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MEMORANDUM

TO: Graduate Students in Business 850
FROM: Prof. James A. Graaskamp

RE: Mr. Clifford Case

This case has a long history so that the dates are confusing. For purposes
of estimating Mr. Clifford's net worth, please assume that he is 57 vyears
old in 1986 so that the scenario which begins "In April 1978," really is
referring to February 1, 1986 and that his company was just sold and that
his manufacturing plant is now vacant at the beginning of 1986.

However, assume all dates of acquisition are correct and that the values
attached to stock portolios, etc. are current as of February 1, 1986.

Otherwise the dates should be ignored as there has not been time to rewrite
the case to reflect a chronology consistent with your viewpoint as of
February 1, 1986.

Your first assignment should make use of the MRCAP model. All the land
values should be lumped into a single land asset; then each group of
buildings can be treated as a single building so that all the real estate
will fit on the lines available for depreciable assets. All stocks and

bonds should be included in the initial working capital reserve and dividends
plus appreciation treated as interest earned so that this reserve will be

a proxy for non-real estate investments. The first objective is only to
estimate the total net worth of Mr, Clifford, his taxable income, and the
total income taxes he might now be paying; and finally, the approximate
amount of cash required to pay federal and state taxes on his estate.



REAL ESTATE INVESTMENT PLANS OF MR. PAUL CLIFFORD

In April 1978 Mr. Paul Clifford owned a vacant one-story building in
a suburb of Chicago, I1linois. He was confronted with the problem of what
to do. Mr. Clifford employed a real estate consultant to advise him. The
consultant has gathered information from Mr. Clifford and from other sources,

but has not completed his analysis or developed his recommendations.

MR. CLIFFORD

Mr. Clifford was 57 years old and married. His two sons were grown
and were well established in a business not related to Mr. Clifford.

In 1953 Mr. Clifford established the Clifford Manufacturing Company
to manufacture electrical components. He had had previous experience in
this type of business. He and members of his immediate family owned all the
stock in the company. The company began operations in a leased building,
but in 1956 Mr. Clifford purchased in his own name the land for the Clifford
Building and in 1958 constructed the building. He then leased the property to
the company and the company occupied it until the beginning of 1978.

According to Mr. Clifford the Clifford Manufacturing Company was
successful and by 1965 he had funds to invest elsewhere. In early April 1978,
Mr. Clifford explained his background in real estate to the consultant in
the following words:

By 1965 | decided that real estate was a good investment for

the long run. So ! began to look around for income-producing

property. | didn't want to get into residential rentals - either

single-family or apartment units - because of the problems of dealing

with tenants. Office buildings presented large capital requirements

and | had no experience in the field. Since | knew something about

manufacturing and distribution, | decided to try my hand at buildings

used for these purposes. But | wanted to go slow and learn. |

began to look around for possible buys.

In 1966 | bought a parcel of land with a one-story building
containing 15,000 square feet. It was in the same town as Clifford

Manufacturing and was suitable for wholesaling and light manufac-
turing. As this type of building goes, it was a small building.



Since things seemed to work out well in this first building,
in 1968 | bought a 30,000 square foot similar building in an
adjoining town.

In 1969 | bought a parcel of land containing seven one-story
buildings with 100,000 square feet in an adjoining town. These
buildings were similar to the earlier buildings purchased except they
needed considerable repair to bring them up to a level to attract
and hold desirable tenants. | had the repair work done over a period
of time by my crew of five regular workmen.

In January 1977 | bought a 42,000-square-foot one-story
building in another nearby town.

By the end of January 1977, | owned 11 buildings on five parcels
of land located in four adjoining towns, with a total of 229,000
square feet of buildings. The properties were fairly close together -
the two properties that were furthest apart were separated by about
six miles. All the buildings were of the same general type. They
were one-story buildings suitable for light manufacturing and
wholesaling.

The buildings stayed occupied on the average about 90% of the time.
Whenever | had a vacancy ! ran a $9.00 ad in a Chicago newspaper.
I ran this ad about 20 weeks out of the vyear,.

| also leased through real estate brokers. I|f a broker found
a suitable tenant, | paid him the regular commission on the lease
of 6% of the rent as collected during the first year and 3% thereafter
for the term of the lease. About half of my buildings are rented
through brokers. They can often locate prospects when | can't.

When | bought the seven buildings that needed considerable repair
in 1969, | hired five workmen and have had them on the payroll ever
since. There is an electrician, plumber, mason, carpenter and general
handyman. They cost me $90,000 a vear. These men like to work for
me because they get paid 52 weeks a year. | did not use them on the
building occupied by Clifford Manufacturing, because under the terms
of the lease the company was obligated to maintain the building.

Mrs. Brown, my secretary, keeps all the records on these buildings
and keeps up with the paper work generally on them. She costs me
$15,000 a year. | spend $575 a vear on an accountant in connection
with the Ciifford Building.

| have never tried to keep records by individual buildings on
cost of physical maintenance, but | estimate that on an annual basis
it costs about 15¢ for materials and another 40¢ for labor per square
foot of building. These estimates also include costs of maintaining
the grounds around the building.

With the exception of the building that has been occupied by
Clifford Manufacturing, all my buildings have been on gross leases.
That is, | take car of all repair work on the buildings and supply
heat and water for nonindustrial uses. The tenants pay for electricity
and for gas and water used industrially. The tenants supply any



air conditioning equipment and pay for the cost of operating it.
The tenants normally pay for improvements on the inside of the building,
but this is something | will negotiate on. What | will do depends on
whether the improvements would be of benefit to future tenants and
how anxious | am to land the particular prospect.

| normally like to enter into a three-year lease. |f the tenant
wants a renewal clause at. the same rate, | am willing. | want a tax
escalator clause in the lease so that if the real estate taxes on the
property go up after the first year of the lease the tenant bears
the full amount of this increase.

In leasing a larger building, | have found that | can get 15¢ to
20¢ more per square foot by breaking the building up among two or more
small tenants rather than leasing to one large tenant. Also my risk
is spread. If | lose one tenant, | still have rent coming in from
the others in the building.

In January of this year | sold Clifford Manufacturing to a
larger company in the same general field. The agreement was that this

company would occupy the building until the end of March at no additional

cost and then would move. The company wanted to consolidate all the
operations at its own building. This explains why | have an empty
building on my hands.

The Land and Building

The one-story Clifford building contains 42,000 square feet and is
located on a parcel of land containing 190,000 square feet. Exhibit |
shows the land and buildings and Exhibit 2 the details of the building.

The front of the lot is about three feet above the sidewalk and is
level to the front of the building, which sets back about 110 feet from
the sidewalk. The first section of the building is at this elevation.
Beginning at the point where the first bend occurs in the building, the
remainder of the building is a story lower. A stairway in the center of
the back portion of the first section leads to the lower level. Beginning
halfway between the front of the building and the first bend in the
building, the land begins to get lower. The ground level along the lower
section of the building facing the street is about a foot below the
bottom of the basement windows and about two feet above the inside floor

level. As Mr. Clifford pointed out, this section of the building appears



low when viewed from the front. However, on the back side of the building
the ground level is about three feet below the inside floor level and
continues to get slightly lower towards the west lot line.

On the south side of the lot, the elevation begins to decline halfway
between the front of the building and the first bend in the building and
continues until at the back side of the building the inside floor level
is about three feet above the ground level. The land adjoining Mr. Ciifford's
property on the west is about two feet lower in elevation than is the west
edge of Mr. Clifford's lot.

In the front of the building there is an asphalt-top driveway and
parking area for about 12 cars.

The north end of the building has a large door that swings up making
a truck-high loading dock. The area between the north end of the building
and the side street has an asphalt top.

There are about six large trees on the lot.

To the northeast of the Clifford's property and in the same block are
four two-story frame residences. These residences are over 30 years old
and are occupied by the owners. Mr. Clifford shares in the ownership,
along with the two abutting property owners, of a 40-foor wide driveway
easement between the residential lot on the south and the lot across the
easement to the north. This easement has never been used by Mr. Clifford.
It is shown on Exhibit 1.

There are no easements on the Clifford property.

The land is zoned for light manufacturing and wholesaling.

The walls of the building are of cinder blocks and concrete blocks
and contain large metal casement windows. The outside walls are coated
with stucco. The inside walls are painted over the cinder blocks and

concrete biocks. The tarpaper and tar roof is flat with pipe drains on



the outer walls to the ground below. The floor is three-inch concrete on

a gravel base on top of dirt. The building is heated from a central boiler
room, where fuel oil is used in the furnace. There are four fire walls
that are indicated by the lines dividing the building in Exhibit 2. There
are large heavy metal doors in the fire walls. The building is equipped
throughout with a sprinkler system and with the ADT Service,l which costs
$300 a year.

The land contains 190,000 square feet (4.36 acres) and was purchased
by Mr. Clifford in 1956 for $15,000. This was 7.9¢ per square foot.

In 1958 Mr. Clifford constructed the 42,000 sq. ft. building and put in
the asphalt topping on the front and north side for $243,000. In 1966
he installed the sprinkler system for $22,000. The total cost of the
building, therefore, was $265,000. Mr. Clifford has depreciated the
building and the sprinkler system at 4% a year. The building in in
good repair.

The Clifford Manufacturing Company leased the property from Mr. Clifford
for $3,500 a month on a net lease basis. This was $1.00 per square foot for
the entire building on an annual basis. Under this net lease arrangement
the company paid all the expenses, including taxes, in connection with the
property. As Mr. Clifford explained, this was a common form of lease arrange-
ment in Chicagowhen an entire building was being leased to one tenant.

Since the Clifford Manufacturing Company was responsible for all
maintenance on the building and grounds, whenever something needed to be

done a company employee was assigned to do it. Records were not maintained

1The ADT (American District Telegraph Company) service provides a signaling
device between the building and the office of ADT so that a signal is flashed
in the office of ADT if the termperature of the building falls below 50 or
ir the sprinkler system goes off. When the signal is flashed, the ADT
personnel immediately starts phoning a list of people supplied by the buyer
of the service until someone on the list is reached and notified. Among the
advantages of using this service is a lower insurance rate.



in such a way that the costs of labor and materials for maintenance could
be determined.

For the past three years the cost of heating the building has averaged
$7,000 per year and the cost of water has averaged $100. The taxes in 1977
were $18,000. The cost of insurance has been $1,000 annually.

Based on experience with his other buildings, Mr. Clifford in April
1978 believed that he could lease the building for about $2.50 per square
foot per year on a gross lease basis by leasing to several tenants and by
making certain improvements discussed below. Under this gross lease
arrangement, Mr. Clifford would maintain the exterior of the building,
repair any defective pipes and wiring in the interior or exterior, and
provide heat and water for nonindustrial uses. The lease would contain
a tax escalator clause so that if the taxes on the property increased after
the first year of the lease, the tenant would bear the full cost of the
increase.

Mr. Clifford has developed the following estimates of the cost of
preparing the building and grounds for leasing:

1. Asphalt-top driveway from west side of building to lot line,
parking area to southwest of building and driveway around south
side of building connecting with parking area and driveway in front
of building, and retopping present driveway and parking area in
front of and on the north side of building. $20,000

2. Preparing the land for the asphalt topping 5,000

3. Improvements to the building that would be
required by tenants . 15,000

L. Total $40,000



Mr. Clifford estimated that it would cost him between $8 and $9 a square
foot to construct this building in 1976; this would not include improvements
to the land such as driveways and parking area.

Mr. Clifford had been told by a real estate broker that buildings
similar to this building are selling in 1978 for approximately ten times
the annual net income before depreciation, but that buyers are not interested
unless the building is occupied by satisfactofy tenants.

Mr. Clifford has been told by a mortgage broker that on buildings of
this type insurance companies will lend up to two-thirds the value of the
property if the building is occupied by satisfactory tenants.

The Surroudings

The tracks of the Chicago and Northwestern Railroad were adjoining the
property to the south. There was a public siding on the south side of the
tracks directly across from the property. The land on either side of the
railroad tracks for several miles in either direction from the property was
zoned for light manufacturing and wholesaling uses and there were large numbers
of buildings devoted to these activities.

Across'the street to the east of the property was a relatively new
brick-front building with parking facilities in front and on the side. The
building was designed for and was used as a lumber and building materials
distribution center. All the lumber and materials were under roof. Adjoining
the property on the west was a lumber yard with two large metal buildings and
with Tumber stacked outside. Across the street to the north was a public
park and playground occupying the entire block.

The area to the north, northwest and northeast was an older residential
area consisting of two-story frame houses. The area to the east and west
along the railroad tracks contained light manufacturing and wholesaling
activities. The area to the south, southeast and southwest contained a mixture

of light industrial, wholesaling, retailing and residential uses.



Mr. Clifford believed that his property was well located from the
viewpoint of accessibility both to the concentration of people and economic
activity in and around the central business district of Chicago and to the
larger Chicago metropolitan area. The property was located four blocks from
U.S. Route 66, a major thoroughfare. By the way of Route 66 to the east, it
was about seven miles to the central business district of Chicago. By way
of Route 66 to the west, it was about three miles to 1-294, which formed a
semicircle around Chicago and its suburbs. Route 1-294 began to the north
of Chicago, swung to the east, soﬁth and west and ended up to the south of
Chicago. Mr. Clifford pointed out that 1-294 intersected all of the highways
leading into Chicago and its suburbs and all of the highways leading out of
Chicago to outlying suburbs and cities beyond. It had become a major route
for servicing the Chicago metropolitan area.

Competition

The competition facing the Clifford building in early April 1978 was
as follows:

There was an adequate but not excessive supply of buildings well
located and similar to the Clifford building in the Chicago metropolitan area.
The building had accessibility to the various parts of the metropolitan area;
it was one story; there was a truck-high loading dock and more could be
built; there was ample land for more driveway and parking space.

Similar space in the same town as the Clifford Building was bringing
around $2.50 per square foot per year on a gross lease basis when leased to
smaller tenants.

In recent years there has been a considerable development of light
manufacturing and wholesale buildings on 1-294. Some of these were in well-
planned and attractive industrial parks. The cheapest space available to

smaller tenants on 1-294 was $2.35 per square foot per year on a gross lease basis.



There was an excessive supply of old buildings available in the
central business district of Chicago at from $0.75 to $1.00 a square foot
per year on a gross lease basis, but these buildings were not competitive
with the Clifford building. They were multi-story, there was not adequate
loading and unloading space, and there was no parking space. These buildings
were often occupied by the garment industry, which needed a location
easily reached by public transportation to serve its labor force.

01d miil buildings in towns further out from Chicago than this
property could be rented for as low as 30¢ per square foot per year. But
these properties were not competitive since they were multi-storied, were
poorly located with respect to the Chicago metropolitan area, and often

lacked adequate loading and parking facilities.
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Exhibit 2
THE CLIFFORD BUILDING
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Exhibit 3
THE CLIFFORD BUILDING
Calculation of Annual Cost of Administration of Clifford Building

Based on Present Operation

Secretary (18.3% x $15,000) $2,730
Accountant 575
Rent of office (18.3% x 4,800) 880
Phone and electricity (18.3% x $620) 111
Office supplies (18.3% x $600) 110
Advertising (18.3% x $9.00 x 20 weeks) 33
Commissions on Ieases] 2,125

[ (4% x $43, 107)]
Automobile expense (18.3% x $2400) __ k5o
Total $7,014

Note: These costs are the estimated costs of administration as

now carried on by Mr. Clifford with no allowance for compensation to
Mr. Clifford for his efforts. Where an item of expense is attributable
to all the building under Mr. Clifford's ownership and management,

then 18.3% of the item is charged above to the Clifford Building.

This is the relationship between the square feet in the Clifford
Building (43,000) to the square feet in all the eleven buildings
(229,000) .

]Based on one-half of the leases being negotiated by real estate
brokers on a three-year basis. The commission to the broker is 6%
of the rent the first year and 3% the second and third years. For
the three-year period of the lease this averages 4%.
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Exhibit 4
THE CLIFFORD BUILDING
Estimated Operating Statement for a New 21,000

Square Foot One-Story Building]

Maximum gross rental income $52,500
Vacancy and loss of rent (10%) 5,250
Effective gross rent 47,250

Expense:

Taxes2

Insurance
Administration

Heat

Water

Repairs and maintenance
ADT Service

Accountant

) 8n) N en) ) ex) ) )

Net income before depreciation ?

Assumes a new buiiding one-half as large as the present building and,
therefore, assumes one-half the expenses of the present building except
on taxes.

2Assumes that on present property 1/10 of the taxes are against the
land and 9/10 against the building.



Exhibit &

FINANCIAL DETAIL FOR ESTATE PLANNING
OF MR. PAUL CLIFFORD

Original
Date Property Size Cost Land Cost Financing Terms
1955-56 The Clifford Building 42,000 sq. ft. $143,440 $ 15,000 Owned free and clear
1966 Home Twon Building 15,000 sq. ft. 75,000 10,000 75% ratio; 15 year loan

at 73% interest

1968 Adjoining Town Building 30,000 sq. ft. 130,000 20,000 60% loan ratio @ 71%
interest for 15 years

1969 Industrial Park 100,000 sq. ft. 425,000 75,000 90% ratio land contract
@ 8% for 20 years

1972 Nearby Town Building 42,000 sq. ft. 200,000 52,000 80% loan @ 9% for 12 years

Assume all buildings rent at $2.50 per foot, an 8% vacancy loss per year, and an expense ratio not including
brokerage of 40% of gross. Assume one half of properties are rented through brokers at 4% of annual rent on
properties so leased. Assume it would cost $40,000 to add sidetracks, individual access, and other features
required in the Clifford Building. Assume depreciation on 90% of building cost at 3% per annum straight
since purchase. Assume all repairs were expensed and did not affect tax basis. Assume Mr. Clifford wishes
to maximize capital accumulation until he is age 70 and then enjoy an investment income for an inactive
retirement. You may assume age 70 is reached in 1985.

Assume Mr. Clifford to have the following assets and income (excluding real estate assets and income):

Common stock portfolio=--$500,000, providing 4% of value per annum in dividends and 2% per annum appreciation;
average basis $200,000

Bonds--$200,000 at an average rate of return of 6.5%, average basis of $250,000, held more than one year
Life insurance-~face amount $300,000, 65 full paid, average cash value presently 40%, annual net premium
Of $7’000

House--owned as joint tenants with wife, $80,000, no mortgage

Personal property (miscellaneous)--$40,000

Cash in banks--$25,000

Personal living expenses--$25,000

Wife's total net worth--$150,000 ($10,000 in jewelry and balance in securities with basis $100,000)
Average income tax deductions (excluding interest and depreciation)--$10,000

Miscellaneous husband and wife income--$10,000



Financial Detail--Mr. Paul Clifford

Subject to a current tax rate on income, capital gain, estate, and gifts reported in Tax Planning for
Real Estate Transactions, assuming these rates to reflect federal and state taxes combined.

Problem #1l: Calculate Mr. Clifford's approximate net worth, income after taxes, cash net after taxes
and debt service. Suggest what problems exist in regard to his real estate holdings as
indicated by this analysis.

Problem #2: Establish the goals for his estate building program for Mr. Clifford and outline what must
be done with the real estate to advance this plan.

Problem #3: On the basis of the work sheet form Problem #1 and the goals established above, show the
estimated 1985 net worth position of Mr. Clifford if he follows your real estate and
estate planning suggestions.



REAL ESTATE INVESTMENT PLANS OF MR. PAUL CLIFFORD

In April, 1988, Mr. Paul Clifford owned a vacant one-story building in a
suburb of Chicago, Illinois. He was confronted with the nroblem of what to
do. Mr. Clifford empioyed a real estate consultant to advise him. The
consultant has gathered inforwation from Mr. Clifford and from other sources,
but has not complieted his analysis or developed his recommendations.

Mr. Clifford

Mr. Clifford was 63 years 0ld and married. His two sons were grown and
were well established in a business not related to Mr. Clifford.

In 1952, Mr. Clifford established the Clifford Manufacturing Company to
nanufacture electrical coaponenits. He had had previocus experience in this type
of business. He and members of his immediate family owned all the stock in the
company. The company began operations in a leased building, but in 1953, Mr.
Clifford purchased in his own name the land for the Clifford building, and in
1956, constructed the building. He then leased the property to the company and
the company occupied it until the beginning of 1988.

According to Mr. Clifford, the Clifford Manufacturing Company was
successful and by 1965, he had funds to invest elsewhere. In early April,
1988, Mr. Clifford explained his background in real estate to the consultant in
the following words:

By 1965, I decided that real estate was a good investment for the

long run. So I began to look around for income-producing property. i

didn't want to get into residential rentals--either single-family or

apartment units—-because of the problems of dealing with tenants. Office
buildings presented large capital requirements and I had no experience in
that field. Since I knew something about manufacturing and distribution,

I decided to try my hand at buildings used for these purposes. But I

wanted to go slow and learn. I began to look around for possible buys.

In 1966, I bought a parcel of land with a one-story building
containing 15,000 square feet. It was in the same town as Clifford

Manufacturing and was suitable for wholesaling and light manufacturing.
As this type of building goes, it was a small building.



Since things seemed to work out well in this first building, In 1963,
I bought a 30,000 square foot similar building in an adjoining town.

In 1969, I bought a parcel of land containing seven, one-story
buildings with 100.C00 sguare feet in an aajoining town. These buildings
were similar to the earlier buildings purchased except they needed
considerabie repair -tv bring them up to a level to attract and hold
desirable tenants. I had the repair work done over a periocd of time by my
crew of five regular workmen.

In January, 1982, 1 bought a 42,000 square foot, one-story building
in another nearby town.

By the end of Januwary, 1988, I owned 11 buildings on 5 parcels of
jand located in 4 adjoining towns, with a total of 229,000 square feet of
buildings. The properties were fairly close together--the two properties
that were furthest apart were separated by about six miles. All the
baildings were of the same general type. They were one-story buildings
suitable for light manufacturing and wholesaling.

The buildings stayed occupied on the average about 90 percent of the

time. Whenever I had a vacancy I ran a $30 ad in the newspaper. I ran
this ad about 20 weeks out of the year.

I also leased through real estate brokers. If a broker found a
suitable tenant, I paid him the regular commission on the lease of 6
percent of the rent as collected during the first year and 3 percent
thereafter for the term of the lease. About half of my buildings are
rented through brokers. They can often locate prospects when I can't.

When I bought the seven buildings that needed considerable repair in
1969, I hired five workmen and have had them on the payroll ever since.
There is an electrician, plumber, mason, carpenter, and general handyman.
They cost me $75,000 a year. These men like to work for me because they
get paid 532 weeks a year. 1 did not use them on the building occupied by
Clifford Manufacturing because under the terms of the lease, the company
was obligated to maintain the building.

Mrs. Brown, my secretary, keeps all the records on these buildings
and keeps up with the paperwork generally on them. She costs me $15,000 a
yvear. I spend $1,250 a year on an accountant in connection with the
Clifford Building.

I have never tried to keep records by individual buildings on cost of
physical maintenance, but I estimate that on annual basis is costs about
$0.15 for materials and another $0.50 for labor per square foot of
building. These estimates also include costs of maintaining the grounds
around the buildings.

With the exception of the building that has been occupied by Clifford
Manufacturing, all my buildings have been on gross leases. That is, I
take care of all repair work on the buildings and supply heat and water
for nonindustrial uses. The tenants pay for electricity and for gas and
water used industrially. The tenants supply and air-conditioning



equipment and pay for the cost of operating it. The tenants normally pay
for improvements on the inside of the building. but this is something I
will negotiate on. What I will do depends on whether the imnrovements
would be of benefit to future tenants and how anxious I am to land the
particular prosgect.

i normally iike to enter 1into a three-year lease. If the tenant
wants a renewal clause at the same rate, I am willing. 11 want a tax
escalator clause in the lease so that if tne real estate taxes on the
property go up after the first year of the lease, the tenant bears the
fnll amount of this increase.

In leasing a larger building, I have found that I can get $0.15-.40
more per square foot by breaking the building up among two or more small
tenants rather than leasing to one large tenant. Also, my risk is
spread. If I lose one tenant, I still have rent coming in from the others
in the building.

In January of this year, I sold Clifford Manufacturing to a larger
company in the same general field. The agreement was that this company
woald occupy the building until the end of March at no additional cost and
then would move. The company wanted to consolidate all the operations at
its owm building. This explains why I have an empty building on my hands.

The Land and Building

The one-story Clifford building contains 42,000 square feet and is located
on a parcel of land containing 190,000 square feet. Exhibit 1 shows the land
and buildings and Exhibit 2 the details of the building.

The front of the lot is about three feet above the sidewalk and is level
to the front of the building, which sets back about 110 feet from the
sidewalk. The first section of the building is at this elevation. Beginning
at the point where the first bend occurs in the building, the remainder of the
building is a story lower. A stairway in the center of the back portion of the
first section leads to the lower level. Beginning halfway between the front of
the building and the first bend in the building, the land begins to gef lower.
The ground level along the lower section of the building facing the street is
about a foot below the bottom of the basement windows and about two feet above

the inside floor level. As Mr. Clifford pointed out, this section of the



building appears low when viewed from the front. However, on the back side of
the building the ground level is about three feet below the inside floor level
and continues to get slkrightly lower towards the west lot line.

On the south side of the lot, ihe elevation begins to decline halfway
between the front of the building and the first bend in the building and
continues until at fhe back side of the building the inside floor level is
about three feet above the ground level. The land adjoining Mr. Clifford's
preperty on the west is about two feet lower in elevation than is the west edge
of Mr. Clifford's lot.

In the front of the building there is an asphalt-top driveway and parking
area for about 12 cars.

The north end of the building has a large door that swings up making a
truck-high loading dock. The area between the north end of the building and
the side street has an asphalt top.

There are about six large trees on the lot.

To the northeast of the Clifford's property and in the same block are
four, two-story frame residences. These residences are over 30 years old and
are occupied by the owners. Mr. Clifford shares in the ownership along with
the two abutting property owners, of a 40-foot wide driveway easement between
the residential lot on the south and the lot across the easement to the north.
This easement has never been used by Mr. Clifford. It is shown on Exhibit 1.

There are no easements on the Clifford property.

The land is zoned for light manufacturing and wholesaling.

The walls of the building are of cinder blocks and concrete blocks and
contain large metal easements windows. The outside walls are coated with
stucco. The inside walls are painted over the cinder blocks and concrete

blocks. The tar-paper and tar roof is flat with pipe trains on the outer walls



to the ground below. The floor is three-inch concrete on a gravel base on top
of dirt. The building is heated from a central boiler room, where fuel o0il is
used in the furnace. There-are four fire wells that are indicated by the lines
dividing the buiiding in Exbibit 2. Taere are large, heavy metal doors in the
fire walls. The building_ is egquipped throughout with a sprinkler system and
with the ADT Service.1 which costs $1,200 a year.

The land coantains 190,000 square feet (4.36 acres) and was purchased by
Mr. Clifford in 1955 for $15,000. This was 7.9 cents per square foot; land
value in 1988 is $1 per square foot. 1In 1956, Mr. Clifford constructed the
building and put in the asphalt topping on the front and north side for
$143,440. In 1968, he installed the sprinkler system for $11,690. The total
cost of the building, therefore, was $155,130. This amounted to $3.69 per
square foot. Mr. Clifford has depreciated the building and the sprinkler
system at 4 percent a year. The building is in good repair.

The Clifford Manufacturing Company leased the property from Mr. Clifford
for $2,500 a month on a net lease basis. This was 71 cents per square foot for
the entire building on an annual basis. Under this net lease arrangement the
company paid all the expenses, including taxes, in connection with the
property. As Mr. Clifford explained, this was a common form of lease

arrangement when an entire building was being leased to one tenant.

The ADT {(American District Telegraph Company) service provides a
signaling device between the building and office of ADT so that a
signal is flashed in the office of ADT if the temperature of the
building falls below 50° or if the sprinkler system goes off. When
the signal is flashed, the ADT personnel immediately starts phoning a
list of people supplied by the buyer of the service until someone on
the list is reached and notified. Among the advantages of using this
service is a lower insurance rate.
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Since the Clifrfcrd Manufacturing Company was responsible for all
maintenance on the buildings and grounds, whenever something need to be done. a
company employee was assigned to do it. Records were not maintained in such a
way that the costs of labor and materials for maintenaince could be determined.

For the past three years, the cost of heating the building has averaged
$23,600 per year, and the cost of water has averaged $600. The taxes in 1987
were $42,000. The cost of insurance has been $4,000 annually.

Based on experience with his other buildings. Mr. Clifford in April 1988
believed that he could lease the building for about $4.15 per square foot per
vear on a gross lease basis by leasing to several tenants and by making certain
improvements discussed below. Under this gross lease arrangement, Mr. Clifford
would maintain the exterior of the building, repair any defective pipes and
wiring in the interior or exterior, and provide heat and water for
nonindﬁstrial uses. The lease would contain a tax escalator clause so that if
the taxes on the property increased after the first year of the lease, the
tenant would bear the full cost of the increase.

Mr. Clifford has developed the following estimates of the cost of
preparing the building and grounds for leasing:

1. Asphalt-top driveway from west side of building to

lot line; connect parking area and driveway in front
of building with parking area to southwest of
building and driveway around south side of building;

and re-top present driveway and parking area in front
of and on the north side of building.

COST: $29,240
2. Preparing the land for the asphalt topping: 3,200
3. Improvements to the building that would be
required by the tenants: 60,000
4. TOTAL - $92,440 .



Mr. Clifford estimeted that it would cost him between $30-35 a square foot to
construct this building in 1988; this would not include improvements to the
land such as driveways and parking areas.

Mr. Clifford had been told by 2 real estate broker that buildings similar
to this building are selling in 1988 for approximately eleven times the annual
net income before depreciation, but that buyers are not inéerested unless the
building is occupied by satisfactory tenants.

Mr. Clifford has been told by a mortgage broker that on buildings of this
type, insurance companies will lend up to two-thirds the value of the property

if the building is occupied by satisfactory tenants.

The Surroundings

The tracks of the Chicago and Northwestern Railroad were adjoining the
property to the south. There was a public siding on the south side of the
tracks directly across from the property. The land on either side of the
railroad tracks for several miles in either direction from the property was
zoned for light manufacturing and wholesaling uses and there were large numbers
of buildings devoted to these activities.

Across the street to the east of the property was a relatively new
brick-front building with parking facilities in front and on the side. The
building was designed for and was used as a lumber and building materials
distribution ;enter. All the lumber and materials were under roof. Adjoining '
the property on the west was a lumber yard with two large metal buildings and
with lumber stacked outside. Across the street to the north was a public park
and playground occupying the entire block.

The area to the north, northwest, and northeast was an older residential

area consisting of two-story frame houses. The area to the east and west along



the railroad tracks contained light manufacturing and wholesaling activities.
The area to the south, southeast, and southwest contained a mixture of light
industrial, wholesaling, retailirg, and residential uses.

Mr. Clifford believed that his property was well Iccated from che
viewpoint of accessibility both to the concentration of people and economic
activity in and around the central business district of Chicago and to the
larger Chicago metropolitan area. The property was located four blocks from
U.S. Route 66, a major thoroughfare. By the way of Route 66 to the east, it
was about seven miles to the central business district of Chicago. By way of
Route 66 to the west, it was about three miles to I-294, which formed a
semicircle around Chicage and its suburbs. Route 1-294 began to the north of
Chicago, swung to the East, south and west, and ended up to the south of
Chicago. Mr. Clifford pointed out that I-294 intersected all of the highways
leading into Chicago and its suburbs and all of the highways leading out of
Chicago to outlying suburbs and cities beyond. It had become a major route for

servicing the Chicago metropolitan area.

Competition

The competition facing the Clifford Building in early April 1988 was as
follows:

There was an adequate but not excessive supply of buildings well located
and similar to the Clifford Building in the Chicago metropolitan area. The
building had accessibility to the various parts of the metropolitan area; it
was one story; there was a truck-high loading dock and more could be built;
there was ample land for more driveway and parking spéce.

Similar space in the same town as the Clifford Building was bringing
around $4.15 per square foot on a gross lease basis when leased to smaller

tenants.



In recent years there has been a considerable development of light
manufacturing and wholesajle buildings on 1-294. Scme of these were in
weli~-planned and attractive industriai parks. The cheapest space available to
smaller tenauts on I-2394 was $3.35 per sguare foot per year on a gross lease
basis. |

There was an excessive supply of old buildings available in the central
business district of Chicago from $1.75-2.00 a square foot per year on a gross
leased basis. but these buildings were not competitive with the Clifford
Building. They were multi-story, there was not adequate loading and unloading
space, and there was no parking space. These buildings were often occupied by
the garment iIndistry, which needed a location easily reached by public
transportation to serve its labor force.

0ld mill buildings in towns further out from Chicago than this property
could be rented for as low as $.80 per square foot per year. But these
properties were not competitive since they were multi-storied, were poorly
located with respect to the Chicago metropoclitan area, and often lacked

adequate loading and parking facilities.
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FINANCIAL DETAIL FOR ESTATE PLANNKING OF
MR. PAUL CLIFFORD

. Original

Date Property Size Cost Land Cost Financing Terms

1955-56 The Clifford Building 42,000 sq. ft. $ 143,440 $ 15,000 Owned free and clear

1976 Home Town Building 15,000 sq. ft. 275,000 10,000 75% ratio; 15 year loan @
7-1/2% interest

1978 Adjoining Town Building 30,000 sq. ft. 450,000 80,000 60% loan ratio € 7-1/2%
interest for 16 years

1979 Industrial Park 100,000 sq. ft. $2,000,000 200,000 90% ratio land contract @
8% for 20 yeurs

1982 Nearby Town Building 42,000 sq. ft. 800,000 100,000 80% loan @® 9% for 12 years

Assume all building rent at $4.15 per foot, and 8% vacancy loss per year, and an expense ratio not
including brokerage of 25% of gross. Assume one half of properties are rented through brokers al 4% of
annual rent on properties so leased. Assume it would cost $40,000 to add sldetracks, individual access,
and other features required in the Clifford Building. Assume depreciation on 90% of building cost at 3%
per annum straight since purchase. Assume all repairs were expensad and did not affect tax hasis. Assume
Mr. Clifford wishes to maximize capital accumulation until he is apge 70 and then enjoy an investment income

for an inactive retirement.

You may assume age 70 is reached in 19u5.

Assume Mr. Clifford to have the following assets and income ( excluding real estate assets and income):

Common stock portfolio--

Bonds——
Life Insurance--—

House--

Personal Property--

Cash in Banks--

Personal Living Expenses—-—

Wife's Total Net Worth--
Average Income

Tax Deductions--
Miscellaneous Husband

and Wife Income—-

$1,500,000, providing 4% of value per annum in dividends and 2% petr annum
appreciation.

$1,200,000 at an average rate of return of 6.5%,

face amount $300,00, 65 full paid, average cash value presently 40%, unuual net
premium of $7,000.

owned as joint tenants with wife, $180,000, no mortgage.

$40,000 (miscellaneous)

$75,000

$65,000

$150,000

$10,000 (excluding interest and depreciation)

$10,000
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FINANCIAL DETAIL--MR. PAUL CLITYORD

Subject to a current tax rate on income, capital gain, estate, and gitts reported in CCH Hapdbhook, assuming
these rates to reflect federal and state taxes combined. -

TASK #1: Calculate Mr. Clifford's approximate net worth, income aufter taxes, cash net after taxes and debt
service. Suggest what problems exist in regard to his roul wstate holdings as indicated by this
analysis.

TASK #2: Establish the goals for his estate building program faer Mr. €Clifford ‘and outline what must he
done with the real estate to advance this plan.

TASK #3: On the basis of the work sheet from Task #1 and thu goals outablished in Task #2, shuw Uhe
estimated 1995 net worth position of Mr. Clifford if he follows your real estate suggesiions.

Use MR CAP to analyze this situation. Take the total land cost as a single entry and then treat each of
the building complexes as a single capital component taking the orlginal cost and subtracting the land cust
for that complex. Treat the common stock, bonds, and life insurance cash as a single initial working
capital reserve invested at 6% after tax. Once you have determined his net worth add back personal
property such as the house, personal checking account and so on. Create an expense account which includes
average income tax deductions. Don't be concerned with small accounting discrepancies, confusing precision
with an accurate forecast of net worth for planning purposes. HINT: Assuming the date of analysis is
1988, enter only the remaining balance on any mortgages, the original constant and the interest rate rather
than the original amount of the loan.
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Section IV: Special Problem Cases - Case No, 20

Tanglewood Properties

Introduction

A group of six investors is interested in buying a package
of properties owned by three partners in Dallacs. The packaqe
consists of eleven separate apartment pro,jects located 1n Austin
and San Marcos, Texas, Initially, the investors were 1nterested
in only one of the projects - Tanglewood North in Aus+tin, Fur -
ther negotiations resulted in the investors purchasing tire entire
package of eleven properties. ‘

Instruction Objectives

1, To expose students to the analysis of a decision involving a
packKage of more than one property,

2. To analyze the structure and terms of a joint venture
agreement.,
2. To amalyze the agreements made between a buyer and a seiler

in the sale of an apartment project,

4, To provide students an opportunity to analyze the structure
of a financial package acceptabhle to the investors, the
seller, and the lender,

S To analyze the structure of the commission negotiated by the
syndicators, .

Background

In the fall of 19869, an Austin investor, Mr. Charles

Davidson, was considering purchasing the Tanglewood Ncrth
Apartment Complex, located on 45th Street in Austin, Texas. The
complex was owned by a partnership of three Dallas men - Alan

Liddel), Frank Liddel}, and Charles Knappe. Mr. Enappe cwned <0<
of the property, with the Liddells sharing equally in the other
S50%. Mr. Davidson and two investors were willing to put down
about $150,000 i equity cask on the progjgect.

The Tanglewood Properties

The Tanglewood North complex was one of a group of eleven
projects imn the Austin and San Marcos area owned by the three
Dallas partners, The projects were collectively Known as the
Tanglewood Properties, and consisted of the following apartment
complexes:
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Manor Viila - 2401 Mancor Road - Austin

Chateau LeGrand - 1807 Pecquito Street - Austin
Tanglewood East - 2604 Manor Road - Austin
Tanglewood West - 1403 NorwalK Lane - Austin
Tanglewpod North (i) - {020 E. 45th Street -~ Austin
Tanglewoood North (2) - 1020 E+ 45th Street - Austin
Regernt - 1319 E, 19tk Street - Austin

Timbers - 1307 Norwalk Lane - Austin

Villa Marquis - San Marcos, Texas

S5tafford House ~ 22nd and Safford Streets - Austin
The other property in the eleven-property package, the

Tanglewcocod West Annex at 1315 Neorwaik Lane, was made a part of
thhe Tanglewood West project for purposes of analysis.

The package represents a total of 456 units. The
projects were mostly student apartments, with the exceptiorn of
the Chateau, the Regent, and the Stafford House, which were
predominantly occupied by adult, low-income blacks, A few of the
apartment projects were in relatively sound financial and
physical condition, with good investment potential - others were

not deoimg well.
Problems Facing the Dallas Owners

As a result of mismanagement and partner disputes, most
of the properties were in a negative cash flow position., The
partners disagreed on how the projects should be managed, who or
what was responsible for their adverse condition,  ard what to do
to remedy the situation. Mr. Knappe was especially disenchanted
with the whole deal, and wanted to sell the properties and termi-
hate his partnership interest with the Liddells.,

When Mr, Davidson approached the partners expressing his
desire to buy the Tanglewood North complex, the partners offered
to sell him the entire package of eleven properties. Following
negotiations, they agreed on a %3,201,000 price for tihe pacKage
deal, with $400,000 of equity cash on the front end, leaving a
balance of 2,801,000 to be financed. Mr» Davidson agreed to
take the proposal back to his investors to analyze the proposed
investment package, and to determine whether or not he could
raise the required $400,000 in equity.

]
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Financial Information

Supplied with the necessary supporting documents, Mr.
Davidson generated the following financial data on the eleven
properties for his analysis of the propesed investment:

Gross Income: 9 months at 462, 137 /month = $559, 233
2 months at 48, 887 /month = 145,461
Total Gross Income 704,694
Lessy Vacancy Allowance (7% of Gross) __49,2329
Gross Effective Income $6355, 365
Less: Annual Operating Expenses:
Insurance $23, 100
Utilities 43, 500
Taxes 73,000
Trash Removal 5,642
Maintenance & Repairs 38,500
Professional Management a9, 322
Miscel laneous 38, 500
T+V. Cable 7,100
Resident Manager 24,608
Total Operating Expenses £293, 272
Net Operating Income $362, 093
Less: Annual Payment on Debt Service _281, 144
Net Cash Flow Before Taxes $30, 944

The Net Operating Income figure does not include the debt
service payments required on the financing to buy the properties.
The investors required a before-tax cash-on-cash return (ROE -
cash flow before tax / equity investment) of 20%.

Income from the properties was highest during the Fall,
Winter, and Spring months - September through May., Lower Summer
rental rates and a softer apartment-rental markKet adversely
affected the income-producing capability of the properties in the
Summer months - June through August.

Factors Involved in the Investment Decision

Other factors were involved in the investors’® decision
besides financial information. Around 1969 and 1970, apartments
in Austin were in high demand, especially the projects located
near the University or near the shuttle bhus route. Occupancy
tlevels were high, rents were increasing, and the projections for
the apartment market were optimistic. Resides the possibie tax
shelter typically offered by apartment investments, the projects
also seemed to have the potential of generating substantial
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positive cash flow. Overall, it looKed liKe an opportune time to
invest in good apartment projects in Austin.

Mr. Davidson has experience and background in property
management. He and an associate investor were partners in
several deals requiring their skKills in real estate investment
analysis and property management. The passive investors intended
to utilize this knowledge and expertise in real estate to assume
some of the required financial and managerial responsibilities of
the properties.,

Areas of Concern for the Investors

There were several drawbacKs for the investors in settling
the deal. First was the uncertainty of raising the required
400,000 in equity:. Mr. Davidsorn had been prepared to offer only
a $150,000 down payment. Either the present investors had to
come up with the extra money, or additional investors would have
to be found. Also, the financial and physical condition of some
of the apartment projects would have to be further evaluated to
determine their effect on the property’'s profit potential. Some
of the compiexes needed substantial repairs. Thirdly, mortgage
morey was extremely tight at that time, and the investors were
concerned about the interest rate they would have to pay for the
required $2,801,000 financing.

The Decision

Based on a thorough analysis of the proposed investment, the
investors decided to purchase the eleven properties, assuming
they could cobtain the required fimancing. The $400, 000 equity
money was secured through the addition of two additional
investors. Besides the imitial two investors willing to put up
$75, 000 each, the two others wanted to buy into the deal at
€100, 000 each, This left the group $50,000 short of the required
$400, 000, M-, Davidson and his associate mahaging investor
agreed to contribute the additional $50,000 needed to satisfy the
equity requirement. The resulting ownership percentages were as
follows:

i:. A & B %100,000 investors - 25% each
2, C & F initial! investors at $75,000 - 18.,75% each

3. Mr. Davidson (D) and his associate (G) split the
remaining 12.5% - 6.25% each

The land was valued at $432,000, with the balance allocated
to improvements., The proeoperties qualified for the 125%
accelerated depreciation method, and the improvements were to be
depreciated over 20 years. The partners’ average ordinary
{marginatl) income tax bacKet was 50%.



Aware of the condition of some of the projects inciuded
in the package, the investors required a means of divesting some
of the properties over the next few years without violating a
Sales or mortgage restriction, The negotiated mortaage,
therefore, had to include a mandatory release clause to enable
the investors to sell off individual progects in the package
without forfeiture or penalty,

The Closing
An agreement was reached between the Dallas partners and the
new group of investors on the terms of the closing. Details of

the closing statement included the following information:

Sales Price: $3,201,000

= R T

Title Policy %3, 233

Mortgage Policy 15

Recording Releases ____1s

Total Expenses 9, 263

Less: January Escrow Deposits 4,323
Unearned Insurarnce Premium 4,451

Net Expense of Seller $ 489

January Escrow Deposits $2,660
Special Jarnuary Escrow Deposit 4,323
Unearned Insurance Premium 4,451
Recording ___ 1490
Total Expenses of Investors $ 11,534

These figures did not incliude commissions paid in relation
to the sales transaction. The transaction was closed subsequent
to the Dallas sellers’ payment of the January escrow of 4,323,
The investors reimbursed the sellers for the January escrow
payments., An ‘additional $2,660 in escrow payments was paid by
the investors to supplement the escrow account, The net result
of the closing was an additional %$11,3534 outlay to the investors,
in addition to the $400,000 equity money,

Form of Ownership

The partners now had to determine the optimal form of
ownership to employ in the operation of the properties. At the
initial partnership meeting, Mr. Davidson, the partner with
experience in real estate and property management, suggested a
Joint venture, M+ Simpson, a 25% partrner/investor, expressed
his reluctarce toward the suggestion by admitting that he was
not very familiar with the jeoint venture form of ownership. For
purposes of explanation, Mr. Davidson offered to draw up the
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joint venture agreement and submit it to the other investors for
their approval and comments at the next meeting., The investors
agreed to Mr. Davidson’s offer, and the meeting was adjourned,

HERRERAEEERRERERREF®
QUESTIONS

1. What Kind of a financial arrangement could be structured to
meet the needs of the investors, the seller, and the lender?

2, Was this a good deal for the investors? Include a computer
analysis of the investment to support your answer.

=, What agreements are made im a contract betweern the buyer and
the seller in relation to the sale of an apartment project?

4, What 1is a joint venture? Compare and contrast the joint
venture form of ownership with a general partnership. What
are the responsibilities of the mamaging partmer of a joint
venture’? What are the responsibilities of the
mamaging partner of a partnership? What information is
included in a joint venture agreement?

KEXREEREEXEREREXREXXN
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Written by James J. Ablan & James A. Graaskamp, 1976. Reprinted with permission.

DEMONSTRATION OF THE USE OF THE
INVESTMENT PARAMETER MATRIX
Investment characteristics of each investment vehicle
have been related to a standard set of factors and scored for
relative favorability on a scale of 1, 3, 5 with 5 being the
most favorable. Raw scores for each class of factors can be
weighed for compatibility with particular investment objectives.
The sum of the weighed scorer may help identify the type of
investment best suited for a particular investor.
Six classes of investment characteristics were selected:
1. Current Income
2. Short Run Risk
3. Long Run Risk
L. Long Term Appreciation
5. Liquidity
6. Entrepreneurial Skills
Each of the six classes of investment characteristics
is composed of a set of investment parameters which afflect
the favorability of a particular investment characteristic.
For purposes of illustration the investment objectives
of a particular investor are assumed. For purposes of sim—
plicity the investment objectives will be defined in terms of
the importance of a class of investmenﬁ characteristics rather
than in terms of specific parameters. Either method may be

employed.



Assume:

Assume:

2
Investor A assigns the following weights based

on the importance of each of the six investment

characteristics.

1. Current Income .10
2. Short Run Risk .30
3. Long Run Risk .20
L. Long Term Appreciation .20
5. Liquidity .10
6. Entrepreneurial Skills _.10

1.00
Investor B assigns the following weights based

on the importance of each of the six investment

characteristics.

1. Current Income .40
2. Short Run Risk .10
3. Long Run Risk .20
L. Long Term Appreciation .00
5. Liquidity .20
6. Entrepreneurial Skills _.10

1.00
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RAW SCORES FOR INVESTMENT CHARACTERISTICS

Farmland
Cash Crop Livestock Shopring
Rent Share Share Center
I. Current Income 7 13 7 11
II. Short Run Risk 16 8 12 16
ITI. Long Run Risk 13 11 7 15
IV. Long Term Appreciation 16 14 12 12
V. Liquidity 16 16 6 12
VI. Entrepreneurial Skills 21 15 11 19

Raw scores are based on the relative favorability of an
investment type to the investment characteristics. Explana-—
tion of the assignment of raw scores for farmland and shopping

center investments are included in later sections.



INVESTOR A

Livestock Shopping

Cash Rent Crop Share Share Center
I. Current Income 7x 1= .7 13 x.1= 1.3 7x .1 = S 11 x 1= 1.1
IT. Short Run Risk 16 x .3= L8 8x.3= 2.4 12x.3= 3.6 16x.3= L8
III. Long Run Risk 13 x .2 = 2.6 11 x .2 = 2.2 7x.2= 1.k 15x .2= 3.0
IV. Long Term Appreciation 16 x .2 = 3.2 14k x .2 = 2.8 12 x .2 = 2.k 12 x.2= 2.4
V. Liquidity 16 x .1= 1.6 16x.1= 1.6 6x.1= .6 12x.1l= 1.2
VI. Entrepreneurial Skills 21 x .1 = _2.1 15x .1 = _1.5 11 x .1 = 1.1 19 x .1 =_1.9
15.0 11.8 9.8 1.4

Raw scores are weighed by the relative importance of the investment characteristics.
'Weighed investment characteristics are summed to indicate which investment type best suits
investor A's investment objectives. Apparently cash rent farmland or shopping center invest-

ments are to be preferred.



INVESTOR B

Livestock Shopping

Cash Rent Crop Share Share Center
I. Current Income 7x 40 = 2.8 13 x .0 = 5.2 7x.L0=2.8 11 x .40 = L.bL
II. Short Run Risk 16 x ,10= 1.6 8x .10= .8 12x .10=1.2 16 x .10 = 1.6
III. Long Run Risk 13 x .20 = 2.6 11 x .20 = 2.2 7 x .20 = 1l.4 15 x .20 = 3.0

IV. Long Term Appreciation 16 x .00 = O 14, x .00 = O 12 x .00 = 0O 12 x .00 = O

V. Liquidity : 16 x .20 = 3.2 16 x .20 = 3.2 6 x .20=1.2 12 x .20 = 2.4
VI. Entrepreneurial Skills 21 x .10 = _2.1 15 x .10 = 1.5 1l x .10 =1.1 19 x .10 = _1.9
12.3 12.9 7.7 13.3

Raw scores are weighed by the relative importance of the investment characteristics.
Weighed investment characteristics are summed to indicate which investment type best suits
investor B's investment objective$ Apparently shopping(enter and crop share and cash rent
farmland investments should be considered.

It is possible to introduce greater variability into the weighfed investment characteristic

sums by either employing a wider range of raw scores or weighing investment parameters individ-

ually.
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PRELIMINARY REMARKS: FARMLAND

This digest of investment parameters is based on discus-
sions with Paul Craig, Wisconsin Farm Service, Inc., and Erlin
Brannstrom, research associate, Dept. of Agricultural Economics,
University of Wisconsin.

Each of the investment parameters have been discussed
relative to three basic farm operation types: Cash rent,
crop share, and livestock share. A more complete breakdown
of the various enterprises has been suggested if further study

of farmland investment is warranted.

}M‘ Jamss  Ablas

Jlame s G'mu .'cd.«v—za

A.rpx?»@ 1976



Reprinted with permission.

I. Current Income

A. Cash on cash returns
B. Tax shelter returns
C. Control of timing of revenue stream

II. Short Run Risk

A. Potential variance in revenue stream

B. Potential variance in expense outlays

C. Net income sensitivity to retail orice level

D. Time required to enter alternative land use plan

IIT. Lone Run Risk

A. Resale orice sensitivity to retail price level
B. Leverage
C. Vulnerability to political environment

IV. Lonc Term Appreciation

A. Cost of entry

B. Equity build-up returns

C. Price appreciation on resale
D. Capital gain returns

V. Liguidity

A. Search time
B. Cost of entry
C. Time horizon
D. Sale time

VI. Entrevreneurial Skills

A. TForecasting

B. Political

C. Planning and construction
D. Leasing and marketing

E. Property management
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I. CURRENT INCOME

A. Cash on Cash Return

Major types
of enterprises: Cash Rent Crop Share Livestock Share

Return on cash
investment: &% 10% 8%

The above are historical averages for the past five years
on equal shares, which have been adjusted for absentee owner-
ship. Returns double those shown may be realized in the
superior management.

Each of the major enterprises is a composite of several
sub~categories. For example, under livestock, the return for
feeder pigs was 14%, dairy cows 4%, and beef cattle 3%. The

following breakdown is proposed by P.C.

Cash Rent Crov Share Livestock
Tillable Acres Corn Dairy Cows
Pasture Soy Beans Replacement Heifers
Buildings Oats Beef Cow-Calf
Houses Hay Feeder Cattle
Wheat Yearlings
Peas Feeder Pigs
Sweet Corn Sow to Finish

In the matrix cash rent, .crop share and livestock share
are scored 3, 5 and 1 respectively. In the near future grain
farms are expected to yield higher returns due to better mar-
keting skills and techniques utilized in a more favorable

market. Crop shares are scored more favorably than cash rent
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since the latter represents a fixed return while the former
affords greater flexibility to capitalize on opvortune market-
ing. Livestock shares are scored the lowest since political
pressure will hold down product prices while increased feed

grain costs will raise expenses.

B. Tax Shelter Returns

Agricultural operations are permitted use of the cash or
accrual basis of accounting to their distinct advantage. Al-~
most all tangible property may be depreciated on a.componentized
basis. Due to rapid technological advances in livestock man-
agemenﬁ techniques, the functional obsolescence of buildings
proceeds at a faster rate than the actual physical obsoles-
cence. The IRS recognizes this fact and publishes guidelines
for asset depreciation which reflect functional obsoclescence.
The functional obsolescence for farm machinery is more accent-
uated than for buildings. Depreciation is also permitted on
breeding cattle such that while the cattle are increasing in
value they are being depreciated. The conversion of feed
protein to animal protein promotes convérsion of ordinary in-
come to capital gains. Cattle must be held for two years and
must be for dairy or breeding purposes to qualify for capital
gains treatment. Investment tax credit is permitted on all
personal property (e.g., silos, cattle, milking machinery) up
to $100,000. Ten percent of the asset cost is a direct write

off on the tax bill. A seven year holding period is required
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to avoid recapture. Orderly improvement proérams can maximize
this advantage.

Livestock farms offer more tax cover since more depre-
ciable assets_(building, machinery, cattle) are involved. 1In
the case of cash rent or grain farms it should be noted that
unused buildings cannot be depreciated.

The scores for cash rent, crop share and livestock share
are 1, 3, 5 respectively. Livestock farms permit the most
tax cover from depreciable assets and promote the conversion
of ordinary income to capital gain. Crop share operations can
take advantage of cash accounting since purchases are expensed

in the year purchased, and sales included in the year sold.

C. Control of Timing of Revenue Stream

Certain livestock and all grain farms may alter the
revenue stream by controlling the timing of product sales.
In particular, grain may be stored for sale at a more oppor-
tune time or may be sold on the future market.
Example: .
In the last year grain prices have decreased $1 per bushel.
300 acres at 125 bu/acre = 37500 bu x $3.50/bu - $131,250
37500 bu x $2.50/bu - $ 93,750
29% loss

]

300 acres at 125 bu/acre

i

This loss could have been somewhat avoided by changing

the normal revenue strean.
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Livestock operations offer less control of revenues but
more control of expenses since purchases of storable feed
grain and hay will be reflected in the bottom line. 1In a
livestock operation the conversion of feed protein to animal
protein reaches a point of diminishing returns; expected mar-
ket price increases must be substantial to warrant holding
livestock once this point is reached.

Cash rent, crop share and livestock share are scored
3y 5y 1 respectively. Cash rental payments for land and/or
buildings as determined in owner/renter negotiations usually
include a portion of the crop as payment. This feature allows
the owner some flexibility in the timing of crop share sales.
Livestock sales face market prices and a constrained ootimal
sales time, thus there is little control of timing of revenue.
As illustrated, grain operations offer the most flexibility in

controlling the timing of the revenue stream.
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JI. SHORT RUN RISK

A. Potential Variance in Revenue Stream

Livestock and grain farms may produce orderly selling
patterns based on production. With the exception of dairy
farms, livestock production has more inherent variance than
does grain production. Livestock prices have more variance
than crop prices. In recent years the volatility of market
prices has increased. Livestock production permits more man-
agerial control in terms of animal husbandry practices and
feed purchases. In livestock production feed costs reopresent
at least 50% of the cost of production. Grain production is
strongly dependent on the weather. Government policies are
continuing major attempts to control and promote increased
output. Grain farms have price guarantees in the form of loan
guarantees should price expectation not bte fulfilled. Dairy
farm milk production enjoys very stable revenue flows since
price floors are established by the Federal government.

The opportunity exists to choose enterprises which have
favorable covariance characteristics. For example, when grain
prices are high, grain farming is relatively pfofitable; high
grain prices translate to high feed costs for livestock opera-
tions and consequently the profitability of feeder livestock
enterprises will be depressed, vice versa.

Cash rent income is more stable than actual partiéipation
in the farming. Adjustments to rental rates usually follow

grain market price trends by'at least a one year lag.
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Typically a cash rent position is in the form of a long term
oppion to lease with the rental rate set on a yearly basis.

Cash rent, crop share and livestock share are scored 5,
3,.3 respectively. Cash rent is fixed at the beginning of the
year, consequently there is little variance in the revenue
stream. While livestock operations have the most inherent
variance, they also permit greater managerial control. Conse-

quently livestock share and crop share are scored the same.

B. Potential Variance in Expense Outlavs

Controls of variable costs can be projected prior to
enterprise entry. Orderly capital improvement programs can
be followed. Total expenses are much more controlable than
total revenues.

For grain farms a long planning time (Jan. l-Mar. 1) per-
mits more exacting estimates of expenses. Livestock enter-
prises have less control since the health of the animals and
feed prices are more difficult to project. Expense variance
in the cash rent situation can be contractually laid off on
the léssee.

Cash rent, crop share and livestock share are scored 5,
3, 3 reséectively. These scores parallel those for potential
variance in revenue stream since the potential variance in a
function of possible managefial control which is a function

of the nature of the particular enterprise.
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C. . Net Income Sensitivity to Retail Price Level

The Consumer Price Index, a barometer of inflation, is
in part composed of food prices (24.8%). ‘Since 1972, the
proportionate increases in food prices have outpaced increases
in other goods and. services measured by the index. However
the increase in food prices is not reflected totally at the
farm level; in fact, the farm retail price spread is continu-
ing to widen, i.e., proceséors and distributors are receiving
a.larger share of the price increases.

.Farm products fare market prices which are determined by
supply and demand. While government policies have had the
affect of increasing deménd by increas;ng farm exports,
government policies have also removed much of the control on
supply. The result is that the market is given a freer rein
in determining prices. The prices have been much more vola-
tile. |

Prices for feed grains (crop shares) are to a large ex-
tent influenced by exports. However large swings in prices
have little effect on the retail price level. As feed vrices
increase, cattle feeding operations substitute grass for corn
to cut feed cover and thus reduce the needed market price.
The ability to do this has been increased by the USDA re-
definition of meat grades. Now leaner beef (less corn and
more grass feeding) can obtain the "choice" grade and market
price. Even if feed substitution did not take place, the

effect of large fluxuations in the market orice for feed
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grains would little affect the retail oprice level (CPI).
The approximate direct and indirect effect on annual averages
per capita food costs of a $1/bushel change in the price of
feed grain would be $30. That is, if increases in grain
prices were fully reflected in the prices of livestock pro-
ducts, the average annual increase in food costs associated
with a $1/bushel increase in grain prices would amount to
slightly more than $30 per person. Even a doubling of all
grain prices would add less than 1% to the overall index.

Dairy operations have price supports on the demand side
but are susceptible to cost push inflation on the supply side
which is strongly influenced by feed costs. 80% of the price
of milk is composed of the cost to produce the milk. 50% of
the cost is for feed, 15% for capital costs and interest, 15%
for labor. Therefore while milk prices may closely parallel
the CPI the net price to the farmer may be at variance with
the index.

Cash rent operations may allow a orice level adjustment
in the form of an annually renegotiated rental charge.

Cash rent, crop share and livestock share are scored

5 1, 1 respectively.

D. Time Required to Enter Alternative Land Use Plan

For farming an alternative land use plan refers to an
alternative farm plan. The flexibility to change enterprises
will be constrained by the cropping cycle and the number and

type of buildings on a particular farm.
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A switch from cash rent to crop share may take a year
depending on the contractual arrangement. A switch from cash
rent or crop share to a livestock operation may take two years
since buildings must be constructed, a herd must be purchased
and an operatof must be found.

If cash rent, crop share and livestock share are tﬁe only
alternatives the time reduired to enter a more intensive use
would be greater or conversely it is easier to change.to a
less intensive use. Therefore cash rent, crop share and live-

stock share are scored 1, 1, 5 respectively.
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ITTI. LONG RUN RISK

A. Resale Price Sensitivity to Retail Price Level

Between 1964 and 1976 the average price per acre of Wis-
consin farmland rose from an index figure of 100 to 265 or
10% per year if a constant rate is assumed. In the past three
years Wisconsin farmland has increased 20% per year on average.

In recent years grain prices have increased markedly.

If buyers are multiplying these prices by the anticipated
yields and capitalizing the net income, some of the phenome-—
nonal increase in land value may be explained. Present prices
for farmland are based on future expectations. World popula-
tion is ever increasing, there is finite cropland to support
that population; exports of farm products (especially grain)
are increasing.

In recent years the retail price level and the resale
price for farmland have moved in the same direction; however,
whether or not eithé} is sensitive to the other is not docu-
mented. Net income appears to be rather insensitive to the
retail price level, except in the case of cash rent wherein
sensitivity can be contractually introduced. Price apprecia-
tion on resale is greatest for cash rent and crop shares.

Most of the favorable future sxpectations are based on grain
pribes. For these reasons cash rent, crop share and livestock
share are scored 5, 5, 1 respectively; this is more a reflec-
tion of post trends and hypothesized relationships than a

postulate of existing documented facts.
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B. Leverage

The net income and type of oﬁeration will dictate the
degree of leverage desired. The volatility in commodity prices
and the potential to store crops so as to realize revenue at
opportune times reveal increased flexibility for low levered
operations.

Agriculturally oriented banks in rural areas initiate
mortgages for three to five years (longer amortization sche-
dule with balloon payment) with payments to suit the particu-
lar farm., At the endAof the period the bank will review the
applicant and adjust the interest rate and/or amortization
schedule. Crop share and cash rent typically make semi-annual
or annual payments, while dairy farms make monthly payments.

Absentee owners are finding itAincreasingly.difficult to
obtain conventional mortgage financing in rural areas; the
trend is toward land contracts.

A land contract will typically require a down payment of
at least 30%, while conventional financing will require at
least 35-40% down. UWhen prices were more stable, a typical
loan to value ratio was 50%; In the past five years loan to
value ratios have varied due to short term financing and in-
creased volatility in net income. The trend has been to es-
tablish lower loan to value ratios.

With cash on cash returns of 8-10% and short term financ-
ing, the possibility of negative leverage is present. The

inability to convert appreciation in land value to cash available
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to amortize a mortgage necessitates substantial holding power
S0 as to realize an appreciable return in the long run.

Loan to value ratios on mortgages for land and buildings
are similar for all three enterprise types. Livestock opera-
tions require greater equity investments (lesser leverage)
than crop shares (see Cost of Entry). Crop share entérprises
require greater equity investment than cash rent. According
cash rent, crop shares and livestock shares are scored 5, 5

and 1.

C. Vulnerabilitvy to Political Environment

Politicians are accountable to consumers; consumers are
affected by prices. The degree to which a given enterprise
is removed from the retail market is a measure of its politi-
cal vulnerability.

Livestock and milk production are marketed through pro=-
cessors to the consumer and are the most vulnerable to domes-
tic politics. Produce from cash rent farms may be marketed
through processors to consumers (vegetables) or to farmers
(feéd grains); in either case the‘cash rent position offers
insulation in that it is removed from contact with consumer
markets. Grain farms which market feed grains are substan-
tially removed from consumer markets in that produce from
grain enterprises is sold to livestock producers. Consequent-
ly, cash rent, crop share and livestock share are scored 3,

3, 5 respectively.
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IV, LONG TERM APPRECIATION
A. Cost of Entry ' '

To be efficient each type of farm operation has a dif-
ferent economic scale. Crop land ranges from 400 to 700 acres
in size at prices ranging from 500 to over 1000 dollars per
acre. Cost of machinery can range from $60,000 to $90,000
for a 600 acre farm. Cost for seed, fertilizer'and chemicals
for say 600 acres will be apprbximately $40,000.

A livestock dairy cow operation will require 70-80 cattle
and probably 250 to 300 tillable acres. Typically average
dairy cows range in price from $600-800 per cow. The cost of
milking operation buildings is approximately $60,000-70,000.

A typical feeder cattle herd ranges from 700 to 1,000
steers, Steers are purchased at a weight of say 700 pounds
for say 30¢/1b. Thus a herd will cost between $150,000 and
$200,000.

Certain enterprises will require ownership of personal
property such as livestock, feed and machinery. Except for
livestock these ‘items should be held clear of debt since feed
disappears and machinery depreciates faster than scheduled
amortization payments.

The rankings are self-explanatory due to investment.in:

Livestock Share: Crop Share: Cash Rent:

Land Land Land and/or Buildings
Buildings Buildings

Livestock - Crop Expenses

Feed

Crop Expenses
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B. Equity Build-Up Returns

Typically a land contract will have a shorter term and
lower interest rate than will conventional mortgage financing.
With a land contract, equity will build at a faster rate.
Mortgages from agriculturally oriented banks will structure
equity build-up to suit the particuiar farm. The short term
nature of these mortgages permits increased flexibility in
this respect.

All enterprise types will have similar financing terms
and thus similar equity build-up with respect to land. Live-
stock operations have more financable buildings than do crop
share enterprises; it is also possible to finance the live—‘
stock. Livestock enterprises will have greater potential for
equity build-up since it is possible to finance more of the
operation; however, livestock enterprises require greater
equity investments.. Equity build-up returns for livestock
share and crop share are given equal scores. Cash rent opera-
tions may have financable buildings and thus are scored similar

to the other enterprises. All enterprises are scored 5.

C. Price Appreciation on Resale

Between 1964 and 1976 the average price ver acre of Wis-
consin farmland rose from an index figure of 100 to 265 or
10% per year if a constant rate is assumed. In the past three

years Wisconsin farmland has increased 20% per year on average.
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Cash rent farms are easiest to liquidate and in the last
five years have realized the greafest appreciation in land
value. Presently there seems to be greater appreciation in
quality farm ;and for grain production which is reflected by
the cash on cash returns. Sincé land represents more of the
total investment for cash rent and crop share enterprises,
and it is land that is appreciating, livestock enterprises
will have lesser appreciation since components other than land
may not have been fully depreciated at the time of contem-
plated sale. For these reasons cash rent, crop share and

livestock share are scored 5, 5, 3 respectively.

D. Capital Gain Returns

All three operation types will permit capital gain re-
turns on the sale of land and buildings; however, livestock
shares offer some additional capital gain returns in that
breeder cattle and dairy cattle held for more than two years
are permitted capital gains treatment.

Cash rent, crop share and livestock share are scored 1,

1 and 3 respectively.
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V. LIQUIDITY

A, Search Time

Search time for grain farms and cash rent opportunities
is typically 6-12 months; search time for a livestock opera-—
tion is typicaiiy 12-2, months.

Livestock farms require more search time since it is
necessary to assemble more units of production. Search for
a livestock farm must pay closer attention to economies of
scale in the relation of land acres to buildings. Given the
rapid technological advances in livestock management tech-
niques, the economies of such an operation are in cdnstant
flux. VWhile the search time for machinery for the various
operations is the same, the purchase of the livestock and
livestock feeds will require additional time.

The majority of farms transfer ownership on March lst
with contracts signed two to six months prior. The March lst
transfer date bears direct relation to the seasonal cropping
cycle and the lead time needed to plan and get set up for the
following year's operation.

Cagh rent, crop share, and livestock share are scored

3, 3, 1 respectively.

B. Cost of Entry

Larger, more specialized, more costly enterprises are
more difficult to liquidate. Sale of a livestock farm when
the contemplated use is for crop shares will occasion diffi-

culty since the prospective buyer does not plan to fully
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utilize the buildings in their most productive use. Cash rent
operations have the least capital'improvements and are ﬁhe
most flexible in terms of liquidity. Crop shares have a
liquidity position similar to that of cash rent enterpriseé.
Coupled with this factor is the increased demand, i.e.,
greater willingness to accept cost of entry, for crop share
operation.

Consequently, cash rent, crop share and livestock share

are scored 5, 5, 1 respectively.

C. Time Horizon

The holding period for absentee investors usually extends
ten years or longer depending on the investment objectives.
The typical minimum is five years. It is a common practice
to increase or decrease the original acreage. There 1s a seven
year minimum to avoid investment tax credit recapture on per-—
sonal property. Dairy and breeding cattle must be held two
years to permit capital gains treatment.

Livestock operations require investments in buildings
and“permanent improvements and therefore require a longer
holding period to recover the fixed investment. The carrying
charge of a fixed investment retards flexibility of farmland
crop alternatives.

Cash rent, crop share and livestock are scored 5, 5, 3

respectively.
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D. Sale Time
Scores for sale time parallel those for search time.
Although cash rent enterprises have been easiest to sell in
the past, this trend is changing to favor crop share opera-
tions. Livestock operations require selling the herd and §ale
in a market which now favors crop share operations.

Enterprises are scored 3, 3, 1 respectively.
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VIi. ENTREPRENZURIAL SKILLS

Professional consultants for price forecasting, planning,
construction, leasing, and marketing are available. Technical
assistance in fertility (Least Cost Fertilizer Program) and
nﬁtrition (Ration Balancing Program)_ére available throuch
universities. These rescurces must be utilized by a team
leader or farm manager who possesses absolute authority re-
garding timely execution of decision making.

Cash rent operations will require price forecasting,
leasing,lmarketing and technical assistance skills. Grain
farms will require all entrevreneurial skills needed to pro-
duce and market the crop. Livestock operations will require
all the skill needed to vroduce the crop as well as skills
for matching the crop production with the livestock operation.
"Agriculture is no place for amateurs." P.C.

As shown in the rankings, certain skills are more demand-
ing than others, but management cannot be stressed enough ih

whatever sub-heading is considered.
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CASE 1, Business 850, Spring, 1987

HORIZON MALL
BORDERTOWN, TEXAS
CASE_STUDY

Ira N. Keough, an acquisitions associate at JMB Realty
Corporation, was entering John Wilson's office to review the
potential acquisition of Horizon Mall Shopping Center. Ira had
been at JMB for one year, and Horizon Mall represented the first
major transaction for which he had primary responsibility. Ira
had learned of this investment opportunity on a recent trip to
Houston. After completing a market analysis (see Exhibit D ) and
financial analysis of the center, Ira had negotiated with the
seller, Phil Meyers, president of Ace Development Company and
developer of the center, for the past three weeks. The current
status of negotiations is presented in the proposed letter of
intent (see Exhibit A ). At this stage in the acquisition
process, Ira was scheduled to review the deal with John Wilson, a
senior acquisition officer at JMB known for his keen analytical
insight into real estate equity investments and his creative

structuring techniques. With sweaty palms, Ira entered John
Wilson's office.

At the outset of the meeting, Ira summarized the deal
structure under which JMB Real Estate Limited Partnership VI
("IJMB-VI") would purchase a 75% interest in Horizon Mall for

$6,000,000, (See Exhibit C for a summary of the investment
criteria of JMB-VI).

Horizon Mall is an enclosed malil shopping center which
contains approximately 420,000 square feet of gross leasable area
of which JMB-VI would own approximately 311,000 square feet., The
remaining 109,000 square feet is owned and operated by a J. C.
Penney department store, which 1is physically attached to the
mall. The other department stores in the center are Walmart
(approximately 84,000 square feet) and Fair (a low to middie-
price range, regional junior department store containing
approximately 42,000 square feet). The remaining tenants include
an Eckerd drug store (approximately 11,600 square feet), a
General Cinema three-screen theatre (approximately 11,700 square
feet), and approximately 161,700 square feet of mall stores. The
mall is located on an approximately 75-acre site, at U.S. Highway
66 and State Highway 402 in Bordertown, Texas. Construction of

the mall was completed in late 1979. Access to and visibilty of
the mall are excellent.

c. 1983, by IMB Realty Corporation. All names and facts have
been modified. Phil Meyers and Ace Development Company are

fictitious names and are not intended to represent any actual
joint venture partner of JIMB. This case was prepared for the

Wharton Schoo! of The University of Pennsylvania.



Typically, investments in IJMB-VI are evaluated on a pre-tax
cash flow basis using a ten-year holding period. However,
Horizon Mall was less than one year old, and nearly all tenants
had signed leases at the prevailing market rent. Because there
were few below-market leases in the mall, Ira belived that there
was conceptual validity to valuing the mall based on a multiple
of the stabilized year's net cash flow (i.e."capping" stabilized
cash flow), rather than using discounted cash flow analysis. He
also realized that present value analysis would be highly
sensitive to the inflation rate assumptions and residual value
assumptions used in ten-year projections. The seller agreed with
Ira's method for valuing the shopping center. Their disagreement
centered on the appropriate stabilized cash flow projection.

After lengthy discussions with Phil, Ira believed that he
understood Phil's objectives in selling a joint venture interest
in Horizon Mall. First, Phil needed to finance all development
costs for Horizon Mall. Total development costs, including
future leaseup costs, were anticipated to be approximately
$20,300,000, of which $14,300,000 had been funded by a first
mortgage loan. Consequently, Phil needed at least $6,000,000
cash from the sales transaction to fund the remaining development
costs. Second, Phil hoped to make a profit on the transaction,
although he was willing to forgo his profit if the mall's future
performance did not meet certain achievement levels. Third, Phil
wanted to retain as much equity in the mall as possible (Ira
believed this to be at least 25%) in order to participate in the
center's upside potential. The fact that Phil believed in the
growth potential of this center (as evidenced by his desire to
retain 25% ownership) was reassuring to Ira. Finally, Phil
wanted to retain management of the center. The seller's needs,
coupled with IMB-VI's investment objectives, had established the
general parameters within which Ira had conducted the
negotiations.

Ira and Phil had already agreed to buy the mall based on an
8% capitalization rate (or 12.5 times the net cash flow after
debt service), reflecting current market vyields for regional
shopping malls in the sunbelt. However, Ira and Phil had been
unable to agree on the mall's stabilized pro forma net cash flow
on which the pricing was to be based.

Phil agrued that the stabilized pro forma net cash flow for
the center would be approximately $725,000 at 97% occupancy.
Using an 8% capitalization rate, this equated to an equity value
of 9,062,500 or approximately §$6,800,000 for 75% of the
equity. Ira on the other hand, valued the mall between
approximately $6,800,000 and $8,000,000, and IMB-VI's ownership
position (75% of the equity) at between $5,100,000 and
$6,000,000.(see Pro Formas, Exhibit B ). Based on his own
assumptions concerning absorption of vacant space, market rents,
and stabilized occupancy levels, Ira projected stabilized pro



forma cash flow to be approximately $640,000. This translated
into a valuation of the equity at $8,000,000, consisting of a
$6,000,000 value for JMB-VI's position and a $2,000,000 imputed
equity position for Ace. Although Ira's market study suggested
that the remaining space should be absorbed within 12 months,
leasing activity at Horizon Mall had been sluggish during the
previous six months. Ira was concerned that the mall might
encounter difficulty attaining 95% occupancy. As a downside
analysis, Ira used the center's current net cash flow of $544,000
(based on 78% occupancy for mall stores) to establish a floor
value for IJMB-VI's position. Ira reasoned that since the current
tenants had reasonably strong sales the mall should be able to
sustain its current level of operations.

In addition-to being uncertain about the stabilized net cash
flow, Ira had -a number of reservations relating to Ace, a
potential joint venture partner of IJMB-VI. While recognized for
building high quality projects, Ace was not particularly adept at
managing construction costs. A case in point was Horizon Mall
where development costs had exceeded the original construction
budget by approximately $1,800,000. Furthermore, Ace had
achieved inconsistent results as leasing agent and manager of
other malls it owned. Ira was also familiar with a prior joint
venture between Ace and another equity partner in which Ace had
not always met its obligations wunder the partnership and
management agreements. Finally, Ira had examined Ace's financial
statements and concluded that while Ace had a net worth of
approximately $12,000,000, the bulk of its real estate assets

were highly illiquid, and subject to the same real estate risks
as Horizon Mall.

After Ira had completed his presentation, John responded:
"Horizon Mall appears to be a fine long-term asset which we would
like to add to JIMB-VI's portfolio. IJMB-VI is overcommitted to
office buildings, so buying this asset will fit well 1in
diversifing the fund, both by property type and location.
However, there are a number of short-term risks that we should
try to address in the deal!l structure. You and Phil have agreed
to price the mall based on an 8% capitalization rate applied to a
reasonable stabilized pro forma cash flow. However, the mall's
stabilized net cash flow could be anywhere between today's level
of $544,000 and Phil's projection of $725,000. This uncertainty
is largely due to the fact that the mall is still in the leaseup
phase. [If we could take a snapshot 12 months from now, we could
probably agree with Phil on the mall's value. However, as a JVB-
VI investment we are required to make a deal today, providing up
front for the allocation of the maximum dollars to be invested by
the fund. One approach you might consider is.to commit to a
specific maximum dollar investment today, subject to some
adjustment in the future. These type of deals are often
difficult to administer and it is important to define precisely
the mechanics of any future adjustment of price or ownership
interest. One final thought relates to JMB-VI's current yield on
the investment. You should be aware that we've bought a few



properties where tenancy and cash flow actually declined after
closing. Under the current deal structure, IJMB-VI receives an 8%
preferred return ($480,000) on its investment. Since current
yield is an important investment criteria you might also try to
receive a guaranteed yield for a specified period of time. From
a negotiating standpoint, it might be helpful to offer Phil
something as a tradeoff in order to get a deal structure which is
acceptable to us.

Case Assignment:

(1) Assess the risks and opportunities associated with investing
in Horizon Mall.

(2) Present a modified deal structure which addresses these
risks, as well as the needs of both buyer and seller,.
(Ignore the tax structure of this investment.)

(3) Evaluate the advantages and disadvantages of a joint venture
deal structure. Pay particular attention to leaseup risk
and JIMB-VI's ability to gain protection through the joint
venture structure (against Ace's potential failure to
perform its obligations). Discuss the rights and controls
which you think should be included in the joint venture and
management agreements.

-

Note: The pro formas in Exhibit B are presented for illustrative
purposes only. The important aspects of these pro formas are
described in the case. The calculation of the pro formas is not
intended to be a major focus of your analysis.



EXHIBIT A
(DRAFT )

July 28, 1980

Mr. Phil Meyers

Ace Development Corporation
101 Executive Lane
Secaucus, NJ

RE: Horizon Mall Shopping Center
Bordertown, Texas

Dear Phil,

This will outline the terms I discussed with you regarding the
acquisition by JMB Real Estate Limited Partnership VI ("IMB-VI") of an
interest, through a joint venture general! partnership, in the recently
completed Horizon Mall Shopping Center in Bordertown, Texas.

JMB-VI and Ace Development Company would form a joint venture
general partnership ("joint venture") which would acquire the shopping
center for a purchase price of $20,300,000. JMB-V!I would contribute
$1,000,000 as a down payment at closing (assumed to occur on September
15, 1980). On December 29, 1980, JMB-VI would contributé $5,000,000,
subject to the funding of a $14,300,000 first mortgage loan from
Alliance Life Insurance Company.

The joint. venture partnership agreement would provide for a 75%-
25% relationship between JMB-VI and your company as to cash flow and
sale or refinancing proceeds. Taxable income and loss would be
allocated in accordance with cash flow distributions, except that if

there were no cash flow the allocation would be 99% to IMB-VI and 1%
to you.

With respect to annual cash flow, IMB-VI would be entitled to
receive a preferred return equal to the first $480,000 of such annual
cash flow, you would receive the next $160,000, with any excess to be
allocated 75% to JIMB-VI and 25% to you. IJMB-VI's preferred return

would be cumulative for the first 24 months (cumulated to residual),
and noncumulative thereafter.

With respect to proceeds of sale or refinancing, IMB-VI would
first be entitled to receive any deficiencies in its cumulative
preferred return and the next $6,000,000 of such proceeds. You would

receive the next $2,000,000 with any excess to be divided 75% to JMB-
VI and 25% to you.



Mr. Phil Meyers
July 28, 1980
page 2

Should any of the outlots be sold, the proceeds of such sales
would be distributable 75% to IJMB-VI and 25% to you.

The joint venture partnership would, at closing, enter into a
management agreement with you under which you would manage the mall
for an annual management fee equal to 3% of the rental revenues.

The foregoing is intended to reflect the items we discussed on
Friday and to serve as the basis for further discussions. We still
must review the leases and other documentation and further complete
our market analysis, etc. prior to a final decision on the
acquisition. Of course, no binding obligation on any party will be

created until the execution of legal documentation satisfactory to all
parties.

Yours very truly,

Ira N. Keough

cc: Sue Fourplenti, Esquire



-EXHIBIT B

HORIZON MALL
BORDERTOWN, TEXAS
PRO FORMA STABILIZED NET CASH FLOW. ($000)

ACE IRA CURRENT

Occupancy-Mall Stores Only 97% 95% 7 8%
Income
Rental Income:
Walmart (84,000 sq. ft.) 266 266 266
Fair (42,000 sq. ft.) 183 183 183
Mall Stores (185,000 sq. ft.) 1949 1914 1763
Total Rental Income 2398 2363 2212
Expense Reimbursements:
Common Area Maintenance 336 336 285
Real Estate Taxes 125 125 110
Cormmon Area Utilities 400 400 330
Marketing 70 70 60
Other Revenues 10 10 10

Total Revenue 3339 3304 3007
Vacancy Allowance ( 81) ( 133) -
Effective Gross Income 3258 3171 3007
Expenses
Common Area Maintenance ( 300) ( 300) ( 282)
Real Estate Taxes ( 125) ( 125) ( 125)
Common Area Utilities ( 400) ( 400) { 368)
Marketing ( 70) ( 70) ( 70)
General and Administrative ( 130) ( 130) ( 118)
Other Expense ( 26) ( 26) ( 22)
Management Fee (3%) (. 70) (  638) (___66)

Total Expenses ( 1121) ( 1119) ( 1051)
Net Operating Income 2137 2052 1956
Less: Debt Service

$14,300,000; 9.25%;

9.87k; 30 year amortization;

20 year term ( 1412) ( 1412) ( 1412)

Net Cash Flow 725 640 544




EXHIBIT C

INVESTMENT OBJECTIVES

The investment objectives of IJMB Real Estate Limited Partnership
VI are to provide Limited Partners: :

. Current cash distributions;

. Capital appreciation through the increase in the value of
the properties;

. Federa! income tax deductions so that all or a portion of

the cash distributions during the early years of operation
will be "sheltered" from taxes; (Ignore for this case)

. Build-up of equity through the reduction of mortgage loans
on the Partnership's properties.

INVESTMENT POLICY

JMB Real Estate Partnership-VI will invest in a diversified
portfolio of income-producing real properties consisting
primarily of existing commercial properties, such as shopping
centers and office buildings. These properties will be located
in various cities throughout the United States.

It is anticipated that the Partnership will use borrowed
funds (leverage) in connection with the purchase of all or some
of the properties.

The Partnership intends to hold the properties it acquires
until sale or disposition appears to be most advantageous from
the viewpoint of the Partnership and its investment objectives.
[t is presently intended that the properties will be sold or
refinanced between the fifth and twelfth years after acquisition
and the Partnership will seek to sell properties so that the
average holding period for properties is between seven and eight
years. However, the Partnership 1is not obligated to sell
properties at any particular time.

The Partnership is self-liquidating in nature and no
reinvestment of sale or refinancing proceeds in additional
properties is permitted.



EXHIBIT D
MARKET REPORT
HORIZON MALL
BORDERTOWN, TEXAS
JULY, 1930
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II. MARKET ANALYSIS

This chapter contains an analysis of the retail market in Bordertown, Texas. The
purpose of the analysis is to determine the market supportability of Horizon Mall. This

analysis

is based on demographic and economic trends, location and extent of

competitive retail centers, and retail demand within the Bordertown trade area.

SUMMARY CONCLUSIONS

The market analysis of the Bordertown retail market indicates that adequate

retail sales exist to support the 420,000 square foot Horizon Mall. Factors leading to this
conclusion are:

(1)

(2)

(3)

(4)

Bordertown has enjoyed a steady population growth of 5.24% during the
1970's and future growth is anticipated to continue at this historical rate.
The Bordertown - Plainville - Oakridge SMSA has been targeted by Sales
and Marketing Management's 1980 Annual Survey as the second fastest
growing SMSA in the country for the next five years.

Bordertown enjoys a dominant market share of department store type
merchandise (DSTM) sales within its SMSA area. Typically, DSTM sales
represent 18 to 22 percent of personal income in areas with a wide variety
of retail shopping opportunities. In Bordertown, DSTM sales are
approximately 100 percent of personal income, reflecting the large influx
of commuter shoppers, particularly Mexican, to the area (see Table 9).

Bordertown benefits from its Mexican sister city of Hildago which had a
1979 population of approximately 300,000, Hildago lacks significant first
class retail store space, and Bordertown area retailers benefit from
Mexican shoppers who travel to Bordertown to shop.

Horizon Mall is located in the fastest growing section of Bordertown with
significant residential development in the immediate vicinity of the Mall.



L. DESCRIPTION OF PROPERTY

Horizon Mall is an enclosed mall shopping center which contains approximately
420,000 square feet of gross leasable area of which the joint venture partnership will own
approximately 311,000 square feet. The additional 109,000 square feet is owned and
operated by a J. C. Penney department store, which is physically attached to the mall.
The mall is located on an approximately 75-acre site, at U.S. Highway 66 and State
Highway 402 in Bordertown, Texas. Construction of the mall was completed in late 1979,

The mall is of pre-cast concrete panel construction and has parking for
approximately 2,300 cars. The first tenants occupied the mall in late 1979, The mall is
presently 87% leased to 58 tenants (occupancy for mall stores only, excluding the
department stores, is 78%). Tenants include J.C. Penney, which owns its store, a
Walmart department store (approximately 84,000 square feeti, a Fair junior department
store (approximately %2,000 square feet), an Eckerd drug store (approximately 11,600
square feet) and a General Cinema three-screen theater (approximately 11,700 square
feet). The leases have minimum lease terms (not including renewal options) of from-5 to
35 years and provide for minimum annual rentals ranging from $3.16 per square foot to
$20.00 per square foot with an average annual base rental of $7.09 per square foot.
Substantially all of the leases contain provisions pursuant to which the lessor will be
entitled to participate in gross receipts of the tenant over specified levels (percentage
rental revenue) and also provide for the tenants to pay their pro rata share of real estate
taxes, insurance premiums and certain common area operating expenses.



DETAILED MARKET ANALYSIS
PROJECT DESCRIPTION

Horizon Mall is a newly constructed regional shopping mall which contains
approximately 420,000 square feet of gross leasable area. The anchors of the mall are a
109,000 square foot J.C. Penney, an 84,000 square foot Walmart, and a 42,000 square
foot Fair junior department store. Retail mall tenant space comprises the remaining
185,000 square feet of gross leasable area. The mall provides approximately 2300
parking spaces for customers, and has additional land available for outparcel
development.

SITE AND AREA DESCRIPTION

The mall is located in the northeast quadrant of Bordertown, on the northeast
corner of U.S. Highway 66 and State Highway 402. The mall is visible from both
highways, is well marked by signs, and has convenient access via an on-off ramp from
U.S. 66,

In the immediate vicinity of Horizon Mall are the following:

(1) Contiguous to the subject property on the north is Bordertown Country
Club, a 700-acre residential comunity with an 18-hole golf course and 2000
residential home sites under development.

(2) Located directly across State Highway 402 is La Plaza Apartment complex
with 182 units.

(3) Paredes Apartments, also on State Highway 402, has 152 units and is one
half mile east of the subject.

(4) Immediately west of U.S. Highway 66 and south of State Highway 402 are
two motel complexes:

(a) Motel 6 with 120 units is currently under construction; and
(b)  Holiday Inn with 159 units built in 1971,

(5) Further south are the nearest competing retail facilities:

(@) North Park Shopping Plaza contains 115,000 square feet and is
anchored by Kroger; and

(b) Bordertown Mall, containing 380,000 square feet, anchored by a
Woolco Department Store and Aziz, a supermarket.

(6) Other neighborhood improvements along U.S. 66 and State Highway 402
consist of local service-type facilities, retail stores, fast food restaurants,
service stations, additional motel complexes, and general commercial
facilities,

Horizon Mall is a ten minute drive from the central business district of
Bordertown. Residents from any point inside the city limits can drive to the site within
fifteen minutes. The dominant population growth in the Bordertown area has occurred
north of Boca Chica Boulevard area and this trend will increase the trade population in
immediate proximity to Horizon Mall.
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DEMOGRAPHIC TRENDS AND PROJECTIONS

The City of Bordertown is grouped with the neighboring cities of Plainville and
Oakridge for SMSA demographic reporting purposes. For economic and trade area
analysis Plainville and Oakridge could be considered a separate, or secondary market
area, based on the availability of exisiting retail space, distance from Bordertown, and
the projected opening of a four-anchor regional mall in Plainville during 1983 or 1984.

Population

The population of Douglas County, in which Bordertown, Plainville, and Qakridge
are located, was approximately 190,200 in 1979. Average annual population growth for
Douglas County for the period 1970-1979 was approximately 3.94% (See table 1).
Bordertown grew at an average annual rate of 5.24% during this period which represents
a rate of population increase 33% greater than the county increase. Bordertown now
contains over 40% of the resident population of Douglas County.



The general market potential for the entire SMSA area was highlighted by the
1980 issue of "Sales & Marketing Managements' 1980 Survey of Buying Power" which
picked the Bordertown - Plainville - Oakridge SMSA (table 2) as the second fastest
growing metropolitan area for the 1980 - 1985 period. In addition, the SMSA was the
single metropolitan area out of the 25 markets with the highest growth rate from 1972 -
1977, which is expected to accelerate during the 1977 - 1982 period.

Table 2
Fastest Growing Metropolitan Areas
1977-1982
1982 1982
Population Household

S & MM Forecast % Growth Forecast % Growth
Rank Metro Market (000) 1977-82 (000's) 1977-82
1. Richland-Kennewick

Wash. 151.5 28.5% 63.2 15.0%
2. Bordertown-Plainville-

Qakridge, Texas 236.7 25,0 72.6 33.5
3. Rapid City, SD 116.1 247 40.7 32.6
4, Fort Myers, Fla. 207.1 23,6 86.8 30.9
5. Santa Cruz, Cal. 204.7 22,6 87.4 30.1
6. Olympia, Wash. 123,9 21.4 47.5 38.0
7 McAllen-Pharr-

Edinburg, TX 286.7 20.0 79.8 26,1
8. Provo-Orem, Utah 217.5 19.8 61.4 24.8
9. Las Vegas, Nev, 427.8 18.9 160.4 25.4
10. Austin, TX 574.7 18.8 198.1 24,1

Bordertown also benefits from its Mexican sister city of Hildago which had a
1979 population of approximately 300,000, The existing economy is agrarian and
considerably inferior in per capita income and standard of living to Bordertown. The
near term potential for Hildago is influenced by the availability of inexpensive labor and
energy. The Mexican government is providing for the growth of industry through urban
improvement and industrial bond financing in the Hildago area. The residents of Hildago
use Bordertown as their major retail center. As the Mexican government provides an
increasing base for economic growth, the Hildago residents will have greater disposable
income to spend at Horizon Mall and in other Bordertown shopping areas.

Income

Per capita income in the Bordertown - Plainville - Oakridge SMSA, although
modest, has exhibited steady growth during the period from 1972-1977, The per capita
income of $3,020 in 1977 represents a 50% increase over the 1972 per capita income of
$2,014. Coupled with the significant annual population increase noted above, the SMSA
is generating substantial increases in purchasing power.



Table 1

Year
1970
1974
1979
Average
Annual

Rate of
Growth

(1) Source:

Bordertown
Population

54,892 (1)
64,900(2)

80,800(2)

5.24%

1970 U.S. Census

Percentage of

Population Trends and Estimates
Douglas County and Major Cities
1970-1979

Plainville Percentage of Oakridge

County Pop. Population County Pop. Population
39.11 33,503(1) 23,87 15,176(1)
38.82 41,400(2) 24,76 17,900(2)
42,48 46,500(2) 2445 17,400(2)

4.31% 1.63%

(2) Source: Sales & Marketing Management Survey of Buying Power

Percentage of Douglas County
County Pop. Population

10.81 140,368(1)

16.71 167,200(2)

9.15 190,200(2)
3.94%



Employment

The employment base of the Bordertown area is undergoing substantial growth
and diversification fueled by the availability of lower labor costs and dynamic petro-
chemical industry along the Gulf Coast. Tables 3 and &4 list major corporations and
manufacturers located in the Bordertown area.

Unemployment statistics reflecting the unemployed portion of the Douglas
County workforce from 1977-1981 are outlined below:

Unemployment Rates

Douglas County
1977-1981
1977 1973 1979 1980 1931
11.4% 10.2% 8.9% 10.5% (Est.) 10.5% (Est.)

Source: Texas Employment Commission, Bordertown Office

The figures tend to reflect the growing pains of an increasing population and a rapidly
changing industrial and economic environment.

RETAIL SUPPLY AND DEMAND ANALYSIS
Retail Supply

A total retail supply of 1.2 million square feet exists in Bordertown excluding
Horizon Mall (see Table 5). Horizon Mall's major competition is the Amigoland Mall
consisting of 650,000 square feet of gross leasable area and anchored by Sears, Dillards,
and Montgomery Ward. A new mall currently is planned for Plainville in 1983 or 1984

which could attract some shoppers who have in the past commuted to Bordertown to
shop.



Table 3

21

BORDERTOWN, TEXAS — AREA FORTUNE 500 COMPANIES

RANKING
I GENERAL MOTORS CORPORATION
2 EXXON '
5 TEXACO
i1 ITT AUTOMOTIVE ELECTRICAL PRODUCTS
16 E. I. DUPONT DE NEMOURS

UNION CARBIDE CORP./3 DIVISIONS
28 HALLIBURTON COMPANY
69 WEYERHAEUSER -
75 BENDIX
78 CONSOLIDATED FOODS CORPORATION
95 DRESSER INDUSTRIES
Lol EATON CORPORATION
113 SINGER/GENERAL PRECISION
124 COMBUSTION ENGINEERING
176 QUAKER OATS/FISHER PRICE TOYS
177 LEVI STRAUSS & COMPANY
228 SUNBEAM CORPORATION
236 MCGRAVW EDISON CO.
259 ZENITH RADIO CORP.
264 THE NORTON CO.
270 PENNWALT CORPORATION

- 289 GENERAL CABLE CORP./SPRAGUE ELECTRIC

331 PARKER-HANNEFIN/PARKER SEAL

& IDEAL CORP.
366 SHELLER GLOBE CORPORATION
482 PENN CENTRAL CORP./MARATHON

LETOURNEAU

Source: Bordertown Chamber of Commerce

Automotive Components
Petroleum Tank Farms
Petroleum Tank Farms
Automotive Components
Chemicals

Chemicals, Electronics, Air Separation
Drilling Chemicals & Barite
Corrugated Boxes
Electronics

Seafood Processing

Drilling Mud
Electro-Mechanical Devices
Electronics

Ores

‘Stuffed Toys

Apparel

Electronics, Appliances
Electrical

Electronics

Abrasive Sand Paper
Fluorspar Pellets
Electronics

Rubber Seals, Automotive Components
Fractional Horsepower Meters,
Meters, File Folders

Oifshore Drilling Platforms



Table &

BORDERTOWN, TEXAS — AREA MANUFACTURING COMPANIES

COMPANY

MITSUBISHI/KAWASAKI STEEL/RIVER STEEL
EAGLE INT'L WORLD MFG. HEADQUARTERS
AQUASLIDE'N DIVE CORP.

HAGGAR COMPANY

CTS CORPORATION

CARLINGSWITCH

CUTLER HAMMER

DURO PAPER BAG MFG. CO.
NORTHERN ELECTRIC CO.

RANCO CORP.

WINEGARD CO. :

AMERICAN SAFETY EQPT. CORP.

CRC CROSE INT'L/CRC KELLEY PRODS.
TECCOR ELECTRONICS

LEONARD ELECTRIC PRODUCTS CO.
VAREL MFG. CO.

AMPLIFONE CORP.

PYRAMID MFG. CO.

PETRACO-VALLEY OIL & REFINING CO.
GULF ENERGY & REFINING CO.
BARBOUR ENERGY CO.

HALLIBURTON CO./IMCO SERVICES
FINNING TRACTOR & EQPT. CO./CANADA
ERICKSON BROS.

OGLEBAY-NORTON CO.
OZARKE-MAHONING CO.

Source: Bordertown Chamber of Commerce

Construction Eqpt. Components
Trailways Buses & Coaches
Fiberglass Swimming Pool Diving
Boards, Slides

Apparel .
3.5 To 15 Inch Speakers, Electronics
Electronics

Electronics

Paper/Plastic Shopping Bags
Electronics, Appliances
Electro-Mechanical Devices
Electronics

Automotive Seat Belts
Construction/Handling /Mining Eqpt.
Electronics

Electronics

Petroleum Driil Bits

Transformers, Electronics

Onshore Drilling Rigs & Platforms
$400-Million Refinery

Petroleum Refinery

$750-Million Qil Refinery

Barite & Drilling Chemicals
Caterpillar Eqpt. Refurbish Operation
Nickle-Chrome Plated Truck Parts
Fluorspar Pellets

Fluorspar Pellets



Table 5

Major Competing Retail Developments
Bordertown, Texas

Total Gross
Leasable Area
Key Name Sq. Footage
1 Amigoland Mall 650,000
Regional enclosed mall
‘Melvin Associates
Opened January 31, 1974
2 Bordertown Mall 380,000
Enclosed mall
Roy Martin & Associates Ltd.
Opened February, 1972
3 North Park Shopping Plaza 115,000
Strip center
4 Palm Village Shopping Center 60,245
Strip center
Dorfman Development
Total estimated
1977 inventory 1,205,245

Major Square

Tenant Footage
Sears 136,326
Dillards 108,860
Wards 114,969
Woolco N/A
Kroger Family 54,000
Center
None N/A

# of
Mall

Shops
82

34

39

18

Retail supply in Plainville and Oakridge is limited to strip centers pending the
planned opening of a regional mall in Plainville during 1983 or 1984,

Source: 1980 Shopping Center Directory/The South; JMB Realty Corp
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Table 7

Douglas County
1974

1979

Bordertown

1974 % of County
1979 % of County
Plainville

1974 % of County
1979 % of County
Oakridge

1974 % of County

1979 % of County

Sources Sales & Marketing Management Annual Survey

Retail Sales Comparisons
Bordertown - Plainville - Oakridge
1974 - 1979

Furniture, Home

Total General
Retail Sales Food Merchandise
100.00% 100.00% 100.00%
100,00% 100.00% 100,00%
49.,27% 44.01% 57.03%
53.80 52.15 66.28
36.48 35.90 40,88
31.67 25.43 30.43
7.07 10,83 1.33
6.56 11.66 0.89

Furnishings &
Apparel Automotive
100.00% 100.00%
100.00% 100.00%
56.73% 47.59%
73.66 41.44
34.53 41,51
18.92 44,88
6.98 8.73
4,27 9.57

Drug

100.00%

100.00%

36.74%

56.43

39.80

27.17

18.18

11,23



Retail Demand

The Bordertown - Plainville - Qakridge SMSA has eﬁjoyed substantial growth in retail
sales as evidenced in Table 6 below.

Table 6
Retail Sales Trends
Bordertown - Plainville - Oakridge SMSA
1972-1977
Average
1972 1977 Annual Increase

Retail Stores 1,471 1,570 1.35%
Sales ($000's) $302,185 $533,375 15.30%
Payroli (5000') $33,229 $62,853 17.83%
Paid Employees 8,239 10,680 5.93%

Source: U.S. Dept. of Commerce, Bureau of the Census, 1972
and 1977 editions of Major Retail Center statistics

In addition, the market share of the Bordertown area relative to the Plainville-
Oakridge market has increased dramatically from 1974 to 1979 (Table 7), accentuating
Bordertown's domination of the county's retail market. Whereas Bordertown represents
approximately 42.48% of Douglas County's estimated 1979 population (Table 1),
Bordertown's total retail sales during 1979 represented 53.80% of Douglas County's total
retail sales. Even more striking are Bordertown's 66.28% share of general merchandise
sales and 73,66% share of furniture, home furnishings, and apparel saies.

- 11 -



Retail Sales Potential

The retail sales potential of the Bordertown - Plainville - Oakridge SMSA can be
measured by comparing retail sales of Department Store Type Merchandise (DSTM) to
total personal income. As shown in Table 8, the percentage of per capita income spent
on DSTM in Douglas County is 49.47%, which significantly exceeds a more typical ratio
of 20% of per capita income expenditure for DSTM found in most metropolitan areas
which have a more balanced inflow and outflow of retail expenditures.

Table 8
DSTM Sales as a Percent of Personal Income
Bordertown - Plainville - Oakridge SMSA
1977
Total Retail Sales $540,121,000
Less: Building Materials, Hardware,
Home Supply, Mobile Homes (26,143,000)
Grocery Store Sales (129,639,000)
Automotive Dealers (90,492,000)
Gasoline Service Stations (30,879,000)
Equals: DSTM Sales $262,968,000
1977 Population Douglas County 176,000
1977 Per Capita Income 3,020
Total Personal Income 1977,
Douglas County , $531,566,000
DSTM Sales as % of Income 49.47%
Typical DSTM Sales as % of Income 20.00%

Sources: (1) 1977 Census of Retail Trade, Geographic Area Series, U.S.
Department of Commerce; (2) 1977 Per Capita Money Income Estimates for
States, Counties, and Incorporated Places in the South Region of the United
States, Population Estimates and Projections, U.S. Dept. of Commerce.

Note: Douglas County is conterminous with Bordertown - Plainville - Oakridge
SMSA

-13.



The dominant effect of Bordertown's retail sales market position in the SMSA, and the
effect of the Mexican population on retail sales, is measured when applying this same
analysis to the city of Bordertown.

Table 9
DSTM Sales as a Percent of Personal Income
Bordertown, Texas
1977

Bordertown, Total Retail Sales $278,169,000
Less:

Building Materials (8,167,000)
Grocery Stores (64,909,000)
Automotive Dealers (38,752,000)
Gasoline Service Stations (12,219,000)
DSTM Sales . $154,122,000
1977 Population Bordertown 54,892
1977 Per Capita Income 2,796
Total Personal Income 1977, Bordertown $153,478,032
DSTM Sales as % of Income ’ 100.42%

Sources: (1) 1977 Census of Retail Trade, Geographic Area Series, U.S. Dept. of
Commerce

(2) 1977 Per Capita Money Income Estimates for States, Counties, and

Incorporated Places in the South Region of the United States,

Population Estimates and Projections, U.S. Department of Commerce.

MARKET POTENTIAL, HORIZON MALL

In 1977, Bordertown had a total retail inventory of approximately 1.2 million
square feet of gross leasable area (Table 5). With $154,1 million of DSTM sales in
Bordertown during 1977 (Table 10), the Bordertown market could have supported between
1.5 million and 2.1 million square feet of DSTM sales, assuming average sales
performance between $75 and $100 per square foot (Table 10). Thus, the existing supply
of retail space was in balance with consumer demand.

Based on the strong recent history of retail sales increases in the market area, and
expected population and household growth in the area, there appears to be adequate
support for the 420,000 square foot Horizon Mall. Even assuming some dilution of
support due to the projected development of a new mall in the Plainville area, it is
anticipated that sales volume and market rents will continue to grow at a healthy rate.

- 14 -



Table 10

Supportable DSTM Space
Horizon Malil Primary Trade Area

1977

1) Primary Trade Area

DSTM Sales ($000') $154,122
(2)  Supportable DSTM Space

at §75/sq. ft. 2,054,960

at $100/sq. ft. 1,541,220
(3)  Existing DSTM Space 1,205,245
Notes: (1)  Source: 1977 U.S. Census of Retail Trade, Geographic Area Series,

U.S. Department of Commerce.

(2) Supportable retail or DSTM space is determined by applying industry
standards of sales per square foot for DSTM space to DSTM sales
estimates,

(3) From Table 5.

Source: IJMB Realty Corporation
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EMBARCADERO CENTER

A CASE STUDY

The Embarcadero Center, a five-block, 8.5-acre central
city development, took 17 years to complete. This
commercial element of a b51-acre "city within a city"
redevelopment project required the cooperative efforts and
combined c¢reativeness of both the public and private
sectors to make it work.

The Golden Gateway Redevelopment Project and its
Embarcadero Center were certainly not an instant success.
What was required was the transformation of a rundown
section of the city, principally used as a produce market,
to a vibrant, desirable addition in San Francisco that
would connect the central business district with a
potentially beautiful and functioning waterfront. This
transformation required a vision by City officials for what
its potential could be, the creativeness for producing a
master plan for this vision, and persistence to stay with
that plan until these goals were achieved.

Although this presentation deals primarily with the
Embarcadero Center, 1its assessment with the entire Golden
Gateway Redevelopment Project Area is important for a true
understanding.

History

San Francisco was known originally as "Yerba Buena," and
the land where Embarcadero Center now stands was among the
first to see development activity. Early entrepreneurs
sought to attract the lucrative world shipping trade to
this potential port city.

This was not an easy task because tidal mud flats separated
deep water from solid 1land. At about the same time
(1847) that Yerba Buena became San Francisco, extremely
long wharfs were constructed connecting deeper bay water
with the shoreline. The first and 1longest wharf was
located where the five blocks of Embarcadero Center are now
located.

850



To accommodate the Gold Rush, shops, saloons, hotels,
theaters, and warehouses 1lined these wharfs and were
interconnected with a network of crosswalks.

However, the Gold Rush boom was shortlived; and as a result

of abandoned ships, storms, neglect, and financial
troubles, sections of the grid were abandoned and the tidal
flats began to fill. This process evolved into a

concentrated effort to fill these tidal flats, which
culminated in construction of the current sea wall and
permanent piers.

As with other parts of the downtown, the 1906 earthquake
and resultant fire completely destroyed this area.
Although the waterfront was rebuilt for commerce, by
1955 it was declared a blighted area, as it had become a
congested, wunsanitary, dilapidated produce market. The
Becard of Supervisors, San Francisco's governing body, took
advantage of the then new Urban Renewal laws and created
the Golden Gateway Redevelopment Project, one of the
country's first. Goals for this area included:

a. Cleaning up a blighted 51-acre area.
b. Relocating the produce industry to a clean,
efficient section of San Francisco.
c. Allowing for expansion of the Central Business
District.
d. Increasing the city's tax base.
nt Pro

The Redevelopment Agency (SFRDA), then under the leadership
of M. Justin Herman, undertook one of the most ambifious

redevelopment projects--the 51-acre, central city,
mixed-use Golden Gateway. The concept was to create a
mixed land use "city within a city." After 1lengthy

economic, land planning, and urban design studies, it was
decided that the Golden Gateway Project Area land uses
would be principally housing, commercial, and park with
sufficient amenities (i.e., shopping, restaurants,
entertainment, parking) to support this section of the
city.

With powers of eminent domain and purchase prices at fair
market value, the SFRDA could acquire the many diverse



ownerships allowing for the full assemblage and subsequent
disposition of 1land. The waterfront produce market was
relocated to new, much more suitably located facilities in
South San Francisco. All residential tenants and other
businesses from the area were similarly relocated to other
parts of +the city which better accommodated their needs.
Detailed planning and engineering design studies (followed
by construction of all c¢ivil engineering works) were
completed during the acquisition period so that the
marketing of land could proceed immediately thereafter.

Marketing of the Golden Gateway Project Area was divided
into three sections: The first and largest section was the
Golden Gateway residential development. Second were the
public improvements, including M. Justin Herman Plaza. The
third, the Embarcadero Center, is the commercial section
and is the focus of this presentation.

The SFRDA requested private proposals for the five city
blocks which now comprise the Embarcadero Center. The
selected submission was from a partnership composed of
David Rockefeller, John Portman, Trammell Crow, and
subsequently The Prudential Insurance Company of America,
to sequentially develop the full 8.5 acres in a
coordinated, multi-use project. The principal land uses
were 2.7 million square feet of office, an 800-room hotel,
325,000 square feet of retail/restaurants/entertainment,
and parking for 2,400 automobiles--incorporated into a
village-like environment interconnected by aerial walkways
between blocks.

Development Concept

On the three podium levels, although the Redevelopment Plan
called for parking, the developer proposed to build three
levels of shopping, restaurants, and entertainment and
develop it in a manner to connect the existing central
business district to the Golden Gateway residential
section. The required parking was then placed underground
at a considerable expense, allowing for a meaningful
specialty shopping center. ’

The disposition agreement with the SFRDA required an
orderly development start for each block so that office
space absorption into San Francisco's office marketplace
could take place over a 10-~year period. The developer
desired to construct the first development block closest to
the existing business district. The SFRDA did not want a
development with only one or two blocks and therefore



required the developer to construct the second building at
the opposite end of the project--the Hyatt Regency Hotel.
Construction starts for office blocks 2, 3, and 4 followed
with a two-year cycle between buildings. Because of
recession cycles during the development period, it was
necessary to adjust the schedule to meet the city's
overall market absorption rate.

Mortgage financing was acquired separately for each block
of development. Except for the hotel and Two Embarcadero
Center, which are combined, each block is a separate legal
ownership entity, although all have the same participants.

Property management for the overall complex is by
Embarcadero Center, Ltd., a company specifically
established by David Rockefeller and John Portman to
perform this function. The hotel, Embarcadero Center Five,
was also developed by the Embarcadero Center Partnership
and is managed by contractual agreement by the Hyatt
Corporation.

As might be expected in pioneering a new, unique
development concept, the project was not an immediate
success. The Embarcadero Center had to compete for tenants
in the overall San Francisco marketplace. Many of its
competitors were positioned in well-established San
Francisco locations. However, as time proceeded and the
Embarcadero Center concept was understood, the project
became popular and today 1is one of San Francisco's most
prestigious addresses and provides approximately 10% of San
Francisco's Class A office space.

Retail, 1likewise, had its shaky beginnings. It was not
until the third block of development was completed that
there was a sufficient number of shops, restaurants, and
entertainment facilities to provide alternative choices
which contributed to the center's success. Today, it is
one of the Bay Area's most successful shopping centers,
when compared to all types of shopping enclaves.

The Design

Private real estate development has as its principal goal
economic Ssuccess. The Embarcadero Center incorporates
this idea. In addition, it is architect John Portman's
concept that it is also the developer's responsibility to
make a contribution to society. This is doubly true in
the case of land acquired through the redevelopment
process.



This idea has been accomplished by creating an environment
for people. The principal element of the concept 1is the
creation of a place where there is a refuge from vehicular
traffic, congestion, and noise. Separation between the
public arena and the private space 1is also provided by a
three-level area which contains shopping, restaurants,
entertainment, and landscaped open space which extends
throughout the five development blocks. The private space
is located in highrise towers above the three-~level podium
structure, Service and parking are located in several
levels below grade.

A major pedestrian street along the Commercial Street
corridor provides the primary interior <c¢irculation
element. Off of +this street are located escalators and
stairs for vertical circulation. The office tower lobbies
are located at the 1lobby (or second) level, causing their
tenants to circulate up from the street level or down from
the podium level.

The Embarcadero Center complex is essentially designed as a
single building which, with each individual structure
having a relationship with the whole, provides a
commonality of materials, colors, forms, and textures.
Each element 1is in context with the whole. Landscaping,
fountains, pools, and major works of art contribute to the
integration of the whole, forming a high-quality
environment.

Although the overall density of development is very high,
there 1is a feeling of space and tranquillity which is
rarely achieved in the midst of today's high-density
cities.

The success of the design has contributed much to the city
of San Francisco for all to enjoy, whether tenant or
visitor to the complex. This in turn has led to the
financial success of Embarcadero Center, measured by high
rental rates and sustained high occupancy levels.

Expansion of Embarcadero Center

In the early 1980s while completing construction of a new
facility in San Francisco, the United States Federal
Reserve Bank decided to offer the olu Federal Reserve
Building and 1land for sale. The property afforded a
logical expansion of Embarcadero Center to the west. In
July of 1982, the Federal Reserve selected a proposal by
the Embarcadero Center ownership, which included
preserving, restoring, and landmarking the old Federal
Reserve Building.



The three-parcel acquisition with a land area of 1.6 acres
allows continuation of the Embarcadero Center's development
concept. The continuation of the central circulation spine
along Commercial Street will provide pedestrian circulation
into the expansion area by bridging Battery Street. A
decorative landscaped stair ramp brings the pedestrian to
street level and continues the Commercial Street pedestrian
way from the Ferry Building one more block toward
Chinatown's Grant Avenue.

This phase's centerpiece will be the landmarked Federal
Reserve Building, which will provide 130,000 square feet of
office space, while +the banking hall and basemenft level
will become a 35,000-square-foot food and entertainment
center.

Opposite the Federal Reserve to the north will be a
360-room Park Hyatt Hotel, designed to fit the Embarcadero
Center family of buildings. Both the hotel and the Federal
Reserve's public areas are linked to the pedestrian bridge
system.

Across Sacramento Street is 1located a 435,000-square-foot
office tower of distinctive design compatible with the
existing office towers. A rich base of granite 1is
connected to a crenellated top by a curtain wall similar to
the other Embarcadero Center office towers.

Just as the Hyatt Regency with its unique atrium, the
parkway, M. Justin Herman Plaza, and the retail assemblage
of Embarcadero Center Four create a major urban place, so
will the Federal Reserve, Park Hyatt, and Commercial Street
provide a similar setting on Embarcadero Center'!s west end.

Conclusion

From the City's standpoint, the 51-acre blighted area has
been transformed into a meaningful and productive part of
the city. The produce industry was relocated to new,
clean, efficient facilities. From a very low tax base, the
Embarcadero Center now contributes annually in excess of
$12 million combined taxes. The central business district
has expanded 1in a manner causing little if any negative
environmental impact. Not only does the Embarcadero Center
maintain the Justin Hermaa Plaza, it has provided in excess
of 10 acres of privately owned, publicly used space
on three levels throughout the complex. It is estimated
that the daytime population of workers and visitors to
Embarcadero Center is in excess of 12,000.



From the developer/owner's standpoint, an economically
viable real estate development has been completed and is
now 1in the process of being expanded. Substantial risk
capital was required; however, through creative efforts it
has been possible to create a central city complex that has
long-term investment benefits and provides satisfaction to
the ownership in making a truly remarkable contribution to
San Francisco's urban society.



FACT SHEET

EMBARCADERDO CENTER
Nature of Development

"City within a city" complex including office, commercial,
hotel, shopping, entertainment, and parking facilities. A
major hotel and four office towers, each with three
inter-connecting shopping 1levels. The entire project
celebrated its completion in May of 1982.

Qwners and Developers

The joint venture is composed of:

The Prudential Insurance Company of America
and Affiliates

David Rockefeller and Associates

John C. Portman, Jr., FAIA

Project Manager

Embarcadero Center, Ltd.

Location

Assessor's Blocks 230, 23t, 232, 233, and 234, San
Francisco, California. Bounded by Clay, Battery,

Sacramento, Drumm, California, and Market streets and by
M. Justin Herman Plaza and the Hyatt Regency San Francisco
Hotel.

Land Area

8.5 acres, or approximately 370,000 square feet. Parcel is
part of the 51-acre Golden Gateway Redevelopment Area.

Jurisdictional Public Agency

San Francisco Redevelopment Agency.

Dg!ngQQQ Spacg

Over 2.75 million square feet of office space,
approximately 325,000 square feet of retail space, 804-room
hotel, 2,400 underground parking spaces, and over 200,000
square feet of landscaped public area.



Architect and Master Planner
John Portman & Associates, Architects and Engineers
Special Features

Five-~block, 325,000-square-foot shopping area of more than
175 stores, restaurants, shops, and boutiques on three
levels, connected by pedestrian bridges above the streets.

Particularly noteworthy artworks throughout the public
areas of the development include major works of sculpture
by Willi Gutmann, Nicolas Schoffer, Charles Perry, Barbara
Shawecroft, Lia Cook, Louise Nevelson, and Jean Dubuffet.
Embarcadero Center's investments in public artwork and
landscaped area exceed $5 million.

Underground parking for 2,400 cars.

Extensively landscaped open space, connected by pedestrian
bridges to the multimillion-dollar
residential/office/commercial Golden Gateway Center.

20-story Hyatt Regency San Francisco Hotel with its
spectacular 17-story atrium lobby.

An outdoor theater with seating for 250 people located in
Justin Herman Plaza adjacent to Four Embarcadero Center,

Awards

Ninth Annual Esquire Magazine/BCA Award, 1974

Urban Renewal Program, Sixth Biennial HUD Design Award,
1974

Urban Land Institute's 1984 Award for Excellence,
Large-Scale Development

1985 San Francisco Chamber of Commerce Business/Arts Award

Investment
Estimated total development cost of $375,000,000.
Economic Impact/Employment Data (Approximate)

Total population of center 15,000

Current annual employment payroll
for center population $500 million

Total current annual taxes (payroll,
sales, property) $18 million



Development Timetable

Phase 1

Phase 2

Phase 3

Phase U4

Phase 5

One Embarcadero Center

Security Pacific Bank Building. 45-story office
building with three-level shopping gallery.

Groundbreaking
Completed

Five Embarcadero Center

July 1968
March 1971

20-story Hyatt Regency San Francisco Hotel.

Groundbreaking
Completed

Two Embarcadero Center

35-story office building
shopping gallery.

Groundbreaking
Completed

Ihree Embarcadero Center

35~-story office building
shopping gallery.

Groundbreaking
Completed
Four Embarcadero Center

45-story office building
shopping gallery.

Groundbreaking
Completed

March 1971
May 1973

Wwith three-level

March 1972
April 1974

with three-=level

April 1974
September 1976

with three-level

January 1978
May 1981



Building Areas by Use

Assessor's Net Rentable

_Block # Stories Square Feet

One Embarcadero Center:

Office Tower 230 40 691,000
Retail 3 levels 78,500
Other 2 levels ———
Two Embarcadero Center:
Office Tower 231 30 650,000
Retail 3 levels 75,000
Other 2 levels -
Three Embarcadero Center:
Office Tower 232 30 648,000
Retail 3 levels 76,000
Other 2 levels -
Four Embarcadero Center:
Office Tower 233 40 759,000
Retail 3 levels 95,000
Other 2 levels -
Five Embarcadero Center
(Hyatt Regency Hotel)
804 rooms 234 20
EMBARCADERDO CENTEHR WEST

An expansion to the west of the Existing Embarcadero Center
complex with a construction

1986.
Natu D

Embarcadero Center West

three-block,
development which features a new 24-story, 360-room hotel,

start scheduled for fall of

mixed-use

a new 33-story office building and, as its centerpiece,
prominent national and c¢ity historical 1landmark, the
nine-story original Federal Reserve Bank building of San

Francisco, preserved and handsomely restored for public and
commercial use. This development
existing Embarcadero Center
Battery Street leading to a pedestrian ramp onto Commercial

Street. :

will be
a pedestrian bridge over

linked

to the



Quwner
The joint venture is composed of:
The Prudential Insurance Company of America
David Rockefeller and Associates
John C. Portman, Jr., and Affiliates
Development Manager
Embarcadero Center, Ltd.
Archjitect and Master Planner
John Portman & Associates, Architects and Engineers
Locatijon of Development
In the San Francisco central business district, the
Embarcadero Center West project site includes three parcels

of property bounded by Battery, Clay, Sansome, and Halleck
streets in San Francisco, California.

Parcel 1 (Hotel) Block 229, Lot 20
Parcel 2 (Former Federal
Reserve Bank) Block 229, Lot 3
Parcel 3 (Office) Block 238, Lots 1 and 7
Land Area

Approximately 71,100 square feet, or 1.6 acres.
Jurisdictional Public Agency

City and County of San Francisco, City Planning Commission.
Developed Areas

Parcel 1 Approximately 285,000 square feet of hotel
space, including 360 hotel rooms, restaurant,
meeting rooms, and public open space.

Parcel 2 Approximately 140,000 gross square feet of
office space and 50,500 gross square feet of
restaurant and retail facilities within the
renovated historical space.

Parcel 3 Approximately 480,000 gross square feet of
office space, including below-ground parking
with retail and public open space at street
level.



Project Features

This development will be linked to the existing Embarcadero
Center by a pedestrian bridge over Battery Street, where it
will connect to a pedestrian ramp leading into the retail,
hotel, and pedestrian activities on Commercial Street
and the renovated former Federal Reserve Bank building. As
a continuation of the pedestrian activities on Commercial
Street from Justin Herman Plaza to Battery Street,
Commercial Street from Battery to Sansome will be closed fto
vehicular access. Approximately 19,000 square feet of
publicly accessible open space will be incorporated into
this development. Additionally, the project sponsor is
studying the feasibility of providing an on-site day care
facility for workers and employees of the Embarcadero
Center area.

Parcel 1 Features (Hotel):

- 24 stories above ground, three below
- Approximately 360 guest rooms
- Gross floor area approximately 285,000

- Auto entrance off Clay Street, pedestrian entrances
off Clay and Battery streets

- Distinctive, Hyatt Regency-related architecture

- First three 1levels containing hotel activities,
meeting rooms, restaurant, lounge, and public
terrace

- Some guest rooms to include balconies or bay windows

- Hotel integrated with retail activities of the
renovated former Federal Reserve Bank and also
existing Embarcadero Center, providing an exciting
western complement for the Embarcadero Center

Parcel 2 Features (Former Federal Reserve Bank):
- Building first constructed in 1923, with several

subsequent additions
- Architect was the prominent George W. Kelhanm

- Total former Federal Reserve Bank property (ECW
site) put up at public bid in 1982

- Renovation to include 140,000 gross square feet of
first-class office space on the upper six floors

- Lower levels to 1include proposed food center and
related retail

- Building one of the first of 1its kind ¢to be
completely seismically upgraded per current building
codes

- New grand portico to be added at the east end in

keeping with the people-oriented atmosphere of
Embarcadero Center

- Building 1is eligible for the National Register
of Historic Places



Parcel 3 Features (Office):

- 33 stories above ground, three below
- Approximately 480,000 gross square feet of office
and retail space

- Retail space and open space at ground level
- Stunning, Downtown Plan-style architecture
Investment
Estimated total development cost: $270 million
Economic Impact/Employment Data
Projected net new permanent Bay Area jobs 12,400
Housing obligation fulfilled by sponsor 352 units
Projected annual revenues to the City $5 million
Transit impact fee to be paid by sponsor Approxi-
mately
$2 million
jmetab

Parcel 1 (Hotel):

Projected construction commencement May 1, 1986
Completion of construction June 1, 1988

Parcel 2 (Former Federal Reserve Bank):

Projected construction commencement June 1, 1986
Completion of construction January 1, 1988

Parcel 3 (Office):

Projected construction commencement May 1, 1986
Completion of construction June 1, 1988
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LATE NEWS FLASH!!
January 20, 1986

Since this case was prepared, Colonel Khadafy has been causing trouble in the
Mediterranean, and Libyan assets have been frozen in the U.S.A. Several Italian oil
companies had been intending to pursue joint ventures with Libyan oil companies but now
have decided to pursue joint ventures with a couple of Atlanta-based firms; consequently
the Atlanta office market has tightened up. New leases have been signed which will
increase the buildings cash flow by $500,000 per annum beginning in 1986 and extending
over the next five to seven years. Furthermore, options under these leases, if exercised,
could provide an additional $1,000,000 p.a. for the building's cash flow after 1995. As a
result of these changes, Carlotta feels more positive in underwriting a higher residual.

Meanwhile, in Los Angeles the 40,000 square foot potential tenant (proposal 2) turned out
to be expansion space for a Libyan investment fund which invested Libyan assets in U.S.
banks. Since the Libyans have had their assets frozen, this deal is now dead. The
remaining proposal has been accepted and the building will soon be 72% occupied, rather
than 80%, as had been previously hoped. Furthermore, the "worst-case" lease-up is now
feared to last until June 30, 1989, and the downside risk to JMBDIP has been increased by
$2 million to a total additional exposure of $4 million.

This additional information should be taken into account when you answer the questions
posed in the case.



CASE

Nathaniel P. Vance opened the door to his new office at JVB Realty
Corporation's headquarters on the 39th floor of the John Hancock Building in
Chicago. The corner of his mouth slowly turned upward into a small smile as
he surveyed the expansive rooam. Tastefully decorated with enphasis on grey
flannel and walnut cabinetry, the office offered a magnificant view of both
the Lake Michigan coast and the Chicago skyline. Taking a seat at his desk,
Nate stroked the rich, Corinthian leather on the chair's well-proportioned
armrests. His small smile suddenly turned into a broad grin as he thought to
himself: "Hmm, this new office is not too bad. I guess it was worth the five
tough years of dealmeking. Plus, with my new pramotion to Acquisitions
Investment Conmmittee Member (or "Godfather" for short), I've got a lot more
responsibility." As Godfather, Nate would not only be overseeing five
dealmekers but also be serving on the Investment Coammittee, the five-person
group which decides on all property investments made for JVB's publicly
sponsored Limited Partnerships.

Nate picked up the pile of mail that lay opened and neatly stacked in his
leather-lined letter tray. His new administrative assistant had stacked the
mail in order of its importance, starting with his Mileage Plus Update from
United Airlines. (Nate has been accumulating miles for the ultimate prize: a
two-week excursion to Tehiti with the United flight attendant of his choice;

his new account balance showed him just 20,000 miles fram his goal.)

c.) 1985, by JVB Realty Corporation. All facts have been modified. All names
are fictitious and are not intended to represent any actual joint venture
partner of JMVB.



Next in the pile was a manila folder holding three Investment Memorandums
that described potential deals that the Investneﬁt Camni t tee wogld review at
its next meeting. These memos had been prepared ih great detail by JVB
crities: the selfless, hard-working, aggressive recent business school
graduates who assist the dealmsker in market and economic analyses of
potential investments. Investment Memorandums summarize all the salient
information necessary in analyzing an investment and are the bases for
discussion in Investment Cammittee meetings. Nate remembered his days as a
ceritic; they were heady times marked by red-eye flights, romantic encounters
in overbuilt markets, and slide-rule nurber ecrunching.

But with his days as critic and then dealmeker now over, Nate had the
luxury to find deals neatly packaged in Investment Memos in his letter tray.
Nate's smug smile, which had returned as he reveled once again in his new
status, disappeared quickly as he began to leaf through the three memos. "My
God!" he thought, "there is no 'slam dunk' anongst these three. This
Godfather business might not be as easy as I had thought."

Nate read on. One deal, a major office building in downtown Los Angeles,
was only partially leased (albeit to a very high credit tenant) and faced a
potentially tough leaseup period. Another, an office/R & D project in
suburban San Diego, was fully leased but faced problems in the future. The
third, a sparkling jewel of a building, in a secondary location in an
otherwise vibrant suburban submarket of Atlanta, provided fixed, above-market
mester lease payments for 15 years.

Nate read each of the Investment Memos in great detail because he knew
that he would be called upon today at his first Investment Comnittee meeting
to prioritize the potential of each deal and substantiate his opinion for the

order he picked. While he had clearly demonstrated his ability as dealmaker
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-~ his promotion was evidence of that -- he would now be the rookie Godfather
and would thus be scrutinized on his first few decisions.

"At first glance,™ Nate thought, "I wouldn't do any of these deals. At
the same time, I know that almost all real estate markets are extremely tough
today, and we can't just close up shop." Nate, of course, understood that
investors' continued interest in real estate meant that it was the
responsibility of JVB's acquisition department to find the best opportunities
available and structure around any potential problems.

All three of these properties were potential investments for the same
publie limited partnership: JMB Diversified Investment Properties-MIMLXXXVI
(JVBDIP-MMLXXXVI). Each of these investments was the appropriate size for
the fund. An investment in any of them would conmit enough dollars in this
fund so that JVBDIP-MMIXXXVII could go "effective," or start raising funds.
In addition, investments made to date in JVBDIP-MIMLXXXVI had been mostly in
shopping centers and a few office projects in the South and Midwest. An
investment in an office building or R & D project on the East or West Coast
would enhance the diversification, by location and property type.. (See
Exhibit A for the investment objectives and policies of JVMBDIP-MIMLXXXVI).

At this point, Nate went with his instinets and thought back to those
lonely nights near closing time at La Terrasse, where one often looked for
"deals", but was rarely satisfied with the available opportunities. Nate,
turning to his old reliable "confidence builder", opened the bottam drawer to
his desk, pulled out a bottle of Glenfiddich, and poured himself a shot (or
two) of scotch as he began to weigh the three alternatives and prepare his

comments for the Investment Committee meeting that afternoon . .



Assi nt:

As an Acquisitions Godfather, Nate is an integral part of the decision-making
process for all investments made by JVMB's publicly offered funds. Decisions
by the Investment Camittee are made on a consensus basis, as opposed to a
majority rule. Therefore, it is extremely important that Nate's reasoning be
well developed for discussion with other members of the Camittee. Decisions

are an easy and natural outgrowth of these discussions.

Imagine that you are in Nate's position. You should analyze each of the
attached Investment Memorandums, focusing especially (but not exclusively) on

the following areas:

1) Quality of project

2) Location

3) Leasing status

4) Market factors (both short-term and long-term)
5) Credit (of tenants, of developer)

6) Upside potential

') Dﬂwnside risks

8) Deal structure

9) Numerical analysis

10) Potential to restructure deal (if necessary)

11) Likelihood of closing deal

Rank each of the deals in the order in which you would advise doing them.

Instead of meking yes/no decisions on each property, you should concentrate



more on the substantiation of your ranking. Adequate reasons should be
provided for both why you would and would not do each of the deals. Be sure
to consider possible changes to deal structures that may help to overcame your
concerns about the specific deals. (What is the likelihood that the seller

Will accept your changes?)

Notes to the student: The buildings described in this case are caﬁposites of
a nurber of different properties in diverse locations. It will be fruitless
for you to try to identify these buildings; identification of a similar
property will be of no benefit in analyzing the deals. All pertinent

information necessary for preparing your analysis is provided for you herein.

The numerical analysis provided has been presented in a simplified form and
should be accepted largely as fact. A Godfather would not crunch 10-year
projections himself, but would rely on the analysis provided by the eritic.
Ten and fifteen-year analyses have been excluded from the presentations. Try
to draw conclusions based on your "gut" reéding of the facts. Do not hide

" behind numerical analysis, but evaluate the real estate, the risk, and the

deal structure.

A Godfather often uses simple "rules of thumb" to compare deals in a "short-
hand" analytical way. Similarly, your emphasis should be on the issues
involved in evaluating real estate portfolio decisions. You might, however,
consider (perhaps in your analysis of upside/downside) changes to the
stabilized pro-formas shown for each deal. You may find it useful to look at
effective rents (face rents discounted for concessions) to underwrite the

upside potential for each deal.



Limit yourself to a pre-tax analysis, ignoring the tax benefits of the
investments. Also, analyzé each property on a free and clear, unleveraged
basig. (Ignore the differences or benefits of the first mortgage
financings.) Assume each property, upon full lease-up, meets the near-term

cash flow objectives.



EXHIBIT A
INVESTMENT OBJECTIVES

The investment objectives of JMB Diversified Investment Properties-MMLXXXVI

are to provide Limited Partners:

- Current cash distributions (low in yrs. 1-3; increasing thereafter);
- Capital appreciation through the increase in the value of the

properties.

Anticipated funds available for acquisitions: $300,000,000

Anticipated leverage: Between 60 and 67% of purchase price.
INVESTMENT POLICY

JVMB Diversified Invesfment Properties-MMXXXVI will invest in a diversified
portfolio of incame-producing real properties consisting primarily of recently
carpleted camercial properties, such as shopping centers, office buildings
and high quality industrial projects. These properties will be located in

various cities throughout the United States.

It is anticipated that the Partnership will use borrowed funds (leverage) in

connection with the purchase of same of the properties. The overall objective _

of the fund is to achieve 2:1 leverage (67% of economic value in the form of

debt). The anticipated leverage in each deal presented will be acceptable to

the fund.



The Partnership intends to hold the properties it acquires until sale or
disposition appears to be most advantageous fram the viewpoint of the
Partnership and its investment objectives. It is presently intended that the
properties will be sold or refinanced between the 5th and 12th years after
acquisition, and the Partnership will seek to sell properties so that the
average holding period for properties is between 7 and 8 years. However, the

Partnership is not obligated to sell properties at any particular time.

The Partnership is self-liquidating in nature and no reinvestment of sale or

refinancing proceeds in additional properties is permitted.
Note:

(1) Each of the three deals represents less than 10 percent of the total
investible funds of JVEDIP-MMLXXXVI. To date, $250 million has been
invested; as a poliey, the next fund cannot be sold to the public
until the prior fund is 90 percent specified. Any of the three deafs

will allow JMB to market the next fund to the public.

(2) If the camittee so elected, all three deals could be pursued.



Reprinted with permission of Heitman Capital Management, Michael H. Casey, Managing Director
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THE COLOSSUS CORPORATION TOWER
LOS ANGELES, CALIFORNIA
INVESTMENT MEMORANDUM

PROPERTY DESCRIPTION

The Colossus Corporation Tower (the Project), completed in
1984, contains approximately 500,000 net rentable square feet
of space. The Project was developed by Colby Enterprises, a
major developer of office properties in the Los
Angeles/Southern California area. The structure encompasses
24 floors and is extremely well located in downtown Los
Angeles, California. The Colossus Corp Tower is generally
recognized as "the place to be" in downtown Los Angeles.

Colossus Corp. leases 250,000 square feet (approximately 50%
of net rentable area) which includes some of the first floor
and all floors from the mezzanine through the 12th floor.

The building's lobby is housed in a two-story glass enclosed
pavilion called King's Court Pavilion, which provides
restaurants, retail and public spaces for tenants and outside
customers.

The Project has the capacity to park 750 on-site vehicles
(380 leased to Colossus), a good parking ratio for a downtown
LA office building.

The Colossus Corp. Tower is situated on the north side of 4th
Street extending the full block between Hope Avenue and Pray
Street. It is in Los Angeles' prestigious Bunker Hill aresa
and is close to the center of downtown Los Angeles. The
location of The Colossus Corp. Tower is generally recognized
as the premier office location in downtown Los Angeles, with

great potential for long-term growth in demand and asset
value.

The Colossus Corp. Tower is of steel frame construction with
lightweight concrete floors and is supported on spread
footings and drilled-and-belled caissons. An exterior wall
system of polished Cornelius marble cladding and aluminum
window wall with insulating solar bronze reflective glass
effectively delivers visual impact and creates an air of
prestige and refinement. The off-site parking structure
consists of two levels above grade and one level below grade
and is constructed utilizing concrete slabs, beams and
columns.
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MARKET ANALYSIS

The downtown Los Angeles office market is currently in
somewhat of a shambles from a landlord's perspective. There
are approximately 2.0 million square feet available to lease
in buildings competitive with The Colossus Corp. Tower.
Furthermore, an additional 3.8 million square feet of
competitive space are expected to be completed between the
“end of 1987 and early 1988. Annual absorption in downtown
Los Angeles has averaged approximately 1.2 million square
feet per year for the last five years, which indicates that
the current softness in the market may firm over the next two
years, but quickly return by 1987 and continue for three to
four years. Nevertheless, the long-term prospects for the
market are excellent. The Bunker Hill area in particular

should be in high demand once the oversupply has worked
itself out of the market.

LEAS ING STATUS

Currently, The Colossus Corp. Tower is 60% leased to two
tenants. While it was clearly a coup to land the Colossus
Corp. deal 18 months ago, before the market turned soft (and
at rates $5 per square foot above the current market of $23
per square foot net), Colossus was able to negotiate a 25%
equity stake in the building as part of the deal. The
remaining 10% of space that has been leased (50,000 square
feet) represents the only lease signed in the year since
opening, which is a further indication of the softness of the
market. The developer, Colby Enterprises, claims that they
consciously avoided leasing in the difficult market of 1984
and early 1985. With many tenants now "in the market", Colby

Enterprises feels they can get their share of tenants and
lease the project quickly.

It is hoped that the building will be 95% leased as of
January 1, 1988, but in the worst case, the building is
expected to be 95% leased and paying rent as of January 1,
1989. There are currently two major deals pending that have
been proposed to tenants; if signed, these deals would bring
the building to 80% occupancy as of June 1, 1986. Colby
Enterprises is confident that they can do both deals, but
JMBDIP is not as confident.

While leasing has progressed slowly since leasing half of the
building to Colossus, it is expected that because of its
quality and location that ultimately the Colossus Corp. Tower
will be leased to credit tenants, primarily law,
international trading, and consulting firms. The question is
one of cost: How much will it cost to fill up this project
in the currently tough market.
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DESCRIPTION OF FINANCIAL DEAL

The Colossus Corp. Tower is currently owned by a partnership
which is comprised of Colossus (25%), and the developer,
Colby Enterprises (75%). Colossus has indicated that they
are not interested in selling any portion of their position
at any price whatsoever. The property is currently subject
to a $100 million first mortgage loan at a 10.5% interest
rate, with interest only payments throughout the life of the
12-year loan. The property is currently managed by Colby
Enterprises Managers, a subsidiary of the developer, for a
fee equal to 3% of gross receipts.

The partners have experienced a disappointing negative cash
flow due to the weakness in the Los Angeles office market
(approximately 60% of the Colby Enterprises portfolio is
located in Los Angeles). Additionally, Colby Enterprises
recently committed to begin a new 1 million square foot
office building as soon as the Colossus Corp. Tower is 80%
leased (this new building is included in the 3.8M new
development number). In an effort to increase their
liquidity, Colby Enterprises has actively been seeking
partners in its Los Angeles buildings.

About three months ago, Colby Enterprises approached JMB with
the intent of selling two-thirds of its 75% ownership
position in The Colossus Corp. Tower to raise cash to help
fund anticipated deficits in this property. Colby
Enterprises indicated that they believed in the market in a
long-term sense, and that they wished to remain a partner in
the building to share in expected appreciation; the fact that
they wanted to remain a partner in the building confirmed
JMB's thoughts about the ultimate strength of the market and
this building.

Current Deal Between Colby Enterprises and Colossus Corp.

Cash Flow: - No preferences
- All available proceeds split 75/25
between Colby Enterprises and
Colossus Corp. respectively
- Any fill up obligations (operating
deficits) shared 75/25.
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DESCRIPTION OF FINANCIAL DEAL (continued)

Refinancing or Sale: - No preferences
All available proceeds (after
repayment of debt) split 75/25
between Colby Enterprises and
Colossus Corp. respectively

Colby Enterprises approached JVMB with a desire to sell a 50
percent interest in the building, with no preferences on cash
flow and sales proceeds.

Proposed Transaction

The proposed deal contemplates that JMBDIP will acquire a 50%
interest in the asset by acquiring 2/3 of Colby Enterprises'
interest for $30 million. The current deal, as shown above,
will stay intact, and JMBDIP's share of cash flow and sale
proceeds will be paid out of Colby Enterprises' 75 percent
share of available benefits. The following describes how the
75 percent partnership between JMBDIP and Colby Enterprises
will share the benefits between them:

Cash Flow (of 75% to JMBDIP/Colby Partnership):

- JMBDIP gets Guaranteed Returns of 6%, 7%, 8%, and 8% for
1986, 1987, 1988, and 1989. Any excess cash flow goes to
Colby.

- After 1989, JMBDIP gets an 8% cumulative preference with
all excess cash flow split 2/3:1/3.

Refinance or Sale (Of 75% to JMBDIP/Colby Partnership):

1) Any contributions for excess operating deficits repaid to
contributing partner.

2) JMBDIP gets the first $60 million.

3) All excess proceeds split 2/3:1/3.
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DESCRIPTION OF FINANCIAL DEAL (continued):

Operating Deficits:

This is the only area that has been revised from the current
Colossus/Colby partnership structure. Under the revised

structure, the partners will contribute the following:

Additional

% Amount %
JMBDIP - - 509
Colby 75% $12 million (A) 25%
Colossus 25% $ 4 million 25%

$16 million

(A) Paid from JMBDIP's $30 million purchase of its 50%
interest.

The $16 million deficit reserve fund will be established upon
the admission of JMBDIP as a partner in the deal. If
operating deficits exceed $16 million, each partner will be
responsible for its pro-rata share of deficits. If the full
$16 million is not used, the partners will split the
remaining proceeds pro-rata. JMBDIP has assumed no capital
will be distributed to the partners.

JMBDIP's internal downside analysis shows & potential
additional investment of $2 million (50% of $4M excess
deficits over $16 million). In evaluating JMBDIP's return on
investment, this potential downside must be factored into a
review of the pricing. This aspect of the deal has been
highly negotiated, and though it is unusual, JMBDIP has
agreed to accept this risk.

Additionally, JMB's guaranteed return will be fully secured
by a letter of credit (through 1988).

In evaluating the pricing of this deal, JMB feels that due to

the significant preferences on Colby's position in the deal,
JMBDIP's $30 million of equity has acquired approximately 65%
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DESCRIPTION OF FINANCIAL DEAL (continued)

of the asset (JMBDIP owns only 50% of the ultimate upside,

but has significant preferences). Therefore, the asset price
for JVMBDIP's interest is:

JMBDIP Equity: $30 million
"True" JMBDIP
Ownership Position: 65% (Colossus: 25%; Colby: 10%)
Imputed Equity Value: $46.15 million ($30M div. by 65%)
Add: Debt $100 million
Asset Value: $146.15 million
Asset Square Feet: 500,000
Price/Foot ' $292/sq.ft.

Though this is a high price per square foot, other buildings
in downtown Los Angeles have traded at or near this price in
the last six months. The price per foot would be even higher
(over $300 per square foot) if the "downside" fill up
operating deficits are realized. There is no assurance that

JMBDIP's fill-up obligations will be limited to the
additional $2 million.

The most critical factor in evaluating the price/foot is to
compare this price to the effective rent per square foot
(i.e., discounting the "face" gross rent to factor in the
above-standard concessions). The attached market study
discusses this aspect of the deal and the attached rent roll
outlines the current and contemplated concessions necessary
to lease the property.
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STABILIZED PROFORMA (1988) ( 000's)

Gross Rents (C)

Colossus (250 sf @ $35/sf) $ 8,750
MF&P (50,000 sf @ $30/sf) 1,509
Proposal 1 (60,000 sf @ $29/sf) 1,740
Proposal 2 (40,000 sf $30/sf) 1,200
Spec. Space (100,000 sf @ $31/sf) 3,100 (A)
Total Gross 16,290
Less: 5% (non-Colossus) vacancy ( 377)
Effective Gross 15,913
Parking Income 1,544 (B)
Total Income 17,457
Less: Expenses (500,000 sf @ $7.50 sf) (3,750)
Net Operating Income $13,707
Less: Debt Service (10,500)
Anticipated NCF 3,207
25% to Colossus ( 802)
Available to Colby and JMBDIP 2,405
JVBDIP 8% Return ( 2,400)
Available to be split 75/25 5

(A) Includes top 2 floors in building

2Bg 750 stalls @ $120/month (+6%, 3 yrs.) @ 120% oversell.
C) Gross rents are actual (and/or anticipated) face rents, no discounting

of rents has been included to factor in concessions






