "urban village" containing
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hotels, shops, museums, a river walk, and a new facility for

the Pfizer company.

As is usually the case in large redevelopment projects, the

City acquired many parcels of property from willing buy-

ers, while a few other owners refused to sell for various

reasons. In order to complete the project, the city decided

to force the sale of the balance of the properties needed by

the use of eminent domain. Kelo owned a private home in

the area and did not desire to sell the property because of

the expansive water view. Another landowner, Dery, had

lived in her house since 1918 and did not want to leave the

property. In all, nine landowners challenged the legal right

of the city to acquire the property. The city admitted that

the area involving the nine residences was not "blighted"

but maintained its right to acquire the property purely for

redevelopment purposes.

Eminent domain proceedings were instituted under the

authority of a Connecticut state statute that gave authority

to local government for eminent domain taking as "part of

an economic development project" and determined that

an economic development project is a "public use" and "in

the public interest." In the action, the landowners claimed

that the statute violated the Fifth Amendment to the U.S.

Constitution that requires, "Nor shall private property be

taken for public use, without just compensation." At the

heart of the issue before the Supreme Court was whether

the city's proposal to redevelop the property under that

state statute would qualify as a public use sufficient to pass

Constitutional muster.

In its majority opinion, the Supreme Court said that the

taking of the property for "redevelopment" purposes satis-

fies the public use requirement even though the ultimate

owner of the property will be a private owner. The Court

did indicate that under some circumstances a government

agency may not take property for a purely private use but

declined to clearly enunciate the standards defining a

purely private use. The Court stated:

Two polar propositions are perfectly clear. On the one

hand, it has long been accepted that the sovereign may

not take the property of A for the sole purpose of

transferring it to another private party B, even though

A is paid just compensation. On the other hand, it is

equally clear that a State may transfer property from

one private party to another if future use by the public

is the purpose of the taking; the condemnation of land

for a railroad with common-carrier duties is a familiar

example. Neither of these propositions, however, deter-

mines the disposition of this case. As for the first

proposition, the City would no doubt be forbidden

from taking petitioner's land for the purpose of con-

ferring a private benefit on a particular private party.

Nor would the City be allowed to take property under

the mere pretext of a public purpose, when its actual

purpose was to bestow a private benefit. The takings

before us, however, would be executed pursuant to a

carefully considered development plan.

The Supreme Court points out that historically a require-

ment that property taken must be used by the general

public has been rejected by the courts, and accordingly the

Supreme Court argues that Courts have been encouraged

to afford, "legislatures broad latitude in determining what

public needs justify the use of the takings power." 

The Court rejects the establishment of a "bright line" rule

that "economic development does not qualify as a public

use," arguing that "promoting economic development is a

traditional and long accepted function of government." 

Moreover, the Court refused to require judicial approval of

condemnations before construction begins. The majority

held that:

. . . orderly implementation of a comprehensive rede-

velopment plan obviously requires that the legal rights

of all interested parties be established before new con-

struction can be commenced. A constitutional rule

that required postponement of the judicial approval of

every condemnation until the likelihood of success of

the plan had been assured would unquestionably

impose a significant impediment to the successful con-

summation of many such plans. Just as we decline to

second-guess the City's considered judgments about

the efficacy of its development plan, we also decline to

second-guess the City's determinations as to what

lands it needs to acquire in order to effectuate the

project.

The majority opinion was quick to emphasize that the

opinion does not prevent any state from placing further

restrictions on the public use requirements under a state

statute regarding taking for public use. Clearly under the

majority opinion, the use of eminent domain proceedings

to acquire private property for the purposes of commer-

cial redevelopment will be allowed so long as it is consis-

tent with state law.

STATE LAW BACKGROUND

In many states, the decision in Kelo should not come as a

surprise. Over the last 50 years,2 the courts have been sup-
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portive of economic redevelopment. In Kansas for exam-

ple, the issue has been well-settled law for a few years. In

General Building Contractors, L.L.C. et al. v. Shawnee

County, Kansas,3 the Kansas Supreme Court was faced

with a very similar factual question but reached a more

far-reaching conclusion than Kelo. Kansas recognized a

Kansas county's power of "home rule" in 1974. Home rule

in essence is the power of a local government to assume

power and authority where no state law prohibits the

action or where the state law does not apply uniformly to

all Kansas counties or cities. Prior law known as "Dillon's

Rule" held that local governments may exercise "only

those powers specifically granted by the state legislature."

The Shawnee County Commissioners passed a "home

rule" resolution granting them the power to exercise emi-

nent domain "when necessary in the public interest for

lawful purposes including economic development." An

area of approximately 400 acres of land in Shawnee

County was targeted for "redevelopment" as an industrial

park with the title to the redeveloped area to be ultimately

in the hands of private business. All of the area slated for

redevelopment had been acquired by voluntary sale except

for the plaintiff 's property. It was estimated by the county

that the new project would include "thousands of jobs,

increased payroll, an increased standard of living, more

opportunities for many people in the community, plus a

greatly enhanced tax base." The plaintiff resisted attempts

to condemn the property by challenging the validity of the

home rule ordinance. The Kansas Supreme Court held

that not only can Kansas counties assume the power to

acquire property for economic development purposes by

"home rule," but also that the acquisition of such property

for economic development meets the "public purpose" test

by restating an earlier Kansas Supreme Court decision of

State ex rel. Tomasic v. Unified Gov't of Wyandotte

County/Kansas City, 265 Kan. 779, 962 P.2d 543 (1998).

The Tomasic decision may well have acted as a model for

the majority opinion in Kelo, although not directly cited.

The decision of the Kansas Supreme Court is certainly

prophetic. In Tomasic, the local government for

Wyandotte County/Kansas City, Kansas, established a plan

for the development of a large area of land into an auto

racetrack facility with a financing scheme known as tax

increment financing or TIFF. After plans were announced,

the Kansas Legislature amended portions of the urban

redevelopment statutes to allow for the use of TIFF

financing for such a purpose. The local government ulti-

mately commenced eminent domain procedures to

acquire parcels of privately held property that could not

be purchased by private sale. A challenge was made of the

authority of the local government on private use grounds.

The Kansas Supreme Court held in Tomasic that, "This

court has held that there is no precise definition of what

constitutes a valid public use, and what may be considered

a valid public use or purpose changes over time. Further,

this court has noted that as long as a governmental action

is designed to fulfill a public purpose, the wisdom of the

governmental action generally is not subject to review by

the courts." The Court endorsed the view that "the devel-

opment of recreational facilities and the facilitation of

economic development in partnership with private enter-

prise have been considered legitimate public purposes for

the exercise of eminent domain and the expenditure of

public money." The Court in Tomasic went on to hold

that:

It is elementary that the legislature possesses no power

to authorize the appropriation of one's property for a

private use or purpose, but it is equally well-settled

that the right to take private property for a public use

is inherent in the state, and that the legislature may

authorize the acquisition and appropriation of private

property for a public use provided the owner is com-

pensated therefore. The difficulty often encountered

lies in the inability of courts comprehensively to define

the concept of a public use or purpose, due, no doubt,

to the exigencies shown by the facts and the diversity

of local conditions and circumstances in an everchang-

ing world… The mere fact that through the ultimate

operation of the law the possibility exists that some

individual or private corporation might make a profit

does not, in and of itself, divest the act of its public use

and purpose.

As a result of Tomasic, the Unified Government of Kansas

City Kansas/Wyandotte County went on to build the

Kansas Speedway that has attracted some NASCAR races

and the Village West Entertainment and Shopping

District. The Unified Government claims that this devel-

opment attracts over 10 million visitors a year to an area

that was once farms and pasture land. The 400-acre

Village West development is located at the intersections of

Interstates 70 and 435. The Unified Government claims

that with recent expansions and future planned expan-

sions it will become one of the "largest tourism districts in

the country, and most certainly the largest in the

Midwest."4

The effect of Tomasic may be more than coincidental. The

National League of Cities filed a brief amicus curia
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(friend-of-the-court brief) in support of the action taken

by the City of New London in the Kelo case. In the brief,

The National League of Cities called, "eminent domain

often indispensable for revitalizing local economies." The

Kansas Speedway project was used as an example of eco-

nomic development that can generate "tens of millions of

dollars in economic activity" on land that had been held

by private landowners.

Other states have traveled in a totally different direction

from Kansas. In Wayne County v. Hathcock, 684 N.W.2d

765 (Mich. 2004), the Michigan Supreme Court in 2004

overruled a previous decision and held that the use of

eminent domain by Wayne County to secure land to cre-

ate a 1,500-acre business and technology park that would

ultimately be privately held violated the public use doc-

trine. In the decision the Michigan court framed the issue.

The Court said, "We are presented again with a clash of

two bedrock principles of our legal tradition: the sacro-

sanct right of individuals to dominion over their private

property, on the one hand and, on the other, the state's

authority to condemn private property for the common-

wealth." It was acknowledged by the Michigan Court that

the project would help the "struggling economy of south-

eastern Michigan by attracting businesses, particularly

those involved in developing new technologies, to the

area." The Michigan court simply held that the use of emi-

nent domain under these circumstances violated the "pub-

lic use" doctrine under the Michigan constitution. The

Court held that Article 10 Section 2 of the Michigan

Constitution provided for the use of the power of eminent

domain for a "public use" only, and that the proposed

business and technology park did not qualify because the

ultimate title to the property would be held privately. It

should be noted that the state of Kansas has no language

similar to Michigan in its state Constitution. However, the

Michigan Constitution is similar in scope to the Fifth

Amendment of the United States Constitution interpreted

by Kelo. Kelo may also not be dispositive of Hathcock. The

U.S. Supreme Court clearly announced that the effect of

state law was to be different in each state. Some states have

no decisions to act as a guide in interpreting the Kelo doc-

trine and have relied on the Attorney General's opinions.

According to the Washington Attorney General,

Washington has a fairly clear constitutional prohibition

against the use of eminent domain for private purposes.

Washington's Attorney General A.G. McKenna issued an

opinion soon after the decision in Kelo was reached. In the

opinion, McKenna pointed out that "The Washington

State Constitution prohibits the use of the power of emi-

nent domain to condemn private property for private use

and reserves to the judiciary the role in determining what

constitutes a public use." McKenna pointed out that the

Washington Supreme Court "has defined the 'public bene-

fit' limitation in a narrow way." McKenna questioned the

effect of Kelo on property owners in Washington.5

Certainly, Kelo will not have universal effect in each of the

50 states. The effect of Kelo will be state-law dependent.

IMPLICATIONS

Propelled largely by an emotional and sharp dissent by

Justice O'Connor, the aftermath of Kelo has been a glut of

anti-Kelo legislation initiated around the country as well as

passionate campaigns by public interest groups. The rally-

ing cry of many of these groups is Justice O'Connor's

often-quoted passage, "Nothing is to prevent the State

from replacing any Motel 6 with a Ritz Carlton, any home

with a shopping mall or any farm with a factory."

According to Tresa Baldas, writing in the National Law

Journal, 28 states have seen a total of 70 bills introduced to

reverse the effects of Kelo.6 Several bills and resolutions

have been introduced in Congress. The Castle Coalition, a

group of citizens against eminent domain abuse, has insti-

tuted a "Hands Off My Home" program backed by a $3

million financial commitment. The premise of "Hands Off

My Home" is to initiate legislation reversing the effects of

Kelo by legislation or constitutional amendment in every

one of the 50 states.7 The issue will remain a topic of

national discussion for some time to come. Some estimate

there are approximately 10,000 reported eminent domain

cases pending.8

Almost before the ink was dry on the Supreme Court

Decision, the House of Representatives of the United State

Congress leaped into the breach with a resolution that

expressed "the grave disapproval of the House of

Representatives" of the Kelo opinion. The resolution,

which lacks the force of law, was passed on a roll-call vote

of 365 in favor and 33 against. The resolution claims that

the Kelo determination "renders the public use provision

in the Takings Clause of the Fifth Amendment without

meaning." The House resolution cites with approval the

dissenting opinion in Kelo and concludes that the majority

opinion, "justifies the forfeiture of a person's private prop-

erty through eminent domain for the sole benefit of

another private person." The resolution recited the prerog-

ative of Congress to "address through legislation any abus-

es of eminent domain by State and Local government."9
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In light of such Congressional disdain for the Kelo policy,

one would expect enforceable legislative action to be swift

and sure. Such has not been the case to date. While this

article does not attempt a detailed review of proposed fed-

eral legislation, some of the bills currently in Congress

may be of interest. One approach is to prohibit the states

from using eminent domain for economic development

projects if federal funds are involved.10 A variation of that

approach would be to prohibit eminent domain from

being used where federal funds are involved unless it was

to acquire real estate for a utility, roadway, pipeline,

prison, hospital, or property taken during a national

emergency or disaster.11 Another is to redefine "public

use." Under a Senate bill now under consideration, "public

use" would not include economic development.12 A bill

introduced in July 13, 2005, would exclude from gross

income gain from the forced sale of property by eminent

domain.13

An analysis of the current status of the interpretation of

the "public use" doctrine in each of the 50 states should be

undertaken as the subject of another research project once

an opportunity to evaluate these legislative efforts has

been reached. Currently, anyone practicing in the field

should be attuned to developments in the state where

their real estate is sited. While each state debates the public

policy of eminent domain, perhaps of interest may be a

rather novel approach to moderating the effects of emi-

nent domain that has been proposed in the Kansas legisla-

ture. The bill specifically authorizes the use of eminent

domain for economic development purposes; however, it

requires the government to pay 125% of the fair market

value for owner-occupied residential property and operat-

ing farms located outside of a city. The bill also requires

that the government prepare an economic development

project plan that provides the public with information

about how the proposed project will generally benefit the

community as a whole and that the size and scope of the

project is reasonably necessary. The plan would have to be

approved by a 2/3 majority vote of the governing body

desiring to take the action and only after a finding that the

property could not have been acquired through good faith

negotiations.14

Finally, it should be pointed out that nothing in Kelo

changes the basic process for eminent domain procedures.

Land owners are to be awarded "just compensation" for

the land taken.

CONCLUSION

Before governments are too quick to "fix" the so-called

abuses of eminent domain, they should evaluate what

happened in Wyandotte County. The Amicus brief of the

National League of Cities provides the opportunity for

that insight. The National League of Cities related, "In

1997, Kansas City, Kansas, and Wyandotte County had

been struggling economically for almost fifty years." The

National League of Cities argued that the speedway, made

possible through eminent domain, created "wealth that

has been spread throughout the region." In the League's

brief, a study was cited that found "$89.3 million flowed

into the local economy on race days at the track during

the first season, and the larger metropolitan area reaped

$150 million in economic activity, including $70 million

in local workers' wages and $10 million in increased busi-

ness tax collections." The League went on to say that:

The most important economic impact of the speed-

way has come from the retail development that the

speedway sparked, a 400-acre retail project called

Village West that is headed toward 10 million visi-

tors a year. Village West probably would not have

been possible without the speedway. The Village

West tourism district will create approximately

4,000 new jobs. Within the next several years, the

state and local governments will receive $53 million

in annual tax revenue from the development. The

once moribund housing market has revived, with

single-family housing starts increasing by 146%

between 2000 and 2003. In the last seven years, tax

rolls have swelled with $700 million worth of new

real estate development. None of these benefits

would have occurred without the use of eminent

domain. Before the speedway existed, there were no

market forces swirling around the 400-acre Village

West site, which had previously been 'in the middle

of a demographically barren nowhere. 15

The Wyandotte County story may never have been written

without the use of eminent domain. Will other communi-

ties be able to create similar "success" stories if the anti-

Kelo backlash becomes a reality across the country? Some

may argue that the Kelo case really only impacts the real

estate professional engaged in large scale, mixed-use devel-

opments. As Jay Gitles and Scott Buser point out in a

recent article:

The Kelo model presents governments with a prag-

matic approach to address the problems facing

decaying urban communities. Some such commu-

nities have been left behind in favor of suburban or

Kelo v. The City of New London: What Does It Really Mean?



ex-urban development, which lately has been the

path of least resistance for investment. There are

valid concerns, however, that this powerful tool will

come at the expense of small-scale developments or

residential owners that stand in the way of econom-

ic development.16

Some may argue that the Kelo decision enables the so-

called "big box" retailing to the detriment of small family

retailing. The Wyandotte county example does feature two

very large retailers, but they, in turn, attracted some small-

er retailers and services establishments in recent additions

to the area. So called "reforms" of the power of eminent

domain may be a "slippery slope" because as with all regu-

lations, unexpected consequences often result. In this case,

the Supreme Court left the power to make the ultimate

policy decision on the use of eminent domain with the

states and local government. This appears to be the most

responsible and reasonable place to make this public poli-

cy decision rather than some federal statute that sets poli-

cy for the entire nation.
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INTRODUCTION

This article will explore how to build affordable housing

through using Low-Income Housing Tax Credits

(LIHTC), Tax Incremental Financing (TIF),

Homeownership Mortgage (HOME) Investment

Partnership Act Program, Homeownership for People

Everywhere (HOPE VI), and the National Park Services'

(NPS) Federal Historical Preservation Tax Credits

(HPTC). The Wisconsin Housing Economic Development

Authority (WHEDA) is used as an example of how other

state tax credit programs work throughout the United

States. This article explores the use of tax credits as they

are an essential part of the government's programs to

encourage affordable housing. Subdivisions, condos, and

apartment units can be built with these various sources of

alternative financing. According to Malpazzi and Green

(2002) there is no evidence that Section 42 developments

in particular have a negative influence on surrounding

property values, they may in fact enhance values even

though they are perceived as a negative housing externali-

ty (26-28).

According to (HUD, 2006a, 26), in the third quarter of

2005, national homeownership rates for all households

were at 68.8% and minority households were at 51.2%,

revealing a nearly 18% gap. Rental vacancy rates at 9.9%

versus homeowner's vacancy at nearly 2%, showing a sig-

nificant shortfall of nearly 8% (HUD, 2006a, 26). Median

rent was $922, which is a 10% decline from the previous

year (HUD, 2006a, 19). In comparison, the 2006

Department of Housing and Urban Development's maxi-

mum fair market rent limits at the 60% level of the county

median income, which in Dane County, Wisc., is $988 for

a two-bedroom (Wheda, 2005b). Nationally, the apart-

ment absorption rate was at 65%, which is a 27% decline

from the previous year (HUD, 2006a, 19). Conventional

fixed-rate 30-year mortgage are at 5.76%, a 2% decline

from last year (HUD, 2006a, 21). According to (HUD,

2002c), there is an average of about 1,300 LIHTC projects

and 90,000 units were placed in service in each year of the

1995 to 2002 period. Whereas the national housing inven-

tory tallied in at 108,431 occupied units, which were

placed in service in the 3rd quarter 2005, 74,588 were
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owner-occupied and 33,843 were renter occupied, leaving

15,688 vacant units (HUD, 2006a, 25). Affordable housing

start-ups are lagging demand.

This article will examine the process, practice, and politics

of increasing the supply of affordable housing through

these programs. Realistically, most affordable housing

would not be built, if government financing were not

available at the local, state, and federal level.

WHY USE INNOVATIVE FINANCING?

Besides finding another way to use other people’s money

to fund real estate deals, there are other benefits some of

which (Vandell, 2006) mentions as investor’s objectives

and constraints such as:

Making projects more dynamic and lucrative in terms
of partnerships

Putting less of your own equity in the deal

Maximizing profit

Making the project feasible

Satisfying investment constraints (i.e., legal, cultural,
ethical, availability of alternatives, wealth, and risk accept-

ance)

Managing risk appropriately 

Obtaining non-pecuniary returns (social capital, pres-
tige, respect, self-actualization)

Maximizing tax shelters and capital gains

Acquiring financing with less points 

Using the public financing process to secure political
support and ownership 

Building community 

Acquiring assets and cash flow 

Receiving administrative expediency from the planning
and development department 

Owning the building at reversion 

Providing supply and service utility

Leveraging existing equity and debt

Using innovative financing that serves the same market

demographic as your existing client bases and target audi-

ences is a great benefit.

These are some of the solid and intangible, direct and

indirect awards of using an innovative financing venture.

With the advent of 60, 80 or 100% of the area median

income stipulations for residents and homeowners in

LIHTC- and TIF-funded projects, the client base is excel-

lent for servicing new single and married teachers, police,

social workers, and government workers, which make up

the persistent middle class. With rising mortgage interest

rates, labor mobility, and redevelopment succession these

class and occupational groups will continue to drive the

demand side of affordable housing.

THE NEED FOR AFFORDABLE HOUSING

On the other side of the demand-side picture, the persist-

ing poor also need adequate housing outside of the exist-

ing and depreciating housing stock. The lack of affordable

housing and the loss of employment precipitated and

caused homelessness (Wood, Valdez, Hayashi, & Shen,

1990, 1050; Mills & Ota, 1989, 487; Johnson, 1989, 30-32

cited in Tusan, 1997). To prevent homelessness, affordable

housing is necessary. Because welfare grants, women's

wages, and child support payments are often insufficient

to pay for rent (Zorza, 1991, 421 cited in Tusan, 1997),

affordable housing is a crucial safety net to prevent home-

lessness. Fifty percent of women and children in the

United States become homelessness when they flee domes-

tic violence and many are turned away by overcrowded

shelters and thereby forced to return to their abusers

(Tusan, 1997, 29). Affordable housing could provide these

women with shelter. Often Section 8 voucher holders can-

not find affordable housing because of discrimination;

voucher price ranges are lower than the market rate rent

cost, and landlords' fear that Section 8 tenants will cause

crime and property damage. Tusan (1997) states that

nationwide 56% of poor renters spend at least 50% of

their income on housing (26). Tusan (1997) asserts that "it

would be unrealistic to assume that the job market can

absorb all homeless and extremely poor individuals at a

wage sufficient to meet current housing costs" (59). Tan

(2000) says 64% of families receiving four or more types

of assistance are single female high school dropouts with

children under 18 (34). These single mothers spent 70%

of their assistance on housing, food, and clothes (Tan,

2000, 33). Hence, increasing affordable housing stock is

paramount.

CONTEXT

The National Park Service (NPS) is promoting affordable

housing through its subsidy, the Federal Historical

Preservation Tax Credit Incentives Program (HPTC). The

HPTC is a partnership among the NPS, State Historical

Public Financing for Creating Affordable Housing Options in the United States
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Preservation Officers, and the Internal Revenue Service

(IRS). This housing subsidy for low- and moderate-

income people is a pittance compared to other housing

subsidies like mortgage interest deduction. In 1995, the

IRS distributed 82.5% of $58.3 billion of housing subsi-

dies (mortgage interest deduction) to people with incomes

over $200,000 (Dreier, 1997, 7). These tax subsidies are

three times the 1996 budget for HUD, 23 times the private

investments leveraged for HPTC in 2000, and 97 times the

combined average annual $60 million budget (Gay, 1996,

39) for programs involving historic tax credits. This results

in a budget inequity that reflects a political bias against

low- and moderate-income people. This bias is codified in

the tax code and in national housing priorities.

An example of creating a more equitable housing policy

was attempted in the mid 1990s. Sen. Robert Packwood,

Rep. Richard Armey, and former Presidential Candidate

Steve Forbes wanted to limit the regressive and inequitable

mortgage interest deduction (Dreier, 1997, 21). They were

unsuccessful, but other tax policies in the past have

encouraged affordable housing while preserving historic

housing stock.

President Ford signed the first legislative act for tax credit

incentives and gave the NPS through the Department of

the Interior, the responsibility to review and approve of

rehabilitation projects that maintained the historic charac-

ter of a building. This tax reform was called the 1976 Tax

Reform Act. It was passed by the Congress to preserve his-

toric buildings through a five-year tax write-off of build-

ing rehabilitation cost.

Because these tax incentives were minimal, Congress made

additional changes in the law in 1978, 1981, and 1986. In

1981, the Economic Recovery Tax Act boosted the usage of

historic preservation tax credits from about $600 million

in 1981 to approximately $2.5 billion in 1984. However,

the 1986 Tax Reform Act reduced the amount of tax cred-

its preservationists could receive, therefore the volume of

HPTC projects dropped.

Today, an average of 30,000 buildings is added to the

National Register of Historic Places annually. In 2000,

affordable housing creation with the usage of historic

preservation tax credits (HPTC) peaked at its highest

point since 1976. Affordable housing accounts for 44% of

the total HPTC units created since 1997. Between fiscal

years 1992 and 2000, the number of HPTC applications

doubled and historic tax credit investments increased by a

multiple of 5. In the 18-year period between 1978 and

1996, Wisconsin had $300 million in HPTC investment

work and 400 projects (Sewell & McCormick, 25).

Comparatively, between 1995 and 2000, HPTC invest-

ments in New York, Pennsylvania, and Louisiana account-

ed for an average of $440 million in spending in each

state. Since 1976, $30 million in HPTC was used in the

City of Madison (Landgraf, 2002) for 134 buildings (NPS,

2006b). "Since 1976, the Historic Preservation Tax

Incentives have rehabilitated more than 32,000 historic

properties, stimulated over $33 billion in private invest-

ment, rehabilitated more than 185,000 housing units and

created over 140,000 housing units, of which over 75,000

are low- and moderate-income units" (NPS, 2006a).

TAX CREDITS

Tax credits reduce federal tax liability on a dollar-for-dol-

lar basis. For example, if an entity has a net tax liability of

$1 million and possesses $1 million in tax credits, it can

apply the $1 million in tax credits to create a zero net tax

liability for itself. In comparison, a mere tax deduction

only offsets gross income by the tax bracket (e.g., 31%,

39%) of the entity (corporation, partnership, or individ-

ual). Hence, a dollar of tax deduction is only worth the

amount of the tax which the deduction saves on a dollar

of income (e.g., 31% tax bracket equals .31 tax deduction

per dollar of taxable income). This ability of a direct dol-

lar-for-dollar offset by using tax credits has sophisticated

investors, banks, insurance companies, investment compa-

nies, and other large businesses buying tax credits from

affordable housing developers. These tax credits will

improve the earnings statements of such investors, banks,

and other large businesses.

First, the developer is awarded tax credits from the NPS

and/or WHEDA to finance the housing construction.

Second, the developer uses the tax credits as equity and

sells the tax credits to a financial institution. Currently,

HPTC sell at 95 cents to 99 cents on the dollar and LIHTC

sell at about 78 cents on the dollar. The marketplace of

supply and demand determines the price of tax credits.

Financial institutions use tax credits to reduce their tax

liability.

The following will show how tax credits raise money/equi-

ty from the National Park Service's HPTC and WHEDA's

LIHTC. An example of a financing structure for making

affordable apartments out of a historic building in the

City of Madison is shown in Appendix 1.
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For example, the rehabbing of a building suitable to house

100 people could cost at a minimum of $1.2 million in

total or $12,000 per unit. The developer using LIHTC

from WHEDA that qualified for a 9% credit would receive

$1.2 million * .09 to create $108,000 in equity per year for

ten years for a grand total of $1.08 million in additional

funds. For example, that same developer can also use a

20% HPTC package from NPS and apply it to the quali-

fied rehabilitation expenses, for example, $1 million * .20

to generate $200,000 for a total $1.28 million. According

(Primoli, 2006) the IRS Qualified rehabilitation expenses

are:

Any expenditure for a structural component of a

building will qualify for the rehabilitation tax credit.

Treasury Regulation 1.48-1(e)(2) defines structural

components to include walls, partitions, floors, ceil-

ings, permanent coverings such as paneling or tiling,

windows and doors, components of central air condi-

tioning or heating systems, plumbing and plumbing

fixtures, electrical wiring and lighting fixtures, chim-

neys, stairs, escalators, elevators, sprinkling systems,

fire escapes, and other components related to the oper-

ation or maintenance of the building. In addition to

the above named "hard costs," there are "soft costs"

which also qualify. These include construction period

interest and taxes, architect fees, engineering fees, con-

struction management costs, reasonable developer fees,

and any other fees paid that would normally be

charged to a capital account.

Eighty percent of affordable housing creation has come

from tax credit deals, which are considered to be more

conservative, stable, and predictable than the unsubsidized

rate of the multifamily (apartment) housing market

(Bergsman, 2002, 41). When big businesses buys tax cred-

its, they do not want to capture the rental income from

low to moderate properties, nor do they want to own it.

The developer possesses the cash flow from the property's

rental income. Tax credit investors agree to revert the

property to the developer for pennies on the dollar at the

end of the WHEDA's mandatory holding period of 15

years (Landgraf, 2002). Big business is only interested in

keeping the apartments running to avoid having to give

back the tax credits to WHEDA that they bought from the

developer.

HISTORICAL PRESERVATION TAX CREDITS

The use of the HPTC program has made it possible to

rehab buildings that give towns and cities a sense of place

and pride, and special character. Factories, schools, hotels,

apartments, churches, warehouses, and office structures

have to be restored in a manner respecting their historic

nature. The HPTC program creates jobs for specialized

craft people and journeymen because rehab work is 75%

labor and 25% materials (Landgraf, 2002). Indirectly, the

use of HPTC can increase property values and property

tax revenues (NPS, 2006a; Gay, 1996, 40). Gay (1996)

states rehabbing "builds strong neighborhoods," reverses

"population decline," attracts "role models" and creates

"thriving cities" by "attracting the middle-class back to the

city" (40). The awarding of HPTC encourages developers

to rehab when additional funding is needed to complete a

development. Gay contends that rehabbing does not “gen-

trify the neighborhood” (Hutch, 2002, 12) but reverses

segregation because it is not just an “interest only to white

people” (Gay, 1996, 40), however several others believe

that the displacement of old standing residents creates a

segregated community by race, income and class

(Adelman, Smith, and Cheng, 2003; Turetsky, 2003;

Gotham, 2005; Knoff, 1990; Hamnett, 2000; Abu-Lughod,

1994; Anderson, 1990; Atkinson, 2000).

In order to access HPTC, a rehabbed building must be

approved or "certified" as a historic structure or located in

a historic district. The rehabbing must be consistent with

the historic character of the building. The NPS mentions

the rehabbing "must not damage, destroy or cover materi-

als or features, whether interior or exterior, that help

define the building's historic" nature (NPS, 2006a). The

rehabbing projects must met the 10 Standards (36 CFR

Part 67) to be eligible for HPTC and certification. The

NPS mentions that "the Standards apply to historic build-

ings of all periods, styles, types, materials, and sizes" (NPS,

2006a). They apply to both the exterior and the interior of

historic buildings. The 10 NPS Standards also encompass

related landscape features and the building's site and envi-

ronment as well as attached, adjacent, or related new con-

struction (Appendix 2). Developers should apply for his-

toric certification before beginning work. Work undertak-

en before approval can compromise certification.

Developers can quickly identify potential historic build-

ings through their State Historic Preservation Officer

(SHPO) which has a list of potential and historic build-

ings in the state. The SHPO will go out with a developer

to look at property if it is not on their historic property

possibilities list. For example, in the City of Madison, the

SHPO office is in the State Historical Society Library at

the University of Wisconsin-Madison. The process of get-
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ting a building listed for affordable housing purposes

involves getting the SHPO to nominate the property. The

SHPO is usually enthusiastic when developers want to

rehab and will fill out the nomination forms and route

them for review at the state board. The state board will

make a recommendation and if it is approved, and the

current owner does not object to the nomination, then it

is forwarded to the NPS for further consideration.

HPTC are allocated at 20% for the certified rehabilitation

of certified historic structures and 10% for the rehabilita-

tion of non-historic, non-residential buildings built before

1936. A HPTC of 20% means that 20% of the total eligible

rehab cost will be given back to the developer in the form

of a tax credit, which can be sold to a financial institution

for equity financing. A 10% HPTC works the same way.

The 20% HPTC can be used to rehab commercial, indus-

trial, agricultural, or rental properties, but is not available

for exclusively owner-occupied dwellings. In order to

qualify for the 20% HPTC a building must be depreciable

(income producing) and rehabbing must be substantial as

shown in exceeding $5,000 in cost or the adjusted basis of

the building during a 24-month period. However, rehab-

bing can occur on a 60-month schedule if the work is

completed in stages with plans and specs. The property

must be placed in service (used) for at least five years and

it must have at least a Part 1 (evaluation of historic signifi-

cance) preliminary certification determination. This

means that the building does not have to be listed on the

National Register of Historic Places to claim the HPTC;

the building just has to be eligible (Landgraf, 2002). For

Part 1, Part 2 and Part 3 of the Historic Preservation

Certification, a developer would hire an experienced

architectural firm to seek the certification. Most impor-

tantly, the rehab expenses that are not eligible for HPTC

funding are the costs of acquiring or furnishing a proper-

ty, new additions that expand the existing property, new

building construction, parking lots, sideways, and land-

scaping. Only the work undertaken to rehab the building,

professional fees, site survey fees, and reasonable and relat-

ed construction costs that add to the basis of the property

are eligible for HPTC. HPTC can be claimed on IRS Form

3468 before (when the substantial rehab test is met) or

after the year the building is utilized. If the developer does

not receive certification in 30 months after claiming the

credit, then the historic assessment can be extended or the

credit recaptured. HPTC can be delayed being used for

one year or carried forward for 20 years. One way to use

the 10% HPTC for affordable housing is to rehab the tar-

get property to use as commercial space, then wait until

the placement in service period expires in five years, and

then convert the commercial space for affordable housing

use. The benefit of using the 10% HPTC is that there is no

formal review process for rehabbing non-historic build-

ings. However, in the initial rehabbing three requirements

must be adhered to: one, at least 50% of the building's

existing walls are retained in place as external walls; two, at

least 75% of the building's current exterior walls are kept

as internal or external walls; and three, 75% or more of

the properties existing internal structural framework

remain in place (IRC Section 47(c) (iii)).

WHEDA AFFORDABLE HOUSING TAX CREDIT
PROGRAM

"Created by the Tax Reform Act of 1986, the LIHTC pro-

gram gives States the equivalent of nearly $5 billion in

annual budget authority to issue tax credits for the acqui-

sition, rehabilitation, or new construction of rental hous-

ing targeted to lower-income households" (HUD, 2006b).

"There are nearly 22,000 LIHTC projects and more than

1,141,000 housing units placed in service between 1987

and 2002" (HUD, 2006b).

WHEDA's affordable housing program operates under

Section 42 of the Internal Revenue Code of 1986 to allo-

cate, award tax credits to developers. These developers

must also independently qualify under Section 42. This

program allows developers and Community Housing

Development Organizations (CHODO) (PLGP, 2000, 247)

to have equity access to finance affordable housing proj-

ects. Nationally, the government increased the availability

of tax credits to 40% (Hutch, 2002, 12). In 2005, WHEDA

will have approximately $10.2 million of tax credit author-

ity. It is based on the $1.85 (2005) per capita figure which

is adjusted for inflation with the consumer price index.

WHEDA divides this pool of tax credits into five set-

asides: general fund at 35%; non-profit fund at 10%;

preservation at 40%; and rural set-aside is 10%, with a

reserve set-aside is 5% of the total tax credits allocated.

The maximum tax credit allocation per development is

$725,000. Currently, scoring a minimum threshold of 175

or higher points is needed. In 2005, the score ranges were

196-308 points in the general category, 225-314 points in

the non-profit category, 200-305 points in the preservation

category, 244-292 in the rural category and 219-314 in the

additional credit category (Ash and Boerigter, 2005, 7).

The cutoff scores by set-aside in points for general was

278, non-profit was 275, preservation was 257 and rural
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was 244 (Ash and Boerigter, 2005, 8). Applications need to

demonstrate market strength via a market study by a

WHEDA-approved market study consultant and passing

an initial application review and meeting with WHEDA. In

order to win the tax credits, a developer's plans will change

according to what WHEDA expects and values. These

expectations that promote quality housing are given more

points in the application screening process. This competi-

tive process is similar to other state administered tax credit

programs across the U.S. The average credit amount for

projects moving forward is $384,291 and the average

amount per unit is $8,264 (Ash and Boerigter, 2005, 4). A

successful developer will submit a self-scoring exhibit to

WHEDA (Appendix 3).

According to IRS revenue ruling (2004-82):

Section 42(h)(6)(A) provides that no credit will be

allowed with respect to any building for the taxable

year unless an extended low-income housing commit-

ment (as defined in § 42(h)(6)(B)) is in effect as of the

end of the taxable year. Section 42(h)(6)(B)(i) pro-

vides that the term "extended low-income housing

commitment" means any agreement between the tax-

payer and the housing credit agency which requires

that the applicable fraction (as defined in § 42(c)(1))

for the building for each taxable year in the extended

use period will not be less than the applicable fraction

specified in the agreement and which prohibits the

actions described in subclauses (I) and (II) of

42(h)(6)(E)(ii).

The extended period is 30 years. The IRS is mandating the

review and renegotiation of thousands of non-compliant

extended use agreements with state allocating agencies

better know as land-use restricted covenants on low-

income housing tax credit projects. State tax credit

authorities are following suit; "[o]wners of developments

funded with competitive [LIHTCs]" cannot have an opt-

out provision from the mandatory 30-year holding period

(Wheda, 2005a, 5). This law helps preserve the supply of

affordable housing stock.

HOPE VI 

In 1993, the HOPE VI Program was created by the

Department of Housing and Urban Development (HUD).

HOPE VI permits public housing authorities (PHA) to

use a combination of private financing, LIHTC, private

mortgages, other local/state funding and public housing

development funds to develop public housing units

owned by an entity other than the PHA. The goal of

mixed-finance development is to maximize the leveraging

of other funds (e.g., TIF, LIHTC, & HPTC) both public

and private to create mixed-income communities (HUD,

2001d, 1). Since 1993-2005, HOPE VI has made 231 revi-

talization grants totaling approximately $5.7 billion to 132

housing authorities in more than 37 states plus the

District of Columbia and Puerto Rico (HUD, 2004f; 18,

HUD, 2004h; HUD 2005g). Unfortunately, some develop-

ers avoid using HOPE VI, because of the time investment

to complete the administrative paperwork, the scarcity of

funds, and the fact that awarding HOPE VI is political

(Landgraf, 2002). HOPE VI rules state "at a minimum, the

Public Housing funds provided for construction may only

be used to construct and/or rehabilitate units that will

function as public housing and a pro rata share of their

common area costs" (HOPE VI, 2001, 4). Prospective

Section 8 tenants do not have a federal preference; the

local PHA can adopt a different admission process for

renting in the rehabbed housing. The PHA can provide

capital and/or operating assistance to privately-owned

development units. The privately-owned units must be

available for use as public housing by low-income families

for a minimum of 40 years. Turestsky (2003) lists several

needed improvements to HOPE VI such as, replacing the

high density public housing units with low-density units

on a one-to-one basis when HUD works with developers

to revitalize house stock; desegregating housing; involve

residents in their community redevelopment; and penalize

PHAs that allow their properties to deteriorate to receive a

preference in the HOPE VI selection process (8). Building

mixed-income communities will provide the opportunity

to desegregate housing.

THE PROCESS OF SUCCESS BETWEEN DEVELOPERS
AND THE CITY

Developers should seek local government assistance

beyond possible zoning problems, because they have

"much to offer in [development] arrangements, including

site control, development approvals, equity, and financing"

(PLGP, 2000, 247). Developers should observe a commu-

nity's neighborhood plan and cooperate and compromise

with the wishes of the city's planning department and

neighborhood groups. Briggs (1997) says the working for

the collective good necessitates “trust and understanding”

and “requires ties among disparate groups and individuals,

built up over time”(113). Local government planners have

to decide on where and how to best investment public
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monies because "only about one dollar of housing subsidy

is currently available for every three to four dollars of

housing need" (PLGP, 2000, 257). This housing subsidy

used for affordable housing can come from Tax

Incremental District (TID) or loans from the Community

Development Authority (CDA). Therefore, it is important

that public input from members of general public and

power brokers is sought out. The developer and planners

can do some consensus building to create options and

alternative solutions with the community so that the

affordable housing is viewed as an acceptable use of a

rehabbed historical building. One process to involve the

public in deciding how an affordable housing apartment is

going to fit in the neighborhood is to involve interests as

early as possible to prevent a backlash that will kill the

housing project (PLGP, 2000, 430-431). This participation

process should do the following: be tailored to citizens'

needs, include the affected parties, identify and nurture

shared interests, share credible information, provide

impartial and collaborative leadership, maintain momen-

tum (time is money for the developer), and involve the

media (PLGP, 2000, 432-436) to mold public opinion. The

Practice of Local Government Planning (2000) book out-

lines that "when participants trust each other and recog-

nize the legitimacy of their respective goals in the context

of ongoing dialogues, promises, [and] trade-offs . . .taken

to build agreement, the formal definition of agreement

often proves less important than the process" (427).

Briggs (1997) mentions that:

Cities with affordable-housing systems rich in social

capital will be the 'winning horses' in an era of increas-

ing competition ushered in by devolution. These bet-

ter-functioning cities are the cities where housing

developers and managers, government agencies, foun-

dations, and intermediary groups are connected by a

variety of dense ties, including overlapping board

memberships, career paths. . . that span the system-ties

that facilitates trust, high-skill cooperation and even

appropriate risk taking that depends on close coordi-

nation and trust to make scarce dollars go a long way .

Since "there is rarely consensus regarding how scarce

housing subsidies should be allocated . . . decisions [made]

the cost of operating the program . . .amount of leverage .

. .likelihood of success, cost of the program, and the avail-

ability of long-term local political support" cooperation

among developers, planners and the communities where

affordable is built is paramount to managing risk and get-

ting the project built (PLGP, 2000, 256; Grasskamp, 1981).

TAX INCREMENTAL FINANCING

Developers who want cooperation in building affordable

housing need to be involved in the community. In

Wisconsin, the TIF duration period is 28 years (as of

2004); previously it was 21 years. The municipality using a

TIF will float a public bond issue to initially finance the

TIF. This debt financing is provided to a developer for a

period of 12 years (as of 2004); previously it was 7 years.

This public debt investment is offered by the municipality

to stimulate economic growth and development for a spe-

cific geographic area, such as a neighborhood, a zip code,

or corridor. Specifically, the development project offered

TIF will throw off sales and/or property tax revenue to pay

off the original bond issue so that other projects (depart-

ment stores, regional shopping centers, even housing

developments) can borrow funds generated by the TIF

Developers. TIF negotiations can yield outstanding bene-

fits and significant cost reductions. For example, finding a

historic building in a Tax Incremental District (TID) in
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Specialty street lighting Terrace landscaping

Improved intersections Traffic calming

Waste receptacles Burial of utilities and 
pedestrian lighting

Acquisition of property Razing of building
such as entire parcels, 
rights-of-way, & air space

Construction site Environmental
preparation remediation

Intensive landscaping of sites Parking lot screening

Seating areas Canopy trees with or 
without tree-grates

Architectural and 
engineering work to 
the preparation of 
development 
plans for properties

Source: City of Madison (June 3, 2002). "Project Plan for
Tax Incremental Finance District #30: East Washington
Avenue at Hawthorne." Department of Planning and
Development. Community and Economic Development
Unit, 1-4.

Table 1—Municipal Financial Assistance for Residential
Development



the City of Madison to rehab for affordable housing could

result in the developer acquiring grants, loans or direct

assistance (City of Madison, 2002, 1-4) in the areas listed

in (Table 1).

Eligible developments must demonstrate that without TIF

assistance, the project could not occur or be financially

feasible. The former benefits could be provided by the city

because affordable housing development satisfies the TIF

objectives, stimulates rehabilitation of dilapidated build-

ing, and creates mixed-use in-fill redevelopment, and fol-

lows the recommendations of adopted neighborhood

plans. The City of Madison's TIF policies also concur with

affordable housing, which are to assist in the revitalization

of historic or architecturally significant or deteriorated

buildings. In the City of Madison, TIF assistance is grant-

ed to housing developments if residents' households are

80% or lower than Dane County's median income, adjust-

ed by family size and have a component of rent not

exceeding 30% of monthly gross income. The affordable

housing will generate property taxes to pay off the debt to

finance the development project. It is important for the

developer to get into a new tax incremental district when-

ever possible to get the maximum increment benefit.

COMMONALITIES IN PROGRAM REQUIREMENTS OF
LIHTC, NPS, HOME, HOPE VI, AND TIF THAT MAKE
AFFORDABLE HOUSING WORK

1) HOME Loans and LIHTC tax credits can be used

together and can qualify for the 9% tax credits if the

HOME funds come from Community Development

Block Grant (CDBG) funds (Landgraf, 2002, 320).

2) LIHTC and Historic Preservation Tax Credits can be

used together (WHEDA, 2005, xvii; NPS, 2006a).

3) HOME Loans require 40% of units be at least 50% of

County Median Income (CMI) and LIHTC require

that 40% of units be at least 60% of CMI or 20% of

units be 50% of CMI. Choosing a tenant mix that

makes 40% of units at 60% of CMI would satisfy the

requirements for both programs. For HOME funds to

be used in the eligible basis of the 9% or 4% tax cred-

it, 40% of the units would be at least 50% of CMI.

4) Also if HOME loan is used to acquire/rehab a build-

ing, the development can receive both the 9% tax

credit and extra 30% of basis for being in a Qualified

Census Tract (QCT).

5) After five years, a building rehabbed using HPTC can

be put to any use, the building can even be demol-

ished, which is unlikely to occur. This could occur if

the developer wanted the land underneath the build-

ing to be developed or sold. The developer would

need petition for the city to change any historic

preservation easement restrictions. Only after a

mandatory five-year in-service period (NPSa 2006), a

developer that received a 10% basis for the HPTC can

rehab a building to use it as a rental property.

Otherwise during the first years, a developer that

receives the 10% basis for HPTC cannot use the

building as a rental property (NPSa 2006). In this

particular situation, after the mandatory five-year

period has expired, the developer can apply and use

LIHTC and HOME Loan funds to renovate and adapt

the historic building to be used for rental property.

6) Under the 20% HPTC rule, LIHTC and HPTC can be

used together to acquire/rehab a historic building for

rental property use.

7) All affordable housing using subsidy programs can

accept Section 8 vouchers, which could quickly be

used to lower vacancy rates. Section 8 tenants can sat-

isfy the 20% of low-income residents at 50% or less of

County Median Income (CMI) or 40% low-income

residents at 60% or less of CMI.

PROBLEMS DEVELOPERS ENCOUNTER

 The proforma statement for the development must
take in several considerations with government financing.

 Projects receiving post-1989 tax credit allocations, the
low-income rent cannot exceed one-half of the average

gross rent for non-low-income units (Landgraf, 2002,

328).

 The 30% increase in tax credits for developments in a
QCT does not apply where the developer elects to use a

9% basis for tax credits in tandem with below-market

loans under the HOME program (Section 2.02 (B)(2)(a))

(Landgraf, 2002, 347).

 The IRS will exclude state and local grants from eligi-
ble basis (Section 8.04), therefore these grants can be

structured as loans from a non-profit or housing authority

whenever possible (Landgraf, 2002, 347). If the developer

is working with a non-profit, the non-profit can apply for
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a grant for the project and then loan the grant to the

developer (Landgraf, 2002, 306).

CONCLUSION

Public-private partnerships with the developer being the

general partner and the government finance bureaucracy

being the limited/silent partner can yield new housing

stock for the community and cash flows with attractive

Internal Rate of Returns for developers. Even with the

time invested to prepare long government documents and

the opportunity cost of pursuing tax credits in a state-

wide competition, the process is worthy of being consid-

ered because of the present value of the financial awards

gained through innovative financing. These alternative

and innovative mixed-financing public-private partner-

ship programs do work, but housing units financed with

these funds are not keeping up with demand and are not

crowding out supply (depending on local price elasticity

of supply and demand, income elasticity of demand).

On December 30, 2005, President George W. Bush author-

ized $11.5 billion of out of $55 Billion Gulf Coast aid

package through HUD's Community Development Block

Grant Program to specifically assist efforts for the long-

term recovery and rebuilding of several Gulf Coast states:

Alabama, Florida, Louisiana, Mississippi, and Texas. Fifty-

five percent of the funding was allocated toward unmet

housing needs in areas of concentrated distress (HUD,

2006e).

This is an opportunity for public financing of private resi-

dential real estate ventures for the reconstruction of dam-

aged and destroyed housing stock after Hurricanes

Katrina, Rita, and Wilma for the coastal areas of

Mississippi and Louisiana, and through out the plethora

of areas where evictees relocated and resettled. Rather

than building in areas that are economically and racially

exclusive.

Government and housing does not have to mean minority

and poor, but often it has. The government fosters racial

housing integration through mixed income housing

guidelines to house tenants with household incomes

between 60 to 100% of the Area Median Income, but it

also offers an extra 30 percent financial incentive for

development in low income areas using LIHTC, which in

effect fosters de jure racial segregation. This is because

some development is in areas where middle and higher

income populations have resisted living, with the excep-

tion of gentrification. The racial housing patterns today,

as in past, reflect high racial dissimilarity (Quinn and

Pawasarat, 2003). In the 1930s, there was a pervasive fear

that if one or two Black families moved in a predominate-

ly white neighborhood, property values would decline

(FHA, 1938; Adelman, Smith, and Cheng, 2003). See the

play A Raisin in the Sun for a better understanding of

housing discrimination. After lobbying and testimony by

from representatives from the American Institute of

Architects (AIA), the National Association of Real Estate

Boards (NAREB), and lending industry on the Federal

Reserve Board of Governor Member Marriner S. Eccels’

subcommittee (Pope, 2002), the 1934 Federal Housing

Administration (FHA) Underwriting Act passed and it

codified racial segregation perceptions and language into

law and it became widely accepted and adopted by the

realty and development community. This was done to

deter blacks from living in white communities, which

excluded low-income areas and neighborhoods that have

reached the tipping-point. To illustrate this point, Vandell

(1995: 302) quotes directly from the 1938 FHA Mortgage

Underwriting Manual, secs, 911, 929, 937:

Areas surrounding a location are investigated to deter-

mine whether incompatible racial and social groups

are present, for the purpose of making a prediction

regarding the probability of the location being invaded

by such groups. If a neighborhood is to retain stability,

it is necessary that properties shall continue to be

occupied by the same social and racial classes. A

change in social or racial occupancy generally con-

tributes to instability and a decline in values.

The 1934 FHA Underwriting Act created and preserved

predominately white neighborhoods through provided

funding and underwriting in order to get residential mort-

gages in urban and suburban areas. “Local and national

real estate boards followed the lead of the FHA in adopt-

ing a code of ethics stating ‘a Realtor should never be

instrumental in introducing into a neighborhood …

members of any race or nationality  . . .whose presence

will clearly be detrimental to property values in that

neighborhood’” (Gotham, 2000, 19 cited in Helper, 1969,

201). The space development community (e.g., banks,

appraisers, developers, realtors, agency officials) institu-

tionalize the FHA racial preferences through assigning an

evaluative hierarchy that ranked all-white neighborhoods

as having the highest appraisal values, with racially inte-

grated communities having second highest appraisal val-

ues and all-black and latino neighborhoods having the

lowest appraisal values (Gotham, 2000, 19). Between
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1934-1962, $120 billion in residential home loans were

made, of which Black households accounted for 2%

(Adelman, Smith, and Cheng, 2003).

The property appraisal method used by the real estate

community asked several evasive questions on the race,

occupation, and income of residents and applicants

(Adelman, Smith, and Cheng, 2003; Pope, 2002). The

application of this criteria in property valuations created a

disparate impact and treatment on blacks, Jewish and

Latino populations, which consequently resulted in the

redlining of neighborhoods with the making of

Residential Security Maps that were placed in City Survey

Files and Realtors and appraisers offices and were used by

the lending industry to establish real estate values

(Adelman, Smith, and Cheng, 2003; Pope, 2002).

Restrictive covenants were placed on express easements,

deeds, titles or incorporated by reference to subdivision

plans by dedication to bar selling to blacks, Jewish and

Latino persons. Neighborhoods were graded A with the

color green, B was assigned blue; C was reserved for yel-

low, and red was dedicated for D (Adelman, Smith, and

Cheng, 2003; Pope, 2002). Black neighborhoods were

rated as a moral risk with the letter D as the lowest rating,

hazardous.

Despite the new housing opportunities provided through

HOPE VI, NPS, LIHTCs, and TIFs; racial and spatial resi-

dential segregation persists (Dawkins, 2004; Rosenbaum

and Argeros, 2005; McClure, 2005). Malpazzi asserts that

ethnic and cultural segregation has several causes such as

“whites prefer to live with other whites,” overt discrimina-

tion in real estate brokerage and finance, and black home-

sellers receive lower home purchase prices versus white

home owners (2003: 163-170). Turetsky (2003, 9) pointed

out that “many multifamily properties designated for the

LIHTC are in segregated neighborhoods. The LIHTC

should not amount to a government subsidy of segrega-

tion. As the program expands, HUD should work with

residents and localities to ensure that the tax credit works

in a way that both provides housing opportunities and

desegregates communities.” The danger of a “government

subsidy of segregation” is also demonstrated by the fact

that 54 percent of the tax credit units are focused in high

urban minority and high poverty census tract areas, 26

percent in poverty stricken suburban areas and 20 percent

in rural hinterlands (Turetsky, 2003, 6-7). History does

not have to repeat itself. Although the government offers

an incentive of 30% extra basis for LIHTC projects, these

financing programs can be used anywhere, including high

income areas to build subdivisions, condos, and apart-

ment buildings. Developers should build public-partner-

ship residential housings in proximity to water, scenic

areas and universities, in locations with high demand;

where development is already well established; near to

high-quality competition and in walking distance from

commercial activities which will increase property values

rather than in isolation with concentrated clusters minori-

ty and low-income residents.
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PROJECT FINANCING
Total Cost of Project
Acquisition $1,950,000
Rehabilitation* $13,375,237
Total $15,325,237
Total Rehab Cost Per Unit $111,052
*Represents total costs-not just qualifying costs

SOURCE OF FUNDS
Grants/Subsidies
Energy grant-Madison Gas & Electric $200,000

DEBT FINANCING
Total Amount $15,325,237
Bank One WI-Land Development Loan $1,508,000
Bank One WI-Construction Loan $3,850,000
City of Madison-Community 
Development Authority-TIF Loan $1,338,800
City of Madison-Community 
Development Authority-
Development Fee Loan $1,038,000
WHEDA-Low cost gap loan $213,437
HOME Loan at 4 percent Interest Rate $3,400,000
Bank One Community 
Development Authority-Tax Credit Equity $3,777,000

What If Analysis
HISTORIC REHABILITATION 
TAX CREDIT (HPTC) Project
Total Development Costs $15,325,237
Total Qualifying Expenditures $10,000,000
Rehabilitation 
Tax Credit percent 0.20
Total Rehabilitation 
Tax Credit percent $2,000,000
Equity Yield for 
Rehabilitation Credit 0.95
Equity raised from 
Rehabilitation Credit $1,900,000

LOW-INCOME HOUSING 
TAX CREDIT (LIHTC) ANALYSIS
Project Financing
Total Development Costs $15,325,237
Total Qualifying Expenditures $15,300,300
Less Rehabilitation Tax Credit [$1,900,000]
Eligible Basis $13,400,300
Low-Income Bonus QCT Proportion 130 percent
Qualifying Basis $17,420,390
Annual Credit percent 9 percent
Annual Credit Amount $1,567,835
Total Low-Income 
Housing Tax Credit $15,678,350
Equity Yield for 
Low-Income Credit 0.78
Total Equity Raised from 
Low-Income Credit $12,229,113
Total Combined Equity $14,129,113

Notes:
WHEDA LIHTC was sold for 78 cents on the dollar to a 
bank.
NPS HPTC was sold for 95 cents on the dollar to a bank.
LIHTC total is.$17,420,390 (eligible cost of development
-combined equity and debt)*.09(annual credit percent)*10 
(years).
Total Combined Equity=Total Equity from LIHTC + 
Equity raised from Rehabilitation Credit

Source: (1999, September 23). Community Development
Authority of City of Madison. This financial data from is the
Waunona Wood-Monona Shores Revitalization Project. The data
has been adjusted to reflect the effect of using HPTC on rehab-
bing this project. The format of the financial information was
taken from the NPS Affordable Housing Case Studies website.
http://www.cr.nps.gov/hps/tps/Affordable/index.htm

Appendix 1—Project Financing for Affordable Housing

NPS 10 STANDARDS

1. A property shall be used for its historic purpose or be
placed in a new use that requires minimal change to the
defining characteristics of the building and its site and envi-
ronment. 

2. The historic character of a property shall be retained and
preserved. The removal of historic materials or alteration of
features and spaces that characterize a property shall be
avoided. 

3. Each property shall be recognized as a physical record of
its time, place, and use. Changes that create a false sense of
historical development, such as adding conjectural features
or architectural elements from other buildings, shall not be
undertaken. 

4. Most properties change over time; those changes that
have acquired historic significance in their own right shall be
retained and preserved. 

5. Distinctive features, finishes, and construction techniques
or examples of craftsmanship that characterize a historic
property shall be preserved. 

6. Deteriorated historic features shall be repaired rather than
replaced. Where the severity of deterioration requires
replacement of a distinctive feature, the new feature shall
match the old in design, color, texture, and other visual qual-
ities and, where possible, materials. Replacement of missing
features shall be substantiated by documentary, physical, or
pictorial evidence. 

7. Chemical or physical treatments, such as sandblasting, that
cause damage to historic materials shall not be used. The sur-
face cleaning of structures, if appropriate, shall be undertak-
en using the gentlest means possible. 

8. Significant archeological resources affected by a project
shall be protected and preserved. If such resources must be
disturbed, mitigation measures shall be undertaken. 

9. New additions, exterior alterations, or related new con-
struction shall not destroy historic materials that characterize
the property. The new work shall be differentiated from the
old and shall be compatible with the massing, size, scale, and
architectural features to protect the historic integrity of the
property and its environment. 

10. New additions and adjacent or related new construction
shall be undertaken in such a manner that if removed in the
future, the essential form and integrity of the historic proper-
ty and its environment would be unimpaired" 

Source:http://www.cr.nps.gov/hps/tps/tax/brochure2.htm#T
he%20Secretary%20of%20the%20Interior's%20Standards%
20for%20Rehabilitation. Last assessed on Internet on
February 28, 2006. 

Appendix 2—National Park Service Historical Preservation Tax

Credits: 10 Standard Qualifications
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Qualified Census Tract (QCT) 15

Points
Earned

Total Possible
Points in Scoring
Category

15

Answer Reason

Locating the development in a QCT gets
the project 30 percent more in tax credits
(TC)

Attach site map, land use plan, & dated
plat map.

Use certified surveying (ATSM).

Less expense to city (Hutch 3), taxpayers
& developers than sites without
sewer/water lines.

Letters of favorable support on official letter-
head or form from Mayor, City Planning
Director, neighborhood group, community
leaders, County Supervisor, & Alderperson. 

Also letters from city showing substantial
government-funded offsite improvements
(e.g., streets, streetscape, utilities) that will
benefit the development. 

Must be a minimum of 5 percent of develop-
ment budget

Must be a minimum of 5 percent of
development budget

This shows community approval and that
essential background work was done. 

This shows a public-private partnership,
the city's investment and goodwill in the
project.

Set-aside low income (LI) units and show
the percent of subsidized units to the total
of non-subsidized units. Select either a 20
percent LI at 50 percent or less of County
Median Income (CMI) or 40 percent LI at 60
percent or less of CMI. 

IRS states at the time the building is
placed in service this select is an irrevoca-
ble election (Landgraf 329).

Mixed income developments have the
potential to have lower maintenance cost,
crime (Hutch 2), and social welfare costs
(Hutch 2) than majority low income devel-
opments. 

Shows potential project to be financially
stable. 

Decrease racial isolation and promote
integration (PLGP 239), and stabilize resi-
dential neighborhoods (PLGP 256; Wilson
512) & prevent slum creation (DuBois 58). 

Mixed income apartments help to
decrease development costs and prevent
higher rents (DuBois 58), because LI hous-
ing has low profit margins.

Plan to have units with 3 bedrooms and
justify their market need with Census data.
Three bedroom units should not be the
majority of apartments.

Accommodates families with children. 

Depending upon what income mix is
financially feasible using your Net
Operating Income (NOI), the Debt to Loan
ratio (DLR) and Loan to Value (LTV) ratio
choose the number of units in each CMI
category (30 percent-60 percent) that will
maximize profits and comply with federal
program preferences. 

Housing stock for very low income peo-
ple is decreasing. The developer has to
find an income mix by CMI that will allow
the building to not only pay back the debt
but also be attractive to tax credit equity
investors. These investors do not want the
development to fail before they receive
their expected/promised tax credits.

Appendix 3—WHEDA Self-Scoring LIHTC Exhibit

Need a service plan which must in includ-
ed in the marketing plan.

Someone on the developer's team must
be experienced with this type of housing or
service delivery.

Architectural features must reflect serving
the population. 

Some people not work due to a disability
or illness, which may be the cause of them
qualifying as low income tenants. 

The resell/reversion of the property may be
higher when handicap amenities are added.

The developer could use the property as
an elderly condo or living lease property
after the required number of years in low
income service has passed.

Scoring
Category

1. Lower
Income Areas

2. Location

3. Local
Support

4. Mixed
Income
Incentive

5. Serves Large
Families (3-
bedroom or
larger units)
6. Serves
Lowest-
Income
Residents

7. Resident
Populations
with Special
Needs

40 40

27 27

35 35

12 12

45 45

20 20

Less money to borrow and tax credits to
acquire and distribute. 

More manageable than large buildings.

Qualify if historic building is 24 units or
less.

8. Small
Developments

24 24
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Appendix 3, continued—WHEDA Self-Scoring LIHTC Exhibit

To attract and retain residents. 

To create sense of place.

To create revenue.

To create a better quality of life for resi-
dents.

To enhance market appeal

To promote long-term project viability

Meal Services (Excluding Meals on Wheels)

Laundry Services

Beauty/Barber Services

Public bus transportation on-site or near site.

24 hour on-site manager/security

Banking/Financial Services

Emergency call system

Exercise room

Most of these services can be contracted
out by third party vendors. These will be
placed in visible sections on the first floor for
safety concerns.

Community space

Washer/dryer in units 

Playground/Recreation area

Both dishwasher and garbage disposal

Garage 

High-speed internet access in units

Handrails on both sides of common area hall-
ways

Automatic door openers at the main entry

5 foot turning diameter in kitchen and bath-
room

Switches for garbage disposal, fans, and
receptacles mounted on the front of cabinets
or on an end wall

Adjustable height countertops and cabinets

Roll in showers

Closets with adjustable rods and shelving

Architectural features that increase
accessibility will broaden the market for
many units

10. Market
Appeal

11. Accessible
Design

20 20

36 36

More partners to share the risk and sup-
port the financial needs of the develop-
ment

Written conditional financial commitment for
permanent financing from one or more of the
following:

Tribal, federal, state, county, or city govern-
ment

Public housing authorities

Tax-exempt bonding authorities

Unaffiliated public or public foundations

Unaffiliated nonprofits

Federal/State Historic Tax Credit

12. Financial
Participation

40 40

Create diversity-ownership opportunities51 percent owned and controlled by a
minority group member

13. Owner-
ship Charac-
teristics

6 6

Reduce financial risk Past performance of team members14. Project
Development
Team

60 60

Reduce political, regulatory, and legal
risk

Developments with permissive zoning15. Readiness
to Proceed

15 15

TOTAL SCORE395 395
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INSIDER’S PERSPECTIVE

AS THE NEW YEAR GETS UNDERWAY, MANY OF US ARE TAKING

stock of the economic outlook for the year ahead. We've

watched as the U.S. economy has demonstrated its

resilience over and over again during the last 5 years. It has

survived the bursting of the dot.com bubble, major terror-

ist attacks on U.S. soil, wars in Afghanistan and Iraq and

the ongoing war on terrorism, and corporate and account-

ing scandals, along with numerous smaller shocks. We

knew, however, with Hurricanes Katrina and Rita late last

summer and higher gasoline prices that the strength of the

consumer would be challenged. Our concerns have been

whether the business sector would prove to be strong

enough to pick up the slack as consumer spending faced

strong head-on challenges and whether inflation could be

held in check in a rising interest rate environment.

These shifting currents create quite a balancing act for the

economy and reflect just a few of the challenges impacting

real estate and other investments. In looking at the

strengths and weaknesses in our dynamic economy, real

estate has offered outstanding returns as compared to the

stock and bond markets. However, the new challenges we

are facing give rise to a host of new concerns related to

real estate performance. Will consumer spending slow, and

how will the retail property sector be affected? How will a

reportedly slowing housing market affect apartment

returns? Will business hiring continue and will rents for

office and industrial space increase? With capitalization

rates so low, what will drive returns? And more impor-

tantly, will real estate returns in 2006 be significant

enough to take on the risk associated with this asset class?

Given these imbalances, it seems that something has to

give—but does it?

ECONOMIC STRENGTHS AND WEAKNESSES HEADING
INTO 2006

Despite the uncertainty, the broader economy continues

to strengthen. The impact of Hurricane Katrina, the costli-

est natural disaster in U.S. history, has been about what

many forecasters expected. There was a short-term nega-

tive impact to the national economy, but as clean-up and

rebuilding got underway, the economy began to respond

positively. In fact, third quarter real gross domestic prod-

uct (GDP) grew at an upwardly revised annual rate of

4.3% in third quarter 2005. Surprising most experts, this

half-percentage point increase over the seasonally adjusted

annual rate released a month ago is the best showing since

the first quarter of 2004.

FOCUS ON INVESTMENT CONDITIONS

Something Has to Give—
Or Does It?

BY KENNETH P. RIGGS, CRE

About our Featured Columnist
Kenneth Riggs, Jr., CRE, is chief executive officer of Real Estate Research

Corporation (RERC). RERC offers research, valuation, independent fidu-

ciary services, portfolio services, corporate advisory services, litigation sup-

port, and other real estate-related consulting services. RERC also provides

research, analysis, and investment criteria (cap rates, yield rates, expense

and growth expectations, recommendations, etc.) for nine property types on

a national and regional level and for 40 major U.S. markets through the

quarterly RERC Real Estate Report, the annual Expectations &

Market Realities in Real Estate, and the RERC DataCenter. 

(E-mail: riggs@rerc.com)



INSIDER’S PERSPECTIVE

This growth was supported by strong

spending during third quarter 2005 by

consumers and by businesses. Consumer

spending rose 4.2%, with purchases of

durable goods increasing by 10.5% and

nondurable goods spending increasing

by 3.6%. Business spending increased

8.8%, with spending on equipment and

software rising 10.8%.

As one of the strongest indicators of the

health of the economy, the U.S. deficit

fell to $319 billion for fiscal year 2005,

down $94 billion from the previous

year's record, reports the Treasury

Department. This is due to a surge in tax

revenues, with receipts for the year total-

ing $2.154 trillion, up from $1.880 trillion a year ago.

However, the housing market has been showing signs of

slowing down during the last few months. A recent report

from the National Association of Realtors indicated that

their index of pending home sales for October 2005

declined 3.2% from September and was down 3.3% from

a year earlier. A slowdown in consumer spending is

expected, although it appears holiday sales have been

strong thus far this season.

And although new productivity numbers are strong (4.7%

during third quarter 2005, the largest gain in productivity

since mid-2003), corporate profits after taxes fell by 3.7%

during third quarter. Even so, year-over-year profits

increased 9.4% as compared to third quarter 2004.

Employment remains strong, although predicted job loss-

es by Ford and General Motors will have a huge impact in

those regions where the affected plants exist.

In addition, the U.S. trade imbalance continues to be a

drain on the economy. Imports increased nearly 2 ½ times

the rate of exports.

HOW DOES THIS AFFECT REAL ESTATE?

Despite the pressure on real estate values, Real Estate

Research Corporation's (RERC's) third quarter survey

respondents continued to rate real estate as a better invest-

ment option than stocks, bonds, or cash. Third quarter

2005 returns (shown in Table 1) reflect the wisdom of

their recommendation, with NCREIF year-to-date returns

at 13.93% and NAREIT returns at 6.94%, while the Dow

Jones and NASDAQ returns were in negative territory and

the NYSE composite and S&P 500 positive but less than

the two real estate indices. Up-to-date scores are reported

in the RERC Real Estate Report each quarter. (Table 1)

Required capitalization rates and discount rates across the

board have declined by approximately 200 basis points (a

decline of over 20%) since first quarter 2001. This level of

compression is unlike anything RERC has seen in the past,

and is what has allowed commercial real estate values and

prices to increase to their current levels.

Going forward, strong positive leverage, similar to that

realized during the past few years, will be difficult to

achieve on properties where capitalization rates have been

driven down to levels near interest rates. Even so, RERC

expects capital to continue to flow to real estate during

2006, although returns are expected to come down to a

more sustainable level on both a capitalization rate and

total return basis.

OFFICE

The key demand drivers of the office market recovery—

employment growth and business spending—continue at

a steady pace, and as a result, office space market funda-

mentals are improving at a reasonably steady pace in most

markets. We expect office demand to continue to increase

during the next several years, and as a result, vacancy will

continue to decline, assuming new supply stays relatively

constrained.

As shown in Table 2, required capitalization rates for all

property types are lower than they have been since RERC

began reporting them 15 years ago. With further signifi-

cant capitalization rate compression unlikely, upside in the
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Table 1—What Do The Financial Markets Tell Us?

Total Return % as of 9/30/2005
Market Indices YTD 1-Year 3-Year 5-Year 10-Year
Consumer Price Index 3.21% 3.42% 2.76% 2.49% 2.52%
10-Year Treasury Bond1 4.19% 4.20% 4.15% 4.46% 5.20%
Dow Jones 
Industrial Average -0.34% 7.23% 14.19% 1.91% 10.33%
NASDAQ Composite -1.09% 13.44% 22.45% -10.14% 7.50%
NYSE Composite 5.28% 16.17% 17.46% 1.72% 8.71%
S&P 500 2.77% 12.25% 16.71% -1.49% 9.48%
NCREIF Index 13.93% 19.25% 13.19% 11.06% 11.68%
NAREIT Index 6.94% 22.63% 24.90% 19.43% 14.24%

1 Based on Average End of Month T-Bond Rates
Sources: Morningstar, NCREIF, NAREIT
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office market will occur primarily from space market fun-

damentals including rental growth, which is beginning to

improve from previous quarters (Table 2).

INDUSTRIAL

Having reached a turning point in third quarter 2004,

space market fundamentals for the industrial property

sector have continued to strengthen throughout 2005.

RERC expects occupancy to continue to improve through-

out 2006, but it will be a gradual rather than a robust

recovery due to elevated levels of new construction and

continued productivity gains in transportation logistics.

Landlord pricing power and rents are increasing, but it

will be gradual, especially given the negotiating strength of

large users.

While required capitalization rates for the industrial sector

have fallen to levels lower than what RERC expected, fur-

ther compression is a thing of the past and the driver of

investment performance growth going forward will

depend on net operating income (NOI). The outlook for

warehouse valuation and pricing levels remains bifurcated,

with larger and high-quality properties experiencing the

greatest user demand and properties in secondary markets

or those with few supply constraints finding it challenging

to achieve sustained upside.

RETAIL

Having spent most of the 1990s as an investment per-

formance underachiever, the retail sector has been the

"darling" of the current decade. Retail fundamentals are

quite strong and consumer spending has had more

strength and longevity than expected due to low interest

rates, improving personal income and job growth, rela-

tively low vacancy rates, consistent rental growth, and sig-

nificant capitalization rate compression. As a result, retail

property total returns have been outpacing those for all

other property types.

However, the risk of a slowdown in consumer spending

due to elevated energy prices, higher interest rates, and a

slowdown in the housing market is very real, and increas-

ing retail performance is expected to slow. RERC's outlook

is for retail to return to a more sustainable investment

performance level, with realized returns closely matching

investor return expectations.

APARTMENTS

Apartment fundamentals have continued to improve dur-

ing 2005, with net absorption outpacing new supply for

the second consecutive year. In addition, rents have been

increasing as vacancy rates and rental concessions

declined, which is due in part to condominium conver-

sions removing apartments from the rental market.

Apartment investment performance is expected to remain

strong with declining home affordability, rising long-term

INSIDER’S PERSPECTIVE

RERC
OFFICE INDUSTRIAL RETAIL APARTMENT HOTEL AVERAGE PORTFOLIO

ALL TYPES INDEX
CBD Suburban Warehouse R&D Regional Power Neighbor/

Mall Center Comm.
Pre-tax Yield (IRR) (%)
Range 7.3-10 7.5-10 7-10 7.5-11 7.5-9 7-10 7-10 7-10 11-12 7-12 7-12
Average* 8.4 8.9 8.5 9.4 8.3 8.8 8.6 8.3 11.3 8.9 8.6
Going-In Cap Rate (%)
Range 6-8 6.5-8.5 6-8.5 6.5-9.5 6-7.5 6.3-8 6-8 5.5-7.5 8-10 5.5-10 5.5-10
Average* 6.9 7.4 7 7.8 6.7 7 6.9 6.4 8.7 7.2 7
Terminal Cap Rate (%)
Range 6.5-9 7.3-9 6.5-9.5 7.3-10.5 6.5-8 6.5-9 6.5-9 6-8 8.5-10.5 6-10.5 6-10.5
Average* 7.6 8.1 7.7 8.5 7.3 7.6 7.6 7.2 9.4 7.9 7.7
Rental Growth (%)
Range 0-4 0-4 0-4 0-4 2-4 0-3 0-3 0-4 3-6 0-6 0-6
Average* 2.7 2.8 2.4 2.3 2.9 2.4 2.4 2.7 4.4 2.8 2.7
Expense Growth (%)
Range 2-3.5 2-3.5 2-3.5 2-3.5 2-3.5 2-3.5 2-3.5 2-3.5 2.5-3.5 2-3.5 2-3.5
Average* 2.9 2.9 2.8 2.8 2.9 2.8 2.8 2.9 3 2.9 2.9

1This survey was conducted in April, May, and June 2005 and reflects expected returns for Second Quarter 2005 investments.
*Ranges and other data reflect the central tendencies of respondents: unusually high and low responses have been eliminated.
Source: RERC Investment Survey

Table 2—RERC Required Return Expectations1 by Property Type



interest rates, and strong population growth. However,

given how low apartment capitalization rates are, apart-

ments will likely need to rely even more heavily on land-

lord pricing power going forward than will the other

property types.

HOTELS

Hotels are well positioned to outperform the other prop-

erty types over the next few years. Pricing power is allow-

ing room rates to move upward, and business travel

should increase as corporations increase business spend-

ing. But risks still exist, including high energy prices that

could reduce discretionary travel. Compared to other

property types, however, hotels are not as fully priced and

thus have a somewhat higher margin for investment error.

CONCLUSIONS

 Real estate has come of age, fully regaining its credi-
bility as an asset class and re-establishing itself as an inte-

gral part of asset allocation models. Returns are at histori-

cal highs, space market fundamentals are improving, and

capital continues to pour in.

 In an era of post capitalization rate compression, real
estate appreciation will be a function of income growth,

which will be tied to improvements in space market fun-

damentals. However, improvement in fundamentals will

not be uniform across property types or markets.

Unevenness exists across markets in terms of demograph-

ics, employment growth, and supply constraints, resulting

in heterogeneity of landlord pricing power and investment

performance.

 Given high real estate prices and low current capital-
ization rate and cash flow yields, recent double-digit

returns are unsustainable and will revert to the single-digit

level for core real estate on an unleveraged basis. Despite

expectations of lower returns going forward, real estate

continues to demonstrate strong relative value compared

to stocks and bonds.

 Real estate increasingly appears to be priced for per-
fection, but is faced with significant global and domestic

imbalances and the inherent challenges of accurately

assessing the nature, timing, and magnitude of eventual

corrections. As such, investors should keep absolute return

expectations low and risk awareness levels high.

INSIDER’S PERSPECTIVE
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NUMEROUS TELECASTS, RADIO COMMENTARIES, SPEECHES,

NEWSPAPER ARTICLES, MAGAZINE ARTICLES, THE INTERNET, ETC.

create great confusion when looking to opposing views on

many economic issues that can and will impact future

positions.

The following is a smattering of numerous articles and

commentaries that support or attack the vitality of the

U.S. economy. What is troublesome for the constituent is

to attempt to reach a conclusion after examining many

incongruities in these statements. Consider the following

comments as evidence of the conflicting commentaries:

"The market is great!" and "The market is depressed."

POSITIVE AND NEGATIVE POSITIONS: PARRY AND
THRUST

POSITIVE:

11..  PPOOSSIITTIIVVEE::  PPRROODDUUCCTTIIVVIITTYY:: Michael J. Mandel, in a

commentary entitled,"Sure, the Trade Deficit Is Scary -

But We Can Handle It," Business Week 41 (5/23/05), stated

an overall positive position of the U.S. economy. Mr.

Mandel conceded the position that there are "different

points of view." In this article he stated: "Everyone has a

favorite statistic, and those who are pessimistic about the

U.S. economy love to cite the trade deficit." Mr. Mandel

noted that although the trade deficit was substantially

larger for 2004 than expected, and 2005 is running ahead

of 2004, he was still not too concerned with the deficit.

Mr. Mandel raised the question as to what was more

important: Big trade deficits, or high productivity? He

concluded that productivity is the area of focus, because

the net wealth of the United States is gigantic relative to

what it was 10 years ago; therefore, we are in a more posi-

tive position. In fact, he concluded that the U.S. economy

is getting a lot better. He conceded, by hedging somewhat,

that the ability to deal with trade deficits will be depend-

ent in part on the ability to continue efficient productivity

and to maintain strong technology. He concluded that

optimists are winning the race in the economy.

2. In an article by James C. Cooper and Kathleen Madigan,

"Job Growth Will Get Over Its January Blahs," Business

Week 25 (February 21, 2005), the authors concluded that

the economy for 2005 would be expected to generate a sig-

nificant amount of jobs; therefore, they concluded that

2005 will be a fairly solid business year.

The authors concluded on a positive note relative to year

2005: "Despite the slow January start, payrolls should post

their best gain since 1999 and generate solid income

FOCUS ON THE ECONOMY

The Certainty of Uncertainty:

The Economy

BY DR. MARK LEE LEVINE, CRE

About our Featured Columnist
Mark Lee Levine, CRE, PhD, is a professor and the director of the Burns

School of Real Estate and Construction Management at the University of

Denver. (E-mail: mlevine@du.edu)

Note: This article was written with a focus on the end of 2005. The 2006

position will follow in an upcoming issue.
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growth for consumers, which will keep demand on the

upswing."

33..  PPOOSSIITTIIVVEE::  GGRROOWWTTHH:: A summary article by editor

Andrea Parker and economist Dr. Michael Bergmann, in

the AMG Guaranty Trust Publication (February, 2005),

prognosticated a positive, good, but not great, 2005. Their

position was that growth for 2005 would probably be

3.7% for GDP (Gross Domestic Product).

The prognostication was that the Federal funds rate, the

rate banks charge one another for overnight loans, will

probably move to around 4% by the end of 2005. "The

economic expansion will remain in tact; growth is slowing

but will remain above trend for 2005, around 3.7%."

44..  PPOOSSIITTIIVVEE::  BBAALLAANNCCEE:: If one desired a panoply of pos-

itive economic commentators on the 2005 economy, see

one of the better articles which captured and summarized

many of these positions in "Real Balance," REALTOR, Page

26 (January 2005). This article noted: "The winning com-

bination of low interest rates, strong home price apprecia-

tion and moderate job growth that drove record-setting

home sales last year will continue to fuel the home sales

market this year."

A collection of economists was listed in this article,

including David Lereah, Chief Economist for NAR

(National Association of REALTORS), Paul Merski, Chief

Economist, Independent Community Bankers of America;

Mark Dotzour, Chief Economist, Real Estate Center, Texas

A & M University; Frank Nothaft, Chief Economist,

Freddie Mac; Doug Duncan, Chief Economists, Mortgage

Bankers Association; and Steve Dunn, Chief Economist,

C.B. Richard Ellis, Information Management. These pro-

fessionals gave their comments as to the U.S. economy.

They stressed the need for balance and equilibrium in res-

idential and commercial markets.

The article concluded: "With home sales expected to sus-

tain at near-record levels and the commercial sector look-

ing up, economists say this year will be the picture of bal-

ance for real estate." 

55..  PPOOSSIITTIIVVEE::  NNEEXXTT  1100  YYEEAARRSS:: For an overview of the

economy of where it is now, and where it is going in the

next ten years, see the article by Donald Ratajczak, "A

Look Ahead At the Economy and Investments: 2005-

2015," Journal of Financial Service Professionals 37

(January 2005). Dr. Ratajczak examined a number of fac-

tors that he considered very important in impacting the

economy. These included: 1. Changes in productivity per

labor input; 2. Changes in the employment rate; 3.

Changes in hours worked per year; 4. Changes in the per-

centage of the working-age population; and 5. Growth of

the working-age population.

After examining these factors, along with related economic

issues, Dr. Ratajczak was rather positive. However, he

admitted, like most good economists, that all of the prog-

nostications, even if originally on target, could be modi-

fied by some of the unforeseen, major events that could

change the prognostications. Dr. Ratajczak ended his arti-

cle by stating: "I am glossing over looming problems such

as medical costs for the aged, Social Security problems...

U.S. competitiveness and the entire baby boom generation

as retirees. But there are opportunities that will allow us to

address these problems, if we find the will to do so."

66..  PPOOSSIITTIIVVEE  MMOORRTTGGAAGGEE  RRAATTEESS:: In the article by James

C. Cooper and Kathleen Madigan, "The Walls Won't

Come Tumbling Down," Business Week 25 (January 17,

2005), the authors noted that mortgage rates for 2005 will

probably remain low enough to keep housing affordable

and active.

The authors noted that, although housing has contributed

to much of the strength during the last few years in the

U.S. economy, it will not be the case for 2005. However,

they added that it will probably not subtract much from

the economy, either.

A discussion of the potential of bursting of the housing

"bubble" was noted. The authors concluded that it was

very unlikely that such housing bubble, if any, will burst.

77..  PPOOSSIITTIIVVEE::  RREECCOOVVEERRYY?? Is there a wave of recovery?

See the article by Delisle, James, Dr., "The Wave of

Recovery: Capital Flows and Spatial Ripples," The

Appraisal Journal 5 (Winter, 2005). Dr. Delisle noted

major areas that impact the U.S. economy. With many

problems behind us, many other issues remain that must

be addressed for the year 2005. However, for 2005, Dr.

Delisle commented that he believed there will be a moder-

ately improving fundamental position in the real estate

market. Dr. Delisle concluded: "As such, 2005 should see

an extremely active real estate market with a balance of

power beginning to shift from the seller to buyers,

although such adjustment may be a prolonged process."

88..  PPOOSSIITTIIVVEE::  HHOOUUSSIINNGG  MMAARRKKEETT:: In the Meyers

Housing Market Study (April 4, 2005), the Study conclud-

ed that the Market is in fairly good shape. New home sales

are fairly strong, and generally existing home sales also

remain fairly strong. Rating various areas, the mortgage

rates and median price for existing homes all rank at A+.
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Unemployment was still fairly strong at B+. Many other

parts of the market saw very strong grades, portending for

an overall strong economy, as indicated in the Meyers

Study.

(The Meyers 6/8/05 Study also supported this continuing

trend of favorable interest rates, very good pricing for

median-priced home sales [existing and new homes] and

for inventory. However, the "affordability" category

received a poor score from the Meyers Study. More and

more potential homeowners cannot qualify to acquire a

home, absent very favorable rates and strong financial

incentives provided by builders, lenders and third parties.)

NEGATIVE:
11..  NNEEGGAATTIIVVEE::  IISS  TTHHEE  WWOORRLLDD  EECCOONNOOMMYY  

SSLLOOWWIINNGG?? According to views in an article, "Running

Out of Puff," The Economist 63 (April 16, 2005), there are

"... nascent signs of slowdown and worries about oil."

Whether this article is correct as to the market, certainly

there are signs that indicate a slowing within the market. A

slowdown and reduction in oil prices are welcome signs in

most parts of the world.

22..  NNEEGGAATTIIVVEE::  TTRRAADDEE  DDEEFFIICCIITTSS:: Focus on the trade

deficit continues. Authors James C. Cooper and Kathleen

Madigan noted in their article, "Time to Cope With Co-

Dependency," Business Week 29 (February 28, 2005), that

there is a great deal of concern with the trade deficit and

budget deficit.

The authors noted the trade deficit position, as expounded

by Federal Reserve Chairman Alan Greenspan, when he

stressed his concerns on numerous occasions early in

2005. The authors stated that one could argue there

should be less demand for imports, given the weakening

dollar. However, apparently that has not been the case. Mr.

Greenspan covered this same point.

As to the import of the U.S. trade deficit, the authors con-

cluded: "But whatever the mix of remedies, the trade gap

has taken center stage, and don't expect it to go back into

the shadows anytime soon." Business Week 30 (5/23/05).

On this issue, Dr. Scott Anderson, Senior Economist with

Wells Fargo Economics (June 7, 2005), noted that the ris-

ing cost of oil fans the fires of concern with inflation and

the trade deficit.

33..  NNEEGGAATTIIVVEE::  FFIISSCCAALL  BBUUDDGGEETT:: Dr. Cynthia Saltzman

commented in her Note, "Federal Budget Deficits: It's Not

If, But When They Matter," Journal of Financial Service

Professionals 22 (March, 2005), that the trade deficit is

huge; it should be of great concern.

According to Dr. Saltzman, the concern with fiscal budget

issues was focused when there was testimony by Mr. Alan

Greenspan before the U.S. House Budget Committee on

February 25, 2005, and by subsequent comments by Mr.

Greenspan. Dr. Saltzman noted our imports substantially

exceed our exports, creating the U.S. trade deficit. This

must change, at least in the opinion of Dr. Saltzman.

Dr. Saltzman also noted that the dollar has continued to

drop in value over the last few months. The expectation is

that such weakness in the U.S. dollar will continue, at least

for the reasonably foreseeable future. Dr. Saltzman con-

cluded that it is important for the U.S. Federal budget

deficit to gradually be reduced and to reduce the financing

of our Federal deficit by foreign funds. (More recent activ-

ity has shown the dollar gaining strength.)

44..  NNEEGGAATTIIVVEE::  PPRROODDUUCCTTIIVVIITTYY:: In an article by James C.

Cooper and Kathleen Madigan, "A Job Market This Strong

Comes With Strings," Business Week 33 (5/23/05), the

authors concluded that productivity is slowing and one

may be justified in being concerned with the potential of

inflation.

The lead from the article noted the April 2005, U.S.

Employment Report and that one should look to inflation

and stagflation, since there have been many new jobs cre-

ated, but there are also concerns with inflation. The

authors concluded that the Fed will likely increase interest

rates to rein in inflation. With the increase in jobs, and

unemployment holding at 5% or less, the authors con-

cluded that from an economic position, it is likely that

inflation will be the big issue in 2005.

55..  NNEEGGAATTIIVVEE::  HHOOUUSSIINNGG  BBUUBBBBLLEE:: Much of the argu-

ment today on the residential side is whether the rapid

pace of sales will continue and whether there is a housing

"bubble" in many areas throughout the United States. In

an article by Patricia Hill of the Washington Times, and the

Report by RES Media, in http://www.RESmedia.com , the

position by Chairman Greenspan is clear: "Federal Reserve

Chairman Alan Greenspan yesterday (February 18, 2005),

said he sees a housing bubble in 'certain areas' and sus-

pects prices are vulnerable to declines, but they will not

collapse in any way that threatens the economy." In Mr.

Greenspan's opinion there is a bubble; and, in some areas

that bubble will be problematic for many homeowners.

According to the article, the Federal Reserve estimates that
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home values have doubled from $8 trillion to $16 trillion

since 1996.

66..  NNEEGGAATTIIVVEE::  HHOOUUSSIINNGG  MMAARRKKEETTSS::  TTOOOO  HHOOTT?? In an

article by Opdyke, Jeff, "Hot Housing Markets Face New

Risks," The Wall Street Journal, D2 (Wednesday, March 2,

2005), the author noted many areas in which housing is

very risky and overpriced.

Mr. Opdyke stated: "Homeowners in the hottest markets

are facing a greater chance that the value of their houses

will decline, according to a new study, though risks have

lessened slightly for the nation as a whole."

The ten most risky housing markets, as noted by Mr.

Opdyke, regarding a Study by PMI Mortgage Insurance

Company, are: "Boston-Cambridge-Quincy, MA-NH. San

Jose-Sunnyvale-Santa Clara, CA. San Francisco-Oakland-

Freemont, CA. San Diego-Carlsbad-San Marcos, CA.

Providence-New Bedford-Fall River, RI-MA. Sacramento-

Arden-Arcade-Roseville, CA. New York-northern New

Jersey-Long Island, NY-NJ-PA. Los Angeles-Long Beach-

Santa Ana, CA. Riverside-San Bernadino-Ontario, CA.

Detroit-Warren-Livonia, MI."

Mr. Opdyke holds that these markets have substantial risk

and appear to be overpriced. Whether this is a correct

conclusion remains to be seen, since many comments over

the years have referred to the California market as being

overpriced; yet, the California real estate market seems to

continue to rise in most locations.

77..  NNEEGGAATTIIVVEE::  HHOOMMEE  MMAARRKKEETT::  BBUUYY  OORR  NNOOTT  BBUUYY:: In

an interesting Note on the issue of whether one should

buy or not buy, concern was expressed on the overpricing

of the housing market. See the commentary, "To Buy Or

Not To Buy? That Is the Question," The Economist 11

(March 5, 2005). This Commentary noted the confusion

faced by many homebuyers or potential homebuyers on

the question of whether to buy now and avoid missing out

because of rising prices of homes. However, the article

concluded that maybe there is too much risk with the

potential of a housing "bubble." As such, the conclusion

was: "Some day prices will fall relative to rents and wages.

After they do, it will make sense to buy a home. Until they

do, the smart money is on renting."

In another article addressing the same issue as to whether

to buy or not to buy, now, see the article in The Economist

71 (March 5, 2005). The authors noted: "According to our

latest house-price indicators, it is now much cheaper to

rent than to buy a house in many countries." 

88..  NNEEGGAATTIIVVEE::  SSTTOORRMM  CCLLOOUUDDSS:: An article, "Storm

Clouds Ahead," The Economist (January 29, 2005) noted

that the economy may seem bright presently, but with

higher interest rates the economy may be very difficult in

coming months and storm clouds seem to be rising. The

article pointed out that some economists are puzzled by

inconsistencies within the market as to inflation, pricing,

long-term interest rates, etc.

On the gloomy side, one comment in the article stated:

"The most gloomy theory is that America's economy is, in

fact, rather more fragile than the current statistic suggests

...." Along with other theories, the article concluded that

there may be great concern that long-term interest rates

could rise sharply and very suddenly. (Page 28).

9. NEGATIVE: COLLYWOBBLES: The Collywobbles arti-

cle, The Economist (February 24, 2005), referenced con-

cerns within the financial market. One of the most telling

comments was the reference to Mr. Alan Greenspan's con-

cern: "The problem started last week, when Alan

Greenspan, the Chairman of the Federal Reserve, pro-

fessed himself puzzled by the 'conundrum' presented by

the flattening yield curve: The more he raised short-term

rates (6 times since 2004, by 25 basis points on each occa-

sion), the more already-low long-term rates fall. Markets

don't like it when the man who sets interest rates says he

doesn't understand them." (As of July 2005, the Feds

raised the rate 9 times in succession.)

Many argue this great concern as to uncertainty, especially

by the brightest of our leaders, creates the "wobbling

effect" within the market.

1100..  NNEEGGAATTIIVVEE::  EEDDUUCCAATTIIOONN:: Education, or lack thereof,

and underproduction in the United States to produce

enough engineers, scientists and others who will continue

to foster and support the lead of the U.S. in many techni-

cal areas, continues to be of great concern.

In an article by William Symonds, Business Week 122

(January 10, 2005), the headline exemplified this concern:

"U.S. Schools: Underperforming." The sub-headline noted:

"The No-Child Left Behind Act isn't doing the trick and

higher education costs are squeezing out lower-income

students."

The argument is that if those in the lead in the U.S. do not

change direction, the educational system is on a dangerous

course. This was exemplified in a comment by Patrick

Callan, President of the National Center for Public Policy
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and Higher Education: "We're on a collision course that

could lead to a real decline in U.S. competitiveness...."

Mr. Symonds stated that the attempt to reverse the course

of weakening higher education training within the United

States is difficult; it requires, he said, very bold action. If

we fail to act, results will be even more painful, noted Mr.

Symonds.

1111..  NNEEGGAATTIIVVEE::  RREETTIIRREEMMEENNTT:: Arguably, one of the most

damaging issues that could impact the U.S. economy deals

with retirement. Examining this issue was an article by

Gleckman, Howard, "The Real Retirement Time Bomb,"

Business Week 72 (January 31, 2005). The argument in this

article was that if there are not substantial, positive

changes made, Medicare premiums will destroy Social

Security.

The author noted that the U.S. government will not pick

up the entire cost for seniors; and, unless changes are

made, the retirees will have to accept a major reduction in

their standard of living for health insurance. Mr.

Gleckman noted that this is a trade-off that society may

choose to make or not make. However, it appears that the

issue, at least in Mr. Gleckman's view, is not being proper-

ly addressed. He concluded his article by saying: "…

between Medicare and Social Security, both parties in

Congress and President Bush have been moving forward

with their eyes wide shut."

1122..  NNEEGGAATTIIVVEE::  TTAAXX  CCUUTTSS:: The concern with tax cuts

and the impact on the fiscal budget remains a major issue.

Mr. Greenspan said that he favors tax cuts only if they are

offset by appropriate changes to balance the spending

position.

In Mr. Greenspan's position, the pay-as-you-go rules, as

they are sometimes referred to, require a balance between

the tax cut and the spending cut positions. Mr. Greenspan

said: "I argued a year ago that my support for tax cuts is in

the context of a pay-go-rule." 

For a discussion of this issue and connected points, see the

article by Stamper, Dustin, "'No Tax Cut Extensions

Without Offsets,' Says Greenspan," Tax Notes 887

(February 21, 2005).

1133..  NNEEGGAATTIIVVEE::  TTAAXX  CCHHAANNGGEESS::  DDUUMMPP  TTHHEE  

SSYYSSTTEEMM??  In a position clearly opposing the suggestion to

dump the existing position, Federal Reserve Chairman

Alan Greenspan and former Treasury Secretary James

Baker support the view that one cannot realistically get rid

of the existing tax system, even though it is "defective."

Rather, it requires a major overhaul or change within the

system. These were the conclusions in testimony before

President Bush's Tax Reform Panel on March 3, 2005. See

the article by Glenn, Heidi, "Greenspan, Baker Look Back

to 1986 For Tax Reform Future," Tax Notes 1119 (March 7,

2005).

1144..  NNEEGGAATTIIVVEE::  WWEEAAKK  DDOOLLLLAARR:: See the article by

Kuttner, Robert, "Bush's Worrisome Weak-Dollar Policy,"

Business Week 27 (March 14, 2005). Mr. Kuttner noted

concern with the weakness in the U.S. dollar and the abili-

ty of the Bush Administration to properly control and deal

with such weakness.

Mr. Kuttner stated: "The gap between the Bush

Administration's expansive geopolitical goals and its relin-

quishing of financial stewardship is becoming unsustain-

able." Mr. Kuttner then referred to the comments made in

South Korea as to the weakness of the U.S. dollar and con-

sideration by the South Korean banks to look for other

markets. Although this created some jitters for a short

period of time, it did focus the issues, said Mr. Kuttner, on

the "chilling reminder of the vulnerability of the dollar

and the precarious position by the U.S."

1155..  NNEEGGAATTIIVVEE::  IINNTTEERREESSTT  RRAATTEESS::  SSLLOOWW  IINNCCRREEAASSEE?? In

an article by Cooper, James, and Madigan, Kathleen,

"Time To Waive Goodbye To A 'Measured' Pace," Business

Week 25 (March 28, 2005), the authors concluded that

maybe, given the nature of the economy in its current

state and the many issues on the plate for President Bush,

it may be that the Fed may have to raise interest rates

much more quickly than previously anticipated. The

authors concluded: "The new question confronting the

Fed is this: How fast should it take policy to neutral?

Recent data on growth inflation hint that the Central

Bank is moving too slowly. If that's true, then given the lag

inherent in policy adjustments and the Fed's desire to act

preemptively, any change in the policymakers' intentions

will need to come soon."

1166..  NNEEGGAATTIIVVEE::  VVAALLUUAATTIIOONN  OOFF  RREEAALLTTYY:: See the article

by Dr. Anthony Downs, CRE, "Why Selling Assets Now

Makes Great Sense," NREI 124 (April, 2005), In this arti-

cle, Dr. Downs stated that no one can predict the exact

high point, but because most properties would enter in

what he considers to be the peak of their earning power or

renovation, one should seriously consider selling them

now. In fact, he concluded that if owners wait too long in

this peaking market, "... their fortunes could sour quickly."

INSIDER’S PERSPECTIVE



CONCLUSION

One can examine the "parry-and-thrust" of the POSITIVE

and NEGATIVE arguments within the economy, including

arguments focusing on medical costs, Social Security,

retirement funds, cost of oil, trade deficit, monetary and

fiscal deficits, housing issues, currency concerns, war, ter-

rorism, other conflicts, threats of nuclear positions, and

many other items. Mixed signals are coming forth, thereby

confusing sophisticated investors as well as, and most cer-

tainly, the novice investor. Confusion abounds.

Inconsistent economic signals create problems when mak-

ing investment decisions.

This means to many that money will remain on the side-

lines, pending a clear, consistent direction that does not

constantly result in an upside-downside viewing of the

marketplace. As for now, many viewing the market con-

sider that the only consistency in the market is inconsis-

tency.

INSIDER’S PERSPECTIVE
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